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Decoupling

There is a vast literature on “decoupling.”  We recommend in particular Aligning Utility Incentives with Investment in Energy Efficiency, a Resource of the National Action Plan for Energy Efficiency, November 2007, and Decoupling For Electric & Gas Utilities; Frequently Asked Questions, National Association of Regulatory Utility Commissioners, September 2007.  This extensive literature reflects that “decoupling” is not a new regulatory issue, but has been debated for decades.  It remains divisive and is currently a litigated issue in utility rate proceedings in the Northwest.  In this context, the Subcommittee was unable to reach consensus recommendations on central questions.
Questions
1.
Do current state statutory/regulatory structures for acquiring cost-effective energy efficiency and conservation (“conservation”) strike the right balance between utility/shareholder interests and customer interests (or align these interests to the extent they do not conflict)?

2.
Should state regulators and utility boards remove any remaining linkages between utilities’ financial condition and energy consumption and, if so, can these linkages be broken without adversely affecting customers’ financial incentives to reduce their energy use and without either shifting risk between or increasing risk to either the utility or customers?

3.
Should state regulators provide investor-owned utilities with an opportunity to earn a return on conservation investment and/or income related to an increase in customers’ energy efficiency and should utility boards adopt financial and recognition incentives for the utility managers and employees to reward achievement of energy efficiency goals?
While There Is Disagreement on the Recommendations, the Members of the Subcommittee Substantially Agreed on the Following Points:
Under many current regulatory practices, utilities charge rates in which a 
substantial portion of fixed costs are recovered in rate charges that are a function of consumption.  If conservation measures within a rate period reduce consumption, then the fixed costs recovered in rates during that rate period may fall short of the authorized fixed costs.  Absent other regulatory constraints, this risk may create a disincentive for the utility to support and implement cost-effective conservation measures and an incentive to increase consumption.
Utility conservation activities may go beyond utility-sponsored conservation 
measures, and include outreach and support for customer-financed conservation and distributed renewables; legislative support or opposition for changes in codes, equipment and appliance standards; support for public awareness and education campaigns; collaboration and support for NEEA and/or the Oregon Energy Trust; research and development; support for rate designs that can have an impact on customers’ usage and conservation efforts, etc.
There is an additional potential disincentive in the regulatory treatment of utility 
expenditures for conservation as compared to utility investment in generation, if the utility is unable to recover its prudently incurred costs for conservation or to earn a return on such investments.
The states and local entities with jurisdiction over utilities in the Northwest have 
not taken a uniform approach to address the utility’s “disincentive” to support conservation.  For example, in Oregon, the Energy Trust is funded by ratepayers and assumes the responsibility for marketing, funding incentives, and verifying conservation.  In Washington, under I-937, most utilities have an obligation to obtain all cost-effective conservation or pay penalties. Therefore, each utility faces varied incentives and disincentives with regard to its support for conservation activities, depending upon its current regulatory treatment.

To Frame the Discussion of Potential Regulatory Responses to the Utility “Disincentive”, the Subcommittee Identified the Respective Interests of the Utilities/Shareholders and Customers.  These Interests Are In Some Cases Stated Broadly, i.e. Interests Beyond Those Affected Only by the Conservation “Disincentive” Issues.  This Reflects that Many Issues – Not Just Conservation – Enter into the Regulatory Balance Between Utility/Shareholders and Customers.

Utility/Shareholder Interests
1.
Timely recovery of all costs prudently incurred to help customers conserve and manage energy and increase the energy efficiency of their structures, equipment, processes, and appliances, including customer education and programs that provide incentives for specific, cost-effective customer energy efficiency investments.

2.
An opportunity to recover the costs incurred in providing utility service that the utility has an obligation to provide to all customers within its service territory, through billing determinants that provide a fair (even risk of achieving or not) chance of such recovery.  Ideally, the billing determinants should align with, rather than run counter to, public policy as it exists from time to time.  Moreover, if public policy changes increase the risk that load will not be as forecasted in ratemaking process (e.g., such as frequent increases in the stringency of building codes), recognition of that increased risk to return to a fair chance of cost recovery.

3.
For investor-owned utilities, an opportunity to earn income, such that they can continue to obtain capital on attractive terms.  If public policy favors investment in demand-side, in addition to supply- side and delivery investment, investor-owned utilities would like an opportunity to earn income related to such demand-side investments.

4.
For publicly-owned utilities, utility management and personnel may benefit from financial and recognition incentives associated with successfully obtaining demand-side resources, which may cause rates to rise even as bills fall.

5.
Customers that are partners, rather than adversaries, in public policy forums regarding energy efficiency and distributed generation on the customer side of the meter.

Customer Interests
1.
Low rates and bills – Conservation should be evaluated in the utility’s Integrated Resources Plan (IRP) and to the extent that the IRP shows that conservation is the lowest-cost “resource” option, then it should be acquired.  Ratepayers need verification that ratepayer funds have produced MWH savings.

2.
Rate structures – Customers should be rewarded for reduced usage due to its conservation efforts.
3.
Regulatory changes must be specific to the problem – Regulatory changes that would guarantee recovery of fixed costs if utility-sponsored conservation causes actual sales to fall below forecasted sales should not be a vehicle for shifting other costs and/or risks to customers.
 4.
Fair rate of return – To the extent that the utility is guaranteed fixed cost recovery due to actual sales differing from forecasted sales without regard to the cause (i.e. beyond just conservation), then there should be a corresponding adjustment in its return.

5.
Surplus Sales - Utility revenues on surplus sales – including any utility share of benefits under an adjustment clause – must be addressed in any “decoupling” mechanism.
Actual/Potential Statutory/Regulatory Approaches

As noted, there are a variety of methods currently in place or under consideration 
to increase conservation.

IRP.  Requires utilities to identify and include all cost-effective conservation in their IRPs 
and, if necessary, to seek authority from PUC to acquire such conservation – e.g., Oregon SB 838 for residential and commercial conservation not expected to be captured under the current funding level of the public purpose charge.

Mandate.  Require utilities to acquire all cost-effective conservation identified or pay a 
penalty (e.g. Washington I-937).

Independent Third Party.  Ratepayers fund a third party to provide financial incentives and promote conservation, with the utilities excused from separately funding the conservation measures or allowed to continue conservation efforts as a “partner” with the third party (e.g. Oregon public purpose charge and Energy Trust with SB 838 changes).

Rate Design.  Recover all fixed costs in a “customer charge” – which are not a function of usage – so fixed cost recovery is assured without regard to sales volumes; Inverted Block Rates that provide greater incentives (savings) to customers for reduced usage.

Recovery of “lost margin” due to utility-sponsored conservation.  Authorize PUC to establish a true-up limited to lost fixed cost revenues due to utility-sponsored conservation (and not other factors such as weather or economic conditions).  MWH savings and revenue “losses” must be verified.

Fully “decouple” revenues from sales.  Actual fixed cost recovery trued up to the authorized level used in setting rates at forecasted sales level, without regard to whether the cause was “lost” sales due to conservation or other factors.

Recovery of Costs.  Authorize collection of all prudently incurred costs for cost-effective conservation expenditures by the utility on a contemporaneous basis through a tariff rider mechanism.  I-937 in Washington explicitly states that an IOU “is entitled to recover all prudently incurred costs associated with compliance” with the conservation mandate.

Capitalize Conservation Costs.  Authorize the utility to capitalize costs of conservation measures rather than expense them.

ROE on Conservation “Investments”.  Allow utilities a return on efficiency and conservation investment – not just expensed as a cost – like a supply-side investment.

“Incentive” ROE.  Allow PUC to authorize an “incentive” ROE for conservation investment.

Shared Savings Mechanisms.  Allocate net savings from cost-effective energy efficiency programs equitably among utilities and their customers.

Recommendations
The Subgroup members are able to support one recommendation and to outline two additional proposals, as alternatives for further discussion.  The outlines include a statement of Pros and Cons, largely drafted by the proponents on each side of the proposals.

Consensus Recommendation #1 – A Voluntary Decoupling Pilot for a Publicly-Owned Utility
Proponents of decoupling for publicly-owned utilities believe that decoupling would reduce their financing costs, yielding savings that could be passed through immediately to customers, while at the same time protecting against any adverse short-term financial effects from aggressive energy efficiency initiatives.  We recommend that the Task Force offer to assist the Northwest public power community in testing one or more decoupling mechanisms to determine whether such savings can be achieved, following consultations with the financial community and other interested parties.

Value Added.  To our knowledge, decoupling has not been implemented by any publicly-owned utility in the Northwest.  As non-profits and, in some cases customer-owned, the application of decoupling to publicly-owned utilities may present different issues and benefits than application of decoupling to IOUs.  A pilot potentially could inform for future decisions by other publicly-owned utilities.
Implementation.  The pilot would be designed and implemented by a self-selected, voluntary publicly-owned utility.

Support.  Broad support as a voluntary pilot.

Alternative Proposal #2A – “Full” Decoupling  (The advocates for “full” decoupling did not elect to propose “partial” decoupling as an alternative.)
This proposal is that utilities and their regulators consider whether full decoupling is necessary to achieve all cost-effective conservation and is an appropriate balance of utility and customer interests.

A “full” decoupling mechanism is a periodic rate adjustment to a rate class up or down in an amount that is calculated to recover the utility’s authorized fixed charges from that class that are recovered through volumetric rates.  The adjustment is used to true up fixed cost recovery due to differences in the class’ aggregate per-customer usage for any reason, including utility- and non-utility sponsored conservation, changes in codes and standards, change in usage patterns, weather or economic conditions, etc., that were not anticipated in the initial rate setting process.  Decoupling does not provide an incentive for the utility to promote conservation, but it removes the disincentive.
The mechanism may or may not include an adjustment for new customers, depending upon a judgment of whether new customers’ per-customer usage and incremental fixed cost is significantly different than existing customers’ usage and embedded fixed cost.  Another option is to treat new customers as a separate class.

The adjustment can be made annually, except for the case where weather is included.  Changes in per-customer usage due to weather can be normalized out and not included in the adjustment.  If usage changes due to weather are included, it is best to adjust rates the concurrent month, in real time, so to speak, as is done by NW Natural.  If the adjustment is not concurrent, a warm period followed by a cold one can have the unintended consequence of increasing bill volatility.  Concurrent monthly adjustments take a somewhat sophisticated billing system that some utilities do not yet have, however.

Pros

· In response to higher generation and fuel costs and potential CO2 regulation, the Northwest needs to increase its efforts to capture conservation.  To be assured that the utility has no disincentive and a positive financial incentive to capture all conservation, regulation must change to assure timely recovery of conservation costs, removal of financial disincentives, and an earnings opportunity on conservation investments.

· Full decoupling eliminates under-recovery and over-recovery of a utility’s authorized fixed costs; thus removing much of the incentive to increase per-customer loads.  It does not alter any incentive to hook up new customers.  It makes the utility neutral toward free riders and conservation due to tighter codes and equipment and appliance standards.
· With full decoupling, a utility can promote conservation, energy management, energy efficiency and distributed generation – whether through its own or a third party’s programs or through codes, standards, and education – without concern of failing to fully recover its commission-authorized fixed costs.
· The utility can adopt different and new rate designs to increase the rate of return customers investing in energy efficiency receive – inverted rates, for example – without concern that the designs either will reduce consumption or be more difficult from which to produce an accurate load forecast.

· Reduces utility risk and revenue volatility, so may result in better credit ratings and a reduced cost of capital that will benefit customers.

· Including the weather adjustment is an important way to reduce, by swapping, both the utility’s risk of mild weather and the customers’ risk of severe weather.

Cons

· Shifts non-conservation-related risks to customers.  Those include the risk of changes in usage due to weather, technology and economic conditions.
· “Full” decoupling is too blunt a tool to address the concern of a revenue shortfall within the rate period due to conservation.  “Full” decoupling – by its terms – insulates the utility from under-recovery of fixed costs due to causes beyond conservation – including economic downturns.  This is a fundamental shift in regulatory policy far beyond what is needed or justified by the utility “disincentive” to implement or support conservation.

· There are other means to address the “disincentive”.  In addition to the Oregon Energy Trust or I-937’s mandate, “partial” decoupling would true-up fixed cost recovery for any within rate period losses due to utility-sponsored conservation.  This measure is targeted at the “problem” and does not overreach.
· The advocates for “full” decoupling contend that “partial” decoupling is not workable because it is difficult to administer and difficult to verify usage reductions and energy savings.  But the ETO administers and measures the savings of its programs.  Moreover, if the savings are not measurable and verifiable, how can the commission determine whether the conservation expenditures were prudent?
· “Decoupling” does not separate a utility’s financial interests from customer consumption.  Because decoupling only operates within a rate period, the utility still benefits from long-term load growth.

· “Decoupling” could exacerbate economic downturns.  For example, there have been recent industrial plant closures/reductions on PGE’s system due to the economic downturn.  Full decoupling within this limited rate class would shift the cost of under-recovery to other businesses already struggling under the economic downturn.
Value Added.  Proponents believe that full decoupling is necessary – even in jurisdictions with other measures such as ETO and I-937 – to capture all cost-effective conservation.  Proponents believe that the potential value of implementing decoupling outweighs any risks to customers and that the region cannot afford to continue to debate this issue but must act in response to higher supply-side generation costs and CO2 costs.

Implementation.  Proponents believe there is authority for state PUCs and publicly-owned utility Boards to adopt full decoupling.  A uniform approach would require state legislation.

Support.  There are differing views on the value of decoupling within the current regulatory framework and its impact on the balance of utility and customer interests beyond conservation issues.  For these reasons, there will be strong support for and opposition to this proposal.


While no vote was taken, an apparent majority of the Subgroup members supported this proposal.  However, membership in the Subgroup was self-selecting and the make-up may or may not reflect the relative levels of support or opposition to this proposal in the legislative, PUC or Board forums.

Alternative Proposal 2B– Evaluate Currently Evolving Mechanisms 
This proposal acknowledges that, in principle, decoupling can change the incentives for utilities regarding conservation and efficiency.  It also acknowledges that decoupling shifts risks from the utility to customers; decoupling is not the only means to address the utility “disincentive” issues; and in the Pacific Northwest there are already many public policies in place and evolving that provide incentives for utilities or third parties to achieve conservation.  In this context, it is unclear what decoupling would add.  Decoupling, if imposed, must complement the policies already in place.


Generally, under this proposal, the Council would analyze how much more conservation could be achieved with expected changes in cost-effectiveness levels, with mandates under I-937 in Washington, pilot programs in Idaho and elsewhere, and other factors.

Pros
· The current incentive structure includes:

-
I-937 in Washington which requires the largest utilities with almost 90% of the statewide load to acquire all cost-effective conservation.  The covered utilities must develop a conservation plan by January 1, 2010 that explains how they compute their conservation potential and what actions they will take to realize it.  IOU plans must be approved by the WUTC and IOUs are granted cost recovery for expenditures related to these conservation acquisitions.  Utilities that do not reach their targets may be fined.
-
The latest Puget Sound Energy rate case provides for rate incentives for meeting current (pre-I-937) targets.

-
The Oregon Energy Trust structure separates utility spending from program implementation.  Because the utility money is turned over to the ETO for implementation of conservation programs, the incentive to under-perform is removed from the utility while the ETO is evaluated in a public oversight process.

-
BPA provides a rate credit and program support for its customer utilities.  

-
There are decoupling pilots under way by Idaho Power and gas utilities in other states.

· The “status quo” is dynamic; as generation costs increase – due to fuel costs, carbon restrictions, etc. – the amount of conservation that is cost-effective will increase and amounts captured under the current measures will increase.

· According the NW Power Council, as a region we are exceeding its targets for cost-effective conservation for each of the last several years.  
· While promoting/requiring greater cost-effective conservation is broadly recognized as necessary, there is a diversity of approaches among the jurisdictions.  This regulatory diversity has value. 
Cons

· This approach simply maintains the status quo and is not an adequate response to the need to increase our efforts to capture conservation.
· Utilities that are not required to achieve high levels of conservation under current law (I-937, Oregon Trust, etc.) will continue to have a disincentive to invest in energy efficiency as each kWh or therm saved will result in under-recovery of the utility’s fixed costs.  The parts of the region that are not required to achieve high levels of conservation may continue to achieve the level of energy efficiency that it has historically achieved, given that much of this time, utility revenues and financial health remained linked to energy consumption but will not achieve more.  Electricity loads will continue to grow in those parts of the region that are not already required to achieve high levels of conservation, pushing those parts of the region into ever more expensive supply side resource, transmission and distribution investments.

Value Added.  Proponents believe that regulatory diversity has value and there are many current measures addressing the utility “disincentive”.  Full decoupling would fundamentally change the regulatory balance between the utility and customers and is promoted – in part – not to address conservation issues but as a vehicle to assure full fixed cost recovery without regard to the cause of any shortfall.

Implementation.  Allow each state, PUC and public-owned utility Board to address the utility’s “disincentive” in an appropriate manner consistent with existing legislative and local concerns.

Support.  There are differing views on the value of decoupling within the current regulatory framework and its impact on the balance utility and customer interests beyond conservation issues.  For these reasons, there will be strong support for and opposition to this proposal.
Cost Recovery/Earnings Opportunity

The Subcommittee discussed but did not make any specific recommendations on 
the cost recovery/earning opportunity for conservation expenditures.

Capitalize utility investment in energy efficiency – “Earnings Equivalence”:  Under 
this approach, an investor-owned utility would capitalize the cost associated with incentive programs for structural, equipment, appliance and process efficiency improvements and amortize those over some period of years, earning its cost of capital on the unamortized balance.  As a variation, the Commission could allow the utility a higher cost of capital than that allowed for supply-side investments.

Pros

· Treats utility investment in demand-side resources in a manner equivalent to supply-side resources.
· Can condition the level of recovery based on level of kWh or therm savings achieved.
Cons

· Rewards expenditures, not results, unless energy savings are verified and are in line with forecasted results.
· Incentive return would increase costs to customers.
Offer utilities an incentive keyed around specific achievements:  Under this approach, 
the Commission for investor-owned utilities and Boards for publicly-owned utilities would design an incentive to reward achievement of specific goals, such as verified energy savings goals reached and/or total net benefit created through the combination of savings achieved and cost to achieve them (often called shared savings).  For investor-owned utilities, this approach could be incentive only or incentive/penalty, with penalties arising for failure to meet certain baseline levels of savings or net benefits.  For the manager and employees of publicly owned utilities, it would be unlikely to include penalties.

Pros

· Rewards results not expenditures.

Cons

· May be administratively burdensome; with contentious proceedings on such issues as the level of verified savings.
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