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Beyond Intermittency

Advancements in forecasting have improved the reliability of day-ahead and hour-ahead esti-

mates of wind generation. Wind never will behave like a base-load power plant. Bur as system
operators integrate wind forecasts into their planning and market processes, they're transform-
ing intermittent wind energy into a variable bur reliable resource. By Michael T. Burr

Green Job Realities
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reliable jobs? Answering that question takes a complex analysis, but the numbers suggest green
benefits might be smaller than expected. By Donald Harker and Peter Hans Hirschboek

FIT in the USA

Despite state efforts to follow the European model of state-mandated feed-in tariffs to
promote renewable power, these actions won't pass Constitutional muster. The Supremacy
Clause tnakes a formidable legal barrier to states’ FIT policies. By Steven Ferrey et al,

The Utah Test

Test-periad ahd tést-year selection continue to generate controversy in rate casés. Exarnples
from Utah provide insight on the difficulties of forecasting and with judging cest periods.
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Defining a test period to ove,Lcome
controversies and inaccuracies.

By JONI S. ZENGER ET AL.
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he selection of a test period and an associated test year continue to generate controversy within the
framework of rate-base regulation. Some controversial issues associated with the test period and
related tést year for energy utilities in Utah stem from the inherent uncertainty about the future
and the need to rely on imperfect predictions for forecast test periods. Issues of accountability and
process have arisen in part due to the problems with forecasts; specifically those related to.updating

them and accuracy issues.

A framework is required for selecting a test period based on
the evidence that best reflects the conditions a public utility
will encounter during the period when rates will be in effect.

The Utah Public Service Commission (PSC) has defined
the test period as follows: A test period as used in traditional
rate base, rate-of-return regulation is a 12-month period of util-
ity operations used in setting rates that, when properly adjusted,
will afford the utility a reasonable opportunity to earn its
allowed rate of return.!

An additional useful explanation of the test period is defined
by Lowell Alt, former executive staff director of the PSC: “Since
the revenue requirement is an annual figure, the data (e.g., costs,
revenues, and usage) used in its determination is based on a 12-
month period. This 12-month period is termed the test period
for a'rate case.™ '

Once the test period has been selected, then the test-year
tesults are compiled by the utilicy. The test year is a measure of
operations and investment from some specified historical 12-
month period, which then is adjusted and forecast to the fore-
cast test period. The energy utility can select and propose a test
period based on historical results with known and measurable
adjustments, or a fully forecasted test year, or a combination of
the two approaches.

A proposed framework (see Figure I) for test-petiod and test-

.- yearanalysis includes the following important components: 1)
< principles; 2) criteria; and 3) factors and considerations.*

Pringiples are related to rules and standards and include: 1)
cotply with regulatory statutes and rules; 2) consider prece-
denee; 3) maintain the utility’s financial health; 4) ensure rates
and ptices are just and reasonable; and 5) apply matching princi-

ple concerning revenues and exgenses. The test period should’

balance the utility’s investment, revenues, and expenses such that
all aspects of the rate case match on the same level of operations.

Joni S. Zenger is a technical consultant with the Utah Division
of Public Utilities and Charles E. Peterson is a financial econo-
mist with the DPU. Robert Malko is a professor of corpdrate
finance in the Jon M. Huntsman School of Business at Utah State
University. T '

The views expressed in this article are the authors' and don't
necessarily represent the policies or opinions of the Utah DPU or
the Utah Public-Service Gommission.
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Criteria related te how to judge
a test period include: 1) accuracy
and reliability of forecasted infor-
mation; 2) variance showing actual

Regulatory
treatment of
the test period
involves risk
sharing and
risk shifting.

data are reasonably close to fore-
casts; 3) matching between utility’s
forecasts and independent forecasts;
4) energy demands and loads are
relatively close in variance reports;
5) utility’s forecasting assumptions
are y valid and reliable; and 6) addressing used-and-useful con-
31derauons

The PSC has identified several factors that need to be con-
sidered in selecting a test period—that is selecting between a
test period that is based on historical data and adjusted for
known and measurable adjustments, or a fully forecasted test
period, or a mixed historical and fepesast.test petiod: Fhese fac-
tors include the general level of inflation; chianges in the utility’s
investment, revenues or expenses; changes in utility services;
and availability and accuracy of data to the parties. Additional
factors include the ability to synchronize the utility’s invest-
ment, revenues, and expenses; consideration of whether the
utility is in a cost-increasing or cost-decreasing status; incen-
tives to efficient management and operations; and the length of
time the new rates are expected to be in effect.

Test Period Controversies -
During the 21st century, controversial issues concerning the=
test period have appeared in rate proceedings before the PSC.
Some of these issues include forecast accuracy, accountability
and process problems. Other issues involve ovcrlappmg test
periods and overlapping rate cases.

Forecast accuracy includes several sub-issues. The firsg.
relates to the precision of the forecasts the utility offers. Inter-
venors have suggested that forecast precision should be within
as lictle as 1 percent of the utility’s actual results of opérations.
This might be posturing, but the Utah Division of Public
Utilities (DPU) generally considers 3- to 5- percﬁpt accuracy
to be sufficient for a year-ahead forecast, depending on the
item being forecast. In addition to accuracy, the DPU expects
the forecast to be unbiased; that is, over time forecasts should
be wrong on the high side about as often as they are wrortg
on the low side. Also related to forecast accuracy is the issue

- :

May 2010 Pustic Unitmes FagynGKTLY !




Prorosen Test Periop FRAMEWORK

Principles

e

Criteria

Factors

Test Period
Decision

of how far into the future the test period should go. Utah statute
allows a forecast test period to end up to 20 months from the
rate-case filing date.* It’s generally assumed that forecast accu-
racy is reduced the further out the test period is placed, which
has resulted in many parties arguing for a test year that con-
cludes much sooner than allowed by statute. Companies ini-
tially wanted the maximum forecast period, but given the
resistance to a full 20-month forecast, generally the test periods
have been about six months shorter than the maximum. In
order to track the accuracy of the utility’s forecasts, the PSC has
ordered that the utility provide semi-annual variance reports

 ‘tracking changes from the forecasts of the most recent com-

pleted rate case.’

The content and form of variance reports still is being
refined. Since there has been a relatively short period since vari-
ance reports have been required, it remains to be seen how the
PSC ultimately uses the results of these reports. Ideally, these
reports would be oneinput into developing standards for fore-

casts for specific items. That is, different categories of expenses .

would have different forecasting tolerances. From these stan-
dards, penalties and perhaps benefits could be developed. The
process of developing forecast standards likely will continue over
several rate-case cycles covering several years before many of these
issues become settled.

Accountability relates to what happens if the forecast in the
previous rate case is materially different from what actually
occurred: For example, suppose a regulated company predicted
that it would have $100 million in capital expenditures, and this
amount was placed into rate base in the forecast test year. What
ifit turned out that capital expenditures were only $80 million,

butayear later the utility files a new rate case forecasting that it
will need $150 million in capital expenditure recovery? Does the

PSC discount the new request by 20 percent? What if the utility

1. Pusuic Uriumes Fommnnv May 2010
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had forecast that in a given year it was
going to issue $100 million in debtat
7-percent interest, but instead issues

Regulatory
 Staff

D o b e et

$50 million at 6-percent interest? In
these two scenarios, should the utilicy
automatically be required to file fora
rate reduction? If so, how soon should
it be required to file? What criteria will

separate the need to file from situa-

Utility

tions that aren’t material enough to
require filing?

What if the utility under-forecasts
various items? That is, if as suggested
above, the utility must file for rate
reductions if it over-collects on signif-
icant items, should the utility be
allowed to file for quick rate relief if
its forecasts are significantly wrong in the other direction? Some
intervenors would argue no, because the utility’s greater knowl-
edge of its cost and markets already gives it an advantage over
regulators and intervenors. This proposed asymmetry of treat-
ment would require the utility to accept the risk of forecasting
- too low, but give up the benefit of forecast-

ingtoohigh.

Should updates be allowed duifing the
rate-case proceeding, and if so, should a
statutory time clock governing the length
of a rate case restart?® Does the PSC
develop various adjustment mechanisms
to account for missed forecasts, as often
is done with fuel purchases? What does
this do to company incentives to manage
costs to be as low as prudently possible?

These are some of the questions that

regulators, utilities and intervenors have grappled with. Some of
these issues are a kind of mirror image of the regulatory lag issues
raised with historical test periods. Instead of a lag, the regulators
might accept forecasts of some, perhaps major, elements that are
significantly too high. Alternatively, fearing that the forecasts are
too high, regulators might order much lower-than-requested
cost recovery that might leave the utility no better, or perhaps,
worse off, under a forecast test period than it was with a histori-
cal test perod.

Forecast
accuracy

is reduced
the further
out the test

is placed.

Forecasting Dilemmas :
Process problems typically are of three kinds. If there are delays
in determination of the forecast test period, then the utility and
the intervenors may be disadvantaged as they work off of a dif-
ferent test period than was finally decided. This can be a signifi-
cang‘ggoblem in Utah given that the PSC has 240 days to »
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decide the rate case after it’s filed. If the first 60 or 90 days are
spent determining the test period, then intervenors especially
are at a disadvantage in trying to prepare their cases for the test
period chosen.

The second process problem experienced in Utah that con-
tinues to cause consternation concerns forecast updates. This,
of course, overlaps with forecast accuracy concerns as well. Gen-
erally, the PSC has allowed some revisions due to new informa-
tion becoming available during the course of a rate case that
affects the forecasts originally made by the utility. The utility
would like to amend its forecast assumptions as late in the
process as possible. Intervenors generally don’t want the utility
updating forecasts, especially after the first round of testimony
has been filed—usually arguing that the time left to evaluate
the change is inadequate. (Of course, when intervenors want to
include new information late in the process, they argue that the

-new information should be allowed. Their reasoning is that the
. utility chooses when to file and controls much of the informa-
tion, resulting in an advantage, as mentioned above, that should

be leveled by allowing late-filed intervenor information.) The
PSC has dealt with these amended filings and forecasts on a
case-by-case basis s far. However, without guiding rules in
place, this continues to be a source of controversy in a fore-

_casted rate case.
“*7An additional issue that is part process and part systemic

problem with forecasts is that forecasts potentially lead to end-
less bickering about assumptions. One could argue that in Utah
intervenors are taking advantage of the inherent ambiguity of
the future by arguing that the utility has either under- or over-
forecast a particular item, depending on which way suits their
purpose. The utility has little defense against competing fore-
casts, except relying on the PSC to make a reasonable decisioni.
The utility would like the issue to be simply one concerning
the reasonableness of its forecasts, thereby shifting the burden

to intervenors to show that the utility forecasts are unreason- -
able. This would differ from the current assumption that it is -

the utility’s burden to prove its case.

Risk Sharing

Recent trends indicate more frequent and overlapping rate cases
in the future due in part to increasing investments made by
utilities and-also as a means for regulated companies to temper
regulatory lag. In Utah, one utlity filed a new rate case prior to
the decision in the previous general rate case—thus the over-
lapping rate-case problem: In addition, the test period filed in
the latter case used a test period that overlapped by six months
the test period selected in the prior rate case. Intervening par-
ties claimed that this was merely a second attempt to recover
costs, ot a second bite at the apple. Others claimed the utility
was selectively re-litigating certain issues, preseating legal prob-
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Forecasts lems and unnecessary burdens to re-
no tenti a”y aud.it t}%e same test pcrioii data. Inan
ealier time when pancaking rate cases
Iead to had started to become a problem, the
endless PSC expressed concern over the regula- ‘
. P tory difficulties caused by overlapping
bicke rng test years and noted that it “will take
about steps to protect the regulatory process
assum ptl ONS. Whenever overlapping test periods are
proposed.™ :

The PSC generally has attempted
to decide issues on a case-by-case basis. This process is develop-
ing, perhaps slowly, a body of decisions that can provide some
precedential value. For example, although the Utah statute
allows a paty to forecast out 20 months in a rate case, it cur-
rently appears that such a relatively lengthy forecast period is
unlikely to be approved by the PSC. This has resulted in quickly
arriving at a stipulation between the utility and intervenors
regarding the test period for the most recent rate case.” The
other issues remain somewhat a work in ptogress, although one’
utility’s application to move to-a comprehensive power cost
adjustment mechanism, if implemented, might mitigate some
of the forecasting issues as well as the frequency of rate cases
and overlapping test-period problems."

The regulatory treatment &f the test period clearly involves
risk sharing and risk shifting of regulated energy betweén the
regulated energy udlity and its ratepayers. If the Utah experi-
ence is any indicator, then settling these issues may involve a
lengthy process of experimentation and give-and-take among
utility companies, regulators and intervenors. G
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