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TESTIMONY OF HARLAN LACHMAN
FOR PAYS AMERICA, INC.

PLEASE STATE YOUR NAME, YOUR AFFILIATION, AND YOUR BUSINESS
ADDRESS?

My nameis HarlanLachmanl amthe Presidenbf the EnergyEfficiency Institute,Inc. (EEI). EEI
wasincorporatedn Vermontin Septembed988. Our corporateaddresss 165 GoodsellPoint,
Colchesteryermont05446.EEI hasbeenretainedby PAYS America,Inc. (PAYS America)to
present expert testimony in this case.

WHAT WAS YOUR POST SECONDARY EDUCATION?

| receivedmy BA from ColumbiaCollegeat ColumbiaUniversityin 1972.1 receiveda Masters
Degree from Teachers College at Columbia University in 1974.

WHAT IS THE NATURE OF THE WORK DONE BY THE ENERGY EFFICIENCY
INSTITUTE?

EEI hasbeendemonstratingnnovative approacheto demand-sidananagemen{DSM) and
energyefficiency sinceits inception. We arethe originatorsof the PayAs You Save™ (PAYS")
systemPaulA. Cillo andl arethe principalsof the firm andhavemorethanfifty combinedyears

of field, programimplementationandprogramdesignexperience.We havesupervisedhe work
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of auditorsand field specialistsperformingenergyanalysesn thousandsof homesand have
personallydone energyanalysesn hundredsof homes,small and large commercialfacilities,

schools hospitalsandcolleges. We havedesignedcand managedow-incomefuel assistancand
weatherizatiorprograms,VermontO#ward winning ResidentialConservatiorService (RCS)
EnergyAuditing and Arranging ServiceProgramsandawardwinning utility DSM Programgor

the Burlington Electric Department (BED), a Vermont utility.

WHAT IS YOUR SPECIFIC EXPERIENCE WITH THE PAYS" SYSTEM?

| originatedthe PayAs You Save™ systemwith my partner,Mr. Cillo. We begandevelopingthe
systemin 1998during programenergyefficiency designwork for BED which wasinterestedn the
potentialof using an energyserviceschargeto effect customerpurchaseof energyefficiency
without rebatesor with muchlower rebates.We werecommissionedy the National Association
of RegulatoryUtility CommissionerfNARUC) to describethe PAYS" systemin a paper
publishedin Decemberof 1999,0PayAs You Save” EnergyEfficiency Products Restructuring
EnergyEfficiency OEEI was commissionedby NARUC to write a secondpaper,publishedin

November2001, abouthow PAYS™ could be usedto promotedistributedgeneration OMore

Distributed Generation with Pay As You Save".O

| have madenumerouspresentation®n the PAYS"™ systemin statesthroughoutthe country,
including at severaNARUC meetings andbeforestateCommissionsl presentednformationto
the New HampshirePublic Utilities Commission(NHPUC) on January4, 1999whenMr. Cillo
andl werehiredto prepareandpresentan explanationof the PAYS"™ systemfor the Commission
andits staff. On Novemberl, 2000,the NHPUC issuedOrderNo. 23,574in which it orderedtwo
utilities, Public ServiceCompanyof New HampshirglPSNH)andNew HampshireElectric Coop
(NHEC), Otocooperatewith GOECS and implementa pilot PAYS Program,beginningwith
PSNH and the New Hampshire Electric Cooperative...O (p. 19)

1BED offered its customers a number of programs, most offering large rebates to convince customers to purchase
efficiency products they would not otherwise purchase.

2 Governor’s Office of Energy and Community Services
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In 2001,EEI washired by PSNHandNHEC to work with the partiesto developPAYS™ pilots.
Mr. Cillo and| ran focus groupsfor eachutility andauthoreda detailedpilot designthat was
approvedby the utilities and the other parties(including the GovernorO8ffice of Energyand
CommunityServicesthe Office of Consumer£ounselandthe Attorney Generalandfiled before
the NHPUC on April 12, 2001. The NHPUC approvedimplementationof thesepilots on
November 29, 2001 in Order No. 23,851.

In the next severalmonths,EEI workedwith staff at both utilities to help themimplementtheir

pilots. PSNH began implementation in January of 2002. NHEC began its pilot on May 31, 200

In 2003, thesepilots were evaluatedby GDS Associates)nc. (GDS) in accordancewith the
evaluationprotocols EEI establishedin the April 12, 2001 pilot design.GDS releasedits
evaluation,OProcesEvaluationof the Pilot OPayAs You Save O(PAYS") EnergyEfficiency

ProgramO in December 200S8ome of the highlights from the evaluation included:

Olngeneral,it canbe concludedthatthe PAYS conceptis resultingin gettingthose
customersthat participatedto install more energyefficiency measureghan they
otherwise would have done.O (p. 7)

OAll feedbackthat NHEC PAYS pilot administrativqstaff haveNreceivedfrom their
participatingmembersvasnotedto be very positive: Olfit wasnOfsic] for the PAYS
program they would not have done these installations.O (p. 35)

OTheprogramOgreateststrengthwas notedto be that it 'allowed municipalitiesto
install energy efficient measures with no upfront cost.O (p. 43)

OTheNHEC PAYS lighting pilot wassuccessfuin overcomingthe significantbarrier
of high first cost of energy efficient measures.O (p. 73)

OEit appearshatthe programis successfuin addressinghreekey barriers:high first
cost, information on energy efficient equipment,and difficulty in obtaining
financing.O (p 82)

OHalfof the participantsPSNH respondedhatthey would not havecompletecthe
projectwithout PAY S andthe otherhalf notedthatthey would haveonly donesome
of the work.O (p 86.)

3 Evaluation is available at PAYS AmericaOs website



©o© o ~ (o) N A OWDNPE

N RN N RN NN N NNDNN R B RB B B R B R p o
© 0O N o A8 W N B O © 0o N O o0 W N B O

Direct Testimony of Harlan Lachman Case No. U-14718
May 30, 2006 Page 4

OThetwo major barriersthatwereeffectively addressetty PSNHOmunicipal PAY'S pilot
werethoseof difficulty for municipalitiesto incur long-termdebtobligationsandhigh first
cost.Anotherbarrierthatwasnotedto havebeenaddressedvasthe uncertaintyof energy
savingseO (p. 86)

On December30 2004, in Order No. 24,417,the NHPUC orderedthat, OThatthe PAYS"
Programsascurrentlyin effectat PSNHandNHEC be continuedthrough2007in accordancevith

the modifications set forth above;O (p. 36)

In June,20051 co-wrotea paper,OPotentialor Developmenbf PAYS™ in New York StateQo
theNew York StateEnergyResearcl& Developmenfuthority with Mr. Cillo andFredZalcman
and Daniel Rosenblunof the EnergyProjectat PaceUniversity. In it we describedhe essential
elementf the PAYS™ systemandthe regulatoryapprovalsrequiredto implementit, including

an analysis of the legal authority to implement PAYS" basic elements.

Currently,in additionto our work with PAYS Americain this Docket,| am working with Mr.

Cillo with two municipalitiesin Michiganthatareconsideringmplementingthe PAYS™ system
and with the PaceEnergy Projecton the (Pay As You Save® (PAYS®) Northeast Program
Launch” which is partially fundedby a grantfrom the Ittleson Foundationawardedto PAYS
America to promote the PAYS™ system in one or more Northeastern states.

WHAT ARE SOME OF YOUR SPECIFIC EXPERIENCES WITH ENERGY

EFFICIENCY PROGRAM DESIGN AND IMPLEMENTATION OTHER THAN PAYS™

In 1980, helpeddesignVermontOResidentialConservatiorService(RCS)program. Vermont
was the only state in the country to offer a non-utility funded, independent, statewide, energy
Mr. Cillo helpeddesignthe auditcomponenbf VermontORCSeffort andset-upandmanagedhe

auditprogram. Audits weresupplementedavith a comprehensivarrangingserviceprovidedby a

non-profitagencyfundedby VermontOstilities. Highly skilled techniciansassistechomeowners
interestedn installing major measures.l setup and managedhis agencyfrom 1980 through

1985. We developedan innovative, on-site specificationprocessthat provided clients and

contractorswith standardspecificto the desiredwork. The combinedprogramof statewideaudits
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and arrangingservicesreceivedone of the Departmentof EnergyO¢D.O.E.) first Technology

Transfer of the ©80s Awards for VermontOs RCS effort.

In 1988,undera D.O.E.grant,| workedwith Mr. Cillo in designinga seminarprogramfor school
managersalled"Energyand SchoolManagement."Built on our yearsof experienceanalyzing
energyconsumptionn schoolsandrecommendingptionsfor improving energyefficiency, this
seminarprovidedschooladministratorsvith the managementrameworkto effectively manage
energyin their schools. We presentedhe seminarto about300 school administratorsand
personneln four New Englandstates. Additionally, we trainedtwenty individuals from other
statesto presentthis seminarto schooladministratoran their states. After the seminarswe

worked directly with 24 schoolson a pilot basisin Vermont helping them implementthe
managemensystemsntroducedin the seminar. The firm Mr. Cillo and| workedfor, Energy
Solutions,Inc. receiveda OSpeciaCommendatiorior ExcellenceOfromthe Governorof Vermont
for our work on this program.The stateof Vermontcontinuesto useelementsof the Energy&

School Management Program that we developed.

In 1990, designedsetup andmanaged utility residentialon-sitelighting programfor BED that
usedelementave laterincorporatednto PAYS". | trainedcollegestudentdo wrap electricwater
heatersand install water savingdevicesandto enroll customerdn using compactfluorescent
lighting. Programstaff visited approximately50% of BEDOsesidentialcustomers.At a total cost
of lessthan$90 per visit (including administrationmarketingand materials),more than70% of
thosevisited installedan averageof 4.75light bulbsandalmostall electricwater heaterswere
insulated. BED receivedthe 1992 AmericanPublic PowerAssociationEnergylnnovatorAward

for this program.

| havealsohelpeddesign,obtainfunding for andmanagea 19900 1991 D.O.E. demonstration
programfor BED with Mr. Cillo. This pilot programexaminedhe feasibility of usinginnovative

designmechanismsand supplementafossil fuel heating systemsto quickly and efficiently
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eliminate residentialelectric heatOsontributionto peak demand. The program evaluation
(coordinatedby LawrenceBerkeleyLaboratory)indicatedthat 66% of thosewho were offered
programservicesconvertedto an alternatefuel. The costper savedpeakkW was $635. BED
receiveda 1992 D.O.E. EnergyInnovation Award, Utility TechnologyCategory,for its fuel-

switching program.

In the early 1990s,EEI developedow incomeprogramdesignsthat wereimplementedby four
Texasutility companieqTU Electric, West TexasUtilities, CentralPowerandLight Company,
and Entergy). Theseprogramsaddedelectric savingsmeasure§CFLs, refrigeratorsand air
conditioners)}o the existingD.O.E. fundedweatherizatiorprogramsandaddedutility fundingto
pay for traditionalweatherizatiormeasureshat were cost effectiveto the utilities. We usedan
innovative leasingmechanismand a modified audit to ensurethat theseprogramspassedhe
Utility Costtestof the California StandardPracticeManuat. We know of no otherutility funded
low income programs that passed this test.

HAVE YOU TESTIFIED OR SUBMITTED EVIDENCE TO THE MICHIGAN PUBLIC
SERVICE COMMISSION OR TO PUBLIC UTILITY COMMISSIONS IN OTHER
STATES?

Although | have not testified before or submittedevidenceto the Michigan Public Service
Commission(MPSC),| did submitwritten commentsn two proceedinggCaseNo. U-13808)and
CaseNo. U-14667). Additionally, the Commissionorderedtwo utilities to considerthe PAYS™
system(CaseNo. U-13808and CaseNo. U-14347).Theseorderswere basedon the PAYS"

materials | authored with Mr. Cillo that have been previously described.

In 2004,1 helpedpreparetestimonypresentedy Mr. Cillo in DocketNo.DE-04-052beforethe

NHPUC on behalfof New HampshirePublic InterestResearclGrouprequestinghe continuation

4 A standard methodology for evaluating cost effectiveness of energy efficiency programs originally published in
California in 1983 by the California Public Utilities Commission and updated in December 1987 and October 2001.
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of the PAYS" systemwith someenhancementslhis testimonyresultedin the aforementioned

NHPUC Order No. 24,417.

Mr. Cillo andl presentedhe aforementioned\pril 12,2001 pilot designto the NHPUC thatwas

approved in the aforementioned Order No. 23,851.

In 1993, 1 providedtestimonyto the Massachusett®epartmentof Public Utilities asthe sole
witnessof the Office of the Attorney Generalon the performanceby CommonwealthElectric
Companyand CambridgeElectric Light Companyregardingtheir implementationof DSM
programs. My testimonyexplainedthe value of establishingnilestonedor future DSM activity,
arrangingfor independenevaluationof suchDSM activity, andfor implementingpredetermined
penaltiesn the eventof continuedmismanagemerdf DSM by theseutilities. The Commission
acknowledgedhe utility to be remissin fulfilling its obligationsandorderedstepsto addressts

non-performance.

In 1993, providedtestimonyto the TexasPublic Utility Commission,focusingon the
specialneedsof low-incomeratepayersas part of a rate casefor TexasElectric Utilities
Company(now TXU Energy). My testimonyincludedthreecost-effectiveprogramdesigns
andbudgetghatMr. Cillo andl developedtargetingDSM servicego low-incomecustomers
andaddressedhe impactof costrecovery,performanceand marketingdecisionson low-
incomepersons. The Commissiondetermineahatthe utilityOsDSM programshadfailed to
overcomemarketbarriersto participationby low incomecustomersandorderedthe utility to
submit,in conjunctionwith interestedparties,programsspecifically designedo meetthe
needf low incomepersonsaspartof its IntegratedResource’lan(IRP) submission.| then
provided testimonyduring the IRP proceedingsthat resultedin the approvalof these

programs.
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Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

A. The purposeof my Testimonyis to supportthe Testimonyof PAYS AmericaO<€hair,
former New HampshireCommissioneNancyBrockway, by describingthe PAYS system.
My Testimonyexplainshow PAYS"™ works by submittingand explainingtwo PAYS™
tariffs that the Commission could authorize SEMCO to implement.

Q. HOW WOULD SEMCO'S OFFERING A PAYS"™ TARIFF AS PAYS AMERICA
PROPOSESASSURE DEMAND SAVINGS THAT WOULD DIRECTLY IMPACT
SEMCO'S FIVE YEAR FORECAST AND ASSOCIATED GAS COSTS?

A. PAYS Americais recommendingMPSC approvalfor two tariffs (Exhibit HL-1), a

residentialtariff anda tariff for MUSH customergMunicipalities, Universities,Schools,
andHospitalsfacilities). The proposedesidentialtariff, if implementedasproposedywill
resultin residentialcustomergurchasingnew high efficiency furnacesand boilers and
therebyincreasethe efficiency of their heatingsystemsHigher efficiency furnacesand
boilerswill requirelessgasto heatSEMCO customershomes.Home heatinghasa high
coincidencewith winter peakingutilities' systempeaks.SEMCOis a winter peakingutility
so thesesystemswheninstalledwill reducepeakdemand.Reducingpeakdemandwill

reduce SEMCOOs need for gas at the time of its peak.

The proposedMUSH tariff will allow MUSH customerdo install the mostcost-effective
efficiency measures thesebuildings.The only measureshatwill qualify for the PAYS™

tariff, as describedoelow, are thosewhich can savesignificantamountsof energy.For
example typical gasmeasureshatwill qualify in MUSH customers@ucilities areheating
systemupgradesr replacementsgnhancedeatingand ventilating control systemsand

insulation.
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Ms. Brockway testifies about the relationship between gas cbsPeaknd peak (

demandesultsfrom manycustomersisingenergyat the sametime. For a winter peaking
utility suchasSEMCO, largeenergyuserssuchasheatingsystemsarelikely to be usedat
peaktimes(suchascold winter days).Henceit is extremelylikely thatmeasureshatsave
enoughenergyto be cost-effectiveenoughto qualify asPAYS™ productswill reduceuses
that are coincident with the system peak.

PLEASE EXPLAIN HOW THE PAYS"™ SYSTEM WORKS TO PROVIDE
CUSTOMERS THE OPPORTUNITY TO REDUCE GAS USAGE AND

ASSOCIATED DEMAND.

Oncethe PAYS" infrastructureis establishedcustomerswill chooseto buy PAYS™

products(PAYS"-qualified energysavingmeasuresfrom Certified ContractorsBuyersof
PAYS"™ productswill not haveto pay anythingup-front. Instead,customerswill pay for
thesemeasure®ver time on their utility bill. Measuresare selectedand paymentssetso
thatenergybill savingsexceedpaymentdor the measurdrom thefirst payment. PAYS™

chargesareattachedo the meterlocationandare paid by the successiveustomersat that
location.Theincentivefor customergo purchasd?AYS" productss to immediatelylower
their net monthly energycostswhile payingnoting up front. The benefitto the utility is

reduced gas usage and demand.
The key players in the PAYS" system include:

1. Customersat a locationwho realizethe savingsfrom PAYS™ productsand pay for
them only as long as they benefit.

2. The PAYS" Certification Agentwho certifies contractorsand verifies that proposed

measuresre sufficiently cost effective to qualify as PAYS™ productsand provide

immediate net savings.
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3. Certified Contractorsvho agreeto abideby PAYS™ requirementsincludinginstalling

measuregproperly,offering extendedvarranteesprovidingbonding(or its equivalent),
and agreeing to other consumer assurances.

4. The Utility (SEMCO,shouldit chooseto offer PAYS™ to its customerswhich bills
and collects PAYS™ charges.

5. ThePAYS" CapitalProviderprovidesthe CertificationAgentwith the fundsrequired

to pay for the up-front costs for PAYS™ products.
6. Becausehe PAYS™ tariff requiresregulatoryapproval,the MPSC mustapprovethe
PAYS" tariff and authorizethe utility to treatit the sameas any other tariff (for

example as regards customer non-payment and bad debt).

Certified Contractorsmarketandsell PAYS™ products. The independenCertification
Agent, authorizedby the Michigan Energy Office®, assuresustomerghat measuresre
appropriateandthatestimatedsavingsexceedhe PAYS"™ chargesothe measuresgjualify,
andpaysthe vendoroncethe installationis complete. Capitalfor measuress suppliedby
independenCapital Providersor the Certified Contractors. The utility bills andcollects

the tariffed charges and repays the supplied capital.

In orderto assurecustomerghatthey will receiveimmediatenet savings,cost-effective
energysavingmeasuresanqualify asPAYS"™ productsif all chargedo the customerare
equalto or lessthanthree-quarter®f the energybill savingsover three-quartersf the
usefullife of theinstalledmeasures.Thetariffed chargeis includedon distributionutility
bills for customersat that location until all costshave beenrecovered.The original
purchasepaysthe tariff for aslong as (s)heremainsa customerat that location. When

occupancy ends, the charge is passed on to the next occupant.

5Mr. R. Thomas Martin has indicated by email that the Michigan Energy Office will be willing to assume oversight
responsibility for the Certification Agent, should SEMCO choose to implement the recommended PAYS™ pilots.



PLEASE EXPLAIN HOW ACTIVITIES CONDUCTED WITHIN THE PAYS®
SYSTEM PROPOSED IN THIS CASE COMPARE TO THOSE CONDUCTED
WITHIN A TRADITIONAL UTILITY ENERGY EFFICIENCY PROGRAM.

Traditional utility energyefficiency programsrequirethat the Utility be responsibleor
delivery of energyefficiency servicesto customerge.g.,marketing,measuranstallation,
consumemssurancesustomereducationgtc.); thatthe Utility fund all or a portionof each
energyefficiency measuranstalled(e.g.,rebate,low or no interestloan, etc.); that the
Utility budgetanamountof moneyfor the aforementionea@ctivities,andsetprogramgoals
(e.g.,numberof customeuvisits, numberof measureso be installed,units of energyto be
saved,etc.) to be achieved;and that programcostsbe recoveredby the utility from

ratepayers generally.

The PAYS™ systemis very different. As proposedoy PAYS Americain this proceeding,
Vendorswith oversightby anindependenCertificationAgentareresponsibldor delivery
of energyefficiency serviceso customerge.g.,marketing,measurenstallation,consumer
assurancesustomereducationgtc.); a third-party capitalproviderfundsof all of the costs
for purchasendinstallationof energyefficiency measuresncludinganyservicefees.The
utility's oneresponsibilityis to offer the PAYS™ tariff; billing andcollectionof thecharges
underthis tariff is doneasit is for all othertariffs. Oncethe PAYS™ systemis in place,all
energy efficiency activity costs are paid only by participating customers.

ARE YOU PROPOSING THAT THE COMMISSION ORDER SEMCO TO OFFER
THE PAYS" TARIFF TO ITS CUSTOMERS?

No. | am proposingonly that the Commission authorizeSEMCO to offer the proposed
PAYS" tariffs to its customers. Without this authorization,SEMCO cannotoffer the

PAYS" tariff andachievethe demandandcostreductionghatwould resultevenshouldit
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Q.

choose to do so.

DOES YOUR PROPOSAL FOR A PAYS" TARIFF IN THIS CASE INVOLVE

ANY COSTSTO BE CARRIED BY THE GCR RATE OR A SURCHARGE TO BE

PAID BE ALL CUSTOMERS?

No. The PAYS" tariffs asproposedn this casedo not require SEMCO to chargenon-

participantdor any costsassociatedvith puttingthe PAYS™ infrastructurein place.Once

the systemis in place, participatingcustomerspay all costsassociatedvith installing

PAYS" products.There are many ways to implementPAYS". As notedin EEIOs

commentsn CaseNo. U-13808,EEI generallyrecommendsillocatingstart-upcoststo all

customershowever,it is not always necessaryand my proposalin this caseenables

PAYS" to be implemented with little or no cost to SEMCO.

PLEASE DESCRIBE WHAT COSTSWILL BE INCURRED TO OFFER PAYS™®

TO SEMCOOS CUSTOMERS

There are four types of costs associated with offering a PAYS™ tariff:

1. Designcosts:drafting the tariff, forms and contracts;defining the measuredo be
targetedand measurestandardscustomerseligible to purchasePAYS"™ products,
requirementdor contractorcertification, and the roles and responsibilitiesof the
Certification Agent.;

2. Start-upcosts:establishinghe CertificationAgentwith anoffice, equipmenttelephone
and facilities; and modification to the utility billing system;

3. Operationalcosts:the coststo provide consumerassurancdor PAYS™ products
purchased and installed by customers; and

4. Bad debt.
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Q. HOW DOES YOUR DESIGN FOR IMPLEMENTING A PAYS"™ TARIFF
ADDRESS DESIGN COSTS?

A. The Michigan Utility ConsumersParticipationBoard has funded PAYS America to
developthis testimonythat includesthe proposedariffs. If the Commissionauthorizes
thesetariffs and SEMCO choosego implementthem, SEMCO may usethesetariffs. EEI
will alsoauthorizeSEMCOto useits copyrightedcontractsandforms at no cost. PAYS
America will allow SEMCO to use the PAYS™ trademark at no cost.

Q. HOW DOES YOUR DESIGN FOR IMPLEMENTING A PAYS"™ TARIFF
ADDRESS START-UP COSTS?

A. The certification agentsproposedfor the two recommendedAYS" tariffs are The
EconomicOpportunityCommitteeof St. Clair County,Inc. andthe DeltaP2/E2Center®
They will arrangeto receivetheir start-upcostsfrom the capital provider, thereby
avoiding any needfor SEMCOto pay thesecosts.A small surchargewill be addedto

each PAYS" product to reimburse these costs.

Becausedhetwo pilot tariffs areproposedor limited typesof customersn limited areas,
SEMCO canimplementPAYS AmericaOsecommendatiofin this docketfor PAYS"
tariff pilots without making permanenthangedo its billing andinformationsystems.
While | realizethatall utilities aredifferent, | think it instructivethat conversationsvith
Ms. Lisa A. Brendelof WyandotteMunicipal Serviceqoneof thetwo municipalutilities

consideringmplementingPAYS") indicatethatWyandottewould not haveto amendits

6 The Delta P2-E2 Center was formed by the Delta Institute, Inc., a 501(c)3 non-profit organization, to provide
technical assistance and financing for pollution prevention and energy efficiency messares (
www.p2e2center.org).

7 The Delta P2-E2 Center has a letter of commitment from a bank with Michigan branches to supply $20,000,000 -
$50,000,000 to pay for the upfront cost of PAYS" products as part of a Michigan pilot.
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billing andinformationservicesor the sametwo tariffs andthattherewould not be any
costassociatedvith the onetime activity of putting chargeson the bill. Neverthelesslf

SEMCOreasonablyetermineghatunlike WyandotteMunicipal Servicesjt would need
to recoversomecostsfor addingthe PAYS"™ chargesto its monthly bills, the fee
structurefor eachof the two pilots could allow SEMCOto recoverreasonableostsfor

handling PAYS™ billing functions from PAYS" customers.

Q. HOW DOES PAYS AMERICAOS DESIGN FOR IMPLEMENTING A PAYS®
TARIFF ADDRESS OPERATIONAL COSTS?

A. Operationalcostswill be paid for by PAYS™ participants-- PAYS™ customersand
participatingcertified contractorsThefee structurefor eachof the two pilots will coverall
costsfor the CertificationAgent. SEMCOwill not haveany responsibilityfor thesecosts
should the fee not be sufficient.

Q. HOW DOES PAYS AMERICAOS DESIGN FOR IMPLEMENTING A PAYS®
TARIFF ADDRESS BAD DEBT?

A. Implementingthe PAYS" pilots as PAYS America proposeswill have the effect of
reducingSEMCO'soverall bad debt, hencelowering all customers@ostsassociateavith
uncollectibles:

1. By loweringdemand,PAYS" implementationwill lower gascosts,asexplainedby
CommissioneBrockwayin hertestimony. Lower gascostswill lower gascostrecovery
factors,makebills more affordable,and hencefewer customerswill havetrouble paying
their bills which will reduce SEMCOOs bad debt from present levels.

2. Anotherreasorbaddebtwill decreasés thatcustomersvho arepayingtheir bills now
andwho purchasePAYS"™ productsandincur PAYS™ chargeswill belesslikely to have
problemspayingtheir bills. PAYS"™ chargesare offset by greatersavingshencePAYS”

customerwill havelower bills, reducingthe numberof customersvho might havetrouble
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paying their bills.

3. Anotherway PAYS" decreasesystembaddebtis thatthe baddebtof participating
customerss likely to be lower thanit otherwisewould havebeensincetheir bills will be

lower, even if PAYS™ savings are not enough to prevent non-payment.

4. Oneof the proposedariffs targetsa customemgroupthat presentdittle if anyexposure
to bad debt. MUSH customers(municipal buildings, schools, hospitalsand college
facilities) pay their bills and don't tend to relocate like other customers.

5. If aproductfails, repairis coveredby manufactureandvendorwarrantiespbackedby

bondingor anirrevocableletter of credit. If warrantyprovisionsareinsufficientto cover
repaircostsrequiredto maintainthe paymentobligation,the CertificationAgentwill effect
repairsandcollectall repaircostsfrom thosegettingthe savingsby extendingthe term of

the payments.

PAYS" tariff obligationshavea paymentratesignificantly betterthanthe averageatefor
their customerclass.New HampshirePublic Service CompanyOpilot servedMUSH
customersand had PAYS™ relatedbad debt of zero percent.New HampshireElectric
CooperativeOPAYS" pilot servedall customersincluding residential and small
commercialcustomerslts PAYS™ relatedbaddebtwaslessthaneighthundredthof one
percent B a lower rate than the bad debt for any utility company in the country.

Q. WHAT ARE THE TWO PAYS" TARIFFS THAT YOU ARE PROPOSING THAT
THE COMMISSION AUTHORIZE?

A. Thefirst PAYS" tariff is targetedo residentialcustomersn the City of PortHuron, Port
Huron Township,Fort Gratiot,Marysville,and St. Clair, who could costeffectivelyreplace
their gasfired heatingapplianceswith more efficient units. The secondPAYS" tariff

targetsbuildings constructecor maintainedwith public fundsin the City of Port Huron,
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Port Huron Township, Fort Gratiot, Marysville, and St. Clair, and allows the building

operatorsto purchaseany gas efficiency measurethat is sufficiently cost effective to
qualify as a PAYS™ product.

Q. HOW WILL THESE TWO PAYS®™ TARIFFS REDUCE GAS USAGE AND
ASSOCIATED DEMAND FOR SEMCO?

A. In additionto giving individual customeraew opportunitiesto respondto highergas
prices,and reducingthe operatingcostsof widely usedinstitutions,the two proposed
tariffs benefitall customersby, as explainedby Ms. Brockway, reducingSEMCOQOs
forecasteddemandand leasedstoragecosts. The residentialtariff allows targeted
residentiaktustomergo reducetheir heatingcosts regardles®f whetherthey own or rent
their homes,andthusreduceSEMCO'sforecasteddemand.The MUSH tariff will also
indirectly benefitall customerdecausdoweringMUSH customers(tility costsreduces
tax pressure (or health care costs) for all SEMCO customers in the targeted area.

Q.DOES THIS CONCLUDE YOUR TESTIMONY?

A. Yes, it does.
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TESTIMONY OF HARLAN LACHMAN
EXHIBIT HL-1

PAY AS YOU SAVE" TARIFF
RATE PAYS”

TARIFF
for
GAS DELIVERY SERVICE
Applicable
in
Various towns and cities in Michigan,

served in whole or in part.

(For detailed description of covered service territory, see Attachment 1 of 8 Attachments)
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PAY AS YOU SAVE" -- RATE PAYS”

AVAILABILITY

Subject to the Terms and Conditions of the Tariff of which it is a part, this rate is
for the installation of PAYS™ products: cost effective resource efficiency and load
management measures purchased by the Company's customers using the PAYS" system
in accordance with this tariff. This rate is for a basic utility service and the customer is
liable for payment of the charges under this rate under the same conditions as any other
charges for basic utility service including, but not limited to, the CustomerOs service
being subject to disconnection for nonpayment in accordance with the rules of the
Commission.

PAYS" products will be installed at the expense of a Certification Agent after the
Customer, building owner, and certified Contractor sign contracts using approved
forms (Attachments 2, 3 and 4 B RESERVED). The Certification Agent will notify
the Company of the amount and term of PAYS" charges agreed to by the Customer
and, upon notification, the Company will add these charges to the CustomerOs
regular monthly bills in the amount and for a term established by the Certification
Agent. The Company will reimburse the Certification Agent monthly based on
billings under this rate. A business or other entity appointed by the Michigan
Energy Office (Energy Office) will act as the PAYS™ Certification Agent.

This rate is available only to the customers noted in Attachment 1 and only for the
measures described. Responsibility for determining eligibility for service under this rate
will be made by the Certification Agent providing:

(1) the Customer is a customer of the Company;

(2) funds are available to finance the cost of the PAYS" products to be installed;

(3) the Certification Agent determines the proposed PAYS" products are suitable for
installation at the CustomerOs location and that the resource efficiency measures
will be used and useful throughout their estimated life; and

(4) the Certification Agent verifies that the proposed PAYS™ products are estimated to
produce energy, demand or other savings over three-quarters of their useful life that
is equal to or greater than one and one-third times all costs associated with
installing the measures, including measure and installation costs, interest charges,
and program fees. Although the Certification Agent and the Company expect that
all PAYS™ Customers will receive lower monthly utility bills, there is no guarantee
of savings.

The availability of this rate will be closed to customers after December 31, 2008 unless
its continuation is authorized by the Commission.

COMPANY RESPONSIBILITIES

The Company, under contract with the Certification Agent on the approved form
(Attachment 7 B RESERVED), will bill and collect PAYS" charges when requested by
the Certification Agent under this tariff following its customary and Commission-
approved collection procedures, including disconnection when necessary. The Company
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will make monthly payments to the Certification Agent or its designee in the amount

equal to total PAYS" payments it is obligated to collect for that month, regardless of
whether it has received such payments from PAYS™ Customers. The Company will
recover any documented PAYS -related uncollectibles from all its Customers after

having exhausted all reasonable and customary collection efforts and accounted for any
collections from extended payment terms to cover costs associated with missed payments
in accordance with customary Commission-approved procedures.

The Company will answer PAYS™ CustomersO questions about PAYS" products
and PAYS" payment obligations, including questions about the measures installed,
estimated savings, payment amount, estimated term of payments, disclosure obligations
and CustomersO rights and responsibilities as per the contract documents (Attachments 2
b 4 b RESERVED). The Company will also instruct non-PAYS™ Customers how they
may purchase PAYS" products in accordance with this tariff, by referring them to the
Certification Agent, providing them with a list of certified Contractors supplied by the
Certification Agent, and providing instructions about the use of the PAYS" Purchase
Agreement.

The Company will be responsible for notifying new Customers at locations at which
PAYS" products have been installed of the benefits associated with the PAYS”
products, the Customer's responsibility for the payment of the remaining PAYS™
charges, and other rights and obligations and will send them the Automated Utility-
Generated New Customer Form (Attachment 8 B RESERVED) within fifteen (15)
business days of their application for service. This form explains the new
CustomerOs rights and responsibilities.

The Company will not be liable for any decisions or actions taken by the
Certification Agent, including but not limited to identification of the CompanyOs
customers (unless Company staff confirmed a customer at a location to Certification
Agent), selection of measures, savings estimates, decisions on repairs or extending
payment terms to collect missed payments and repair costs, or injury or damage to homes
related to installation or use of PAYS™ products.

CERTIFICATION AGENT RESPONSIBILITIES

The Certification Agent will certify and maintain a list of Contractors who are
willing to sign the Contractor Installation Agreement (Attachment 3 b RESERVED) and
make it available to the Company and its customers.

The Certification Agent will act as the CustomerOs agent in verifying that PAYS"
products proposed by certified Contractors are suitable for the CustomerOs end uses
and are estimated to produce sufficient savings in energy usage, demand or other
savings to qualify as PAYS" products. The Certification Agent will arrange for a
certified Contractor:

(1) to install the measures;

(2) to instruct the Customer on the proper use, operation and maintenance of the
measures; and

(3) to certify that the measures are properly installed and operating as designed.
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The Certification Agent will arrange for a Disclosure Lien (Attachment 5 B
RESERVED) to be recorded at the County Register of Deeds for each location at which a
PAYS" product is installed to facilitate disclosure of PAYS" obligations to successor
customers at this location.

Upon notification by the Customer that work is complete, the Certification Agent
will verify that the measure(s) have been installed and may inspect the location to verify
that the measure(s) have been properly installed and are operating as designed. The
Certification Agent will arrange for payment to the Contractor and instruct the Company
to begin collecting PAYS" charges for the estimated payment term. However, any
verification by the Certification Agent and request that the Company initiate PAYS™
charges in no way limits the installing ContractorOs and product manufacturerOs liability
as per contractual agreement with Certification Agent and under Michigan law.

After receiving notice from the Customer of a failed PAYS" product, the
Certification Agent will evaluate any report, and at its option, the Certification Agent will
cause the PAYS™ product(s) to be repaired or replaced and will notify the Company to
extend the term of remaining PAYS™ payments as required to recover all repair or
replacement costs including Certification AgentOs administrative costs. If within fifteen
days of notification by the customer, the Certification Agent has not arranged for the
repair or replacement of a failed PAYS™ product, the Certification Agent will instruct the
Company to terminate charges under this rate.

Certification Agent will also request PAYS™ payment terms to be extended in the
event Company notifies it that one or more Customers have missed payments and that
these costs have been charged to CompanyOs bad debt. The Company will retain such
payments, when and if they are eventually made and use them to reduce any PAYS"™
related bad debt.

CUSTOMER RESPONSIBILITIES

Prior to the installation of any PAYS" products, the Customer will sign a
Purchase Agreement (Attachment 2 B RESERVED) which will provide that the Customer
is a customer of the Company and agrees to be responsible for all responsibilities
enumerated in the Purchase Agreement, including:

(1) payment of the PAYS" charge in addition to all other charges on the monthly bill;

(2) informing the Certification Agent if their PAYS"™ products fail or malfunction so
that the estimated reductions in demand, energy use, or other savings may not be
realized;

(3) maintaining the PAYS" products at the service location, taking reasonable steps to
prevent damage to such measures and being responsible for all costs associated with
Customer damage or neglect, including the Certification AgentOs administrative
costs, repair costs and all remaining payments even if the measure is not repaired or
replaced,;

(4) becoming fully informed concerning the routine operation and maintenance of the
PAYS" products installed at the service location;

(5) allowing access by the Certification Agent or its agent, at reasonable times, for any
inspection or repair of PAYS" products; and
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(6) accepting responsibility for the cost of out- of-warrantee repairs not caused by the
Customer. Customers may accept such responsibility through any of the following:

(a) the Customer may arrange and pay for the PAYS™ productOs repair,

(b) the CustomerOs casualty insurance may arrange and or pay for repairs,

(c) the Customer may allow the Certification Agent to make repairs and agree to an
extension of the number of monthly payments to cover the Certification AgentOs
cost of repair.

For portable PAYS™ products (designated on Attachment 1 or on the Customer
Purchase Agreement, Attachment 2 b RESERVED), the Customer must pay for the
remaining balance under the PAYS" Purchase Agreement with the Certification Agent
when the Customer terminates service with the Company at the location where the
Customer is paying charges under this rate.

For permanently installed PAYS™ products, a CustomerOs obligation to pay for
the PAYS" products ends when the Customer closes the account at that location.
However, a Customer may opt to change the status of a permanent measure to a portable
measure by obtaining prior approval from the Certification Agent and paying for the
remaining balance under the Purchase agreement with the Certification Agent when the
Customer terminates service with the Company at the location.

If the Customer is the owner or lessor of the premises, the Customer must provide
written notification to inform any/all prospective purchasers or renters of the location that
there is an unexpired obligation under a PAYS"™ Purchase Agreement. Failure to provide
disclosure will constitute permission by the owner or lessor for successor Customer to
break any lease or purchase agreement without consequence. Providing a copy of the
PAYS" Disclosure Form signed by the successor Customer (Attachment 6B
RESERVED) will constitute proof of disclosure of this obligation. Whenever a Customer
applies for service at a location which was the subject of a previous PAYS" Purchase
Agreement, payment for which has not been completed, such Customer shall undertake
the Customer responsibilities described herein, shall become responsible for the
remaining balance, and receive notification of PAYS benefits and obligations associated
with the PAYS™ product(s). Acceptance of electric service constitutes acceptance of
these benefits and obligations by the new Customer.

The Disclosure Lien recorded at the Registrar of Deeds will help ensure that
lessees and purchasers of premises with PAYS™ obligations learn about PAYS”
obligations before signing lease or purchase agreements.

LANDLORDOS AND LESSOROS RESPONSIBILITIES

In order to be eligible to accept the installation of PAYS™ products in a location
which is rented or leased to tenants who currently are customers of the Company or
future tenants of such locations who will apply for service from the Company at such
locations, the owner and the landlord or lessor (in case the landlord or lessor is not the
owner) must enter into a Landlord Agreement (Attachment 4D RESERVED) under which
they agree all enumerated responsibilities, including:

(1) to provide access for the Contractor to enter the LandlordOs premises and install
PAYS" products and conduct related work as necessary, and for the Certification
Agent to inspect or repair the installed products;
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(2) to cooperate in obtaining the consent of any existing tenants to enter into a
PAYS" agreement with the Certification Agent;

(2) to inform all prospective new tenants of the obligation to make regular PAYS™
payments up to the amount of the remaining balance of any previous PAYS"
agreement attributable to the rented or leased location; failure to provide
disclosure will constitute permission by the owner landlord or lessor to break any
lease or purchase agreement without consequence (providing a copy of the
PAYS" Disclosure Form (Attachment 6 B RESERVED) signed by the new tenant
will constitute proof of disclosure of this obligation); and

(3) to inform all subsequent owners or lessors of these obligations with respect to
informing tenants of their rights and obligations under this tariff which will be
enumerated in the Automated Utility Generated New Customer Form
(Attachment 8 RESERVED) sent by the Company to all tenants within fifteen
(15) business days of their applying for service.

PRICING AND CONTRACT TERM

The Purchase Agreement will specify the monthly PAYS™ Charge and the initial
term of the payment period. The initial term of the Purchase Agreement may be extended
by the Certification Agent to recover its costs for out-of-warrantee repairs or missed

payments.
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ATTACHMENT 1
[for Residential PAYS™ Products only]

SEMCO Energy Gas Company residential customers residing in the City of Port
Huron, Port Huron Township, Fort Gratiot, Marysville, and St. Clair may
purchase a high efficiency heating system (i.e., boilers or furnaces and
accompanying materials necessary for their successful installation) as a PAYS®
product if installed by a PAYS® Certified Contractor and certified by the PAYS®
Certification Agent and providing it meets the following criteria and
certifications:

e Energy Star appliance or equivalent (for non-US manufactured units)
o AFUE rating of 92% or higher (95% preferred)

e Steady state efficiency of 92% or higher when unit has been operating and is
heated up

* All federal, state, and local codes and permitting requirements including
successful mechanical inspection

¢ Installation is in accordance with all federal, state and local codes and
manufacturers’ specifications

* 10 year parts and labor warranties
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ATTACHMENT 1
[for Non-Residential PAYS™ Products only]

SEMCO Energy Gas Company MUSH customers (as defined by the federal
government, e.g., LBL National Lab as municipal governments, universities,
schools, and hospitals) may purchase any resource efficiency measure as a
PAYS® product if installed by a PAYS® Certified Contractor and certified by the
PAYS® Certification Agent and providing it meets the following criteria and
certifications:

e Energy Star approved (if relevant)

e AFUE rating of 88% or higher (if heating system)

e Steady state efficiency of 90% or higher (if heating system)

o All federal, state, and local codes and permitting requirements

¢ Installation is in accordance with all federal, state and local codes and
manufacturers’ specifications

e If the municipality requires inspection of installations, such inspection is
successful



UTILITY COMPANY Original Page 8 of 8
Rate PAYS”

ATTACHMENTS 2-8

[RESERVED - Not included]



