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This testimony represents the joint comments of the Oregon Office of Energy, the Citizens' Utility Board of Oregon, the Natural Resources Defense Council, the Community Action Directors of Oregon, and the NW Energy Coalition (The Joint Parties). The witnesses for these organizations are, respectively, Phil Carver, Bob Jenks, Sheryl Carter, Debra Kennedy and Steve Weiss. Witnesses’ business addresses and qualifications are in Joint Parties 101. Together we represent residential, especially low-income, customers of both utilities, environmental advocates and Oregon's energy office. Our organizations strongly support a rate design mechanism that breaks the direct link between a utility’s financial health and the number of kilowatt-hours or therms it sells. Severing this link (decoupling) is a means to reduce the volatility small consumers’ bills, and to remove utility incentives to promote load growth (and disincentives to promote energy efficiency and other distributed resources), while continuing to provide good volumetric price signals to users. We commend Portland General Electric and Northwest Natural Gas (PGE & NW Natural, or the Companies) for making these filings, and much of our testimony will support that endorsement. However, we do have some limited reservations concerning the design of the propose mechanisms. We will also address the questions posed by Staff in its August 21, 2001 Commission meeting report.

Traditional Ratemaking:  Price Cap Regulation 

All ratemaking regulation provides utilities with incentives or disincentives to behave in a certain manner. Ideally, utilities should be rewarded based on how well they meet their customers’ energy service needs.  The Companies’ current rate design does not do this, and instead places the focus on commodity sales, tying the companies’ recovery of fixed costs directly to commodity sales.  This system of regulation encourages increased use and discourages even the most economical investments if they are likely to reduce throughput. As sales go down, the companies’ shareholders lose dollars with every unsold kilowatt-hour.  Under this system, capacity expansion is the primary response to projected load growth - to the exclusion of investments in energy efficiency, peak load pricing and distributed energy resources.  This is economically inefficient because there is a disincentive to choose the least-cost mix of options to provide energy service or to encourage such investments by customers.

Current regulation also has the effect of magnifying weather and business cycle risks and volatility to both the utility and to small ratepayers. During periods of higher than average usage caused by weather extremes, low commodity prices or economic boom, customers overpay fixed distribution costs, and utilities earn more than their projected return on equity (ROE), essentially a windfall completely unrelated to the utility's behavior. Conversely, with mild weather, high commodity prices, or during more difficult economic times, consumers reduce usage and their payments fall short of covering approved fixed costs.  The utility suffers a loss, again not connected to the utility's actions. 


This structure is particularly difficult for low income customers. During cold winters, for example, they must struggle with paying energy bills which are needlessly inflated by the current rate structure. Low‑income households spend a higher percentage of their annual income on energy costs and face dramatic reductions in their budgets for food, housing, medicine, and other necessities. In warmer winters they can more easily handle their utility bills, and the underpayment contained in their bill is not as much of a benefit. In addition, because their shareholders are harmed by reductions in usage, utilities have a disincentive to adequately fund low-income weatherization programs that could help these customers reduce their energy burden.
We are cognizant of the fact that weather, commodity price and business cycle risks have traditionally been borne by both utilities and customers.  Risk is often a valuable tool to incent parties to take actions to reduce their exposure, so should not always be eliminated. However, random risks which are not in anyone's control serve no other purpose than to raise costs, and if they can be reduced without shifting to other parties, it is in everyone's interest to do so.   

It is also important to note that these risks are not symmetrical in Oregon’s regulatory system. A business cycle that increases demand and results in over-payment impacts an individual company whereas during the downside of a recession, utilities use deferred accounting and rate cases to protect themselves. Other customers have no such ability. 

Decoupling:  Revenue Cap Regulation

Breaking the link between the utility’s commodity sales and revenues removes both the incentives to increase electricity sales and the disincentive to run effective energy efficiency programs or invest in other activities that may reduce load. Decision making then refocuses on making least-cost investments to deliver reliable energy services to customers even when such investments reduce throughput. The result is a better alignment of shareholder and customer interests to provide for more economically and environmentally efficient resource decisions. A decoupling mechanism is able to do this much more successfully and comprehensively than other proposed alternatives such as a shift to fixed customer charges, more frequent rate cases, or lost revenue adjustments (discussed below). 

While decoupling removes the disincentive to invest in energy efficiency, additional incentives or mechanisms such as a system benefits charge are necessary to promote active investment in publicly beneficial levels of energy efficiency, low income services and renewable resources. SB1149 provides such a mechanism to PGE, and NW Natural proposes one in this proceeding. 


As an added benefit, breaking the sales-revenue link streamlines the regulatory process for rate adjustments. Contention over sales forecasts consumes extensive time in every rate case. If the sales-revenue link is broken, these forecasts have no economic impact, so the incentive to game forecasts of electricity sales is removed and rate cases become less adversarial. Decoupling can improve the efficiency of the regulatory process by minimizing ratemaking disputes.


Finally, decoupling distribution revenues from throughput reduces the volatility and risk of weather and business cycle variability to both customers and the utility. The decoupling proposals in this filing smooth out over- and under-collections due to these factors for both parties.  One can argue that such risks serve a purpose to incent smart behavior in the utility's commodity responsibility, but this filing affects only how the companies collect mostly fixed or customer-dependent distribution costs. As discussed in the previous section, exposing utilities and customers to weather and business volatility serves little useful purpose because they are not subject to either parties' control. In fact, the one action the companies can take to reduce their downside risk--encourage increased (and discourage decreased) consumption between rate cases--is the one policy we seek to eliminate. In addition, reducing volatility in this way does not shift it to anyone else:  decoupling is a win-win proposition. Reducing the utility's exposure also reduces the customers'. 


From the customers' point of view, decoupling works best in countering weather volatility. Rebates can quickly follow especially cold weather, and surcharges are needed only after mild weather. This natural offset produced by decoupling may not occur for swings in commodity costs or business cycles, however.  One could argue that a surcharge necessitated from undercollection of distribution costs during periods of high commodity prices and recession would hit customers just when they can least deal with it, even though the effect would even out over the long term.  Responding to this very real concern, NW Natural has proposed that any overcollection be rebated to each March 31, immediately after the heating season. Any undercollection would be tracked in a balancing account to be collected only at the Commission's discretion, perhaps delayed until economic conditions improved, commodity prices cycled down or other rate reduction scheduled to go into effect could be partially offset.  PGE's proposal to accumulate adjustments in a balancing account can also be integrated into rates by the Commission in a manner to minimize harm to customers. Our groups strongly support this approach.

Price Signals to Customers

A concern was expressed at the workshop that decoupling may adversely affect price signals sent to customers. However, experience shows that typical rate changes due to decoupling are almost imperceptible to customers. As the summary of experiences below shows, rate instability has not been a significant problem. In fact, as we discussed above, decoupling reduces bill volatility due to weather swings. Rate changes due to decoupling pale in comparison to the magnitude of reductions that customers can affect in their bills when charged on a volumetric basis. In other words, rates may go up slightly to restore lost distribution revenue from customer reductions, but bills will drop as voluntary reductions and cost-effective efficiency eliminate the need to purchase kilowatt-hours or therms that would have cost more. The utility will distribute less commodity with no corresponding loss of distribution revenue, while customers will benefit from avoiding the economic and environmental costs of unnecessary energy consumption. Shifting charges from volumetric to fixed would send a much more distorted signal to customers. 

Fixed vs. Variable Customer Charges

Another potential alternative to decoupling proposed at the workshop is to shift from volumetric customer charges to fixed charges. In this argument, since distribution costs are independent of consumption in the short run, the charges that recover these costs should not vary with consumption. Proponents of fixed charges contend that when fixed distribution costs are recovered by raising the cost of kilowatt-hours or therms, customers are being overcharged for those kilowatt-hours and socially beneficial energy use is being suppressed. Their preference is to recover the distribution costs instead as fixed monthly charges that do not vary with consumption. A response at that same lofty theoretical level is that distribution costs are extremely sensitive to consumption over longer periods, with sustained growth periodically requiring costly equipment replacements in order to handle the higher volumes safely. That argues for making customers pay higher distribution costs as their consumption grows. Volumetric rates recognize the variability of distribution costs over time, and promote long run, dynamic economic efficiency.


However one resolves the theoretical debate, it is difficult to contend seriously that society today is suppressing socially beneficial growth in energy consumption by imposing excessive charges on its use. The opposite seems far more likely, given growing environmental strains, abundant evidence that pervasive market barriers continue to block energy savings that are much cheaper than additional production, and the fact that environmental costs are not fully incorporated into the price of energy. We should not make a bad situation worse by reducing customers’ rewards for using less energy, which is precisely what would happen if we raised their fixed charges and cut their usage-based distribution charges by a corresponding amount. For example, on the gas side, high monthly customer charges encourage seasonal disconnection of natural gas for space-heat only customers. This raises pressure for charging the full incremental costs for new connections, a hardship for many low-income customers. In addition high monthly bills in periods with no use are nonsensical to many customers. Volumetric, or usage-based rates provide a very valuable price signal by giving customers power over their own bills.

Rate Cases

Increasing the frequency of rate cases is neither an efficient nor an effective alternative to decoupling. Under any circumstances, most of life will be lived between rate case decisions. Increased frequency of rate cases could partially address many issues underlying the short-run profitability of incremental sales. However, since the frequency of rate cases directly influences the size and persistence of the disincentives that decoupling seeks to address, annual rate cases, at a minimum, would be necessary. Too much of life would then be lived in rate cases, which are lengthy, litigious and expensive. 

Even then, the problem would not be resolved, since the disincentive to reduce sales would still exist between rate case decisions. In addition, frequent rate cases would dampen any cost-cutting incentives that utilities might have between rate cases. 

If this alternative was chosen, the purpose of each rate case would be to re-estimate customer usage in light of commodity prices, conservation efforts, and the state of the economy, in order to adjust rates to prevent over- or under-collection of distribution costs. A decoupling mechanism would do exactly this in a much more fair and expeditious fashion. In addition, unlike the symmetrical nature of a decoupling mechanism, consumers can expect little relief under traditional regulation when conditions (prolonged extreme weather, low commodity prices, or a booming economy) go in the utility's direction. Rate cases are much easier for the companies to initiate than for customers, and they are unlikely to do so under these conditions. Rate cases normally only deal with utilities’ under-collection. When there is a need to realign costs and prices in order to decrease prices, the current regulatory system falls short in ensuring this protection.

Lost Revenue Adjustments

Probably the most frequently proposed alternative to decoupling is lost revenue adjustment. Proponents contend that by estimating sales lost due to energy efficiency or load management activities, and reimbursing the utility for these lost sales, the disincentive to reduce sales will be eliminated. The principal problem with such a system is it gets utilities’ overall incentives very wrong. The most profitable energy efficiency programs under such systems are those that can be made to look good on paper and save nothing in practice. Such programs leave overall revenues unimpaired (since consumption does not decrease), while yielding utilities a windfall in the form of restored lost revenues that were never in fact lost. Lost revenue adjustment mechanisms also impose a high administrative burden associated with implementation and produce very complex and controversial measurement and evaluation issues. 

Furthermore, lost revenue adjustments deal only with revenue losses directly attributable to utility or other publicly monitored demand-side management (DSM) activities while leaving the underlying utility incentive to pursue incremental sales unaffected. This type of mechanism does nothing to support environmental and efficiency objectives, and does everything to oppose them. Under this type of mechanism, strong energy efficiency measures in building codes and appliance standards would still threaten fixed cost recovery since they result in a reduction in throughput. The same is true of non-utility market transformation and other efforts in favor of voluntary reductions. Utilities can and do influence these processes.

Finally, lost revenue adjustment foregoes the benefits to both customers and utilities of reducing risk and volatility from factors other than utility efficiency programs, unless very contentious and inexact adjustments for changes in usage due to weather, price and other economic factors are attempted (which we do not recommend).

Cost of Capital


The issue has been raised that decoupling may diminish the risk for utilities of volatility in weather, commodity prices and business trends, which therefore affects cost of capital. While this is a valid concern, we believe it should be discussed in the context of a rate case. However, adoption of the proposed decoupling mechanism does not require a rate case, and this concern should not delay a positive outcome in this proceeding. We believe the benefits of the companies' proposals in these filings warrant approval regardless of any future determination to modify the utilities' cost of capital. Delaying the benefits of these proposals for the purpose of a lengthy rate case is not in the public interest.

Decoupling Experiences/Results

Rate designs that break the sales-revenue link are not new, nor are they merely theoretical. These mechanisms have been in operation in some form since the California Public Utilities Commission (CPUC) adopted an electric rate adjustment mechanism (ERAM) in 1982. While California has the most extensive experience, Oregon, Washington, New York and Maine have also adopted some form of revenue cap mechanism over the last two decades. 

Reliance on decoupling mechanisms declined substantially in the mid/late 1990s. This was due in large part – at least in California – to uncertainties related to and the structure imposed by the restructuring transition. However, the CPUC never abandoned its policy of breaking the sales-revenue linkage (see discussion below), and California’s legislature mandated reinstatement of the policy in April 2001. 
 Today, Pacific Gas & Electric (PG&E), Southern California Edison (SCE) and San Diego Gas & Electric (SDG&E) all have either proposed, or have stated their intent to propose, some form of revenue cap mechanism.
 And as we discovered at the August 2 workshop, in addition to the filing companies, PacifiCorp and many of the other stakeholders present support the development of decoupling mechanisms.
 Of note is the fact that together, these utilities account for more than ten percent of U.S. gas and electric revenues.

Oregon

As early as 1992, the Public Utilities Commission of Oregon (OPUC) was “persuaded that the connection between profits and sales should be severed.”
 

The OPUC approved Pacificorp’s alternative form of regulation (AFOR) in May 1998.
 The AFOR included a revenue cap for distribution revenues. Rate impacts from this mechanism have been minimal. The affect on total rates on average was –0.23%, less than 1%, and 0.78% for 1999, 2000, and 2001 respectively. For those working with PacifiCorp, there has been a noticeable shift in its corporate commitment to energy efficiency since the AFOR was established. Energy efficiency activity has increased and budget levels have doubled from pre-AFOR levels.
 PacifiCorp indicated at the August 2 workshop that they are committed to developing a replacement package to their recently expired AFOR that would include decoupling.

We must also note, of course, that removing the link between profits and throughput is integral to NW Natural's proposal in this proceeding. Without decoupling, that company would be unwilling to provide any funding which might encourage reduced usage by customers.
Washington

The Washington Utilities and Transportation Committee (WUTC) acted in April 1991 to sever the link between Puget Sound Energy’s (Puget) revenues and its kWh sales, thus making Puget’s shareholders’ interests consistent with the company’s least-cost planning objectives. In Docket Nos. UE-901183-T and UE-901184-P, the WUTC adopted an experimental ratemaking mechanism for Puget that decoupled sales from revenues and established a “periodic rate adjustment mechanism” (PRAM). The two years following the institution of a decoupling mechanism in 1991 saw dramatic improvements in energy efficiency performance. In a September 21, 1993 Order (Eleventh Supplemental Order), the WUTC found that “…PRAM has achieved its primary goal – the removal of disincentives to conservation investment. Puget has developed a distinguished reputation because of its conservation programs and is now considered a national leader in this area.” This order extended PRAM for another three years. 

One of the most telling indicators of the effects of decoupling, though the hardest to measure quantitatively, is the response from utility management. Management’s ability to redirect scarce resources toward efficiency objectives depends on assurances that such efforts are consistent with shareholder interests. After all, in any market economy, a firm’s performance will be affected by the incentives it receives. As the Testimony of Ralph Cavanagh, May 1993 details:

Puget reported energy savings for 1991 – 17.6 average megawatts – that almost equaled the totals for the three previous years combined; 1992 yielded a further large increase, to almost 28 average megawatts, while the average cost of savings dropped.
  

In 1991 alone, Puget’s programs accounted for energy savings equivalent to 65% of those reported for the rest of the Pacific Northwest region.
  Puget delivered more energy savings in that year than the Idaho Power Company, the Montana Power Company, PacifiCorp, Portland General Electric, and Washington Water Power combined. In 1992, Puget did even better, and outperformed the entire BPA conservation program – 27.9 aMW to 27.4 aMW – although BPA’s efficiency budget was more than twice that of Puget.


While this transformation in performance was not entirely the result of decoupling, breaking the link between Puget’s revenues and sales was a critical part of the change.

California

The California PUC adopted an electric rate adjustment mechanism (ERAM) for the three major California utilities beginning with PG&E in 1982
. SCE and SDG&E followed in 1983 and 1984, respectively. The mechanism applied to all electricity and gas sales for residential and small commercial customers. Not surprisingly, California utilities led the nation in their commitment to energy conservation in the early 1980s. In 1990, the California PUC supplemented decoupling with a system of performance-based financial incentives for utilities to promote even more cost-effective energy savings. In 1996, the California legislature approved a non-bypassable system benefits surcharge to be collected on bills for investments in cost-effective energy efficiency, renewables, low income services, and research, development and demonstration (RD&D).

A Lawrence Berkeley Laboratory (LBL) report, The Theory and Practice of Decoupling, provides details on the historic impacts of ERAM in California as it examines the first decade of ERAM results. 
 The report concludes that ERAM “has had a negligible effect on rate levels and has, for PG&E, actually reduced rate volatility.” In addition, “…the clearing of ERAM balances has accounted for only a small proportion of the total change in revenue requirements between 1983-1993.” In its first six years in operation in California, ERAM reduced operating revenues for California’s three largest utilities nine times and increased them eight times; the average adjustment was one-fourth of one percent.
 The LBL report also estimates a decrease in the standard deviation of annual rate changes for two utilities (for PG&E, 9.5% to 7.5%; for SDG&E, 7.9% to 7.4%). Based on these estimates, they conclude that there has been no risk shifting at all for these two California utilities. “The record in California indicates that the risk-shifting accounted for by ERAM is small or non-existent and, in any case, ERAM has contributed far less to rate volatility than have other adjustments to rates, such as the fuel-adjustment clause.” Instead, they conclude, ERAM has been accompanied by rate risk reductions to customers and profit risk reductions to utilities. The LBL report also concluded that decoupling did not insulate management from the need to focus on expenses and customers. 

Electric industry restructuring in California led the CPUC to suspend the existing ERAM mechanism in 1996, but the CPUC did not officially abandon its policy of breaking the link between utility revenues and kWh sales. Restructuring legislation in California established a competitive transition charge (CTC) meant to recover the utilities’ stranded investments over a limited period of time. Since the utilities were not allowed to raise rates under this legislation, CTC collections could only come from excess revenues. The CPUC suspended ERAM, in large part, because of the challenge that the statutory rate freeze posed, under the continuation of ERAM, to the utilities’ ability to collect their stranded costs. In Decision No. 96-09-092, the CPUC found that “[w]e do not consider today whether it is desirable or appropriate to apply some form of ERAM solely to the distribution revenue requirement. The details of implementing a distribution ERAM may also be considered in the distribution performance-based ratemaking (PBR) proceedings.”
 

Now that the official restructuring transition period is nearing an end -- the CTC largely expires March 31, 2002 -- all of the major California utilities have either proposed, or are developing proposals, to institute a revenue-per-customer mechanism.

New York

Consolidated Edison in New York had an ERAM-type mechanism in place from 1992 to 1997. Rate impacts from this mechanism were minimal. In 1993, a $148.3 million shortfall (<3% affect on total rates) was collected from customers; for the next four years, over-collections totaling $155 million (<1% annual affect on total rates) were returned to customers. This period was also the pinnacle for Consolidated Edison energy efficiency investments, with average annual investments during this period of nearly $74 million. About 75 percent of total DSM investment in New York during this period can be attributed to Consolidated Edison. After 1997, and the elimination of the decoupling mechanism, the company’s average annual energy saving investments dropped by nearly half.

Maine

There have been questions about the success of Central Maine Power’s (CMP) decoupling mechanism in the early 1990s. A report by E. Hirst, 1993, concluded that the prolonged Maine recession led to an overestimate of future load growth at the end of CMP’s prior rate case.
 Even then, the accumulation of CMP’s decoupling-related rate adjustments averaged less than three percent per year over the mechanism’s first two and one-half years, despite the sharp and unexpected economic downturn in Maine.

Hirst explains that “[r]ather than reopen the rate case, the parties agreed to stick with the pre-recession forecast and let decoupling address the ensuing revenue shortfall.” In its order terminating the three-year decoupling experiment, the Maine PUC (1993) noted, “a relatively small portion of these [decoupling] accruals was due to DSM efforts. The vast majority was because the recession had reduced sales.” Hirst concluded, “when adverse weather and/or a poor economy occur, price changes can be important.” But he concludes that even when this happened in Maine, decoupling worked as intended. Establishing a cap on the annual price adjustments, and a balancing account for the deferred refund or collection can mitigate significant fluctuations in collections that might arise from unexpected events such as a recession.

Application of Decoupling to New Customers and Retroactive Application.


NW Natural's proposal restricts their revenue-per-customer mechanism to customers on their system prior to 1999. PGE's does not have this limitation. In order to be fully effective, however, all of NW Natural’s customers in the proposed categories must be covered under this mechanism. We believe that a revenue-per-customer figure can be developed and integrated into NW Natural’s proposed design. It may be necessary to establish the allowed revenue per customer at a slightly higher level for new customers than existing. We urge the Commission to direct NW Natural to develop a proposal to modify their proposed mechanism to include all existing and new customers in the proposed customer categories in consultation with interested parties. While this issue may require further exploration, it should not delay approval of these filings.


There has also been a suggestion by one of the companies to apply this decoupling docket retroactively. We would oppose such an application. The price signals and incentives provided by decoupling can only be realized on a going forward basis. It is not logical to apply them retroactively. We urge the Commission to reject such an attempt. 

Public Purposes (UG 143 only)


NW Natural proposes to establish a public purpose fund for cost-effective investment in residential and commercial energy efficiency activities (UG 143). Valid concerns have been raised about this part of the Company's proposal including:  (1) Is the proposed budget the appropriate amount?  (2) From the right customers?  (3) Should larger customers be included?  (4) Is the split between conservation and market transformation, low-income assistance, and weatherization appropriate?  (5) How should the funds best be allocated and spent?


While the budget proposed by NW Natural can easily be invested cost-effectively, it should be considered a minimum level. NW Natural and the region do not have data as detailed as that available on the electricity side to estimate opportunities, penetration rates, market barriers and cost savings. 


We recommend the Commission direct that a small part of these funds be used by the Energy Trust, in collaboration with interested parties, to conduct a thorough analytic study seeking to answer the above and related questions and to develop recommendations for adjustments to the public purpose funding amounts, customer class contributions, self-direction (or not) for large users, as well as targets, and specific program recommendations.

NW Natural developed this proposal with the limited data available as a good faith beginning to investments in public purpose activities. The unanswered questions above should not distract the Commission from the fact that the proposed minimal budget level can be justified with this limited data. We are confident that the analysis will eventually justify a larger investment level and a more comprehensive program portfolio. The cliché, "Don't let the perfect stand in the way of the good," makes sense given the circumstances. 

Conclusion


In conclusion, the groups joined here urge the Commission to adopt the Companies’ filings with the following recommendations. 

1. Decoupling provides benefits to both consumers and utilities by lowering, not shifting, risks by, (a) reducing volatility due to weather, commodity costs and business conditions; and, (b) removing disincentives to the encouragement of energy efficiency, and other economically and environmentally efficient resource decisions.

2. While the proposal undoubtedly works well to mitigate customers' (and the Companies') exposure to weather volatility, it could hurt consumers during periods of recession and rising commodity prices. Therefore the Commission must have the discretion to delay any surcharge to avoid such an occurrence through the use of balancing accounts. We believe the Companies have indicated a willingness to accept such a restriction. 

3. Decoupling may or may not warrant a change in the Companies' cost of capital, but this issue should be determined in a later rate case and need not delay implementation of the filing. A finding of positive benefit can be made with or without such a future outcome and by itself should not warrant the initiation of a rate case.

4.
The Commission should direct NW Natural to develop a proposal to modify their proposed mechanism to include all existing and new customers in the proposed customer categories in consultation with interested parties. While this issue may require further exploration, it should not delay approval of these filings.

5.
A thorough study of all aspects of the public purpose proposals in UG 143 is warranted, but should not delay its approval in this proceeding. As filed the proposal is a modest first step which will result in certain benefits.

6. 
The Commission should reject any application by any party to use the decoupling mechanism in a retroactive manner and should only apply decoupling on a going-forward basis.
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