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1.  Summary of Regulatory Model
	Regulatory Elements:
	Description:

	Customer-facing, grid-facing or both
	Both.  While the Utility of the Future Framework was developed in response to the Department’s Notice of Inquiry in D.P.U. 12-76 concerning the modernization of the electric grid, the framework should apply to all utility spending and not just spending associated with grid modernization investments and business practices.

	Rationale for, or summary of, model
	To encourage cost-effective grid modernization (GM) efforts, this regulatory model utilizes forward-looking and performance-based ratemaking elements.  
The process is initiated by the utility filing a forecasted, multi-year rate case that includes its proposed capital and operational expenditures including those associated with its GM plan.  The DPU reviews and approves (1) the investment plan, of which GM is a part, if found to be cost-effective as defined herein, and (2) the resulting rates if found to be just and reasonable for providing safe, reliable service to customers.  Based on the utility’s implementation plan, an annual schedule of base rates is developed to recover approved capital and operational expenditures.  
During an annual review process, variances between planned and actual capital expenditures must be explained by the utility.  A Capital Reconciliation Mechanism is used to adjust annual base rates on a going-forward basis to reflect DPU-approved variances in capital spending.  Operational costs reflected in base rates are adjusted annually using an approved, forward-looking formula that considers inflation adjusted for productivity.   
Base rates are also adjusted annually pursuant to DPU review of performance, including service quality metrics that give utilities the incentive to improve performance and service quality. 

	Regulatory Oversight:
	

	Utility pre-implementation filing requirement
	Elements of the capital investment plan filed by the utility with the DPU should include:  a description of the purpose and scope of the plan, an explanation of how the plan is consistent with the GM values and objectives adopted by the DPU as a result of the Docket 12-76 Final Report, itemized benefits and costs with supporting documentation, benefit-cost analysis, cost recovery proposal, class ratepayer impact analysis, and implementation plan.  If the capital investment plan includes deployment of more advanced metering that accommodates time-based rates, an analysis, and if appropriate, a proposal for time-varying rates for basic service that addresses each function of service (e.g., customer, distribution, transmission, generation), including a plan for low-income customer protection, should be filed as well.

	Regulatory review and approval of filing
	The DPU reviews and holds a proceeding on the utility’s filing.  Standard administrative procedures for a rate case are followed.

	Utility request for pre-approved GM budgets
	As previously described, the utility would file a forecasted, multi-year rate case for DPU review and approval that includes its proposed capital and operational expenditures including those associated with its GM plan.   

	Stakeholder input 
	Each utility should be required to present to stakeholders the critical aspects of its capital investment plan and the plan’s focus on GM goals before filing the plan with the DPU.  Utilities should be encouraged to modify plans based on stakeholder comments or proposals.  The capital investment plan filing by the utility should include a description of the stakeholder input process and the value it provided to the utility.

	Utility reporting requirements
	Utility reports annually on progress implementing its capital expenditure plan, which includes GM.  The Capital Reconciliation Mechanism is adjusted annually to reflect DPU-approved variances in capital spending.  Base rates are adjusted annually pursuant to DPU review of utility performance and service quality metrics.   

	Cost-Effectiveness:
	

	Explicit, public cost-effectiveness requirement
	Before the start of each plan period, the utility files a rate case in which it must present a “business case” that would include a description of each quantifiable cost and benefit, the associated net present value, and the key assumptions that went into each value, along with a sensitivity analysis.  Any costs and benefits of the proposed investment that the proponent believes should be considered but which could not be reasonably quantified should also be presented and explained.  Generally, the proposed approach would be considered cost-effective when the benefits of the business case exceed the costs, and is consistent with the GM values and objectives adopted by the DPU as a result of the Docket 12-76 Final Report. 

	Internal analysis by utility
	Any relevant analyses by the utility are discoverable.  

	Ratemaking and Cost Recovery:
	

	General ratemaking (historic, future test years)
	Future test (rate) years with performance-based ratemaking element.

	Frequency of rate cases
	The duration of the plan for which the forecasted, multi-year schedule of base rates would be in effect is proposed by the utility.  A Capital Reconciliation Mechanism is used to adjust annual base rates on a going-forward basis to reflect DPU-approved variances in capital spending.  Base rates are also adjusted annually pursuant to DPU review of utility performance and service quality metrics.

	Cost recovery (e.g., base rates, trackers)
	Base rates are used to recover forecasted capital (including depreciation and return components) and operational expenditures.  A Capital Reconciliation Mechanism is used to adjust annual base rates on a going-forward basis to reflect DPU-approved variances in annual capital expenditures.  The Capital Reconciliation Mechanism is primarily intended to address timing of investment that takes place over multiple years.  Total capital expenditures recovered in base rates are not expected to exceed what was presented up front and was analyzed for cost effectiveness, though the utility may petition the DPU to consider using the Capital Reconciliation Mechanism to decrease or increase base rates to address unusual circumstances.

Operational costs are recovered through base rates set as a result of the multi-year rate case filing in which the costs are adjusted over the term of the plan based on a formula that takes into account the rate of inflation adjusted for productivity gains, with annual adjustments pursuant to DPU review of utility performance and service quality metrics.

	Cost allocation (among customer classes)
	Traditional cost allocation principles apply.  

	Cost assignment (e.g., to third party)
	Limited third party assignment based on traditional cost causation principles.

	Rate design
	Time-varying rates for all customer classes based on time-specific marginal costs for each function of service (e.g., customer, distribution, transmission, generation) should be considered if the plan includes the installation of time-based metering.  The utility should evaluate the range of rate design options, and recommend the appropriate option(s) for each customer class including whether the recommended rates should be an opt-in versus opt-out approach.  Low-income customer rates should provide affordability and stability, but also should enable low-income customers to benefit from shifting consumption to lower-cost periods.

	Utility incentives (e.g. ROE, rewards/penalties)
	Standard/baseline ROE established according to pre-determined formula (e.g. Treasury + X%).  Additional basis points of return tied to performance and service quality.  ROE adjustment is symmetrical.

	Performance Targets or Metrics:
	

	Role of performance targets
	Give utilities incentives to improve performance and service quality given the cap on the regulated portion prices/revenues. 

	Performance targets that will be used
	Performance targets and metrics are integral to utility capital plan and flow from its supporting business case.  Performance targets and metrics should be designed around the most important, forward-looking assumptions that impact the business case of the proposed GM investment.  Actual metrics can vary from utility to utility and should be offered by the utility in each rate case filing at the outset of each plan period.


2.  Description of Regulatory Model
Executive Summary 

To encourage cost-effective grid modernization (GM) efforts, this regulatory model utilizes forward-looking rate making with future test years and performance-based ratemaking.  While the Utility of the Future Framework was developed in response to the Department’s Notice of Inquiry in D.P.U. 12-76 concerning the modernization of the electric grid, the framework should apply to all utility spending and not just spending associated with grid modernization investments and business practices.
The regulatory process is initiated by the utility filing a multi-year, forward-looking revenue recovery plan (rate case) using a forecast for investment and O&M including costs associated with its GM program.  The duration of the plan is proposed by the utility at the time of filing.  The utility would also include its business case for the plan (filing elements described below).  The DPU approves the plan and associated rates for cost recovery for those elements found to be cost-effective.  Once the DPU approves the plan, an annual schedule of base rates recovering capital and O&M costs associated with the approved plan (adjusted for in-service assumptions and appropriate depreciation), is also approved.  Investments approved by the DPU as part of the plan are deemed to be prudent and in the public interest, and return of and on authorized investments are reflected in customer bills going forward and reflect the planned timing of investments made each year.
Each year an annual review process is held in which the utility must report and explain to the DPU any variances between planned and actual capital expenditures.  The difference in revenue requirements between planned and actual capital expenditures is reflected in a Capital Reconciliation Mechanism which is used to adjust future base rates, including carrying costs based on the utility’s pre-tax weighted average cost of capital, to reflect DPU-approved variances in capital spending.  Additionally, operational expenditures reflected in base rates are adjusted annually using an approved, forward-looking formula that considers the rate of inflation adjusted for productivity gains for the duration of the plan.  Base rates are also adjusted annually pursuant to DPU review of performance and service quality metrics that give utilities the incentive to improve performance and service quality. 
Regulatory Oversight
Elements of the capital investment plan filed by the utility with the DPU should include:  a description of the purpose and scope of the plan, an explanation of how the plan is consistent with the GM values and objectives adopted by the DPU as a result of the Docket 12-76 Final Report, itemized benefits and costs with supporting documentation, benefit-cost analysis, cost recovery proposal, class ratepayer impact analysis, and a detailed implementation/deployment plan.  If the grid modernization plan includes deployment of more advanced metering that accommodates time-based rates, an analysis, and if appropriate, a proposal for time-varying rates for each customer class that addresses each function of service (e.g., customer, distribution, transmission, generation), including a plan for low-income customer protection, should be filed as well.  The plan is approved by the DPU if found to be cost effective.
Each utility should be required to present to stakeholders the critical aspects of its capital investment plan before filing the plan with the DPU.  Utilities should be encouraged to modify plans based on stakeholder comments or proposals.  The capital investment plan filing by the utility should include a description of the stakeholder input process and the value it provided to the utility. The DPU will review the capital investment plan as well as the other elements of the utility’s filing during the course of the rate proceeding.  Standard administrative procedures for a rate case are followed.

Each year an annual review process is held in which the utility must report and explain to the DPU any variances between planned and actual capital expenditures.  DPU-approved variances in capital spending are reflected in a Capital Reconciliation Mechanism, which adjusts base rates going forward.  Base rates are also adjusted annually pursuant to DPU review of utility performance and service quality metrics.

Cost Effectiveness

Before the start of each plan period, the utility files a rate case in which it must present a “business case” that would include a description of each quantifiable cost and benefit, the associated net present value, and the key assumptions that went into each value, along with a sensitivity analysis.  Any costs and benefits of the proposed investment that the proponent believed should be considered but which could not be reasonably quantified should also be presented and explained.  Generally, the proposed approach would be considered cost-effective when the benefits of the business case exceed the costs, and is consistent with the GM values and objectives adopted by the DPU as a result of the Docket 12-76 Final Report.  
Ratemaking & Cost Recovery

Projected investment costs (depreciation and return on net plant in-service components) enter base rates beginning in the initial year of the plan and reflect the planned timing of investments over the approved plan timeline.  Each year an annual review process is held in which the utility must report and explain to the DPU any variances between planned and actual capital expenditures.  The difference in revenue requirements between planned and actual capital expenditures is reflected in a Capital Reconciliation Mechanism, which is used to adjust future annual base rates, including carrying costs based on the utility’s approved pre-tax weighted average cost of capital, to reflect DPU-approved variances in capital spending.  Operational expenditures are recovered through base rates that are set at the time of approval of the utility’s multi-year rate case.  This portion of base rates is then adjusted on an annual basis over the term of the plan based upon a formula that takes into account the rate of inflation adjusted for productivity gains.  Further, base rates are adjusted annually pursuant to DPU review of utility performance and service quality metrics.

The allowed return on equity (ROE), used to determine the return component of cost recovery, is initially based on the utility’s standard ROE as approved by the DPU in the forward-looking rate plan, but would be adjusted in subsequent years based on demonstrated performance.  The standard ROE represents satisfactory or standard performance, akin to the status quo.  The ROE can be increased or decreased annually according to performance under the approved metrics.  The adjusted ROE would be applied to the utility’s entire net plant in-service to determine the base rates for the next year.  An example of how the ROE could be adjusted is as follows:
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The actual increments/decrements applied to the utility’s standard ROE for superior/poor performance would be determined based on the premise that the increments/decrements must give the utility sufficient financial incentives to achieve GM plan success. 
Base rates 
As mentioned above, base rates are set initially reflecting approved, planned capital and operational expenditures.  Base rates are then adjusted annually to reflect DPU-approved variances between actual and planned capital expenditures using a Capital Reconciliation Mechanism.  Total capital expenditures recovered in base rates are not expected to exceed what was approved by the DPU based on the information presented up front by the utility, which was analyzed for cost effectiveness.  The Capital Reconciliation Mechanism is primarily intended to address timing of investment that takes place over multiple years, though the utility may petition the DPU to consider using the Capital Reconciliation Mechanism to decrease or increase base rates to address unusual circumstances.  Further, base rates are adjusted each year to reflect utility performance relative to DPU-approved performance and service quality metrics. 
Time Varying Rates, Rate Design:

Time-varying rates based on time-specific marginal costs for each function of service (e.g., customer, distribution, transmission, and generation) should be considered for all customer classes.  The utility should evaluate the range of rate design options (e.g., PTR, CPP, VPP, RTP, etc.) as part of the utility’s general rate proceeding, or be considered in a separate, targeted rate design proceeding, and recommend the appropriate option(s) for each customer class including whether the recommended rates should be an opt-in versus opt-out approach.  Low-income customer rates should provide affordability and stability, but also should enable low-income customers to benefit from shifting consumption to lower-cost periods.  

Performance Targets or Metrics
Utilities must be given incentives to improve performance and service quality given the forward-looking cap on regulated revenues.
Generally, the performance targets and metrics would be designed around the most important, forward-looking assumptions that impact the business case of the proposed GM investment.  For example, if the GM investment is dependent upon a certain percentage of its customers adopting demand response, distributed generation, or energy storage so that benefits outweigh costs, then a performance target/metric around that customer adoption rate would be formulated and linked to the increments/decrements around the baseline ROE for superior/poor performance with respect to those metrics.  Also, service quality/system reliability metrics – e.g., SAIDI, SAIFI, CKAIDI, and CKAIFI – should be modified, if appropriate, to reflect the expected improved service quality resulting from GM investments and should be similarly linked to the increments/decrements around the baseline ROE for superior/poor performance with respect to those metrics.  Actual metrics can vary from utility to utility and should be offered by the utility in each rate case filing at the outset of each plan period.
3.  Strengths and Weaknesses of the Regulatory Model (compared to status quo)
Strengths

Since the primary mission of a distribution utility – the provision of safe and reliable service – is currently being accomplished without substantial GM, and since many of the incremental benefits of GM investments tend to accrue to others (i.e., customers, energy service and technology providers, and society in general) and not the utility, the risk of disallowance under traditional ratemaking practices (e.g., historical test-year approaches) discourages utilities from pursuing GM investments.  This model addresses this shortcoming by requiring the utility to analyze GM investments from a broader point of view and providing alignment on the GM goals between regulators, stakeholders, customers and the utility.  Perhaps most notably this model adds an improvement to performance measurement to traditional cost recovery.  The accountability of performance is offered as a counter-weight to the comfort afforded utilities from pre-approval and concurrent capital cost recovery through base rates.  In addition, regular reporting of performance can inform regulators and stakeholders of the true functional value of GM investment over time.  GM investment is continually evolving which translates to uncertainty at the time GM plans are proposed.  The ongoing reporting of performance can help alleviate uncertainty and build common understanding.
Weaknesses

Instead of reviewing the prudence of actual, booked costs, the focus is on reviewing forward-looking cost and risk assumptions in the benefit-cost analysis.  This shifts the type of expertise needed to review GM plans.  Assessing the reasonableness of cost projections and the connection to Docket 12-76 objectives becomes important because the prudence of investments authorized by the plan is presumed once a GM plan has been approved. 
Summary of the Utility of the Future Framework
Since the primary mission of a distribution utility – the provision of safe and reliable service – is currently being accomplished without substantial grid modernization (GM), and since many of the incremental benefits of GM investments tend to accrue to others (i.e., customers, energy service and technology providers, and society in general) and not the utility, the risk of disallowance under traditional ratemaking practices (e.g., historical test-year approaches) discourages utilities from pursuing GM investments.  Yet GM promises to bring substantial net benefits to society including improved reliability, improved capacity utilization, reduced environmental costs, and increased customer choice.  To address the fundamental shortcoming in the incentive structure of traditional utility ratemaking practice, which imposes a barrier to cost-effective GM, we propose that a new regulatory model be adopted by the DPU – one that requires the utility to analyze GM investments from a broader point of view, gives the utility a degree of certainty regarding GM cost-recovery before it makes GM investments, and evaluates and rewards good GM plan implementation and performance on an ongoing basis.  The regulatory model that we believe will encourage cost-effective GM efforts must be forward looking with annual review of plan implementation.   

Under the proposed regulatory framework, the utility would file a forecasted, multi-year rate case that includes its proposed capital and operational expenditures including those associated with its GM implementation plan.  The overall length of the multi-year plan should be proposed by the utility in its filing considering potential changes in technology, demand for GM products worldwide, inflationary and productivity trends, uncertainties in critical assumptions, etc.  The utility’s GM plan would include the following elements:

· A description of the purpose and scope of the plan, 
· An explanation of how the plan is consistent with the GM values and objectives adopted by the DPU as a result of the Docket 12-76 Final Report,
· A business case evaluating the benefits and costs of the plan, which itemizes all of the benefits and costs and provides supporting documentation, 
· A cost recovery proposal including performance adjustment elements,

· A class ratepayer impact analysis, and 
· An implementation plan.  
If the grid modernization plan includes deployment of more advanced metering that accommodates time-based rates, an analysis, and if appropriate, a proposal for time-varying rates for each customer class that addresses each function of service (e.g., customer, distribution, transmission, generation), including a plan for low-income customer protection, should be filed as well.  The utility should evaluate the range of rate design options, and recommend the appropriate option(s) for each customer class including whether the recommended rates should be an opt-in versus opt-out approach.  
The DPU approves the GM plan if the benefits exceed the costs in the business case and the plan is found to provide safe, reliable service to customers while modernizing the grid.  The DPU approves capital cost recovery if rates that result are just and reasonable.  If the DPU approves the plan, capital cost recovery of the plan is approved.  Investments approved by the DPU are deemed to be prudent and in the public interest, and return of and on authorized investments are reflected in customer bills incrementally as investments are made each year.  The utility’s GM plan would include an implementation plan that would allow the DPU to track the utility’s progress toward completing its GM plan.  This implementation plan would include a projection of the incremental investment that would be made by the utility over time to implement its approved GM plan.  Recovery of capital and operational expenditures will be through base rates that reflects the expected timing of the investments over the plan years.  

At the end of each plan year, the utility’s progress relative to its implementation plan is reviewed by the DPU.  The utility must report and explain to the DPU any variances between planned and actual capital expenditures.  The difference in revenue requirements between planned and actual capital expenditures is reflected in a “Capital Reconciliation Mechanism,” which is used to adjust future annual base rates, including carrying costs based on the utility’s weighted average cost of capital, to reflect DPU-approved variances in capital spending.  Operational expenditures are recovered through base rates that are set at the time of approval of the utility’s multi-year rate case.  This portion of base rates is then adjusted on an annual basis over the term of the plan based upon a formula that takes into account the rate of inflation adjusted for productivity gains.  Further, base rates are adjusted annually pursuant to DPU review of utility performance and service quality metrics.    
Perhaps most notably, this model adds a substantive element of performance measurement to traditional cost recovery.  The accountability of performance is offered as a counter-weight to the comfort afforded utilities from pre-approval and concurrent capital cost recovery through base rates.  Generally, the performance targets and metrics would be designed around the most important, forward-looking assumptions that impact the business case of the proposed GM investment.  Actual performance targets and metrics can vary from utility to utility and should be offered by the utility in their GM plan.  A utility that performs well relative to its performance metrics would have its return on equity (ROE) raised above its standard or baseline ROE – likewise, a utility that performs poorly relative to its performance metrics would have its ROE reduced below the baseline ROE.  The performance reviews and performance-based rate adjustments described above would occur annually at the same time the utility’s progress toward completion of its GM implementation plan is reviewed by the DPU.  
In addition to reviewing the prudence of actual, booked costs as the basis for determining utility cost recovery, regulators under this model review forward-looking cost and risk assumptions in the benefit-cost analysis of a utility’s GM plan as the basis for utility cost recovery.  Also, it allows pre-determination that the utility’s plan meets the GM goals of the State, customers, stakeholders and the utility.  This shifts the type of expertise needed to review GM plans.  Assessing the reasonableness of cost projections and the connection to Docket 12-76 objectives becomes important because the prudence of investments authorized by the plan is presumed once a GM plan has been approved.  However, these changes are needed to encourage utilities in pursuing forward-looking GM investment that bring substantial net benefits to society. 
Note that this table of adjustments is illustrative.
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