Disruptive Challenges: Financial Implications and Strategic Responses to a Changing Retail Electric Business

Background

As a result of a confluence of factors (i.e., technological innovation, public policy support for sustainability
and efficiency, declining trends in electricity demand growth, rising price pressures to maintain and upgrade
the U.S. distribution grid, and enhancement of the generation fleet), the threat of disruptive forces (i.e., new
products/markets that replace existing products/markets) impacting the utility industry is increasing and is
adding to the effects of other types of disruptive forces like declining sales and end-use efficiency. While we
cannot lay out an exact roadmap or timeline for the impact of potential disruptive forces, given the current
shift in competitive dynamics, the utility industry and its stakeholders must be prepared to address these
challenges in a way that will benefit customers, long-term economic growth, and investors. Recent business
history has provided many examples of companies and whole industries that either failed or were slow to
respond to disruptive forces and suffered as a result.

Today, a variety of disruptive technologies are emerging that may compete with utility-provided services.
Such technologies include solar photovoltaics (PV), battery storage, fuel cells, geothermal energy systems,
wind, micro turbines, and electric vehicle (EV) enhanced storage. As the cost curve for these technologies
improves, they could directly threaten the centralized utility model. To promote the growth of these
technologies in the near-term, policymakers have sought to encourage disruptive competing energy sources
through various subsidy programs, such as tax incentives, renewable portfolio standards, and net metering
where the pricing structure of utility services allows customers to engage in the use of new technologies,
while shifting costs/lost revenues to remaining non-participating customers.

In addition, energy efficiency and DSM programs also promote reduced utility revenues while causing the
utility to incur implementation costs. While decoupling recovery mechanisms, for example, may support
recovery of lost revenues and costs, under/over recovery charges are typically imposed based on energy
usage and, therefore, adversely impact non-participants of these programs. While the financial community is
generally quite supportive of decoupling to capture lost revenues, investors have not delved into the long-
term business and financial impact of cross subsidization on future customer rates inherent in most
decoupling models and the effective recovery thereof. In other words, will non—DER participants continue to
subsidize participants or will there be political pressure to not allow cost pass thru over time?

The threat to the centralized utility service model is likely to come from new technologies or customer
behavioral changes that reduce load. Any recovery paradigms that force cost of service to be spread over
fewer units of sales (i.e., kilowatt-hours or kWh) enhance the ongoing competitive threat of disruptive
alternatives. While the cost--recovery challenges of lost load can be partially addressed by revising tariff
structures (such as a fixed charge or demand charge service component), there is often significant opposition
to these recovery structures in order to encourage the utilization of new technologies and to promote
customer behavior change.

But, even if cross-subsidies are removed from rate structures, customers are not precluded from leaving the
system entirely if a more cost-competitive alternative is available (e.g., a scenario where efficient energy
storage combined with distributed generation could create the ultimate risk to grid viability). While tariff
restructuring can be used to mitigate lost revenues, the longer-term threat of fully exiting from the grid (or
customers solely using the electric grid for backup purposes) raises the potential for irreparable damages to
revenues and growth prospects. This suggests that an old-line industry with 30-year cost recovery of
investment is vulnerable to cost-recovery threats from disruptive forces.
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