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EXECUTIVE	SUMMARY	
  

Implementing efficient demand side management (“DSM”) in the form of initiatives 

to promote energy efficiency (“EE”), demand response (“DR”), and customer-sited solar and 

other forms of load displacing generation (“LDG”) is a central concern of Illinois 

policymakers.  Natural gas and electric power distribution utilities (“distributors”) have been 

directed and encouraged to develop DR and EE programs.  These programs can provide 

substantial benefits to customers, the environment, and the industry that provides DSM 

equipment and services.  However, when they impact energy use they can also slow or 

reduce growth in distributor revenues (and thus cost recovery) to a degree that is not 

matched by an opportunity for distributor cost savings.  Indeed, to the extent that the 

distributors incur costs to implement the programs they can be pinched from both sides.  

Under traditional regulation, DSM initiatives can cause chronic financial attrition for energy 

distributors and discourage them from pursuing DSM aggressively.   

 Commonwealth Edison Company (“ComEd” or “the Company”) has in recent years 

developed large demand response and energy efficiency programs that have helped change 

the shape of ComEd’s load curve and slow growth in energy deliveries, and are expected to 

continue doing so.  Reduced load and demand are becoming a chronic source of financial 

stress for ComEd and have contributed to the revenue deficiency it is trying to address in 

this rate case.  ComEd has followed national trends by proposing a significant movement 

towards a form of revenue decoupling (also referred to simply as “decoupling”) in this rate 

case.   

More specifically, ComEd proposes a movement towards a “straight fixed variable” 

(“SFV”) design of rates for residential customers that do not have demand-based (kW) 

charges and for watt-hour only business customers.1  Volumetric (per kWh) charges would 

be lowered and the revenue shortfall would be recovered through higher customer charges.  

                                                 
1 Because decoupling often involves making adjustments in customers’ bills to reflect trends in 
customer usage and SFV pricing does not, some experts draw a distinction between decoupling and 
SFV pricing.  We are using the term decoupling more broadly, however, such that it encompasses 
SFV rate designs.   
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The redesign of rates would be phased in and have as its end point an 80% recovery of fixed 

costs via fixed charges. 

The witnesses for the Natural Resources Defense Council (“NRDC”) have in their 

direct testimony proposed that ComEd instead implement decoupling through a revenue true 

up plan.   

ComEd retained Pacific Economics Group Research (“PEG Research”) LLC to 

prepare rebuttal testimony and this white paper that provides additional information for the 

Illinois Commerce Commission (the “ICC” or the “Commission”) and stakeholders on 

alternative decoupling approaches and considers the need for decoupling in ComEd’s 

service territory.   

WHAT IS REVENUE DECOUPLING? 

The basic idea of revenue decoupling is to eliminate or significantly weaken the link 

between the revenue of a utility and the utilization of its system by customers.  Depending 

upon the type of utility (e.g. gas, electric, water) and its circumstances, this may focus on 

decoupling revenues from total delivery volumes (e.g. throughput) and/or peak customer 

demand.  Four approaches to decoupling are well established. 

 Decoupling true up plans are a fundamental approach to utility regulation that 

focuses on capping revenue rather than rates.  These plans use periodical, 

mechanistic true ups (adjustments) to cause actual revenue to track more closely 

the revenue sanctioned by the regulator.  Customer bills are subject to upward 

adjustments when allowed revenues are under-recovered and to downward 

adjustments when they are over-recovered.  True ups can be made monthly, 

quarterly, or annually.  Decoupling can be applied selectively to certain customer 

classes.  Caps are sometimes placed on the size of revenue adjustments that can 

occur in a given year.  A “soft” cap defers excess revenue variances for later 

recovery with interest.  A hard cap does not.  Volumes can be normalized so that 

true ups are not made for fluctuations in traditional demand drivers such as 

weather.   

 Lost revenue adjustment mechanisms (“LRAMs”) compensate utilities more 

selectively for base rate revenues that fall below allowed revenues due to their 

DSM programs.  
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 DSM performance incentives adjust rates mechanistically to strengthen utility 

incentives to develop large, efficient programs.  Some mechanisms involve key 

performance indicators and targets.  Other DSM incentive mechanisms share a 

percentage of estimated program savings, while still others capitalize a portion of 

DSM expenses so that they yield a return to shareholders.  DSM incentive 

mechanisms are not expressly designed to recover lost revenues but can 

nonetheless mitigate financial attrition and remove disincentives to promote 

DSM if the incentives are large enough and appropriately designed. 

 Straight fixed variable (SFV) pricing is an approach to rate design that uses fixed 

charges to recover costs that are fixed in the short run with respect to system use.  

SFV pricing is usually limited to certain customer classes.  The rate designs 

ComEd proposes to phase in gather a larger share of fixed costs from customer 

charges than do current rates but would fall well short of recovering all fixed cost 

through these charges.  This approach to rate design is sometimes called 

“modified fixed variable” (“MFV”) pricing. 

RATIONALE FOR DECOUPLING 

The rationale for decoupling for an energy distributor is rooted in the way that 

changes in customers’ use of a distribution system affect its costs and finances.  A 

distributor’s base rates recover the costs of labor, materials, services, and capital that it uses 

in provision of its local delivery (distribution and customer) services.  The lion’s share of an 

energy distributor’s base rate revenue is typically drawn from its residential and small 

business customers.  Most base rate revenue obtained from these customers is typically 

drawn from volumetric charges.  The cost of base rate inputs is largely fixed in the short and 

medium term with respect to the use of the system by existing customers.  However, the cost 

of a distributor is quite sensitive in the short term to growth in the number of customers 

served.  The large impact of the number of customers served on the cost of energy 

distribution has been shown repeatedly in our econometric cost studies, several of which 

have been published.   

Growth in use of a distributor’s system therefore affects its cost and revenue 

differently.  Growth-related costs are driven in the short run chiefly by the number of small 

volume customers served, whereas revenues are driven chiefly by changes in delivery 
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volumes to these customers. 2   The ability of a distributor to recover its allowed costs is 

therefore sensitive to changes in the average use of its system by small volume customers.   

These circumstances have important consequences that are not fully understood by 

many participants in utility regulation.  One consequence that is widely recognized is that, 

under many rate structures, utilities have a disincentive to promote demand response, energy 

efficiency, and LDG when these undertakings slow growth in average use or turn it 

negative.  Two other outcomes are less widely recognized.  Distributors can experience 

chronic financial attrition if average use is declining or even constant.  Furthermore, rate 

designs with high usage charges that are thought to aid DSM also create a contrary barrier to 

DSM to the extent that they expose utilities to greater risk from demand fluctuations. 

To better understand the problem of chronic attrition, consider that attrition will 

occur absent rate relief whenever the unit cost of a distributor is growing in the sense that its 

cost rises more rapidly than its delivery volumes and other billing determinants.  The unit 

cost trend of a distributor depends on input price inflation, improvements in its cost 

efficiency, and the trend in its average use.  Work by PEG Research has revealed over the 

years that input price inflation of an energy distributor typically exceeds the growth in its 

cost efficiency by more than 100 basis points annually.3  Unit cost will therefore typically 

rise unless average use is growing by at least 100 basis points.   

In past decades, average use by small volume customers of energy utilities did rise 

briskly.  This slowed unit cost growth, which was also slowed by rapid productivity growth.  

For vertically integrated electric utilities, productivity growth was often spurred for years at 

a time by decline in the rate base, due to previous large generation plant additions.  Under 

these favorable conditions, unit cost was commonly stable or declining and many utilities 

operated for extended periods without rate cases.  Insofar as growth in billing determinants 

equaled or exceeded growth in cost, it made sense to set rates on the cost and output in a 

recent historical test year.  

                                                 
2 Utilities such as ComEd may also have significant other increasing costs, such as for system 
replacement, pension, and benefits.  These are substantively outside the scope of my testimony, but 
are also essentially volume independent.   
3 The inability of productivity to keep pace with inflation is common in the economy and the main 
reason that prices of final goods and services, such as those tracked by consumer price indexes, tend 
to rise.  
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Circumstances of contemporary energy distributors in the United States are quite 

different.  The typical productivity growth of energy utilities has not been extraordinary 

since the late 1960s, and has in recent years been similar to that of the private business 

sector as a whole.  Energy distributors today generally do not experience declining rate 

bases for extended periods because they make their plant additions more gradually as the 

urban areas they serve expand and because of other demands that they are facing to 

modernize and rebuild their system.   

Programs to encourage demand response, energy efficiency, and LDG can wipe out 

any growth that might otherwise occur in average use.  An aggressive DSM program can by 

itself cause average use to decline.  Volume growth has also been slowed in recent years by 

other conditions such as slow economic growth and changing appliance efficiency standards 

and building codes. 

Distribution utilities therefore tend to have rising unit costs that can in principle be 

relieved with steady rate escalation.  The need for rate relief is exacerbated in states with 

large DSM programs, when average use is declining for other reasons, and when distributors 

are engaged in large investment programs that do not generate revenue, such as an 

accelerated replacement of aging facilities or the build out of advanced metering 

infrastructure (“AMI”).     

Distributors facing flat or negative growth in billing determinates can seek relief by 

filing frequent rate cases.  However, frequent rate cases cannot typically provide the needed 

relief when they are based on historical test years or when actual operating costs are 

disallowed or delayed due to prevailing rules or custom.  The rationale for historical test 

year rate cases breaks down in a rising unit cost environment.  A revenue requirement based 

on the balance of cost and billing determinants in an historical test year will be inadequate 

even in the year that new rates are implemented.  Regulators sometimes approve trackers to 

recover certain costs that are rising rapidly in the expectation that they will compensate 

distributors for some of the growth in their unit cost without the need for frequent rate cases.   

Large DSM programs can therefore cause material financial attrition for utilities.  

The unreasonableness of the situation is enhanced when utilities are compelled by 

policymakers to manage the programs.  Regulators who compensate utilities only for the 
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cost of their DSM programs are not leaving them whole for the full financial consequences 

of these programs. 

Decoupling is valued for its ability to remove or significantly reduce disincentives 

for utility DSM initiatives and to alleviate financial attrition due to slow growth.  There are 

additional benefits. For example, decoupling reduces controversy over volume adjustments 

in historical test year rate cases and over volume forecasts in forward test year rate cases. 

CHOOSING THE RIGHT DECOUPLING APPROACH 

The report emphasizes the following criteria for choosing between alternative 

decoupling approaches: 

 Administrative cost; 

 Ability to remove utility disincentives to pursue a wide range of DSM 

initiatives;  

 Effective relief from financial attrition; and 

 Minimal undesirable idiosyncrasies. 

In addition, of course, the approach chosen must be legal in the jurisdiction. 

SFV pricing has the lowest administrative cost by far.  LRAMs and DSM 

performance incentives have the highest cost due to their reliance on DSM savings 

estimates, which can be complex and controversial.  This cost issue tends to confine the 

application of LRAMs and DSM performance incentives to conventional DSM programs, 

where savings are easier to measure accurately.  Decoupling true up mechanisms have an 

administrative cost that is “in between” but not onerous and similar to that of other 

automatic adjustment mechanisms used in ratemaking.   Approaches with high 

administrative cost are more difficult for customers to understand.  Thus, SFV pricing has an 

edge in this area as well. 

All four established approaches to decoupling can effectively remove utility 

disincentives to pursue conventional DSM programs.  However, the incentive benefits of the 

SFV approach are reduced proportionately when fixed charges do not recover 100% of fixed 

costs.  LRAMs and DSM performance incentives that address only conventional DSM 

programs do not remove disincentives for many other actions that utilities can take to 

promote DSM.  These supplemental activities include pro-DSM rate designs, efforts to 
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develop clean energy markets, on-bill financing, and advocacy of tougher appliance codes 

and building standards. 

The established approaches to decoupling generally do not fully compensate a 

distributor for the revenue losses it experiences as a result of a large and wide ranging DSM 

program.    Revenue true ups and SFV pricing provide compensation for declines in average 

use but not for wiping out any growth in average use that might occur in the absence of 

DSM, which growth might be used to cope with rising costs due to investment surges and 

inflation.   

In a year when average use grows, both approaches actually deny the distributor any  

financial benefit. LRAMs and DSM performance incentives can, in principle provide 

compensation for wiping out growth in average use.  Since they tend to focus only on 

conventional DSM programs, however, they do not provide attrition relief from the many 

other actions distributors may undertake to promote DSM, or from external forces slowing 

growth in average use such as state administered DSM programs  

Each of the established approaches involves idiosyncrasies that limit their appeal.  

Some decoupling true up plans can destabilize rates.  SFV pricing can involve a rapid 

increase in fixed charges for low volume customers, if not phased in.  SFV pricing also 

involves low volumetric charges that increase the payback period for DSM equipment 

investments, although the degree to which distribution volumetric charges should be 

expected to promote energy efficiency is a disputed topic.  Critics of SFV argue that 

volumetric charges should, in the absence of AMI, recover that portion of fixed cost that is 

attributable, in the long run, to peak demand.  Some also argue that volumetric charges 

should reflect environmental costs of central generating stations that are not reflected in 

commodity prices.  Proponents of SFV counter that reflecting environmental costs in 

volumetric charges for distributor services is a form of social engineering and that these 

costs are controversial and depend greatly on the source of power supplies.  The marginal 

environmental cost of nuclear generation, for example, is relatively low.  Electric vehicles 

reduce externalities from the production and consumption of petroleum fuels. 

SFV pricing and decoupling true up plans can disincentivize utilities from promoting 

environmentally benign uses of energy such as EVs because no margin is earned on the 

incremental sales volume.  To the extent that decoupling true up plans facilitate high 
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volumetric charges in all hours of the day, they also discourage customers from purchasing 

electric vehicles.  SFV pricing, in contrast, encourages customers to use electric vehicles by 

offering them a low or zero volumetric delivery charge.   

Refinements of the established approaches to decoupling have been developed to 

deal with many of these idiosyncrasies.  For example, ComEd’s SFV pricing proposal 

mitigates effects on small volume customers via a gradual phase-in and an 80% cap.  Fixed 

charges under SFV pricing can also be designed to vary in some rough fashion with 

customers’ historical usage patterns.  This can buffer the rate impact on small volume 

customers substantially without compromising the incentive benefits of SFV.  

There are, similarly, several ways to reduce the rate instability that can be caused by 

decoupling true up plans without diminishing their incentive benefits.  True ups can occur 

more than once a year so that revenue in a given year tracks allowed revenue more closely.  

Soft caps can be imposed on revenue adjustments.  Revenue variances can be weather 

normalized.   

As for electric vehicles, the installation of AMI can make possible time of use 

pricing for EV customers so that volumetric distribution charges can be high during 

weekday hours but lower on nights and weekends, when peak load is down.  Power 

deliveries for use in EVs can also be exempted from decoupling true up plans.  However, 

some feel that growing EV sales should not be exempt so that they help to offset the revenue 

shortfalls that result from DSM and thereby reduce the impact of a decoupling true up plan 

on rates. 

DECOUPLING EXPERIENCE   

Revenue decoupling is widely used today in the U.S. gas and electric utility 

industries.  Use is more widespread amongst gas distributors because these companies have 

historically had a much greater problem with declining use per customer.  Interest in 

decoupling to regulate electric utilities has increased as their volume growth has slowed due 

to the recent renaissance of DSM, slow economic growth, and other conditions.  Our study 

shows that the decline in average use by small volume customers of electric utilities with 

large DSM programs is generally substantial.  Decoupling is rare for electric utilities in 

states that place little emphasis on DSM.   In many of these states, average use still grows 
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briskly and, by compensating utilities for input price inflation, diminishes the frequency of 

rate cases.  

The key issue regarding precedents for ComEd is thus not how many electric utilities 

operate under decoupling across the country but how many utilities have decoupling who are 

operating under the business conditions that usually occasion such measures.  We find that 

some form revenue decoupling is used today in almost all U.S. jurisdictions with very large 

scale DSM programs.  This includes most states with large independently administered 

DSM programs.  Some form of decoupling is now required by law or commission mandate 

in five of the leading DSM states.  Very few states have achieved large DSM programs 

without some form of decoupling as we define it.   

True up plans are the most widely used approach to decoupling in the United States.  

They are now mandatory for natural gas and electric utilities in four of the leading DSM 

states.   Fourteen states that have tried true up plans have approved additional plans but four 

have not.  One reason for the popularity of true up plans is that LRAMs and DSM 

performance incentives aren’t needed in a state where DSM programs are independently 

administered.   

The majority of decoupling true up plans currently used in North America involve 

full decoupling and do not weather normalize revenue variances.  Hard caps on the size of 

recovered revenue variances are uncommon, but many plans feature “soft” caps.  Large 

volume customers are excluded from most plans. 

DSM performance incentives are used today in quite a few states and have been a 

stimulus for large utility DSM programs in Connecticut, Hawaii, Massachusetts, Minnesota, 

and Rhode Island.  They are sometimes used in combination with other decoupling 

approaches, in order to provide a positive incentive for DSM (a step beyond the removal of a 

disincentive) and to encourage efficient program management.  LRAMs have recently 

witnessed a modest resurgence due in part to their featured role in Duke Energy’s multistate 

DSM regulation.   

Some form of retail fixed variable pricing has been approved for use in eight states.  

Most examples are in the gas industry.  In most cases, the rate design features the uniform 

fixed charge that ComEd proposes but in at least two cases they do not.  Fixed variable 

pricing is quite common for investor-owned gas and electric utilities in Canada.         
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REVENUE DECOUPLING FOR COMMONWEALTH EDISON COMPANY   

We have reviewed the situation of ComEd and identified several factors that are 

especially important to the choice of a decoupling strategy.  They include the following. 

 Implementing efficient EE and DR are important policy objectives in Illinois.  

Utilities have a statutory requirement to ramp up annual energy and peak load 

savings, subject to a cap on customer costs.4  The Illinois Department of 

Commerce and Economic Opportunity (“DCEO”) also manages sizable electric 

DSM programs. 

 There is mounting interest in Illinois in electric vehicles as a means to reduce the 

externalities from petroleum fuel consumption and to stimulate the state 

automobile industry.  An ambitious effort by ComEd to promote EVs can have a 

national impact on demand and influence the location of EV manufacturing. 

 ComEd’s EE program is large.  It does not rank amongst the nation’s very 

largest, but it does compare favorably to others even without accounting for the 

companion DSM program of the DCEO.  The NRDC has challenged the 

adequacy of the ComEd’s original DSM plan for the 2011-2013 period.5  

 There are many other ways to promote DSM in ComEd’s service territory.   

 Due in large part to its DSM programs, average use by ComEd’s residential and 

small commercial customers has declined for several years and is forecasted to 

continue declining for the foreseeable future.  Declines would likely be more 

pronounced if DSM effort was increased to the level in the leading DSM states.   

 ComEd is financially sensitive to a decline in residential and watt hour business 

average use because it currently recovers a substantial share of its revenue 

requirement from volumetric charges in these service classes.   

 With average use declining in the face of major investment and expense 

demands, ComEd’s cost is growing faster than its billing determinants and the 

resultant rise in unit cost is expected to continue.  While frequent rate cases 

might alleviate the problem, they are bound to be uncompensatory if based on 

historical test years.  If ComEd could successfully file rates based on forward test 

                                                 
4 220 ILCS 5/8-103(c). 
5 See testimony of Chris Neme for the NRDC in ICC Docket No. 10-0570. 
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years, it would likely still be compelled to file rate cases frequently.  Volume 

forecasts would be a subject of recurrent controversy in these cases.  

 Illinois law expressly allows alternative rate plans, although this case is not an 

alternative rate filing.   

 Since 2008, ComEd has been permitted to recover the out of pocket costs of the 

Company’s DSM programs via a cost-tracking rider, Rider EDA.   

 The Commission has approved decoupling true up plans for the Illinois Integrys 

gas companies.  The ICC has also approved MFV pricing with 80% recovery of 

fixed costs through fixed charges for Nicor Gas and gas services of the Ameren 

Illinois Companies.  The transmission revenues of Illinois electric utilities are, in 

accordance with Illinois statute, recovered by a mechanism that resembles a 

decoupling true up plan.  ComEd’s commodity costs are also recovered on a 

basis that protects ComEd from volume fluctuations.  There is thus ample 

precedent in Illinois for the approval of either a decoupling true up plan or MFV 

pricing. 

ComEd is operating today under the kinds of conditions that typically prompt 

regulators to approve revenue decoupling.  We believe that some form of revenue 

decoupling can and should be implemented for ComEd in this proceeding.  Here are some 

notable benefits.   

 Disincentives can be removed for the wide array of initiatives that ComEd 

can pursue to promote DSM.  ComEd can potentially be encouraged to 

become a national leader in all of the major areas of modern DSM: demand 

response, energy efficiency, and load-displacement generation.  Were this 

achieved, customer bills would be lower, the environment would be cleaner, 

and vendors of DSM equipment and services could make their full potential 

contribution to the betterment of the northern Illinois economy. 

 ComEd can be compensated for declining average use without expectation of 

overearning. 

 Rate case controversies over delivery volumes can be mitigated.  

 The Commission can learn more about the pros and cons of decoupling in an 

application to an electric delivery utility.    
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With regard to the best approach to decoupling for ComEd, we feel that the two 

approaches proposed in this proceeding both have advantages that the Commission should 

consider.  Both approaches provide attrition relief and thereby remove disincentives for a 

wide array of initiatives that ComEd can pursue to promote conservation.  Controversy over 

sales volumes would be reduced in rate cases.  SFV pricing has the lowest administrative 

cost and the most stable rates, encourages customers to adopt EVs, and is easiest for 

customers to understand.  It may also face the fewest obstacles under Illinois regulatory 

policy.  The key advantage of decoupling true up plans is that ComEd could continue its 

current distribution rate designs and disincentives are removed for experimentation with rate 

designs, such as inverted block rates and time of use distribution pricing, that encourage 

more DSM. 

The revenue per customer (“RPC”) approach to decoupling proposed by the NRDC 

is already used in Illinois in Rider VBA of the Integrys Illinois gas utilities.  Our report 

shows that this is one of the most conservative approaches to the design of a decoupling true 

up plan.  Rate cases would likely still be frequent in order to compensate ComEd for input 

price inflation and plant additions.   

Decoupling need not in our view be extended at this time to ComEd’s large volume 

customers, which should assuage concerns that these customers may have about decoupling 

for small volume customers.  A soft cap on revenue adjustments, which permits deferral and 

ultimate recovery of balances, is sensible.   If the Commission cares more about rate 

volatility than it does about plan complexity, it can institute weather normalization of 

volume variances and/or quarterly rather than annual revenue true ups.   

The Commission would also need to consider how best to promote EV adoption if it 

chooses a decoupling true up plan for Com Ed.  One idea would be to exempt EV deliveries 

from decoupling.  Another would be to offer AMI and time of use base rates selectively to 

customers who own EVs. 

ICC Docket No. 10-0467 
             ComEd Ex 47.2



 

  1 

1.	INTRODUCTION	
 

 DSM is a central concern of policymakers in Illinois.  Energy distributors have been 

directed to develop aggressive programs to promote energy efficiency and demand response.  

DSM programs provide material financial benefits to customers but can subject energy 

distributors to financial attrition.  This attrition discourages distributors from promoting 

DSM aggressively.  Revenue decoupling measures have been approved for use in most 

states with aggressive DSM programs to address financial attrition and remove conservation 

disincentives. 

 Commonwealth Edison is the largest energy distributor in Illinois.   Pursuant to state 

policy, it has been engaged for several years in the buildup of energy efficiency and demand 

response programs for its customers.  These programs have achieved national stature but 

have subjected the Company to increasing earnings stress as they have grown.  The 

Company has followed national trends by proposing a form of revenue decoupling (a 

straight fixed variable or SFV rate design) in this rate case.  The NRDC has proposed that 

the Commission instead adopt a decoupling true up plan for ComEd.      

 Pacific Economics Group Research LLC is a leading provider of decoupling and 

other alternative regulation consulting services.  We have been retained by ComEd to 

prepare testimony on revenue decoupling options.   The testimony is to include an attached 

report (white paper) that explains decoupling concepts, recounts decoupling experience, and 

considers the merit of revenue decoupling for ComEd’s operations.    This is that report.        

 The plan for the paper is as follows.  In Chapter 2, we describe the major approaches 

to revenue decoupling and discuss the rationale for decoupling and criteria for choosing 

between alternative approaches.  In Chapter 3, we discuss decoupling experience including 

key decoupling precedents.  In Chapter 4, we consider in more detail some plan design 

issues with respect to a popular approach to decoupling.  In Chapter 5, we consider the 

decoupling strategy that makes the most sense for ComEd and its customers. 
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2.	REVENUE	DECOUPLING	

 This chapter provides an introduction to revenue decoupling.  We begin by 

describing in some detail the major approaches to decoupling.  There follows a discussion of 

the rationale for decoupling and of the criteria for comparing decoupling approaches. 

2.1  DECOUPLING APPROACHES 

The term revenue decoupling refers to an array of regulatory provisions that are 

designed to eliminate or significantly relax the link between a utility’s revenue and customer 

use of its services.  Four  approaches to decoupling have been established that, with differing 

degrees of effectiveness, accomplish this goal: lost revenue adjustment mechanisms, 

decoupling true up plans, straight fixed variable pricing, and DSM performance incentives.  

We discuss each in turn.   

2.1.1  DECOUPLING TRUE UP PLANS    

Most decoupling true up plans have two basic components: a revenue decoupling 

mechanism (“RDM”) and a revenue adjustment mechanism (“RAM”).  This structure 

separates the job of attrition relief between rate cases into two components.  The decoupling 

mechanism addresses any revenue-related (cost recovery-related) attrition, leaving the other 

mechanism to provide some relief for cost-related attrition.  

Revenue Decoupling Mechanism 

A RDM makes regularly scheduled adjustments that cause a utility’s actual base rate 

revenues to track its allowed revenue more closely.  True up mechanisms usually involve a 

balancing account in which past differences between actual revenue and the approved 

revenue requirement are entered.6  The accumulated net variance, together with any interest 

that may be paid, provides the basis for a periodic rate adjustment.  The adjustment is 

usually undertaken with respect to the volumetric charge.  Customer bills sometimes include 

a line item that itemizes this adjustment. 

As with other trackers, the recovery of the account balance requires an assumption 

about the delivery volume.  To the extent that the volume specification is forward looking, 

this specification is really part of the decoupling mechanism.  A future volume specification 

                                                 
6 We also count as true up plans the plans for gas and electric utilities in Vermont wherein rates are adjusted 
each year to collect the updated revenue requirement using forward looking estimates of sales volumes. 

ICC Docket No. 10-0467 
             ComEd Ex 47.2



 

  3 

may take the form of a sophisticated (e.g. econometric) volume forecast but need not  

because the true up mechanism is available as a backstop.   

True ups may be made monthly, quarterly, semi-annually, or annually.  For example, 

rates may be reset in January to effect a reconciliation of actual revenue and the revenue 

requirement in the previous calendar year.  More frequent adjustments raise regulatory cost 

but cause revenue to better approximate the revenue requirement in a given year so that 

revenue fluctuates less from year to year.  Decoupling rate adjustments can be synchronized 

with adjustments made for other reasons, such as the operation of a fuel adjustment clause, 

so as to limit the overall frequency of adjustments.  

True up mechanisms vary in the scope of utility services to which they apply.  Quite 

commonly, only services to residential and smaller business (e.g. commercial or “general 

service”) customers are subject to true ups.  At the extreme, true ups apply to all tariffed 

services.  

True up mechanisms also vary in terms of the service classes for which revenues are 

pooled for true up purposes.  These service class groupings are sometimes called “baskets”.  

In some plans, all service classes are placed in the same basket.  In that event, a downturn in 

demand by one class of customers can raise the rates of another customer class.  In other 

plans, multiple baskets are created to insulate customers from fluctuations in the demand of 

other service classes.  At the extreme, each service class has its own basket.   

Some RDMs are “partial” in the sense that they exclude from decoupling the revenue 

impact of certain kinds of demand fluctuations.  For example, true ups are sometimes 

allowed only for the difference between weather normalized revenue and allowed revenue.  

A utility in this case continues to experience fluctuations in revenues due to weather 

conditions.  A RDM that instead accounts for all sources of demand variances may be called 

a “full” true up mechanism.  

A few true up mechanisms involve other limitations on the eligibility of revenue 

variances for true ups.  For example, the size of revenue true ups is sometimes limited 

arbitrarily.  For example, the size of the true up that is allowed in a given year might be  
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capped at 5%.  Caps on revenue adjustments may be soft or hard.  A “soft” cap permits 

utilities to defer for later recovery any account balances that cannot be recovered 

immediately.  “Hard” caps do not.7    

Table 1 provides a summary of details of RDMs in decoupling true up plans that are 

currently operative.  It can be seen that most plans exclude large volume customers from 

decoupling.  Most plans also involve full decoupling and do not cover large-volume 

customers.  Plan updates are usually made annually. 

Revenue Adjustment Mechanisms 

The RAM component of a decoupling plan escalates the base rate revenue 

requirement between rate cases to reflect changes in business conditions that drive utility 

cost.8   Base rates are the rates that recover the net costs of the labor, materials, services,  

plant, and other non-energy inputs that the utility uses in the provision of the applicable 

tariffed services.  The RAM is an important feature of most approved decoupling true up 

plan.   

To understand the usefulness of a RAM in a decoupling true up plan, note first that if 

a utility’s billing determinants (e.g. its delivery volumes, peak demands, and number of 

customers served) are growing, rates will actually decline under a decoupling true up plan  

absent some form of revenue requirement escalation since revenue is growing but the 

revenue requirement is static.  A utility’s base rate input cost normally rises due to some 

combination of input price inflation, plant additions, and output growth.  In the few 

decoupling true up plans that have no RAM, utilities therefore typically file annual rate 

cases.9 

Some RAMs are broad based in the sense that they provide the utility with enough 

revenue requirement growth to compensate the utility for several kinds of cost pressures and 

thereby make it possible to avoid frequent rate cases.  Performance incentives can then be  

 

                                                 
7 One company operating under soft caps is Delmarva Power & Light (MD).  An example of a company 
operating under hard caps is Wisconsin Public Service.   
8 This task is sometimes referred to as “recoupling”. For early discussions of recoupling see Eric Hirst, 
Statistical Decoupling: A New Way to Break the Link Between Energy Utility Sales and Revenues, ORNL 
CON-372, Oak Ridge National Laboratory, 1993 and Joseph Eto, Steven Stoft, and Timothy Belden, The 
Theory and Practice of Decoupling, Lawrence Berkeley Laboratory paper LBL-34555 UC-350, January 1994. 
9 See, for example, the recent decoupling experience of Central Hudson Electric & Gas and Consolidated 
Edison of New York. 
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strengthened and regulatory cost trimmed.  When RAMs are not broad based, utilities 

usually retain the right to file rate cases during the decoupling plan and frequently do file. 

Several approaches to RAM design have been established.  The first broad category 

of RAMs is “formulaic” RAMs.  These RAMs adjust allowed revenue formulaically to 

reflect new information (information obtained after the rate plan starts) about the business 

conditions that drive utility cost.  Some of these formulaic RAMs make explicit adjustments 

for both price inflation and customer growth.  We will call this approach to revenue cap 

design “full indexation”.  Other formulaic RAMs escalate allowed revenue only for price 

inflation.  We will call these “inflation only” RAMs.   

A third kind of formulaic RAM escalates allowed revenue only for customer growth.  

This in a sense is the approach used in the Rider VBA of the Integrys Illinois gas utilities.  

Although the focus of the decoupling mechanism is use per customer, revenue does rise as 

the number of customers grows.  Since this approach effectively freezes the approved 

revenue requirement per customer we will call it the “revenue per customer (“RPC”) freeze” 

approach.  Allowed revenue equals the (frozen) RPC times the current number of customers 

served.  An RPC freeze may in principal apply to the total revenue per customer.  More 

commonly, the RPC formula applies to individual or small groups of service classes.  

A second broad category of RAMs, which we will call “all-forecast” RAMs, are 

based solely on forecasts of future cost which are made before the start of the decoupling 

plan.  The revenue requirement trajectories produced by this approach typically display a 

“stairstep” pattern.  The stairsteps reflect expected changes in cost drivers during the 

decoupling plan and there are no automatic adjustments to the revenue requirement in the 

event that business conditions turn out to be different from those that were expected.10   

A third broad class of RAMs, which we will call “hybrid” RAMs, employs a mix of 

real time formulaic adjustments and forecasting methods.  In North America, hybrid RAMs 

most commonly feature index based escalation of operation and maintenance (“O&M”) 

expenses and a forecast of capital cost that is based on traditional accounting.11  The capital 

                                                 
10 The cost forecasts that provide the basis for stairsteps are frequently made using formulas similar to those 
used in formulaic RAMs.  For example, a forecast of growth in O&M expenses might be based formulaically 
on forecasts of price inflation and/or customer growth that are available at the time that the RAM is designed.   
11 A different kind of hybrid revenue cap is used in several jurisdictions overseas, including Australia, New 
Zealand, and Britain.  The revenue requirement is first established for a multiyear period using forecasting 
methods.  Given forecasts of the revenue requirement, billing determinants, and a familiar macroeconomic 
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cost budget is sometimes updated during the plan to reflect new information about bond 

yields and construction cost inflation.  Forecasts of the depreciation and return on rate base 

for older plant are comparatively easy for parties to agree on.     

2.1.2  LOST REVENUE ADJUSTMENT MECHANISMS   

Under a lost revenue adjustment mechanism a utility is compensated more 

selectively for the lost margins (base rate revenues) that are estimated to result from its 

programs to promote energy efficiency and possibly other goals, such as peak load 

management or LDG.  This requires estimates of energy savings and other quantitative 

impacts of the programs.  Compensation for lost margins is usually effected through a rate 

“rider” that can operate in years between rate cases. The utility is fully at risk for unforeseen 

fluctuations in demand due to weather, local economic activity, energy market prices, and 

other drivers of the demand for its services.   

2.1.3  DSM PERFORMANCE INCENTIVES   

A DSM performance incentive mechanism makes periodic adjustments to rates, via a 

rate rider, that are designed to incentivize better administration of a utility’s DSM programs.  

Some DSM incentive mechanisms offer awards and/or penalties that depend on variances 

between benchmarks and a utility’s actual values for key DSM performance indicators (e.g. 

kWh saved).  Others involve a rate of return on the capitalized expenses.  Still others give 

utilities a share of the estimated net program benefits.  While these mechanisms are not 

expressly designed to recover lost revenue, they have the potential to mitigate lost revenues 

substantially.  Kushler, York, and Witte comment that the performance incentive approach   

has tended to be the most common [supplement to DSM cost recovery] 
because it is usually easier to accomplish than lost revenue recovery 
mechanisms.  It has also often been generally regarded as helping to address 
both lost revenues and the desire by utilities to be able to “earn a return” on 
their energy efficiency activities (these two concerns are sometimes lumped 
together and simply referred to as the utility’s ‘financial concerns’).12    

                                                                                                                                                      
measure of price inflation such as a consumer price index (“CPI”), a revenue escalation index is developed 
with a general formula  

Growth Revenue Requirement = growth CPI – X 
which has an equivalent net present value.  The X factor may be positive or negative and is sensitive to 
expected capital spending.  With this formula, the revenue requirement is adjusted automatically for 
unexpected developments in price inflation. 

 
12 Kushler, York, and Witte op cit p. 6. 
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2.1.4  REVENUE DECOUPLING THROUGH STRAIGHT FIXED VARIABLE PRICING     

SFV pricing in principle means an approach to rate design that recovers in variable 

charges (a/k/a “usage” charges, i.e., charges that vary with peak demand or the volume of 

energy delivered during the billing period), only those costs that vary, in the short run, with 

system use.  The lost revenue is recovered by moving fixed costs previously recovered 

through usage charges to customer charges or some kind of reservation charges that vary 

with expected future usage (e.g. peak demand).  This means that customers pay a substantial 

fixed monthly charge for service regardless of their usage and cannot reduce that portion of 

their distribution bills with lower usage.  A pricing system involving higher fixed charges 

that nonetheless does not recover all fixed costs through usage charges is sometimes called 

“modified fixed variable” (MFV) pricing.   

A decision must be made whether to levy the same fixed charge throughout the year 

or allow rates to be higher in the peak usage season.  A fixed charge that is constant 

throughout the year promotes month to month bill stability but, for electric non-space 

heating customers, can involve higher winter payments than they are used to.  Another rate 

design issue is whether to have the same customer charge for all customers in a service 

class.  Most SFV rate designs implemented to date have involved uniform customer charges.  

This means a substantial increase in distribution bills for small volume customers and a 

reduction in distribution bills for large volume customers.   Sharp increases in bills for 

small-volume customers can be mitigated by a phase in of the rate design.  Moreover, 

“sliding scale” or “tiered” designs have been developed for fixed charges which assign 

lower fixed charges to customers who have historically had low volumes and higher fixed 

charges to those who have historically had high volumes. 

SFV pricing has an impact on revenue growth that is similar to a revenue per 

customer freeze.  Base rate revenue grows between rate cases at roughly the pace of 

customer growth.  Any attrition relief that is desired for other business conditions, such as 

input price inflation or large programs of replacement investment, would require rate cases 

or a supplemental multiyear rate plan with some kind of automatic rate escalation. 
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2.2  RATIONALE FOR REVENUE DECOUPLING    

The primary rationale for decoupling is rooted in the critical role that trends in 

system use play in the finances of energy utilities.  We begin this section with some 

background on this phenomenon.  There follows a discussion of decoupling pros and cons. 

2.2.1  BACKGROUND: IMPORTANCE OF AVERAGE USE 

Due to the expedited recovery of energy (e.g. natural gas and electricity) costs that is 

typical of American regulation, the earnings of utilities depend primarily on the difference 

between their base rate revenue and the cost of their base rate inputs.  A utility needs rate 

increases to earn its target rate of return on equity (“ROE”) whenever its unit cost rises in 

the sense that its cost grows more rapidly than the average growth of its sales volumes and 

other billing determinants.  The growth in the unit cost of a utility can be shown to equal the 

inflation in the prices it pays for base rate inputs less the improvement in its cost efficiency 

and an output “differential”.  

   growth Unit Cost = growth Input Prices 

         – ( growth Cost Efficiency + growth Output Differential )  [1] 

The output differential is the difference between the way that output growth affects a 

utility’s revenue and cost.  If output growth increases revenue more than cost, unit cost 

growth is slowed and the utility has less need for rate escalation.  If output growth affects 

cost more than revenue, unit cost accelerates and the utility has more need for rate 

escalation.  A 150 basis point reduction in the output differential has the same effect on unit 

cost growth as a 150 basis point increase in input price inflation.      

In the short run, the cost of an energy distributor is largely fixed with respect to 

usage of its system by existing customers, but grows with the number of customers served 

because this growth requires a buildout of the system and additional O&M expenses.  As for 

base rate revenues, these are drawn chiefly from small volume customers such as residences 

and small business establishments.13  In the United States, the bulk of the base rate revenues 

from small volume customers are typically obtained from volumetric (price/kWh or 

                                                 
13 This is especially true of energy distributors because large volume customers may use only a small amount 
of the distribution system.  

ICC Docket No. 10-0467 
             ComEd Ex 47.2



 

  13 

price/therm) charges.14  A volumetric rate may be different for low amounts of usage than 

for higher amounts.  The charge associated with usage in each range is sometimes called a 

rate “block”.  Rates that increase with the level of usage are called “inverted” (or 

“increasing”) block rates.   

The output differential thus depends in the United States primarily on the difference 

between trends in the volumes of energy delivered to residential and small business 

customers and the trends in the numbers of these customers.  This is equivalent to the trends 

in the delivery volume per customer in these service classes, which is sometimes referred to 

succinctly as “average (system) use”.15      

 Consider now that the growth in the cost efficiency of utilities --- conventionally 

measured by multifactor productivity indexes --- is typically a good bit slower than the 

inflation in the prices they pay for inputs.16  In a study by PEG for example, a large sample 

of U.S. power distributors averaged 1.03% annual productivity growth from 1996 to 2006 

whereas input price growth averaged 2.72%.17   

Under typical conditions, it follows that the trend in average use can be crucial to the 

ability of distributors to cope avoid financial attrition.  If average use is growing briskly (e.g. 

1.5% annually), the usual difference between input price and productivity growth can be 

largely or entirely offset and rate cases can be avoided --- especially in periods when input 

price inflation is slow and/or the utility is not making sizable new investments.  If average 

use is static, rate cases might only be needed frequently.  The need will be greater in times 

of brisk inflation or capital spending surges.   If average use growth is declining, rate cases 

will be needed frequently, and possibly annually.   

                                                 
14 Volumetric charges have traditionally been used for residential and small business customers rather than 
demand charges due, in part, to the fact that they have not had the more expensive meters that record peak 
demand.  Demand charges are frequently used for large volume customers, such as auto plants.   
15 To demonstrate, consider that the growth in the delivery volume of a given service classes can be measured 
using natural logarithms as growth Volume = ln(Vt/Vt-1).  The growth in the number of customers can be 
measured similarly, as growth Customers = ln(Nt/Nt-1).  The difference between volume and customer growth 
is then growth Volume - growth Customers = ln(Vt/Vt-1) - ln(Nt/Nt-1) = ln[(Vt/Nt)/(Vt-1/Nt-1)] = growth 
Volume/Customer. 
16 The difference is greater in periods of brisk input price inflation and smaller in periods of slow inflation, 
since productivity does not characteristically rise and fall with inflation.   
17 Mark Newton Lowry, David Hovde, Lullit Getachew, Steve Fenrick, and Kyle Haemig, Revenue Adjustment 
Mechanisms for CVPS, Pacific Economics Group, June 2008. 
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With these comments in mind, it is constructive to look at research on average use 

trends in the U.S. electric utility industry.  In the early years of the post-World War II period 

average use grew briskly.  This circumstance, combined with slow input price inflation and 

rapid growth in productivity, helped to flatten the unit cost growth of utilities.  Most utilities 

were vertically integrated, and their productivity growth was often stimulated for years at a 

time, after making large generation investments, by a declining rate base.  Rate cases were 

rare and, insofar as growth in billing determinants equaled or exceeded growth in cost, it 

made sense to set rates based on the cost and output in a recent historical test year.  

Circumstances of contemporary energy distributors in the United States are quite 

different.  The productivity growth of energy utilities has not been extraordinary since the 

mid-1970s and has in recent years been similar to that of the private business sector as a 

whole.  Energy distributors today generally do not experience declining rate bases for 

extended periods because they make their plant additions more gradually as the urban areas 

they serve expand and because of other demands that they are facing to modernize and 

rebuild their system.   

PEG Research has examined more recent trends in the average use of U.S. gas and 

electric utilities.  Results are presented in Table 2.  It can be seen that the weather 

normalized average use by small volume customers of sampled natural gas utilities has been 

declining by more than 1% on average for many years.  Weather-adjusted average use of 

power by residential customers of the sampled utilities averaged about 1.00% annual growth 

during the 1996-2005 period.  Average use growth of this magnitude, while smaller than in 

past years, still slowed unit cost growth materially and, with the additional boon of slow 

input price inflation, many electric utilities stayed out of rate cases for years at a time.  From 

2006 to 2008, however growth in average use of electricity fell by an average of 0.13% 

annually.  A subsample of utilities affected by large-scale EE programs experienced a 0.95% 

decline in average use during this period.  Broadly similar results obtained for commercial 

customers of electric utilities.   
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Programs to encourage demand response, energy efficiency, and LDG can plainly 

wipe out any growth that might otherwise occur in the average use of small volume 

customers.  An aggressive DSM program can by itself cause average use to decline.  

Volume growth has also been slowed by other conditions such as slow economic growth and 

changing appliance efficiency standards and building codes. 

Distribution utilities therefore tend to have rising unit costs that can in principle be 

relieved with steady rate escalation.  The need for rate relief is exacerbated in states with 

large DSM programs, when average use is declining for other reasons, and when distributors 

are engaged in large investment programs that do not generate revenue, such as an 

accelerated replacement of aging facilities or the buildout of AMI.     

DSM initiatives tend to slow or even reverse the growth in average use.  This takes 

away one of the principle means by which utilities have coped over the years with cost  

pressures, such as input price inflation, without filing rate cases.  Since DSM reduces 

earnings, there is a disincentive for utilities to promote DSM goals.     

Our discussion of the output differential also sheds light on another important source 

of utility operating risk.  System use fluctuates from year to year due to fluctuations in 

demand drivers, such as weather, local business activity, and energy commodity prices, all 

of which are difficult to predict accurately.  With high usage charges, fluctuations in system 

use cause base rate revenue to be low in periods of low demand and high in periods of high 

demand, whereas the cost of base rate inputs is invariant in the short run with respect to 

these fluctuations.  Thus, demand fluctuations can be an important source of earnings risk to 

the extent that base rate revenue is recovered via high demand and volumetric charges rather 

than fixed charges. 

2.2.2  DSM Promotion 

Our analysis helps us to understand the two primary rationales for revenue 

decoupling.  The most widely advanced rationale is that decoupling reduces a utility’s 

disincentives to promote DSM.  The benefits of removing disincentives can be manifested in 

several ways.  To the extent that the utility provides most DSM programs, the bills of 

program participants who reduce energy purchases can be lower.  The savings will be 

greatest in customer outlays for energy commodities, which are price volatile.  However, 

outlays for the cost of the utility system may also be lowered, especially in the longer run 
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when costly plant additions are avoided.  Providers of DSM equipment and services get the 

opportunity to play their full potential role in the energy economy.  Consider also that the 

North American system for producing, delivering, and consuming natural gas and electric 

power is one of the largest sources of greenhouse gases and other pollutants in the world.  

DSM can help contain the environmental damage. 

It is widely acknowledged that decoupling cannot, by solving the “lost revenue” 

problem, by itself induce utilities to be aggressive proponents of DSM.  For example, 

utilities need compensation for the cost of their DSM programs.  Incentives to encourage 

large, efficient programs are also desirable.   

The magnitude of DSM incentive benefits from decoupling depend on the role that 

utilities are expected to play in DSM promotion.  For example, the incentive benefits are 

reduced if conventional DSM programs are undertaken by independent agencies rather than 

utilities.18  However, utilities often have an influence on the budgets for these agencies, so 

that decoupling can lead to large budgets.  Moreover, utilities can promote efficient system 

use in various other ways that include  

 rate design; 

 other utility policies that affect LDG (e.g. net metering and feed in tariffs); 

 support for government policies that promote DSM goals (e.g. appliance 

efficiency standards, building codes, and tax credits);  

 other promotional measures (e.g. advertising and other informational 

activities, facilitation of contact with DSM service providers, sharing of 

information with vendors, and on-bill financing of DSM investments) which 

take advantage of a utility’s reputation and close, long-lasting commercial 

relationship with customers; and  

 DSM research and development. 

A company can try hard with respect to one approach but undermine its effect on 

DSM by not trying hard with respect to other approaches.  As one example, the impact of 

utility DSM programs can be offset by opposition to more stringent building codes.  A 

decoupling method is therefore more effective to the extent that it insulates earnings from all 

                                                 
18 Such agencies have been established in Hawaii, Maine, New Jersey, New York, Ohio, Oregon, Vermont and 
Wisconsin.   
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means of promoting DSM.  A decoupling method may be said to have a “wide scope” to the 

extent that it removes disincentives to pursue all means.   

One gauge of the importance of the other avenues for promoting efficient system use 

is that some utilities have made commitments, in settlements, to unconventional DSM 

initiatives as a condition for gaining decoupling plan approval.   

 Wisconsin Public Service agreed in its decoupling settlement with the 

Wisconsin Citizens Utility Board to specific steps to support the adoption and 

implementation of certain recommendations of the Governor’s Global 

Warming Task Force addressing residential and commercial energy efficient 

building codes, state appliance efficiency standards, and nonregulated fuels 

efficiency and conservation. 

 The Hawaii Clean Energy Initiative Agreement involves the three Hawaiian 

Electric companies and the state of Hawaii and its Division of Consumer 

Advocacy.19  This forty-four page document contains commitments in thirty 

seven areas.   

Another gauge of the importance of unconventional initiatives is that decoupling true 

up plans of some form are operational in six states (Hawaii, New York, New Jersey, Oregon, 

Wisconsin, and Vermont) in which most DSM programs are not administered by utilities. 

The Connecticut Department of Public Utility Control stated, in a recent order approving a 

decoupling plan for United Illuminating, that it was approving the plan not because of its 

effect on the company’s DSM program but for its effect on “areas where UI does not already 

receive incentives”.20   The Department goes on to explain that 

UI is still viewed as the energy provider by the general body of ratepayers.  
The Department believes that this will not change…Success in achieving 
Connecticut’s energy policy goals requires that the Department take 
advantage of this relationship to promote the energy-related programs and 
policies that have been recently set in place.21 

                                                 
19 “Energy Agreement Among the State of Hawaii, Division of Consumer Advocacy of the Department of 
Commerce and Consumer Affairs, and the Hawaiian Electric Companies”, 2008. 
20 Connecticut DPUC, Decision, Docket 08-07-04, February 2009, p. 121. 
21 Ibid, pp. 121-122. 
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2.2.3  Attrition Relief 

The second major argument favoring decoupling is that it can alleviate the earnings 

attrition that results from slow (or decreased) volume growth.   Slow volume growth can 

result from various circumstances that include, in addition to large utility DSM programs, 

DSM programs managed by independent agencies, high prices for energy commodities, 

increasingly stringent building codes and appliance efficiency standards, and net metering 

and other policies that encourage LDG.  Decoupling, within the scope of the costs covered 

by the decoupling mechanism, can potentially make utilities whole for attrition from all 

these sources (setting aside uncollectibles and the time value of money).  In so doing, it 

promotes compensation for a legitimate financial challenge.   

Under traditional cost of service regulation, utilities experiencing flat or declining 

average use can seek relief from the resultant financial attrition via frequent rate cases.  

However, frequent rate cases do not typically provide sufficient relief from slow volume 

growth when they are based on historical test years.  Historical test years work well when 

the unit cost of utilities is reasonably stable.  This was the case during much of the nineteen 

fifties, sixties and nineties due to fortuitous combinations of circumstances that included 

slow input price inflation and brisk growth in cost efficiency and average use.22  However, 

we have seen that under normal operating conditions even zero growth in average use 

exposes a distributor to input price inflation that is much more rapid than can realistically be 

offset by cost efficiency growth.  When average use is stable or declining, unit cost is apt to 

grow materially in the two years between an historical test year and the rate year, and rates 

are uncompensatory from the moment they are implemented.  The problem is exacerbated 

the longer the duration of the rate case.  The exact dimension of the problem depends as well 

on other drivers of unit cost growth such as input price inflation and the need for new 

investments that may slow productivity growth.  Many utilities today are engaged in 

programs to replace aging facilities and this slows productivity growth and accelerates unit 

cost growth.   

Under these circumstances, large DSM programs cause material financial attrition 

for utilities under historical test years.  The attrition problem exists whether or not DSM 

                                                 
22 For further discussion see Mark Newton Lowry, Forward Test Years for U.S. Electric Utilities, Edison 
Electric Institute, 2010. 

ICC Docket No. 10-0467 
             ComEd Ex 47.2



 

  20 

programs are administered by the utility.  However, the unreasonableness of ignoring the 

problem is enhanced to the extent that utilities are compelled by policymakers to manage 

large programs that are adverse to their interests.  Most regulators have recognized that it is 

unfair to utilities to saddle them with uncompensated unit cost growth that is due to rising 

DSM expenses, and have therefore permitted utilities to recover these expenses via rate 

riders.    However, some regulators have not yet recognized that saddling utilities with the 

earnings consequences of slow volume growth that results from these expenses is unfair.   

Decoupling true ups and SFV pricing can have the related effect of stabilizing 

revenue in the face of usage fluctuations that result, in the short run, from changes in 

weather, the business cycle, and miscellaneous other economic conditions.   It is sometimes 

argued that these are risks that the utility is best positioned to absorb.  However, utilities 

with inverted block rates have earnings that are unusually sensitive to demand fluctuations.  

While it is possible in principle to decouple revenue only from the secular slowdown in 

volume growth that results from utility DSM programs, this approach is reliant on complex 

and potentially controversial calculations.           

While reducing revenue risks, decoupling by itself does not guarantee that a utility 

will recover its cost.  In particular, a utility operating under a decoupling true up plan must 

still manage its cost to ensure that it is equal to or less than the allowed revenue.  This can be 

challenging, especially when the firm is operating under a multiyear rate plan.     

2.2.4  Efficient Regulation 

Decoupling can add extra activities to the regulatory process but can nonetheless 

increase the efficiency of regulation on balance.  For example, regulation of DSM can be 

more streamlined because the utility has no disincentive to “do the right thing”.  Regulation 

of DSM can be complicated, especially when the utility is required to do all cost effective 

DSM.  It is no easier for a utility to achieve all cost effective DSM as soon as possible than 

it is minimize cost.  Accurate benchmarking of DSM programs is exceedingly difficult.  

DSM technology is constantly changing.  Regulators are unlikely to know any better than 

the utility what constitutes an excellent DSM program.  In DSM regulation, as in cost 

regulation, it follows that a constructive incentive environment encourages utilities to strive 

harder for excellence, thereby easing the task of oversight.   
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An analogy to energy procurement regulation may help to reinforce this point.  

Utilities face myriad energy procurement options in today’s markets and the options are 

constantly changing.  It is difficult for utilities and regulators alike to identify the optimal 

procurement strategy.  Although utilities are subject to disallowances for imprudent choices, 

regulators in many jurisdictions have seen fit to incentivize energy cost adjustment trackers.  

These mechanisms, which usually reward good decisions as well as penalize poor ones, 

simplify regulation at the same time that they encourage better performance. 

A further gain in regulatory efficiency can occur when decoupling permits a 

reduction in the frequency of rate cases by addressing an important source of financial 

attrition by other means.  A single rate case can result in thousands or tens of thousands of 

pages of testimony and discovery documents.  A desire to reduce the frequency of rate cases 

is an important motivation for many other widely used trackers in utility ratemaking, 

including those for recovery of the costs of energy, pensions, and plant additions. 

Decoupling true ups and SFV pricing can increase the efficiency of regulation in 

other ways as well.  Both approaches reduce the importance of load forecasts in forward test 

year rate cases and of volume adjustments in historical test year rate cases.  These 

approaches to decoupling also reduce the importance in regulation of the calculations 

required to accurately estimate the load impact of utility DSM programs, as we discuss 

further below.  

The benefits of regulatory efficiency can be manifested in several ways.  Regulatory 

cost may be reduced.  Alternatively, cost savings may permit a redirection of resources to 

facilitate improved regulation in other areas.  Economies in the regulatory process are 

especially welcome in a period of rapid change in utility business conditions, when a host of 

new regulatory issues may arise.  The importance of regulatory economies also depends on 

the number of utilities that a commission regulates.  For a commission with jurisdiction over 

dozens of utilities, regulatory cost savings can be decisive in deciding to embark upon 

decoupling.   

2.2.5  Disadvantages of Decoupling 

 The debate on decoupling has also included some substantive criticisms.  We address 

here some arguments that have not already been implicitly addressed in our discussion.  

Critics opine that decoupling true up plans can cause customers in one rate class to absorb 
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some of the impact of demand downturns in another class.  An example might be an increase 

in residential bills due to a downturn in industrial sector demand.  Concern over this issue 

has prompted some regulators to use multiple revenue requirement baskets in decoupling 

true up plans. 

 Decoupling true up plans and SFV pricing might decrease incentives to offer 

services on market-responsive terms.  While companies in competitive markets can suffer 

sharp reductions in sales when their terms of service are not competitive, these approaches 

to decoupling further reduce the chance (already diminished by the monopoly character of 

utility service) that a utility would suffer financial harm from reduced system use.  

Customers may not be offered the special pricing packages that they would prefer.23   

Concern about the market responsiveness of rate and service offerings is greater to 

the extent that a utility serves customers whose demand is especially sensitive to the terms 

of service.  A good example of such a customer is an industrial establishment that consumes 

large amounts of power and could develop self-generation capabilities or shift operations to 

other jurisdictions.  The application of decoupling to such customers could in principle 

trigger the loss of some of their loads and a failure to attract new loads, to the detriment of 

the local economy.  This is one reason decoupling is often opposed by large volume 

customers 

The importance of bypass risk varies greatly by service territory.  In economies that 

are not heavily industrialized the risk is generally contained.  To the extent that there is a 

real concern about these issues, it can be mitigated by applying decoupling selectively to 

residential and small business customers and by developing service quality monitoring or 

incentive plans.   

Another concern about decoupling is that it may disincentivize utilities from 

encouraging uses of energy that can actually further environmental and other policy goals.  

Salient in this regard is the use of natural gas and electricity instead of petroleum fuels to 

power motor vehicles.  This problem can be sidestepped in several ways.  One is to exclude 

sales for natural gas and electric vehicle use from the force of decoupling.   This approach 

eliminates a potentially important force that works to offset declines in average use and 
                                                 
23 A related counterargument is that decoupling weakens the incentive of regulators to avoid policies that 
could, by reducing sales volumes, otherwise compromise utility finances.   
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thereby mitigate the rate hikes that can otherwise be occasioned by decoupling true up plans.  

An alternative approach that does not have this problem is to establish a separate incentive 

mechanism to encourage the utility to facilitate EV load.    

2.3  CRITERIA FOR DECOUPLING PLAN SELECTION 

Assuming that some form of decoupling is deemed a useful addition to the regulatory 

system, criteria are needed to assess which of the four established approaches --- LRAMs, 

true up plans, SFV pricing, and DSM performance incentives --- makes the most sense in a 

particular application.  An approach to decoupling that is preferable in the context of one 

jurisdiction might not be preferable in another.  Relevant criteria for choosing between 

decoupling approaches include the success of the approach in securing the main advantages 

of decoupling: efficient regulation, attrition relief from slow volume growth, and 

encouragement of DSM.  The idiosyncrasies of a particular decoupling method should also 

be considered.  We consider each criterion in turn before drawing some tentative 

conclusions. 

2.3.1  EFFICIENT REGULATION  

Volume and peak demand savings due to DSM initiatives are difficult to estimate 

accurately.  It is challenging to estimate the impact of conventional energy efficiency 

programs in a world in which demand is affected by numerous other business conditions.  

The American Gas Association (“AGA”) commented in a recent review of decoupling 

approaches that  

Lost margin trackers are complicated calculations that estimate the level of 
decreased distribution revenues caused by customer conservation.  This 
requires an evaluation to distinguish between program-specific reductions in 
customer usage and other causes of reduced consumption.  There is a great 
deal of uncertainty in the measurement of such reductions.24 

 

The AGA has commented with respect to DSM performance incentives that “a major 

difficulty with the shared savings incentive is that savings are difficult to measure and 

verify, and some states have developed problems with measurement and verification 

activities required to authorize incentive payments.”25 

                                                 
24 AGA, Natural Gas Rate Roundup, May 2009, p. 3. 
25 AGA 2009 op cit p. 6. 
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The estimates would be even more complicated in a case of less conventional utility 

initiatives such as innovative rate designs and support for more stringent appliance 

efficiency standards and building codes.   The Washington Utilities Commission stated in its 

1991 approval of a decoupling true up plan for Puget Sound Power & Light that “the 

Commission believes that a mechanism that attempts to identify and correct only for sales 

reductions associated with company-sponsored conservation programs may be unduly 

difficult to implement and monitor.”26  This administrative cost problem helps to explain 

why LRAMs and DSM performance incentives are generally applied only to utility-

administered DSM programs.  Another problem with LRAMs and DSM performance 

incentives is that the dollars riding on the lost margin calculations can become quite large as 

the effects of DSM programs accumulate. 

This having been said, it should be noted that supplemental incentive mechanisms to 

encourage DSM performance using awards and/or penalties are increasingly popular in 

North American regulation.  The impracticality of LRAMs is a less material consideration 

when DSM incentive mechanisms are operative if these incentive mechanisms also require 

the estimation of program savings.    

As for the regulatory efficiency of the true up approach to decoupling, it does add 

items to the regulatory agenda.  Rates must be re-set to effect revenue reconciliations and a 

RAM is usually developed and instituted.  However, the administrative cost of a decoupling 

true up is not much different than the cost of other widely used trackers, including energy 

cost recovery trackers.  For trackers of both kinds, the appropriate adjustment must first be 

ascertained and then allocated to service classes and recovered through a change in rates.27  

The administrative cost of decoupling true ups can be reduced by timing them to occur at the 

time of adjustments that are due to the operation of other trackers. 

 SFV pricing undoubtedly involves the lowest administrative cost amongst the four 

established decoupling approaches.  Once SFV prices are established there is no need for 

supplemental annual rate adjustments of any kind to effect decoupling.  SFV pricing also has 

                                                 
26 Washington Utility and Transportation Commission, 3rd Supplemental Order in Docket UE-901184-P Pg. 9. 
27 Moreover, in jurisdictions like California which would use multiyear rate plans with attrition relief 
mechanisms in any event, the development and operation of a RAM may not be an added cost. 
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the appeal, relative to decoupling true ups, of not necessitating the development and 

administration of a RAM.28   

2.3.2  EARNINGS ATTRITION RELIEF 

Since attrition relief is an important reason to adopt decoupling, we are naturally 

interested in which approach is likely to provide the most relief.  The established approaches 

generally do not fully compensate a power distributor for the revenue losses it experiences 

as a result of large and wide-ranging DSM efforts.  Revenue true ups and SFV pricing 

provide compensation for declines in average use but not for wiping out any growth in 

average use that might occur in the absence of DSM.  In a year when average use grows, 

these approaches actually deny the distributor any financial benefit.  Distributors must 

instead seek relief for inflation and investment challenges by filing repeated rate cases.   

LRAMs and DSM performance incentives can, in principle, provide compensation 

for wiping out growth in average use.  Since they tend to focus only on conventional DSM 

programs, however, they do not provide attrition relief from the many other actions 

distributors may undertake to promote DSM, or from external forces slowing growth in 

average use such as state administered DSM programs  

2.3.3  ENCOURAGEMENT OF DSM 

LRAMs, decoupling true ups, and SFV pricing have similar effectiveness in 

removing disincentives to undertake conventional DSM programs.  They do differ 

materially in their ability to remove disincentives for less conventional initiatives, where 

load impacts are harder to measure.  All approaches can be wide scope in principle, but the 

LRAM approach has a decided administrative cost disadvantage in applying to diverse 

initiatives.  

Decoupling true up plans have the potential to remove disincentives for the full array 

of utility decoupling initiatives.  However, their incentive impact is reduced to the extent 

that the recovery of revenue variances due to DSM initiatives is limited by decoupling dead 

bands, hard caps, or restrictions on the percentage of a revenue variance that is eligible for 

recovery.  For example, an RDM that allows for recovery of only 50% of weather 

normalized revenue variances eliminates only 50% of the DSM disincentive.   

                                                 
28 The latter advantage is not material if the utility is operating under a multiyear rate plan since some kind of 
attrition relief mechanism is likely to be used anyway. 
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SFV pricing can economically remove disincentives for a much broader range of 

initiatives than LRAMs.  However, it reduces a utility’s flexibility in the design of base 

rates.  Utilities typically design the rates for their services even if they are not responsible 

for administering DSM programs.  Rate design has an important impact on customer 

incentives for DSM because it affects the payback period on investments (e.g. those for 

better insulation or rooftop solar facilities) that these initiatives involve.  DSM is generally 

encouraged by high usage charges.  Critics of SFV pricing also argue that volumetric 

charges should, in the absence of AMI, reflect the long run cost of peak demand and/or 

make up for any failure of energy commodity prices to reflect the marginal environmental 

cost of energy production and consumption.  Any tendency for rates that are designed to 

reflect long run marginal cost to over-recover the cost of base rate inputs can be contained 

with low customer charges and/or inverted block rates.29   

Proponents of SFV  counter that reflecting environmental costs in volumetric charges 

for distributor services is a form of social engineering and that these costs are controversial 

and depend greatly on the source of power supplies.  The marginal environmental cost of 

nuclear generation, for example, is relatively low.  Electric vehicles reduce externalities 

from the production and consumption of petroleum fuels. 

Having established that rate designs with material demand and/or volumetric charges 

have some advantages (as well as disadvantages), the point should be made that such rate 

designs are facilitated by decoupling true ups.  Experimental rate designs can increase 

revenue risk.  Inverted block rates, for instance, encourage LDG and conservation and 

thereby discourage system use.  Moreover, they enhance the sensitivity of revenue to 

fluctuations in demand drivers such as weather, fossil fuel prices, and recessions.   

 It is important to note in this regard that containment of the risk of rate designs with 

high volumetric and demand charges will be greater to the extent that earnings are 

decoupled with respect to all sources of demand volatility, including the business cycle and 

weather.  This benefit of full decoupling true ups is not widely recognized.   

                                                 
29 For more information on the impact that inverted block rates can have on clean energy see Ren Orans and 
C.K. Woo, “Inclining for the Climate: GHG Reduction Via Residential Electricity Ratemaking”, Public 
Utilities Fortnightly, May 2009. 
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 The importance of this benefit of decoupling true up plans should be reflected in a 

tendency of utilities operating under these plans to employ experimental rate designs.  Here 

are some additional examples. 

o California energy utilities have inverted block distribution rates and low 

customer charges. 

o Idaho Power is the largest vertically integrated utility in Idaho.  Its decoupling 

true up plan covers only residential and small commercial customers.  In 2009, 

the Commission approved a three tier, year around inverted block rate structure 

for most residential customers.30  The Commission also approved year round 

inverted block rates for the small general service customers covered by 

decoupling.  Commission Staff identified these tiered rates as a “reasonable 

surrogate for time of use rates that send customers a message to use energy 

efficiently.”31  

o The decoupling true up plan of Wisconsin Public Service covers residential and 

most commercial customers.  A reduction in residential customer charges (e.g. 

from $8.40 to $5.70 for single phase service) was part of that company’s 

settlement with the Wisconsin Citizens Utility Board.  The decoupling plan 

settlement also provided for the development and implementation of three 

community based pilot programs that include “innovative rate offerings that 

increase opportunities for customers to use energy more efficiently.”32 

o The Hawaiian Clean Energy Initiative Agreement commits the HECO 

Companies to implement an inverted block rate for residential customers.   

2.3.4  OTHER REPERCUSSIONS OF DECOUPLING  

Rate and Revenue Stability 

SFV pricing is more effective than decoupling true ups at stabilizing customer rates.    

SFV pricing achieves decoupling with stable rates.  The introduction of decoupling true up 

plans tends to destabilize rates.  Soft caps on revenue adjustments can mitigate this problem 

                                                 
30 Most residential customers previously faced a two tier increasing block rate structure with a very gradual 
inversion in the summertime. 
31 Idaho Public Utilities Commission, Order No. 30722 in Case IPC-E-08-10. January 30, 2009. p.39. 
32 Second Revised Energy Efficiency Stipulation of Wisconsin Public Service Corporation and Citizens Utility 
Board in Docket 6690-UR-119.  Filed October 15, 2008. p.6 
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without weakening the incentive and attrition relief benefits of decoupling.  More frequent 

(e.g. monthly or quarterly) true ups increase intra year volatility but reduce year to year 

volatility and thereby help to stabilize annual bills. 

Experience has shown that the volatility problem with decoupling true up plans is 

manageable.  A study by Eto, Stoft, and Belden of the first decade of California decoupling 

true up plans revealed that price volatility was generally not pronounced.33   In New York, 

the reconciliations in early plans ranged from a 0.2% decrease to a 2% increase but some 

reconciliations were capped.34   Pamela Lesh has written a paper that shows that the rate 

adjustments yielded by decoupling true up plans are generally manageable and less than 

those that result from the operation of energy cost recovery mechanisms.35    

Rate Gradualism and Fairness 

SFV pricing can produce sharp increases in bills for small-volume customers.  

Commissions committed to the principle of rate change gradualism may phase in higher 

customer charges gradually but this also means a gradual phase in of decoupling that delays 

full realization of its benefits.   

  Weakened Customer Conservation Incentives  

It is sometimes argued that decoupling weakens customer incentives to pursue 

conservation.  This argument is true with respect to SFV pricing, with its low usage charges, 

but not with respect to LRAMs, DSM performance incentives, or decoupling true ups.36  

With the latter three approaches, customers as a group must pay for the lost margins no 

matter how much they use the system but individual customers can reduce their distribution 

bills by conserving.  The upward drift in rates that results from these decoupling approaches 

incents individual customers to conserve more.  In effect, the revenue requirement is a “hot 

potato” that individual customers are incentivized to reduce their exposure to by doing more 

conservation than their neighbors.   

                                                 
33 Joseph Eto, Steven Stoft, and Timothy Belden, The Theory and Practice of Decoupling, Lawrence Berkeley 
Laboratory paper LBL-34555 UC-350, 1994. 
34 James T. Gallagher, “Revenue Decoupling: New York’s Experience and Future Directions”, NARUC 2007 
Summer Committee Meetings, July 2007. 
35 Pamela Lesh, Rate Impacts and Key Design Elements of Gas and Electric Utility Decoupling: A 
Comprehensive Review, Electricity Journal (October 2009). 
36 Proponents of SFV pricing argue that low volumetric charges are nonetheless efficient (do not send an 
incorrect price signal). 
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2.3.5  CONCLUSIONS 

This discussion suggests that the preferred approach to decoupling depends on the 

particular circumstances in a jurisdiction.  LRAMs and DSM performance incentives are 

comparatively advantageous to the extent that 

 the number of utilities in a jurisdiction is small;  

 utilities and not independent agencies administer conventional DSM 

programs; 

 DSM programs account for most of the slowdown in volume growth that is 

occurring;  

 there are limited opportunities for utilities to promote DSM goals by 

unconventional means; and  

 regulators are loathe to decouple revenue from external sources of demand 

variance such as tightened appliance efficiency standards and building codes.   

Decoupling true up plans and SFV pricing have a comparative advantage over LRAMs and 

DSM performance incentives when the opposite conditions hold.  For example, they may be 

favored when regulators have jurisdiction over numerous utilities, average use is declining 

for reasons other than utility-administered programs, and/or there are multiple avenues, in 

addition to conventional DSM programs, by which utilities can influence energy efficiency.   

Of the latter two options, SFV pricing is less costly to administer, produces more 

stable prices, is easier for customers to understand, and is a simple way to encourage 

environmentally benign uses of energy such as electric vehicles.  SFV may therefore be 

favored by regulators who put a heavy premium on regulatory simplicity, eschew 

experimental and socially engineered rate designs, and want to encourage customers to use 

EVs.  However, SFV pricing can raise bills for small volume customers and limits the 

opportunity for the design of base rates to support broader energy efficiency, peak load 

management, and LDG goals.   

ICC Docket No. 10-0467 
             ComEd Ex 47.2



 

  30 

3.		REVENUE	DECOUPLING	EXPERIENCE 

 In this chapter of the report, we review the accumulating experience with different 

approaches to revenue decoupling in North America.  In Section 3.1, we present a brief 

history of each of the three approaches.  We report in Section 3.2 on some rankings of the 

effectiveness of DSM programs.  There are some concluding remarks in Section 3.3.        

3.1  REVENUE DECOUPLING PRECEDENTS 

3.1.1  BACKGROUND 

Several basic facts about DSM programs in the United States are relevant to a 

discussion of decoupling experience.  Note first that interest in DSM is by no means uniform 

across the US.  A recent survey by the AGA identified only 32 states in which distributors 

managed DSM programs.37  There are, similarly, a number of states that have no electric 

DSM programs.  Independent administrators provide most or all DSM programs in at least 

eight states: Hawaii, Maine, New Jersey, New York, Ohio, Oregon, Wisconsin, and 

Vermont.   

3.1.2  DECOUPLING TRUE UP PLANS 

States that have tried decoupling true up plans are indicated on the map in Figure 1.   

The full set of decoupling true up plan precedents is detailed in Table 3.  We provide here an 

overview of the precedents.    

California 

The bulk of American experience with the true up approach to decoupling has 

occurred in California.  Decoupling true up plans called supply adjustment mechanisms 

(“SAMs”) were first instituted for California gas distributors in the late 1970s at the 

conclusion of a California Public Utilities Commission (“CPUC”) generic proceeding.38  

The state had experienced gas supply shortages.  The consequent risk to distributor earnings 

was exacerbated by experimental rate designs that included inverted block rates.  Utilities 

generally supported the decoupling concept.39 

 

  

                                                 
37 American Gas Association, Natural Gas Rate Round-Up, May 2009. 
38 CPUC Decision No. 88835, Case no. 10261, May 1978. 
39 We do not have utility testimony from the early California decoupling proceedings.  
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