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The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-1

Request:

Page 8 of the Plan indicates 2011 planned el ectric spending is $49,035,700 while page 32
indicates $54,035,689 for 2011 electric spending. Please explain the difference.

Response:

A commitment budget of $5,000,000 was included in the 2011 Energy Efficiency Program
Plan. The reason for the difference between the two values cited in the question is that the
value on page 32 includes commitments, while the value on page 8 does not. Table 1 should
be corrected by increasing the Total Spending value by $5,000,000 or by revising the note
below the on page 8 to read “Total Spending includes implementation, evaluation, EERMC,
and shareholder incentive. Commitments are excluded for 2011 but included for other
years.”

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Request:

Commission 1-2

Please update Chart 1 (pg 9) to include datafor 2012 through 2014.

Response:

Chart 1. Electric Energy Efficiency Program Cost vs. total Economic Benefits

Dollar Value (in thousands)

$280,000

$240,000

$200,000

$160,000

$120,000

$80,000

$40,000

Program Cost

Total Benefits (Planned)

Q N Q %) > ) o QA D> ) Q N aJ S »
\) QO QO Q Q Q \) \) Q \) N N N N N
o S S S S S S S P

S

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-3

Request:

Please update chart 2 (pg 10) to include datafor 2012 through 2014.

Response:
Chart 2. Energy Efficiency as a Percent of Total Annual Electricity Consumption
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Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-4

Request:

On page 17, Grid makes reference to aMay 2011 report and statesin part “...outward
looking forecasts anticipate an improvement in economic growth and unemployment...”.
Does the company still fedl that thisis avalid statement now that roughly 4 months have
passed since May? Why or why not?

Response:

The Company believesthat thisis till avalid statement. First, the report was outward
looking beyond the balance of 2011 through 2015. Second, the May 2011 report based its
conclusions on underlying economics fundamental s, which have not been substantively
altered in the four months since the report was published.

In addition, the Company recognizes the current challenging economic situation and believes

that a commitment to broader energy efficiency program participation, as discussed on page
17 of the Plan, will provide significant economic benefits for Rhode Islanders.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-5

Request:

Page 34 of the Plan states, in part: “The Company intends to expand its use of on-bill
financing to remove some of the barriers that exist to program participation.” Please briefly
explain the current program. Please list the barriers to participation. Please explain the
proposed expansion and how the expansion will eliminate the barriers.

Response:

The current program is described on page 34 of the Plan. It is most commonly used for the
Small Business Services Program. That program is a direct installation program, meaning
that the Company pays the contractor 100% of the project cost upon completion. The
customer isresponsible for paying 30% of the project cost back to the Company. A customer
may elect to do thisin one lump sum, or they may choose to pay it back on their bills over 24
months. If they chooseto do it over 24 months, this is done through “on-bill financing” or
“on-bill repayment.” The financing mechanism overcomes a barrier to participation by
allowing customers to pay their portion of the project cost over 24 months, interest free,
rather than al at once. For small business, or other customers with limited capital resources,
thisis aboost to participation.

The on-bill repayment option has been limited because of the finite amount of funds set aside
for this type of financing. Expanding the pool of fundswill make it easier for greater
numbers of commercial and industrial customers to access this sort of repayment program
and allow more customers to participate.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-6

Request:

Please provide a copy of the study cited in footnote 29 on page 35 (Carrots for Utilities:
Providing Financial Returns for Utility Investmentsin Energy Efficiency).

Response:

Thereport is provided as Attachment COMM 1-6.

Prepared by or under the supervision of: Jeremy Newberger
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Page 1 of 62

Carrots for Utilities:
Providing Financial Returns for Utility Investments
in Energy Efficiency
Sara Hayes, Steven Nadel, Martin Kushler, and Dan York
January 2011

Report Number U111

© American Council for an Energy-Efficient Economy
529 14" Street, N.W., Suite 600, Washington, D.C. 20045
(262) 507-4000 phone, (202) 429-2248 fax, www.aceee.org
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EXECUTIVE SUMMARY Page 5 of 62

This report examines state efforts and experiences with financial incentives for encouraging investor-
owned utiliies (IOUs) to provide effective energy efficiency programs for their customers. Two
fundamental impediments fo improving efficiency in the 10U sector include the existence of:

1) A disincentive to using energy efficiency programs fo reduce customer energy consumption
because utility revenues will also be reduced.

2) A lack of incentive to spend money on programs fo improve customer energy efficiency as
compared to making investments in new utility facilities and equipment.

Different policy mechanisms address different aspecis of the specific problems noted above and it is
critically important that these measures be considered together as part of an overarching approach to
correct longstanding barriers inhibiting utility investments in customer energy efficiency. This report
focuses on one such mechanism, shareholder incentives. It reviews and describes a variety of state
shareholder incentive mechanisms that have been established. This information provides an overview of
the approaches that have been employed and can be used to illuminate industry trends and practices.
Using these results, and feedback from industry experts, a number of conclusions have been drawn
detailing what approaches have been successful and unsuccessful to date in providing positive financial
incentives for energy efficiency achievements by investor-owned utilities. These results can be used to
help guide the development and adoption of future mechanisms as well as to modify and improve existing
mechanisms in order to maximize the effectiveness of the policy and remove a fundamental regulatory
barrier to utility efforts to improve customer energy efficiency.

initial research resuited in the identification of 18 states that have had a shareholder incentive mechanism
available to investor-owned utilities for at least a full year. Our goal was to focus on states for which there
was likely to be historical and current information available regarding the outcormes of the incentive in
practice. We collected detailed data on each state, relying heavily on exiensive document reviews as well
as interviews with key representatives such as staff at state regulatory commissions, staff at participating
utilities, and independent third parties such as environmental and ratepayer advocates. We compiled
individual state summaries of the incentive mechanisms, which are included in the appendix. For
discussion purposes, incentive mechanisms were divided into three broad categories:

s Shared begeﬁt —incentive is based on a share of the benefits from approved efficiency programs
(12 states)

« Performance targets —incentive is based on achievement of fixed energy savings targets or
performance goals (5 states)

» Rate of return —an increased rate of return is earned according to program spending or savings
(2 states)

The information collected has been used to draw conclusions regarding common practices and
approaches across states. These conclusions are included in the Results and Discussion sections of this
report.

Some key findings from this study include the following. First, in terms of policy design, states have
shown a strong preference for mechanisms that award an incentive based on cost-effective achievement
of energy savings targets, rather than other metrics such as program spending levels. Second, the record
indicates that when these targets have been established, utilities have tended, thus far, to consistently
meet or exceed them. Finally, there is wide agreement across the industry experts that we interviewed

' The incentive mechanism in Washington incorporates elements of both a shared benefit and a performance target approach and
has been counied under both above,

it
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that shareholder incentives influence utility decision-making, and this report will deBegp&okbtne of the

industry stakeholder observations in that regard.

In what should be thought of as exploratory research, this study also attempted fo examine certain
quantitative indicators that might plausibly be affected by a utility incentive policy. Efficiency spending by
utilities is increasing nationally and it is signfficantly higher in states that have adopted policy mechanisms
to atign incentives to promote efficiency. Our research indicates what appears io be a sirong correlation
between higher spending by utilities and the presence of a shareholder incentive. We have also found
that many states have had immediate and substantial increases in efficiency investment following
adoption of an incentive. In states where a shareholder incentive mechanism has been implemented, the
per capita utility investment in efficiency is higher and increases faster as compared with states that have
adopted other policy mechanisms to properly align incentives, but have not included a shareholder
incentive mechanism.

The design of this observationat study, and the limitations on the data available, make it impossible to
draw any conclusions regarding causality. However, it is inferesting to observe that enactment of
shareholder incentives is at least associated with significant increases in energy efficiency program
spending.

Additional factors identified as contributing to a successful policy include:

+ Savings goals should be set to encourage innovation and motivate utitities to exceed them.
Savings goals and incentive caps that are too easily met invalidate the rationale for an
incentive.

+ Regulatory certainty aides in utility “buy-in.” For example, clarity regarding the methodologies
used for making measurement and verification calculations at the start of the incentive cycle
is important.

There was repeated emphasis on the need to for a larger framework of established policies supporting
and encouraging efficiency. Shareholder incentives in the context of a larger framework, such as
{egisiation or a state efficiency standard, can reduce controversy, help parties to reach consensus, solidify
regulatory authority, and provide reguiatory cerfainty. Fractured treatment of efficiency makes it difficult
for reguiators to see what the true impacts of policies are, reducing confidence and the abiiity to adjust
mechartisms appropriately. States that can see where and why the spending and savings are occurring
have greater support from regulators and stakeholders. Transparency is also improved when states
address the multiple barriers to efficiency comprehensively as opposed to piecemeal.

While there are many reported successes resulting from shareholder incentive mechanisms, challenges
remain. A primary obstacle is segmented or fractured policy approaches that do not properly align
incentives. For example, states that implement a shareholder incentive mechanism without also allowing
for timely recovery of program costs may invalidate the effectiveness of the incentive. Proper alignment of
policies to remove barriers to efficiency is particularly crucial with regard to the direct relationship between
sales and profits that encourages the utility to increase throughput instead of reducing demand by its
customers. :
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INTRODUCTION Page 7 of 62

Energy efficiency’s importance as a utility resource has never been greater. Improving energy efficiency
in our homes, businesses, and indusiries reduces energy costs, creates jobs, and improves the
environment.

Energy - efficiency programs offered by utiliies and related organizations are seeking unprecedented
savings driven by both eccnomic and environmental concerns. More than 35 states have established
policies intended to require and facilitate the use of energy efficiency programs for utility customers.
(Molina et al. 20610). Federal energy and economic policies also have been enacted to encourage states
towards this same objective. For example, the $787 hillion economic stimulus {American Recovery and
Reinvestment Act) passed by the United States Congress requires that states receiving energy efficiency
grants have in place regulatory mechanisms to ensure that “utility financial incentives are aligned with
helping their customers use energy more efficiently.” (ARRA 2009).

This report examines state efforts and experiences with financial incentives for encouraging IOUs to
improve energy efficiency through reduction of customer energy demand. It provides a framework for
understanding the recent developments and experiences in this area, and is intended as a resource that
policymakers can use to consider options and avoid pitfalls.

it should be noted that providing financial incentives for successful energy efficiency programs is only one
policy option for aligning utility financial incentives with improved customer energy efficiency. As
described below, there are multiple barriers to improved customer energy efficiency in the traditionat utility
framework and this report addresses only one part of a potential solution to the overall problem.
Nevertheless, experience suggests that it is a critically important part if utilities are 1o be truly motivated to
support aggressive and effective energy efficiency programs for their customers.

BACKGRCUND
Obstacles to Improving Energy Efficiency for Utility Customers

The majority of electricity and natural gas customers in the United States are served by investor-owned
utilities (KOUs), which are private companies owned by shareholders. |OUs have a fiduciary obligation to
try to earn a profitable return on shareholder investments. IOUs are subject to regulation of their rates and
other aspects of their business operations and investments because of the monopoly status granted them
as a "public” utility. Regulation is required to protect the public interest with companies granted exclusive
rights to serve cusiomers in designated service territories within states. Under traditional cost-of-service
rate regulation, regulators determine the revenues 10Us should be authorized to recover (includirg cosis
and profits), and then set the utility’s rates based on forecasted sales levels. I0Us then earn profits by
selling enough product and managing costs to generate shareholder returns. Generally, increasing the
amount of electricity sold {"throughput") increases revenues to shareholders. Consumers that reduce
energy consumption by improving efficiency reduce the amount of electricity sold. The direct relationship
between electricity sales and revenues in the traditional [OU regulatory model creates a fundamental
challenge to securing utility cooperation and support for improving customer energy efficiency. Further, in
contrast to the earnings opportunity regulators provide utilities if they invest capital in new supply facilities
and equipment, there is litle or no financial incentive for utilities to spend money on programs that reduce
customer demand for electricity (“demand-side management” programs). This is, in part, because the
traditional ufility mode! permits utilities to earn a rate of return on investments of capital, but not for
expenses, such as the cost of efficiency programs. For purposes of this discussion, these impediments to
improving efficiency in the 10U sector are framed as two separate problems:

1} There is a disincentive fo using energy efficiency programs to reduce customer energy
consumption because utility revenues will also be reduced.

2} There is a lack of incentive fo spend money on programs to improve customer energy
efficiency as compared to making investments in new utility facilities and equipment.

Efficiency and
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No single mechanism can adequately remove the existing blases against utility invésloaéisfin energy
efficiency. Rather, different mechanisms address the specific different problems noted above. It is
critically important that these measures be considered together as part of an overarching approach to
correct longstanding barriers inhibiting investments in efficiency. While this report focuses on a single
type of mechanism—shareholder incentives, it is intended to complement a forthcoming ACEEE white
paper on lost revenue recovery and a planned report on decoupling being prepared by the Regulatory
Assistance Project.”

Benefits of Energy Efficiency as a Resource

“Energy efficiency” is a means of using less energy to provide the same (or greater) level of energy
services, such as lighting, cooling, heating, and entertainment. It is the cheapest, fastest, and cleanest
method of meeting energy demand. Energy efficiency fechnologies, policies, programs, and behavior are
a means of promoting economic prosperity, energy security, and environmental protection. The cost of
saving energy through utility energy efficiency programs is much lower {1/3 or less) than any generation
resource, whether from conventional fossil fuels or renewable energy sources {Friedrich et al. 2009).

Energy Efficiency Promotes Economic Prosperity

e Energy efficiency saves Americans money by lowering their energy bills. Consumers using less
energy pay for less energy. '

e Investments in energy efficiency improvements, technologies, and processes generate jobs. This
is because energy efficiency projects are generally more labor intensive per dollar invested than
investments in the energy seclor (Laitner et al. 2010}

e Energy efficiency stabifizes, and in some cases may lower, energy prices by reducing demand for
fossil fuels such as coal and natural gas (Prindle, Elliott, and Shipley 2006).

e Consumers typically foot the bill for construction of expensive new power plants and infrastructure.
Deplayment of energy efficiency mechanisms reduces the need for these expenditures, freeing
consumers lo spend the money elsewhere.

e [Increases in energy efficiency reduce the amount of fusel used per unif of economic output,
soffening the blow of.a price spike by reducing the impact of energy prices on the economy as a
whole.

Energy Efficiency Prevents and Reduces Environmental Pollution

e [Efficient use of energy results in preservation of fimited and valuable natural resources such as
coal, ofl, and natural gas.

s FEnergy efficiency reduces demand for electricity from fossil fuel buming power plants that
produce air pollution coniributing to acid rain, smog, global warming, and mercury poisoning.

s« Energy efficiancy improves the health of Americans by reducing air pollutants such as nitrogen
oxides (NOy), sulfur dioxide (S0,), carbon dioxide (CO;), particulate matter, and mercury.

Enerqgy Efficiency Strengthens National Security

 Energy efficiency reduces the need fo import oil and consequently vulnerability to oil shortages
and price shocks in other parts of the world.

2 The Regulatory Assistance Project (RAP) will soon be publishing & guide explaining the mechanics of revenue regulation,
decoupiing, and the relevant policy issues. It is scheduled to be published in February and will Be available on RAP's Web site:
hitpAwvww .raponiing org.
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» Energy efficiency decreases demand on all components of the energy supply gfg%%vo?géwer lines,
transformers, pipelines, pumping stations, power planis, etc.), reducing the risk of failure of any
one segment.

Addressing Utility Economic Concerns Regarding Customer Energy Efficiency Programs

in the typical 10U system, the drive to earn profits and satisfy shareholders is a powerful incentive for
increasing electricity or natural gas sales. The disincentive to pursue energy efficiency created by the
direct refationship between profits and sales can be removed through the implementation of policy
mechanisms such as “decoupling” and “lost revenue recovery.” Once the throughput disincentive is
effectively removed, lost sales from improved customer energy efficiency will not cause 10Us to lose their
ability to recover their fixed costs and authorized rate of return. However, this arguably leaves an 10U
agnostic or neutral to energy efficiency as a resource option; while it no longer will lose revenues from
improved customer energy efficiency, it also will not earn a positive return on utility expenditures for
helping their customers become more energy efficient. There needs to be a positive financial incentive in
place to reward utility success at acquiring “energy efficiency resources” through programs to improve
customer energy efficiency, just as fraditional rate reguiation provides a positive rate of return for
investments in new generation resources and other system assets. In order to align the 10U system so
that energy efficiency is considered alongside other investment options, it must also be made profitable.
Shareholder incentive mechanisms for energy efficiency accompiish this. Effective shareholder incentives
put energy efficiency and supply-side investments (typically generation, transmission, and distribution---
those capital investments that constitute a utility’s "rate base”) on a comparable financial footing, enabiing
shareholders to earn a positive financial return from their efforts to improve customer energy efficiency—
not just their supply-side investments.

In an effort to align incentives to remove the existing bias against efficiency, and appropriately recognize
the benefits of energy efficiency, several policy mechanisms have emerged. The following section
discusses some of these mechanisms, inciuding “decoupling,” “lost revenue adjustment,” and
“shareholder incentives.”

Decoupling—This rate adjustment mechanism separates ("decouples™) a utility's revenues from the
amount of electricity or gas it sells. Under traditional regulation, recovery of fixed costs is based on
projected energy sales. If such sales are higher than projected, the utility will collect greater revenues,
effectively increasing utility profits. If such sales are lower (such as would be achieved through successful
customer energy efficiency programs), the utility will under-coliect revenues, thereby threatening their
ability to cover their fixed costs and decreasing profits. A decoupling mechanism addresses this problem
by adjusting the amount of revenues 10Us collect based on sales, to ensure that the utility does not
recover less than the fixed costs authorized by the regulator. With decoupling, revenues are “trued-up” to
actuai sales on a periodic basis. In a decoupled system, IOUs are not financially harmed ¥ their sales
decline because of efficiency improvements, nor are they rewarded if sales increase.

Lost Revenue Adjustment—This mechanism does not completely sever the link between revenue and
sales. Instead, a lost revenue adjustment mechanism permiis an IOU to recover revenues that were
reduced as a result of a successful energy efficiency program. Allowing lost revenue to be recovered
through a rate adjustment removes the utility disincentive o invest in efficiency. A lost revenue
adjustment mechanism can have several disadvantages compared to decoupling. First, estimating
savings from energy efficiency measures can be expensive and complex. These challenges can lead to
contentiousness between [QUs attempting to maximize shareholder returns and regulators, in addition,
while the disincentive to invest in energy efficiency is removed through this type of mechanism, utilities
that increase sales can still increase refurns.

Shareholder Incentives—While decoupling and lost revenue adjustment mechanisms mitigate or remove
the disincentive to promote customer energy efficiency, they do not necessarily provide parity for
efficiency expenditures as compared to other investment options. Typically, utilities are aliowed to earn
profits on investmenis in new supply through rates recovered over time. This creates an incentive for
utilities to invest in capital projects. In order to also make energy efficiency programs an attractive option
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for utility management, policymakers have adopted mechanisms that allow utilities 1§%8¥ 8 B?ofit from
their energy efficiency program activities. These mechanisms are referred to hersin as "shareholder
incentives." A variety of approaches for structuring shareholder incentives has been developed. For
analytical purposes, the shareholder incentive mechanisms used by states have been divided into three
general categories as follows:

»  Shared Benefits—-Shared benefits mechanisms allow utilities to earn some portion of the benefits
of a successful energy efficiency program with the ratepayers. For example, a utility may earn a
share of the positive difference in efficiency program spending and the value (benefits) of energy
savings achieved as a result the program.

*»  Performance Targets——Performance target incentives reward utilities for meeting energy savings
goals and other targets. For exampie, a utility may earn a percentage of efficiency program costs
for achieving pre-established energy savings goals.

" Rafe of Refurn—Rate of return incentives allow utilities to earmn a rate of return based on
efficiency spending or savings. For example, a utility may earn a rate of return for efficiency
investmentis equal {o the rate it earns for new supply capacity investments.

The remainder of this report focuses on examples of actual shareholder incentive mechanisms
implemented in a number of states around the nation.

PURPOSE OF THIS STUDY

Utilities that acquire energy efficiency resources are meeting energy demand of customers at a lower cost
to ratepayers and the environment than i they invest in new generating plants or other sources of suppiy.
For that reason, a number of states have chosen to put in place policy mechanisms that provide a
financial incentive for utilities to pursue customer energy efficiency. States have attempted to accomplish
this goal via a variety of shareholder incentive mechanisms. While the basic objective is the same, no
standard modef has emerged.

The purpose of this study is to review and describe a variety of state shareholder incentive mechanisms
that has been established. This information will provide an overview of the approaches that have been
employed and can be used to illuminate industry trends and practices. Using these results, and feedback
from industry experts, a number of conclusions can be drawn detailing what approaches have been
successful and unsuccessful in providing positive financial incentives for energy efficiency investments by
investor-owned utilities. These results can be used to help guide the deveiopment and adoption of future
mechanisms as well as to modify and improve existing mechanisms in order to maximize the
effectiveness of the policy and remove a fundamental regulatory barrier to utility investments in energy
efficiency.

Shareholder incentives are only part of the picture of removing financial barriers for increased utility
investments in energy efficiency. Shareholder incentive mechanisms can help to level the playing field
between investments in efficiency and new capital, but they do little or nothing to address the income that
is lost when a utility selis less electricity as a resuit of improving customer efficiency. Mechanisms such as
decoupling and lost revenue recovery have been employed to address these monetary iosses. Further,
utilittes incur costs to administer and provide energy efficiency programs to their customers. Such costs of
energy efficiency programs need to be addressed through cost recovery mechanisms.

METHODOLOGY

This project empioyed a wide variety of data collection methodologies inciuding direct surveys, review of
relevant legislation and regulatory rulemakings, review of recent industry literature, and review of the
American Council for an Energy-Efficient Economy’s extensive files and databases on utility-sector
energy efficiency policies and programs.
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Initial research resulied in the identification of states that have had a shareholder inceritive mechanism
available to 1OUs for af least a full year. Our goal was to focus on states for which there was likely to be
historical and current information availabie regarding the outcomes of the incentive in practice. We
identified 18 states that met this criterion.

After identifying the select group of states, we coilected defailed data on each state, relying heavily on
extensive document reviews at this stage of our research. The core objective was to identify the type and
structure of the incentive in the state as well as basic information regarding the history of the incentive
and data such as program spending, energy savings, and incentives eamed.

Following this initial research, we conducted interviews with key representatives such as staff at state
regulatory commissions, staff at participating utilities, and independent third parties such as
environmental and ratepayer advocates.

Using the above research, we compited individual state summaries of the incentive mechanisms, which
are inciuded in the appendix. The information coliected has been used to draw conciusions regarding
common practices and approaches across states. These conclusions are included in the Results and
Discussion sections of this report.

RESULTS

A variety of approaches for implementing a shareholder incentive have emerged nationally, but incentive
mechanisms can generally be classified as one of three broad categories. The mechanisms in the 18
states with shareholder incentives selected for inclusion in this report ("Profiled States”) fall into the
following broad categories:

Shared benefit—incentive is based on a share of the benefits from approved efficiency
programs (12 states®)

Performance targets—incentive is based on achievement of fixed energy savings targets
or performance goals (5 states™)

Rate of return—an increased rate of return is earned according to program spending or
savings (2 states)

*The incentive mechanism in Washington incorporates elements of both a shared benefit and 2 performance target
approach and has been counted under both above.

Figure 1 on the next page shows the 18 Profiled States by program type.

Separating the cause and effect of a single policy mechanism in the context of a complex, real-worid
system is extremely difficult. Data such as incentives earned and energy saved is often not available.
These factors make comparisons across programs challenging. However, a number of trends are
apparent and are summarized in the remainder of this section.

3 As we compieted this initial data collection process, it became evident that there was much less palicy and program activity, and
much less data avallable, regarding natural gas ulility energy efficiency spending and savings. As a result, we necessarily focused
our second stage data collection and analysis primarily on electric ufility energy efficiency policies and programs.

4 Energy savings data was not consisiently availabie and when it was availabie, comparisons across states were chalienging due to
differences in reporting. For these reasons this report does not address energy savings.

Efficiency and
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Figure 1: Profiled States by Program Type Page 12 of 62
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The national landscape with regard io efficiency is rapidly changing and increasingly utilities across the
nation are investing in improved efficiency. Figure 2 compares the national annual utility spending on
efficiency on a per capita basis for the years 2006--2009, and shows that average spending per perscn
has steadily increased in recent years, more than doubling in a four-year period,

As previousiy mentioned, there are a variety of policy mechanisms available for properiy afigning utility
incentives to encourage efficiency. Figure 3 compares the states that have implemented some form of
mechanism to align utility incentives with states that have no incentive mechanisms in ptace.” The resuits
are listed on a per capita basis for the vears 2006-2009. Figure 3 demonstrates that in states that have
attempted to properly align incentives fo encourage efficiency, utilities are spending significantly more per
person {o achieve efficiency improvements. Spending in states that have not attempted to align these
incentives has remained relatively flat between 2006 and 2008. In spite of a recent jump in spending in
2009, utilities in these states continue to spend less than half of what is spent in states that have
mechanisms in place to align incentives.

It is clear that efficiency spending by utilities is increasing nationally and it is significantly higher in states
that have adopted policy mechanisms to align incentives {o promote efficiency. ldentifying what, if any,
impact shareholder incentives have had as compared to other incentive mechanisms is more challenging.
Figure 4 shows per capita spending in four different groups of states:

® These twe groups of states can be identified using Molina et al, 2010, Table 2: “Summary of State Scoring on Utility and Public
Benefits Programs and Policies.”
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Figure 2: National Utility Efficiency Spending per Person® Page 13 of 62
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Figure 3: Utility Efficiency Spending per Person; States with Policy Mechanisms vs. No
Mechanisms
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*Includes both “Profiled” and “Policies Other” {see description below)

% Efficiency spending numbers through{')ut‘the remainder of this section are taken from a combination of data available through the
Energy Information Administration's Form 818, supplemented by ACEEE research.
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. National Average: All 50 states + the District of Columbia Page 14 of 62

. Profiled States: 18 states identified as currently having shareholder incentive mechanisms for
I0Us active prior to 2009. Many of these states have additional mechanisms in place to align
incentives such as decoupling or lost revenue recovery mechanisms.

. Policies Other. These are the states that have made some effort to align utility incentives to
encourage efficiency, but EXCLUDES the Profiled States. This group roughly approximates
states that have only adopted decoupling and/or lost revenue recovery mechanisms for either
gas or electric utilities.

. No Mechanisms: These are the states that have been |dentlﬂed as having adopted no
mechanisms for properly aligning incentives to encourage efficiency.

Figure 4 shows that in the years between 2006 and 2008 the raie of increased spending in Profiled States
outpaced all other groups. Between 2008 and 2008 the rate of spending spiked sharply in both states that
have not adopted an mcenhve mechanism and those that have adopted some mechanism, but not a
shareholder incentive.” While per capita spending has increased for all groups, the chart demonstrates
that spending remains significantly higher in Profiled States.

Figure 4: Utility Efficiency Spending per Person: National vs. States Grouped by Policy
Mechanism

| $16.00 -

| $14.00 -
I $12.00 - &= National Average

$10.00 - = Profiled States

$8.00 - =gz Policy Other
$6.00

$4.00 -

$2.00 -

$0.00

2006 20067 2008 2009 |

It is difficult, if not impossible, to atiribute dollar amounts of utility spending to a specific policy mechanism
and this report does not attempt to draw such conclusions. Figures 5 through 7 provide a high-level
comparison of utility spending on efficiency in Profiled States. Figure 5 compares per capita spending in
Profiled States with all other states. It is essentially a look at spending in states with an active shareholder
incentive prior to 2009 compared to the states that didn't have such a policy in place.,

7 There are & range of explanations for why spending by utilities in these two groups has increased so significantly during the 2008~
2002 time pericd. A number of those states have recently adopted statewide goals setting minimum efficiency savings targets. For
example, increased spending in Pennsylvania, which passed an energy efficiency resource standard at the end of 2008, accounts
for almost 80% of the increased spending in “N¢ Mechanism” states between 2008 and 2008, The recent impiementation of these
types of policies is a likely explanation for the dramatic spending increases in "Policy Other" states as well; however, a full analysis
examining this more recent irend is beyond the scope of this regort.
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Figure 5: Efficiency Spending by Utilities per Person: Profiled vs. All OthéPStanié?
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Figure 6 compares Profiled States with states that have adopted some form of policy mechanism to align
utility incentives to encourage efficiency, but not a shareholder incentive. This figure shows that among

states that have made efforts to properly align efficiency incentives, those with sharehoider incentive
mechanisms have substantially higher per capita utility spending.

Figure 6: Utility Efficiency Spending per Person: Profiled States vs, States with Other Policies
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In a significant number of Profiled States the shareholder incentive was either implemented or revised
during the 2008 to 2008 time frame.® Figure 7 compares changes in efficiency spending during the 2006

to 2008 time period, which reveals that spending increases in Profiled States increased at more than
double the rate of afl other states.

® The current versions of the shareholder incentive mechanism in Connecticut, Kentucky, and Wisconsin were adoptad prior to 2005,
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Figure 7: Percentage Increase in Efficiency Spending from 2006 to 389316 of 62
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These charts indicate what appears to be a strong correlation hetween higher spending by utilities and
the presence of a shareholder incentive. The infent of establishing shareholder incentives is to encourage
and reward utilities for successful customer energy efficiency programs. Our analysis of spending
indicates that enactment of shareholder incentives is associated with significant increases in energy
efficiency program spending. We have also found that many states have had immediate and substantial
increases in efficiency investment following adoption of an incentive.

In spite of the challenges of aggregating the impacts of a shareholder incentive mechanism, there are a

number of additional trends and patterns that emerged from the survey of Profiled States. Several are
listed below.

« When incentives are available, the experience thus far is that utilities have almost always earned
them. Further, when the available incentive falls within a range most utilities have earned at the
high end of the range. Occasionally a 1-2 year implementation period is needed before earning
incentives while efficiency programs are ramped up, but once programs are well-gstablished,
utilities have consistently earned close to the maximum incentive available.

e The average incentive earned is 10-11% of program spending.

e Most states have a cap on the incentive. The cap is most frequently based on a percentage of
program spending and ranges from 5% to 20% of program spending with an average of 12% to
13%. Alternatively, states cap the incentive as a percentage of program net benefits, a
percentage of savings goals, or at a fixed dollar amount.

¢ Most states with incentives also permit some form of renumeration to utilities from sales that are
lost due to decreased demand resulting from efficiency improvements. Both decoupling and lost
revenue recovery mechanisms are common; however, a number of states employ these
mechanisms on a pitot basis and not uniformly across utilities or sectors (gas and electric).

« The authority to impose penalties for a utility's failure to meet energy savings or spending goals is
more frequent in the Western United States. Penalties are included in the mechanisms for

10
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California, Idaho, and Washington. In our research we found no instances wharg Hetldities were
imposed,

General trends can be further divided according to type of program.

Shared benefit—States using a shared benefit approach often set the amount of the available incentive
as a share of net benefits. Net benefit calculations vary somewhat but are generally based on the
difference between the value of energy savings and costs. The value of energy savings are often based
on the avoided costs from reduced demand for electricity. Additional variables considered inciuded
program-specific valuations, weighted valuations, and cost effectiveness. in addition, some states include
separate calculation methodologies permitting earnings for programs where savings measurement is
particularly challenging (such as education and outreach). Of the states that have a shared benefiis
mechanism in place, the average maximum incentive that may be earned is approximately 11% of net
benefits. Incentive payments in shared benefit states averaged approximately 14% of program spending.
The fact that incentives are a higher share of program spending than net benefits implies that the average
benefit cost ratio of these mechanisms is greater than 2:1.

Performance target—The incentives available via performance target mechanisms are generally based
on a percentage of program costs with the percentage varying depending on how targets are met or
exceeded. Many of the performance target mechanisms are tiered and different earnings potentials are
available as a function of the perceniage of targets reached. Maximum available incentives range from
4.4% to 12% of program costs. On average, utilities earned incentives that were roughly equivalent to 6%
of program spending.

Rate of return—Only two states surveyed use a rate of return approach (Nevada and Wisconsin). in both
cases utilities earn an incentive based on efficiency investments. In Nevada, the rate of return is based on
a utility's debt to equity ratio and capitalized costs. In Wisconsin, utilities earn the same rate for efficiency
investments as they do for new capital investments. Neither program has a minimum savings threshold
tying the incentive to efficiency achievements though the Nevada program reguires spending to be cost
effective.

Tabie 1 lisis some of the basic elements of the sharehoider incentive mechanisms in the 18 Profiled
States.

? Some states {such as inois, Ohio, and Pennsylvania) have adopted mechanisms where only penalfies for missing savings goals
are imposed. Those appreaches are not addressed here,

1
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Table 1: Overview of Shareholder Performance Incentives in Profiled 8tgfc$0f62

States Type' Award T'}rrﬁ;;::d[ Cap Penalty
Arizona s 10% of net I:oérsgli:amum 10% of program No
benefits pending costs
requirement
$150 million per
_4 0
California SB gefe?tf net 85% of savings goal | year (reward)$150 | Yes
per vear (penalty)
-12¢ 0,
Colorado sB* gﬁn;fzitéo of net 81% of savings goal ggs/,:’:f program No
. 1-8% of program | 70% of energy 8% of program
Connecticut Pt costs efficiency goals costs No
. 15% of net 50% projected
Georgia SB benefits participation None No
. 1-5% of net 100% of savings 5% of net benefits;
Hawail SB benefits goals $4 miilion No
1-10% of net 7-11.7% of new 10% of program
daho S8 benefits homes in program benefits ves
10% of net 100% of savings 10% of program
Kentucky SB benefits goals costs No
3.75-5.5% of 75% of savings 5.5% of program
Massachusetts | PT pgrogram costs goals costs No
. 150% of savings
0,
Minnesota SB Sa;?gir?n gg:";f savings goals/30% of No
pending ¢ budget '
5% of DSM 5% of program
Nevada ROR equity’ No costs No
65% of planned
420 [
':ig‘:rvx shire PT 8rézr/grﬁfcosts savings and 1:1 cost lis/fsc}f ProgE No
P prog effectiveness
50-73% of net o . o
Ohio SB value of avoided 65% of savings 16% of program No
goals costs
costs
15% of program . .
Oklahoma SB costs or 25% of | No F ixed; $2.7 million No
. in 2010 _
net savings
125% for savings
0, H.,
Rhode Island PT 4.4% of program 60% of savings goal metric; $150,000 No
costs for performance
metric
1% of net o . o
Texas SB benefits- up to- 102% of savings 20% of program No
cap goals costs
. 5-100% of net 100% of savings 150% of savings
Washington PT/SB benefits goal goal Yes
. . Same as other
Wisconsin ROR investments No No No

'®This table is based on the state summaries in the appendix and represents a snapshot of programs in these states, It is not a
complete summary of all mechanisms at all utlities in these states.
' “Type” of mechanisms includes shared benefit (SB}, performance target (PT), and rate of return (ROR)
* Cotorade also has a fixed payment that is made for achieverment of 80% of savings goals (Pl). 20% cap applies to combined total

paymeant,
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DISCUSSION Page 19 of 62

The following discussion draws heavily upon interviews with indusiry experts. In order to encourage
interviewees 10 express their personal opinions, no statements or conclusions are attributed to specific
participants. A tist of interviewees is included at the end of this report.

Are Shareholder Incentives Working?

Attributing actual energy savings to a specific policy is very difficult to do and even harder to .compare
across states. Energy savings and use are dependant on a range of variables such as demand from
consumers, which fluctuates with changes, literally, in the weather. Changes in economic conditions,
environmental regulations, generation capacity, and fuel prices can all piay a role in how much energy is
used in a given area from one year to the next. These factors make it difficult to attribute energy savings
directly to any specific mechanism. Despite these difficulties in isolating the specific impacts of
shareholder incentives, most respondents feli that these mechanisms had influenced utility behavior in
their states. Respondents indicated that the ability to assign a dollar value to efficiency investments
significantly contributed to “buy-in® by corporate management. A majority of respondents felt that
incentives leveled the piaying field between efficiency investments and investment in new energy supply
capacity. This was described by some as “legitimizing” efficiency as an investment option. Several utilities
indicated that the incentive infiuenced pianning at the ulility, allowing treatment of efficiency as a long-
ferm investment strategy.

- in many cases respondents indicated that the shareholder incentive mechanisms motivated utilities fo
maximize the net benefits created from efficiency spending, i.e., to achieve the most cost-effective energy
savings available. Many states have attempted to ensure that incentive mechanisms encourage actual
and cost-effective energy savings by tying incentive earnings {o energy savings. However, there were
reports of efficiency spending that did not achieve effective savings, particularly when incentives were
based on spending instead of energy savings. In one example where utiiities could recover efficiency
program costs, but did not have a mechanism in place to address lost revenues, a respondent suggested
that a utility was intentionally investing in ineffective programs so that it could recover an incentive based
on efficiency spending without reducing sales.

The above example demonstrates the importance of addressing the barriers to efficiency
-comprehensively. States almost universally recognize the importance of allowing utilities to recover costs
for their investments; however, there is no consensus on the treatment of lost sales incurred by effectively
implementing efficiency. While a majority of states with significant efficiency programis include some
mechanism for accounting for lost sales, several states do not. Fractured treatment of efficiency makes it
difficult for regulators to see what the true .impacts of policies are, reducing confidence in the
effectiveness of the mechanism as well as regulators’ ability to make adjustments to the mechanism.

in addition to fully aligning efficiency incentives, several respondents indicated that a larger framework of
established policies supporting and encouraging efficiency is correlated with more successful sharehoider
incentive mechanisms. These respondents indicated that shareholder incentives in the context of a larger
framework, such as legislation or a state efficiency standard, can reduce controversy, help parties to
reach consensus, solidify regulatory authority, and provide regulatory certainty.

States that can see where and why the spending and savings are occurring have greater support from
regulators and stakeholders. One respondent described a report released that demonstrated the cost
effectiveness of the programs under consideration, which effectively provided comfort for concerned
stakeholders. Transparency is also improved when states address the muitiple barriers to efficiency
comprehensively as opposed to piecemesl. For example, in states where multiple ongeing rate cases
addressed different aspects of efficiency barriers it was difficult to understand the full impacts of policies.
In addition, when incentives are based purely on spending requirements with no reguirement for
achieving savings, there was a general discomfort among regulators as fo whether - utility motivations
were properly atigned with policy goals.

13
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How Should an Incentive Mechanism Be Structured? Page 20 of 62

As previously mentioned, states have indicated a strong preference for the shared benefits approach,
evidenced by the fact that this approach is by far the most commonly used shareholder incentive
mechanism. Performance target mechanisms are popular in the Northeast while rate of return
mechanisms are rare. '

There is no standardized approach for calculating incentives, although there are general frends. There is
a strong preference across respondents for mechanisms that tie the incentive to the effectiveness of
efficiency spending. Effectiveness of efficiency spending is incorporated into the incentive calculation in a
number of ways. For example, a benefit-cost test such as the Total Resource Cost test (or a Utility Cost
Test or a Societal Cost Test) is frequently used. A benefit-cost test measures the net costs of an
efficiency program as a resource option and compares them to the utility system “benefits” in terms of
costs that are avoided. These avoided costs may include avoided supply costs, or reduction in
transmission, distribution, generation, and capacity costs. A positive outcome of the benefit-cost
calculation yields a dollar valuation of the net benefits of an efficiency program. These net benefits are
then used to calculate an incentive payment. Incorporating such a test motivates utilities to invest in
efficiency programs that result in the greatest overall benefits so that they can maximize incentive
earnings. Conversely respondents indicated that when incentives are based on spending alone if's
difficult to ensure that energy savings are being achieved.

Almost all states set a cap on incentive earnings. The cap is most dften based on a percentage of
program spending and this approach was frequently supported by respondents. Caps generally ranged
from 5% to 20% of efficiency program spending. The average cap on incentives was approximately 12-
13% of total program spending. Some caps were also based on a percentage of savings targets, program
benefits, or as a fixed number. Caps are often triggered as utilities routinely earned the maximum (or
ciose o the maximum) available incentive payment.

States struggle with setting appropriate energy savings goals. Goals are informed by studies and/or past
experience and in some cases savings goals are based on projected energy savings potential, but these
estimates vary widely within states. in many cases there was littte or no information regarding the basis
for the targets. Some respondenis indicated that for mechanisms where performance metrics are used, a
portion of the incentive should be fied to several different metrics to encourage a variety of efficiency
investments. Respondents also recommended that savings goals be set to encourage innovation and
motivate utilities to exceed them. Respondents consistently felt that savings goals and incentive caps that
are too easily met invalidate the effectiveness of an incentive. Despite this concern, minimum savings
threshoids rarely prevented utilities from earning an incentive. In fact, with rare exception utilities routinely
earn incentives when available. Most states employ a minimum threshold of energy savings to trigger an
incentive. The minimum threshold of savings required to trigger an incentive payment ranged from 60% to
102% of savings targets with an average of 81%. These thresholds are not necessarily indicative of how
arduous savings goals might be. For exampile, in Texas where the minimum threshold for earning an
incentive requires achieving 102% of the savings target, the minimum threshold is consistently exceeded.
Meanwhite, in California, where the minimum threshold is 85% of savings goals, there is controversy at
times regarding whether this threshold has been met. This discrepancy is also due in part to the fact that
there are wide variations across states in terms of how net energy savings from energy efficiency
programs are measured.

Measurement and Verification of Energy Savings Is a Significant Challenge

Measurement and verification (M&V) of energy savings can be controversial. States use a variety of M&V
methods such as deemed savings, independent third party verifiers, evaluation protocols, and a true-up at
the end of the incentive cycle where actual experience is incorporated. Some réspondents claimed that
clarity regarding the methodologies used for making M&V caiculations at the start of the incentive cycle is

key. While an evolution of approaches over time has served some states well, changing approaches
during an incentive cycle has caused significant problems in states. It was also suggested that

14



Attachment COMM 1-6
ogket 284
Carrq% %@Q’H%%\}%%QE%@ Efficiency and
System Reliability Plan
October 5, 2011
establishing a dispute resolution method at the outset can reduce controversy wheR2#8&Y %BAflicts do
arise.

Attitudes Are important

Respondents generally reported that the success of a shareholder incentive mechanism was, in part,
attributable to larger overarching policy goals of the state. In particular, several respondents indicated that
legislation establishing efficiency as a priority helped to reduce controversy and align utilities and
regulators regarding the importance of improving efficiency savings. Several respondents indicated that
an established policy supporting efficiency from an authoritative body aided significantly in aligning the
views of all parties involved. Several respondents indicated that leadership from the state governor and
legislature made a significant difference in resolving controversy. Several respondents indicated that
adoption of a law setting efficiency goals or savings targets reduces the likelihood of opposition by
stakeholders and clarifies the authority and pricrities of commissions,

In states where there is substantial agreement that the mechanism had been successful, a fully
collaborative process where all stakeholders were involved in reaching a collective approach was often
very important. Success was hindered in some stales where regulators and utilities do not have a
cooperative refationship. Some regulators viewed utility input and activity with strong suspicion. Muitiple
respondents indicated that significant increases in utility investment in efficiency following adoption of an
incentive were viewed with suspicion. While the reasen for such suspicion varied, it was repeatediy staied
that significant shifts in spending behavior caused concern among some policymakers that the
sharehoider incentive was too generous. Several respondents stressed the importance of achieving
comfort ameng commission staff that the goals are not too easily achieved, Successful collaboration
among commission staff, utilities, and stakeholders was emphasized as key to reaching successful
targets and program “buy in” by all parties. '

Plugging in to Utilities: A Business Mode! Framework

A goal of shareholder incentives is to affect utility decision-making. it is no surprise to find that incentives
that were frequently described as achieving this goal also addressed a number of issues that utilities
typically face. For example, respondents frequently indicated that communicating about and valuing
energy efiiciency pose internal challenges for utilities. Several utility representatives indicated that the
ability to place a baseline dollar value on efficiency investments made the option more appealing to senior
management and engaged them in efficiency planning and decision-making in a more significant way.
One respondent described the mechanism as making efficiency “matter” to senior management; another
described it as “legitimizing” efficiency as an investment option for corporate decision-makers.

Regulatory certainty also aided in utility “buy-in” For example, many states bave struggled with
developing reliable approaches for measurement and verification of energy savings achieved as a result
of efficiency programs. In a couple of states, including California, the assumptions used for measuring .
energy savings were revised after an incentive cycle had begun. Utilities -made investment decisions
based on assumptions that were changed after the money was spent and before the incentive was
earned. Respondents emphasized the importance of establishing these metrics up front and
recommended the inclusion of a quick and inexpensive dispute resoiution mechanism for any problems
that may arise. Similarly, utilities struggle with accounting for costs and benefits associated with efficiency
programs. Both commission staff and utility representatives indicated that a cooperative working
relationship between reguiators and utilities aided in overcoming these obstacles.

In addition, the timeliness of program cost recovery was emphasized by severai respondents. For
example, ratemaking cases are often time consuming and can last a year or more. Incentive program
cycies ranged from a year to several years. There is often a disconnection between reimbursement for
program spending, accounting for lost sales and award of an incentive. This creates accounting
chaflenges for utifities, which are required to document and justify the flow of spending and revenues in a
coherent way to management and regulators. For example, one respondent indicated that a significant
delay in program cost recovery can invalidate the appeal of any incentive that might have been earned.
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This report examines state efforts and experiences with shareholder incentive mechanisms for utilities. A
goal of shareholder incentives is to affect utility decision-making and reward utilittes for successful
customer energy efficiency programs. Our research suggests that these policies are working.

Shareholder incentives influence Utility Behavior and Are Correlated with Higher per Person
investment in Efficiency Programs by Utilities

Utility industry regulators, staff, and stakeholders consistently indicated that shareholder incentives
mechanisms implemented in the 18 Profiled States had influenced utility behavior. A majority of
respondents feit that incentives leveted the playing field between efficiency investments and investment in
new energy supply capacity. Respondents indicated that the ability to assign a dollar value to efficiency
investments significantly contributed fo “buy-in” by corporate management, making efficiency more
appealing as an investment option and engaging senicr management in efficiency ptanning and decision-
making in a more significant way. Several utilities indicated that the incentive influenced planning at the
utility, allowing treatment of efficiency as a long-term investment strategy.

In addition o the feedback of industry experts, we found a correlation between states that have
implemented shareholder incentive mechanisms and increased spending on efficiency as compared to
states that have not implemented such policies. In states that have attempted to properiy align incentives
to encourage efficiency, utilities are spending significantly more per person io achieve efficiency
improvements as compared to states with no such policies in place. However, our research indicates that
even when compared to siates that have attempted 1o align incentives o encourage efficiency through
such mechanisms as decoupling or lost revenue recovery, per capita spending is notably higher in states
that have adopted a sharehoider incentive mechanism. We also found that many states have had
immediate and substantial increases in efficiency invesiments following adoption of an incentive. While it
is of course not possible to establish causality in this type of observational study, and many other factors
(including legislative and regulatory directives) influence energy efficiency spending levels, it is
noteworthy that enactment of shareholder incentives is associated with significant increases in energy
efficiency program spending. It would at least appear that having a shareholder incentive mechanism in
place is a useful component in achieving a larger energy efficiency effort.

Lessons from Successful Shareholder Incentive Policies

Several common elements of successful shareholder incentive mechanisms have been identified. There
was repeated emphasis on the need fo for a larger framework of established policies supporting and
encouraging efficiency. Shareholder incentives in the context of a larger framework, such as legislation or
a state efficiency standard, can reduce controversy, heip parties to reach consensus, solidify reguiatory
authority, and provide regulatory certainty. Fractured treatment of efficiency makes it difficult for
regulators to see what the true impacts of policies are, reducing confidence and the ability to adjust
mechanisms appropriately. States that can see where and why the spending and savings are- occurring
have greater support from regulators and stakeholders. Transparency is also improved when states
address the muitiple barriers to efficiency comprehensiveiy as opposed to piecemeal. Additiona) factors
identified as contributing to a successful poiicy include:

+ Linking the incentive to utility achievements, States have most often used a shared benefits
approach, though performance target mechanisms are popular in the Northeast.

+ There is a strong preference for mechanisms that tie the incentive to the effectiveness of
efficiency spending, rather than the amount of spending.

+ There should be a cap on the incentive. Most often the cap is based on a percentage of program
spending and ranges from 5% o 20% of program spending with an average of 12% to 13%.
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Savings goals should be set to encourage innovation and motivate utilities “fo ‘excesd them,
Savings goals and incentive caps that are too easily met invalidate the rationale for an incentive.

Regulatory certainty aides in utility "buy-in.” For exampie, clarity regarding the methodologies
used for making M&V calcuiations at the start of the incentive cycle is important.

Timeliness of program cost recovery is also important. A delay in cost recovery can invalidate the
effectiveness of an incentive from the utility perspective.

17



Carrots for Utilities, © ACEEE

Attachment COMM 1-6
Docket No. 4284

18

In re: 2012-2014 Energy Efficiency and
System Reliability Plan

October 5, 2011

Page 24 of 62



Attachment COMM 1-6
4284
Carrgfs ,Icgﬁ,}m%% AREEE Efficiency and

System Reliability Plan
October 5, 2011

P 25 of 62
BIBLIOGRAPHY age o0

[ARRA] American Recovery and Reinvestment Act of 2009. 2009. Public Law 111-5. Section 410.
tipwww.gno.govifdsys/pka/PLAVW- 111 publb/content-detail htmi,

Friedrich, Katherine, Maggie Eldridge, Dan York, Patti Witte, and Marty Kushler. 2009. Saving Energy
Cost-Effectively: A National Review of the Cost of Energy Saved Through Utility-Sector Energy
Efficiency Programs. Washington, D.C.: American Council for an Energy-Efficient Economy.

Institute for Electric Efficiency. 2010. State Energy Efficiency Regulatory Frameworks. Washington, D.C.:
Instituie for Electric Efficiency.

Kushler, Martin, Dan York, and Patti Witte. 2006. Aligning Utility Interests with Energy Efficiency
Objectives: A Review of Recent Efforts at Decoupling and Performance Initiatives. Washington, D.C.:
American Coungcil for an Energy-Efficient Economy.

Laitner, John A. “Skip,” Rachel Gold, Sieven Nadel, Therese langer, R. Neal Elliott, and Daniel
Trombley. 2010. The American Power Act and Enhanced Energy Efficiency Provisions: Impacts on
the U.S. Economy. Washington, D.C.: American Council for an Energy-Efficient Economy.

Maggie Molina, Max Neubauer, Michae! Sciortino, Seth Nowak, Shruti Vaidyanathan, Nate Kaufman, and
Anna Chittum. 2010. The 2010 State Energy Efficiency Scorecard. Washington, D.C.: American
Council for an Energy-Efficient Economy.

Prindle, William, R. Neal Elliott, and Anna Shipley. 2006, Impacis of Energy Efficiency and Renewable
Energy on Natural Gas Markets in the Pacific West. Washington, D.C.. American Council for an
Energy-Efficient Economy.

Shirley, Wayne. 2008. “Overview of Utility Incentives.” Presentation to the Kansas Corporation
Commission Energy Efficiency Incentives Workshop. Montpelier, Vi.: Regulatory Assistance Project.

Shirley, Wayne, Jim Lazar, and Frederick Weston. 2008. Revenue Decoupling Standards and Criteria: A
Report to the Minnescta Public Utilities Commission. Mantpelier, V.. Regulatory Assistance Project,

Wilson, John D., Tom Franks, and J. Richard Hornby. 2010. “Seeking Consistency in Performance

Incentives for Utility Energy Efficiency Programs.” In Proceedings of the ACEEE 2010 Summer Study
in Buildings. Washington, D.C.; American Council for an Energy-Efficient Economy.

19



Carrots for Utilities, ® ACEEE

Attachment COMM 1-6
Docket No. 4284
In re: 2012-2014 Energy Efficiency and

CONTACTS

Jim Wontor
Barbara Keene
Audrey Chang
Peter Milier

Gene Rodrigues

Howard Geller
Keith Hay
Stephen Bruno
John Sibley
Dean Harless
Estrella Seese
Tirm Tatum
Lynn Anderson
Geoff Young
Dick Stevie
Tim Woolf
Linda Taylor
Phyllis Reha
Angeia Kline
Steven Wiel
Larry Holmes
Julio Aguirre

Meredith Hatfield

CIiff Below

Wilson Gonzalez
Gary Marchbanks

Jamie Howland
Kate Roberison
Jay Zarnikau
Theresa Gross
Carol Stemrich

Chrisiopher Davis

System Reliability Plan
October 5, 2011
Page 26 of 62

Arizona Public Service

Arizona Corporation Commission

California Energy Efficiency Industry Council
Natural Resources Defense Council
Southern California £dison

Southwest Energy Efficiency Project
Colorado Public Utilittes Commission
Connecticui Light and Power Company
Southeast Energy Efficiency Alliance
Southern Company

Hawali Department of Business, Economic Development and Tourism
idaho Power

idaho Public Utilities Commission
Consultant

Duke Energy

Massachusetis Department of Public Utilities
Fresh Energy

Minnesota Public Utilities Commission
CenterPoint Energy

Collaborative Labeling and Appliance Standards Program
NVEnergy

Public Utilities Commission of Nevada

New Hampshire Office of Consumer Advocate
New Hampshire Public Utilities Commission .
Office of the Ohio Consumers’ Counsel
Oklahoma Gas & Electric

Environment Northeast

Environmental Defense Fund

Frontier Associates, LLC

Public Utitity Commission of Texas
Wisconsin Public Service Commission
Minnesota Office of Energy Security
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Attachment COMM 1-6
Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

October 5, 2011

Page 62 of 62

95

"$SA(jUS0U] 8oueLLiopad
JO UOISIaA JUS091 JSOW By Jopun saiin /eujo woly siesodoud ou uesq aiey alal Ihg ‘sasea ajel iiey) Jo Led se saajueow asodoid Aew san

‘BNss| sy} panjosas Alnn
ay} pue sweaboud Aousioyle ABlaua spimalels auyj jo siojessiuilipe welboid sy usemiag diysisuned v uonadwos o) pol yolum ‘swelboid asaly
tgaMIBg LCHEUIPIO0D 3[lll| sem amsul Ajeniu) weliboid ueol T-4A 91 SB SIBWOISND 0) sadinlas iejus Alaa Buipinold weiboid spimalels e papun)
sey Asuow siy) ooz soug surelboud Aousoye ABieus apmaleis 0] senuoasl Buneledo 1o o4z | SINQUyUOD O] painbal aie salymn ‘00T 10 SY

"M AQ Aousioyle ABlaua Ul sjusLUysaAUl JueoLIuBs o) paj
SeY WSIWEeydSLW auy) alewiss siapjoyayels swos ‘welboid sifl ybnoly pejsasul Jejjop AlSAe UO winjel B pasjueient s| 1dan @sneasg siswiolsno
{elISNpU pue fepsswiwod o] paplaoad weiboid ueo) 1sessiul Mol B ‘wsiueyoatl ay) Jopun weiboid aiBuis e Ao ssieiado (dAA paAsILdE
sbuiaes ABssus jo junowe ay) Jo ssajpiebal sjuslulseAul ADUSIDILS U0 UINISl B SBAIB0S TTdAA "Slusuiseaul |2iides o) ssop ) SB sainsesw
Aausioiys ABleus poacidde Ui sjuswiseAll UO uinidd jo sjel swes ay) peaeoal sey {(TdM) BT 9 1amod UISUDDSING ‘S.0861 @18] ay] aouIg

AHVILINNS ZALLVHYYN
paAsiyoe sjoeloud jejides 146
sBuiaes  Jo nowe J0} sB SWUSBLWISSAUL | ¥ Jomod
ay) Jo ssepiebel Kousioye | wisuoosipy | wingal
sjuBW]SBAL uo paules s wmal | —seb pue 0
VN YN N VN ON | paea! [g uo wnal v _ SUON | JO 9Bl suwes sy ol1198[d a1y
1809 premy saAnluady
is0D Puuieg
JO Y% Se | poAeg [sBuitsen | sepjeuad | ainjaniig 2ARUSIU| uonduosag adoog Koljod
piemy | ABisug ieloL lemaoys 40} Buntag
wsa 10 1o0i4 Yebie]

NISNOOSIM

FAADV © 'serinN loj sjoued




The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-7

Request:

The Company states on page 37 of the Plan that the incentive mechanism would be in effect
for three years. Does this mean that the mechanism would not be subject to regul atory
review until 2015?

Response:

The statement on page 37 of the Plan that the mechanism would be in effect for the entire
three year period refers to the fundamental design of the incentive mechanism, such that the
target incentive would be set as a percentage of the spending budget and that it would be
earned for meeting annual energy savings goalsin each year. Thisfundamental designis
proposed to be in place for the three-year period. However, the spending budget, the savings
goals, and the incentive percentage would be part of the Company’s annual program plans,
which are subject to Commission review and approval each year.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-8

Request:

On page 38 of the Plan, the Company states that it will review the incentive percentage
annually. Doesthe Company intend to share the results of this review with the Commission?

Response:

The incentive percentage would be presented in the Company’s Energy Efficiency Program
Plans each year and submitted to the Commission for its review and approval.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-9

Request:

P ease describe “the Rhode Island plan” referenced on Page 37 of the Plan.

Response:

The reference is to the Company’ s Energy Efficiency Program Plan.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-10

Request:

Please explain exactly how the 10% incentive of outside funding will be implemented since
the lowering of the EE Program Charge would not be confirmed until after the funding is
secured.

Response:

The Company expects that in most cases the Energy Efficiency Program Charge (EEPC) for
any given year will have been established before the outside funding is secured. Therefore,
the securing of funding in a particular program year will affect the EEPC for the following
year. However, since the proposal is that eligible outside funding would be applied to the
Company’ s energy efficiency programs for the then current program year, the incentive
would be earned at the time the funds are received: 90% of the funds will be put toward
energy efficiency programs and the remaining 10% will be given to the Company as an
incentive for having secured the funds.

For example, the Company isfiling its Energy Efficiency Program Plan (EEPP) for 2012 on
November 1, 2011, including a proposed EEPC for 2012, and it expects a Commission
decision on the Plan before the end of 2011. If so, the EEPC will be set for 2012. The
Company will work in 2012 to secure outside funding. If funds are secured, received, and/or
disbursed in 2012, thiswill be reflected in the funding plan for the 2013 EEPP, which would
show the impact of the outside funding on the proposed EEPC for 2013.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-11

Request:

Does there have to be a nexus between the outside funding and lowering of the EE Program
Charge in order for the Company to achieve its 10% incentive? If so, how will that nexus be
drawn?

Response:

The Collaborative and the Council (as indicated by its support of the three year plan) agree
that the outside funds must lower the EE Program Charge in order for the Company to earn
the 10% incentive. However, the incentive is focused on the securing of the outside funding,
not on the exact amount of the impact on the EEPC for the upcoming program year.
Therefore, the incentive will be earned when the funds are obtained. The lowering of the EE
Program Charge will be shown in the funding plan of the next year’s EE Program Plan.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-12

Request:

Will there be areconciliation of projected versus actual lowering of the EE charge, and if so,
how will that reconciliation impact the 10% incentive, if at all?

Response:

There will be no actual reconciliation of the EEPC during the program year in which the
funding is obtained. The magnitude of the impact of outside funding on the EEPC will be
determined and shown in the next year’s EEPP and will be affected by the sales forecast for
the coming year. See response to Commission 1-11.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-13

Request:

In reference to the proposed sharehol der incentive mechanism, on page 38, the Company
states that it would receive 10% of outside funding “ subject to the definitions and limitations
prescribed.” Please provide the specific types of definitions and limitations envisioned by
this statement. If the Company intends to provide the specific definitions in the annual
budget filing on November 1, 2011, please provide at least some description of the
“limitations” envisioned for the 10% incentive for outside funding.

Response:

Some of the limitations envisioned for the 10% incentive are as follows:

o If the collection of an incentive on the outside funding is inconsistent with the
requirements or criteria of afunding agency,

e OQutside funding cannot come from customer surcharges,

e No incentive on funds received from known outside funding sources such as RGGlI,
FCM, current ARRA projects including Deliverable Fuelsand EDC LC&| Finance,
and

e Outside funding must be used in away that lowers the EEPC.

Further details regarding these limitations are anticipated in the 2012 Energy Efficiency
Program Plan.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-14

Request:
Pleaseidentify al other jurisdictionsin which electric and/or gas utilities are allowed an

incentive for securing outside funding for energy efficiency, and for each such jurisdiction,
please include the percentage of outside funding allowed as an incentive.

Response:

The Company is not aware of other jurisdictions that offer a percentage of outside funding as
an incentive for securing that funding.

Prepared by or under the supervision of: Jeremy Newberger



The Narragansett Electric Company
d/b/aNationa Grid

Docket No. 4284

In re: 2012-2014 Energy Efficiency and

System Reliability Plan

Responses to Commission Data Requests (Set 1)
Issued on September 29, 2011

Commission 1-15

Request:

Referring to page 38 of the Plan, please cite specific examples of “requirements or criteria’
of afunding agency that would be “inconsistent” with the 10% incentive for outside funding.

Response:
A funding organization or agency may specify that 100% of the funds granted must be

directed to the intended use (i.e., energy efficiency), which may restrict allocation of a
percentage of those funds for a shareholder incentive.

Prepared by or under the supervision of: Jeremy Newberger





