
Executive Summary
Report to the Commission on the Cost Studies

Filed to Comply with HB 2831
The 55th Legislature passed the Engrossed Second Substitute House Bill 2831 (HB2831) directing each investor owned electric company in the state to submit a cost study to the Washington Utilities and Transportation Commission (Commission) by September 30, 1998.  Further, each consumer owned electric utility was to submit a cost study to the State Auditor (Auditor) by October 1, 1998.

Each of the three investor owned utilities complied with this portion of legislation.  Further, the studies submitted are generally in compliance with the workshop discussions and the Commission letter issued July 1, 1998.  Each of the utilities submitted a study consistent with the Commission’s decision in Puget Sound Power and Light’s 1992 rate case.  PacifiCorp (PPL) and Washington Water Power (WWP) submitted second studies that allocated costs in their preferred manner.

The studies submitted by the electric utilities are in compliance with the mandate of HB2831.  However, the studies should not be viewed as answering all questions concerning unbundling of costs.  The studies break down costs between the various functions identified in the statute.  However, the studies do not identify the stand alone costs, embedded or marginal, to provide any particular unbundled service.  For the most part, the studies do not identify the cost of the utility to provide the service into the future.  The attached report discusses the issues and limitations of these studies.

The legislation directed that the studies unbundle, at a minimum, the accounting treatment for: generation and energy supply; delivery services specifically identifying transmission, distribution, and control area services; metering and billing; customer account services; programs to support conservation and renewable resources other than hydroelectric power; fish and wildlife mitigation; general administrative and overhead; and taxes.

Subsequent to the submission of these studies, the legislation directed the Commission to review the studies, and hold an open meeting to determine whether the filings meet the requirements of the legislation.  The Auditor is also directed to review the filings by public utilities, and analyze and summarize that information.  By December 1, 1998, the Commission and the Auditor are to submit a joint report to the House and Senate utilities committees.  

The following is a composite summary of the cost studies submitted to the Commission.  Company specific information is shown in the attachments.  The statewide averages represent the total costs divided by the total loads of the three investor owned electric companies.  This presentation combines  all customer classes.  An analysis by class is contained in the body of the report.  All costs are shown on a cents per KWH basis unless otherwise noted. 

Average
% of Total
Range

Cent/KWH


Cents/KWH

Power Supply Costs




     

Non Hydro Renewables


     0.033
     0.6%
0.000-0.187

Fish and Wildlife Mitigation

     0.019
     0.4%
0.000-0.054

Control area services



     0.098
     1.8%
0.017-0.272

All other power supply costs

     2.881
    53.9%
2.092-3.140

Total Power Supply Costs



     3.031
    56.7%
2.443-3.230

Demand Side Management (conservation)
     0.239
     4.5%
0.055-0.268
Delivery Costs

Transmission 



     0.545
    10.2%
0.382-0.724

Distribution




     1.335
    25.0%
1.211-1.374

Metering and Billing  (2)


     0.125
      2.3%
0.116-0.177

Customer Account Services(2)

     0.016
      0.3%
0.009-0.061

Other





     0.056
      1.1%
0.018-0.241

Total delivery costs




     2.078
    38.9%
1.982-2.378

Total Costs




  5.349
 100.00%   4.801-5.544

Administrative and General (1)


     0.524
      9.8%
0.462-0.703

Taxes (1)





     0.780
    14.6%
0.763-0.817

(1) Administrative and General, and Taxes are included in the costs above, but are also shown separately as requested in HB2831.

(2) Administrative and general cost, and taxes for this account are included in distribution costs.

The Commission Staff, Auditor, reporting companies, and other parties participated in a series of workshops to determine a consensus on what should be reported.  As a result of these workshops, certain agreements were arrived at concerning presentation, but with regards to method of allocation, it was agreed that each of the consumer owned utilities would use the method they utilized in the setting of rates.  In contrast, the investor owned utilities were requested to submit one cost study consistent with the Commission’s order in a Puget rate proceeding in August of 1993 ( Docket UE-920499). The investor owned utilities were then allowed to file alternative cost studies based on what they believed to be most  appropriate.

The legislation asks for a discussion of the consistency of the studies.  While the summaries submitted by each of the utilities look similar, there are material differences.   Even in the studies filed in compliance with the Puget rate case order, treatment of taxes, administrative and general costs, and a recalculation of the generation peak credit classification by PSE create some inconsistency.  The “preferred” studies submitted by Pacific and WWP introduce more substantial differences.  Finally, the IOU studies have substantially different allocators than most of the reporting public utilities.

Report to the Commission on the Cost Studies

Filed to Comply with HB 2831
The 55th Legislature passed the Engrossed Second Substitute House Bill 2831 (HB2831) directing each investor owned electric company in the state to submit a cost study to the Washington Utilities and Transportation Commission (Commission) by September 30, 1998.  This report is Commission Staff’s review of those studies including comments on the consistency of the studies, issues related to the studies, and conclusions as to whether the studies submitted meet the legislative requirements in section 2, subsections 2 and 3 of the statute.

The report is organized as follows:  Part one is the background, including a discussion of the workshop process utilized by the Commission, Auditor and reporting utilities.  Part two is an analysis of the studies, including compiled information concerning the results and a discussion of the consistency between the reports.  Attachments include the actual cost data submitted by each utility, documentation provided by the companies, and summary calculations prepared by staff.  Part three of the study identifies and discusses various issues with respect to the studies, and the limitations of the studies provided.  One purpose of this open meeting is to identify issues of concern, the issues identified here are intended to elicit comment from stakeholders.

1.
Background
Legislation
The legislature through HB2831, required all large electric utilities to submit cost studies that unbundle costs.  At a minimum, the utilities were directed to include unbundling of accounting treatment for generation and energy supply, delivery services, metering and billing, customer account services, programs to support conservation and non-hydro renewable resources, fish and wildlife mitigation general, administration and overhead, and taxes.  Delivery services were to be shown separately identifying transmission, distribution, and control area services.

The large electric utilities include the three investor owned utilities (IOU) regulated by this Commission, the municipal utilities of Seattle and Tacoma, and the Public Utility Districts (PUD) of Clark, Cowlitz, Grays Harbor, Snohomish, Chelan, Grant, and Benton Counties.  The City of Richland also submitted a study.  The statute specifically exempts utilities with 25,000 or fewer meters in service, and companies with low densities.  It should be noted that in addition to the City of Richland the state COOPs and Mutual companies submitted two group summaries of their cost information. The legislation required the three IOUs to submit their reports to the Washington Utilities and Transportation Commission.  The remainder of the utilities (publics) were required to submit their studies to the Auditor.  The reports from the IOUs were all submitted by the September 30, 1998 deadline in the statute.  Pacific Power and Light (PPL) and The Washington Water Power (WWP) submitted two versions while Puget Sound Energy (PSE) filed one version.

The Commission was directed to review each of the studies in an open public hearing.  That review was to determine whether the filings met the requirements of the section, and to identify any disputed issues.  The Auditor was to review and analyze the filings of the publics.  The legislature allowed the Auditor to consult with the Commission, Department of Community, Trade, and Economic Development, the electric utilities, and others for their analysis.   By December 1, 1998, the Auditor and Commission (Agencies) are required to file a joint report on the results of the studies to the Senate and House energy and utilities committees.

PSE merger order
In the Commission’s Fourteenth Supplemental Order in Dockets UE 951270 and UE-960195, the order accepting the  settlement agreement in the merger of Washington Natural Gas and Puget Sound Power and Light into Puget Sound Energy (PSE), the Commission required PSE to submit unbundled cost studies by December 31, 1997 for both its Gas and Electric operations.  In November 1997, PSE requested a bifurcation of the gas and electric studies.  On November 25, 1997, the Commission modified its order directing a two phase process.  PSE was to submit its proposed methodologies by December 31, 1997, then, after a period of discussion on the principles of the appropriate cost study methodology, the Commission would direct the company on the actual method to file its cost studies.  After PSE filed its cost study methodology the Commission held an open meeting to discuss the process in which the cost study methodology would be reviewed.

In the February 11, 1998, open meeting, the Commission decided to develop Interpretive and Policy statements concerning unbundled cost study methodologies in Docket UE-980181.  The Commission invited interested parties to participate in a collaborative workshop, and then report back to the Commission.  The Commission directed PSE to file its actual cost studies by September 30, 1998 based on the findings in the generic docket.  

Workshops
In response to the Commission directive, interested parties entered into a series of workshops.  On a parallel track the legislature passed HB2831.  As discussed above, all of the large electric utilities were required to file unbundled cost studies by September 30, 1998.  In light of the legislative requirement,  the collaborative group recommended that the workshop be split into a two phase process, the first concentrating on the legislative requirements for the electric companies.  The second phase was to deal with the theoretical issues concerning the unbundling of costs for various purposes such as providing unbundled services for both gas and electric. The Commission adopted the recommendation at their April 23 open meeting.  

Over the next couple months the interested parties, now excluding gas only participants, worked on a consensus concerning how the cost studies would be presented.  Agreements included the summary formats for the cost studies including uniform general unbundled cost categories, the identification of the appropriate rate class for specifically identified typical customers, a decision to utilize class breakdowns consistent with the rate schedules for each utility, and an agreement to utilize the type of cost study used to set rates for each company, whether it be an embedded or marginal approach.  In addition to the general consensus that applied to all utilities, specific requirements for the investor owned utilities were derived.

A Commission letter dated July 1, 1998, directed the investor owned utilities to file at a minimum one cost study consistent with the Commission’s Ninth Supplemental Order On Rate Design Issues in Dockets UE-920433, UE-920499, and UE-921262.  WWP and PPL were to utilize the year ended December 31, 1997  data, while PSE was to utilize the year ended June 30, 1998.  The June 30 period was chosen for PSE, so as to include a full year of operation as a merged company.  All of the IOUs were to utilize their semiannual Commission basis report filed pursuant to WAC 480-100-031.  Cost of capital was to be based on the realized rate of return from the restated results, and assumed to be uniform across classes and functions.  The companies were also allowed to file optional studies based on allocation principles of their own preference.

2.
Analysis of filings
Each of the IOU’s filed the cost studies required by HB2831, and each study is consistent with the consensus reached in the collaborative process. Each of the companies filed one study consistent with the Commission order in the 1993 Puget Sound Power and Light rate design order in dockets UE-920433, 920499 and 921262.  As Docket UE-920499 was the cost study portion of that proceeding, these studies will be referred to as the companies’ 499 study.  The 499 studies also utilize data as outlined in the Commission letter of July 1, 1998.  In addition, both WWP and PPL filed a second cost study based on their preferred method of allocating costs.  These studies will be referred as the companies’ preferred studies.  

Each of the studies contain: the summary sheets, an explanation of the allocation method as required by the statute (documentation), the derivation of the data used, and the detailed cost study.  The summary sheets were designed in the collaborative process and include:  a top sheet with unit costs by customer class and major function, where the functional costs were loaded with taxes, and administrative and general costs; a second sheet which identifies direct unloaded costs and loaded costs by function, and displays both total costs and unit costs; and finally, a detailed summary is provided, which was designed to include all of the information requested in the legislation.

Staff’s review of each study was limited to the determination of whether the studies were consistent with the method described.  In the case of the 499 studies staff  reviewed them to assure that they were consistent with the Commission order in Docket UE-920499.  Staff also identified issues as directed by the legislation.  These issues will be discussed later in this memorandum.

Description of the 499 studies
The IOUs were directed to file their 499 studies in a letter from the Commission on July 1, 1998.  Generally the three studies are consistent with each other, however there are certain differences.

Data
WWP and PPL were directed to use the year ended December 31, 1997, while PSE agreed to use the year ended June 30, 1998.   The difference in test periods was the result of wanting PSE results that reflected a full year of operation as a merged company.  Staff believes that the difference in test periods is insignificant.

The test period was to be normalized and restated, consistent with the companies’ semiannual reports.  However, proforma adjustments other than the normalizations were not to be included.  The normalization adjustments performed by each of the companies appear consistent with methods used in specific company’s rate cases, but are not entirely consistent with each other, these differences are generally insignificant.  It must also be noted that the restating and normalizing adjustments have not been fully reviewed for their accuracy.  These adjustments could materially impact the results of the cost studies.  The July 1st letter directed the IOUs to measure capital costs based on the achieved return on the adjusted results of operation, and to assume this return to be constant over both customer classes and functional allocations.  The difference in realized rate of return would also impact the costs reported here, but again is not highly significant.

Allocation approach
Each of the companies operate more than just a Washington electric utility, thus allocations between states and or industries are a first step.  These allocations are done to accomplish many goals including the maintenance of pre/post merger equities, and therefore may be inconsistent with the allocation approach used to study class cost of service.  These jurisdictional allocations can result in differences in study results.  For example the PPL approach allocates state income and excise taxes to all states, while WWP directly allocates State excise tax to Washington.  In many instances jurisdictional allocators are a matter of give and take in a consensus building process.

The Commissions order in UE-920499 is based on embedded results of operation.  Customer classes are identified by the rate schedules rather than type of customer such as residential, commercial and industrial.  The 1992 rate case functionalized costs into production, transmission, and distribution.   Once costs are functionalized, the functional costs must be classified, such as energy related, demand related, or customer related.  

In UE-920499 the Commission utilized the Peak Credit method to classify production and transmission costs.  As such, both production and transmission costs were classified as 87% energy and 13% demand.  In the cost studies presented here, WWP and PPL simply utilized the 87/13 spread, while Puget revised the peak credit calculation resulting in a classification of 81% energy and 19% demand.  PSE’s revision results in allocating a greater portion of these costs to the low load factor classes such as residential.  This change in classification flows to several other costs other than production and transmission, such as DSM, and general and administrative.

While the companies generally followed the same allocation approach in their 499 studies, funtionalization as shown in the summary reports required decisions not determined in the  previous Commission order.  As a result there are differences in the funtionalization of certain overhead costs.  Most notably is the different treatment of state excise taxes.  PSE allocated this tax across all costs including power costs, while PPL and WWP did not.   This difference increases PSE power costs by about 4%(1 mill per KWH) in comparison to the other utilities.  This problem may be magnified when the Public’s are analyzed as municipal taxes may also be included within some of the power supply costs.

WWP and PPL also filed a preferred allocation method.   The WWP “preferred” cost study differs from the 499 study in the classification of production and transmission costs.  The 499 study utilized the peak-credit method from the 920499 to classify production and transmission costs 17% demand and 83% energy, whereas their preferred case uses different classification calculations for hydro and steam generation, and assumes 100% demand for peaking plant.  Transmission is classified based on the average of production plant.  The results of the revised peak credit calculations result in a classification for steam generation of 28% demand and 72% energy while the hydro classification is 29% demand and 71%energy.  WWP also utilized a different demand allocator, switching from the 200 hour coincidental peak to the 12 monthly peaks.  Interestingly, the changes made by WWP tend to be offsetting and there is little difference in the overall costs allocated to residential or industrial high voltage customers.

The major difference between PPL’s preferred and 499 cost studies is also the classification and allocation of generation and transmission costs. Under PPL’s preferred approach, production and transmission plant and non-fuel related expenses are classified as 75% demand  and 25% energy, rather than the 13%/87% utilized in the 499 study. The demand-related portion is allocated using 12 monthly peaks rather than the 200 hour coincidental peak approach.  There were several minor changes in the allocation of other delivery costs and overhead.  The effect of these differences is that more power and transmission costs are allocated to the residential class under the preferred approach. However, lower residential distribution cost more than offset the increase in power and transmission cost, resulting in a lower total unit cost for the residential class under the preferred method.

Part of staff’s review was to summarize the information provided.  Attachment one contains an analysis of the information requested by the legislation.  The first page  shows costs on a total company basis and does not identify these costs by rate class.  Subsequent pages display the results of each of the five studies on a class basis.  

This attachment indicates, for PSE and WWP, that DSM represents 4.7% and 5.6% respectively, of the total cost of providing service.  A large portion of these DSM costs are capital costs of expenditures made in the past.  These DSM levels do not represent the level of expenditures currently being made, which are at a significantly lower level.  Comparison of total costs reveals that PSE reports a cost of approximately 7 mills higher per KWH.  This difference in costs as shown in the reports is mainly the result of PSE’s higher cost of resources.  PSE presented an analysis of their higher resource costs by separating their PURPA resources from the remaining resource costs.  Their study indicates non PURPA resources in line with WWP and PPL costs. See PSE study in Attachment three.

Attachment two contains an analysis by staff of the cost studies submitted by each utility.   This analysis grouped the rate classes into summary classes so that a comparison and summation of the studies could be made.  The first page is a summation of all three IOU based on their 499 studies.  The 499 studies were used so as to have the most consistent information summarized.  Combining the three IOU’s into one report by class of customer could not be done with precision.  Each utility prepared its own study utilizing its own rate schedules.  These schedules, while similar, are not identical. Therefore, staff  identified summary classes and attempted to consolidate the company studies into these summary classes.  Staff’s summary classes include; residential, three sizes of commercial/ industrial, lighting customers, and firm resale.  The other pages in the attachment are the individual class results for each of the five reports submitted to the Commission.

Attachment three are the summary sheets from the five studies submitted to the Commission.

Attachment four contains the documentation provided by each of the IOUs.

Conclusion
Staff believes that the studies submitted do meet the requirements of the legislation.  While similar  in methodology, there are several inconsistencies between the studies as discussed above.  Section 2, subsection 2, of HB2831 requires certain level of cost unbundling.  Staff believes this information provided does meet this requirement.  This information has been summarized in Attachment one.  Section 2, subsection 3, requires specific information to be provided including documentation of the studies.  With respect to the cost studies, staff believes these requirements have been met.  Attachment four contains the documentation provided by the IOUs.  Each study submitted is based on Washington electric operations and the data period is clearly identified.

3-Issues
The legislation indicates that the Commission should identify any issues arising from the cost studies.  At this point, staff identifies the following issues.  The open meeting is intended in part to identify other issues, if they exist, and a discussion of the significance of the issues included in this memorandum.

What are the studies to be used for?  While the studies presented here may be good for some needs, there is a strong likelihood that the studies are inadequate for others.  The studies presented here are embedded cost studies, and as such may be appropriate for the allocation of the full recovery of revenue requirement between classes.  They may be useful in educating customers of what it is they are paying for.  The studies as embedded cost studies, do not measure the long-run incremental cost of the utility to provide service today.  Even if the embedded costs of a utilities resources were the same as the cost of the current long-run incremental costs, these embedded studies show a slice in time and not the average cost over the life of the investment.

Are these embedded cost studies the best analytical tool?  Staff is certain that this is an issue that will be argued in nearly every rate proceeding in the future.  As can be seen from WWP’s and PPL’s preferred studies, there are substantial  arguments about the proper classification and allocation methods utilized.

Is the data accurate?  Even if embedded studies are appropriate for the purpose at hand, the studies can only be as good as the data used.  These studies are based on results that have been restated and normalized and have not withstood the scrutiny of a hearing.

