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CHAPTER I
INTRODUCTION

niegrated Resource Planning (IRP) processes are
spreading across the country. Their popularity can
be linked w the growing consensus that traditional
utility planning, focused only on utility-owned
generaton additions o the utility system, simply
will not satisfy the expectations of regulators or
consumers. There is no mystery why this is true.
With its focus on broad public participation and
evaluation of many aliematives, IRP proponents
believe that [RP is more flexible, anticipatory and
ulimately more satisfactory to ratepayers, regula-
tors, suppliers and utilities, than traditional utility
planning. IRP addresses issues that had often been
ignored in the past, such as who should build gener-
ating facilities, investment in demand-side manage-
ment, and consideration of social goals such as
minimizing environmental costs,

{ he forces behind the shift to IRP became evident
twenty yearsago. Inthe early 1970s, utility planning
began o show its vulnerability by being unable to
respond o volatile economic conditions and swings
in consumption patterns. The shortcomings of util-
ity planning hit home as commissions disallowed an
estimated ten percent of all utility construction
expenditures in the 1980s.

( learly, this rend of disallowances could not con-
tinue unchecked without jeopardizing the financja]
health of the entire utility industry. As a result, com-
missions began to explore more collaborative and
comprehensive [RP processes which iniegrate uti]-
ity planning functions, such as need determination
and resource acquisition, into a single process as an
altemative 1 traditional udliry planning. IRP proc-
esses, it is hoped, bener respond 0 the new eco-
nomic realites such as the disappearance of the
natural monopoly in generaton or volatility in
demand. [RP also reflects changes in the regulatory
compact since the early 1970s — for example, the
need for broad early public acceptance of planning
decisions. Finally, [RP processes provide a2 more
useful framework for responding to and managing
the vast array of new suppliers and supply and
demand altematives which have been introduced in
the marketplace.

The growth of IRP processes in the 1980s sought to
move utility planning out of the backroom and into
the sunshine, How utilities made decisions to seek
new resources, what new resources they would seek
and how those new resources would be acquired
were opened to public scrutiny. The mid-1980s saw

IRP addresses issues that had often been
ignored in the past, such as who should build
generating facilities, investment in demand-side management,
and consideration of social goals such as
minimizing environmental costs.
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[RP processes popping up in places such as Califor-
nia, Maine, Nevada, New York, Washington and
Wisconsin. Today, a recent survey reports |4 states
have “full-featured” [RP programs in place, while
another 27 st2ies have made some progress in estab-
lishing an IRP program. The survey found only ten
stazes which had “linile or no progress implementing
an [RP regulatory framework.” ! {See Table 1)

‘RP processes take on different faces in different
parts of the country, but they share a number of
common elements. Generally, the process begins by
defining the goals of [RP. Then the utility develops
load forecasts and identifies need over the forecast
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period. Next, the utility evaluates altematjves and
prepares a preferred resource plan. The commission
approves the plan and it is implemented by the
utlity.  The udlity and commission monitor its
implemenzation, making changes as necessary.? IRP
proeponents note that these processes represent an
improvement over past planning because they sepa-
rate consideration of the cost of utility-owned gen-
eraion done in the evaluaton stage from cost-
recovery and ratemaking in the implementation
phase, rather than considering both together after-
the-fact. In many cases IRP processes also explic-
ily focus on financial incentves and disincentives
to the utility in planning, decision making and cost
recovery,

IRP Implementation in the States
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-~ Full featured IRP program (14) ____ Little or no .progress on

Some progress on IRP program (27)

Sourca: Mitched, Cynthia, The Hectigty Joumal, May 1592

IRP prograrm (10)
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WHAT IS IRP?

DEFINITION AND DMPLEMENTATION

The National Association of Regulatory

Utility Commissioners (NARUC)

defines IRP as *a way of analyzing
growth and operation of utjlities that
considers a wide variety of both supply and

demand factors so the

aptimal way of providing electric service
to the public can be determined.”?

NARUC goes on w note that IRP usually
consists of a number of discreet steps:

bad

o N oot

10.
11.
12.
13

14,
15.

I6.
17.
18.

Identifying objectives;
Developing forecasts;
Determining the levels of capacity
for each year,

Identifying needed resources;
Evaluating resources consistently;

Selecting the most promising options;

Integrating supply and demand;
Constructing scenarios under a
variety of circumstances;
Evaluating mixes of options
under various scenarios;
Analyzing the uncernainty;
Screening alternatives;

Ranking altematives:;

Testing the cost-effectiveness of
altermatives;

Reevaluating the altemnatives;
Selecting and approving an
implementation plan;
Developing an action plan;
[mplementing an action plam
Monitoring and evaluating operation
of the plan.

1

The notion of integrated resource planing ([Rp)
means many things 10 many people. For the inde.
pendent power industry, [RP can provide an oppor-
tunity to examine and participate under equal terms
and conditions in utility resource acquisition — 5
process which should naturally lead utilides to e v g .
ating all supply and demand options. With Congres-
sional enzcmment of Public Utlity Holding Com-
pany Act (PUHCA) reform and transmission access
in the Energy Policy Act of 1992, utilities will be
faced with ever increasing choices as the boundaries
of competiton expand. [RP processes should give
utilities a comprehensive and consistent method for
evaluating alternatives and making choices which fit
the needs of their ratepayers.

! {oreover. regulatory and public panticipation in
IRP processes presents greater opportunities for
collaboration and consensus building. Inthe long-
run, this should make utility resource acquisition
decisions more likely to stand up over time and less
likely to be subject to after-the-fact, prudence-based
chailenges if market conditions change.

Public partcipation is critical to the success of any
IRP program. Oppornunity for public comment
should be provided at critical stages of development
of the IRP and any resource acquisition program
which springs forth from it. Such participation pro-
vides a “safety valve” for identfying contentious
issues early and allowing the process o correct
itself. Broad public paricipation also invests par-
ticipants with an interest in the outcome — such
interest may make them less likely to challenge
assumptions, mechanisms and decisions in which
they participated if market conditions change.

E fors 10 update regulatory practices also reflect
changes in the industry, including the growth of
supply-side competition. For both utlities and inde-
pendent power producers, that can translate into less
apprehension on the part of the financial community
about the certainty of furure revenue streams, Cer-
tainry translates into lower-cost capital. Lower-cost
capital translates into lower electricity prices.

Successful IRP programs create an unbiased frame-
work for competitive markets to flourish. [RPefforts
which beget a rigid, adversarial planning process or
which focus on the “social engineering” aspects to
the exclusion of all others may wltimately only
succeed in frustrating competition. For example,
IRP processes which require complicated reviews
over a long period of time end up being very expen-
sive, difficultin which to encourage broad participa-
tion, and risk falling out of step with shifis in de-
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mand. Therefore, potential competitors may stay
away from centain [RP processes if final decisions
cannot be made relatively quickly.

Moreover, demand-side management (DSM) and
environmental extemalities have been the practical
and political engines fueling interest in [RP — work-
able systems and good results will keep the move-
ment alive. For instance, [RP programs which look
only to encourage utilities to invest in DSM without

regard (o evaluation of performance or demonstra-
tion of sysiem-wide benefits may ultimately pro-
voke a backlash against IRP and those investments,
Recenty there have beenstirrings of rebellion against
such programs. Regulatory trends occasionally
sweep the industry only o sink under their own
weight, to be remembered by regulatory junkies and
academics.

— « NOTES = ——

L. Mitchell, Cynthia, “Integrated Resource Planning Survey: Where the States Stand,” The Electricity Journal, May 1992, page
11-12.

PR This general proceas is described in E. Hirst, B. Driver, and E. Blank, “Iniegrated Resource Planning: A Model Rule,” Public
Utilities Forougiuly, March 15, 1993, pp. 24 - 28,

3. Narional Association of Regulatory Utility Commissioners, Leant-Cost Utiliry Planning Handbook for Commissioners, Yolume
1, Washingion, DC, October, 1988, pages 2 and 3.

4, NARUC, page 19 - 20,

m



CHAPTER I X
COMPETITIVE PROCUREMENT IN IRP PROCESSES

entral to the conduct of a successful IRP process
is the evaluation of altematives to meet future need.
While much artention has been focused on using IRP
to promote demand-side alternatives, regulators
should view acquisidon of supply resources as an
equally, if not more important, facet of the IRP
process. However, all supply acquisition programs
are not created equal. This secdon of the paper will
focus on the goals and principles of successful
procurement of new generating resources. We be-
lieve that competilive procurement Systems, as
opposed to traditional methods of resource acquisi-
tion, will be most likely to yield resuits which are
most consistent with the goals of the IRP process.

{ he ways in which new supplies of clectricity are
secured by utilites has changed drastically over the
last decade. From the advent of the independent
power industry, the generally accepted nodons of
prudent acquisidon have changed in many states.
The Public Utility Regulatary Policies Act of 1978
(PURPA) required utilities to purchase the output of
qualifying cogeneration and small power produc-
tion facilities (QFs} at prices set at the avoided cost
of utility generaion. The growth of independent
generation in many states demonstrated the extent to
which the natural monopoly characteristics of gen-
eration had given way to economies more consistent
with competition such as, fewer economies of scale
and ease of entry.

TABLE TWO

Nince PURPA, much has been made of the imper-
fections of states’ interpretadons of avoided cost.
Yet, despite the difficulties of administrative deter.
minadon of avoided cost, PURPA served to demon-
straze o udlides and regulators the promise of
competiion in securing new supplies of generation.

{ Jne only needs o examine the evelution of com-
petitve bidding to understand the powerful potential
of competiticn. In the early [980s, avoided costs
based on a nuclear powerplant unleashed a flood of
QFs on the doorstep of udlides in Maine. In a
defensive response, Maine tumed W competitive
bidding 1o allocate or radon capacity conoxls. By
contrast, ondy a few years later, Virginia Power took
the initfative in favor of compedtve bidding which
they recognized could bring them compedtively
priced supplies of power to meet burgeoning de-
mand without the need 10 commit extensive capitai
of their own to an ambitious powerplant construc-
ticn program.

Since then, utilities and regulators have shown in-
creasing acceptance of the potential of bidding.
Bidding for new power supply is widely used in the
electric utility industry. As of February, 1993, 70
utilities have issued 107 requests for proposals for
26,237 megawans. In response, they have received
bids for 230,074 megawans and selected 18,679
megawatts of winning bids.* (See Table 2)

Status of Winning Bids In Megawatts
(From 1984 through February 1983)

Under Construction (2,052)
11%

Development (8,140)
43%

Source: Curmant Competition, Yal. 4, No. 1, February 1983
M

Cperating (5,193)
28%

-~

' Delayed (602)
: 3%

Cancelled (2,840)
15%



Bidding systems continue 10 evoive as utiliies and
reguiztors experiment withdifferen: formats. A 1991
Nationai Independent Energy Producers' (NIEP) re-
port ¢n bidding noted concems about bidding sys-
tems which were overly rigid and those withtoo high
an emphasis on price to the exclusion of other
importznt evaluation criteria, such as reliability, fuel
supply security, site selection and others.

[tis important to consider the role of compettive
procurement in its many forms — competiive bid-
ding, competizive contracting or competitive nego-
tiation — in integrated resource planning processes.
IRP processes are designed to ensure that udlities
thoroughly consider the range of alternatives avail-
able to meet future demand and to make choices
which satisfy the needs of ratepayers and the com-
murily at a reasonable cost. In many junsdictions,
these needs must be met at the lowest reasonable
cost. Generally included in the definition of lowest
reasonable cost is the requirement that costs be
adequate 10 maintain the reliability and viability of
the utility system, with consideration of, for ex-
ample, availability rates, security of fuel supply,
benefits to the environment and other considerations
affecting operating reliability. The use of competi-
tive procurement in integrated resource planning
can help utilittes meet these requirements.

A, Goals of Competitive Procure-
ment

Compctiu'vc procurement can help utlities meet
IRP goals by offering a range of market-priced
supplies and suppliers from which the. utility can
choose the option which best meets the needs de-
fined by the resource plan. Whetherinstigated by the
utility or conducted under commission rules, com-
petitive procurement must rely on market-driven
forces o produce the desired competitive resuits.

Towards this end. market-driven competitive pro-
curement systems should meet a number of general
criteria. The process should be one that competitors
believe they understand and in which they feel they

et

have a reasonable chance 1o be successful Sucha
process would entail clear criteria, consisient evalu-
ation of supply aliematives and an overall sense of
faimess or neutrality, The procurement process
should also communicate sufficient relevant infor-
mation w0 allow participants 0 submit the most
competitive proposal they can. The rules or struc-
ture should be fair and not permit any competitor,
including the udliry iwself, o gain an unreasonable
advantage,

Special artention musi be paid to the role of the
utility in design and evaluation of the procurement
system. Where it desires to build a powerplant to
meet its own need, the utlity should abide by the
same rules, terms and conditions it would impose on
third parties. Failing that, the market may be under-
mined.

These market-driven processes should be conducted
without unnecessary delay so that the circumstances
upon which the solicitation is based do not change
materially. Competitors will often commit substan-
tial resources to the prepararion of a compeglive
proposal. Moreover, the process should seek to keep
the cost of participation reasonable 10 encourage as
many qualified suppliers as possible to submit pro-
posals.

VVell-designed and fair competitive procuremery
processes should lessen the likelihood of lengthy
challenges to the conduct and result of the solicita-
tion process. Challenges to conduct of the solicita-
tion are less likely when parties agree up front with
the ¢riteria and design of the program and where the
process is conducted fairly and openly. The results
should also be more likely to be accepted under those
conditons.

Sysr.ems which are well-designed and implemented
should also insdll confidence by regulators in the
conduct and result of the process. Regulators recog-
nize that competition gives them a powerful new
economic tool against which to evaluate utlity per-
formance. However, the system should give regula-

A

IRP processes are designed to ensure that
utilities thoroughly consider the
range of alternatives available to meet future demand
and to make choices which satisfy the needs of ratepayers
and the community at a reasonable cost.

o

6

o e



R

tors assurance that the uElity will continue to be able
to meet its cbligation o serve. Also, the process
should resuit in resource selections which can be
financed, come on-line, on-time and operate relia-
bly over time at a competitive price.

everal steps should be taken to assure an effecuve
IRP process. First, the regulatory commission should
establish up front in a public process the policy goals
of the IRP, including the public policy goals of
competitive supply acquisition. Second. the indi-
vidual utitity should develop an IRP process, includ-
ing its competdtive procurement process, which the
commission would evaluate in a public process 10
determine how well it will meet the established
goals.

his process implies a fair amount of utility discre-
tion in designing and implementng its [RP process,
including how it conducts its competitive supply
acquisition. Such a grant of discretion will require
clearly stated goals, active participation by affected
pardes in all phases of design and implementation,
and careful oversight of design and results by the
state cOommission

B. Principies for Competitive Pro-
curement

1 hese goals then must be translated into design and
implementation of workable competitive procure-
ment processes. When considering competitive
procurement, it is important to keep in mind a few
basic principles. A healthy, viable competitve
power industry is essental for ratepayers o con-
tinue to receive the benefits of competition in elec-
tric power markets. Competition does more for
ratzpayers than just reduce costs — it also;

« stimulares innovagion;
«  shifts risk away from ratepayers;

+ promotesefficiency and penalizes weak
management;

+ astzblishes a competitive benchmark
forcommissions with respectto resowrce
acquisition; and

= encourages the development of various

fuels and technologies.

Having many qualified suppliers willing to pro-
pose new generation should ensure selection of the
best mix of resources. A fair, efficient and effective

procurement process will help ensure the coniinued
viability of competitive power markets and parci-
padon by qualified suppliers. The worth of a com.
petitive procurement system is often judged in terms
of the ratio of megawans proposed w me gawan
requesied. However, a more effective measyre of
success may be whether the system results in gener-
ating a number of project propesals which can be
brought on-line, on-ime and ai the contracted price.
System reliability is a valued hallmark of the U S,
electricity sector, whether powerplants are con-
structed by utilities or independent power produc-
ers.

In designing a successful procurement system, a
number of steps should be followed. First, policy
and social goals for resource procurement should be
clearly articulated up front through a public process.
For example, regulators need o make dztermina-
tions about how decisions will be made in the IRP
process regarding the mix of fuels and technologies,
supply and demand-side resources, utility-owned
powerplants and power purchases from third-par-
ties. How these decisions will be made will vary
from state to state depending on geography, climate,
environmental needs, the labor market, the fuel
market, the age of existing plants, the current fuel
mix and other variables. In addition, policy goals
may include any number of issues important lo
ratepayers, citizens, utilities, and third-party com-
petitors, such as: :

« promoting cost-effective demand-side
management;

« evaluating verifiable environmental im-
pacts;

+ addressing the role of renewables and
other technologies in the generation
mix; and,

» considering long-term incentves for
utilities to purchase power.

Commissions should require utilities to evaluate all
potential resources to meet need. This contrasts with
traditional utility planning where the utility consid-
cred a limited number of system additdons which it
would then construct itself. Opening the process to
many qualified suppliers will ensure thar utilities
consider all possibilities to satisfy future demand. In
addidon, to protect ratepayers, the commission should
set standards of accountability which are applicable
to buyers and builders, for example, setting out the
conditions for cost recovery. These measures of




accountability should includedetermining the proper
balance of long-term versus shon-term resources
where the evaluadon of alternatives and the mix are
based on life<cycle analysis over the planning hori-
zon. The utility should be prepared to demonsirate
that its selection best mee!s the criteria established
up front in the public process.

' or many reasons, utilities may choose to partici-
pate in their own sclicitadon processes. When the
utlity participates, a neutral third-party shouldevalu-
ate all proposals under the supervision of the state
regulatory authority. The utility should be required
1o submit a sealed response at the same Ume that
other proposals are due. Finally the utility should
agree to be bound by the same conuractual terms and
condiuons as other competitors. These contractual
requirements often include limitatons on cost re-
covery to the bid price, treamnent of unforeseen cost
changes, penalties for missing milestones and crite-
ra for operating performance. So long as the selec-
tion process is fair, this contractual approach implies
that, to the extent the utility's actual costs are lower
than their bid price, the utility should still be able to
recover the bid price.

[fa utility chooses o proceed in building its own
plant, the utility should be prepared to publicly
justify its selection, as well as the basis for eliminat-
ing other proposals. Moreover, in any solicitation
process, there should be sufficient mechanisms to
assure that the utility employs a fair evaluation
process for all resource proposals, including itsown.
Also, the commission should oversee the results
with special attenton paid to the treatment of the
utility build option.

i’,lompetiu've procurement systems may vary from
utility to utility and state to state. While commis-
sions shou!d require utilities to employ scme kind of

competitive supply acquisiton, it is not always
necessary for a commission to issue detailed rules
regarding the actual sTucture of resource solicita-
ticns. In some cases, detailed rules may be war-
ranted and appropriate and may produce desired
outcomes, but the need for such detail may not be
uniform across the country. Moreover, in most cir-
cumstances, commissions can and should ailow
utilities discredon 0 take inw account qualitatjve
factors in the selicitatons consisient with estab-
lished guidelines.

There is a wide variety of designs of competitive
procurement systems, ranging from standard offers
ar avoided cost, formula-type bidding and “pure”
negotiation. A sysiem which provides scme meas-
ure of fdexibility to both supplier and purchaser will

" likely be desirabie in most cases. The ingredients

necessary forsuccessful acquisition, completion and
operation of a powerplant may not always be able 10
be captured in a series of generic or rigid require-
ments. The structure of the procurement process
also should not place undue restrictions on the flexi-
bility of parties in the contracting process as well, so
long as the fundamental characteristics on which the
project selection was based do not change signifi-
cantly and thereby undermining the inherent fair-
ness of the process.

Commissions and utilites may consider altemna-
tives to “formula” bidding which use a multistage
screening process to first eliminate low quality bid-
ders through pre-qualification. In the second step,
the utility should screen projects based on specific
technical and financial detail submitted by the sup-
plier. This detail should include, but be not limited
to, price. Price should be an imponant determinant,
but not necessarily one overemphasized to the detri-
ment of other critical subjective criteria, such as re-
liability, developer experience and capability.

. Current Compatition, Volume 4, Number 1, February 1993, page 16.
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CHAPTERII I
UTILITY INCENTIVES IN IRP PROCESSES

inancial incendves to utilities in [RP processes
have largely been confined 10 demand-side manage-
ment (DSM) activides. Under many of these incen-
tive programs, utilities have generally been made
whole for program expenditures, often ar least par-
tially compensated for lost sales, and in scme cases,
been pemmitted to eamn profits from DSM. The
emphasis on financial incentives for DSM has led,
in some states, Lo concems over high program costs
and questdons about the long-term value and effec-
tiveness of some DSM investments. Moverover, in-
creasingly there has been discussion in the industry
about exiending incendve programs to supply-side
acquisition and other activities by utilities.

~ome of the interest in incentves for supply-side
actvities has arisen from concems that competition
is changing the fundamental nare of the utility
business. Utilities treat purchased power as an
expense, recovered dollar for dollar from their
ratepayers. However, under current regulation,
utilities are typically only permitted to eam a rate of
retumn on the value of the capital assets in their
ratzbase. This can create an asymmeltry in how
utilides view building their own powerplants as
opposed to buying power to meetneed. If utilitiesdo
not continue to add assets to ratebase, it is argued,
they will have less opportunity to profit and atract
shareholders. In addition, the credit raing agencies
which rate utility debt argue that some ponion of
purchased power expenses should be viewed as a
“debt-like obligation,” limiting a utility's financial
flexibility and perhaps, increasing risk. Some utli-
ties and rating agencies argue that permitting finan-
cial incentives for purchased power could compen-
sate them for this perceived increased risk.

This section considers some of the advantages ang
dlsad\'anmges of financial incentives for utilities, it
glso reviews a number of opdons for stucturing
ncenuves. Finally, it addresses a numberof crigicq)
policy considerations.

A. Advantages to Considering Fi-
nancial Incentives for Utilities

The popularity of incendves on the demand side
and the potenual financial implicadons of the chang-
ing nature of the electricity industry on utlities do
not necessarily, in and of themselves, establish the
merit of finrancial incentives for utilities as a public
policy goal of an IRP process. However, there are
certain poterzial advantages of financial incentives
which have been accepted in other regulated or
monopoly industies. In additon, financial incen-
tives can eliminate disincentives and encourage the
symmetric treatment of utility build and buy options.
Currently, since power purchases are treated as
expense items on which utilities eam no profit, it can
be argued that there exists a financial disincentive to
purchase power.

Thc utlity business clearly is changing. With the
advent of competitive power, demand-side manage-
ment and other purchased power options, utilities
are evolving more towards becoming portfolio
managers and necessary middlemen for consumers
rather than only investors in capital assets. How-
ever, they also maintain their obligation 10 serve.
Therefore, permitting financial incentivesin ratemak-
ing could allow the utility to earmn a reward forsmart,
effective and reliable portfolio management Cur-
rent regulatory structures generally only allow udli-

With the advent of competlitive power,
demand-side management and
other purchased power options, utilities are
evolving more towards becoming portfolio managers
and necessary middlemen for consumers rather
than only investors in capital assets.
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ties to eam profits from capital assets. Itthenmay be
appropriate o consider altermative ways for ytilites
10 earn a retwm for the services they provide.

chulawrs are becoming increasingly sympathedc
0 the value of incentives for reguiated monopolies,

such as electric utilities, narural gas pipelines, local
telephone service. A numberof states allow electric
utllities w profit from DSM invesunents. Twenty-
two states permit some kind of financial incentive or
lost revenue recovery mechanism for utility DSM
programs.® (See Table 3)

T aeacranLa T_;\BLE'I}[REE —

DSM Incentives by State

Permits some form of incentive for DSM (22)

Sourca: NARUC Compilation of Utility Regulatory Policy, 1991-1892

Y = IS

ome states, such as Mississippi and New York, are
considering or have allowed performance-based in-
centives for categories of udglity costs. In October,
1992, The Federal Energy Regulatory Commission
(FERC) issued a policy statement on design and im-
plementationof financial incentives, primarily aimed
ar natural gas pipelines. Finally, some states have set
performance -based price caps for local telephone
companies. Proponents of these incentive programs
argue that rewarding utiliies based on long-term
performancc may be a more effective tool of regula-
tion than relying solely on punishing utilities for
mistakes as the prudence standard under cost-of-
service regulation often does.

S

10

Has no incentive for DSM (29)

m

Moreover, there are already some incentives pres-
ent for electric utilities in traditional cost of service
regulation; for example, the opportunity to eam a
reasonable profit on capital investments or the abil-
ity to take advantage of fixed-cost recovery between
rate cases (regulatory lag). These incentives can
occasionally reward certain utility activities, but
they may do little to stimulate efficiency. As a staff
report to the California Public Utilities Commission
noted: “These weak incentves and the monopoly
franchise historically en;oyed by ... utilities tend o
foster an environment in which the utility develops
and puts to use skills that differ considerably from
those on which firms operating in an intensively
competidvely market must rety.””

s



Some economists believe these regulatery incen-
tives may in fact resull in Over invesumert in ¢apital
assets due w the Averich-Johnson (AT effect. The
Aleffect poswulates that because utility shareholders
eam a refwm cnly on capital investments, but not
operatng expenses, utilizies have an incentive w©
over invest in fixed or capital assets such as power-
plants, wransmission facilities and the like. Current
reguiatory suructures may aiso iead utifities o be-
come overly risk averse to avoid the possibility of
prudence disallowance.” For example, o meet is
Clean Air Actobligadons, a risk-averse utility could
choose to build scrubbers with some efficiency loss,
rather than risking a more efficient outcome in the
less cenain allowance market. Finally, incentives
availabie under current regulation, such as regula-

tory lag which allows utilities to take advantage of

the period berwesen rate cases, may produce other in-
efficiencies.

n additon to overcoming some inefficiencies of
cost-of-service regulation, FERC argued in its in-
centives policy statement that performance-based
incentives can in fact enhance efficiency in non-
competidve markets, such as monopoly natural gas
pipelines or monopsony (single buyer) electric utli-
ties. Withoutincentives to encourage efficient power
purchases and smart portfolio management, other
non-price benefits from compedtion might other-
wise be lost

. inally, the utility industry is in a state of transition
and financial incentives for utilities can be viewed as
part of the transition. The generation monopoly has
virtually disappeared and the structure of the indus-
try is evolving o accommodate greater competition.
For example, one problem often cited with the cur-
rent state of competition in generation is that utilities
often sit on both sides of the table as both potential
builder and buyer of new resources.

ome observers argue that the trend towards in-
creasing competidon will inevitably lead o disinte-
graton, with utilities separating generation compa-
nies from the transmission and distribution func-
ions. Utlides we know today will emerge as
smaller companies whose profits will be eamed on
investments in ransmission and distibution. Under
this scenario. financial incentves for the transmis-
sion and distribution utility to purchase power would
no longer be necessary. In any case, as bulk power
markets evelve, so must regulation. Principles of
economic regulation as applied to rates and ratemak-
ing for electric utilities have not changed that much.
It seems self-evident that regulation should change
as the industry evolves. .

M—r
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B. Issues in Considering Financiaj
Incentives for Utilities

pmponcm.s of incentives must be prepared 10 an-
swer credible arguments against incentives. First, i
tsoften argued that as regulared monopolies. utilitjes
have an obligation o provide services at the lowest
reasonable cost. In fact. this principle undeclies the
current regulatory structure. Some incentive propo-
nents have postulated a“Wal-Man™ analogy. Udli-
ties, they argue, just as Wal-Mart, a retailer reselling
products produced by others. are endtled 10 a mark-
up on items they resell. However, critics of this
approach have noted that udlites differ from Wal-
Martin three major respects: 1) utilities are monopo-
lies: 2) Wal-Mart has no other opportunity o eam
profits: and 3} Wal-Mart profits only from sales at its
stores, not from the sales by competitors.

Asa regulaied monepoly with an administratively
determined rate of retum, any financial incentive
above cost recovery in effect raises the rate of retum
a utility is permitted to eam. A higher rate of retum
can be justfied in economic terms 0 compensare
utility shareholders for taking on more risk. There-
fare, allowing a utility to earn a higher rate of return
for purchased power can be read to imply that such
purchases increase utlity shareholder risk for which
they must be compensated. Underswandably, some
in the independent power community disagres with
this view and have suggested altemative approaches
to utility incentives. For example, by 1ying incen-
tives to improved long-term utility system perform-
ance, this objection can largely be removed as a
concertL

NIoreover, [PPs shift risks away from utilities.
Contractual provisions in power-purchase agree-
ments (PPAs) define a wide range of risks which are
shifted from utiliies and their ratepayers o the
independent power developer including: permisting,
construction, operational, performance, financial,
legal compliance, change in law, some regulatory
disaster and certain fuel risks. Buying power from a
third party rather than building a powerplant to meet
need generally decreases a wide variety of other
risks to the utility and its ratepayers. [PPs bear
permitting and other development risks, especially
prior to the time their projects are selected for
completion in competitive procurement situations.
The construction risks of non-completon, defays
and cost overruns are bome by [PPs and their
lenders. With respect to operatnyg risks, most[PPs
do not get paid if their projects do not perform o the
utility's specifications. In addition, through greater




diversification, [PPs historically produce high availa-
bility rates. Contractual security deposit and penalty
provisions reduce financial risk to the utility.

The PP is responsible for complying with laws
relating w the operaton of power facilides such as
increasingly expensive environmentl requirements.
Most costs cannct be passed through existing con-
tracts to purchasers. Furthermore, 1PPs take the risk
thar these laws will change in the future, result-
ing in significant additonal costs undera fixed-price
contract or any other contract under which the prices
does not vary due to changes in such costs.

" he force majeure clauses in many contracts force
the IPP and its lenders to bear some or ail of the
financial risk of destruction of the powerplant due to
causes such as accidental fires and explosions occur-
ring on the premises. Many fuel-related provisions
and operating requirements shift some portion of
fuel risks w the [PP owner/operator, particularly
when such provisions have been negotated as the
result of a competiive procurement process de-
signed to bring the power on-line at the lowes! rea-
sonable price. The end result of the shifting of the
tisks away from utlities and ratepayers to [PPs is a
reduction in the cost of capital for utilities and lower
price for ratepayers,

\ nother argument to consider is that the alternative
to risk and reward is to avoid risk. There is no
reward, but neither is there risk. Inthe early days of
PURPA, utilities sought 1o insulate themselves from
risk by arguing for teating power purchases from
QFs as an expense item rather than rate-basing the
capacity (or fixed) payments. They did not want t0
jeopardize their rate of retum and put their share-
holders at risk for QF non-performance. Incentives
then should be symmetric. Utilities could be al-
lowed the oppormnity for performance rewards, but
should similarly be expected to risk performance
penalties. Again by linking incentives 10 long-term
utility performance, such as better RFP design and
management, or improved powerplant operation,
this concern can largely be eliminated.

. inally, FERC noted in its policy statement that
incentives were not intended for competitive mar-
kets. In a competitive market, any financial incen-
tives ( or “rents’) are theoretically competed away.
Therefore, FERC posits that incentives may be more
appropriate in monopoly segments of industries,
such as gas pipelines. The extent 1o whichincentives

are appropriate for competitive wholesale electric -

power markets depends on whether utilities are
viewed as exercising market power as monopsonists
in markets where they are single buyers,

eyt
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Al in all, inancial incentives may have a place in
utility regulation. The indusy is in a ransition and
regulators should consider how current regulatory
structures help or hindar that ransiton. It appears o
be better w look at ways to help udlities remain
profitable {not necessarily maintain profits) by fol-
lowing economically efficient decisicn-making
rather than the converience of utilizing traditional
regulation

C. Options for Utility Financial In-
centives

1. FERC’s Policy Starement on Incentive
Regulation

On October 30, 1992, FERC issted a Policy State-
ment on Incentive Regulation which “defines the
essential elements of an incendve ratemaking policy
and sets guidelines for incentves rate proposals for”
entities it regulates. *

Inits policy statement, FERC identified five basic
performance-based incendve mechanisms:

a. automatic mte adjustment mecha-
nisms which adjust rates as eco-
nomic conditions change,

b. targets or external price indexes
which permit udlities 10 keep part
or all of the difference between the
target price and actual costs;

¢. flexible pricing, such as selective
discoundng;

d. benefit sharing between sharehold-
ers and ratepayers, such as split
savings arrangements; and

e. consumer welfare bonuses. FERC
puts adjustments to a utility’s raie
of retum due to DSM in this cate-

gory.
2. Other Policy Statements

I addition to the FERC policy statement, there
have been other proposed incentive structures at the
state level which bear mentioning. In a sertlement
pending before the New York Public Service Com-
mission, which included independent power inter-
ests as well as others in the setlemert discussions,
Rochester Gas & Electric’s cost recovery will be
capped and indexed to changes in NY Power Pool



costs.”  Costs subject to the cap would include
purchased power costs. AlsoinNew York. anumber
of entides have entered inwo a sernlemernt agreement
with New York Sue Electric & Gas (NYSEQG)
which includes cenain incentves.’® Under the
settlement, NYSEG can share savings with it
ratepayers when its actual [PP capacity and energy
costs are less than the forecast cost specified in the
sertlement The NYSEG plan also provides for an
“embedded production cost incentive” which re-
wards the utility for producton cost performance
relative (o a peer group of udlities.

-n a collaborative process in New England, a pro-
posal 1o adjust the utility return on equity has been
widely discussed. As a financial incentive, a utility
would be permirted to adjust its refum on equity 0

compensate it for increased riskiness due to the level -

of power purchases onits system. One New England
utility has proposed such an incendve in discussions
with parties involved in the New England collabora-
tive. However, utilities have yet to prove that such
alleged riskiness sufficiendy threatens utility fi-
nances 1o require compensation. Moreover, the
most widely accepted conclusion is that buying
power, rather than building new powerplants, re-
duces risk to utilities, their shareholders and ratepay-
ers.

{ Mther incentive mechanisms which have been dis-
cussed would te achieving life-cycle performance
goals for target areas, such as power purchases, to
the opportunity Lo eam a premium on the rate of
retum.  Finally, in a paper submitted to the Texas
Sunset Review Commission in June 1992, RCG/
Hagler, Bailly"! discussed several types of possible
supply-side incentves for utilities that purchase
power from IPPs, including:

«  purting independent power capacity pay-
ments into a utility's ratebase;

»  adjusting utlides’ returns-on-equity o
reward them for efficient power pur-
chases;

. granting shared savingsto utilides based
on the difference between avoided cost
and purchased power cosls;

. paying a“bonus” forevery independent
power projcct or MW under contract;
and

« including a rate “adjusment” to utility

payments to independent power pro-
ducers.

M

13

—

NIEP beiieves it is more appropriate o rewward
utilities for overall performance, including power
purchases, rather than targeung only supply-side
decisicns for incentives.

D. Policy Considerations for Incen-
tives

In considering financial incendves for utility power
purchases, some guiding crileria must be estab-
lished. The criteria should ensure that an incentive
program rewards performance and efficiency and
brings benefits to ratepayers. Otherwise, incentives
would merely be a mechanism for a regulated endity
to eam a monopaly ratz of return and monopoly
rents, without providing added measurable value to
ratepayers.

Inits Policy Statement on Incentive Reguladon,
FERC looked at the criteria for evalyating the rea-
sonabieness of incentive proposals. FERC’ spol:cy
requires incentives LD be:

« applied prospectively;
«  voluntary;
» understandable;

+  able to result in demonstrable and quan-
tifiable benefits to customers, including
an absolute upper limit on risk 0 con-
sumers; and,

« able to demonstrate how they encour-
age efforts to improve service.

FERC also requires that inidal rates filed in con-
junction with the incentive proposal be subject to
and conform with just and reasonable standards.

E. Recommended Principles for
Financial Incentives

To promote competition and efficiency in electric
power markets, the following principles are recom-
mended in considering financial incentives for udli-
ties. Incentives should be examined very carefully o
determine whether they will encourage efficiency,
competiticn and improved service and reliability.

First, incentives, where appropriate, shouldbe tied
to long-term performance whether rate-based plants
are built, bulk power is purchased, inuependent
supply or demand-side management is used Per-

formance measures upon which the incendve is
based should be demonstrable and quantifiable, For

R N ———
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example, udlides may qualify for incentives for
good RFP design, high plant performance or availa-
bility, or improved fuel-cost management due (o any
improvements in the system, including those result-
ing from purchases from independent power plants.
Performance measures should lock at system-wide
performance. rather than just one class of cosis. For
example, performance measures based on power-
plants should consider the performance of both
existing and new powerpiants, whether owned by
the utility or an independent power producer.
Performancc-based price caps, targels or automatic
rate adjustments constirute cne potentially atractive
category of financial incentives. Undersuch schemes,
udlity costs within its control and subject o per-
formance targets would be indexed or measured
against factors extenal to the udlity or beyond the
utility's control, such as the performance of simi-
larly situated utilities. However, the California Public
Udlities Commission {CPUC) staff report suggests
a form of price caps which would use current cost-
of-service principles to establish the initial rate cap
and then abandon cost-of-service ratemaking. Rates
would change only to reflect actual changes in
productivity or inflation and other faciors the utility
could not influence.”?

Targer.s based on forecasts or thecretical costs such
as “avoided resource” costs may be subject to ma-
nipulation and therefore be less desirable than actual

I —

performance measures.  Moreover, adjustments
which do not track power costs, such as general rates
of infladon, are likely to be inefficient. The argets
could be set at absolute levels or evaluate the rate of
change in utility costs relative wo the rates of chang
in target costs. :

Second. increases in authorized rate of retum need
to be carefully structured or they may leave inde-
pendent power vulnerable 0 the argument that pur-
chased power increases rather than decreases a
utility's riskiness. Premiums to a utility's refum on
equity could reward the utility for the value of the
PP project over the life of the cenmact, utilizing
measurable objectives such as the extent to which
the plant is: brought ¢n-ling, on-time; achieves en-
vironmental objectves; and meets or beats projected
operating performance criteria. The value of the [PP
plant may be measured, for example, in tlerms of its
contribution to lowered overall system cost or en-
ergy cost or higher system powerplant availability.
Incentive programs therefore must clearly articulate
the risks for which the utility will be rewarded (i.e.
overall performance or performance in certain ar-
eas). For example, the RG&E plan includes meas-
ures of service quality, as well as performance
measures relative to expected expenditures for capi-
tal addidons, fuel and transmission costs. Also, the
NYSEG incentive plan establishes specific perform-
ance measures and thresholds o eam the incentve.
The plan looks ar electric reliability and power
qualiry, as well as issues of service quality.
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CHAPTER 1 V
CONCLUSION

v\ jth the focus on broad participation and evalu-
ation of many resource aliernatives, IRP processes
are more robust and sadsfactory than traditional
utility planning. IRP processes, it is hoped, better
respond 10 the new economic realides such as the
disappearance of the natural monopoly in gereration
or volatility in demand. There is no one mode! of
[RP which would be appropriate in gvery state, but
for independent power producers, two [RP related
issues should be addressed.

F irst, the IRP process should establish guidelines’

for fair and efficient procurement of supply side re-
sources. Commissions should require utilities to
evaluate all potential resources to meet need. Open-

ing the process w many qualified suppliers wil]

-ensure that utilities consider all possibilides to saf-

isfy future demand. Competidve procurement shoulgd
be designed with fairness, flexibility and accounta-
bility in mind.

Secon¢ [RP rules should consider whether incen-
tives for utility performance, including areas such as
the purchase of power from IPPs, would bring value
to ratepayers. Financial incentives can encourage
symmetric treatment of utility build-and-buy op-
tions. Incentives can also allow a utility to eamn 2
reward for smart, effective and reliable portfolio
management. Finally, incendves available in tradi-
tional utility ratemaking may not be efficient,

IRP processes, it is hoped, better respond
to the new economic realities, such as the
disappearance of the natural monopoly in generation
or volatility in demand.







