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I. Introduction

The Pricing, Metering, and Default Service Reform Working Group has identified several sets of strategy options to support demand response in the retail and wholesale markets. The following matrices list the strategies and briefly describe their key features.

	Strategy One: For Large-Volume Default Service Customers

With Interval Metering

	
	Program/Policy
	Brief Description
	Team Leaders

	Component 1
	Real-time pricing options
	Based on the NiMo and Georgia Power programs
	Rick Weston

	Component 2
	Critical peak pricing for medium-volume customers
	
	Jim Lazar, Rick Weston


	Strategy Two: For Non-Interval Metered Load

in Default Service’s Mass Market

	
	Program/Policy
	Brief Description
	Team Leaders

	Component 1
	Curtailable load programs
	The retail analogue of the ISO PRL programs: how they are delivered
	Peter Zschokke

	Component 2
	Inverted block rates for residential customers
	Increasing tail-block rates to capture peak coincidence of high usage
	Jerry Oppenheim, Eric Bryant, and Jim Lazar

	Component 3
	Load-profiling to support mass-market demand response
	To enable aggregation, etc.
	Barry Perlmutter and Peter Zschokke

	Component 4
	Energy efficiency only for low-volume customers
	
	Jerry Oppenheim, Jim Lazar

	Component 5
	Protocols to assist regulators in determining where and when to deploy AM
	Guidelines for investigating whether there are net benefits to AM
	Paul Gromer, Dan Delurey

	Component 6
	Pilot program to evaluate AM hardware and software, and pricing
	Along the lines of the NYSERDA programs, would  include analysis of time-sensitive pricing that doesn’t require AM (rely on profiling, etc.)
	Henry Yoshimura, Gerry Bingham, Aaron Breidenbaugh


	Strategy Three: Cross-Cutting Efforts

	
	Program/Policy
	Brief Description
	Team Leaders

	Component 1
	Strategies to encourage customer migration to the competitive market
	Potential default service reforms; methods of allocating customers among default service suppliers
	Paul Gromer, Tom Austin, and Barry Perlmutter

	Component 2
	Removing distribution company disincentives to demand response
	Decoupling of sales from profits; revenue caps
	Rick Weston


Strategy One: For Large-Volume Default Service Customers with Interval Meters

A. Component 1: Real-Time Pricing For Large-Volume Customers

Real-Time Pricing (RTP) means an energy supply tariff that provides energy at a defined margin above the day-ahead or hour-ahead market-clearing price.

Two options are shown here.  The first is the Baseline Referenced Real-Time Pricing; it refers to an energy supply tariff that provides for historical usage levels at defined prices, with variations (up or down) from those levels at prices based on the day-ahead or hourly market prices.  The actual price the customer pays for usage above or below its historical baseline (referred to as the customer baseline or CBL) changes on a daily or hourly basis.

The second, and preferred, option is called the Market RTP Rate.  It consists of two parts: an hourly commodity charge for all kilowatt-hours of usage and a demand charge (based on a customer’s non-coincident monthly peak demand) that covers the embedded costs of delivery.

The RTP program proposed here consists of several elements and options (the rates are illustrative only).  Applicability is determined by the amount of the customer’ demand (the “traditional rate” is included for comparative purposes only):

	Rate Element
	Traditional Rate

(for comparison)
	Baseline-Referenced

RTP Rate
	Market RTP Rate

(recommended)

	Customer Charge
	$500.00
	$500.00
	$500.00

	Demand (delivery) Charge
	$10/kVa
	$10/kVa
	$10/kVa

	Energy Charge 
	$.05/kWh
	$.05/kWh  * CBL quantity
	Market Price + margin

	Usage In Excess of CBL
	$.05/kWh
	Market Price + margin
	N/A

	Savings Below CBL
	$.05/kWh
	Market Price + margin
	N/A

	< 250 kW
	
	Not eligible
	Not eligible

	250 kW – 2 MW
	
	Voluntary
	Voluntary

	> 2 MW
	
	Mandatory
	Mandatory


Program Duration: Indefinite. The program shall be implemented as soon as possible, as specified by state utility regulators.

Criteria for Eligible Participants:  The program is limited to customers with billing demands in excess of 250 kVa.  The baseline-referenced RTP option should be made available only to customers with at least one year of hourly consumption history.  Customers over 2 megawatts are required to take RTP for default service.  Individual end-users participate in the program through the monopoly or default service provider.

Issues for NEDRI:

· Should NEDRI recommend the market rate program or the baseline-referenced one?  Or should both be offered as options? Does computation of the CBL create too many difficulties (e.g., how to treat new customers, disputes over historical usage levels, etc.)?

· If baseline-referenced RTP is optional, will it create self-selection problems (customers whose demand is decreasing will choose it if marginal costs are greater than baseline costs, and vice-versa)?

· How will new customers be treated under the baseline-referenced program?  Is at least one year of consumption data necessary in order to be eligible for it?

· Should the 2 MW-threshold be reduced over time, as experience is gained and customers become educated about the program?

· How should customers below 2 MW but greater than 250 kW be treated?

End-User Requirements: Customers must have billing demands in excess of 250 kVa, and must have hourly interval metering installed.

Participation Process:  Users can choose either a day-ahead rate with 24-hour notice of price, or an hour-ahead program with one-hour price notice.  A larger risk premium (margin) is added to the day-ahead rate than for the hour-ahead rate.

Customer Baseline Load (CBL):  Baseline-referenced participants may choose to adopt either a standard or a temperature-sensitive baseline methodology.  Both baseline methodologies are based on the usage for the same hours (day of week, week of year, adjusted for holidays) in the previous year (or years, if more data are available).  For interruptible customers, the CBL drops to their firm contract level during periods of interruption.

Issues for NEDRI:

· How will the CBL be adjusted, e.g., a three-year rolling average?

· Should the CBL be adjusted, after some period of time, in a way that will put more of a customer’s demand on RTP?  For example, should the CBL (whether computed as the previous year’s usage or as a multi-year rolling average) be reduced by a small factor, say 5% or 10%?

· Should the RTP price be based on day-ahead (larger margin) or hour-ahead market clearing prices?

Incentive Payment:  None.  The baseline-referenced customer pays the established (non-RTP) rate for consumption equal to the CBL.  Deviations from the CBL (above or below) are priced at the appropriate real-time price.  RTP customers pay the market price (day-ahead or hour-ahead).

Penalties: None. Customers have no commitment to curtail at any time.

Participation in Other Demand Response Programs:  Customers may also participate in interruptible service programs and price-dispatched load programs.  The additional incentive for interruption shall be limited to the difference between the hourly energy price and the value of instantaneous capacity at the time of interruption.  Customers choosing the day-ahead option will have an opportunity benefit from interruption if the actual price differs significantly from the day-ahead price.
Other issue for NEDRI:

· Should a third option (really, a variation on the baseline-referenced program) be offered? When Niagara Mohawk began offering its market rate program in 1998, it also offered a fixed rate product too.  It was offered only once, a five-year take-or-pay contract. Customers could subscribe any amount of demand under the contract, but they had to pay for it even if they didn't use it. Additional usage would be bought at the RTP price. At the time, few customers signed up (only ~20%) because they thought wholesale market prices would be low. Now that prices have risen, they're smiling. NiMo does not plan to offer this option any more once the 5-year contracts run out.
B. Component 2: Critical Peak Pricing For Medium-Volume Customers (Minimum 50 kW Demand)

Critical Peak Pricing (CPP) is a real-time rate that is effective during periods of significant system stress, when short-run market prices significantly exceed otherwise “normal” retail rates.  An example from Gulf Power is discussed in Framing Paper #3. Such a rate would give customers a predictable price (flat or TOU) during all but a limited number of hours per year, when (much higher) rates would be charged.  These rates could be set in advance or could be based on short-run market conditions.  Customers would receive notice of higher prices by e-mail or direct notification.  Three examples of eligible rates are given in the table below.  Example 2 is our preferred option, although the other two and the inverted rate will also provide significant benefits.  The option chosen by regulators will be determined in part by the metering and communications technologies available or to be deployed.

All of these options require interval metering, and this proposal is limited to customers with a minimum demand of 50 kilowatts, for whom the metering cost is deemed to be insignificant relative to the potential savings.

	Element
	Example 1:  Flat Critical Peak Rate

With Defined CPP
	Example 2:  TOU Critical Peak Rate with Defined CPP
	Example 3:  TOU Critical Peak Rate

With Market CPP

	Base Rate

Design
	All kWh @ $.09 except 

Critical Peak kWh @ $.60/kWh
	7 A.M. to 7 P.M. @ $.117

7 P.M. to 7 A.M. @ $.05

except

Critical Peak kWh @ $.60/kWh
	7 A.M. to 7 P.M. @ $.117

7 P.M. to 7 A.M. @ $.05

except

Critical Peak kWh @ Market + margin (~2 mills/kWh)

	Maximum Number of Critical Peak Hours
	50 - 100 per year

10 - 20 per month
	50 – 100 per year

10 - 20 per month
	50 - 100 per year

10 - 20 per month

	Advance Notice of Critical Peak Hours
	1 hour 
	1 hour 
	1 hour


CPP requires advanced metering of some form, and can be augmented by the use of technologies that allow customers to program the operations of specific end-uses in response to the TOU and Critical Peak prices. 

Program Duration: Indefinite.  The program is to begin with the deployment of the requisite technologies.

Criteria for Eligible Participants: Individual end-users participate in the program through the customer’s monopoly or default service provider.  Participation is strictly optional.  

End-User Requirements: In order to avoid concerns about the cost of interval metering, the program is limited to customers with a minimum demand of 50 kilowatts.  
Penalties:  None.  Customers have no commitment to curtail at any time.
II. Strategy Two: For Non-Interval Metered Load in Default Service’s Mass Market

A. Preface

The subgroup on Metering and Pricing has had energetic discussions on the multitude of options available to promote cost-effective peak period conservation, voluntary curtailment and load shifting.  The result of these discussions is a recommendation that the state commissions each enter into a process to “consider and determine” the appropriate way to proceed.  This is conceived to be similar to the approach used during the 1979 – 1981 era, when state commissions considered the PURPA ratemaking standards.

Several hypotheses and concepts are reflected in this proposed approach:

1) The cost of advanced metering is now significantly lower than it was in the past, due to technological evolution.

2) Advanced metering is certainly cost-effective for the largest customers (over 2,000 kW demand) and almost certainly cost-effective for large customers (250 kW to 2,000 kW demand).

3) Advanced metering is unlikely to be cost-effective for the smallest residential consumers – those with usage that does not include significant amounts of central air conditioning or other peak-oriented end-uses.

4) Determination of the cost-effectiveness of advanced metering for customers in-between these bookends will require an investigative process of some kind.   In addition, determination of the customer acceptance of complex rate design will require a process of some kind.  The state commissions are best suited to these tasks.

5) For those customer classes for which the state commissions determine that advanced metering and/or complex rate design is not appropriate, sufficient load research needs to be secured in order to support load profiling of different classes and subclasses of customers for both pricing and settlement purposes.  This will logically lead to a load research budget for the distribution utilities.

6) Assuming that load research supports the hypothesis that smaller residential consumers have less expensive load shapes than larger residential consumers (i.e., air conditioning is a higher-cost end-use), the appropriate response will be either inverted power supply rates of general applicability to the residential class, or higher residential power supply rates applicable to larger residential customers.

7) There is a constructive tension between complex rate design (encouraging customers to shift load) and direct load control (offering a discount of some sort for utility control of end-uses.  If the state commissions find that advanced metering is not cost-effective for smaller customers, they should examine direct load control programs as an alternative.  Similarly, if the state commissions find that direct load control programs offer greater potential demand response benefit than pricing options, they should apply appropriate values to the certainty provided by direct load control and the customer acceptance of both direct load control and complex pricing.

8) Some residential consumers may best be able to contribute to peak demand reduction through energy efficiency programs, rather than through pricing or metering incentives.

The subgroup recommends:

1) NEDRI adopt the position that the state commissions enter into processes to consider and determine whether advanced metering and complex pricing should apply to residential, small general service, and large general service customers.  

2) For those classes for which advanced metering and complex pricing is determined to be NOT appropriate, the NEDRI should recommend that the state commission provide for sufficient advanced metering to develop load research data to permit load profiling of multiple subclasses, particularly in the residential sector.  

3) Where the load research supports applying higher rates to larger customers, the subgroup recommends that NEDRI encourage the state commissions to adopt inverted rates or differential rates to customers with different load patterns.

4) And, finally, that NEDRI recommend that the state commissions focus DSM programs on end-uses with high peak demand coincidence factors, such as air conditioning and lighting, particularly for those classes for which advanced metering and complex rate design is determined to be not cost-effective.

B. Component 1: Curtailable Load Programs

This strategy consists of the actions and policies necessary at retail to enable promotion and use of the ISO’s Day-Ahead and Emergency Demand Response Programs. Refer to the Price-Responsive Load strategies for specifics on program duration, customer eligibility, end-user requirements, baselines, etc.
Program Marketers and Offerings.  The retail offering of ISO demand-response programs will be effected by Curtailable Service Providers (CSPs).  A CSP could be a traditional vertically integrated monopoly utility, a regulated electric delivery utility in a competitive market, a default service provider (DSP), energy service companies (ESCOs), or a stand-alone CSP. For a non-regulated CSP, i.e., the stand-alone CSP or ESCO, the terms of the agreement could be negotiated or be part of a standard product or products.  In the case of regulated CSPs (regulated utilities and DSPs), the terms of agreement would be subject to approval by the PUC and embodied in tariffs or special contracts. The CSP is notified by the ISO when interruptions are needed, and it in turn notifies the customer.  The ISO makes payments directly to the CSP, who in turn pays the consumer for load reductions provided when called upon.

Compensation. The amount of the payment to the consumer will typically represent a share of the payment made by the ISO for the reduction.  The sharing between the CSP and the customer must be sufficient to induce the desired behavior by the customer and cover the costs (including profit) incurred by the CSP to provide the service.  The product will not be offered if not enough money will be available to encourage participation and recover costs of the CSP.

There are policy and market implications to the question of how the ISO payments are shared between customers and providers. In the case of non-regulated CSPs, sharing will be determined by the price negotiated or offered through a standard product (i.e., the provider’s share is the margin between the price paid to the customer and the price paid by the ISO).  In the case of regulated CSPs, the sharing will be determined by the PUC, taking into account traditional regulatory concerns – equity, efficiency, cost-allocation, revenue collection. The regulated CSP share should be set to cover at least the costs of marketing and providing the service.  We recommend the following split:

	Customer
	Provider

	70%
	30%


The ratio effectively determines the margins available to CSPs and others who wish to market the ISO programs. 

Other Regulatory Requirements.  Regulatory oversight is minimal or not required at all for transactions between customers and competitive (non-regulated) CSPs.  This is because the transactions are between parties who are not subject to the jurisdiction of state utility regulators.  Moreover, the activity should not affect the relationship between the customer and the regulated distribution company, except insofar as the CSP requires access to customer billing and related information.  Protocols for providing that information – with the express permission of the customer – can be easily developed, while preserving the full range of consumer protections.

However, insofar as the programs are marketed by regulated CSPs, it is important that the programs be developed at the wholesale level, and approved by FERC, to allow time to receive regulatory approval at the retail level in time for the next peak season.

Correspondingly, the wholesale programs must be designed and approved by regulators in time for all potential CSPs to build the administrative infrastructure for the programs in time for the next peak season.
Eligibility.  

Customer eligibility for interval-metered customers is defined in the strategy options for the emergency and day-ahead demand response programs.  In addition, aggregation of non-interval metered customers could be permitted.  The amount of the curtailments through aggregation could be determined by alternative approaches to the ISO’s basic metering and measurement requirements.
  Such approaches, typically relying on statistical methods, would be proposed by aggregators and approved by the ISO. Distributed and self-generation resources and direct-serve customers are not eligible to provide load reductions under alternative performance measures. The aggregations must be at least 0.1 MW for the emergency program and 1.0 MW for the day ahead.  For settlement purposes, the load reductions will be treated as if they were interval metered, that is, reductions will be assigned to the hours in which they were expected to occur.

C. Component 2: Inverted Block Rates for Residential Customers

New England summertime electricity price spikes can be attributable to air conditioning load. Winter peaks are not similarly attributable to space heating. NEDRI therefore proposes that each state commission consider implementing summertime inverted block rates for the residential classes. The break point should be calculated in such a way that, on average, only customers who are likely to use central air conditioning would reach the larger block in any given summer month. The inverted rates should be seasonal and revenue neutral.

An inverted rate design is one that provides customers with an initial block of power at one rate per kWh, and applies a higher rate to all additional usage.  

Inverted rates are used extensively in the Western states, including Arizona, California, Idaho, and Washington.  Load research there has indicated that upper-block usage in the summer is associated with air conditioning loads, and upper block demand in the winter is associated with space heating.  Both have very high coincidence factors and drive the seasonal system peak demands.  Therefore inverted rates, properly designed, will produce much larger percentage reductions in peak demand than in energy sales.

Vermont used inverted rates as a method to distribute a limited supply of low-cost hydroelectric power to residential consumers in the past.  The approach being described here is not based on differential resource costs, but rather on the inferior load factor and load shape of upper block usage in the summer months when the New England bulk power system experiences its peak demand.  In this sense, an inverted rate is a surrogate for a time of use / critical peak pricing scheme, particularly applicable to systems without advanced metering in place for residential consumers.  

California uses a complex matrix of housing type and climate zones to set the initial baseline block.  Other states apply a uniform allowance to all customers.  The example rate below is based on a uniform allowance, but the California approach can be considered.

The example below is presented as an inverted rate for the summer months, and the option of either a flat rate or inverted rate for the winter months.  The second option may be appropriate for utilities in, for example, Vermont and New Hampshire, which have summer-peaking power supply costs, but winter-peaking distribution demands and design criteria.  The choice between these options would be the responsibility of the state commissions.

	
	Summer (all systems)
	Winter (flat rate)
	Winter (inverted rate alternative for systems with dual peaks)

	Customer Charge
	$5.00
	$5.00
	$5.00

	Distribution charge, first 300 kWh
	$.04
	$.04
	$.04

	Distribution charge, additional kWh
	$.07
	$.04
	$.07

	Energy charge, first 300 kWh
	$.05
	$.05
	$.05

	Energy charge, additional kWh
	$.08
	$.05
	$.05

	Total Rate, first 300 kWh
	$.09
	$.09
	$.09

	Total Rate, additional kWh
	$.14
	$.09
	$.12


Program Duration: Indefinite. The program shall be implemented as soon as possible, as specified by state utility regulators.

Criteria for Eligible Participants:  The program should be limited to residential customers. There is too much diversity among small general service customers to use rate inversion as a substitute for time-of-use pricing.

Issues for NEDRI:

· Load research is needed to allow for separate profiling of large and small use residential customers to support both pricing and settlement between wholesale suppliers and load-serving entities.  

· How should the revenue instability to the default supplier and distribution utility be addressed? Decoupling mechanisms deal with this, but there may be other options to consider.

End-User Requirements:  None.  Simple energy meters are sufficient to support this program.

Participation Process:  All customers participate through tariffs of general application.

Participation in Other Demand Response Programs:  Customers may also participate in interruptible service programs and price-dispatched load programs for which they are otherwise eligible. Customers would require advanced metering to participate in other demand response programs.  The additional incentive for interruption shall be limited to the difference between the upper block price and the value of instantaneous capacity at the time of interruption.

D. Component 3: Load Profiling to Support Mass Market Demand Response

 SEQ CHAPTER \h \r 1This section explains why, in states where the electric industry has been restructured to allow for a competitive generation market, it is important to establish “special” load profiles for non-interval metered customers that want to participate in one of the ISO’s load response program.
  In particular, the memo describes how, without special load profiles, non-interval metered customers will not receive the full financial benefits available through the load response programs.  

In order to understand why the establishment of these load profiles is important, one must first understand the manner in which the ISO financial settlements work, both for the load response programs and the energy spot market.  A customer that participates in a demand response program should see two streams of benefits.  First, the customer receives a direct payment from the load response program for reducing its load,
 based on information provided by the customer’s curtailment service provider (“CSP”) that verifies that the customer reduced its consumption, during the applicable time period, below its baseline consumption.
  It is assumed that special rules will be developed regarding verification of customer load reduction to allow non-interval metered customers to participate in the load response program.

The second stream of benefits results from the customer’s load reduction being taken into account in the ISO’s spot market settlement system.  The market settlement system establishes the load obligation for each load serving entity (“LSE”)
 based on hourly consumption information for the LSE’s retail customers provided by each distribution company (“DistCo”).  For example, if a LSE is serving a customer in a DistCo’s service territory, the DistCo will determine the hourly consumption for the customer, and report the hourly consumption to the ISO for use in the LSE’s market settlement account.  If the customer has an interval meter with telecommunications capability, its hourly consumption, as reported by the DistCo, would be based on actual metered data.  Thus, any reductions in the customer’s consumption (assume that the customer was participating in the ISO’s load response program) would be taken into account in the hourly consumption reported by the DistCo for the customer’s LSE.  Therefore, the load obligation of the LSE would be lower, and the LSE would benefit from having a lower load obligation during hours when spot market prices would be high.

However, if the customer does not have an interval meter, its hourly consumption reported by its DistCo is based on load profiles that divides the customer’ monthly metered consumption into hourly components.  Load profiles are not able to assign load reductions to the particular hour(s) in which they occur. Thus, if the customer were to reduce its consumption in a particular hour, the decrease in its monthly metered consumption would be spread evenly over all hours of the month – i.e., the load reduction would not be credited to the appropriate hour (in which, as stated above, spot market prices would be expected to be high).  Thus, the load obligation of the customer’s LSE would not decrease during the high-price hour, depriving the customer and the LSE of reaping the full financial benefit from the load reduction.

There are two ways in which this dilemma could be resolved.  First, load response customers could purchase interval meters,
 which would obviate the need to use a load profile to determine the customers’ hourly consumption.  The problem with this solution is that, for small customers, the cost of having an interval meter installed is large in comparison to these customers’ monthly electric bills (this is particularly true for residential customers).  It is likely that a requirement that small customers have interval meters installed would present a significant barrier to participation by these customers in the ISO load response programs.  Second, state regulators could direct DistCos to establish special load profiles for load response customers.  The creation of special load profiles for load response customers would be a difficult, but doable, task, with many implementation details that would need to be worked out.  Before embarking on this type of strategy, a state PUC must determine that smaller customers have the potential to reduce their load to a large enough degree to warrant the effort that would be required to establish the new load profiles.

E. Component 4: Energy Efficiency Only for Low-Volume Customers

For some small residential customers, the only cost-effective demand response program is likely to be energy efficiency. Small customers, by virtue of their small bills, cannot cost-justify the investment required for demand response; indeed, almost by definition they lack the type of usage (such as central air conditioning) on which demand response programs are based. A large fraction of small residential consumers are low-income households, who are not able to make a demand response investment even if it were cost-effective. However, almost any reduction in demand includes a reduction in peak demand; thus efficiency programs are, in effect, also demand response programs, in addition to all their other benefits.
 Furthermore, efficiency programs are based on long-term investments, which thus produce long-lasting responses on which generation planning can be based. By focusing energy efficiency program funding on measures with relatively high peak coincidence factors, it may be possible to elicit peak load reductions from small residential consumers that could not be achieved through other forms of demand response programs.


Issues for NEDRI:

· Should demand-response efforts for small customers be focused on delivery of energy efficiency programs?

· How are “small customers” defined?

· What is the policy being proposed?

F. Component 5: Protocols to Assist Regulators in Evaluating Mass Market Rate Designs and the Deployment of Advanced Metering

[To be added]

G. Component 6: Pilot Program(s) to Evaluate Time-Sensitive Pricing in the Mass Market and Advance Metering Technologies (Hardware and Software)

[To be added]

III. Strategy Three: Cross-Cutting Efforts

A. Component 1: Default Service Reform

Demand response would be fostered by reforming default service
 to facilitate customer migration to the competitive market.  This is because competitive retail suppliers are better suited to promoting demand response than are default service suppliers, for several reasons.  

· Competitive suppliers are able to design price and service offerings to meet the needs of, and promote demand response by, individual customers.  Indeed, they have the incentive to do so in order to attract and retain customers.  By contrast, default service prices are set by regulators, and are set on a class-wide basis, not an individual customer basis.  

· Competitive suppliers have retail relationships with individual customers, and so are in a position to provide services.  By contrast, default services suppliers typically do not have a retail relationship with customers.  Instead, default service is typically provided on a wholesale basis to the utility.  

· Competitive suppliers typically serve customers under contracts for terms of years, and so have the opportunity to recoup the cost of marketing and providing demand response services.  By contrast, default service customers are not bound by a contract; they are free to leave whenever they wish.  As a result, default service providers cannot count on being able to recoup any costs associated with marketing and providing services.

Accordingly, NEDRI recommends the following reforms to default service.

All Customers

· Default service supply should be procured using a competitive procurement process, in which competitive suppliers submit bids to provide the service.  The service should be re-bid periodically and the price re-set no less frequently than once per year.

· The default service price to customers should reflect all of the costs of providing the service.  These costs include all of the costs incurred by the wholesale supplier, including the costs of energy, ancillary services, load shaping, losses, and volume risk.  These costs also include costs incurred by the utility, including: i) the administrative costs incurred by the utility in procuring and managing default service supply; and ii) the credit, collections, and bad debt costs associated with generation charges to default service customers.
  

· Default service suppliers should be responsible for serving the loads of specific customers, as opposed to a percentage of a utility’s overall default service load.

Large Customers

· For large customers, the default service price should be priced at a premium over the local hourly market price.  This pricing structure would place the full risk for daily and long term price fluctuations on the customer.
Small Customers

· For small customers, default service prices should be fixed for periods of at least one year.  
· Some NEDRI members recommend that default service should be reformed to enable competitive suppliers to acquire large numbers of small customers at once.  This would foster the development of a competitive market for small customers by reducing customer acquisition costs and enabling suppliers to reach efficient scale quickly.  Potential reforms include:
· Facilitating municipal aggregation
· Removing the utility from the role of default service provider and assigning default service customers to competitive retail suppliers.  
Component 2: Removing Distribution Company Disincentives to Demand Response

Performance-Base Regulation
Revenue-capped performance-based regulation (PBR) for the wires/delivery function of distribution utilities offers provides earnings stability while breaking the financial link between energy throughput and profits. In contrast, price-capped PBR, like traditional rate-of-return regulation (i.e., focused on price levels, not revenues), gives utilities a strong incentive to increase sales in order to increase profits.  Since demand response improves the efficiency of both the production and consumption of electricity, it can in many cases result in reduced throughput. Consequently, a regulatory system that ties distribution company revenues directly to sales creates a significant disincentive to utility support for comprehensive demand response.

Revenue-Based PBR Mechanics

In its simplest form, a revenue-capped plan establishes total allowed revenues, irrespective of any changes in costs or cost drivers.  A better (and preferred) approach is one in which total allowed revenues are determined as a function of the number of customers served in a period; it is referred to as a revenue-per-customer (RPC) PBR plan. In the short run, distribution costs vary more directly with numbers of customers than with electricity throughput; thus, an RPC PBR gives the utility a strong incentive to minimize its costs per customer (i.e., maximize customer efficiency). The revenue-per-customer PBR formula is similar to other PBR formulas:

(RPC)Year 1 = (RPC)Year 0 * (1+(i-x)) +/- z


Where:



RPC
=
revenue-per-customer

i 
=
inflation

x 
=
productivity adjustment

z
=
exogenous factors not captured in i or x

The formula calculates average revenue-per-customer (an average), but that number plays no direct role in setting charges for individual customers. It is simply a tool for determining total allowed revenues.  During the PBR term, two key numbers are tracked and then compared on an annual basis. These are actual revenues (the dollars the utility collected from customers) and the allowed revenues (the previously-set RPC times the actual number of customers served by the utility). At the end of each year, any disparity between the allowed revenues and the actual revenues is corrected as either a surcharge or refund to rates during the following year. In addition, the RPC is adjusted at the start of each year according to the formula, and retail rates are adjusted as necessary to assure that they will generate the revenues allowed under the PBR.  With revenues fixed, profits rise if costs are cut. But profits hinge on cost control, not customer usage. This reduces both the disincentive for demand response and the incentive for load building.

Rate Design
Prices are intended to inform customers of the cost incurred to serve their demand (i.e., the minimum value of that demand).  Although in the short run, utility costs vary more directly with number of customers, in the longer run demand for electricity is the primary determinant of costs.  It is critical that rates be set in ways that allow customers to alter their usage in response to the price signals. Thus, under an RPC PBR, customers are billed for service as usual, using any combination of pricing elements including customer, energy, and demand charges. Charging customers based on existing rate designs accomplishes several purposes, among them assuring that large- and small-volume users contribute their fair shares to total revenues, that customers do not experience significant changes in their monthly bills, and that the long-term economic signals are still presented to them.

Considerations in Designing an RPC PBR
There are a variety of issues that regulators must resolve in designing and implementing an RPC PBR, among them the following:

· Term.  How long should a PBR be in place?  Three years is generally considered the minimum time needed to assure that the cost-cutting incentives have their desired effect.

· The Adjustment Factors.  Getting the factors in the formula right is crucial the long-term viability of the PBR.

· The Starting Point.  It is important that the total revenue requirement be set correctly at the beginning, through a traditional cost-of-service investigation, to be sure that, as the PBR plan goes forward, the utility has a fair opportunity to earn a reasonable return.

Interim Review.  There is a trade-off between a PBR’s duration and the potential for circumstances to have changed so much as to require adjustments to the plan (is the company significantly over- or under-earning?).  Some PBRs allow for a mid-course review and potential adjustments of revenues and formula factors.

Recommendation
NEDRI recommends that state public utility commissions evaluate and consider implementing revenue-capped PBRs for their distribution companies.







� An approach being used successfully by Georgia Power is discussed in detail in Framing Paper #3.


� Niagara Mohawk offers this kind of RTP program for its large C&I customers.


� Precisely how payments are made may, in fact, be nuanced.  For example, reserve margin (currently ICAP) credits are assigned directly to the consumer (who typically is not a market participant) rather than the CSP.  Since non-market participants cannot, by definition, sell their credits into the market, alternative means for receiving payment for the credits must be made. Presumably, the arrangement between the consumer and CSP would call for the CSP to sell credits on behalf of the customer or, alternatively, for the CSP simply to buy credits from the customer and resell them itself (thus bearing more of the price risk). 


� Currently, NYISO and PJM allow up to 25 MW of aggregated load to participate, but there is no reason why the program should be capped in this way.  What is critical is that any savings resulting from aggregation be real and measurable with a high degree of confidence.


� This memo assumes that customers without interval meters can participate in one of the ISO’s load response programs.


� The payment actually is made to the customer’s “curtailment service provider,” the entity that signed the customer up to participate in the programs.  For the sake of simplicity, this memo assumes that the provider passes 100 percent of the payment to the customer.


� The customer’s CSP may or may not be its load serving entity.


� In this memo, I use the term load-serving entity to refer to the NEPOOL Participant that take responsibility for a customer’s load obligation in ISO’s market settlement system.  For the sake of simplicity I assume that a customer’s load serving entity is the customer’s retail competitive supplier.


� In Massachusetts, each distribution company has a Department-approved tariff governing the terms and conditions by which customers may purchase advanced metering technology.


� Low-income efficiency programs have, for example, been shown to have a Total Resource Cost Test Benefit:Cost ration in excess of 7.0.


� The term “default service” is used here to refer to all forms of generation service provided to customers that have not chosen a competitive supplier.  It includes the services that the various states call “Standard Offer Service,” “Default Service,” “Transition Service,” etc.


� Many of these proposed reforms are based on the default service mechanisms that are in place in Maine and Massachusetts. 


� Some NEDRI members believe that the default service price should also include additional costs, such as an allocation of utility customer service, billing, and administrative and general costs.  Other NEDRI members disagreed with this position.


� We emphasize that this strategy option is targeted to the wires, or delivery, function only.  It is, of course, possible to create a plan for the commodity portion (through default service or in a vertically integrated utility), which would affect even more profoundly how a firm regards sales and throughput. But that is not what is being described here.
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