portfolio requirements. Over the past several years spend-
ing on energy efficiency programs has risen substantially,
both as a respanse to rapid growth in electricity demand
and as Nevada Power and Sierra Pacific Power have at-
tempted to maximize the contribution of energy efficiency
to portfolio requirements as those requirements grow.

All prudently incurred costs associated with energy effi-
cliency programs are recoverable pursuant to the Nevada
Administrative Code 704.9523. A utility may seek to
recover any costs associated with approved programs
for conservation and DSM, including labor, cverhead,
materials, incentives paid to customer, advertising, and
program monitoring and evaluation.

Mechanically, the Nevada mechanism works as follows
for those approved programs not already included in a
utility's rate base:

= The utility tracks all program costs monthly in a sepa-
rate account,

= A carrying cost equal to 1/12 of the utility's annual
allowed rate of return is applied to the balance in the
account.

= At the time of the next rate case, the balance in the
account {including program costs and carrying costs)
is cleared from the tracking account and moved into
the utility’s rate base.

* The commission sets an appropriate amortization
period for the account balance based on its determi-
nation of the hife of the investment.

= The utility applies a rate of return to the unamortized
balances equal to the autherized rate of return plus 5
percent (for example a 10.0 percent return becomes
10.5 percent).

Nevada's current cost recoveryfincentive structure has
been in place since 2001. However, with the recent
rapid nise in utility energy efficiency program spending,
concerns also have arisen with respect to the structure
of the mechanism and its effect on the utilities’ invest-
ment incentives. These concerns prompted the Nevada
Public Service Commission to open an investigatory
docket in late 2006. In its Revised Qrder in Docket Nos.
06-0651 and 07-07010 on January 30, 2007, the com-
mission wrote that:

Table 4-4. Pros and Cons of Capitalization and Amortization

« Places energy efficiency investments on more of an equal footing with supply-side investment with respect to
COost recovery

= (Capitalization can help make up for the decline in utility generation and transmission and distribution assets
expected to occur, as energy efficiency defers the need for new supply-side investment,

= As part of this equalization, enables the utility to earn a financial return on efficiency investments.

= Smoothes the rate impacts of iarge swings in annual energy efficiency spending.

= Treats what is arguably an expense as a capital item.

= Creates a reguiatory asset that can grow substantially over time; because this asset is not tangible or owned
by utility, it tends to be viewed as more risky by the financial community.

= Delays full recovery and boosts recovery risk.

= To the extent that the return on the energy efficiency program investment is intended to provide a financial
incentive for the utility, this incentive is not tied to program perfermance.

= Raises the total dollar cost of the efficiency programs.
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[We] believe that appropriate incentives for utility DSM
programs are necessary. The exact nature and form of
incentives that should be offered for such programs in-
volve a number of factors, including the regulatory and
statutory environment. The current incentives for DSM
were implemented in 2001 when the companies had
few, If any, incentives to implement DSM programs. The
enactment of A B. 3 changed bolh the regulatory and
statutory context. Utilities now have incentives to imple-
ment DSM ta meet portions of their respective renew-
able portfalio standard requirements Nevada Power
Company's expenditures will increase almaost four times
compared to pre A.B. 3 during this action plan. Given
these changes, i1t 1s now time to reexamine the manda-
tory package of incentives provided to DSM programs.
This includes the types and categories of costs eligible
for expense treatment, as well as prescribed incentives.
The commission therefore directs its secretary to open
an investigation and rulemaking into the appropnate-
ness of DSM cost recavery mechanisms and incentives.

In early 2007, the commission asked all interested par-
ties to comment on four specific 1ssues, as identified
below:

= What are the public policy objectives of an incentive
structure? i.e., Should only the most cost-effective
programs be incented? Shouid enly the most
strategic programs be incented?

= Does the current incentive structure provide the
appropriate incentives to fulfill each puthc pohicy
objective?

= Are there alternative incentive structures that the
commission should consider? If so, what are these
incentives and how would each further the gcals
identified above?

= How should the current incentive structure be rede-
signed? i.e., what expenses should be included in the
incentive mechanism? What should be the basis for
determining incentives?

Commussion staff have arqgued that the underlying
rationale for utility energy efficiency investments is

found in the integrated rescurce planning process. Staff
noted that utilities should be inclined to pursue those
programs that contribute to the least-cost resource mix.
The addition of the resource portfalio requirement and
the ability to meet up to 25 percent of that requirement
provides further incentive to pursue energy efficiency
investment. At the same time, staff argued that the cur-
rent Cost recovery mechanism, with the addition of the
five percentage point rate of return bonus, provided no
incentive for effective program performance and in fact,
simply encouraged additional spending with no consid-
eration for the implementation outcome—an argument
echoed by the Attorney General's Bureau of Consumer
Protection. Staff recommended that the ideal solution 15
to tie Incentives to program performance and to share
program net benefits with ratepayers.

Nevada Power Company and Sierra Pacific Power Com-
pany have endorsed the existing mechanism as provid-
ing appropriate incentives to fulfill the public policy
objective of achieving a net benefit for customers while
providing a stable and motivating incentive for the
utility. According to the companies, the current incen-
tive scheme with the bonus rate of return recognizes
the increased risks asscciated with DSM investments
compared to the supply-side investments, and they
argue that changing the existing incentive structure will
create uncertainty and therefore, increase the perceived
risk associated with energy efficiency investments. They
further argue that the integrated resource plan review
process ensures that program budgets are given de-
tailed review.

4.4 Notes

1. Depreciation of capital equipment is, however, treated as an

expenss
2 An “opt-out” allows a customer, typically a large customer, to
el to not participate in a ubility program and 1o avold paying
assoclated program costs. Some states do not allow cpt-outs, but
wiill aliow 1arge customers to spend the manies that otherwise
would be coliected from them by utilities for efficiency nrojects in

their own facilities. This often i= called “self-direction ™

3 wisconsin investor-crvned utilities use “escrow accounting”
as a form of a balancing account. Should the Public Sarvice
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Commission authorize a utility to incur specific program costs
during a period between rate cases, these costs are recorded in an
escrow account. Carrying charges are applied to the balance. The
tialance of the escrow account 15 cleared mito the revenue reguire-
ment at the time of the next rate case (typically every two years),

As discussed elsewhere in Lhis paper, addressing recovery of pro-

gram costs as @ separate matter apart from all other utility cost

ges could be considered single-issue ratemaking which can
hibned.

(.?,.I._

Order No 67744, In the Matter of the Application of the Anizona
Public Service Company for a Hearing to Determine the Fair
Value of the Utility Property of the Company for Ratemaking
Purposes, to Fix a just and Reasonable Rate of Return Thereon,
to Approve Rate Schedufes Designed to Develop such Return,
and for Approval of Purchased Power Contract, Docket Mo, E-
01345-A-03-0437, accessed at <www.azcc.gov/divisions/utilities/
elecirnc/APS-FinalOrder.pdf>.

lowa Code 2001: Section 476.6, accessed at «<www.legls state
ia.us/IACODE/2001/476/6.himl>

199 lowa Administrative Code Chapter 35, accessed at <www
legis.state.ia.us/Rules/Current/iac/199iac/1 9935/19935 . pdfs.

Florida Administrative Code Rule 25-17.015(1), accessed at
<www. firules org/gateway/RuleNg.asp?1D=25-17.015>.

Some have argued that capitalization and amartization of energy
efficiency program costs provides an incentive to utilities to invest
n energy efficiency without regard to the performance of the
programs. See the Nevada case study below for a broader treat-
ment of this ssue

1-10

10.

From a narrow theoretical perspective, there should be no signifi-
cant financial difference between expensing and capitalization. The
return on capital s inended to compensate a utilty for the cost

of money used to fund an activity. For mvestor-owned utilties, this
compensation includes payment to equity investors. However, if
program expenses are immedhately expensed-—that is, +f the ulity
can immadiately recover each dollar it expends on & program-—the
Jtility does not need to “advance” capital to fund the programs,
and therefore, there 15 no cost incurred by the utifity

. This Report uses the generic term “capitalization”™ as opposad 1o

“ratebasing,” since, in some states, energy efficizncy program
costs technically are not included in a utiity's rate base but are
treated in a similar fashion via capitalization.

. The following states sither have used in 1he past or continue

to use some form of capitalization of energy efficiency costs:
Oregon, ldaho, Washington, Montana, Texas, Wisconsin, Nevada,
Oklahoma, Connecticut, Maine, Massachusells, Vermont, and
lowa. With the excepucn of Nevada, most of these states ama

no longer using capitalization, though it remains an option. See
Re:d, M. (1988). Ratebasing of Utility Conservation and Load
Management Programs. The Alliance to Save Energy.

Puget Power is now known as Puget Sound Energy.

. “Rate of return” is used in this context to refer to the rate ap-

plied to an unamortized balance that is used to represent the cost
of money to the utility. In the case of investor-owned utilities, this
rate is usually a weightea average of the interest rate on debt
and the allowed return on equity.
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5 = Lost Margin Recovery

This chapter provides a practical overview of alternative mechanisms to address the recovery of lost mar-
gins and presents their pros and cons. Detailed case studies are provided for each mechanism.

5.1 Overview

Chapter 2 of the Action Plan provides a concise ex-
planation of the throughput incentive and a summary
of options to mitigate the incentive. This incentive

has been identified by many as the primary barrier

to aggressive utility investment in energy efficiency.
Policy expectations that utilities aggressively pursue the
implementation of energy efficiency programs create a
conflict of interest for utilibes in that they cannot fulfill
their obligations to their shareholders while simultane-
ously encouraging energy efficiency efforts of their
customers, which will reduce their sales and margins in
the presence of the throughput incentive.

Any approach aiming to elimiate, or at least neutral-
ize, the impact of the throughput incentive on effective
implementation of energy efficiency programs must ad-
dress the 1ssue of lost margins due to successful energy
efficiency programs. Two major cost recovery approaches
have been tried since the 1980s with this objective In
mind; decoupling and fost revenue recovery.! A third
approach, known generically as straight fixed-variable
(SFV) ratemaking, conceptually provides a solution to the
problem by allocating most or all fixed costs to a fixed
(non-volumetric) charge. Under such a rate design, re-
ductions in the volume of sales do not affect recovery of
fixed costs. While conceptually appealing, this approach
carries with it complex implementation issues associ-
ated with the transition from a structure that recovers
fixed costs via volumetric charges to a SFV structure. It
also can reduce the financial incentive for end-users to
pursue energy efficiency investments by reducing the
value that consumers realize by reducing the volume of
consumption—an issue more likely to impact electricity
consumers than gas customers, since commodity cost

kil . A 1 i Ty w1 Ef -
Vational Actian Plan for Energy ERCIernc)

represents a larger share of a consumer’s total gas bill.
While it has seen application in the natural gas industry,
SFV ratemaking is uncommon in the electric industry
(see American Gas Association, 2007).

9.2 Decoupling

The term “decoupling” is used generically to represent
a variety of methods for severing the link between
revenue recovery and sales. These methods vary widely
in scope, and 1t is rare that a mechanism fully decouples
sales and revenues. Some approaches provide for imit-
ed true-ups in attempts to ensure that utilities continue
to bear the risks for sales changes unrelated to energy
efficiency programs. Some focus on preserving recovery
of lost margins. This focus recognizes that a sales reduc-
tion will be accompanied by some cost reduction, and
therefore, the total revenue requirement will be lower.
Truing up total revenue would, in such cases, boost
utility earnings.

In recent years, decoupling has re-emergec as an ap-
proach to address the margin recovery issue facing utili-
ties implementing substantial energy efficiency program
investments. Decoupling can be defined generally as a
separation of revenues and profits from the volume of
energy scld and, in theory, makes a utlity indifferent

to sales fluctuations. Mechanically, decoupling trues-up
revenues via a price adjustment when actual sales are
different than the projected or test year levels.

Cecoupling mechanisms appear under various names

including the following listed by the National Regulatory
Research Institute (Costello, 2006): Conservation Margin
Tracker; Conservation-Enabhng Tanff; Conservation Tariff;
Conservation Rider; Conservation and Usage Adjustment
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(CUA) Tariff; Conservation Tracker Allowance; Incentive
Equalizer; Delivery Margin Normalization; Usage per
Customer Tracker; Fixed Cost Recovery Mechanism; and
Customer Utilization Tracker. Although often cited as a
solution to the throughput issue raised by energy ef-
ficlency programs, decoupling is also a mechanism that
often is generally suggested as a way to smooth earnings
in the face of sales volatility. Natural gas utilities have
been among the strongest advocates of decoupling be-
cause of its ability to moderate the impacts of abnormal
weather and declining usage per customer, in addition
to its ability to mitigate the under-recovery of fixed costs
caused by energy efficiency programs (see American Gas
Association, 2006a).

A decoupling mechanism will sometimes include a balanc-
ing account in order to ensure the exact ccllection of the
revenue requirement, although this approach typically

s used only if there s an extended period between rate
adjustments. If revenues collected deviate from allowed
revenues, the difference is collected from or returned to
customers through periodic adjustments or reconciliation
mechanisms. If a successful energy efficiency program
reduces sales, there will not be any loss in revenue result-
ing from these energy efficiency programs. If sales turn

out to be higher than the projected, the excess revenue 15
returned to the ratepayer.

There are two major forms of revenue decoupling—
those linked to total revenue and those focused on
revenue per customer: the revenue a utility is allowed
to earn is capped in the former, and the revenue per
customer is capped in the latter. The pnimary advantage
of a revenue-per-customer model is that it recognizes
the link between a utllity’s revenue requirement and

Its number of customers. For example, if a decoupling
mechanism caps total revenue, and if the utility exper-
ences a net increase in customers, all else being equal,
the allowed level of revenue will fall short of the cost of
serving the additional customers, leading to a drop in
earnings. A revenue-per-customer mechanism allows to-
tal revenue to grow (or fail) as the number of customers
and associated costs rise {fall).

Table 5-1 shows a simple example (constructed similarly to
the example in Eto et al., 1994} illustrating the basic decou-
pling mechanism with a balancing account.

For year 1, the revenue requirement of $100 15 autho-
rized through the general rate case. Given projected
sales of 1,000 therms, the price is determined to be 10

Table 5-1. lllustration of Revenue Decoupling

B C D
(A+B)

Revenue Requirements
Expected Sales (Therms)
Price Set in the Rate Case

Allowed to Collect

F F | G H i
| (D:B)

Actual Price ($/Therm)
Actual Sales (Therms)
Actual Revenue
Changes Between Revenue
Requirement and Actual Revenue |
Balance Account

| -%10.00

Rate | 1 | $100.00 | 1,000 | 0.100 | $100.00 | 0.100 | 1,700 | $110.00 | $10.00

Casel | 2 | $100.00 | 1,000 | 0100 | $90.00 | 0.090 | 990 | $89.10 | -$10.90 $0.90
E‘Zfez ‘ 3 |$111_10 1,010 | 0.110 | $112.00 | 0.111 | 1,010 | $112.00 | $0.90 $0.00
= i R A R




cents/therm. If actual sales are 1,100 therms, then at
the rate of 0.1 $/therm, the actual realized revenue 15
$110. The utihty places the $10 difference between the
actual revenue and the allowed revenue in a balanc-

ing account. The next year, the utility needs to collect
only 390 to reach the $100 authcrized revenue and the
price per therm is set at 9 cents. if the sales were indeed
1,000 therms, the utility would make $90, and with the
$10 in the balancng account, it would exactly meet the
authorized revenue. However, in this example, the sales
are 990 therms, and utllity revenue s $89.10 at 9 cents/
therm. The utility needs to collect 90 cents frem the
ratepayers.

Suppose that the revenue requirement (s reset to
$111.10 at the projected sales level of 1,010 therms.
The utility needs to collect the balance in the balanc-
ing account and its authorized revenue of $111.10,

a total of $112. At the projected sales level of 1,010,
the price needs to be set at 11.1 cents per therm to
recover $112. Suppose that the utility’s sales are actually
equal to the projected sales of 1,010. The utility recov-
ers exactly $112 and there 15 a zero balance left in the
balancing account.

Under the revenue-per-customer cap appreach, the
actual revenues collected per customer are compared
to the authorized revenues per customer, and the

Table 5-2. Illustration of Revenue per Customer Decoupling

balancing account maintains the over- or under-earn-
ings. A simple example of the revenue cap-per-customer
approach is illustrated n Table 5-2.

In this example, the revenue per customer to be collect-
ed 15 fixed or capped. Assuming monthly adjustments,
actual revenues collected per customer are compared

Performance-Based Ratemaking and
Decoupling

Performance-Based Ratemaking (PBR) is an alterna-
tive to traditional return on rate base regulation
that attempts to forego frequent rate cases by
allowing rates or revenues to fluctuate as a func-
tion of specified utility performance against a set of
benchmarks. One form of PBR embaodies a revenue
cap mechanism that functions very much like a
decoupling, wherein price is allowed to fluctuate as
a way to true-up actual revenues to allowed reve-
nues. The revenue-cap PBR mechanism can be more
complex, incorporating a variety of specific adjust-
ments to both price and revenue. In most cases, if
a utility operates under revenue-cap PBR, sales and
revenues are decoupled for purposes of energy ef-
ficiency investment, although specific adjustments
may be required to allow prices to be adjusted for
changes in actual program costs as well as changes
in margins.

| A I Revenue requiremenits ($) - 100
j El ‘ Expected sales (therms) 1,000 3
. C ._[A+B] Price set in the rate case ($/therm). J I 0.1
| D | Number of customers 100 |
E  (A+D) _‘_—Allowed r-evenue per customer ($/therm) | 1
F Actual sales (therms) : - 950 |
| G . {C-xF-} Actuat revenue (%) 95
_ H | .—Actual number of customers | 101 = |
I_ T | Allowed revenue ($) 101
-IJ_ | (I-G) | Revenue adjustment ($)_ |_6 i
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to the allowed revenue per customer for that month,
The difference 1s recorded in a balancing account and
reconciled periodically. In this case, hecause of customer
growth, the utility is allowed to collect $6 more than
the initial revenue requirement.

Revenue decoupling has been & part of gas ratemaking
for over two decades, with revenue cap-per-customer
the more commonly encountered approach.? Interest
has increased over the past several years due to n-
creased customer conservation in response to high gas
prices and utihty-funded energy efficiency initiatives. In
addition, natural gas usage per household has declined
more than 20 percent since the 1980s and 15 projected
to continue to decline in the future in many junsdictions
{Costello, 2006). in such cases, decoupling provides an
automatic adjustment mechanism that allows the utility
to be revenue neutral and can help defer otherwise
needed rate cases.

Early experience with deccupling, as recounted in Chap-
ter 2 of the Action Pian, provides important lessons.?

In 1991, the Maine PUC adopted a revenue decoupling
mecharism in the form of revenue-per-customer cap for
Central Maine Power (CMP) on a three-year tria! basis.
The utility’s allowed revenue was determined through

a rate case and adjusted annually in accordance with
changes in the number of customers. CMP was allowed
to file a rate case at any time to adjust its auvthorized
revenues. With the economic downturn Maine expe-
rienced around the time the mechanism was in place,
sales dipped significantly leading to a large unrecovered
balance (52 million by the end of 1992) that needed
to be charged to the ratepayers. In fact, the portion

of the energy efficiency-related drop n the sales was
very small. Nevertheless, the program in its entirety was
terminated in 1993.

Currently, a number of junisdictions are investigating the
advantages and disadvantages of decouphng, including
Arizona, Colorado, Delaware, the District of Colum-
bia, Delaware, Hawaii, Kentucky, Maryland, Michigan,
New Hampshire, New Mexico, Pennsylvania, Tennessee,
and Virginia. Sixteen states have adopted either gas

or electric decoupling programs for at least one utility.

5-4

Arkansas, New York, Utah, Oregon, Washington, Idaho,
and Minnesota are among the states recently adopting
decoupling programs.”

Table 5-3 suggests the possible pros and cons of decou-
pling. The specific nature of the deccuphng mechanism
and, in particular, the nature of adjustments for factors
such as weather and economic growth, will determine
the extent to which the link between sales and profits is
affected.

5.2.1 Case Study: Idaho’s Fixed Cost Recovery
Pilot Program

The mechanism adopted in {daho to address the 1m-
pacts of efficiency program-induced changes in sales
should not be viewed as decoupling in the broadest
sense of that term. While it contains a number of the el-
ements found in decoupiing glans, it 1s focused specifi-
cally on recovery of lost fixed-cost revenues. The idaho
Public Utihties Commission initrated Case No. IPC-04-15
in August 2004, to investigate financial disincentives to
nvestment in energy efficiency by Idaho Power Compa-
ny. A series of workshops was conducted, and a written
report was filed with the commission in early 2005. The
report pomnted to two acticn items’

1. The development of a true-up simulation to track
what might have occurred if a decoupling or true-up
mechanism had been implemented for idaho Power
at the time of the last general rate case.

2. The filing of a pilot energy efficiency program that
would incorporate both performance incentives and
fixed-cost recovery.

Curing the investigation, the parties agreed that there
were disincentives preventing higher energy efficiency
investment by Idaho Power, but no agreement was
reached on whether or not the return of lost fixed-cost
revenues would result in removing the disincentives. The
parties agreed to conduct a simuiation of the proposed
mechanism, the results of which indicated that lost
fixed-cost revenues, in fact, produced barriers to energy
efficiency investments and, therefore, a three-year pilot
mechanism to allow recovery of fixed-cost revenue
losses should be approved.
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Table 5-3. Pros and Cons of Revenue Decoupling

Revenue decoupling weakens the link between sales and margin recovery of a utility, reducing utility re-
luctance to promote energy efficiency, including building codes, appliance standards, and other efficiency

policies.

= Through decoupling, the utility’s revenues are stabilized and shielded from fluctuations in sales. Some have
argued that this, In turn, might lower its cost of capital.” (For a discussion of this issue, see Hansen, 2007,
and Delaware PSC, 2007). The degree of stabilization is a function of adjustments made for weather, eco-
nomic growth, and other factors (some mechanisms do not adjust revenues for weather or economic growth-

| induced changes in sales).®

the level of under-recovery of fixed costs.”

although annual caps can be instituted.

= Decoupling does not require an energy efficiency program measurement and evaiuation process to determine

= Decoupling has a low administrative cost relative to specific lost revenue recovery mechanisms.

* Decoupling reduces the need for frequent rate cases and corresponding regulatory costs.

Cons

= Rates (and in the case of gas utilities, non-gas customer rates) can be more volatile between rate cases,

= Where carrying charges are applied to balancing accounts, the accruals can grow quickly.

* The need for frequent balancing or true-up requires regulatory rescurces; may be a lesser commitment than

required for frequent rate cases.

Idaho Power filed an application with the Idaho Public
Utilities Commussion 1n January of 2006, and requested
authonty to implement a fixed cost adjustment {FCA)
decoupling or true-up mecharnism for its residential and
small General Service customers. The commission staff,
the NW Energy Coalition, and ldaho Power negoti-
ated a settlement agreement, and the commission
approved a Joint Motion for Approval of Stipulation in
December 2006.

The commission issued Qrder No. 30267 (Idaho PUC,
2007) approving the FCA as a three-year pilot program,
noting that either staff or Idaho Power can request
cdiscontinuance of the pilot. Program implementation
began on January 1, 2007, and will last through De-
cember 31, 2009, plus any carryover. The first rate ad-
justment will occur June 1, 2008, and subsequent rate
adjustments will occur on June 1 of each year during
the term of the pilot.

The proposed FCA is applicable to residential service
and small General Service customers because, as the
company noted, these twe classes present the most
fixed-cost exposure for the company. The FCA is de-
signed to provide symmetric rate adjustment (up or
down) when fixed-cost recovery per customer varies
abcve cr below a commission-established level. While
this approach fits the conventional description of a
decoupling mechanism, Idaho Power ncted that a more
accurate description of the mechanism s a “true-ug.”
The fixed-cost portion of the revenue requirement
would be established for residential and small General
Service customers at the time of a general rate case.
Thereafter, the FCA would provide the mechanism to
true-up the collection of fixed costs per customer to
recover the difference between the fixed costs actually
recovered through rates and the fixed costs authorized
for recovery in the company's most recent general rate
case. The FCA mechanism incorporates a 3 percent
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cap on annual increases, with carryover of unrecovered
deferred costs to subsequent years.

The actual number of customers in the adjustment year
for each custormer class to which the mechanism agphes
is multiplied by the assumed fixed cost per customer,
which is determined by dviding the total fixed costs by
the total number of customers from the last general rate
case. This allowed fixed-cost recovery amount 15 com-
pared with the amount of fixed costs actually recovered
by the Idaho Power. The actual fixed-cost recovery 15
determined by multiplying the weather-normalized sales
for each class by the fixed-cost per kilowatt-hour rate
also determined in the general rate case. The difference
between the allowed and the actual fixed-cost recovered
amounts s the fixed-cost adjustment for each class.

For customer billing purcoses only, the commission-ap-
proved FCA adjustment 1s combined with the conserva-
tion program funding charge.

While recognizing the potential value of the true-up
mechanism, parties have taken a cautious agproach that
allows the company and the commission to gain experi-
ence In implementing, monitoring, and evaluating the
program. And, since the program is a pilot, grogram
corrections or cessation will take place if it is found
unsuccessful or if unintended consequences develop.
From the commussion’s perspective, the company must
demanstrate an “enhanced commitment” to energy ef-
ficiency investment resulting from implementation of the
FCA, including making efficiency and load management
programs widely available, supporting building code
improvement activity, pursuing appliance standards, and
expanding of DSM programs.

Despite the approval of the pilot, the commission staff
raised a number of the technical 1ssues related to the
relationship between energy efficiency program imple-

mentation and the apphcation of the true-up mechanism.

Given that the success of the mechanism 1s being deter-
mined in part by how it affects the company's investment
in energy efficiency, several issues were raised regard-

ing how that commitment was to be measured and,
specifically, how evidence of that commitment could be
distinguished from factors affecting sales per customer

56

unrelated to the company’s energy efficiency efforts. The
commission noted that FCA will require close monitoring,
and the development of proper metrics to evaluate the
company’s performance remains an issue.

5.2.2 Case Study: New Jersey Gas Decoupling

A relatively novel decoupling mechanism has recently
been approved In New Jersey. In late 2005, New Jersey
Natural Gas (NJNG) and South Jersey Gas (SJG) jointly
filed proposals with the New Jersey Board of Pubiic Utill-
ties to implement a CUA clause in a five-year pilot gro-
gram. The CUA was proposed as a way to “[sjeparate
the companies’ margin recoveries from throughput and
to adjust margin recoveries for variances in customer
usage, enabling the companies to aggressively promote
conservation and energy efficiency by their customers”
(New Jersey BPU, 2006).

The companies, the New lersey Utihty Board Staff, and
the Department of the Publc Advocate reached a settle-
ment agreement that was approved by the New Jersey
Commission in October 2006. Through the settlement,
the proposed CUA was modified and implemented on a
three-year pilot basis and renamed as the Conservation
Incentive Program (CIP). The CIP replaced the Weather
Normalization Clause, which helped cover weather-
related fluctuations. The CIP is an incentive-based
program that:

* Requires the companies to implement shareholder-
funded conservation programs designed to aid
customers in reducing their costs of natural gas and
to reduce each utility’s peak winter and design day
system demand.

« Requires the companies to reduce gas supply related
Costs.

* Allows the companies to recover from customers
certain non-weather margin revenue losses limited to
the level of gas supply cost sawngs achieved.

The companies are reguired to make annual CIP filings,
based on seven months of actual data and five months
of projected data, with 3 June 1 filing date. The filings
are to document actual results, perform the reguired

with frmveestment
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CIP collection test, and propose the new CIP rate. Any
variances frem the annual filings will be trued up in the
subsequent year. The board has reserved the right to re-
view any aspect of the companies’ programs, including,
but not limited to, the sufficiency of program funding.

The CIP tariffs include RQE limitations on recoveries
from customers for both the weather and non-weather-
related components. In the case of South Jersey Gas,
the ROE was set at the level of the company’s most
recent general rate case. The ROE for New Jersey Natu-
ral Gas was set at 10.5 percent (compared to its most
recently authorized rate of 11.5 percent).

The most significant element of the CIP tariff is (ts
requirement that, as a cendition for decoupling, the
utilities must reduce gas supply costs—the so-called Basic
Gas Supply Service (BGSS) savings—such that consumers
see no net change in Costs.

The methedology employed to calculate the nen-
weather-related CIP surcharge, if any, s delineated in
paragraph 33(a) of the stipulation. If the non-weather-
related CIP recovery is less than or equal to the level of
available gas cost savings, the amount will be eligible
for recovery through the CIP tanffs. Any portion of the
non-weather CIP value that exceeds the available gas
cost savings will not be recovered in the current penod,
will be deferred up to three years, and will be subject
te an eligibility test in the subsequent period. Deferred
CIP surcharges may be recovered in a future period to
the extent that available gas cost savings are available
to offset the deferred amount. If the pilot is terminated
after the initial penod, any remaining deferred CIP
surcharges will not be recovered. The value of any BGSS
savings during one year in excess of the non-weather
CIP value cannot be carried forward for use in future
year calculations.

NIJNG will provide $2 million for program costs and
51G will provide $400,000 for each year of the pilot
program, all of which will come from shareholders.
The companies are required to provide the full cost
of the programs, even if the program costs exceed

the budgeted levels.

(n approving the stipulation, the commission concluded
with the following:

With the CIP and the possible recovery of non-weather-
related margin losses, the utilities have represented
that they will actively promote conservation and energy
efficiency by their customers through programs funded
by their shareholders. The programs are not to replicate
existing CEP pregrams and are 1o include, among other
things, customized customer communications and
outreach bullt upon the utilities’ relationships with their
customers Whie not replicating existing CEP programs,
the CIP programs include mitiatives that promote
customers” use of CEP programs through consistent
messaging with the CEP programs At the same lime,
by limiting non-weather-related CIP recovery by gas
supply cost reductions, in addition to an earnings cap,
the CIP gives recognition to the nexus belween reduc-
tions in long-term usage and reductions in gas supply
capacity requirements. By limiting any non-weather CIP
recovery lo offsetting gas supply cost reductions, the
CIP does not just provide the utilities with a mechanism
for rate recovery but ensures that the CIP results in an
appropriate, concomitant reduction in gas supply cosls
borne by customers. In this way, customers taking BGSS
will not incur any overall net rate increases arising from

non-weather related load losses.
(New Jersey BPU, 2006)

New Jersey Resources (NJR) recently reported its ex-
perience with the CIP. NJNG, NIR's largest subsidiary,
realized 6.6 percent increase in its first-quarter earnings
over last year due primarily to the impact of the recently
approved CIP. The company states in a recent press
release that:

[Qur] conservation Incentive Program has performed

as intended, and has resulted in lower gas costs for
customers and improved financial results for our shar-
eowners This innovalive program is anothar example
of working in partnership with our regulaters 1o help all
our stakeholders.

For the three months ended December 31, 2006,
NJR earned $28.1 million, or $1.01 per basic share,
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compared with $34 3 millicn, or $1.24 per basic share,
last year. The decrease in earnings was due primarily to
lower earrings at NJR's unregulated whclesale energy

services subsidiary, NJR Energy Services (NJRES), partially
offset by improved results at NJNG. NING earned $19.9
millicn in the quarter, compared with $18.7 million last
year. The increase in earnings was due to the impact of
the CIP and continued customer growth. Gross margin
at NJNG included $11 3 million accrued for future col-

lection from customers under the CIP

Weather in the first fiscal quarter was 18.3 percent
warmer than normal and 18.2 percent warmer than last
year. “Normal” weather is based on 20-year average
temperatures. As with the weather normalization clause
which preceded it, the impact of weather 15 significantly
offset by the recently approved CIP. which is designed to
smooth cut year-to-year fluctuations on both gross mar-
gin and customers” hills that may result from changing
weather and usage patterns. Included in the CIP accrual
was $8 million associated with the warmer-than-normal
weather and $3.3 million associated with non-weather
faclors However, customers will realize annual savings
of $10.6 milhon in fixed cost reductions and commodity
cost savings of approximately $15 milhon through the

first fiscal quarter.

{(NJR, 2007}

5.2.3 Case Study: Baltimore Gas and Electric

Baltimore Gas and Electric (BGE) has had a form of a
revenue-per-customer decoupling mechanism in place
since 1998 for its natural gas business. The Maryland
PSC allowed BGE to implement a monthly adjustment
meachanism that accounts for the effect of abnormal
weather patterns on sales.

Commission Order 80460 describes Rider 88 as follows:

Rider 815 a tariff provision that serves as a “weather/
number of customers adjustment clause.” That 1s,
when the weather s warmer, Rider 8 will increase BGE's
revenucs because gas demand is lower than normal.
However, when the weather is colder than normal and

gas demand 1s high, Rider 8 decreases BGE's revenues.
(Maryland PSC, 2005)
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The mechanism is implemented through the Tanff Rider
8 or Monthly Rate Adjustment. The following explains
the mechanism.

= The delivery price for residential service and for gen-
eral service s adjusted to reflect test year base rate
revenues established in the latest base rate proceed-
ing, after adjustment to recognize the change in the
number of customers from the test year level.

* The change in revenues associated with the customer
charge is the change in number of custocmers multi-
plied by the customer charge for the rate schedule.

« The change in revenues associated with throughput
15 the test year average use per customer multiplied
by the net number of customers added since the
like-month during the test year, and multiplying that
product by the delivery price for the rate schedule.

» The change in revenues associated with customer
charge and throughput 15 added to test year revenue
to restate test year revenues for the month to inclucge
the revised values.

» Actual revenues collected for the month are com-
pared to the restated test year revenues and any
difference is divided by estimated sales for the second
succeeding month to obtain the adjustment to the
applicable delivery price.

= Any difference between actual and estimated sales is
reconciled in the determination of the adjustment for
a future month.

5.2.4 Case Study: Questar Gas Conservation
Enabling Tariff

On December 16, 2005, Questar Gas, the Division of
Public Utilities, and Utah Clean Energy (UCE) filed an
application segking apgroval of a three-year (pilot) Con-
servation Enabling Tariff (CET) and DSM Pilot Program.
On September 13, 2006, Questar Gas, the Dvision,
UCE, and the committee filed the Settlement Stipula-
tion. The settlement was approved by the commission
in October 2006 (Utah PSC, 2006). The approval of the
settlernent put in place the CET {Questar Gas, n.d., Sec-
tion 2.11, pages 2-17}, which represents the authorized
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revenue-per-customer amount Questar 1s allowed to
collect from General Service custamer classes.

Questar’s allowed revenue for a given month 15 equal
to the allowed distribution non-gas (DNG) revenue per
customer for that month multiplied by the actual num-
ber of customers. The difference between the actual
billed General Services DNG revenue? and the allowed
revenue for that month is the manthly accrual for that
manth. The formula to calculate the monthly accrual is
shown below.

The accrua! could be positive or negative.

For illustrative purposes, Table 5-4 shows the currently
allowed DNG revenue per customer for each month
of 2007.

For the purpose of keeping track of over- or under-
recovery amounts on a monthly basis, the CET Deferred
Account (Accaunt 191.9) was established. At least twice
a year, Questar will file with the commission a request
for approval for the amortization of the amount accu-
mulated in this account subject t¢ the above formula.
The amortization will be over a year, and the impacted
customer class volumetric DNG rates will be adjusted by
a uniform percentage increase or decrease. The balance
in the account I1s subject to 6 percent annual interest
rate or carrying charge applied monthly (0.5 percent
each month).

The settlement states that there would be a 1-year re-
view of the CET mechanism, and a technicai workshop
would be held in Aprnil 2007 commencing the 1-year
evaluation process. The parties submitted testimony
either supporting the continuation of the current CET
mechanism beyond its first year of implementation,
offering modifications or alternatives, or supporting
discontinuation of the mechanism on June 1, 2007,

Table 5-4. Questar Gas DNG Revenue

per Customer per Month

Month DNG Revenue per Customer
January | $42.45 _

| February- SN

March $26.42

April $20.34

May $13.28

June $10.25

July $10.03

August $9.44

September $10.83
| October - $1548 |
| November | 32647 .
. December $36.51

Source: Questar Gias, n.d.

In testimony'? filed by Questar supporting the continu-
ation of the CET, the company stated the following
benefits of the mechanism:

= CET allows Questar to collect the commission-
allowed DNG revenue. During the first year before
energy efficiency programs were in place, usage
per customer increased, and over $1.7 million was
credited back to customers.

» CET allows Questar to aggressively promote energy
efficiency, and in 2007 the company launched six
energy efficiency programs with a budget of about
$7 millien.

» CET aligns the interests of Questar and regulators for
the benefit of customers.

Questar believes that the CET has been working as ex-
pected duning its first year of implementation. The Utah
Committee of Consumer Services filed testimony'! on
June 1, 2007, urging the discontinuation of the CET.
The primary reason driving this recommendation 1s the
alleged sales risk shift to consumers with little or no
offsetting benefits for ratepayers assuming those risks.
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As of the writing of this white paper, the proceeding is
still in process and the commussion is expected to reach
a decision by October of 2007.

5.3 Lost Revenue Recovery
Mechanisms

Lost revenue recovery mechanisms'? are designed

to recover lost margins that result as sales fall below
test year levels due to the success of energy efficiency
programs. They differ from decoupling mechanisms in
that they do not attempt to decouple revenues from
sales, but rather try to isolate the amount of under-re-
covery of margin revenues due to the programs. Simply
put, the margin ioss resulting from reductions in sales
through the implementation of a successful energy effi-
ciency program is calculated as the product of program-
induced sales reductions and the amount of margin
allocated per therm or kilowatt-hour in a utility’s most
recent rate case. In this sense, the shortfall in revenue
recovery (s treated as a cost to be recovered.

Although the disincentive to invest in successful effi-
ciency programs might be removed, lost revenue recov-
ery mechanisms do not remove a utility's disincentive to
promote/support cther energy saving policies, such as
building codes and appliance standards, or their incen-
tive to see sales increase generally, since the utility still
earns more profit with additional sales.

One of the most important characteristics of a lost reve-
nue recovery mechanism is that actual savings achieved
from a successful energy efficiency program must be
estimated correctly. Overestimates of savings will en-
able a utility to over-collect, and underestimates lead to
under-collection of revenue. Unfortunately, reliance on
evaluation creates two complications:

= While at 1ts most rigorous, program evaluation pro-
duces a statistically valid estimate of actual savings.
Rigorous evaluation can be expensive and, in any case,
will not always be recognized as such by all parties.

= Because evaluation can only occur after an action
has occurred, a process built on evaluation is one
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with potentially significant lags built in. It is possible
to conduct rolling or real-time evaluations, albeit at
considerable cost. In its least defensible applications,
such mechanisms are apphed wath httle or no inde-
pendent evaluation and verificaticn.

Despite these issues, several states have implemented
lost revenue recovery mechanisms in lieu of decoupling
as a way to address this barrier. For example, in Janu-
ary 2007, the Indiana Utility Regulatory Commission
granted Vectren South's application for approval of a
DSM lost margin adjustment factor for electric service.**
Order Nos. 39201 and 40322 accepted the utility’s
request for a lost margin tracking mechanism. Recovery
is done on a customer class and cost causation basis.
Vectren South’s total demand-side-related lost margin
to be recovered through rates during the period Febru-
ary to April 2007 was $577,591.14

Perceived advantages and disadvantages of the lost rev-
enue recovery mechanism are summarized in Table 5-5.

5.3.1 Case Study: Kentucky Comprehensive
Cost Recovery Mechanism'?

Kentucky currently allows lost revenue recovery for
both electric and gas DSM programs as part of a
comprenensive hybrid cost recovery mechanism. Under
Kentucky Revised Statute 278.190, Kentucky's Public
Service Commission determines the reasonableness of
DSM plans that include components for program cost
recovery, lost revenue recovery, and utility incentives for
cost-effectiveness. The cost recovery mechanism can bhe
reviewed as part of a rate proceeding, or as part of a
separate, limited proceeding.

The DSM Cost Recovery Mechanism currently in ef-
fect for Louisville Gas and Electric Company (LG&E)

1s composed of factors for DSM program cost recov-
ery (DCR), DSM revenue from lost sales (DRLS), DSM
incentive {(DSMI), and DSM balance adjustment (CBA).
The monthly amount computed under each of the rate
schedules to which this DSM Cost Recovery Mechanism
applies 1s adjusted by the DSM Cost Recovery Compo-
nent (DSMRC) at a rate per kilowatt-hour of maonthly
consumption in accordance with the following formula:
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Table 5-5. Pros and Cons of Lost Revenue Recovery Mechanisms

Removes disincentive to energy efficiency investment in approved programs caused by under-recovery of al-

lowed revenues.

= May be more acceptable to parties uncomfortable with decoupling.

| = Does not remove the throughput incentive to increase sales.

| = Does not remove the disincentive to support other energy saving policies.

= Can be complex to implement given the need for precise evaluation, and will increase regulatory costs if itis |

closely monitored.

» Proper recovery {no over- or under-recovery} depends on precise evaluation of program savings

y I_-II':: = CR 4+ :\l %3 '._-l‘.- I :"

The DCR includes all expected costs approved by the
commission for each 12-month period for DSM pro-
grams, including costs for planning, developing, imple-
menting, monitoring, and evaluating DSM programs.
Only those customer classes to which the programs are
offered are subject to the DCR. The cost of approved
grograms is divided by the expected kilowatt-hour sales
for the next 12-month periocd to determine the DCR for
a given rate class.

= For each upcoming 12-month period, the estimated
reduction in customer usage (in kilowatt-hours)
as determined for the approved programs shall be
multiplied by the nonvariable revenue requirement
per kilowatt-hour for purposes of determining the
lost revenue to be recovered hereunder from each
customer class.

= The nonvariable revenue requirement for the Residential
and General Service customer class is cefined as the
weighted average price per kilowatt-hour of expected
bilings under the energy charges contained In the rate
RS, VED, RPM, and General Services rate schedules in
the upcoming 12-month period, after deducting the
variable costs included in such energy charges.

* The nonvanable revenue requirement for each of
the customer classes that are billed under demanc
and energy rates (rates STOD, LC, LC-TOD, LP. and

LP TOD} 1s defined as the weighted average price per
kilowatt-hour represented by the composite of the
expected billings under the respective demand and
energy charges in the upcoming 12-month period,
after deducting the variable costs included in the
energy charges.

The lost revenues for each customer class shall then be
divided by the estimated class sales {in kilowatt-hour)
for the upcoming 12-maonth period to determine the
applicable DRLS surcharge.

Recovery of revenue from lost sales calculated for a
12-month period shall be included in the DRLS for 36
maonths or until implementation of new rates pursu-
ant to a general rate case, whichever comes first.

Revenues from lost sales will be assigned for recovery
purposes to the rate classes whaose programs resulted
In the lost sales.

Revenues collected under the mechanism are based
on engineering astimates of energy savings, expected
program participation and estimated sales for the
upcaming 12-month period. At the end of each such
period, any difference between the lost revenues
actually collected hereunder, and the lost revenues
determined after any revisions of the engineering es-
timates and actual program participation are account-
ed for, shall be reconciled in future billings under the
DBA component.
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DSMI is calculated by multiplying the net resource sav-
ings expected from the approved programs expected to
be installed during the next 12-month pericd by 15 per-
cent, not to exceed 5 percent of program expenditures.
Net resource savings are egual to program benefits
minus utility program costs and participant costs. Pro-
gram benefits are calculated based on the present value
of LG&E's avoided costs over the expected program life
and includes capacity and energy savings.

The DBA 15 calculated for each calendar year and 15
used to reconcile the difference between the amount
of revenues actually billed through the DCR, DRLS,
DSMI, and previous application of the DBA. The balance
adjustrment (BA) amounts include interest applied to the
bill amount calculated as the average of the “3-month
commercial paper rate” for the immediately preceding
12-month period. The total of the BA amounts is di-
vided by the expected kilowatt-nour sales to determine
the DBA for each rate class. DBA amounts are assigned
to the rate classes with under- or over-recoveries of
DSM amcunts.

The levels of the varicus DSM cost recovery components
effective Apnil 3, 2007, for LG&E's residential customers
are shown in the Table 5-6.

5.4 Alternative Rate Structures

The lost margin issue arises because some or all of a
utility's current fixed costs are recovered through volu-
metric charges. The most straightforward resolution

to the 1ssue is to design and implement rate structures
that allocate a larger share of fixed costs to customer
fixed charges. SFV rate structures allocate all current
fixed costs to a per customer charge that does not
vary with consumption. Alternatives to the SFV design
employ a consumption block structure, which allocates
costs across several blocks of commaodity consumption
and typically places most or all of the fixed costs within
the initial block. This block is designed such that most
customers will always consume more than this amount
and, therefore, fixed costs will be recovered regard-
less of the level of sales in higher blocks (American Gas
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Table 5-6. Louisville Gas and Electric
Company DSM Cost Recovery Rates

DSM cost r_ecf;uery

0.085 g/kilowatt-h
component (DCR) 85 ¢/kilowatt-hour

DSM revenues fn::-m.

0.005 g/kilowatt-h
lost sales (DRLS) ¢/kilowatt-hour

DSM incentive
(DSMI)

D5SM balance
adjustment (DBA)

0.004 ¢/kilowatt-hour

(0.010}¢/kilowatt-hour

0.084 g¢/kilowatt-hour

DSMRC rates

Source: LGE&E, 2004

Association, 2006%). This produces a dechning block
rate structure.

Such a rate design provides significant earnings stabil-
ity for the utility in the short run, making it indifferent
from a net revenue perspective to the customer's usage
at any time. In this way, these alternative rate structures
are similar to revenue decoupling; a utility has neither

a disincentive to promote energy efficiency nor an
Incentive toc premote increased sales. SFV and simuilar
rate designs also are viewed by some as adhering more
closely to a theoretically correct approach to cost alloca-
tion that sees fixed costs as a function of the number of
customers or the level of customer demand.

This approach is most commonly discussed in the con-
text of natural gas distribution companies, where fixed
costs represent the costs to build out and maintain a
distribution system. These costs tend to vary more as

a function of the number of customers than of system
throughput (American Gas Association, 2006¢)."6 These
alternative rate designs are more problematic when ap-
plied to integrated electric utilities, because fixed costs
are in some cases related to the volume of electricity
consumed. For example, the need for baselcad capacity
is driven by the level of energy consumption as much

or more than by the level of peak demand. Practically,

it 1s more difficult to allocate all fixed costs to a fixed
customer charge, simply because such costs can be very
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Table 5-7. Pros and Cons of Alternative Rate Structures

= Remaves the utility’s incentive to promaote increased sales.

* May align better with principles of cost-causation.

Cons

= May not align with cost causation principles for integrated utilities, especially in the long run.

» (Can create issues of income equity.

* Movement to a SFV design can significantly reduce customer incentives te reduce consumption by lowering
variable charges (applies more to electric than gas utilities).

high, and allocation to a fixed charge would impose risk decreases with decoupling, some decoupling plans includs
provisians for capturing some of the risk reduction benefits for

serious ability-to-pay 1ssues on lower tncome custom-

] ) consumers, For example, PEPCO proposed (and subsequently
ers. Nevertheless, improvements in rate structures that withdrew a proposal for 3 0.25 percent reduction in its ROE
better align energy charges with the marginal costs of 1o reflect lower risk. The issue 15 under corsideration by the

Delaware Commission in a gengric decoupling proceeding. The
Oregon Public Utilities Commission reduced the threshold above
which Cascade Natural Gas must share earnings from baseling
ROE plus 300 basis paints, to baseline ROFE plus 175 basis points.

energy will help reduce the throughput disincentive.

Given the overarching objective of capturing the net
econocmic and environmental benefits of energy efficiency
investments, SFV designs can significantly reduce a cus- 6. The impact of decoupling in eliminating the throughput incen-
, . . lves s lescenad as the scope of the decoupling mechanam
tomer's incentive to undertake efficiency improvements shrmks
because of the associated reduction in variable charges.
7. Note, however, that as the various determinants of sales, such as
weather and economic aclivity, are excluded from the mecha-
5 5 NDtE‘S nism, the need for complex adjustment and evaluation methods
X increases, In any case, an evaluation process should nevertneless
be part of the broacer energy efficiency investment process.

—_

Also known as lost revenue or lost margin recovery.
B. <www bge.com/vemfiles/BGE/Files/Rates%20and % 20Tariffs/

2. The National Acuan Plan for Energy Efficiency. Gas%20Service%2 Tariff/Brdr 3 doc>

3. Also see Chapter 6, "Utility Planning and Incentive Structures,” 9. Customers’ bills include a real-time, customer-specific Weather
in the £RA Clean tnergy-Environment Guide to Action Normalization Adjustment (see Section 2.08 of Questar Gas,

, - n.d.) 1o eliminate the impact of warmer or colder than norma
The Jdaho Pupllc Uilitees Comm =_a5!on.adop:.ed a three-year weather on the DNG portion of the blil
decoupling pilot in March 2007, and in April 2007, the New
York Public Service Commission ordered elactric and natural gas 10 Direct Testiony of Barrie L. McKay to Suppant the Continuation of
utilities 1o fife decoupling plans within the context of ongoing the Conservation Enabling Tanff for Guestar Gas Campany, Docket
and new rate cases. The Minneiata legisiature recently (spring No. 05-057-TO1, June 1, 2007, accessed at <www.psc utah.gow/
2007) enacted legislation authorizing decoupling List of states is 9as/05docs05057T0 1/535586-1-07DitTestBarneMcKay docs
taken from the Natural Resources Defense Council’s map of Gas
and Electiic Decoupling in the US, June 2007 11 Direct Testimony of David E. Dismukes, Ph.D., on Be-
half of the Utah Committee of Consumer Services,

5. The design of the decoupling mechanism can address risk- Docket No. 05-057-TO1, lune 1, 2007, accessed
shifting through the nature of the adjustments that are included at «www.psc.utah gov/gas/05docs/05057T01/6-1-
Some states have explicitly not included weather-related fluctua- 0753584DirTestDavidDismukesPh.D.doc.

tions in the decoupling mechanism (the utility continues t¢ bear
wedther nsk). In addition, recognizing that utility shareholder
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Also known as lost revenue or lost margin recovery mechanisms

13. Order 1ssued in Cause No. 39453 DSM 59 on lanuary 31, 2007,

16.

accessed at <www.in.govfiurc/portalModules/Ecms/Cases/
Docketed_CasesViewDocumentaspx?DoclD=0300bb3 1800
¢5033>

. Energy efficiency traditionally has been defined as an overall

reduction in energy use due to use of more efficiency equipment
and practices, while load management, as a subset of demand
response has been defined as reductions or shilts in demand with
minor declines and scmetimes iNCreases I energy use.

. This description quotes extensively from LG&E, 2004,

Even in a gas distribution system, fixed costs do vary partly as a
function of individual customer demand. The SFV rate used by
Atlanta Gas Light, for example, estimates the fixed charge as a
function of the maximum daily demand for gas imposed by each
premise,

r
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6: Performance Incentives

This chapter provides a practical overview of alternative performance incentive mechanisms and presents
their pros and cons. Detailed case studies are provided for each mechanism.

6.1 Overview

The final financial effect is represented by incentives
provided to utility shareholders for the performance of
a utility's energy efficiency programs. Even if regulatory
policy enables recovery of program costs and addresses
the issue of lost margins, at best, two majer disincen-
tives to promotion of energy efficiency are removed.
Financially, demand- and supply-side investments are
still not equivalent, as the supply-side investment will
generate greater earnings. However, the availabil-

ity of performance incentives can estathsh financial

equivalence and creates a clear utility financial interest
in the success of efficiency programs.

Three major types of performance mechanisms have
been most prevalent:

= Performance target ncentives
= Shared savings Incentives
= Rate of return incentives

Table 6-1 illustrates the various forms of performance
incentives in effect today.

Table 6-1. Examples of Utility Performance Incentive Mechanisms

Type of Utility Performance
Incentive Mechanism

Details

AZ Shared savings

Share of net economic benefits up to 10 percent of
total DSM spending.

CT Performance target

Savings and other programs goals

Management fee of 1 to 8 percent of program costs
(before tax) for meeting or exceeding predetermined
targets. One percent incentive is given to meet at least
70 percent of the target, 5 percent for meeting the
target, and 8 percent for 130 percent of the target.

GA Shared savings

|
[
!

15 percent of the net benefits of the Power Credit
Single Family Home program.

Hi Shared savings

ey Edfimia
T Iy |I-II PET

Hawaiian Electric must meet four energy efficiency
targets to be eligible for incantives calculated hased
on net system benefits up to 5 percent.

SMK-ER4-75



Table 6-1. Examples of Utility Performance Incentive Mechanisms (continued)

Type of Utility Performance Details
Incentive Mechanism

IN Shared savings/rate of return | Southern Indiana Gas and Electric Company may earn

(utility-specific) up to 2 percent added ROE on its DSM investments if
performance targets are met with one percent pen-
alty otherwise.

KS Rate of return incentives 2 percent additional ROE for energy efficiency invest-
ments possible.

MA Performance target 5 percent of program costs are given to the distribu-
tion utilities if savings targets are met on a program-
by-program basis.

Multi-factor performance targets, savings,
value, and performance

MN Shared savings Specific share of net benefits based on cost-effective-
ness test is given back to the utilities. At 150 percent
of savings target, 30 percent of the conservation
expenditure budget can be earned.

Energy savings goal

MT Rate of return incentives 2 percent added ROE on capitalized demand response
programs possible.

NV Rate of return incentives 5 percent additional ROE for energy efficiency invest-
| ments.
NH Shared savings Performance incentive of up to 8 to 12 percent of

total program budgets for meeting cost-effectiveness

Savings and cost- effectiveness goals and savings goals.

RI Performance targets Five performance-based metrics and savings targets
by sector. Incentives from at least 60 percent of sav-

Savings and cost- effectiveness goals | ings target up to 125 percent

5C N/A i Utility-specific incentives for DSM programs allowed.

Notes For AZ, CT, BAA, MN, NV, NH, and A, see Kushler, Yark, and Wille, 2004
Far IN, K5, and SC, see Michigan PUC, 2003

far Bl wee Hawan PUC, 2007, Note that in a prior order the Hawar Commission ehminated specific shareholder incentives and fixed-cosl recovery
Hiwever, i the instant case, the cornmission was persuaded to provide a shared savings mcentive,

Vermont uses an efficency utiity, Elfioency Vermonl, 1o adrinister energy efficency programs While fiol a utility o a comventanal sense,
tfciency Vermont is eligible to recaive perlormance incentives.

6'2 .',.-.In-n--.-_- '.'-"‘;, e v wWith Ir it in Eneregy Efficior
. SMK-ER4 76




6.2 Performance Targets

Mechanisms that allow utilities to capture some portion
of net benefits typically include savings performance
targets. Incentives are not paid unless a utility achieves
some minimum fraction of proposed savings, and
incentives are capped at some level above projected
savings.! Several states have designed multi-objective
performance mechamsms Utilities in Connecticut, for
example, are eligible for “performance management
fees” tied to performance goals such as lifetime energy
savings, demand savings, and other measures. Incen-
tives are availlable for a range of outcomes from 70 to
130 percent of pre-determined goals. A utility s not
entitled to the management fee unless it achieves at
least 70 percent of the targets. After 130 percent of
the goals have been reached, no added incentive is
orovided. Over the incentive-eligible range of 70 to 130
percent, the utilities can earn 2 to 8 percent of total
energy efficiency program expenditures.

6.2.1 Case Study: Massachusetts

The Massachusetts Department of Telecormmunications
and Energy Order in Docket 98-100 (February 2000)
allows for performance-based performance incentives
where a distribution company achieves its "design” per-
formance level (i.e., the energy efficiency program per-
formance level that the distribution company expects to
achieve), The performance tiers are defined as follows:

1. The design performance level represents the level
of performance that the distribution utility expects
to achieve from the implementation of the energy
efficiency programs included in 1ts proposed plan.
The design performance level 1s expressed in terms
of levels of savings in energy, commodity, and
capacity, and in other measures of performance as
appropriate.

2. The threshold performance level (the minimum level
that must be achieved for 2 utility to be eligible for
an incentive) represents 75 percent of the utility's
design performance level.

3. The exemplary performance level represents 125
percent of the utility's design performance level.

For the distribution utilities that achieve their design
performance levels, the after-tax performance incentive
15 calculated as the product of:?

1. The average yield of the 3-month United States Trea-
sury bill calculated as the anthmetic average of the
yields of the 3-month United States Treasury bills 1s-
sued during the most recent 12-month period, or as
the anthmetic average of the 3-month United States
Treasury bill's 12-menth high and 12-month low, and

2. The direct program implementation costs.

A distribution utility calculates its after-tax performance
incentive as the product of:

1. The percentage of the design performance leve!
achieved, and

2. The design performance incentive level, provided
that the utility will earn no incentive if its actual per-
formance is below its threshold performance level,
and will earn no mere than its exemplary perfor-
mance level incentive even if its actual performance
is beyond its exemplary perfermance level.

In May 2007, the Massachusetts Department of Pub-
lic Utilities issued an crder approving NSTAR Electric's
Energy Efficiency Plan for calendar year 2006, filed with
the department in April 2006.4 NSTAR Electric’s utility
performance incentive proposal contains performance
categonies based on savings, value, and performance
determinants and allocates specific weights to each
category. For its residential programs, NSTAR Electnc
allocates the weights for its savings, value, and perfor-
mance determinants as follows: 45 percent, 35 percent,
and 20 percent, respectively. For its low-income pro-
grams, the weights are 30 percent, 10 percent, and 60
percent, respectively. And for its commercial and indus-
trial programs, NSTAR sets the weights at 45 percent,
35 percent, and 20 percent, respectively.”

NSTAR proposed an incentive rate equal to 5 percent {af-
ter tax) of net benefits, as opposed to the pre-approved

6-3
SMK-ER4-77



3-Month Treasury rate, and also requested that the
exemplary performance level be set at 110 percent

of design level for 2006 rather than the 125 percent
threshold set by the department. The department ac-
cepted both changes. With regard to the latter, the
department noted that the precision of performance
measurements had improved to the point that perfor-
mance could be forecast more accurately. Based on
these parameters, the company estimated 1ts annual
incentive would be $2.4 millon.®

6.3 Shared Savings

With a shared savings mechanism, utilities share the net
benefits resulting from successful implementation of en-
ergy efficiency programs with ratepayers, Implicitly, net
benefits are tied to the utility’s avoided costs, as these
costs determine the level of economic benefit achieved.
Therefore, the potential upside to a utility from use of a
shared savings mechanism will be greater in jurisdictions
with higher avoided costs.” Key elements in fashioning
a shared savings mechanism include:

= The degree of sharing {the percentage of net benefits
retained by a utility).

= The amount to be shared (maximum doltar amount of
the incentive irrespective of the sharing percentage}.

= The extent to which there are penalties for failing to
reach performance targets.

« The manner in which avoided costs are determined for
purposes of calculating net benefits.

= The threshold values above which the sharing will
begin.

6.3.1 Case Study: Minnesota

Minnesota Statute § 2168B.2418 requires Minnesota’s
energy utilities to invest In energy conservation im-
provement grograms (CIP) authonzed by the Minne-
sota Department of Commerce. Utllities are allowed to
recover their costs annually. Part of the CIP cost recov-
ery 15 achieved through a conservation cost recovery
charge (CCRC). If a utility's CIP costs differ from the

o-d

amount recovered through the CCRC, the utility can
adjust its rates annually through the conservation cost
recovery adjustment (CCRA). Utilities record CIP costs
in a "tracker” account. The Minnesota Public Utilities
Commission reviews these accounts before the utilities
are authorized to make adjustments to their rates. The
statute also authorizes the commission to provide an
mncentive rate of return, a shared savings incentive, and
lost margin/fixed Cost recovery.

The legislation describes the requirerments of an incentive
plan as follows:

Subd. &¢. Incentive plan for energy conservation

improvement

{a) The commission may order public utihties to develop and
submit for commission approval incentive plans that de-
scribe the method of recovery and accounting for utility
conservalion expenditures and savings In developing the
incentive plans the commission shall ensure the effective

involvernent of interested parties

(b) In approving incentive plans, the comrmssion shiall

consider:

{1} Whether the plan is likely to increase utility invest-

ment in cost-effective energy conservation.

(2) whether the plan s compatible with the interest of
ulity ratepayers and other interested parties

{3) Whether the pian links the incentive to the utiliys

performance in achieving cost-effective conservation.

(4) Whether the plan is in conflict with other provisions
of this chapter.

As explained in the Order Approving DSM Financial
Incentive Plans under Docket E, G-999/CI-98-1759,%
issued in April 2000, Minnesota Public Utilities Commiis-
sion convened a round table in December 1998 10 as-
sess gas and electric DSM efforts “to identify other DSM
programs and methodologies that effectively conserve
energy, to revaluate the need for gas and efectric DSM
financial incentives and make recommendations for
elimination or redesign.”

ottt s tanaan t
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In November 1999, a joint proposal for a shared savings
DSM financial incentive plan was filed with the commis-
sion. In the same month, each of the utlities filed their
proposed DSMI plans for 1999 and beyond.

The jointly proposed DSM finanaial incentive plan, which
formed the basis for individual utility plans, was intended to
replace the then current incentive plans. A primary char-
acteristic of the proposed plan was the method for deter-
mining a utllity’s target energy savings used to calculate
incentives. Each utility was subject to the same following
formula in determining the energy savings goal:

"..'("'i!'*._‘ W

where the statutory spending requirement is 1 percent
for electric 1I0Us (Xcel at 2 percent) and 0.5 percent for
gas utilities.

The utilities were required to show that their expendi-
tures resulted in net ratepayer benefits (utility program
casts netted against avoided supply-side costs). The net
benefits of achieving the specific gercentage of en-
ergy savings goals were calculated by determining the
utilities” avoided costs resulting from their actual CIP
achievement, then subtracting the CIP costs. A portion
of these benefits was given to the shareholders as an
incentive. The size of the incentive depended on the
percentage of the net benefits achieved. This percent-
age increased as the percentage of the goal reached
increased. At 90 percent of the goal, the utility received
no incentive. At 91 percent of the goal, a small percent-
age of its net benefits were given to the utility. Net ben-
efits, as menticned, depended on the utility’s avoided
costs, which vaned from utility to utility. In order to treat
all utihties equally, the percentage values were calcu-
lated such that at 150 percent of the goals, the utility's
Incentive was capped at 30 percent of its statutory
spending requirement.

In the April 7, 2000 order, the commuission found
that the plan was likely tc increase investment in
cost-effective energy conservation. The incentive
grew for each incremental block of energy savings.
No significant incentive was provided unless a utility

met or exceeded its expected energy savings at mini-
mum spending requirements. *° The mechanism was
designed such that if a utility's program was not cost-
effective (i.e., there were no net benefits), no incen-
tives were paid. As the cost-effectiveness increased, net
benefits and incentives increased accordingly.

The utilities make comphance filings on February 1 of
each year to demonstrate the application of the incen-
tive mechanism to a utility’s budget and energy savings
target.

The 2007 comphance filing'! of Northern States Power
Company (N5P), a wholly owned subsidiary of Xcel En-
ergy, offers useful insight into application of the electric
and gas incentive mechanism, in this case incorporating
goals and budgets approved in Novembxer 2006. Table
6-2 shows the basic calculation of net benefits, and
Table 6-3 shows the incentive amount earned by NSP at
different levels of program savings.

6.3.2 Case Study: Hawaiian Electric Company
(HECO)

In Order No. 23258, the Hawaii Public Utidities Commis-
sion approved HECO's proposed energy efficiency incen-
tive mechanism. The order sets four energy efficiency
goals that HECC must meet before being entitled to
any mncentive based on net system benefits (less pro-
gram costs). Only positive incentives are allowed; in
other words, once HECC meets and exceeds the energy
efficiency goals, it is entitled to the incentive, but if it
cannot achieve the goal, no penalties will apply.

The order details the approach as follows:

The DSM Utilty Incentive Mechanism will be calculated
based on net system benehts (less program costs),
limited to no more than the utility earnings opportuni-
ties foregone by implementing DSM programs in lieu
of supply-side rate based investments, capped at $4
million, subject to the following performance require-
ments and incentive schedule. As indicated In section
IINE.lc., supra, the commission is not requinng nega-
tive incentives. In order to encourage high achieve-
ment, HECO must meet or exceed the megawatt-hour
and megawatt Energy Efficiency goals for both the
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Table 6-2. Northern States Power Net Benefit Calculation

2007 Inputs

Approved CIP energy (kWh/MCF) 238,213,749 729,086
Approved CIP budget ($) 45,504,799 5,239,_5.57
Minimum spending?® ($) 42,147,472 3,718,065 =N
Energy savings @ 100% of goal® (kWh/MCF) 220,638,428 517,370

! Estimated net benefits® ($) 180,402,782 65,813,455
Net benefits @ 100% of gnaid (S) 167,092,732 46,702,175

(a) Statulory requirement tlectric 2 percent of gross operaling revenue Gas. 0.5 percent

(b} Energy savings at 100 percent of goal: (Mmimum Spending x Goal Erergy Savings) = Goal Spending

() Estimated et benehls are calculated lrom Lthe approved cost-benefit analysis in the 200/7/2008/2009 CIP tnenmal Plan. For electric, astimated net
benehts are egual Lo the sum of each program’s tolal avoided costs minus spending. For gas, the estimated nel benefit 1s equal to 1otal gas CIF rev-

enue requirements test NPV Tor 2007 as first and only year.

{d) Nel bengfits al 100 percenl ol goal = (Minimum Spending x Goal Net Benelils) + Gaoa! Spending.

Table 6-3. Northern States Power 2007 Electric Incentive Calculation

Electric Kilowatt-Hour Percent Estimataf:l EstimaFed
of Base Benefits Achieved Incentive
90% of goal !| 198,574,585 0.00% 150,383,459 0

100% of goal 220,638,428 ;;;;8% 167,092,732 1,404,916
110% of goal 242,702,270 1.6816% I 183,802,005 3,090,81 5I =

120% of goal 264,766,113 2.5224% i 200,511,278 5,057,697

130% of goal 286,829,956 3.3632% 217,220,552 7,305,562

| 140% of goal 308,893,799 4,.2040% 233,929,825 9,834,410

330,957,641 5.0448% 250,639,098 12,644,241

L 150% of goal

Source: Xcel Energy, 2006

6-6

tin Eneroyv Efficiency
SMK-ER4-80




commercial and industrial sector, and the residential
sector, established in section [ILA., supra, for HECO to
be eligible for a DSM utility incentive. If HECO fails to
meet one or more of its four Energy Efficiency goals,
see supra section lLA.8 , HECO will not be eligible to
receive a DSM utllity incentive. Upon a determination
that HECOQ is eligible for a DSM utility incentive, the
next step will be to calculate the percentage by which
HECO's actual performance meets or exceeds each of
its 'nergy Efficiency goals. Then, these four percentages
will be averaged to determine HECQ's “Averaged Aclual
Performance Above Goals ”

{Hawaii PUC, 2007)

The incentive allowed HECO (as a percentage of net
benefits) is a function of the extent to which the
company exceeds 1ts savings goals, as dlustrated by
Table 6-4.

The commission alse provided the following example to
illustrate how the mechanism works.

Assume that HECO’s 2007 actual total gross commergial
and industrial energy savings i1s 100,893 megawatt-
hours, HECO's 2007 actual total gross residential energy
savings is 50,553 megawatt-hours, HECQO's 2007 actual
total gross commercial ang industrial demand savings is
13.416 megawatts, and HECO's 2007 actual total gross
residential energy savings 15 14.016 megawatts.

(Hawaii PUC, 2007)

6.3.3 Case Study: The California Utilities

In September 2007, CPUC adopted a far-reaching util-
ity performance incentives plan that creates both the
potential for significant additions to utility earnings for
superior performance, and significant penalties for inad-
equate performance.

Under the plan, shareholder incentives are tied to utili-
ties” independently verified achievement of CPUC-estab-
lished savings goals for each three-year program cycle
and to the level of verified net benefits. Savings goals

Fero)y .r Hicier

Table 6-4. Hawaiian Electric Company
Shared Savings Incentive Structure

Averaged Actual DSM Utility Incentive

Performance % of Net System

Above Goals Benefits)
Meets goal 1%
Exceeds goal by 2.5% 2%
Exceeds goal by 5% 3%
Exceeds goal by 7.5% 4%
Exceeds goal by 10.0% 59
or more

have been established for kilowatt-hours, kilowatts,
and therms. To be eligible for an incentive, utilities must
achieve at least 80 percent of each applicable savings
goal.’? if utilities achieve 85 percent and up to 100
percent of the simple average of all applicable goals,
shareholders will receive a reward of 9 percent of vern-
fied net benefits.!? Achievement of over 100 percent
or more of the goat will yield a performance payment
of 12 percent of verified net benefits, with a statewide
cap of $450 million over each three-year program cycle.
Faillure to achieve at least &5 percent of goal will result
in performance penalties. Penalties are calculated as the
greater of a charge per unit {kilowatt-hour, kilowatt, or
therm} for shortfalls at or below 65 percent of goal, or
a dollar-for-dollar payback to ratepayers of any negative
net benefits. Total penalties also are capped statewide
at $500 million. A performance dead-band of between
65 percent and 85 percent of goal produces no per-
formance reward or penalty. Figure 6-1 and Table 6-6
illustrate the incentive structure.

For example, if utilities achieve the threshold 85 percent
of goal for the current 2006-2008 program period, and
total verified net benefits equal the estimated value

of $1.9 hillion on a statewide basis, the utilities would
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2007

Energy Efficiency Energy Goal

Table 6-5. lllustration of HECO Shared Savings Calculation

2007 Actual
Performance

| Actual Performance

Energy Efficiency | =, ve 2007 Goal

Savings (MWh) (MWh) (MWh) Goal Met? (%)
| Commercial and industrial
Total gross energy savings | 91,549 100,893 10.21% Yes
Residential
|
Total gross energy savings [ 50,553 50,553 | Yes 0%
Commercial and industrial
Total gross demand savings 13.041 13.416 Yes 2.88%
Residential I
Total gross demand savings 13.336 14.016 Yes 5.10%
Averaged actual performance 4559
above goals b
DSM utility incentive 20,
(% of net systern benefits) ; -

Source. Hawail PUL, 2007

receive 9 percent of that amount, or $175 million. If the
utilities each met 100 percent of the sawings goals, and
the estimated verified net benefit of $2.7 billion 15 real-
1zed, the earnings bonus would equal $323 miliion.

Rewards or penalties may be collected in three install-
ments for each three-year program cycle. Two interim
reward claims or penalty assessments will be made

6-8

basad on estimated performance and net benefits. The
third payment—a “true-up claim”—will be made after
the program cycle 1s complete and savings and net ben-
efits have been independently verified. Thirty percent of
each interim reward payment is withheld to cover po-
tential errors in estimated earnings calculations. Verified
savings will be based on independent measurement and
evaluation studies managed by CPUC.

et i Fneyry Hicienoy
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Figure 6-1. California Performance Incentive Mechanism Earnings/

Penalty Curve

Earnings capped at $450

A
miflion
Reward
0,
(% of PEB) ER = 12%
s e ——
i
ER = 9% {
I_|
| |
I |
- ——— ’ »
0% 65% 85% 100% % of CPUC goals
I
!
|
(Per unit Delow o ——
CPUC geal) 5¢/kwWh, $25/kW, 45¢/therm below penal o at $450
Penalty goals, or payback of negative net e':,.'a ty capped at
henefits (cost-effectiveness guarantee), mititon
whichever is greater
Earnings = ER x PEB
PEB = Performance Earnings Basis
ER = Earnings Rate (or Shared-5avings Rate)
¥

Source: CPUC, 2007.

CPUC alsc adjusted the basic cost-effectiveness calcu-
lations for purposes of determining net benefits. The
estimated value of the performance incentives must

be treated as a cost in the net benefit calculation, both
during the program planning process to determine

the overall cost-effectiveness of the utilities’ energy
efficiency portfolios, and when the value of net benefits
is calculated for purposes of reward determinations
subsequent to program implementation.

The commission devoted a significant portion of its
order to the fundamental issues surrounding utility

perfermance incentives—whether and why a utility
should earn rewards for what are essential expenditures
of ratepayer funds; the basis for determining the magn-
tude of the shareholder rewards; and the relationship
between relative reward levels and perfermance. CPUC
ultimately concluded that incentives were appropriate
and necessary to achieve the ambitious energy effi-
clency geals the utilities had been given. The rewards at
high levels of goal attainment were set to be generally
reflective of earnings from supply-side investments fore-
gone due to implementation of the energy efficiency
programs.
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Table 6-6. Ratepayer and Shareholder Benefits Under California’s Shareholder
Incentive Mechanism (Based on 2006—-2008 Program Cycle Estimates)

Verified Savings %

Total Verified Net

Shareholder Earnings

Ratepayers’ Savings

of Goals Benefits
125% $2,919 $450 cap $3.469
120% $3,673 $441 $3,232
115% $3.427 $411 $3.016 ]
110% ___$3,181 $382 $2,799
| 105% $2,935 $352 $2,583
E 100% $2,689 $323 $2.366
; 95% $2,443 $220 $2.223
= 90% $2,197 $198 } U-d_$1,999
85%_F $1,951 3176 $1.775
80% _$1,705 $0 $1,705
75% $1,459 $0 $1,459
70% —_;1,;?;-_ $0 $1,213
65% $967 ($144) $1,111
60% $721 ($168) = $889
55% $475 ($199) E $;74ﬂ_ _
: 50% $228 ($239) $467 Ly
45% ($18) ($276) B _ $258
40% ($264) ($378) ey $114
35% ($510) {$450) cap ($60) |
Source: CPUC, 2007, .
= R




Finally, the structure of what the commission termed
the "earnings curve,” showing the relationship between
goal achievement and reward and penalty levels, was
fashioned to achieve a reascnable balance between
opportunity for reward and risk for penalty. And al-
though potential penalties are significant, even in cases
in which programs deliver a net benefit (but fail to meat
goal), CPUC found that utilities have sufficient ability

to manage these nisks, such that penalties can reason-
ably be associated with nonperformance as opposed to
uncontrollable circumstances. This last point has been
contested. Utilities are subject to substantial evaluation
nsk in the final true-up claim. An evaluator's finding
that per-unit measure savings or net-to-gross ratios'
were significantly lower than those estimated ex ante
{thus significantly lowering system net benefits) could
result in utilities having to refund interim performance
payments, which are based on estimates of net ben-
efits. While utilities have some control over net-to-gross
ratios through program design, there is considerable
debate over the reliability of net-to-gross calculations,
and even if utilities attempt to monitor the level of free
ridership in a program, the final findings of an indepen-
dent evaluator are unpredictable.

6.4 Enhanced Rate of Return

Under the bonus rate of return mechanism, utilities are
allowed an increased return on investment for energy
efficiency investments or offered a bonus return on total
equity investment for superior performance. A numher
of states allcwed an increased rate of return on energy
efficiency-related investments starting in the 1980s. In
fact, the majority of the states that allowed or required
ratebasing or capitalization also allowed an increased
rate of return for such investments, For example,
Washington and Montana allowed an additional 2
percent return for energy efficiency investments, while
Wisconsin adepted a mechanism where each additional
125 MW of capacity saved with energy efficiency yield-
ed an additional 1 percent ROE. Connecticut autherized
a 1 to 5 percent additional return (Reid, 1988).

Although a bonus rate of return remains an option

“on the books” in a number of states, it is seldom
used, largely because capitalization of efficiency in-
vestments has fallen from favor. The most often-cited
current example of a bonus return mechanism, and the
only one applied to a utility with significant efficiency
spending, 15 found in Nevada. The Nevada approach,
described earlier, allows a bonus rate of return for DSM
that is 5 percent higher than authorized rates of return
for supply investments. The earher discussion cited the
concerns raised by some that this mechanism does not
provide an ncentive for supenior performance.

6.5 Pros and Cons of Utility
Performance Incentive
Mechanisms

Shared sawings and performance target incentive
mechanisms are similar, in that both tie an incentive to
achievement of some target level of performance. The
two differ in the specific nature of the target and the
base upon which the incentive is calculated. The applhi-
cation of each mechanism will differ based on regula-
tors’ decisions regarding the specific performance target
levels; the relative share of incentive base available as
an incentive; the maximum amount of the incentive;
and whether performance penalties can be imposed {(as
opposed to simply failing to earn a performance incen-
tive). Whether an incentive mechanism 1s implemented
will depend on how regulators balance the value of the
mechanism in incenting exemplary performance against
the cost to ratepayers and arguments that customers
should not have to pay for a utility that simply comglies
with statutory or regulatory mandates. A bonus rate of
return mechanism also can include performance mea-
sures (those applied in the late 1980s and early 1990s
cften did}, but may not, as in the Nevada example.
Table 6-7 summarizes the major pros and cons of per-
formance incentive mechanisms as a whole.
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Table 6-7. Pros and Cons of Utility Performance Incentive Mechanisms

= Provide positive incentives for utility investment in energy efficiency programs.

= Policy-makers can influence the types of program investments and the manner in which they are implement-

ed through the design of specific performance features.

= Typically requires post-implementation evaluation, which entails the same issues as cited with respect to fixed-
cost recovery mechanisms.

= Mechanisms without performance targets can reward utilities simply for spending, as opposed to realizing

savings.

= Mechanisms without penalty provisions send mixed signals regarding the importance of performance.

= [ncentives will raise the total program costs borne by customers and reduce the net benefit that they

otherwise would capture.

6.6 Notes

Performance targets can include metrics beyond energy and de-
mand savings; installauens of eligible equipment or market share
achieved for certain products such as those bearing the ENERGY
START™ [alel.

Department of Telecommurications and Energy on its Own
Motion to Establish Methods and Procedures to Evaltiate and
Approve tnergy Flficiency Programs, Pursuant to G.L. ¢ 25, §
19and ¢ 254, § 110, found at, <www mass.gov/Eoca/docs/dte/
glectng/98- 100/ inalguidelinesorder.pdfs.

The following 15 quoted from Investigation by the Department of
Telecommunications and Enerqy on its own maotion 1o estab-

lish methods and procedures to evaluate and approvi: energy
efficiency programs, pursuant to G.L . 25, § 19 and ¢. 25A, §
116G, found at «www.mass. gov/Eoca/ducy/dte/electric/98-100/
finalguidelinescrder.pdf>

Final Order in D TE/D.RU Docket 06-45, Petition of Boston
Edison Company, Cambnidge Efectric Light Company, and Com-
manwealth Electric Company, dib/a NSTAR Electiic, Pursuant to
GL ¢ 25 §1%and G.L ¢ 254, § 11G, for Approval of its 2006
Energy Efficiency Plan, Found at «www.mass.govw/Eoca/docs/dte/
electric/06-45/5807dpuorder.pdf>.

lbid, page 9
Ibid, page 10.

Avoided costs are the costs thal would otherwise be incurred
by a utility 1o serve the lcad that is avoided due to an energy

13.

efficiency program. Histoncally, these costs were determined
administratively according to specified procedures approved by
regulators, This is still the predominant approach, althcugh some
junsdictions now use wholesale markel costs to represent avaided
costs. This Report will not address the dervation of these costs in
detail, but note that the level of avoided costs 1s extremely impar-
tant in determining energy efficiency program cost-effectivensas
and can be the subject of substantial debate.

Minnesota Statute 2168.241, 2006, found at <www.revisor leg.sta
te.mn.us/bin/getpub.pho?type=s&year=current&num=2168.241>.

Order Approving Demand-Side Management Financial incentive
Plans, Docket No, E,G-999/CI-98-1759, April /7, 2000, ac-
cessed al <https:/Avww.edockets state mnousTRling/Showkile
do?DocNumber=822257>.

.loid, page 16

. Xcel energy Compliance Filing 2007 Electinc and Gas CIP Incen-

tive Mechanisms, Docket E,G-929/C1-9R-1759, February 1, 2007,
accessed at <https/Awww.edockets.state.mn us/EFling/ShowFile
do?DocNumber=3761385>.

PG&E and SDGAE must meet therm, kilowatt-hour, and kilowatt
goals, SCE must meet kilowatt-hour and kilowatt goals; and
Southern Caltfornia Gas faces only a therm noal.

Southern California Gas need only meet the 80 percent minimurm
therm savings thresnoid to be eligible for an incentive.

. The net-to-gross ratio 1s a measurement of program free ridership

Free riders are program participants who would have taken the
program’s intended action, even in the absence of the program.
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7: Emerging Models

This chapter examines two new models currently being explored to address the basic financial effects
associated with utility energy efficiency investment. The first model has been proposed as an alternative
comprehensive cost recovery and performance incentive mechanism. The second represents a fundamen-
tally different approach to funding energy efficiency within a utility resource planning and procurement

framewaork.

7.1 Introduction

Although the details of the policies and mechanisms de-
scribed above for addressing the three financial effects
continue to evolve in jurisdictions across the country,
the basic classes of mechanisms have been understood,
applied, and debated for more than two decades. Most
junisdictions currently considering policies to remove
financial disincentives to utility investment in energy ef-
ficiency are considering one or maore of the mechanisms
described earlier. However, new models that do not fit
easily within the traditional classes of mechanisms are
now Leing considered.

7.2 Duke Energy’s Proposed
Save-a-Watt Model

The persistent and sometimes acrimonious nature of the
debate over the proper approach to removing disincen-
tives, combined with a sense that the energy efficiency
investment environment is on the threshold of funda-
mental change, has led some to search for a new way
to address the investment disincentive. Although no
approach has yet been adopted, an intriguing proposal
has emerged from Duke Energy in an energy efficiency
proceeding in North Carolina.! Duke's energy efficiency
investment plan includes an energy efficiency rider that
encapsulates program cost recovery, recovery of lost
margins, and shareholder incentives into one concep-
tually simple mechanism keyed to the utility’s avoided

cost. The approach s an attempt to improve upon previ-
ous methods with a more streamlined and comprehen-
sive mechanism.

The energy efficiency rider support:ng Duke’s proposal
is based on the notion that if energy efficiency 1s to be
viewed from the utility's perspective as equivalent to

a supply resource, the utility should be compensated
for its investment in energy efficiency by an amount
roughly equal to what 1t would otherwise spend to
build the new capacity that is to be avoided. Thus,

the Duke proposal would authorize the company “to
recover the amortization of and a return on 90% of the
costs avoided by producing save-a-watts” (Duke Energy,
2007, p. 2}. There 15 no explicit program cost recovery
mechanism, no lost margin recovery mechanism and no
shareholder incentive mechantsm—all such costs and
incentives would be recovered under the 90 percent of
avoided cost plan. According to Duke, this structure cre-
ates an explicit incentive tc design and deliver pregrams
efficiently, as doing so will minimize the program costs
and maximize the financial incentive received by the
company. This mechanmism would apply to the full Duke
demand-side portfolio, including demand-response
programs.

The Duke proposal includes one element that is often
not addressed explicitly in other cost recovery and in-
centive mechanisms, but has significant implications. A
number of states have, for a variety of reasons, exclud-
ec demand response from incentive mechanisms. This
becomes an 1ssue insofar as demand response programs
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typically cost consigerably less on a per-kilowatt basis
than energy efficiency, and thus could yield substantial
margins for the company under a cost recovery and
Incentive mechanism that pays on the basis of avoided
cost. Currently available information on the proposal
does not provide a basis for evaluating how significant
an 1ssue this might be (e.g., what porticn of the total

portfolio’s impacts 1s due to demand response programs

contained therein).

The proposed rider is to be implemented with a bal-

ancing mechanism, including annual adjustments for
changes in avoided costs going forward, and to en-

sure that the company is compensated only for actual
energy and capacity savings as determined by ex post
evaluation. However, the nder is set nitially based on
the company's estimate of savings, and the company

Where:

EEA = Energy efficiency adjustment, expressed in $/kWh

AC = Avoided cost revenue requirement
|

BA = Balance adjustment (true-up amount)

EEA = (AC + BA) = sales

acknowledges that meaningful evaluation cannot oc-
cur until implementation has been underway for some
time. For example, at least one year's worth of program
data is required to enable valid samples to be drawn.
Drawing the samples, performing data collection, and
conducting analysis and report preparation can then
take another six months or more. Duke’s filing suggests
that true-up results may lag by about three years (Duke
Energy, 2007, note 4, p. 12).

The basic mechanics of the energy efficiency rider are
as follows. The calculations are performed by customer
class, consistent with many recovery mechanisms that,
for equity reasons, aliocate costs to the classes that ben-
efit directly from the investments. The nomenclature for
the class allocation has been omitted here for simplicity.

AC = (ACC + ACE) x 0.90

Where:
ACC = Avoided capacity cost revenue requirement

AEC = Avcided energy cost revenue requirement

ACC =DC + (ROE x ACI) :;_u-mmed over eacﬂintage year, meés.ure?@rngram

Where:

AC| = Present value of the sum of annual avoided capacity cost (AACT), less depreciation

DC = Depreciation of the avoided cost investment

ROE = Weighted return on equity/1-effective tax rate

AACT = P'[iku; x AACSIkwmar l:-f-::-r each vintage yarfl

Where:

PD = Projected demand impacts for each measure/program by vintage year

AAC = Annual avoided costs per year, including avoided transmission costs

1-2
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ACE = DE + (ROE x AEl)
| Where:

DE = Depreciation of the avoided energy investment

AE| = Present value of the sum of annual avoided energy costs (AAET), less accumulated depreciation

‘ AAET = PE, . % AECg i vear (fOT €ach vintage year)
Where:

PE = Projected energy impacts by measure/program by year

AEC = Annual energy avoided costs, calculated as the difference between system energy costs with and without

the portfolio of energy efficiency programs.

The mechanism’s adjustment factor (BA from the first equation) addresses the true-up and is calculated as follows:

BA = AREP - RREP
Where:

| AREP = Actual revenues from the evaluation period collected by the mechanism (90 percent of avoided cost)

RREP = Revenue reguirements for the energy efficiency programs for the same period

which the evaluation results apply.

All variables apply to and all calculations are performed over the "evaluation period” which is the time period to

AREP = EE x AKWH = RREP
Where:

EE = The rider charge expressed in cents/kWh

AKWH = Actual sales for the evaluation period by class

L ™
RREP = 90% = [(ACC = (AD/PD)] + [AEC x (AE/PE)]
Where:

ACC = Avoided capacity revenue requirement for the evaluation period
AD = Actual demand reduction for the period hased on evaluation results
PD = Projected demand reduction for the same period

AEC = Avoided energy revenue requirement for the period

AE = Actual energy reduction for the period based on evaluation results

PE = Projected energy reduction for the period.
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If evaluated savings {in kilowatt-hours and kilowatts)
equal planned savings over the relevant period, then
there 15 no adjustment.

Avoided costs are administratively determined in accor-
dance with Nerth Carclina rules, where avoided costs
(both capacity and energy) are calculated based on the
peaker methodology and are approved by the North
Carolina Utilities Commussion on a biannual basis {per-
sonal communication with Rarford Smith, Duke Energy,
May 25, 2007).

[t is important toc emphasize that Duke's energy ef-
ficiency rider has only recently been filed as of this
writing, and the regulatory review has only just begun.
The proposal clearly represents an innovation in thinking
regarding elimination of financial disincentives for utili-
ties, and it has intuitive appeal for its conceptual sim-
plicity. The Save-a-Watt rider does represent a distinct
departure from cost recovery and shareholder incen-
tives convention. In its attempt to address the range of
financial effects described above in a single mechanism,
the rider requires a number of detailed calculations,
and estimating the amount of money to be recovered 15
complicated.

7.3 ISO New England’s Market-
Based Approach to Energy Effi-
ciency Procurement

The development of organized wholesale markets that
allow participation from providers of [oad reduction cre-
ates both an alternative source of funding for energy ef-
fictency projects and a source of revenue that potentially
could be used to provide financial incentives for energy
efficiency performance.

ISO New England, New England’s electricity system
operator and wholesale market administrator, is imple-
menting a new capacity market, known as the forward
capacity market (FCM), The FCM will, for the first
trme, permit all demand resources to participate in the
wholesale capacity market on a comparable basis with

74

traditiona! generation resources. Demand resources,

as defined by I1SO New England's market rules, include
energy efficiency, load management, real-time de-
mand response, and distributed generation. An annual
forward capacity auction would be held to procure
capacity three years in advance of delivery. This three-
year window provides developers with sufficient time
to construct/complete auchon-clearing projects and to
reduce the nsk of developing new capacity. All capacity
providers receive payments during the annual commit-
ment period based upon a single clearing price set in
the forward capacity auction. in return, the providers
commit to providing capacity for the duration of the
commitment penod by producing power (if a generator)
or by reducing demand (if a demand resource) during
specific performance hours {typically peak load hours
and shortage hours—hours in which reserves needed
for rehable system operation are being depleted)
(Yoshimura, 2007, pp. 1-2).

This system creates two revenue pathways. First, non-
utility providers of demand reduction, such as energy
service companies, municipalities, and retail customers
{perhaps through aggregators), could receive a stream
of revenues that could help finance incremental energy
efficiency projects. Second, utilities in the region could
bid the demand reduction associated with energy ef-
ficiency programs that they are implementing. The rev-
enues received by utilities from winning bids cculd be
handled in a variety of ways depending on the policy of
their state regulators. Traditionally, any revenues earned
from these programs would be credited against the util-
ities” jurisdictional revenue reguirement. This approach
assumes the programs were funded by ratepayers and
therefore, that the benefits from these programs should
accrue to ratepayers. However, several alternatives exist
to this approach:?

* Allow revenues earned from winning bids to be
retained by the utilities as financial incentives. Rather
than having ratepayers directly fund a performance
incentive program, as is typically dene, state regula-
tors could allow utilities to retain some or all of the
funds received from the capacity auction as a reward
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for performance and inducement to implement effec-
tive programs that reduce system peak load.

= Reguire that some or all of the revenues earned be
applied to the expansion of existing programs ar
develcprnent of new programs.

» Require that the jurisdicticnal costs of energy efficien-
cy programs be offset by revenues earned from the
auction, resulting in a rate decrease for jurisdictional
customers.

The 1SO New England forward capacity auction 15 1n its
very early stages. The initial "show-of-interest” solicita-
tion produced almost 2,500 MW of additional demand
reduction potential, of which almost half was in the
form of some type of energy efficiency. Abcut 80 per-
cent of the capacity was proposed by non-utility entities
{Yoshimura, 2007, p. 4).

While this model represents a new source of revenue

to fund energy efficiency investments, 1t also presents

a novel way to capture value from energy efficiency
programs by virtue of their ability to reduce wholesale
power costs. Increasing the supply of capacity that is
bid into the auction, particularly from lower-cost energy
efficiency, would likely result in a lower market clearing
price for capacity resources, which would lower overall
regional capacity costs.

However, whether this model becomes a significant
source of revenue to support utility energy efficiency
pregrams is not yet known at this time. Successful

implementation of an FCM that ailows energy efficiency
resources to participate requires that the control area
responsible for resource adequacy develop ngorous

and complex rules to ensure that the impacts of energy
efficiency programs on capability responsibility are real
and are not double-counted. Adcitionally, using a re-
gional capacity market to fund energy efficiency results
in all consumers of electricity within the region paying
for energy efficiency programs implemented in the
region. Accordingly, pclicy-makers in the region must be
prepared for the potential shifting of energy efficiency
program cost recavery from junsdictional ratepayers to
all ratepayers in the region. State regulatory policy with
respect to the treatment of revenues earned in whole-
sale markets may or may not provide an incentive for
utilities to increase the amount of energy efficiency in
response to these markets. Finally, the model works only
where there are organized wholesale markets that in-
clude a capacity market. Currently, much of the country
operates without a capacity market.

7.4 Notes

1. The information in this chapter is drawn largely from the Ap-
plication of Duke Energy Carolinas, LLC for Approval of Save-a-
wWatl Approach, Energy Efficiency Rider and Portfolio of Energy
Efficiency Programs

2. Note thal these alternalives are not mutually exclusive.

7-5
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Final Thoughts—
= Getting Started

This final chapter provides seven lessons for policy makers to consider as they begin the process of better
aligning utility incentives with investment in energy efficiency.

8.1 Lessons for Policy-Makers

The previous four chapters described a variety of op-
tions for addressing the barriers to efficiency investment
through program cost recovery, lost margin recovery and
performance incentive mechanisms. Chapter 2 under-
scored the princile that it 1s the combined effect of cost
and incentive recovery that matters in the elimination of
finanaal disincentives. There is no single optimal solution
for every utility and jurisdiction. Context matters very
much, and 1t 15 less important that a jurisdiction address
each financial effect than that it crafts a solution that
leaves utility earnings at least at pre—energy efficiency
program implementation levels and perhaps higher.

The history of utility energy efficiency investment is rich
with examples of how regulatory commussions and the
governing bodies of publicly and cooperatively owned
utilities have explored their cost recovery policy options.
As these options are reconsidered and reconfigured in
light of the trend toward higher utllity investment in
energy efficiency, this experience yields several lessons
with respect to process.

1. Set cost recovery and incentive policy based
on the direction of the market's evolution. No
policy-maker sets a course by looking over his or her
shoulder. Nevertheless, there is a natural tendency to
project onto the future what seems most comfortable
today. The rapid development of technclogy, the likely

integration of energy efficiency and demand response,

the continuing evolution of utlity industry structure,
the likelihocd of broader action on climate change,
and a wide range of other uncertainties argue for cost
recovery and incentive policies that can work with
intended effect under a vanety of possible futures.

2. Apply cost recovery mechanisms and utility per-
formance incentives in a broad policy context.
The policies that affect utility investment in energy
efficiency are many and varied, and each will control,
to some extent, the nature of financial incentives and
disincentives that a utility faces. Policies that could im-
pact the design of cost recovery and incentive mecha-
nisms include those having to do with rate design
(PBR, dynamic pricing, SFV designs, etc.); non-CG,
environmental controls such as NO,, cap-and-trade ini-
tiatives; broader clean energy and distributed energy
development; and the development of more ligud
wholesale markets for load reduction programs.

3. Test prospective policies, Cost recovery and incen-

tive discussions have tended toward the conceptual.
What is appropriate to award and allow? Is it the
utilities’ responsibility to invest in energy efficiency,
and do they need to be rewarded for doing so?
Should revenues be decoupled from sales? All ques-
tions are appropriate and yet at the end of the day,
the answers tell policy-makers very little about how

a mechanism will impact rates and earnings. This
answer can only come from running the numbers—
test driving the policy—and not simply under the
standard business-as-usual scenario. Business is never
"as usual,” and a sustainable, durable policy requires
that it generate acceptable outcomes under unusual
circumstances. Coemplex mechanisms that have many
moving parts cannot easily be understood absent
simulation of the mechanisms under a wide range

of conditions. This is particularly true of mechanisms
that rely on projections of avoided costs, prices, or
program impacts.
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Policy rules must be clear, Earlier chapters of this
Report describec the relationship between perceived
financial risk and utility disincentives to invest In en-
ergy efficiency. This nisk is mitigated in part by having
cast recovery and incentive mechanisms in place, but
the effectiveness of these mechanisms depends very
much on the rules governing their application. For
example, review and approval of energy efficiency
program budgets by regulators prior to implemen-
tation provides utiiities with greater assurance of
subsequent cost recovery. Alternatively, spelling out
what 1s considered prudent in terms of planning

and investment can hetp allay concerns over post-
implementation disallowances. Similarly, the criteria/
methods to be applied when reviewing costs, recov-
ery of lost margins, and clamed incentives should

be as specific as possible, recognizing the need to
preserve regulatory flexibility. Where possible, the
values of key cost recovery and incentive variables,
such as avorded costs, should be determined in other
appropriate proceedings, rather than argued in cost
recovery dockets. Although this clear separation

of issues will not always be possible, the principal
focus of cost recovery proceedings should be on (1)
whether a utility adhered to an approved plan and,

if not, whether it was prudent in diverging, and (2)
whether costs and incentives proposed for recovery
are properly calculated.

. Collaboration has value. Like every 1ssue involving

utility costs of service, recovering the costs associ-
ated with program implementation, recovering lost
margins/fixed costs, and providing performance
incentives will involve determinations of who should
pay now much. These decisions invariably will draw
active participation from a variety of stakeholders
Key among these are utilities, consumer advocates,
environmental groups, energy efficiency proponents,
and representatives of large energy consumers.
Fashioning a cost recovery and incentives policy will
be challenging. The most successful and sustainable
cost recovery and incentive policies are those that (1)
were based on a consultative process that includes
broad agreement on the general aims of the energy

efficiency investment paolicy, and (2} are based on
legislative enactment of clear requlatory authonty to
implement the policy.

6. Flexibility is essential, Most of the states that have

had significant efficiency investment and cost recov-
ery policies in place for more than a few years have
found compelling reascns to modify these policies

at some point. Rather than indicating policy incon-
sistency, these changes most often reflect an institu-
tional capacity to acknowledge either weaknesses in
existing approaches or broader contextual changes
that render prior approaches ineffective. Minnesota
developed and subsequently abandoned a lost mar-
gin recovery mechanism after finding that its costs
were too high, but the state replaced the mechanism
with a utility performance incentive policy that ap-
pears to be effective in addressing barners to invest-
ment. California adopted, abandoned, and is now
set to again adopt performance incentive mecha-
nisms as (t responds to broader changes 1n energy
market structure and the role of utilities in promoting
efficiency. Nevada adopted a bonus rate of return for
utiity efficiency investments and is now reconsider-
ing that policy in the context of the state’s aggressive
resource portfolio standard. Policy stability is desir-
able, and changes that suggest significant impacts
on earn:ngs or prices can be particularly chalienging,
but it is the stability of impact rather than adherence
to a particular model that is important in adcressing
financial disincentives to invest.

. Culture matters. One important test of a cost

recovery and incentives policy IS its impact on cor-
porate culture. A policy providing cost recovery is an
essential first step in removing financial disincentives
associated with energy efficiency investment, but it
will not change a utility's core business model. Earn-
Ings are still created by investing in supply-side assets
and selling more energy. Cost recovery, plus a policy
enabling recovery of lost margins might make a util-
ity indifferent to selling or saving a kilowatt-hour or
therm, but still will not make the business case for
aggressive pursuit of energy efficiency. A full comple-
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ment of cost recovery, lost margin recovery, and
performance incentive mechanisms can change this
maodel, and fTikely will be needed to secure sustain-
able funding for energy efficiency at levels necessary
to fundamentally change resource mix.

As utihty spending on energy efficiency programs rises
to historic levels, attention increasingly falls on the poii-
cies in place to recover program costs, recover potential
lost margins, and provide performance incentives. These
policies take on even greater importance if utiities are
expected to go beyond current spending mandates
and adopt investment in customer energy efficiency as
a fundamental element of their business strategy. The
financial implications of utility energy efficiency spend-
ing can be significant, and failure to address them
ensures that at best, utilities will comply with policies
requiring their involvement in energy efficiency, and

at worst, 1t could lead to ineffective programs and lost
opportunities.

This paper has outlined the financial implications sur-
rounding utility funding for energy efficiency and the
mechanisms availlable for addressing them, with the

intent of supporting policies that align utility financial
incentives with investment in cost-effective energy ef-
ficiency. The variety of policy options is testament to
the creativity of state policy-makers and utilities, but as
pressure for higher efficiency spending ievels increases,
the volume of the debate surrounding these options
also increases. To a great extent, the debates revolve
around the basic tenets of utility requlation. Some effi-
CIency Cost recovery, margin recovery, and performance
incentive mechanisms imply changes in the approach to
utility reguiation and ratemaking.

Building the consensus necessary to support significant
ncreases in utility administration of energy efficiency
will require that these tenants be revisited. If state and
federal policy-makers conclude that utilities should play
an increasingly aggressive role in promoting energy ef-
ficiency, adaptations to these tenants to accommodate
this role will need to be explored. An important first
step may be building a commaon understanding around
the financial implications of utility spending for efficien-
cy, including development of a consistent cost account-
ing framework and terminology.
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Appendix
B: Glossary

Decoupling: A mechanism that weakens or eliminates
the relationship between sales and revenue (or more
narrowly the revenue collected to cover fixed costs) by
allowing a utility to adjust rates to recover authorized
revenues independent of the leve| of sales,

Energy efficiency: The use of less energy to provide
the same or an improved level of service to the energy
consumer 1n an economically efficient way. “Energy
conservation” is a term that has also been used, but it
has the connotation of doing without in order to save
energy rather than using less energy to perform the
same or better function.

Fixed costs: Expenses incurred by the utility that do not
change in proportion to the volume of sales within a
relevant time period.

Lost margin: The reduction in revenue to cover fixed
costs, ncluding earnings or profits in the case of
investor-owned utilities. Similar to lost revenue, but
concerned only with fixed cost recovery, or with the
opportunity costs of iost margins that would have been
added to net income or created a cash buffer in excess
of that reflected in the last rate case.

Lost revenue adjustment mechanisms: Mechanisms
that attempt to estimate the amount of fixed cost or
margin revenue that is "lost” as a result of reduced
sales. The estimated lost revenue is then recovered
through an adjustment to rates.

Performance-based ratemaking: An alternative to
traditional return on rate base regulation that attempts
to forego frequent rate cases by allowing rates or
revenues tc fluctuate as a function of specified utility
performance against a set of benchmarks.

Program cost recovery: Recovery of the direct costs
associated with program administration (including
evaluation), implementation, and incentives to program
participants.

Shared savings: Mechanisms that give utilities the
opportunity to share the net benefits from successful
implementation of energy efficiency programs with
ratepayers.

Return on equity: Based on an assessment of the
financial returns that investors in that utility would ex-
pect to receive, an expectation that is influenced by the
perceived riskiness of the investment.

Straight fixed-variable: A rate structure that allocates
all current fixed costs to a per customer charge that
does not vary with consumption.

System benefits charge: A surcharge dictated by stat-
ute that 1s added to ratepayers’ bills to pay for energy
efficlency programs that may be administered by utilities
or other entities.

Throughput incentive: The incentive for utilities to
promote sales growth that is created when fixed costs
are recovered through volumetric charges. Many have
dentified the throughput incentive as the primary bar-
rner to aggressive utility investment in energy efficiency.
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Appendix Sources for
: Policy Status Table

This appendix provides specific sources by state for the status of energy efficiency cost recovery and
incentive mechanisms provided in Tables ES-1 and 1-2.

Table C-1. Policy Status Table

States Sources

Ack Arizona Cerparaticn Commission, Decision Nos. 67744 and 69662 in docket
O E-01345A-05-0816
calif ¥ ‘ 2001 California Public Utilities Code 739.10. D.04-01-048, D.04-03-23,
Sarsho D.04-07-022, D.05-03-023, D.04-05-055, D.05-05-055
|' House Bill 1037 (2007) authorizes cost recovery and performance incentives for
Colorado it
both gas and electric utilities
Connecticut | 2005 Energy Independence Act, Section 21
District of Columbia Code 34-3514
=== = |
Florida Florida Administrative Code Rule 25-17.015(1)
Hawaii Docket No. 05-0069, Decision and Order No. 23258
Idaho Idaho PUC Case numbers IPC-E-04-15 and IPC-E-06-32
llinois lllinois Statutes 20-687.606
Indiana Case-by-case
| = _
lowa lowa Code 2001: Secticn 476.6; 199 lowa Administrative Ccde Chapter 35
Kentucky Kentucky Revised Statute 278.190
Maine Maine Statue Title 35-A

National Action Flan for Eneray Efficiericy endix C-1
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Table C-1. Policy Status Table (continued)

States

Sources

Massachusetts D.T.E. 04-11 Order on 8/19/2004
Minnesota i Statutes 2005, 216B.24 1 -
Montana Montana Cod_e;r:n;tated 69.8.402
Nevada Administrative Code 704.9523 _ |

| MNevada

New Hampshire

Order 23-574, 2000. Statues Chapter 374-F:3

| New Jersey N.J.S.A. 46:3-60
New Mexico New Mexico Statues Chapter 62-17-6
I —_— -
Case 05-M-0900, in the Matter of the System Benefits Charge lit, Order Continuing the
New York

System Benefits Charge (SBC)

North Carolina

Order on November 3, 2005 Docket G-21 Sub 461

Ohio

Case-by-case

——
| Oregon

Order 02-634

Rhode Island

Rhode Island Code 39-2-1.2

<wwwy.rapenline.org/showpdf.asp?PDF_URL=%22/pubs/irpsurvey/irput? pdf%22 and

|
Utah Questar Order>
Washington Case-by-case
Wisconsin Wisconsin Statute 16.957.4
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Appendix
D: Case Study Detail

This appendix provides additional detail on the lowa and Florida case studies discussed in this Report.

D.1 lowa

199 lowa Administrative Code Chapter 35! specifies the
application of the cost recovery rider,

Energy efficiency cost recovery (ECR) factors, must be
calculated separately for each customer or group ¢las-
sification. ECR factors are calculated using the following
formula:

ECR factor = ([PAC) + (ADPC x 12) + {(ECE) + A¥ASU

where:

= The ECR factor is the recovery amount per unit of
sales over the 12-month recovery period.

= PAC is the annual amount of previously approved
costs from earlier ECR proceedings, until the previ-
ously approved costs are fully recovered.

= CCE is the estimated contemporaneous expenditures
tc be incurred during the 12-month recovery period.

= “A” is the adjustment facter equal to over-cellections
or under-collections determined in the annual recon-
ciliation, and for adjustments ordered by the board in
prudence reviews.

= ASU is the annual sales units estimated for the
12-month recovery period.

= ADPC is amortized deferred past cost. It 1s calculated
as the levelized monthly payment needed to provide
a return of and on the utility's deferred past costs
(DPC). ADPC is calculated as:

ADPC = DPC [r{1+rin] = [{(T+rin =1

inal Action Flan for Energy Efficier

where:

= DPC is deferred past costs, including carrying charges
that have not previously been approved for recovery,
until the deferred past costs are fully recovered.

= nis the length of the utility's plan in months.

» 115 the applicable monthly rate of return calculated as
ro= (1+RY'2 -1 or
r = R/12if previously approved

= Ris the pretax overall rate of return the board held
Just and reasonable n the utility’s most recent general
rate case involving the same type of utility service. If
the board has not rendered a decision in an apphca-
ble rate case fer a utility, the average of the weighted
average cost rates for each of the capital structure
cemponents allowed in general rate cases within the
preceding 24 months for lowa utilities providing the
same type of utility service will be used to determine
the applicable pretax overall rate of return.

D.2 Florida

The procedure for conservation cost recovery described
by Florida Administrative Code Rule 25-17.015(1)
includes the following elements:

» Utllities submit an annual final true-up filing showing
the actual common costs, individual program costs
and revenues, and actual tota! ECCR revenues for the
most recent 12-month histerical pericd from January
1 through December 31 that ends prior to the annual
ECCR proceedings. As part ¢of this filing a utility must
include:
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= A summary compariscn of the actual total costs and
revenues reported, to the estimated total costs and
revenues previously reported for the same period cov-
ered by the filing. The filing shall also include the final
over- or under-recovery of total conservation costs for
the final true-up period.

- Eight months of actual and four months of pro-
jected common costs, individual program costs,
and any revenues collected. Actual costs and
revenues should begin January 1, immediately
following the period described in paragraph (1)
{a). The filing shall also include the estimated/ac-
tual over- or under-recovery of totai conservation
costs for the estimated/actual true-up pernod.

— An annual projection filing showing 12 months
cf projected common costs and program costs
for the period beginning January 1, following
the annual hearing.

An annual petition setting forth proposed ECCR
factors to be effective for the 12-month period
beginning January 1, following the hearing.

= Within the 90 days that immediately follow the first
six months of the reporting period, each utility must
report the actual results for that period.

Appendix D-2

¢ Each utility must establish separate accounts or
sub-accounts for each conservation program for the
purposes of recording the costs incurred for that
program. Each utility must also establish separate
sub-accounts for any revenues derived from speaific
customer charges associated with specific programs.

= New programs or program modifications must be ap-
proved prior to a utility seeking cost recovery. Specifi-
cally, any incentives or rebates associated with new
or medified programs may not be recovered if paid
before approval. However, if a utility incurs prudent
implementation costs before a new program or
modification has been approved by the commussion,
a utility may seek recovery of these expenditures.

Advertising expense recovered through ECCR must be
directly related to an approved conservaticn program,
shall not mention a competing energy source, and shall
not be company image-enhancing.

D.3 Notes

1. 199 lowa Admimstrative Code Chapter 35, accessed at <http//
www legis state la.us/Rules/Current/iac/ 195%hac/19935/1594935.
paf>.

2. Florida Administrative Code Rule 25-17.015(1), accessed at
<htip:/dwww flrules.org/gateway/RuleNo asp?1D=25-17.015>.
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