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ACEEE developed this technical brief in response to the Pennsylvania Public Utilities
Commission’s (PUC) request for comparison of the Pennsylvania models and practices with
those used in other states.

The Commission is reviewing business models used by Pennsylvania utilities to determine if
there are better and more cost-effective best practices that should be recommended for
consideration in subsequent phases of the Act 129 program. One purpose of this comparison
and assessment is to support and augment the Commission staff’s capability to analyze these
issues. A second purpose is to provide a framework to consider how future phases of Act 129
might best be implemented.

Based on many years of research, ACEEE has identified three regulatory tools that work best
together to drive utility energy efficiency performance and to achieve statutory energy savings
targets such as those in Act 129.1 These mechanisms help to align the utility business model
with the achievement of energy efficiency savings targets. The three components are program
cost recovery, revenue decoupling, and performance incentives that provide meaningful
earnings opportunities for achieving energy savings.2 These regulatory policies combine to
address three primary financial concerns utilities face regarding customer energy efficiency
programs; (1) recovery of program expenses, (2) removal of the throughput incentive (revenues
and profits increase with higher energy sales), and (3) provision of earnings opportunities for
shareholders, similar to electric supply-side investments.?

The remainder of this document is organized as follows. First, we provide a summary
description of our understanding of the policy framework for utility energy efficiency programs
in Pennsylvania (i.e., Act 129 and associated regulations). In the second section, we compare
Pennsylvania’s policy framework and electric utility energy efficiency performance results to
other states’. In that section, we show how Pennsylvania compares to other states regarding the
existence and nature of the key policy features (i.e., energy efficiency resource standards
(EERS), program cost recovery mechanisms, revenue decoupling, and performance incentives)

1 We have at times referred to these as the “3-legged stool” for supporting utility energy efficiency programs, such as in
York, D., and M. Kushler. 2011. The Old Model Isn’t Working: Creating the Energy Utility for the 21st Century. Washington,
DC: ACEEE. http://aceee.org/white-paper/the-old-model-isnt-working.

2 Additional resources documenting ACEEE research findings and policy recommendations regarding utility business
models that encourage energy efficiency include Kushler, M. and M. Molina. 2015. Policies Matter: Creating a Foundation
for an Energy-Efficient Utility of the Future. White paper. Washington, DC: American Council for an Energy-Efficient
Economy. http://aceee.org/policies-matter-creating-foundation-energy; ACEEE policy brief. 2014. Utility Initiatives:
Alternative Business Models and Incentive Mechanisms. http://aceee.org/policy-brief/utility-initiatives-alternative-
business-models-and-incen; York, D., M. Kushler, S. Hayes, S. Sienkowski, and C. Bell, ACEEE and S. Kihm, Energy Center of
Wisconsin. 2013. Making the Business Case for Energy Efficiency: Case Studies of Supportive Utility Regulation.
Washington, DC: American Council for an Energy-Efficient Economy.
http://aceee.org/sites/default/files/publications/researchreports/u133.pdf

3 Kushler, M. and M. Molina. Policies Matter: Creating a Foundation for an Energy-Efficient Utility of the Future. White
paper. Washington, DC: American Council for an Energy-Efficient Economy. http://aceee.org/policies-matter-creating-

foundation-energy
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and in terms of utility energy efficiency savings results. In the third section, we discuss the
results of our analysis and offer suggestions for possible improvements for future phases of Act
129.

The Current Pennsylvania Energy Efficiency Policy Framework
PENNSYLVANIA ACT 129

Act 129 provides the basic policy framework for utility energy efficiency programs in
Pennsylvania. Act 129 meets ACEEE’s definition of an energy efficiency resource standard
(EERS): it requires utilities to obtain specific, long-term (three years or more) energy savings
levels through customer energy efficiency programs.

With regard to the three basic components of the “3-legged stool” for energy efficiency program
support, Act 129 contains the following:

e Costrecovery: Act 129 directs the Commission to establish cost recovery mechanisms
for each electric distribution company (EDC) that recover all energy efficiency program
costs. The mechanisms are similar to other states with EERS. However the statute sets a
cap on energy efficiency program spending:

“Limitation on costs.--the total cost of any plan required under this section shall not
exceed 2% of the electric distribution company's total annual revenue as of December 31,
2006.”

[Section 2 (G)]

e Decoupling: Act 129 appears to preclude a utility from utilizing decoupling:

“Except as set forth in paragraph (3) [i.e., a rate case], decreased revenues of an electric
distribution company due to reduced energy consumption or changes in energy demand
shall not be a recoverable cost under a reconcilable automatic adjustment clause.”
[Section 2 (K) (2)]

Some parties have argued that there may be some flexibility for PUC discretion
regarding decoupling-type approaches under current statutes.*

e Performance Incentives: We were unable to find any reference to utility company
incentives for energy efficiency performance in the energy efficiency section of Act 129.5

4 E.g., see Comments of the Keystone Energy Efficiency Alliance (et.al.), in the En Banc hearings, Docket No. M-2015-
251883 March 16, 2016.

5 It should be noted that Act 129 does contain provisions for a financial penalty to be assessed on a utility for failing to
achieve the required energy savings. States with EERS policies have generally not utilized penalties. While penalties can
encourage utilities to avoid failure, they do not reward excellent performance above the minimum. Moreover they can
cause utilities to seek to minimize risk by advocating for lower energy-savings targets or for having no EERS targets at all.
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Various parties have argued that the PUC has authority to establish incentives for utility
energy efficiency performance under current statutes.®

PoLicy FRAMEWORK SUMMARY

Pennsylvania has an energy efficiency resource standard specifying energy savings targets for
electric utilities. It also has a designated cost-recovery mechanism, albeit with a spending cap.
Pennsylvania does not currently use two of the primary regulatory tools for aligning utility
business models with achievement of energy savings targets: revenue decoupling and
performance incentives for EDCs.

Pennsylvania Policy Framework and Energy Efficiency Performance Compared
to Other States

In this section we compare Pennsylvania’s policy framework to other states, on four key policy
criteria: (1) presence of an energy efficiency resource standard (EERS); (2) presence and nature
of cost recovery provisions; (3) revenue decoupling; and (4) incentives for utility energy
efficiency performance. We also compare Pennsylvania to other states on energy efficiency
performance, using 2016 electricity savings as a percent of retail sales as a metric.

THE IMPORTANCE OF A POLICY FRAMEWORK

Absent specific policy provisions to support and/or require utility energy efficiency programs,
the default condition under traditional cost-of-service regulation is to support a utility business
model that rewards utilities for increasing sales and revenues. That approach foregoes the cost-
effective energy savings and the economic and other benefits of increased energy efficiency.”
The core objective of policy provisions to encourage utility energy efficiency action is to
counteract the effects of those disincentives for promoting customer energy efficiency that are
inherent in traditional regulation.

ENERGY EFFICIENCY RESOURCE STANDARDS

The most effective policy instrument to facilitate substantial utility energy efficiency efforts and
achievements is an energy efficiency resource standard.® An EERS is a binding energy savings
target for utilities or third-party program administrators of at least three years, with savings to
be achieved through energy efficiency programs for customers.® Twenty-six states currently
have an EERS in place.1?

6 E.g., see Comments of the Keystone Energy Efficiency Alliance (et.al.), in the En Banc hearings, March 16, 2016; and
Legal Comments of NRDC in Docket No. M-2015-251883, May 25, 2017.

7 E.g., reduced environmental emissions, increased local employment, and improved business productivity.

8 Kushler, M. 2014. “IRP vs. EERS: There’s one clear winner among state energy efficiency policies.” Blog post. December
16, 2014. http://aceee.org/blog/2014/12/irp-vs-eers-there %E2%80%99s-one-clear-winner-

9 ACEEE policy brief. “State Energy Efficiency Resource Standards (EERS).” January 2017.
http://aceee.org/sites/default/files/state-eers-0117.pdf

10 |t is noteworthy that states tend to be successful at achieving their EERS savings targets. In 2011, 24 of 26 states saved
80% or more of target. In 2012, 25 of 26 states saved 80% or more of that year’s energy savings target. In aggregate
across the nation, states with an EERS hit 110% of the total MWh savings target. (See: Downs, A. and C. Cui. 2014. Energy
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Pennsylvania is one of these states, with Act 129 requiring the seven major EDCs to develop
energy efficiency and conservation plans and administer cost-effective energy efficiency
programs to achieve the required minimum savings levels. Phase III implementation of Act 129
includes targets for each EDC over a five-year period. Pennsylvania energy savings targets are
lower than those of most other states with an EERS. Averaging targets across the Pennsylvania
EDCs, the total savings requirement is about 0.8% incremental electricity savings per year.!! As
shown in table 1, Pennsylvania ranks 21st in approximate average annual electric savings
targets as a percentage of retails sales, for the years 2016-2020.

Table 1. Comparison of average annual incremental savings targets among states with EERS

Approx. annual electric ~ Approx. % electric

savings target retail sales

Rank State (2016-2020) covered by EERS
1 Massachusetts 2.9% 86%
2 Rhode Island 2.6% 99%
3 Arizona 2.5% 56%
4 Maine 2.4% 100%
5 Vermont 2.1% 100%
6 Maryland 2.0% 100%
7 Illinois 1.7% 89%
8 Connecticut 1.5% 93%
9 Minnesota 1.5% 86%
10 Washington 1.5% 79%
11 Hawaii 1.4% 100%
12 Colorado 1.3% 57%
13 Oregon 1.3% 69%
14 California 1.2% 78%
15 lowa 1.2% 74%
16 Michigan 1.0% 100%
17 New Hampshire 1.0% 100%
18 Ohio 1.0% 89%
19 Arkansas 0.9% 53%

Efficiency Resource Standards: A New Progress Report on State Experience. Washington, DC: ACEEE.
http://aceee.org/research-report/u1403)

11 Pennsylvania Public Utility Commission. 2015. Energy Efficiency and Conservation Program Docket No. M 2014-
2424864 Implementation Order. Table 6, p. 51.

http://www.puc.pa.gov/filing resources/issues laws regulations/act 129 information/energy efficiency and conservati
on_ee C program.aspx
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Approx. annual electric ~ Approx. % electric

savings target retail sales

Rank State (2016-2020) covered by EERS
20 Wisconsin 0.8% 100%

21 Pennsylvania 0.8% 97%

22 New York 0.7% 100%

23 New Mexico 0.6% 68%

24 Nevada 0.4% 62%

25 North Carolina 0.4% 99%

26 Texas 0.1% 70%

Average 1.3%

Source: ACEEE State Scorecard 2017

Pennsylvania ranks in the bottom quartile of energy savings targets among states with an EERS.
It should be noted that advancing on this savings metric would be difficult under the existing
2% cost cap, which restricts EDCs from expanding program offerings and increasing the
funding of customer incentives for energy savings. We compare Pennsylvania 2016 program
spending with other states in the next section of this document.

PROGRAM COST RECOVERY

The function of program cost recovery is to ensure that utilities are made whole for energy
efficiency program direct costs. All states that require regulated electric utilities to offer energy
efficiency programs also have program cost-recovery mechanisms in place. While having these
mechanisms is a prerequisite for energy efficiency in cost-of-service regulation, the type of cost-
recovery mechanism is not a primary driver of increased energy savings. The Act 129
implementation orders require EDCs to include a proposed cost-recovery tariff mechanism in
their Energy Efficiency and Conservation (EE&C) program plan filings. EDCs’ energy efficiency
program costs are recovered annually and trued-up to actual costs each year. The Act requires
all EDCs to recover all costs incurred on a full and current basis from customers through a
reconcilable adjustment clause.

Pennsylvania’s energy efficiency program cost-recovery mechanisms are similar to those of
other states. ACEEE collected 2017 data on 41 large regulated electric utilities in 30 states (not all
utilities responded to each question in the data request). Twenty-seven of 34 utilities
responding to the question have one-year collection periods, the same as Pennsylvania EDCs.
Of the 38 utilities responding to the question, 25 use a rider, tracker, or public benefits charge on
customer bills as the cost-recovery mechanism. The terminology and definitions of the fees and
charges vary by state. Pennsylvania uses a reconcilable rider mechanism. The remaining 13
utilities recover costs though base rates or a combination of mechanisms.

Table 2 provides examples of utility cost-recovery mechanisms applicable to specific utilities in
other states. In some cases, the collection mechanism funds not only program cost recovery but
also performance incentives, lost revenue adjustments, annual adjustments to true-up
collections with actual costs, or other costs.
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Table 2. Examples of energy efficiency cost recovery mechanisms

Utility
State

Type of cost-recovery
mechanism

Description of cost-recovery mechanism

Ameren Missouri

Missouri

Rider

Program costs are recovered in the year they occur through the Energy
Efficiency Investment Charge (Rider EEIC). The charge appears on
customer bills as "Energy Efficiency Invest Chg.” The 2016-18 EE Plan,
approved in 2014, notes that the "rider will be based on annual
collection of 100% of the forecasted program costs and 100% of the
forecasted throughput disincentive collected contemporaneously with
their incurrence, with true-ups to match billed revenues to the costs and
throughput disincentive experienced." Since this mechanism also
addresses the throughput disincentive, collections go beyond basic
program cost recovery.

Arizona Public Service
Arizona

Combination of base rates
and DSM adjustment charge

APS collects most program costs through the DSM Adjustment Charge
(DSMAC). In addition, the utility collects $10 million annually through
base rates. DSMAC is included in another charge on customer bills.

Centerpoint

Centerpoint recovers program costs as one component of charges called
the Energy Efficiency Cost Recovery Factor (EECRF). The EECRF is
calculated annually to equal, by rate class, the sum of forecasted energy

Texas efficiency costs, adjustment for past over- or under-recovery,
performance incentives, any previous year’'s EECRF proceeding rate case
Rider expenses, and EM&V costs; divided by the forecasted billing units for
each class.
ConEdison For programs recovering costs through rates, direct program costs are
amortized over the collection period (~10 years). Labor and indirect
New York program costs are recovered through base rates. For programs

In base rates or in surcharges,
varies by program

recovering costs through surcharges, the surcharge authorizes an annual
collection amount that creates a liability on collection. When direct
program costs are incurred, they are booked against the liability. Labor
and indirect program costs are recovered through base rates.

Dominion Energy
Virginia

Rate adjustment clause
including margin

The utility may petition for an adjustment clause up to once per year for
the projected and actual costs to design, implement, and operate energy
efficiency programs, including a margin to be recovered on operating
expenses, equal to the general rate of return on common equity.

Eversource
Connecticut

Public benefits charges
collected on customer bills

Ratepayer contributions to the EE fund are collected on the program
year/period that the funds are expensed. However in the instances when
the EE fund account has an unspent balance, the carryover amount is
transferred to the following program year.
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Utility
State

Type of cost-recovery

mechanism Description of cost-recovery mechanism
NIPSCO Through a tracker mechanism, costs are recovered annually by including
an estimate of costs for the upcoming 12 months and an adjustment for
Indiana a reconciliation of previously estimated costs with the actual costs that

occurred for the previous 12 months, including a true-up of lost revenues
Tracker with annual true-up based on evaluation, measurement, and verification of program savings.

PPL Electric Utilities

Costs are recovered through a reconcilable rider mechanism that trues-

Pennsylvania
up to actual expenses each year.

Rider with annual true-up

Public Service (Xcel Energy)
Approximately $89 million of annual DSM costs are recovered through

Colorado base rates, with any spending over or under this amount adjusted
through the DSM Cost Adjustment rider. Any incentive and disincentive
In base rates and rider value is included in this cost recovery.
adjustments
We Energies The Public Service Commission of Wisconsin requires energy

efficiency/conservation program costs to be trued-up through escrow
accounting. Program charges are deferred into the escrow account as
incurred and expensed based on current cost recovery authorized in the
most recent base rate case. Any over- or under- recovery in the current
year is carried forward to be included in future ratemaking.

Wisconsin

In base rates

The takeaway on the cost recovery issue is that there are many different technical approaches
for facilitating cost recovery for utility spending on energy efficiency programs. Pennsylvania’s
current approach for cost recovery seems adequate for accomplishing that task. Of more
concern is the spending cap that is incorporated in current policy.

PENNSYLVANIA’S SPENDING CAP ON COST RECOVERY

Act 129 imposes a spending limit of two percent of 2006 annual revenue for EDCs’ energy
efficiency program costs. Specifically, “the total cost of any plan must not exceed two percent of
the EDC’s total annual revenue as of December 31, 2006, excluding LIURP, established under 52
Pa. Code § 58 (relating to residential Low Income Usage Reduction Programs). 66 Pa. C.S.

§ 2806.1(g).”12 Table 3 shows the percentage of electric utility revenues invested in energy
efficiency program spending. Pennsylvania ranks 21st of the 26 states with electric EERS.

12 Pennsylvania Public Utility Commission. 2015. Energy Efficiency and Conservation Program Docket No. M 2014-
2424864 Implementation Order.

http://www.puc.pa.gov/filing resources/issues laws regulations/act 129 information/energy efficiency and conservati
on_ee ¢ program.aspx
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Because the spending cap is based on 2006 annual revenues, Pennsylvania EDC spending on
energy efficiency as a percent of current-year revenues has declined over time as revenues have
increased. This lack of indexing to current revenues lowers Pennsylvania’s rank relative to other

states that continue to increase energy efficiency investments. Note in table 3 that

Pennsylvania’s total energy efficiency spending as a percent of statewide electric revenues is
1.55% of 2016 revenues, not 2%.

2/19/2019

Table 3. Electric energy efficiency program spending as percent of statewide electric
revenues for EERS states

2016 Electric energy Percent of
efficiency program statewide electric

Rank State spending ($million) revenues
1 Vermont 54.0 6.84%
2 Rhode Island 78.4 6.42%
3 Massachusetts 538.9 6.25%
4 Washington 291.2 4.29%
5 Connecticut 191.9 3.85%
6 Oregon 156.6 3.79%
7 California 1364.1 3.50%
8 lowa 119.2 2.86%
9 Minnesota 161.9 2.50%
10 Maryland 186.8 2.49%
11 Maine 323 2.21%
12 Illinois 262.8 2.05%
13 New York 425.2 2.00%
14 Arkansas 68.7 1.86%
15 Hawaii 37.0 1.64%
16 Colorado 87.2 1.63%
17 New Mexico 34.3 1.62%
18 Nevada 49.0 1.62%
19 Michigan 182.1 1.58%
20 Arizona 126.7 1.56%
21 Pennsylvania 229.4 1.55%
22 New Hampshire 23.2 1.36%
23 North Carolina 144.6 1.17%
24 Ohio 141.0 0.98%
25 Wisconsin 74.1 0.98%
26 Texas 194.1 0.60%

Median 142.8 1.93%
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2016 Electric energy Percent of

efficiency program statewide electric
Rank State spending ($million) revenues
Average 2.59%

Because the spending on energy efficiency programs is logically (and in actual experience)
closely related to the amount of energy efficiency savings achieved, it is not surprising that
Pennsylvania ranks 21st among states in both the percent of revenues spent on energy efficiency
(Table 3) and the projected target for savings achieved as a percentage of sales (Table 1).
Pennsylvania also ranks a very similar 19th in actual savings as a percentage of sales in 2016
(Table 4 below.)

REVENUE DECOUPLING

True symmetrical revenue decoupling (i.e., “full decoupling”) adjusts for deviations (both
upward and downward) of actual sales from the levels forecasted when rates were set.!* The
purpose of revenue decoupling is to address the basic throughput incentive that utilities face
under traditional regulation, which creates an inherent disincentive regarding customer energy
efficiency and an inherent incentive to pursue sales increases. By adjusting for any sales
shortfall, decoupling ensures full recovery of the authorized revenue requirements independent
of sales volume. This removes a key disincentive for utilities regarding the promotion of energy
efficiency. At the same time, true symmetrical decoupling protects customers by requiring
utilities to refund excess revenues when electricity sales exceed the forecast. This removes any
incentive for the utility to encourage wasteful use of energy.

Decoupling changes the regulatory incentive structure under which the utility operates, altering
its business model. Without revenue decoupling, the utility will have an economic incentive to
increase sales rather than to pursue significant energy savings through customer energy
efficiency programs. Without decoupling, a utility will also tend to resist policies requiring it to
promote customer energy efficiency improvements. Decoupling alone is not sufficient to
produce strong utility performance regarding customer energy efficiency, but it does remove
one important obstacle to strong performance.

Consistent with these factors, we see a strong correlation between states achieving high savings
results and those employing revenue decoupling. Among the top 14 states with electric EERS
ranked by incremental annual savings, 11 have revenue decoupling. As a group these states
averaged 1.75% annual incremental savings in 2016. As of July 2017, 15 states had an electric
revenue decoupling policy in place and have implemented that policy by approving decoupling
for at least one major utility.14

Table 4 ranks states with an EERS by 2016 energy savings as a percent of sales and indicates
whether they had revenue decoupling in place for at least one electric utility at that time.

13 RAP (Regulatory Assistance Project). 2016. Revenue Regulation and Decoupling: A Guide to Theory and Application.
Montpelier, VT: Regulatory Assistance Project. http://www.raponline.org/wp-content/uploads/2016/11/rap-revenue-
regulation-decoupling-guide-second-printing-2016-november.pdf

14 ACEEE State Policy Database. https://database.aceee.org
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Table 4. Comparison of EERS states saving with and without decoupling

Net incremental 2016
electric savings as % of

Decoupling in

State sales effect 2016
Massachusetts 3.00% Yes
Rhode Island 2.85% Yes
Vermont 2.52% Yes
Washington 1.54% Yes
California 1.54% Yes
Connecticut 1.53% Yes
Arizona 1.42% No
Maine 1.38% Yes
Hawaii 1.32% Yes
Minnesota 1.31% Yes
lllinois 1.23% No
Michigan 1.17% No
Oregon 1.16% Yes
New York 1.09% Yes
lowa 1.01% No
Maryland 0.91% Yes
Colorado 0.89% Yes
Ohio 0.87% Yes
Pennsylvania 0.73% No
Arkansas 0.68% No
Nevada 0.63% No
Wisconsin 0.61% No
New Mexico 0.59% No
New Hampshire 0.58% No
North Carolina 0.57% No
Texas 0.19% No
Average with decoupling 1.6%

Average without decoupling 0.8%

States with both EERS and decoupling achieved energy savings averaging 1.6% of MWh sales in
2016. Pennsylvania and other states with EERS but no decoupling saved only half as much,

0.8% of sales.

2/19/2019

Page 10



PERFORMANCE INCENTIVES

While decoupling and cost-recovery mechanisms are designed to reduce the disincentive to
acquire energy savings, the function of performance incentives is to provide a positive
incentive. Performance incentives, sometimes called shareholder incentives for investor-owned
utilities, enable utilities to achieve some earnings from their energy efficiency activities. Because
utilities have well-established mechanisms for earnings from supply side investments, this is
important for persuading utility management to seriously pursue energy efficiency objectives.

Twenty-nine states have performance incentives in place for meeting electric savings targets,
including 20 of the 26 states with EERS.15 As with decoupling, there is a strong correlation
between the presence of performance incentives in a state and the energy savings achieved by
utilities in those states. States with performance incentives in place averaged more than twice
the energy savings of states without performance incentives. The average 2016 net incremental
savings (MWh) as a percent of retail sales for states with incentives was 0.97%, while those
without performance incentive policies averaged only 0.43%.

There is also a strong correlation between the states with the highest savings targets and those
with performance incentives. Ten of the top 14 states with EERS policies, ranked by average
annual savings targets for 2016-2020, award financial incentives to utilities for hitting their
targets. We have observed that the presence of performance incentives in the policy package
may actually be helpful in facilitating a state’s ability to establish a strong EERS, by encouraging
utilities to cooperate rather than oppose the EERS policy. In that regard, it is noteworthy that
utilities tend to be successful in earning their performance incentives. In 2015, ACEEE collected
data on 19 states with incentive mechanisms in place and found that regulated utilities achieved
sufficient savings to earn at least some incentive payment in each of those states.1¢

The specific performance incentive mechanisms used to facilitate achievement of those energy
efficiency program savings vary from state to state. To facilitate comparisons, here we
summarize the approaches based on the four primary ways to calculate incentives: 1) as a share
of net benefits, 2) energy savings-based incentives, 3) multifactor, and 4) rate of return.’” Most
have a threshold savings level set as the achievement of a minimum amount of energy savings.
Most states also have some type of upper limit to the amount of incentive that can be earned, so
that the incentive level is “reasonable” and does not become a target for criticism. Each
incentive calculation type is described below.

Shared net benefits. Shared net benefits mechanisms give utilities the opportunity to earn some
portion of the benefits of a successful energy efficiency program that otherwise would all go to

15 The remaining nine states award performance incentives for the achievement of savings targets that do not qualify as
EERS under our definition.

16 Nowak, S., B. Baatz, A. Gilleo, M. Kushler, M. Molina, and D. York. 2015. Beyond Carrots for Utilities: A National Review
of Performance Incentives for Energy Efficiency. Washington, DC: ACEEE. http://aceee.org/beyond-carrots-utilities-national-
review

17 Nowak, S., B. Baatz, A. Gilleo, M. Kushler, M. Molina, and D. York. 2015. Beyond Carrots for Utilities: A National Review
of Performance Incentives for Energy Efficiency. Washington, DC: ACEEE. http://aceee.org/beyond-carrots-utilities-national-
review

2/19/2019 Page 11


http://aceee.org/beyond-carrots-utilities-national-review
http://aceee.org/beyond-carrots-utilities-national-review
http://aceee.org/beyond-carrots-utilities-national-review
http://aceee.org/beyond-carrots-utilities-national-review

the ratepayers. The incentive payment amount is usually a percentage of the positive difference
between the costs (efficiency program spending) and the benefits (the dollar valuation of energy
savings achieved as a result the program). This approach also has a savings-based element, in
that most have a threshold level set as the achievement of a minimum percentage of the energy
savings performance goal for the utility. We call it shared net benefits because the incentive
amounts are driven by net benefits; the greater the net benefits, the higher the incentive
payment amount. In most cases, there is a cap or maximum incentive, although some of these
limits are defined as a percentage of net benefits rather than a fixed dollar amount.

Energy savings-based incentives. Savings-based incentives reward utilities for achieving, and
sometimes for exceeding, pre-established energy savings goals, measured in kWh. Often, these
energy savings targets for utilities may be tied to or derived from statewide EERS policies. For
example, if the utility energy efficiency programs save 100% of the target, they are eligible for
some particular amount of an incentive payment. Five of the six states with savings-based
incentives have EERS policies. The amount of the financial incentive the utility earns is often
calculated as a percentage of total program spending or budget in a tiered structure (e.g.,
achieve 100% of the savings target, receive an amount equivalent to 6% of the program
spending; achieve 110% and receive 8%; and so on), but driven by the program energy savings
achieved.

Multifactor mechanisms are those in which the calculation of performance incentive amounts
includes multiple metrics. Energy savings are just one of several metrics that are typically used
to determine the amount of incentive earned. For example, financial incentives may also be tied
to demand savings, job creation, or measures of customer service quality. This type of approach
is found in a handful of states where the mechanism is used to forward the achievement of
several regulatory and public policy goals at the same time.

Rate of return incentives are far less common. They allow utilities to earn a rate of return based on
efficiency spending. This creates a correspondence between demand side (energy efficiency)
spending and supply side (generation and transmission) investments. For example, a utility
may earn a rate of return for efficiency investments equivalent to or comparable to the rate it
earns for new energy supply capacity investments.!® One aspect which make this approach less
desirable is that it technically rewards spending rather than actual energy savings.

Discussion and Options for Strengthening Utility Energy Efficiency Policy

The comparative results presented above demonstrate that there are four components of state
energy efficiency policy frameworks consistently associated with high energy savings: robust
energy savings targets in the form of EERS; program cost-recovery mechanisms with no cost
cap; revenue decoupling; and performance incentives for achieving energy savings targets.

States with the strongest energy efficiency performance tend to share common policy features.
For example, in 2016, all of the top 10 states in terms of savings as a percent of sales had an
EERS, nine of the top 10 had decoupling, and eight awarded performance incentives. The top

18 Amortizing the recovery by the utility of the cost of programs over multiple years may also be considered a rate of return
incentive in some instances, if the utility earns a return on the balance after the first year.
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ten energy-saving states averaged 1.84% net savings and average energy efficiency spending
was 3.9% of statewide electric revenues.

Looking beyond past energy savings to future potential, we also see that relatively high EERS
savings targets are most commonly paired with the complementary policies examined in this
report. Among the top 14 states with electric EERS ranked by average incremental annual
targets for 2016-2020, 13 have revenue decoupling and 10 award performance incentives. In the
top five, all with average annual targets above 2%, four have decoupling, four use performance
incentives, and three have both.

Twenty-nine states have performance incentive policies in place for electric utilities, and 15
have implemented decoupling for electric utilities. Pennsylvania is among the 17 states using
neither decoupling nor performance incentives. Pennsylvania is among only 3 of 26 states with
an EERS, but not decoupling or performance incentives.

CONSIDERATIONS FOR FUTURE PHASES OF ACT 129 IMPLEMENTATION

If Pennsylvania would like to enhance the energy savings accomplishments of its electric
utilities, our review of experience in other states leads us to recommend that the Commission,
staff, and stakeholders explore the following initiatives. While these are not all within the power
of the PUC to accomplish without new legislation, other states’ experiences have consistently
demonstrated that they are essential policy elements for high energy efficiency performance.

1) Drive greater energy savings by adopting higher savings targets for EDCs (i.e., a stronger
EERS), either at the Commission level or the legislative level. Because Pennsylvania targets
are well below average savings goals set by other states, it is reasonable to assume that more
energy savings can be cost-effectively captured for consumers across the Commonwealth.

2) Eliminate artificial constraints to efficiency spending by removing the 2% spending cap on
utility energy efficiency expenditures through legislative action. This is likely a necessary
step to enable the achievement of higher savings targets.?

3) Continue to examine the Commission’s ability to develop performance incentives that
encourage EDCs to meet or exceed energy savings goals. Performance incentive structures
that are based on verified energy savings and have reasonable caps can effectively
encourage EDC achievement of energy savings while protecting consumers.

4) Consider the feasibility of adopting full revenue decoupling. Several stakeholders have
presented arguments that Act 129 may permit some form of decoupling. However we
acknowledge that it would be ideal to clarify that authority through legislation.

19 The requirement for cost-effectiveness is a de facto protection against imprudent excess expenditures of ratepayer
dollars. It makes no sense to artificially limit the expenditures on a cost-effective resource.
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In summary, the national data are clear. Virtually all of the leading states on utility energy
efficiency achievements have a set of policies that include a strong EERS, performance
incentives for utilities, and true revenue decoupling.

Further Research

We appreciate this opportunity to present comparisons of the Pennsylvania energy efficiency
models/ practices with those used in other states. ACEEE is available to provide additional
resources, research, and analysis of options for aligning utility business models for energy
efficiency performance.
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