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Puget Sound Energy, Inc.

P.O. Box 97034

Bellevue, WA  98009-9734

Filed via WUTC Electronic Webportal
June 4, 2010
Mr. David W. Danner
Executive Director and Secretary

Washington Utilities and Transportation Commission
1300 South Evergreen Park Drive S.W.
P.O. Box 47250

Olympia, WA  98504-7250

Subject:
Docket No. U-100522
Examination of Whether New Regulations are Needed to Govern Conservation Incentive Mechanisms or Address Declines in Revenues Due to Company-Sponsored Conservation or Other Causes of Conservation. 
Comments of Puget Sound Energy, Inc.

Dear Mr. Danner:

Puget Sound Energy, Inc. (“PSE” or the “Company”) appreciates the opportunity to participate in the Commission’s examination of whether new regulations are needed to govern conservation incentive mechanisms or address declines in revenues due to company-sponsored conservation or other causes of conservation.  In response to the Commission’s Notice of Opportunity to File Written Comments dated May 13, 2010, in Docket No. U-100522, PSE offers the following comments and suggested rule language.

Comments

Before providing comments on the specific Consolidated List of Issues, the Company would like to emphasize the critical need to clarify the difference between an incentive mechanism and a mechanism that addresses unrecovered fixed costs (lost margins).

Throughout the Consolidated List of Issues are the terms “Conservation Incentive Mechanism” and “Lost Margin”, and these terms are sometimes used in a way that suggests they are one and the same. For example the heading before Issue #6 is: “Details of a Conservation Incentive Mechanism”, but the issue being discussed in Issue #6 is calculating Lost Margin (unrecovered fixed costs). PSE feels strongly that recovery of unrecovered fixed costs must NOT be considered an “incentive mechanism”.
An incentive mechanism and a mechanism to address declines in revenues (or margins, or unrecovered fixed costs) are two different mechanisms that are meant to deal with two very different issues. A mechanism that facilitates the full recovery of unrecovered fixed costs due to conservation is not the same as a mechanism that facilitates a reward for exceeding a commission-approved conservation target.
Fourteen states have approved both incentive mechanisms and mechanisms to address unrecovered fixed costs (or lost margins or lost revenues) for electric utilities, while seven states have done the same for natural gas utilities. Several other states have approval of these mechanisms pending.  Table 1 identifies the states with both types of mechanisms approved or pending. Currently the recovery of all unrecovered fixed costs is not provided for in Washington State, nor are there any active incentive mechanisms.
We believe that the Commission has correctly acknowledged the difference between the two different mechanisms in the name of the rulemaking “… Conservation Incentives Mechanisms” and “Declines in Revenues”. We encourage the Commission and all rulemaking participants to clearly keep the references to these two mechanisms, which are solutions to two different problems, separate throughout the course of this rulemaking.
The following sections provide specific comments and suggested rule language in response to the Consolidated List of Issues posed in the Notice of Opportunity to File Written Comments.  For ease of reading, the questions are reproduced below followed by PSE’s comments.
	Table 1
States With Both Energy Efficiency Incentive Mechanisms and Unrecovered Fixed Cost Mechanisms

	
	
	

	State
	Electric1
	Gas2

	California
	X
	X

	Colorado
	X
	 

	Connecticut
	X
	 

	Hawaii
	X
	 

	Idaho
	Pending
	 

	Kentucky
	X
	 

	Massachusetts
	X
	X

	Michigan
	X
	 

	Minnesota
	X
	Pending

	Missouri
	 
	X

	Nevada
	 
	X

	New Jersey
	 
	X

	New Mexico
	Pending
	 

	New York
	Pending
	X

	North Carolina
	X
	 

	Ohio
	X
	 

	Oklahoma
	X
	 

	South Carolina
	X
	 

	Utah
	Pending
	 

	Vermont
	X
	 

	Wisconsin
	X
	X

	 
	 
	 

	Total Approved
	14
	7

	Pending
	4
	1

	  1) As of March 2010, Per Edison Foundation
	

	  2) As of May 2009, Per AGA
	


General

Issue 1.  Definitions.   What is decoupling?  What is lost margin?  How is it measured?  What are fixed costs? 

Comments:

Appendix B to Aligning Utility Incentives with Investment in Energy Efficiency (November 2007) by the National Action Plan for Energy Efficiency has a glossary of terms that PSE finds acceptable for purposes of the discussion within this rulemaking.  This document defines the above terms as follows:

Decoupling: A mechanism that weakens or eliminates the relationship between sales and revenue (or more narrowly the revenue collected to cover fixed costs) by allowing a utility to adjust rates to recover authorized revenues independent of the level of sales.

Lost Margin: The reduction in revenue to cover fixed costs, including earnings or profits in the case of investor-owned utilities.  Similar to lost revenue, but concerned only with fixed cost recovery, or with the opportunity costs of lost margins that would have been added to net income or created a cash buffer in excess of that reflected in the last rate case. 
[PSE also refers to Lost Margins as Unrecovered Fixed Costs.]

Fixed Costs:  Expenses incurred by the utility that do not change in proportion to the volume of sales within a relevant time period.

Calculation of Lost Margin (unrecovered fixed costs)
Regarding the issue of how to measure lost margin, PSE offers Attachments A, B and C to these comments.  Attachment A illustrates PSE’s conceptual approach to determining lost margins.  Attachments B and C provide the spreadsheet calculations for PSE’s estimated lost margin on its natural gas and electric distribution systems associated with its programmatic electric and natural gas conservation savings, as well as PSE’s share of savings claimed through its participation in the Northwest Energy Efficiency Alliance (NEEA).  

An understanding of Attachment A will facilitate the understanding of the spreadsheets provided in Attachments B and C.  Note that Attachments B and C are virtually identical in structure.  So, understanding one will allow understanding of the other.  What follows is description of each slide in Attachment A.

Slide 1: Title slide
Slide 2: Illustrates the conceptual accumulation of conservation between a historic rate case test year and the associated future rate year.
Slide 3: Provides a screen shot from Attachment B illustrating how the conservation savings are accumulated.  Note that the accumulation in this analysis begins in 2004, but could begin at some other point in time without affecting the resulting lost margins in the later years of the analysis.  

Slide 4: Illustrates the conceptual amount of conservation achieved within a test year AND reflected in the test year.

Slide 5: Illustrates that roughly half of the conservation achieved in the test year is ultimately reflected in the rate year.

Slide 6: Provides a screen shot of the rows in Attachment B in which the conservation reflected in the test year and reflected in rates can be found. This amount is calculated each month and is additive.

Slide 7: Illustrates the conceptual amount of conservation achieved within a test year but NOT reflected in the test year (shown in red). For those that followed PSE’s 2009 General Rate Case (GRC), this was the basis of the proposed “phase-in adjustment.”

Slide 8: Illustrates the conceptual amount of conservation achieved since the beginning of the test year but NOT reflected in rates through the end of the rate year.
Slide 9: Points out the rows in Attachment B where the conservation achieved since the beginning of the test year but NOT reflected in rates can be found. This amount is calculated each month and are additive.

Slide 10: Provides a screen shot of the rows in Attachment B where the applicable “margin” rates and resulting lost margin can be found.

Slide 11: Provides a screen shot in Attachment B showing PSE’s annual electric distribution lost margin from 2007 through 2010. These amounts range from $9.4M in 2007 to $15.1M in 2010.

Slide 12: Provide a similar screen shot from Attachment C showing PSE’s annual natural gas distribution lost margin from 2007 through 2010. These amounts range from $1.4M in 2007 to $2.8M in 2010. 
Issue 2.  Recovery of Conservation Program Costs.  Are the utilities’ conservation program costs recovered from ratepayers in a timely manner?
a. If cost recovery is untimely, please describe how and why.
b.
Are there other methods of funding conservation programs that would be more efficient and effective at acquiring conservation resources?  

Comments:

The recovery of program costs is a separate issue from the focus of this rulemaking, which are 1) full recovery of unrecovered fixed costs (lost margin), as well as the separate issue of  2) incentive mechanisms for increased conservation performance.
a.
For PSE, the recovery of electric program costs is not unduly untimely, although there is still a lag. Currently, the Commission pre-approves the Company’s two-year programs. And currently the Commission pre-approves a rate increase in April to the cover the program costs for each calendar year the program is running; so there is still a three-month delay in that program cost recovery. The Commission should not increase that lag.

b.
Adjusting the program approval and rate change schedules to remove the three-month lag in recovery of conservation program costs would be more effective in encouraging faster acquisition of conservation resources.

Impact on Conservation Resource Development on Rate of Return

Issue 3. Statement of the Issue.  Does the development of conservation resources deny the utility an opportunity to earn its allowed rate of return? Would an attrition study be the best way to determine this question? Are there alternative ways of making such a determination?

Comments:

The development of conservation resources does not by itself deny utilities an opportunity to earn their allowed rate of return.  It is the lack of recognition of all the financial consequences associated with these conservation resources, including the impact on rate year load, that creates downward pressure on a utility’s opportunity to earn its allowed rate of return. The problem is aggravated in Washington State by the use of historic test years in rate cases.  

Attrition studies in Washington State have not had a clearly defined procedural methodology and are not the best way to determine this impact. A documented methodology for determining future looking test periods would be an alternative method of making such a determination. There are currently 15 states that have accepted methodologies for determining future looking test periods, plus the Federal Energy Regulatory Commission (FERC) has an accepted methodology at the wholesale level, that could be used to set up an appropriate methodology in Washington State.

Issue 4. Magnitude of the Risk.  How much lost margin can be attributed to each utility’s conservation programs?  How much lost margin can be attributed to the other types of conservation referenced in question 6 below? 

Comments:

PSE’s calculations of its non-supply related unrecovered fixed costs due to its programmatic conservation savings, as well as its share of savings associated with PSE’s participation in the NEEA, are provided as Attachment B to these comments. Note that PSE believes these estimates to be conservative in that they ignore additional unrecovered fixed power costs.

Regarding the unrecovered fixed costs attributable to other types of conservation referenced in issue 6, PSE has not formulated such an estimate. However, PSE believes that this will be a growing factor in the coming years as Washington State succeeds in creating a vibrant green economy.

Issue 5. Direct Conservation Incentives and Rate of Return. What is the rationale for making incentive payments to utilities for acquiring conservation resources? Is it to encourage conservation? (See questions 14-17 below relating to conservation mandates.)  Is it to ensure that the utility earns a sufficient rate of return? Does an incentive program act as an effective substitute for decoupling? 

Comments:

Incentives for utilities to go beyond Commission-approved conservation targets serve to further align customer and utility interests by rewarding the utility for pushing beyond simple compliance with a minimum threshold target when promising new and cost-effective efficiency opportunities present themselves.  
Getting this right in Washington State’s regulatory framework will do much to foster markets in energy efficiency by opening doors much faster to not only new technologies but new market players in the energy efficiency world. 
As discussed earlier, decoupling is not an incentive. Incentives should not be confused with fixed cost recovery (achieved through mechanisms such as decoupling), which is where a utility’s allowed rate of return as it relates to energy efficiency should be addressed. Incentives should be designed to go a step beyond cost recovery, rewarding innovation and performance.  

Details of a Conservation Incentive Mechanism

Issue 6. Categories of Lost Margin Due to Conservation Eligible for Recovery.  Identify which, if any, of the following declines in customer use should be subject to recovery by the utility and how each could be calculated or measured:

a) Margin decline from company-sponsored conservation programs that provide a rebate or that provide direct assistance with conservation-measure deployment (such as site visit evaluation).

b) Information provided by the utility to the customer, such as educational programs, bill inserts, or information on the utility’s website.
c) A company’s share of NEEA regional conservation savings including market transformation that is not counted in the utility’s programmatic or informational efforts. If yes, how can NEEA savings be separated from other conservation savings that occur for the purposes of a cost recovery mechanism?
d) Independent customer conservation efforts (no rebate or direct utility assistance documented). 

e) Conservation due to codes and standards.
f) Elasticity (i.e., heating fewer rooms, lowering thermostat, et cetera). 

g) Substitution, such as switching from electric to natural gas, natural gas to electric, or to other heating sources, such as wood or thermal-solar hot water heaters.

h) Other (describe). 


Comments:

All the factors listed in Issue 6 should theoretically be included in a mechanism to facilitate full recovery of all unrecovered fixed costs. However, some of these factors are difficult to individually measure and attribute savings. PSE supports utilities and non-utility stakeholders working collaboratively to address measurement issues.  
An advantage of decoupling true ups over other types of decoupling mechanisms is that they are relatively simple to calculate and administer because they do not require calculation of the impacts from each of these categories of load reduction.

Utilities, including PSE, currently quantify energy savings from company-sponsored programs as described in item a) and from their share of NEEA as described in item c).  PSE follows a specific evaluation plan that describes the evaluation, measurement and verification (EM&V) protocols that the company will use, which are consistent with standard industry practice. Where possible, the Company uses energy savings as determined by the Regional Technical Forum (RTF). This plan is reviewed with PSE’s external stakeholder advisory group (the Conservation Resource Advisory Group [CRAG]).

NEEA savings are based on a utility’s proportional share of the savings from regional NEEA-sponsored programs, which are already net of utility program impacts using data provided to NEEA by the utilities. PSE further discounts the net savings from NEEA to eliminate any additional errors in the projected savings attributed to NEEA.    

Energy savings from informational or behavior modification programs, such as those included in item b) are more difficult to quantify, but could be measured when documented through an acceptable EM&V protocol. For example, PSE is completing an impact evaluation of its O-Power energy reporting program, which will be reviewed with the CRAG.
Energy savings due to codes and standards (item e) may be quantified by relying on statewide or utility studies of code/standard compliance and a consistent method of distributing the savings between utilities and eliminating any double-counting of savings that may be claimed in other programs. PSE does not currently count any savings from codes and standards, but may do so in the future if an acceptable methodology is developed.

PSE believes that energy savings can be calculated from “substitution” (item g) on a “net energy” basis, where the Btu equivalent of the energy load being reduced is netted against the Btu equivalent of the substitute energy source. PSE currently quantifies and reports savings from its tariffed electric to high-efficiency gas fuel conversion program and for solar thermal projects.

PSE does not explicitly measure the impacts of items d) and f).  These items result in load reductions that contribute to a utility’s inability to fully recover its fixed costs, but are particularly problematic to measure so that savings can be specifically attributed to either of them.  Savings from these categories of conservation may be very intertwined with all the other conservation categories as well as with each other.  As stated at the beginning of this comment, a mechanism like decoupling would obviate the need to separately measure these effects.
A category of conservation that does not seem to fit in items a) – g) is improvement to distribution system efficiency, such as conservation voltage reduction (CVR).  Reductions in distribution system losses will often reduce energy volumes sold to customers. Impacts can be measured at the distribution circuit level where distribution efficiency measures have been implemented.

Issue 7.  Impact of Conservation Incentive Mechanism on Utility Incentives to Encourage Consumption.  If a utility recovers lost margin as calculated by installed conservation measures, does it still have an incentive to encourage customers to use more energy in some other application? Are any utilities promoting the use of more energy by its customers? 

Comments:

The answer depends on the type of mechanism. An advantage of decoupling true ups and SFV pricing is that a utility becomes indifferent to decreases or increases in energy use volume, since recovery of fixed costs is no longer tied directly to the amount of energy sold. A mechanism, such as an LRAM, which is designed to fully recover all revenues that have been lost solely due to conservation addresses one source of revenue fluctuation related to system use, but does not address others. 
PSE does not promote the use of more energy by its customers. In addition to electric energy efficiency programs to reduce electric consumption and natural gas efficiency programs to reduce natural gas consumption, PSE promotes conversion of electric customer end uses to natural gas as an electricity conservation measure. The intent of such fuel conversion is to achieve a cost-effective overall net decrease in energy use, measured on a net energy basis, as explained for Issue 6 g).

Issue 8.  Offsets. To what extent should any recovery of lost margin be offset by revenues associated with new load (sometimes referred to as “found margin”), including:

a. New customers,

b. Additional load for existing customers,

c. Other?

 
Comments:

If a decoupling mechanism is put into place, there is no basis for offsetting unrecovered fixed costs with revenues from the load of new customers or increases in the loads of existing customers (e.g., due to increases in so-called “plug load,” including the potential load associated with electric vehicles). A decoupling mechanism serves both customers and the utility by working in both directions, adjusting up and down reflecting changes of this type.
Additionally, in the case of new customers, the new revenues associated with these customers come with new costs. In theory, PSE’s line extension policy ensures that connecting new customers to the system does not affect the rates of existing customers.  This means that, in theory, the incremental cost associated with serving new customers equals the average embedded cost associated with serving existing customers. In practice, PSE believes that new customers actually cost more to serve. This means that, not only is the load (and associated revenue) of new customers not an offset to the unrecovered fixed costs associated with conservation, it is also a further drag on utility earnings.   

In the case of new “plug load” that might serve to increase a utility’s use per customer, this higher use per customer is necessary to overcome the current long-standing practice of basing rates to recover future costs on costs experienced by a utility more than 2 years earlier (on average, 26 months earlier). When the current approach to developing utility rates came to being (many decades ago), use per customer was increasing. This slowed unit cost growth and made historical test year rates more compensatory. Traditionally, the resulting growth in revenues from new and existing customers helped bridge the gap between revenues and costs created by input price inflation between historic test years and future rate years. Currently, not only is use per customer not growing for PSE, it’s actually declining. This accelerates unit cost growth and serves to widen the gulf between the revenues required to fully recover fixed costs and the actual revenues received through rates.

Sometimes, installation of a conservation measure may result in a customer altering other energy-using behavior. For example, installation of insulation may be accompanied by increased thermostat settings. Conversely, a customer may install a high efficiency lighting system and then take the additional energy-saving step of lowering the number of hours that the lights are left on. Conceptually, both of these effects should be included in a mechanism to fully recover unrecovered fixed costs, but are difficult to measure (see response to Issue 6). Again, decoupling eliminates this issue, as all the factors that decrease and increase loads are combined together.

Issue 9.  Application to Industrial Customers. Should large customers be treated differently than residential or commercial customers with regard to lost revenue recovery or incentives? If, so please explain the rationale for excluding large customers.

Comments:

Large customers take advantage of company conservation programs and receive both direct and indirect benefits from these programs.  Because of their participation in these programs, they contribute to the problem of unrecovered allowed fixed costs due to conservation (lost margin).  Because large customers directly contribute to the problem of unrecovered allowed fixed costs, they should be part of any mechanism that corrects the problem.  Note also that decoupling accelerates adjustments in rates for average use trends that happen anyway under cost of service regulation (COSR). Under COSR, lower sales volumes tend to raise volumetric rates, and rates for industrial customers are usually affected.
If there is an incentive mechanism put in place to encourage a utility to go beyond the target set by the Commission, the large customers would receive both a direct and indirect benefit from those additional conservation savings. Therefore large customers should also have a part in contributing to the funding of such incentives.

Issue 10.  Other Characteristics of an Incentive Mechanism.  What characteristics should an incentive mechanism include?

a. Should it allow the utility to recover an absolute dollar amount? If so, how should the amount be calculated? Should recovery be based on all conservation that occurs over a given period, or be proportional to the conservation that occurs as a result of a utility’s actions?

b. For electric utilities, should the incentive targets be different and greater than the Energy Independence Act (EIA or I-937) targets?

c. Should there be penalties for failing to achieve the incentive mechanism’s target or rewards for achieving only a percentage of the target? 
d. Should there be an earnings test to determine if the utility is over earning?

e. Should the incentive include all customer classes in the target and in the collection of the incentive payments?
f. Are there other complementary rate making policies that should be matched with an incentive mechanism such as a pro forma adjustment to account for lower loads?  Please provide details of any such proposals.
Comments:

a. PSE believes its recently expired Electric Conservation Incentive Mechanism could serve as an example of a reasonable incentive mechanism. Unfortunately, this specific mechanism operated in the absence of a mechanism that fully addressed the utility’s underlying unrecovered fixed cost issue. Incentive mechanisms are less effective without first addressing a utility’s unrecovered fixed costs due to conservation. Once that issue is addressed, PSE believes many reasonable approaches could be constructed to provide an incentive for utility’s to accelerate the pace of their conservation investment.

b. PSE believes that it is reasonable to have the target that the commission approves as part of WAC 480-109-010(4)(c) be the basis for an incentive mechanism target.

c. PSE believes that it is reasonable to have balanced mechanisms that have both rewards and penalties. Currently, additional penalties are unnecessary in an electric incentive mechanism, since penalties are already in place as part of WAC 480-109-050(1); and a penalty-only mechanism is in place for PSE’s natural gas conservation programs.
d. Utilities are provided an opportunity to earn a reasonable rate of return. A utility’s allowed rate of return is neither a ceiling nor a floor for utility earnings, it is an expected value based on the expectation of prudent utility management and normal operating conditions. Absent a conservation incentive mechanism, if the utility is managed efficiently, it may be rewarded with higher returns. Conversely, if it is mismanaged, it may suffer the resulting lower returns. This incentive to operate as efficiently as possible should be preserved under any conservation incentive mechanism.  Tying an incentive mechanism to some sort of hard cap on earnings would be counterproductive in this regard, particularly if the utility was otherwise doing well and being operated efficiently. Therefore, if an earnings test were required, it should be fashioned in such a way that it preserves a utility’s incentive to operate as efficiently as possible.

e. It is PSE’s belief that positive incentives for conservation program performance should include all customer classes for which programs are offered and energy savings are achieved.

f. A pro forma adjustment such as a more forward-looking adjustment delivery volumes for declining average use would be considered “complementary” to any incentive mechanism in the sense it would help utilities deal with the issue of recovery of fixed costs (lost margins). A pro forma adjustment is, by itself, not an incentive mechanism. It should also be noted that a pro forma adjustment like the one proposed by PSE in its 2009 GRC would not entirely take care of the entire amount of unrecovered fixed costs due to conservation. Therefore, in addition to such a pro forma adjustment there would need to be a mechanism to fully recover all unrecovered fixed costs (e.g. such as a decoupling mechanism).

Impact on Rates
Issue 11.  Impact on Various Classes of Customers.  How should the costs of an incentive mechanism be spread among the various rate classes? Are transport customers appropriately protected from a recovery mechanism’s costs? 

Comments:
Incentive mechanism costs should be spread in the same way as each utility’s energy efficiency program costs are allocated.

Regarding transport customers, PSE’s gas transportation customers do not participate in the utility’s conservation programs and are not charged for PSE’s conservation costs through the utility’s Schedule 120 rider. The conservation funding for PSE’s electric retail wheeling customers comes from their contributions to Schedule 120 and are effectively ring-fenced for their use only through PSE’s Schedule 258. It should be noted that Schedule 258 applies to not only PSE’s retail wheeling customers, but also large commercial and industrial customers. The design of PSE’s funding mechanism for these conservation programs was developed jointly with the utility’s large customers, including retail wheeling customers. 

Issue 12.  Impact on Low Income Households.  Should the design of an incentive mechanism consider its impact on low-income customers? Would a lost margin recovery mechanism cause low-income households to bear a higher percentage of system costs?  Are existing utility conservation programs for the residential class accessible to low-income customers? If not, is the relationship between bill impacts and access to programs for low-income equitable? 

Comments:

It should be noted that low-income is not the same as, nor correlated with low energy usage. In fact, quite to the contrary, low-income households in the PSE service area consume the same amount of energy as an average household. It should also be noted that the only identifiable group of low-income customers are those that have received bill assistance from the utility. There are no current facts that show that full recovery of fixed costs would cause any specific group of PSE customers to bear any extra undue burden. If a mechanism to solve the problem of unrecovered fixed costs were to cause an disproportionate impact on low-income customers, this issue could be remedied in various ways, such as enhancements to the bill assistance program.  Potential effects on low-income customers are not a reason to reject implementation of a recovery mechanism.
Issue 13.  Impact on Utility Incentives.  Does the recovery of lost margin from conservation provide an incentive for the utility to control costs? What is the incentive to minimize purchased gas adjustment (PGA) costs (within some risk level) if the utility is compensated for any decline in sales from conservation? 

Comments:

Allowing the full recovery of unrecovered fixed costs associated with conservation does not affect a utility’s incentive to control its costs. Once a utility’s rates are set, it has an incentive to control costs, regardless of whether or not it is being allowed to recover unrecovered fixed costs due to conservation. Cost reductions increase potential earnings under either situation. 
The same can be said for PGA costs. The utility’s incentive to minimize PGA costs (within some risk level) would remain unchanged if the utility were compensated for a decline in sales due to conservation.

Relationship of Incentives to Conservation Mandates
Issue 14.  Impact of Conservation Mandate in I-937.  In light of the legal requirement for an electric utility to pursue all available conservation that is cost-effective, reliable and feasible under I-937, is it appropriate to provide an incentive to electric utilities for conservation? 

Comments:

While this issue appears to be about incentives to conservation rather than unrecovered fixed costs, the question of legal requirements has been raised with this issue. Because the legal requirement question has been raised, it is important to note that the law (RCW 19.285.050(2)) specifically states that “An investor-owned utility is entitled to recover all prudently incurred costs associated with compliance with this chapter.” It should also be noted that RCW 80.28.020 requires that the Commission fix rates that are just, reasonable and compensatory. Since Unrecovered Fixed Costs are, in fact, costs, then investor-owned utilities are therefore entitled to recover all of them.

As a baseline, a utility must be allowed to fully recover its unrecovered fixed costs resulting from complying with WAC 480-109-010(4)(c). This should not be considered an incentive, rather, an appropriate regulatory treatment. An incentive to go beyond compliance levels is appropriate to encourage utilities to accelerate their energy efficiency acquisitions if that is possible and cost effective above their Commission-approved target (due to a technological, program or marketing innovation, for example) rather than hold with the established Commission-approved target until the next target-setting cycle. An example of this would be Puget Sound Energy’s pre-rinse spray head initiative, which was launched mid-program planning cycle because of its extreme cost effectiveness.
Incentive regulation is a sensible complement to a law that requires all cost-effective conservation.  Decoupling, by removing disincentives to promote conservation, encourages the utility to search more energetically for optimal conservation programs and in the process simplifies regulatory oversight.

As acknowledged by Issue 15, the commission may consider providing positive incentives. PSE believes that a balanced approach of providing incentives for good performance as well as penalties for shortfalls is in the public interest. 
Issue 14.5. State greenhouse gas emission reduction goal (70.235.020). How would removing the linkage between the number of kilowatt hours sold and financial returns for utilities impact the state’s ability to meet its statutory greenhouse (GHG) emission reduction limits (RCW 70.235.020)?  

Comments:

Aligning customer and company interests behind energy efficiency, and therefore greenhouse gas reductions, would have the same positive impact on greenhouse gas reductions as it would on energy efficiency savings. It allows a utility to embrace and encourage innovation in conservation not only within its own operation, but from wherever it arises. The power of an organization’s culture being defined by a progressive and creative versus a compliance mentality should not be underestimated.  Examples of this are initiatives by non-utilities such as Microsoft, Google and McKinstry as well as community energy efficiency efforts.

Issue 15.  Incentives to Exceed I-937 Targets.  Under the EIA, the Commission may consider providing positive incentives for an investor-owned utility to exceed the conservation targets established in RCW 19.285.040. Do ratepayers benefit from encouraging the utility to pursue conservation that is not cost-effective and therefore beyond its target? 

Comments:

Please see PSE's comments to issue 14.  PSE notes that the phrasing of issue 15 incorrectly presupposes that any conservation achieved above and beyond the conservation targets projected pursuant to RCW 19.285.040 would necessarily not be cost-effective.  It must be recognized, for example, that innovation is moving forward at a rapid pace, and utilities should be encouraged to be vigilant for opportunities to seize upon promising developments that were not contemplated in the previous target-setting process. It should also be recognized that utilities may uncover opportunities to accelerate the acquisition of cost-effective conservation beyond the commission-approved target.
Issue 16.  Impact of Disincentive.  As investor-owned electric utilities currently acquire more than their share of the Northwest Power and Conservation Council’s (NPCC’s) assessment of conservation potential, does a disincentive to encourage conservation actually exist? 

Comments:

Performance of utility energy efficiency programs relative to the NPCC’s assessment of conservation potential is not indicative of whether or not a disincentive for conservation exists. By design, the NPCC’s assessment is a regional view, not utility-specific. As each utility’s circumstances are different, it is possible and reasonable for a utility to acquire a level of conservation savings that is different than its proportional share of the NPCC’s regional conservation potential. Even if a utility has historically achieved more conservation than its share of the NPCC’s potential, this does not mean that unrecovered fixed costs do not exist or that such a performance level is sustainable into the future.

Issue 17.  Natural Gas Planning. Does the lowest cost mix of resources described in WAC 480-90-238(2)(a)-(b) (natural gas integrated resource planning) require a gas utility to pursue all cost-effective conservation, i.e., conservation that has costs equal to or less than supply side resources? 

Comments:

PSE’s belief has been that "least cost" plan means demand-side resources that cost less than the supply-side alternatives are part of the least cost solution, although there are different methods for calculating "least cost", such as avoided costs or direct portfolio analysis. 

Evaluation, Measurement and Verification
Issue 18.  Use Per Customer as a Metric. Is use-per-customer for individual rate classes a useful metric for identifying conservation effects? 

Comments:

Changes over time in weather-normalized use per customer would be a way to measure all non-weather-related changes in consumption, but would not separate the effects of the various factors that may cause energy use to increase or decrease, and would certainly not be a way to separately identify or measure the specific effects from conservation.
Issue 19.  Load Forecasting.  Load forecasting is a key input for calculating conservation effects. How can load forecasting become more reliable? How does conservation get accurately incorporated into a company’s load forecast?
Comments:

PSE finds the first comment confusing, as calculating conservation effects would seem to be more of an “after-the-fact” exercise rather than something that is forward-looking.  Nevertheless, conservation effects can be forecast and PSE agrees that understanding the relative effects of this conservation requires a reliable baseline load forecast against which the forecasted conservation can be compared. To produce reliable load forecasts and accurately incorporate conservation into load forecasts, utilities should use state-of-the-art methodologies to produce such forecasts. PSE believes its load forecasts meet this criteria. A high-level explanation of PSE’s approach to load forecasting is provided below. 

To produce forecasts of energy demand PSE employs econometric models that use historical data to explain changes in energy use per customer (UPC) and customer counts. 

In the econometric forecast models, electricity and gas are assumed as inputs into the production of various economic activities. To forecast UPC and customer counts, customers are divided into classes that use energy for similar purposes and at comparable retail rates. These classes are modeled separately using variables specific to their usage patterns.

Significant inputs to the various class forecast models include, but are not limited to: information about regional and national economic growth, demographic changes, weather, prices, and seasonality. The forecasts of use-per-customer and customer growth at the class level are combined to create the forecast of class loads. Known large load additions or deletions, such as changes to major accounts, are added to the class load forecast.

Finally, the class load forecast is reduced by the current forecast of conservation at the class level, based on estimates from the most recent Integrated Resource Plan.

Issue 20.  Methods for EM&V.  Should the Commission establish a method, or general guidelines for an evaluation, measurement and verification (EM&V) methodology?

a. What role should a third party evaluator of EM&V play?

b. Are EM&V methods accurate enough to use the history of individual customer usage as the basis for determining the payments in an incentive mechanism?

c. What role should the Regional Technical Forum play in EM&V issues? 

Comments:

PSE feels that EM&V responsibility should remain with utilities, coupled with review and input by each utility’s stakeholder advisory group. PSE supports utilities and non-utility stakeholders working collaboratively to address EM&V issues, including standard methods and guidelines, which may be more efficiently addressed at the state level. Any such framework should have the flexibility to accommodate individual utility situations, and not apply a rigid “one size fits all” approach.  

PSE also reiterates that adoption of a decoupling mechanism would eliminate the need for elaborate EM&V requirements for the purpose of determining recovery of allowed revenues, because it would not require calculation of separate conservation impacts.

a. PSE does not oppose use of a third party to assess utility EM&V practices and procedures, nor to conduct EM&V studies themselves. In fact, PSE currently makes extensive use of third parties to conduct much of its program evaluations and is the process of selecting a third party consultant to conduct an “evaluation of evaluation” that will provide recommendations on PSE’s EM&V process.  However, PSE notes that EM&V can also be effectively carried out by a utility’s in-house staff following acceptable protocols, practices, and oversight.  PSE believes that the development of  acceptable methods or guidelines for EM&V are more important than proscribing who should do the work.
b. History of customer usage is not always the most appropriate basis for evaluating program impacts. Some measures, such as lighting, may be more appropriately evaluated and verified using other methods, such as metering the hours of light operation, rather than bill history analysis. Regardless of the specific method, PSE firmly believes that the EM&V practices and procedures collaboratively established by a utility for the purpose of determining energy savings for resource planning and acquisition, WAC 480-109 compliance, as well as other reporting purposes, is also an adequate standard for determining the payments in an incentive mechanism. Two sets of standards are unnecessary.

c. PSE believes that the RTF should continue to play a key role, particularly with respect to vetting and establishing “deemed” savings for measures in wide use throughout the region. The RTF does not replace a utility’s EM&V responsibility and function, nor does it replace a stakeholder advisory group, although it may be an important element of a utility’s EM&V strategy. 
Issue 21.  Impact on Cost-Effectiveness of Conservation Measures.  If lost margin is recovered in rates, should the cost be included in the cost-effectiveness test?  How much would the inclusion of those costs decrease the amount of conservation achievable under the cost-effective threshold? 

Comments:

Unrecovered fixed costs are indeed costs that need to be considered by the Commission. Unrecovered fixed costs are a function of cost recovery practices that result in utilities not having a reasonable opportunity to earn a fair rate of return. The Commission approves conservation savings targets, but then fails to acknowledge those sales won't occur when calculating rates. The nature of lost margin costs is one of failure to allow utilities to recover fixed costs. It is not related to a bias in total resource cost tests. Thus, incorporating lost margins in a total resource cost test does not solve the underlying inequity posed by such cost recovery policies.
Including lost margins on the cost side of the conservation equation would simply put downward pressure on the amount of conservation that appears cost effective. The new, lower level of "cost-effective conservation" in this case would still have the same inherent problem of lost margins.  
Lost margins are unrecovered costs that the commission has acknowledged as real and policies should be adopted to allow utilities a reasonable opportunity to earn a fair return. The genesis of lost margin costs is not in the benefit-cost analysis, thus neither is its solution. Including lost margins would simply artificially reduce the conservation that appears cost effective, which would increase total system costs. PSE does not support including lost margins in the benefit cost analysis, when other methods would allow for full recovery of these unrecovered fixed costs.
Relationship of Conservation Incentives to Utility Return on Equity
Issue 22.  Effect of Incentive Mechanism on Allowed Return on Equity. Should adoption of an incentive or lost margin/decoupling mechanism require a downward adjustment in the utility’s return on equity? 

Comments:

An incentive mechanism or a lost margin/decoupling mechanism does not materially impact a company’s business risk, therefore should not, a priori, require a downward adjustment in the utility’s return on equity. A utility’s return on equity is a function of many factors and is routinely addressed separately as part of the cost of capital discussions in a utility’s GRC. There is no need to create a duplicative process. Furthermore, PSE notes that, with the growing number of utilities with these mechanisms, proxy groups of utilities with decoupling (and similar) mechanisms are becoming easier to develop.  (See attachments D and E)  This obviates the need for the ad hoc adjustments that may have been more common in the past.
Issue 23.  Incentive Rate of Return. Should a utility’s rate of return be increased for sponsoring and administering conservation programs? If so, please explain. Should a utility earn a return on monies collected from ratepayers to fund its conservation programs? If so, please explain. Would the amount of energy efficiency offered by the utility increase under either of the above circumstances? 

Comments:

PSE believes that offering an incentive rate of return for rate based conservation could be one way of motivating utilities to be innovative and progressive in seeking to accelerate the pace of their conservation investment (assuming the unrecovered fixed cost issue is first addressed). Indeed, there is precedent in Washington State statute in this regard.  
Other Issues
Issue 24.  Other issues. Comment on any other issue relevant to this inquiry that is not covered above.

Comments:

Alternative Conservation Delivery Mechanisms

Some parties have suggested that the concept of an “Energy Trust of Oregon” model of delivery would solve the problem of unrecovered fixed costs. However, regardless of which entity delivers the conservation programs, there will continue to be unrecovered fixed costs, In fact, one would only need to look back to Oregon to see that even though there is the Energy Trust of Oregon, there is also the implementation of decoupling in Oregon. 

Suggested Rule Language

The Commission should memorialize the ability of a company to file a mechanism into its rules.

Suggested Rule Language:

WAC 480-100-xxx.

Upon application of an electrical or gas company, the Commission shall approve rate adjustment mechanisms to: (i) provide full and timely recovery of all prudently incurred cost-effective expenditures for conservation; and (ii) ensure that utilities recover nonfuel revenue requirements that would have been recovered absent conservation savings.

PSE appreciates the opportunity to present its viewpoint on this issue list and looks forward to further discussions on this topic. Please direct any questions regarding these comments to Eric Englert at (425) 456-2312 or the undersigned at (425) 462-3495.

Sincerely,

/s/ Tom DeBoer



Tom DeBoer

Director – Federal & State Regulatory Affairs
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