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Scope of Audit 

Audit Observations
and Conclusions

Executive Summary

New York Power Authority
Management And Operations

The New York Power Authority (NYPA) is the largest non-federal public
power utility in the country.  Its original charter of developing the hydroelec-
tric resources on the Niagara and St. Lawrence rivers has evolved over the last
four decades.  NYPA provides about one-quarter of the electricity consumed
in the State, more than any other utility.  NYPA owns and operates hydroelec-
tric, nuclear and fossil fuel power plants, as well as the largest part of New
York State’s electric transmission system.  NYPA also funds energy efficiency,
conservation, research and development, natural resource and land develop-
ment, and economic development programs.

Our audit focused on four main areas: (1) NYPA’s ability to meet its revenue
requirements; (2) NYPA’s effectiveness in administering its economic
development program; (3) the propriety of NYPA’s economic evaluation of its
nuclear power plants; and (4) the adequacy of NYPA’s staff planning and work
management practices.  The audit of these areas provided us the ability to
comment on NYPA from an overall perspective.  This is particularly important
in light of the impending restructuring of the electric utility industry.

The electric utility industry is moving toward open competition in the
generation part of the business.  The roles, activities and assets that constitute
NYPA, and the declarations and constraints set forth in NYPA’s enabling
legislation, are not in full accord with the evolving competitive market.  The
State needs to complete a reassessment of its direct role, through NYPA, in the
electric utility industry.  The time is right to address important questions about
what the State should own, what it should operate, what services it should
provide, what it should fund, and what it should do in a competitive electric
business.  (See pp. 7-11)

NYPA’s net revenues from its hydroelectric plants, profits on sales of
purchased power, and earning on investments subsidize losses at its nuclear and
fossil facilities, which have been losing money in the recent past and are
expected to lose money in the future.  Without some change, these losses will
total $2 billion between 1995 and 2004.  Elimination or substantial reduction
of the losses on these facilities would free up funds and thus increase NYPA’s
value to the State. Cumulative losses over the past five years, caused
principally by nuclear plant problems, resulted in reductions of NYPA’s cash
reserves to below target levels.  Other programs and activities that benefit the
State, unrelated to NYPA operations, add to the drain on cash.  NYPA’s
allocation practices for costs, investment income, and repricing purchased
power



Comments of NYPA
Officials

distort the actual operating results of individual facilities. Reports showing
financial performance and projections for individual facilities are not adequate
and are potentially misleading.  (See pp. 13-20)

NYPA’s Poletti power plant may be necessary to meet electric needs in New
York City, but NYPA’s continued ownership and operation of the plant may
not be in the best interests of the State.  NYPA’s ownership and operation of
Poletti may be more for the benefit of Consolidated Edison than for the benefit
of NYPA customers.  If NYPA were not required to operate Poletti, the ten-
year savings could be $300 million or more.  (See pp. 21-25)

Losses at the two-year old Flynn plant, which NYPA built and runs for the
exclusive benefit of Long Island Lighting Company, are caused by two costly
contracts: a long-term gas supply contract and the plant operating agreement.
Unless changes are made, the Flynn plant will continue to lose money.  (See
pp. 26-28)

NYPA’s program for sales of electricity for economic development purposes
has wide ranges in pricing and qualifying commitments among the various
categories related to economic development.  The allocation and pricing of
power through NYPA’s programs may not provide maximum economic value
to the State, and may not be optimum in what is likely to become a competi-
tive market for electric generation.  (See pp. 31-35)

NYPA’s nuclear plants have been plagued by problems in recent years.  Both
have suffered from management problems and experienced extended shutdowns
in the past five years.  Improvements are evident at FitzPatrick.  However,
Indian Point 3 only recently returned to service and remains on the Nuclear
Regulatory Commission’s Watch List of troubled plants.  NYPA analyzed the
economics of its nuclear plants and reportedly relied upon this analysis in
deciding to continue to operate both plants.  However, NYPA’s analysis had
serious flaws and should not be relied upon for determining the future of the
nuclear plants.  Also, NYPA’s plans for managing continued operations may
not be consistent with the overall needs of the State.  (See pp. 37-51)

NYPA’s efforts to reduce costs by optimizing employee workforce levels and
improving work processes require continued attention.  NYPA does not have
the staffing policies, procedures and tools necessary to minimize the size of its
employee workforce.  While investor-owned utilities have significantly reduced
staffing levels, overall staffing at NYPA is at the same level it was five years
ago, in spite of two initiatives to reduce the workforce and cut costs.  (See pp.
53-64)

NYPA officials agree with some of our recommendations and disagree with
others.  They comment on a number of matters covered by the report, but their
comments have not caused us to alter our basic findings and recommendations.



Introduction

NYPA’s Role in a
Changing Industry:
Need for

NYPA’s Ability To
Meet Its Revenue
Requirements

Sales of Electricity
for Economic
Development
Purposes

Nuclear Power
Plants Economics

Staff Planning and
Workforce
Management

Contents

Background . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1
NYPA Today . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2
Scope, Objectives and Methodology . . . . . . . . . . . . . . . . . . . . . . . . . . 4
Response of NYPA Officials to Audit . . . . . . . . . . . . . . . . . . . . . . . . 5

Internal and External Changes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7
Need for an Assessment of NYPA’s Future Role . . . . . . . . . . . . . . . . . 10

NYPA’s Financial Condition . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13
Selected Accounting Issues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15
Reducing Losses at Certain Facilities . . . . . . . . . . . . . . . . . . . . . . . . . 20

Background . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31
Meeting Program Objectives . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33
Monitoring Program Performance .. . . . . . . . . . . . . . . . . . . . . . . . . . . 34

Background . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37
NYPA’s Economic Analyses of FitzPatrick and Indian Point 3 . . . . . . . 39
Evaluation of NYPA’s Economic Analyses . . . . . . . . . . . . . . . . . . . . . 40
Initiatives To Improve Plant Performance and
 Reduce Nuclear Operating Costs .. . . . . . . . . . . . . . . . . . . . . . . . . . . 46

Background . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53
Review of NYPA Staff Planning . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56
Review of NYPA Workforce Management . . . . . . . . . . . . . . . . . . . . . 60



Appendix A

Appendix B

Major Contributors to This Report

Comments of NYPA Officials



Background

Introduction

The New York Power Authority (NYPA) was created by the State Legislature
in 1931 to develop hydroelectric power on the Niagara and St. Lawrence
Rivers.  The St. Lawrence plant began operation in 1958 and the Niagara plant
began operation in 1961.  Over the years, the State Legislature has increased
NYPA’s responsibilities.  As a result, NYPA owns and operates seven major
power generating plants, five smaller hydroelectric power plants, and  a
majority of New York State’s high-voltage electric transmission lines, as
follows:

Type of Facility Name of Facility Year Rated
 Started  Capacity

Hydroelectric Power St. Lawrence-Franklin D. Roosevelt Power Project 1958 800.0 mw
Facilities Niagara Power Project 1961 2,400.0 mw

Nuclear Power Facilities James A. FitzPatrick Nuclear Power Plant 1975 800.0 mw
Indian Point 3 Nuclear Power Plant 1976 980.0 mw

Fossil Fuel Power Charles Poletti Power Project 1977 825.0 mw
Facilities Richard M. Flynn Power Plant 1994 135.6 mw

Pumped Storage Facilities Blenheim-Gilboa Pumped Storage Power Project 1973 1,040.0 mw

Small Hydroelectric Power Ashokan Project 1982 3.3 mw
Facilities Kenisco Project 1983 2.4 mw

Gregory B. Jarvis Project 1985 4.0 mw
Crescent Project 1986 9.9 mw
Vischer Ferry Project 1986 9.9 mw

Control Center Frederick R. Clark Energy Center 1980

Transmission Facilities 34 circuit miles of 115 kv transmission lines
329 circuit miles of 230 kv transmission lines
841 circuit miles of 345 kv transmission lines
157 circuit miles of 756 kv transmission lines
61.8 miles of underground/submarine lines

NYPA’s functions also now include sale of electricity for economic develop-
ment purposes, funding research and development for electro-technologies, and
energy conservation.

NYPA’s charter and constraints are set forth in legislation collectively referred
as the Power Authority Act.  The enabling legislation has been amended over
the years as NYPA has been called upon to expand its role.

NYPA is a public benefit corporation and owns its properties.  While NYPA
receives no State appropriations, the Governor and the Legislature are
ultimately responsible for assuring that NYPA’s assets, functions and roles
serve the needs of New Yorkers.
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NYPA Today

NYPA management has operated with a high degree of autonomy.  NYPA is
overseen by a five member Board of Trustees.  However, the  Chairman or
CEO has historically set the direction and priorities at NYPA.  The Trustees
establish NYPA’s policies based on recommenda-tions of NYPA’s senior
executives who serve on its Senior Management Committee.

After exclusively operating the Niagara and St. Lawrence plants, in 1968 the
State Legislature authorized NYPA to develop additional power plants to meet
the State’s anticipated future electricity demands.  In the mid-1970s, NYPA
opened a pumped storage hydroelectric facility (Blenheim-Gilboa) and  a
nuclear plant (James A. FitzPatrick), and it planned to develop additional
power generating facilities.  Also in the mid-1970s, NYPA was authorized to
purchase a partially-completed nuclear power plant (Indian Point 3) and a
fossil-fueled power plant (Astoria 6, later renamed Charles B. Poletti) from the
then financially-troubled Consolidated Edison (Con Ed).  NYPA also built
major new transmission lines, including the State’s largest line to import
hydroelectric power from Canada.  In the early 1980s, NYPA shifted emphasis,
abandoning plans to build new large plants and focused on development of
small hydroelectric facilities and on energy conservation. Additional
transmission capacity was also added.  In the early 1990s, NYPA helped with
electricity problems on Long Island.  First, it installed the Long Island Sound
Cable, a new and much needed transmission link, to bring new supplies of
electricity to Long Island.  It then built New York’s first competitively bid
power plant, the Richard M. Flynn plant, in Holtsville, New York, which
began service in 1994.

NYPA is the largest non-federal public power entity in the United States,
providing about one-quarter of the electricity consumed in New York.  It
produces more energy than any of the private utilities in the State.  NYPA
sells electricity to the State’s investor-owned utilities, 110 government entities
in New York City and Westchester County, 47 municipal and four rural
cooperative electric systems in New York State, municipal utility service
agencies in New York City and Nassau, Suffolk and Westchester Counties,
other public customers, and public agencies in seven neighboring states.

Energy sales peaked in 1986 at 47 million kilowatt hours (kWh) but then
declined through 1992 to 38.5 million kWh.  Sales have increased again to
reach 40 million kWh in 1995.

NYPA does not have a franchise territory as do investor-owned, municipal and
cooperative utilities.  So NYPA has had to sell its electricity on a contract
basis.  The investor-owned utilities receive a substantial amount of power from
NYPA.  In fact, half of NYPA’s electric sales in 1995 were to investor-owned
utilities.  The municipal and cooperative utilities also receive a substantial
amount of power from NYPA.
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NYPA’s financial condition has worsened in recent years to the point that in
1995 NYPA incurred an operating loss of about $43 million. Considering
extraordinary expenses, NYPA suffered net financial losses twice in the past
five years, in 1993 and 1995. The losses occurred while NYPA’s Indian Point
3 nuclear plant was in an extended shutdown.

The large hydroelectric plants have been running well.  Upgrades at the
Niagara Projects are increasing capacity and improving efficiency.  Relicensing
activities at the St. Lawrence project are intensifying.  NYPA’s two nuclear
plants, both having suffered extended shutdowns in the past five years, are now
striving to meet Nuclear Regulatory Commission safety performance expecta-
tions and higher performance levels.  Plans have been made to put NYPA’s
largest fossil fuel plant, Poletti, in economic reserve shutdown to save money.
NYPA’s newest fossil fuel plant on Long Island, Flynn, was running well in its
second year of operation.

Until the 1980s, NYPA and the investor-owned electric utilities were, for the
most part, able to coexist in a fairly synergistic fashion, notwithstanding
idealogical debates about public versus private power.  Then, the monopoly
status of the integrated electric utility was put at risk with the emergence of
growing pressures for competition in the generation sector of the business.
Decreasing rates of demand growth, overbuilding and the promotion of
independent power in New York contributed to substantial excess electric
generating capacity, compounding the problem.

The electric industry is now moving toward a restructuring that will make the
electric generation sector an openly competitive business.  The Public Service
Commission issued an Opinion and Order Regarding Competitive Opportunities
for Electric Service on May 20, 1996.  The Public Service Commission
regulates the investor-owned utilities and has no authority with respect to
NYPA’s role, mission or objectives. Yet, NYPA is a critical building block in
just about any decision about the future structure of the electric industry, since
it owns and controls such a large portion of electric industry infrastructure in
New York.  Changes in NYPA’s role require legislative action.

NYPA’s management has recently proposed to own and operate all of the
State’s transmission facilities as a single system.  Legislation has also been
proposed which would seek to sell all of NYPA’s non-hydroelectric facilities.

Whatever NYPA’s future role, reducing costs has become a priority.  In 1993
and 1994, NYPA took a number of cost cutting measures, including offering
incentives to employees who voluntarily left NYPA, reorganizing departments,
and reducing the number of contractors.  NYPA also implemented a program
to modernize its work management processes at non-nuclear facilities and to
reduce the total workforce through attrition.
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Scope, Objectives
and Methodology

Economic realities and technological innovation are challenging the very fabric
of the electric utility industry. Changes in the electric power industry affect
NYPA in many ways. The process of change forces reexamination of
longstanding policies, practices and beliefs.  This audit comes at a time of
change in the industry, and a time of change at NYPA.  The audit findings and
recommendations should be considered a part of the process of change.

We audited selected NYPA program, financial and operating practices for the
period  August 1, 1991 through July 31, 1996.  We used the services of a
utility industry consulting firm, The Liberty Consulting Group (Liberty) of
Baltimore, Maryland in conducting this audit.  Although Liberty and the
Office of State Comptroller conducted this audit by cooperating in a
public/private partnership, the Office of the State Comptroller retained the
position of managing partner and ensured compliance with relevant auditing
standards and reporting requirements.

The objectives of this performance and financial-related audit were to
determine: (1) NYPA’s ability to meet its revenue requirements; (2) NYPA’s
effectiveness in administering its economic development program; (3) the
propriety of NYPA’s economic evaluation of its nuclear power plants; and (4)
the adequacy of NYPA’s staff planning and work management practices.
Chapter 469 of the Laws of 1989 directs the Comptroller to conduct  a
management and operations audit of NYPA every five years.

To accomplish our audit objectives, we reviewed key events in NYPA’s history
and the financial performance of each of its major facilities.  We also tested
the reliability and accuracy of data NYPA managers use to make decisions and
reviewed the impact of decisions that were made.  Further, we measured the
impact of nuclear operations on NYPA’s operational and financial stability and
assessed NYPA’s ability to be competitive in a changing electric utility
industry.  In addition, we examined NYPA’s workforce management practices
by reviewing staff planning methods, NYPA’s means of gathering and
measuring relevant workforce performance information and any steps it has
taken to improve workforce productivity.  Finally, audit team members visited
each of NYPA’s major electricity generating facilities and reviewed many
documents provided in response to over 500 data requests.
We conducted our audit in accordance with generally accepted government
auditing standards.  Such standards require that we plan and perform our audit
to adequately assess those NYPA operations that are included within the audit
scope.  Further, these standards require that we understand the NYPA’s
internal control structure and compliance with those laws, rules and regulations
that are relevant to operations which are included in our audit scope.  An audit
includes examining, on a test basis, evidence supporting transactions recorded
in the accounting and operating records and applying such other auditing
procedures as we consider necessary in the circumstances.  An audit also
includes assessing the estimates, judgments, and decisions made by
management.  We
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Response of NYPA
Officials to Audit

believe that our audit provides a reasonable basis for our findings, conclusions
and recommendations.

We use a risk-based approach when selecting activities to be audited.  This
approach focuses our audit efforts on those operations that have been identified
through a preliminary survey as having the greatest probability for needing
improvement.  Consequently, by design, finite audit resources are used to
identify where and how improvements can be made.  Thus, little audit effort
is devoted to reviewing operations that may be relatively efficient or effective.
As a result, our audit reports are prepared on an “exception basis.”  This
report, therefore, highlights those areas needing improvement and does not
address activities that may be functioning properly.

We provided NYPA officials with drafts of matters addressed in this report for
their review and comments. Their comments have been considered in preparing
this report and are included as Appendix B.  The response of NYPA officials
to this report asserts that this audit is not consistent with the intent of the
authorizing legislation.  However, we disagree and note that the law gives the
State Comptroller authority to conduct a program, management and operations
audit of NYPA.  This audit was conducted following the State Comptroller’s
standard procedures for the conduct of such audits in accordance with
generally accepted government auditing standards.

We further note NYPA officials were involved throughout the process
including reviewing our risk assessments and participating in the RFP process
to select a consultant to partner with us.  They only objected when they saw
the results of the audit.

Within 90 days after final release of this report, as required by Section 170 of
the Executive Law, the Chairman of NYPA shall report to the Governor, the
State Comptroller, and the leaders of the Legislature and fiscal committees,
advising what steps were taken to implement the recommendations contained
herein, and where recommendations were not implemented, the reasons
therefor.
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Internal and
External Changes

NYPA’s Role in a Changing Industry: Need for
Reappraisal

Since the late 1960s, NYPA has added steadily to its assets, functions and
roles in New York State’s electric utility industry.  As a result, New York
State government is a critical component in the physical and organizational
infrastructure of the electricity business to a degree unparralleled in any other
state.  Over the last decade, however, the electric generation sector has become
increasingly influenced by competitive pressures. Within the next several years,
the industry will move toward open competition.  In this context, NYPA has
proposed a major expansion of its role, as it seeks to own and operate New
York State’s entire electrical transmission network.  This proposal may prove
meritorious.  However, in light of the changes in the industry, we believe a
fundamental reassessment of NYPA is necessary, potentially leading to
significant changes in NYPA’s assets and operations.  In an increasingly
competitive environment, we believe it is essential to question whether NYPA,
in its present form, will maximize its value to New Yorkers.

In responding to this report, NYPA officials suggest that the audit ignored
ongoing discussions on NYPA’s role in the restructuring of the electric utility
industry in New York State.  On the contrary, the audit fully recognized the
ongoing  discussions, proposals and concerns with respect to the movement
toward a competitive electric utility industry in New York State.

NYPA’s current assets and functions represent a conglomerate of different
objectives, each having clearly discernible priorities at the time they were
initiated.  NYPA has been called upon to do things that the traditional utilities
could not do (for example, participation in the financial rescue of Consolidated
Edison in 1974).  In addition, NYPA’s priorities have changed under different
leadership appointed by the Governor and, in the case of the Chairman,
approved by the Legislature.  Under Richard Flynn, who was Chairman of
NYPA between 1985 and 1994, NYPA began to push its energy conservation
and electro-technologies programs.  However, Chairman Flynn’s main focus
was still on expanding NYPA’s role in generating and delivering electricity.
NYPA thus continued to add new electricity generation and transmission
facilities.

S. David Freeman became CEO and President in 1994. He believed that if
NYPA was just another electric generation and transmission company, there
was no reason for NYPA to exist.  As such, President Freeman substantially
increased NYPA’s commitment of resources to energy efficiency, conservation,
renewable energy development, and electro-technologies programs. NYPA’s
Ten Year Capital Plan issued in 1995 predicted expenditures of nearly $800
million for these programs,
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representing approximately one-half of NYPA’s expected capital expenditures
through the year 2004.

After 16 months under President Freeman, NYPA’s corporate compass changed
again when Clarence Rappleyea took over as Chairman and CEO on July 25,
1995.  Chairman Rappleyea questioned the extent of NYPA’s planned
expenditures on some of the initiatives advanced under President Freeman,
including energy conservation and new electro-technologies.  Chairman
Rappleyea is focusing on how NYPA could spur economic development by
helping to create or maintain jobs.  NYPA’s principal economic development
tool is selling electricity to qualifying businesses at a price lower than what is
available from other electricity producers.

Most significantly, NYPA’s external environment has changed greatly since the
late 1980s when competitive forces began to impact the industry.  Today, it is
clear that the electric utility industry will be restructured.  New York State’s
investor-owned electric utilities have until October 1, 1996 to present to the
Public Service Commission their plans for operating in a competitive market.
When restructuring is complete, electric generation will be a competitive
business.

In a competitive market, NYPA enjoys certain advantages from being a public
entity.  In particular, NYPA is free from taxation of almost any kind and has
a lower cost of capital than investor-owned utilities.  Sales under the present
economic development program could also be viewed as an advantage, since
NYPA has an exclusive ability to sell to certain qualified customers within the
franchise territories of the investor-owned utilities.  On the other hand, NYPA
is uniquely constrained in certain aspects of its pricing and other requirements
unique to being part of State government.

In the changing environment, some people have questioned whether NYPA, or
at least some of its assets, should be privatized. NYPA’s executives recognize
that privatization is logical to consider.  In an internal memorandum of January
23, 1993, Robert Schoenberger, then an Executive Vice President and now
President and Chief Operating Officer of NYPA, stated:

“As the electric utility [industry] in the United States evolves,
the question must be asked: what is the purpose of a govern-
ment-owned utility if its only claim to uniqueness is that it is
competitive and financially self-reliant.

“There is no compelling argument against the privatization of
NYPA.  Even if NYPA could be as efficient as its private
counterparts (and this remains to be seen), the question remains
why government should be in the electric utility business at
all. As the purpose of public power diminishes, the State could
consider monetizing all or some of NYPA’s assets.
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“Based on this analysis, if one takes a completely dispassion-
ate view, New York State would have to seriously consider
privatizing NYPA.  The state would receive a significant up
front payment plus state and local taxes each year.  Moreover,
the state would get out of a business that the private sector can
clearly operate.  If government is to downsize (and I think it
must), it must do so by getting out of businesses that the
private sector can operate certainly as efficiently as the public
sector does.”

NYPA’s management saw questions about privitization as the reason for NYPA
to improve efficiency and effectiveness.  They did not advocate privitization
because they viewed higher electric rates for some customers as a likely
consequence.

In 1993 and 1995 NYPA reported net losses, primarily because of problems
with its Indian Point 3 nuclear plant.  Even when NYPA reported revenue
surpluses  in 1992 and 1994, we found its nuclear, fossil power plans and
transmission operations annually lost money.  Investment income, profits on
purchased power re-sales, and net revenue from the hydroelectric power plants
covered operating losses at the nuclear, fossil fuel and transmission facilities.

In November 1993, a group established by the Governor to review and report
on NYPA’s plans and efforts to resolve its nuclear problems described NYPA
as “a troubled organization whose fundamental mission must be modified in
light of new realities.”
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Need for an
Assessment of
NYPA’s Future Role

NYPA  has proposed to the Public Service Commission that it become the
owner and operator of New York State’s entire electric transmission system.
While this proposal does provide for the independently operated transmission
system needed for a truly competitive electric market, and also provides a
possible solution to high-cost independent power contracts, it leaves open
questions about the disposition of NYPA’s generating facilities.  The Public
Service Commission noted that “NYPA... did not propose to divest its
generation assets, which raises other concerns about market power and
independence.” NYPA suggested “functional separation” of generation and
transmission, but the Public Service Commission is not convinced that this
would be sufficient.  The Commission concluded that “NYPA’s proposals need
careful consideration, and require the development of additional detail.”

NYPA’s charter and operations are not consistent with a fully competitive
environment in the electric utility industry. NYPA’s enabling legislation was
not crafted to recognize a competitive industry structure, and parts of the
legislation and other constraints may actually hinder NYPA’s ability to
compete.  NYPA’s management finds itself with the dual challenge of being
public stewards and competing to protect revenues. While intended to promote
competition and ultimately benefit all energy users, NYPA’s actions to
compete may not benefit all New Yorkers, unless they are consistent with a
cohesive and integrated State plan.

The Public Service Commission has no authority over NYPA.  It does not have
authority over NYPA’s roles, mission or objectives, and does not set or
approve the rates NYPA charges.  As such, the Public Service Commission’s
order on competition in the electric utility business sets forth the basic
elements of a competitive market, but necessarily does so without treatment of
NYPA’s critical role in the State’s electric industry. The State therefore is still
faced with important questions.

! What  role should the State play in a restructured electric utility
industry?

! Should the State continue to play a role in the generation of electric-
ity?  ... from sources other than hydroelectric? 

! Should the State be the single transmission utility in New York, as
proposed by NYPA’s management?

! Should  a single State agency have functional (generation and/or
transmission) roles as well as responsibility for funding research and
development activities?

! How should economic development programs involving low priced
electricity be structured in a competitive electric industry?

! What will be the best way to serve the energy needs of governmental
and other public customers in the future?
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Recommendation

1. The  Governor and the Legislature need to reassess the roles,
functions and assets of NYPA, and in the context of the restructuring
of the electric utility industry, evaluate anew what the State should
own, what it should operate, what services it should provide, what it
should fund, and what it should do in the electric business.

! Should the State continue to be involved in the operation of nuclear
facilities?

The forum for addressing these questions appears to rest in the Executive and
Legislative branches of State government.  If NYPA is to be a real competitor
in a fully competitive market place, changes may be necessary in statutes,
structure and governance.
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NYPA’s Financial
Condition

NYPA’s Ability to Meet its Revenue
Requirements

As the electric utility industry becomes more competitive, particularly in the
generation sector, utility managers need accurate information concerning the
revenues and expenses that are associated with individual facilities.  In the
absence of such information, managers may not be able to properly assess the
financial performance and future economics of their facilities.  Such
assessments are necessary if managers are to make informed decisions and
succeed in a competitive market. Accurate representations of facility financial
performance are also necessary if public accountability is to be maintained for
NYPA.

However, we found that NYPA managers do not use appropriate methods to
account for certain revenues and expenses in the development of internal
financial reports for individual facilities.  As a result, losses incurred by the
nuclear plants, the fossil fuel plants and the transmission facilities are greatly
understated, and the net revenues generated by the Niagara and St. Lawrence
hydroelectric plants are greatly understated.  Because potentially misleading
data are incorporated into NYPA's long-range plans, financial forecasts, and
economic  analyses, the decisions made by NYPA managers may not be as
effective as they could be and complete information about NYPA’s financial
performance is not disclosed to the public.

We analyzed NYPA’s financial records and made adjustments which, in our
opinion, more accurately reflect operating results on a plant-by-plant basis.
Specifically, we adjusted NYPA’s plant-by-plant financial data by deducting
interest earned from the investment of various reserve funds and profits earned
from the sale of internally-transferred and outside-purchased power.

In reviewing the operations of individual NYPA facilities, we focused on three
facilities where significant losses have been incurred.  We identified actions
that could be taken to address the losses at these facilities.

NYPA reported an operating loss of about $43 million in 1995.  Including
extraordinary expenses, the 1995 loss totaled $48.5 million.  This was the third
such annual loss since 1988.  In the eight years ended December 31, 1995,
NYPA’s net losses after extraordinary items totaled $81 million.  However,
this cumulative loss represented only about 5 percent of NYPA's equity capital
prior to this period, and NYPA’s bond rating at the end of 1995 remained Aa
from Moody’s and AA- from Standard & Poors. NYPA’s Accumulated Net
Revenues Employed in the Business (net book value) stood at $1.414 billion
at December 31, 1995, 
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and NYPA’s sources of operating revenue have been steady at approximately
$1.4 billion annually for the period 1993 through 1995.

NYPA’s reported losses (after considering the effect of extraordinary items) of
$64.9 million in 1993 and $48.5 million in 1995 were mainly caused by the
poor operating performance and higher costs at NYPA’s nuclear plants. The
poor cumulative results for the past eight years were also caused by losses at
all of NYPA’s nuclear and fossil fuel plants, and in the transmission business.
Our analysis of NYPA’s financial records revealed that most of NYPA’s power
production and transmission facilities operate with ongoing financial losses, and
that only the hydroelectric plants have been profitable.

NYPA prepares financial information for the following six accounting units:

! Niagara/St. Lawrence
! Blenheim-Gilboa
! Southeast New York (SENY)
! FitzPatrick
! Flynn
! Transmission

(SENY includes the Indian Point 3 plant, the Poletti plant and two small
hydroelectric units.)

NYPA combines the financial information for the Niagara and St. Lawrence
plants because of their many similarities.  These hydroelectric plants were
constructed in the same era, share some of the same customers, and generally
have similar cost structures.

Power was first produced at the Blenheim-Gilboa pumped-storage hydroelectric
plant  in 1973.  This plant has different operating characteristics and cost
structures than the Niagara and St. Lawrence plants.

The Indian Point 3 and Poletti plants were acquired from Con Ed in
accordance with 1974 legislation.  NYPA also began service to southeastern
New York governmental customers who were formerly Con Ed customers as
part of this transaction.  Because these customers and the two plants were
acquired together, NYPA has accounted for the southeastern New York
operations in the same accounting unit.

The FitzPatrick nuclear plant, which began operation in 1975, was originally
dedicated to serving high-load industrial customers.  The FitzPatrick plant has
specific pricing and contracting restrictions on its power sales.  The Flynn
plant, which started operation in 1994, was built to exclusively serve the Long
Island Lighting Company (LILCO) and its customers.



15

Selected Accounting
Issues

Indirect Overhead
Expenses

NYPA’s transmission facilities are functionally grouped together for accounting
purposes.  The hydroelectric (upstate) transmission facilities, the Marcy North
line, the Marcy South line, the Long Island Sound Cable and the Clark Energy
Center are all part of NYPA’s extensive power transmission network.

While it may appear that NYPA’s accounting units are focused on specific
facilities, NYPA emphasizes that the categories also relate to the customer
groupings served by these specific facilities, some of which are linked by
legislation, contract or operations.  The financial information for the six
groupings is not audited, as NYPA’s external auditors do not review the
facility financial statements.  Consistent with standard practice, NYPA’s
external auditors limit their financial statement review to the overall financial
statements which are published in NYPA's annual report.  The financial
statements for the six groupings are used primarily for management information
purposes by NYPA management and its Trustees.

Good management practice dictates the need for accurate financial information
with respect to NYPA’s operating facilities.  Analyzing the performance of
individual facilities is consistent with the movement toward a competitive
market in the electric generation sector.

We identified weaknesses in the accounting treatment used by NYPA to (1)
allocate indirect overhead expenses to different facilities, (2) allocate
investment income to different facilities, and (3) account for the costs and
revenues associated with externally purchased power as well as power
transferred among NYPA facilities.  As a result of the accounting treatments,
the losses incurred by the nuclear plants, the fossil fuel plants and transmission
facilities are greatly understated, and the profits generated by the Niagara and
St. Lawrence hydroelectric plants are greatly understated.

We question whether NYPA’s accounting system provides NYPA officials with
accurate, reliable and meaningful information on individual power generating
plants.  We did not evaluate NYPA’s use of accounting information to
establish the electricity rates that NYPA charges its customers.

In any large business organization with different operating units, the costs of
general and administrative activities that benefit the entire organization (such
as central management, legal services and financial services) are typically
allocated to each of the operating units.  Whenever practical, support activities
should be directly charged to the benefitting operating unit.  However, direct
charging is not practical for all indirect costs.  Therefore, some indirect costs
that cannot be traced to a specific activity must be allocated.  According to the
Cost Accounting Standards
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Board, indirect costs should be allocated to the operating units in a way that
fairly reflects the extent to which each unit benefits from the general and
administrative activities.  The standards do not require that specific cost
allocation  methods be used, only that the methods used fairly reflect the
relationship between the administrative activities and the operating units.

The extent of allocated costs and allocation method can have a profound effect
on the financial data reported for individual operating units.  We found that
NYPA does not directly charge all costs that could be treated in that manner.
As a result, NYPA’s pool of indirect costs that need to be allocated (more than
$75 million in 1995) is larger than necessary.  We also found that NYPA’s
allocation method lacks empirical support.

After initially allocating a portion of indirect overhead to construction projects
and demand-side management programs, NYPA uses a two-stage process to
allocate the balance of its indirect overhead expenses to its six accounting
units.  NYPA first allocates the expenses between the transmission facilities
(which comprise one accounting unit) and the production facilities (which
comprise five accounting units) in the same proportion as labor costs are
divided between the two types of facilities.  However, instead of allocating
indirect costs among the generating facilities on the same basis, NYPA
allocates indirect costs among the five production units in the same proportion
as generating capacity is divided among the units.  NYPA officials state that
they view generating capacity as a surrogate for peak demand, which some
utilities use to allocate indirect costs.

NYPA’s method for allocating indirect costs among generating facilities is not
based on a NYPA-specific study.  NYPA has not performed any studies to
determine if its method reasonably approximates the relationship between
indirect costs and the power plants.  The method has not been audited by
NYPA’s internal or external auditors.  This method was originally established
in 1975, when NYPA operated far fewer plants and the mix of the electric
plant operating costs was significantly different.  Different cost allocation
methods can materially affect reported financial results.  We question whether
the current method provides NYPA managers with the best available
information for making strategic decisions concerning the financial perfor-
mance of individual facilities.

We do not believe that allocating indirect costs on the basis of generating
capacity fairly reflects the causal relationship between NYPA's administrative
activities and NYPA's power plants.  For example, there is no direct
relationship between a plant's generating capacity and the amount of legal or
central office financial services that are needed or used by the plant.

We conclude that the lack of sufficient direct charging of costs, which results
in them being classified as indirect costs, is inconsistent with
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Investment Income

today’s need for accurate information concerning the financial performance of
individual facilities.

In addition, we conclude that the method for allocating indirect costs among
generating facilities does not assure that costs are allocated in a manner that
accurately reflects the relationship between support activities and the power
plants.   Costs are not adequately following cause in NYPA’s allocation
practices. We also conclude that the level of indirect costs and the allocation
method have a material effect on the internal financial management data
developed for individual facilities.

NYPA officials do not take issue in their response to this report with the need
to maximize direct charging of costs, which would substantially reduce the
level of allocated cost.  Their response deals solely with the methodology for
the allocation of indirect overhead costs, and in particular from the perspective
of ratemaking.  Notwithstanding NYPA official’s apparent concerns with
regard to ratemaking, nothing in their response would cause us to alter our
finding with respect to the allocation of indirect overhead costs for managerial
accounting purposes.

NYPA's investment income is generated by the investment of various reserve
funds, many of which were set up pursuant to bond covenants and statutory
requirements.  At December 31, 1995, NYPA's reserve funds totaled $1.242
billion.  In 1995 NYPA reported investment income of $92.7 million.

In reporting and evaluating a facility’s performance, generally investment
income  should remain unallocated and be classified as overall institutional
income.  If investment income is allocated, it should be allocated to individual
operating units only when the allocation is based on the extent to which funds
are generated for investment by each operating unit.  NYPA allocates
investment income to its operating units, but the allocation is not based on the
extent to which funds are provided for investment by each operating unit.
Rather, the allocation is based on a number of methods that are not based on
the source of investment principal. On the basis of these methods, for 1995, the
SENY, FitzPatrick, and Transmission accounting units were allocated $83.1
million of the total $92.7 investment income.

As  a result of this accounting treatment of investment income, the losses
incurred  by the nuclear plants, the fossil fuel plants and the transmission
facilities were understated.  Between 1987 and 1994, significant positive  was
generated only by NYPA’s investment of reserves and the operations of the
Niagara and St. Lawrence plants.  In comparison, during this period, SENY,
FitzPatrick, and Transmission used $1.115 billion of NYPA’s revenues to
cover losses from their operations.  Nonetheless, in its ten-year forecast for
1995 to 2004, NYPA allocates these same
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Support and
Purchased Power

facilities about $810 million of the $938 million in projected investment
income, as follows:

Investment 
Income Allocation

   ($ millions)  

SENY $399.5

FitzPatrick 328.9

Transmission    81.7

Subtotal 810.1

Niagara/St. Lawrence 98.3

Flynn 15.9

Blenheim-Gilboa 5.9

Small Hydroelectric    8.0

Total $938.2

We conclude that NYPA’s method for allocating investment income is
inappropriate for evaluating the financial performance of individual facilities
as it causes substantial distortions in reported results for the facilities.  We do
not believe investment income should be allocated among facilities for
managerial accounting purposes.

NYPA officials disagree. However, we believe their response to this report
does not support their assertion that reserve funds are generated by the
individual facilities which are credited with the investment income.  In their
response, NYPA officials infer that the intended “use” of the reserve accounts
is synonymous with the “source” of funds which make up the reserve accounts.
In addition, NYPA’s response ignores the fact that facilities that lose money
receive a substantial allocation of investment income.  Investment income
should not be merged with operational results for purposes of evaluating
facility financial performance.  In our opinion, there is a need to separate
accounting for operating results from accounting for the sale of purchased or
transferred power.

NYPA frequently transfers power generated by one plant to another plant,
where  the power is ultimately sold.  Such power is called support power.
NYPA also purchases a substantial amount of power from external sources and
re-sells the power to its customers.  NYPA credits the net revenues from these
support power and purchased power sales to the accounting unit that “sells” the
power.

The  Electric Power Research Institute recommended in a report issued  in
1993, that transfers between business units be accounted for at the
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Reducing Losses at
Certain Facilities

market value of the goods or services transferred.  However, NYPA makes
such transfers at cost.  As a result, the plant that ultimately sells the power
realizes  the profit, even though that plant did not produce the power for
NYPA.

Moreover, since most of the support power transferred to NYPA facilities is
produced by the Niagara plant, NYPA’s accounting treatment understates the
revenues from hydroelectric plants and further reduces the reported losses
incurred by the nuclear and fossil fuel plants.  For example, after removing
investment income and re-priced purchased and transferred power, the SENY
accounting unit shows a projected total loss of $707 million from 1995 through
2004.  However, in NYPA’s forecast this loss should be partially offset by
profits  of $591 million from the sale of support and purchased power sold
through the SENY accounting unit.  During this same period, after removing
investment income and re-priced purchased and transferred power, the
FitzPatrick plant shows a total loss of $504 million.  However, in NYPA’s
forecast this loss is partially offset by profits of $203 million from the sale of
support and purchased power sold through the FitzPatrick unit.  We conclude
that NYPA’s accounting treatment of support and purchased power is
inappropriate for the purpose of evaluating the financial performance of
individual facilities.

NYPA’s  response to this report does not directly address this conclusion.
Rather, NYPA officials focus on the method of accounting for internally
transferred power.  NYPA officials disagree with the use of market value
prices for this purpose.  Their concern appears to relate to ratemaking matters,
while our audit finding deals with financial information related to individual
facility performance.  In addition, NYPA officials believe it is not practical to
use market value prices for internally transferred power, though they
acknowledge that it may be possible at some point in the future.  We believe
that, if NYPA officials are to meet the demands of a rapidly changing electric
utility industry, they must strive to account for their operations as accurately
as possible.  While it may not be easy for NYPA to deviate from its cost-based
thinking, such a change can be made.

As  shown by the following table, once facility performance as reported by
NYPA is adjusted for allocated investment income for the eight years ended
December 31, 1994, a positive cash flow was not generated by any facility
except the Niagara and St. Lawrence plants:
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Poletti Fossil Plant

Facility  Operating Reserves Income Flow

Net
Contributions/(Usage) of Less: Cash from

General and Investment Net Facility Cash

Niagara/St. Lawrence $694.8 $184.7 $510.1
FitzPatrick (337.8) 164.2 (502.0)
Transmission (196.9) 158.6 (355.5)
SENY (12.6) 244.7 (257.3)
Flynn (20.6) 0.8 (21.4)
Blenheim-Gilboa 12.8 15.9 (3.1)
Small Hydroelectric (12.5) 5.6 (18.1)
Other (14.2) -- (14.2)
Total $113.0 $774.5 ($661.5)

Total cash losses on the facilities other than Niagara and St. Lawrence during
this period were $1.172 billion.

The non-hydroelectric facilities are not expected to do better in the future.
NYPA forecast the financial performance of its facilities for the ten-year
period 1995 through 2004.  We adjusted this forecast to remove the investment
income and the profits from the sale of support and purchased power.  (We
believe such adjustments enable the expected operating performance of the
facilities to be portrayed with greater accuracy.)  We found that, for this ten-
year period, the Niagara and St. Lawrence plants are expected to produce net
operating  revenue of $894 million, while the FitzPatrick nuclear plant is
expected to lose $844 million and the SENY  operations (which consist
primarily  of the Indian Point 3 nuclear plant and the Poletti plant) are
expected to lose $1.16 billion.

It is therefore clear that, together with NYPA's investment income, the net
operating revenue generated by the Niagara and St. Lawrence plants has been
used and, unless changes are made, will continue to be used to cover operating
losses incurred by the nuclear and fossil fuel plants.  Without some change,
these operating losses will total $2 billion between 1995 and the end of 2004.
Elimination or substantial reduction of these facility operating losses would
free up funds and thus increase NYPA’s value to the State.  In the following
three sections, we suggest efforts that can be made to reduce operating losses
at three non-hydroelectric plants.  (In addition, the section on Nuclear Power
Plant Economics includes recommended actions related to the future operation
of the nuclear plants.)

The Charles Poletti plant, which is located in Queens, is powered by fossil
fuels (oil and natural gas) and has a net dependable capability of  825
megawatts.  NYPA acquired the Poletti and Indian Point 3 power
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plants from Con Ed pursuant to legislation enacted on May 17, 1974.  Con Ed
was in severe financial trouble at the time, and the purchase by NYPA helped
to ensure the stability of the power supply in New York City.  As part of this
transaction, NYPA was also given the ability to serve southeastern New York
governmental customers and, at its discretion, to sell the two plants.

Con Ed regained financial health even before the final transfer of Indian Point
3 on December 31, 1975.  The first commercial power from the Indian Point
3 plant was generated in August 1976.  The Poletti plant first produced
commercial power in March 1977.

The Poletti plant is important to power reliability in New York City because
the  plant has a direct transmission link to Manhattan.  This link is very
important because it allows the plant to be used as if it were situated in the
Manhattan load center.

In 1989, NYPA and Con Ed negotiated an agreement called The Planning and
Supply Agreement.  The obligations of NYPA and Con Ed regarding Indian
Point 3 and Poletti were redefined in the Agreement.

The Planning and Supply Agreement allows NYPA to temporarily shut down
the Poletti plant for economic reasons as long as this action does not violate
Con Ed’s “operating criteria” for reserve shutdowns.  However, Con Ed’s
operating criteria are not specified in the Agreement, and the Agreement is
silent regarding the option of selling the Poletti plant.  The terms of the
Agreement therefore may limit NYPA in choosing the most cost-effective
option  for meeting NYPA’s own power supply needs in southeastern New
York.

The Poletti plant is NYPA’s most expensive source of electric generation, even
though its electricity costs less than Con Ed plants located in New York City.
Moreover, our analysis indicated that the Poletti plant has incurred and will
continue to incur substantial operating losses.  (We were unable to precisely
determine Poletti’s losses since NYPA subsumes Poletti’s costs and revenues
in the SENY accounting unit.)  NYPA’s forecasts and studies indicate that
other power sources are far less expensive than Poletti.

NYPA has studied various alternatives with respect to the future of Poletti.
For example, in a study published in May 1994, NYPA analyzed the
economics of mothballing (temporarily shutting down with provisions for
restarting)  Poletti from 1995 through 1999.  The study stated that without
Poletti's generating capacity, NYPA would need to buy a significant amount
of power for southeastern New York customers during summer peak load
periods.  The study determined that the break-even price for this purchased
power in comparison to keeping Poletti operational for 1995 through 1999 was
about 3.2 cents per kilowatt hour (levelized price over the five-year period).
The study concluded that the



22

best way to determine whether this price was available was to issue an RFP
(request for proposal) to power suppliers. Despite the study's recommendation
that an RFP be issued for replacement power, we found no indication that such
an RFP was ever issued.  We noted that NYPA purchased a great deal of
power in 1994 and 1995 when the Indian Point 3 plant was out of service.
NYPA’s total average cost for all purchased power in 1994 was 2.0 cents per
kilowatt hour (kWhr).  NYPA’s average purchased power cost in 1995 was 1.9
cents per kWhr.

The study estimated that NYPA would need to buy 600 to 730 megawatts of
power annually during the summer peak load period in 1995 through 1998 for
SENY customers.  NYPA claims that Con Ed’s transmission system would
allow  the importation of only 230 to 300 megawatts annually during this
period to meet SENY needs. 

However, NYPA officials were not consistent in responding to our questions
concerning the precise nature and degree of these transmission constraints. In
response  to our inquiries during the audit, different NYPA officials cited
differing limitations with respect to the transmission constraints.  Past events
suggest that Poletti could be removed from service without compromising the
needs of SENY customers, as Poletti was out of service for extended periods
of time for upgrades and repairs during summer and winter peak load periods
in 1992 and 1994.

NYPA also analyzed long-term options for Poletti for the years 2000 through
2025. NYPA evaluated repowering Poletti (with either combined cycle gas
turbines or hot wind box modifications), and closing or selling Poletti and
replacing its generation with purchased power.  (NYPA received an offer to
purchase Poletti for $100 million in 1994, and this price was used in the sale
analysis.)  NYPA also considered the possibility of selling steam and/or hot
water from the plant.

NYPA concluded that repowering the plant was the preferable long-term
option.  NYPA concluded that selling Poletti at $100 million was not cost-
effective, and purchasing power to replace Poletti’s generation was more
expensive than continued operation.  NYPA assumed that purchased power
would cost between 6.1 cents and 16.7 cents per kilowatt hour over the 2000
through 2025 period.  These assumed costs, which are apparently based on
replacing Poletti’s power with purchases from expensive Con Ed sources, may
be high in light of recent experience and expectations for a competitive
generation market.  Transmission constraints are a key factor in developing
replacement power estimates.  We believe that NYPA did not adequately test
the uncertainty in its key assumptions.

NYPA has decided to place Poletti in stand-by economic reserve shutdown
status during the spring and fall seasons, and operate the plant during the peak
summer and winter seasons. This plan was to have been implemented in the
fall of 1995, but it has not yet been put into practice
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because Indian Point 3 was off-line during the fall of 1995 and a scheduled
maintenance shutdown at Poletti occurred during the spring of 1996.  It is
expected that Poletti will be placed in reserve shutdown beginning in the fall
of 1996.

NYPA’s plan to run Poletti only during peak seasons is a move in the right
direction, as it will result in significant cost savings.  However, we believe that
the question of whether NYPA should continue to own and operate Poletti has
not been satisfactorily addressed.

NYPA’s experience and financial forecasts indicate that power available from
other sources is less expensive than power generated by Poletti. For example,
NYPA’s financial forecast in 1995 estimated Poletti operations, maintenance
and fuel expenses to range from 5.4 cents to 7.7 cents per kWhr during the
period 1996 through 2004.  The cost of purchased power for SENY was
estimated by NYPA at 3.0 cents to 4.5 cents per kWhr for the same period.
NYPA’s actual purchased power costs for 1995, which we escalated at an
assumed rate of 3 percent per year, would suggest an even lower range, from
2.2 cents to 2.9 cents over the period 1996 through 2004.

NYPA could potentially use even lower cost power, for example from its
Blenheim-Gilboa and Niagara plants.  Potentially available power from
Blenheim-Gilboa could cost only 1.3 cents to 1.7 cents per kWhr over the
same period, and any power available from Niagara would cost even less.  We
note that NYPA appears to have substantial underutilized capacity available
on its transmission lines, but this requires more in-depth review of specific
transmission line connections to determine if additional power can be imported
into the SENY area.

Transmission limitations in the Con Ed system, and also at certain points in the
NYPA system, have been cited by NYPA as obstacles to the realization of cost
savings in replacing Poletti generation.  However, the precise extent of these
limitations is not clear and the potential savings that would result from the use
of lower cost power warrant an objective and comprehensive reexamination of
the limitations and investigation into how they might be addressed.

We conclude that power provided by Poletti may be necessary to meet the
electric needs in New York City, but NYPA’s continued ownership and
operation of the plant may not be in the best interests of the State.  NYPA’s
ownership and operation of Poletti may be more for the benefit of Con Ed than
for the benefit of SENY customers.  If NYPA were not required to operate
Poletti because of Con Ed system requirements, our analysis shows that NYPA
could potentially reduce its SENY power costs by $300 million or more over
the  1995 through 2004 period by replacing Poletti generation with other
sources.  (Monies received from an outright sale plus avoided capital
expenditures would increase the benefit to NYPA.)
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FitzPatrick Nuclear
Plant

We note that the Planning and Supply Agreement, which governs NYPA’s
operation of Poletti to a large extent, was negotiated before the movement to
a competitive generation market was clear.  Such movement now seems
certain.  If NYPA continues to own and operate Poletti, the restructuring of the
electric utility industry in New York may provide an opportunity to revise the
Agreement to ensure that its terms adequately benefit NYPA for the benefits
derived by Con Ed.

NYPA  executives acknowledged during the audit that it is appropriate to
revisit whether NYPA should continue to own and operate Poletti.

The James A. FitzPatrick nuclear power plant is located at Scriba, New York,
on the south shore of Lake Ontario.  The FitzPatrick plant became operational
in July 1975, and has a net dependable capability of 800 megawatts.

The FitzPatrick plant has lost money over the past nine years, and we found
that it is expected to lose over $800 million from 1995 through 2004. While
FitzPatrick power can be sold to certain business customers through NYPA's
economic development program, FitzPatrick does not have a dedicated
geographic market, and does not enjoy the low-cost advantages of the
hydroelectric plants.  FitzPatrick power is also subject to key marketing
constraints on pricing, type of customer and customer geographical location
that puts NYPA at a disadvantage compared to other regional power producers.
The excess generating capacity in the State and in the region makes it difficult
for NYPA to sell FitzPatrick power at a price that fully covers total generation
costs.

FitzPatrick was built under Internal Revenue Service regulations that allowed
the financing to be tax-exempt as long as NYPA limited sales to taxable
customers to 50 percent of the plant’s output.  However, refinancing of the
original FitzPatrick bonds in the 1990s makes FitzPatrick power sales subject
to  the 1986 Federal Tax Reform Act. This requires that 90 percent of
FitzPatrick’s power under long-term contracts be sold to tax-exempt entities,
if FitzPatrick’s financing is to remain tax-exempt.  As a result, FitzPatrick is
severely restricted in the amount of power that may be sold to taxable entities
under contracts longer than one year.  NYPA has signed contracts with taxable
entities that are cancelable after one year to partially mitigate this restriction.
However, the impact of the restriction still remains; i.e., a limitation on
NYPA’s ability to market FitzPatrick’s power.

The Power Authority Act requires NYPA to sell FitzPatrick power to
industrial, business, and economic development customers “at a uniform non-
discriminatory rate.”  As a result, NYPA cannot price FitzPatrick power
differently for the varying needs of these retail customers.  For example, a
computer company would require uninterruptible power and be willing to pay
a higher price for such service.  A different type of
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Flynn Plant

company would tolerate interruptions in exchange for the lowest rate possible.
Without the ability to offer flexible prices, FitzPatrick has trouble meeting the
needs of both types of companies.  This “one size  fits all” pricing will likely
be an even bigger constraint in a competitive marketplace.

NYPA restricts its sales of FitzPatrick power to customers within the State.
However, there is no legislation that mandates this restriction, which may have
arisen because NYPA’s power has been viewed as “low-cost power” to be used
for benefit of New York customers.  However, FitzPatrick power has not been
low-cost as compared to available market supplies in a surplus power market.
NYPA  can, at least in theory, sell FitzPatrick power out-of-State in the
wholesale market. FitzPatrick power could be sold to out-of-State customers
at prices higher than the prices charged to in-State investor-owned utilities.

While NYPA can market FitzPatrick power out-of-State, certain changes are
needed if the other two marketing constraints are to be overcome. Changes in
NYPA’s enabling legislation would be required to eliminate the “one-price”
restrictions on FitzPatrick retail power sales.   To enable more long-term sales
to taxable entities, NYPA would have to pay off and refinance all outstanding
tax-exempt FitzPatrick-related bonds with more expensive taxable debt.
However, even if these changes were made, NYPA would still be left with the
challenge of marketing FitzPatrick power in an excess capacity market, which
will be difficult for the foreseeable future.

Another possible course of action would be for NYPA to sell FitzPatrick to an
entity free of all the marketing constraints affecting NYPA while retaining the
benefits of tax-exemption.  NYPA could then buy only the power it needed to
serve its customers.  We believe this is a straightforward and low-cost solution.

The Richard M. Flynn plant in Holtsville is NYPA’s newest generating
facility.  The Flynn plant began commercial operation in May 1994.  Flynn is
a gas-fired, combined-cycle plant that is fueled primarily with natural gas, with
oil as a backup fuel.  Flynn was the first power facility completed under New
York’s competitive bidding system for new electric generating capacity.  All
electrical output of Flynn is sold to Long Island Lighting Company (LILCO).
Flynn has a net dependable capability of 135.6 megawatts.

Flynn’s operations, net of NYPA's allocated investment income, lost $5.9
million in 1994 and $6.7 million in 1995.  NYPA projects that Flynn’s
operations will have a total negative cash flow of $54.8 million from 1995
through 2004.
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NYPA signed a long-term gas-supply contract with Enron Corporation for the
gas needs of the Flynn plant on October 24, 1990.  The contract was
restructured as of April 27, 1994, shortly before the opening of Flynn.  The
Enron contract runs until the spring of 2014.

NYPA and LILCO signed an exclusive contract for the sale of Flynn power to
LILCO on December 13, 1991.  The contract was substantially amended as of
May 19, 1994, at the approximate time of the plant’s opening.  Under the
contract, the generation of power by the Flynn plant is at the discretion of
LILCO.  LILCO pays NYPA through a variety of payment formulae that are
defined in the contract.

Under NYPA's contract with LILCO, NYPA's gas costs under the Enron
contract are not fully reimbursed by LILCO.  NYPA is currently reimbursed
for Flynn gas costs in a variety of ways.  According to the contract with
LILCO, the gas burned at the Flynn plant falls into three basic categories:
contract gas, shared savings gas and base cost gas.  NYPA is fully reimbursed
by LILCO only for contract gas.  The reimbursement price for shared savings
gas applies when LILCO can generate electricity at its own gas-fired plants
less expensively than Flynn on an incremental basis.  In this case, LILCO is
obligated  to reimburse NYPA only for the cost of the gas used to fire the
LILCO unit plus one-half of the difference between the LILCO gas price and
the Flynn gas price.  The shared savings formula has been used during most of
Flynn's operations since June 1994.

LILCO can also divert gas originally scheduled for Flynn to other usages.
NYPA  is reimbursed for the cost of such gas using a “base cost” formula,
which is driven primarily by the average of the closing New York Mercantile
Exchange gas price for the last three days of the current gas delivery month.
These prices have been below those that NYPA pays to Enron for this gas.
NYPA has no control over LILCO’s diversion of gas for these purposes.

The difference between the gas prices that NYPA paid to Enron and the
amounts reimbursed by LILCO for the same gas averaged over $620,000 a
month during 1994, or about $7.4 million for the year.  Comparable data were
not provided by NYPA for 1995; however, the contract terms and operating
conditions of 1994 were still in effect during this period.

NYPA is committed to purchase all of Flynn’s gas requirements from Enron.
The price in 1994 was $4.19 per million BTUs, including all transportation
charges; the base gas cost in 1994 was $2.78 per million BTUs, with a 3.5
percent increase each year through 2002.  The plant used shared savings gas
91 percent of the time from June 1994 through February 1996.  During 1994,
the unreimbursed portion of shared savings gas averaged $1.12 per million
BTUs, or more than 25 percent of NYPA’s purchase price.  The conditions
which led to this reimbursement gap will likely continue for the life of the gas
contract.
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The State has embarked on a plan to acquire LILCO and break up its
functional operations.  If the plan goes forward, NYPA’s contracts with LILCO
and Enron would be affected and possibly reopened.  The takeover of LILCO
creates both risk and opportunity for NYPA.  In light of the unfavorable
contract terms, we expect there might be more opportunity than risk.

NYPA management acknowledges that, in hindsight, mistakes were made in
contracting for gas supplies and recovering gas costs at the Flynn plant.
NYPA’s strong interest in winning the bid to build the plant for LILCO and
its lack of experience in dealing with risk-based pricing decisions were likely
contributors to the mistakes. NYPA prices its electricity based on the recovery
of costs over the life of the assets used to provide the service.  No profit factor
is included, as NYPA is a not-for-profit public authority.  Such a cost-recovery
model is appropriate if the plant owner has a monopoly franchise for power
sales, and if there is no risk that the ownership and operating costs will not be
recovered.   NYPA, however, used this monopolistic, risk-ignoring pricing
mechanism in markets and situations that entailed significant risk.

Business entities that are exposed to market and other business risks include
risk premiums in their prices in order to be compensated for the assumption of
risk.  These premiums also effectively provide a cushion so that minor business
setbacks do not result in losses. Since NYPA’s cost-based pricing is implicitly
based on the assumptions of unassailable customer retention and no risk,
resulting losses are likely where market competition and risk are present.

As long as LILCO is able to buy spot market gas at a lower price than NYPA
pays for its fixed-price gas from Enron, the losses will continue.  In a North
American natural gas market where supply is plentiful, this situation is
expected to persist for the foreseeable future.

In their response to this report, NYPA officials indicate that gas prices have
risen in recent months resulting in break-even financial results for Flynn in
1996 to date.  However, they fail to note that this is a best case scenario and
does not recognize the impact of NYPA’s allocation practices on these results.
In the end, NYPA officials do not disagree with the need to pursue all possible
means to eliminate future losses at Flynn.
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Recommendations

2. Maximize the direct charging of administrative and support costs to
reduce the level of allocated costs.  Develop a method for allocating
remaining indirect costs based on an empirical study that
demonstrates the casual relationship between the indirect activities
and the operating units.

3. Treat investment income as institutional income and do not allocate
it  to individual operating units for purposes of reporting and
evaluating the financial performance of individual facilities.

4. For purposes of reporting and evaluating the financial performance
of individual facilities, do not allocate net revenues from purchased
power sales.  Instead, separately account for purchased power costs
and  revenues.  Account for the transfer of support power at the
market value of the power to credit the “producing facility” with the
realized revenues.  

5. Serious consideration should be given to the option of selling Poletti.
If NYPA continues to own and operate Poletti, NYPA should seek
to renegotiate the Planning and Supply Agreement to reflect changes
in circumstances and obtain equitable compensation for the value of
the services provided to Con Ed.

6. Seek  optimal changes in FitzPatrick’s ownership structure or its
financial  structure and NYPA’s enabling legislation that would
eliminate the constraints on FitzPatrick’s pricing and customers.
Also, market uncommitted FitzPatrick power out-of-State.

7. Pursue all possible steps to limit the losses associated with operation
of the Flynn plant, including additional contract renegotiations with
Enron and LILCO. Also, seriously consider options to the continued
ownership of the Flynn plant.
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Background

Sales of Electricity for Economic Development
Purposes

In NYPA’s economic development program, businesses that meet the criteria
for participating in the program may receive lower-priced electricity from
NYPA.  In exchange for this lower-priced power, businesses are expected to
retain or create jobs in New York State.

We identified significant differences in the prices NYPA charges businesses
for power and in the extent to which businesses are expected to create or retain
jobs.  In fact, some businesses are not expected to retain or create any jobs in
exchange for low-cost hydroelectric power.  We also identified weaknesses in
the procedures for monitoring the extent to which commitments are met by
businesses participating in the program.  We recommend that NYPA’s
economic development program be subject to a fundamental reassessment by
a party independent of the program.  NYPA officials believe that ongoing
discussions are adequate to address the future of electricity sales for
economic development purposes.  We believe an independent assessment
would be valuable.

NYPA has six categories of power sales that are apparently related to
“economic development.”  Three of the categories are from hydroelectric
power and three of the categories are from the FitzPatrick nuclear plant.  The
prices for these six categories vary from 1.09 cents to 4.54 cents per kilowatt
hour.   This wide variation in pricing is due to differences in objectives,
purpose, and circumstances at different points in time.

The first category is Replacement Power.  The original recipients of
Replacement Power were Niagara Mohawk Power Corporation (Niagara
Mohawk) customers who received electricity from a hydroelectric plant, on the
Niagara River, which was destroyed by a 1956 rock slide.  Since the return of
low-cost power to these Buffalo-area industries was considered to be crucial,
the 1957 Niagara Redevelopment Act required NYPA to send 445 megawatts
of replacement power to Niagara Mohawk for resale to those businesses.  In
1961, NYPA entered into a contract with Niagara Mohawk to provide
Replacement Power for resale to industries within a 30-mile radius of the
Niagara Project switchyard.  All 445 megawatts were allocated in 1961.

No job commitments were associated with this initial allocation of power.
However, the Replacement Power contracts, which were to expire in 1990,
were later renegotiated.  The 1988 Replacement Power Settlement Agreement
included provisions for job retention associated with existing
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allocations of this power and established a minimum job creation criterion for
all new allocations of Replacement Power.

The second category of power related to economic development is Expansion
Power.  In 1960, NYPA reserved an additional block of 250 megawatts of
Niagara Project power to encourage industries to expand in the Buffalo area.
The initial contracts for Expansion Power were to terminate on January 1,
1990, and had no job commitments associated with them.  However, 1987
legislation directed NYPA to renew these contracts and establish eligibility
criteria.  The contracts were extended to 2007 or 2013 and the terms of the
contracts were renegotiated to include job commitments.  All contracts entered
into after 1987 for Expansion Power have job commitments as part of each
company’s eligibility criteria.

The third category is Direct Service Industrial Power from the St. Lawrence
plant.  This power is allocated to three companies that are located close to the
plant: ALCOA, Reynolds, and General Motors.  The original contracts for
ALCOA and Reynolds were signed in the early 1960s, and then renegotiated
in 1981.  The contracts extend to 2003.  ALCOA and Reynolds are aluminum
producers that are highly dependent upon abundant, reliable, and low-cost
power to compete in world aluminum markets.  Each company receives an
allocation of 239 megawatts of power under these contracts.  Neither has any
associated job or investment commitments.  The current General Motors
contract for 12 firm megawatts became effective in 1992.  GM commits to 200
jobs under this contract.

The remaining three categories of economic development power are provided
by  the FitzPatrick nuclear plant.  They are: high load factor, municipal
distribution agencies, and Economic Development Power.  In the mid to late
1980s, NYPA was having difficulty marketing FitzPatrick power in the New
York marketplace.  NYPA’s utility and industry customers for FitzPatrick
power were turning the FitzPatrick power back to NYPA in increasing
amounts.  In 1985, NYPA allocated 50 megawatts of power to downstate
municipal distribution agencies (MDA) for sale to specific companies approved
by NYPA.   (This power had originally been allocated to high load factor
industrial customers.)  NYPA currently allocates 73 megawatts to the MDAs.

NYPA’s difficulties in marketing FitzPatrick power became acute in 1987.
At that time, legislation was approved allowing NYPA to sell power to a much
wider range of companies, and established the specific category of Economic
Development Power.  NYPA’s economic development power is offered at a
lower price to the customers than investor-owned utilities’ PSC-approved rates,
but at a higher price than NYPA can receive in the wholesale market.
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Meeting Program
Objectives

The current limitation on Economic Development Power is 211 megawatts.
(The Governor has recently proposed legislation increasing NYPA’s FitzPatrick
Economic Development category to 411 megawatts.)  While this power is
priced  lower than the power available to businesses from investor-owned
utilities, the Economic Development Power rate is the second highest-priced
power that NYPA sells (only SENY government customers pay more) and more
than  four times as expensive to customers as NYPA’s Replacement Power
(4.54 cents per kilowatt hour versus 1.09 cents per kilowatt hour), because
nuclear power costs far more to produce than hydroelectric power.

Under the economic development program, NYPA is the only organization
that,  with only limited exceptions, can and does provide power directly to
retail customers within the franchise territories of the investor-owned utilities.
If NYPA’s economic development criteria are met, and if the investor-owned
utility is not permitted or able to meet or beat NYPA’s rate, NYPA can serve
a qualified customer.  This advantage will vanish with the implementation of
retail competition, as set forth in the PSC’s recent Opinion and Order
concerning competition in the electric industry.  NYPA’s exclusive ability to
serve  economic development customers at 4.54 cents per kilowatt hour for
energy may change in the near future.

Each of the six categories related to economic development is intended to
expand or at least sustain economic activity.  However, there are significant
inconsistencies in the pricing, availability, and “job commitment” requirements
among the categories.  For example, recipients of Replacement and Expansion
Power, many of whom have had low-cost power allocations in large volumes
since 1961, do not have significant job commitments, especially as compared
to the more recent recipients of Economic Development Power from
FitzPatrick.

NYPA’s allocation of hydroelectric power is based on past circumstances and
considerations that may no longer be relevant.  The distinction of upstate (or
western) New York versus downstate New York has been a key factor in power
allocations in the past.  In 1981, NYPA sought to change the allocation of
power from its hydroelectric units.  NYPA was not successful.  The allocation
of hydroelectric power should be revisited.  This is particularly important in
light of the movement toward a restructured electric utility industry.

NYPA’s programs, policies and processes for allocating and pricing economic
development power sales should be designed with the intent of “maximizing
economic value to the State.”  Regional and local considerations, and pressing
issues of the time, were significant factors in the initial bases for allocating and
pricing NYPA’s power.  The fact that NYPA’s six categories were established
to meet different needs at different times causes the programs to be inconsis-
tent.  There has been
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Monitoring
Program
Performance

no recent attempt to determine if NYPA’s allocation and pricing of power for
economic development purposes maximizes the economic development impact
for the State.

Even after full implementation of competition in the electric generation sector,
there will likely be a need and role for low-priced electricity for economic
development purposes.  However, the structure of the program, providers of
services, criteria for eligibility, pricing considerations, length of power
allocation, and commitments of the recipient will likely require modification
to fit the new environment.

The discussion of hydroelectric power allocations and pricing is a very
sensitive and litigious subject.  Contractual commitments and federal
legislation bound the latitude for change.  Nevertheless, the need for
reassessment must be addressed.  An objective assessment is required to
develop a long-term strategic plan for the most beneficial use of allocable
power.  Such reassessment must be made in light of the restructuring of the
electric utility industry.

NYPA officials are responsible for monitoring the job retention and creation
efforts of the companies that receive power under the economic development
program.  NYPA has taken steps to improve its monitoring program.  However,
we found that NYPA’s controls are insufficient to provide assurance that the
objectives of economic development programs are achieved.

For example, we found that important documents were not available to support
certain power allocation decisions.  Moreover, important customer information
may be known only by the account executives.  NYPA does not require any
documentation to substantiate existing employment levels reported in a
company’s application for Economic Development Power.  Without appropriate
support to validate base employment levels, there is no way to determine
whether applicants have understated current employment.  This could lead to
a reduction or elimination of the expected economic impact of the proposed
allocation, or otherwise ineligible companies may be allocated low-priced
power.

We also determined that some companies were well below their job commit-
ment levels, but NYPA allowed more time for them to meet their commit-
ments.  There were at least four companies whose employment levels were less
than 70 percent of their contractual commitments for three consecutive years,
and each year NYPA chose to give them time extensions to meet their job
commitments.
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Recommendations

8. Establish a State task force or employ an independent expert to
evaluate programs, policies and procedures related to NYPA’s sale
of  electricity for economic development purposes, including the
allocation and pricing of allocable hydroelectric power.  Ensure that
the economic development programs maximize benefits to the State.

9. Develop and implement appropriate controls, including adequate
documentation, over the economic development program to ensure
that companies allocated lower cost power meet program criteria and
achieve program goals.
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Background

Nuclear Power Plant Economics

NYPA owns and operates two nuclear power plants—Indian Point 3, a 980
megawatt plant in Buchanan, NY, and James A. FitzPatrick (FitzPatrick), an
800 megawatt plant in Scriba, NY.  The two nuclear plants have recently been
among NYPA’s poorest performers from a financial perspective and, according
to data from NYPA’s own forecasts, are expected to incur additional losses.
Nonetheless,  NYPA’s executive management has decided to continue to
operate both nuclear plants because they believe that continued operation is the
lowest cost alternative.  We have reached no conclusions about whether NYPA
should continue to operate either or both of the nuclear plants.  We believe,
however, that NYPA’s most recent economic analysis of its nuclear plants was
faulty.  We also examined NYPA’s efforts to improve the financial perfor-
mance of these plants, and we found that progress has been made.

In December 1968, NYPA filed its application to build FitzPatrick adjacent
to a Niagara Mohawk nuclear facility, Nine Mile Point.  FitzPatrick first
produced power in February 1975.  In 1977, NYPA assumed full operating
responsibility for FitzPatrick which had been operated by Niagara Mohawk on
a cost-reimbursable basis while NYPA recruited and trained its own staff.

NYPA’s Indian Point 3 Plant was originally designed and built as part of a
two-unit facility by Con Ed.  Indian Point 2 and 3 were very similar units with
substantial common facilities.  Legislation was enacted in 1974 to have NYPA
purchase Indian Point 3 from a then-financially troubled Con Ed.  Indian Point
3 first generated power in April 1976.  Initially, Con Ed personnel operated
the plant.  NYPA assumed full responsibility for operating Indian Point 3 in
March 1978.

Through 1989, FitzPatrick’s lifetime capacity factor was slightly above the
national industry average of about 61 percent.  (Capacity factor is the ratio of
the actual electrical production in a given time period to the maximum
production capability.)  Indian Point 3 did not fare as well, having a lifetime
capacity factor of about 50 percent through 1989.

Nevertheless, NYPA’s nuclear plants periodically performed exceptionally
well, achieving relatively high capacity factors in some years.  In addition,
both of the plants received generally favorable reviews from the Nuclear
Regulatory Commission (NRC) through the end of the 1980s.  However,
beginning in 1991 and persisting into 1996, NYPA’s nuclear plants have had
significant performance problems and suffered extended outages.  FitzPatrick
was shut down from November 1991 through January 1993.  Indian Point 3
was shut down in February 1993, was
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restarted in July 1995, shut down again in September 1995, and then restarted
in April 1996.  NYPA reportedly spent more than $100 million for improve-
ments alone during the 14-month outage at FitzPatrick.  NYPA’s total
expenditures at FitzPatrick in 1992 were $171.9 million, nearly twice the
budget for that year.  NYPA spent over $400 million at Indian Point 3 during
the three-year period that began with the shutdown in February 1993, at least
$100 million more than would have been expected before the performance
problems led to the extended shutdown.

Both of the plants were placed on the NRC’s Watch List of troubled plants
requiring increased regulatory scrutiny.  (Of the 100 nuclear units in the
United States, there are typically only a handful of units on the Watch List at
any one time.)  FitzPatrick was placed on the Watch List in February 1992
and removed in January 1994.  Indian Point 3 was placed on the Watch List
in July 1993, and remains on the list at this time.  The NRC found that
management performance problems led to a decline in safety-performance.
Between 1992 and 1996, NYPA was assessed substantial fines for violations
of NRC rules at its nuclear plants.

Recovering from an extended shutdown and NRC’s Watch List designation is
a difficult challenge.  In that regard, NYPA has had substantial success at
FitzPatrick.  After being shut down for all of 1992, FitzPatrick has demon-
strated  improvements in management, and in safety performance, as docu-
mented by the NRC.  In terms of production, FitzPatrick achieved an average
capacity factor of about 68 percent in the period 1993 through 1995, still short
of its goal and less than the industry average in that period.  NYPA’s goal for
1995 was  to achieve an 80 percent capacity factor at FitzPatrick;  actual
performance was less than 70 percent due to the extension of a planned
refueling outage.

The key to economical operation is keeping the plants running at reasonably
high capacity factors.  It is the unit cost of electricity (i.e., the cost per
kilowatt hour) that matters most.  The high costs of nuclear plants, which are
incurred whether or not a plant runs, make high capacity factors essential for
economic viability.  NYPA has not been able to sustain high capacity factors.

The data in NYPA’s long range financial plan suggest that the nuclear plants
will continue to lose money over the next nine years.  This prediction is based
on an average 70 percent capacity factor, which is higher than NYPA’s
historical lifetime performance at its nuclear plants, but lower than NYPA’s
goals for the both units.
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NYPA’s Economic
Analyses of
FitzPatrick and
Indian Point 3

NYPA performed an economic analysis of its nuclear plants in 1995-1996.
NYPA had prepared an economic analysis of the FitzPatrick plant in 1992 and
of FitzPatrick and Indian Point 3 in 1994.  These studies were the only formal
analyses of the economics of the nuclear plants owned by NYPA that we
found.

The 1992 analysis was not an evaluation of alternatives.  Nor was it a detailed
study of risks and uncertainties.  It was a simple, straightforward analysis, and
a good initial effort, aimed at defining the challenges to the economic viability
of FitzPatrick.  It did not specifically provide a conclusion or a recommenda-
tion with respect to whether to continue to operate FitzPatrick.  This analysis
suggested, however, that both the plant’s performance and the market had to
improve for FitzPatrick to be economically viable.  The 1992 analysis resulted
in a recommendation for additional studies in the following areas:

! The cost of alternatives to continued operation.

! Strategies to obtain maximum energy output.

! Available cost control strategies and potential impacts.

! Available opportunities for improved competitiveness and revenue
enhancement.

! Limiting criteria for an acceptable “turn around” investment at
FitzPatrick:

– maximum amount of investment sustainable,
– payback period required,
– acceptable risk level, and
– required return on investment (benefit/cost ratio).

Of the above recommendations, NYPA addressed the first four in various ways,
though not necessarily in a documented study.  However, we found no
evidence that NYPA followed through on the last recommendation.  This
recommendation would have required NYPA management to define the criteria
for a continued operation decision.

In an article in the June 1994 issue of the Empire State Report, NYPA’s then-
President Freeman was quoted as saying “...if we do not get the [Indian Point
3] plant back on line by early 1995, and if we do not show the kind of
performance we’re showing at FitzPatrick, then we have a very serious
decision to make.”  The article indicated that President Freeman identified the
possibility of inviting bids for a long-term power contract and comparing the
price with the costs that would be avoided by shutting down Indian Point 3.
NYPA did prepare analyses of FitzPatrick and Indian Point 3 during the
late summer of
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Evaluation of
NYPA’s Economic
Analyses

1994.  Indian Point 3 did not return to service in early 1995 as planned and
did not achieve the same level of performance as FitzPatrick.  As discussed
earlier, Indian Point 3 continued to have difficulties through 1995 and well
into 1996.  However, NYPA did not solicit bids to test the market for  a
purchase power contract.  We found no evidence of additional analyses,
evaluations or decisions in early 1995, as might have been expected in light
of President Freeman’s mid-1994 words.

In early September 1995, NYPA’s President (Robert Schoenberger) directed
that an economic analysis of both nuclear plants be performed.  NYPA took
five months to perform and produce the analyses.  The results of the analysis
were first made available in February 1996.  NYPA’s executives described the
analyses as updates to previous studies, stating that such analyses were routine
and performed regularly.

As a result of these latest analyses, NYPA’s executives have determined that
continued operation of both FitzPatrick and Indian Point 3 is economically
justified.  We have not reached any conclusion with respect to whether NYPA
should continue to operate either plant.  However, we found that NYPA’s
analyses did not provide sufficient information to confidently make or support
such a determination.  As explained below, NYPA’s approach, methods, and
assumptions do not, in our opinion, adequately address important questions.

Based on our knowledge of utility planning and complex decision-making
processes, an appropriate and reasonable economic analysis of NYPA’s nuclear
plants should have the following general attributes:

! A clear definition should be provided of the purpose, framework and
use of the analyses at the outset.  The expectations as to what is
needed to support decision-making should be identified.

! Decision-factors should be defined and articulated in advance of
producing analysis results.

! The framework for the analysis would be expected to include all
reasonably available alternatives.

! The analysis should be “incremental,” i.e., differences among
alternatives should be the focus of the analysis.

! Multiple scenarios should be evaluated.

! Sensitivity analysis should be performed to determine which variables
have the most impact on results.

! Assumptions should be tested for internal consistency and reasonable-
ness.
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! Uncertainty should be addressed in some structured manner, e.g.,
assigning probabilities, use of multiple discount rates.

NYPA’s most recent analyses do not meet many of these criteria.  Moreover,
NYPA has not been sufficiently objective or thorough in its approach to or its
conduct of the analyses.  The problems at NYPA’s nuclear plants should have
led to an objective and thorough analysis of alternatives to continuing to run
the plants.  Instead, the actions of management, the analysis process, certain
assumptions, and the results show insufficient management attention to the
analysis of alternatives, with the expectation that, in the long run, continued
operation will ultimately make sense.

NYPA’s analyses focused principally on long-term (e.g., 30-year) time frames.
The significance of the long-term versus short-term perspective deserves some
explanation.  Utility analyses and decision-making with respect to whether to
build or operate power plants were traditionally based primarily on the long
term.  This approach makes sense in the context of regulated monopolies.  The
premise behind this approach was that the financing costs and the depreciation
would be recoverable over a 30 or 40 year period.

Today, the electric generation sector is becoming a competitive business;
electricity is becoming a commodity.  In this environment, the economic
analysis of alternatives should not focus exclusively on the long term.
Importantly,  the long term is far less certain than the short term.  The
uncertainty of the long term needs to be explicitly recognized in analyzing
alternatives and making decisions using the results of such analyses.

NYPA’s analyses were also less than comprehensive.  The analyses do not
sufficiently consider alternatives or scenarios.  For each plant, NYPA modeled
only one shutdown scenario and then compared the results of that one scenario
to a number of continued operational scenarios.  NYPA’s executives explained
that a key purpose of the economic analysis was to determine how well the
plants would need to run in order for continued operation to make sense.  This
may explain the approach to the analysis.

There was not adequate management attention aimed at completion of the
economic analyses.  NYPA’s analyses required an extensive length of time for
what we believe should have been a very high priority effort.  We were
surprised by the fact that completion of the analyses was not expedited when
Indian Point 3 came back off line in September 1995.  We found that NYPA
lacked clear direction, goals or criteria at the outset of the analyses.

Prior to completion of the analyses, it was apparent through numerous meetings
that NYPA was committed to continued operation, with a focus
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on determining how to manage and run the plants.  There appeared to be much
less focus on the analysis of whether the plants should continue to operate or
be owned by NYPA.  Executive management appeared to focus on finding a
highly successful nuclear utility that would be willing to run NYPA’s plants
on a contract basis.  Efforts were underway to find an independent operator
before the results of the economic analyses were available to NYPA’s senior
management.

There were late changes in analytical approach, methods and assumptions.
NYPA initially performed an analysis that focused on a nine-year period, at
least for Indian Point 3.  The nine-year period was based on the duration of
contracts for the sale of electricity to the SENY customers.  A draft report
using that method was made available in early February 1996.  However,
NYPA subsequently changed its approach and developed a long-term life-cycle
analysis.

NYPA’s senior executives stated that the long-term life-cycle analyses were
the basis for NYPA’s evaluation of the nuclear plants, while the short-term
incremental analysis was a “quick and dirty” study used to determine if Indian
Point 3 should be shut down immediately.  It was called the Indian Point 3
Shutdown Analysis.

The Indian Point 3 Shutdown Analysis evaluated the possibility of serving the
SENY load using purchased power.  The alternative was found to be feasible,
but under the assumptions used, more expensive than continuing to operate
Indian Point 3.  However, the uncertainty inherent in the assumptions was
never tested.

A key assumption in the Indian Point 3 Shutdown Analysis was the predicted
escalation in the price of purchase power.  NYPA used 2.6 cents per kilowatt
hour in 1996, and then escalated the price to reach 3.8 cents per kilowatt hour
in 2004.   (These prices include energy and capacity charges.)  NYPA’s
average purchase power cost in 1995 was 1.9 cents per kilowatt hour.
Moreover, NYPA has not tested the market to see what price it could actually
obtain  for replacement purchased power.  The 1996 starting point may be
unnecessarily high, and the escalation rate may be higher than achievable.

NYPA produced the long-term life cycle analyses for Indian Point 3 and
FitzPatrick in late February 1996.  These life-cycle analyses considered the
period through the expected decommissioning of the nuclear units.  NYPA
management reported that the results of the life-cycle analyses for Indian Point
3 and FitzPatrick showed that continued operation made economic sense.
However,  the results were heavily influenced by the assumption that no
revenue would be received from the SENY government customers if Indian
Point 3 were shut down.  This assumption, which was not used in the Indian
Point 3 Shutdown Analysis, is inconsistent with existing contracts and with
what actually occurred over  the period when NYPA served the SENY
customers with purchased
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power  while Indian Point 3 was out of service.  NYPA did not provide a
reasonable explanation for using this assumption in the life-cycle analysis.
This assumption rendered the life-cycle analysis unreliable for decision-making
purposes.  The life-cycle analysis for FitzPatrick suffered from the same flaw
as  the Indian Point 3 analysis.  It assumed the total loss of revenues if
FitzPatrick were shut down, notwithstanding NYPA’s capability to serve its
customers with purchased power or internally transferred power.

Because of  the lack of revenue neutrality, the results of the analyses are
potentially misleading.  When we questioned the loss of revenue assumption,
NYPA executives claimed that the earlier Indian Point 3 Shutdown Analysis
had addressed a revenue neutral scenario.  However, the Shutdown Analysis
had not been taken past the draft stage when that representation was made, and
the uncertainty concerning assumptions therein had not been tested.  Moreover,
the fact that an earlier analysis had been revenue neutral fails to explain why
an unsupportable assumption was used in the later analysis.

In our opinion, NYPA’s analytical process was lacking in a number of respects.
Examples include:

! The purpose, goals and objectives for the economic analyses of the
nuclear units were not clearly defined.  Expectations were not defined
for what would be delivered in the context of what would be needed
for decision-making.  There was no clear definition of important
decision factors in advance of the analyses.  (It appears the lack of
clear  instructions and expectations was partially responsible for the
long delay in completion of the analyses.)

! The analyses and evaluations were too simplistic.  Keeping the
analyses simple was apparently a guideline to the individuals
performing the analyses.  While this is a understandable sentiment,
when the real world cannot be acceptably modeled with a simple
analysis, this goal jeopardizes the quality of the analysis and,
ultimately, the quality of decisions made.

! The treatment of uncertainty in the analyses was superficial.  NYPA
considered a range of values only for certain revenue assumptions and
capacity factors, and in one case operating cost, in modeling the
continued operation alternative.  Uncertainty was not considered for
any other variables.  Probabilities were not evaluated for any
assumptions or variables.  There are no probabilities assigned to
results, rendering the output insufficient for decision-making.

! NYPA’s executives stated that short-term performance will influence
their decisions about continued operation, even though they also say
that the long-term economic analysis was the basis
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for their decision to continue operation.  If short-term performance was
a key factor in the decision, short-term performance measures should
have been defined in advance.  The relationship between the short and
long term, in terms of NYPA decision-making, was not adequately
explained.

! NYPA has not sufficiently analyzed different scenarios, (alternative
and internally consistent views of the future).  NYPA claims to use
scenarios, but it really just uses alternative tests of a very limited
number of forecast values.

! NYPA tested only one time period for the life-cycle in its analysis.
The very long life-cycle period corresponds to the length of the license
to operate each plant.  This time period is arbitrary, and is not the only
suitable time period to test.

! There was no consideration of alternative discount rates.  This is a
factor that can alter results and for which different values should be
used.

! NYPA used Long Range Avoided Costs (LRACs) in its analyses as a
proxy for the price it would receive for power in those cases where
contract rates did not prevail.  NYPA’s use of LRACs in the nuclear
economic analyses is inconsistent with assumptions in NYPA’s long-
term financial forecast.  (In the short term, LRACs are actually lower
than the price NYPA expects to receive.  However, the LRACs
escalate to very high levels over the mid to long term.)

! NYPA did consider a range of values for LRACs.  NYPA’s President
indicated that he views the lower end of the range as a conservative
proxy for the price NYPA would receive for power in a competitive
generation market.  However, the low end of the LRAC range may not
be sufficiently low to capture the low end for a range of potential
market  prices.  The use of LRACs for decisions in a competitive
generation market is highly questionable, since they are tools that are
premised on a regulated monopoly structure.

We conclude that the quality of NYPA’s analyses was negatively affected by
these deficiencies.  Yet, NYPA’s management relied on the analyses for its
decision to continue to operate its nuclear plants.  While we have reached no
independent conclusion on the economic viability of NYPA’s nuclear plants,
we find that NYPA’s analyses should not be relied upon for determining the
future use and disposition of the nuclear units.  We believe an independent
analysis is necessary.  In their response to this report, NYPA officials defend
their analyses but do not object to having an independent analysis performed.
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We also conclude that the inability to complete the nuclear economic analyses
in a reasonable manner and time frame is indicative of a significant weakness
in NYPA’s management and support capabilities.  It is essential for NYPA to
improve its ability to conduct reliable analyses to support complex decision-
making; these skills are increasingly important in the rapidly changing electric
utility business.
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Initiatives to
Improve Plant
Performance and
Reduce Nuclear
Operating Costs

Indian Point 3

FitzPatrick

An essential attribute of an economically viable nuclear power plant is keeping
the plant operating at high capacity factors, while successfully demonstrating
to the NRC that plant operations are safe and effective.  Historical perfor-
mance, particularly in the last five years, does not justify optimism about
NYPA’s ability to operate its plants in a superior fashion.

We audited NYPA’s efforts to improve performance and reduce the costs of
production at its nuclear plants.  We sought to determine if NYPA was taking
reasonable steps in that regard.  Our findings were mixed.  We found that
NYPA was taking appropriate steps to seek to improve capacity factor
performance at FitzPatrick.  However, commitment and follow-through on cost
reduction initiatives need improvement.  At Indian Point 3 the focus was
exclusively on getting the unit back into operation.  Efforts to improve
capacity factor and reduce costs awaited resumed operation.

Because Indian Point 3 was shut down and still in regulatory difficulties with
the NRC, NYPA’s focus there was still on correcting deficiencies and
restarting the plant.  Indian Point 3 resumed operation in July 1995 after being
shut down since February 1993.  However, shortly after the NRC authorized
NYPA to restart Indian Point 3, NYPA failed to follow appropriate procedures
and operated the plant outside of approved specifications.  Subsequently, the
plant was again shut down in September 1995.

During the latter part of 1995 and the early part of 1996, NYPA made
additional organizational changes, corrected deficient operating procedures,
and took other steps to support restart.  The most recent management personnel
changes appear to have had a positive impact.  The plant restarted again in
April 1996.

A cause of the continuing problems at Indian Point 3 was, in our opinion, a
history of inadequate accountability.  Individuals and the organization were not
held accountable for doing things right.  The effect was extended outage time,
higher costs and financial losses.

The effectiveness of the FitzPatrick organization was evident during this audit.
There have clearly been significant improvements since the plant was restarted
in January 1993.  NYPA is implementing a variety of initiatives to improve
performance and reduce production costs.  We found that the management and
plant staff recognize that improving plant capacity factor and lowering
production costs will be necessary to achieve future economic viability.  The
focus there is clearly on improving capacity factor.  NYPA is using budget
cuts to attempt to
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Nuclear Plant
Management Options

hold down costs.  However, most effort is directed at an increased capacity
factor with an 85 percent department goal for 1996.  This is a reasonable
target, but well above what has been achieved in the recent past.  Over the past
three years, FitzPatrick has averaged just below 70 percent capacity factor.

NYPA executives acknowledged that the nuclear plant performance problems
during the past five years were caused, in large part, by ineffective manage-
ment.  NYPA has clearly made progress in that regard, particularly with
respect to FitzPatrick.  If the plants are to continue to operate, NYPA must
take steps to improve management capability and effectiveness even further.
Because of the magnitude of the challenges, the safety obligation and the
economic risks involved in operating these plants, appropriate steps should be
taken to provide the best available management talent and expertise.

In September 1995, President Schoenberger was not convinced that NYPA
going it alone was the best option.  In November 1995, he advised the Trustees
that the  performance problems indicated the need to seriously think about
options for operating the nuclear facilities.  President Schoenberger identified
three alternatives: (1) NYPA would continue to operate the facilities on its
own; (2) NYPA would form an operating company with other New York State
nuclear utilities; and (3) NYPA would contract out for management of the
nuclear facilities.  He told the Trustees that he believed contracting for
management or forming a nuclear operating company were both better than
continuing to operate the facilities alone.

While he says NYPA has not ruled out any option, President Schoenberger’s
actions and responses to auditor questions suggested that he favored employ-
ment of an independent operator as the best option.  In November 1995, he and
a consultant issued a joint paper entitled “Capturing Stranded Value in Nuclear
Plant Assets - NYPA’s Innovative Approach to an Industry Dilemma.” (This
paper was subsequently published in the June 1996 issue of “The Electricity
Journal.”)  Stranded value was defined as “increased power generation and
reduced costs while maintaining high levels of safe operation.”  The paper
described the fact that a small cadre of nuclear operating organizations have
obtained results that are consistently better than the industry average.
President Schoenberger referred to these organizations as “Advanced Nuclear
Enterprises” or ANEs.  The paper set forth the concept of employing an
Advanced Nuclear Enterprise to obtain and apply its expertise to NYPA’s
plants, so as to permit achievement of superior performance levels.  Before the
end of 1995, efforts were underway to determine whether there was interest on
the part of experienced operators.  At least one utility had already expressed
interest at that time.  Subsequently, NYPA focused on this option, while at the
same time continuing efforts to restart Indian Point 3 and achieve improve-
ments at FitzPatrick.

NYPA did not produce any documents concerning an analysis of the costs and
benefits  of the different management options.  The ANE approach was
aggressively pursued in parallel with completion of an economic analysis.
Moreover, NYPA moved in the direction of contracting out for management
services without equal pursuit of common management or resource sharing with
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other New York nuclear utilities.  NYPA rejected Niagara Mohawk’s offer to
run FitzPatrick.  NYPA’s President refused to proceed with a scheduled
meeting to discuss the proposal because Niagara Mohawk had reported its
proposal in an internal newsletter.  Con Ed had reportedly offered to help
NYPA at Indian Point 3, but refused to be party to a competitive proposal
process.

In May 1996, NYPA’s executives indicated that they were in negotiations to
contract with an organization capable of assuming management responsibility
for both of NYPA’s nuclear plants.  No documentation concerning the
selection of the firm or the nature of negotiations was available for review
during the audit.

While there is no guarantee that it would be successful, the pursuit of the ANE
approach is reasonable.  However, without knowing the details of the
arrangement it is impossible to judge if it would be cost-effective or in the
State’s best interest.  It appears, however, that NYPA has rejected New York
utilities as candidates to help run its nuclear plants, and prematurely
abandoned the concepts of common management with neighboring nuclear
utilities or for a common manager of all nuclear plants in the State.

We sought to determine why NYPA did not pursue the option of forming a
nuclear operating company with the other New York State utilities.  In June
1994, NYPA’s former President Freeman had proposed the idea of forming a
single operating company for all six of New York State’s nuclear power plants.
President Freeman noted in a report to the Trustees that “There would be
considerable savings in consolidating the management, the security forces, the
training and numerous other functions.  These savings are uniquely available
to the Power Authority, since our plants are next door to plants operated by
Con Edison at Indian Point or Niagara Mohawk at Nine Mile Point near the
site of our FitzPatrick plant.”  President Freeman went on to say that “...we
are initiating discussions with our two neighbors to achieve savings that we
estimate could be some $15 million a year for NYPA alone.  The initial focus
will be on combining the security forces at Indian Point, which could save the
Power Authority about $1.4 million annually.”

Although NYPA had advocated this idea, there were no signs during this audit
of any NYPA effort to pursue it.  This was the case in spite of the fact that
NYPA’s Chief Nuclear Executive, William Cahill, and President Schoenberger
agreed that combining operations with the other nuclear utilities made good
sense.

Mr. Cahill indicated that NYPA needed to move beyond having stand-alone
single unit plants to help assure sustained, economical and safe operation.  He
believed that forming a nuclear operating company with other New York’s
nuclear plants would be in NYPA’s best interest.  He observed that this audit
might serve a useful purpose by reporting any impediments to combining units
at the different utilities.  We learned that Con Ed is not currently in favor of
a single operating company for New York State’s nuclear plants.  Indian Point
2 has been running well and its book value does not represent a significant
portion of Con Ed’s assets.  We also learned that Niagara Mohawk would be
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Conclusion

in favor of combining plants.  We understand that Rochester Gas and Electric
is also not opposed to the idea.

We found that NYPA fell short on commitment and follow-through regarding
initiatives  to share resources with the two neighboring utilities.  President
Freeman spoke of “initiating” discussions in June 1994.  In reality, “discus-
sions” had been occurring from time to time for a number of years.  However,
the discussions did not lead to actions that produced substantial cost reductions
for NYPA.  In December 1992, Con Ed’s top nuclear officer wrote NYPA’s
Resident Manager of Indian Point 3 to formally propose a meeting to develop
“... joint strategies and actions to reduce the cost of operating and maintaining
both units.”  That initiative led to discussions about potential opportunities in
s e c u r i t y ,  maintenance,  operat ions,  engineering,  material
procurement/warehousing and quality assurance.  Opportunities in security and
material procurement/warehousing were explored extensively.  In the end,
however, NYPA’s performance problems at Indian Point 3 made it difficult to
maintain momentum and continuity.

Even at FitzPatrick, where there has been a substantial amount of sharing of
practices and lessons learned, and a few shared activities, the recent initiatives
did not produce new resource sharing that reduced NYPA’s costs.  In spite of
the commendable efforts and successes to achieve safe operation and work
toward excellence in nuclear operations, the successful initiatives between
FitzPatrick and Nine Mile Point 1 have not included reducing NYPA’s costs.

We found NYPA’s management did not hold nuclear plant managers
accountable for achieving savings through the sharing of resources with the
neighboring utilities.  As a result, potential cost savings were forgone.
NYPA’s own estimates suggested that there was a potential to save millions of
dollars at each plant.  NYPA’s management blamed the continuing problems
at Indian Point 3 for the lack of resource sharing and cost cutting initiatives
at that plant.  However, a similar explanation could not be used at FitzPatrick.
We believe that management’s acceptance of “organizational inertia,” as well
as its reluctance to deal with additional work force reductions, has prevented
aggressive pursuit of resource sharing.  Executives at the neighboring nuclear
utilities also believe that NYPA has been reluctant to implement sharing
initiatives that could lead to reductions in employee staffing levels.

There are other factors that limit the sharing of resources with the neighboring
utilities.  For example, there may be rules and policies unique to public
authorities, such as compensation policies and procurement rules that apply to
NYPA, that do not apply to Niagara Mohawk and Con Ed.

We found “institutional ego” to be another factor.  The relationships between
Con Ed and NYPA management and the respective plant staffs have not been
conducive to the pursuit of what should be common interests.  The relationship
between NYPA and Niagara Mohawk has been good at the plant level, but
riffs at the management level hindered what might have been productive
discussions toward common management and/or resource sharing.
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Recommendations

10. Conduct  an independent analysis and evaluation of options to
maximize the value of NYPA’s nuclear assets before October 1,
1996, when proposals for transitioning to a competitive market are
due to the Public Service Commission.

11. Take steps to enhance capabilities and skills in performing economic
analyses.

Combining operations and management of NYPA’s nuclear plants with the
neighboring plants was originally NYPA’s idea.  NYPA’s current executive
management states that such a combination offers benefits and may eventually
make sense, and that the pursuit of the ANE/contract management approach
will not preclude such combination in the future.  However, if an out-of-State
firm is employed by NYPA, the potential for combining management or
sharing resources may be reduced, particularly if the other New York nuclear
utilities see the move as a competitive threat.

Committing to the contract management approach without fully exhausting the
potential for a New York utility solution may not be in NYPA’s or the State’s
best interest.  By October 1, 1996, the investor-owned utilities in the State
must submit plans to the Public Service Commission for implementing
competition.  In addressing restructuring, these plans should be expected to
address issues related to the utilities’ nuclear facilities.  The Public Service
Commission’s restructuring order specifically addressed this issue:

“It is clear that the role of NYPA needs to be reconsidered as
a competitive generation market emerges in New York.  Part of
this consideration should include treatment of nuclear plants
generally (NYPA owns two of the state’s six operating units).
Any major changes in the role of NYPA will likely require
legislation.”

If  combining management or sharing resources at the nuclear plants could
benefit all electric consumers and the State, then NYPA actions that might
preclude realization of such benefits should be delayed.  Moreover,
commitment to a contract management approach should await a clear
determination that continued ownership and operation of both FitzPatrick and
Indian Point 3 are in the State’s best interest.  In their response to this report,
NYPA officials elaborate on their position with respect to the benefits to the
ANE approach.  However, NYPA officials do not disagree with our conclusion.
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Recommendations (Continued)

12. Maintain  the momentum to improve management and operating
economies at Indian Point 3 and FitzPatrick.

13. Aggressively pursue opportunities for sharing resources with
neighboring nuclear facilities, and hold managers accountable for
achieving related cost savings or other benefits.

14. Complete an economic analysis of contracting out the management
of NYPA’s nuclear plants before engaging any company to perform
such services.

15. Fully examine the potential efficiencies and other benefits that could
result from the common management of New York’s nuclear plants.
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Background

Staff Planning and Workforce Management

This audit also addressed NYPA’s staff planning and workforce management
policies, procedures and practices.  We sought to determine whether NYPA’s
approach, methods, procedures and tools were logical, appropriate to the type
of work, useful, and effective in providing information for decision-making in
the face of changes occurring in the electric utility industry.

Our evaluation takes into account the changes that are occurring in the electric
industry and how they affect NYPA.  The focus is to determine whether NYPA
is taking reasonable and appropriate steps in light of these changes to ensure
that staffing levels are appropriately determined and set, and that workforce
management practices are consistent with the increasingly competitive business
environment in which NYPA will be operating.

In recent years, in response to competitive pressures and in anticipation of
deregulation of electric generation, many electric utilities in the United States
have decreased staffing levels as a means of lowering costs.  Labor is typically
the one of the largest components of the cost of producing and delivering
electric power.  At NYPA, labor is the largest component of total costs.

Efforts to downsize and streamline organizations in the U.S. have been
successful in improving profitability and competitiveness.  These are a few
examples of changes at investor-owned utilities reported in 1996:

! The Boston Edison Company reorganized into four distinct business
units, effective November 1, 1995.  The restructuring eliminated one-
third of the Company’s 200 upper and middle management positions.
Boston Edison’s employment level peaked at 4,800 jobs in 1990, and
will decrease by 25 percent to about 3,500 jobs in 1996.

! American Electric Power implemented plans to reduce employment by
1,200 jobs at 16 fossil-power plants, beginning in October 1995 and
continuing through 1996.  Current employment at fossil-power plants
is about 5,200 workers.

! Commonwealth Edison plans to cut 2,000 to 3,000 jobs, which
represents about 16 percent of its work force, through attrition and
retirement.  Many of the cuts would be among union jobs.

! Commonwealth Edison had cut 1,500 mainly salaried workers in 1992
and in 1994; 700 employees accepted early retirement offers.
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! Niagara Mohawk announced a $195 million charge to earnings to
absorb the cost of its employee reduction program.  Niagara Mohawk
estimated its labor-related savings at $60 million for 1995.  Staff
reductions have exceeded 3,100 since downsizing plans were
announced in early 1993.

These examples represent just a few of the many staff reduction efforts that
have been taking place at electric utilities across the country.  Change has
been occurring at NYPA as well, but the pace appears to be slower.

As shown in Table 1, employee staffing levels at NYPA have changed little
from 1991 to 1995.  During this period, NYPA decreased bargaining unit
employees by about 5 percent but increased management and non-management
personnel, with the result that overall NYPA employee staffing levels increased
by 0.4 percent.  Over this period, there was a significant decrease in the
number of contract workers used.  NYPA did not provide data for 1991, but
reported a decrease of over 300 in the number of contract workers used from
1992 to 1995.

Table 1
Management, Non-Management and Bargaining Unit

Employee Distribution Annualized Count
(1991-1995)

1991 1992 1993 1994 1995 % Change

Management 571 611 593 586 599 4.9%

Non-Management 1,319 1,465 1,416 1,346 1,378 4.5%

Bargaining Unit 1,444 1,511 1,459 1,390 1,371 (5.1)%

Totals 3,334 3,587 3,468 3,322 3,348 0.4%

NYPA’s most recent efforts to reduce staffing costs were in 1993 and 1994.
In 1994, the focus was also on achieving a budget cost reduction of $64
million.  These initiatives resulted in a 3 percent employee staffing reduction
in the period from 1992-1993, and a 4 percent reduction from 1993 through
1994.  But in the period from 1991 through 1995, NYPA’s employment
increased by about one-half percent, while other electric utilities in New York
reduced their employee workforces by about 15 percent.

NYPA’s 1993 program was actually a voluntary severance program much like
those used by others in the industry to reduce staffing levels.  The 1993
program resulted in 108 employees leaving the payroll.  The second initiative
was NYPA’s “90-day restructuring” effort.  It was initiated by NYPA’s then
newly appointed President and CEO, S. David Freeman.  From this
initiative, NYPA reduced its planned budget



52

expenditures by reducing: the number of planned capital improvement projects
for its nuclear plants, the operating costs to reflect NYPA’s plan to put Poletti
on reserve shutdown (it is not yet in that operating mode), contract labor, and
the number of authorized positions for NYPA staffing.

Over the past five years, the employee workforce has been reduced in some
functions while in other areas staffing levels increased substantially (Table 2).
As shown, some of the changes involved shifting staff among departments and
the creation of new groups.  For example, the Energy Efficiency and
Transmission Business Groups were newly created in 1994.

Table 2
Full-Time Regular Employee Population

Annualized Count By Department

1991 1992 1993 1994 1995
Headquarters Department
Executive 19 18 17 9 9
Marketing & 138 151 134 39 47
Human Resources 67 67 66 50 46
Business Services 303 308 267 261 270
Legal 49 51 49 45 47
Public Affairs 83 86 72 54 45
Appraisal & Compliance 97 108 100 99 146
Power Generation 191 195 192 137 135
Nuclear Generation 244 310 334 284 250
Energy Efficiency 0 0 0 65 82
Transmission 0 0 0 95 94
Internal Audits 14 16 12 11 12
Strategic Planning 4 5 3 5 5
Subtotals 1,209 1,315 1,246 1,154 1,188
Sites
Niagara 305 310 292 281 280
St. Lawrence 257 267 256 238 237
Blenheim-Gilboa 144 149 145 136 137
FitzPatrick 547 610 606 612 613
Indian Point 3 593 656 640 642 634
Poletti 162 161 167 132 131
Flynn 0 0 0 29 29
Clark Energy Center 112 114 111 98 99
NY Power Pool 5 5 5 0 0
Subtotals 2,125 2,272 2,222 2,168 2,160
Totals 3,334 3,587 3,468 3,322 3,348

The lack of significant employee downsizing, by itself, is not proof that over
staffing exists.  However, the lack of significant employee staffing reductions
at NYPA over the past five years raises the question of whether NYPA
management has been taking sufficient actions to optimize the size of its
workforce and minimize its cost of operations.  Such actions would be
expected for NYPA to be consistent with industry trends and also, to be
consistent with NYPA’s mission to provide lower-cost power.  However, we
found that NYPA has no comprehensive staff planning process in place today,
based on quantified workload estimates. 
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Review of NYPA
Staff Planning

We  believe that the absence of such comprehensive planning and related
procedures could inhibit NYPA’s ability to reduce costs in the future and
perform successfully in a competitive electric power business.

Staff planning includes the set of policies, procedures, plans, practices and
management tools necessary to determine the most efficient set of labor
resources  required to carry out the mission of an organization.  It includes
information requirements to define current and projected workload, evaluation
processes to determine cost-effective labor resource requirements, and labor
resource allocation methodologies to apply resources where they most cost-
effectively advance the mission of the organization.  The most effective staff
planning requires accurate quantification of workload by measurable unit of
work  or activity on a continual basis, accurate knowledge of workforce
utilization and productivity, and feedback of actual labor resource expenditures
against work activities.  It also requires companion policies which provide
guidance in how the size of the workforce is to be determined and adjusted
based on changes in workload and changes in productivity and utilization.  It
also requires that management periodically judge the effectiveness of the
overall process.  In short, effective staff planning matches supply and demand
for labor resources in a way that results in the least cost for the organization
consistent with its mission.

We found that NYPA does not have policies, procedures or staff planning tools
necessary for quantifying workload, or for translating workload forecasts into
required staffing levels.

NYPA uses a qualitative budget-based process to set the size of its workforce,
and an individual and departmental performance appraisal process that
compares performance to goals.  Staffing at NYPA is set through an
incremental budgeting process based on labor expended in the prior year, not
on quantified projections of future workload.  However, these processes fail to
fully address NYPA’s cost-effectiveness.
Individual sites and departments generate workload and backlog information
of various sorts, but the process of integrating the data and information in a
way that results in accurate and useful information for staff planning purposes
does not exist.  NYPA has plans in place at its non-nuclear sites and some
supporting corporate functions to eventually achieve this result but, at present,
implementation has not progressed to a point that staff planning activities can
be considered effective.  This is because NYPA lacks the structured staff
planning procedures and analysis tools needed, and does not use activity-based
accounting to categorically account for all time spent.  Ultimately, this
weakness in determining the most cost-effective size for its workforce is the
result of a culture that, in our opinion, has not sufficiently emphasized
accountability for efficient use of resources.
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NYPA’s workforce managers have not been required to determine or maintain
staffing levels that minimize the cost of operations.  As a result, NYPA does
not now know what its most cost-effective staffing levels should be, and is
likely over-staffed in some areas.  The replacement rate for employee voluntary
separations was only 41 percent in 1995.  This suggests that NYPA staffing has
been higher than required, but provides little insight as to its extent.  Nearly
all  of the executives and managers interviewed during this audit candidly
reported their opinion that, overall, NYPA has a larger workforce than required
to accomplish necessary tasks.

Consultant studies that identify low workforce utilization and productivity at
NYPA’s non-nuclear power generating facilities support this assessment, but
the extent is difficult if not impossible to quantify because NYPA does not
have the information or analysis tools in place to make the determination.
Low workforce utilization and productivity translate directly into higher
staffing levels.

Because information and data quantifying workload, productivity and
workforce utilization does not widely exist in the organization, definitive
conclusions on staffing levels are not possible.  Based on our collective
observations, we formed the opinion that NYPA’s overall staffing was higher
than essential.

With a few exceptions, NYPA does not have or use manpower planning tools
to determine staffing levels.  Information on job and task manpower
requirements is also not rigorously defined.  Exceptions include certain work
at non-nuclear power production and transmission facilities where estimates of
the labor component of work orders are part of NYPA’s new Maintenance
Resource Management (MRM) program.  The MRM program is the
centerpiece of NYPA’s transition to more structured and efficient workforce
management.  NYPA has taken positive steps here to develop and implement
structured work management practices with MRM.  At this point, work
estimates are essentially for job scheduling purposes and are not used directly
for staff planning and the information needed to support a quantitative
approach to staff planning is not yet available.  However, NYPA has set goals
for implementation of MRM workforce management practices at each facility
where it applies, and is closely monitoring implementation.  NYPA is also
measuring its success by the extent to which it uses MRM practices.
 
NYPA’s new MRM workforce management program has great potential.
However, the value of MRM for staff planning purposes will be minimal until
NYPA implements time recording systems that accurately account for all time
worked in an activity-based work breakdown structure, implements more
challenging work performance estimates and translates productivity gains into
cost savings.
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In departments not affected by the MRM program, some NYPA executives
stated that they do not believe that the use of structured manpower planning
tools is necessary.  Consequently, these executives have not acted to develop
and implement policies and procedures to accurately quantify workload and
determine minimum labor resource requirements.  NYPA is currently planning
to implement an activity-based accounting system in 1997, and use this system
to record labor charges.  Such a system, still in the early planning stages at
NYPA, is only one element in a structured staff planning process.

The 90-day restructuring and cost-reduction effort in 1994 did not
“reengineer” work practices as NYPA had originally intended.  The broad-
based restructuring effort provided an excellent opportunity to reexamine the
value of each element of work performed and how efficiently it was
accomplished.  Results should have directly supported workload quantification
and structured staff planning.  However, the restructuring was basically a one-
time cost cutting effort and a review of excess staffing and organizational
redundancies.

The 1994 restructuring was not followed by a program to continually improve
operational efficiency by reengineering work processes, developing an
improved basis for evaluating staffing levels, or instituting a more structured
approach to employee staff planning.  Savings were reported by NYPA for both
the 1993 and 1994 programs, but reported savings did not dramatically change
total operations and maintenance expenses.  Operations and maintenance
expenses for nonnuclear activities increased slightly from $222 million in 1993
to $231 million in both 1994 and 1995.  Total reported operations and
maintenance expenses, including nuclear activities, went from $437 million to
$450 million over the same time period.

NYPA’s efforts to reduce expenses through employee staff reductions have
resulted in relatively small savings, and NYPA’s efforts to reduce costs by
optimizing workforce levels are not keeping pace with industry trends.

We concluded that there are several contributing causes of NYPA’s apparent
reluctance to be more aggressive in the area of employee staffing.  At NYPA,
the organizational culture in parts of the organization is still very much like
that which existed throughout the electric utility industry before competitive
pressures began to force change.  The culture emphasizes job security and
stability of the workforce.  This focus has been characteristic of the utility
industry, but it has changed dramatically over the past few years.

In order to prepare for competition and achieve improved financial results,
many investor-owned utilities have been shedding unnecessary functions,
eliminating duplication, streamlining work process and reducing staff levels.
In spite of NYPA’s apparent recognition of the
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need to aggressively reduce costs, the reality of the challenge is not widely
accepted in the organization.  Incentives to optimize employee staffing levels
have not existed.

Organizational inertia, a reluctance to change and a somewhat complacent
acceptance of the status quo, also inhibit staffing changes.  The culture has
been in place so long, and is so deeply rooted, that real change will require
extremely strong and persistent leadership.  Efforts to reduce costs in 1993 and
1994 were signs that NYPA’s executive leadership recognized the need for
change  in a changing marketplace.  But continual change is required until
NYPA demonstrates to itself and others that the size of its employee workforce
matches workload as evidenced by quantifiable staff planning data.

NYPA’s executive management may recognize that staff size optimization is
essential for an enterprise operating successfully in a competitive marketplace.
However, the fact is that NYPA’s organization has been somewhat insulated
from competitive pressures until just recently.  NYPA is not subject to
commercial accountability or regulatory scrutiny.  NYPA also enjoys
exemption from taxes and a lower cost of capital.  However, such financial
advantages can be diminished through organizational inefficiencies.

The relevant question for this audit is whether NYPA is making the internal
adjustments necessary to assure that it minimizes costs in order to succeed in
a competitive marketplace.  We found inadequate incentives to minimize costs
at NYPA.  NYPA leadership has not implemented the staffing policies,
procedures and tools necessary to minimize the size of its employee workforce.

In their response to this report, NYPA officials contend that counting
authorized positions is an appropriate measure in evaluating changes in staff
levels.  However, this is not standard business practice and it is misleading.
In NYPA’s approach, the reduction of unfilled authorized positions would be
a  staffing reduction even though there would be no actual reduction in
headcount or expenditures. NYPA officials also suggest that the audit did not
properly deal with contractor staffing.  However, our report recognizes NYPA’s
reduction in contract staff.

NYPA officials further disagree with the audit finding that employee staffing
levels have not changed since 1991.  However, this finding is based on data
provided by NYPA.  NYPA officials also assert that NYPA is already pursuing
approaches to optimizing its workforce and they reject a more structured
approach to staff planning.  However, nothing in NYPA’s response would lead
us to alter our findings and conclusions in this area.
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Review of NYPA
Workforce
Management

Power Generation

Work management includes all those activities necessary to ensure that work
is performed on time, within budget and at the least cost consistent  with
quality requirements, safety, and any other quality or characteristic important
to an organization’s mission.  In the context of this audit, work management
is defined as the company policies, programs, procedures and practices that
maximize time actually spent working (utilization), and how efficiently the
time is applied (productivity).  It includes the information necessary to measure
and monitor employee performance in terms of utilization and productivity.
It also includes the processes used to identify deficiencies and their root cause,
implement corrective action and monitor results or progress toward
improvement.

At NYPA, few groups use organized processes and procedures for forecasting
workload, monitoring workforce utilization, and managing productivity.  An
integrated work management system does not presently exist in any NYPA
business unit, nor does a structured approach to defining workload and
monitoring productivity of the workforce.  NYPA’s executives cannot, at this
time, determine how effectively and efficiently its workforce is being utilized
and managed, in general, or in individual business units, groups or departments.
Structured work management practices are used by the System Engineering
Group at NYPA’s FitzPatrick nuclear power plant.  That group is pioneering
work management practices with off-the-shelf software.  The Power Generation
Engineering and Project Management groups also employ elements of
workload forecasting to help plan and manage their work.  The Legal
Department does a retrospective review of staff utilization and productivity on
a periodic basis.  These groups deserve recognition for their efforts.  However,
for the most part, work activities at NYPA are not discretely defined or
quantified for work management or staff planning purposes.

It is appropriate to look at the NYPA organization in three parts to understand
the state of affairs in work management.  The three parts are: Power
Generation (site and headquarters personnel for fossil fuel, hydroelectric and
transmission facilities), Nuclear Generation (site and headquarters personnel),
and all other headquarters personnel.

In the Power Generation business unit, much of the workforce performs routine
and repetitive activities whose labor resource requirements can be defined and
whose performance can be monitored.  Productivity and utilization are not
currently being measured, but NYPA is implementing more structured work
management methods that will allow for performance and utilization
monitoring, and eventually, efficiency improvement.  The new initiatives are
included in NYPA’s MRM program.

Built around maintenance management system software, the MRM program
includes all of the essential elements of a comprehensive
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Nuclear Generation

program to manage resources effectively for plant maintenance and related
capital improvement projects.  Because the MRM program is so
comprehensive, and NYPA’s existing work management practices so ingrained
and rudimentary, progress toward full implementation has been slow.  The rate
of progress has increased, however, since the fall of 1995.  (We suggested
specific steps to accelerate implementation which NYPA management accepted
and acted upon.)  Once all elements of the MRM program are in place and
functioning as designed (including computer software, new work procedures,
detailed work instructions, pre-planned materials, tool, and parts), NYPA will
have a state-of-the-art work control system which will enable it to monitor
work performance and improve productivity.

Workforce management improvements are already being reported by NYPA as
part of the MRM program, but productivity gains have yet to be clearly
demonstrated.  The capability to monitor productivity on a task-by-task basis
will eventually exist.  However, cost savings will be limited by NYPA’s
natural attrition policy.

Staff at most of NYPA’s facilities are now defining work activities on work
orders and preparing estimates of labor resource requirements.  Job and task
plans are being improved with work instructions identifying how the work is
to be performed, and the parts, tools and material requirements are being better
defined to reduce time spent waiting or preparing for a job.  The process has
not been completed at any site.  Some computer interface issues remain to be
resolved to support integration with payroll and parts inventory databases, and
although progress is being made, a significant amount of work remains to be
done before MRM can be used to support management evaluations of
workforce performance and implement changes in work practices to improve
utilization and productivity.

Work control at both nuclear plants is automated under the ROME (Reliable
Online Maintenance Environment) system which provides automated processing
and control of maintenance work requests and related planning and work
control activities.  The white collar work force, with some exceptions, does not
plan and control its work activities with a similar system.

At the FitzPatrick nuclear plant, performance indicators and the drive to
minimize outage time are providing incentives to improve productivity.  The
plant management team and plant manager are keenly aware of the importance
of efficient operations, although cost savings through resource sharing have not
been pursued as aggressively as they might have been.  We believe the use of
performance targets and performance monitoring serves as an effective
workforce management tool.  However, NYPA does not see workforce
management performance issues as a significant risk to continued safe or
profitable operation.
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At Indian Point 3, we found that workforce management issues and
optimization  were not principal among the plant’s goals as it struggled to
return to operation after an extended outage.  The greater risk at Indian Point
3 is its ability to maintain safe and reliable operations for as long as is required
to be removed from the NRC’s Watch List of troubled plants.  Optimization
of work management practices at Indian Point 3 will come in time if the plant
follows in FitzPatrick’s path.
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Headquarters Support

Time Reporting

Overtime Practices

NYPA’s executives do not believe that a structured approach to white collar
workforce management is necessary.  However, innovative utilities that are
aggressively seeking to cut costs and improve profitability have implemented
structured work management practices.  In New York State, for example, New
York State Electric and Gas had already implemented more structured work
management practices for some of its white collar workforce five years ago.
For NYPA’s headquarters staff, workforce management practices are
essentially unchanged since 1991.

NYPA currently has no plans to implement more structured workforce
management policies in its headquarters operations or at its nuclear plants.
NYPA has announced that it is planning to put in place at least one element
of a structured workforce management process, activity-based time recording,
in 1997.

Time reporting procedures are a particularly weak link in NYPA’s workforce
management process.  NYPA’s White Plains and New York City headquarters
staff are on a seven-hour day work schedule.  Production facilities work an
eight-hour day.  NYPA does not currently record all time worked in a work
breakdown structure that allows productivity and performance monitoring or
determination of workforce utilization.  Where time is being recorded against
specific jobs at NYPA sites as a result of the MRM program, the data is not
particularly useful because all work performed is not assigned to specific work
activities for which quantified task performance time estimates exist.  Time
recording practices also do not include measurement of lost time, which is
needed to monitor and improve workforce utilization.  Even at facilities where
MRM program activities have progressed to the point that comparison of
estimated versus actual man-hour expenditures are possible, management is not
yet  managing the workforce any differently than before such data were
available.

NYPA’s managers generally do not have the information to evaluate workforce
performance and productivity or to quantify how efficiently their departments
are performing.

Overtime has not been managed in a way that ensures that labor costs are
minimized.  Although NYPA leadership is attempting to implement measures
to  reduce the use of overtime, and NYPA recognizes the need to ensure
overtime expenses are cost-effective, it has not followed its own procedures to
periodically determine the cost-effectiveness of its overtime expenditures.
Instead, NYPA management issues quarterly reports of overtime payments in
each  department and at each facility, but does not require that the cost-
effectiveness of overtime expenditures be quantified or alternatives explored.
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Workforce Utilization
and Productivity

Recommendations

16. Implement staff planning policies that require quantification of
workload, activity-based time recording, and the use of staff
planning tools to accurately determine required staffing levels. 

Fluor-Daniel, an independent workforce management consultant hired by
NYPA, concluded that workforce utilization (time actually spent working) at
NYPA was substantially below industry averages.  This means that NYPA has
sufficient staff resources to accomplish more required tasks during normal
working  hours.  An increase in productivity should reduce the need for
overtime.

Fluor-Daniel reported that workforce utilization was below reasonable
expectations at all of NYPA’s conventional power plants.  NYPA’s regional
managers openly acknowledged the reported weaknesses in work management
practices identified by Fluor-Daniel and said they came as no surprise.  With
this recognition, however, came an apparent acceptance of the status quo and
a lack of aggressive action to deal with real issues in workforce management.

Workforce productivity at NYPA is not adequately monitored.  H.B. Maynard
Company, a work management consulting firm hired by NYPA, estimates that
improved productivity of as much as 20 percent is possible with improved
workforce management practices at NYPA’s fossil fuel and hydroelectric
power facilities.  NYPA management estimates even greater gains but is not
sure how or when they will be realized under current staffing policies.  NYPA
has not yet implemented more aggressive work performance standards to
attempt to improve productivity.

NYPA’s practices in workforce management lack the definitive processes and
features needed to quantify and improve organization efficiency.  There has
been a general acceptance of the status quo among management in many parts
of the organization with respect to workforce management.  NYPA needs to
more aggressively pursue productivity improvements and cost savings through
strengthened workforce management policies and procedures.
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Recommendations (Continued)

17. Eliminate  cultural barriers to structured workforce management
policies and procedures in nonnuclear facilities.

18. Accelerate the implementation of NYPA’s MRM program.
Emphasize job planning and estimating, and include the independent
development and implementation of challenging job performance
standards.

19. Hold managers, supervisors and employees accountable for
productivity and efficiency improvements, and provide adequate
incentives for achieving real reductions in costs.

20. Implement work performance indicators that correlate directly with
costs.  Use these to identify actions which can result in real cost
reductions.
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Major Contributors to This Report
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