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I. BACKGROUND AND QUALIFICATIONS  

Q. PLEASE STATE YOUR NAME, ADDRESS AND EMPLOYMENT. 1 

A. My name is Ralph Cavanagh.  I am the Energy Program Co-Director for the 2 

Natural Resources Defense Council, 111 Sutter Street, 20th Floor, San Francisco, 3 

CA 94104.   4 

 5 

Q. PLEASE OUTLINE YOUR EDUCATIONAL BACKGROUND AND 6 

PROFESSIONAL EXPERIENCE. 7 

A. I am a graduate of Yale College and Yale Law School, and I joined the Natural 8 

Resources Defense Council (NRDC) in 1979.  NRDC is a nonprofit 9 

environmental advocacy organization with an office in Chicago, some 25,000 10 

Illinois members, and a long-standing interest in securing the environmental and 11 

economic benefits of energy efficiency across all sectors of the economy. I have 12 

been a Visiting Professor of Law at Stanford and UC Berkeley and a Lecturer on 13 

Law at Harvard.  From 1993-2003, I served as a member of the U.S. Secretary of 14 

Energy’s Advisory Board, and in March of 2008 I was appointed to the U.S. 15 

Department of Energy’s Electricity Advisory Committee.  My current or recent 16 

board memberships include the Bipartisan Policy Center, the Bonneville 17 

Environmental Foundation, the California Clean Energy Fund, the Center for 18 

Energy Efficiency and Renewable Technologies, the Energy Center of Wisconsin, 19 

and the Renewable Northwest Project.  I have received the Mary Kilmarx Award 20 

from the National Association of Regulatory Utility Commissioners (2007), the 21 
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Heinz Award for Public Policy (1996) and the Bonneville Power Administration’s 22 

Award for Exceptional Public Service (1986).  I published my first article on 23 

ways to break the link between utilities’ financial health and their retail energy 24 

sales more than twenty years ago.1  25 

 26 

Q. ON WHOSE BEHALF ARE YOU TESTIFYING? 27 

A. I am testifying as a witness for the Natural Resources Defense Council (NRDC). 28 

 29 

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE ILLINOIS 30 

COMMERCE COMMISION (“COMMISSION”)? 31 

A. No.  I have testified on related issues over the past three years before 32 

Commissions in Arizona, Idaho, Maryland, Montana, New Mexico, Nevada, 33 

Oregon, and Utah.    34 

 35 

Q. WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS 36 

PROCEEDING? 37 

A. My testimony will provide the public policy rationale for supporting specific 38 

regulatory initiatives to remove disincentives for public utility support for energy 39 

efficiency measures, in a manner that balances the public interest, consumers’ 40 

interests and investors’ interests.   41 

 42 

                                                 
1 R. Cavanagh, Responsible Power Marketing in an Increasingly Competitive Era , 5 Yale Journal on 
Regulation (1988). 
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II. SUMMARY OF CONCLUSIONS AND RECOMMENDATIONS  

Q. PLEASE SUMMARIZE YOUR CONCLUSIONS AND 43 

RECOMMENDATIONS. 44 

A. I will demonstrate that current regulatory policy unintentionally incorporates a 45 

dysfunctional element that is adverse to both customer and shareholder interests, 46 

particularly at a time when Illinois is trying to achieve ambitious energy 47 

efficiency goals.  ComEd faces a serious risk of not collecting its authorized fixed 48 

cost revenue requirement as a result of its faithful implementation of the state’s 49 

energy efficiency standards.  The current regulatory framework penalizes Illinois 50 

utilities financially for promoting energy efficiency, and creates a well-51 

documented incentive for utilities to maintain or increase electricity sales between 52 

rate cases.  It also will deliver windfall gains to utilities whenever weather 53 

conditions are severe and local economies begin to recover from the nation’s 54 

severe economic downturn.  None of this serves customers’ best interests. 55 

Even assuming that the company would meet statutory energy efficiency 56 

targets simply because they are mandated, the throughput incentive puts the 57 

company at odds with the public policy goals of exceeding the statutory minimum 58 

targets and devising innovative ways to do so cost-effectively, which could 59 

include everything from enhanced codes and standards to innovative financing 60 

and procurement by non-utility entities.  An assessment prepared for ComEd in 61 

2009 shows an untapped economic potential equivalent of 13,617 GWh (or 2,750 62 



  NRDC Ex. 2.0 
 

 Page 4 of 24 
 
 

MW of demand) by 2016, available at an average cost of four cents per kWh.2  63 

Yet ComEd’s own savings targets are far lower (less than 750,000 MWh per 64 

year), and the company has opposed opening the Illinois Power Agency’s 65 

procurement process to energy efficiency.3  66 

ComEd recognizes the problem of its mismatched energy efficiency 67 

incentives, and proposes to address it by shifting 80% of its fixed costs into fixed 68 

charges.  But this would substantially lengthen customers’ payback period for 69 

energy efficiency investments and unfairly shift costs from high volume to low 70 

volume users.  I strongly disagree with the company’s assertion that volumetric 71 

recovery of fixed costs distorts the price signal and results in too much 72 

conservation.  I urge the Commission instead to follow the example of states that 73 

have opted for a simpler and more effective way of ensuring that utilities recover 74 

their authorized fixed cost revenue requirement, no more and no less.  NRDC’s 75 

proposal builds appropriately on the successful implementation of analogous 76 

decoupling mechanisms across the nation. And it helps align ComEd’s 77 

shareholder interests with customer interests in minimizing the cost of reliable 78 

electricity service.    79 

III. A DYSFUNCTIONAL REGULATORY FRAMEWORK 80 

Q. WHAT IS THE BASIS FOR YOUR CONCLUSION THAT COMED’S 81 

FIXED COST RECOVERY IS STRONGLY TIED TO ITS RETAIL SALES 82 

VOLUMES? 83 

                                                 
2 See Cadmus Group, Assessment of Energy Efficiency and Load Management Potential (2011-2016) 
(prepared for Commonwealth Edison, Feb. 17, 2009), Executive Summary, p. 2, Table 1. 
3 For a review of ComEd’s savings targets, see Direct Testimony of Chris Neme for the Natural Resources 
Defense Council, Illinois Commerce Commission, Docket No. 10-0570. 
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A. Like most utilities, ComEd recovers most of its fixed costs of electricity 84 

distribution through the rates it charges per kilowatt-hour.  In other words, a part 85 

of the cost of every kilowatt-hour represents the system’s fixed costs of providing 86 

distribution service; the rest collects the cost of the electricity commodity itself.  87 

After approving a fixed-cost revenue requirement, the Illinois Commerce 88 

Commission (“the Commission”) sets rates based on assumptions about annual 89 

retail sales.  If sales lag below those assumptions, the company will not recover its 90 

approved revenue requirement for the fixed costs of distribution service.  By 91 

contrast, if the company is successful in promoting consumption increases above 92 

regulators’ expectations, its shareholders earn a windfall in the form of cost 93 

recovery that exceeds the approved revenue requirement.  94 

Q. WHY IS THIS DYSFUNCTIONAL? 95 

A. Because the public policy goal of reducing bills through cost-effective energy 96 

efficiency is undermined severely by a system that imposes automatic financial 97 

penalties on utilities for helping to achieve that goal.  It seems unimaginable that 98 

anyone would propose creating such a system as part of an aggressive statewide 99 

energy efficiency effort. 100 

Q. COULDN’T THE COMMISSION SOLVE THIS PROBLEM BY SIMPLY 101 

INCORPORATING THE IMPACTS OF THE COMPANY’S ENERGY-102 

EFFICIENCY PROGRAMS IN THE SALES ASSUMPTIONS USED TO 103 

SET RATES?  104 
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A. No.  The utility’s ongoing incentive to promote increased use and discourage 105 

efficiency is almost wholly unaffected by the test year and forecasting 106 

methodology that the Commission uses.  Whether consumption ultimately ends 107 

up above or below whatever forecast is adopted, every reduction in sales from 108 

efficiency improvements yields a corresponding reduction in cost recovery, to the 109 

detriment of shareholders.  The company loses less in aggregate if the 110 

Commission adopts a low sales forecast rather than a high sales forecast, but the 111 

incentive at the margin is the same:  reduced sales are always adverse to 112 

shareholders’ financial interests if all that changes is the forecast used to set rates.  113 

And customers are the primary losers when energy efficiency opportunities are 114 

lost as a result. 115 

Q. WHAT WOULD HAPPEN TO COMED’S PROSPECTS FOR 116 

RECOVERING AUTHORIZED FIXED COSTS IF IT WERE TO HELP 117 

ITS CUSTOMERS EXPLOIT THE HUGE REMAINING POTENTIAL 118 

FOR COST-EFFECTIVE SAVINGS?   119 

A. Although the societal and customer benefits would be significant, including 120 

avoided pollution and savings in both generation purchases and grid 121 

infrastructure investment, every additional unsold kilowatt-hour would reduce the 122 

company’s fixed-cost recovery and undercut shareholder welfare, unless the 123 

Commission changes current ratemaking policies.    And it should be emphasized 124 

that this disincentive strikes with equal force at kilowatt-hours saved cost-125 

effectively through innovative programs that utilities could potentially administer 126 

and well-designed efficiency standards and other initiatives that utilities could 127 
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support through advocacy and implementation funding.  Until this problem is 128 

solved, utilities will lag in both aspirations and achievements on the demand side, 129 

and their customers will pay more than necessary for electricity services.   130 

 131 

Q. WOULD COST-EFFECTIVE FUEL SUBSTITUTION AND 132 

DISTRIBUTED GENERATION PROGRAMS HAVE THE SAME KIND 133 

OF ADVERSE EFFECT ON COMPANY EARNINGS?   134 

A. Yes.  Substituting efficient natural gas applications for electricity, or installing 135 

distributed generation  on customers’ premises, reduces retail kilowatt-hour sales 136 

and has adverse effects on fixed-cost recovery that are identical (per kWh of lost 137 

retail sales) to those described above.  138 

 139 

Q. HOW SUBSTANTIAL ARE POTENTIAL SHAREHOLDER LOSSES 140 

FROM REDUCED KILOWATT-HOUR SALES? 141 

A. The company’s discovery responses to NRDC indicate that, for the 2009 Test 142 

Year, ComEd’s fixed cost revenue requirement for  serving residential customers 143 

was about $1.248 billion, of which less than a third ($393.9) million are 144 

recovered from fixed charges (NRDC 2.02 Attachment 1, p. 1).  Volumetric 145 

energy charges in the 2009 test year recovered about $635 million of these fixed 146 

costs (id.).4   Under these circumstances, every one percent reduction in 147 

residential electricity use on the Company’s system would cut annual fixed cost 148 

                                                 
4 Of that total, $502.4 million was recovered from the single-family delivery class and $132.8 million from 
the multi-family delivery class.  Com Ed’s discovery response indicates significant under-recovery of 
actual fixed costs of residential service in the test year , which I am disregarding as a conservatism for 
purposes of this analysis. 
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recovery totals by about $6.35 million, while every one percent increase would 149 

have the opposite effect.  Also, since many efficiency measures last ten years or 150 

more, these one-year impacts must be multiplied at least tenfold when assessing 151 

shareholder interests over the measures’ lifetime.   152 

But the losses get even worse in the context of multi-year programs 153 

initiated under a long-term energy-efficiency investment plan.  Consider a five-154 

year program that pursues annual savings equivalent to one percent of system 155 

load in the initial year, with each year adding new savings equivalent to the 156 

savings achieved during the previous year, and all savings persisting for at least 157 

five years.  The first year impact on fixed cost recovery is then at least $6.35 158 

million dollars, followed by $12.7 million dollars in the second year (as an equal 159 

amount of savings is added), and so on:  the automatic five-year loss to 160 

shareholders from this steady-state utility investment program would exceed 161 

$95 million dollars,5 with shareholder losses continuing to escalate in 162 

succeeding years as initial electricity savings persisted (with some gradual 163 

erosion) and more savings were added.  And the shareholders would be absorbing 164 

these losses even as society gained from substituting less costly energy efficiency 165 

for more costly generation.   166 

Finally, note that shareholder losses will increase still further if ComEd 167 

uses “tiered” rate structures for residential customers, since some, if not most, 168 

savings will come from the highest price tier.6  Ironically, progressive rate 169 

                                                 
5 The minimum loss figure is the sum of $6.35 million + 12.7 + 19.05 + 25.40 + 31.75 = $95.25 million. 
6 The calculations above are based on average rates. 
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designs that raise rewards for saving energy (and costs of wasting it) hurt 170 

shareholders disproportionately when the price signal has its intended effect.   171 

 172 

IV. THE CASE AGAINST RAISING FIXED CHARGES 173 

Q. WHY RECOVER FIXED COSTS IN VOLUMETRIC CHARGES AT ALL? 174 

WHY NOT SIMPLY MAKE THEM FIXED CHARGES, WHICH WOULD 175 

PROVIDE A MORE STABLE REVENUE STREAM? 176 

A. For residential customers, virtually all of ComEd’s current $1.06 billion in annual 177 

distribution revenues represent fixed costs, and almost two-thirds of those 178 

revenues are recovered through volumetric sales.7   Recovering all or most fixed 179 

costs as fixed charges would require radical changes in rate design, and would 180 

reduce customers’ rewards for conserving at the very time when Illinois state 181 

policy and the public interest call urgently for more efficient use of electricity.  182 

Shifting costs from high-volume to low-volume residential customers is the 183 

equivalent of a regressive subsidy for increased electricity consumption.   184 

Revenue decoupling avoids all of these adverse consequences. 185 

 186 

Q. HOW WOULD RECOVERING ALL OR MOST FIXED COSTS AS FIXED 187 

CHARGES REDUCE CUSTOMERS’ REWARDS FOR CONSERVING? 188 

                                                 
7 See NRDC 2.02 Attach 1, page 1 (Current Revenue and Current Rate Design Compared to Costs, 2009 
Test Year); during the 2009 Test Year, $670.6 million in residential class distribution revenues were 
recovered from volumetric charges and $393.9  million were recovered from fixed charges.  Variable costs 
represent only about 3 percent of the distribution revenue requirement ($34.4 million).  Id. 
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A. It would reduce customers’ rewards for conserving by reducing the variability of 189 

their monthly electricity bill. When a residential customer consumes less energy, 190 

she will see less benefit under ComEd’s proposal than currently. I estimate that, 191 

compared to a rate design that keeps the current 37% of fixed costs in fixed 192 

charges, ComEd’s proposal would lengthen the payback period for an investment 193 

in 5 CFLs by 20%, from around four months to around 6 months.8 A customer 194 

that chooses to install these CFLs would only save $1.89 over the year, compared 195 

to $5.54 if the rate design continued to collect 37% of fixed costs in fixed charges. 196 

 197 

Q. BUT DOESN’T CONTINUING TO RECOVER FIXED COSTS AS PART 198 

OF VOLUMETRIC CHARGES MAKE ADDITIONAL CONSUMPTION 199 

LOOK MORE COSTLY THAN IT SHOULD?  IN A RECENT NATURAL 200 

GAS CASE, THE COMMISSION SAID THAT “MOVING A GREATER 201 

PERCENTAGE OF FIXED COST RECOVERY TO FIXED CHARGES 202 

RATHER THAN VOLUMETRIC CHARGES  . . . SENDS A BETTER 203 

PRICE SIGNAL TO THE CONSUMER.”9 204 

A. That amounts to contending that the Commission is suppressing beneficial 205 

increases in electricity use through its current ComEd rate structure, and I 206 

strongly disagree.  The rationale for more and better energy efficiency programs 207 

rests in part on the conclusion that even with today’s electricity rate structures, 208 

                                                 
8 Assuming ComEd’s proposed rates at 80/20 SFV, rates that collect 37% of fixed costs in fixed charges at 
the proposed revenue requirement, ComEd’s single family average use of 9761 kWh, annual savings per 
CFL of 41 kWh, incremental CFL cost of $1.91 per bulb, an energy charge of $.07837/kWh and a 
transmission service charge of $.00730/kWh. 
9 Illinois Commerce Commmission, Order 08-0363 (NICOR, March 25, 2009), p. 91. 
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extensive market failures continue to block energy savings that are much cheaper 209 

than additional electricity purchases.  The Commission would make a bad 210 

situation worse by reducing customers’ rewards for conserving electricity, which 211 

is precisely what would happen if the Company shifted costs from volumetric to 212 

fixed charges.  213 

 214 

Q. DESCRIBE THE EVIDENCE THAT MARKET FAILURES CONTINUE 215 

TO BLOCK HIGHLY COST EFFECTIVE ENERGY SAVINGS AT 216 

TODAY’S ELECTRICITY PRICES. 217 

A. Illinois has recognized as much, of course, by mobilizing the state’s utilities to 218 

pursue aggressive targets for cost-effective savings that are not being achieved 219 

through customers’ responses to electricity prices.  On this point, overwhelming 220 

evidence has been marshaled in recent years by the National Research Council of 221 

the National Academy of Sciences, the U.S. Congress’s Office of Technology 222 

Assessment, the National Association of Regulatory Utility Commissioners, and 223 

the national laboratories, among many others.  Although “[t]he efficiency of 224 

practically every end use of energy can be improved relatively inexpensively,”10 225 

“customers are generally not motivated to undertake investments in end-use 226 

efficiency unless the payback time is very short, six months to three years . . . 227 

The phenomenon is not only independent of the customer sector, but also is 228 

                                                 
10 U.S. National Academy of Sciences Committee on Science, Engineering and Public Policy, Policy 
Implications of Greenhouse Warming, p. 74 (1991).  More recent reviews of energy-efficiency 
opportunities and barriers appear in National Research Council, Energy Research at DOE:  Was it Worth 
It?  (September 2001) and World Business Council for Sustainable Development, Energy Efficiency in 
Buildings: Transforming the Market, pp. 12 & 20 (2010). 
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found irrespective of the particular end uses and technologies involved.”11  229 

Typically, customers are demanding rates of return of 40-100+%, and such 230 

expectations differ sharply from those of investors in electric generation.  231 

Utilities’ returns on capital average 12% or less.  The imbalance between the 232 

perspectives of consumers and utilities invite large, relatively low-return 233 

investments in generation and grid assets that could be displaced with energy 234 

efficiency, yielding much higher returns to society (but not utility shareholders).  235 

These widely documented market failures generate “systematic underinvestment 236 

in energy efficiency,” resulting in electricity consumption at least 20-40% higher 237 

than cost-minimizing levels.12 238 

There are many explanations for the almost universal reluctance to make 239 

long-term energy efficiency investments.13  Decisions about efficiency levels 240 

often are made by people who will not be paying the electricity bills, such as 241 

landlords or developers of commercial office space.  Many buildings are 242 

occupied for their entire lives by very temporary owners or renters, each 243 

unwilling to make long-term improvements that would mostly reward subsequent 244 

users.  And sometimes what looks like apathy about efficiency merely reflects 245 

inadequate information or time to evaluate it, as everyone knows who has rushed 246 

to replace a broken water heater, furnace or refrigerator. 247 

                                                 
11 National Association of Regulatory Utility Commissioners, Least Cost Utility Planning Handbook, Vol. 
II, p. II-9 (December 1988). 
12 See M. Levine, J. Koomey, J. McMahon, A. Sanstad & E. Hirst,  Energy Efficiency Policy and Market 
Failures,  20 Annual Review of Energy and the Environment 535, 536 & 547 (1995).  
13 An extensive assessment appears in U.S. Congress, Office of Technology Assessment, Building Energy 
Efficiency, at pp. 73-85 (1992). 
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Market failures like these mean that energy prices alone are a grossly 248 

insufficient incentive to exploit even the most inexpensive savings:  customers 249 

who insist on two-year paybacks and see average rates of, say, 7 cents/kWh “can 250 

be expected to forego demand-side measures with costs of conserved energy of 251 

more than 0.9 cents/kWh.”14   That is, energy prices would have to increase about 252 

eightfold to overcome the gap that typically emerges in practice between the 253 

perspectives of investors in energy efficiency and production, respectively.  254 

 255 

Q. ARE YOU ADVOCATING PUNITIVELY HIGH ELECTRICITY RATES 256 

AS A SOLUTION TO THESE MARKET FAILURES?  257 

A. Certainly not.  I urge increased pursuit of cost-effective energy efficiency 258 

through coordinated applications of utility investments and government 259 

standards, rather than punitive prices.  260 

 261 

V. NRDC’S PROPOSAL TO INTRODUCE REVENUE DECOUPLING FOR 262 

COMED 263 

Q. IF YOU OPPOSE HIGHER FIXED CHARGES, HOW WOULD YOU 264 

PROPOSE TO REMOVE THE FINANCIAL DISINCENTIVES 265 

DESCRIBED IN EARLIER SECTIONS OF YOUR TESTIMONY? 266 

A. To eliminate a powerful disincentive for energy efficiency, I recommend that the 267 

Commission extend to electricity a precedent already established for natural gas in 268 

Illinois by using modest, regular true-ups in rates to ensure that ComEd’s 269 

                                                 
14 National Association of Regulatory Utility Commissioners, note 10 above, p. II-10.   
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authorized fixed-cost recovery is not held hostage to sales volumes.  This 270 

mechanism involves a simple comparison of actual sales to authorized fixed cost 271 

recovery during the period under review.  The difference is then either refunded to 272 

customers or restored to the company.  Note that the true-up can go in either 273 

direction, depending on whether actual retail sales are above or below that allowed 274 

by the Commission.   275 

Q. WHY ISN’T IT PREFERABLE TO RESTORE LOST REVENUES FROM 276 

EFFICIENCY PROGRAMS TO THE COMPANY THROUGH A 277 

NARROWLY FOCUSED LOST REVENUE RECOVERY MECHANISM?  278 

A. Revenue decoupling is a simpler, fairer and more effective solution to the 279 

problems at issue here.  Lost revenue mechanisms are not symmetrical, and 280 

therefore always result in customer charges even when the utility already has fully 281 

recovered or over-recovered its fixed-cost revenue requirement.  Moreover, lost 282 

revenue mechanisms do not render utilities supportive of or at least neutral to 283 

policies and programs that achieve savings outside utility programs (including 284 

those associated with rigorous efficiency standards, on-bill financing, energy 285 

efficiency procurement by the Illinois Power Agency, or property-assessed clean 286 

energy financing).  Lost revenue mechanisms leave intact the linkage between 287 

utilities’ financial health and their retail sales, and paradoxically make 288 

conservation programs more profitable if they deliver higher savings on paper than 289 

in practice. By contrast, the revenue decoupling mechanism recommended in this 290 

testimony reduces the prospect of adversarial discord over energy savings for 291 

which ComEd is or is not “responsible,” and requires for administrative purposes 292 
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only periodic reviews of changes in retail electricity sales and the number of 293 

ComEd’s metered residential customers. 294 

Q. WHAT DO YOU RECOMMEND AS AN ALTERNATIVE TO HIGHER 295 

FIXED CHARGES AND LOST REVENUE RECOVERY? 296 

A. I recommend a four-year revenue decoupling pilot program for the residential 297 

customer class, with the following key elements; 298 

1. For single-family and multi-family residential electricity customers, 299 

respectively, the Commission would establish in this rate case an authorized 300 

per-customer fixed-cost revenue requirement based on the company’s 301 

authorized fixed costs of distribution service to these two delivery subclasses, 302 

averaged across all households in each subclass.  303 

2. The Commission would annually compare the company’s actual recovery of 304 

these per-customer fixed-cost revenues (based on recorded energy sales and 305 

any changes in the total customer count) with its authorized level of recovery.  306 

Excess balances would be refunded to customers through a rate reduction and 307 

under-recoveries would be restored to the company through a rate increase. To 308 

mimimize complexity and rate volatility, I recommend that the annual rate 309 

adjustments be averaged across and uniform for the entire residential class. 310 

3. Rate increases or decreases under the mechanism would be capped at 3%, 311 

with any unrecovered balances carried forward.  312 

 313 
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Q. WHAT DOES ILLINOIS’ EXPERIENCE WITH REVENUE 314 

DECOUPLING SUGGEST ABOUT POTENTIAL COSTS TO 315 

RESIDENTIAL CUSTOMERS? 316 

A. The Peoples’ Gas decoupling pilot program in 2008 and 2009resulted in $10.8 317 

million in refunds to customers15 and the North Shore Gas decoupling pilot $2.07 318 

million in refunds.16 It bears reemphasis that decoupling introduces no new costs 319 

to customers; it simply prevents sales fluctuations from affecting utility recovery 320 

of costs already authorized by the Commission. 321 

Q. DOES THIS PROPOSAL REPRESENT A SIGNIFICANT DEPARTURE 322 

FROM THE WAY THAT TRADITIONAL UTILITY REGULATION 323 

HANDLES DISTRIBUTION REVENUES?  324 

A. Decoupling has a 30-year history and is entirely consistent with traditional 325 

regulation.  It uses the Commission’s adjudicated fixed cost revenue requirement, 326 

employs the same regular true-ups that have been adopted for a host of other 327 

purposes, and performs the same function as a very traditional fixed charge, 328 

without requiring a change in existing rate structures. 329 

  330 

Q. DOES REVENUE DECOUPLING INTRODUCE PAINFUL OR 331 

UNSETTLING RATE VOLATILITY? 332 

                                                 
15 See Line 7, ICC Staff Exhibit 1.0 Schedule 1.1, Final Order, Docket No. 09-0124, and Line 7, Petition 
Exhibit 1.1 Page 2, Docket No. 10-0238. 
16 See Line 7, ICC Staff Exhibit 1.0 Schedule 1.1, Final Order, Docket No. 09-0123, and Line 7, Petition 
Exhibit 1.1 Page 2, Docket No. 10-0237. 
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A. No.  The Electricity Journal recently published a comprehensive assessment by 333 

Pamela Lesh of rate impacts of revenue decoupling, for which I was a reviewer; a 334 

copy is attached as an Exhibit to this testimony.17  It is worth emphasizing her 335 

conclusion, based on a review of decoupling mechanisms over a decade for 28 336 

natural gas and 17 electric utilities:  rate adjustments moved both up and down 337 

and were uniformly modest, typically amounting to “less than $1.50 per month in 338 

higher or lower charges for residential gas customers and less than $2.00 per 339 

month in higher or lower charges for residential electric customers.” (p. 67)  In 340 

terms of rate volatility for residential electricity customers, then, the nation’s 341 

experience with revenue decoupling comes down to adjusting utility bills by less 342 

than seven cents per day, in both directions.  Those who object to such 343 

adjustments typically either confuse them with automatic rate or cost increases, 344 

which they are not, or overlook the potential customer benefits from accelerated 345 

energy efficiency, which are at least ten-fold greater that the highest possible rate 346 

increase that could occur under the NRDC decoupling proposal.18  347 

 348 

Q. DOES REVENUE DECOUPLING GUARANTEE UTILITY PROFITS 349 

AND REDUCE A UTILITY’S INCENTIVE TO OPERATE EFFICIENTLY 350 

AND MINIMIZE COSTS?  351 

                                                 
17 Pamela Lesh, Rate Impacts and Key Design Elements of Gas and Electric Utility Decoupling: A 
Comprehensive Review, Electricity Journal (October 2009). 
18 For example, the most recent ComEd energy efficiency potentials study shows a systemwide economic 
potential savings in 2016 alone that is equivalent to 14 percent of baseline electricity use in that year; 
percentage savings for individual customers and households obviously could be much higher.  See Cadmus 
Group, note 2 above,  p. 2, Table 1. 
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A. Decoupling would not guarantee any particular level of realized “profit,” or in any 352 

way insulate ComEd against the risk that internal inefficiencies could prevent 353 

management from achieving profitability objectives.  With or without decoupling, 354 

the Company keeps any operating savings that it achieves between rate cases and 355 

absorbs any cost overruns.  Decoupling merely assures that ComEd’s opportunity 356 

to recover the overall fixed cost revenue requirement previously authorized by the 357 

Commission will not be affected by fluctuations in electricity use that the 358 

Commission did not anticipate when it set the Company’s rates.  It is hard to see a 359 

pro-shareholder or anti-consumer bias in that common sense proposition.   360 

Q. HOW DO YOU RESPOND TO CONCERNS THAT DECOUPLING 361 

UNFAIRLY INSULATES UTILITIES FROM ECONOMIC CONDITIONS, 362 

INCLUDING THE EFFECT OF AN ECONOMIC DOWNTURN, BUT 363 

RAISES CUSTOMERS’ RATES AT A TIME WHEN CUSTOMERS CAN 364 

LEAST AFFORD IT? 365 

A. I disagree with that contention.  First, recognize that a decoupling mechanism tied 366 

to fixed-cost revenue requirements per customer leaves utilities fully exposed to 367 

reductions in customer growth associated with economic downturns.  Neither do 368 

utilities lose their stake in promoting economic recovery, as the Washington 369 

Commission found:  “[T]he revenue per customer mechanism does not insulate 370 

the company from fluctuations in economic conditions, because a robust economy 371 

would create additional customers and hence, additional revenue.”19  Moreover, in 372 

or out of recessions, decoupling will only raise rates at a time when bills are 373 

                                                 
19 Docket No. UE-901183-T, Third Supplemental Order (April 10, 1991), p. 10. 
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declining as consumption drops; it is of course utility bills, not rates, that matter to 374 

customers.  And the best way to protect customers from unaffordable bills is to 375 

maximize cost-effective energy efficiency investment, which decoupling 376 

promotes and its absence discourages.  The potential economic benefits to 377 

customers from cost-effective energy efficiency measures dwarf the very modest 378 

maximum annual rate increases that the NRDC proposal could produce.   379 

 380 

Q. DOES REVENUE DECOUPLING CREATE ITS OWN DISINCENTIVE 381 

FOR CUSTOMERS TO IMPROVE THEIR ENERGY EFFICIENCY, BY 382 

INCREASING RATES AND REDUCING SAVINGS IN THE 383 

AFTERMATH OF CONSERVATION EFFORTS? 384 

A. On the contrary, as the Oregon PUC pointed out in its January 2009 order 385 

approving a decoupling mechanism for Portland General Electric:  “We believe 386 

the opposite is true:  an individual customer’s action to reduce usage will have no 387 

perceptible effect on the decoupling adjustment, and the prospect of a higher rate 388 

because of actions by others may actually provide more incentive for an 389 

individual customer to become more energy efficient.”20   An aggressive 390 

residential retrofit, for example, will bring enduring utility bill savings in the tens 391 

of percent annually; the proposed decoupling mechanism’s annual impact on bills 392 

would be capped at three percent. 393 

 394 

                                                 
20 Oregon PUC, Order No. 09-020, p. 28 (January 2009). 
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Q. IS IT INEQUITABLE TO INTRODUCE DECOUPLING ONLY FOR 395 

COMED’S RESIDENTIAL CUSTOMERS? 396 

A. No.  Proposed mechanisms in several other states have focused on the residential 397 

sector, because their variable energy charges include a much larger share of 398 

system-wide fixed costs than other customer classes.  In ComEd’s case, 399 

nonresidential classes make virtually no contribution to fixed cost recovery from 400 

volumetric charges (see NRDC 2.02, Attachment 1, page 1 of 5).  I see nothing 401 

inequitable in ensuring that the residential class pays no less and no more than the 402 

ComEd fixed costs assigned to it by the Commission. It is important also to note 403 

that, historically, residential customers would have benefitted significantly if 404 

ComEd’s fixed-cost recovery had been linked to numbers of households (as 405 

proposed here) instead of  kilowatt-hour consumption; from 1990-2009, ComEd 406 

reports that the rate of growth in residential kilowatt-hour use was more than 407 

double that for the number of households in its service territory, and more than 408 

triple that for the number of households if the deep recession years of 2008-2009 409 

are excluded.21  410 

 411 

Q. HOW SHOULD WEATHER ABNORMALITIES BE ADDRESSED IN 412 

DESIGNING A DECOUPLING MECHANISM?   413 

                                                 
21 Data are from ComEd’s response to NRDC 2.03 Attachment 1, which shows kWh and household growth 
rates of 36% and 17%, respectively,between 1990 and 2009; if 2008 and 2009 are removed from the series, 
the growth rates are 50% and 17%, respectively. 
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A. The great majority of states with decoupling mechanisms do not adjust sales for 414 

weather abnormalities when calculating rate true-ups,22 and I believe that this is 415 

the right answer from both consumer and shareholder perspectives.  It means that 416 

customers will receive partial refunds on abnormally high utility bills generated 417 

during extreme weather events, and that utilities will avoid the risk of under-418 

collecting fixed costs when weather is unusually mild.  No one gains by negating 419 

these mutual benefits through sales adjustments that “normalize” weather, and 420 

leave both customers and utility shareholders bearing unnecessary weather-related 421 

risks. 422 

 423 

Q. WHAT EFFECT SHOULD THE INTRODUCTION OF REVENUE 424 

DECOUPLING HAVE ON COMED’S AUTHORIZED RATE OF 425 

RETURN? 426 

A. I agree with NRDC witness McDermott that the answer should be “none at this 427 

time,” because NRDC is proposing a pilot test of a decoupling mechanism that 428 

has both positive and negative potential consequences, all relatively modest, in 429 

terms of shareholder returns, and the final outcome cannot be predicted with 430 

confidence in advance.  The mechanism affects only authorized fixed costs of 431 

service for residential customers.   ComEd will be giving up some ability to gain 432 

from rising electricity sales as economic recovery accelerates across the state and 433 

nation, and avoiding some future losses associated with unanticipated downward 434 

fluctuations.  It is impossible without experience to predict how that will affect 435 

                                                 
22 See Pamela Lesh, Rate Impacts and Key Design Elements of Gas and Electric Utility Decoupling:  A 
Comprehensive Review, Electricity Journal, p. 70 (October 2009). 
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the company’s overall risk profile and cost of capital.  Historically, electric 436 

utilities have been better off linking fixed-cost recovery to kilowatt-hour 437 

consumption than population or net household additions, and ComEd is no 438 

exception (as demonstrated earlier), so the arguments on net shareholder welfare 439 

clearly go both ways as regards the decoupling mechanism proposed here.  If 440 

decoupling were emerging as a clear win for electric utility shareholders, one 441 

would expect to see a nationwide utility-based campaign to achieve it.  Nothing of 442 

the sort is visible.  In my experience, electric utility managements typically have 443 

preferred to keep shareholders’ fortunes tied directly to upward sales trends, as 444 

attested by NRDC’s struggles over two decades to persuade more electric utilities 445 

to embrace revenue decoupling.  That may itself be strong evidence that the 446 

balance of customer/shareholder interests is not likely to change to customers’ 447 

disadvantage if Illinois and other states accelerate the pace of reform.   448 

 449 

Q. ABSENT SUCH A DOWNWARD ADJUSTMENT IN ROE, WHAT IS THE 450 

CUSTOMER BENEFIT FROM REVENUE DECOUPLING? 451 

A. The most important benefits of revenue decoupling involve enhanced utility 452 

engagement in all aspects of cost-effective energy efficiency, from direct financial 453 

incentives to ComEd’s support for enhanced efficiency standards for buildings 454 

and equipment.  These are the fastest and cleanest ways available to reduce the 455 

nation’s $350 billion electricity bill.  Decoupling should also lead to more utility 456 

support for creative new ways of financing energy efficiency investments, such as 457 
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on-bill financing, innovative procurement opportunities such as the IPA proposal 458 

referenced earlier, and property-assessed energy efficiency financing. 459 

 I have seen repeatedly over thirty years of engagement with the industry 460 

the formidable difference that motivated utilities can make in driving or 461 

frustrating energy efficiency progress.  Illinois clearly wants to speed up the pace 462 

of efficiency improvements across the electricity sector, with an eye to reducing 463 

customers’ bills, improving environmental quality and enhancing statewide 464 

energy security.  ComEd is a crucial partner in that effort.    465 

Two additional customer benefits bear emphasis. First, NRDC’s proposal 466 

offers ComEd’s customers protection against overpaying for fixed costs as a 467 

result of extreme weather conditions, as explained earlier.  And second, ComEd 468 

would refund to customers any gains in fixed-cost recovery associated with 469 

unanticipated increases in system-wide electricity use; absent decoupling, those 470 

gains go to shareholders rather than customers.  Even as decoupling restores “lost 471 

revenues” from reduced sales to utilities, it requires utilities to restore “found 472 

revenues” from increased sales to customers, and this should become increasingly 473 

important as the state’s and nation’s economic recovery gathers momentum. 474 

 475 

Q. WHAT IS THE NATIONAL STATUS OF REVENUE DECOUPLING FOR 476 

ELECTRIC AND NATURAL GAS? 477 

A. As of this filing, I count twenty states that have adopted decoupling for one or 478 

more natural gas utilities and twelve (including the District of Columbia) for 479 

electric utilities.  Revenue decoupling for electric utilities is under consideration 480 
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in Montana, New Mexico, and Indiana; an October 2010 draft policy order by the 481 

Arizona Corporation Commission endorses full revenue decoupling for both 482 

electric and gas utilities.23  483 

 484 

VI. CONCLUSIONS  485 

 486 
Q. DO YOU HAVE ANY CONCLUDING RECOMMENDATIONS? 487 

A. Yes.  I recommend that the Commission approve NRDC’s decoupling proposal as a 488 

well designed and urgently needed way to remove regulatory disincentives for energy 489 

efficiency progress in Illinois, in a manner that balances the public interest, consumers’ 490 

interests and investors’ interests. 491 

 492 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 493 

A. Yes. 494 

                                                 
23 Draft Arizona Corporation Commission Policy Statement Regarding Utility Disincentives to Energy 
Efficiency and Decoupled Rate Structures, Docket Nos. E00000J-08-0314 & G-00000C-08-0314 (Oct. 18, 
2010). 


