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Introduction:  The National Association of State Utility Consumer Advocates (NASUCA) adopted Resolution 2007-01 on June 12, 2007, expressing concerns about mechanisms that have been proposed in many states to remove financial obstacles to utility investments in energy efficiency and distributed resources.  We offer this response in the spirit of constructive interchange between traditional allies and colleagues.  Each section of the resolution is reprinted below, followed by our comments.
[TEXT OF NASUCA RESOLUTION 2007-1 FOLLOWS]
Whereas, the provision and promotion of energy efficiency measures are increasingly viewed by state commissions as a necessary component of utility service;
COMMENT:  We agree, and because states have applied rigorous cost-effectiveness criteria to such programs, the result is to reduce energy bills for all customers.
Whereas, many states are now encouraging rate-regulated utilities to adopt energy efficiency programs and other demand-side measures to decrease the number of units of energy each utility’s customers purchase from the utility; 
COMMENT:  We agree, and note that nowhere in this resolution does NASUCA dispute that utilities incur financial losses from these reduced sales, or that significantly expanded efforts to improve efficiency would boost such losses.
Whereas NASUCA has long supported the adoption of effective energy efficiency programs;
COMMENT:  We acknowledge and appreciate the long-time support of many NASUCA members for investments in energy efficiency as an alternative to more costly generation and grid additions.
Whereas recent proposals by rate-regulated public utilities for the initiation or expansion of energy efficiency measures have featured utility rate incentives or revenue “decoupling” mechanisms that guarantee utilities a predetermined amount of revenues regardless of the number of units of energy sold;
Whereas, the utilities proposing decoupling measures seek guarantees from public utilities commissions that they will receive their allowed level of revenues; 
COMMENT:  Decoupling mechanisms don’t “guarantee revenues” per se; they “guarantee” only recovery of fixed-cost revenue requirements that utility regulators have reviewed and authorized, “regardless of the number of units of energy sold.”  Decoupling does not affect revenues associated with variable charges like fuel payments.
Whereas, these utilities justify this departure from traditional rate-making principles on the theory they are being asked to help their customers purchase fewer energy units from them by promoting energy efficiency measures and other demand-side measures, thereby reducing their revenues and, consequently, their returns to their shareholders, and that decoupling mechanisms compensate utilities for revenues lost due to conservation;
COMMENT:  First, it is not a “theory” that energy efficiency programs aim to reduce energy use, or that this hurts utilities financially if they recover authorized fixed costs through charges on energy use.  Moreover, using periodic rate true-ups to make fixed-cost revenue recovery independent of sales is not a “departure from traditional rate-making practices.”  Decoupling removes a potent financial disincentive for utilities without (as too often has happened historically) reducing their customers’ incentive to conserve and making more of their bill independent of consumption (by raising fixed charges and lowering variable charges).  And the rationale for decoupling goes beyond encouraging utilities to support energy efficiency programs and distributed resources; the hope is that utilities also will endorse mandatory efficiency standards and other non-utility initiatives to help customers save energy cost-effectively, while opposing promotional rate structures that reward increased consumption (“the more you use, the less you pay”). 
Whereas, these utilities contend that because these measures reduce their revenues, they have a disincentive to encourage programs that aid their customers in purchasing fewer units of energy;
COMMENT:  We agree that utilities make this argument, and the resolution gives no reason to disagree.
Whereas, historically, rates have been set in periodic rate cases by matching test-year revenues with test-year expenses, adding pro forma adjustments and allowing the utilities an opportunity to earn a reasonable rate of return on their investments in exchange for a state-protected monopoly;
COMMENT:  We agree.
Whereas revenue guarantee mechanisms allow rate adjustments to occur based upon one element that affects a utility’s revenue requirement, without supervision or review of other factors that may offset the need for such a rate change; 
COMMENT:  Decoupling does not readjust utilities’ authorized fixed-cost revenue requirements “without supervision or review of other factors;” it simply makes recovery of fully adjudicated revenue requirements independent of subsequent fluctuations in retail energy use.  There is, as a result, no reason to review other rate case assumptions when decoupling adjustments are made; note that utilities may either gain or lose from each adjustment, depending on how rapidly retail sales are decreasing or increasing.  Finally, unlike routinely applied “revenue guarantee mechanisms” like fuel adjustment clauses, decoupling mechanisms focus specifically on removing a potent financial obstacle to cost-effective energy efficiency measures that benefit all customers.  
Whereas, historically, rate-regulated utilities were not guaranteed they would earn the allowed return; rather, earnings depended on capable management operating the utilities in an efficient manner; 
COMMENT:  We agree, and decoupling in no way affects utilities’ incentive to operate efficiently, as explained further below.
Whereas, many utilities proposing revenue decoupling request compensation for revenue lost per customer, implying that sales volumes are declining, when in fact these utilities’ total energy sales revenues are stable or increasing; 

COMMENT:  Decoupling mechanisms based on authorized revenue requirements per customer do not “imply” declining sales volumes; they reflect a judgment that any growth in fixed cost revenue recovery between rate cases should reflect increases in the number of customer served.  The alternative, without decoupling, is to tie such growth directly to increases in electricity and natural gas sales, which is the worst possible outcome from the standpoint of society’s interest in maximizing cost-effective energy efficiency.  We agree with the observation that “many utilities’” energy sales revenues are increasing, but that is because their retail energy sales keep rising in the face of pervasive market barriers to energy efficiency; the whole point of decoupling is to eliminate a perverse barrier to measures and policies that would reduce electricity and natural gas consumption.
Whereas, there are a number of factors that may cause a utility to sell fewer units of energy over a period of time, including weather, changing economic conditions, shifts in population, loss of large customers and switches to other types of energy, as well as energy efficiency and other demand-side measures;
COMMENT:  We agree, but it is precisely the complexity of factors affecting energy use that make decoupling mechanisms appealing in their simplicity.  The mechanisms do not attempt to disentangle all these intertwined causes and effects: decoupling merely ensures that recovery of authorized fixed costs is not affected by fluctuations in sales that regulators did not anticipate when they set the utility rates that are intended to recover those costs.   Of course, for regulators who do not want to shift financial risk associated with unusual weather conditions from utilities to customers, retail sales can easily be weather-adjusted before decoupling adjustments are made.  
Whereas many utilities have been offering cost-effective energy efficiency programs and actively marketing these programs for years without proposing or implementing rate incentives or revenue guarantee mechanisms such as decoupling, and have continued to enjoy financial health;
COMMENT:  But precisely because utilities typically have a much stronger incentive to build and own power plants and transmission than to help customers conserve, utilities’ energy efficiency record has been highly uneven over time, and on average utilities today are targeting average annual energy savings amounting to less than half of one percent of customers’ annual consumption.  In sum, and not at all surprisingly, most utilities’ economic self-interest is wholly consistent with their relatively modest success in achieving energy savings.
Whereas past experience has shown that revenue guarantee mechanisms such as decoupling may result in significant rate increases to customers; 
COMMENT:  This is certainly true of fuel adjustment clauses, but the resolution  provides no example of a decoupling mechanism that has resulted in “significant rate increases to customers,” and such mechanisms can readily be designed with built-in rate impact safeguards.  For example, PacifiCorp’s most recent Oregon mechanism operated within a 2 percent annual rate impact limit, and Idaho Power’s current mechanism constrains annual decoupling adjustments to 3 percent or less.  Average annual rate impacts of decoupling in California over the policy’s first decade were less than half of one percent annually.  Finally, it bears emphasis that decoupling adjustments can go in either direction; adopting a mechanism does not mean automatic rate increases.  In any year when electricity and gas consumption grow at unexpectedly high rates, utilities must give the additional revenues back in the form of rate reductions.  Customers collectively win under either scenario, of course; cost-effective energy efficiency programs steadily reduce systemwide energy bills, regardless of the direction of each modest decoupling-related rate adjustment. 
Whereas some utilities have referenced the benefit of encouraging energy efficiency programs as a justification for revenue guarantee mechanisms without in fact offering any energy efficiency programs, indicating that the revenue guarantee mechanisms are attractive to utilities for reasons other than their interest in promoting energy conservation; 
COMMENT:  We are not aware that this has ever occurred, but we agree that Commissions should link approval of decoupling mechanism to utilities’ agreement to offer a robust portfolio of cost-effective energy efficiency programs.
Whereas past experience has shown that rate increases prompted by revenue guarantee mechanisms such as decoupling are often driven not so much by reduced consumption caused by utility energy efficiency programs, as by reduced consumption due to normal business risks such as changes in weather, price sensitivity, or changes in the state of the economy;
COMMENT:   Other factors do indeed affect energy consumption, but why would society want unexpected changes in energy consumption to affect utilities’ ability to recover authorized costs that are unrelated to consumption – particularly when the result is a palpable barrier to energy efficiency progress?   Also, the resolution appears once again to be assuming incorrectly that decoupling can only increase rates, when in fact adjustments in both directions are routine, as explained above.  Note, finally, that other factors affecting consumption include mandatory state and federal efficiency standards, rate designs that boost rewards for saving energy, and public education on the linkages between energy use and global warming pollution.  Utility support for all these measures makes them more feasible and productive, and without decoupling all these measures automatically hurt utilities financially. 

Whereas utilities are better situated than are consumers or state regulators to anticipate, plan for, and respond to changes in revenue prompted by normal business risks, and the shifting of normal business risks away from utilities insulates them from business changes and reduces their incentive to operate efficiently and effectively;  

COMMENT:  Utilities’ incentives to “operate efficiently and effectively” are not affected by decoupling, since with or without it the company keeps any operating savings that it achieves between rate cases and absorbs any cost overruns.  The true-ups associated with decoupling guarantee only recovery of an authorized revenue requirement, not any particular level of net revenues.
Whereas the traditional ratemaking process has historically compensated utilities for experiencing revenue variations associated with normal business risks; 
COMMENT:  We agree in general, but ratemaking processes typically also have made successful energy efficiency programs automatic financial losers for utilities, while creating a substantial earnings opportunity for investments in more expensive substitutes like generation and grid assets.  Decoupling helps fix this misalignment; it does not enlarge authorized revenue requirements, and as indicated earlier it includes both upsides and downsides for utility shareholders (it eliminates under-recoveries of authorized costs due to reduced energy sales, but it simultaneously takes away the upside associated with over-recoveries due to increased energy sales, from which many utilities have profited handsomely for decades).  
NOW THEREFORE NASUCA RESOLVES:

To continue its long tradition of support for the adoption of effective energy efficiency programs;
COMMENT:  We applaud this tradition of support, but history shows that the full potential for such programs cannot be realized without a better alignment of shareholder and customer interests.
And to oppose decoupling mechanisms that would guarantee utilities the recovery of a  predetermined level of revenue without regard to the number of energy units sold and the cause of lost revenue between rate cases;

COMMENT:  Here and subsequently, this resolution hints that NASUCA might look favorably on recovery of lost revenues from kilowatt-hours and therms specifically determined to have been saved by utility conservation programs.  We strongly encourage NASUCA to rethink this proposal, which would substitute for true “decoupling” regular payments of lost revenues from saved kilowatt-hours.  The calculations themselves would be hugely contentious and the rate impacts increasingly significant, since each year’s savings and lost revenues would add to the previous year’s tally, and each stream of savings and payments could persist over decades, with steadily escalating financial consequences for all involved (often more than three-fifths of the retail value of kilowatt-hours and one-fourth of the retail value of therms represent “lost revenues” for this purpose).  And the system would create additional perverse incentives for utilities, since the most lucrative programs would be those that looked good on paper while saving little or nothing in practice (allowing double recovery of “lost revenues”).  Finally, the system would be inherently inequitable and asymmetrical, since the utility would be recovering its “lost revenues” from energy efficiency gains without being required to give up its “found revenues” from growth in sales associated with economic expansion elsewhere on the system.

BE IT FURTHER RESOLVED:

NASUCA urges Public Utilities Commissions to disallow revenue true-ups between rate cases that violate the matching principle, the prohibition against retroactive ratemaking,  the prohibition against single-issue ratemaking, or that diminish the incentives to control costs that would otherwise apply between rate cases;

COMMENT:  Traditional ratemaking makes ample provision for “trackers” and/or true-ups associated with, e.g., fuel costs; decoupling is no different in its “single issue” and “retroactive” implications, rate impacts are lower, and the public interest justification is at least as compelling.  Ken Costello of the National Regulatory Research Institute has investigated whether decoupling mechanisms meet the traditional tests justifying state utility regulators’ use of “tracking mechanisms that adjust rates and revenues whenever sales deviate from their targeted level,” and has concluded that “[u]nless a state commission faces legal restrictions in implementing a ‘sales tracker’ or has a built-in policy of limiting trackers in general, [revenue decoupling] would seem to meet the regulatory threshold for a tracker.”  Ken Costello, Briefing Paper:  Revenue Decoupling for Natural Gas Utilities, p. 9 (National Regulatory Research Institute, April 2006). 

NASUCA urges State legislatures and Public Utilities Commissions to, prior to using decoupling as a means to blunt utility opposition to energy efficiency and other demand-side measures, (1) consider alternative measures that more efficiently promote energy efficiency and other demand side measures; (2) evaluate whether a utility proposing the adoption of a revenue decoupling mechanism has demonstrated a commitment to energy efficiency programs in the recent past; and (3) examine whether a utility proposing the adoption of a revenue decoupling mechanism has a history of prudently and reasonably utilizing alternative ratemaking tools;  

If decoupling is allowed by any state commission, NASUCA recommends that the mechanism be structured to (1) prevent over-earning and  provide a significant downward adjustment to the utilities’ ROE in recognition of the significant reduction in risk associated with the use of a decoupling mechanism,  (2) ensure the utility engages in incremental conservation efforts, such as including conservation targets and reduced or withheld recovery should the utility fail to meet those targets, and (3) require utilities to demonstrate that the reduced usage reflected in monthly revenue decoupling adjustments are specifically linked to the utility’s promotion of energy efficiency programs.  
COMMENT:  We agree with NASUCA that decoupling should be linked to utilities’ energy efficiency commitments, but we disagree strongly with the proposal to link decoupling adjustments specifically to savings from conservation programs (as explained above).   Moreover, it is at best premature to link decoupling in any way to utilities’ ROE.   It is important to recognize that regulators and utilities have only limited experience with decoupling outside California (whose PUC has never invoked decoupling as an ROE consideration), and that decoupling creates both upside and downside exposure for company shareholders (they will no longer under-recover authorized fixed costs if retail sales drop below expectations, but they also will lose their longstanding opportunity for gains from sales increases).  Whether the net result is a material change in the company’s risk profile cannot be determined without company-specific and capital market experience.  This is particularly true for mechanisms that are weather-adjusted to avoid affecting current allocation of weather-related risks.  Finally, if the goal is to encourage utilities to devote more management resources and creativity to energy efficiency, tying decoupling to the immediate imposition of a reduction in shareholder returns would be wholly counterproductive.
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