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The Regulatory Assistance Project (RAP)

We are a global, non-profit team of experts focused on the 
long-term economic and environmental sustainability of 
the power and natural gas sectors, providing assistance to 
government officials on a broad range of energy and 
environmental issues.
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About RAP – US 

RAP provides technical and policy support at the federal, 
state and regional levels, advising utility and air regulators 
and their staffs, legislators, governors, other officials and 
national organizations.

We help states achieve ambitious energy efficiency and 
renewable energy targets and we provide tailored analysis 
and recommendations on topics such as ratemaking, smart 
grid, decoupling and clean energy resources. RAP publishes 
papers on emerging regulatory issues and we conduct state-
by-state research that tracks policy implementation.

3



Topics Covered

• Alternative Ratemaking: Performance-Based Rates

• Ratemaking Structures that Encourage Energy Efficiency

• Incentives for Energy Efficiency
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Alternative Ratemaking: Performance-Based Rates
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Alternative Ratemaking and Performance 
Based Rates 

• All regulation is incentive regulation. An 
important skill for regulators is to 
understand what incentives are created by 
any particular regulatory scheme and to 
design a scheme that best serves the 
desired objectives.
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Alternative Ratemaking and Performance 
Based Rates 

• Used to provide an incentive or reward to the utility for moving in a 
public policy direction      

– Not necessarily consistent with utility business plan

• Different approaches for the regulator seeking to change utility 
behavior:

– Price-cap mechanisms set a trajectory for prices, leaving the firm to 
find economies; 

– Revenue-cap mechanisms that seek to provide predictable revenues 
independent of sales volumes; 

– Others are tied to specific metrics of service quality, reliability, and 
environmental performance.

– Penalties and bonuses (Rate of Return)
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Alternative Ratemaking and Performance 
Based Rates 

• Shift from a strictly investment-plus return framework to one that 
encourages behavioral changes. 

• Create metrics that measure and reward desired performance that 
motives management to innovate, control costs, or otherwise 
improve activity.

• Performance incentives can be designed to provide bonuses to staff 
for reaching goals, as an example of a mechanism to make 
performance incentives meaningful. 

• Provides more rational allocation between risks and rewards. 

• Performance goals and associated metrics could be structured over a 
period of time and include milestones toward the achievement of 
certain longer-term objectives
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Alternative Ratemaking and Performance 
Based Rates 

• Dimensions of Performance are:

– Reliability

– Safety

– Customer Satisfaction

– Financial Health

– Cost Containment – economic efficiencies

– Plant Performance

– Innovation 

– Asset Management 

– Encouraging Investment in Distributed Generation and Energy 
Efficiency
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Rate-Making Structures that Encourage Energy 
Efficiency

Decoupling
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Throughput Incentive: Decoupling

• A method of adjusting utility rates (prices) between rate 
cases to account for changes in sales volumes. Most 
decoupling mechanisms contain a method to update 
allowed revenues for customer growth and/or attrition 
factors.

• Goal is to eliminate the “throughput incentive.”
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Decoupling

• Decoupling is designed to address the throughput incentive by 
breaking the link between utility sales and revenue

• Supporting decoupling, the Commission in a rate case proceeding 
determines the distribution revenue requirements which become the 
basis for determining the revenue the utility will receive in rates.

• Decoupling enables a rate design that continues to send price signals 
through volumetric charges and does not burden rate design with 
the challenge of producing adequate revenue

• At the end of an agreed upon period, the utility’s authorized revenue 
requirements are measured against actual revenues

• Rates are then reconciled to allow utility to recover (positive or 
negative) the difference between revenues authorized and revenues 
received
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How Decoupling Works
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Target Revenues $10,000,000

Test Year Unit Sales 100,000,000

Price $0.10000

Actual Unit Sales 99,500,000

Required Total Price $0.1005025

Decoupling Price "Adjustment" $0.0005025

Periodic Decoupling Calculation

From the Rate Case

Post Rate Case Calculation



Pennsylvania Act 129 of 2008

States as follows:

The utility “may not include decreases in revenues 
of an electric distribution company due to reduced 
energy consumption or changes in demand.”

Without a change in law (recommended if possible) 
utilities cannot recover lost revenues through 
decoupling or a lost revenue adjustment mechanism

This creates greater importance on incentive 
mechanisms to motivate Energy Efficiency
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Decoupling Rate Adjustments Have 
Generally Been Very Small
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Source:  Lesh, 2009



How Changes in Sales Affect Earnings: 
Why Decoupling Matters

12.31%11.88%$11,076,180$1,176,180$1,809,5081.00%

13.61%23.76%$12,252,360$2,352,360$3,619,0152.00%

14.92%35.64%$13,428,540$3,528,540$5,428,5233.00%

16.23%47.52%$14,604,720$4,704,720$7,238,0314.00%

17.53%59.40%$15,780,900$5,880,900$9,047,5385.00%

11.00%0.00%$9,900,000$0$00.00%

4.47%-59.40%$4,019,100-$5,880,900-$9,047,538-5.00%

5.77%-47.52%$5,195,280-$4,704,720-$7,238,031-4.00%

7.08%-35.64%$6,371,460-$3,528,540-$5,428,523-3.00%

8.39%-23.76%$7,547,640-$2,352,360-$3,619,015-2.00%

9.69%-11.88%$8,723,820-$1,176,180-$1,809,508-1.00%

Actual ROE% ChangeNet EarningsAfter-taxPre-tax
% Change 
in Sales

Impact on EarningsRevenue Change



Utility Incentives
• The goal of incentives, where approved, is to 

encourage utilities to engage in energy efficiency, 
generally beyond what would represent normal 
or compliant performance 
– The concept is to make it an organic part of the utility 

business plan

• Incentives offer an additional revenue source for
utilities and are added to rates in consideration 
for the added value the performance gives to 
customers
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Types of Incentive Mechanisms

• No Incentives – Supported by some consumer 
groups (residential and/or industrial) concerned 
about higher rates

• Shared Net Benefits – Utility receives a share of 
the deemed net resource benefit for the life of 
the measure or some other designated period of 
time
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Types of Incentive Mechanisms (cont’d)

• Program Cost Bonus – Utility receives a share of 
the annual portfolio’s program administrative 
and measure incentive costs.  This is usually tied 
to achievement of a target or goal which can be a 
savings goal or a market transformation goal, for 
example.

• Bonus ROE – Utility receives an additional rate 
of return on the capitalized investment in energy 
efficiency
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Design of Incentive Mechanisms

Frequently, incentive mechanisms contain a 
performance component so that higher energy 
efficiency levels produce higher returns for the 
utility.  See example below:

No incentive for less than 100% of goal 

Incentive level set at 7.5% for 101-107.5% of goal

Incentive level set at 10% for 107.6-114% of goal

Incentive level set at 15% for exceeding 115% of 
goal

Note: penalties may be added for bad performance.
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Proposed Incentive Mechanism in Arkansas
Based on 3 Year Budget of $120 Million

Performance Level % of Net Benefits 
Achieved 

% of Budget Available 3-Yr Available 
Incentive 

Threshold 80% 4% $4.8 million 

Target 100% 6% $7.2 million 

Exemplary Cap 120% 8% $9.6 million 
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Adopted Incentive Mechanism in Arkansas

• Incentive is based on annual achievements as opposed to 3 
year cycle.

• The Commission retained the original proposal to set the 
upper end of the performance zone at 120 percent; to cap the 
incentive at the sliding scale between 4 percent and 8 percent 
of program budgets so that the incentive is capped at:

o 4 percent of budgets for 80 percent achievement; 

o 5 percent for 90 percent achievement; 

o 6 percent for 100 percent achievement; 

o 7 percent for 110 percent achievement; and, 

o 8 percent for 120 percent achievement). 
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Pennsylvania Law on Incentive Mechanisms

• There is nothing in PA law allowing incentive payments

• No utility has requested incentives

• Consider changing PA law to give Commission the 
discretion to develop incentive payments with in put 
from stakeholders

• Consider whether performance metrics could be used to 
send signals and reward utilities for meeting public 
objectives.

• Could incentives be tied to rate of return?
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Related RAP Publications

• Energy Efficiency Cost-Effectiveness Screening (2012) 
www.raponline.org/document/download/id/6149

• US Experience with Efficiency As a Transmission and Distribution System 

Resource (2012) http://www.raponline.org/document/download/id/4765

• Valuing the Contribution of Energy Efficiency to Avoided Marginal Line Losses 
and Reserves  (2011) www.raponline.org/document/download/id/4537

• Preparing for EPA Regulations (2011) 
www.raponline.org/document/download/id/919

• Incorporating Environmental Costs in Electric Rates (2011) 
www.raponline.org/document/download/id/4670

• Clean First: Aligning Power Sector Regulation With Environmental and Climate 
Goals  www.raponline.org/document/download/id/12

• Integrating Energy and Environmental Policy (2013) 
www.raponline.org/document/download/id/6352
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About RAP

The Regulatory Assistance Project (RAP) is a global, non-profit team of experts that focuses on the long-term 
economic and environmental sustainability of the power and natural gas sectors. RAP has deep expertise in 
regulatory and market policies that:

 Promote economic efficiency
 Protect the environment
 Ensure system reliability
 Allocate system benefits fairly among all consumers

Learn more about RAP at www.raponline.org. 

jmigden@raponline.org

614-330-2080

http://www.raponline.org/
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