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This Demand-Side-Resource (DSR) Collaborative Report is the culmination of
the Technical Conference/Collaborative Process established to achieve the Utah
Public Service Commission's (Commission) mandate in Docket No. 92-2035-04, In the
Matter of Ratemaking Treatment of Demand-Side Resources and the Analysis of
Regulatory Changes to Encourage Implementation of Integrated Resource Planning".
The Commission's mandate was "to define the issues involved both short-run and
long-run and bring recommendations on viable options before this Commission for its
decision" regarding ratemaking treatment of DSR. To facilitate the Commission's
decisionmaking regarding appropriate regulatory policy for DSR in Utah, the
Collaborative considered it essential that the report submitted to the Commission
provide adequate information regarding possible regulatory treatments for DSR.
Given this objective, the report provides the following analysis. First, the report
specifies the criteria that the Collaborative deemed relevant in determining
appropriate regulatory policy. Second, the report presents solutions to potential
problems regarding DSR program cost recovery, lost revenue, and incentives. These
solutions are evaluated with respect, to the relevant criteria. Finally, the report
addresses the provisions of the Energy Policy Act that pertain to regulatory
treatment of DSR.

In addition to the analysis discussed above, the report includes proposals for
regulatory policy for DSR provided by the following participants: PacifiCorp, Division
ofPublic Utilities (Division), Department ofNatural Resources (DNR), Environmental
Intervenors (EI), The Committee of Consumer Services (CCS), Deseret Transmission
and Generation (DG&T), and the Utah Industrial Energy Consumers (UIEC)'. (See
Appendix I for proposals.) The purpose of including these proposals is to provide the
Commission with a more complete perspective on the individual positions of those
parties who elected to submit a position paper.

The intent of this paper is to provide an objective analysis of the issues
described above. Given this objective, the analysis presented here represents a
common understanding of collaborative participants' views. This common
understanding should not be misconstrued as representing unanimity of opinion.
Individual parties may disagree with the analysis provided on a particular aspect in
the report. Where such dissent exists, parties have been asked to indicate so in their
party's proposal provided in Appendix I.

' For the purposes ofthis DSR technical conference, the Utah Industrial Energy Consumers are Abbott
Critical Care, Amoco Oil Company, Hercules, Inc., Holnam , Incfldeal Division, Kennecott Utah Copper
Corp., Kimberly-Clark, National Semiconductor , Praxair, Inc., and Westinghouse/Western Zirconium.
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Other conferences followed on a regular basis , totaling eight through July 1993.

Conference participants represented a broad spectrum of interests affected by DSR

programs including utilities, utility customers, regulators, consumer groups, and

environmental activists. In consideration of this diversity, PacifiCorp retained

professional facilitator Arty Trost to expedite the collaborative process. From the

beginning of the process there was some difference of opinion among the parties as

to the ultimate goal of the technical conference process. While the group quickly

agreed that any form of settlement or stipulation would be inappropriate, they

disagreed about the desirability of attempting to resolve specific issues. Some

members saw the process as purely educational while others believed that it was

important to resolve as many issues as possible . Ultimately, the conferences evolved

to address the needs of all participants, providing both a forum for educational

presentations by DSR experts, including Dr. Robert Ciliano of RCG/Hagler and Dr.

Eric Hirst of Oak Ridge National Laboratory, and an arena for presentation and

discussion of specific DSR cost recovery proposals.

The Technical Conference goal, as agreed upon in the March 19, 1993 meeting,

was to, "Encourage the Company to implement a least cost plan by developing a cost

recovery mechanism which encourages the Company to look at a variety of

alternatives for acquiring cost-effective DSR, including rate design". In addition to

this primary goal, some of the conference's procedural goals were to: 1) educate the

participants as to the background of DSR issues and alternate solutions; 2) prepare

a final paper that states the facts and informs the Commission of the results of the

conference's investigation; 3) gain a clear understanding of each party's concerns; and

4) keep the Commission informed about the process. It was also decided that since

this series of technical conferences was convened as a part of PacifiCorp Docket No.

92-2035-04, that any discussion and recommendations would be directed towards

PacifiCorp. These recommendations and proposals are not meant to represent the

parties' positions on DSR programs for DG&T, Mountain Fuel, or any utilities other,

than Pacificorp.

At the first meeting, attorneys for UIEC expressed concern that the technical

conference process would place a financial burden on their clients. There was some

concern that the high cost of participation would prevent DSR-related issues of

importance to industrial customers from being presented to the group. To allow

industrial customers representation in a cost-effective manner, time was reserved at

both the May 11 and June 1 conferences for interested industrial customers to discuss

those issues which they believed were of particular importance to the group in its

consideration of DSR cost recovery. On May 11, Maurice Brubaker of Drazen-

Brubaker and Associates, Inc., on behalf ofUIEC, gave a presentation entitled, "Rate

Impact Considerations for Demand Side Resources". On June 1, Dennis Goins of

Potomac Management Group representing Nucor and Geneva gave a presentation on

"Interruptible Power and Demand-Side Resource Considerations". In addition to

scheduling accommodations, industrial customers' representatives were provided

complete minutes, including all meeting handouts, for all conferences that they could
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The criteria presented here are referred to in the other chapters of this paper in bold

italics as discussion of the criteria becomes relevant.

A. GOALS

The Commission directive to the technical conference proceeding is to analyze
the following issues:

1) the ratemaking treatment of DSR expenditures;
2) approval of energy service charges for efficiency improvements and

conservation;

3) electric revenue adjustment mechanisms;
4) the granting of a cost advantage for efficiency or conservation acquisitions;

and
5) the decoupling of revenues from profits.

The specific directives in the Commission Order helped to narrow the focus of

the conference participants so that the goal for the technical conferences could be

defined. The goal is as follows:

'Encourage the Company to implement a Least Cost Plan by

developing a cost recovery mechanism which encourages the

Company to look at a variety of alternatives for acquiring cost
effective DSR, including rate design."

B. DEFINITION OF CRITERIA

The participants identified barriers in achieving the goal stated above, suggested
possible solutions to address the barriers and developed a list of features or criteria

against which solutions could be evaluated.

The following criteria were identified at the conferences with one added during

the draft of this paper; each of the criteria is important to at least one party.

1. Does it provide the opportunity for recovery of prudently incurred DSR

costs?
2. Does it align the Company's financial incentives with integrated resource

planning?
3. Does it give the Company an incentive to operate efficiently?
4. Does it promote cost minimization?
5. Does it reduce the disincentives associated with lost sales?
6. Does it provide a positive incentive to invest in DSR?
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2. Does it align the Company's financial incentives with integrated

resource planning?

This inquiry asks to what extent the ratemaking treatments considered in this
paper will cause the Company's current financial incentives, which are based on the

"utility cost" of providing electricity, to be consistent with resource development in
the Utility's Integrated Resource Plan (IRP), which is based on the "total resource
costi4 of providing electric energy service.

Current Utah regulatory policy relies on an historic test year to determine
revenue requirement and an embedded cost-of-service analysis to determine tariffs.
Under this regulatory practice "cost" is defined as "cost to the utility". In theory,
under this approach, the Company has an incentive between rate cases to reduce

costs of providing electricity and to increase electricity sales beyond that amount

included in rates to maximize earnings.

Under the Utah Public Service Commission's IRP decision, PacifiCorp's

integrated resource plan identifies a least cost mix of demand-side and supply-side

resources to provide electric service to meet future load growth based on the

minimization of total resource cost. The selection of this mix of resources does not

take into account the impacts of the regulatory process, i.e., ratemaking practices to

determine revenue requirement and prices and the impact of regulatory lag and the

assumption offull cost recovery. The different objectives of regulatory policy and IRP

can lead to conflicting utility actions. Because DSR is identified in the IRP as a least

"total resource cost" resource, the Utility wants to acquire the requisite amounts of

DSR. But, unlike the symmetrical risks presented by weather or economic

fluctuations, investment in DSR presents an asymmetrical risk to the Company.

Under current regulatory practice, DSR, if successful in reducing electricity

consumption, only causes an increase in expenditures not accounted for in revenue

requirement and a decrease in revenues from reduced sales between rate cases which

can directly conflict with the Company's immediate financial interest.

In summary, the conflict arises because the Company's financial incentives are

based on utility cost and the IRP is based on total resource cost. The extent to which

the ratemaking mechanisms considered attempt to resolve this conflict is measured

by this criterion.

3
"Utility Cost" is tantamount to cost of service which includes allowed rate of return.

' "Total Resource Cost" is defined as utility cost plus participant cost which in the case of PacifiCorp

is equal to the energy service charge payments.
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9. Does it promote rate stability?

This criterion refers to the ability of the solution to minimize upward pressure
on rates and volatile price swings, both in the short and long-run.

10. Is it performance based?

"Performance based" refers to whether the ratemaking treatment rewards,
penalizes or is neutral to PacifiCorp's performance in accomplishing IRP and DSR
goals to successfully acquire appropriate amounts of cost-effective DSR.

11. Is it measurable?

There are two components to measurability. The first refers to the ease with
which the mechanism can be measured. The second refers to the level of accuracy
achievable.

12. Is it understandable?

This criterion evaluates the degree to which the ratemaking treatment is readily
grasped by all stakeholders (ratepayers, regulators, utilities, shareholders,
intervenors, etc.).

13. Is it predictable?

Predictability refers to the degree to which the outcome of the regulatory
treatment mechanism can be determined in advance.

14. Does it have the potential for unintended consequences?

This criterion refers to the degree to which the mechanism is expected to achieve
its intent without producing an outcome that is particularly contrary to critical
ratemaking goals.

15. Is it administrable?

This criterion refers to how complicated or burdensome the ratemaking
treatment is to administer, both for the utility managers and for regulators.

16. Does it discourage micro-management?

Micro-management refers to the level of oversight and excessive intervention in
utility decisionmaking perceived by regulators as necessary to assure: 1) that the
stated goal is reached; or 2) reduced gaming.
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to SSR. This section summarizes the cost recovery issues. See Appendix I for
individual party's positions on these issues. In addition, Table I summarizes how
DSR cost recovery mechanisms perform with respect to the aforementioned criteria.

STATEMENT OF THE ISSUES

In deciding on an effective DSR cost recovery mechanism, the following issues need
to be resolved.

1) Should DSR related costs be capitalized in ratebase and amortized
over future periods, or expensed in the current period?

2) For DSR costs included in ratebase, should the amortization of DSR
costs be deferred until a future period or begin when the project is
completed? If the amortization of costs is deferred, how long should
it be deferred?

3) If DSR costs are included in ratebase, and amortization is deferred
until a future period, should a carrying charge be accrued on the
ratebase amount during the deferral period?

4) What role should an Energy Service Charge have in recovering DSR
program costs?

SOLUTIONS

1. Capitalize vs. Expense

The first area of discussion in the cost recovery area is whether DSR program

costs should be capitalized and included in ratebase or expensed during the period

in which they occur. Costs are generally capitalized in ratebase when they provide

a benefit to future ratepayers, allowing the utility to collect the costs of the asset

from the customers who receive the benefit, both current and future. When costs are

expensed they are included in rates in the current year and are charged to current
ratepayers.

Either approach, capitalizing or expensing, can provide the Company with the
same opportunity for recovery ofprudently incurred DSR costs , as long as all

costs are included in rates.

Whether costs are capitalized or expensed also can affect the risk sharing
between ratepayers and shareholders because of fluctuations in DSR costs
between test years. If expensed DSR costs are higher than the DSR expense amount
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DSR, where the resource comes on line in small increments over a longer period of
time, the Company is less likely to request a price change, and therefore less likely
to receive full cost recovery. The third argument is that when SSR comes on line, it
generally increases the Company's revenue. When DSR comes on line, there is
generally a decrease in the Company's revenue.

The argument against deferral is that deferring the amortization gives DSR
preferential treatment relative to SSR. SSR investments in transmission and
distribution plant also come on line in small increments between rate cases, and are
not deferred. Therefore, by not allowing deferral the Company has the same
opportunity for full cost recovery for DSR costs as it has with some SSR costs.
The Company has the opportunity to file a rate case any time for DSR, the same as
for SSR. To maintain consistency with SSR treatment, DSR should not be singled
out for special or separate consideration, but should be considered along with all
other costs of the Company in determining whether a rate change is necessary.

The decision to defer the amortization could also affect the sharing of risk
between the ratepayer and shareholders. Deferral may transfer some of the risk
from the shareholders to the ratepayers since, by giving the shareholders a greater
opportunity for full cost recovery, deferral may place greater upward pressure on
rates.

Deferral may increase the potential for unintended consequences. The
potential for gold-plating is a concern with either DSR or SSR. To the extent that the
Company is more likely to receive full cost recovery by deferring the amortization of
DSR program costs, there may be greater incentive for a utility to engage in gold-
plating. Similarly, whenever full cost recovery is allowed on SSR assets, there may
be an increased incentive for gold-plating. Safeguards,,e.g. effective monitoring and
evaluation of DSR programs, that ensure cost-effective DSR, mitigate the potential
for gold-plating.

It is unclear whether deferring the beginning of amortization for capitalized
DSR costs is legal. Some parties believe this deferral may constitute retroactive
ratemaking which is illegal.

3. Carrying Charge

The use of a carrying charge is another issue to be resolved under cost recovery.
A carrying charge is the addition of interest to deferred DSR costs. There are two
aspects to the carrying charge issue: 1) should the Company be able to accrue a
carrying charge during the deferral period of DSR costs; and 2) if a carrying charge
is accrued, what rate should be used.
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• The use of an Energy Service Charge reduces non-participant rate impacts by
assigning more of the program costs to those who receive direct bill reductions from
the DSR program. This effectively reduces the risk of DSR cost to both
shareholders and non-participant ratepayers and minimizes upward pressure on price
increases caused by the reduced sales, thus providing rate stability . To the extent
that an Energy Service Charge is successful in acquiring specified cost-effective DSR,
the mechanism promotes cost minimization.

One concern with the Energy Service Charge is that charging participants for
DSR may decrease participation rates. This could reduce the amount of acquired
DSR recommended in the IRP which would not promote cost minimization.
Another concern is that the Energy Service Charge is booked as a loan but since it
is not an asset like SSR, it is not mortgageable. This is a departure from current
accountingpractice and could lead to unintended consequences , e.g., difficulties
in financial markets. The implementation of an Energy Service Charge requires
monitoring and measurement of electricity savings over time, increasing the
administration required for implementation of the mechanism and increasing the
importance and, hence, rigor of evaluation.

The effectiveness of an Energy Service Charge as currently employed by
PacifiCorp is under evaluation and is being discussed in the DSR Evaluation Task
Force.

B. LOST REVENUE

STATEMENT OF THE ISSUES

To provide perspective on the ensuing analysis the following discussion
elaborates on the Commission's concerns conveyed in Docket No. 90-2035-01. A
major concern is the determination of. 1) the degree (if any) to which lost revenue
discourages the Company's implementation of its IRP and 2) the appropriate
approach for addressing this concern. Lost revenue is oftentimes referred to as net
lost revenue since it refers to the lost margin, i.e. the difference between the retail
price and the Company's avoided costs, net of available off-system sales. The margin
reflects the component of fixed cost recovery that is built into the tariff price. This
lost margin arises from the decrease in sales, as a result of utility investment in DSR,
that is unaccounted for in rates. Thus, lost revenue is a between rate cases
phenomenon.

A difference may exist between a utility's financial incentives to invest in SSR
as opposed to DSR. Upon being placed in service, whether included in ratebase or
not, an SSR may begin to produce revenue from electricity sales. Margin on these
sales, if any exists, may contribute to the recovery of SSR fixed costs. In contrast, a
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• 8) statistical recoupling.

For a summary of how the solutions perform with respect to the aforementioned
criteria see Table II.

SOLUTIONS

1. No Cost Recovery of Lost Revenue

One option for addressing regulatory treatment for DSR is to not allow

PacifiCorp to receive cost recovery of lost revenue. To the extent that lost revenue

exists, this approach does not remove the disincentive oflost sales associated with

DSR programs and thus, discourages PacifiCorp's implementation of its IRP. Since

total resource cost minimization is the goal of the IRP and DSR is identified as a

least cost resource, the decision not to address the short term disincentive of lost

sales due to DSR may discourage full implementation of the IRP and hence, total

resource cost minimization.

If no cost recovery of lost revenu6 is allowed then the entire risk of lost revenue

is borne by shareholders. This is not a performance-based approach since it does

not encourage investment in cost-effective DSR programs.

The appeal of this solution is the certainty of outcomes generated by

maintaining the status quo. This approach avoids the potential that exists under a

net lost revenue adjustment for manipulation of lost revenue. It avoids the

contentiousness ofevaluation and measurement in determining lost revenue. Since

the Company does not receive recovery of lost revenue, this approach mitigates the

impact of DSR on rates in the short-run. This in turn, improves rate stability in

the short-run which reduces the contentiousness of allocating the costs and

benefits associated with recovery of lost revenue between classes of customers and

between participants and non-participants. However, no cost recovery may cause rate

instability in the long-run which increases the contentiousness of the allocation of the

costs and benefits.

Maintenance of the status quo does not alter the level of micro-management

and does not require administration of another mechanism.

2. Lost Revenue Recovery Using a Net Lost Revenue
Calculation

The following five solutions, annual reviews , future test period/historical test
period with out-of-period adjustments, annual rate case, net lost revenue adjustment,



us alsaaa Sum 'spnupuBls aausuuojaad Jo pionap UISTUBgaaur faanoaaa Isoa B
qqim paidnoa'ursazoad aqqjo uojjujuaumidmti agj o4 xoixd ap8ur sapurilso 2uraaauT2u9
•a•r '801eur4Sa 2uuaaur2ue aluu xa uo possq uorlBlnalsa anuanax 4sol V •smBJ2oad
acUl puorlBanpa •2•a 'amsuaur of jlnarjip Xiauraxlxo oq Seer unu oad sill of anp
s2urnss puuump puB S2xauo gargm aoj surux2oxd aSQ anilaaJe-Isoa up3lxao jsum2 ?
Suuduro3 aqj ssiq KBUZ uojjujnapa anuanax Isol 9%L •pasvq aauvumoJJad qou si 2isa
anrlaa• ja-Isoa-uou pus anijaa ja-qsoa uaamlaq 94BUiur.Li sr3 p jou saop quill uorgBinaisa
anuanax pol V -surux oxd HSQ atTxsouoaaun ui quourgsanui alulnurils Sljuaq ranpuui
Sum anuanaJ Isol aqj 2urlunoa3B 'anuanax Isoi aanoaaa usa SIililn a gaigm xoJ sure r2oid
jo sad&& sill 2uoure apBuimtrxasip jou saop uo!lvlnoluo anuanax Isoi aril jI

•uoip3inapa anuanax Isoi sill ui uorsTnaa xalpms s saxmbax
jjvj4ue od spaafoad pa Iduroa aoJ s,Buinus qMs[ puB tA-5[ jo s94BUmise 2uixaauj ue

uo poseq anuanax Isoi jo uollulnolua IvIllui Issx4uoa uj -XIIIIInjoa a$vJ oseaxaui
put dCizjggvialpa cdaanpaa plnoa gaigM uoijBjnapa anuanax lsol istlpuq aql jo uoisinax
4us3UjuRls B oainbax Sum s. uunus jo se mrtse 2uiuuuld ursaoxd uo uorWslnalea
anuanax isoi 2uisug •palalduioa Sljunjau spafoad uo pasuq sawsurrtse 2uTa99ur2u9
uugq urspaa seal Xlquuarjiu^?is am saluuxirse 2uiuusld uxl r, oad -s.uinus UJ 3 puu AVI
ao; saluuxrlsa , u!uuBld uiua2oad -jSQ uo aauuilax a imbax quauzgsnfpu poixad-xo-Ino jo
poiaad Isal. oxnlnj v . ursn anuanax gsol jo uopelnapa sill aambaa lugq suoilnioS

-saansuetu'ISQ Iiulsui off..&uuduxoo aql xoj spixe aniq.uaaui quaiar jns `sales
s,Xuuduxo0 aqj puu saps s,xamopno 9q4 gloq Butsuaaaun anrjr4edmoa a.iouz xauIo4sna
,furlsxe us 93[uUT sa msuam aSQ axagm uoipunlis s ui 'axourxagjxnj -sewua ui
xoj palunoaaB uaaq jou suq anuanax Iuuoxnippu• srgl pus as-ea ojua snoinaxd sill aouis
suorluxado papuudxe oABq ABxu saamopno `sales aanpax sxusa12oxd 2jSQ alrgm quill si
mare OAIWsuaa4Iu u' -anuanax sol xuoJJ pallau aq jou pjnogs anuanax punoj 'a.Tojaxagj
puu surux, oxd HSQ ol palBlax Aljaaxrpui xo Sl aaxrp Si anuanax puno; ju114 aauepina
ou Sr axagl. 'samseaui ES(IJo uo14B4uemeIduri eqljo Unsex u su Isoi aq ABui sanuanax
aligm w'-I si mare auo •anuanax punoj jo luauzlsaxl age 2uipxe2ei sanrraadsaad
pasoddo Xipaiajaxxrerp om4 2uimolioj aqj xapxsuoc) -(uoseax Xuu.zoj) saps ui asuaxaur
uu of anp anuanax uT asuaxauW us o4 saajaa anuanax punoa •uoilanx4suoa mou xo
„anuanax pxmoj„ '2urpjmq psol aoj anuanax 4sol 2uillau . uipxu2ax a4ugap alquxapisuoo
aq oil ifla3Iii sr axagq 'eldursxa xod -anuanax Isol xo; aniaaax um Auuduroo sill quill
sxuliop aqq spa u 11 asnsaaq anssi snorlualuoo u aq of Xlajil si uoitunbe equradoadds
eq1 2uruiuraaleQ •gM?I 2urplmq puoi puu 'sxapla-aaaJ 'Irpaaa apesea aqj sales
snld slsoa papionu jo 4au anuanax Isol aqulnalua Xuur uorlunba alglssod auo -anuanax
1soi 2uiuiuraaaap ui pasn aq of (uojjRnba us jo uoi slnuzxoj sapnlaui gaigm) xusiuugaaur
u jo uoiwuiurxalap saainba i i aauTS xaldwoa sr anuanax Isol JO uoilelnapo

•

-suorgnlos anU ilu of saildde juauissasse 2uTmoiioJ eql 'sngy
*8.1@q pessnasip axe anuanax sol jou Jo uotIsjnapa aril gjim palsraosss suialgoxd

Iurlualod sill 'uoigisodxo •jo asea aoJ •anuanax isol
lau Jo uopuln3IBO axmbax Ile 'anivuxoqulloa u gjIm juaurrsnfpu anuanax 4sol jeu puB

491 sUOCIHH JJ ogTzoD us([



dVR COLLABORATIVE REPORT Page 19
I-Ow

s inappropriate incentive for the Company to invest in DSR programs that don't
perform in reality but look good on paper. The degree to which the lost revenue
calculation encourages efficiency depends upon the conditions (restrictions) of the
calculation. Provisions could be established that specify that lost revenue is available
for cost-effective programs only. Calculation of lost revenue intensifies the need for
defining "reasonable" performance standards and for determining the process by
which they should be implemented.

These five solutions do not remove the current incentive to increase sales
between rate cases irrespective of the long-run impacts to ratepayers. Consequently,

these solutions may not give the Company an incentive to operate efficiently given

that these solutions do not remove the incentive to increase sales associated with

inefficient consumption of electricity. If a utility is allowed to receive lost revenue
associated with load building programs, then load building may be an unintended

consequence of these five approaches.

Bearing this analysis of a net lost revenue calculation in mind, the following
discussion assesses other aspects of the respective five solutions with respect to the
criteria.

a. Annual Reviews

An annual rate review recognizes the decrease in sales and DSR expenditures

forecasted for the upcoming year. This review would include an assessment of the

impact on revenues, expenses, and rate base of forecasted DSR programs as an out-of-
period adjustment. Accounting for the decrease in sales due to DSR in this fashion
could potentially mitigate the need for a rate decrease or conversely, trigger the need
for a rate increase. While this review process may indicate that it is appropriate for
rates to increase, it would be incumbent upon the Company to initiate a rate case if
it was earning below its authorized rate-of-return since this review would not
culminate in an annual adjustment in rates. If the Company was over-earning
without an out-of-period adjustment for DSR and hence, prompted regulators to
initiate a rate case, inclusion of an out-of-period adjustment for DSR may indicate
that the Company is not over-earning and negate the need for a rate case. If no out-
of-period adjustment is allowed for DSR, an annual rate review would still be
conducted using the test year's impact of DSR programs. This too may mitigate,
albeit to a lesser degree, the impact of lost sales due to DSR by recognizing the
change in sales due to DSR for the current year on the Company's return.

The annual rate review discussed above attempts to address the disincentive
of lost sales associated with DSR by recognizing DSR programs in the upcoming
year. Since the annual rate review does not have an annual rate adjustment
associated with it, it may not sufficiently remove the disincentive for investing in
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•
not sufficiently address lost revenue. A utility may be discouraged from
implementing its IRP between rate cases when rates do not recognize the decrease

in sales from a utility's increasing the level of DSR program activity associated with
non-load building DSR programs. Furthermore, even if a utility's expenditures on
non-load building DSR programs remain constant, without annual rate cases, a utility
may not receive full recovery of lost revenue. For example, total energy and demand

savings during the second year after a rate case are determined by aggregating
energy and demand savings from measures installed in year 1 that persist in year 2
and energy and demand savings from measures installed in year 2. Thus, in this

example, energy and demand savings in year 2 exceed those in year 1 even though

expenditures on DSR have remained constant. This could lead to less than full cost

recovery in year 2.

Out-of-period adjustments related to DSR would need to include lower kWh

sales, reduced expenses related to lower kWh sales, and levels of deferred DSR

program costs and related amortization. The use of either a future test period or out-

of-period adjustments for ratemaking would not change the estimation requirement

for DSR program costs, including net lost revenue. This approach will require
additional administration because of the difficulty in calculating net lost revenue.

The potential problems associated with the calculation of lost revenue usingJO
either a future test period or an historic test period with out-of-period adjustments
are mitigated to the extent that this calculation is made only at the time of a rate
case. The amount of lost revenue accounted for in rates at the time of the rate case
(based on the future test period or the appropriate out-of-period adjustment) would
remain constant until the next rate case. (This is in contrast to an NLRA which
requires annual calculation of lost revenue.)

This solution does not address how costs and benefits are allocated. This is
considered an issue that is appropriately addressed by rate design.

0
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d. Net Lost Revenue Adjustment (NLRA)

A Net Lost Revenue Adjustment (NLRA) is a mechanism for addressing a major
disincentive for the Company's adoption of its least cost plan -- the decrease in sales
and therefore, revenue, that occurs between rate cases (all other things being equal)
due to DSR programs. The rationale for adopting an NLRA is that the decrease in
sales due to DSR reduces the contribution of sales to fixed costs. Compensating the
Company for this lost contribution toward fixed costs may remove a potentially strong
deterrent for Company investment in cost-effective DSR. NLRAs account for the
impact of the decrease in sales due to DSR by permitting the Company to recoup the
lost margin, i.e. the difference between the retail price and the Company's avoided
costs, net of available off-system sales, between rate cases. By providing
compensation for net lost revenue, NLRAs can alter utility attitudes towards energy
efficiency. Thus, this approach can overcome the disincentives to DSR that exist
under current regulation.

Given the significant potential for gaming of an NLRA, an NLRA is
potentially very unpredictable since it could result in compensating the utility for
significantly larger lost revenue than expected, depending on the basis and manner
in which lost revenue is calculated. Concern regarding gaming of NLRAs tends to
increase micro-management of DSR programs. The increased unpredictability of

the NLRA increases the risk to ratepayers. However, the NLRA potentially reduces

the risk to the utility because of the certainty regarding the method for calculating

net lost revenue. The upward pressure on rates associated with compensating the

utility for lost revenue increases the contentiousness of allocating the costs and
benefits between classes of customers and between participants and non-
participants. The unpredictability of the NLRA also increases the potential for rate
instability , especially if the NLRA is implemented through a balancing account.

NLRAs potentially place substantially more pressure on both DSR program

design and evaluation activities. Debate may arise over issues such as the number

of free riders associated with DSR programs since this could potentially have a

significant impact on the energy and demand savings attributed to the DSR program

and hence, the dollar amount of lost revenue. Contentiousness is likely to arise in

the evaluation process since large dollar amounts may hinge on determined savings.

•

NLRAs could potentially create a regulatory environment in which the
ratemaking process for establishing rates to ensure an authorized rate-of-return is
conducted independent of implementing rate adjustments due to changes in the

NLRA balancing account. Under an NLRA regulatory regime without regulatory
safeguards such as caps on lost revenue, the possibility ofunintended consequences
is increased , e.g. an NLRA may necessitate a rate increase while Company earnings
in excess of its authorized rate-of-return necessitate a rate decrease.
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•
the Commission and other intervenors clear guidelines against which to measure
PacifiCorp's success with DSR, both in terms of costs and benefits.

The proposed collaborative mitigates the potential for PacifiCorp to recover lost
revenue for non-cost-effective DSR programs and load building characteristics
associated with DSR programs. Therefore, an NLRA/Collaborative is more likely to
provide cost recovery of prudently incurred DSR costs than an NLRA without a
collaborative. The scope of the Collaborative facilitates implementation of an NLRA
that is performance based. Monitoring PacifiCorp's achievement of DSR targets
that are consistent with the IRP provides some assurance regarding the cost-
effectiveness of the DSR programs. To the extent that the Collaborative examines
program design, an assessment of the load building capabilities of DSR programs can
be conducted. The collaborative could also ensure that cost-effective DSR programs
for which lost revenue is difficult to measure, such as educational programs, are
conducted.

While incentives exist for a utility to engage in gaming of lost revenue under

any NLRA, the Collaborative diminishes the potential for manipulation of lost
revenue. The Collaborative potentially reduces the number of DSR programs for
which lost revenue should be recovered. In addition, the Collaborative potentially
reduces the lost revenue deemed appropriate for a given DSR program. Since the
Collaborative works with a consultant on evaluation of the programs this reduces the
potential for overstating savings and therefore, lost revenue attributable to DSR
programs. Although there may be significant contentiousness within the
Collaborative as it attempts to resolve highly disputed issues, the Collaborative is
likely to reduce the contentiousness of the evaluation and measurement process in
hearings. Furthermore, there may be fewer modifications to the equation for
calculating lost revenue as a result of the Collaborative.

Given the Collaborative's oversight of the NLRA, predictability of the NLRA
is increased . The price cap would limit and thus, potentially lower impact on rates,
thereby reducing the contentiousness of allocating costs and benefits between
classes of customers and between participants and non-participants. The
Collaborative and price cap would reduce the risk to ratepayers vis a vis an NLRA
with no Collaborative oversight.

An NLRA/collaborative mechanism as proposed here could be difficult to
administer and is likely to increase the level of micro-management.
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• Although RPC decoupling is relatively straight-forward to implement, the ERAM
approach may be more difficult to administer. The ERAM mechanism works in
concert with attrition (mini-rate) cases which adjust the forecast for financial
changes. While ERAM mechanisms are measurable , measurement is complex and
may involve many balancing accounts. Given this complexity, modifications in the
mechanism are more likely.

RPC decoupling does not encourage micro-management . To the extent that
ERAM decoupling requires annual mini-rate cases, micro-management may increase.
Decoupling reduces the contentiousness of evaluation because DSR programs are
evaluated for the purpose of assessing performance and not for determining a dollar
amount upon which the Company receives lost revenue.

It is unclear whether decoupling is legal. Decoupling may constitute retroactive
ratemaking which is illegal.

b. Statistical Recoupling

Like other "decoupling" approaches, statistical recoupling first breaks the
linkage between utility revenues and sales. In a second step, revenues are recoupled
to estimated electricity use. Also like other decoupling mechanisms, this approach
does not alter the regulatory determination of utility revenue requirements or the
method for setting utility prices coming out of a rate case.

0

Statistical recoupling promotes implementation of the IRP and hence, the
requisite investment in DSR, because it removes the disincentive of lost sales due

to DSR that exists under current regulation. Statistical recoupling entails specifying

an econometric model that explains the relationship between sales and the

explanatory variables that are deemed appropriate to include in the model. Thus,

statistical recoupling potentially provides full cost recovery for DSR that is consistent

with the IRP. This explanatory relationship between sales and the explanatory

variables is determined based on historical data. To determine the appropriate
(allowed) level ofsales in the current year, values for the explanatory variables in the
current year are plugged into the model to determine the appropriate level of sales
upon which the revenue requirement is determined. This process removes the
Company's incentive to increase inefficient consumption of electricity since the
Company will not be allowed to keep revenue due to sales that exceed the level
determined by the statistical recoupling model. The difference between the allowed
revenue and actual revenue goes either into a balancing account or a tariff rider. If
the Company acquired revenue in excess of the allowed level, rates would decrease,
giving the difference to ratepayers. Ifthe Company's revenue fell short of the allowed

level, rates would increase, providing the Company with the allowed level of revenue.
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Company are available to empirically examine the stability of the statistical

recoupling methodology using PacifiCorp data. Results of an analysis of the impact

of statistical recoupling on Utah Power & Light (UP&L) using fifteen years of data

for UP&L provide an opportunity to examine and evaluate the statistical recoupling

methodology. Empirical analysis conducted by Eric Hirst and Eric Blank on five

utilities indicated relatively small rate impacts , i.e. rates peaking in the 1-2% range

on a total company basis. (See "Regulatory Reforms that Remove Disincentives to

Electric-utility DSR Programs in Utah", June 1993. For a more extensive analysis

of statistical recoupling see "Statistical Recoupling: A New Way to Break the Link

Between Electric-Utility Sales and Revenues", Eric Hirst, Oak Ridge National

Laboratory, forthcoming.) This approach, by itself, should neither raise nor lower

rates on an expected value basis . To the extent that statistical recoupling does

indeed have relatively small rate impacts , this reduces the contentiousness of

allocating the costs and benefits between classes of customers and between

participants and non-participants . Statistical recoupling does not address how costs

and benefits are allocated. This is considered an issue that is appropriately

addressed by rate design.

The model does not appear excessively difficult to administer . Eric Hirst

recommended reexamining the relationship between sales and the relevant

explanatory variables every three years. This allows for respecification and

reestimation of the model as appropriate. However, to the extent that specifying an

econometric equation that appropriately captures the impact of the relevant

explanatory variables on sales of electricity is difficult, this can increase

administrative complexity. Statistical recoupling may be implemented by using a

balancing account which increases administrative complexity to the degree that

balancing accounts are difficult to administer. (Alternatively, statistical recoupling

could be implemented using a tariff rider.) Once the model is specified, allowed

revenues are relatively easily measured. The process may require a few

modifications in implementation as experience necessitates, given the relatively

novel nature and complexity of statistical recoupling. The methodology of statistical

recoupling is easier to understand than that of decoupling, but in any case , complex

relative to other mechanisms for addressing lost revenue.

Statistical Recoupling may create a regulatory environment similar to the
environment under the former Energy Balancing Account in which the ratemaking
process for establishing rates to ensure an authorized rate-of-return was conducted
independent of implementing rate adjustments due to changes in the balancing
account. Under a statistical recoupling regulatory regime the possibility of
unintended consequences is increased, e.g. statistical recoupling may necessitate
a rate increase while Company earnings in excess of its authorized rate-of-return
necessitate a rate decrease.

•
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SOLUTIONS

1. No Incentives

One option is to not employ the innovative incentive mechanisms presented

below to address the regulatory concerns noted in this paper. Cost-recovery
mechanisms plus a mechanism to address lost sales in between rate cases can be
structured to remove perceived disincentives for the utility to invest in DSR vis a vis

SSR.

This approach implies that the issues raised in this paper are satisfactorily
addressed elsewhere or do not require additional treatment. The advantage of this
approach is that it is easy to understand, requires no administration and has no
impact on evaluation methods.

The disadvantage with this approach is that if the Company perceives that
either it does not have an opportunity for full recovery of DSR costs, or that the
approach does not adequately reduce the disincentives associated with lost sales,
failing to develop an incentive mechanism noted below may not align the Company's
financial incentives with the IRP, and thus discourage cost minimization. If DSR
program costs are not included in rates, this alternative may inappropriately burden
the shareholder with the risk of DSR costs.

Shared Savings

0

Shared savings is a DSR incentive mechanism that allows the utility to keep a
share of DSR program savings as retained earnings. The incentive payment is based

on sharing the "net resource value" of the DSR between the ratepayer and

shareholder. Net resource value is the difference between the cost of the DSR and

the value of the benefits ofDSR and is typically defined as the measured or estimated

load reductions in kW or kWh multiplied by the value of avoided supply costs minus

DSR program costs. Program costs can be defined either as utility costs or total

resource costs.

Shared savings is the most common form of regulatory incentive to encourage

utility companies to implement DSR plans and can be structured a number of ways.
The incentive can be structured as a positive incentive and can also be used to

address recovery ofprogram costs and lost revenues . A threshold kW or kWh

target can be established that must be met for a utility to receive the incentive. The

incentive may be front-loaded, i.e., the cumulative amount of the net resource value

can be earned by the utility at the time the DSR project is completed, or the incentive

can be earned annually by the utility.
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of this solution are that it is understandable , measurable , and can be structured
to share risk between ratepayers and shareholders.

4. Markup on Expenditures

This solution provides the utility with an incentive payment based upon DSR
program expenditures. The incentive is a percentage adder on DSR program costs
which may be measured. This approach is measurable to the extent that program
costs can be tracked with accuracy. And since it is not based on kW or kWh savings,
evaluation efforts may be minimized.

Because the incentive payment is based on one relatively easy number to
measure , namely the cost ofthe program, it is understandable and is relatively easy
to administer . Markup on expenditures does not provide an incentive for cream-
skimming because minimizing the cost and maximizing the savings would result in
a smaller incentive payment; there would, however, be an incentive in the short-run
to gold-plate , because the more dollars spent on DSR, the greater the incentive
payment. To the extent that gold-plating occurs, this incentive does not minimize
costs. With only an assessment of cost and no assessment of benefits, this approach
could shift the risk of DSR cost from shareholders to ratepayers.

5. Adjustment to Overall Return On Equity

To compensate a utility for loss of profit due to DSR investment, commissions
could adjust a utility's allowed rate of return in relation to a specified
accomplishment, such as achieving a target level of conservation.'

This solution could be structured to be performance based. Performance
criteria can be based on the utility's ability to achieve a specified level of capacity or
energy savings, or the adjustment can be measured in relation to changes in customer
bills. Payment can be structured to include recovery ofprogram costs. If the
adjustment is based on the difference between actual load and forecasted load, it can
address the disincentive of lost sales. Measurement can vary depending on the
type of performance criteria: a) estimated savings; b) actual savings; c) load
versus forecast; and d) efficiency measure. Efficiency measure refers to a British
Thermal Units/dollar of Gross National Product or kWh/customer type scale. The

8
David Moskovitz , 1989. Profits and Progress through Least-Cost Planning, page 17, prepared for

National Association of Regulatory Utility Commissioners.
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V. ENERGY POLICY ACT RECOAUVIENDATIONS

Several parties have provided their position statements regarding the adoption
of the National Energy Policy Act's (NEPA) standard regarding "Investment in
Conservation and Demand Management".

The NEPA states:

(8) INVESTMENT IN CONSERVATION AND DEMAND MANAGE-

MENT - The rates allowed to be charged by a State regulated electric utility

shall be such that the utility's investment in and expenditures for energy

conservation, energy efficiency resources, and other demand side management

measures are at least as profitable, giving appropriate consideration to income

lost from reduced sales due to investment in and expenditures for conservation

and efficiency, as its investments in and expenditures for the construction of

new generation, transmission and distribution equipment. Such energy conser-

vation, energy efficiency resources and other demand side management mea-

sures shall be appropriately monitored and evaluated.

• If adopted, the Commission must also consider the impact on small businesses.

The Act also requires a state regulatory authority to:

(1) Consider the impact that implementation of such standards would

have on small businesses engaged in the design, sale , supply,
installation, or servicing of energy conservation , energy efficiency, or
other demand-side management measures; and

(2) Implement such standards so as to insure that utility actions would
not provide such utilities with unfair competitive advantage over such
small business.

The positions of the parties are compiled in Appendix III and are summarized

in the following paragraphs . Please refer to the Appendix for a more detailed

description of each parties opinion.

PACIFICORP
The Company recommends not adopting the federal standard on DSR

investment, but rather adopt a standard specific to Utah. The parties are already

engaged in a Collaborative/hearing process that is contributing toward defining a
Utah standard.
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Table I - Evaluation of Cost Recovery Mechanisms

Deferral of Energy Service

Capitalize vs. Expense Amortization Carrying Charge Charge

1, Opportunity For Cost

Recovery

2. Align Financial
Incentives with IRP

+ + + +

3,/4. Incentive to operate

Efficiently/Minimize

Cost

5. Reduce Disincentives

From Lost Sales

6, Positive Incentive

7. Equitable Allocation
of Cost and Benefits

8. Appropriately Share
Risk

9. Promote Rate
Stability

10, Performance Based

11. Understandable

12. Predictable

13. Potential for
Unintended
Consequences

14, Measurable

15. Administrable

16. Discourage
Micro-management

17. Minimize impact on
Evaluation

18. Require Few Changes

in Practice

19. Discourage
Manipulation

20. Few Legal
Restrictions

KEY: +
0

0 0 + + +

+ + -/+ -/+ +

0 0 0 0 0

0 0 0/+ 0/+ 0

+ - 0 0 0

+ - -/+ -/+ +

? ? 0 0 +

0 0 0 0 0

+ - -/+ + +/?

0 0 -/0 -/0 0

-/0 -/0 -/0 0

0 0 -/0 0

0/? OR 0 0

0/? 0/? 0 0 -

0 0 -/0 -/0 -

- 0 -/0 -/0 0

0 0 -/0 -/0 0

= Positive Impact; improves performance on criterion

= Neutral Impact
= Negative Impact; worsens performance on criterion

= Impact of mechanism on criterion depends on situation . Will vary depending on the structure

of the mechanism,
= Can include both impacts
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s
Table III - Evaluation of Incentive Mechanisms

Bonus ROE on

Shared Bounty per Markup on Adjustment to Ratebased

No Incentives Savings Unit Saving Expenditures Overall ROE DSR

1. Opportunity For Cost
Recovery

2. Align Financial

Incentives with IRP

3./4. Incentive to operate

Efficiently/Minimize

Cost

5. Reduce Disincentives

From Lost Sales

6. Positive Incentive

7. Equitable Allocation of

Cost and Benefits

8. Appropriately Share

Risk

9. Promote Rate Stability

10. Performance Based

11. Understandable

12. Predictable

13. Potential for
Unintended
Consequences

0

14. Measurable

15. Administrable

16. Discourage

Micro-management

17. Minimize impact on
Evaluation

18. Require Few Changes

in Practice

19. Discourage
Manipulation

20. Few Legal Restrictions

+ + + + +

+ + + + -

+ - - + +

+ + + + +

+ + + + 0/+

0 + + + + +

0 ? ? ? ? ?

0

0 + + - ? ?

+ -/+ -/+ + ? ?

+ ? + + ? ?

0 ? + + ? ?

0 + + +

0 + ? ?

0

0

+ +

+ ? ?

0 +1- - - ? ?

+ ? ? ? ? ?

KEY: + = Positive Impact; improves performance on criterion

0 = Neutral Impact
- = Negative Impact; worsens performance on criterion

? = Impact of mechanism on criterion depends on situation . Will vary depending on the structure

of the mechanism.

/ = Can include both impacts
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1. PACIFICORP

PacifiCorp Cost Recovery Proposa

PacifiCorp proposes adoption of the following accounting mechanisms for DSR cost
recovery: 1) ratebasing all DSR program costs with amortization over the life of the installed
measures; 2) deferral of the amortization of these costs for three years or until the next general
rate case; and 3) accrual of a carrying charge on unamortized DSR ratebase at the authorized
rate-of-return.

Adoption of these mechanisms will ensure comparable rate making treatment for both
demand-side and supply-side resources. For rate making purposes the Company proposes to
determine DSR program costs on the basis of a future test period.

PacifiCorp believes that the accounting mechanisms described in its cost recovery proposal
will remove disincentives for acquisition of cost-effective DSR and allow the Company to earn
its authorized rate of return on DSR investments. In the course of the technical conferences the
Company presented a detailed analysis which demonstrates that ratebasing with a carrying charge,
deferred amortization and lost revenue recovery must occur in conjunction before PacifiCorp can
earn its authorized return on DSR investments. Operating together, these mechanisms create

comparable ratemaking treatment for both demand-side and supply-side resources.

Of the evaluation criteria identified by technical conference participants, the Company

attaches particular significance to cost recovery, measurability, understandability, administrability,
predictability and rate stability. The Company believes its proposal performs strongly against
these criteria.

PacifiCorp believes that neither the DPU nor the CCS cost recovery proposal can achieve
the objective of encouraging the Company to implement its IRP because neither proposal
provides the opportunity for full recovery of DSR program costs. Specifically , neither proposal
addresses the recovery of DSR program costs that are incurred between the date of program
inception and the date at which the costs are reflected in customer prices through a general rate
case. These "interim " costs are very real to the Company and the absence of a mechanism for
their recovery is a significant disincentive to DSR investment. The only proposal to date for

recovering these costs is the amortization deferral proposed by the Company. The "AFUDC"
proposed by the DPU and CCS is more apparent than real since the short construction period for
DSR would cause the actual carrying charge amounts to be immaterial. It is simply not true, as
has been suggested , that interim DSR program costs are analogous to between-rate-case supply-
side additions . Even in the absence of rate relief, supply-side additions generate revenues that
contribute to cost recovery while demand-side additions reduce revenues and aggravate the cost
recovery problem.

0
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The issue of lost revenue gets at the heart of the distinction between supply-side and
demand-side options. SSR's are assets, i.e., generating plants, which produce electricity for sale

to customers. Immediately upon being placed in service, whether included in ratebase or not,

an SSR begins to produce revenues from electricity sales. The margin on these sales contributes

to the recovery of fixed costs. In contrast, a DSR is created through energy efficiency measures

which reduce sales of electricity. Because tariff energy charges include a portion of the fixed

costs of the Company, revenues decline by more than the variable cost of the energy saved. This
component of fixed cost recovery, built into the tariff price, is often called the "margin". The
margin which would have been received but for the DSR program, is lost to the Company. The

lost revenues which occur when DSR is acquired, have no parallel in the acquisition of a SSR

option. Lost revenues are a hidden cost of DSR, which constitute a penalty to the Company

arising from DSR programs. PacifiCorp's proposed net lost revenue adjustment mechanism

effectively removes this disincentive to DSR acquisition.

One of the more difficult problems in reaching agreement on DSR cost recovery is the

debate over the appropriateness of offsetting "lost revenues" and "found revenues." One point

of view is that lost and found revenues are two sides of the same coin and must be considered

together for DSR cost recovery purposes. The other perspective is that while revenues are clearly

lost as a result of the implementation of DSR measures, there is no evidence that so-called found

revenues are directly or indirectly related to DSR programs. Proponents of this second view

believe that consideration of found revenues is a broader regulatory issue that falls outside the

sphere of DSR cost recovery. The disagreement over lost vs. found revenues has the potential

to distract attention from elements of cost recovery that may be less controversial, i.e., the

deferral with carrying charge and subsequent amortization of DSR program costs.

In order to circumvent the lost revenue/found revenue debate and provide utilities with the

opportunity for DSR cost recovery, PacifiCorp included an estimated future test year or an

historic test year with out of period adjustments for costs related to DSR programs in its lost

revenue proposal. Both lost and found revenues are created by regulatory lag. Thus, matching

prices with test period conditions through estimates of DSR program impacts on revenues and

expenses will render the lost/found revenue issue moot. It would also eliminate the need for the

balancing account generally associated with lost revenue recovery mechanisms. Out of period

adjustments related to DSR would need to include lower kWh sales, reduced expenses related to

lower kWh sales, and levels of deferred DSR program costs and related amortization. Though

limiting out of period adjustments to DSR issues would minimize departure from the

Commission's preference for historic test periods, it seems likely that once the door is opened

many other adjustments will be proposed to maintain consistency. Therefore, the Company

would prefer that its next Utah general rate case be based on an estimated future test year for all

elements of revenue requirement.

While the use of estimated future period amounts would do much to defuse the lost vs.
found revenue issue, it will not remove all the complexities of DSR cost recovery. For example,

if significant DSR program costs are incurred prior to the test period on which prices are set, it
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Like the environmental intervenors, the DNR prefers statistical recoupling. They also could
support a net lost revenue recovery mechanism though concern was expressed that this approach

was subject to "gaming." PacifiCorp believes that the DNR's concerns about net lost recovery

mechanisms can be addressed through careful design and implementation.

PacifiCorp Incentive Proposal

•

PacifiCorp believes that if the Company is provided with an adequate opportunity to receive

a fair return on their DSR investments, an additional incentive program may be unnecessary.

However, if an incentive program is desired, the Company feels a shared savings approach may

be beneficial. A shared savings approach could provide a useful tool for encouraging

development of cost-effective DSR while balancing risks between the Company and its

customers.

If the Cost Recovery and Lost Revenue proposals that are adopted give the Company an
adequate opportunity to receive a fair return on their DSR investments, then this should provide

the Company with sufficient incentive to invest in DSR programs. However, as the scope and

maturity of the Company's Utah DSR investments increase, some type of incentive could

encourage continued development of cost-effective DSR by the Company.

An incentive method used in connection with DSR expenditures, which has been gaining

popularity nationally, is the shared savings approach. Shared savings is an approach the

Company favors exploring in more detail, and an option that may prove beneficial in the future.

If properly structured, a shared savings feature should provide a useful tool for encouraging

continued development of cost-effective DSR while balancing risks between the Company and

its customers.

PacifiCorp believes that any incentive program be considered separate from the cost

recovery and lost revenue provisions. The proposals adopted for cost recovery and lost revenue

should provide the Company with full recovery of their DSR costs, plus a reasonable rate of

return. The purpose of any incentive should be to share the risks and the rewards associated with

DSR programs between the shareholders and the customers. The Company needs to be rewarded

for exceeding a specified level of DSR effectiveness, not simply given the opportunity to earn

a fair rate of return. In addition, any possible penalties should not exceed the possible rewards.

The Company believes that the Environmental Intervenors, DPU and DNR proposals appear

reasonable. However, the Company believes the CCS proposal would not function as a DSR

incentive because most of the risk is born by shareholders, while most of the rewards are going
to the customers . The Company and shareholders should not be expected to absorb the risk with
no appropriate level of possible reward for absorbing those risks.

0
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Title 54 Public Utilities Statutes and Public Service Commission Rules Section 54-4a-6. The

sixth criterion of importance is that the DSR policy maintain appropriate sharing of the risks

between PacifiCorp shareholders and ratepayers.

I. DIVISION OF PUBLIC UTILITIES' POSITION

A. COST RECOVERY

The Division considers it appropriate to ratebase certain DSR expenditures. Those DSR

costs that are recurring should be expensed. The Division supports the accrual of a carrying

charge on DSR-related construction work in progress (CWIP) at the AFUDC rate during the

construction period. These measures ensure cost recovery of DSR that is consistent with cost

recovery treatment of supply side resources (SSR). As such, this policy attains the criterion of

providing cost recovery while promoting cost minimization that does not inappropriately bias the

Company toward selection of DSR relative to SSR.

B. LOST REVENUES

The Division recognizes that the decrease in sales as a result of DSR programs (which are

appropriately non-load building) can be a temporary disincentive for investment in cost-effective

DSR. Therefore, the Division recommends an annual rate review which recognizes the decrease

in sales and DSR expenditures forecasted for the upcoming year. This review would include an

assessment of the impact on revenues, expenses, and rate base of forecasted DSR programs as

an out-of-period adjustment. Accounting for the decrease in sales due to DSR in this fashion

could potentially mitigate the need for a rate decrease or conversely, trigger the need for a rate

increase. While this review process may indicate that it is appropriate for rates to increase, it

would be incumbent upon the Company to initiate a rate case if it was earning below its

authorized rate-of-return since this review would not culminate in an automatic adjustment in

rates. If the Company was over earning without an out-of-period adjustment for DSR and hence,

prompted the Division to initiate a rate case, inclusion of an out-of-period adjustment for DSR

may indicate that the Company is not over earning and negate the need for a rate case. If no out-

of-period adjustment is allowed for DSR, an annual rate review will still be conducted using the

test year's impact of DSR programs. This too will mitigate, albeit to a lesser degree, the impact

of lost sales due to DSR by recognizing the change in sales due to DSR for the current year on

the Company's return.

In order for a policy to successfully meet the criterion of promoting cost minimization, the

Division considers it essential that policy address the issue of lost sales since lost sales associated

with DSR can generate a significant deterrent to the Company's adoption of a least cost plan that

includes expenditures on DSR programs that significantly reduce sales and therefore, revenues

that contribute to fixed costs. The annual rate review discussed above attempts to address this

concern by recognizing DSR programs in the upcoming year. Since the annual rate review does
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•
We recommend that an interim trial policy be crafted and implemented for 1994. This

interim approach includes DSR targets which would encourage a reasonable level of DSR activity

during 1994. This trial period should include safeguards to insure that DSR costs are treated like

SSR costs, and to limit the dollar risk to ratepayers. It should also allow for a collaborative to

continue investigation of other solutions, and to evaluate and oversee the results. The Division

will work with other parties to see if a trial policy can be developed that accomplishes these

goals.

II. PACIFICORP'S PROPOSAL

A. COST RECOVERY

PacifiCorp proposes: 1) ratebasing all DSR program costs; 2) deferral of the amortization

of these costs for three years or until the next general rate case; and 3) accrual of a carrying

charge on CWIP at the authorized rate-of-return.

The Division maintains that ratebasing all costs associated with DSR is inconsistent with standard

accounting procedures as applied to SSR. The Division also considers deferral of these costs to

be retroactive ratemaking and therefore, illegal. Finally the Division considers accrual of a

carrying charge on CWIP at the authorized rate-of-return to be inconsistent with the treatment

of CWIP for SSR which incurs a carrying charge at the lower AFUDC rate. This preferential

treatment of DSR relative to SSR is inconsistent with promoting cost minimization consistent

with the least cost plan. Furthermore, biasing selection of resources toward DSR as proposed

by PacifiCorp does not necessarily encourage the most cost-effective DSR.

B. LOST REVENUES

The Company proposes to accrue net lost revenues in rate baseand to delay amortization

for three years or until the next general rate case . The Company proposes collecting the lost

revenues through a balancing account. Price changes resulting from the balancing account would

be included as a rider on the customer ' s bill.

NLRAs are a means for addressing a major disincentive for the Company's adoption of its

least cost plan -- the decrease in sales and therefore, profits that occurs between rate cases due

to DSR programs. NLRAs account for the impact of the decrease in sales due to DSR by

permitting the Company to recoup the lost profit margin, i.e. the difference between the retail

price and their avoided cost, net of off-system sales. The rationale for adopting an NLRA is that

the decrease in sales due to DSR reduces the contribution of sales to fixed costs. Compensating

the Company for this lost contribution toward fixed costs may remove a potentially strong

deterrent for Company investment in cost-effective DSR.

The Division has the following concerns regarding net lost revenue adjustments (NLRAs)

0 in general . NLRAs do not necessarily promote cost minimization because they may bias the
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treatment of DSR relative to SSR that is performance-based such as providing incentives for

DSR.

B. LOST REVENUES

EI advocates statistical recoupling which breaks the link between revenue and sales as its

preferred solution to the lost revenue problem. The Division considers statistical recoupling

intuitively appealing. Statistical recoupling addresses many of the shortcomings of decoupling.

Decoupling under an Electric Revenue Adjustment Mechanism breaks the link between profit and

sales by predetermining allowed future profits based on a future test year. Rates are subsequently

adjusted to ensure that the utility earns no more or no less than this predetermined profit.

Decoupling under a revenue-per-customer mechanism breaks the link between revenue and sales

by predetermining allowed future revenues based on number of customers (historic or forecasted).

The revenue-per-customer mechanism allows future revenues to grow in proportion to customer

growth instead of sales. Statistical recoupling resolves the problem of shifting the risks of

weather and the economy from shareholders to ratepayers under decoupling. Under statistical

recoupling PacifiCorp retains those risks. Statistical recoupling does not have the disincentive

for maintaining quality inherent in revenue-per-customer decoupling which predetermines

revenues based on the number of customers, independent of quality of service. Statistical

recoupling also removes the incentive to build load yet does not discourage economic

development since it allows the Company to keep revenues between rate cases associated with

sales due to increased productivity. Since statistical recoupling breaks the link between revenues

and sales, not profit and sales, statistical recoupling does not discourage cost minimization as it

maintains the same incentive to decrease costs between rate cases as does rate-of-return

regulation.

Despite the appeal of statistical recoupling on a theoretical level, the Division is concerned

about the effectiveness of the model in practice, given that there is only three years of data on

PacifiCorp to empirically examine the stability of the statistical recoupling methodology.

Empirical analysis conducted by Eric Hirst and Eric Blank on five utilities yielded very stable

results, i.e. relatively small rate impacts. (See "Regulatory Reforms that Remove Disincentives

to Electric-utility DSM Programs in Utah", June 1993.) Given the Division's criterion of

maintaining rate stability, the Division considers it premature to advocate statistical recoupling

at this point in time when no state has yet adopted this relatively new approach toward resolving

the lost revenue problem. Statistical Recoupling may create an undesirable regulatory

environment similar to the environment under the former Energy Balancing Account in which

the ratemaking process for establishing rates to ensure an authorized rate-of-return was conducted

independent of implementing rate adjustments due to changes in the balancing account. Under

a statistical recoupling regulatory regime the possibility of perverse outcomes is greatly increased,

e.g. statistical recoupling may necessitate a rate increase while Company earnings in excess of

its authorized rate-of-return necessitate a rate decrease. Furthermore, statistical recoupling

involves a balancing account which may be illegal.
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B. LOST REVENUES

Page 13

The Division of Energy advocates statistical recoupling as its preferred method of

addressing the lost revenue problem . As a second best alternative to statistical recoupling the

Division of Energy advocates an NLRA mechanism . This NLRA mechanism would entail a

forward looking true-up of savings where savings are net of avoided costs plus sales for resale

credit , free-riders, and load building kwh. The Division of Energy also supports an expanded

collaborative effort on program design and evaluation. Finally, the Division of Energy is

interested in exploring a cap on lost revenues.

The Division provided its views on statistical recoupling in section III part B of the

Environmental Intervenor ' s Proposal and its views on NLRAs in section II part B of PacifiCorp's

Proposal . The Division maintains that the NLRA proposed by the Division of Energy

appropriately accounts for free-riders and load building that are not accounted for in PacifiCorp's

derivation of lost revenues in its proposed NLRA mechanism . Netting out these factors

appropriately reduces the impact of cost recovery of lost revenues on rates.

C. INCENTIVES

The Division of Energy maintains a position similar to that of the Division regarding

incentives . See the Division of Public Utilities response in section I part C under Division of

Public Utilities ' Position.

V. DESERET GENERATION & TRANSMISSION CO-OPERATIVE 'S PROPOSAL

A. COST RECOVERY

DG&T considers it inappropriate for the forthcoming Commission ' s order in Docket No.

92-2035-04 regarding DSR regulatory policy for PacifiCorp to become precedent setting for

DG&T and its members . The Division concurs with this view. DG&T supports cost recovery

treatment of DSR that is consistent with that of SSR. This view is consistent with that advocated

by the Division . (See discussion in section I part A of the Division of Public Utilities ' Position.)

B. LOST REVENUES

DG&T did not explicitly comment on lost revenues.

C. INCENTIVES

DG&T does not advocate incentives for DSR . See the Division of Public Utilities response

in section I part C under Division of Public Utilities' Position.

9
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•
analysis shows that the lost revenues resulting from even a moderate DSR program could lower

PacifiCorp' s rate of return by about 100 basis points.

A. Statistical Recoupling

•

•

Statistical recoupling is our preferred solution for this lost revenue problem. Like other

"decoupling" approaches, statistical recoupling ("SR") first breaks the linkage between utility

revenues and sales. In a second step, revenues are recoupled to estimated electricity use. Also

like other decoupling mechanisms, this approach does not alter the regulatory determination of

utility revenue requirements or the method for setting utility prices coming out of a rate case.

Implementing a SR mechanism requires the use of statistical models that explain the effects

of weather and economic activity on electricity sales . Such a system might be developed as

follows. The utility would statistically analyze historical data (e.g., over the past 10 to 15 years)

on quarterly electricity sales as a function of weather severity (e.g., heating and cooling degree

days), service-area economic activity (e.g., personal income, employment, or industrial output),

retail electricity prices, and other factors that materially affected electricity sales.

The coefficients from this statistical model would then be used to estimate electricity use

for each future year, given the actual weather patterns, economic conditions, and electricity prices

for that year. For example, the utility might use data from 1975 to 1991 to create this model. The

model would then be used to calculate electricity use for the year 1993, based on actual weather,

economic conditions, and electricity prices for 1993.1 The utility's allowed revenue in 1993

would then be the product of the computed value of electricity use and the average retail price

of electricity minus the base energy cost. The difference between actual 1993 electric revenues

and the computed value for allowed revenues is the amount of money flowing through the

utility's recoupling account. A more detailed description of the statistical recoupling approach

appears in the Appendix.

Statistical recoupling retains many of the positive attributes of existing regulation. Weather

and economic risks remain with the utility. Moreover, statistical recoupling retains an incentive

for economic development, explicitly linking allowed revenues to an index such as employment

or industrial output. In contrast, current regulation rewards PacifiCorp for selling more electricity

no matter how inefficiently or uneconomically that electricity is used. Finally, statistical

recoupling retains utility incentives to cut costs.

' When utilities use statistical models to forecast electricity sales , they must make assumptions about the future values

for the explanatory variables . For example , a utility in 1993 wanting to forecast sales for 1994 and 1995 will have to

assume values for income, number of customers, and other factors for these two future years . In contrast, in SR these

statistical models are used to determine allowed sales for the most recent year . Thus, the values for all the explanatory

variables are available at that time. In other words , SR involves no assumptions on what the values will be for heating

degree days, income, electricity price, and so on.
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tended to work in states where parties collaboratively work on DSM program design and

evaluation from the beginning.

As a result of this experience, any NLRA in Utah should be accompanied by an expanded

Collaborative effort on DSR program design and evaluation. Moreover, we believe that the

Division (and perhaps other intervenors) should be empowered to supervise outside consultants

that would review PacifiCorp's work. As such, this process would perhaps be broader than the

current DSR Evaluation Task Force, would have a more precisely defined mission, and would

have clear rules for non-utility management of outside technical consultants.

Other elements would likely need to be added to this package to make it workable. For

one, PacifiCorp's DSR activities can create non-participant rate impacts. To address this concern,

we would support a cap that would limit the rate impacts associated with PacifiCorp's DSR

activities over the next, say, three years. This cap (which must be big enough to comfortably

support PacifiCorp's expected DSR efforts as set forth in RAMPP2) should help to directly

address the concerns, expressed by various customer group interests, about non-participant rate

impacts.

Finally, the purpose of providing cost- and net lost revenue recovery is to encourage

PacifiCorp to implement its least-cost plan. Thus, as part of this total incentive package we

S believe that PacifiCorp should commit to specific DSR targets for the next few years, perhaps

based on RAMPP2. This should give the Commission and other intervenors clear guidelines

against which to measure PacifiCorp's success with DSR, both in terms of costs and benefits.

C. Annual Rate Reviews

The Division of Public Utilities uses an annual rate review to develop information about

the impacts of lost revenues on PacifiCorp's earnings. However, since the annual rate review

does not automatically adjust electricity prices, it will not remove the disincentives associated

with PacifiCorp's energy efficiency investments. As a result, PacifiCorp is unlikely to take

advantage of the economic and environmental benefits of DSR.

The primary benefit of this approach is that it will maintain rate stability. Given that

PacifiCorp's investments in DSR are currently small, however, we believe that it is possible to

encourage PacifiCorp to acquire the cost-effective resource for 1993-95 as shown in RAMPP2

with only minimal rate impacts. Indeed, with a rate cap the parties can specify exactly the

acceptable rate impact.

D. Other Issues

•
PacifiCorp ' s idea of allowing out-of-period adjustments to reflect known and measurable

ramp-ups in DSR expenditures and sales reductions is sensible. Although this will not cure the

lost revenue problem, when combined with either SR or an NLRA, it will lessen the amount of
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IV. DG&T

This draft POSITION PAPER RE IRP & DSM ("Draft Paper") is prepared by Deseret's
staff pursuant to Pacificorp's request for comments by interested parties. However, this Draft
is presented subject to submission to, review and revision by, and final approval of Deseret's
Governing Board.

Furthermore, in anticipation of the possibility of a formal hearing ("Formal Hearing") before
the Utah Public Service Commission ("Commission") regarding the subject matter of the above-
captioned workshops ("Workshops"), Deseret reserves the right, subject to and consistent with
applicable law, to make an appearance in any such Formal Hearing, to therein represent and
defend Deseret's interests in any and all of these matters and, to the extent Deseret's deems
appropriate, to take any position in any such Formal Hearing whether consistent or inconsistent
with any position taken or otherwise expressed herein.

Deseret 's Draft Position
The collective goal of Deseret and its six distribution cooperative members2 ("Members")

is to operate a low cost, highly reliable, efficient generation , transmission and distribution system.
Deseret and its Members intend to follow an Integrated Resource Plan ("IRP") which results in
the lowest cost to all customers through Supply Side Resources and, when appropriate, through
Demand Side Resources. The current intent of Deseret's Board of Trustees is to have Deseret
prepare a joint IRP for Deseret and its Members.

Presently, Deseret has surplus Supply Side Resources and a very high load factor which
severely limits the ability of Deseret and its Members to take advantage effectively of Demand
Side Resources. At the present system growth rates, Deseret and its Members now possess
resources sufficient to last 10 to 15 years or more, which is longer than Deseret's present
planning horizon.

Deseret feels that both its needs and those of its Members should be evaluated when
looking at long term power supply resources, whether Supply Side or Demand Side. A Member
may potentially be able to decrease its total cost for electricity by reducing the amount of its
purchases by application of Demand Side Management ("DSM"). However, any such reduction
in purchases by Members may force Deseret to raise rates. Such a rate increase could negate or
devalue any Supply Side cost savings achieved by reducing retail sales.

At a time when many owners of agricultural, commercial and other loads are shopping
around the more than 25 different power systems in Utah looking for the "best deal", Deseret
feels it needs to offer comparable and competitive services and prices to maintain its market

2 The six Members of Deseret are: Bridger Valley Electric Association, Dixie-Escalante Rural Electric Association,
Inc ., Howell Electric Association, Inc., Garkane Power Association, Moon Lake Electric Association, Inc., and Mt.
Wheeler Power, Inc.
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Efficiency - Deseret feels that any Least Cost Plan ought to encourage efficiency
within the utility. This strategy will keep the overall expenses of the cooperatives
down and give the customers of the cooperatives the proper price signals.

Non-participant cost - As different grades of service are sold to different customer
classes in connection with DSM, it should be demonstrated that other customers and
other classes of customers are not adversely impacted, i.e., that such other customers
and classes of customers are not cross-subsidizing such DSM. If DSM is
implemented, the direct impact of the benefits and the costs associated with such
DSM should be limited, as much as possible, to those customers directly involved

with such programs. Every reasonable effort should be made to assure that the costs
and other burdens of the implementation and performance of DSM programs are not

imposed upon the non-participants of the programs. This procedure would minimize
snapback, make the program simple to administer, make the programs easy to

understand, and be performance based.

Share risk - In any financial investment there are risks. If the benefits of a DSM

program are received by a customer, then that customer ought also to bear the costs

and risks associated with such program. A customer thus exposed to costs and risks

will then be motivated to ensure desired and anticipated benefits are achieved.

0

Pacificorp does this effectively when offering low cost loans to customers who install

high-efficiency appliances. It also minimizes the issues of whether DSM costs, risks

and savings are measurable, understandable, administrable and predictable. If other

customers who are not participating in a DSM program share in the cost of a DSM

program but not the associated benefits, they are then exposed to risks outside their

control without any corresponding benefit. When benefits are not realized, there may

be instability in rates. When risks are appropriately borne, inaccurate rate signals,
which may result in gaming and/or cream skimming, would likely be minimized.

Decoupling revenue from sales - While decoupling mechanism which would
decouple sales from revenues may look attractive to some, it does NOT encourage a
utility to be efficient and maintain the lowest overall costs. Market forces are among

the MOST IMPORTANT to keep and maintain low costs, and are MOST LIKELY

to result in each customer's receiving the appropriate price signal for electrical energy.

0

Concerns re CHANGE in Nature of Proceedings
It would appear that the Utah Public Service Commission's order orally issued in the June

2, 1993 PRE-HEARING CONFERENCE in cases captioned Docket No. 93-999-03 and Docket
No. 93-999-04 has changed the fundamental nature of the above-referenced Workshops. That

oral order, now in the process of being reduced to writing by the attorney for the Division of

Public Utilities, provided, among other things, that the Utah Public Service Commission will, as
a part of the above-captioned Workshops, consider establishing for ALL utilities in the State of

Utah "standards for electric [utilities consistent with those]... found in [PURPA] § 111(d)(7-10)..."
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•
V. DIVISION OF NATURAL RESOURCES

UTAH DEPARTMENT OF NATURAL RESOURCES

Office of Energy and Resource Planning

VIEWS ON RATEMAKING TREATMENT FOR PACIFICORP DSR INVESTMENT
August 30, 1993

In this statement , the Utah Department of Natural Resources , Office of Energy and

Resource Planning will discuss our views to date on three components of ratemaking treatment

for Demand Side Resource (DSR) investment by PacifiCorp.

o Recovery of Costs
o Treatment of Lost Revenues
o Incentive Mechanisms

•

•

Philosophical Orientation and Goals for this Proceeding

We first state why this proceeding is important to the Department of Natural Resources and

indicate DNR's goal for the proceeding.

Under Utah state statute, 63-34-6 (3), the Department of Natural Resources (DNR) is

authorized to engage in studies and comprehensive planning for the development and

conservation of the state's natural resources . Through statutes 63-34-5c (ii) and 63-34-5c (vi),

DNR is authorized to facilitate the development and implementation of policies and programs

relating to energy production and utilization and to participate in regulatory proceedings as

appropriate to this mandate.

DNR notes that PacifiCorp has identified cost-effective demand side resources (DSR) in the

RAMPP-2 Integrated Resource Plan recently acknowledge by the Utah Public Service

Commission. However, we also note that current regulatory policy provides a financial incentive

during the lag between rate cases for PacifiCorp to increase rather than decrease electricity sales.

This regulatory phenomenon coupled with regulatory reliance on an historic test year for

establishing revenue requirement combines to form a financial barrier to the development and

acquisition of DSR which by its nature reduces sales between rate cases and imposes additional

and increasingly significant costs to PacifiCorp not accounted for in the established revenue

requirement. The outcome of the current regulatory approach is that PacifiCorp is likely to

prudently balance short and long-run profit maximization against reduction of long-run ratepayer

costs.

Amidst the perception of an increasingly competitive market for electricity which puts

pressure on maintaining competitive rates and with current uncertainty of regulatory treatment

of DSR costs in Utah, we believe that PacifiCorp will continue to favor SSR options despite the
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time the plant goes into service. However, SSR investments include a revenue stream that can

compensate the utility for costs that may go unrecovered between the in-service date and a rate

case. There is no corresponding compensation for DSR investment and so allowing deferral of

the amortization can serve to reduce the increased risk of not receiving full cost recovery

perceived for DSR investments.

Further, we recommend that only full-scale programs that are cost-effective from both a

TRC and UC perspective and small scale pilot or demonstration programs be eligible for

capitalization, with deferral of the amortization as noted above and carrying charges. The

amortization period for cost-effective expenditures should comport with the expected useful life

of electricity savings, per energy conservation measure, which should be collaboratively

established when the program is proposed or evaluated. Small-scale pilot programs should be

excepted from the cost-benefit performance standard but should be held to a minimum annual

expenditure , i.e., under $200,000 for eligibility. The performance standards will reduce micro-

management of programs by regulators and explicitly place the responsibility of program

performance compliance on PacifiCorp. This would also reduce gold-plating (padding the

ratebase with DSR expenditures with no corresponding benefit), and thus promote cost-

minimization as defined in the IRP. This approach would result in the emphasis of evaluation

efforts rather than minimization ; however, current evaluation methods may likely be sufficient.

We do not consider it appropriate to discuss how DSR costs will be spread amongst

ratepayer classes; we recommend that that issue be addressed in a rate case . However, cost-

benefit analysis conducted for performance standard compliance relies upon avoided cost tests

which can be structured to identify the impact of the program on all ratepayers and which yields

an estimate of cost to non-participants by program type, and hence by sector, for identification

of class cost share.

TREATMENT OF REVENUES "LOST" BETWEEN RATE CASES

We strongly support the development of a mechanism to address the loss of revenue

incurred between rate cases due to DSR performance vis a vis what would have occurred absent

the Company ' s efforts to reduce or to increase sales.

Our preferred method of addressing this problem is statistical recoupling . We currently find

it to be the most reasonable alternative to address the short-run lost margin to fixed costs due to

DSR. Coupled with a cost recovery mechanism , it has the virtues of making the Company whole

with respect to DSR investment and more appropriately aligns the Company's short-term

financial interest with implementation of it's IRP. Since statistical recoupling does not require

calculation of lost revenues , micro-management and oversight of programs is reduced and the role

of evaluation is minimized , and therefore, appears to be relatively easy to administer. Because
Company costs are not part of the equation , the regulatory incentive to decrease costs between

rate cases is preserved . The method removes the current incentive for the Company to build load
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•
assist regulators in reviewing the achievements of Company efforts in relation to the goals set

forth in the Company's IRP. It could also promote system cost minimization by encouraging the

Company to implement its IRP, could identify and address inequities between ratepayers and

shareholders and could reduce the disincentives associated with lost sales absent statistical

recoupling or net lost revenue adjustment. We prefer to address the ratemaking treatment

problems outlined in the beginning of this paper by focusing on removing the disincentives to

DSR investment. However, we consider the development of an incentive mechanism as a viable

option to be considered.

•
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•
at the beginning of year 1. Let's further assume that it results in a reduction in the utility's
margin (i.e. sales minus energy costs plus any margin realized from off-system sales) of
$100,000. Further assume new rates are established at the beginning of year 4, which take into
account the $100,000 lost margin (i.e. rates are increased $100,000 due to this particular demand-
side measure). Under this scenario the lost revenue would have been deferred for three years---
PacifiCorp's current proposal. Further assume a tax rate of 40% and a discount rate of 10%.

If the Company were allowed no recovery of lost revenues (item A), its net dollar amount
available for return would be reduced by $60,000, in each of the first three years. The net
reduction in each of the first three years would not be $100,000, since the reduced margin would
result in reduced income taxes. In year 4, the Company would no longer realize a reduction,
since the lost revenues would be recovered by the new rates. The net present value of this lost
revenue stream, discounted at 10% is ($149,211).

If the Company were allowed recovery of lost revenues in the manner which it has currently
proposed, it would defer additional DSR costs of $364,100, as shown in item B. In year 4, these
additional program costs would begin amortization over a ten year period, resulting in an
additional cost to be recovered from ratepayers of $36,410. The net present value of this
additional margin, $36,410, to be collected from ratepayers over ten years beginning in year 4,
is $168,087, which is greater than the net present value of the lost revenue stream.

Unlike other costs, lost revenues would not be tax deductible. Thus, in order to actually
collect $36,410, PacifiCorp would have to increase rates an additional $60,683. Therefore,
beginning in year 4, rates would increase an additional $160,683. This compares to the $100,000
rate increase which would have occurred had no recovery been allowed for lost revenues.

Other members of the Task Force have proposed decoupling/statistical recoupling as an
alternative to the inclusion of lost revenues as a DSR program cost. The Committee currently
has two problems with decoupling/statistical recoupling. First, it constitutes one item ratemaking.
Second, it introduces another element into the ratemaking process, namely the determination of
the appropriate statistical formula, which by its very nature must be updated/revised over time.

INCENTIVES

0

The Committee firmly believes that financial incentives are not required to spur the
Company to acquire demand-side resources. In adhering to its IRP, Company management has
the responsibility to acquire the cost minimizing (subject to constraints such as reliability,
environmental risk, technological diversity, etc.) combination of resources, whether they be
supply-side or demand-side resources.

Hypothetically speaking, if the Commission directed parties to develop incentive
mechanisms for consideration, we believe such a mechanism should be performance-based and
not merely based on the volume of DSR activity. We would argue for an asymmetrical reward-
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Committee is that the potential DSR rate impacts for Utah jurisdictional ratepayers require

further, and careful, examination.

The Committee position is that we should move cautiously and amass as much empirical

evidence as possible through program evaluation and rate impact studies before diving headlong

into muddy DSR waters. Such studies should analyze both intra-class and inter-class rate impacts

at the Utah Jurisdictional level. We believe the Company should take the lead in performing

these rate impact studies that will hopefully uncover useful information on the distributional

ramifications of DSR.

0
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0
summaries and generalities while the agendas of the Company and the state agencies have

dominated the process and dictated the Report.

The UIEC are also concerned that much of the information contained in the Report,

including the selecting and prioritizing of criteria and the positions of the participants on each

criterion, was evoked through an informal process of polling the participants for quick and short

answers to complex and largely speculative questions. The parties to the Technical Conference

were asked to provide responses to three matrices which compare cost recovery mechanisms, lost

revenue treatment, and incentives against 19 predetermined criteria. See Appendix II -

Participant Matrices). The responses were to be compiled and presented as part of the Report

of the Technical Conference to the Commission. Some of the participants in the Technical

Conference proposed this "matrix" approach because, due to the diversity of positions among the

parties, a compilation of written comments proved too cumbersome to distill into a coherent

report.

The UIEC believe that the use of the matrices to formulate a report is even more confining

and less informative than written comments. To adequately respond to the matrices and provide

unambiguous information would require lengthy explanations, exceptions, and equivocations. It

is the UIEC's view, therefore, that any report that could result from general summaries or the

kind of abbreviated responses called for in the matrices may be ambiguous to the point of being

virtually meaningless and, at the very least, subject to material misinterpretations. In order to

avoid misstating their position or leading the Commission to believe that the UIEC concurred on

issues when, in fact, they did not concur, the UIEC have elected not to participate in that portion

of the report to the Commission.

For the reasons stated here, the UIEC believe that the process by which the Report evolved

has left it incomplete, unreliable, and susceptible to misinterpretations. The UIEC urge the

Commission, therefore, to avoid placing undue confidence in the Report and to refrain from using

it to form opinions regarding the advisability of any cost accounting method for DSM programs

or any participant's position with respect to the issues addressed in the Report.

UIEC's Position on Cost Recovery

UIEC' s position is that costs associated with demand-side resources (DSR or DSM) should

be treated in the same manner as costs associated with supply-side resources. Those costs which

are associated with the creation of an asset should be capitalized and depreciated or amortized

over the useful life of the asset. Other costs should be expensed in the year incurred . During

the time of construction , an allowance for funds used during construction (AFUDC) rate may be

applied and these costs capitalized along with the underlying capital , labor and other costs.

Accrual of AFUDC should cease at the time the asset goes in service, thereby affording DSR the

same treatment as supply-side resources.

0
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general rates and the balancing mechanism may not be treated properly in each

mechanism or between the mechanisms . (Emphasis supplied.)

We could not have said it better.

UIEC's Position on Lost Revenues

When a utility engages in a DSM program, revenues are allegedly "lost" because customers

purchase less electricity then they otherwise would have in the absence of the DSM. But, sales

impacts resulting from DSR are only one factor which influences a utility's performance. Even

with DSR in place, sales levels may be higher than the level used to establish rates in the last

rate case. Also, it is likely that factors such as weather and economic cycles will have a much

greater effect on a utility's sales levels than will the incremental impact of DSR. Furthermore,

UIEC must question PacifiCorp's claims with regard to lost revenues in light of the repeated

assurances given that resources acquired in advance of their need (from APS and Colorado-Ute,

for example) could be temporarily sold in the wholesale market and would not pose a burden to

native load customers.

Also problematical is the ability to identify and quantify lost revenue impacts. The UIEC

seriously question the ability to accurately determine the magnitude of lost revenues. This

determination depends heavily upon the specific performance of the DSM measure during the

period being analyzed. An accurate assessment requires a determination not only of the demand

and energy impacts of the implemented DSM measures, but also the determination of a baseline

to define what the sales would have been had the customer(s) not engaged in the specific DSM

activity. This also involves the interactive effects among the various DSM programs, and the

consideration of free riders, customers who would have engaged in conservation even without

the DSM program. A task force has been formed to develop evaluation methods, but it is too

early to know whether it can produce reliable, useful results.

Another major problem is isolation of the effects of additional load that may be provided

by a DSM program. If a DSM program induces a customer to purchase an additional appliance,

or to purchase an electric appliance rather than a gas appliance, then the actual effect of the DSM

program provides the utility with additional load that it otherwise would not have experienced.

The same would be true if the DSM program induces a customer to purchase a larger appliance

then the customer otherwise would have purchased. Unless these effects can be accurately

isolated, the utility will be rewarded with lost revenues for "found load."

UIEC believes that the most logical approach to lost revenues is to include appropriate pro

forma adjustments when utility rates are established in a rate case. These pro forma adjustments

will take into account the expected impact on sales volumes on a pro forma basis. This approach

automatically builds the anticipated effect of DSR into the revenue requirement determination and

the base rates, and obviates any perceived need to create special mechanisms. While it is still
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approach abridges its rights of due process as afforded under the Constitution and applicable

statutes.

UIEC believes that there is no benefit to be gained by further studying lost revenues, shared

savings, incentive plans or statistical recoupling. As noted in our "other comments" section,

UIEC remains vitally concerned about impacts on participants and non-participants. UIEC would

not oppose a limited task force to further consider these questions.

UIEC's Position on Incentives

UIEC is strongly opposed to attempts to provide incentives or rewards to utility

management that are targeted specifically to DSR. It is inappropriate to focus the appraisal of

management performance on a single item. This approach substantially tilts the playing field,

and could easily lead to the implementation of DSR that is not cost-effective, and not in the best

interests of the customers.

UIEC believes that the Commission should appraise the overall quality of utility

management during the course of a rate case. Performance on DSR is certainly a factor to be

considered, but so is performance in all other areas of operations. If, on balance, the

Commission finds that PacifiCorp has been doing an exceptional job it can certainly allow

PacifiCorp a return on equity at the upper end of the range of reasonableness. Conversely, if it

finds that PacifiCorp has not been doing a good job, it can set the return equity at the lower end

of the range of reasonableness. The Company's performance could be assessed much as it would

be with a supply-side resource, by comparing actual savings with engineering estimates and

actual costs with estimated costs.

Comments on Incentive Proposals of Other Parties

No other party is seriously advancing the concept of shareholder incentives. However,

PacifiCorp conditions its position on adoption of its proposals for cost recovery and lost revenues.

Most parties seem to agree that if an incentive proposal is adopted, it should be "shared savings".

While UIEC is opposed to the provision of incentives specifically targeted to one area, it does

believe that a shared savings approach is the most logical, if incentives for DSR are adopted.
However, there must be strict monitoring, evaluation and performance reviews associated with

such a program, the utility must be held accountable for the actual, and not the estimated
performance of DSR, and any such shared savings bonus must be paid over the life of the DSM
measure, not all in advance.

Other Comments of UIEC
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Core Values

Acquisition of cost-

effective DSM?

Acceptable rate impact and

volatility?

Amenability to regulatory

oversight?

Fair Risk sharing?

Micro-Management?

Unintended consequences?

ENVIRONMENTAL INTERVENORS
LOST REVENUE CRITERIA ANALYSIS

Statistical
Recoupling

Encourages utility to pursue
cost-effective DSM

NLRAs

Encourages utility to pursue
cost-effective DSM

Should have only limited

rate impacts

Hard to manipulate;
encourages economic

development, not load

building

Leaves weather and
economic risks with utility

Allows utility to pursue a

broad range of DSR

activities

Although analysis has been

done for many utilities, it's

never been tried

Should have only limited

rate impacts

Subject to gaming:
Encourages load building

and high savings estimates

Leaves weather and

economic risks with utility

Allows utility to pursue

easily measured DSR

activities

Experience in 10 or more

states

Exhibit B

Annual Review/

Status Quo

Discourages utility from
pursuing DSM

No impacts until new supply

is needed

Subject to gaming:
encourages load building

Leaves weather and

economic risks with utility

Relies primarily on
command and control

regulation

Environmental and

economic consequences are

well established
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Cn N
A

fD

:^ 6r CD

O

0 O O oti
CD

O CD

N 2

O
cC n N

k p. ?C Cp

CAD C)

G
nN ^ CD

N• p ^
, ..

y W

C. C C G'.
O CD CD•

0
W C

o 0
^^yy
r1

rn

o d
r^y
r T0 w tra 0

co 0

C) a' ff' a' o 0 O Co
CD m• w

n CD

CD

CD

0
~'

CD

O
CD

0
O

r+

O

C '

fG.

CAD

•.r
CD

z a" o z ^.^ z w a da a

^ ^ `D a CD 0
nro ^'

O R CD n

^• E 9 an d
`y

,0^ "rr^y^ fD

(D
W p•

CD d

yy-^

A

OO CD CD co 0-
.7, roG `C

•

cn
En

all

^r7 pi CO O O "^y
CD cn

0
sn

CO

to

C)
06 0

» Cb



N

wWJ

. oa

O

W O

•

U

r3 w C) N

M a
U

^^
C)

Z Z
0

Z 04

O

04

•O

cl
U U

u
W

F'• coa O
U

q.

z z z z .

soy
° bra

. 4^

d

a U 4J

lu ;3

0
R
p .Q'

^1

V

V] V1 G

o
" b O

Vi

y
Z

•y+

Z

^^1
C U3 w 04

UU

4)

p

2 O

4
cd

..
O ci

va vi vi •^ A «+ ^ y

ry'y
r^ 2

4p
y Zz yZ r̂

F. U CL4

^•
0

0
O h

`^ o a, p o

Z Q ul Z z _
q

yU '

^. 4)

U 4)

0

U •C7
'

^
^,, 7

4)
p N

YC G

`^

C..,

d pFBI

'^ 4) a) ^
-

E
O 4^i FL

c
^ aoi ^ O ^U

4

CL

a]
N N N 4) O 4) 4) O

4i 4i 4i 4i 4;

za
o
z

^
z

a
z

o
z

o
z

a
z

^ a
z

^,' 4)
d

cl.

`

C.

y

v

DA ran
W

b
a^i

«9O '^ a
cl.

,p
rN bu GL env °' ^'•

O
U y C

48

J2 "S,

43
O

V a.

> '^, a o a s r. y Ue^ o

TA A
25 ae •^^

^ ^
o t^

ca
°^ro^ d A • ,^ . U as

•^ CV Ki V1 %6 C^ 00

00
Ch

F-4
F•-I

W
a
Q



p
om4

•

•
Co

90 1 v+ U A W N O

F- Cl , d d ^AJ- d p d ^^'j' b Q
^-t 0

• .^^. '
0

2 (D g (D CD W• ml a v.
.

C
.
c. OQ

co M.
-e ,^ (p C2

R.
v C G

ao
C

'v
O

c^ co t^
F'C O

w
'

rr
CC

co
.y .n

r.

. p

C
(p

n
v O A

E; W co
N

O

^

N

•

[9
p

W
CD .ry+ M

N
N

(9
.

CD C)
C "CI CD

O
h O

y

21 w R. C.

CD

r+ V1 CD
CD

N (n N (/^

10

C)
m

E
(D

cD

o o ro o o
up

o o 0c

C-D

o 0 z p o 0(
CD b CD 0

rob

cu ^

ro o p z z o 0 oCD

ro

o m m 0 0 0 0 o o z

Co CD m
tr

.d
c

0 0 0 CD o
0 0 01

CAD b CD CD A

N

O 0 0 0 CD oy y w 0 DC

N

^
cn

Cl) b Cl)CD 0
f
^+ P^

by
IL

tJ



M

ow

•

o C
W A

G4 ^

a .'3
0
a

c W

as

ow

A

cts

sa

cn u

U

C

Utltl

A ti r jai C

D `n al h A N

A

bA f.1.
`^

cd N
e^
•y

W 4ti

P4
G b ctl

b

41 O

o
a
o ^" w 3^ a w

o c.

V

y Q '' Q N ^ o •a. . c• U
rz

h1 cri er vi ^D t^ oo O^

Qr

1-1



00 V Q^ Cl^ A W N O

y Cot CD g 5, 01 rp 0 0
t

z
i

,^ C7 5 C7 C7 5 C7
pD

( Mp
2

0
pp CD co :j C..

as
[

'oJ
OCO ' G'

^o
p

Fo
p

^; 5
RD

v'
.^ [

CD

r

-h .G
J a•

.
C
ms

O 0
C

N
CD

Q CD
M

..

p^ co-J E
•

-

n CD

CDO
b (a

in
CD

fD
N
rY

CD

CJ

n CD

Q 'o CAD
o 'Ly

0
K y

J
a ^.y

w
CD 00

o

z
0

5
et

CDA

C/]

ryCD

m

to
0

rt
QQ 11

C

L=J ^

"O m
A ry

CD J

rig

mo

a p
dt1

ca



•
•

pG
az

dD

N

a)

U
ate)

a)

•



•

•

2p

ax

w



DEMAND-SIDE-RESOURCE
COLLABORATIVE REPORT

APPENDIX III
^ PARTICIPANT ENERGY POLICY ACT

RECOMMENDATIONS

AUGUST 31, 1993

•



DEMAND SIDE RESOURCE
COLLABORATIVE REPORT

APPENDIX III
PARTICIPANT ENERGY POLICY
ACT RECOMMENDATIONS

Table of Contents

1. PACIFICORP .................................................. 1

II. DIVISION OF PUBLIC UTILITIES and
DIVISION OF NATURAL RESOURCES ............................... 2

III. ENVIRONMENTAL INTERVENORS ................................ 3

IV. UTAH INDUSTRIAL ENERGY CONSUMERS ......................... 5

•



•

•

OR COLLABORATIVE REPORT - APPENDIX III Page 1

1. PACIFICORP

Pacificorp believes that adoption of the Federal standard for investments in conservation
and demand management is unnecessary and that the public interest would be best served if the
Utah Commission were to adopt DSR cost recovery standards which are specifically tailored to
fit the unique circumstances and needs of Utah customers and the utilities who serve them.
PacifiCorp supports the collaborative process initiated by the Commission through the recently
concluded series of DSR Technical Conferences . The Company believes that continuation of this
collaborative effort will be an important element of the process through which an appropriate
Utah-specific DSR cost recovery policy will ultimately be established by the Commission.

0
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III. ENVIRONMENTAL INTERVENORS

EPACT 16 U.S.C. § 2621, Sec. 111

Page 3

The Environmental intervenors believe that the standard embodied in the Energy Policy Act
of 1992, § 2621 , Sec. 111 ( 8) is good public policy and urges the Utah Public Service
Commission to adopt it.

Under the 1992 Amendments to the Public Utilities Regulatory Policies Act, it states Public
Utility Commissions are required to consider whether or not to adopt the following standard:

The rates allowed to be charged by a State regulated electric utility shall be such that
the utility's investment in and expenditures for energy conservation, energy efficiency
resources, and other demand side management measures are at least as profitable,
giving appropriate consideration to income lost from reduced sales due to investment
in and expenditures for conservation and efficiency, as its investments in and
expenditures for the construction of new generation, transmission, and distribution
equipment. Such energy conservation, energy efficiency resources and other demand-
side management measures shall be appropriately monitored and evaluated.

Existing regulation in Utah contains incentives that are inconsistent with PacifiCorp's least-
cost plan. More specifically, for every kwh saved through a cost-effective investment in energy
efficiency, PacifiCorp will lose revenues and profits. In contrast, supply-side investments provide
PacifiCorp with a full opportunity to earn its allowed rate of return. As a result of these financial
incentives, we believe that PacifiCorp has been reluctant to take advantage of the economic and
environmental benefits of energy efficiency.

To address this problem, the Commission established Docket No. 92-2035-04. As a result
of this docket, a number of parties will likely endorse a joint recommendation which creates an
incentive mechanism that meets the above Federal standards. We believe this joint
recommendation is good public policy and begins to address the fundamental incentive distortions
that exist under current regulation.

Nevertheless, this joint recommendation is not a substitute for an overall policy statement
like the Federal standard. The joint recommendation is only an initial step in addressing the
underlying problem. As such, it would be useful for the Commission to state its commitment
to sustaining the start made in the joint recommendation.

By adopting the above standard, the Commission will be endorsing a standard that
encourages PacifiCorp to implement its least-cost plan. Moreover, this standard is likely, in some
sense, to codify and sustain the joint recommendation developed by many of the parties to
Docket 92-2035-04. Finally, this standard in no way compromises the ability of the parties to
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IV. UTAH INDUSTRIAL ENERGY CONSUMERS

The National Energy Policy Act requires state Public Service Commissions to consider, but
not necessarily to adopt , standards with respect to investments in conservation and demand-side
management. The suggested standard requires regulatory treatment such that investment in
energy conservation and load management programs becomes " at least as profitable " as prudent
investment in the acquisition or construction of supply-side facilities . This standard suggests that
(a) regulators link the utility' s net revenues , at least in part, to the utility ' s performance in
implementing cost-effective programs promoted by this section ; and (b) regulators insure that for
purposes of recovery of fixed costs , including its authorized return , the utility ' s performance is
not affected by reductions in its retail sales volume.

The UIEC have advocated that demand-side resources be treated like supply-side resources
for purposes of cost recovery. Base rate recovery of DSR expenses and an opportunity for the
Company to file a rate case to recover DSR expenses is consistent with supply-side treatment and
consistent with the National Energy Policy Act. The UIEC also submits that a performance-
based mechanism to adjust for lost sales, if any, is consistent with the Act.

The UIEC have advocated that the impact of DSR on sales volume be considered on a pro
forma basis when utility rates are established in a rate case. This approach builds the anticipated
effect of DSR into the revenue requirement determination and the base rates and insures that, all
other things being equal, the Company's investment in DSR is at least as profitable as investment
in supply-side resources.

The Act also requires a state regulatory authority to:

1. Consider the impact that implementation of such standards would have on small businesses
engaged in the design, sale, supply, installation, or servicing of energy conservation, energy
efficiency, or other demand-side management measures; and

2. Implement such standards so as to insure that utility actions would not provide such utilities
with unfair competitive advantages over such small businesses.

In their position statement, the UIEC have pointed out that there may be significant,
detrimental, anti-competitive consequences if the Company is allowed to subsidize demand-side
programs by recovering a portion of the costs from customers who are not direct participants in
the program. Placing the cost of DSR directly on the participants would mitigate the anti-
competitive effects of DSR in accordance with the Federal standard.


