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On April 12, 1999, the Commission entered the First Imterim Order (“FI1O™) in this docket.
The Commission concluded that “metering and billing should be unbundled.” (FIO, p. 11 and
Finding(4)) The Commission also found that it was unable to conclude that “customer handling”
thould be unbundled because there was no clear definition or delineation of the services that would
comprise “customer handling”, but that unbundling of “customer handling” could be considered in
the next phase of this proceeding. (F10, p. 11) The Commission ordered that this docket should
bemcﬁvatodinSeptember 1999 and scheduled to result in a Commission order by May 1, 2000,
establishing how metering and billing should be unbundled. The reactivated proceedings wereto.
include both evidentiary hearings and workshops, with the latter focused on allowing parties to
attempt to develop solutions to the many technical and business process issues associated with
unbundling. The Commission stated that implementation of the resuits of the May 1, 2000 order
should ocur so that by September 1, 2000, alternate providers will have an opportunity to provide
metering and billing services, (F10, p. 17)

This docket was reactivated in mid-August with a series of workshops. Contemplating the
May 1 and Septesmber 1, 2000 dates in the FIO, the parties recognized that it would be useful for the
Commission to issue a furthes interim order o provide puidance to the electric utilities (“DSP<™) and
other parties in filing specific implementation proposals, including tariffs, for unbundling delivery
services. Accordingly, this phase of the docket was scheduled to provide for the filing of testimony,

evidentiary hearings, briefs, and a further interim order by iate Decerber, 1999 or early January, 2000
on several overriding issues,
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B.

The Commission Should Adopt the Provisions of the Memorandum of
Understanding Among Several DSPs and Meter Service Froviders

Several parties, including Commonwealth Edison Company (“ComEd”), Hilinois Power

Company (“llinois Power™ or “IP”), the Ameren companies, Alliant Energy, PHASER Advanced

Metering Services, TTRON, eMeter, and FIRSTPOINT Services, Inc., have entered into a

" “Memorandum of Understanding” (“MOU™) which comprises these parties’ agreement and

recommendation to the Commission on numerous policy issues in this phase, including issues 1, 3,

4, 5 and 6 listed below.! While the MOU is not an agreement among all parties, it provides 2

reasonable rese.ution of these issues, and is supported by substantive evidence. Mr. Ward Camp of

PHASER, a prospective meter service provider (“MSP™), testified that the agreements in the MOU

provide a regsonable and practical manner in which to implement the conclusions in the FIO,

(PHASEK Ex. 1, p. 4) He identified the following benefits of adopting the MOU:

Potential market participants would have the opportunity to enter the Iilinois market
on acceptable terms,

DSPs would be able to develop new business processes and systems that could
implement the FIO under the time frame contemplated.

MSPs would be certified by the Commission, cnabling the Commission to
appropriately monitor MSPs, insure that they have appropriate resources, and oversee
them with respect to heaith, safety and consumer issues.

Modifications to the provision of unbundled metering and billing could be
implemented by January 1, 2002 or when residential customers become eligible for
delivery services, whichever occurs earlier, thereby providing for the possibility of
additional unbundling which may be beneficial to customers. (Id., p. 4)

In addition, although Comrmission Staffis a not a party to the MOU, the recommendations of Staff

witnesses Christel Templeton and Richard Zuraski on the issues covered in the MOU are generally

'The MOU is Appendix A to the Direct Testimony of H. Ward Camp (PHASER Ex. 1).

2
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consistent with the MOU. (See StaffExs. 3.0, 6.0, 7.0) For the reasons detailed in this brief, Iilinois
Power urges the Commission to adopt the provisions of the MOU.
C.

Tiinois Pawer believes that the Commission should resolve the following issues in this phase
of the docket, in the manner summarized after exch issue:

General

I What retail customers are eligible to take unbundled delivery services?

Customers that are taking delivery services under the DSP’s delivery
services tariff should be the only customers eligible to take unbundied
delivery services, -

2. How should the DSP determine the bill credit which will be given to the delivery
services customer that elects to take an unbundled service from an altemate provider?

’ In order to allow the DSP to recover its costs of providing delivery
services and to facilitate economically efficient competition, the bill

credit should be based on the costs which the DSP avoids when =

delivery aervices customer switches to an alternate provider of

unbundled services, net of the costs which the DSP ks incorring to

implement snd enable unbupdling. The DSP must be allowed to

» continue to recover the costs it incurs ay the provider of 1ast resort of the
unbundled services. Basing the bill eredit on fully-allocated embedded

costs, as some propose, would prevent the DSP from recovering its costs

of providing delivery services and would subsidize ineflicient providers,

e Metering
3. What are the specific metering service functions that should be unbundled?

The 16 metering functions listed and defined in the MOU comprise the
metering service functions which can be unbundled. The demarcation
points between unbundled metering facilities and DSP facilities should
be deterntined as provided in the MOU,

4, Should unbundied metering service, ot least for an interim period, be limited to the
provision of advanced metering services?
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With some limited exceptions (as provided in the MOU), providers of
unbundled metering service should be required to deploy advanced
metering systems, i.g,, meter systems that do not require on-site resding,

5. Stould MSPs be certified by the Comamission, either as alternative retail electric
suppliers (“ARES”™) or in some gther way that requires these providers to demanstrate
financial, technical and managerial qualifications?

MSPs should be retail electric suppliers (“RES™), and nou-electric atility
MSPs should be certified as ARES based on compliance with techaical,

managerisl and financial capability criteria appropriate to the secvice
they provide.

6. Should customers be allowed to obtain unbundled metering service from more than

ong provider, and should DSPs be required to provide partially unbundled metering
services to customers?

A customer should be allowed to obtain its unbundled metering service
from mare than one provider, so long as (i) a single RES is responsible
for provision of all metering service to the customer aud for interfacing
with the DSP, (ii) the DSP iz not required to continue to provide a
portion of the meter service functions to that customer, and (iii) the DSP
can provide a single bill credit directly to the customer.

7. 1s there any need for further unbundting of billing beyond the unbundling resulting

from implementation of the “single bill option” (“SBO™) which has been incorporated
in each DSP's delivery services tariffs that were approved by the Commission in its
August 1999 orders in the delivery services tariff cases?
Some of the metering functions proposed for unbundling could aiso be
considered billing functious. Beyond this, no further unbundling of
billing beyond the SBO should be implemented at this time. In
particuiar, the functions of calculating the DSP’s bill and maintaining its
customers’ payment snd account records should not be unbundied.

Customer Handling

8. Are there any “customer handling” functions which should be unbundied?

“Customer handling” still has not been adequately and consistently
defined. The specific functions identified oy certain parties, including
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“customer enroliment”, either are not delivery sexvices, or are not

capable of being unbundled because the DSP would still need to perform
these Munctions for the customer,

IL. ONLY CUSTOMERS TAKING DELIVERY SERVICES ARE ELIGIBLE FOR
UNBUNDLED DELIVERY SERVICES

The MOU states: “Customers that are taking service under the utility’s delivery services tariff
are the only customers who are eligible to take unbundled delivery services.” (PHASER Ex. 1, App.
A, p. 1) Two witnesses — Kennan Walsh on behalf of Enron Energy Services, Inc. and New Energy
Ventures Midwest, LL.C. (“Enron/NE") and Larsh Johnson on behalf of edMeter — testified that, at
least under vertain circumstances, retail customers taking service on a DSP’s bundled service tariffs
should be allowed to take metexing service from an altermate provider? (Enron/NE Ex. 2.0, p. §;
eMeter Ex 1, p. 7; Tr. 273) These proposals must be rejected as contrary to the Public Utilities Act
(“Act™) and outside the scope of the Commission’s authority. Section 16-108, under which this
proceeding is being conducted, gives the Commission

. the authority pursuant to Article IX to review, approve. and modify the prices,

tenns and conditions of those components of delivery services not subject to the

pnsd:cuon of the Federal Emrgy chulatory Comxmsmon. mmmmm

s, (§16-108(a); emphasis supplied)

Section 16-109, “Unbundling of delivery services”, which could also provide authority for this
proceeding, states that “The Commission may also, in accordance with Section 16-108, upon
complaint o upon its own initiative without complaint, upon reasonabie notice, enter upon a hearing
conceming the need and desirability of requiring

offered by electric utilities.” (emphasis supplied)

*However, Mr. Johnson also testified that eMeter continues to support the provision of the
MOU quoted above. (Tr. 784-85)
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Both of these sections limit the Commission’s authority to allowing the provision of
unbundled delivery services. There is no section of the Act which gives the Commission authority
1o require that components of bundled service tariffs be offered on an unbundled basis. Indeed, §16-

109A gives the Commission only “the authority to investigate the need for, and 10 require, the

electric utility”. (emphasis supplied) It is clear from the Act that the Genersl Assembly considered

whether and to what extent the Commission should have authority to require unbundling of delivery
services and of' bundled services, and gave explicit direction oo these points in the Act, If the
General Assembly had intended for the Commission to have authority to require unbundling of
bundled taviffed services, it would have szid 30 in the Act.

IL CREDITS FOR UNBUNDLED DELIVERY SERVICES SHOULD BE DETERMINED
BASED ON 'I'BE DSP'S AVOIDED COS‘IS, ‘l‘A.KING INTO ACCOUNT THE DSP'S

The proper methodology for developing & pricing credit for unbundied delivery services
should encourage the efficient utilization of resources and should not favor one competitor over
another. ([P Ex. 8.1, pp. 4-5; Tr. 874-76} The ouly real issue is what costing methodology would
ensure that result. The credit that is provided 1o customers who choose an alternative provider of
delivery services must be based on the DSP’s avoided decremental costs so that the DSP’s lost
revenues match its saved costs. Any other decision may result in the DSP fziling to recover the full
cost of providing delivery services, in violation of § 16-108 of the Act, or in a market that does aot
operate efficiently, contrary to the intent of § 16-101A{d) of the Act.
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A.  The Avoided Cost Approach is the Only Pricing Approach That Provides DSPs
the Opportunity to Recover the Casts They Incur to Implement Unbundling and
\od

Section 16-108 of the Act states that electric utilities must be given the opportunity to recover
the costs of providing delivery services. Use of an avoided cost credit wifl enable the DSP to recover

its costs of providing delivery services including the costs it incurs as provider of last resort. Use of
fully-allocated embedded costs for developing the credit would fail to comply with this stautory

mandate because would it reduce the DSP’s revenues by more than the cost the DSP avoids when

it no longer provides the service to the customer.

Section 16-108(c) of the Act states in relevant part:

Charges for delivery services shall be cost based, and shall allow the electric
utility to recover the costs of providing delivery services through its charges
to its delivery services customers that use the facilities and services associated
with such costs.

This provision makes clear that the electric utility must be allowed to recover all costs associated with

the provision of delivery services through its charges to delivery service customers.
The Commission has approved a revenue requirement for cach DSP through the delivery

service tariff proceedings that were recently concluded. The revenue requirement for each DSP

includes only those costs necessary and appropriate to the provision of delivery servicey. (Tr. 388-92,
876-77) Since the credit for unbundled services is an offset to the rates based on the approved

revenue requirement, the only costs at issue for developing the credit are costs the DSP appropriately,
prudently and reasonably incurs in the provision of delivery service. The only appropriate offset to.
those costs are the costs which the DSP is able to avoid if the customer switches to another provider.

Any credit methodology that fails 1o provide for the recovery of those rewaining costs would prevent
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the DSP from recovering its costs of providing delivery services, in violation of §16-108(c) of the
Act.

Determination of the unbundled services credit must take into account the DSPs' obligation
to maintain the infrastructure to provide metering and billing services to customers s part of the
, DSP's provider of last resort obligations. The DSP is required 1o offer the service of standing ready
to provide billing or metering service to a customer who has chosen to take those services from
another provider. The customer will make that decision with the knowiedge that it can always rerumn
to the DSP it if desires. That option provides a benefit to all delivery service customers. Whena
subset of customers departs I's metering and billing service, some variable costs may be avoided but
fixed or overhead costs (including joint and common costs) may continue to be incurred to maintain
IP"s billing and metering infrastructure and to stand ready 10 provide these services if the customer
returns to Illinois Power's metering and billing services.’ (1P Ex. 8.1, p. 10)

The issue with regard to provider of last resort costs is simple. The DSP would be denied
mmovaybyabﬁlmditaluﬂaﬁonmuhodologythatgavethemsmmermking service from an
alternate provider credit for the costs incurred by the DSP 1o fulfill its provider of last resont
" obligations. AsMr. Kingerski agreed, utilities are eatitled to get paid for services they provide and

claim that the DSP can simply outsource its supplier of last resort obligation to another supplier
(MidAm. Ex 6.0, p. lB;Tr.Mthaebymggestingthatcostswouldonlybehcumdtothcmem
a customer retums to the DSP’s service. This suggestion ignores the fact that there will be a cost to
the DSP for such outsourcing. As Mr. Iﬁngmldagreed,“someentityisgoinstohavetohawthe
inﬁ-astmcwreandfaciliﬁuandhborpoolrudytoproﬁdethatsewiee,whctherit‘smomsoum
ommmyord)euﬁﬁw,mbeabkwmthuﬂnuﬁﬁtymmiuobﬁgaﬁonofbdngthemppﬁer
of last resort.” (Tr. 406) While the DSP will likely weigh the costs of that option against the cost
ofmaintahﬁngﬂwhﬁammmpmvidethesewicamelﬂﬂleftctisﬂmwillbeacostwlﬁch
ruustbeaccoumedforhthedeﬁmywvicememalﬁngpmcminorderwemethatthe
requirements of §16-108(c) are met. Thatcostnmtbereoovuedﬁ'omdelivery service customers.

8
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should not be required to provide service at below their reasonably and prudently incurred costs. (Tr.
398-99) He further agreed that if it is determined that provides-of-last-resort service has vatue --
which the evidence establishes it does~then DSPs should be allowed to recover its costs. (Tr. 411)
Under the fully-allocated embedded cost approach to the credit, DSPs will never be able to-recover
their casts of offering this service. Under the decremental avoided cost approach, they will

The evidence described the impact on the credit calculation of the obligation to serve. For
example, Hlinois Powes has developed and instalied a Customer Information System (“CIS™) which
is used in the billing process. If a segment of its customers switch fiom bundled tariffed services to
delivery services ang elect to take the SBO from the customer's RES, IP must remain ready 1o
provide billing services to these customcrs should they return to [P's tariffed services. IP must
continue to own and maintain the CIS 8o that it is available should these customers retur to bundled
tariffed services with the Company, or switch to another RES that does not offer the SBO. Illinois
Power would incur ongoing labor costs to maintain the CIS. On the other hand, while the delivery
mmkuﬁngtheSBOﬁmnaPES,lemwoidceminpﬁmingmdmﬁﬁngwmmi
depending on the number of customers taking the SBQ, may also avoid some fabor costs, which
would appropriately be included in the credit. (IP Ex. 9.1, p. 4)

Similarly, with respect 10 metering service, even if a substantiai segment of the utility's
customers switched to delivery services and elected to obtain unbundled metering services from en
MSP, the DSP wouid have o maintain an inventory of metesing equipment to be able to provide the
mwmmmmdeMmmmnwmﬁngmzﬁng services from
the DSP, either under the delivery services tariff or by renming to bundled tariffed service. The DSP

also has o continue to maintain and operate its meter shop and to employ a staff of meter installers,
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testers and repairmen to be ready to provide metering service should customers retum to the DSP
(as well as to serve the customers who remain with the DSP). (IP Ex. 9.1, p. 4) These costs would
not be recovered if a fully-allocated embedded cast credit is used, and instead would fall on the
utiiity’s shareholders.

The fully-allocated embedded cost approaéh is essentially a long run approach, since it
assumes that all costs can be avoided. (Sae Tr. 461-62) The choice between long-run and short-run
costs is not & matter of time frame but rather will depend on whether the resources that underlie the
costs can be avr ‘ded. In the “short run,” only a few costs can be varied, j.q. avoided, while in the
“long run” it is likely that more costs, including costs that are fixed in the short run, can be varied,
and therefore avoided, as the DSP begins to reshape its metering and billing systems in response to
the new competitive emvironmerit. (IP Ex. 8.3, p.4) However, defining “long-run” versus “short-
run” should not be the focus. Rather, the focus should be on determining the appropriate avoided
cost and the unit values for purposes of the credit or charge based on an estimate of the number of
delivery services customers that would take the service from an alternate provider. The estimate of
the number of customers taking the service from an alternate provider, and therefore the charge or
credit, may be revised from time to time based on expericace as additional customers switch to
alternate providers. (IP Ex. 9.1, p. 3) That way, the credit will reflect the actual costs avoided, and
no more.

Staft and Enron/NE/PHASER suggest that if their credit proposal prevents DSPs from
recovering their costs of providing delivery services — which the evidence shows it will - the DSPs
should simply seek to recover any remaining costs through a rate increase. (Seg Tr. 444-45, 886-87)

This proposal would not solve the problem. First, given the statutory bundled setvice rate freeze, the

10
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only rates through which these additional costs could be recovered is delivery service rates. (Tr. 446)
However, the impact of a delivery services rate increase on the transition charge would result in a
revenue offset that would reduce or eliminate entirely any additional cost recovery (Tr. 893), thereby

leaving these costs to be borne by sharcholders.

B.  Use of Avoided Costs for Developing the Credit Will Provide the Correct Price

Signals and Will Promote Economically-Efficient Competition in the Unbundled
Services Without Subsidizing New Entragls

Dr. Kenneth Gordon, a Senior Vice President of National Economic Research Associates, and
formerty Chairuan of the Maine Public Utilities Commission and of the Massachusetts Department
of Public Utilities and President of the National Association of Regulatary Utility Commissioners,
testified that electric restructuring should be implemented in ways that lead to efficient competition
in electricity markets. Efficient competition is present when all competitors are free to succeed or
fail in the murketplace on the basis of their relative efficiencies and advantages in serving consumers.
Firms who can produce most efficiently, based on forward-looking costs, and bring the most value
1o consumers, should (and will) prevail. Efficient competition leads to production at the lowest
achievable costs, which is socialty desirable because it results in the efficient use of society’s resources
and provides consumers with the products they desire at the lowest possible prices. (IP Ex. 8.1, p.
pp- 1-2, 4)

Dr. Gordon explained that the role of efficient retail competition is to create benefits for end-

use customers, Efficient competition would allow retailers to eater and profit in the market if and only

if they are able to deliver benefits in at least one of two forms. The retailer must either: (1) be more
efficient than the ufility in the provision of retail service, and thus offer a lower price to gain market

share; or (2) innovate to introduce value-added products and services that inspire switching because

11

£-01653




-

customers demand these products and are willing to pay a premium to receive them. (IP Ex. 8.1, p.
6)

Dr. Gordon also explained that & policy that subsidizes new entrants or shelters them from
the competitive process should be rejected by the Commission. Rather, competition should be
introduced appropriately at the outset rather than atificialiy tilting the market to favor some
competitors over others (TP Ex. 8.1, pp. 4-5), a concept with which Staff witness Mr, Lazare agreed.
(1. 875-76) Given the opportunities that are open to new entrants, and the capital that these firms
have invested, it is nc likely, in any cvent, that they really need protection. Protection may
discourage these firms from developing the efficient practices needed 1o make them viable, efficient
competitors in the future. For competition to be competitively neutral, corapetitors must be free to
succeed or £ail in the marketplace on the basis of their relative efficiencies in serving the needs of
consumers. In sum, policies that favor less efficient competitors or disfavor more efficient
competitors would clearly be harmnful to consumers and would contradict the basic purpose of
substituting competition for regulation. (IP Ex. 8.1, pp. 4-5)

Dr. Gordon also testified that if competition is introduced in ways that encourage entry by
inefficient competitors, this inefficient situation could persist indefinitely. Once ineficient entry
occurs, it will be difficult for policymakers to go back and change the rules of the game to be more
efficient. That is why reguiators must focus on introducing efficient competition in both retail
electricity markets and in metering and billing markets from the outset. (IP Ex. 8.1, pp. 5-6)

Dr. Gordon explained that prices should reflect the costs caused by consumption of a good
or service. 'When consumption decisions are guided by cost-based prices, the highest-valued goads

and services are produced and consumed using society’s scarce resources. On the other hand, if

12
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buyers are induced to consume more of a service than they would if it were priced at its economic
costs, resources are being wasted: society could be made better off by consuming less of that service.
Competition should be favored where it ensures that customers are made better off. Any policy that
encourages entty and survival of suppliers less efficient than incumbents will result in consumers
paying higher prices or receiving poorer services. (IP Ex. 8.1, p. 8)

The bill credits and/or charges to customers for the costs associated with introducing
comgtition should be based on these basic, well-accepted economic principles. Specifically,
customers who take servire from a competitive supplier of metering and billing services should
receive a credit that reflects the actual decremental costs that the DSP avoids. The amount of the
credit should reflect all of the costs that the DSP avoids as a result of those customers no longer
taking metering and billing services from the DSP, ;nncluding labor, capital, and material. Thus, the
credit would be based on the average wtility-specific avoided costs for 8 decrement that reflects the
expecied number of customers choosing alternative suppliers. Calculation of the credit will require
uﬁlhy-spedﬁc@eﬁdmuﬂ a judgment about the number of customers that are likely to choose
alternative suppliers. (IP Ex. 8.1, pp. 9-10)

There are additional factors that will impact the size of the credit. Combination gas and
electric utilities such as Mlinois Power have historically been' able to combine metering and billing

services in ways that afiowed them to develop economies of scale and scope. Thus, they are able to

“The credit must be based on the actual functions avoided by the DSP, not just on costs
recorded in FERC accounts for distribution functions. FERC accounts were created for accounting
and reporting convenience in the context of regulation of vertically-integrated electric utilities. Given
the substantial changes relating 1o the introduction of competition and the unbundling of electric
service, these accounts do not necessarily accurately capture or depict the costs associated with
specific work functions, particularly the calculation of utility-specific svoided costs. (IP Ex. 8.1, p.
10) This issue is addressed below (§IV.E) with regard to Mr, Lazare’s proposed filing requirements.
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) add customers st & low incremental cost. Depending on how quickly customers deparnt for other

providers, these economies of scale and scope will, over time, be lost, but the incremental effect of
departing customers will initially be small. The cost that the DSP avoids, therefore, could be small.

Further, many of IP’s electric customers also take gas service and thus will need to have their gas

_ meters read, and to receive bills for gas service, even if they decide to take electric metering and
billing services from other suppliers. Thus, for combination gas and clectric customers, the meter
reading and billing costs that IP could actually avoid as a result of electric customers taking service
from a competitor could be very smali* (1P Ex. 8.1, p. 11)

; The additional costs that the DSP incurs as a service is unbundied must also be considered
in developing the credit. These costs are incurred by the DSP because of the disaggregation of a
vertically-integrated service into services provided by two or mare entities that must coordinate and

) ransact with each other. Dr. Gordon explained that standard economic principles require that these
costs should be recovered from the cost causers - new entrants into the metering and billing market

— by either direci charges to those eatrants or offsets to the bill credit, Including these costs through
appropriately-designed and specified charges to the cost causer, or through inclusion in the
calculation of the metering and billing credit, will lead entrants and incumbents alike toward more
@ efficient behavior. In other words, charging entrants for the costs they are imposing will give them

an incentive to economize on unbundling (transactional) costs. (IP Ex. 8.1, p. 12)

@ *Although Enron/NE/PHASER witness Kingerski supported an embedded cost based credit,
, he agreed that if there are joint economies resulting from the provision of two services together,
which economies do not exist if each is offered separately, the credit for each such service should be

set at no higher than one haif of the embedded cost of providing the services jointly. He stated that

in the case of such economies, the embedded credits should never exceed the total embedded costs,
and if'the individual embedded cost credit would sum to greater than that total, it should be adjusted

down. (Tr. 452)

o
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Dr. Gordon explained that the metering and billing credit should permit market mechanisms
to work by giving new entrants efficient consumption and production signals. Consumers and society
as a whole could be harmed if unbundling of metering and billing occurs in an inefficient manner.
Conswiners would be harmed if prices are higher {or services worse) than they otherwise would be.
Society would be harmed if the price signals provided by an antificially-high metering and/or billing
credit leads to a higher market share for less-efficient providers than would otherwise be the case.
(TP Ex. 8.1, p. 13)

Use ..f incremental costs in emerging competitive markets is not novel. For example, the
Commission has approved the use f incremental cost principles in thie telecommunications industry.
In the Second Interim Order in Docket No. 99-0486/98-0569 (Feb. 17, 1998), page 1, the
Commission recognized that forward-looking incremental cost studies should be used to establish
rates for Ameritech’s provision of interconnection, unbundled network elements, and transport and
termination of local traffic pursuant to intercornection agreements. Forward-looking costs are

equally applicable for use in the development of a competitive electric industry.

C. anmg the B|lI Credit for Unbundled Semcu on Fnlly-AIlocated Emhedded

Dr. Gordon testified that fully-allocated cost methods attempt to assign costs that are not
directly incurred to provide the service, a process that fails to promote efficient use of resources. Use

of fully-allocated costs for determining the pricing of the metering and billing credit would not

g e comport with the requirements of economic efficiency. Efficiency can be achieved by ensuring that
the metering and billing credit reflects any costs that the DSP avoids because it no longer provides

these services to some subset of its delivery service custotaers, Fully-allocated cost pricing has
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significant problems from the standpoint of resource allocation because it necessarily overstates the
economic cost of the resource Or service that is being considered. Moreover, it allocates common
costs to different products and services in an arbitrary way. (IP Ex. 8.1, pp. 15-16)

Dr. Gordon cautioned that if fully-ailocated costs are used to set the metering and billing
credit, entry into the metering and billing market will be distorted, which is likely to lead to increased
ovesll 222t¢. Condlite thit 208 B! D880 Off SPPOPrioealy speenes dvsmmmrast coma wrould have the
cfitct of providing ® subsidy to new entranta. Specifically, the amount abavs the D3PS BvGidag
decremental coste would be a subsidy to alternate providers. This would perhaps benefit customers
that switch but it would not benefit customers that take bundled utility service. Moreover, in the
aggregate, customters and society would not benefit if this subsidy results in inefficient competition.
(IP Ex. 8.1, p. 16)

While fully-allocated embedded costs are used to calculate the DSP's revenue requirement,
embedded cost pricing is not an acceptable substitute for avoided cost pricing when economic
efficiency is an issue. The task of cfficient competition is 10 see to it that the aspiring competitor is
able to prevail to the extent - but only to the extent -- that its incremental costs invoived in supplying
the service in question are Jower than those of the incumbent, considering the sum total of the
incremental costs. Embedded cost pricing, on the other hand, is useful in order to provide a DSP
with a reasonable opportunity to recover its costs, including the cost of capital for obiigation-to-serve
services of which it is the only provider, Use of embedded costs to design prices for services that can
also be provided by competitive suppliers would lead to inefficient resource aliocation and distorted
price signals and is therefore not an acceptable substitute to pricing based on avoided cost. (IP Ex.
8.1, pp. 17-18; IP Ex. 83, p. 12)
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appropriate since embedded costs are used for other ratemaking tasks and because the credit for
components of delivery services should recover the revenue requirement for those components of
service. (SiFEx. 4.0, pp. 2-9) As discussed above, embedded cost credits would result in a subsidy
to new entrants and create ineficient competition. Specific problems with Mr. Lazare's approach are
discussed below.

M. Lazare stated several criticisms of the use of an avoided cost credit. Upon close scrutiny,
none of his criticisms are valid. For example, Mr. Lazare claimed that embedded costs are preferable
to marginal costs sir ‘e embedded costs are historical data while marginal costs are forecasted data.
However, he later agreed that the fact that the data is forecasted, as opposed to historical, does not
render the data unusable for ratemaking purposes. [ndeed, the Commission has previously
determined that it could use forecasted data to deveiop a revenue requirement. (Tr. 885-86)

Mr. Lazare’s proposal is flawed in that it relies oply upon historic costs, and in particular,
costs approved in the DSPs’ last rate cases. The problem is that those rate cases were based on
historic test years (1997 for Iinois Power) and many of the start-up and one time costs associated

with implementing unbundling were not included in those test year revenue requirements. (Tr. 899)

" As discussed above, the credit cannot be properly determined without taking into consideration al]

relevant costs associated with implementing unbundling.*

Mr. Lazare also rejected an avoided cost based credit on the basis that marginal costs are
subject to manipulation. He apparently believes there is greater certainty associated with embedded
costs. However, Mr. Lazare admitted that embedded costs may also be manipulated. Indeed, he

“The Commission recognized this in its delivery services tariff order for IP, in its specification
of how the SBO credit should be calculated. (Order in Dockets 99-0120 & $9-0134 (Cons.), Aug.
25, 1999, p. 130) .
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justified his proposed fling requirements on the basis that in the absence of such requirements utilities

could manipulate the embedded cost data and not provide all the data that he believes would be

necessary for the development of the credit. (Tr. $77-80) His manipulation of data argument is a

‘ A straw man. Moreover, as IP witness Kevin Shipp pointed out, given the difficulties associated with
% using historic information recorded by FERC accounts to determine metering and billing costs, as well
% as the considerable controversy in the DSPs’ delivery services cases over the proper allocation
é ® methods to apply to historical cost data, Mr, Lazare’s faith in the simplicity of embedded costs is
seriously misplaced. (IP Ex. 9.1, p. 13)

e 2 FaweinMr, Kingerski's Proposal and Anslysis

Enron/NE/PHASER. witness Mr. Kingerskd argued that what he referred to as the “back-out
credit” should be based on 3 fully allocated embedded cost methodology. He contended the credit
should be equal to the utility’s price for the service, which would equal the embedded costs of the
service plus an allocation of administrative and general expense. (EnronmEIPHASER Ex. 1.0, pp.
3-4, 8)

Mr. Kingerski agreed that if the credit is higher than the DSP’s avoided costs and the DSP
has taken ail steps to avoid all costs that are avoidable, then the DSP will not recover its delivery

service revenue requirement if a credit based on fully-allocated embedded costs is used. (Tr. 440-41)

2 He further agreed that, with respect to the DSP’s fixed costs, if the unrecovered sunk cost is greater
than the salvage value or value redeployed, there would be no way the DSP would recover the cost
if it is not included in delivery service rates. (Tr. 442-43) Mr. Kingerski acknowledged that an

embedded cost credit prevents a DSP from recovering its costs of providing delivery services:
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Q.  Assume that the utility is unable to change its cost structure, Okay? It has
the same costs. We're at one point in time. Its reveaue requirement for
delivery services was set assuming that cost structure, but what happens is at
that point in time the utility loses a customer for metering service 10 an
alternative provider and is required to credit that customer at a ievel higher
than the cost it avoids. Wouldn't you agree, all else being equal, that the
utility will not be able to recover its costs of providing delivery services?

A, (By Mr. Kingerski) Under those assumptions, and I mean | have to qualify
my answer by saying those are very constraining assumptions, that there is no
other answer than yes. (Tr. 397)

The reason Mr. Kingerski disagreed with the assumptions in the foregoing question is his
belief'that the remaining revemue requirement which is not recovered as a result of using an embedded
cost based credit is not a reasonable cost of providing delivery service. Mr. Kingerski (as well a3
Staff witness Lazare) argued that the DSP shouki be able to shed those costs as well as the costs that
are truly avoidable. Under their theory, if the DSP cannot do so, then the unavoidable costs could
represent non-used and useful costs which the DSP is not entitled under §16-108 1o recover. (See
Tr. 888) This argument must be rejected for two reasons. First, a cost that was found to be
reasonably and prudently incurred in the DSP's delivery service rate case cannot become non-used
and usefil if the only intervening event is the Commission’s decision to unbundle metering or billing,
if the cost cannot be avoided by the DSP. To hold the unavoidable cost to be not used and useful
under these circumstances would be confiscation, and unlawful.

Second, and most significantly, Mr. Kingerski’s and Mr. Lazare's position regarding costs that

can or should be avoided ignores the DSP's legal obligation to be the provider of last resart.” This

Enron/NE/PHASER may argue what Mr. Kingerski stated in cross examination, Le,, that the
utilities can terminate the supplier of last resort obligation. Mr. Kingerski contended that the supplier
of last resort obligation terminates once a service is declared "competitive”, and whether to declare
a service “competitive” is up to the utility. (See Tr. 399-401) While it is true that only a utility can
file a petition to have a service declared "competitive”, the Commission can only declare the service
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obﬁsxﬁmnmdmadﬁvuywﬁmmuomuﬂmdmwukeummdied metering Service from
an MSP, or the SBO from ity RES, may retum to bundled tariffed service from Tinois Power on little
Or no notice. Further, this delivery services customer may elect to retum to taking metering service

from IP even though remaining 2 customer of the RES for generation supply service. Until metering

provide metering and billing services to the customer, (IP Ex. 9.1, p. 3)

As support for his position, Mr. Kingerski claimed that the utilities’ incumbent position gives
them a tremendous advantage over potential competitors. (EnrorVNE/PHASER Ex. 20,p. 5
However, he scknowledged that new entrants also bave various advantages, such as technology,

innovation and ideas, (Tr. 430-34) Others may be mche playess. (Tr, 434) In addition, he conceded

thuthecﬁem;mwhosabehaﬁ‘hewutuﬁﬁdngm&rﬁ‘ombdngm start-up companies.
Earon, for example, has been “a leading, woﬁdwideproﬁduoprmdummdurvices. .
in many countries across the world _ - for years.™ (Tr. 433)

k

MidAmesican witness Ms. Czachura argued that DSPs should establish teparate stand-alone
rates (i) for delivery services excluding the services that are unbundled, and (i) for the unbundled
services, She stated that these rates should be based on embedded costs. (MidAm. Ex. 3.0, pp. 12-
13)Herproposﬂisoneoffomoverwbstmca Whatisimyonamiﬂhatthepmp«costbasisis
unpioyed,resardlessofwhaheri:hacreditagainstﬂwdeﬁvety services customer’s bill or a stand-
alone rate for metering service.

competitive if it finds that the statutory criteria in §16-113 are mex,
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