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EXECUTIVE SUMMARY

High natural gas prices have provoked recent proposals to modify long=held ratemaking
praciuices for gas wtihines. Encrgy conservabion has emerced as an option (o address
the senious problem of consumers suffering from accelerating gas bills. With a
heightened emphasis on enenzy conservation, gas whlioes have expressed concemn
aboul the mplications of lower gas wsage for their financial stability. In response 1o
this situation, gas ubihties as well as conservatiomsts have advocated a ratemaking
mechanism genencally labeled revenue decoupling (RDY). From the perspective of gas
utilites, RD can prevent financial erosion from future reductions in consumption by gas
consumers, Conservabiomsts view RD as indispensable in chmnating the disineentive
for gas wilines o promote cnengy conservabion under standard mtemaking.

This bricfing paper reviews the activities o date on the application of RD for gas
utilitics.  Five gas wtiliies presently have commission-approved RD mechanisms.
Several others have RD proposals pending before their state commissions, Consumer
groups and others have posed several arguments in disfavor of RD. Some state
commissions have endorsed RD while others have opposed it. This paper hists the
arguments on both sides together with an assessment of their ments.

Thus brcfing paper takes a balanced perspective of RD by dirccting attention to both
the upside and downside of this ratemaking mechanism. It specifically analyzes the
efficacy of RD in fostering prevailing regulatory and mtemaking objectives.  The
paper’s primary intent is to make state commissions as well as other policymakers
better mformed on the likely owtcomes of RD. While this paper concentrates on the
natural gas industry, much of its content applies equally to both the electne and water
industnes.
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BACKGROUND

High natural gas prices since 2000
have had a profound effect on both
local gas uwtilities and consumers.
Utilities have witnessed consumers
responding to high prices by curtailing
their gas use, with the consequence
of lost earmings. State commissions
have increasingly pressured, and in
some instances required, gas utilities
to become more active in promoting
energy efficiency, largely to reduce
consumers’ gas bills in both the
short and long run. Consumers have
experienced  hardships  from  less
discretionary  income for non-gas
products and services, including other
necessities such as food and housing
for low-income households. To reduce
the cost pressures on utilities as well as
the burden on consumers, gas utilities
anticipate that regulators and other
policymakers will increasingly exert
pressure on them to broaden their
functions and the services thev offer,
specifically by being more engaged in
promoting energy conservation.

Under standard ratemaking  as
practiced in the vast majority of states,
gas utilities have strong motivation to
promote gas sales between rate cases,
Owing to regulatory lag, whenever
sales grow, earnings directly increase
because of the prevailing rate structure
that incorporates most of a wility’s
fixed costs into its volumetric charge.'
Conversely, when a utility sells less
gas it recovers a smaller portion of its
fixed costs. State commissions have
endorsed this rate design, which has
a long history, largelv on grounds of
equity. Ower the past few vears, at the
requests of gas utilities in rate filings,

volumetric charges have included less
fixed costs to reduce the utility's risk
from sales fluctuations ®  Sull, with
few exceptions, utilities' sharcholders
shoulder financial harm in varying
degrees  whenever  sales  decline
between rate cases.

In response to the sales repression
triggered by market forces and the
regulatory goal 1n several states for
utilities to promote and fund energy
efficiency  initiatives, several gas
utilities have recently proposed to
their state commissions a “tracker”
mechanism  that  severs the link
between their earnings and sales. Both
gas utilities and conservationists have
aggressively fostered this ratemaking
mechanism, generically labeled in
this paper as revenue decoupling
(RD}*  While retaining adequate
earnings i5 the driving motive of
gas ufilities, conservationists view
revenue decoupling as indispensable
for removing the resistance of utilities
to promoting energy efficiency.”

These seemingly strange bedfellows
aremounting a strong charge to reshape
fundamentally ratemaking practices
for relieving the unility’s nsk from
lower sales between rate hling  As
evidence, in 2004 the Amencan Gas
Association (AGAY and the Natural
Resources Defense Council issued a
joint statement in support of RD and
submitted itto the National Association
of Regulatory Utility Commissioners
(NARUC) The Joint Statement
expressed agreement of the two groups
on “the importance of state Public
Utility Commissions’ consideration of
innovative programs that encourage
mereased total energy efficiency and
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conservation in ways that will align
the interests of state regulators. natural
gas utility company customers, utility
sharcholders and other stakeholders™
In 2005, NARUC passed a resolution
advising state commissions to consider
the implementation of revenue
decoupling.  The resolution  stated
that revenue-decoupling mechanisms
“may assist, especially in the short
term, in promoting energy efficiency
and energy conservation and slowing
the rate of demand growth of natural
gas."" As discussed below, gas utilities
and conservationists, while generally
supportive of RD, relate different
stories about the merits of RD.

Mot all gas wtilities are supportive
of revenue decoupling  In  the
investigation of revenue decoupling by
the Connecticut Department of Public
Unlity Control, some gas utilities
opposed a  full-sales  adjustment
mechanism by arguing that it would
remove their incentive to add new
customers, increase their rates, and
lead tw a lower authonzed rate of
return. Ome gas ufility consultant has
argued that RD could create additional
costs to a utility: (1) regulators could
be under pressure to lower the utility’s
authorzed rate of return, (2) 1n an
environment of high gas prices, it
may be especially difficult for a
utility to secure regulatory approval
of a decoupling mechanism without
making a commitment to energy
efficiency initiatives, and (3) the utility
may have o agree on other concessions
in rate case settlements in return for
approval of RD."

On the other side of the debate are
those who have raised concerns about
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the desirabality of RD as a ratemaking
tool. These skeptics emphasize the
downside effects of “puaranteeing
carmings and the possibility of higher
rates in the short term.

Todate, state commissions have reacted
differently 1o RD proposals, reflecting
their ambivalence about whether this
ratemaking mechanism  advances
fong-held ratemaking and regulatory
objectives. This is not so surprising,
since RD has more obvious benefits to
a gas utility than to its consumers and
utilities vary as to their commitments
to promoting energy efhiciency

Interest in RD also exists nationally
and regionally. Last vear, the Western
Governors' Association supported RD
for electric wtilities to boost encray
efficiency imitiatives in addition to
specific performance incentives that
reward utilities for cost-effective
initiatives* The Energy Policy Act
of 2005 (EPAct of 2005) (Section
139, Subtitle C) requires the LS.
Department of Energy within one year
of enactment of the Act, in consultation
with NARUC and the WNational
Association of State Energy Officials,
to conduct a study of state and regional
policies that promote cost-eflective
conservation programs. The policies,
among other things, should ke inio
consideration methods of “removing
disincentives for [gas and electric]
utilities to implement eneroy efficient
programs’ and “ensuring appropriate
returns on energy efficiency programs ™
Also at the national level, the US.
Envircnmental Protection Agency
has undertaken a Clean Energy Policy
Initiative that will review RD in terms
of removing disincentives for natural
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gas and electric utiliies to promote
energy efficiency.”

CAPSULE OF STATE
ACTIVITIES

At the time of this briefing paper,
state commissions had approved
RD for five gas utilities” These
gas utilities are Baltimore (ias and
Electric,” Washington Gas Light
in  Maryland, Southwest Gas in
California,® Northwest Natural in
Oregon, and Piedmont MNatural Gas
in North Carolina. Last August, the
Oregon Public Utility Commission
extended Northwest Natural's RD
mechanism to four vears and modified
the mechanism by allowing for 100
percent decoupling (previously it was
90 percent), excluding weather effects.”
These approvals were motivated by at
least one of two factors. The first was
evidence showing an histoncal decline
im gas usage per household, which was
anticipated to continue 1n the future,
the second pertains to the intent of a
state commission to have the utility
aggressively and successfully promote
energy efficiency. With the expectation
of falling sales per customer, it was the
apparent belief of those commissions
approving a RD mechanism that the
utility would not have a reasonable
opportunity to earn its authorized rates
of return unless a RD-tvpe mechanism
was in place. For other RD approvals,
notably for Northwest MNatural, the
commission acknowledged that RD
should go hand-in-hand with its intent
to have the utility promote encrgy
efficiency.

In the Piedmont Gas order, the North
Carolina Unlities Commission said
that:

The customer utilization tracker
[CUT] represents a departure
from the ratemaking approach
traditionally approved by the
Commission, in  which no
one element is singled out for
ratemaking without consideration
of other, countervailing
elements. In this case approving
the CUT as am experimental
rate for a limited period of time
will allow the Commission to
monitor experience under the
formula—including  its  impact
on the Company's earnings, on
conservation efforts, and on
traditional ratemaking theory—
before the CUT is approved as a
permanent part of Piedmont’s rate
structure

The Commission opined that the CUT
should benefit customers by giving
the utility “a conservation incentive
to assist residential and commercial
customers”™ It also said that the
RD mechanism would reduce the
frequency of future rate cases as well
as shareholder risk. ™

As of early 2006, several gas utilities
have filed BRI proposals with their state
commissions in [Indiana, New Jersey.
Ohio, Utah, and Washington, The
gas utilities filing a RD mechanism
include Cascade Natural Gas (WA),
Puget Sound Energy (WA), Puget
Energy (WA), Questar Gas (UT),
Citizens Gas and Coke Utility {IN),
Vectren Energy Delivery (IN, OH),
New Jersey Matural Gas, and South
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Jersey Gas  In the Vectren Energy
Delivery of Ohio application, the utility
argued that its revenue-decoupling
proposal would “sever or ‘decouple’
the traditional relationship between
sales or throughput and revenue as the
essential foundation for a realignment
of interests to better advance Ohio's
energy policy” " The RD proposal
by Questar Gas has received the
support of the Utah Division of Public
Utilities. A witness representing
this group testified that the proposed
“conservation enabling tariff” would
“protect Questar's revenues from
shortfalls due to price shocks and
economic downturns.""™ In the case
of South Jersey Gas, the utility said it
would commit to 8 comprehensive set
of programs designed to both educate
and provide incentive to customers
for conserving gas, once the Board
approves its “conservation” tarifl. As
expressed by the utility’s President and
CEQ, “Under this pilot program, the
existing link between customer usage
and cost of service recoveries will be
severed. As a result, the company can
aggressively and creatively encourage
changes in customer behavior that
lead to increased conservation without
negatively impacting out financial
stability ™"

In October 2005 the Washington
Utilities and Transportation
Commission closed its rulemaking
docket without action (Docket
Mo, UG-050369) by stating that it
“befieves that the wide vanety of
alternative approaches 1o decoupling
make it more efficient to address
these issues in the context of
specific utility proposals included in
general rate case filings rather than
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through a generic rulemaking”™  The
commission encouraged utilities to
file a RD proposal if they deem that
such a proposal would “overcome
disincentives to  their offering ..
comservation programs”

In January 2006, 1n a report o the
state legislature™ the Connecticut
Department of Public Utility Control
rejected the implementation of RD
in the form of sales and per customer
adjustment clauses for either gas or
electric utilities.*  The Department
particularly found problematic the
shifting of normal business risk from
a utility to consumers.= It also said
that market forces (namely, high
gas prices) have stimulated much
energy conservation.” Besides, as
expressed by the Department, gas
utilities currently have a conservation
adjustment mechamsm, which 15 used
to recover from consumers both the
costs of utility-sponsored programs
and lost revenue from sales foregone
attributable to those conservation
programs, Consumer groups in the
state also oppose RD in the form of
sales and per-customer adjustment
clauses, with the general argument
that consumers would unlikely benefit
whileautility would have “guaranteed”™
garnings.

The rejection or withdrawal of RD
proposals has occurred in a few
states, including Arizona, Minnesota,
and MNevada™  For example., in
early 2006 the Arizona Corporation
Commission rejected a proposal by
Southwest Gas (called a “Conservation
Margin Tracker” or “CMT"1™ The
Commission reasoned, “there is
conflicing evidence in the record as
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to whether the recent level of declining
per customer usage will continue into
the foreseeable future, and whether
conservation efforts are the direct
cause of Southwest Gas' inability
to earn its authorized return from
such customers” The Commission
added, “The Company is requesting
that customers provide a guaranteed
method of recovering authorized
revenues, thereby virtually eliminating
the Company's attendant risk. Meither
the law nor public policy requires such
a result nor do we decline to adopt the
Company’s CMT in this case™ The
commission opined that the issue of
declining usage per customer “should
be fully explored as part of a broader
investigation of usage volatility and
margin recovery”

IMPETUS FOR REVENUE
DECOUPLING

As mentioned above, two factors
explain the heightened interest in RD
for gas utilities. Both relate to the
ongoing energy conservation resulting
from the combination of high natural
gas prices and utility-funded energy

efficiency initiatives, According to
an AGA study, natural gas usage per
household (normalized for weather)
has declined by over 20 percent since
1980 Major reasons for this include
progressive  IncTeases  in o energy-
efficient gas appliances and home
construction ™ The study predicts this
decline will continue over the next
several years, although at a lower rate
than since 1980 % (See Figure 1) The
AGA study, published in 2004, may
have underestimated future declines if’
for no other reason than that natural
gas prices have soared since then. If
one assumes that consumers are price-
responsive, even in the short run, which
coincides with past consumer behavior,
further drops in gas consumption per
customer below those projected in the
AGA study may come to fruition,™

The phenomenon of declining
usage per household over the past
several years, while not universal,
probably has occurred for most LS,
gas utilities™  Some gas utilities
have expenenced particularly sharp
declines. For example. Questar Gas
in Utah estimated that, adjusting for
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weather, itsty pical residential customer
currently uses about 35 percent less
natural gas than in 1980."

Decliningusage per customer overtime
per se does not necessarily rationalize a
RD-type mechanism. ™ lts defense as a
ratemaking mechanism becomes more
tenable, however, when base (delivery)
rates do not reflect this “consumption”
dynamics ©  Common in recent rate
case filings is the argument by gas
utilities that in calculating sales for the
rate period, historical sales should be
adjusted to account for declining usage
{or weather normalized over arelatively
short time period, for example ten
years or less)™  Otherwise, utilities
may find it difficult to earn their pre-
determined authorized rate of return.*’
Recogmizing that a commission may
not accept this adjustment in setting
new rates for various reasons, which
more times than not has been the
case, a ufility would then find RD
as the only available option (except
for a radical change in rate design,
which would hikely confront strong
opposition) to protect itself against
revenue shortfalls.

Another reason for utilities” interest
in RD 15 the growing intent of state
commissions and other groups to
have gas utilities promole energy
efficiency, Largely because of high
natural gas prices, state commissions
have shown greater propensity for
requiring gas utilities to become more
active in promoting energy efficiency
Many industry observers view energy
efficiency as the most effective option
to soften gas prices over the next few
yvears."® (Gas utilities themselves seem
to be supportive of energy efficiency
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as long as it does not adversely affect
their shareholders.  This explains
why some utilities have proposed
RD mechanisms as a ratemaking
mechanism that would protect their
shareholders if sales reductions ensue
from successful energy efficiency
initiatives

Table 1 provides the fundamental
arguments in support of revenue
decoupling. These are the major
contentions—some  advanced by
gas utilities while others by conser-
vationists—that have been made in
state-commission  procecdings At
first sight, they come across as a
persuasive and coherent case for RD.
As discussed in more detail below,
RD can assist in promoting energy
efficiency: while RD does not provide
the utility with an explicit incentive
o promote  energy  efficiency, it
eliminates the disincentive. In other
words, if a state commaission wants a
utility to effectively and aggressively

“sell” energy efficiency, then RD

or least some other mechamism (for
example. straight fixed-variable rate
design for gas delivery) that would not
discourage a utility from selling less
gas should be seriously contemplated.
Besides, it would seem both unfair and
counterproductive to order a utility
1o promote energy efficiency when
detrimental to its sharcholders

Another argument in favor of RD 15
that small changes in gas sales can
have a significant effect on earnings.
Cras sales are also largely outside the
control of a utility in addition to being
highly volatile from year to vear, with
weather as the major factor Since
almost all of a utility’s short-run, non-
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gas costs are invariant to changes in
sales* a mechanism such as RD that
adjusts for sales fAuctuations, rather
than cost changes, would seem valid.

As an illustration of how a small change
in sales between rale cases can have a
large effect on a wtility’s earnings, let
us assume that

(1) E*=R*-FC-VC

(2) AR {AQ x P) - AVC = AE

(3) (R/E) % ([AR — AVCJR)=AEE=
AROE/ROE®

Where E = earnings to common equity
shareholders, R = revenues, FC = fixed
costs (exchusive of equity returns), VC
= variable costs, A() = the change in
the quantity of sales relative to the test-
vear level, P = the delivered price of
gas, ROE = rate of return on equity,
and * = targeted or authorized levels
for the specified parameters. Equation

{1} assumes that common equity
shareholders hold residual  claims
to a utility’s earmings. Equation (2)
says that changes in the earnings to
commaon equity shareholders equal the
difference between changes in revenue
and variable costs (i.e., the change in
net revenues).  Equation (3) relates
the proportional changes in earnings
and the rate of return on equity to the
change in net revenues and the ratio
of revenues Lo earmings Lo ComMmMon
equity shareholders.

For illustration, let us assume that: (1)
the utility's authorized revenues (R*)
are 400 million, (2) fixed costs (FC)
equal 3360 million (thus, the targeted
earnings to common equity holders is
$40 million), (3) vanable costs for gas
distnbution equal zero,'' and (4) the
authorized rate of return on equity (R*)
equals 12 percent * Assuming that gas
sales are | percent less than expected

The Mavona] Regulatory Research Instiioee



{1.e, R = 3396) because of a reduction
In gas use per customer. the decrease
in earnings to common equity holders
would sum to 54 million, which is a
decline of 10 percent [($40 million -
$36 milliony¥$40 million)] This also
translates into a decrease of the pre-
tax rate of return on equuty (ROE)
of 10 percent or from 12 percent to
10.8 percent (i.e., 120 basis points)*
In sum, the reduction of sales and
revenues by 1 percent is concomitant
with a 10 percent drop in earnings Lo
common equity holders.

With the large increases in natural gas
prices over the past few years, gas sales
will likely expenence some (unknown
at this time) downward movement,
assuming other things held constant
As an example, with a 30 percent
increase in the delivered price of gas
in real dollars, and assuming a short-
run price elasticity of demand equal
to -0.10 {which corresponds closely to
cconometric studies), gas sales would
fall by 3 percent because of the price
increase.  Applving the relationships
in the above illustration, this drop in
sales would cause pre-tax earnings to
common equity sharcholders to fall as
much as 30 percent

BASIC STRUCTURE OF A
REVENUE DECOLPLING
MECHANISM

Revenue Decoupling: a “Tracker™

In its purest form, revenue decoupling
is a “tracking” mechanism that adjusts
rates and revenues whenever sales
deviate from their targeted level (1.e,
rate-year sales determined at the last
rate case) RD can also represent a
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form of “attrition allowance,” which
allows for rate adjustments during the
period between general rate cases,
that recognizes a ufility’s earnings
eroding during the post-test vyear
period because of billed revenues
expecting to fall below authorzed
revenues. The underying assumption
is that a decline in costs does not offset
deficient revenues. In regulatory
parlance, attrition refers to a utility’s
inability to earn its authorized rate
of réturn because of a change in the
revenue-cost relationship outside the
test year period

Historically, “trackers” such as RD
are justified on the basis of a three-
prong threshold test: (1) the designated
activity largely lies outside the control
of a utility, (2} wariations in the
outcome of the activity have more
than a minimal effect on a wtility’s
earnings, and (3) the actual outcome
is likely to deviate from the baseline
projections,™ When applying this test
to the activity “sales.” it seems tenable
o apply a tracker For sales in the form
of R, As discussed above, sales are
largely external to a utility's control,
and inescapable sales Auctuations
can significantly affect earnings.
Unless a state commassion faces legal
restrictions in implementing a “sales
tracker” or has a built-in policy of
limating trackers in general, R would
seem to meet the regulatory threshold
for a tracker. This should not imply
that RD is necessarily in the public
interest and defensible as a ratemaking
mechanism.  As argued below, RD
has some downsides (which can be
potentially damaging to customers)
that a state commission should review
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in deciding upon the ments of a RD
proposal.

Incentive Effect

For conservationists, KD has the
primary feature of neutralizing the
utility's incentives [or adjusting sales
from a baseline level. If, for example,
rate year sales are 1000 units, under a
pure RI} mechanism the utility would
be indifferent to whether actual sales
are 1100 units or 900 units, as it would
be compensated for the lower sales
and required to reimburse consumers
for the higher sales. This defimitely
improves upon the situation where
the utility has an incentive 1o promote
sales when the commission or state
policy perceives the utility as an
energy-service company, selling both
gas service and energy efficiency. On
the other hand, a utility disinterested
in sales volumes is an oddity in the
confines of corporate madis operandy,
and, to some observers, a perversity
that runs counter to the basic tenets of
how markets work and private firms
make money

Iustration of a Revenue
Decoupling Mechanism

The simplified example below shows
the basic operation of a RD mechanism
Under a stylized RD mechanism,
whenever sales deviate From a specified
“baseline,™ the utility is able to adjust
its rates without having to file a formal
rate case, 5o as to earn its authorized
earnings (assuming that the wtlity's
actual costs coincide with test year
costs).*

Let us assume that (1) the “baseling”
sales determined at the most recent
rate case equal ten million therms, (2)
actual sales equal 9.5 million therms
{or 5 percent less than the “baseline™
sales), and (3) the distribution margin
{or base rate) equals 30 cents per therm.
With these assumplions, the revenues
at the “baseline” sales equal 3 million
{30 cents x 10 million therms), with
actual revenues equaling $2.85 million
{30 cents x 9.5 million therms). Thus,
the revenue shortfall equals $150 000,
Lnder revenue decoupling, rates adjust
automatically upwardtocompensate for
this shorttall. Specifically, it achicves
this by the following: APrice x 9.5
million therms = $150,000 or APrice
= $150.000/9.5 million therms, which
equal 1.579 cents {(which increases the
distnbution charge by 5.3 percent). In
other words, by increasing the base
rate to 315379 cenis per therm (from
30 cents), the utility would achieve the
same revenues of 3 million as if sales
were at the “baseline” level. Assuming
that the purchased gas cost is T0
cents per therm,™ in this example the
increase in the delivered price of gas
to customers would equal 1.6 percent.

The distinctive feature of RD, relative
1o standard ratemaking, 15 that the
utility’s  actual earnmings between
rale cases would equal, or at least
correspond more closely to, the utility’s
authorized earnings. Under standard
ratemaking, if the sales decline persists
as more than transitory and expected
te continue in the future, the wtility
could only incorporate this decline by
filing a rate case.

Some analysts might view RD as a
specific form of “rate design™ In
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standard ratemaking. rate design is
the third step in designing rates (the
first two are revenue requirement and
cost allocation). Rate design involves
setting actual billing elements (for
example, the customer charge and the
volumetric charge) to recover revenues
by customer class commensurate
with the determined costs allocated
to each class. As a rate design, RD
would allow a utility to recover the
same revenues for distribution service
irrespective of actual sales. ™ In effect,
RD predetermines how much in
revenues the utility will collect from
those customer classes subject to the
mechanism.  This fixity of revenues
reduces the risk to a utility from under-
recovering its revenues and suffering a
cash Aow dehciency.

Expected Outcomes from Revenue
Decoupling

Table 2 lists the expected outcomes
from revenue decoupling  Firss, o
wenild obviously reduce a uiiliny's risk
Sfrom sales fluctuations. For a utility,
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this creates more stability in revenues,
cash flows and earnings. Under
revenue  decoupling, for example,
revenue volatility for the utility caused
by a downturn in the local economy or
higher gas prices leading to fewer sales
wiould be less pronounced. Although a
utility’s overall risk would seemingly
decline, exactly by how much would
require & sophisticated  quantitative
analysis. In the order approving
Piedmont Gas’ revenue decoupling
proposal, the Morth Carolina Utilities
Commission said that “Piedmont
argues that there 15 no evidence of
reduced risk to shareholders, but the
Commission disagrees on the basis of
the Company’s own case. . In a period
of declining per-customer usage, a
mechanism that decouples recovery
of margin from usage without
requiring the utility to file frequent
rate cases or increase unpopular fixed
charges, clearly reduces shareholder
rnsk™ Becawse of the company’s RD
mechanism (Rider 8), the Maryland
Public Service Commission reduced
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the authorized rate of return on equity
for Balimore Gas and Electric by 50
basis points to reflect reduced revenue
risk for the utility

Secemid, revenue decoupling reduces
a ufifity’s  imcentive o grow  jis
sales, or to offer new services, and,
stmulianeonsly, provides a  lesser
disincentive  to promole energy
efftciency. Essentially  the utility
becomes indifferent to the level of its
sales, assuming the utility achieves the
game earnings irrespective of actual
sales. This is probably more valid in
the short term. In the longer term, a
utility may prefer promoting sales to
the extent it helps support new captal
expenditures, which are rate based
and consequently add to the utility’s
carnings

Third, between rate filings vevenie
decoupiing wonld vesull i an inverse
relationship berween the utility's base
rate and actwal seles.  For example,
if sales drop because of an aggressive
effort by the utility to promote energy
conservation. underrevenuedecoupling
this would increase the base rate in the
absence of a rate filing

Fourth, as o corollary i fewer
sales resuliing, the wtility's  shori-
P average cost for Ron-gas service
waonld tend o be higher.™  Logically,
as fixed costs cover less sales, average
cost would nse  The assumption of
lower sales seems wvalid even if the
utility has no special energy-efficiency
imtiatives; the reason is that RD would
make the utility less motivated than
otherwise to increase its sales through
promotional practices. Since non-gas
service reflects a hxed cost business,

any sales decline induced by revenue
decoupling would have little effect
on a utility's short-run non-gas costs.
This outcome 15 implicit under a RD
mechanism, as rates adjust upward
to compensate for the utility’s higher
average cost stemming from fewer
sales.

Fifeh, RIY would probably  have
litle  effeci  on  customer-intiiated
energy efficiency.” The benefits to a
customer from using less natural gas
sums to the delivered price (i.e, the
base rate plus the purchased gas costs)
times the amount of gas saved. For an
individual customer consuming less
gas, RD would have a miniscule effect
on a utility’s rates. In other words, the
presumption here is that an individual
customer curtailing her use of natural
gas by itself would have no visible
effect on rates since the lost revenue
to the utility would be imperceptible
relative to total revenues, On the
other hand, if a utility’s customers
collectively consume less gas, this
could cause rates to rise, In this event,
the benefits to individual customer
from energy conservation could
somewhat decline. but even here
the reduced benefits would be small
relative to the size of the realized
benefits. In recent years, for many
utilities the base rate for natural gas o
residential customer has fallen to less
than 30 percent of the total delivered
price ™ Assuming that RD causes the
base rate to increase by 2 percent with
the base rate representing 30 percent of
the delivered price, customers would
see an aggregated rate increase of 0.6
percent.  Consequently, customers
would realize 0.6 percent less benefits
from energy conservation™  As
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argued above, however, an individual
customer contemplating conservation
would unlikely take into account the
rate increase that might ensue. ™

Sixth,  revenne  decoupling  might
cause raies o be more volaiile, ax
the base rate could change anualfy.
Mevertheless, compared (say) to the
volatility of purchased gas, any rate
adjustments from a RD mechanism
would likely be minimal. Between
2003 and 2005, for example, in the
United States the residential price for
natural gas rose at an annual rate of
around 15 percent,™ If, as in the above
illustration, RD caused an annual
increase of 0.6 percent in the residential
price (or 2 percent in the base rate),
the overall effect on customers of a
RD-driven rate adjustment appears
relatively small.

Seventh, revemne decoupling wonld
Mave an effect similar o a rate design
change that shifis the recovery of all
fived costs o the customer charge™
One vanation might include a different
effect on individual customers within a
certain class. For example, assuming
that any rate adjustment affects the
volumetric charge, those customers
consuming relatively more natural gas
than other customers in the same class
might be worse off with a RD than
under a straight fixed-variable rate
design.

Fighth, whether or  not  revemie
deconpling would benefit cusiomers is
nncericnn. Customers can beneht when
they face lower risks (for example, less
volatile gas bills) or when RD induces
the wtility to spend more dollars on
energy efhiciency mibabves and be
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more effective in carrying out these
initiatives. With an added incentive to
promote energy efficiency, the utility’s
rates would tend to be higher than
under standard ratemaking; this could
harm those consumers who have to
pay higher rates but do not participate
in any of the utility’s energy efficiency
Programs.

Defining risk i terms of customer-
bill vanability, RD could cause risk
o increase.™  As an example, if the
delivered gas price rises by 20 percent,
and assuming a price elasticity of
-0 10 {or less than one in absolute
terms), customers  bills  would
increase With fewer sales, under RD
the utility would adjust its base rate,
aggravating the burden on customers.
In another example where abnormal
weather occurs, RD can actually
reduce customer risk, Specifically, if
colder-than-normal  weather occurs,
custemers’ bills would not rise as much:
under RD, bills would be lower because
of higher actual sales translating into a
downward adjustment of base rates, In
this case, RD would have a hedzing-
type effect from reduced volatility of
customers’ bills. As a last example,
under RD fewer sales resulting from
an economic recession would cause
customers to pay higher rates at a time
when many might be facing financial
hardship™ Owerall, the direction of
the risk change to customers from
RD depends on the source of sales
fluctuations
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IMYERGENT VIEWS ON
REVENUE DECOUPLING

In siate commission proceedings
across the country, different parties
have offered several arguments on the
merits of RD. These parties include
supporters, skeptics, and opponents
of revenue decoupling. This section
presents a list of arguments without
judging their merits. The list was
complied from a review of testimony,
commission orders, briefs and other
documents filed in either rate cases
or other regulatory proceedings. The
following section of this briefing paper
will closely examine several of the
Arguments

The Advocates

The mayor arguments preseénted
by parties, usually gas utilities and
conservationists, in favor of revenue
decoupling are as follows:

L

A small reduction in gas sales

can affect significantly a utility’s

earnings

«  Understandard ratemaking, encergy
efficiency initiatives harm utility
shareholders between rate cases,
The accumulation of earmings
losses over the period between rate
cases can be significant ™

= ltisunfair to have a utility promote
energy elficiency when it harms
its shareholders, as the utility
has a fiduciary responsibility to
its sharcholders in maximizing
refurns

« Rate cases, which impose

significant costs on utilities and

commissions, would become less

frequent over time"'

«  Linless slate

«  Standard

ratemaking  steers
a utility awav from initating
energy efficiency actions, some of
which may be cost-effective; or,
when forced to promote energy
efficiency  activities,  utilities
will do so lackadaisically. RD
15 therefore critical to assure that
utilities effectively carry  out
energy efficiency initiatives.

« A utility 15 entitled to a reasonable

opportunity to recover fully its
previously authonized fixed costs
between rate filings, even when
energy efficiency initiatives and
other factors adversely affect
revenues over this period
COMTITIISSIONS
recognize the trend of falling gas
use per customer in base rates,
earnings will inevitably fall below
authorized levels. Even if the
utility 15 able to lower s costs
between rate filings, it mav not
have a reasonable opportunity to
earn its allowed rate of return

»  Unless state commissions are

willing w0 remove fhixed costs
from the wvolumetric charge, RD
15 the only viable alternative in
protecting  sharcholders”  interest
from fluctuating sales

«  RD can actually reduce nisks to

consumers by suppressing gas hill
volatility™

»  RDdiminatesamajorcontroversial

issue in rate cases, namely, the
caleulation of test-year sales™
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As an alternative to RD, lost
revenue adjustment (LREA)™ from
energy efficiency initiatives would
require evaluation and verification
of savings from utility-initiated
energy conservation programs™
Under LRA, an incentive problem
arises where a utility would
have an incentive to maximize
measured or reported savings but
to achieve mimmal actual savings
from energy efficiency initiatives.
By stimulating energy elficiency
initiatives, R can benefit both gas
consumers and society in the long
run (for example, lower consumer
gas bills from the pursuit of these
imitiativesy™

The ability of a utility to recover its
fixed costs should not hinge on its
actual sales, over which the utility
has little control™

Full recovery of fixed costs in the
customer charge would reduce the
incentive of customers 1o conserve
since, at the margin, customers
would save less money from
curtailing their gas usage

RD could reduce overall gas
demand, thereby placing downward
pressure on wholesale gas prices
RID is easy for state commissions
toy mmcmator

RD improves a utility’s financial
situation and lowers its nsk from
the perspective of the financial
COmMmMmunity

RD is critical in transforming a
utility from a seller of least-cost
gas service 1o a provider of least-
COSt CNETEY SErvices

RD does not affect a utility’s
incentive to minimize costs and
pursue operating efficiencies™

The Mavona] Regulatory Researeh Instiioee

The Skeptics and Opponents

On the other side of the debate are
those who have raised several concerns
about revenue decoupling. with their
arguments enumerated below:

» In theory and practice, regulation
does not guarantee a utility to
earn its authorized rate of return
because of increased competition,
economic  trends, and changes
in  consumption  behavior (for
example, reduced sales because of
high prices) and technology that
may move aganst the industry or
an individual gas utility

»  Existing conditions do not warrant
a true-up mechanism that passes
on risks to gas consumers (ie.
extraordinary  conditions do not
exist)™

»  Consumers unequivocally bear
higher risks

- Declining gas use per household

might not persist in the future (o
affect significantly the ability of a
utility to earn its authorized rate
of return. Besides, a rate case 15
the proper forum for determining
whether the decline in per customer
gas use will continue and, if so,
how it should affect new rates.
No evidence exists to support RD
as necessary for the successful
implementation of utility-funded
energy efficiency imitiatives™

«  Singling out revenues for “tracker”
ratemaking treatment  without
considering deviations in actual
and test-year revenue requirements
represents faulty ratemaking™

nrri
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< Better, more incremental alter-
natives are available for addressing
the problem of reduced sales per
customer

= RD is a backdoor approach by
utilities to recover their hxed costs

= RD can lower the quality of utility
service”

= RD can destabilize rates on a year-
to-year basis

« A core function of a gas utility
should not include the promotion
of energy elTiciency™

= RDcanreduce customer incentives
for conserving natural gas™

= RD represents a blumt tool by
allowing for rate adjustments
irrespective of the reason for a
decline in sales

= By itself, RD does not provide
any positive incentive to a utility
to promote or SUpport energy
efficiency initiatives

= RD will tend to increase short-
term gas prices, as the lower sales
induced by the mechanism canse
an upward adjusiment in the base
rate

= RD could
development™

= RDis more difficult to administer
than alleged by proponents

thwart economic

ANALYSIS OF MAJOR
ARGUMENTS

As evident from the above lists,
several arguments lie on both sides
of the RD debate. Tables 3 and 4
identify individual arguments from
the standpoint of their persuasiveness
{"strong” or “weak”) in supporting
the different positions on revenue
decoupling.  The discussion below
elaborates on  these  assessments

in addition to making additional
observations, some introduced pre-
vipusly ™

Reaction to RIN

Nate  commusstons have  responded
differently o RO wiile consimer
frowps in general have opposed R0,

Consumer groups mostly disfavor the
risk shifting aspect of RD and the
expectation that rates will increase
in the short term Some industrial
groups question whether utilities
should be involved at all in promoting
energy efficiency”™  While these
groups are correct in asserting that
a utility’s risk would decline, 1t 1s
unclear whether consumers would
bear more risk (see above). Consumer
groups might support RD if it 15 part
of a settlement agreement where a
utility agrees to specific concessions,
These concessions can include a
commitment by the utility 1o spend a
fixed amount of money on promoting
energy efficiency, a transfer of monies
to an independent entity to administer
conservation programs, and agreement
by the utihity to lower its authorized
earnings because of reduced risk.
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TABLE 3

AN ASSESSMENT OF ARGUMENTS SUFPORTING REVEN

Strwng Argiimenls
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IABLE 4
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“Tracker™ Mechanism

State commissions should view RD as
a true-up mechanism or a “tracker.”

As | have noted, as a tracker RD seems
tor meset the minimum criteria applied
historically by state commissions in
other areas of a utility’s operation with
approved trackers. Throughout their
history, state commissions generally
have been reluctant to approve of
trackers in ratemaking unless special
conditions exist,

Compatibility with Regulatory
Objectives and Ratemaking
Principles

RO wonld praduce outcemes that are
Bt compatible and incompatible with
ratemaking principles and generally
aceepted regnlatory abjectives.

Applying these criteria {for example,
Bonbright’s eight criteria for setting
rates™), the positive features of RD
include: (1) increased opportunity for
a utility to earn its authorized rate of
return,” (2) more revenue stability,
(3 removal of disincentives for a
utility to promote sociallv desirable
energy-efficiency inmitiatives, and (4)
elimination of a major contentious
aspect of a general rate case.

The negative features of RD that
emerge include: (1) a potential public-
acceptability problem (for example,
consumers complaining that a utility
can increase rates simply because ins
sales have fallen), (2) more volatile
and unpredictable rates,” (3) reduced
interestin designing moreefficientrates
(discussed later), (4) reduced incentive

for a utility to offer innovative new
service options and rates, (5) reduced
utility promotional activities that
might be economical, (6) introduction
of another tracker mechanism to
ratemaking that can shift risks to
consumers, and (7) possible reduced
overall economic elliciency

Uneven Certainty of Benefits to
Different Parties

The benefits of REY o gas wilities are
miawe definitive than the benefits o
cansumers in both the short and long
ferm,

As discussed above, RD reduces a
utility’s overall risk while the benefits
to consumers are less transparent and
more circular (for example, to the
extent RI} promotes cost-effective,
utilitv-initiated energy  efficiency,
conmsumers may realize a  benefit).
When RD reduces a utility's sk,
consumers can benefitin the long term,
for example, from a lower authorized
rate of return.®

Evidence of Performance

The limited evidence on the ex posi
performance of RIDY mechamisms for
gas wihilities on balance poinis fo posi-
five resulis.

From the perspective of a senior staff
memberof the Maryvland Public Service
Commission, the Baltimore and Gas
RD mechanism (Rider 8) has achieved
the intended goals since iis inception
over seven years ago.  Specifically,
it has: (1} produced more stable and
predictable revenues for the utility
between rate cases by accounting for
revenue “attrition” caused by declining
gas use per customer, (2) reduced
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the volatility of gas bills, especially
under cold weather conditions, and (3)
allowed for the continuation of current
rate designs that provide an incentive
for consumers to conserve and that
are non-discriminatory to low usage
customers. The staft person also added
that the RD mechamsm 15 easy for the
utility to administer and the commis-
sion to moniter.  Owverall, the staft
member concluded that the mechanism
has “[fulfilled] more regulatory
objectives with fewer shoricomings
than other alternatives.”™™

A study conducted for Northwest
Matural concluded that: (1) by reducing
resenue Auctuations, the Distribution
Margin Mormalization {DMN) mecha-
nism has reduced the utility’s business
and financial nsks, (2) DMMN margin
adjustments can largely be attributed
to the effect of price changes, with
economic activity and the utility’s
funded energy etficiency efforts hav-
ing a statistically insignificant effect
on use per customer, (3} the wtility’s
tocus  has shifted from marketing
to promoting energy efficiency, (4)
service quality did not decline, and (5)
most of the nsk reductions expenenced
by the utility were eliminated rather
than shafted 1o customers. While
making several recommendations
for improving Northwest Naturals
DMN mechanism (for example, full
decoupling), the study concluded, " The
positive effects of DMN outweigh the
negative effects” To date, this study
represents the most comprehensive
and analytical ex post investigation of
a RD mechanism for gas utilities ™
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Alternative Mechanisms

Alternaiives 1 RIY in achieving the
same objectives might be preferable,
as R ix a more blunt approach than
most alferiaiives.

These alternatives can include:
(1) raising the customer charge
by removing fixed costs from the
volumetnic charge, (I) implementing
or expanding weather-normalization
adjustments, (3) implementing declin-
ing block rates, (4) using a multi-
vear forecast horizon in setting new
rates, and (5) implementing a targeted
incentive plan which allows a utility to
profit from successfully carrying out
socially  desirable  energy-cfficiency
initiatives. Since each of these alter-
natives has its own drawbacks, a state
commission might want to assess
their desirability compared with a RD
mechanism. ™

Legal/Policy Questions

For some state commissions, the legal-
ity af R as well as iy compaishility
with policy precedent may he an
IESTE,

This was the case. for example, in
both Minnesota and MNorth Carolina.
In Minnesota, the state’s Department
of Commerce argued that the RD pro-
posal by Xcel violates state statutes,
which in its opimon do not provide
a statutory exception for a true-up
mechamsm that adjusts rates based on
the level of gas use per customer. In
MNorth Carolina, two commissioners
dissented from a commission order
approving a RD mechanism for
Piedmont Matural Gas by arguing,
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among otherthings, that the mechanism
violates MNorth Carolina law by
reflecting retroactive ratemaking ™
The dissenters also argued that as a
matter of policy state commissions have
approved true-up mechamisms only
under “extraordinary circumstances.”
which they contend did not apply
in the case of declining @as use per
customer. In first considering a RD
proposal, a state commission should
review its legal authority in addition
o policy precedent in allowing for a
true-up between rate cases based on
actual sales relative to "baseline” sales
established at the time of the previous
rate case

Implement/Design 1ssues

A state commission needs fo address
several design and implementation

issues, asswming that the concept of

RID has broad stakeholder supprevi.

These include: (1) scope of the
mechamsm  in terms of faciors
(for example, weather and price
elasticity) that should be included in
determining sales adjustments, (2)
rate classes affected, (3) frequency
of rate adjustments, (4) the need for
a rate-adjustment cap (for example,
limit annual rate adjusiment 1o 5
percent of the base charge), (3) revenue
adjustments from new customers, (i)
treatment of any cost-of-capital effect,
{(7) pilot or permanent status.” (8)
accounting for overall wility earnings
by considering cost changes over time,
(%) proper forum for consideration
{rate case hling, specal docket), (10)
accounting for  quality-of-service
effects, (11) adjustment to specihic
rate components (for example, the

volumetrnic charge or the customer
charge), and (12) true-up of prior
period RD adjustments

One Rationale for RD

The merits of RID crucially depend on
the stale commisston’s wWaten of a gas
wliftty fn promeding energy efficiency
i oddiiion o ity cove funciion of
selling aned delivering noatural gas.

In considering RD, a state commis-
gion might first want to consider
whether a gas utility should be in the
business of selling natural gas and
delivery service or, more broadly,
of selling energy services, which
include energy conservation. If the
latter is preferred, then RD becomes
a more tenable ratemaking tool I
not, then a commission should assess
RD in terms of the “declining gas use
per customer’ phenomenon. In other
words, if a state commission requires
a gas ufility to promote aggressively
energy efficiency, or if there is strong
evidence of large benehts from utility-
funded energy efficiency initiatives,
RD has definite merits as a ratemaking
mechanism *

Regulators  should not expect a
utility to undertake pro-actively
energy-efficiency  initiatives  when
sharcholder interests detenorate. A
collision course leading to unintended
consequences seems ingvitable under
standard ratemaking from requiring
a utility, whose earpings directly
relate to the level of sales, to play an
independent active role in reducing its
sales,  Furthermore, if 8 commission
approves RD, it could require a
utility to be committed to promoting
aggressively energy efficiency™
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A Second Rationale for RD

In  addiion io  promoiing  energy
efficiency inftiatives, R may also be
cle fensible.

Specifically, three conditions would
support RD. First, a state commission
believesthat consumption per customer
is likely 1o decline in the future.
Second, the utility’s ability to add new
customers in growing sales is greatly
himited.  Third, the commission’s
discretion to  recognize declining
consumption per customer in setling
base rates is constrained because of
statutory of comimission restrictions on
pro forma adjustments to include only
“known and measurable changes™ to a
historical test year™ If cost recovery,
namely, recouping earnings losses
from an unex pected decline in sales per
customer, 15 the main rationale for RD,
as discussed above a state commission
has other options available to address
this problem.

Megative Economic-Efficiency
Effects

Fromm  an  economic-efficiency  per-
spective, BRI has  some  negative
atirifuie s

One, as discussed earhier, stems from
the expectation that RD would cause
a utility to shift farther away from
the minimum poant of its short-run
average cost curve, assuming that the
mechamsm will result in lower sales
than otherwise. Since gas distribution
is essentially a fixed cost function in
the short run, higher average cost
would result from reduced sales, since
by definition average cost equals total
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cost divided by sales. In addition, a
point made above, R makes the utility
indifferent 1o increasing sales even if
it would be economical  For example,
if the base rate is 50 cents per therm
and the short-run marginal cost for gas
distnibution service is zero, under a
RD mechanism the utility would have
no incentive to increase sales even
though it would clearly be economical
to do so. This outcome 18 contrary o
the universal corporate objective of
spreading fixed costs over additional
sales to produce greater operational
efficiencies.

Another conceivable source of
economic nefficiency derives from
the presumption that a utility with a
RD would have little or no incentive
to modify its rate design by removing
more of its fixed costs from the
volumetric charge, which if nothing
else would remove what some analysts
consider a major source of prevailing
price inefficiency in the utility sector™
With RD protecting a utility's financial
condition from sales volatility, there
would seem to be little pavoft 1o the
utility from initiating any subsequent
changein rate design that removes fixed
costs from the volumetric charge. In
addition, RD would tend to exacerbate
pricing inefficiency by widening the
gap between price and marginal cost
for non-gas service whenever sales fall
below the specified “baseline.™
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An earnings shaving
mechanism has ifé
attractive feature of

frecting symmetrically

costy and revene
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While penerally
supportive of KD,
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different stories about
wilp

Accounting for Price Elasticity

Siarte Ceonmmissions showld recognize
the price-elasticity effect on future
Bas consumpiion when sefing new
rates, or example, by liberalizing
their interpretation of “known and
measurable change.”

As shown above, with the dramatic
increase in natural gas prices over the
last few years, and even with only a
small price-elasticity response by
consumers, the effect on a wtility’s
earnings can be significant. ™ Because
of the high uncertainty over the effect
of the recent natural gas price increases
on consumplion, a true-up mechanism
such as revenue decoupling may have
added merit.

Earnings Sharing as an Alternative

I state commission is concerned that
a withiey will not have a reasonable
apperianity fo earn s anthovized roie
af return, short of filing a rate case, it
showld consider an earnings-sharing
approach, rather than adjusting rates
solely becanse of  “wnanticipated ™
.\I'i!!.’.'!:'.

Actual costs are likely to  differ
from test-year revenue requircments
for manv reasons.™ It mav be
inappropriate, therefore, 1o adjust
rates when actual sales deviate from
“baseline” or test year sales while
not making adjustments for expenses
and  other  revenue-requirement
components of the base rate. [For
example, between rate cases all of
the cost savings from productivily
improvements not anticipated at the
time of the last rate case, would flow 1o
a utility's shareholders. An earnings-

sharing mechanism has the attractive
feature of treating symmetrically costs
and revenue deviations. Under RD, it
15 conceivable for a utility to have both
its base rate adjusted upward between
rate cases in response to a dechine in
sales per customer and, at the same
time, earning a rate of return above
the authorized level because of actual
expenses reduced below the test vear
estimates  One of the shortcomings
of an earnings-sharing mechanism,
however, is that the utility’s share-
holders could still suffer from lower
sales to the extent they absorb a portion
of the realized earnings losses ™ Thus,
the utility would have a disincentive,
as under standard ratemaking, to foster
energy efficiency.

SUMMARY AND
CONCLUSIONS

Over the past few vears, champions
of revenue decoupling mechanisms
have included conservationists and
eas utilities, The federal government
has become more active in reviewing
this ratemaking tool for both electric
and gas utilities, for example,
pursuant to EPAct of 2005, and other
governmental entities have endorsed
or are examining RD as well. While
generally supportive of RD, gas
utilities  amd  conservatiomists  tell
different stories on the desirability of
this ratemaking mechanism.

Other stakeholders in the state
regulatory  process  have  expressed
several concerns with RD.  State
COMMISSIONS themselves  have
responded diftferently tothe desirability
of RD} as a ratemaking mechanism,
Unguestionably, RD helps to preserve
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the financial integrity of utilities and
motivate them to be less opposed to
promoting energy efficiency, Whether
RD would benefit consumers is less
certain. It is partially for this reason
that the debate over RD mechanisms
at the state level, to date, has centered
on conceplual and theoretical issues,
gpecifically on  whether RD offers
consumers any advantages over
the standard ratemaking standard
approach and is compatible with
prevailing regulatory objectives.

The central point of this briefing
paper 15 that state commissions should
consider RD for those gas utilities
required or pressured to promote
aggressively  cost-effective, energy-
efficiency initiatives. RD would reduce
the incentive for a utility to under-
take ineffective energy-efficiency
imtiatives in addition to overcoming
the predicament of a utility in
implementing those initiatives when it
would adversely affect its sharcholders
One corollary of this is that if a state
commission allows RD, it may want to
consider requiring a utility 1o engage
in serious energy efficiency efforts by
spending more-than-minimal dollars
on energy efficiency and undertaking
all cost-effective mibiatives,

RD may also have merit if a state
commission 15 uncertain of future gas
consumption and believes that gas
use per customer will likely continue
to decline in the future, for example,
because of the elasticity effect from
high gas prices. The commission
might be constrained from accounting
for this phenomenon in setting new
rates because of the lack of evidence
Justifving a “known and measurable”
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adjustment. In this case, RD would
act as an attrition allowance protecting
a utility’s earnings between rate
cases from less-than-expected gas
consumption.

State commissions and consumer
groups have rightly raised concerns
about some of the negative features
of RD.  One generally expressed
misgiving with RD s that, while
necessarily beneficial to the utility in
reducing its risk, it might be inimical
to consumers.  Some skeptics view
RD as akin to taxing consumers for
the benehit of protecting utilities from
financial harm when revenues fall
short of some predetermined level.
While this perception arguably is a
misrepresentation, it may lie at the
heart of the equivocation by  state
commissions and consumer groups to
this ratemaking mechanism At the
least, the concerm with RD may require
a utility to appease the doubters by
committing to energy efficiency or by
agreeing to a downward adjustment of
its authorized rate of return on equity
45 compensation

Orverall, the jury is still out on how state
commissions will rule on RID proposals
in the future, If commissions view
gas utilities as purveyors of energy
efficiency services, they will likely
be more receptive to a mechanism
that would keep utility shareholders
financially whole 1n additon  to
removing any disincentive for a utility
to promote actively those presumably
socially desirable services.  After all,
if RD results in only slightly higher
rates, but achieves large benefits
- or at least the perception of large
benefits to consumers from wtility-
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funded, energy-ethciency activities
— the public will look more favorably
upon the commission and utility in
their endorsement of this ratemaking
mechanism.
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MNoles

"This rate design initied decades ago with a major objective of modivating gas wilitkes fo sign ap oew customers and o increase (heir
sabes. Until the dramatic rise in gas prices aroond 2000, public policy and wility actions were generally supportive of growing gas
sabes, That postung no leoger bolds, as e emphasis o the st few vears has shifled wward comrolling growth in gas sales,

* Inrecent vears, siate commissions hewve seen the filing of numerous raie cases by gas utilities, These Glings, for some utilitics the first
in over a decade, are the resalt of eroding profits caused by a combination of higher costs, required capacity expenditures (panly the
resitlt of customer growih and new safery regulations), and flat demand growih, Tnmany of these rate Alings, the utility petitioned for
a change in rate design, notably the shifting of fixed costs from the volumetric charge to the customer charge,

* Cias utilitics have assigned differem babels 1o their revenie decoupling (BD) proposals: Conservation Margin Tracker, Conseryafion-
Enabling Tariff, Conservation Tariff, Conservation Rider, Conservationand sage Adjustment TanfT, Conservation Tracker Allowance,
Margin per Customer Balancing Provision, Delery Margin Nommalizstion, Usage per Customer Trecker, Customer Utilization
Tracker.

' The Gmancial community has also looked favorably upon revenue decoupling in reducing & utility s risk and improving its inancial
siability.

" In several presemtations over the past couple of yeurs, AGA has argued that RD can: (1) reduce matural gas consumption over Lime,
123 lower balls Lo consumers, (3 increase utility-funded energy efficiency initiatives, and §4) provide a reasonable opportunity for a
whility to earm its suthorized rie of retom. Specifically, AGA has argeed that BD can benefit consumers by: (1} lowening gas consumer
bills over time, (21 reducing uncol-lectible bills, and (3 redocing overall gas demand that will place dovwiward pressare on markel gas
prices, {Sce. forexample, Roger Cooper, “Cresting a Win/Win Matural Gas Distribution Energy Efficiency progrum: Recognizing and
Aligning Stakeholder Interests,” presemation ot the Indiagna Utility Begulatory Commission Gas Issues Forum July 249, 2005 )

* See ot Statement of the American Gas Associalion amd the Notural Resources Defense Cownedl, submitied 1o the Natonal
Association of Regalatory Unility Commissigners, July 2004,

" See Natiomal Associption of Regulatory Lnility Commissioners, “Resolwion on Energy Efficiency and Innovitive Rae Design.”
adopied MNov. 16, 2005,

" 5ec Russcll A, Feingold, "Decoupling, Conservation, and Margin Tracking Mechanisms — An Overview,” AGA Rate and Regulatory
[zsies Andio Conference Scrics, (et 27, 20065,

“ As noted by Eric Hirst in a 2004 report preparcd for ldaho Power Company, titlled Decorplivgg for fdahio Power Commpany, “During
the 19905, various forms of decoupling were deploved in Maine, New York, California, and Washington [for ebectric utilitics]. During
the mid-1%00s, these effons were largely abandoned as wilitses and stnie regulators anticipmed o restaciared, competitive electricity
indusiry, although Oregon began decoupling in the Inte 199057 a1 3),

1" California is the only sate that has embraced RD for electric utilitics. The state initially instituted BD in the state in the 1980
partully becsuse of evidence of a fuel ol shortage, and near doubling of oil prces and imlencst rates: the expectition was o decline
in electric wility sales o response (o these events. Incidentally. in Califfornin REY iz currently ander conssderation for water atilitics
largely to enconraee whiliby-funded energy conservation efforts.

" Pacfic Geas and Electme wis the first gas utihiy subgect to a RD, startiog m 1978, The stste commssion matiomaleed the mechanism
by the fear of gas curtadlmems and the expected erosion of earmnes Trom U combdmatson of Tower sales and imverted rates, (See Broce
Srth, ~“Revenoe Sales Adjustments,” presentation before the Harvard Electocity Policy Group, March 3, 20053

" The Balumore Ekciric ol Gas mechamsm (Rider 8) measures esi=vear base mie revenoes after adposting for ame chaige in the
mernber of customers from b test=vear level, The mechanizm adjusis est=vear revemies by accounting for the net mumber of customers
added since the test vear. The difference between actual revenses collected and the recalibrated testvear revenues determines the rote
adpstment. Ineffect, the meshanism is a ~ true=up” that accounts for customer growih as this element could offset lower per-customer
gas usage the mechami=m is mtended 1o captone.
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" The southwest Gas mechanism, designed as a margin tracker. balances sctual margin revenues o smtlonzed levels. The Califomia
Public Utilities Commission approved this mechamnism im 20008,

" The staiT of the Oregon Poblic Uty Commission supported Borihwest Natural's orginnd RO mechanism onby after the atility
agreed 1o implement a service quality standard and 1o tramsfer permanently the wility s energy conservidion progrms 1o a sclected
imdependeni entity approved by the commssesn.

" Morth Carolina Litilites Commission, Order Approving Partial Rate Increase and Requiving Coaservalion Inifiotive, Dockel Nos,
G4, Sub 490, G-21, Sub 461 and G-44, Sub 15, Moy, 3, 2008, a1 2324, Chock W Fleenor liled company iestimsmy in suppori of CUT
o April 1, J05,

1® Thid, 24,

P Soe Vectren Encrgy Delivery of Ofio, Appdicaiion of Feeiren Erergy Delivery af Divla, e, for o Coaservation Rider, Case No, 03-
L4 4-GA-LINC, Moy, 28 2005, 4.

" See the testimony of D Georpe B Comiplon, Docket Mo, 05-057-T01, Fan 23, 2006, at 11,

¥ Bee Ouote com. Swsiress Wire, “South Jersey Proposes Innovative Conservation and Usage Tanff; Measare Will Help Custoners
Save Encrgy and Lower Heating Bills”™ Diec, 5, 2005,

T e legistoture reguired the commission io iimvestigaie how decoupling the earnings of gos and electric utilitees Mrom their sales can
best promoe the sake’s energy policy.

A The Connecticn Deparimen of Public Uility Congrol, DV fnvestigarion fnvo Decouplivng Faergy Disteibarion Cowipany Farnings
frenn Sedies, Docken Moo 0309000, Draft Report, Faw 12, 2006, [n additen w sales and per customers adjustment climses, the study
defines decoupling as also encompassing a conservalion and lkead managemen adjusiment clause and rate design changes that reduce
sz effect of sakes changes on @ utility s earnings,

= The Depariment ised the term “business risk™ in explaining how & revenuc-decoupling plan would reduce the risk of a wility from
sales Auctoations, Geonerically, busimess nsk refors to the unceriaingy linked 1o the operating cash fAows of a business, Business risk
is matlti-dimensional, inclusive of both sales risk ad operating risk. Some analysis may categorive this risk as “regulatory risk,”
which relates 1o a regulator's actbons that affcct a utility s ability 1o carn a fair mate of return. For BRD, regulsony risk may anse from
il uncoriaingy wsseciaod with the eeovery of revemse deforrals (i, the difference between actieal revenoes and fargeted revenucs,
accomulaed over time)

= The Department found that “Past experience has shown that custome-iniliated conservation by gas LDC cusiomers can vield usnge
reductions of up o 3.5 percent annually in response o high prices™ (Ikid. 19,

A The Attorney General argoed that o revenue decoupling mechanism would reduce customers” incentive 10 Conserye.

o Mamnesota, the state's Deparinent of Commerce and Ofce of Attorney General challenged a RD mechamsm proposal by Xeel.
The wiility subsequently witlkdrew the proposal as part of & rae case settlement.  Arguments in opposation o Lthe wiility's proposal
iochuwded: (17 1 15 questionable whether the absence of RD would deprmae the wtility of a reasonable opporiunity (o earm its authorized
e of refuri, (25 the proposal violates stsle statates. (33 the proposal renwves the incentive of o utility (o forecast sales pccuralely in
a re cose, (41 10 wies unsubstaniied whether gas use per customer will comimee o fall in the futone. and (4 under the proposal, the
utility could adjust s rdes wpwiard even i declimng gas vse per customer 15 offset by an increase i the momber of custoners, [(See
Vimcenl C. Chiver. Fhrect Testiorony aied Exivibal, before (he Minnesota Public Utilities Commussion, Feb, 11, 200053 [n 2005, the
Meevidn Public Unimties Commizsion repecied o RD proposal by Southwest Gas, arguing m pard thil the proposal would constitute o
major chimge Troan curment rtemaking practices and before il can be justified “more recogmized allermatmves” (such as changes in raie
desrn and more freguent rale flines) should be apphed o the percerved problem (e, reduced carmngs from less=than-expected gas
sales) {Mevada Public Unhites Commuission, Opimon, Docket No. 043001

= Southwest Gas proposed o “Conservation Margin Tracker™ in anticipation of o continmstion of the past trend of declinimg gas use
per customer.
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= Arcona Corporation Commission, Opinion and Order (Decision Mo, GR48T), Feb, 23, 2006,

& The published study provided no explanation bow nommalized consumpton was calculmed. W hile presomably AGA applicd a
proper methodolosy o mormalize actual consumpteen, @ reader of the study 15 wmable 0 venfy independent by,

#The AGA study estimated than almost lalf of the decling per bousehold sincg 1997 resubied Mrom space-beating efficigncy gains

“ The study attributes a slower decling in usage per customer in the fire 1o the construction of larger howses and the expectation of
only modest Turnace efficiency gains. (See Amenican Gas Asspciation, Forecasted Palferns b Restdeatial Cas Consuriprion, 200 -
2020, EA 2004-04, Sepr, 21, 2004 Reduced consumption per customer does not imply that wtilities” tal gas sales to residential
customers will fall in the future (see, for example, Energy Information Adminisiration, Aasid Erergy Oudlok 2006, Febmoary 2006
and piher projections),  Most stndies expect moderate growih in iodal residential sales over the next several vears, even in view of
a contimeed decling in sabes per residential customer (with growth varving by staie and region). This means that utilities’ revenues
from residential sales should grow berween rate cases becanse of the addition of new cusiomers, nodwithstanding a decling in use per
CUSIOITET

M According foa 2005-RAND study, titled Segiona Differences (n the Price-Elasttcln of Demand for Enerpy, the demand for natural
as and clectricity is relatively price-inclastic; in the past Xoovears, this relationship has not changed significantly, as analbyscs performed
imthe R0 shiowed gencrally the same resull. Novertheless, as the study argses, becase prices were declining in real icrms over most
af the period studicd, inglasticity of demand may be a product of the absemce of price increases. The study, applying data for the poriod
1977-20604 1o cconometric molbods, cstimated the short-run price clasticity of demand for residential natural gas as cgual 1o =012 and
ihe bong-run price elasticify as <036, Although the resulis confirmed price-inclastic demand, as iHlustrated clsewhere in this paper
consumers response 0 sharply higher gas prices can nevertheless hanve a significant effect on a utility 's shori-icrm carnings,

" The implicit argument by gas utilitics is that. from o revenee perspective, Lhe growth in the momber of cusiomers does not offsct
declining gas per castomer, resuliing in total actnal revennes less than the test-vear revenss.

Y Larger declines may be occurring in arcas with a high growth of new housing construction, with the reasoming that new homes on
avernge are more enerEy eflicienl and use kess eneney than older houses.

Y For e electne isdustry, where some auilities have proposed RO, the ustorical phenomenon of dechmng use per customer does
e hobd (use per customer has continuously increased over tme), making kss tenoble the adopiion of BD Tor this imdustry unless o
sironger cose coan be offened for electne unilities w promote energy efficiency than for gas wiiliies,

* Opisons for utiliies o address dechining vsage per customer include raising the customer change, implementing declining ock
rles, wsing a mukti-vear forecast horizon, amd inmovatmve sirategies, such as revense decoupling. These aliermatives nuy pose politicl,
policy or kegal obstackes that make reveme decowpling the only viable and anracing aliernstive. For exanple, an adinsiment msde 1o
accoui for decliming usage per ouschokl would be feasible under o Tuture @S vear bul would be more difficult 1o justify ander an
historscal rest year,

" Many state commissions that apply histori-cal test vears in rate cases allow wilitics 1o adjust their sales forecasis for weather
mprmalization. (her stae commissions apply Torecasted test vears, with the allewance of weathernormalized sales projections.
Weather-normalized sales projections arguably allow a gas wiility a reasonable opperiunity 10 meet its forecasied sales between rate
Cikss

" Mormally when a commission scis an authorized rale of return, i specifics a zone of reasonableness within which the commission
considers & raie of return (o be fair For cxcample, n commission may nibe thai a reasonable rate of retorn lies between % and 11 percent,
with 1(} percent. the mid-poind, as the authorized mde of retorm

" Mot industry observers presently sec the changed post-1999 market conditions as structural, with sustained effects. rather than
cyclical. They expect no signilicant relief in nistural gas prices until 2008 or ter. Incontrast, price spikes expenenced in the 19
were shorl-lived, cansed largely by briel perinds of unusually cold weather or regeonal pipeline bottlenecks, In terms of the efTect
an the ccononwy, most analyvsis see the combdamation of high natural gas and ail prices slowing down shor-erm ecomomic grvyvith in
addition to exacerbating inflationary pressurcs
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* Under a straight ixed-varighle (5FY) mite design, a customer charge includes 100 percent of (he fixed costs and the volumetric charge
contains only those costs that vary sith sales. One oulcome of this mie design is that whenever a wility experiences loser or higher
zales, the iy mecovers the same amount of fs fixed costs. Inother wonds, it= rate of retwrn remains the same. Relntive to allernate
rme designs (with the exception of revenue decoupling). 5FY reduces the wility"s msk. wath the recovery of fived costs “up-frond.”
irmespective of aciual gas sales.

U Exgeptions may inchede vamable pon-gas costs. Examples iclode winter high-pressure service. as the stang of high-pressune
fucilities correlates with demand under extreme westher conditions. and the foregone revenues from stomee services sold of f-system.
{See. for example. Hethie 5. Parmesano, testimony before the llimos Commerce Commissien, on behalf of NIOOR Gas Company.
Peonvemibeer 2004}

9 This assumes the fixiy of all non-gas cosis, thos invanan o changes in sales.

“ Iv is assumed that R* was determined in the last rate case and the source of equity capital is equal 10 3333 million (340
i llionAn 12

I equatesn (33, with AYC equal 1o zem, the proportional change in carnings simplifics to the matio of tlse change in revemses 1o
carnings (ARSE). Inthe illusteateon, the ratio BYE equals 10, svhich, based on an examination of radc-case led incons: statcments for
sover gas wtilitics, scems (o cormespond to real-ywordd conditions.

“ RD is arguably more justified, as o tnec-up mechanism, than purchased gas adjustment (PGAs clanses since a utility has some
conirel over gas-supply costs because of the ability of most wtilitics 1o choose among different supply and tmnsporateon souces, and
commercial armngements. PGAs work similarty to BRD by protecting the utility froom Gnancial losses when purchase gas cosls exceed
base levels

1o st applications of RO, “baseling” sabes account for new customers, with revenue adjustments scl on a per customer basis,

¥l practice, the concepl of o fir of authoreed rate of relorn reflecis o “sone of repsonablencss” within which there is a high
probabaility theat ihe Gar rave of refum lies,

I mos stanes, purchased gas cost includes imerstale pipeline cosis

“ Depending on how the RD mechanism is stiructured, aciual sales may represent cither total sales or per customer sales averaged
across (sav ) the resideniial class.

* Bee Morth Carolina Utilitics Commission, Order Approving Partial Rate evease and Requiving Conservaiion fmfiaiive, Dockel
Mos, (G-9, Sub 490, G-21, Sub 461 and G-44, Sub 13, Moy, 3, 20003, 24,

A redoced cost of capital, which might resull From revenue decowpling. coubd offsed the higher avernipge cost

HCustomer-tmtnmed” relers o customens consuwming less nataral gas becanse of higher proces or other factors thin are largely market
ar econaimy driven.

= i 20005, For example, the city gae price of maioml gas i ihe United Staes averaged 3564 per Mol amd the residential price off gas
avernied $1282 por Ml (e the city gate price was aboul 67 percent of the resadential price). See Encrgy Dinformaion Administmiion,
Mortlv Ererey Review, March 20006, Table 9100

" The 2-percent increase approximates i decling in met revemees of the same proportion (ssuming minimal variable distribution
costs), IMone takes the historical decling in average gas use per household of one percend, and adjusting for revemse increases from new
customers (which occurs under most existing and proposed BD mechanisms), the 2-percent examiple would scem o be much higher
than expecied ina real-world sioation,
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“If the delivered price is (say) one dollar per therm and the customer buys a hiph-efficiency furnece thal saves anmally 50 therms
of gas usage. the customer can expect her gas bill to decline by 530, If all cuostiomers conserve by the same amount. a RD mechanism
winild result in the base rade increasing (say} by 2 porcent and Lhe delbvered prce by (06 percent., the benefits 1o the costomer [mom this
conservatin action would decline by only 30 cents,

2 RO could mduce addivional cusiomer-mtiaied energy effickency 1o the extent that the ulility more aggressmvely and effectively
educate customers on the bepefits of energy efficiency.

" Energy Infprmation Administration, Sherf-Ferm Energy Optlood, March 7, 26, Table A4

" Inother words, RD represents a second-best “solution”™ for poor rate design that inchides fixed cost in the volumetric charge. Some
proponents of RD view the mechanism as a form of rate design tha separates the recovery of fixed costs from volumetric sales, which
is gxactly what a straight fixed-variable rate design does.

* loseph Eto et al. discussed how risks 1o conssimers woald be affected by revenue decoupling (See Eloct al ., The Dheory and Practice
af Deeosipding, Reporl LBL-34535, Berkeley, CA, Jannary 1794}

“ In Mnine, lower sales levels in the early [1990s caused by an economic recessien (in the previous rate case. the sales forecast was
substantially too highy led (o substantial revenue deferrals thid Centmal BMaine Power was ultimaicly entitled o recover under ils
revenie decoupling mechanism {"Electric Revemee Adjustment BMechamism™). The wility did not recover these defermls. however,
becanse of an agreement with parties to avoid immediate rate increases during bad coonomic times, By the end of 192, the revenue
defermmls kad resched $52 million. Observers argwed that only a small portion of this amoum was the result of the utility s conservation
cflons and that the vast majority of deferral, instead. resubted from the cconomic recession. There was the general perception that
il revenue decoupling mechanism shielded the utility agninst the financial consequences of the recession, rather than providing the
imended conservation incentmve impact. Termeination of (he R mechanmism ocowrred in November 1993, {See, for examiple, Maine
Public Uiilities Commission, Meport on D Fneenives Mecharisms for fhe Promotien of Energy Efficiemey and Svsiem Relabafite,
presented to the State Legislature, Feb, 1, 2004

“ In testimony belor: the Wisconsin Public Service Commission, involving Wisconsin Power and Light in Dockel Mo, 6680-UR-114,
Ralph Cavanagh argued that since many energy efficiency measures last ten vears or more. single vear impacts would multiply ai keast
tenfold when assessing sharcholder interests. He illustrated this with an example: if total Gxed costs are 330 million. with 90 percent
recovered in volumetne charge for $72 million), o one percent decling in consumpdion means that $0.72 million is losi to sharcholders
during the first vear; over five vears, the accumulated loss o the utility would be 5108 million (50.72 + 80,72 + 80.72" + 30,72 +
FOT2

* This could oceur 1o the extent o decling in gas use per customer bekps o irigger a mie filing. A primary monale for purchased gas
adjustement climses was tat they would reduce the peed Fora wtility @ file mie coses contimusly,

= As oted above, reduced gas bill volatiline svoubd occur il abnormal weather carses 1he revense adjusimens

™ Test vear sabes affect the required rte change to recover revemsg requirements, with a pessimistic projection justifying a higher rate
and an optimistic projection a lower rate, Under a RD mechanism, any bias in the projections will be trued-up over time.

“ A& LRA confines itself o salesfrevenues losses from a oiiliy s epergy efficicncy initiatives, In condrast, a decoupling mechanism
covers all changes in a uiilily s sales

“ A expressed by one analyst. methods for verifving savings resulting from energy efficiency programs are likely 1o be “complex.
tedious, and expensive,”  Another criticism of LRA is thit, becanse of ils narmowed focus. the wiility woold =ill have an incentive 1o
increased snles through its other activities.

= Society may bemehil from lower emvironmentil costs associated with the reduced producton, transportabion, and consumpdion of
eitunl gos

T The argument here 1s that since previously a commission rubed that these fised costs were prodent, the wtility has the legal nght 1
recover them fully,
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“ The udility would still have an incentive 1o maximize its enmings, bl under BD o would have different incenlives and constraints.
Specifically, since presumably increasing sales between mie cases will have o elffect on earmings, the uiility would instend focus on
reducing costs. [ & wtility alkows ids costs to rise above test-year costs, it would jecpardize ils ability o carn s authorized rale of
redurn, irrespective of the adoption of a RD mechamsm.

* This argument ceniers on the common percepiien tat commssien endorsemend of troe=up mechamisms or “trackers” requires the
existence of unusual circumstances because of the nisk shifting o consumers and, m the case of cost troe-ups such as porchased gas
adjstment climses, the weakened incentive of a wiiliey 10 manage costs.

i Arieona, for example, the Besidential Unility Conswmer OTee (RUCOY argued {in Areom Corporation Commission Dockel Mo
Ci=lb 551 A=04=0876) that in ackoowbedging the disancentive under standard rofemaking for o unlity 10 promote energy eificiensy, the
comumission or o third party could be responsible for sdminisiering energy efficiency programs Tunded by (e wliliny

T ommissipner Lorinen Joyner's dissent in the Piedmond Gas case in Morh Caroling echoes this view: “The issie is whether there is a
Justification for tracking and making rate adjustments based in changes in consumption without consideration of other factors affecting
overall expenses and revenues. | agree with the Anomey General that maimaining margin recovery is nod sufficient justification in
irsell and is nod consastent with fundamental ratemaking principles which disfivor rate adjustments based on one clement of mies
withoul appropriaie regulatory oversight of the Compamy s overall expenses, sales volumes, and revenues”™ (See Morth Caroling
Litilikes Commission, Crder Appsendng Fartiol Rote Increase and Requiving Conservation faitlarive, Dockel Nos, G-%, Sub 499 G-2],
Sub A6 and G-4d, Sub 13, Now, 3, 20045

= Thas argumend stcms From the presumpticn that D wonld remove the inancial conscqucnces for a wtility from losing sales boecanse
of poor quality of service, For fairms in most other industnics, revemics arc highly cormelated with the quality of service offered 10
costomers, Linder BRI}, as the argument gocs, the bonefiis to a atility From achicving a high quality of service would decline, if not
climinaged.

? Indusirial costomers in particalar have rmised this point,  Other pamies hove questioned the mle of atilitics in promoding encrgy
ciliciency in light of markel forces and the potential robe for third partices 4o implement cncrgy efficiency progroms more effectively
than the wtility,

"The Togic is as follows: customers as o group would benefit kess From conservation with BD as their rates would increase with utiliy-
wide conservation. since some of the savings would flow o the utility 1o ofTset the reduction in distribution revermse collecied thought
encrgy siles. Consequently. customers woubd recemve less of the savings than they would without decoupling,

T The reason given 15 semply that BD could remove e ancentive of o obhiy @ expand iis sales by altracting new customers wilh
a promadional rate or other inmovative rate design, sioee amy evenoe gains ey Tow back 0 consumers in s Torm of lower base
raflizs,

T Specifically, the subsection “Expected Owcomes Mrom Revenie Decoupling” addressed tlem,

Tz indhesirial advocate has arngoed that RD makes awtility indiffonent 1o b5 sales volome, thas reducing 0s motiscat o o acoommodane
customer needs. He also posed the fondamental problem of a wility simuliancously selling its core service and promsding encrgy
efficiency as condlicting, in his opinion requiring the state commission o sct up additional oversight 1o monitor and regulate these
conflicting activities, (Sce Maurice Brubaker, presentation before the Harvard Electricity Policy Group, March 3, 20403 )

" The cight criteria for a desirable rade designare: (1) simplicity, understandabality, public accepiability and feasibility of implementation.
{2} uncondronversial as io proper imerpretndion, {3 effectiveness in providing the wtility with adequaie revenues io recover costs. (4
vear-toyear revenuc siability, (3) mic siphility, (6) fMmirpcss among cestomer classes, (7)) avoddance of andue price discrimination,
and | &) econpmically efficient in giving customers proper price signals, for example, in not over-consuming & wility s service. These
criteria can be conflicting, with no mules of moking offered. I is ofien difficult, if not impossible, to satisfy all of these critena
{for example, public acceptability and elfficient pricing); almost all real-wordd miemaking owlcomes reflect compromiscs befween
the differemt regulatory objectives. Bonbright also identified the four primary functions of public atility rates as capital siiraction,
efficiency, demand ratbpning, and income disinibution, (Sce James O Boobright et al, Principles of Pablic Difity Retes, 2% Edition,
Pullic Utilities Repons, Ing., 1988, the first edition, authored solely by Bonbright, was published in 1961.)
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HObversely. RD would akso reduce the opporiunily of o utility 1o over-carn. which moy exploin why somne gas atilities do nod support
R

= A discossed above, however, the monthly or vearly e adostments subject o RD would likely be small relatve 1o the total
detivered price of mural gas and 1o other factors alfecting price (such as Huctumtions in purchased gis costs),

B0 Creggon, the wpgrading of Morihwest Matural's Standacd & Poor bood rating occurred shortly afier the commission approval of a
R mechanisin,

= See Calvin Timmerman, “Momhly Rate or Revenue Adjustmems: Regulatory Perspective.” presentation al the Plans Rate Case and
Pricing Sy mposivum, Oct, 23, 2004, gnd Calvin Timmerman, “LDCEDC Bevenue Decoupling,” presemtation 10 the 2006 MACRLUC
Commissioner Coly Siraiegic Mlanning Session, April 5, 2006

= In o5 imwvestigatsen of revenne decoupling, the Connecticut Deparimem of Public Thility Control crtecized the Monhwest Mafural
mzchanism for being administmaiively burdensome and o linked to the cnergy conservation programs funded by the wtility,

= see Christensen Associates. A Review of Dusteibution Wargln Normalization as Approved by #ee Clremon Pribfic Utiline Connmission
e Newthweest Netwieerd, March 31, 2005,

= For example, higher customer charges could (1) kead fo customer complaints about “minimum” bills durng the low-use months, and
(2} disproporiemitely impact b incemelow usiee costomers. A siright fixed-vanable rate design for gas disinbution service is nure
in the United Stades, with Xoel in Morth Dakota and Atlanda Gas Light as the only gas utilities curmently hanving this rate design. Inthe
cise of Moel, the company onginally proposed a partial decoupling nider but was withdrawn as the parties 1o a settkement agreement
concurred in shifting the Gxed distribution costs (0 4 monthly basic service charge.  For residential customers, the basic service
charge increased from £330 0 $15.68, or by 185 percend. The expestation is for the new rate design 1o merease summer gas bills for
residential customers and reduce their winter bills. (See Morth Dakota Public Service Commission, Morthern States Power Compay
Matural Gas Bate Increase Application, Order Adopting Settlerment, Case Mo, PU-04-578, June 1, 205

= The megonity, bowever, argoed that the RD proposal does ool viokie stile staile against retroseine ralemaking since il represents
an approved formmla as part of g atility's rde stroctune osed 10 rog-up an estimated rate. (See Morth Caroling Utilities Commigsion,
Oedder Approving Partiad Rate facrease and Requiving Conservalion Initiative, Docket Mos. G-, Sub 499 G=21, Suob 461 and G=44,
Sub 15, Moy, 3, 2005, at 21

oA pilon has the berefin of allowing for refinements off the meclamsm periodically and of ternmnating & mechanizm tlhat exhibis
undesirable resulis

= o theory, the premise for wility imvobement in enetgy conservation is e exisicncs of scrions marke! Milores. Specifically, (1)
incorrect pricing of natural gas and its delivery exisis bocanse of regulation or marke-power conditions, (2) natural gas prices Gl 1o
reftect environmenial damages and ofher external cosis, or (3) the presence of specific informaion-relxicd failures that may adverscly
affect the consumer demand for coergy efficiency. Proponents of utility-funded encrgy efficicncy initiatives argue that some or all of
thse conditions hold

= As an alicrnative to BRI or in conjunciion with BI¥, as proposed by some analvsis. direct (fargeled) incendmves can be provided io a
wlility in promoting encrgy efficicncy indiatives. or responsibility for implementing utility-funded energy efficiency initiastives can be
turned over to @ third pariy.

' In Orepon. Morthwest Natoml committed lo promoting energy conservation and agreed (o transfer the management of energy
clficiency programs to a third party. Encrgy Trust In additson. the wility sgreed (o collect a public purpose charege on gas bilks. In
the Fiedmont MNatuml Gas case. the North Careling Utilities Commission conditioned the approval of the RD proposal on the atility
aggressively assisting smnll customers inconserving on nsural gas.
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“ Bost state commissions wsing an historical test year adjust test year revemues and expenses for “konown and measurable” changes that
will likely occar in the futnre. post-test vear period. Typacally, the test vear is a 12-month penod. with adjostments made 1o the extent
mecessary (or permitted) based on evidence reflective of conditions during the period new mics are 40 be in effect. For example, pro-
ferma sdjustments can ke into account changes in: {1 customer addiions or losses, (25 per customer usage patiems, and {3) weatler
conditiens or new measurements of weather normalization.

“ A adentified by coonomists, recovering fxed costs in the volumetne charge can: (1) inenesse revenue and carmings varability, (23
il do aceount For cost differences between or within customer classes, (3 convey improper price signals (o customers, and 4 lead 1o
imeficient vse of a wiliey’s system. Om the other hand, the main goal of regulation 1s nol (o promote economie efficiency: regulation
onginated and developed before the ideas of cconomic efficiency and the principles of welfare cconomics; most enabling legeslaton
mandates just. reasonable and fair rates. not efficient rates per sc.

In additson, redesagning mates o kwer the volumeine clarge comes across as anbi-conservation singe il would lower the margmal
price of gas. Taking an expmple, assume that (he volumetns distnbution charge is 15 perceot of the woial volumetric charge (inclusive
of purchased gas costs), which corresponds tw the aciual perceniage for many gos oiilives By shaltiog oll the distribution cosis o
a customer charge, the volumetng charge would decling by 15 percend; this means that the marginal price of gas would also fall by
15 percent.  Assuming o short-run price clastcly of demand equal to =000, U effect would be (o increase gas consumplion by 15
percent. This s aboul 30 percent above the overage annual decling i gas consumplion per residential customer over the past 2025
veenrs (see e earder discussion on the AGA study),

" Specifically, declining consumgtion would result in a wility increasing the base eate furiher above shori-run marginal cost, which
eqquaks close 1w zero or is minimal. Besides, the pre-adjusied base rate was already above marginal cost, therehy causing BD o widen
ihe price-marginal cost gap

“ By adjusting revemies for only & price elasticity effect, the neility still faces the risks associated with odher factors of gas consumpdion,
swch as weather and general coonomic conditions.

“ While it 15 true that in the short term the level of snles has minimal effcct on ron-gis costs, these costs can casily devimle from the
costs wnderlving the ourrend base rates, Forexample, the utility could improve ds productivity or in ofher ways reduce its cosls, prior
1o the next rate case, below the test-year level.

* As an llustration, if the shanng armngement s 50-50 (with no “dead band™ b and pesuming 4 decline in =ales of one percent
atinbulable (o the response of consumers to higher prices. o resulting redoction in the rabe of meturm on equity of & 1K basis points
wiould be spli evenly between consumers and utility sharcholders. Thus. the atility absorbes i boss of 50 basis points. Earnings-sharing
mechanisms, labeled alicrnatively as “revenue for return} stabilzation mechanisms.” are currently in place for a fow gas utilitics in the
United Stades, including wiilitics located in Alabama, Lowstana, Mississipp. and South Caroling.

32 The Batondd Regulatory Research Institate



The National Regulatory Research Instituie
1080 Carmack Road
Columbus, Ohio 43210-1002
Phone: 614-292-9404
Fax: 614-292-7196
www.nrn.ohio-state. edu

This repont was prepared by the MNitional Regulatory Research Institute (NRRI) with funding provided by the member commissions of
the Natiomal Association of Regulmory Liiliny Commissioners (NARUC), The views and opinkons of the authors do not mecessarily
express of reflect the views, opinions, or policies of the NRREL, NARUC, or NARUC member commissions,

The Matondd Begulatory Research Instiiuie i3



	Background
	Capsule of State Activities
	Impetus for Revenue Decoupling
	Basic Structure of a Revenue Decoupling Mechanism
	Divergent Views on Revenue Decoupling
	Analysis of Major Arguments
	Summary and Conclusions

