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Q:

A

Part I: Introduction

What is your name, address, and position?
My name is Dylan Sullivan. My business address is 2 N Riverside Plaza, Suite 2250,
Chicago, Illinois 60606. I am employed by the Natural Resources Defense Council
(“NRDC”) as a Staff Scientist.
Describe your educational background and professional experience.
I earned a Bachelor of Arts degree, magna cum laude, in Environmental Geology from
the University of Missouri-Columbia in 2004. I was awarded a Master of Science in
Civil and Environmental Engineering from Stanford University in June 2008. My
Masters degree was energy focused: I graduated from the Civil and Environmental
Engineering Department’s Atmosphere/Energy program and took classes on economic
analysis of natural resources and climate policy, air quality analysis, and energy
efficiency and renewable energy technologies and practices. I joined NRDC in June
2008, where I monitor the performance of Midwestern utilities’ energy efficiency
portfolios. recommend new programs or modifications to existing programs to capture
cost-effective energy efficiency. and conduct research and advocacy on changes to the
utility business model that ensure utilities and customers can benefit from energy
efficiency. At NRDC, I have worked on many matters related to these dockets, including:
e Preparing testimony responding to electric utility energy efficiency programs and
portfolios of programs, electric utility resource plans, and electric utility proposals for
energy efficiency cost recovery mechanisms, including lost revenue adjustment

mechanisms, performance incentives, and program cost recovery;
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e Participating in groups advising Commonwealth Edison, Ameren Illinois Utilities,
American Electric Power-Ohio (“the Companies™ or “AEP-Ohio™), Duke Energy-
Ohio, and FirstEnergy’s Ohio operating companies on implementing energy
efficiency programs:

e Resecarching and writing about utility regulations related to energy efficiency,
particularly decoupling, a policy that removes a utility’s disincentive to help improve
the efficiency with which customers in its service territory use energy.

In October 2011, an article about decoupling I co-wrote was published in the Electricity

Journal. I am attaching the full text of the article, “Essential to Energy Efficiency, but

Easy to Explain: Frequently Asked Questions about Decoupling,” to this testimony.

Have you previously testified before the Public Utilities Commission of Ohio or

other state regulatory commissions?

Yes. | most recently submitted testimony to the Public Utilities Commission of Ohio

(“Commission” or “PUCO”) in Duke Energy-Ohio’s forecast report and resource

planning case, No. 10-503-EL-FOR. I previously testified before the Commission in Case

No. 08-935-EL-SSO, Case No. 09-1947-EL-EEC, et al., and Case No. 10-388-EL-SSO. I

have testified before the Indiana Utility Regulatory Commission on decoupling' and

before the Kansas Corporation Commission on energy efficiency program cost recovery,
incentives, and de-coupling.2

What is the purpose of your testimony?

The purpose of my testimony is to support the Commission’s adoption of the Throughput

Balancing Adjustment Rider (“Rider TBA™), included as Attachment Y to the Stipulation

' Cause No. 43839.
% Docket No. 10-KCPE-795-TAR.
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the public interest and ratepayers. violate no regulatory principle or practice, and are a

product of serious bargaining among knowledgeable parties.

Can you summarize your recommendation to the Commission?

I recommend the Commission adopt Rider TBA as filed in the Stipulation and

Recommendation. Rider TBA breaks the link between AEP-Ohio’s kilowatt-hour (kWh)

sales and overall revenue for over one million of its customers. The residential and small

general service customers to whom Rider TBA will apply need help in increasing the

efficiency with which they use energy, help which, if provided successfully, reduces

electric bills, avoids or delays the construction of costly new generation, and lowers

pollution. Rider TBA lays the foundation for AEP-Ohio to vigorously provide that help

through official energy efficiency programs. education, and influence. It also ensures

that these customers do not pay for kWh sales revenue “lost™ through AEP’s energy

efficiency programs, even if that revenue was not lost because of natural variations in

usage by these vast numbers of customers, as with Lost Revenue Adjustment

Mechanisms. Rider TBA:

e Preserves customers’ incentives to invest in energy efficiency and customer-sided
renewable energy:

e Avoids complicated rate design changes that can confuse all customers and harm
some through significant intra-class cost shifting;

e Is administratively simple and straight-forward;
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e Aligns AEP Ohio’s regulatory framework with state policies encouraging energy

~ . . 3
efficiency and customer-sited renewable energy.

Part II: The Commission Should Approve Rider TBA

Q:

Describe decoupling rate adjustment mechanisms, of which Rider TBA is an
example,

Decoupling mechanisms return to or collect from customers the difference between
revenues actually collected by a utility for the recovery of fixed costs, and revenues
authorized for the recovery of fixed costs in the most recent ratemaking process. In short,
the utility collects revenues no more and no less than authorized. What it earns — its
profitability — depends on how well it has been able to control these fixed costs. If it has
managed to spend less than the test year amount adopted in the ratemaking process, it
will earn more under the authorized revenues. If it has spent more than this test year

amount, it will earn less.

Some mechanisms, such as Rider TBA, adjust the authorized revenues for changes in the
number of customer accounts, allowing for some revenue growth as the number of
accounts is rising and shrinking the authorized revenue comparator if the number of
accounts falls. Other mechanisms adjust the authorized revenue by factors such as

inflation and productivity.

Based on the study NRDC consultant and former Portland General Electric executive
Pamela Morgan performed in 2009, most rate adjustments under mechanisms such as

Rider TBA have been quite small, often falling between plus or minus 1% of a bundled

* See Ohio Revised Code 4928.02 (C), (M), and (K).
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rate for residential and smaller business customers,”* and absolutely go both ways, driven
by weather, underlying changes in the utility’s service territory economy, energy
efficiency — utility-driven or otherwise — and a host of other influences. A concentrated
effort to increase customer energy efficiency can, over time, accumulate to a decrease in
use but assuming the mechanism operates regularly, the moves in rates from this alone

would be small.

The regulatory administrative burden for decoupling mechanisms is minimal because the
formula is simple and the inputs few. Unlike a fuel and power cost recovery rider, which
may entail a detailed look at the prudence of purchases, the revenues collected and the
numbers of customers are generally not disputable.

Describe Rider TBA.

Rider TBA would, on an annual basis, adjust rates separately for the residential and small
commercial rate classes (RS and GS-1) to ensure that AEP-Ohio collects its Commission-
authorized distribution revenue requirement from those rate classes, no less and no more.
In detail:

e The authorized revenues to which actual revenues are compared are the amount of
distribution revenues designed to be collected in per-k Wh charges in the rates
resulting from this case. The authorized revenues do not include those revenues
collected in per-customer charges, or those revenues collected in riders that
separately true-up. The authorized revenues for any given year are those from this

case, adjusted upward or downward based on the increase or decrease in the

4 Pamela Morgan, Rate Impacts and Key Design Elements of Gas and Electric Utility Decoupling: A
Comprehensive Review, Electricity Journal, October 2009, Page 67-68.

5
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annual average number of customers from the test year. This recognizes the fact
that the revenue requirement has been changing implicitly as sales fluctuate below
or (more likely) above the amount the Commission determined in past rate cases
to be necessary to allow the Company to cover its fixed costs and produce an
adequate return to its investors. It is appropriate to adjust the authorized revenues
based on the number of customers added or subtracted because it is likely that
AEP-Ohio’s costs would increase if new customers moved to its service territory.
The Companies would, separately for the RS and GS-1 rate classes, compare
authorized revenues and the revenues actually collected from kWh charges in
each rate class, beginning in 2012. This comparison would happen on a monthly
basis to allow the Companies to reflect the impact of refunds/surcharges in
quarterly earnings statements, and to compute the carrying charges in the
balancing account, discussed below. However, the amount refunded/surcharged in
Rider TBA would only change annually.

Over a year, beginning in 2012. the Companies will accrue over- and under-
recovery for each rate class in a balancing account that accrues interest at the
long-term debt rate authorized by the Commission in this case. On March 1 of the
following year (first in 2013), the Companies will submit to the Commission the
proposed price changes under the rider, in order to clear the amount in the class-
specific balancing accounts. The Commission Staff and other interested parties
will review the accuracy of the Companies’ calculations and submit comments to
the Commission by May 1. Without a Commission order to the contrary, the new

Rider TBA rates shall go into effect on July 1 (first in 2013).
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e In order to prevent volatility, in no year shall a surcharge to customers be more
than 3% of the total annual distribution revenues for a rate class. Amounts in the
balancing account above 3% shall remain in the balancing account (accruing
interest) for subsequent collection. This is necessary to ensure that the throughput
incentive is actually removed. However, the electric decoupling mechanisms
operating since the year 2000 have never produced rate adjustments greater than
3% of base rates, so it is unlikely that the use of “safety valve” will become
necessary.”

e Rider TBA is a pilot, and will not continue after three years unless parties and the
Commission agree that it should be continued.

Why should the Commission approve Rider TBA in this case?

The Commission should approve Rider TBA because it would remove AEP-Ohio’s
financial disincentive to help its residential and small commercial customers improve the
efficiency with which they use energy. without requiring the automatic collection of
revenues that may never be “lost” (as in Lost Revenue Adjustment Mechanisms) or
changing longstanding decisions about how rates should be designed and significantly
shifting costs among customers (as in approaches that shift all short-term fixed costs into
a monthly charge). It will be simpler to administer and explain to customers than the
alternatives. Paired with the performance incentive included in AEP-Ohio’s forthcoming
Program Portfolio Plan Case, Rider TBA will allow the Company to fully engage in the
promotion of energy efficiency through every possible means.

Does Rider TBA violate any regulatory principle or practice?
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No. Decoupling has been implemented (or been declared state policy) for electric utilities
in 14 states (including the District of Columbia) and for natural gas utilities in 21 states.
The revenue requirement to which actual revenues will be compared is that which parties
agreed to in this case, adjusted upward or downward between rate cases by changes in the
number of customers, which parties recognize to be an important cost driver. As stated by
the National Regulatory Research Institute’s Ken Costello, “[u]nless a commission faces
legal restrictions in implementing a “sales tracker’” or has a built-in policy of

limiting trackers in general, [revenue decoupling| would seem to meet the regulatory
threshold for a tracker.”®

Is the decoupling provision of the Stipulation and Recommendation the product of
serious bargaining by knowledgeable parties?

Yes. The Commission Staff, Office of the Ohio Consumers’ Counsel, Appalachian Peace
and Justice Network, Ohio Partners for Affordable Energy, the Sierra Club, AEP-Ohio,
and NRDC are all familiar with the throughput incentive and various methods to mitigate
it. The provisions of Rider TBA listed above are the product of the same set of decisions
that parties in other jurisdictions have made when adopting decoupling rate adjustment
mechanisms.

Would adoption of Rider TBA serve the public interest and ratepayers?

Yes. The adoption of Rider TBA would help align the interests of the Companies with
that of ratepayers, and the Companies’ regulatory structure with Ohio policy. As I'll
explain below, without decoupling, AEP-Ohio’s implementation of energy efficiency (as

required by law) will be encumbered by a perverse, historical feature of Ohio’s regulatory

°K. Costello, Briefing Paper: Revenue Decoupling for Natural Gas Utilities, National Regulatory Research Institute,
April 2006, at 9.
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system: the throughput incentive. Regulators have a few options to remove the
throughput incentive or ensure that energy efficiency programs don’t endanger a utility’s
recovery of its fixed costs, but the options other than decoupling have significant
drawbacks. In all, decoupling as performed in Rider TBA is effective at removing the
throughput incentive for utilities and maintains customers’ existing ability to benefit from

energy efficiency.

Part I1I: Rider TBA and Ohio Policy and Regulation

Describe AEP’s obligation to implement energy efficiency programs.

O.R.C. Section 4928.66 requires electric utilities to implement energy efficiency
programs that begin in 2009 and escalate in size to achieve annual electric savings
equivalent to 1% of sales in 2014 through 2018, and 2% of sales in 2019 and subsequent
years. AEP-Ohio doesn’t have to implement energy efficiency that is not cost effective
(that doesn’t pay for its extra cost in energy savings). This policy has already delivered
significant benefits to the Companies” customers: I estimate that the energy efficiency
measures (specific technology applications that save energy) put in place as a result of the
Companies’ efforts in 2009 and 2010 will save customers more than $151 million over
the implemented technologies” lifetimes.”

How would you characterize AEP-Ohio’s implementation of O.R.C. 4928.66?
AEP-Ohio’s energy efficiency efforts are among the most competent, innovative, and
collaborative of those utilities throughout the country that are relative newcomers to
running energy efficiency programs. AEP-Ohio has exceeded the law’s 2009 and 2010
energy saving targets cost-effectively, and, in my experience, has worked diligently to

improve programs.

7 Exhibit DES-2, Case No. 11-346-EL-SSO, et al., July 25, 2011.

9
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Is there any conflict between AEP-Ohio’s energy efficiency efforts and the manner
in which electric utilities in Ohio have historically been regulated?

Yes. In spite of AEP-Ohio’s efforts to comply with the law and save customers money
through energy efficiency programs, the Companies face an immediate financial penalty
when their efforts reduce sales. They incur this penalty because traditional rate design ties
a utility’s ability to recover its fixed costs of providing service — for the purposes of this
case and Rider TBA, distribution service only — to the amount of electricity its customers
use. [fits customers use more electricity than was assumed in the ratemaking process, the
utility gains financially because the underlying costs do not change with usage. If its
customers use less electricity than was assumed in the ratemaking process, the utility
suffers financially. This choice of traditional ratemaking has a perverse effect on utility-
supported energy efficiency: the more successful a utility is in encouraging its customers
to reduce the amount of electricity they use to meet their daily personal and business
needs, the less profitable it is under any given set of adopted rates. This is often called
the “throughput incentive.”

Why is eliminating the throughput incentive important?

The effect of the throughput incentive on a utility’s actual financial results can be
significant. Revenues associated with costs that do not vary in the short term fall

directly to the bottom line. For example, assume that a utility managed its fixed costs
exactly to the rate case-set revenue requirement but that sales went up by 1%. Those 1%
extra in revenues will directly increase income because costs are the same and it will do
so by more than 1% because income is just a fraction of the overall revenue requirement.

For a very simplified example, assume that a utility’s distribution revenue requirement

10
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recovered by variable energy charges is $1,000,000, which includes $100.,000 as its
income opportunity (authorized return on common equity times net rate base). Sales
pursuant to the rates designed to recover this revenue requirement increase such that
actual revenues are 1% ($10,000) higher and all of the utility’s fixed costs are
unchanged.® This revenue increase will raise the utility’s income 10%. The reverse also
holds: a 1% decrease in sales and revenues will decrease the utility’s income 10%. If all
else is equal, energy sales “lost™ because of energy efficiency, will reduce actual

revenues and adversely fall to the utility’s bottom line.

This example is consistent with the findings in a 2008 Report to the Minnesota Public
Utility Commission on decoupling done by the Regulatory Assistance Project (RAP).” In
its hypothetical, a 1% change in revenues had an effect about ten times greater on utility
earnings: for example, a 2% gain or loss in revenues caused a 23.76% gain or loss in
earnings. The extent to which some portion of a utility's revenue requirement is a pass-
through, such as purchased gas costs or electric utility fuel and net interchange costs, can

mitigate the magnitude of the difference but never eliminate it.

The lack of alignment between AEP-Ohio’s business/regulatory model and the goals and
expectations in O.R.C. Section 4928.02 and 4928.66 creates a barrier to gaining the
energy efficiency benefits AEP-Ohio could otherwise achieve in partnership with its

customers. Ohio residents and businesses face significant barriers to the adoption of all

% This is not realistic. Utility “fixed” costs can vary from the rate case assumptions for any number of reasons and
decoupling does not affect in the slightest a utility’s motivation and need to manage increases in those fixed costs.
? Revenue Decoupling: Standards and Criteria, A Report to the Minnesota Public Utilities Commission, Regulatory
Assistance Project, 2008, Page 36.
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cost-effective energy efficiency — energy efficiency that will provide enormous long-term
benetit to their state. The state should not enlist utilities in attempting to overcome these
barriers and simultaneously maintain a ratemaking tradition that expresses the belief that

Ohio utilities should succeed financially only if the use of electricity continues to grow.

Part IV: Conclusion

Q: Can you summarize your testimony?

A: The Commission should adopt Rider TBA in this case. Its development was the product
of serious bargaining among knowledgeable parties, it violates no regulatory principle or
practice, and it would serve ratepayers and the public interest by aligning the interests of
AEP-Ohio with those of its customers. Moreover, Rider TBA is a pilot. Its operation will
give Ohio residents and small businesses, the Companies, and regulatory stakeholders an

opportunity to assess the impact of decoupling after three years.
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Essential to Energy Efficiency,
but Easy to Explain:
Frequently Asked Questions
about Decoupling

Decoupling policies adjust rates between rate cases to
ensure a utility collects the amount of revenue its
regulator or governing board authorized, no less and no
more. As they become increasingly common across the
U.S., this article attempts to clear up many commonly
asked questions and misconceptions about decoupling
using case studies, previous research, regulatory filings,
and the authors” experience in utility regulation.

Dylan Sullivan, Devra Wang and Drew Bennett

E nergy efficiency is the
cheapest and cleanest source
of energy in the American
economy, with enormous
potential to save money (nearly
$700 billion by 2020), create jobs,
and reduce pollution

(1.1 gigatons of carbon dioxide by
2020), through improvements in
buildings, processes, and devices
served by America’s electric and
natural gas utilities.! Energy

customers with information,
assistance, and incentives for
energy efficiency improvements
are needed to overcome the
persistent market barriers that
prevent households, businesses,
and industry from taking
advantage of this opportunity.’
Utilities, together with their
regulators and governing boards,
are responsible for providing
customers with reasonably priced

| efficiency programs that provide | and reliable energy services.

56 1040-6190/$—see front matter © 2011 Elsevier Inc. All rights reserved., doi:/10.1016/j.tej.2011.00.007  The Electricity Journal




Whether utilities only distribute
energy, have competitively
provided generation service but
retain responsibility for resource
acquisition, or provide fully
integrated distribution,
transmission, and generation
service, they have a critical role in
accelerating the deployment of
energy efficiency. Utilities have
existing relationships with
customers as “‘energy
| authorities,” will collectively
invest more than $2 trillion in
infrastructure between 2010 and
2030, and have the ability to
| reduce transaction costs for
third-party providers of
efficiency services. But under
traditional regulation, utilities
are discouraged from investing

in the best-performing and
cheapest resource — energy
efficiency — because it hurts them
financially.
F ortunately, there is a simple,
effective, and proven way to
remove this conflict: break the
link between the utility’s revenue
and the amount of energy it sells
by adjusting rates to ensure that
the utility collects its authorized
fixed costs, no less and no more.
Combined with other key policies
to encourage energy efficiency,
such ““decoupling’”” mechanisms
can free utilities to help customers
save energy whenever it is |
cheaper than producing and
| delivering it.

I. What Is Decoupling?

A decou p]ing mechanism

adjusts rates between rate cases to

| ensure a utility collects its

revenue requirement — the
amount of revenue the regulator
or governing board determined is
necessary for the utility to
maintain reliability and provide
reasonable returns to its investors
-no less and no more. Decoupling
removes the throughput
incentive: the incentive of a utility
to increase sales of energy
between rate-setting processes,
beyond the amount of sales

Motivated

by this
throughput
incentive, utilities
may work

against energy
efficiency despite
policy direction
promoting it.

assumed when rates were set.
Decoupling is suitable for any
utility network system (i.e.,
electricity, natural gas, water). A
utility that implements
decoupling is free to invest in
energy efficiency without
endangering recovery of its fixed

| costs.

II. Decoupling Is
Necessary and Effective

A. What is wrong with the
throughput incentive?

UInder traditional rate design.
utilities recover fixed costs

|

from volumetric charges.

When sales fall, utilities may not
recover all of their fixed costs.
When sales increase, utilities
may collect more than their
authorized fixed costs and
reasonable return. Motivated by
this throughput incentive, utilities
may work against energy
efficiency despite policy direction
promoting it.

B. How does the throughput
incentive impact energy
efficiency?

The throughput incentive most
often contributes to utility inaction
on energy efficiency, even though
it is the cheapest way to meet
energy needs. In addition, various
utilities have actively countered
efficiency by:

e opposing (or not supporting)
highly cost-effective efficiency
codes for new buildings and
standards for new appliances and
equipment at the local, state, and
national level;

e providing incentives for the
use of inefficient equipment or
practices, such as electric
resistance heat;

e supporting rate structures
that encourage high
consumption, such as declining
block rates or flat rates with a low
consumption (volumetric) charge;

e failing to include energy
efficiency and conservation in
their communications with
customers;

e not supporting or opposing
targets or planning processes
that help capture all cost-effective
energy efficiency.
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to be a comprehensive set of ‘ and 2001. The state made cost-

C. Where has decoupling ‘
f!?

helped support aggressive
investment in cost-effective
energy efficiency?

In 2010, seven of the 10 states
with the highest per-capita
investment in electric energy
| efficiency programs® and eight
of the 10 states with the
highest per-capita investment in
natural gas energy efficiency
programs had decoupling
mechanisms in place or had
adopted decoupling as state
policy. The following are a few
examples of states in which
decoupling policies have helped
support a significant ramp-up in
energy efficiency.

1. Idaho

Idaho consumers had long
been the recipients of cheap
electricity, due to large
hydroelectric capacity built in the
| 1950s and 1960s. In 2000, the
western electricity crisis caused a
temporary 44 percent rate increase
for customers.® To protect
consumers in the future, the Idaho
Public Utilities Commission
(IPUC) ordered Idaho Power to
| begin investing in energy
efficiency. In 2002, Idaho Power
began demand side management
programs, but the utility was
focused more on compliance
with IPUC targets than
acquiring all cost-effective energy
efficiency. Ric Gale, senior vice
president of corporate
responsibility at Idaho Power,
said, “in order for energy
efficiency to make sense for an

investor-owned utility, there had

1040-6190/$—see front matter © 2011 Elsevier Inc. All rights reserved., doi:/10.1016/j.tej.2011.09.007

| policies in place.

daho Power’s decoupling

pilot, which began in 2007,
removed Idaho Power’s
disincentive to encourage
efficiency. Upon implementation,
it immediately showed the
symmetrical nature of
decoupling. In the first year, the
mechanism produced a refund for
customers when consumption
was higher than predicted and in

In 2010, seven of

the 10 states with the
highest per-capita
investment in electric
energy efficiency programs
had decoupling
mechanisms in place or
had adopted ecoupling as
state policy.

the second year it produced a
surcharge to customers when
consumption was lower than
predicted. Idaho Power’s
investments in demand-side
management programs tripled
between 2006 and 2009, and its
energy savings increased 220
percent to 148 GWh per year.”

2. California

In the early 1980s, California
became the first state to adopt
decoupling. The policy was
eliminated as part of the state’s

' now-infamous experiment in

deregulation, and it was one of
the first policies reinstated to help

calm the electricity crisis of 2000

| priority energy resource and set |

| increasing pressure from the

W

effective energy efficiency its top

aggressive energy saving targets.
By early 2005, every major
investor-owned utility in
California had decoupling in
place again. Additionally, a
“shared-savings’” mechanism
provides financial incentives for
utilities if they do a good job
saving customers money through
energy efficiency, and penalties
for poor performance.

ith a business model
supportive of energy
efficiency in place, California |
utilities aggressively increased
their energy savings. Between
1998 (when decoupling and other
supportive policies had been
eliminated) and 2008 (when those
policies had been restored), they
increased their investments in
efficiency nearly five-fold — to over
3 percent of revenues — and
achieved significant increases in
energy savings.” In addition to
providing efficiency programs for
customers, California investor-
owned utilities have been
instrumental in the adoption of
more stringent codes and
standards at the state and federal
level, including California’s TV
efficiency standards that will save
6,500 GWh annually by 2020,"
and state and federal lighting
standards that require bulbs to be |
25-30 percent more efficient

A2
across the n:ountry.II

3. Utah
In 2002, Questar Gas was facing
declining usage per customer and
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Public Service Commission of
Utah to engage in energy
efficiency. At the time, Questar
employees were looking for ways
to encourage customers to use
more gas and thus bring in more
revenue.'” A working group of
stakeholders explored various
options to address the throughput
incentive. A “lost revenue
recovery”” mechanism was
rejected by Questar because it
invited prolonged and
contentious proceedings and was
open to manipulation; a “straight
fixed variable”” rate design was
rejected by the Commission
because high fixed (customer)
charges would be politically
untenable and reduce incentives
for customers to conserve.'*
Decoupling, on the other hand,
could increase financial stability
for Questar and increase
efficiency savings while lowering
bills for customers. In the
Commission’s 2006 decision
approving the decoupling
mechanism, Questar also agreed
to aggressively pursue efficiency
savings for its customers.'>'®
ithin 60 days of the
decision, Questar began
to offer its first efficiency
programs. In its first year, Questar
invested $7.4 million in energy
efficiency and achieved savings of
over 163,000 decatherms.
Efficiency investments and
savings increased every year and
| by 2009, Questar was investing
$47.4 million to achieve savings of
almost 873,000 decatherms.'” In
January 2010, the Commission
made the decoupling mechanism

permanen A

III. Decoupling Benefits
All Customers, Reduces
Risk, and Maintains a
Utility’s Incentive to
Control Costs

A. Does decoupling shift
risk from the utility to
customers?

No. Decoupling reduces risk for
all parties. Under traditional
regulation, utilities risk not

A “lost revenue
recovery”’

mechanism was
rejected by Questar
because it

invited prolonged and
contentious proceedings
and was open to
manipulation.

collecting their fixed costs of
service when sales are below what
was assumed when rates were set,
and customers risk providing
windfalls to the utility when sales
are above what was assumed (for
example, when summer weather
is hotter than normal).
Decoupling reduces these risks
for both utilities and customers,
by ensuring that the utility
collects its authorized fixed costs,
no less and no more.

B. Does decoupling benefit all
customers?

In the short term, because

decoupling can produce both

refunds and surcharges for
customers, decoupling alone has
no predictable effect on
customers, including those who
have already invested in energy
efficiency or those who use little
energy. Over the long term,
decoupling benefits all customers
by clearing the way for energy
efficiency investments that: (1)
reduce peak and overall
demand for energy, delay the
construction of costly new
generation capacity or
pipelines, (2) reduce demand for
underlying fuels and put
downward pressure on
commodity prices,lq and (3)
reduce pressure on the
transmission and distribution
system, reducing the likelihood
of costly outages and delaying the
need for costly upgrades.
Consumers who invest in
energy efficiency can reduce

. their bills by 30 percent or more.

In contrast, the modest
decoupling adjustments to their
rates are unlikely to fluctuate
more than a few percentage
points in either direction and
will not create results much
different from what frequent
rate cases would otherwise
yield. Given the relative size
of bill savings and rate
adjustments, the rate
adjustments are unlikely to
discourage customer
investments in energy
efficiency.?’ Decoupling, unlike
alternatives like high fixed
charges, retains the volumetric.
charges which are familiar to
customers, more acceptable

to low volume users, and

l
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which signal customers that
lower use brings a lower bill and
reduces the need for system

I investment.

C. Should concerns that
decoupling is “single-issue
ratemaking’” prevent a
regulator or governing board
from implementing
decoupling?

No. “Single issue ratemaking’’
usually refers to the increase of
rates between rate-setting
processes based on an increase in
a single cost driver, without
taking into account other factors
that could offset a utility’s
increased costs. Decoupling
mechanisms that use the allowed
revenues authorized by the
Commission in the rate
proceeding, with no attempt to
change the allowed revenue
requirement in subsequent years
to take into account cost drivers,
are certainly not single issue
ratemaking. Such mechanisms
are rare, however. More common
are decoupling mechanisms
that change the revenue
requirement between rate cases
based on factors that drive
| costs, such as number of
customers, inflation, productivity,
and the age and condition of the
system. These mechanisms are
justified because regulators
determine at the outset of the
mechanism the important non-
consumption related factors

driving investment in fixed costs, |

. and change the revenue
requirement between rate cases

“ based on these factors.

| restrictions in implementing a

—

D. Is decoupling an
example of “retroactive
ratemaking?”’

No. Decoupling is not
“retroactive ratemaking’’
because it compares actual
revenues to the revenues
authorized by the Commission
in a rate proceeding, or the
revenues produced by an
approved formula that takes
into account important cost '

Volatile rate changes?
Decoupling mechanisms
operating since 2000 have
most often produced |
adjustments of less than
$2.00 per month in higher
or lower charges for
residential electric
customers.

drivers. Decoupling rate
adjustments are the result

of the application of a fully
adjudicated method for
changing rates, and the rate
adjustments can go in both
directions. Ken Costello of the
National Regulatory Research |
Institute has investigated
whether decoupling mechanisms
meet the traditional tests
justifying state utility regulators’
use of “tracking mechanisms
that adjust rates and revenues
whenever sales deviate from
their targeted level” and has
concluded that “[u]nless a |
commission faces legal

|

| magnitude less than the size of

‘sales tracker’ or has a built-in
policy of limiting trackers in
general, [revenue decoupling]
would seem to meet the
regulatory threshold for a

2
tracker.”’?!

IV. Decoupling
Produces Small Rate
Decreases and Increases

A. Does decoupling
produce volatile changes
in rates?

No. The decoupling
mechanisms operating since
2000 have most often produced
adjustments of less than $1.50 per
month in higher or lower charges
for residential gas customers and
less than $2.00 per month in
higher or lower charges for
residential electric customers.
The size of decoupling rate
adjustments as a percentage of the
total bill is generally an order of

22

adjustments many customers
already see from pass-throughs of
fuel or purchased power costs.”

B. Could decoupling
increase rates for customers
if they conserve energy
during an economic
downturn?

In an economic downturn with
an associated decrease in utility
sales, rates of a utility operating
with decoupling may
temporarily increase while bills
for conserving customers will

| likely decrease because of their |
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lower consumption. With or
without decoupling, decreases in
sales due to economic downturns
are likely to result in rate
increases, since utilities must act |
to maintain revenue to cover their |
fixed costs at the new, lower level |
of sales. But without decoupling, |
rates will almost never decrease
when sales are higher than
expected due to economic
recovery, weather,y‘ or other
factors. Decoupling protects
customers from paying utilities
more than necessary to enable
them to recover their authorized
fixed costs.

C. Does decoupling guarantee
profits? Does it affect a
utility’s incentive to control
costs?

No and no. Decoupling
provides assurance to a utility
and its customers that the utility

will recover only its authorized
revenues (that is, the amount that
regulators have already
determined is necessary and
prudent in order to deliver
energy services to customers),
no less and no more. A utility’s
profit will continue to be driven
by both its revenues and its costs,
as well as other regulatory
decisions that determine the
utility’s authorized rate of return
on capital. Without decoupling,
profit is tied both to sales growth
and cost control. With
decoupling, controlling costs
takes on even greater importance
since the utility can no longer
increase profits by increasing

sales.

V. All Types of Utilities
and Their Customers Can
Benefit from Decoupling
A. TIs decoupling necessary for
publicly owned utilities?

Yes. While publicly owned
utilities (municipal utilities and
cooperatives) only have debt
investors, and private utilities

have both debt and equity
investors, both types of utilities
have similar obligations to
investors who have provided
capital to create and maintain their
distribution, transmission, and /or
generation systems. The revenue
publicly owned utilities need to |
recover their fixed costs for
providing service (for example,
repaying debt) is linked to energy
sales, just as it is for regulated
investor-owned utilities.
Therefore, aggressive energy
efficiency efforts can threaten a
publicly owned utilities” ability to
meet those financial obligations,
creating unintended but powerful
disincentives for investments in
energy efficiency.z'q Decoupling

can remove these financial

impediments to enable publicly
owned utilities to aggressively
pursue energy efficiency.
Methods for applying decoupling
to self-regulating utilities, as
many cooperatives and
municipals are, may differ as
compared with utilities regulated
by public utility commissions,
but the essence of revenue
decoupling and stabilization
relative to fixed costs applies in the
same ways.

B. How does decoupling work
for a vertically integrated
utility?

A vertically integrated utility
that collects fixed costs of
generation, transmission, and
distribution in its rates faces the
same perverse incentive to
increase sales between rate
cases that distribution-only
utilities face, because a vertically
integrated utility has significant
fixed costs that are recovered in
volumetric rates. Many utilities,
for example in Oregon,™
Wisconsin,” Idaho,”® California,*’
Hawaii*” and Verrnont,31 have
decoupling mechanisms that
include generation fixed costs.
Some vertically integrated
utilities make wholesale sales
of electricity with excess

generation capacity, and energy |

efficiency can free resources to
support wholesale sales. Most
utilities have comprehensive
power cost adjustment clauses that
will net wholesale sales against
fuel or purchased power costs. If a
utility does not, then some
adjustment may be necessary to

|
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address the contribution of
wholesale sales to fixed cost
recovery.

C. Why do some utilities
support decoupling?

Utilities that support
decoupling often do so to create a
business model that supports
energy efficiency and other
demand-side resources, and
stabilizes their ability to recover
authorized fixed costs.*
Decoupling helps foster a
change within a utility from a
sales-promoting culture to a
culture focused on delivering
least-cost, highest-quality
energy services to customers,
including investment in
energy efficiency whenever it is
cheaper than generating or
purchasing and delivering
energy.”” Many utilities also
have aggressive energy savings
targets and programs, and
face (or recognize that they
will soon face) limits on
greenhouse gas emissions, and
they realize that a regulatory
structure that encourages
ever-increasing energy
sales is incompatible with
those policy directives. Some
utilities, especially in the
gas industry, support
decoupling simply to ensure
recovery of fixed costs in a
| declining sales environment.
Regulators should ensure that all
utilities with decoupling

aggressively pursue cost-
| effective energy efficiency, so
customers will benefit from the

change in regulation.

—

62

VI. Decoupling
Mechanisms Are Simple
to Design and
Implement

A. Are decoupling
mechanisms difficult to
design?

No. In its basic form, a
decoupling mechanism is simply

a system to regularly adjust rates
to ensure a utility’s actual
revenues match its authorized
revenues to recover its fixed costs.
Decoupling was first proposed in
a regulatory proceeding by the
noted consumer advocate
William Marcus, then a staff
member of the California Energy
Commission, in April 1981,> and
first implemented in 1982. There
are numerous examples of
currently successful mechanisms
that regulators and governing
boards can use as models. Today,
half the states in the nation have
policies to break the link between
recovery of fixed costs and sales
for natural gas and/or electric
utilities (Figures 1 and 2).

Decoupling mechanisms can be

[
|'

designed to address many of the
specific concerns of utilities,
regulators, and other
stakeholders; the key is that
decoupling mechanisms remove
the throughput incentive while
preserving customer incentives to
become more energy efficient.

B. How should a utility’s
authorized revenue change
between rate cases?

Under traditional regulation,
the regulator or governing board
implicitly authorizes revenues to
change between rate cases based
on sales levels, which will always
be different from the amount
assumed in the rate case. With a
decoupling mechanism, actual
revenues no longer change based
on sales. To ensure a utility is able
to recover its fixed costs over
time, regulators or governing
boards may want to provide a |
formula to change authorized
revenues between rate cases along
with the decoupling mechanism.
The best mechanism for adjusting
authorized revenues between rate
cases will depend on the specific
circumstances a regulator or
governing board is faced with in a
specific utility’s service territory,
and various approaches can be
effective. Implementation of a
decoupling mechanism (which
simply trues up actual and
authorized revenues) is
independent of which approach
(if any) is used to adjust
authorized revenues between rate
cases.

I n states that have
implemented decoupling
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Electric Decoupling in the US
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Figure 1: Electric Decoupling in the U.S.

Gas Decoupling in the US
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Figure 2: Gas Decoupling in the U.S.
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mechanisms, the most common
way regulators adjust authorized
revenues between rate cases is by
tying the authorized revenue to
the number of customers the
utility serves. The regulator or
governing board authorizes the
utility to collect a specific amount
of revenue per customer (by
dividing authorized revenues by
the number of customers
assumed in the rate setting
process), and then calculates the
authorized revenue every year
by multiplying the “revenue-
per-customer”” by the number of
customers the utility actually
serves. This approach has the
advantage of relying on objective
| information not subject to
interpretation, enhancing the
utility’s incentive to encourage
energy-efficient economic
growth in its service territory,
and encourages the utility to help
every customer use energy
efficiently. A statistical analysis
by Lawrence Berkeley National
Laboratory of the impact of
changes in sales or number of
customers on nonfuel costs
showed that ““one-year changes
in the number of customers have
a fairly strong one-year impact
on nonfuel costs but that one-
year changes in sales have a
rather weak effect.”* This
“revenue-per-customer”’
approach works best for rate
classes that are highly
homogenous, with a large
number of customer accounts.

| A nother way to adjust
| revenues between rate
cases is by authorizing revenue

for the first year and then using a

formula that captures the effect of
factors such as inflation, expected
productivity improvements, and
expected cost changes (e.g., plant
investments) to change |
authorized revenues between rate
cases. In a National Grid rate case, ‘
the Massachusetts Department of
Public Utilities concluded that,
“in addition to the number of
customers, changes in

distribution-related costs could
arise from ... inflationary
pressures on the prices of goods
and services used by distribution
companies and ... the need for
companies to invest in their
infrastructure.””>® Of course,
regulators and governing boards
could also choose not to allow
changes in authorized revenues
between rate cases, although ;
this practice has been relatively

rare.37

C. How often should rates be
adjusted to true up (or
reconcile) actual revenues to
authorized revenues?

To implement a decoupling

mechanism, regulators or

governing boards set up a
periodic automatic process to
compare actual and authorized
revenues and adjust rates
accordingly. These rate true-ups
(or reconciliations) can take place
as frequently as every month or as
seldom as every year. Most
mechanisms use annual
adjustments.®®

D. Should authorized
revenues be dependent on
weather?

Under traditional regulation,

weather creates significant
risks for both utilities and
customers. For example, a
mild summer in which few
customers use air conditioning
could cause electric sales to be
lower than expected and cause a
utility to under-recover its fixed
costs; conversely, a hotter than
expected summer could increase
sales and provide a windfall to the
utility.

Ithough short-term

weather variations affect a
utility’s short-term variable
costs, they do not affect its fixed
costs to serve customers.
Therefore, a utility’s authorized
revenues to recover its fixed
costs should not be adjusted to be
dependent on weather.
Decoupling mechanisms reduce
risk for both customers and
utilities by eliminating utility
over- and under-recovery of
fixed costs associated with
weather variations. Most
decoupling mechanisms simply
true up actual revenues to
authorized revenues and do not

64
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reinstate weather-related risks
by adjusting the authorized
revenue based on weather.”

E. Should a decoupling
mechanism include all
customer classes?

To achieve the objective of
removing the throughput
incentive, a decoupling
mechanism should include all
classes of customers that pay fixed
costs of service in charges that
vary with throughput (including
customers that pay for fixed costs
in demand-based charges). A
decoupling mechanism can be
implemented by either comparing
the actual revenue over-and
under-collection for the utility in
total, or by making the
comparison for each separate
customer class. In revenue-per-
customer decoupling
mechanisms, to prevent changes
in the number of customers in rate
classes with few customers or
widely varying loads from
producing large adjustments,
regulators should maintain
flexibility to determine how
decoupling refunds and
surcharges are spread among
classes (but not the amount of the
adjustment itself).

F. Should Commissions
reduce an investor-owned
utility’s allowed return on
equity (ROE) immediately
upon implementing
decoupling?

No. Decoupling, by ensuring a

utility collects its authorized fixed

costs, should reduce earnings
volatility for a utility, but this is
balanced by the loss of upside
potential from growth in energy
sales (above the amount assumed
in therate case). Investors care not
only about greater certainty in
securing a utility’s authorized
fixed costs, but also about losing
the potential (realized repeatedly
by many utilities) for achieving

recoveries in excess of authorized
amounts when retail sales rise.
Depending on the utility, this
upside could have been a
substantial portion of earnings in
the past. While use of natural gas
has been essentially flat from
1973 to 2009, electricity use
during that time period more
than doubled.*’ Decoupling
eliminates the electricity
industry’s capacity to continue
profiting from a very well
established trend of steadily
increasing sales. Also, as
decoupling becomes
widespread, which has already
happened in the gas industry, it
will be reflected in the ROEs of
comparable utilities considered

in establishing a utility’s ROE.

here is abundant counter-

evidence to the proposition
that implementation of
decoupling should lead to
immediate reductions in ROE. A
recent study of ROEs in the
natural gas industry found that
the adoption of decoupling did
not reduce investors’ required
ROE.*! Also, regulators do not
routinely institute ROE
reductions at the outset of a
decoupling mechanism. Of the 46

| decoupling mechanisms
' reviewed in Morgan’s ““Rate

Impacts and Key Design Elements
of Gas and Electric Utility
Decoupling,” only 12 were
accompanied by ROE reductions
(two of as a result of a settlement
agreement, and one of those
decisions has since been
reversed). Acknowledging that it
is impossible at the outset of a
mechanism to predict how the
reduction of volatility and
elimination of upside potential
will affect a utility’s overall cost of
capital and risk profile, the issue
should be investigated after the
mechanism is operating.
Tentative adoption of decoupling
by a regulator or governing board
(by deeming it a ““pilot,” for
example) would lead to a
discounting by investors of any
risk reduction decoupling
provides. Full credit for any risk
reduction will only come from full
commitment to decoupling.

G. Is decoupling complex to
administer?

No. Administering a decoupling
mechanism requires staff to take
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only ministerial action to
perform a simple true-up
comparing actual revenues
to the allowed revenues, !'
determined by applying the
formula from the Commission or
governing board order approving
decoupling, and adjusting rates
to return or recover any over- or
under-collection the following

period.
M ost decoupling plans
rely on objective
information that can lead to
rate changes by ministerial
action. In the event the
decoupling formula includes
elements that require regulatory
scrutiny, such as capital
spending, administration can be
more complex, though still quite
a bit less complex than a rate case
would be

VII. Alternatives to
Decoupling Are
Ineffective or
Problematic

A. Why are “lost revenue
adjustment mechanisms,”
which charge customers
for revenue that a utility
forgoes as it implements
energy efficiency
programs, ineffective and
problematic?

“Lost revenue adjustment
mechanisms” (LRAMs or “lost
revenues’’) do not support the
large-scale adoption of cost-
effective energy efficiency
and can dramatically increase the

cost of energy efficiency.

e LRAMSs do remove the I
throughput incentive: a utility still |
keeps revenue it generates above
its authorized revenue and is
motivated to boost sales.

e In jurisdictions where

program evaluation,

not

measurement, and verification
standards are weak, utilities
can game a LRAM by running
an energy efficiency program

that looks good on paper

but saves little or nothing in
practice, such as a behavior
change program that does

not use experimental design.
The utility keeps the revenue
associated with the unsaved
energy while also collecting lost

revenues for ineffective
programs.

e LRAMs lead a utility to
avoid investing in market
transformation programs. Unless
a program can be measured and
evaluated with high confidence, it
cannot generate “lost revenues”
in a LRAM. This biases a utility to
implement only programs from
which savings can be easily
evaluated, and still provides a
disincentive for utilities to argue |

| asymmetrical and penalize

for stronger efficiency codes,
proactively promote efficiency in
conversations with customers, or
otherwise use its relationships
with customers to increase
efficiency.

e LRAMs are inherently

consumers by failing to protect
them from utility over-collection:
a utility gets to claim lost
revenues from energy efficiency
programs without having to give
up “found revenues” from other
factors, such as abnormal
weather.

o LRAMs are imprecise: there is
no check to see if the “lost
revenue” is really needed to cover
fixed costs. In a situation where
high load growth is diminished by
energy efficiency, remaining sales
may be more than adequate to
recover fixed costs, yet the utility
may be entitled to a LRAM
anyway, creating a regulated
windfall.

e LRAMs are costly. Lost
revenues are generally collected
for the amount of time an efficient
device installed by an energy
efficiency program is operating
(potentially decades), or until a
rate case resets rates for new levels
of consumption in a service
territory. In fall 2009, FirstEnergy
in Ohio proposed a compact
fluorescent light bulb give-away
program that would have
distributed two CFLs to each
residential customer in its service
territory. FirstEnergy’s LRAM
would have added between $12.60
and $30.80* to the program’s $7
per-customer implementation
cost.
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B. Why is increasing fixed
(customer) charges on
customer bills to recover
utilities’ fixed costs an
ineffective way to remove the
 throughput incentive and
promote efficiency?

Increasing fixed (customer)
charges is an ineffective approach
because customers lose much of
their incentive to become energy
efficient, and it creates incorrect
long-term price signals. Raising
fixed charges removes or lessens
the throughput incentive, but it

creates another problem by

reducing customers’ rewards for
reducing energy use because less
of their bill would change
according to consumption. With
higher fixed charges, a customer
who installs an efficient air
conditioning system, for example,
would face longer payback
periods, and customers who
already use less electricity than
average would see their bills
increase. High fixed charges also
shift cost to customers that use
little energy as a result of choice,

necessity, or investments in energy
|

134

It

Ity

efficiency. In addition, such
“straight fixed variable”” rate
designs fail to send proper long-
term price signals, since costs that
are fixed in the short term are often
variable in the long term (such as
the cost of expanding pipe and
wire networks and building new
power plants).

I ncreasing the fixed charge
high enough will make the
utility indifferent to consumption,
but if the political environment
does not allow the increase, or

only allows part of it, the
throughput incentive remains.

h 1
L

QS

Decoupling was first proposed by the noted consumer advocate William Marcus.

-
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C. Why not offer utilities a
performance-based incentive
for delivering energy
efficiency programs instead of
decoupling?

Performance-based incentives
are a necessary part of the
package of policies that lead to
aggressive energy efficiency
implementation and should be
paired with decoupling for
investor-owned utilities.
However, performance-based
incentives are not sufficient
alone. With only a performance
incentive, a utility would
still have the incentive to

increase sales between rate

cases.

D. Why not have annual rate
cases to assure a match among
rates, revenues, and utility
fixed costs?

The purpose of a rate case is to
examine material changes in
utility costs. Year-over-year
changes in costs would have to
be significant to justify the
expense of rate cases.
Importantly, the utility would
still be motivated to boost sales
between these annual rate cases,
so the throughput incentive
would not be removed.

E. Is decoupling necessary if
energy efficiency programs are
not administered by a utility?

Yes. Efficiency efforts will be
significantly impeded if they have
to compete against utilities with

powerful financial incentives to

| encourage customers to increase
energy consumption. Moreover,
utility engagement and support is
important to the success of energy
efficiency programs, regardless of
the entity administering

strong relationship with
customers and serve as an
authority on energy matters with
regulators, legislators and other

public officials. They can be
influential on policies such as
codes and standards, and on the
scale of efficiency investments.
Regulators recognize this:
electric and natural gas utilities
in many states that have used
third-party administrators,

. including Wisconsin, New York,
| Vermont, and Oregon, are
decoupled.
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