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I. INTRODUCTION AND BACKGROUND 1 

A. IDENTIFICATION OF WITNESS 2 

Q. Would you please state your name and business address? 3 

A. My name is Karl A. McDermott. My business address is 875 North Michigan Avenue, 4 

Suite 3650, Chicago, Illinois, 60611. 5 

Q. What is your professional affiliation? 6 

A. I am the Ameren Distinguished Professor of Business and Government at the University 7 

of Illinois Springfield and a Special Consultant to National Economic Research 8 

Associates, Inc. (“NERA”) 9 

Q. What are your qualifications for presenting testimony in this docket? 10 

A. I have spent my entire professional career working in the field of public utility regulation, 11 

most recently a professor of business and regulation and Acting Director of the Center for 12 

Business and Regulation at the University of Illinois Springfield. Prior to my academic 13 

appointment I was a Vice-President with NERA Economic Consultants with whom I still 14 

maintain a contractual relationship.  15 

In the 1990s I served as a Commissioner on the Illinois Commerce Commission (“ICC” 16 

or “Commission”). In the preceding years, I co-founded and served as the President of the 17 

Center for Regulatory Studies (“CRS”), a not-for-profit regulatory policy institute located 18 

on the campus of Illinois State University. Before co-founding the CRS, I worked in 19 

numerous capacities as a regulatory analyst including positions on the staff of the ICC, 20 

the National Regulatory Research Institute at The Ohio State University, and Argonne 21 

National Laboratory. 22 
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I received a B.A. in Economics from Indiana University of Pennsylvania, an M.A. in 23 

Public Utility Economics from the University of Wyoming, and a Ph.D. in Economics 24 

from the University of Illinois at Urbana-Champaign. My full qualifications are presented 25 

in NRDC Exhibit 1.1 attached to this testimony.    26 

B. PURPOSE OF DIRECT TESTIMONY 27 

Q. What is the purpose of your direct testimony? 28 

A. I have been asked by the Natural Resources Defense Council (“NRDC”) to testify 29 

regarding the value of decoupling as a policy to help remove the disincentive utilities face 30 

when undertaking activities that may reduce energy consumption. I first, however, 31 

address the consistency of decoupling with the traditional regulatory paradigm as it has 32 

been implemented in the United States and in Illinois in particular.  33 

C. SUMMARY OF CONCLUSIONS 34 

Q. Would you please summarize your conclusions? 35 

A. I conclude the following: 36 

• Revenue decoupling can be a valuable tool for removing the disincentive for utility’s to 37 

promote a strong conservation ethic; 38 

• The goal of providing incentives for conservation cannot be fully addressed through rate 39 

design;  40 

• NRDC’s proposed decoupling program is consistent with the regulatory paradigm and 41 

policy and, in particular, with the Illinois regulatory paradigm; 42 
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• Revenue decoupling is consistent with national energy policy to further conservation 43 

efforts. 44 

 45 

D. ATTACHMENTS TO DIRECT TESTIMONY 46 

Q. Would you please identify the exhibit attached to your rebuttal testimony? 47 

A. I have attached four exhibits to this testimony: 48 

 NRDC Exhibit 1.1: CV of Karl A. McDermott, PH.D 49 

 NRDC Exhibit 1.2: Summary of regulatory methods utilized by US regulatory bodies 50 

 NRDC Exhibit 1.3: Summary of decoupling plans for US gas and electric utilities  51 

 NRDC Exhibit 1.4: Cross section of regulatory bodies’ comments on decoupling 52 

mechanisms      53 

II. THE GOALS FOR REVENUE DECOUPLING  54 

Q. How are you defining revenue decoupling for the purposes of this testimony? 55 

A. For the purposes of this testimony, I define revenue decoupling as a methodology that 56 

provides utilities with a fair opportunity to recover investment costs in the face of 57 

uncertain load growth due, in part, to purposeful activities aimed at providing customers 58 

with an incentive to reduce consumption. Where necessary, I will define decoupling more 59 

precisely in this testimony.   60 

Q. Are there different programs that purport to do this? 61 

A. Yes. Breaking the link between revenues and sales has been discussed and debated in the 62 

U.S. regulatory arena for over thirty years and alternatives have been suggested, 63 
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including compensating utilities for “lost revenues” or “lost margins” associated with 64 

those activities that reduce consumption, to full decoupling which provides a utility with 65 

the opportunity to recover exactly its authorized fixed costs irrespective of increases or 66 

decreases in sales relative to levels projected in the rate case. 67 

Q. What is the goal of breaking the link between revenues and sales? 68 

A. The goal is to remove a major utility financial disincentive resulting from recovering a 69 

large portion of fixed costs through volumetric rates, thereby allowing the utility and the 70 

regulatory environment to further embrace a conservation ethic. By conservation ethic, I 71 

am referring the marrying of the utility’s efforts at customer service with the one key 72 

elements consumer likely want most: lower bills. By removing the financial disincentive, 73 

utilities are more likely to embrace, and perhaps even advocate for, actions to enable 74 

consumers to reduce consumption.    75 

III. THE GOALS FOR REVENUE DECOUPLING CANNOT BE FULLY 76 
ADDRESSED THROUGH RATE DESIGN    77 

Q. Can the goal of divorcing revenues and sales be achieved through rate design? 78 

A. Perhaps from a purely financial perspective, but there are practical problems with such 79 

approaches. Some argue that a simple fix for the problem of volumetric rates is to move 80 

toward more fixed cost recovery from fixed rates. That is, they argue that the problem is 81 

largely a rate design problem. Indeed, this is true in some sense. Rates for mass market 82 

customers have not been economically designed due largely to the cost of metering 83 

necessary for implementing an economic rate design, although less costly methods have 84 

been proposed. For example, I understand that a modified version of straight-fixed 85 

variable (“SFV”) rate design that reallocates much of the distribution investment cost 86 
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recovery into the fixed monthly charges for residential customers has been proposed in 87 

this case. The story behind SFV is deceptively simple: distribution investment is largely 88 

sunk and since sunk costs do not vary with energy sales rates should be largely fixed. 89 

Since short-run marginal cost, under this theory, is assumed to be nearly zero, volumetric 90 

charges should be close to zero to approximate the economically efficient price. Pricing 91 

at short-run marginal cost would obviously discourage investment in the delivery grid, 92 

and therefore the investment costs are recovered through a fixed monthly fee.   93 

Q. Do you see any problems with this approach? 94 

A. Yes. There are practical problems with this story. For instance, it is unclear that short-run 95 

marginal cost is the appropriate price standard, at least in this case.  Utilities invest in 96 

long-term assets and are expected to invest on a continual basis, pricing distribution 97 

usage at zero probably sends the wrong signal to customers concerning the opportunity 98 

cost of utilizing the delivery system over time.  Moreover, if the goal is to provide 99 

consumers with incentives to reduce energy consumption, reducing distribution usage 100 

prices to zero will almost assuredly cause consumers to overuse distribution services 101 

thereby overusing energy services. The well-known external costs of the production of 102 

electric energy (e.g., emissions costs) not captured in ComEd’s cost of service study or 103 

the market price of energy should be sufficient to give the Commission pause before 104 

moving down the path of reducing the incentive to conserve.   105 

Q. Is there a solution to this problem?  106 

A. Unfortunately embedded cost pricing has its flaws and long-run, or more appropriately 107 

intermediate-run, marginal cost pricing has been rejected by the Commission in previous 108 

cases. Fortunately, the issue may be less about the proper costing methodology and more 109 
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about the price signal itself. If the Commission is concerned about maintaining price 110 

signals concerning the value of the distribution services, and recognize that there are 111 

some external costs of electricity consumption not captured in either the energy price or 112 

the delivery price, the Commission could employ a decoupling mechanism that maintains 113 

the current (or similar) price signals for volumetric rates, thereby providing incentives for 114 

conservation, while simultaneously providing the utility with a reasonable opportunity to 115 

recover its sunk investment costs. Moreover, decoupling, unlike SFV, offers customers a 116 

chance to benefit over time if ComEd’s revenues increase, while maintaining a fair 117 

opportunity for ComEd to recover its allowed fixed costs.  Indeed, in 2008 and 2009, as 118 

described in Mr. Cavanagh’s Direct Testimony, the North Shore/Peoples Gas decoupling 119 

pilot resulted in $12.87 million in refunds to customers.       120 

IV. REVENUE DECOUPLING IS CONSISTENT WITH THE TRADITIONAL 121 
REGULATORY PARADIGM IN ILLINOIS  122 

Q. Before you turn to the regulatory theory, how does decoupling fit with the Illinois 123 

Appellate Court Second District’s recent decision in a review of ComEd’s previous 124 

rate case (Docket 07-0566)?   125 

A. The Court’s has articulated a two-part test for rider recovery that rests on the historical 126 

approach to rider recovery in Illinois. The Court claims that rider mechanisms can be 127 

proper when 1) the cost recovered is imposed from outside the utility or in other words is 128 

uncontrollable; and 2) the cost does not affect the utility’s revenue requirement. (Order at 129 

41) My understanding of NRDC’s proposed decoupling mechanism in this case is that it 130 

would address revenues not costs. In purely mechanical ways this process is similar to a 131 

SFV rate design and it is beyond dispute that the Commission has discretion to set rates 132 
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in a manner supported by the record evidence. Moreover, the Court’s opinion does not 133 

even consider the case where costs are not at issue. Even if one wanted to argue that 134 

revenues are costs, the proposed decoupling mechanism recovers revenues that the 135 

Commission has previously approved for recovery and therefore the utility has no control 136 

over the revenue (or cost) level determined by the Commission. In fact, decoupling 137 

recovers the difference between allowed revenues and actual revenues. That differential 138 

depends on factors such as the adoption of energy efficiency measures by customers, 139 

weather, economic growth, and many other factors over which the utility has no control. 140 

Therefore both the level of allowed revenues and the difference between actual recovery 141 

and allowed recovery are beyond the control of the utility. To the second test, decoupling 142 

sets the baseline recovery on the allowed revenue requirement per customer and, by 143 

definition, cannot change the revenue requirement. Indeed, this is the very purpose of the 144 

proposed decoupling mechanism.       145 

Q. Has regulation always stuck to a rigid, dogmatic approach?   146 

A. No. Even the Court’s opinion noted above clearly indicates that there are circumstances 147 

when application, in a mechanical, dogmatic manner, of traditional test year approaches 148 

to regulation may not be appropriate. Indeed, regulation has, from its inception, been an 149 

instrumentality or a tool shaped by the economic, social, financial, and environmental 150 

forces throughout history. When costs are relatively stable, simple concepts like historic 151 

test year revenue requirements could be implemented to great effect and allow for the 152 

incentives inherent in that system, including regulatory lag, to provide for more effective 153 

utilities. In other situations, such as when fuel prices escalate, regulation has been 154 

modified to address the practical problems raised by these outside forces. The resulting 155 
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fuel adjustment clauses, which have been adopted by every jurisdiction at some point in 156 

the past century, modify the desire to avoid single issue ratemaking.  NRDC Exhibit 1.2 157 

summarizes a range of regulatory approaches used by the states for electric and gas 158 

utilities; pages 1-2 cover electric utilities, pages 3-4 apply to gas local distribution 159 

companies.  There is nothing especially unusual or surprising about decoupling—it is a 160 

practical method to solve a ratemaking and policy problem.  NRDC Exhibit 1.3 provides 161 

somewhat more detail on the states that have approved decoupling mechanisms. This 162 

evidence illustrates the modification and evolution of regulation over time, reflecting that 163 

no one approach is accepted in whole.  States must be free to address issues as they arise 164 

and experiment to explore what mechanism best fits that jurisdiction’s needs in 165 

maintaining the regulatory bargain.1  Indeed, many states have embraced decoupling. 166 

NRDC Exhibit 1.4 provides a cross section of statements from regulatory bodies lauding 167 

the potential benefits of decoupling.  168 

Q. Are there any common regulatory doctrines that typically guide the design of 169 

regulatory mechanisms?   170 

A. Speaking as a former regulator, modern regulation can be traced to the legal framework 171 

set out by the Supreme Court in Hope (1944).2 The Court in that case established that the 172 

regulatory bargain involved a balancing of the customer and stockholders’ interests. The 173 

Court noted that: 174 

                                                 
1 Perhaps Justice Brandeis best captured this idea by noting that “It is one of the happy incidents of the federal system that a 
single courageous state may, if its citizens choose, serve as a laboratory; and try novel social and economic experiments without 
risk to the rest of the country.” New State Ice Co. v. Liebman, 285 U.S. 262, 311 (1932) (Brandeis, J., dissenting.) 
2 Federal Power Commission v. Hope Natural Gas Co. 320 U.S. 591 (1944). 
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[t]he rate-making process under the Act, i.e. the fixing of ‘just and reasonable’ 175 

rates, involves a balancing of the investor and the consumer interest3. 176 

  177 

The decision also established the End Result Doctrine which stated that it was not the 178 

method, as some might have us believe, but the end result that matters.  179 

 180 

It is not the theory but the impact of the rate order which counts. If the total effect 181 

of the rate order cannot be said to be unjust and unreasonable, judicial inquiry 182 

under the Act is at an end. The fact that the method employed to reach that result 183 

may contain infirmities is not then important. Moreover, the commission’s order 184 

does not become suspect by reason of the fact that it is challenged. It is the 185 

product of expert judgment which carries a presumption of validity.4 186 

 187 

If a particular method, be it a rider, cost tracker, historic test years, future test years, or 188 

decoupling results in a just and reasonable balancing of the interests of customers and 189 

stockholders then that form of regulation is acceptable. There is no single method, no 190 

monolithic ideal that serves customers and stockholders well under all conditions or 191 

market circumstances. The Court in Hope opted for a method of “pragmatic adjustment”5 192 

to balance the interests. Regulators are free to develop any method of regulation that 193 

effectively supports the end results of meeting the dual obligation to customers and 194 

investors. For example, when the economy experiences significant inflation or deflation 195 

“traditional regulation” can result in harms to either or both of the interests being 196 

balanced. The actual, as opposed to ideal, form of regulation has adjusted its practices to 197 

reestablish the balances required by law.  198 

                                                 
3 Id. at 603. 
4 320 U.S. 591 at 602. 
5 Id. 
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 199 

Q. How do decoupling mechanisms fit with the regulatory process?   200 

 201 

A. Anyone familiar with the evolution of regulation recognizes that regulators have 202 

embraced the concept of pragmatism in the judicious development of a set of policy tools 203 

to address real world problems. Decoupling is no different, in that sense, from the other 204 

tools, such as cost trackers, which many states, including Illinois, have employed to 205 

address problems associated with issues such as coal tar remediation costs, storm costs, 206 

environmental costs, pensions and other specific cost categories. The pragmatic regulator 207 

has recognized these differences and developed appropriate tools with appropriate 208 

safeguards to ensure the balancing of interests is maintained. The fact that regulators 209 

make such pragmatic adjustments does not imply that a bias in the risk allocation occurs, 210 

in point of fact the pragmatic adjustment may simply preserve the existing risk allocation 211 

and absent the adjustment investors may be forced to bear a greater risk. In describing the 212 

investor side of the balancing process the Hope Court stated: 213 

 214 

[I]t is important that there be enough revenue not only for operating expenses but 215 

also for the capital costs of the business…moreover, (the return) should be 216 

sufficient to assure confidence in the financial integrity of the enterprise, so as to 217 

maintain its credit and to attract capital.6 218 

 219 

 When market events outside the control of management or policy obligations are imposed 220 

that carry with them new costs to achieve the desired results, commissions have revised 221 

                                                 
6 Id. at 603 (citations omitted). 
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the regulatory process to address the implications of these cost events in order to simply 222 

retain the balance of interests. Without addressing these issues there would be little if any 223 

chance for investors to earn the allowed return. The actual return is simply a residual, the 224 

difference between revenues and costs. If the rate design puts cost recovery at risk (for 225 

example, in the case of volumetric design then an opportunity to recover these costs 226 

needs to be created to preserve the balance of interests. As Judge Prettyman observed just 227 

a few years after the Hope decision: 228 

 229 

Expenses (using that term in its broadest sense to include not only operating 230 

expenses but depreciation and taxes) are facts. They are to be ascertained, not 231 

created, by the regulatory authorities. If properly incurred, they must be allowed 232 

as part of the composition of the rates. Otherwise, the so-called allowance of a 233 

return upon investment, being an amount over and above expenses, would be a 234 

farce.7 235 

 236 

To preserve this balance of interests and avoid such farcical outcomes commissions have 237 

been forced to addressed a myriad of issues ranging from cases addressing the 238 

nonrevenue generating investments associated with the need to meet the initial Clean Air 239 

Act amendments, which resulted in some of the first construction work in progress 240 

(“CWIP”) policies being employed to address these extraordinary costs, as well as other 241 

polices from contributions in aid of construction to fuel adjustment clauses. Regulators 242 

are problem solvers and as such they need tools crafted to address the specific problems 243 

                                                 
7 Mississippi River Fuel Corp. v. Federal Power Commission, 163 F. 2d 433, 437 (1947).  
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facing customers and utilities.  Decoupling, like cost trackers and other regulatory 244 

instruments, are simply regulatory tools applied in a pragmatic fashion to address specific 245 

issues, in the case of decoupling a rate design and policy question.  246 

 247 

Q. Has Illinois adopted decoupling? 248 

A. Yes. In the North Shore/Peoples General Rate Case, the Commission approved the Rider 249 

VBA, a decoupling mechanism similar to NRDC’s proposed mechanism, by noting the 250 

duty of the regulatory body to ensuring just and reasonable outcomes based on the record 251 

evidence and to balance the interests of shareholders and customers. (Order in Dockets 252 

07-0241/07-0242 Cons.) The Commission stated: 253 

…we are simply unable to approve only those measures that benefit ratepayers and 254 

wholly ignore what the impacts of these benefits will have on the Utilities. To do so 255 

could well be unlawful as this Commission is put to the obligation of balancing both 256 

the interests of consumers and the interests of the Utilities. [Citation omitted] Under 257 

the whole of the balancing process, we find it sound and reasonable to approve Rider 258 

VBA.  (Id., p. 152) 259 

Q. You provided evidence above indicating a general move toward decoupling in the 260 

US. Why should the Commission review this evidence? 261 

 262 

A. Certainly this evidence does not relieve the Commission of its duty to undertake a proper 263 

legal and evidentiary analysis in this case; however, the Commission has noted such 264 

evidence in the past is useful for providing context to decision-making.  For example, in 265 

the North Shore/Peoples case the Commission noted: 266 
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We are surely under no obligation to consider the ratemaking practices employed in 267 

other jurisdictions. Nevertheless, we cannot deny that decoupling mechanisms are 268 

increasingly coming into use across the nation. While this activity does not bear 269 

directly on our decision…it does show that new and changing realities are indeed 270 

calling for new regulatory responses.   271 

 This statement is truer today than it was in 2008 when the Commission last reviewed 272 

such evidence.  273 

Q. Did the Commission reject a similar proposal by Ameren Illinois Utilities (“AIU”)?  274 

A.  Yes. In 2007 the Commission rejected AIU’s proposed Rider VBA for its gas properties. 275 

(Order in 07-0585, et. al. Cons.) In doing so, the Commission noted that its recent North 276 

Shore/Peoples order had approved a pilot and was unwilling to extend the pilot to another 277 

utility.   278 

Q. Has the Commission revised this approach? 279 

A.  No. The Commission, however, has not yet addressed the issue for electric utilities. This 280 

case would provide an opportunity to pilot a decoupling for electric utilities similar to the 281 

pilot for gas utilities to determine if the decoupling may be appropriate for electric 282 

utilities on a going forward basis.  283 

Q. You mentioned above that decoupling can be part of a program to marry the 284 

interests of ratepayers and shareholders when it comes to conservation. Would you 285 

please explain how decoupling can play this role? 286 

A.  Yes. First, however, there should be no doubt that a decoupling mechanism is only part of 287 

the process of transforming a utility from a sales ethic to a conservation ethic. 288 
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Decoupling, by itself, only removes an impediment to making this transformation. While 289 

it may be likely that many parties agree on the goal of increasing energy efficiency, the 290 

process by which the state moves in this direction is certainly in debate. Nationally, some 291 

parties are strongly in favor of decoupling (generally utilities and environmental groups), 292 

while others are opposed to decoupling (generally consumer advocates, both small and 293 

large). The question of how decoupling fits into the broader approach is best answered by 294 

the Commission and the state over time as new technologies and service delivery 295 

methods change.  However, absent some change, utility earnings will continue to be 296 

connected to sales providing a disincentive for the utility to promote anything, above 297 

what is mandated, that might harm sales. Furthermore, a recent report by ACEEE 298 

surveyed energy efficiency experts and found that decoupling is expected to become an 299 

even more important factor in the future for promoting conservation as a choice for 300 

utilities and society.8 Finally, decoupling does not represent a long-term risk to 301 

consumers; the Commission can review the program over time to assure it is meeting its 302 

goals and provides customers and the utility with value in promoting shared interests. 303 

This is exactly how the Commission addressed the Peoples Rider VBA.    304 

V. REVENUE DECOUPLING IS CONSISTENT WITH NATIONAL ENERGY 305 
POLICY  306 

Q. Does national policy recognize the need for balanced treatment of utility’s with 307 

respect to re-aligning incentives to encourage energy efficiency?  308 

A.  Yes. Going back to the Energy Policy Act of 1992 the Federal government recognized 309 

the need for states to address rate policy so as to not discriminate against energy 310 
                                                 
8 See Martin Kushler, Dan York, and Patti Witte, “Meeting Aggressive New State Goals for Utility-Sector Energy 
Efficiency: Examining Key Factors Associated With High Savings”, ACEEE Report No. U091, March 2009. 
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efficiency measures. In 2007 the Energy Independence and Security Act (“EISA”) 311 

encourage state regulatory bodies to adopt energy efficiency as a priority and review 312 

polices that removed the “throughput incentive and other regulatory and management 313 

disincentives to energy efficiency.” Further, it is clear from a reading of the American 314 

Recovery and Reinvestment Act of 2009 that Congress understands the potential for 315 

throughput disincentives for the promotion of energy efficiency.9 While none of these 316 

actions requires state regulators to adopt any given approach, these actions are all 317 

suggestive of a national policy of support for energy efficiency, including removing 318 

potential barriers, financial and other, from greater penetration of energy efficiency 319 

measures and ethic.  320 

VI. CONCLUSION 321 

Q. What do you conclude concerning NRDC’s proposed decoupling method? 322 

A. The NRDC proposed decoupling methodology is consistent with the traditional 323 

regulatory paradigm in Illinois and should be approved.   324 

Q. Does this conclude your Direct Testimony? 325 

A. Yes. 326 

                                                 
9 American Recovery and Reinvestment Act of 2009, Pub. L. No. 111-5 § 410(a), 123 Stat. 147 (2009) 


