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I. INTRODUCTION 1 

Q. WOULD YOU PLEASE STATE YOUR NAME AND BUSINESS ADDRESS? 2 

A. My name is David E. Dismukes.  My business address is 5800 One Perkins Place Drive, 3 

Suite 5-F, Baton Rouge, Louisiana, 70808.   4 

Q. WOULD YOU PLEASE STATE YOUR OCCUPATION AND CURRENT PLACE 5 

OF EMPLOYMENT? 6 

A. I am a Consulting Economist with the Acadian Consulting Group (“ACG”), a research 7 

and consulting firm that specializes in the analysis of regulatory, economic, financial, 8 

accounting, statistical, and public policy issues associated with regulated and energy 9 

industries.  ACG is a Louisiana-registered partnership, formed in 1995, and is located in 10 

Baton Rouge. 11 

Q. WOULD YOU PLEASE DESCRIBE YOUR EDUCATION AND BUSINESS 12 

EXPERIENCE?  13 

A. I hold both M.S. and Ph.D. degrees in economics from the Florida State University.  Over 14 

the past 23 years, I have been actively involved in research, government service, and 15 

consulting involving energy and infrastructure industries. My professional experience 16 

includes the examination of economic, statistical, and public policy issues in regulated 17 

and energy industries.  I have participated in over 200 regulatory proceedings, in 18 18 

states, and prepared expert witness testimony, reports, and affidavits in Louisiana, Texas, 19 

Nevada, Utah, Michigan, Ohio, New Jersey, Mississippi, Kansas, South Carolina, 20 

Nebraska, Tennessee, Indiana, Massachusetts, Washington, Florida, and before the 21 

Federal Energy Regulatory Commission (“FERC”). I have also testified before the U.S. 22 

Congress and various state legislatures. 23 
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Q. DO YOU HOLD ANY ACADEMIC POSITIONS? 24 

A. Yes.  I am a full Professor, Associate Executive Director, and Director of Policy Analysis 25 

at the Center for Energy Studies, Louisiana State University.  I am also an Adjunct 26 

Professor in the E.J. Ourso College of Business Administration (Department of 27 

Economics), the co-director of the Coastal Marine Institute in the School of the Coast and 28 

Environment, and a member of the graduate research faculty at LSU.  I have published 29 

over 120 articles, professional papers, reports, book chapters, books, and manuscripts on 30 

energy and infrastructure industries.  31 

Q. HAVE YOU PREPARED ANY ATTACHMENTS TO YOUR TESTIMONY 32 

OUTLINING YOUR QUALIFICATIONS IN ENERGY AND REGULATED 33 

INDUSTRIES? 34 

A. Yes.  Exhibit 4.1 provides my academic vitae that includes a full listing of my 35 

publications, presentations, pre-filed expert witness testimony, expert reports, expert 36 

legislative testimony, and affidavits. 37 

Q. HAVE YOU PREPARED ANY EXHIBITS TO SUPPORT YOUR TESTIMONY? 38 

A. Yes.  I have prepared 13 schedules in support of my testimony. 39 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 40 

A. I have been retained by the Illinois Attorney General’s Office, on the behalf of the People 41 

of the State of Illinois; the Citizens Utility Board; and the City of Chicago (hereafter 42 

“Governmental and Consumer Intervenors” or “GCI”) to address the proposal by the 43 

Peoples Gas Light and Coke Company (“Peoples”) and the North Shore Gas Company 44 

(“North Shore,” or collectively, “the Companies”) to continue their Rider Volume 45 

Balancing Adjustment (“VBA”) Mechanism on a permanent basis.  I also address a 46 
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number of policy and conceptual issues that are associated with the Companies’ proposal 47 

to shift more of their costs into fixed customer charges rather than its volumetric rates. 48 

II. OVERVIEW AND SUMMARY OF RECOMMENDATIONS 49 

Q. WHAT ARE YOUR SPECIFIC RECOMMENDATIONS? 50 

A. The Commission should reject the Companies’ proposal to make Rider VBA permanent 51 

and instead, discontinue this revenue decoupling mechanism altogether, since: 52 

 

Rider VBA has not altered in any way the Companies’ purported “throughput 53 

incentive.”  The energy efficiency programs implemented by the Companies over the 54 

past two and a half years have achieved limited energy efficiency savings that are not 55 

substantial enough to justify this extraordinary revenue adjustment mechanism.   56 

 

The lost base revenues associated with the Companies’ proposed energy efficiency 57 

programs are small and are certainly not compensatory relative to the risks ratepayers 58 

face with Rider VBA.   59 

 

Revenue decoupling would continue the process of shifting revenue recovery risk 60 

associated with changes in the economy, weather, price of natural gas and other 61 

factors away from the Companies and their shareholders and onto ratepayers.   62 

 

The Companies’ recommendation to continue Rider VBA is not accompanied by any 63 

proposals to enhance its energy efficiency performance accountability by tying (or 64 

“balancing”) revenue recovery to any commitment to increased energy efficiency 65 

activity or to any verifiable measurements of energy efficiency goals and outcomes to 66 

validate the rider as an effective regulatory mechanism.  The Companies admit that 67 

Rider VBA in fact, will have no impact whatsoever on their efficiency efforts and 68 

investment levels. 69 
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Rider VBA, if continued, is likely to make the Companies whole for changes in sales 70 

that have nothing at all to do with its energy efficiency efforts.  This has been a 71 

growing concern for many states, including those states that were early adopters of 72 

revenue decoupling policies.  73 

 

The need for revenue decoupling, to the extent one was ever needed, has diminished 74 

considerably over the past several years given the dramatic changes in natural gas 75 

markets and the quickly-changing structure of utility rates.  Early revenue decoupling 76 

mechanisms were adopted in an environment in which natural gas supply was limited, 77 

natural gas prices were high, and gas-related costs comprised the overwhelming share 78 

of a ratepayer’s bill.  Today, the fuel and base-rate shares of a ratepayer’s bill are 79 

moving closer to equal, raising questions about the continued need for decoupling and 80 

the likely highly diminished savings from energy efficiency ratepayers may attain if 81 

revenue decoupling is adopted. 82 

 

The Commission should also reject the Companies’ proposals to move increasing 83 

shares of costs onto fixed customer charges and away from volumetric rates.  The 84 

Companies’ proposals have little theoretic rationale, are inconsistent with the fixed 85 

cost recovery shares included in other gas distribution utility rates, and Mr. Scott 86 

Rubin, another witness for the GCI, has provided testimony showing that, from a 87 

practical perspective, many of the costs the Companies have categorized as “fixed” 88 

are actually demand-related.   89 

III. OVERVIEW OF THE COMPANIES’ VBA PROPOSAL 90 

Q. WOULD YOU PLEASE DISCUSS THE COMPANIES’ PROPOSAL? 91 
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A. Yes.  The Companies are proposing that their revenue decoupling mechanism, called 92 

Rider VBA, be continued on a permanent basis.  Rider VBA is simply a revenue per 93 

customer mechanism commonly used by natural gas distribution companies that have 94 

approved revenue decoupling plans.  Rider VBA was approved by the Commission in the 95 

Companies’ 2007 rate case as a means of “balancing” the energy efficiency benefits 96 

received by ratepayers from the Companies’ efficiency efforts, against the need to protect 97 

the Companies for potential fixed cost recovery risks that may arise from promotion of 98 

these new efficiency programs, conservation efforts associated with the high cost of 99 

natural gas and warmer weather trends.1  The approved VBA Rider only applies to those 100 

customers taking sales or transportation service under S.C. No. 1 and S.C. No. 2. 101 

Q. HOW DOES RIDER VBA WORK? 102 

A. As noted earlier, Rider VBA is a revenue per customer-based mechanism that is based in 103 

part on an allowed revenue per customer, typically derived from the outcome of a rate 104 

proceeding.  The allowed revenue per customer is set by the allowed (test year) revenue 105 

requirement, divided by the total number of test year customers.  This allowed revenue 106 

per customer is then compared to actual revenue per customer (actual revenues collected 107 

per the actual number of customers in the same reconciliation period) to determine a per 108 

customer revenue deficiency or surplus.  This per customer difference is then multiplied 109 

by the actual number of customers in the reconciliation period to arrive at a total revenue 110 

deficiency or surplus.  This total revenue deficiency or surplus is then divided by 111 

reconciliation period sales to develop a per therm surcharge or credit that will be applied 112 

to the upcoming recovery period ratepayer bills. 113 

                                                           

 

1 Peoples Gas Light & Coke Company, North Shore Gas Company -- Proposed general increase in natural 
gas rates.  Illinois Commerce Commission, Docket Nos. 07-0241 and 07-0242 (cons.).  Order of February 5, 2008, 
p. 150-151. 
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Q. DOES RIDER VBA MAKE THE COMPANIES WHOLE FOR CHANGES IN 114 

SALES CREATED BY THE WEATHER? 115 

A. Yes.  The Companies’ revenue decoupling mechanism is based upon actual, non-116 

normalized revenues that, by definition, include a true up for weather-related differences 117 

in usage.  Thus, Rider VBA assesses a charge (or credit) on ratepayers’ bills if the prior 118 

month’s weather was warmer (or colder) than normal, holding other factors influencing 119 

natural gas demand constant.  Here, “normal” weather is defined as the 12-year average 120 

of the observed heating degree days (“HDDs”) used to normalize the test year allowed 121 

revenue per customer.2  122 

Q. WHAT TERMS DID THE COMMISSION ESTABLISH FOR THE RIDER VBA 123 

PILOT? 124 

A. While the Commission outlined a number of modifications to the Companies’ originally-125 

proposed VBA mechanism, none of these addressed any specific measurement criteria or 126 

guidelines for examining or reviewing Rider VBA at the conclusion of its four-year pilot 127 

duration.  The Commission did note, however, that it was cognizant of the concerns 128 

expressed by parties opposed to decoupling and that it would maintain some degree of 129 

vigilance in reviewing the ongoing progress of the VBA and presumably later in the post-130 

pilot review process.3  In fact, one important Commission-required modification to the 131 

                                                           

 

2 A heating degree day (“HDD”) is a measure that relates temperature to energy demand.  One HDD is 
defined as the difference in average daily temperatures to a reference temperature of 65 degrees.  If the average 
temperature is equal to or greater 65 degrees, there are no HDDs for that day.  If the average temperature is lower 
than 65 degrees, then each degree lower is counted as an HDD.  See National Oceanic and Atmospheric 
Administration, National Weather Service, Internet website:  http://nws.noaa.gov/glossary/. 

3 Peoples Gas Light & Coke Company, North Shore Gas Company -- Proposed general increase in natural 
gas rates.  Illinois Commerce Commission, Docket Nos. 07-0241 and 07-0242 (cons.).  Order of February 5, 2008, 
p. 152. 

http://nws.noaa.gov/glossary/
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originally-proposed Rider VBA was its adoption of a four-year pilot, as opposed to on a 132 

permanent basis.4 133 

Q. DID THE COMPANIES ORIGINAL RIDER VBA PROPOSAL HAVE A 134 

COMPANION ENERGY EFFICIENCY PLAN? 135 

A. Yes.  The plan was part of an original requirement established by the Commission in ICC 136 

Docket No. 06-0540 that required the Companies to propose a new ratepayer-funded 137 

energy efficiency program of no less than $7.5 million per year.  The programs adopted 138 

in the Companies’ 2007 rate case, known as the “Chicagoland Natural Gas Savings 139 

Program,” (“Chicagoland Program”) are governed by five different stakeholder 140 

representatives, and have a cost recovery mechanism referred to as the Energy Efficiency 141 

Program (“EEP”) Rider.  Beginning June 1, 2011, the existing Chicagoland Program will 142 

wind down and the Companies will begin offering energy efficiency programs pursuant 143 

to Section 8-104 of the Public Utilities Act.5  In ICC Docket No. 10-0564, the Companies 144 

proposed, and the Commission approved, with some modifications, similar energy 145 

efficiency programs consistent with the Companies’ statutory requirement to achieve 146 

specific energy efficiency goals. 147 

Q. CAN YOU EXPLAIN THE NATURE AND MAGNITUDE OF THESE 148 

STATUTORY CHANGES? 149 

A. Yes.  In 2009, the Illinois legislature established an energy efficiency mandate for natural 150 

gas utilities, requiring utility companies to implement cost-effective energy efficiency 151 

measures with the goal of meeting annual incremental reduction benchmarks. The goals 152 

start with a 0.2 percent reduction in natural gas sales by May 31, 2012, increasing each 153 

                                                           

 

4 Ibid. 
5 § 220 ILCS 5/8-104. 
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year until 2019 when the total reduction is anticipated to reach a cumulative total 154 

reduction of 7.1 percent of annual natural gas demand6, with an additional 1.5% each 155 

year thereafter, modulated by a gas spending cap that prohibits efficiency spending from 156 

exceeding two percent of revenue each year.7 157 

Q. ARE THE COMPANIES MAKING ANY OTHER IMPORTANT RATE DESIGN 158 

CHANGES TO ACCOMPANY THEIR REQUEST TO MAKE RIDER VBA 159 

PERMANENT? 160 

A. Yes.  The Companies are making other rate design proposals in this proceeding that have 161 

implications for the revenue neutrality policy issues, where “revenue neutrality” is a 162 

broad term used to describe all classes of regulatory and rate design mechanisms that 163 

address the purported “throughput disincentive” for energy efficiency.   The Companies 164 

are also requesting the ability to recover a significantly larger share of what they 165 

represent to be their fixed costs into the fixed monthly customer charges rather than 166 

volumetric rates.  According to the Companies, 167 

[a]lthough Peoples Gas has increased its fixed cost recovery in recent rate case 168 
proceedings, under present rates, only about 49% of revenues would be recovered 169 
through fixed customer, demand, and transportation administrative charges in test 170 
year 2012. A continued mismatch of fixed costs and non-fixed charges would, 171 
absent a decoupling mechanism to address the mismatch, practically ensures that 172 
Peoples Gas will either recover more or less than its Commission approved 173 
revenue requirement from customers. To remedy this, at least partially, and to 174 
meet its objective to earn its revenue requirement, Peoples Gas is proposing rates 175 
that would recover about 55% of its fixed costs through fixed charges.8 176 

IV. RATIONALE FOR DECOUPLING 177 

Q. WHAT ARE THE PURPORTED UTILITY DISINCENTIVES FOR PURSUING 178 

ENERGY EFFICIENCY PROGRAMS?  179 

                                                           

 

6 § 220 ILCS 5/8-104. 
7 See § 220 ILCS 5/8-104 (d). 
8 Direct Testimony of Valerie H. Grace, PGL Ex. 12.0, lines 242-250. 
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A. Some energy efficiency advocates, as well as many (but not all) utilities, argue that 180 

current regulatory pricing practices discourage utility-sponsored energy efficiency 181 

programs. These advocates claim that energy efficiency reduces sales thereby reducing a 182 

utility’s ability to recover its fixed costs.  183 

Q. HOW DOES REVENUE DECOUPLING ADDRESS THIS PURPORTED 184 

DISINCENTIVE? 185 

A. Revenue decoupling purportedly removes the relationship between the collection of a 186 

utility’s revenue requirement and its sales. The often-stated public policy goal of revenue 187 

decoupling is to make a utility indifferent between making an incremental sale and 188 

creating incremental end-use efficiencies.  189 

Q. HAVE THE COMPANIES BASED THEIR PROPOSALS FOR A PERMANENT 190 

RIDER VBA ON THE NEED TO ELIMINATE WHAT THEY SEE AS A 191 

THROUGHPUT INCENTIVE IN REGULATION? 192 

A. Yes, but on what appears to be a very limited basis.  For instance, the Companies first, 193 

and primarily, note that the VBA “appropriately” assures that its costs of service are 194 

recovered.9  They do, however, assert a direct link between the existence of their energy 195 

efficiency programs and the need for Rider VBA, noting that “the utility’s ‘throughput 196 

incentive’ (financial incentive to encourage natural gas sales relative to historical levels 197 

that underlie base rates, arising from the recovery of fixed costs through volumetric 198 

charges) has been diminished” as a result of Rider VBA.10  Elsewhere, the Companies 199 

explain that the primary rationale for their request to make Rider VBA permanent rests 200 

upon the assertion that 30 percent (North Shore) to 36 percent (Peoples) of the 201 

                                                           

 

9 Direct Testimony of James F. Schott, PGL. Ex. 1.0, at 15-16. 
10 Ibid, at 15-16. 
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Companies’ fixed costs will continue to be recovered through a volumetric rate design.11  202 

According to the Companies, this level of variable rate recovery is “not aligned” with its 203 

fixed costs, will lead to revenue variations, and is inconsistent with the fixed cost shares 204 

included in recently-approved rate cases by the Commission for other gas utilities.12  205 

Thus, it would seem that the Companies’ primary motivation for requesting a permanent 206 

Rider VBA rests more with using it as a “back-up” for its new rate design proposals 207 

rather than a mechanism for maximizing the outcomes of its energy efficiency program. 208 

Q. DO LOST BASE REVENUES FROM ENERGY EFFICIENCY PROGRAMS 209 

TYPICALLY CONSTITUTE A LARGE SHARE OF UTILITY REVENUES? 210 

A. No, since the lost base revenues associated with utility-sponsored energy efficiency 211 

programs are usually not that large and a wide variety of other factors can tend to 212 

influence overall sales more than just utility-sponsored efficiency measures. Consider 213 

that test year retail sales and revenues in a rate case are usually based upon a “typical” 214 

year and as such, are usually based upon typical factors such as the weather, the 215 

economy, and prices, among other things. In any given year, the actual performance of 216 

the economy may differ from the test year. Weather may be colder or warmer than the 217 

historical normal weather trends included in the test year, and other factors may occur in 218 

any given year that affect sales in ways not anticipated in the test year determination. The 219 

differences in sales created by weather, the economy, commodity prices, and other 220 

factors usually account for greater changes in revenue than those resulting from utility-221 

sponsored energy efficiency programs. 222 

                                                           

 

11 Direct Testimony of Valerie H. Grace, PGL Ex. 12.0, line 1155; and N.S. Ex. 12.0, line 1092. 
12 Ibid, lines 1155-1163. 
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Q. HAVE THESE FACTORS BEEN IMPORTANT IN MOTIVATING THE 223 

ADOPTION OF REVENUE DECOUPLING MECHANISMS?  224 

A. Yes.  Revenue decoupling attained a new level of interest around 2004 to 2005 due to (1) 225 

past increases in natural gas prices which impacted overall usage and (2) the significant 226 

acceleration of state-driven energy efficiency (“EE”) goals and targets. Exhibit 4.2 227 

presents a map that shows EE goals that many states have recently adopted hoping to 228 

attain demand reduction levels by as much as 15 to 20 percent by 2015. 229 

Q. ARE NATURAL GAS AND ELECTRIC UTILITIES FACING SIMILAR USAGE 230 

TRENDS? 231 

A. No. Natural gas utilities, including the Companies in this proceeding, have claimed an 232 

additional motivation for promoting revenue decoupling that is associated with changing 233 

trends in overall use per customer (“UPC”), particularly declining trends in residential 234 

UPC over the past several years.13  Electric utilities have not been facing similar 235 

decreasing UPC trends. In fact, electric utilities have seen UPC trends that generally 236 

move in opposite directions from those seen in the natural gas industry. The chart in 237 

Exhibit 4.3 compares overall U.S. electric and natural gas UPC trends over the past 18 238 

years.  While electric UPC has been generally increasing over this same period, natural 239 

gas UPC has been generally decreasing. 240 

Q. HAVE NATURAL GAS COMPANIES EXPERIENCED CONSIDERABLE LOST 241 

REVENUES AS A RESULT OF PAST ENERGY EFFICIENCY EFFORTS? 242 

A. Typically, no.  Most natural gas utility energy efficiency efforts have represented 243 

relatively small shares of their overall retail sales, resulting in relatively small levels of 244 

revenue losses.  Exhibit 4.4 provides a table of natural gas energy efficiency program 245 
                                                           

 

13 Direct Testimony of James F. Schott, PGL Ex. 1.0, at 2. 
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savings and spending for those programs at the state level.  As seen from the table, 246 

savings from EE programs are small relative to total usage and overall revenues.   247 

Q. HOW LARGE ARE THE POTENTIAL LOST BASE REVENUES ASSOCIATED 248 

WITH THE COMPANIES’ PROPOSED ENERGY EFFICIENCY EFFORTS?  249 

A. Lost base revenues are anticipated to be relatively small shares of the Companies’ overall 250 

revenues.  Exhibit 4.5 shows the Companies’ forecasted annual lost base revenues that 251 

may arise from the Commission’s annual energy efficiency goals.  These lost base 252 

revenues do not exceed 0.35 percent of forecasted base revenues in any given program 253 

year.  Stated another way, the projected revenue losses the Companies use to support a 254 

permanent Rider VBA represent less than one-half of one percent of forecasted base 255 

revenues in any given year.  256 

Q. WHAT FACTORS ARE INFLUENCING CHANGES IN NATURAL GAS USAGE 257 

IF ENERGY EFFICIENCY SAVINGS DO NOT ACCOUNT FOR 258 

CONSIDERABLE SHARES OF UTILITY REVENUE CHANGES? 259 

A. A number of factors influence sales, including weather, income, commodity prices, as 260 

well as structural usage changes created by new and more efficient appliance standards.  261 

More recently, the recession and its consequences of unemployment and belt tightening 262 

have contributed to a reduction in usage by customers. As I noted earlier, natural gas 263 

commodity prices have changed dramatically over the past eight years, with increases 264 

starting during the winter of 2000-2001, and particularly in the aftermath of Hurricanes 265 

Katrina and Rita in 2005.  Since that time, however, natural gas commodity prices have 266 

fallen by 64 percent.  In the winter of 2009-2010, Chicago registered its highest number 267 

of heating degree days in 24 years.    268 
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Q. ARE THE SALES LOSSES ASSOCIATED WITH THE PROMOTION OF 269 

MARKET TRANSFORMATION PROGRAMS TYPICALLY LARGE? 270 

A. Not really.  Large and rapid decreases in energy use resulting from market transformation 271 

programs are not likely to arise and thus would not cause financial harm for the 272 

Companies. Education is a long-term proposition and the results of these market 273 

transformation programs will likely be embedded (and difficult to separate) from the 274 

trend in usage per customer.   275 

Q. ARE THERE ANY NATURAL GAS MARKET CHANGES THAT ARE 276 

REDUCING THE NEED FOR REVENUE DECOUPLING?  277 

A. Yes.  One of the more significant changes in natural gas markets over the past several 278 

years has been the dramatic reduction in the cost share of natural gas relative to total 279 

retail rates.  Historically, base delivery service rates were a larger share of total retail 280 

rates than the PGA component of a ratepayer’s bill.  Those dynamics began to change 281 

after 2001, and particularly after 2004 when the PGA component of rates became as 282 

large, if not larger, than the base rate component of a ratepayer’s bill.  The exceptionally 283 

large commodity share of ratepayers’ bills, relative to the delivery service portion, helped 284 

facilitate the adoption of revenue decoupling in many states since regulators were more 285 

concerned about impacting the larger share of a customer’s bill than what was perceived 286 

to be a small, and likely smaller share, in the future. 287 

Q. ARE THOSE TRENDS STILL PERVASIVE? 288 

A. No.  Natural gas markets have undergone a number of very important structural changes 289 

over the past several years that have entirely changed the nature of gas availability and 290 

prices.  Exhibit 4.6 shows the historic trends in natural gas prices over the past 13 years 291 
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and highlights the dramatic structural change in natural gas markets.  Prior to 2008, 292 

natural gas prices averaged $6.25/Mcf, considerably higher than the pre-2000 historic 293 

averages of $2.89/Mcf.  Natural gas prices were also very volatile during this time period 294 

with the standard deviation in prices increasing from $1.46 per Mcf (pre-2000) to 295 

$2.40/Mcf (2002-2008). Those trends are already reversing themselves.  Since 2008, 296 

average natural gas prices have fallen to $4.17/Mcf and are much less volatile, varying by 297 

only $0.72/Mcf over the past several years. 298 

Q. HOW HAVE THESE CHANGES IN NATURAL GAS PRICES IMPACTED GAS 299 

COMMODITY COST SHARES FOR LOCAL DISTRIBUTION COMPANIES?  300 

A. Exhibit 4.7 shows the historic trend in the gas/non-gas cost shares for natural gas utilities 301 

in the U.S. as well as Illinois.  Over the past 8 to 10 years, natural gas costs for all U.S. 302 

gas utilities have averaged about 60 percent of total rates with one year (2005) the share 303 

increasing to as high as 68 percent.  Today, those shares are as low as 55 percent.  The 304 

deviations in gas/non-gas rate shares have followed a similar trend in Illinois.  Natural 305 

gas costs have been about 67 percent over the past decade, but have fallen 20 percent 306 

since 2006. 307 

Q. WHAT HAS CREATED THIS DRAMATIC CHANGE IN GAS MARKETS? 308 

A. The main driver has been the dramatic increase in natural gas supplies, primarily through 309 

the exploration and development of unconventional natural gas fields in the various shale 310 

plays and basins throughout the U.S.  These new shale plays, mapped in Exhibit 4.8, are 311 

geographically located throughout the U.S., not just in traditional conventional 312 

production basins, and have produced prolific volumes of natural gas over the past 313 

several years.  The development of these resources, both in the U.S. and abroad, have 314 
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dramatically changed the market outlook, and the opportunities for lower-cost (and less 315 

volatile) and lower-emission energy resources. 316 

Q. ARE THESE SUPPLY CHANGES APPARENT IN RECENT NATURAL GAS 317 

RESERVES AND PRODUCTION FIGURES? 318 

A. Yes. Exhibit 4.9 shows the recent changes in natural gas reserve development and 319 

production.  As of 2009, proved natural gas reserves14 were at 272.5 trillion cubic feet 320 

(“Tcf”) the highest level reported by the U.S. Department of Energy (“DOE”), Energy 321 

Information Administration (“EIA”) since 1970 and 1971.  Natural gas reserves increased 322 

by their largest amount on record (12.6 percent) from 2006 to 2007.  Reserves have been 323 

growing by an annual average rate of about seven percent since 2005, the year Hurricane 324 

Katrina made landfall and significantly disrupted U.S. natural gas markets. 325 

Q. WHAT ABOUT NATURAL GAS IMPORTS? 326 

A. Exhibit 4.10 shows the trends in natural gas imports coming into the U.S. via Canadian 327 

pipeline imports and liquefied natural gas (“LNG”).15  Between 2004 and 2008, over 10 328 

billion cubic feet per day (“Bcf/d”) of pipeline and other import capacity (LNG 329 

regasification) was developed to meet what was considered to be a growing demand, and 330 

contracting domestic supply base, for natural gas.16  In 2004, the EIA anticipated that as 331 

much as 14 percent of all U.S. natural gas supplies would come from imported LNG 332 

alone (excluding pipeline imports).17   However, today, U.S. dependence on foreign 333 

natural gas has fallen by as much as 20 percent since 2007 alone.  In fact today, a number 334 

                                                           

 

14 Proved reserves of natural gas are the estimated quantities that analysis of geological and engineering 
data demonstrate with reasonable certainty to be recoverable in future years from known reservoirs under existing 
economic and operating conditions.   

15 A small volume of pipeline imports from Mexico are also included. 
16 Another 3.0 Bcf/d is currently under construction. 
17 Energy Information Administration, U.S. Department of Energy.  Annual Energy Outlook 2004 with 

Projections to 2025.  Release date: January 2004. 
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of the LNG regasification facilities along the Gulf of Mexico (“GOM”) have applied to 335 

the DOE for a re-export/export license18 --  a dramatic turn of events since 2005 when the 336 

momentum for revenue decoupling began. 337 

Q. ARE THESE RESERVE GROWTH AND PRODUCTION TRENDS 338 

ANTICIPATED TO CONTINUE INTO THE NEAR FUTURE? 339 

A. Yes,  Exhibit 4.11 shows the recent EIA Annual Energy Outlook (“AEO”) for 2010 and 340 

the forecasted growth in natural gas reserves to 2035.  The most recent AEO forecasts 341 

that natural gas reserves will continue to increase at an annual average rate of 0.7 percent.  342 

By 2035, natural gas reserves in the Lower-48 states will total 314 Tcf. 343 

Q. IS NATURAL GAS AVAILABILITY A PROBLEM AFFECTING THE PRICE OF 344 

THE COMMODITY? 345 

A. No.  Today, it is widely believed that the U.S. easily has over 100 years of natural gas 346 

supplies available.19  While arguments of challenged and strained natural gas supplies 347 

may have made sense in 2005, they make entirely less sense today and fail to recognized 348 

the dramatic changes in gas markets occurring worldwide.  Exhibit 4.12 shows the 349 

worldwide expectation of shale gas reserves around the world.  This development is 350 

simply a dramatic one that changes the entire dynamics and thinking about natural gas 351 

pricing and usage.  Rather than focusing on restricting natural gas use, newly proposed 352 

                                                           

 

18 Two LNG import facilities have applied for and received authorization to export LNG:  Cheniere’s 
Sabine Pass terminal in Cameron Parish, Louisiana; and Freeport LNG’s terminal in Freeport, Texas.  In addition, 
BG Group/Southern Union’s facility in Lake Charles, Louisiana has also recently applied for export authorization.  

19 Potential Gas Committee.  2011.  Potential Gas Committee reports substantial increase in magnitude of 
U.S. natural gas resource base.  Press Release, April 27, 2011; and Casselman, B.  US has almost 100-Year supply 
of natural gas.  Rigzone.  June 17, 2009. 
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policies are increasingly looking at expanding the growth of this relatively lower-cost and 353 

environmentally-friendly energy resource.20 354 

Q. WHAT DO THESE NATURAL GAS SUPPLY CHANGES MEAN FOR 355 

REVENUE DECOUPLING? 356 

A. It raises a number of questions about the merits of moving forward with revenue 357 

decoupling.  If gas commodity cost percentages of customer bills are decreasing relative 358 

to the delivery service cost, the ability for customers to attain positive net savings from 359 

their efficiency efforts becomes increasingly more challenged with continued revenue 360 

decoupling.  Any commodity charges savings would likely be offset to some degree by 361 

decoupling surcharges.  This outcome is something that has rightfully concerned other 362 

regulators in past decoupling reviews, even when natural gas prices were at their record 363 

highs.  The Arizona Corporation Commission, in both its 2004 and 2007 Southwest Gas 364 

rate cases, rejected a revenue decoupling proposal because of its concern that 365 

“…decoupling proposals could provide a disincentive to customers to undertake 366 

conservation efforts, because they would be required to pay for gas they did not use.”21 367 

Likewise, the Tennessee Regulatory Authority, in rejecting Piedmont Natural Gas 368 

Company’s decoupling proposal, found no evidence that decoupling was the only method 369 

under which the Company could reach its energy efficiency goals.  Director Hill of the 370 

TRA specifically noted: 371 

                                                           

 

20 The New Alternative Transportation to Give Americans Solutions (NAT GAS) Act of 2011 (H.R. 1380) 
encourages more domestic production and usage of natural gas by way of extended tax credits.  See 
http://www.govtrack.us/congress/bill.xpd?bill=h112-1380. 

21 In the Matter of the Application of Southwest Gas Corporation for the Establishment of Just and 
Reasonable Rates and Charges Designed to Realize a Reasonable Rate of Return on the Fair Value of its Properties 
throughout Arizona.  Arizona Corporation Commission, Docket No. G-01551A-07-0504; Decision No. 70665. 
December 24, 2008; and In the Matter of the Application of Southwest Gas Corporation for Establishment of Just 
and Reasonable Rates and Charges Designed to Realize a Reasonable Rate of Return on the Fair Value of the 
Properties of Southwest Gas Corporation Devoted to its Operations throughout the State of Arizona. Arizona 
Corporation Commission, Docket No. G-01551A-04-0876; Decision No. 68487. February 23, 2006. 

http://www.govtrack.us/congress/bill.xpd?bill=h112-1380
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…the decoupling plan presented by Piedmont may have the opposite effect.  A 372 
customer’s incentive to conserve is getting a lower bill in the mail.  Under 373 
Piedmont’s proposed rate structure, a consumer’s usage may decrease … but that 374 
consumer’s bill may look the same as it did the month before and the month 375 
before that or nearly so. 376 

The decoupling plan promoted by Piedmont may be an incentive for the utility to 377 
conserve since it will continue earning at a specific return on equity, but the 378 
consumers will have no such incentive.22 379 

Q. ARE YOU SUGGESTING THAT REGULATORS SHOULD MODERATE THEIR 380 

FOCUS ON ENERGY EFFICIENCY AND START PROMOTING NATURAL 381 

GAS USE? 382 

A. No, not at all.  Energy efficiency is a critical tool in ratepayers’ ability to control their 383 

energy usage and minimize monthly energy bills.  But, it is a simple fact that the 384 

continued opportunities for cost-effective energy efficiency will be driven by market 385 

forces.  As natural gas prices fall (or remain stable and low), so too will the opportunities 386 

for natural gas energy efficiency and the lost base revenues associated with these utility-387 

sponsored efficiency efforts.  In addition, lower and more stable natural gas prices will 388 

push the delivery service share of a ratepayer’s bill higher, because gas prices are lower, 389 

challenging the opportunity for overall savings if revenue decoupling is continued, 390 

particularly in its current form. Thus, the alleged need for revenue decoupling in a low 391 

natural gas cost environment is considerably reduced, if not eliminated.  392 

Q. WOULDN’T LOW AND STABLE NATURAL GAS PRICES ACTUALLY 393 

REDUCE THE NUMBER OF SURCHARGES THAT MAY ARISE FROM A 394 

DECOUPLING MECHANISM? 395 

                                                           

 

22 Before the Tennessee Regulatory Authority, Transcript of Authority Conference.  Tennessee Regulatory 
Authority, Monday, January 25, 2010. 
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A. Potentially yes, but even refunds, while important, do not remove the overall policy 396 

distortion created by revenue decoupling, namely, that the risk of changes in revenue 397 

shift from the Company and its shareholders and onto ratepayers.  Even if the 398 

continuation of the Companies’ Rider VBA resulted in several years of refunds, utilities 399 

would still be entitled to adjust rates each month and impose surcharges at any time in the 400 

future should sales fall short of expectations.  It is this fundamental shift in risk that leads 401 

to the main problem with revenue decoupling, not the fact that ratepayers may have 402 

“lucked out” with refunds over a few reconciliation periods. 403 

Q. DOES THE POSSIBILITY OF RATE DECREASES THAT MAY BE CREATED 404 

BY REVENUE DECOUPLING LEAD TO ANY MEANINGFUL OR 405 

OFFSETTING BENEFITS FOR RATEPAYERS? 406 

A. Not necessarily, particularly for relatively risk-averse ratepayers.  While revenue 407 

decoupling holds out the opportunity for rate decreases, this opportunity comes at a cost.  408 

Revenue decoupling puts ratepayers in the position where they have traded delivery 409 

service rate certainty for rate uncertainty.  By definition, agents, like risk averse 410 

ratepayers, will be worse off under decoupling (even with rate decrease opportunities) 411 

since these agents always prefer certainty over risk when given a choice.23   412 

Q. WHAT ABOUT THE COMPANIES’ ARGUMENT THAT THE RIDER VBA 413 

PREVENTS RATEPAYERS FROM SPENDING “TOO MUCH” FOR THEIR 414 

GAS DISTRIBUTION SERVICE? 415 

A. The Companies’ arguments that Rider VBA somehow prevents ratepayers from paying 416 

“too much” for their service, or that Rider VBA prevents the Companies’ from receiving 417 

                                                           

 

23P.R.G. Layard and A.A. Walters. (1978). Microeconomic Theory.  New York: McGraw-Hill Book 
Company, 357.  
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“too much” for providing service, is simply misplaced and highlights the single-issue 418 

ratemaking nature of revenue decoupling.  Rate of return regulation is about regulating 419 

(and preventing) excess profits not revenues.  Without regulation, a monopoly utility 420 

would simply set its prices too high, and offer too little of its services to the market in 421 

order to attain an “excessive” (or above-normal) profit.  Regulated rates, from a very 422 

general perspective, are simply set at average costs and include an opportunity to earn a 423 

reasonable rate of return in order to correct for what could otherwise be considered a 424 

market failure.  In any given year, revenues, costs, and profits are going to vary above 425 

and below test year levels.  While costs and revenues can move up and down in any year 426 

after a rate case, it is the movement of profits that ultimately determine whether or not a 427 

utility is over or under-earning its authorized rate of return. So, the fact that revenues 428 

collected in any given year are above those in the test year does not necessarily mean that 429 

ratepayers are paying “too much” for utility service provided that the regulated utility in 430 

question is providing safe, reliable, and economic service, and not earning more than its 431 

allowed rate of return. 432 

V. RECENT PILOT/POST-PILOT EVALUATIONS OF DECOUPLING 433 

Q. HAVE ANY STATES RAISED ISSUES IN THEIR POST-PILOT PERIOD 434 

EVALUATIONS OF REVENUE DECOUPLING QUESTIONING THE 435 

DETRIMENTAL IMPACT OF DECOUPLING MECHANISMS ON THE COST-436 

EFFECTIVENESS OF ENERGY EFFICIENCY PROGRAMS? 437 

A. Yes.  Three states (Virginia, Idaho, and Washington) have recently conducted post pilot-438 

period or ongoing annual evaluations for utilities that have implemented revenue 439 

decoupling and comprehensive energy efficiency plans.  Two of the states (Virginia and 440 
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Washington) evaluated revenue decoupling plans of natural gas distribution utilities, 441 

while Idaho evaluated revenue decoupling for a vertically-integrated electric utility.  The 442 

Virginia evaluation was a first-year evaluation of revenue decoupling for its natural gas 443 

utilities that was reported to its state legislature. Outside of the report, no other immediate 444 

action was taken to change revenue decoupling for any of the state’s gas utilities. Both 445 

Washington and Idaho, however, evaluated revenue decoupling after a three-year pilot 446 

period.  Both states continued revenue decoupling, but expressed significant reservations 447 

about the results and effectiveness of an unadjusted revenue decoupling mechanism. 448 

Q. CAN YOU PLEASE DISCUSS THE VIRGINIA EVALUATION? 449 

A. Yes.  The Virginia State Corporation Commission (“VSCC” or “Corporation 450 

Commission”) raised a number of concerns about the impact decoupling could have on 451 

customers not participating in energy efficiency programs, as well as raising issues about 452 

these programs’ cost effectiveness in the face of a decoupling mechanism.  The 453 

Corporation Commission issued and submitted a report to the Virginia legislature 454 

summarizing its first year experience with energy efficiency and revenue decoupling as 455 

required under the “Natural Gas Conservation and Ratemaking Efficiency Act” (hereafter 456 

“Efficiency Act”).24  While the Corporation Commission did acknowledge that 457 

provisions of the Efficiency Act did, or will, encourage energy efficiency investment, it 458 

expressed the following concerns regarding program cost effectiveness and ratepayer 459 

impacts: 460 

Sufficient evidence does not yet, however, exist to conclude that these 461 
investments are cost-effective under either the RIM or TRC tests.  Initial 462 

                                                           

 

24Commonwealth of Virginia, State Corporation Commission.  Report to the Governor of the 
Commonwealth of Virginia, the Speaker of the House of Delegates, the President Pro Tempore of the Senate, and 
the Chairs of the House and Senate Committees on Commerce and Labor.  Report:  Implementation of the Natural 
Gas Conservation and Ratemaking Efficiency Act.  December 1, 2009.   
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estimates generally indicate that these investments will be beneficial from some 463 
perspectives.  However, these same estimates indicate that the natural gas utility 464 
efficiency plans may negatively impact the non-gas rates paid by natural gas 465 
consumers and that non-participations in the programs offered pursuant to these 466 
plans will be negatively impacted.  Additionally, the cost benefit results do not 467 
consider any revenue impact that might be attributable to the implementation of 468 
decoupling mechanism.  Such revenue changes could significantly impact the 469 
costs and benefits of a utility’s overall conservation plan when viewed from a 470 
utility customer’s perspective. [emphasis added]25 471 

Q. WHAT CONCERNS DID THE VSCC EXPRESS ABOUT REVENUE 472 

DECOUPLING’S TENDENCY TO OVER-COMPENSATE UTILITIES FOR 473 

NON-ENERGY EFFICIENCY-RELATED CHANGES IN SALES? 474 

A. The Corporation Commission, while finding that revenue decoupling has, or will 475 

stimulate energy efficiency investments, expressed considerable frustration with the 476 

performance of its leading natural gas utility’s (Virginia Natural Gas or “VNG”) energy 477 

efficiency results and revenue decoupling by noting:  478 

VNG’s revenue decoupling mechanism will compensate the Company for energy 479 
reductions of approximately 10 million Ccfs while VNG’s own estimates indicate 480 
that its programs have generated reductions of less than 116,000 Ccfs.  As such, 481 
use of the specified non-gas revenue required by the Natural Gas Conservation 482 
Act [i.e., revenue decoupling] provides significant additional revenue to VNG 483 
over and above compensation needed to offset lost revenues attributable solely to 484 
VNG’s efficiency efforts. [emphasis added]26 485 

Q. WHAT ABOUT IDAHO? 486 

A. The Idaho Commission also expressed concerns about the mismatch between the level of 487 

revenues recovered under its Fixed Cost Adjustment (“FCA”) factor and the level of base 488 

revenues associated with reduced use from Idaho Power Company’s energy efficiency 489 

programs.  Under the second year of the program for instance, Idaho Power was allowed 490 

to recover revenues associated with sales losses amounting to some 156.1 million kWhs 491 

                                                           

 

25Ibid, emphasis added.  
26Ibid, 18, emphasis added.  
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when energy efficiency-related savings were only 22 million kWhs.  As a result, the 492 

Idaho Commission decided to reject the Company’s request to make revenue decoupling 493 

permanent and continued the program on an additional two-year basis.  The Idaho 494 

Commission noted: 495 

The FCA pilot was approved as a three-year program to create a record to 496 
evaluate the efficacy of a program to separate recovery of certain fixed costs from 497 
Idaho Power’s energy sales revenue.  The record demonstrates that program 498 
results are mixed.  Residential and small commercial customers received a small 499 
rate decrease during the first year and a rate increase after the second year.  The 500 
third year of the pilot program resulted in a request by Idaho power for another 501 
FCA rate increase. 502 

According to the comments in this case, the program results are also mixed as to 503 
whether the objectives of an FCA are being met.  Clearly Idaho Power increased 504 
its DSM program expenditures in the past several years, but it is not enough, as 505 
Idaho power’s reply comments imply, that the Company’s investment in 506 
efficiency programs increased during the FCA pilot process.  There must be a 507 
demonstrable nexus between the FCA and the Company’s investment in 508 
efficiency programs and, as noted in several comments, the Company did not 509 
provide evidence that such nexus exists.

  

It is undisputed the Company’s 510 
increased effort was promoted by several factors, including the Commission’s 511 
approval of a significant increase in the energy efficiency rider that funds the 512 
Company’s efficiency programs.  Evidence suggests the FCA may have done 513 
little to spur Idaho Power’s increased investment, at least for residential 514 
customers. [emphasis added]27 515 

Q. CAN YOU DISCUSS THE WASHINGTON REVIEW OF AVISTA’S REVENUE 516 

DECOUPLING PROGRAM? 517 

A. Yes, last year, the Washington Utilities and Transportation Commission (“WUTC”) 518 

conducted an independent third party analysis of Avista’s revenue decoupling plan as part 519 

of its rate case filing.  The outside consultant conducting the review was not allowed to 520 

“draw conclusions, make recommendations, or otherwise determine whether conservation 521 

                                                           

 

27Idaho Public Service Commission.  In the Matter of the Application of Idaho Power Company for 
Authority to Convert Schedule 54 – Fixed Cost Adjustment – From a Pilot Schedule to a Permanent Schedule.  Case 
No. IPC-E-09-28, Order No. 31063, 8.  
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increased as a result of implementing decoupling.”28  All parties were given the 522 

opportunity to file testimony and offer expert opinions on the decoupling experiment’s 523 

results, as well as the findings of the outside consultant.  On December 22, 2009, the 524 

WUTC issued its decision in the Avista matter and made a number of important changes 525 

to its revenue decoupling mechanism. 526 

Q. WHAT DID THE WUTC FIND? 527 

A. The WUTC found that decoupling appeared to stimulate energy efficiency investments 528 

but noted, much like the VSCC, that the mechanism made the utility considerably more 529 

than whole from lost margins associated with energy efficiency.  Most of the parties to 530 

the proceeding agreed that decoupling created greater than necessary revenue recoveries 531 

for the utility.  Even Avista, the gas utility with the decoupling mechanism, requested 532 

lowering the recovery amounts from 90 percent of the deferrals to 70 percent.  The 533 

WUTC, in its ruling, capped decoupling recoveries to 45 percent of the deferrals (down 534 

from the prior allowed amount of 90 percent), and set a sliding scale for recovery based 535 

on achieved energy efficiency savings.   536 

Q. SHOULD A UTILITY BE MADE WHOLE FOR ALL REVENUE LOSSES 537 

ASSOCIATED WITH ENERGY EFFICIENCY PROGRAMS? 538 

A. No, and the Companies’ justification that it somehow is entitled to a VBA because it 539 

believes too little of their purported fixed costs are included in the proposed customer 540 

charge is no rationale for adopting or maintaining a revenue decoupling mechanism. Such 541 

a position is generally contrary to many regulatory commission findings that have 542 

                                                           

 

28Docket 090134 and UG 090135, consolidated.  Washington Utilities and Transportation Commission v. 
Avista Corporation, d./b./a. Avista Utilities. Order 10: Final Order Rejecting Tariff Filling; Approving and Adopting 
Multi-Party Partial Settlement Stimulation; Deferring Lancaster Costs; Extending Decoupling Mechanism; 
Authorizing Tariff Filing; and Requiring Compliance Filing, December 22, 2009. Final Order at 261. 
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adopted revenue decoupling to promote energy efficiency, not utility revenue stability.  In 543 

fact, the WUTC was very clear in noting this in its recent order when the subject arose: 544 

The Company argues that its decoupling mechanism is necessary to allow the 545 
recovery of fixed costs approved in the most recent general rate case.  We 546 
disagree that decoupling’s purpose is so broad.  The regulatory construct for 547 
decoupling in Washington has centered on the utility’s performance relative to 548 
consideration….We seek to avoid guaranteed recovery of lost margin that would 549 
occur should lost margin from other causes be included in the mechanism. 550 
[emphasis added]29 551 

Peoples and North Shore hope to convince the Commission that they must be guaranteed 552 

recovery of their “margin revenues,” and accordingly, also be insulated from a significant 553 

amount of business risk.  However, rate of return regulation is not premised on regulatory 554 

bodies guaranteeing that a utility earns a certain profit level, let alone ensure the recovery 555 

of “margin revenues” through monthly adjustments to customer bills. 556 

Q. DID THE WUTC ORDER END ON A POSITIVE NOTE FOR REVENUE 557 

DECOUPLING? 558 

A. Not entirely.  While the WUTC clearly acknowledged the increase in energy efficiency 559 

spending that resulted from revenue decoupling, it expressed, what appears to be, some 560 

frustration with decoupling’s complexity: 561 

We note that decoupling is but one method of supporting conservation, and we 562 
encourage the Company and parties to consider alternatives that avoid the 563 
mechanism’s inherent complications while accomplishing the objectives we set 564 
forth herein.30 565 

Q. HAS THE WUTC MADE ANY ADDITIONAL RULINGS SINCE THE AVISTA 566 

DECISION? 567 

A. Yes.  Soon after the Avista ruling, the WUTC was directed to evaluate revenue 568 

decoupling once again, but this time at legislative direction.  The WUTC explained: 569 

                                                           

 

29Ibid., p. 291.  
30Ibid., p. 309.  
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In 2007, the Commission also authorized a three-year pilot decoupling 570 
mechanism for Cascade Natural Gas Corporation (Cascade), the terms of which 571 
were agreed to in a multi-party settlement.31  This pilot mechanism was designed 572 
to take into account the found margin from new customer growth.32  Under the 573 
terms of the settlement, the pilot “may only be extended as part of a general rate 574 
case, and only after a thorough evaluation of the mechanism performed by an 575 
independent consultant.”33  By its terms, the pilot ended on September 30, 2010, 576 
as Cascade did not seek to extend the mechanism as a part of a general rate case 577 
filing.  Cascade did file a petition on October 1, 2010, seeking to extend the pilot 578 
mechanism through other means.34  The Commission will address this petition at 579 
a future date.   580 

Nevertheless, we believe it reasonable to articulate now our support for limited 581 
decoupling designed to compensate a natural gas utility for the effects of its 582 
conservation program.  After our evaluation of the Cascade pilot and the 583 
company’s recent filing, we may revisit the natural gas limited decoupling 584 
principles enunciated in this policy statement. 585 

We also deem it useful to articulate now our policy on this type of lost margin 586 
recovery mechanism because the Legislature has directed us to consider policies 587 
that address the revenue impacts of utility-sponsored conservation programs.  588 
RCW 80.28.260(3) states: 589 

The commission shall consider and may adopt other policies to 590 
protect a company from a reduction of short-term earnings that 591 
may be a direct result of utility programs to increase the efficiency 592 
of energy use. These policies may include allowing a periodic rate 593 
adjustment for investments in end use efficiency or allowing 594 
changes in price structure designed to produce additional new 595 
revenue.  596 

It is precisely this type of mechanism – designed to protect a company from loss 597 
of earnings that are a “direct result” of the company's conservation programs, both 598 
programmatic and educational – that we adopted in the Avista case and we 599 
endorse here for all gas utilities.35 600 

                                                           

 

31WUTC v. Cascade Natural Gas Corporation, Docket UG-060256, Order 05, ¶ 70 (January 12, 2007). 
32 In its implementation, Cascade’s decoupling mechanism compares all revenue for the rate effective 

period to the authorized revenue requirement in its last general rate case.  As noted above, Avista’s decoupling 
mechanism removes the utility’s revenue from new customers when comparing revenue levels.    

33WUTC v. Cascade Natural Gas Corporation, Docket UG-060256, Order 05, ¶ 70 (January 12, 2007). 
34Petition of Cascade Natural Gas Corporation for an accounting order authorizing deferred accounting 

treatment of loss in margin due to Company sponsored conservation programs, or, in the alternative, the 
continuation of the pilot decoupling mechanism that was approved in Docket UG-060256, Docket UG-101656 
(October 1, 2010). 

35 In the Matter of the Washington Utilities and Transportation Commission’s Investigation into Energy 
Conservation Incentives.  Washington State Utilities and Transportation Commission.  Docket -100522.  Report and 
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Q. WHAT MECHANISMS DID THE WUTC DEFINE AS BEING APPROPRIATE 601 

AND ASSOCIATED WITH THE “DIRECT” ACTIONS OF UTILITY ENERGY 602 

EFFICIENCY EFFORTS? 603 

A. The WUTC states that it will only consider a “limited decoupling mechanism,” in the 604 

context of a general rate case, and conditioned entirely upon a utility’s level of energy 605 

efficiency achievement:  606 

The Commission remains receptive to recovery of lost margin attributable to 607 
company-sponsored conservation programs and company-sponsored education 608 
and information programs.  The Commission generally will not consider 609 
approving mechanisms that permit recovery of lost margin not attributable to a 610 
company’s conservation efforts, such as conservation not supported by a utility’s 611 
above–stated conservation efforts, customer-initiated fuel substitution and other 612 
responses to price elasticity, or increased stringency of energy or building codes 613 
and standards.36 614 

Q. DO YOU THINK THESE CONCERNS REGISTERED BY OTHER STATE 615 

REGULATORS SHOULD BE OF INTEREST TO THE COMMISSION? 616 

A. Yes.  While the Illinois Legislature has set increasing energy efficiency goals for all of its 617 

utilities over the next several years, there are considerable opportunities for revenue 618 

recoveries under Rider VBA to exceed those goals.  Current experience with the 619 

Companies’ gas energy efficiency programs, as well as its recovery history to date (which 620 

has generally created refunds and not surcharges), suggests that energy efficiency activity 621 

is not the sole determinant for billed revenues, and that other exogenous factors can 622 

influence billed revenues in a confounding manner.  623 

                                                                                                                                                                                               

 

Policy Statement on Regulatory Mechanisms, Including Decoupling, to Encourage Utilities to Meet or Exceed their 
Conservation Targets.  November 4, 2010, emphasis added. 

36 Ibid. 
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VI. ENERGY EFFICIENCY AND RIDER VBA 624 

Q. HAVE THE COMPANIES TIED THEIR REQUEST FOR THE PERMANENT 625 

IMPLEMENTATION OF RIDER VBA TO PAST ENERGY EFFICIENCY 626 

PERFORMANCE? 627 

A. No, the Companies request for a permanent implementation of Rider VBA is not tied to 628 

their energy efficiency program, any specific level of revenue losses attributed to its 629 

existing Chicagoland Natural Gas Savings Program, nor to any forecasted revenue losses 630 

tied to their Section 8-104 energy efficiency programs.  The Companies have provided a 631 

new set of energy efficiency programs in Docket Number 10-0564, consisting of four 632 

residential and four commercial and industrial (“C&I”) measures.  The Companies 633 

anticipate cumulative savings of some 5.5 million therms (Peoples) and 1.2 million 634 

therms (North Shore) over the next three years from these programs, collectively.  This 635 

represents some 0.60 percent (Peoples) and 0.62 percent (North Shore) of the Companies 636 

anticipated sales in 2014.37  The Companies also have not proposed to tie their 637 

performance with these new energy efficiency programs to Rider VBA recoveries.  As 638 

noted earlier, the lost base revenues resulting from these programs do not exceed 0.35 639 

percent of total company base revenues even when the current test year is used for 640 

comparison purposes. 641 

Q. HAVE THE ENERGY EFFICIENCY SAVINGS ACHIEVED DURING THE 642 

RIDER VBA PILOT PERIOR RESULTED IN ANY COST RECOVERY 643 

CHALLENGES FOR THE COMPANIES? 644 

A. No.  As noted earlier, the Companies agreed to implement energy efficiency programs in 645 

its last rate case under its prior merger docket settlement requirements.  The initial 646 
                                                           

 

37 ICC Docket No. 10-0564, Direct Testimony of Michael Marks, NS-PGL Exhibit 1.2. 
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Chicagoland Program was limited to an annual investment of $7.5 million38 for both 647 

Companies.  Peoples Gas in particular has experienced very limited participation in its 648 

high efficiency residential furnace program.39  If anything, both the dollar amount of 649 

investment in and the market transformation hurdles facing any new program suggest that 650 

Rider VBA has had no meaningful impact in changing the manner in which the 651 

Companies promote or pursue energy efficiency.   652 

Q. SHOULD THE COMPANIES’ SIMPLE ASSERTION THAT DECOUPLING 653 

REDUCES THE “THROUGHPUT INCENTIVE” SERVE AS A BASIS FOR 654 

IMPLEMENTING RIDER VBA ON A PERMANENT BASIS? 655 

A. No.  The core policy rationale for the adoption of revenue decoupling proffered by 656 

utilities around the country has been to remove what is perceived to be a utility’s 657 

disincentive to promoting energy efficiency.  If this policy premise is correct, then a 658 

utility’s post-decoupling energy efficiency efforts should reveal a noticeable and 659 

meaningful change in both the promotion and performance of energy efficiency 660 

programs.  That is not the case with the Companies since the Commission’s approval of 661 

Rider VBA did not trigger any commitment by the Companies to increase the $7.5 662 

million allotted to energy efficiency programs.    The Companies have provided no 663 

evidence in this proceeding that suggests that the efforts of the Chicagoland program 664 

necessitate a decoupling mechanism and the permanent adoption of Rider VBA.    665 

Similarly, there is no evidence that the Companies have altered their promotion of natural 666 

                                                           

 

38 Of the $7.5 million amount, $6.6 is allocated to the Peoples Gas service territory and $1.1 million is 
allocated to the North Shore service territory. 

39Mr. Michael Marks, the President of Applied Economic Group, a consulting firm developing and 
managing the Companies’ energy efficiency programs, noted in his rebuttal testimony in Docket No. 10-0564 on 
behalf of the Companies the limited participation and savings levels.  Rebuttal Testimony of Michael Marks, lines 
308-315.  



GCI  Ex. 4.0 

30  

gas usage either prior to, and after the adoption of Rider VBA.  Any promotion of energy 667 

efficiency that took place after Rider VBA can be tied to the Companies’ agreement in 668 

the merger docket settlement to propose the Chicagoland Program in its next rate case – 669 

not Rider VBA. Moreover, the Companies have shown no financial harm as a result of 670 

the Chicagoland efficiency program nor any forecast of financial harm related to the 671 

newly-initiated statutory efficiency programs.  Further, there is simply no performance-672 

based evidence detailing an incremental investment in or further promotion of efficiency 673 

efforts that can be specifically tied to Rider VBA and the alleged elimination of a 674 

throughput incentive that supports the continuation of Rider VBA.  675 

Q. HAVEN’T THE COMPANIES RECENTLY FILED A NEW SET OF ENERGY 676 

EFFICIENCY PROGRAMS FOR COMMISSION APPROVAL IN DOCKET 10-677 

0564? 678 

A. Yes.  But these have been offered in direct response to a legislative requirement and not a 679 

change in the incentives created by Rider VBA.  The statute sets cost-effective energy 680 

efficiency mandates for all regulated utilities.  Thus, any disincentives in the promotion 681 

of energy efficiency that could be said to exist prior to the adoption of this legislation are 682 

now gone.  Illinois gas delivery utilities have a firm and well-defined incentive to pursue 683 

cost-effective energy efficiency under Section 8-104 and if they do not, they will be 684 

potentially subjected to penalties.  The statute is consistent with traditional ratemaking 685 

principles and clearly articulates them relative to energy efficiency resources:  utilities are 686 

expected to pursue cost-effective least-cost energy efficiency resources.  In return, 687 

utilities will be allowed cost recovery for their prudently-incurred costs of providing 688 

those programs.  The statute certainly does not mandate, or even identify lost revenue 689 
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recovery nor revenue decoupling, nor any other special ratemaking mechanism associated 690 

with changing sales that may possible arise from any utility’s efficiency actions.  Thus, 691 

the statute serves to “recouple” traditional regulatory incentives and preserve the 692 

traditional risk sharing relationships between utilities and ratepayers, thereby 693 

contradicting the notion that Rider VBA is needed or appropriate.  694 

VII. RATE DESIGN 695 

Q. WHAT ARE SOME OF THE GUIDING CRITERIA OR PRINCIPLES UPON 696 

WHICH RATE DESIGN SHOULD BE BASED? 697 

A. There are several generally-accepted principles used in developing appropriate rate 698 

designs for regulated utilities including setting rates that are: 699 

 

Fair, just, and reasonable, and not unduly discriminatory. 700 

 

Facilitate regulatory policy goals of gradualism by minimizing rate shock. 701 

 

Defend some degree of rate continuity and understandability.  702 

 

Use class cost of service results as a guide, but not a rule, in setting rates. 703 

Q. HOW ARE THE ABOVE CRITERIA USED IN THE DEVELOPMENT OF 704 

REGULATED RATES? 705 

A. Usually some blending of all of the above criteria is used in setting rates.  The relative 706 

weight each factor plays on the final rate design is often a function of the changing 707 

dynamics and regulatory policy goals.  The balance commonly utilized in developing 708 

rates is important since it results in fair, just, and reasonable rates.  Unfortunately, the 709 

Commission in recent orders seems to have moved away from this blending of important 710 

rate design goals and principles in favor of a narrow emphasis on “fixed cost” recovery.   711 

Q. CAN YOU SUMMARIZE THE COMPANIES’ RATE DESIGN PROPOSALS? 712 



GCI  Ex. 4.0 

32  

A. The Companies are proposing to (1) increase the amount and allocation of the revenue 713 

requirement; (2) recover a greater portion of costs through fixed customer charges; (3) 714 

increase base rate revenues; and (4) add new riders and modify existing ones. 715 

Q. WHAT IS A CUSTOMER CHARGE? 716 

A. A customer charge is a monthly fee assessed on the type and pressure level of a 717 

customer’s installed meter. Customer charges are fixed regardless of the amount of gas 718 

consumed.  719 

Q. HOW DID THE COMPANIES DEVELOP THEIR CUSTOMER CHARGE 720 

PROPOSALS? 721 

A. The Companies customer charge proposals appear to be based upon a subjective 722 

balancing of costs and rate impacts, although it is unclear how these interests were 723 

balanced within, much less between, rate classes.  Costs utilized in developing customer 724 

charges are not customer-specific alone, but have been defined more broadly to include 725 

all non-commodity-related costs of service (customer and demand).   726 

Q. HAVE THE COMPANIES PROPOSED A CONSISTENT APPROACH TO 727 

RECOVERING THEIR ALLEGEDLY “FIXED” COSTS FROM ALL 728 

CUSTOMER CLASSES?   729 

A. No.  There is no systematic, or logical, relationship between each customer class’ non-730 

commodity-related costs and the Companies’ proposed customer charges.  A comparison 731 

of these proposed customer charges, and their relationship to their respective non-732 

commodity-related costs, has been provided in Exhibit 4.13.  The proposed residential 733 

customer charge, for instance, is 62 percent (Peoples) to 69 percent (North Shore) of that 734 

class’ purported fixed costs, while the commercial class’ customer charges are designed 735 
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to recover 40 percent (Peoples) to 57 percent (North Shore) percent of the same fixed 736 

cost of service.  The share of fixed costs that are proposed to be recovered from the 737 

customer charges of the remaining classes range from 5 percent to 23 percent.  This wide 738 

range of variation clearly indicates that there is no rule, procedure, or systematic support 739 

for the Companies’ customer charge proposals.  740 

Q. ARE THE COMPANIES’ PROPOSALS CONSISTENT WITH A RATIONAL 741 

PRICING SCHEME AND SOUND REGULATORY POLICY? 742 

A. No.  Over the past five to six years, a large number of LDCs have been pursuing policy 743 

agendas extolling the virtues of straight-fixed variable (“SFV”) rates, a type of rate 744 

design adopted by the Federal Energy Regulatory Commission (“FERC”) to facilitate 745 

wholesale natural gas competition, an objective not relevant to monopoly distribution 746 

utilities.  Under an SFV rate design, delivery rates (transmission rates) are set on a fixed 747 

basis in order to facilitate rate comparability and make shipping decisions easier.  748 

Interestingly, the Companies’ two customer classes that have the most comparability to 749 

these interstate rate design practices (commercial and industrial transportation service) 750 

are the ones receiving the smallest share of their non-commodity-related costs in a fixed 751 

charge.  The Companies are proposing that only 5 percent of the non-commodity-related 752 

costs for the commercial and industrial transportation class be recovered through fixed 753 

customer charges, while captive, residential ratepayers are assessed some 62 percent 754 

(Peoples) to 69 percent (North Shore) percent of those costs through their respective 755 

customer charges. If the Companies’ cost-based rationale were applied to commercial 756 

transportation customers, monthly rates would increase from $560 per month (Peoples) 757 

and $510 (North Shore) to as much as $7,050 per month (Peoples) and $7,075 per month 758 
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(North Shore).  Instead, the Companies have proposed to actually decrease the 759 

commercial transportation customer monthly charge from $680 per month to $560 per 760 

month (Peoples) and $645 per month to $510 per month (North Shore). 761 

Q. IN YOUR OPINION, IS THERE ANY VALID RATIONALE FOR RECOVERING 762 

FIVE PERCENT OF “FIXED” COSTS IN INDUSTRIAL CUSTOMER 763 

CHARGES, BUT MORE THAN 60 PERCENT OF “FIXED” COSTS IN 764 

RESIDENTIAL CUSTOMER CHARGES? 765 

A. No.  I cannot conceive of a valid reason for one utility to adopt such disparate pricing 766 

policies for two customer classes. 767 

Q. ARE THE PROPOSED RESIDENTIAL CUSTOMER CHARGES LARGE 768 

RELATIVE TO OTHER LOCAL DISTRIBUTION COMPANIES?  769 

A Yes, in fact, they are quite large.  Exhibit 4.14 provides a comparison prepared by the 770 

American Gas Association (“AGA”) and shows the share of fixed costs recovered 771 

through customer charges for major investor-owned LDCs.  The average share of fixed 772 

costs recovered in customer charges is 42.1 percent, well below the Companies’ current 773 

and even higher proposed recovery amounts.    774 

Q. IS THIS TYPE OF RATE DESIGN CONSISTENT WITH THE PROMOTION OF 775 

ENERGY EFFICIENCY?  776 

A. No.  Allocating 62 or 69 percent of the Companies’ residential revenue requirement to a 777 

fixed charge can hardly constitute a rate design approach consistent with promoting 778 

energy efficiency, which is one of the primary reasons most energy efficiency advocates 779 
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are strongly opposed to SFV rate designs and similar proposals that allocate an 780 

overwhelming share of an LDCs revenue requirement into fixed charges.40  781 

Q. HOW DO THE COMPANIES’ CUSTOMER CHARGE RECOMMENDATIONS 782 

RELATE TO THEIR PROPOSAL TO CONTINUE RIDER VBA ON 783 

PERMANENT BASIS? 784 

A. The Companies proposals are just another method of achieving revenue neutrality.  SFV 785 

rate designs and revenue decoupling mechanisms attain the same outcome: shifting the 786 

risk associated with changes in sales away from utilities and towards ratepayers either 787 

through a surcharge, or a non-bypassable/non-avoidable customer charge.  There is little 788 

to no economic or policy rationale for making such a change, particularly considering the 789 

Companies past energy efficiency performance under Rider VBA. 790 

Q. WHAT ARE YOUR RATE DESIGN RECOMMENDATIONS? 791 

A.  I recommend that the Commission reject the Companies’ rate design proposals.  Mr. 792 

Scott Rubin, a rate design expert testifying on the behalf of the GCI, offers a rate design 793 

proposal that is more productive than those presented by the Companies. 794 

VIII. CONCLUSIONS AND RECOMMENDATIONS 795 

Q. WOULD YOU PLEASE SUMMARIZE YOUR RECOMMENDATIONS? 796 

A. Yes.  The Commission should reject the Companies’ proposal to make the Rider VBA 797 

permanent and instead, discontinue this revenue decoupling mechanism altogether since: 798 

                                                           

 

40 David Magnus Boonin, A Rate Design to Encourage Energy Efficiency and Reduce Revenue 
Requirements, National Regulatory Research Institute, July 2008; Rich Sedano and Dan York, Aligning Utility 
Financial Incentives with Energy Efficiency Program Objectives: New Business Models for Energy Utilities, 
Presentation for the American Council for an Energy-Efficient Economy; Pamela G. Lesh, Rate Impacts and Key 
Design Elements of Gas And Electric Utility Decoupling: A Comprehensive Review, June 30,2009; Wayne Shirley, 
Jim Lazar, and Frederick Weston, The Regulatory Assistance Project, Revenue Decoupling Standards and Criteria, 
June 30, 2008, p. 22; The Regulatory Assistance Project, Decoupling and a Survey of Activity in the U.S. to Address 
the Throughput Incentive, Ohio Workshop on Electric Decoupling, February 4, 2009. 
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Rider VBA has not been effective in changing the Companies’ purported “throughput 799 

incentive.”  The energy efficiency programs implemented by the Companies over the 800 

past two and a half years have achieved energy efficiency savings that are not 801 

substantial enough to justify this extraordinary revenue adjustment mechanism.   802 

 

The lost delivery service revenues associated with the Companies’ proposed energy 803 

efficiency programs are small and are certainly not compensatory relative to the risks 804 

ratepayers face with Rider VBA.   805 

 

Revenue decoupling would continue the process of shifting revenue recovery risk 806 

associated with changes in the economy, weather, price of natural gas and other 807 

factors away from the Companies and their shareholders and onto ratepayers.   808 

 

The Companies’ recommendation to continue Rider VBA is not accompanied by any 809 

proposals to enhance its energy efficiency performance accountability by tying (or 810 

“balancing”) revenue recovery to any commitment to increased energy efficiency 811 

activity or to any verifiable measurements of energy efficiency goals and outcomes to 812 

validate the rider as an effective regulatory mechanism.  The Companies admit that 813 

Rider VBA in fact, will have no impact whatsoever on their efficiency efforts and 814 

investment levels. 815 

 

Rider VBA, if continued, is likely to make the Companies whole for changes in sales 816 

that have nothing at all to do with its energy efficiency efforts.  This has been a 817 

growing concern for many states, including those states that were early adopters of 818 

revenue decoupling policies.  819 

 

The need for revenue decoupling, to the extent one was ever needed, has diminished 820 

considerably over the past several years given the dramatic changes in natural gas 821 
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markets and the quickly-changing structure of utility rates.  Early revenue decoupling 822 

mechanisms were adopted in an environment in which natural gas supply was limited, 823 

natural gas prices were high, and gas-related costs comprised the overwhelming share 824 

of a ratepayer’s bill.  Today, the fuel and base-rate shares of a ratepayer’s bill are 825 

moving closer to equal, raising questions about the continued need for decoupling and 826 

the likely highly diminished savings from energy efficiency ratepayers may attain if 827 

revenue decoupling is adopted. 828 

 

The Commission should also reject the Companies’ proposals to move increasing 829 

shares of costs onto fixed customer charges and away from volumetric rates.  The 830 

Companies’ proposals have little theoretic rationale, are inconsistent with the fixed 831 

cost recovery shares included in other gas distribution utility rates, and Mr. Scott 832 

Rubin, another witness for the GCI, has provided testimony showing that, from a 833 

practical perspective, many of the costs the Companies have categorized as “fixed” 834 

are actually demand-related.   835 

Q. DOES THIS COMPLETE YOUR DIRECT TESTIMONY FILED ON JUNE 15, 836 

2011? 837 

A. Yes. 838 


