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Introducing RAP and Rich 

• RAP is a non-profit organization providing 
technical and educational assistance to 
government officials on energy and 
environmental issues. RAP Principals all 
have extensive utility regulatory 
experience. 
– Richard Sedano directs RAP’s US Program. 

He was commissioner of the Vermont 
Department of Public Service from 1991-2001 
and is an engineer. 
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There remains a significant gap in US 
between energy efficiency investment 
compliance and economic potential requiring 
innovation 

To what extent can utility financial 
motivation close that gap? 

How can states make progress to align utility 
financial motivations with state energy goals? 
          



Performance Incentives for  
Utility-Administered Energy Efficiency 

• Current Practice:  3 EE Shareholder 
Incentive Models 

– Shared Savings 

– Performance Bonus 

– Return on Equity Bonus 



Shared Savings 

• Experience 
– Many states: CA, … 

• Features 
– Utility credited with a share of savings value 
– Cap on savings award 
– Savings start at x% of target (50<x<100) 

• Pros 
– Motivation to save every kWh 

• Cons 
– Motivation to inflate savings 
– Pressure on Measurement 



 

California Shared 
Savings Plan 2007 



Performance Bonus 

• Experience: MA, RI, third party 

• Features 
– Specific award for hitting a target 

– Multiple targets (performance indicators) 

• Pros 
– Motivation to exceed targets by amount equal 

to potential measurement error 

• Cons 
– Setting targets is hard 



ROE Bonus 

• Experience: Nevada (abandoned) 

• Features 
– $ spent is rate based (like capital), return for 

these accounts increased by 100 – 500 basis pts. 

• Pros 
– Simple  

• Cons 
– Rewards spending not savings 

• Can be improved with performance triggers 



Rate-basing Energy Efficiency  
is Not a Motivating Incentive 

• Allow utilities to rate base and recover energy 
efficiency costs over time 
– With a return on the unamortized balance 

• No motivating incentive to do energy 
efficiency 
– There is a contribution to earnings, but no more 

than the utility gets for installing a utility pole 

– An incentive should elevate the priority of the 
expense above other expenses 



Status of Incentives          

• Current models are good, value-based  

– Still looking for “better” and “best” 

– Fit better into regulatory system 

– More targeted motivation of administrator 

• Resolve “CFO – chief resource officer” struggle 

– Need to better address multi-year planning 

– Need to address vexing issues 

• Clear that an “avoided profits” approach as 
Duke proposed is not acceptable  



Possible Improvement --  Tiered Return 
Rewarding Publicly-Favored Clean Energy  

 

• ROE calculation in a rate case is based on 
multiple methods creating a range 

– The range is generally 50 – 100 basis points 
(0.5 – 1.0 %) 

9.5% 10.5% 
Discounted Cash Flow 

Capital Asset 
Pricing Model 

Risk Premium 

Comps 
with other 
utils. 

Generic Example of Utility ROE Calc 



With a Range How Does the Regulator 
Decide? 

 

• Regulators often find sense in the middle 

9.5% 10.5% 10% 



Use the Range to Reward Performance for 
Energy Efficiency (and other Clean Energy) 

• Using the middle as a starting point 

– Regulators can create a range of opportunity 
for rewards and penalties 

– In the proper magnitude (10-30 b.p.) 

9.5% 10.5% 10% 



Calibrating Performance and Reward 

Performance 
level relative 
to targets 

ROE bump 
 (basis points) 

ROE 
Result 

Less than 80% -10 9.9% 

80% to 100% 0 10% 

100% to 110% +10 10.1% 

110% to 120% +20 10.2% 

Adjustment can be implemented with a true-up of the ROE 
without the need for a new rate case for instant effect after 
performance period results are available 



Justifying (rationalizing?) an ROE Bump 

• JD Power research finds consumer satisfaction linked to clean 
energy deployment.  Plus, there are many public benefits from 
RE and EE – health, energy security, environment, etc.  

• Return on equity for utilities is an art, not a science.  3-4 
methods are used for a range and the PUC can justify anything 
within that range. PUC can use flexibility within that range to 
reward behavior.  

• Consumer advocate concerns must be considered – rates 
important but not the only concern –cap reward, add a 
portfolio of performance standards important to consumers  

• Incentive doesn’t need to be huge.  CEOs try hard for small 
rewards, but beneficial effects accompany an EPS impact. 



Justifying (rationalizing?) an ROE Bump 

• The public wants the utilities to do a good job and will 
pay something for that 

• Encourage the PUC to manage expectations 

• Motivate, but be judicious and coherent 

• Performance follows the cheese 



Multi-Year Goals 

• Promotes long term planning and market 
transformation 

– Roll over yr 1 and 2 results 

– Rewards at the end of multi-year period 

– Both annual and cumulative rewards 



Cautions 

• Paying too much 

– Utilities tend to respond to incentives 

– Front page test on total 

• Keys: % of total savings, effective ROE increase 

• Measuring savings 

– Utility sense of entitlement 

– Attribution to utility efforts 

• Measuring “spillover” effect on society 

 



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 

Rich Sedano, rsedano@raponline.org 


