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UTC Staff Response to Bench Request on Full Decoupling
[bookmark: _Toc311029095]Background
On October 5, 2011, the Commission issued a Bench Request requesting its Staff to “examine full decoupling, as discussed in the Decoupling Policy Statement, as an option for PSE.”[footnoteRef:2]  The Commission stated that Staff’s response should provide “a discussion of the critical elements that a full decoupling proposal should contain, consistent with the Decoupling Policy Statement, including consideration of lost sales revenues that are potentially offset by avoided costs and other benefits.”[footnoteRef:3] [2:  Utilities and Transp. Comm’n v. Puget Sound Energy, Inc., Dockets UE-111048 and UG-111049, Notice of Bench Request (Bench Request) (October 5, 2011) at 2.  The Decoupling Policy Statement to which the Commission refers was issued in 2010:  Utilities & Transp. Comm’n, Docket U-100522, Report and Policy Statement on Regulatory Mechanisms, Including Decoupling, to Encourage Utilities to Meet or Exceed Their Conservation Targets (Decoupling Policy Statement) (November 4, 2010).]  [3:  Id.] 

The Commission also asked Staff to indicate whether the Commission could make a final decision on a decoupling proposal in this case “based on the information [Staff] supplies” in this Bench Request response.[footnoteRef:4]  The Commission did not place any requirement or limitation on Staff advocating any particular position for or against full decoupling.[footnoteRef:5] [4:  Id.]  [5:  Id. footnote 4.] 

[bookmark: _Toc311029096]Policy Options
While the Commission’s Decoupling Policy Statement sets forth the Commission’s policy regarding what constitutes an acceptable full decoupling mechanism, full decoupling is not the only policy option identified by the Commission:
The guidance provided in this policy statement does not imply that the Commission would not consider other mechanisms in the context of a general rate case, including an appropriate attrition adjustment designed to protect the company from lost margin due to any reason.[footnoteRef:6] [6:  Decoupling Policy Statement at 22, ¶ 34.] 

Staff has analyzed the issues and details surrounding full decoupling, particularly the complexities occasioned by a decoupling mechanism that would fully comply with the Commission’s Decoupling Policy Statement, and Staff recommends in its testimony in Dockets UE-111048 and UG-111049 that a well-defended attrition adjustment would be much simpler, and more direct in addressing the objectives of full decoupling.[footnoteRef:7]  While this Staff recommendation for attrition analysis is beyond the literal scope of the Bench Request, Staff believes it appropriate to note this recommendation before responding to the details of the Bench Request.  Staff has also provided an analysis of limited decoupling in its response testimony to the Company’s Conservation Savings Adjustment. [7:  Exhibit No. __ (KLE-1T) and Exhibit No. __ (DJR-1T).  ] 

[bookmark: _Toc311029097]Overview and Format
Per the Commission’s request, this Response discusses the critical elements[footnoteRef:8] a full decoupling proposal should contain, and explains how a full decoupling mechanism can be consistent with the Decoupling Policy Statement.  In order to provide the Commission a response that is more than an abstract discussion, Staff has prepared a Mechanism with terms applicable either to electric or gas operations.   [8:  The Decoupling Policy Statement does not use the term “critical elements”. Rather, it uses the terms “elements”, “criteria”, and “factors”.  E.g. Decoupling Policy Statement at 17 ¶ 28 (elements); at 18, ¶ 28 (criteria); and at 19, ¶ 28 (factors).  Consequently, we use the term “element” to refer to each of these items.    ] 

While the Mechanism does not contain all of the details necessary for implementation, it is sufficiently concrete to permit a robust discussion of the key issues, and to identify the areas requiring further examination.  Based on the material in this Response, the Commission likely cannot make a final decision on a decoupling proposal in this case.  However, if the Commission decides to adopt a decoupling mechanism, it could give direction to the parties on the key elements of such a mechanism,[footnoteRef:9] with the parties reporting back in a reasonable period of time after the close of this docket. [9:  In particular, Staff believes the Commission should address the specific adjustment to the rate of return, the criteria for the exclusion of individual classes, the criteria for comparing conservation benefits between low-income and other customers, guidance on identification of incremental conservation, guidance on revisions to the service quality program, guidance on incorporation of a “K-Factor” and guidance on an adjustment to account for off-system sales.] 

The format of this Response is to first define “full decoupling” as that term is used in the Decoupling Policy Statement (Section IV), then provide a brief identification of the objectives of a Decoupling Mechanism (Section V), followed by a list of Commission-required elements, plus additional elements the Commission may consider (Section VI).  We then describe the Mechanism for electric and gas operations for the Company (Section VII and Appendix 2) and explain how it addresses each of the required elements (Section VIII).  Appendix 1 shows the financial impact of full decoupling on PSE for both gas and electric, separately.  Workpapers showing the calculations relied on by staff to develop the impacts are also included in the Response.
 
[bookmark: _Toc311029098]“Full Decoupling” Defined
While neither the Commission’s Bench Request nor its Decoupling Policy Statement contain a discrete definition of “full decoupling”, the Commission’s Decoupling Policy Statement describes full decoupling as “designed to minimize the risk to both the utilities and to ratepayers of volatility in average use per customer by class regardless of cause, including the effects of weather,”[footnoteRef:10] and states that full decoupling “reduc[es] the risk of volatility of revenue based on customer usage, both up and down, … which in turn should benefit customers by reducing a company’s debt and equity costs. ”[footnoteRef:11] [10:  Decoupling Policy Statement at 8, ¶ 12.]  [11:  Id. at 16, ¶ 27.	] 

The Commission also acknowledges “full decoupling” can co-exist with a cost adjustment mechanism such as an energy cost adjustment mechanism,[footnoteRef:12] which Staff construes as allowing an exception to a “pure” full decoupling mechanism.[footnoteRef:13] [12:  Id., i.e., the Commission’s reference to full decoupling “combined with an energy cost recovery mechanism”.]  [13:  Full decoupling would assure a specific revenue level (or specific revenue per customer level) associated with a specific Commission revenue requirement determination that covered all costs, including power costs.  Under full decoupling, the utility would recover that specific revenue level (or revenue per customer level).  The utility then would be subject to power cost variations over time, rather than deferring such variations for later recovery from customers (as the utility does under a power cost adjustment mechanism).  ] 

Accordingly, in this Response, Staff applies a definition of “full decoupling” that assures the utility recovers a predetermined level of revenues (or revenues per customer) regardless of the customers’ actual usage, but allows for the existence of an energy cost adjustment tariff, so that the revenues the utility recovers under such a tariff are considered in the design of the decoupling mechanism.
In defining decoupling, the Commission stressed that it should be considered in the context of a general rate case.  Certain baselines are established during a general rate case as are key inputs to the operation of a decoupling mechanism.  In particular, for revenue-per-customer decoupling, the establishment of the average use per customer during the test period and the revenue per customer during the test period are crucial values.  Also, the capital structure and resulting rate of return will be a key value.

[bookmark: _Toc311029099]Objectives of Decoupling
Based on Staff’s review of the Decoupling Policy Statement, we have identified the following overall objectives a full decoupling mechanism should address:
· Remove barriers to the utility acquiring all cost-effective conservation.
· Minimize the risk to both the utility and to ratepayers of volatility in total consumption (or average use per customer) by class regardless of weather or another cause.
The other objectives to consider in designing a full decoupling mechanism are to eliminate both the utility’s risk of declines in usage and the utility’s incentive to increase usage, thus eliminating the disincentive to acquire conservation.  At the same time, the full decoupling mechanism should assure the utility acquires the appropriate level and type of conservation, retain management incentives to reduce costs, assure the utility will meet its conservation acquisition targets, assure rates are reasonable and that service quality will not decline.

[bookmark: _Toc311029100]Required Elements of a Full Decoupling Mechanism
Based on Staff’s review of the Decoupling Policy Statement[footnoteRef:14], we have identified the following elements that a full decoupling mechanism should include: [14:  This list is based on the items listed or discussed in the Decoupling Policy Statement at pages 17-19, ¶ 28, page 16, ¶ 26, and page 8, ¶ 12.] 

· True-up revenues annually to the assured level, subject to an earnings test, and net of the benefits of off-system sales and avoided costs due to decoupling-related conservation efforts. 
· Apply full decoupling to each customer class unless it would be reasonable and lawful to apply full decoupling only to selected customer classes.
· Address the duration of full decoupling in terms of achieving its objectives or until the next general rate case.
· Reflect the impact of full decoupling on the capital structure and rate of return.
· Address utility management’s potential disincentive to reduce costs, in light of the elimination of risk of revenue declines.
· Revenue recovery by the company under the mechanism will be conditioned upon a utility’s level of achievement with respect to its conservation target.  
· Provide benefits of conservation to low income customers roughly comparable to other ratepayers, or if not, provide a targeted low income program consistent with cost effectiveness standards.
· Describe the incremental conservation the utility intends to pursue in conjunction with the mechanism.
· Require appropriate reporting.
Because the Commission’s list of elements is not exclusive,[footnoteRef:15] Staff also addresses the following items: [15:  Decoupling Policy Statement at 19, ¶ 28 refers to “Other Factors Impacting the Public Interest” and notes that the criteria in the Decoupling Policy Statement are “not intended to limit the Commission’s authority to review other factors”.  Moreover, while the Commission discusses the four “elements” in the context of a “utility’s request for a full decoupling mechanism” (id. at 17, ¶ 28), Staff assumes any full decoupling mechanism should address these four elements as well.] 

· How to address the incentive for a utility not to restore service promptly.
· Administrative burden on the Commission.

[bookmark: _Toc311029101]Description of the Mechanism
The Mechanism described in Appendix 2 responds to the objectives and critical elements identified above.  The following table summarizes Appendix 2 and outlines some additional items for Commission consideration.
	Issue
	Summary
	Notes

	Type of Decoupling Mechanism
	Revenue Per Customer
	

	Frequency of Adjustments
	Annual

	July – June deferral period; November – October recovery period.

	General Rate Case Frequency
	Every four years
	

	Maximum Rate Adjustment Per Year
	3%
	Deferrals in excess of 3% are carried over at a short-term rate of interest.

	Earnings Test
	Deadband is 25 basis points above Overall Rate of Return
	Earnings over the deadband are returned to customers

	Conservation Test
	Company recovers up to 120% of deferral, based on achievement of conservation target 
	Third-party evaluation of conservation savings required

	Duration
	Until Changed
	Gives rating agencies assurance this is not a temporary measure

	Classes excluded
	Classes that do not participate in conservation programs
	Only Gas Transportation Excluded

	K-Factor
	Optional
	After 3 years, an annual percentage reduction in revenue per customer will be incorporated into the Mechanism unless a GRC is filed

	Adjustment to account for off-system sales
	Optional
	Adjust usage by the amount of line-loss and adjust deferral by the average market value of the consumption deviation

	Low-Income Conservation Provision
	Optional
	Percentage of company gross revenues devoted to low-income conservation programs

	Service Quality
	Optional
	Usage adjusted by difference between 10-year average SAIDI and most recent SAIDI




[bookmark: _Toc311029102]How the Mechanism Addresses Each Commission-Required Element

[bookmark: _Toc311029103]Eliminating the Utility’s Risk of Revenue Declines
The Commission specifically describes full decoupling as “eliminat[ing] the risk of recovery of declines in revenue”.[footnoteRef:16]  We therefore assume that an acceptable full decoupling mechanism must assure revenues do not decline, at least on a per customer basis. [16:  Id. at 16, ¶ 26.] 

Under the Mechanism, the Company’s revenues will not decline because the Company’s allowed revenues would be based on the total volume sales per schedule figure resulting from the Company’s most recent rate case.  As long as the number of the Company’s customers stays the same or increases, the Company’s revenues will not decline from Commission-approved levels. 

[bookmark: _Toc311029104]Annual True-Ups to the Rate Case-Determined Level of Revenues
The Commission describes the true-up element as an annual true-up for variations between revenues collected and Commission-determined revenues:
True-up Mechanism.  Where, between general rate cases, customer use by class deviates either higher or lower from that determined by the Commission when setting rates, a utility can seek an annual true-up of revenue attributed to each affected class of customer.[footnoteRef:17]   [17:  Id. at 17, Element 1, ¶ 28.] 

In the related footnote, the Commission identifies the need to address a potential inequity related to revenues from new customers:
We recognize that revenue associated with new customers is offset by the costs to serve those customers.  If these revenues and costs are not in reasonable balance, we would consider excluding all or some new customer revenue from the mechanism or some other tool (e.g., modifying a utility’s line extension tariffs) to correct any demonstrated inequity.[footnoteRef:18] [18:  Id. n. 44.] 

The Mechanism includes annual true-ups.  Under the Mechanism, the Company would begin deferrals each year on July 1, and continue through June 30 of each year.  By September 1 of each year, the Company will file a tariff to implement amortization of the deferral, with effective dates of November 1 through October 31.  
The level of deferred revenue the Company will be allowed to recover or refund is limited to a soft cap of three percent on annual rate changes and subject to: (a) an Earnings Test; and (b) a Conservation Test.  The Company will calculate the Earnings Test first, followed by the Conservation Test, both based on the initial calculation of the initial deferral amount. The individual results of the tests will be cumulatively added to the deferral amount.  The Earnings Test and the Conservation Test are discussed below. 

1. [bookmark: _Toc310946478][bookmark: _Toc311029105]
1. [bookmark: _Toc310946479][bookmark: _Toc311029106]
1. [bookmark: _Toc311029107]Full Decoupling Lasts Until the Mechanism Achieves its Objectives or Until the Next General Rate Case
The Commission addresses the duration of a decoupling mechanism as follows:
Duration of Program.  The Commission will generally approve a full decoupling mechanism for the period required to achieve its objectives or until the filing of a utility's next general rate case.  Under either circumstance, the burden is upon the utility to demonstrate the continued need for the mechanism.[footnoteRef:19] [19:  Id. at 19, Criterion 5, ¶ 28. ] 

Decoupling experts recommend that a mechanism not have a “sunset” date, in order to allow the cost of capital benefits to be fully realized, but also recommend that companies with decoupling mechanism file a GRC every three to five years.[footnoteRef:20]  The Mechanism would remain in place until modified or cancelled by the Commission; and the Company must file a general rate case (GRC) within four years of the implementation of the Mechanism.  As a result of each such GRC, the Commission will reset the baseline values identified in Appendix 2.[footnoteRef:21]  Any party may propose cancellation or modification of the Mechanism; such proposal should be in the context of a GRC. [20:  Regulatory Assistance Project, Revenue Regulation and Decoupling, p.21 and 38. ]  [21:  See Appendix 2, Part 1.] 


[bookmark: _Toc311029108]Application to Customer Classes 
The Commission described this criterion as follows:
Application to Customer Classes.  Generally, a full decoupling proposal should cover all customer classes. However, where in the public interest and not unlawfully discriminatory or preferential, the Commission will consider a proposal that would apply to fewer than all customer classes.[footnoteRef:22] [22:  Decoupling Policy Statement at 18, Criterion 1, ¶ 28.] 

In the related footnote, the Commission explains its concern using an example of limited decoupling:
As noted in [a prior footnote], a limited decoupling mechanism may result in cross-subsidies among rate classes.  A reasonable mechanism would balance conservation program achievements by class with the revenue recovery expected from that class under the mechanism.[footnoteRef:23] [23:  Id. footnote 46.] 

The Mechanism for electric includes all customers.  The Mechanism for gas includes all customers that participate in conservation programs.[footnoteRef:24]  See Appendix 1 and Workpapers for more details.   [24:  To simplify its analysis, Staff relied on PSE’s CSA Rate proposal.  For an explanation of the exclusion of gas transportation customers, see Exhibit No. __ (JAP-1T) at 34:15,16.] 

This issue begs a different question, however, i.e., whether decoupling should be on a class-by-class basis, or on a system basis.  For example, the Puget PRAM was based on a single allowed-revenue-per-customer, regardless of size or class of the customer.  By contrast, many decoupling mechanisms have different RPCs for each class.  
The benefit of system-wide decoupling is that customer migration from one class to another has no effect on the utility’s allowed revenue, so there is no incentive for the utility to encourage or require such migration. System-wide decoupling also is simpler, thereby reducing administrative burden.  On the other hand, the advantage of class-by-class decoupling is that lost margins within a single class can be recovered within that class.  In addition to fairness, class-by-class decoupling also may foster customer acceptance for decoupling. The Mechanism falls in-between, including all customers grouped by similar usage characteristics, except the very largest gas customers.  

1. [bookmark: _Toc310946482][bookmark: _Toc311029109]
1. [bookmark: _Toc310946483][bookmark: _Toc311029110]
1. [bookmark: _Toc310946484][bookmark: _Toc311029111]
1. [bookmark: _Toc310946485][bookmark: _Toc311029112]
1. [bookmark: _Toc310946486][bookmark: _Toc311029113]
1. [bookmark: _Toc310946487][bookmark: _Toc311029114]
1. [bookmark: _Toc310946488][bookmark: _Toc311029115]
1. [bookmark: _Toc310946489][bookmark: _Toc311029116]
1. [bookmark: _Toc310946490][bookmark: _Toc311029117]
1. [bookmark: _Toc310946491][bookmark: _Toc311029118]
1. [bookmark: _Toc310946492][bookmark: _Toc311029119]
1. [bookmark: _Toc311029120]Impact on the Rate of Return
The Commission describes the need to measure the impact on return on equity (ROE) as follows:

Impact on Rate of Return.  Evidence evaluating the impact of the proposal on risk to investors and ratepayers and its effect on the utility's ROE.

The Commission contemplates reduction in debt costs as well as equity costs:

By reducing the risk of volatility of revenue based on customer usage, both up and down, such a mechanism can serve to reduce risk to the company, and therefore to investors, which in turn should benefit customers by reducing a company’s debt and equity costs.  This reduction in costs would flow through to ratepayers in the form of rates that would be lower than they otherwise would be, as the rates would be set to reflect the assumption of more risk by ratepayers.[footnoteRef:25] [25:  Id. at 16-17, ¶ 27. ] 

Under current regulation, the Company bears the risk of the effect that actual rate year loads have on the Company’s ability to earn a fair return.  Full decoupling insulates the Company from that risk.  That risk reduction should be reflected in the rate of return.	
The low end of Staff witness Mr. Elgin’s discounted cash flow estimate range in this case is 9.00 percent, but that value could be lower under full decoupling.  Moreover, the risk reduction impact could also affect capital structure (e.g., justify a lower equity ratio) as well as the cost of debt.[footnoteRef:26],[footnoteRef:27]  [26:  For illustrative purposes based on limited experience with the Northwest Natural Gas Company decoupling mechanism in Oregon, about a 3% reduction in the equity capitalization ratio needed to sustain a given bond rating could result if full decoupling is implemented.]  [27:  Christensen (2005) evaluation of NWNG mechanism, at page 50, states:  “According to CFO David Anderson the presence of DMN and WARM contributed to NW Natural attaining a score of “1” on S&P’s business risk profile (in which 1 = best risk profile and 10 = worst risk profile). This rating has two effects. First, it allows NW Natural the flexibility to carry a lower share of equity in its capital structure if it chooses.  Second, a favorable business risk profile rating allows NW Natural the flexibility to maintain a lower debt-service coverage ratio if it chooses.”] 


[bookmark: _Toc311029121]Earnings Test
The Commission includes an earnings test as an essential element of full decoupling:
Earnings test.  A proposed earnings test to be applied at the time of the true-up.[footnoteRef:28] [28:  Decoupling Policy Statement at 17, Element 3, ¶ 28.] 

The Commission does not further elucidate on the nature of the earnings test, e.g., the Commission does not explain the consequence if the utility earns in excess of the rate of return the Commission previously found to be appropriate.  Accordingly, Staff considers an earnings “cap” and an earnings “band” to be within the scope of an earnings “test”.
Footnote 15 from the Cascade Decoupling Mechanism Evaluation filed in Docket UG-060256 on July 11, 2011, evaluated the earnings cap:  
The addition of the earnings cap requirement, beyond the conservation performance criterion, means that the Washington decoupling mechanism is an example of a very strict decoupling mechanism having very strong customer protections.  The objective of the earnings cap is to effectively prevent a “windfall profits” situation.  It does so in this regard by placing a firm bound on increased rate of return, in order to help ensure that the decoupling mechanism does not facilitate excessive earnings by the utility.  One unintended result of this earnings cap is that it could, in effect, penalize the utility for taking other actions (not relating to sales levels, e.g., cutting costs) if that provides them with a higher realized rate of return.  If they do that (in effect, running their company more efficiently) they could lose the ability to recover the revenue shortfall from reduced sales, if their resulting earnings level exceeds the earnings cap.  Essentially, this is a ‘one‐directional’ limit that puts extra constraints on the company to the benefit of ratepayers.  (It should be noted that the existence of this earning cap can be seen as helping to obviate the need for reducing the utility authorized rate of return, which is sometimes advocated as a concession in exchange for decoupling.)
And from page 25 of the same report: 
Given the current structure of the earnings cap, as an unintended side‐effect, reducing costs could produce no net increase in earnings because the revenue recovery would be reduced to the earnings cap set in the prior rate case (for the pilot, 8.85%).  So, in such a case, the current structure of the earnings cap might create a disincentive to create higher earnings through this type of improvement.  As Cascade Natural Gas appears to have been taking steps to contain cost of service this concern may need to be noted in the further development of specifications for the earnings cap.  This may be considered a form of “cost risk” (though from cost reduction) and cost‐risk is not addressed by the decoupling mechanism.
In view of the lack of efficiency incentive in an earnings “cap”, Staff believes an earnings “band” is more appropriate.  For illustrative purposes, the Mechanism contains an Earnings Test based on a 25 basis point deadband above the rate of return established by the Commission in the Company’s most recent general rate case that incorporates the effect of decoupling in establishing the rate of return.[footnoteRef:29]   [29:  Staff bases the size of the deadband on national findings about the range of adjustments for rate of return, which vary from 25 to 100 basis points.] 

As discussed below, the opportunity to increase earnings through controlling costs is an important part of the current regulatory paradigm.  The Earnings Test can help retain or even increase management’s incentive to control costs and should be carefully integrated in the design of a mechanism.  
The Commission could use the annual “commission-basis” report the Company files per WAC 480-100-257 (electric) and WAC 480-90-257 (gas).  Currently, the Commission does not audit these reports, and if they are used in a decoupling mechanism, some auditing may be necessary.  Staff considers the commission-basis reporting the best alternative for applying an Earnings Test; in addition, the Commission-basis report is based on weather-adjusted revenue, therefore using it for the Earnings Test incorporates weather effects into the Mechanism without double-counting the changes in usage already incorporated into the decoupling deferral.
The Earnings Test should be calculated as follows: If the rate of return from the commission-basis report is below the top of the deadband, no adjustment to the deferral amount is made.  If the rate of return is above the top of the deadband, an adjustment to decrease recovery to the top of the deadband is incorporated into the deferral amount.
The process for evaluating whether the Company is earning within, above, or below the band should be a meaningful process, yet an efficient process as well.  Staff assumes the Commission did not envision a general rate case-type process, for example.  

[bookmark: _Toc311029122]Address Management’s Potential Disincentive to Reduce Costs, in Light of 		Eliminating the Utility’s Risk of Revenue Declines
The Commission described this factor as follows:  
with full decoupling comes a concern that, by eliminating the risk of recovery of declines in revenue, combined with an energy cost recovery mechanism that reduces an electric utility’s financial risk due to changes in power costs, the utility could lose some of its incentive to manage the company in a manner that constantly looks to reduce costs … we will require evidence and argument from the parties on this issue in the context of a request for a full decoupling mechanism.[footnoteRef:30] [30:  Decoupling Policy Statement at 16, ¶ 26 (footnotes omitted).	] 

Full decoupling should eliminate the management incentive to concentrate on increasing sales, because that will not result in more revenue to the utility.  Management should therefore focus on cost reductions, because that will enhance earnings between rate cases.  Those cost reductions mean that when the next rate case occurs, the revenue requirement would grow at a slower rate than it otherwise would.  The Earnings Test with the 25 basis point deadband does not remove this incentive to reduce costs.  
On the other hand, decoupling could lead to extended periods between rate cases, because lost revenues due to sales reductions do not affect the utility’s earnings.  Therefore, the Mechanism requires the Company to file a general rate case within four years of the implementation of the Mechanism.  While it is possible management would become less vigilant over costs under full decoupling, because revenues are assured, the periodic rate case requirement assures continuing Commission scrutiny of the Company’s operations.  A K-Factor should be incorporated into the Mechanism as an annual percentage reduction in revenue per customer after three years, unless a GRC is filed.  
The Mechanism addresses management’s efficiency incentives by giving the Company the benefit of the deadband used in the Earnings Test (mentioned in Section (F) above).  By allowing the Company to retain profits up to 25 basis points higher than the Commission-determined rate of return, shareholders are rewarded for operational efficiencies.

1. [bookmark: _Toc311029123]Conservation Achievement 
One key objective of full decoupling is to remove barriers to conservation achievement.  The Commission conditions revenue recovery under full decoupling with achieving the conservation target:
Revenue recovery by the company under the mechanism will be conditioned upon a utility’s level of achievement with respect to its conservation target.[footnoteRef:31] [31:  Id. at 17, ¶ 28.] 

Later, in its discussion about direct conservation incentives, the Commission explains further about its understanding of the conservation achievement.
However, the EIA, in RCW 19.285.060(4), provides us with the express authority to provide such incentives: “The commission … may consider providing positive incentives for an investor-owned utility to exceed the targets established in RCW 19.285.040.”  We do not read this provision to permit us to provide incentives to acquire conservation that is not cost-effective.  Rather, we read this to suggest that, between the biennial conservation targets designed to determine what cost-effective conservation can be required, the electric utility may be able to acquire additional conservation as technology is improved, federal or other matching funds become available, or for other reasons that were not known at the time of the setting of the target.[footnoteRef:32]   [32:  Id. at 20, ¶ 31, 32.] 

The requirement to condition approval on conservation achievement makes a great deal of sense in the context of limited decoupling, where the annual application of a decoupling mechanism is likely to result in a surcharge to customers.  However, it was more difficult to apply this condition in the context of full decoupling, where the decoupling mechanism is just as likely to result in a refund to customers as in a surcharge.  
The Commission’s linkage of conservation achievement to full decoupling is intended to transform the removal of a disincentive to invest in conservation (which is what we typically expect from full decoupling) into an incentive to invest in conservation (which is typically achieved through other tools). Therefore, because full decoupling by itself does not normally provide a specific incentive to invest in conservation, yet the Commission intends that any such mechanism should ensure achievement of conservation targets and achievement of incremental conservation over and above the targets, the Mechanism includes a Conservation Test.  

[bookmark: _Toc311029124]Conservation Test
The Conservation Test is designed to both:  (1) condition recovery on the Company’s level of conservation achievement by multiplying the deferral amount by the proportion of conservation achieved during the prior year, and (2) encourage the utility to acquire additional conservation beyond the commission-approved target by allowing the company to multiply the deferral amount by up to 120 percent of the conservation achieved during the prior year.  
While it is true that the Company must achieve certain conservation targets under the EIA for its electric operations, at the risk of substantial monetary penalty, the EIA contains no mechanism to encourage above-target performance, nor does the EIA apply to gas operations.  However, the gas incentive mechanism already in place for PSE provides the Company an incentive to achieve its gas conservation targets.[footnoteRef:33] [33:  WUTC v. Puget Sound Energy, Inc, UG-011571, Order 05 amending 12th Supplemental Order, Exhibit F – Settlement Terms for Conservation , (September 28, 2010).   In addition, as described in Section K below, the Commission also expects the Company to identify incremental conservation that will be pursued, and the Conservation Test will document and reward the achievement of incremental conservation.] 

The conservation targets are taken from the Company’s most recent IRP.[footnoteRef:34]  These targets will be contained in the decoupling tariff.  If a surcharge is expected, the Company will adjust the deferral amount by multiplying the deferral amount by the proportion of savings it achieves in the previous year, up to a 120 percent cap.  If a rebate is expected, the Company will adjust the deferral amount by multiplying the deferral amount by the inverse proportion of savings it achieves in the previous year, up to a cap of 120 percent. [34:  In the case of electric targets, they may also be taken from Commission-approved targets under WAC 480-109-010.] 

The Mechanism requires third party verification of achieved conservation, to bring credibility to the process and assure reliable conclusions.

[bookmark: _Toc311029125]Provide Comparable Conservation Benefits to Low Income Customers
The Commission described the low income criterion as follows:
Low-income.  A utility proposing a full decoupling mechanism must demonstrate whether or not its conservation programs provide benefits to low-income ratepayers that are roughly comparable to other ratepayers and, if not, it must provide low-income ratepayers targeted programs aimed at achieving a level of conservation comparable to that achieved by other ratepayers, so long as such programs are feasible within cost-effectiveness standards.[footnoteRef:35] [35:  Decoupling Policy Statement at 18, Criterion 4, ¶ 28.] 

Staff is having difficulty applying the criterion described in the Decoupling Policy Statement, because it is not clear whether the Company could comply with this criterion by showing that the design of the Company’s low-income programs provides an opportunity for “roughly comparable” access to conservation programs for customers across the economic spectrum.  
The criterion also speaks in terms of actual benefits, which Staff assumes to mean that reductions in kWh due to conservation in low-income households must be “comparable to that achieved by other ratepayers”.  Either way, it is unlikely that data to conduct such analyses exists.  
Another ambiguity involves the breadth of the criterion.  For example, it is not clear whether the comparison should be between all low-income ratepayers and non-low-income ratepayers, between the low-income and non-low-income participants in the Company’s conservation programs, or between just the participants in low-income assistance programs and the other residential ratepayers.  
The core problem is that we do not know which residential customers are low-income customers, and which are not – and the composition of each group is continuously changing.  The utilities do not maintain data on the economic status of their customers, and we do not suggest they should.    
If the Commission’s goal is to use only the program participant portion of the customer base, it might be possible for the Company to compare use per customer between low-income and non-low-income customers who are also conservation program participants.   The Company could then determine what respective proportion of load had been reduced by using the relative conservation achievement.  This might be acceptable as a criterion for comparing participant benefits from conservation programs, even though it would not be acceptable for rate design.[footnoteRef:36]    However, there is a degree of fluidity in the low-income participant pool rendering any calculation of a reduction in kWh suspect.[footnoteRef:37]   [36:  Exhibit No. __ (DJR-1T).]  [37:  Only about one-half of the households receiving energy assistance in one year also participate in the following year.  ] 


[bookmark: _Toc311029126]Describe the Incremental Conservation the Utility Intends to Pursue 
The Commission describes this criterion as follows:
Incremental Conservation.  Evidence describing any incremental conservation the company intends to pursue in conjunction with the mechanism.[footnoteRef:38] [38:  Decoupling Policy Statement at 18, Criterion 3, ¶ 28.] 

The Mechanism uses the Company’s IRP to identify the conservation the Company intends to pursue.  However, the IRP does not identify the “incremental” conservation the Company would pursue with full decoupling versus without decoupling.  
Staff does not have information regarding what additional conservation the Company would achieve with full decoupling compared to the status quo.  The Company, like any other electric utility in this state, is statutorily required to “pursue all conservation that is cost-effective, reliable and feasible.”[footnoteRef:39]  Because this statutory requirement applies whether or not the Company is decoupled, the only cost-effective “incremental conservation” the Company would acquire due to full decoupling would be:  [39:  RCW 19.285.040(1).] 

a) conservation the Company would acquire earlier in time than the Company otherwise has planned, and
b) conservation opportunities that become available after the targets are set, for example, as a result of new energy efficiency technology becoming available.  
Again, Staff has no estimate of the amount or type of conservation this would involve, but has designed the Conservation Test to measure and encourage investment of this kind.
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1. [bookmark: _Toc311029137]Accounting for the Net Benefits of Off-System Sales and Costs Avoided Due to the Utility’s Conservation Efforts
The Commission requires an accounting for certain off-system sales and avoided costs:
Accounting for Off-System Sales and Avoided Costs.  A description of the method the company intends to use to determine the financial benefits associated with off-system sales or avoided costs attributable to the utility's conservation efforts and then to net these benefits against the true-up provided in this mechanism.[footnoteRef:40] [40:  Decoupling Policy Statement at 17, Element 4, ¶ 28.] 

In the related footnote, the Commission explains:
In principle, for every megawatt hour saved through the operation of the utility’s conservation program, it has the opportunity to either sell the same in the appropriate market (off-system sales), or avoid having to purchase or produce electricity to meet its load requirements.  The accounting of this form of found revenue differs between electric utilities with power cost adjustment mechanisms and those without. After rates have been set for an electric utility that does not have a power cost adjustment mechanism, the marginal avoided cost of producing or buying electricity, or the marginal revenue (net of marginal cost) from the sale of electricity made surplus by conservation not incorporated into the calculation of the power costs, is a direct benefit to the utility shareholders.  For utilities with a power cost adjustment mechanism, loads are projected in a future test year, with reductions in the load for the expected conservation levels.  Consequently, for the effective rate year following the setting of rates, only conservation above the expected level of conservation would result in an opportunity to reduce power costs or realize additional revenues from incremental sales.  In the years after the projected rate year, the marginal avoided cost of producing or buying electricity, or the marginal revenue (net of marginal cost) from a sale of electricity made surplus by conservation, is a direct benefit.[footnoteRef:41] [41:  Id. n. 45.] 

The Commission reinforced this statement in the part of the Bench Request that requires Staff to “[consider] lost sales revenues that are potentially offset by avoided costs and other benefits.”[footnoteRef:42] [42:  Bench Request at 2.] 

There are two separate categories of benefits from utility conservation efforts that should be considered.  The first are power costs: fuel, purchased power, sales for resale, and transmission by others.  The second consists of distribution (and even transmission) capacity deferrals.
If a utility has a fuel and purchased power adjustment mechanism that automatically flows through all changes in power costs, the costs and benefits of concern to the Commission would be addressed in the power cost mechanism and it would be sufficient to simply allow such a power cost mechanism to operate outside the otherwise “full” decoupling mechanism.  As we noted earlier, the Commission’s Decoupling Policy Statement allows for such power cost mechanisms in tandem with full decoupling.
However, PSE does not have a full pass-through power cost adjustment mechanism (PCA), due to the $20 million dead band.[footnoteRef:43]  That $20 million dead band greatly exceeds the amount of power cost savings (and also the amount of benefits through additional wholesale power sales opportunities) likely to be achieved through Company-sponsored energy efficiency programs.   [43:  Exhibit No. __ (SA-1CT) at 5.] 

Because PSE’s PCA does not capture any of the power cost impacts of reduced sales due to efficiency, special attention needs to be paid to power costs in designing a full decoupling mechanism.
The simplest way to do this in the context of a full decoupling mechanism would be to subtract the average power cost avoidance from the decoupling deferral.  Simply stated, if sales dropped 500,000 kWh, and the average wholesale rate during that period was $.05/kWh, then the deferral amount would be reduced by $25,000.  The “average wholesale rate” could be taken from actual market averages during the decoupling year, or it could be set in advance.
The Company’s wholesale power costs would also need to be adjusted to reflect the marginal line losses associated with load changes.  Using the same example, if PSE’s retail electric sales  dropped by 500,000 kWh at the distribution level, this would imply PSE actually avoided more like 550,000 kWh of wholesale power supply (at a marginal distribution line loss level of 10%).
The second category of cost avoidance due to a decline in retail sales due to conservation consists of distribution system capacity deferrals. These are much more complex.  For example, if the utility targets energy efficiency programs to those distribution circuits that are scheduled for capacity upgrades, it can reduce or avoid the cost of those upgrades.  This enables the utility to serve new customers – and generate new revenues from those customers – without expanding the distribution system capacity.  
The Company has cited the need to replace distribution circuit components as a major issue in this rate case,[footnoteRef:44] and if the capacity of required transformers and distribution lines can be reduced, cost savings can be achieved.  [44:  Exhibit No. __ (SML-1T), 19-33.] 

Under conventional regulation, the utility makes investments in distribution upgrades, and then includes those upgrades in rate base. If (and when) these costs accumulate to the point that the utility earns less than a fair rate of return, the utility files a rate case. Decoupling does not “change” this framework, but it may affect it.
With deferral decoupling, as done in California and Hawaii, the annual attrition calculation takes into account the expenditures the utility has made in the previous year, net of accumulated depreciation during that year.  This approach would flow through to consumers the distribution capacity savings that result from deferrals or downsizings due to energy efficiency.
Revenue per customer (RPC) decoupling, on the other hand, is done differently. The allowed revenue is based on some historical average of costs.  If the mechanism is designed “correctly”, the allowed RPC equals the cost the utility incurs as the customer count grows.  Therefore, the mechanism should include a “K-factor”, or attrition factor, or a percentage adder or deduction over time to accurately account for non-linear relationships between incremental costs and additional customers. 
On the other hand, if the utility is able to reduce its distribution expenditures (for any combination of new and existing customers) through energy efficiency below the historical level required, then a historically accurate level of revenue per customer may exceed the incremental cost the utility will actually incur.  If this were to happen, the utility would effectively retain that savings until the next rate case (and, if the savings were large, might be able to forestall a rate case for a long time).  While Staff considers this unlikely for the Company, where the majority of the utility’s distribution system investment is associated with existing customers, not new customers, this is important to consider in the design of the mechanism.
Simply stated, the K-factor must be determined under the assumption that the utility will target energy efficiency investments to achieve distribution investment savings.  Identifying the correct K-factor requires extensive understanding of the Company’s distribution construction budget and the causative factors leading to component replacement.  This area in particular will require additional work prior to the implementation of decoupling.
The Mechanism could account for the net benefits of off-system sales and costs avoided due to the utility’s conservation efforts by calculating the allowed revenue per customer on a basis net of power costs (adjusted for marginal line losses).  For example, if average revenue per residential customer were $1,000 per year, average usage were 10,000 kWh per year, marginal line losses were 10%, and average market prices were $.05/kWh, the Mechanism would allow $450 per year in non-power revenues per customer.    ($1,000 – (10,000 x 1.1 x $.05)) = $450.  In computing the deferral amount, any deviation in sales from the allowed level would also be adjusted by the average power cost grossed up for marginal line losses.

[bookmark: _Toc311029138]Reports to the Commission on How the Full Decoupling Mechanism is Working
On the reporting issue, the Commission states:

Reports.  For companies authorized to implement full decoupling, the Commission may require the utility to file periodic reports so the Commission may evaluate the success and impact of the program.  The reported information must be made available to representatives of customer groups, and other interested parties, so they too can evaluate the program and its impact on the utility and its ratepayers.[footnoteRef:45] [45:  Decoupling Policy Statement at 19, Criterion 6, ¶ 28.] 


The Mechanism calls for the Company to file quarterly reports on the rolling 12-month status of the full decoupling deferral accounts.  These reports are necessary for the Commission to track the size of the deferral accounts, and make recommendations on frequency of true-ups, which can change if usage varies dramatically.  

Also, by June 1 of each year, the Company would file its third-party evaluation, measurement, and verification reports on conservation achievement.  These reports are necessary to determining whether or not the Company met its conservation targets, and how the Conservation Test should adjust any recovery or rebate.

[bookmark: _Toc311029139]Other Factors
The Commission does not limit the elements or criteria it will consider when evaluating a full decoupling mechanism:

Other Factors Impacting the Public Interest.  The criteria listed above are not intended to limit the Commission’s authority to review other factors affecting its analysis of full decoupling as a regulatory tool, including whether it remains in the public interest to continue its use by a particular utility.[footnoteRef:46] [46:  Id. at 19, Criterion 7, ¶ 28.] 

Service Quality
[bookmark: OLE_LINK1][bookmark: OLE_LINK2]In order to address the possible incentive for a utility not to restore service promptly (because getting customers back on line sooner does not affect the revenues the utility collects), service quality assurance is necessary.  Under decoupling, usage from the current year will be adjusted back to the baseline usage amount.  If current year usage is lower due to outages, the Company would recover revenue associated with outage-related usage, thus increasing net operating income unless a System Average Interruption Duration Interval (SAIDI) adjustment is performed.  
Under the Mechanism, at the time of each annual deferral filing, the Company should adjust actual sales (up or down) to the level implied by holding SAIDI to the ten-year system average.  This will assure that decoupling-related revenues due to slow system restoration after outages do not inure to the benefit of shareholders.  In addition, the Commission should thoroughly review the utility’s existing service quality program whenever decoupling is imposed.  In the case of PSE, particular attention should be given to meaningful customer service guarantees and the impact of meter failures.
Administrative Burden
Lastly, in considering full decoupling, significant increases in the amount of staff time and resources required to review company filings should be expected; unaudited commission-basis reports, decoupling tariff filings of true-up mechanisms, decoupling quarterly reports, conservation potential assessments, conservation programs, conservation evaluation reports, low-income conservation programs, among others.  Careful consideration of the benefits and drawbacks of full decoupling should include a review of the Commission’s administrative burden.
