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RESPONSE OF THE COLORADO OFFICE OF CONSUMER COUNSEL TO ORDER REQUESTING COMMENTS

Pursuant to Decision No. C08-0903, Order Requesting Comments and Setting Procedural Schedule, issued by the Colorado Public Utilities Commission (“Commission”) on August 26, 2008 (“Order”), the Colorado Office of Consumer Counsel (“OCC”) submits the following response to some of the questions contained in Appendix B to the Order.  The Commission stated in its Order that it does not expect that all Parties will respond to all questions included in Appendix B and that Parties may pick and choose which areas they wish to discuss in their comments.  The questions that the OCC  hereby responds to represent those of particular interest to the OCC.  This is not to say that the OCC has no interest in the Commission’s other questions.  The OCC intends to carefully review all comments and responses filed by the other parties and will submit responses to those comments in an appropriate forum.  Moreover, if there are particular questions in which the Commission specifically wants a response from the OCC, the OCC will endeavor to supplement the responses contained herein to accommodate the Commission’s wishes.  The OCC appreciates the opportunity to submit responses to the questions contained in Appendix B.  We hope that our response provides further beneficial information to the Commission.  We look forward to attending/participating in the panel discussions and workshops discussed in the Order.  

OPENING COMMENT

Experience has born out that the existing cost-of-service regulatory scheme has worked well for the State’s regulated gas and electric utilities as well as for Colorado ratepayers.  The State’s electric and gas utilities and Colorado ratepayers have all enjoyed long periods of time of relatively stable utility rates, extending in some cases more than a decade, under rate base/rate of return regulation using historic test years to determine the utilities’ revenue requirements.  There is no credible evidence in the Colorado utilities’ recent experience to support a notion that traditional cost-of-service regulation is not working or that it needs to be abandoned in order to further the Commission’s statutory regulatory requirements and policy goals.  To be sure, traditional ratemaking treatments must be examined within the context of rate proceedings, and in some cases may need to be modified, to ensure that rates properly balance the trade-offs between utility risk and returns and are just and reasonable to customers.  The Commission, however, has always made these types of reviews within the context of a litigated rate proceeding and has made modifications where necessary.  The modifications made by the Commission to the more traditional rate base/rate of return regulatory model have included approval of various types of adjustment clauses, either through Commission action or legislation, in order to address actual or perceived shortcomings.  The Commission also has, from time to time, departed from its preferred average rate base treatment, in favor of year-end rate base, for utilities facing unusual earnings attrition.  In addition, long ago the Commission adopted a comprehensive Construction Work In Progress (“CWIP”) and Allowance for Funds Used During Construction (“AFUDC”) (referred to together as “CWIP/AFUDC”) with “slippage” policy in order to reduce regulatory lag.  These are but a few examples where the Commission has departed from a “text book” application of the more traditional rate base/rate of return regulatory model.  In short, the Commission has never rested on regulatory dogma when setting rates for the State’s utilities.  It has always taken a proactive view of its regulatory responsibilities to adapt to changing circumstances and special needs facing the industry and individual utilities under its jurisdiction.  It is important to point out, however, that these modifications were made, and the successes by the utilities were achieved, without abandoning the rate base/rate of return model as a regulatory guidepost. 
The ultimate success of the Commission’s inquiry will be measured in terms of how the Commission’s regulatory regime is modified, where necessary, to accomplish the Commission’s statutory regulatory requirements and policy goals.  The OCC notes several instances in the orders initiating this investigation where the Commission refers to the scope of this investigatory proceeding in furtherance of its “policy goals.”  Yet, nowhere in this discussion has the Commission identified the specific policy goals it hopes to achieve.  The OCC believes that before any alternate regulatory strategy can be fully evaluated specific policy goals will have to be articulated and, if the Commission has multiple goals in mind, the relative priority of each goal must be assigned.  Only after this specification can the Parties begin to address ratemaking treatments that are most effective in achieving the Commission’s policy goals.  

The OCC is aware that the Commission intends to examine the impact of alternative regulatory strategies on customers in a separate proceeding.  Nevertheless, the OCC cannot state in strong enough terms that it considers customer interest and customer goals no less important than the utilities’ interests in this process.  This means that no alternative regulatory approach can be fully evaluated unless and until the impacts on customers are identified and considered.  Thus, any conclusion in this investigatory proceeding is necessarily incomplete, and will remain so, until the Commission completes the inquiry into customer interests in the forthcoming separate proceeding wherein customer issues are to be examined.

RESPONSES TO SELECTED QUESTIONS

3. 
Please discuss the manner in which each of the following features of cost of service regulation affects the incentives of a utility:

a.  Allowed earnings calculated as authorized rate of return times rate base

Cost of service regulation involves a ratemaking formula which is designed to provide recovery for a utility’s prudently incurred costs plus a reasonable opportunity to earn a fair rate of return on prudent investments that are used and useful to the utility’s customers.  The natural incentives for a utility under the ratemaking formula is to maximize both the authorized rate of return and the rate base.
   In order to receive a higher authorized rate of return, a utility must present evidence in a rate proceeding demonstrating that it faces higher risks (whether that is financially or operationally-related) than its peer utilities.
Within the regulatory lexicon, the incentive to accumulate excessive rate base, or ‘gold-plating,’ is known as the Averch-Johnson effect.
  In economic terms, the Averch-Johnson effect results in a suboptimal efficiency point of capital investment since the capital spent on the excess investment could have been used to deploy other utility assets that expand or improve service to customers.  Not all capital investment results in the Averch-Johnson effect, however.  A necessary assumption for the Averch-Johnson effect is that the expected earnings of the utility on the excess investment is at least equal to the utility’s incremental cost of capital.
The theoretical counterbalancing force, which is intended to eliminate the incentive for a utility to accumulate excessive rate base, is the thorough examination a utility is suppose to receive from regulators and interveners in a rate case proceeding.  For this type of regulatory oversight to be effective, however, requires significant time, a level of expertise and an intimate knowledge of utility-specific requirements that do not often exist.  That is, relatively few interveners, nor the Commission Staff, have the required resources to critically examine each element of a utilities’ capital expansion program within the limited time provided in the context of a rate proceeding.  Thus, the asymmetry of time and information between the regulator and the regulated gives utilities have the upper hand in setting its own revenue requirement by having a financial incentive to increase their rate bases.
Another effective counter-balancing force to an ever increasing rate base is regulatory lag.  In this instance, regulatory lag refers to the difference between capital expenditures by the utility and recognition of those expenditures in setting utility rates.  Thus, a utility with a large, on-going capital expansion plan has an incentive to file rate cases more frequently in order to increase its authorized level of earnings under the ratemaking formula (i.e., rate base multiplied by rate of return).  In this respect, regulatory lag limits the ability of utilities to exploit the Averch-Johnson effect and is a necessary and effective tool for consumer protection. 
b.  Use of net original cost rate base


In utility accounting, “original cost” has a specific meaning.  It represents the cost of property and equipment to the person first devoting it to public service.  The alternative to original cost accounting is “fair value” accounting.  Under fair value accounting, the cost of plant and equipment, plus additions, is estimated at price levels prevailing at the date of valuation.  Fair value accounting, for the most part, has long been discredited as a reasonable ratemaking tool for many valid reasons, not the least of which are circularity
 and administrative feasibility.
  Long ago, the Colorado Commission rightly adopted the original cost standard not only for the administrative feasibility that it provides but also because original cost is the basis upon which it is able to attract capital from investors and to maintain credit.  Investors and creditors depend on original cost information from utilities to track their invested capital.  Simply put, anything other that net original cost is an imaginary number and is subject to manipulation by the party that has the most to gain by its use – which is most often the utility itself.  There is nothing in modern regulatory history in Colorado to suggest that a change from original cost valuation standard is necessary and appropriate to further the Commission’s statutory regulatory requirements and policy goals  
c.  Regulatory lag (base rates remain unchanged for a number of years after rate case or complaint case)

No discussion of cost-of-service regulation is complete without close scrutiny of regulatory lag, an often maligned attribute of that form of regulation.  Regulatory lag refers to the time interval between the occurrence of a cost or revenue and the recognition of the same cost or revenue in rates.  Regulatory lag is one of the most powerful tools, for both the utility and the regulator.  For the utility, regulatory lag is a strong incentive that results from the ability of the utility to retain earnings between rate cases, even if those earnings exceed its authorized returns.  That is, regulatory lag provides an incentive to the utility to reduce its unit cost of service between rate cases, since all of the cost savings that the utility is able to achieve go directly to its bottom line and can not be later claimed by regulators for other regulatory purposes.  While the utilities are often heard to complain loudly about regulatory lag, the longer the period of time between rate cases, the stronger the incentive there is for the utilities to take profit-increasing actions.  On the opposite side of the same coin, the utility bears, without reimbursement from customers, all of its cost increases incurred between rate cases, save for deferred accounting and balancing accounts.
Regulatory lag is a desirable, necessary and effective regulatory tool which should not be compromised.  Regulatory lag provides an effective and necessary incentive for the utility to reduce its unit cost of service, which ultimately benefits customers.  In this respect, regulatory lag is one of the hallmarks of rate base/rate of return regulation, not an unintended consequence of that form of regulation as it has often been portrayed by utilities. 
d.  Choice of test period for a rate case


Whether the Commission prefers an historic test year or a forecast test year, in either case, there is an incentive in selecting a test year for the utility to “game” the system.  The purpose of any type of test year is to examine the relationship between a utility’s revenues, expenses and investment within a consistent time period for purposes of measuring a utility’s revenue requirement.  Thus, a utility has incentive in selecting the test year for a rate case to choose a test year that captures a higher than normal or expected, on-going expenses and investments and lower than normal or expected on-going revenues.  To the extent a utility has the ability to accelerate or shift expenses, investments and sales into or out of a test year, it has a greater opportunity of earning or exceeding its authorized returns going forward.  The incentive for utilities to game the system through the selection of a test year is greatly enhanced when utilities use forecast test years.  This is true, because none of the numbers portrayed in a forecast test year are subject to verification.  At least with historic test years, the debate is limited to whether test year expenses were normal, recurring and prudent, not whether they existed at all.  
e.  Timing of rate cases

The timing of a rate case presents yet another opportunity for utilities to manipulate or game the system in order to obtain higher than necessary rate relief.  Both the timing and the frequency of rate cases are largely controlled by the utility.  Moreover, there is significant asymmetry in information among the parties to a rate proceeding.  The utility effectively has control over the information that must be relied on by all parties.  The combination of rate case timing and asymmetry of information provides the utility an incentive to game the ratemaking formula to its advantage.  For example, expenses and investment decisions can be advanced or delayed between accounting periods in order to demonstrate a greater than needed rate increase.  The incentive to game the system in this manner exists whether rates are established using an historic test year or a forecast test year.

f.  Current earnings on construction work in progress


Without question, providing current earnings on construction work in progress provides the utility a financial incentive for capital expansion, whether or not the specific capital projects represent an optimal use of the utility’s resources and are required for safe, adequate and reliable service.  Such a one-sided view of the issue, however, ignores the larger regulatory policy issue at stake, which is:  Should ratepayers be required to pay for plant that is not currently used and useful to them?  Historically, the Commission has allowed CWIP in rate base; however, the quid pro quo is that the current earnings requirement resulting there from is greatly offset or eliminated by the inclusion of AFUDC in the measurement of operating earnings for rate setting purposes.  The requirement for recognizing an AFUDC offset significantly reduces, but does not entirely eliminate, the utility’s incentive to expand their capital base in an inefficient manner.  The Commission’s past practice provided that the amount of AFUDC that was accrued during the construction of the rate base asset was allowed to be included in the final cost of the project once it became “used and useful” in the provision of service to customers.  The utility thus capitalized and recovered this AFUDC along with its actual construction costs over the life of the asset through the depreciation of the rate base asset.  

g.  Prices based on historic cost

The incentives surrounding prices based on historical costs relate to how those prices differ from incremental costs or replacement costs.  During period of price inflation, using historic costs provides utilities an incentive to economize.  The inverse is also true.  For example, in the recent Public Service 2007 Electric Resource Plan
, Aquila advocated that Public Service should be required to ramp down its wholesale contract with Aquila instead of abruptly ending it at the contract termination date.  The OCC contended that Aquila’s position should be rejected since Public Service’s embedded cost of generation is lower than what either Aquila or Public Service would have to pay in the market for replacement power.  To continue the contract beyond its expiration date would be detrimental to the Public Service customers if Public Service needed the generation to serve its own native customers.  
6.
Assuming this Commission continues to set rates using a relatively traditional ratemaking approach, through base rate cases with some cost adjustment mechanisms, please discuss the appropriate ratemaking adjustments between base rate cases.

a.  What criteria should be used to determine the appropriateness of adjustments between rate cases?
On page five of Decision No. C95-248 in Docket No. 93I-702E, involving an investigation into the recovery of electric fuel costs the Commission stated:

Staff summarized past Commission justification for electric adjustment

clauses as being: (1) the expense item included in the adjustment clause

constitutes a significant portion of the utility's total costs; (2) costs or price

for the expense item is beyond the utility's control; (3) the price of the

expense item is increasing at a rate in excess of the general rate of inflation;

and (4) there is volatility in the price of the expense item.
The OCC did not object to recognizing adjustment clauses for utility costs meeting these criteria.  That is not the end of the inquiry, however.  Each and every adjustment clause adopted by the Commission for Colorado jurisdictional utilities has acted to reduce the utilities’ cost cutting incentive by shifting the burden of cost recovery away from the utility and its stockholders onto its Colorado customers.  Thus far, there has been little or no discussion of how this shifting of risk to customers should impact the allowed returns of the utilities due to the correspondingly reduced risk faced by the utilities.  The Commission’s investigation in the instant docket presents a unique opportunity for the Commission to review all of the adjustment clauses in effect today to see if they meet the criteria mentioned in Docket No. 93I-702E and to see if there are adequate procedures in place to reconcile authorized returns with the corresponding reduction in risks attendant with the implementation of automatic pass-through adjustment clauses.
b.  What adjustment mechanisms are important to retain?  


Under the criteria mentioned in Decision No. C95-248 in Docket No. 93I-702E, it appears that only electric utility fuel and the commodity cost of gas for gas utilities meet those criteria.  Moreover, there are also certain cost adjustment mechanisms allowed by statute—the Air Quality Improvement Rider (“AQIR”) and the Transmission Cost Adjustment, for example.
c.  Explain how such adjustment mechanism promotes or impedes the goals identified in response to Question 1, above.


As discussed earlier in our response, cost adjustment clauses, by their nature, impede the inducement of cost-effective management practices goal identified by the Commission in Question One.  In order to incorporate cost-effective management practices within adjustment clauses, the Commission has modified historical ‘pass through’ aspect to include efficiency targets or cost benchmarks.  The intent of such modifications is to provide an incentive to the utility to obtain cost savings in the area subject to an adjustment clause and thereby share in some of these cost savings.
d.  What is the desirable interval between rate cases, if any?


If one accepts the notion that utility rates should reflect the cost of service, there is no one correct time interval between rate cases.  That is, utility rates should be changed whenever there is a meaningful change in the utility’s cost of service, either upward or downward.  Generally, utilities can be trusted to seek rate increases whenever their costs increase appreciably.  It takes diligence on behalf of regulators, however, to determine when rates should be adjusted downward to reflect a utility’s reduction in its unit cost of service.  This is why routine earnings surveillance reports are so important.  The Commission, its Staff, and intervenors such as the OCC must be kept apprised of the utilities’ earnings on a continuing, routine basis so that they may be aware of necessary rate adjustments.


Having to file routine earnings statements is also helpful to utilities and their customers to avoid unnecessary situations that have recently arisen.  Recently, SourceGas
 and Aquila Networks-PNG
 filed rate increase requests with the Commission.  The last base rate case for SourceGas was between 14 to 18 years ago depending upon the rate area.  The last base rate case for Aquila Networks-PNG was in 1993.  One could argue that the extended duration of rate stability benefited customers if you believe that the utilities’ unit costs of service increased over this period of time.  However, one consequence of these long stay-out periods is that when rates are not re-adjusted upwards, the size of the rate increase can be large.  From the number of customer letters the Commission has received in these dockets, it appears that customers do not accept the idea that they have been getting “a bargain” for the past rate stability rather than paying more gradual increases over the years.  As proposed, SourceGas sought an overall increase in customer rates of 21.17 percent in its most recent rate case, with the Julesburg/Ovid rate area demonstrating a 33.18 percent rate increase.  Rate shock of this magnitude is unnecessary and unacceptable if utilities and the Commission are diligent in compiling and reviewing meaningful, periodic earnings reports.  The OCC believes that base rates should be refreshed by utilities no later than every three years.  While there is greater potential that customer rates will go up under a three year cycle, it is hoped that rate shock can be avoided and the efficiencies and associated cost savings gained by regulatory lag can be captured in rates and passed on to customers. 


The OCC acknowledges that advocating for more frequent rate adjustments as a means of avoiding rate shock might seem counterintuitive at first blush.  Our premise, however, is based on the belief that if a utility does not file a rate case for 15 years, it was probably over-earning in many of those years.  Thus, the real purpose and benefit behind meaningful, routine earnings surveillance is to be able to pass on to customers on a more timely basis cost-saving efficiencies achieved by utilities.
e.  What is the interplay between the use of future test periods and cost adjustment mechanisms?


If one believes that a utility can accurately forecast costs in a future test year, including those that are subject to a cost adjustment clause, then the basis for an adjustment clause is reduced or eliminated.  The OCC seriously doubts that any of Colorado utilities have the prescience to accurately and reliably forecast its own costs to a degree necessary for ratemaking, however.  This includes routine O&M costs as well as costs that have traditionally been subject to specific adjustment clauses, such as fuel and purchased gas costs.  If the Commission were to adopt future test years to measure a utility’s revenue requirement, the OCC  believes there should be some type of true-up process for all automatic pass-through mechanisms that reconciles actual costs incurred with actual recoveries at least during the first two years following the establishment of rates from a future test year.  This true-up would act as a backstop until the regulatory process obtains comfort that the utility’s forecasting process can be relied upon to make reasonably accurate forecasts.
7.
The concept of “incentive” sometimes refers to an inducement offered to encourage an activity which is voluntary.  Compare this meaning of incentive to an approach by which regulators mandate an activity and then provide necessary “cost recovery” through rate adjustments or other regulatory mechanisms. 

8.
Incentives or inducements can be either positive or negative.  In what circumstances does one type generally work better than the other?

Incentives can be either positive or negative.  In general, when a utility is complying with the law (or a Commission rule), or otherwise expected to behave in accordance with “standard utility practice,” there is no need for any additional incentive other than a “negative” one.  A negative incentive, in this context, is one in which a utility behaves in the desired way in order to avoid a negative outcome–such as cost disallowance.  That is, Colorado law makes clear each utility’s public service obligations.  Failure to meet public service obligations correctly results in negative consequences for the utility involved. 
On the other hand, it is sometimes the case that a utility requests, and receives, a positive incentive; that is, financial compensation for exhibiting a desired behavior.  This type of incentive has typically been justified when a utility engages in a new activity where there is not yet a clear definition of “standard utility practice.”

Thus, one should expect that yesterday’s positively incented behavior might, over time, change to tomorrow’s negatively incented behavior, as particular behaviors in new activities become standard utility practice, and those types of behavior fall under the umbrella of a utility’s public service obligation and expected behavior.

While negative incentives always exist–at least theoretically–because of statute and rule, it is reasonable to use both types of incentive–positive and negative–under certain circumstances.  For example, negative incentives are appropriate primarily in an environment with regular (and relatively frequent) rate cases or other opportunities for prudence reviews.  In an environment in which rate cases or other prudence reviews are few and far between, it is probably more effective to craft positive incentives to make sure that a utility does not unduly change its behavior, during the potentially long periods between rate cases or prudence reviews.

13.
It is often said that regulation should function to induce utilities to be efficient in the absence of competitive pressures that would induce that behavior otherwise.

a.  Do you agree with this premise?


The OCC agrees with this efficiency premise.  In a competitive market, competitors weed out inefficiencies.  This is not the case for “natural monopolies.”  Thus, regulation strives for the same result that is achieved in efficient markets, i.e., the efficient allocation of scarce resources.  It is important to note that the ultimate goal of public utility ratemaking is to strive for the market result; i.e., efficient allocation of resources, and not the firm behavior; i.e., competition.  As is being proven in other states around the country, forcing competition into natural monopolies is like trying to fit a square peg into a round hole.  It just does not fit securely.  Cost of service regulation, as has been practiced in Colorado for many years, furthers the ultimate efficient resource allocation goal.  It does so by providing disincentives for wasteful spending.  Inherent in cost-of-service regulation is the incentive, primarily the regulatory lag incentive, for the utility to reduce its unit cost of service.  Regulators also require minimum service standards which limits a utility’s ability to reduce costs to “unreasonable” levels.  
b.  What methods exist to measure the efficiency of a utility operating in Colorado?


The ability of a utility to fulfill its public service obligations, including meeting service reliability standards, and satisfying creditors and investors, under just and reasonable rates is the best way to measure the efficiency of a utility.  All of these things can be accomplished within the context of the traditional rate base/rate of return regulatory regime with rate cases and periodic earnings and performance reviews. 
c.  What types of efficiency are appropriate for regulators to measure?

The difficulty in attempting to measure different types of efficiencies, other than profitability, is the possible interplay between exogenous factors.  For example, if the policy goal is to promote energy efficiency, not all sales declines result from improving energy efficiency.  Weather and other economic conditions also cause temporary, and in some cases long-term, variations in consumption.  Therefore, a revenue decoupling plan aimed specifically at improving energy efficiency should not compensate or reward the utility for sales variations resulting from anything other than achieving clearly stated energy efficiency standards.  Moreover, efficiency cannot be the sole business decision.  A utility’s public service obligation must always remain a priority.  Utilities must still meet their public service obligations regardless of whether it is profitable to do so.
d.  What regulatory mechanisms are best suited to induce a utility to become and remain efficient?  Should the related incentives be positive or negative?

Regulatory lag remains one of the most powerful and most efficient tools in the Commission’s toolbox for inducing efficiencies of utilities.  The ability and desire of utility management to increase shareholder profits should not be understated.  Another effective tool is the risk of disallowance.  This negative incentive, from the utility perspective, provides strong motivation for the utility to act prudently so as to not jeopardize shareholder value by taking actions or making investments that are subject to disallowance by the Commission for which the utility cannot recover its costs.
One other regulatory mechanism that induces the utilities to become and remain efficient is Commission’s informational reporting requirements for earnings surveillance and service quality reporting purposes.  Historically, these reports have included annual Appendix A filings and quarterly Quality of Service Reports.  The OCC recommends that any Quality of Service plans incorporate some type of financial penalty
—whether its customer specific remedies or requirements for additional investments to address the service problem area.
14.
Does the use of future-test-year concepts in conjunction with traditional rate-base rate-of-return principles modify the need for some or all of other special cost recovery and utility incentive mechanisms?  Please explain your answer. 

Theoretically, if utility forecasts were reliable, and utility motivations were always pure, special cost recovery and utility incentive mechanisms would be unnecessary.  Rates would simply be set to recover the utilities’ expected costs.  As explained earlier in our responses, however, utilities have an incentive to game the system through its choice of test years and the timing of rate filings.  The incentives to manipulate the system increase when utility forecasts are relied on because the forecasts can not be subjected to independent verification.  Removing special cost recoveries and utility incentives when a utility uses a forecast test year, in fact, will provide utilities an even greater incentive to game the system.  This occurs because there is no meaningful way to verify or validate the projections contained in a forecast test year until it is too late; i.e., after rates have been set and you are actually in the forecast test year.  Utilities will simply pad their forecasts to reduce the risk of under-recoveries.  Forecast test years reduce the incentive for utilities to reduce their unit cost of service.  As mentioned above, the OCC contends that there should be some type of true-up process for the costs subject to adjustment clauses at least during the first two years following the establishment of rates from a future test year as a backstop until the regulatory process obtains comfort that the utility’s forecasting process can be relied upon to make reasonably accurate forecasts.

17.
What criteria should the Commission consider in evaluating the effectiveness of a utility’s “buy” vs. “bid” [sic] decisions?  How effective is the “risk of imprudence” in disciplining a utility’s costs when the utility builds a project?  Is there a quantifiable measure for optimal ownership by the utility?  Explain.
The primary criteria the Commission and the utility should use to evaluate the effectiveness of a utility buy vs. build decision is which option meets the utility’s resource need in the most cost-effective manner when alternative resources are compared over their useful lives, rather than just their contractual lives.  The OCC has no real preference as to who should own the generation fleet. 
The OCC has found that construction cost caps and the risk of disallowance of cost recovery of capital investments have been effective.  The effectiveness, however, is diminished when a contingency allowance is added, i.e., identified costs plus 15 percent.  The inclusion of a contingency allowance reduces the benefits inherent in imposing a cost cap.   
19.
Some argue utilities should properly receive extra "incentives" to provide DSM and energy efficiency programs.  Others assert that it is counterintuitive to offer to utilities inducements to sell less electricity, when their history, purpose and culture all point towards selling more electricity.  These commentators point to successful programs administered by non-utilities such as Vermont Efficiency or the Oregon Energy Trust. We invite comment on this debate as it applies to Colorado.

a. Assuming DSM and energy efficiency programs remain a high priority for this Commission, are utilities likely to be the preferred providers, or should alternative providers be considered?  Does your answer depend on the program?  Please explain in detail.

b. Even if non-utility entities were to provide some DSM and energy efficiency programs, are there activities that only the utility can perform because of its indispensable role in providing electric service? 

c. To the extent non-utilities can provide programs requiring only a “normal” profit, is it likely that the cost of energy efficiency programs could be lower if a non-utility entity offers the same programs?  What is the rationale for offering extra inducements to the utilities to offer those same programs

20.  
Does a utility's obligation to serve under Colorado law include only the obligation to sell power or does it also include the obligation to find the least cost means of meeting customers' demands, even if that includes ways to reduce demand?

It has long been the OCC’s position that the statutory obligation of a utility to provide service at just and reasonable rates
 requires a utility to acquire a least-cost (consistent with other statutory obligations) portfolio of resources.  Recent legislation stating that a primary goal of utility resource planning is to minimize the present value of the utility’s revenue requirement
 strengthens the OCC’s interpretation.  A utility has a statutory obligation to acquire cost-effective demand side resources (demand-side management and energy efficiency) because these resources are cost-effective precisely because they reduce the present value of the utility’s revenue requirement.

Conceptually, DSM and energy efficiency are no different than other statutory obligations (such as the statutory obligation to provide adequate service
).  These two cases are similar because, in each of them, a utility foregoes some opportunity for profit maximization–or, a utility risks under-earning–because it must invest in resources or infrastructure that are not necessarily automatically revenue-producing.  The regulatory community (in Colorado, at least) is not generally receptive to a utility’s claim that it requires “extra incentives” to provide adequate service quality, but it is generally receptive to requests for extra incentives for providing DSM and energy efficiency.

Nevertheless, a Commission Decision based upon a newly adopted statute has resulted in both a requirement that the Commission craft extra incentives for a utility’s providing DSM and energy efficiency,
  and a requirement that the Commission permit utilities to provide DSM and energy efficiency programs.
  Barring legislative intervention, the Commission’s hands appear to be at least partially tied, with regard to requiring non-utilities to provide DSM and energy efficiency programs in place of utilities, in Colorado.

Ignoring the statute, for the purposes of this discussion, the OCC recommends that the Commission treat demand side resources the same way that the OCC has long recommended that the Commission treat supply side resources.  The Commission should require competition between a utility and non-utilities, so that customers can benefit from demand side resources acquired in a least cost manner.  This would eliminate the need to pre-determine whether there are some demand side resources that can be provided only by a utility (or only by a non-utility):  if there are, then the utility (or the non-utility), and not the non-utility (or utility) will offer them.  But regardless of whether there are or are not, this type of direct comparison (competition) would result in a least cost portfolio of demand side resources–whether all provided by a utility, all provided by a non-utility, or some provided by each.

CONCLUDING COMMENT
The OCC appreciates the opportunity to submit these comments and we look forward to attending the panel discussions and/or workshops discussed in the Order.

DATED this 22nd day of September, 2008.
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� One could also argue that first “natural incentive” of a utility is to increase earnings.  The way to increase earnings is the interaction between revenue and expenses, and that interaction isn’t limited to rate base and return on rate base.  One way to increase earnings per share is to increase expenses (capital and operating) during a test year, and then decrease them in following years.


� BEHAVIOR OF THE FIRM UNDER REGULATORY CONSTRAINT. By: Averch, Harvey; Johnson, Leland L.. American Economic Review, Dec62, Vol. 52 Issue 5, p1052, 18p.


� The “fair value” cannot be determined because the value necessarily depends on the earnings the utility will derive from the property--the very issue that is to be determined in the rate case.


� There is no end to the arguments as to a utility’s “fair value” because it cannot be directly observed.


� Docket No. 07A-447E.


� Docket No. 08S-108G.


� Docket No. 08S-290G.


� Commission Rule and/or legislative changes may be necessary to effectuate penalties.


� § 40-3-101, C.R.S.


� § 40-3.2-104 (1), C.R.S.


� § 40-4-101(1), C.R.S.


� Codified at § 40-3.2-104 (5), C.R.S.


� Codified at § 40-3.2-104 (2), C.R.S.


� In Docket No. 07A-420E, the OCC proposed that the Commission might be able to comply with the statute by permitting utilities to provide only the statutorily mandated DSM and energy efficiency, and require non-utilities to provide any cost-effective demand side resources beyond the statutory minimum.
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