CONSERVATION LAW FOUNDATION

July 11, 2008

Luly Massaro, Clerk

Public Utilities Commission
89 Jefferson Blvd.
Warwick, RI 02888

Re: PUC Docket 3943 (National Grid Application Regarding Gas Rates)

Dear Ms. Massaro:

Enclosed please find one original and nine copies of Pre-Filed Testimony of Seth
Kaplan, Esq., on Behalf of Conservation Law Foundation. Mr. Kaplan CLF’s expert
witness in this Docket. Service of Mr, Kaplan’s testimony is being made in accordance
with the Certificate of Service included at the end of the document.

CLF is aware of the fact that Docket 3943 is scheduled for hearing from Monday,
September 8 through and including Friday, September 12, 2008. Mr. Kaplan, is available
to appear to testify in person and take cross-examination during two of those days --
specifically, on Tuesday, September 9, and Friday, September 12. It would be helpful to
Mr. Kaplan’s schedule if the PUC were able, on or before July 31, to schedule Mr.
Kaplan’s testimony for one of these two dates in September.

Thank you very much for your assistance. Please do not hesitate to contact me if
you have questions about this matter.

Very truly yo

Jerry Elmer,

55 Dorrance Street, Providence, Rhode Island 02903-2221 « Phone 401-351-1102 » Fax 401-351-1130 « www.clforg
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NEW HAMPSHIRE: 27 North Main Street, Concord, New Hampshire 03301-4930 - Phone 603-225-3060 « Fax 603-225-305% o
VERMONT: 15 East State Street, Suite 4, Montpelier, Vermont 05602-3010 « Phone 802-223-5992 » Fax 802-223-0060 FRINTED ON RECYCLED PAPER T, 8
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STATE OF RHODE ISLAND
PUBLIC UTILITIES COMMISSION

IN RE: NATIONAL GRID GAS — Docket No. 3943
APPLICATION TO IMPLEMENT NEW ‘
RATES '

PRE-FILED TESTIMONY OF
SETH KAPLAN, ESQ.. ON BEHALF OF
CONSERVATION LAW FOUNDATION

Pursuant to Public Utility Commission Rule of Procedure and Practice 1.20(e)(1),
Conservation Law Foundation submits the following pre-filed testimony of its expert

witness, Seth Kaplan, Esq.

L._Introduction

Q. Please state your name, position, and office address.
A. Seth Kaplan. I am the Vice President for Climate Advocacy and the Director of the
Clean Energy/ Climate Change program for the Conservation Law Foundation (CLF).

My office address is 62 Summer Street, Boston, MA, 02110-1016.

Q. Whatis yﬁur educational background?

A. 1 graduated from the Wheeler School in Providence, where I was awarded the
Claiborne Pell Medal for American History: I graduated from Wesleyan University with
honors in 1989, and I received a law degree in 1993 from Northeastern University Law

School. While in law school, I was a research assistant for Professor Lee Breckenridge.
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Q. What are your major responsibilities as Vice President for Climate Advocacy
and the Director of the Clean Energy/ Climate Change program for CLF?

A. Toversee CLF’s climate change advocacy in five state offices -- Rhode Island,
Massachusetts, Maine, New Hampshire, and Vermont. In each of these states, I direct and
manage CLF’s substantive advocacy and oversee personnel performance (including
performance reviews) in the areas of clean energy and climate change. This involves
working with CLF’s state office directors and staff attorneys in each state. This also
involves managing CLF’s extensive efforts in each state to reduce emissions from power
plants and transportation ﬂeets; build renewable energy projects, foster energy efficiency
and improve public transportation. In short, I serve as CLF’s lead advocate on critical clean

air, clean energy and climate-change issues and lawsuits.

Q. What else are you responsible for in you-lr position with CLF?

A. Irepresent CLF in the New England-wide effort to create a greenhouse gas “cap and
trade” program for power plants known as the Regional Greenhouse Gas Initiative (RGGI),
in which Rhode Island is a member state. On behalf of CLF, I am responsible for
overseeing implementation of RGGI. In addition, I work with environmental organizations,
developers, and a variety of other stakeholders on a wide range of issues, including the siting
of wind power, regional electric system planning, utility rates, and éreation of new markets

for energy efficiency. 1 participate in the environmental review of power plants, litigation
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regarding carbon dioxide standards for cars, legislative reform to increase funding for
renewable energy and efficiency, and governmental obligations to build public transit. My
work often involves collaboration with private industry such as wind developers and clean

demand-response providers.

Q. What role do you play with regard to the New England Power Pool and ISO-New
England?

A. Atmy instigation, CLF became a voting participant in the New England Power Pool
(NEPOOL). I often represent CLF at the NEPOOL Participants Committee and the ISO-
New England Planning Advisory Committee. Iled CLF’s work regarding the design of the
Forward Capacity Market, including extensive work through the Demand Resources
Working Group on the market rules governing the inclusion of demand resources in that
new market. That work is memorialized and described in an article in the June 2008 issue

of Public Utilities Fortnightly of which I was the co-author. A copy of that article is

attached to this testimony.

Q. Do you have specific experience with decoupling and related .tariff issues?

A. Yes, ] have extensive experience over many years with utility commission dockets
dealing in whole or in significant part with decoupling. CLF has participated directly in
decoupling dockets in Vermont, New Hampshire, and Massachusetts. 1have spent many

years studying issues that are commonly raised or presented by a variety of gas and
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electricity decoupling mechanisms, and T have had occasion to observe and comment on
such mechanisms in several states. I have also been an invited presenter over ma.hy years at
New England regional and national programs on topics related to energy efficiency,
distributed resources, and decoupling. |

More specifically, I represented CLF in an extensive generic proceeding on
distributed resources in Massachusetts and related proceedings including both a docket
concerning stand-by rates which resulted in a settlement and a long-running distributed
resources collaborative that included successful negotiation of uniform interconnection
standards. -

Currently, I supervise and manage CLF participation in decoupling dockets in New

Hampshire and Massachusetts and closely related alternative regulation dockets in Vermont.

Q. What are the main purposes of your testimony?
A. There are three main purposes of my testimony.

First, I identify two main issues presented in this PUC Docket, one of which is
decoupling. Second, I explain what decoupling is. Third, I discuss and explain why

decoupling is sound public policy.

I1. Identifying the main components presented in this Docket.

Q. Have you reviewed the pre-filed testimony of National Grid in this Docket, the

filing of which testimony initiated this Docket?
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A. Yes, 1 have.

Q). In your view, what are the main components of Grid’s initial filing in this Docket?
A. There are two main components in Grid’s initial filing in this Docket.

First, Grid seeks what it refers to as a “gas-distribution rate increase.” (See Pre-filed

- Direct Testimony of Nickolas Stavroupolos, page 3 of 28, lines 9 to 16, especially line 16.}

In plain language, this is a price increase.

Second, Grid has a proposal for “revenue decoupling.” (See Pre-filed Direct
Testimony of Nickolas Stavroupolos, page 12 of 28, lines 11 to 13; and page 13 of 28, lines
310 6.) Inmy testimony I refer to this as simply “decoupling.” As Mr. Stavroupolos
indicates on page 13 of his testimony, Grid’s specific proposal for decoupling is preseﬁted in
detail in the Pre-filed Direct Testimony of Mr. James D. Simpson, which is contained in

Volume 3 of Grid’s initial filing.

Q. With regard to the first maiﬁ component of Grid’s initial filing in this Docket, what
price increase is Grid seeking?

A. Grid’s profit from gas distribution is expressed as “Return on Equity,” or “ROE.” In this
Docket, Grid is seeking a gas-distribution rate increase from 4.5% of ROE to 9.23% of

ROE.
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Q. Does Grid present reasons why it believes that its requested gas-distribution rate
increase should be approved by the PUC?
A. Yes. Inits Pre-filed Testimony, Grid presents reasons why it believes that the PUC

should grant its (Grid’s) requested rate increase.

Q. Do you have a position as to whether or not the PUC should approve Grid’s
requested gas-distribution rate increase?
A. No. Neither I nor CLF has any position on whether or not the PUC should approve

Grid’s requested gas-distribution rate increase.

Q. Is .there any necessary connection beétween the two parts of Grid’s initial filing in
this Docket, that is, between Grid’s requested gas-distribution rate increase and
decoupling?

A. No, there is no inherent connection between Grid’s requestéd gas-distribution rate
increase and decoupling, although in the future the question of whether decoupling has been

implemented or not and how it has been implemented may be relevant to determination of

‘appropriate ROE and therefore gas-distribution rates.

Q. Can you explain more fully what you mean by the assertion that “there is no
inherent connection between Grid’s requested gas-distribution rate increase and

decoupling®?
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A. Yes.

As I said earlier, Grid’s profit from gas distribution is expressed as Return on
Equity, or ROE. One can have decoupling and give Grid a gas—distribution rate decrease.
This could be done very simply by reducing Grid’s ROE to 1% or 2% or 3%. In fact, one

could have decoupling together with a gas-distribution rate decrease by reducing Grid’s

ROE to anything less than the current 4.5%, such as reducing Grid’s ROE to, say, 1.75% or
3.33% or 4.2%.

In the alternative, one can have decoupling and not change Grid’s ROE at all, but
instead leave the ROE at 4.5%.

Or one can have decoupling and give Grid a gas-distribution rate i_m.
Hypothetically, the PUC could grant Gnd its requested gas-distribution rate increase by
setting Grid’s ROE at 9.27%. However, there is nothing magical about that number. The
PUC could grant Grid a different gas-distribution rate increase simply by increasing ROE to
any number above the current level of 4.5%. By way of illustration only, Grid would
receive a gas-distribution rate increase if the PUC were to set ROE at, say, 5.0%, or at
6.25% ér even at 85.00%.

In short, decoupling does not directly affect Grid’s gas-distribution rates. The PUC
can approve decoupling while simultaneously keeping gas-distribution rates exactly where
they are now (ROE = 4.5%) or the PUC can approve decoupling while simultaneously

increasing gas-distribution rates (by setting ROE at any number higher than 4.5%) or the
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PUC can approve decoupling while simultaneously decreasing gas-distribution rates (by
setting ROE at any number lower than 4.5%).

In other words, there is an infinite variety of gas-distribution rates -- hi gher than
now, lower than now, or the same as now -- that are completely and entirely compatible

with decoupling.

Q. Is there also an infinite variety of gas-distribution rates that are completely
compatible with not decoupling?
A. Absolutely.

The PUC can decide not to decouple while simultaneously keeping gas-distribution
rates exactly where they are now (ROE = 4.5%). Or the PUC could decide not to decouple
while simultaneously increasing gas-distribution rates (by setting ROE at any number higher
than 4.5%). Or the PUC could decide not to decouple while simultaneouély decreasing gas-
distribution rates (by setting ROE at any number lower than 4.5%).

In otherlwords, there is an infinite variety of gas-distribution rates -- higher than
now, lower than now, or the same as now -- that are completely and entirely compatible

with not decoupling.

Q. Can you explain more fully what you mean by the assertion that “the question of

whether decoupling has been implemented or not and how it has been implemented
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may be relevant to determination of appropriate ROE and therefore gas-distribution
rates”?
A. Yes.

Historically, ROE of a regulated utility reflected to some degree a premium to
compensate the utility for the risk that in any given year consqmption of the commodity the
utility provided might decline and that its revenue would decline accordingly. This “risk
premium” was sometimes counterbalanced by a possibility that demand could exceed
expectations and the utility would receive unanticipated revenue. The degree to Which
regulated ROE of a utility reflected such a risk premium varies widely from state to state
and from utility to utility. It is also just one of many factors considered in calculation of
ROE -- although my review of the regulatory literature indicates that states that have
adopted decoupling mechanisms (California and Maryland most notably) have modified the
ROE of regulated utilities due to changes in the risk proﬁle of utilities in a decoupled
environment.

The fundamental lesson that I take from these experiences is that after decoupling
has been implemented it would appropriéte to look back at fhe change in the risk profile of
the utility and determine, based on facts and experience, whether a change in ROE would be
appropriate. I would note that the change in ROE proposed by Grid is not premised on any
change in risk profile but is justified by completely different factors enumerated at length in

Grid’s submissions.
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I11. -Decoupling Explained

Q. Before d_iscussing Grid’s specific proposal for decoupling contained in this Docket,
can you explain in more general terms what decoupling is?
A. Yes.

Decoupling is closely related to issues of efficient, and reduced, consumption of the
regulated commodity and the role of the utility as a provider of efficiency services as well as
its traditional role as a pro{/ider of reliable service.

Traditional utility regulation creates a disincentive for utilities to promote energy
efficiency and conservation or to support policies that advance efficiency and
conservation because any reduction in sales will cause a reduction in revenue and profits
for the utility. This is true because traditional utility ratemaking couples a utility’s
revenues, and ability to capture authorized rate of return, with the volume of its sales,
providing a strong incentive to sell more of the regulated commodity (whether it be gas
or electricity). This volumetric method of compensation means that any affirmative
effort to provide an incentive for the utility to provide energy efficiency and conservation
services to customers (lowering the customers’ bills and thus the customers’
environmental impact) also results in a reduction in the core revenue received by the
utility as the total volume of regul:;ted commodity sold declines. Thus, volumetric
compensétion of the utility (the current and historic model that decoupling would replace)

creates an inherent tension within the business model, economics and culture of the utility

-10-
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that always threatens to undermine efforts to cast the utility in the role of efficiency and
conservation service provider to customers.

Decoupling eliminates this problem by aligning the utility’s pecuniary interest
with the public interest in fostering efficiency and conservation, an interest that rests on
both an environmental pillar (because reduced use of energy commodities means lower
need to extract resources from the earth and reduced emissions from fuel combustion)
and a pure consumer-protection foundation (because reduced use translates into reduced |
bills and reduced customer cost).

Under a full decoupling mechanism regulators determine in advance a utility’s
fixed costs, and set rates to produce revenue to cover those costs, and to cover a rate of
profit approved in advance by the regulators. Should efficiency increases lead to reduced
commodity sales, thereby reducing revenue, a periodic “true-up” ensures that utilities will
recover fixed costs (plus profit) regardless of -- that is, decoupled from -- sales volume.
Conversely, if the true-up shows an amount in excess of fixed costs paid by ratepayers,
then the ratepayers receive a rebate or credit. The result is removal of a key disincentive

to the utility providing efficiency and conservation services to its customers.

Q. So, does decoupling equal energy efficiency?
A. No. Implementing decoupling is not the same as achieving increased energy
efficiency or conservation -- or even putting in place a positive incentive for the utility to

take on the role of achieving such efficiency and conservation. Decoupling simply

-11-
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removes a perverse disincentive to the utility, a disincentive that acts as a brake on the
utility taking on that role. As I indicated above, without decoupling, utilities such as Grid
are given an actual disincentive to fostering efficiency and conservation which would
reduce demand. While decoupling removes a key obstacle to achieving greater energy
efficiency and conservation, decoupling should also be accompanied by active efforts to
provide the utility with incentives for fostering efficiency and conservation. In fact,
laudable efforts to increase the provision of efficiency and conservation will be
undermined by continued use of volumetric compensation for utilities.

In short, providing the utility with a mandate and incentive to provide efficiency
and conservation without decoupling is like accelerating a car with one foot while

applying the brakes with the other.

Q. Does this have any speciﬁc application to Rhode Island that the PUC should be
aware of?

A. Yes. In 2006, the Rhode Island General Assembly passed the Comprehensive Energy
Conservation and Affordability Act of 2006 (the “Comprehensive Energy Statute™). The
Comprehensive Energy Statute expressly announced that Rhode Island public policy is to
achieve all cost-effective energy conservation and energy efficiency. As described
above, decoupling is an important step in achieving that public policy: decoupling
removes a major disincentive that structurally pushes the utility, a major player in the

statutory and administrative scheme put in place by the Comprehensive Energy Statute,

-12-
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away from fully and completely playing the role of conservation and efficiency provider

to 1ts customers.

Q. Are there any additional or further aspects of decoupling fhat have specific
application to Rhode Island and Rhode Island public policy that the PUC should be
aware of?

A. Yes. In 2006, the General Assembly created the Energy Efficiency Resources and
Management Council (EERMC) as Part of the Comprehensive Energy Statute. See R. L.
Gen. Laws § 42-140.1-1, et seq. In creating the EERMC, the General Assembly
expressly found that “Energy conservation and energy efficiency have enormous,
untapped potential for controlling energy costs and mitigating the effects of the energy
crisis for Rhode Iéland residents and the Rhode Island economy.”

On February 29, 2008, pursuant to the Comprehensive Energy Sta’;ute, the
EERMC submitted to the PUC a set of proposed “Standards for Energy Efficiency and
Conservation Procedures and System Reliability.” In response to that submission, the
PUC opened Docket 3931.

The main thrust of Docket 3931 was examining ways and means of achieving
energy efficiency ana energy conservation. Decoupling is closely related to achieving
energy efficiency and conservation, because decoupling removes a major pecuniary

disincentive to the utility to achieving efficiency and conservation.

-13-
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In short, decoupling is closely related to what the General Assembly has declared

~ to be the public policy of Rhode Island.

IV. Decoupling and Public Policy

Q. Why is decoupling good public policy?
A. In general, decoupling provides benefits to both utilities and consumers. It assures
that utilities can collect reasonable costs from rates while providing consumers with a
reliable and safe distribution system that maximizes the use of the lowest cost and least
polluting resource -- efficiency and demand resources. 1t does this simply and
effectively by removing the link between the volume of sales and revenue. CLF and 1
support PUC approval of the decoupling portion of this Docket as the most expeditious
and efficient route t.o eliminating the financial disincentives that prevent the
maximization of eﬁergy efficiency and demand resources. Decoupling is éspecia]ly
desirable in Rhode Island at this specific time because it is being implemented in tandem
with, and as an aid to, other programs designed to increase efficiency and conservation.
Decoupling is an absolutely necessary -- but thus far missing - part of the overall
energy puzzle as Rhode Island moves toward greater energy efficiency as an important

part of reducing its overall greenhouse gas emissions.

Q. Are there particular aspects of Grid’s decoupling plan in this Docket that you

wish to discuss in greater detail?

-14-
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A. Yes. The decoupling mechanism which Grid has proposed in this Docket, as
reflected in Mr. Simpson’s Pre-filed Testimony, does two things simultaneously. First,
and most obviously, it separates, or decouples the utility’s profit from the quantity of the
commodity -- gas -- which the utility sells and which rate-payers consume. This 1s, by

deﬁnition,‘decbupling. Second, Grid’s proposed decoupling mechanism simultaneously

leaves in place the pecuniary incentive for individual rate-payers to use less energy.

Thus, two things -- both of which are desirable -- are being done simultaneously.
First, the incentive to the utility to sell more gas is eliminated. Second, the incentive to
individual consumers -- rate-payers -- to conserve and to use less gas (and use what gas
they do use in the most efficient manner possible) is preserved.

In fact, the pecuniary incentive to individual rate-payers to conserve is being
preserved in two separate places -- on the commodity component of the consumer’s bill
and on the distribution component of the consumer’s billl.

On the commodity component of the rate-payer’s bill, the utility pass-through
(without any profit) of the commodity cost remains unchanged. This commodity charge
represents approximately 70% of the typical rate-payer’s monthly gas bill. With current
record-setting commodity prices, this factor alone creates a powerful incentive to
consumers to conserve. It is, in fact, at least in the short to medium term, a factor likely
to increlése in strength as natural gas prices rise to re-correlate with oil prices. This price
trend will only heighten the need and desire for customers to receive the maximum

amount of efficiency and conservation services.

-15-
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On the distributio_n component of the rate-payer’s bill, decoupling preserves the
incentive to rate-payers to consume less energy becéuse, even after decoupling, a
consumer who uses less gas will pay a lower monthly distribution cﬁarge. Conversely, a
consumer who uses more gas will pay a higher distribution charge.

This is good public policy. The incentive for Grid to sell more gas is removed,
while simultaneously the incentive to rate-payers to conserve, use energy commodities

like gas efficiently, and to consume less is preserved.

Q. Isn’t Grid’s proposal for decoupling bad for consumers because the proposal, in
effect, guarantees profits for the utility?
A. No. While it is true that decoupling does allow for periodic true-ups in which the
utility can seek to recover a certain ROE approved by the PUC even in a circumstance in
which energy efficiency and conservation programs have worked well and accomplished
their goals, it is the ROE -- not decoupling -- that sets the level of Grid’s profit.

To put the same point another way, under decoupling Grid can only recover an
ROE which has been carefully considered and approved in advance by the PUC. The
best and most appropriate ‘Way to regulate the utility’s profits is to adjust ROE upward or
downward to reflect public policy. But, as I explain above, adjusting the utility’s ROE
upward or downward to reflect public policy can be done just as well and just as

effectively with decoupling as without it. The risk profile of the utility might well change

_16-
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as a consequence of decoupling, and the risk profile of the utility is one of many factors

the regulator will look to in setting the ROE of the utility.

Q. But what about poor people who find it difficult or impossible to pay even
current utility bills, let alone utility bills which reflect future rate increases?
A. The possibility and advisability of adjusting utility rates for poor people is a matter of
public policy. Grid’s submission in this Docket proposes that low-income consumers
who are eligible for LIHEAP assistance would also receive a so-called “low income
distribution rate” 10% lower than the regular distribution rate.

Whether or not a separate, discounted low-income distribution rate is a good idea
-- and, if so, at what level it should be implemented -- are matters of public policy for the
PUC decide. The important point here is that a separate, discounted low-income
distribution rate (if that is deemed to be a good idea) is peffectly compatible with
decoupling. To the extent that the PUC wishes to address the problems of low-income
consumers, it can do so by providing them a separate, discounted rate. If the PUC is
more concerned about the ability of poor people to pay their utility bills, the PUC can
elect to put into effect a more steeply discounted rate or apply the discounted rate to a
larger class of consumers. If the PUC is less concerned about the ability of poor peéple
to pay their utility bills, the PUC can elect to put into effect a more modest discount, or

apply the discount to a smaller class of consumers,

-17-
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The crucial thing to keep in mind here is that we should use the correct tool to
address each separate problem or issue. The proi)lem of low-income rate payers is
properly addressed by a discounted low-income distribution rate. The problem of
achieving energy efficiency and conservation is related to découpling. Low-income
people will not be hurt by implementing decoupling; and discounted distribution rates are
fully consistent with and compatible with decoupling.

It is also true that low-inéome houscholds can benefit greatly from the provision
of efficiency and conservation services as a reduction in energy bills is likely to be of
great value to households with limited income. Because decoupling removes a |
disincentive from the utility providing such services and is a foundational element in a
comprehensive scheme for providing such services, decoupling is likely to be of

significant value to low income households.

Q. Does this complete your direct testimony?

A. Yes.

-18-
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National Grid.

280 Melrose St.
Providence, RI 02907

Cheryl M. Kimball, Esq.
Keegan Werlin LLP
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Boston, MA 02110

Paul Roberti, Esq.

Dept. of Attorney General
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Providence, RI 02903
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service list for this Docket, as transmitted by the PUC Clerk on July 9, 2008. Thereby
certify that all of the foregoing was done on the 11th day of July 2008.
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Energy Risk & Markets

Prime Time for Efficiency

New England shows the benefits of demand
resources in forward capacity markets,

By SanDRra LEVINE, DoUG HURLEY AND SETH KAPLAN

ew England is leading the way toward a future that is both cleaner and provides

greater electric reliability at reduced cost. New England Independent System

Operator (ISO-NE) has created an innovative mechanism that addresses con-
cerns about ensuring adequate enerpy capacity by allowing the cleanest and lowest-
cost resources to be used to meet the nation’s power needs.

As the saying goes, the cheapest kilo-
watt is the one that isn't used. The chal-
lenge always has been how to create the
business and regulatory structures to
allow reduced and managed energy use
to be as financially rewarding as building
another power plant. By including
demand resources in the forward capacity
market (FCM) in 2007, New England is
making this happen in ways thart are easi-
ly transferable to other regions of the
country.

20 Punic Urimes Formaigdtey June 2008

Green New England

Throughout the 1980s, New England
states created programs allowing utilities
0 use demand-side management
{DSM), demand response and energy
efficiency to better manage electricity
usage and costs. Rapidly rising fuel and
electricity costs, coupled with rising elec-
tricity demand, placed consumers and
the environment at risk. Programs used
ratepayer dollars, usually collected
through a systems benefit charge (SBC),

to invest in energy-efficiency programs
that improved lighting, cooling and
industrial operations, while saving elec-
tricity. As a result, utilities and consumers
saved money and reduced pollution by
avoiding additional electricity generation
to meet demand.

For example, Massachusetts ratepay-
ers invested $371 million in energy effi-
clency from 2003 to 2005, which
avoided nearly 3,000 GWh of energy,
prevented emissions (9 million tons of
carbon dioxide, 4,300 rons of nitrogen
oxides, and 16,000 tons of sulfur diox-
ide) and ultimately saved consumers
about $1.2 billion.! With these pro-
grams, new demand-side businesses cre-
ated real efficiencies, and effective
measurement and verification systems
were developed to reliably account for
the savings produced. Both of these are
key building blocks to the furure success
and acceptance of demand resources.

From LICAP to FCM

As the New England economy grew
throughout the 1990s, increased pressure
was placed on the region’s power sup-
ply—a supply that by the early 2000s was
dominated by merchant generation that
either had been divested by uilities or
had been newly built by independent
power developers.

Conflicts erupted everywhere, First,
there were pressures to close down old
coal and oil plants that did not meet new
pollution standards, or at least force
installation of modern pollution-control
equipment, Upward spikes in natural gas
prices undermined the economics of
gas-fired generation, in some cases caus-
ing owners to write off newly built power
plants, by simply turning over the keys to
a lender. All the while, peak electricicy

demand was rising, Concerns over Jack

* of capacity needed to meet this demnand

collided with economic and business
realities when a number of older and less
efficient plants filed requests to retire
with the ISO-NE. The conclusion that »
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these plants still were needed to maintain
system reliability led to a number of telia-
bility-must-run (RMR) contracts—
FERC-approved contracts that pay a
considerable premium to keep a facility
available for operation.

Each retirement application led to a
hotly contested FERC proceeding,
resulting in a non-market RMR agree-
ment, contracts that both FERC and
[SO-NE believed undermined the
wholesale marker but were needed as a
temporary backstop. Eventually, in a key
RMR proceeding, FERC mandated cre-
ating a more systematic approach of
paying for capacity to avoid this ad-hor
and non-market approach. '

The FERC mandare resulted ina
process that produced a mechanism for
making locational installed capaciry
{(LICAP) payments to generators, As
with RMR contracts, the LICAP
requirements would resultin payinga
premium to generation facilities to stay
in opetation—however the payments
would be made to all generators, not just
those that had applied to retire, creating a
general incentive with a locational pre-
mium to develop capacity on the New
England wholesale electric system. The
cost of LICAP for consumers was esti-
mated at roughly $12 billion. This
proved a tough pill for regulators, con-
sumers and some udlicies. Lengthy and
painful legal and policical challenges to
LICAP followed.

As FERC considered an adminiscra-

tive law judge report advising approval
of a highly contested settlement imple-

menting LICAP, Congress included a
section in the Energy Policy Act of 2005
(EPAct 2005) directing FERC to recon-
sider the LICAP requirements. FERC
subsequently entertained presentations
and testimony on LICAP and its after-
natives, cventually convening marathon

and arduous settlement negotiarions.
The challenge, as it has been since
the beginning, is how to keep the lights
on while continuing to provide New
England with affordable power. A break
in what seemed like never-ending grid-
lack came with a proposal to putin
place a new FCM that would replace
LICAP as a vehicle for inducing the cre-
ation and retention of capaciry
resources. A noteworthy provision of
this settlement is that for the first time,
energy efficiency and other demand
resources would be allowed to compete
with generation to meet reliability
needs, provisions championed by key
state regulators, major utilities and the
representatives of efficiency providers
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like the Conservarion Services Group.
Recognizing thar demand resources had
the potential to provide cleaner and
lower-cost alternatives to new and exist-
ing generation, groups representing con-
sumer interests and most of the region’s
regulators supported this compromise.*

Competitive Conservation

Key provisions in the LICAP setrlement
provided a level playing field for demand
resources. This offered an opportunity to
lower capacity costs and to reduce polfu-
tion. Instead of meeting capacity and
reliabilicy needs by sitply paying gener-
ators additional money, there was to be
an auction for all capacity, and demand
resources were to be eligible to compete
and participate in the auction.

First, under the settlement, the
LICAP requirements were replaced with
an FCM. This is a locational market
where all capacity needsand prices are
derermined by auction. Resources thar
could meet power needs are bid into the
auction. The bids determine the price for
capacity in the region. Second, the sette-
ment provided that demand resources
explicitly were included as eligible to meet
capacity needs. Recognizing the different
qualities and specific value of demand
resources, the settlement required thaca
distince method be developed to allow
demand resources to be fully integrated
as qualified capacity in the FCM.?

These provisions allowed demand
resources to be treated as comparable to
generation. Where reliability and capac-
ity needs responsibly could be met by
reducing demand, those resources were
eligible for capacity payments the same
as Were gencratiorL,

New England already had a success-
ful experience with demand resources
providing needed reliability. In the carly
years of this decade, Southwest Con-
necticut experienced significant capacity
constraints. When ISO-NE issued a gap
RET for resources to address thar con-
straint, significant demand resources »
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successtully were bid, and 92 MW of
energy cfficiency and load reduction
were used to meet the overall 250 MW
of awarded contracts. The intervening
years have shown that demand resources
are capable of competing with genera-
tion to meet reliabiliry needs.

Although the LICAP settlement cre-
ated the opportunity for demand
resources to compete in the market, the
devil was still in the details. A year-long
working group process shaped the rules
for the demand-side aspects of the
FCM. Effective rules were needed two
ensure adequate resources would be
available and eligible to compete in the
new market. Reliable measurement and
verification (M&ZV) was needed for all
demand resources. Responsible opera-
tion of a power grid requires being able
to confidently acoount for, and call
upon, all the resources being used. For
demand resources, the extensive M&V
rules that had already been developed
and were being used for the various
DSM and efficiency programs in the
region provided a firm foundation. The
M&V provisions for demand resources
in the FCM rules relied extensively on
the experience and infrastrucrure creared
for the region’s efficiency programs.
These existing M&V procedures gave
ISO-NE confidence that actual demand
resources would fulfill commitments
made through the auction process.

Demand Futures

The first auction for the FCM is now
complete, and the market experienced a
very robust response from demand

24 Pupic Urimes ForTmieemy Juke 2008

resources. In rough terms, nearly half of
the new resources that qualified to bid
were demand resources. This is remark-
able for the first auction. It shows that
existing programs and efficiency are
barely the tip of the iceberg,

The final auction results as reported
by ISO-NE are even more remarkable
(see Figure 1).* New demand resources
outperformed new supply by a nearly
2:1 ratio. For every 1 MW of new gener-
ation, there will be 2 MW of new
demand resources. The auction also
shows a near doubling of the existing
demand resources ro meet future needs.

In terms of cost, the auction opened
at $15 per kilowatt-month and system-
atically decreased through each round.
In the eighth and final round of the auc-
tion, the price reached the predeter-
mined floor of $4.50/kW-month with
2,000 MW of excess resotirces remain-
ing.* These results show the potential for
demand resoutces to be used much
more widely to meet the region’s reliabil-
ity and capacity needs.

After this first auction, more than
5 percent of the region’s peak load will

be met with demand resources. Over a

seven- to ten-year petiod, this could

grow to 10 percent or even 15 percent
of the region's reliabiliry requirement,

Additionally, all owners of new
resources that intend to participate in
the second auction have submitted the
required show of interest forms to the
ISO, representing more than 800 MW
of new demand resources. This amount
is above and beyond those resources that
were bid into the first auction. Now that
ISO-NE has offered the opportunity to
participate in the capacity auction,
demand-resource providers are respond-
ing in great numbers (see sidebar, "DR in
New England's 2nd Forward Capacity
Auction).t

This early experience suggests the New
England FCM is a successful model,
FERC Commissioner Jon Wellinghoff
said the FCM’s provisions for integrating
demand resources were “as advanced as
any market in the country.””

After the third FCM auction in mid-
2009, the floor and ceiling prices set by
the original settlement will disappear.
The clearing price from the firsc auction

" suggests prices might stabilize ac a level

that is mere compertitive for inexpensive
demand resources than fossil-fuel-fired
generation. Addirionally, consistent with
FERC's recent NOPR on Wholesale
Competition in Regions with Organized
Markets (Docket Nos. RMO7-19-000
and ADO7-7-000), the New England
markets have an opportunity to incor-
porate demand resources into ancillary
services markets like those for forward
reserves and the energy markets. Much
work will be needed to figure out how
to accomplish this integration.

Repeating Success

Ulcimately, the greatest value of this
work in New England is in the creation
of a replicable precedent that can be
applied across the nation. An obvious
place this replication can play out is in
California, which has the same archirec-
ture of well-developed demand-side
management, demand-response and 3
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energy-efficiency programs—creating a
reservoir of demand resoutces thar could
be purchased in capacicy, ancillary serv-
ices and energy markets, The California
ISO has the ability, working with stake-
holders and the state government, to use
the same legal and regulatory tools the
New England 150 has employed to cre-
ate a new market, a new revenue stream
and incentive for demand resources.
The FCM provides an effective gate-
way for demand resources to participate
in other markets as well. For example,
PIM is in the process of working out the
details of how energy efficiency will par-
ticipate in its capacity construct, the refi-
ability pricing model {R’M}, to comply
with a FERC order issued on December
22, 2006 ® Since its first aucrion in April
2007, RPM has included demand-
response resources, which have long
been participating in PJM's existing
capacity, energy and ancillary services

markets. In fact, 127.6 MW of demand

response cleared in cha firsc auccion.

But these market designs have not yet
included other demand resources such as
energy efficiency. PIM plans to include
enetgy-efficiency resources in both its
incremenral and base residual auctions
starting in January 2009,

Addidonally, in the Midwest Inde-
pendent Transmission System Operator
{MISOY} region, demand resources are
considered in the transmission-expan-
sion planning process, and MISO says

the forthcoming ancillary service market
will provide a plaffnrm for demand
response to participate. Other demand
resources, such as energy efficiency or
behind-the-meter generation, are not
specifically incorporated. They are con-
sidered in retail load planning but aren’t
treated as a biddable resource in the
MISO market,

Like demand response, many energy
efficiency resources provide reliable
capacity at costs lower than new genera-
tion, and markets that include these
tesources will become more efficient,
Many details still must be ironed out
through the stakeholder process, but
already in its nascent stages, the FCM
has shown that demand resources can,
and will, compete with generation—
and thar a significant amount of those
resources will enter service if the markers
provide a fair price signal.

If the cheapest kilowate is the one
that isn’t used, then those unused kilo-
watts deserve a chance to compete in
organized markets, as they do in New
England. The challenge is to ensure the
nation’s energy future includes mean-
ingful and robust opportunities that
increase reliance on demand resources—
and allow ratepayers and society w cap-
ture the real value of efficiency and
conservation. [

Sandra Levine t5 a sentor alforney with
the Conservation Law Foundation.
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