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Decision 33-03=002 March 9, 1988 It | ‘ ["

A |
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFOﬁNIR*thL

Rulemaking Proceeding on the
commission’s Own Motion to Revise
Electric Utility Ratemaking 1.86=10-001

Mechanisms in Response to Changing (Filed Octobker 1, 1986)
Conditions in the Electric Industry.

ANTERIM QPINION

In Decision (D.) 87— 05—071, we determined that our review .
of proposed contracts for sales £rom Calmfornla s largest electric
utilities to individual customers at other than tariff rates would
be aided by a set of gu;dellnes for these specmal contracts. We
decided that the most eff;clent way to develop the guldellnes was
through.a workshop. To focus the workshop's discussions, we
_propo ed several guxdelznes for the partxes' conszderatzon.

However, we encouragcd the partie* to bring in the;r own propooala .
for quidelines, and we made clear that the purpose of the workahop

was “to air various proposals :or guidel;nes and to'allow '

interested parties to comment on the advantages and d;sadvantages

of the proposals.” In D. 87=05=-071, we decided to focus our 1nlt;al 5
attention on the specific circumstances of Pacific Gas and Electric -
Conmpany (PG&E) , Southern california Edlson Company (Edzson),v ‘

Diego Gas & Electric Company (SDG&B), and our proposed guldellnes
covered only those: utilities.

The workshop on the guidelznes was held on July 27 and
28, 1987. At the close of the workshop, the Administrative uaw
Judqe (ALT) . determined that additional comments-statlng the
positions of the parties on the various proposals were des;rable,‘

and on July 31, he issued a rulmng 1nv1t1ng such comments to be
filed by August 4. ,
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contracts. The quidelines were viewed as an additional way to
speed up the review of some of the special contracts.

Some parties seemed confused about how adopting
guidelines would affect our review of special contracts. PSD in’
its comments recommended that contracts that conformed with the
guidelines should be filed by advice letter for minimal review by
the Evaluation and Compliance‘DiVision. Further, PSD recommended
that no approval be gzven for contracts that did not conform to the -
guidelines. ‘

PGSE’S comments also asked the Commission to clarlfy the ‘Lsp
status of a contract that meets the guadel;nes. 'In PG&E’s opinion,

such contracts should proceed through the Expedited Appl;catzon o

Docket procedure, but should not be- subject to'a hearing and should r_a .

receive approval by the CommlsSLon w;than 30 day after the
workshop reviewing the agreement.- - o

As we made clear in the May‘decaszon, these guadellnes
are not intended zn*any way to lzmlt the: utilities’ ability to

negotiate special contracts. with their customers. ‘The quidelines’ SR
sole purpose is to allow for a faster review than would: otherwise = - -

occur. Contracts with terms that'de not conrorm to the’ gu;del;nesij
will not receive the quick review made poselble by'the gu;delmnes,
put such agreements may still be approved ;r the contract can be )
shown to be falr to other ratepayers. Thus-our goal in developlng |

_the gumdelanes is not to spec;!y the exact terms of ‘the" speclal

contracts, but to develop a set: of' safeguards that: should assure”
that contracts contormang to ‘the- guzdelxnes meet certa;n key
standards and do.not dlsadvantage other ratepayers.

_It.is’ our ‘Gurrent intentxon that all spec;al contracts
should be f£iled under the Expedzted Applicatxon Docket (EAD). As’
we ‘discuss later in this dec1sxon, the accelerated review prov:ded«'
by the EAD should 1nclude contracts for 1ncremental sales, as we"l“‘
as contracts desxgned to~avoid uneconomlc bypass.;
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Decision 33-03-008 Maxrch 9, 1988 e ‘r
'Jl|,'¢.\'
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATIE OF CAeroﬁNxﬁth

Rulemaking Proceeding on the

commission’s Own Motion to Revise

Electric Utzl;ty Ratenmaking 1.86~10~002
Mechanisms in Response to Changing (Filed October 1, 1986)
Conditions in the Electric Industry.

INTERIM OPINION

In Decision (D.) 87-05~071, we determined that our review
of proposed contracts f£or sales from California’s iargest electric
utilities to individual customers'at‘othér‘than tariff rates would
be aided by a set of guidelines for these specxal contracts.  We
decided that the most efficient way to. develop'the guzdellnes was
through.a workshop. To focus the—worksnop’s discussions, we

proposed several guzdellnes for the partles’ consxderatlon.

However, we encouraged the parties to-brlng in their own proposals .
for guidelines, and we made ¢lear that: the purpose of the workshop
was ”to air var;ous proposals for gumdelmnes and to allow
interested partmes to comment on the advantages and dlsadvantages o
of the proposals.” In D.87=05-071, we deczded to focus our 1n1t;a1
attention on the spec;!;c~c;rcumstances of Pacific Gas and Electrzc
Conmpany (PG&E), Southern. callfornla Edison Company (Edison), San o
Diego Gas & Electric Company (SDG&E), and our proposed guldelznes
covered only those utilities. :

_ The workshop on the guldelxnes was held on’ July 27 and
28,'1987. At the close of the. workshop, tho Admlnlstratxve Law
Judge (ALY) determined that additional comments stating the
positions of the parties on the various proposals were desirable,-
and on.July 31, he lssued a rulzng inv;t;ng such comments to be
filed by Angust 14. ‘
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Post-workshop comments were filed by the Commission’s
Public Staff Division (PSD), PG&E, Edison, SDG&E, the Natural
Resources Defense Council (NRDC), a group of large industrial
customers consisting of Anheuser-Busch Companies, Inc., General
Motors Corporation, Nabisco Brands, Inc., Mobil Oil Corporation,
New United Motor Manufacturing, Inc., Stauffer Chemical Company,
and Union Carbide Corporation (Industrial Users), the State of
California‘’s Department of Genexal Services (DGS), and Pacific
Power and Light Company (Pacific Power). ‘PG&Ef Edison, SDG&E,
NRDC, and the Cogeneration Serxrvice Bureau (CSB) also made written
presentations at the workshop. On September 18, 1987, SDG&E also
filed a response to certain comments of PSD. ,

The ALJ’s proposed decision in this case was ziled on
December 8, 1987, and. parties were allowed an opportunlty to

comment on the draft. <Comments were recexved by PG&E, the va; ien
of Ratepayer Advocates (the successor to PSD), Edison, SDG&E NRDC,

the Califormia Energy Commission, DGS, the Industrial Us ers,
Chevron U.S$.A., and the Northern Calzternza Pewer Agency,.whlch
also submltted a Petition to Intervene.

In this decxs;on we adopt a set of guldelznes and d;scuss«

several related issues.
I. The Purpose of the Guidelines

In D.87-05-071, we described\the,development ot

guidelines as one of the most urgent tasks facing this proceeding.- f':‘
At the time, our concerns had been raised by utilities” allegatzonSﬂ‘

that several large customers were rapidly'approach;ng‘the;r

deadlines for deciding whether to build self-generatxon,racllxtxes.' o

We had previously determined that we' wanted to. revxew all specxal _
contracts with potentzal bypassers, and we had’ set up-- the Exped;ted
Appllcatxon Docket (EAD) to provide £or more rapzd revxew or these
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contracts. The quidelines were viewed as an additional way to
speed up the review of some of the special ceontracts.

Some parties seemed confused about how adopting
guidelines would affect our review of special contracts. PSD in
its comments recommended that contracts that conformed with the
guidelines should be filed by advice letter for minimal review by
the Evaluation and Compliance Division.‘ Further, PSD recommended:
that no approval be given for contracts that did not cenform to the
guidelines. ' ,

PG&E’s comments also asked the Commission to clarify the

status of a contract that meets the guidelines.‘ In PG&E'S-opinion,‘ff_,

such contracts should proceed through the Expedited Application ‘

Docket procedure, but should not be- subject to 'a hearing and should o ﬂv~'"

receive approval by the CommiSSion,Within 30 days after the
workshop reviewing the agreement. -

As we’ nade cleax in the May decision, these guidelines
are not intended in-any way to limit the- utilities’ ability o
negotiate specxal contracts with. their customers. The . guidelines'
sole purpose is to allow for a faster rev1ew~than ‘would: otherwise
occur. Contracts with terms that’ do- not. conzorm o the guidelinesf

will not receive the quick rev;ew made possmble by the guidelincs,;k't_‘

but such agreements may still be approved if the contract can be .
shown’ to~be fair torother‘ratepayers._ Thus our goal in developing o
the quidelines is not to specxfy the exact terms of the<special
contracts, but to develop a set of safeguards.that should ass ure”
that contracts conforming to the guidelines meet: certain<key '
tandards and do not disadwantage .other ratepayers. |

LIt is our current intention that: all. special contracts
should be filed under the’ Expedited Application Docket (EAD9. As1 .
we discuss: 1ater in this decision, the accelerated review provzdedﬁff

by the EAD should include contracts tor incremental sales, as’ wellf«ﬁ?ti

as contracts designed to avoid uneconomic bypass.




Undexr the EAD, a workshop is held shortly after the
filing of the application. At the workshop, the assigned moderator
determines whether any protests filed to the application regquire
evidentiary hearings. The workshop is also an appropriate forum
for the determination of whether a contract conforms with the
guidelines. The utility’s application should include a complete
statement of how the contract meets the guidelines.

If there are no protests, and_i:‘the:contractltalls
within the guidelines, it should normally be recommended for |
approval within 30 days of the workshop.. However. we camnot say at
this time that routine approval will. alwayS»be granted to every
contract conforming to the guidelines. The purpose ©of the
guidelines is, as already stated, to. speed our review. The purpo
of our review of these contracts is to ensure that other ratepayers;t
are not unduly disadvantaged by these contracts. The guidelines.
are designed so that if a contract conforms‘to-the guidelines, we H‘
should be assured that other ratepayers: will not be harmed, .and we .
have tried to fashion guidelines with this purpose xn mind.
However, the fleld of special contracts is still . new to both the
Commission and the utilities. We are not: yet convinced that the
quidelines are adequate +o screen.out all contracts.that may xnjure','
other ratepayers. Although.we contemplate that all contracts ‘
conforming to the guldelxneS-WLII be approved wzthout hearlngs, we .
reluctantly reserve the right to. examine unusual terms of unusual

- contracts in a hearing ‘when such a’ ‘review is needed to ensure that o

othér ratepayers are not harmed.- With time and experleace, we ..

”' fully expect that this reservatlon can’ be dropped “and that the‘

"pguxdellnes-may fully function asflntended._~‘ .

Contracts not conforming to-the guadel;nes will be
subject to the normal EAD procedure, and, may'go‘to hearing l! a
protest is made or if certain elements’ requare further
investigation. -
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If a contract that conforms to the guidelines is
protested, the moderator will exanmine the basis of the protest to
determine if hearings are needed.

The concern underlying PSD’s recommendation that the
Commission should not approve contracts deviating from the:
guidelines is misplaced, since the point of our review, whether or
not the contract conforms to the guidelines, is to see that the
interests of other ratepayers are protected. No useful purpose
would be served by refusing to engage in such a review.

We hope in the future to be able to narrow and to
eliminate our review e” some contracts. After the elimination of
the Electric Revenue Adjustment Mechanism (ERAM), for example, we
may reach the stage when contracts for incremental sales will not
need review. Ideally, we would be able to establish a system of
incentives so that the-utility’s‘interests would never conflict
with ratepa?ers. Experience may'also teach us. which terms of the -
contracts are likely to requlre rev;ew ‘and which terms may be
.safely ignored or limited. ' ~
' Although the guzdel;nes are 1ntended to allow. the
utilities flexibkbility in their negot;atzons, the utilities should
recognize that the pr;ncxples‘and ‘the logic’ underlyzng the- specitic
guidelines should be respected in contracts not conforming- to the -
guidelines. Thus, although”a‘particular contract'may contain a
floor term that varies. from ‘the mechanism speczfzed in the
guidelines, for example, it is nearly 1mpossmble to ;magzne that a .
contract that failed to recover the utilmtxes' short-run.costs of
providing energy could be. found reasonable. '

II. Mxmmmm

The initial focus for the guidelines was on impending
speczal contracts with customers who were. threaten;ng imninent
bypass of the utilities’ systems. The. regulatory polxc;es we’




adopted in D.87-05-071, however, allowed for another type of
contract at less than the tariff rate. We recognized that, with
the elimination of ZRAM and the existence of generating capacit)
well above target reserve margins, utilities had an opportunity to
stimulate additional sales to some customers by offering a reduced
rate for such incremental sales. By “incremental sales,” we mean
those additional sales that would not be made under existing tariff -
rates:; the additional sales are made only because of the utility’s
ability to offer a discounted rate. In our earlier decision, we-
did not discuss the role of the quidelines with regard to these
incremental sales. ° :

The threshold issue is whether we intend to revzew
special contracts for incremental sales. In setting up the.
Expedited Application Deocket, we: rererred only to. the ant;—bypass‘
type of special contract, and because of. the EAD's 'specific
requirements, a contract for lncremental sales could net qualzfy
for the accelerated prccedure. To clarzry this pomnt, we do want
to. review spec;al contracts for zncremental sales, at least -
initially, and we will modlry our Expedlted Applzcat;on Docket to 
allow for a faster review of these contracts.

Further, we believe that many, but not all, of the
guldel;nes we adopt in this decision ‘should also apply to spec;al
contracts for. incremental sales.‘ As we discuss each gu;del;ne, we

will make clear whether and to what extent the guzdelzne appl;es to;ef

the contracts for incremental sales, as well as ‘the przmary focus,
the anti-bypass: speclal ‘contract. .

ITI. The Proposed Guidelines

Floox Price
" The partxes reached an unusuel level: of‘agreement in
recognizing the need for some sort of floor price guzdel;ne.‘ Tbe,
parties agreed that the’ :1oor:pr1ce should’ ensure,tnet‘the‘utzlity,
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recovers all of the costs it incurs in serving the customer under
the contract, and thus should avoid hidden subsidies from other
ratepayers. In keeping with the advisery rnature of the guidelines,
we agree with PSD’s characterization of the floor price appropriate .
to a guideline as ”the lowest price possible that does not
disadvantage other ratepayers in either the short or long run.”
Wwithin this general definition, however, there is room for
differences of opinion, and the parties differed considerably over
the appropriate components of the floor price.

1. Enexqy Cost - »

The parties generally agreed that it was necessaxry for

the floor price to cover all of the short-run costs of the fuel
required to produce the electricity sold te the customer under the

contract. Most parties felt that use of the Standard Offer Number .ff”w.

1 (SO#1) energy formula was an approprmate mechan;sn for the. energy
conmpeonent of the floor prxce. Thas mechanasm has been approved by
the Commission for use in pricing purchases of power from

independent power production facilities.  Each utility adjusts its f‘fgf“*
SO#1 energy price quarterly zo rerlect changes in the price of the |~

marginal fuel. The parties also. agree that this. component of the
floox price should float durang the term of the contract, to '
reflect changing fuel markets. .

We agree that SO¥1 sets an approprxate energy'component
for the floor price. ‘The mechanism ‘has worked: well and has gained
wzdespread acceptance in the alternative generatzon faeld, and z*

- is fortunate that it also tats the needs of th;s-proceedlng-

In-a related recommendation, PSD- has suggested that
utilities should alse book a credit to their Energy Cost Adjustment
Clause (ECAC) accounts monthly*at the appropriate.ECAc rates for
each kilowatt-hour sold under spec;al contracts. This cred;tzng
would” guarantee “that~othex” ratepayers would not bear any of the’
fuel costs assoczated with sexrvice under the special contracts-
These credits would be separate rrom the floor prxce, although
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there should be a close relationship between the level of SO#1 and
the ECAC rates. ‘

Ediseon raised a related point in response ©o one of PSD’s
suggestions during the workshop. Edison agrees that the utility
should also make full contributions to other appropriate balancing
accounts, such as the Major Additions Adjustment Clause (MAAC)
account, for special contract sales that are included in the sales
forecast. We agree that such crediting to ECAC and other relevant
balancing accounts is appropriate'tovprotect‘the interests of other
ratepayers. -
The purpose of requiring these credlts is to~ensure that
other custoners do not zndmrectly or inadvertently subsidize the

¢customers purchas;ng under speclal contracts.- The credits should

be designed to cover the increases that occur in the balanc;ng
accounts when consumption increa.es incrementally. within 30 da.ye
of the effective. date of this dec;szon, PG&E, Edison, and SDG&E
shall submit a list of such credits to affected balanc;ng accounts
and a description, ;ncludlng suggested tar;ff revmalons, o: how.
they propose to make such credlts.

2. x v : nn ! ll ! I g : !

- Considerable d;sagreement arose on the questxon whether B

transm;sszon and dlstrxbutxon (T&D) costs should be 1ncluded.as a fef:;

component of the floor price. . , : : : :
One side of the argument urged that T&D costs are sunk
costs that don’t vary in the.short run. Since the marginal T&D .
cost of serving a customer under a speczal contract is zero, no. T&D
component should be -included in the floor price. However, if ‘
service to a specxfic customer requires T&D expendltures by the

utility, then the contract rate- for that customer should znclude a ﬁ,wf*

T&D component to keep other ratepayer5~econom1cally'1nd;£:erent.
 The other side was. articulated prmmar;ly by PSD.. PSD

argued that the Commission had never: adopted a vxntaged rate

approach to T&D costs, under which newer: customers would bear the
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cost of the new facilities built to scrve them. Rather, the
Commission’s approach to T&D marginal costs viewed the costs as
rental charges. When T&D costs are seen as rental charges, they
are variable in the short term, and they should be included as a
component of the floor price. PSD therefore suggests that the
floor should include a T&D component, based on the T&D marginal
costs adopted in each utility’s last general rate case. PSD
suggests that this component could be.escalated and fixed at the
commencement of the contract. '

Both sides of this argument have logical virtue,. In the
context of anti~bypass special contracts, zn‘partlcular, T&D costs
are mostly neither incremental nor decremental: added or retained
consumption from the anti-bypass special contracts does not cause
the systen to incur additional T&D coets, but neither does self-
generation and the associated reduction in consumptzon result in
any lxkely T&D savings. Forxr the sake of conszstency with, our
general approach to the determxnatlon of marginal costs for T&D, we ;}

. will agree with PSD that tbe floor price should :mclude a componen'c

reflectlng the rental value of T&D facilities. The margxnal T&D _
cost establlshed in each ut;lzty's.generax rate case shall serve 'as '~
the T&D component of the floor. This component way be fixed at the‘j
outset of the contract, based on the T&D ‘marxginal cost adopted in A
tre utility” s last general rate case, w1th approorlate escalatxon. s
The T&D component: may'be stepped up. annually over the term of the
contract, according to a predetermlned zormula, or it may be . . o
levelized over the term of the agreement -again using approprmate e
escalators. The contract may also use the actual T&D marginal . ,
costs established in the general rate cases dec;ded durzng the term
of the agreenment. ‘ o IR R

- We will make one exception to this general approach., 7
Contracts for incremental sales may result'in’ increased 1oad that
requires modification of the T&D system ox acceleration of the . f:f
_Lnstallatzon of planned xmprovements. In these cases, the.contract
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price should recover an appropriate measure of these site-specific
increased costs.

3. Generxation CoSts

The arguments over whether generation costs should be

included in the floor price echo those surrounding the T&D issue.
One side of the argument notes that sunk generation costs do not
vary in the short term, and the addition or. deletion of an
individual customer doesn’t change these sunk costs one whit. The
opposing argument is that a customer under a special contract is

making use of the system’s generation capacity and therefore should

makxe some contribution to help- meet the costs of the system’s
generation resources. :

PSD argues that the generatzon costs component can. be ‘
reflected by use of the_Energy\Rellabal;ty,Index_(ERI), whrchvwas
developed in connection with purchases. from independent power'
producers. The ERI varies to reflect the—value of. addrtaonal
capacity to the system.‘ When the, ERI is 1.0, the value of
additional capacity is equzvalent to the value of an addataonal
combustion turbine. As addatronal capacity becomes necesaary to

meet reserve margin requarements, the index rrses and generataon.byu
independent power producers should be stimulated by higher capacatyJ

prices. The index approaches 0. 0 to reflect ancreasangly lower

needs for additional generation for purposes of system relaabrlrty.'

PSD thinks that use of this- 1ndex~1s approprmate for the
floor price, because utalaties plan for additional generating.

plants based on the demand patterns that are establashed today. I

the price of power s0ld under special contracts 1srartr£1c1ally _
low, greater than appropriate demand will. result, and the need for.
additional generatlon will be accelerated. PSD belaeves that. the :
ERI is useful in establlshrng accurate. price signals for
appropriate levels of consumption by specaal contracts customers.

- Some of the. part;es agree that use of the ERT would be
approprlate if the utllxty had any new resources on,the plannxng




horizon (which they say they do not) and if the ERI accurately
reflected today’s situation (which they say it doesn’t). Edison
apparently joins PSD in agreeing that an ERI~adjusted capacity
component is appropriate”for the floor price. PG&E believes that a
generation component is needed only if the contract in'questioh '
extends into a period when the CommLSSLon's OIR~2 process has
identified a need for added capacity. In 2 sxmllar vein, the’
Industrial Users recommend that. the S5~ to-lo-year contracts
contemplated in this proceedmng should not contain a generat;on
component, since capacity will not be needed in that time frame.
Pacific Power opposes any general requmrement to include the '
generation component, unless and untml addztzonal resources are
required. . :

We are persuaded that . some reflectlon of capac;ty costs
is appropriate :or the floor price. In theory, the floor should’
equal the utility’s long-run marglnal cost»oz capacity. However,
our estimates of long—run marglnal capacltV‘costs are not yet ve*y

xeliable. In addition,” the relatively short term that we allow’ :or‘”fp“

special contracts.conrormeng to the guldelznes permits us to- L
consider other measures of the capaclty component of the floox
price. :

Edison suggests that the ERI-adjusted short-run
generation capaczty costs. contained in so#1 are 'a: reasonable
measure of the. generation costs of serving customers under speczal
contracts. The ERI provides a readily available slzd;ng—scale

mechanism that can serve as a reasonably accurate signal o: the - -“"j'/

cost of the demand that all’ customers place on the systen.

Although SO#1 re:lects only very short-tern- capaczty costs, ve. .
believe that, in llght of the relatively short limits we place ‘on.
spec1a1 contracts” con:orm;ng to the guidelines, the SO#1 capac;ty n
component provades a suftzc;ent indication or the changlng need :orﬂ'

additional capacxty. We will adopt the ERI—adjusted capaclty przceV“";
of SO#1 as an approprzate generation component for the - floor pr;ce,'m~*ﬂ




In applications for approval of specific contracts, we will
entertain the utilities’ proposals on how this component may be
escalated, fixed at the outset of the contract, or levelized.

We are concerned ahout some of the utilities’ statements
during the workshops that the ERI is out of date or so inaccurate
that it is unreliable. If a utility feels that its current ERI
needs adjustment or refinement, it should either petition for
appropriate adjustments in A.84-04-044, gs_al., or petltlon for a
modification of this decision to alert us of its concexrns.

In a recent‘proposed decision in Application (A.)
82-04~044, the ALY noted several problems withﬂapplying‘the‘ERI to

PGLE’S system, because of its high proposition_ot weatherédependentu

hydroelectric resources. Because of these problems, we will not
require PG&E to apply the ERI adjustment to its S0 #1 capacity
prices to serve as a floor prxce.‘ PG&E may employ the adjustment
adopted by the Commission in the’ pendlng decision in A.82-04-044.

‘To avoid harming other ratepayers, th;s guxdellne should
apply to both anti-bypass and xncremental sales contracts.: -

B. Size Limits .

The specific quest;on addressed in thas sect;on is what
size limits, if any, should be~placed on ‘the contracts that rall
within the guidelines for special contracts. However, a related
and more complicated cuestion is whethexr specxal contracts should'
be limited +o only the customers whose sales and revenues will no

longer be subject to~ERAM The latter questlon will be-addressed)dk“

in a later section. of this decision. .

For purposes of the guidellnes, Edison and PG&B- 3 N
recommended a 1000 kilowatt lxmltation. They have presented the
results of studies showang that nearly'all of the potentlal for
bypass resides with customers w1th(a demand of. 1000 kW ox’ greater.

The 1000 kW l;m;t also»comncldes wzth thezr recommendat;ons for the ‘:.“<u

definition of the- large l;ght and power (LL&P) class.‘
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SDG&E faveors no limit. Because of the higher level of
its =ates compared to the other utilities, SDGS&E has identified a
greater potential for bypass ameng customers in the 20-1000 kW
range. Accordingly, if any limit is adopted, SDG&E recommends that
its linmit be set at 20 kWw.

PSD is still awaiting full responses to its data requests
on this issue. From the limited data available to it, PSD is
concerned that drawing the line at 1000 kW may be ineffective in
warding off future bypass. PSD notes that the data supplied by
PG&E and Edison indicate that fully half of the identified bypass
potential among customers above 1000 .kW has already been realized:; ‘
that is, about half of. the potential bypassers have already left or .
committed to leave the system.  On.the other hand, PSD notes, the.

‘utilities appear to have little information on the: bypass. potentxal

for customers in the 500-1000. KW range. PSD fears that the ,
greatest future bypass potentmal lies’ 1n this class, and that the
incentives developed in this proceedzng ‘should be aimed- at this
class if avoiding future bypass. is the goal. Accord;ngly, PSD
reconmends a limit of 500 XW for PG&E and Edison and 20 kW for
SDG&E.

The Industrial Users concur with the“utilities’ proposals
and recommend limits of 1000 kW for PG&E and Edison and 20 kW zor
SDG&E. Pacific Power recommends a limit of. 500 KW, but it appears
that this recommendation appl;es to its system only.

For the limited purposes of the gumdel;nes, we think that
setting the size guideline to, 1nclude only contracts with' customersv
with 1000 XW or more of demand serves a’ useful purpose. Thernly |
question we are address;ng here is 1dent1£yxng whieh contracts
qualify for the accelerated review made poss;ble by the guidelines..
We have become convinced that many cusﬁomers'or this size can -
present a credible threat of bypass: indeéd, as PSD has pointed
out, many customers:o! this,classfhave already committed. to leave
the system. 'Information‘onftherbypasé-potential<of(smallér.
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customers, however, is sparser, and we believe that it would be . ‘
useful for us to hear a more detailed justification of the bypass
threat. Since contracts with smaller customers will not initially
qualify for the accelerated approval made possible by these
guidelines, we view the size linmitation of the guidelines as a way
of staying informed of new .technological and economic developments
that may extend the feasibility of-bypass to smaller customers.
The number of special contracts with smaller customers brought for
our approval is an important and reliable irndication of such
developments. If we become more certain of the bypass potential
for smaller customers, we will lower the size limit for purposes of
the guidelines. The different c:rcumstances of the. individual
utilities may eventually lead to.different size: l;mxtatlons.

For similax reasons, this gu;del;ne should apply to v
incremental sales in the' following' fashion: only contracts for .
incremental sales to customers whosc base demand is 1000.kW or more -
come within the guideline.. .However, for these customers the o ‘1i t

' individual contract for incremental sales does not need to amount .. "
to 1000 XW to qualey*tor_accelerated review. Agaln, we expect to C
modify this size limit as we gain more experience in this area. =

In our May decision, we proposed a maximum term fox.
contracts conforming teo the guldelxnes of three years. In part,
this proposal reflected a lack of conf;dence in our ability to
foresee the course of the events a!fectmng the electric ut;lxty ‘
industry, and in part it was related to the current 1ength of the

general rate case cycle. : : - - ‘ ‘ T

The utilities were united in stressxng that 2 term of at o ;“?
least five years was the pinimum needed for a spec;al contract €to ‘
be considered by a- customer.‘ Because,oz the two~- to'three-year
lead time for development and construction of a. self—generatmon
unit, customers need to begin to explore their electrxcmty optxons“ o
about three years before the power is needed, or three years before




the expiration of the contract. If the term of the contract is
only three years, the customer would be forced into a constant
state of planning and would likely choose self-generation at <t
outset to avoid the inconvenience of perpetual planning.

. Several parties urged five years as the minimum term,
with a maximum term of 10 years. SDG&E, for example, asserted that
the utility, as the -zeller under the eontract, penefited from
longer contract ternms and greatex stability of its customer base. -
Accordingly, it urged that contracts of over five years should be

allowed under the guidelines if the price is indexed to fuel costs: =

even without such. indexing, contracts of up to five years should be

pernitted. Edison thought that an‘option;»bresumably.exercised by N

the utility, for an additional five years. should be available’ at
the end of the initial five-year term.

A further question had to do with’ whether- the custonmer

should begin to receive the reduced rate when the postponed self- ST

generation fac;lxty-would have begun cperatlon or when the contracet -
was executed. Most partles thought the term sheuld begzn when the
phantonm plant would have started operatlon. S :

For purpoSﬁs of the guidelines, we‘belleve that a maxlmum:
tern of five years is approprxate for contracts.desmgned to~deter
self-generation by a customer; ' We recognize that the proposed
three~year term would have been,unattractive toﬁmost potentlal
bypassers. We ‘are still’ concerned, however, about future
volatility in the 1ndustry, and we think that. short contracts are.
preferable at this time. Also, we agree wzth the part:esAwho
suggested that for purposes of- the guldellnes the rate<concessxons
should begin when the phantom.bypass raczllty would have’ begun
operatzon, s;nce the customer is no better nor worse off" under the .
contract Lf‘th;s commencement date is used.‘ Again, contracts wnth '
longer terms may be negotiated: by the utility and- approved by the
Commission, but they will not be guaranteed the-quzck revxew that
the guxdellnes are lntended to make poss;ble. ‘
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For contracts for incremental sales, lead time is not
such an important consideration, and ouxr concern about forecasting
conditions in a volatile economy weigh heavier in our decision. We
conclude that for purposes of the guidelines, contracts for
incremental sales should be limited to three years from the
commencement of sales under the contract. -

The guidelines should include a further limitation that
should apply to both types of special contracts. The term of a
special contract conforming to the quidelines should not extend
into any yvear when forecasts indicate that additional capacity will

be needed to meet target reserve margins. The purpose of allowing -
special contracts is to take advantage of existing excess Capacity..

Considerable justification will be required'toﬁdemonStrate‘the

benefits of extending discounted rates into a- perlod when increased

demand creates a need for additional’ capac;ty.v-,
D. . DiLs tiation .

' Two concerns underlie our dc ire zor time d;:ferent:atmon'

of the specral contracts’ prmce terms. Fzrst is the fact it costs
the utilities more to produce electr1c1ty durxng peak hours than

during off-peak hours, since they must turn to- progressively less _‘*-

efficient generat;ng units to nmeet h;gher levels of demand.- Our
concern here.is that the contract price should at least cover the
utilities’ cost of producing the power sold‘under the special’

contracts. Second,‘higher demands at. peak periods often drives the«ﬂﬁ‘

need for additienal resources, since: the,reserve margin is
primarily designed to-assure that peak loads. are relzably ‘met. At
present, additional. resources are usually'more ‘expensive and- :
environmentally troublesome than relynng on exlstlng resources. . . -
Excessive ¢on-peak demand may thus a!fect the rates charged to all
customers, since the cost of constructxng or obtain;ng new
resources is borne by all. customers. Our ‘concern. here is- that the
price signals of the. contract»should dlscourage undue on—peak '
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consumption and should encourage the customer to flatten its load
as much as peossible.

These desires are tempered by our recognition that self-
generation units make most sense for the customers when the
facilities are designed to run at a high load factor. Thus, the
facilities against which the special contracts will compete have -
flat costs for the customer. Even though high on-peak rates are
offset by low off-peak rates, and thus high load factor customers
are basically indifferent, excessive time d:fferentxatzon o
requirements for the spec1a1 contracts may tllt the customer’s
dec;szon toward bypass;ng the system.

PsSD argued strongly for time differentiation
recquirements. PSD recommends that only contracts with time-of-use’
energy rates and on—peak.demand charges should fall within the
guidelines. These two charges willk sxgnal both " the hourly running.
¢costs of the utility’ xn producxng the’ power and the. long-run cost

,of adding capaclty to-meet on—peek demand, accordxng to PSD.

The utzlztles generally concede the need for some time
differentxat;on in the rates ot contracts talllng within the
guidelines, but they plead for more flexlblllty than PSD’s
proposals allow. Edisen, for example, lists a nunmber of optlons
for time differentiation. A pre-defzned load profile which lxm;ts
the avallablllty or the speczal contract .rate, combined with a rate
des;gn which mlrrors the costs of sel!-generat;on and. consmst oL
high fixed chaxrges and low variable charges, gives the customer a
great incentive o conform to the load. proflle as closely as
possible. In its general rate case, Edison has proposed a Margznal
Cost Contract Rete,,which adjusts ‘the fixed charge to reward or -

pun;sh a customer for an improvement or .deterioration of summex on- .

peak load factor. Edison also has a Spot Prlcing Amendment in an
agreement with one of its customers that limits the’ avazlabxlzty of "
the discounted on—peak rate and ties the l;mzt“to the customer’

mid- and off-peak usage, thus creating a 1oad-tlatten1ng lncentrve- ‘fff""'
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In addition, the customer’s load is fully interruptible to mitigate
the customer’s contribution to long=-term capacity shortages.

Edison suggests that a variety of mechanisms should be sufficient
to meet the time differentiation requirement of the quidelines.:

PG&E also recommends that the goals of the time
differentiation requirement may be met by any of a variety of
mechanisms. It lists time=-differentiated energy rates, defined load
shapes, on-peak demand charges, and percentage discounts from
tariff rates as possibilities. PGSE also pozntsrout that many
special contract customers will continue to take a portion of their
load at regqular tariff rates, which are time-differentiated, and
thus will face t;me-o:-day pricing for margznal consumpt;on._ ‘The
load shifting incentives on the margin for such customers: ls as
strong as for customers on tariffed. rates.‘ ‘

For puvposes,ot the guzdelxnes, we th;nk it is xmportant
both to ensure that the specxal contract's pr;ce should cover the
utility’s hourly costs and that the customer should have some
signal reflecting.the long-term effect of peak usage on the system.

For purposes of the guidelines, we think the first objectlve is met - .
if the energy component of the floor przce is t;me-dszerent;ated.,._

We have already determlned the the energy component of the floor
price quideline should be the - SO#1 enexgy payment, since this
mechanism is routinely divided into~t1me—d1£ferent;ated components
it is a simple matter to 1ncorporate the txme—d;tferentmated rate
as the floor. ' '

We want to make clear that the time-d;:ferentxated floor L

is adopted only for purposes of the guldelxne and the accelerated
treatment that the guldellnes make poss;ble. _Contracts. wmth
undifferentiated floors or othex terms may be snown to be fair to
other ratepayers by the applxcant utility. :

‘ We also believe that it 1s-lmportant to-ma;nta;n some’

time-of-use incentives in the customer's actual payment above the 'e

floor price.. However, we also want to'allow-the ut;lxtxes
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sufficient flexibility to make the special contracts attractive for
potential bypassers. For purposes of the guidelines, we believe
that this concern is satisfied if the differential between the on-
and off~peak contract rate for marginal consumption is roughly the
same as the differential between on- and off=-peak rates in the
applicable TOU tariff. This requirement may be met in many ways.
Obviously, this requirement is met when part of the customer’s load
is subject to both on- and”off-peak tariff rates. A percentage
discount from the tariff rate is also acceptable. A properly
constructed load proflle, combined wmth an.appropr;ate rate
structure under the contract may also meet this guldellne.

Apart from the mechanisms listed above, it may be
difficult to determine whether a contract’s’ time- d;tferent;at;on
provision is roughly equlvalent to the appllcable TOU schedule’s
differentials. For such contracts ‘the utlllty and our. stafs- wxll
have to‘exercxse some’ judgment in apply;ng this guzdellne. our:
lntent;on here is to provide the’ utlllty with great flexlblllty Ln
developlng the appropriate rate prov;slons wh;le retalnxng an
effective signal about long-term consumptzon.patterns.

E. nm:e_uex:.mm '

In D.87-05-071, ‘we expressed our znterest in prooosals
for integrating special contracts with the utll:ty's-long—run
resource needs. These proposals suggested that, as part of the
cons;deratlon,for rece1v1ng rate reductlons, the customer couldf"”
agree to take actlons, perhaps at the end of the contract term,

‘that would complement the resource plannang of the utlllty. We

1nvited proponents ‘of this future flexibxlxty to present specxfmc
proposals that would' accompl;sh these purposes.

.’ NRDC came forward with twe related proposals. The'first
proposal called for. utilities, after negotlating a special contract

with a customer, to-present the customer wzth an option of taklng a fv”

conservation payment and contznu;nq to take servmce at tarlrfed
rates. The conservatlon payment would be the’ present value
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equivalent of the rate concessions expected to occur over the term
of the contract, so that the utility would be economically
indifferent as to which c¢hoice the customer accepted. I the
customer thought that it could use the payment to reduce
electricity usage by improving efficiency so that its total
electric bill would be less than under the special contract, it
would select the conservation payment. Otherwise, it would choose.
the rate reduction. According to NRDC,_sucn incentive payments are
one way to reduce market barriers to efficiency. improvements;‘
particulaxly the tendency of businesses to expect very short
payback periods for their lnvestments.

NRDC’s second proposal provides the enforcement nechanlsn"

for its first proposal, but the second proposal bas broader
applicability. Under NRDC’s second proposal, all customers

receiving either rate reductlons under spec;al contracts,or e
conservation payments would agree, as—a term of their contracts, to-

one of two conditions: Elther they would place a portlon of thelr
current loads on lnterruptlble schedules ln proportzon to the

reduction in the customer s bill resultlng from the rate concession

(or the conservation payment), or they would agree to install, on '
the utlllty's request, the self—generatlon equlpment that was the .
pasis for the bypass . threat that resulted in the speclal contract.-
The second proposal is an attempt to-see that any
increased demand stimulated by specaal contracts does not enter
into the utility’s long-run resource plans. By ‘either havxng a

portion of the.customer’s load on.lnterruptlble status ox requrrlng;‘

" ‘the customer to»construct the threatened. selt-generatlon equlpment,
the utxl;ty can'- avozd planning ror increased load for that
particular- customer; the’ demand created by those customers should
be stable. ' -

The utllztles generally questloned or opposed NRDC'

[

proposals. Edison, for example, listed flve of lts concerns about L

NRDC’s proposal fer ef!xcxency ;mprovement payments. F;rst, Edison
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questions NRDC’s assumption that decisions about efficiency
improvements are irrational, that a program like NRDC’s payment
proposal is needed to overcome market barriers. Edison believes .
that its customers’ decisions regarding conservation investments
are rational. Second, Edison is concermed about the risk of
cverpayment that is inherent in the forecast that NRDC’s proposal
requires. Calculating-the conservation payment requires a forecast
of tariff rates for the term of the contract and may also regquire
other projections, depending on’ the specific terms of the discount.
Any forecasting inaccuracy would lead to over- or underpayments of
the conservation pa?ments; Third, a customer may be interested in
the consexrvation payment only . lf it belleves the' forecast  of tariff
rates is in error; Edison seems to believe: that customers may bet
agaxnst the forecast rather than for. thelr abxlxty to improve
efficiency. Fourth, the fact that. Edason’s retail’ rates exceed 1ts
shoxt-run marglnal costs already g;ves«customers ample incentive to
invest .in conservation.  TFinally, Edison thlnks the proposal is

still- vague in lts deta;ls. For: example, Edlson,asks, how wall the ﬂp“”“'

disposition of the- conservatlon payments be monxtored’ HOW”Wlll
base (nonanterruptlble) amounts of demand be’ establxshed’

Other utilities echo Edison’s concerns and ‘add ‘moze of
their own. SDGSE ‘believes that the proposals are not suited for
these guidelines, which are intended to ease tne review'of special
contracts. According to. SDG&E, NRDC's proposals are neither s;mple
nor easy to admanister. Furthermore, SDG&E fears that the o
requlrement of’ offerlng a conservat;on lncentive payment Wlll 4
undermine negotaatlons with customers.. For example, if the ut*laty
does an excellent job of negotiating with a: customer, the specaal
contract may ezzectively~produce no: discount from expected tarifg-
rates. This lack oz a discount would be made paanzully clear’ when
the utility presented its required alternatxve payment-a
conservation payment of nothing._ Elther the customer would feel
cheated by such negotiations ‘or conservat;on advocates would accuse
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SDG&E of scuelching conservation, in SDG&E’s opinion. DPG&E adds
its fear that some customers would take the paynment with the
intention of geoing out of business, or merely reducing operations,
pefore the end of the contract. In either case, the customer would
not be required to spend one dime on comservation, yet it would
evade the enforcement mechanisms proposed by NRDC.

PSD finds some merit in NRDC’s proposals, but believes
that further cons;deratzon may be necessary. Pacific Power seconds
this belief.

NRDC has identified several very';mportant problems. How,
do we put conservation investment on the same economlc footing. as
self-generation and specxal contracts? . How can we prevent the
increased demand resultlng from special: contracts rrom acceleratzng
the need for new capac;ty addrtzons’ What happens to-our '
‘conservetlon.programs,after the el;mrnatlon of- ERAM? How-do-we
integrate conservation and load management into: our new framework
of regulatxon? , : ‘

) . NRDC’s consexvation 1ncent1ve payment proposal assumes a
the exzstence of market baxriers thet d;sadvantage eff;c;ency
improvements. We have no doubt that. market barrlers exlst.v
overcoming market dxstortlons has been one of the cont;nulng goals

of our conservation programs. We are somewhat surprised at NRDC’s N,Jﬁ_?""

assessnment that substantial market barrier. are.still pervasive
among the customers qualrfyzng for specmal contracts. These
customers, after all, are large,entitles, and we would expect that
a company angling for a compet;t;ve advantage would jump at any
reasonable opportunity to-lmprove enexqgy effzciency and thus L
decrease costs. Even among- these large entlties, the . customers uf
qualifying fox the anti-bypass type ot speclal contract should, be.
those who are the most sophistzceted about energy ‘matters, since to
receive serious . consmderation from the utilzty they must be well.
aleong: 1n<planning ‘the constxuction of a selr-generatxon un;t.,,We

- would think that such customers would have evaluated the econonic
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benefits of conservation thoroughly before deciding to commit large
amounts of money to a self-generation facility. Thus, we would
expect that these large customers would not be‘subject to a lack of
information, perhaps the most common barrier to conservation. -
We understand NRDC’s proposal be aimed primarily at
another market barrier, the short pay-back period used by companies
in deciding whether or not to make conservation investments.
Consideration of thi5~particular market barxier leads us to one
concern we have about NRDC’S proposal. One reason a company may
use a short pay-back crlter;on is that -other 1nvestments by the
company may result in even shorter pay-backs or hlgher internal
rates of return. In such cases, the conservation incentive payment
proposed by NRDC is unlikely actually to be spent on or result in .
conservation lmprovements. The result- would be that the customer .
receives the use of the’ conservation payment for the term of. the ‘
contract--essentzally an ;nterest-free loan--mn exchange for ,
deferring the constructlon of the self-generatzon facxllty. ‘This

‘may be a desirable result, but NRDC dld not zrame its proposal in

these terms. - -

NRDC's proposal to require all customers tak;ng spec1a1
contracts either to place a portxon .of thelr load on znterruptxble ‘
status or to construct the selr-generation un;t that was the basis
for the contract is 1nterestzng but perhaps undeveloped. We have -
three concerns about this. aspect of NRDC’s proposal. :

First, we are concerned that thas requxrement may not be‘;
closely related to the benef;t ‘the customer receives under the .

contract, and that these requmrements~may encourage moxe customers S

to bypass the system rather than accept spec1a1 contracts. For the
customer, the cho;ce posed by this proposal is® whether it is.
willing to yield some contxol over 1ts tuture operatxng dec;sxons
in exchange for. rate. reductxons over the term of the contract. We
are concerned that the customer may. glve th;s loss. of operat;ng
flex;bxl;ty d;sproportzonate weight in the: cnstomer’s conszderatlon
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of its choices, and will introduce an element inte the decision -
that is essentially unrelated to the issues we are concerned with.
Second, the increase in rates that customer faces at the
end of a special contract may in itself be sufficient to cause the
customer to build the self-generation facility. If high rates led
the customer to plan self-generatlon before the contract was
entered into, the resumed threat of high rates at the end of the
contract term should lead to a similar response. S
' Third, if the utility has the discretion to select wh;ch : W_"ﬁ
of the special contracts customers are requ;red to construct the I
self-generation facmllty, this dlscretlon could be seen as.
undernining the auction program we have set up'for selecting
independent generators to supply power when the - utxllty needs. o R
additional capacity. NRDC’s proposal. would. leave the utility open S
to charges of manipulating the need for QFs by'reduclng 1oad grthh IR
by exercising its contractual rlqht to requzre constructlon of
self-generatxon fac;lxtles.. Our concern Ls not so mach w;th th;s R
result, which may be désirable: under some circumstances, as mth - .
the awkward position utilities axe placed in w;th.regard to‘the | o
QFs. A further concern 1s the r;sk of . 1nerflcxency, that 15, the
utility might require constructlon of: a.less ettlczent sel:-
generation unit while. a more efficlent QF project. wlthers-,

'~ Despite these .concexns, we believe NRDC has 1dentlfled an"
important problem and ‘has.:proposed a novel solutlon to that _
problem. We think our objections can be overcome by modz!y;ng
NRDC’s proposal somewhat- We WLll adopt a var;ation.of NRDC's N
proposal, and we think that this’ variation wmll address the same
concerns as NRDC’s idea. o

Under this varzatlon, conservatlon opt;ons would be o
presented as part of the negotlat;ons between the utxllty and. the
customer seeking a- special contract. In addntzon to-dlscu5510n5 of
a possible discount from- tarift. rates, the utxl;ty would present ‘ ’
the customer wzth a menu of conservation opt;ons. At th;s po;nt ‘. R

- 24 -
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the customer has three general choices: The customer may reject
2ll of the conservation options and complete negotiations of a
contract based sclely on rate reductions. Or the customer may
select a numbexr of conservation programs, up to a specified dollar
limit for that customer, in which case the contract will include
those conservation items but will call. for.sales at full tariff
rates. Or the customer may select a mixture of conservation items
and rate discounts up to a limit of total concessions established
for that customer.

The limit of the utility’s censervation expenditures is
similar to the maximum conservationxincentive‘payment_proposed by
NRDC. The cost to the utility of the conservation items plus the
net present value of any discounts: from tariff rates should not
exceed the present value of the total- dxscount from tariff rates.
that the utility and the customer would agree to. 1n the absence of
the conservation optmon. ' ,

To give a simple example of th;s ldea, let. s suppose

Vthat 2 customexr has negotlated 2 prel;m;nary agreementAthat would .

result in a dxscount of 10 mills- from tarmff rates. -That’ d;scount
has a present value, let: us assume, of 5100 ooo.. The customer
could reject the’ conservation. items and retain . the.full 10 mill -
discount in the final contract. or the customer could accept -
$100,000 of conservation items in the’ fxnal contract and remain at
tariff rates. Or the customer could: select $50,000 of conservat;on
items (half ot the limit ror this customer) and receive power at(a
5 mill discount (halg the negotzated reductzon) for the term. of. tne
contract. The customer would also~be :ree to select other
proportions of conservation and discounts, provided the- utxlxty'
cost of the conservation items and the net present value of any
rate discount did not exceed the total present,value of the
negotiated discount. o '

The: ltems in the menu would be developed in a workshop.ﬁ.)‘.ag

The items should come from new or exnstlng conservat;on programs o
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that meet the societal test of cost-effectiveness. The societal
test takes a somewhat broader perspective than the rate impact test
we have applied to other conservation programs. Use of the
societal test in these circumstances is appropriate for two
reasons. First, the societal test is better suited for addressing
the problem pointed out by NRDC: that companies impese a nuch
shorter pay=back perioed on conservation investments than the
utility does when it invests in.new generation. Allowing the
utility to offer conservation programs based on the societal test.
is a way of grafting the longer pay-back criterion used by the
utility onto the private industry’s shorter period. Second, 2
strict adherence to the rate lmpact test is not. approprxate under
present circumstances when-the greatest effect on rates would come
if the customer leaves the system. The slight effect on rates of
the societal test: is far preferable to. the large potent;al efrect
on rates of the loss. of such- customer». :

The source of the funds. for the ut:l;ty’s offered ltems
will initially be the exlstxng authorlzed funds f£or any .

conservation programsrxncluded 1n ‘both the menu and in the prograns Q
authorized in the general rate case. Once: these authorlzed program_f

amounts are exhausted, the ut;llty should request necessary
additional amounts by an advice letter £iling. -

The anentlves under this variatxon are sl;ghtly
different from those of NRDC’S proposal. The—utxllty will still :
have an incentive to maximize net revenues, ‘but the way to receive
the most revenue f£rom an. 1nd1vidual customer  is. to push’ the

o

conservation programs-‘Rates to an_indiv;dual customer are hzgher,?{;';w_
to the extent‘thatuthepcustomer chooses items from the comservation ' - -~

menu. And the overall goals of this.program--to retain customers
on the system.without lcckang in higher levels of. demand—-wzll be
well served by this variation. .

In addltlon, since the consexrvation: 1tems axe part oz thejV
utility’s conservation programs, we will have-assurance that’ the o
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expenditures are actually geoing to further conservation more
directly than under NRDC’s proposal. We also believe this approach
encourages the utility to view and employ conservation as an
effective tool in its efforts to retain customers on the system.

One obstacle that this variation shares with NRDC’s
proposal is that it requires a forecast of tariff rates for the
classes of the special contracts’ customers. We believe that the
utilities may be in the best position to make these forecasts. The
utility’s own interest"should act to make. the“zorecast as unbiased -
as possible. If the rate forecast is too high, then the utility
may end up granting larger dlscounts than necessary to spec1a1
contract customers, thus reducing the. utllxty’s net revenues. If
the forecast is too low, the,utllxtynmay‘rrnd itself in a bad.
position to prevent customers from leaving the system. In
addition, the utility’s incentive to—pre!er conservation programs
to rate discounts would be limited if the forecast is too low,

.s;nce a low forecast would also lxmlt the dollar amount oz the"

, eenservatieon programs that the ut;l;ty may oftexr an ;nd;vzdual

custoner..

In addition to the comments on the proposed guldelznes,’
D.87-05-071 requested comments on two- other zssues,
A. Definition of the Less Restricted Class

In D.87-05-071, we declared our lntentlon to ellmlnate
the Electric Revenue Adjustment Mechanisn (ERAM) and the attrltlon
rate adjustment (ARA) for the large.light and power (LL&P) class
We also offered a tentative definition of the 'LL&P cless, but we
requested the utilities and others to otfer more specific
definitions of the class.' : U .

Partly in response. to-those proposed deflnltxons, we-
belleve that it is-more accurate tOVrefer to the customers who—w111
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not be covered by ERAM or the ARA as the less restricted class.
This class is less restricted than other classes in two senses.
First, the class is intended to include most of the customers who
are not restricted to reliance solely on the utility for
electricity and who have reasonably feasible options for self-
generation. Second, the customers in this ¢lass are not restricted

to the rates set out in existing tariffs; they have the possibilit§,

of negotiating a special contract or of choosihg;one'of the rate
options we discuss later in this decision. This term will also -
create less confusion if the class is expanded to include smaller
customers. _ PR

Before we discuss the precise ‘definition, we should"
explain the significance of the class. ' As is obvious from the .
origins of the class, we .intend that. the. rates for this class ‘will

not be altered between general rate caseS'to reflect varying sales = -

levels, and rates ror this class will not be adausted for .
inflationary cost increases, rlnanclal attrition, or rate base
attrition during the general rate case cycle..

A further questlen is. whether specmal contracts wzll be

available only to members.of this class. ContractSvfor anremental’

sales within the class will benefit the utlllty by 1ncreas;ng ,
revenues not subject to ERAM. Contracts for’zncremental sales to"
customers subject to ERAM benefit: customers covered by ERAM by =
- increasing ERAM revenues, which. should help lower ERAM rates. -

Because of these benefits, utllitmes may enter into contracts for )

incremental sales with customers in the less restrlcted class and
with customers covered by ERRM ' Both the utility and the .
Commission staff assigned: to revlew these contracts should ensure
that these contracts do. not vaelate the-ant;dxscr;mznatzon
standards of Public Utilities cOde Section 453.

Antl-bypass special. contracts present a more dltflcult
question. This question.brmngs 1ntoﬂfocus the two, sometlmes '
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inconsistent, goals of this proceeding--aveoiding bypass and moving
toward a more incentive-based regulation. If aveiding bypass is
the primary goal, then special contracts should be allowed outside
the less restricted class. Under this approach, if the utility’s
investigation and our review demonstrate that there is a real
threat of bypass by a customer, then we should permit efforts to
keep the customer on the system, no matter how small the customer -
is. Revenue losses resulting from special contracts with customers
in classes covered by ERAM would be made up by othex ERAM-
customers. On the other hand, if our maln concern is minimizing
the need for supervisory regulation of these contracts, then
special contracts should be limited to.the less. restr;cted class,
where lncentzves ensure. that only: custemers~w1th a'real potentlal v
to bypass the system get the rate breaks and that the utility will "'
negotiate to rece;ve the. maximum- revenue from: the. customer.. '
The' establishment . of . an 1ncentzye-based system is an.
important. long-term goal of this proceedzng. However, we:will'
permit special contracts euts;de‘the less restricted <lass for a o
limited purpose.- Specmal contracts can sexrve as a- useful tool for f
alerting the CommlSSlon when technelogical and econonmic -

developments expand the potential for bypas54to smaller. customers.g; ) -
If the Commission begins to see ‘many requests for spec;al contrectsW;é' '

with customers within the’ classes covered by, BRAM, that should be

signal that we should consider expandxng the less’ restrxcted class.¢,;*f

Ideally,'we‘weuld.de!ine‘this'cless‘to include all
potential bypassers, so that the problems discussed in the
preceding section would not arise. However, the utilities have
proposed limiting the less restricted class To Customers over 1000
kW, even though they acknowledge that smaller. petentlal bypassers
already exist. Co

This issue’ ralses concerns that expose once again the '

two, sometimes con:lxctlng, goels of th;s proceedlng. If our
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primary concern were prevention of bypass, then the less restricted
class should be coextensive with the potential for bypass: this
potential seems to extend to the 500 kW level for PG&E and Edison
and to the 20 XW level for SDG&E. But a competing concern of
reforming our system of requlating electri¢ utilities would call
for a more gradual approach, so that the new incentives could be
introduced with a minimum of disruption to the utilities and their
customers. A more moderate approach would be to begin with the
less restricted class consisting of customers with demand of 1000
kW or more and to expand the less restricted class gradually as we
gain more experience with the reviSed systen of regulation.” '
The utilities make- several arquments: for the higher
limits to the less restricted class. First, nearly all of the
identified potential for bypass for PG&E .and Edison is wzth,the
larger customerxs; for SDG&E with . its higher level of rates, the .
potential extends to much smalklexr customers. ‘Second, the smaller
customer group included. in the h;gher limit allows for ease of
adm;nzstrat;on, it is easier to identify potentlal bypassers and to

negotiate with the smaller class. Thixd, smaller, but. s;gn;f;cant,‘

revenues are associated with the more narrowly def;ned class, SO
that any unanticipated increases in risk would have less effect on
the utilities’ financial health. ' ' :
On the other hand, PSD-points out that about halr of the
potential bypass customers of 1000 XW or more have already
comnmitted to leave the system,,and there is cons;dgraple logic in
expanding the class now to include potenti;l future bypassers. In
addition, a gradual expansion of the less restricted class would
require a new forecast for each ekpanSion. Repeated rev;s;ons of.
the forecast would be time=-consuming and- could undermine the
incentives that we want to shape the utllmtles' behavior. Further,
the additional admlnzstratzve burden should be much less than.the
utilities fear if they have correctly determined that the current
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potential for bybess in the 500-1000 kW range is limited %o a
handful of customers.

For the present time we will accept the utilities’
proposed definitions of the less restricted class as being limited
to customers with demands of 1000 XW or greater.‘ However, once we
are persuaded that our incentive system can operate without great
disruption, we will act to enlarge the class to include customers
with demands as low as 500 kW for PG&E and Edison and perhaps as
low as 20 kW for SDG&E. Accordingly,‘the utilities should begin -
considering how to develop forecasts of sales and revenues for
these enlarged classes to‘supplement the forecasts for customers o:
1000 XW or more that is now underway. We will focus initially on
the latter forecasts, but we want to have the details of the ﬁ,m
forecasts for the enlarged class worked out so that we may act
quickly to redefine the less restrlcted class. ' '

B. Rake Options . ‘ : o
. In D. 87-05-071, we zound that rate optzons are a. way”or
providing customers with choxces that could keep some customers on

the utility’s system, and we offered the parties the opportunity to . |

comment on “whether applzcatzons for rate opt;ons should be .
considered ;nd;vxdually'or in a oonsol;dated proceedlng- .

Rate opt;ons refer to new tar;rzed rate choices that are
des;gned to meet the needs of a group of customers.‘ ‘Since our '
current customer classes- are famrly*broadly derlned it may be r
possible to—keep.some customers on the system by alter;ng the way ‘
in which they pay for servzce. The. customer could voluntarily
choose the opt;on that best it the.characterlstics‘o: its need for
sexvice. Ideally, the rate optlons would recover over a reasonable
time period the same amount of revenue trom the customer class as
current rates. S :

‘We asked the comments to-address the specxf;c questlon.’
#In what proceeding should rate options be cons;dered’” We -
tentatively suggested in D. 87—05-071 that proposals for rate
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options should be considered in each utility’s ECAC proceeding, but
that experimental or very new proposals should be examined in this
investigation. A further question was whethexr the rate options
should be reviewed individually, as they are filed, oxr consolidated
to allow for common assumptions and consistent treatment.

The parties vary in their preferred approaches to
examining rate options. PG&E has presented some rate cption
proposals in its ECAC case, but it urges the Commission not to . ‘
foreclose consideration of proposalSAoutslde the ECAC and general
rate cases. Edison would prefer to have its proposals heard in
connection with ;ts attrition ziling, rather than its ECAC case.
Edison does not think that the ‘present proceed;ng is a proper :orum
for cons;deratlon of specmflc rate optien. proposals. SDG&E, has |

filed some proposals as a separate applxcatlon (although we note -

that this application has been consol;dated thh SDG&E'S-ECAC
proceeding since the comments were f;led) PSD urges the _
Commission to-keeplxts revmewmng options. open ‘and caut;ons agaznst
overloading the Ecac cases. CEC notes that the merket;ng data to‘
support narrowly deflned customer classes.has not yet been
developed, and it poxnts out that increasxngly narrow-classes w;ll
nake forecasting dxtfxcult. DGS pre:ers that rov;ew of‘rate
options take place in each utllity's general rate case. The
Industrial Users prefer rev;ew in ‘the ECAC proceedlngs- ‘

The partles seen to aqree that nothlng would be galned by

consolidation of the different utxl;;;es’ proposals, ooo we agree. f,;'

After considering these comments; ‘we conclude that under'most
clrcumstances the best forum for presenting rate»optlons ;s each
utility’s qeneral rate case. ‘The GRC offers an opportunrty to
 consider how the proposals would affect other classes and pernrts

overall rate design to include the- 1n£1uence of any proposals that :

are approved. We: share PSD’s. concern about overload;ng ECAC ceses
However, when a partxcular ECAC proceeding is consxderzng extensmve
revisions Ln rate des:.gnr entertexnmng proposals for rate optlons

4
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would add little additional burden. Thus rate option proposals may
be received in ECAC proceedings that include consideration of
extensive revisions in rate design. In all other ECAC proceedings,
proposals for rate options will be considered only if the utility
demonstrates an urgency or compelling need to exanine the proposal
in that particular ECAC proceeding.

In addition, we agree with several parties that we should
maintain some flexibility for consideration outside of the ECAC and
general rate cases. In extraotdinary circumstances, when timing
does not permit examination in the ECAC or general rate case, we
will consider accepting separate app;ications‘for approval of rate
proposals. Thgée,applications sﬁould.be.filedfonly'when conditions
approach an emergency state, .such as if unexpected changes in
economic conditions lead an entire indu,try‘to~can,1der leaving the -
system. Any such- applicaticn ghould contain a detalled eyplanatxon
of the circumstances that justify this extraordinary procedure.

-

’

In D. 87—05-071, we set Aprxl i, 1988, as the transxtzon L
date. The transition date has several effects. First, it is the
date when the Electric Revenue Adjustment Mechanism (ERAM) and. the

Attrition Rate Adjustment (ARA) will be eliminated for what we are  ,t#v

now calling the less restricted class. Second, it is the date when
the revised forecast of sales and: revenues to the less restrlcted
class, which is made’ necessary by the ellmlnatmon of ERAM, takes
effect. Third, it is the date when any rates changes- result;ng
from the removal of the ARA.wzll take etrect. Fourth, it is’ the
date when shortfalls resulting from: speclal contracts with members
of the 1ess.restr1cted class will no longer be recovered through ‘
ERAM. Fifth, sales and revenues. before this date form the bas;s
for adjustments to the ERAM.balancing account to reflect the -
contribution or responsmblllty of the less restricted class.
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Because of the need to synchronize all these elements,
because of the complexity of the various effects, and because this
case is proceeding more slowly than we expected last May, we now
believe that it is appropriate to delay the transition slightly.
Therefore, we will replace the April 1 transition date with a new
transition date of September 1, 1987.

VX. Risk Allocation

From the various comments we have received in response to
D.87- 05-071 and the workshops, we perceive that some confusion
exists about how we intend to allocate the risk of variations in
sales and revenues after we have removed the protect;ons of ERAM
for some c¢lasses. In- part;cular, sone. partles have asked how the
risk of a persistent reduction in sales and. revenues result;ng from
bypass and special contracts should be ‘allocated between the.
utility and ratepayers. In hopes of clearmng up any lxngerxng
confusion about our.policies, we wrll brxefly discuss hOW‘rlSk .
should be allocated in llght of the regulatory revisions we adopted
in D.87-OS-O71. : .

By way of background we note that under the ex;strng
system of regulation, all risk of. sales and revenue variation is
assigned to ratepayers. ERAM acts to~recover additional revenues
from ratepayers when sales are’ ‘less than expected, and rates are
lowered if the utility collects higher than torecasted revenues. .
This system worked well when sales variation resulted mainly from
cyclical and roughly symmetrical changes., such as variations in
economic and meteorologzc cond;tions.

Recent circumstances: persuaded us to modify this system
of regulation. One such circumstance is the existence ot”a,short-
term capacity surplus, in- Calitornia;-‘This‘surplus resulted largely
from the addition to rate base of several large, cap&tal-rntens;ve
baseload plants. Under normal ratemaklng pr;nclples, recovery of
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capital costs occurs primarily during the early years of a plant’s
operation, resulting in a noticable increase in rates to customers.
The lower fuel costs of such plants de not entirely olfset the
early capital costs. But the lower fuel costs allow the utility to
produgce incremental units of power at costs well below the rates
charged for those incremental units; one result is that short-run
marginal costs are below average costs.

The increase in rates resulting from these large rate
base additions makes it attractive for more and more customers to
consider building and operating their own generation units,
especially when these units can be integrated with industrial |
‘processes through cogeneration. ThiS‘tendency'has been accelerated
by developments in cegeneration technology. With these economic
and technological developments, we have seon.considerableVSelti
generation and bypass of the utility’s. system in recent years.
With each customer'who leaves the system, a smaller Customer pase |
remains to bear the large fixed costs of the: utxl;ty s rate base.

In reaction to the rise. of sel!-generat;on.and bypass of
the utility’s systenm, we have permmtted utmlztles to attempt to
retain some customers on the system by offerzng specxal contracts.
at rates that differ from the tar1££ rates that would otherwise

apply to those customers. Because ofothe gap betveen-short-run_
marginal costs and average costs, utilities can supply power at
reduced rates and still receive-revenues that exceed the_oosts of
production. . . ' : '
_But use of these specxal contracts created another ,
concern. Because of ERAM, the utility, the entity we were rely;ng
on to negotiate these spec;al contracts, had no. dirxect economic
incentive to negotiate a high price or, for that matter, even to
attempt to retain customers on the system. In oxder to allgn
incentives with- the,behaVLOr we hoped to-encourage, we decided to
remove ERAM. fox the xevenue from cuztomers nost likely to bypass " =
the systen. and most lxkely to be able to take advantage of: an offer u;?
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of a lower electricity rate for incremental sales. One major
reason for removing ERAM and the Attrition Rate Adjustment was to
put utilities at risk for the results of the negotiations of
special contracts with customers. We intended to provide an
incentive for the utility to negotiate the highest possible price
for each contract, and we wanted to give the utility the
responsibility for determining how high the price could rise
without losing the customer.

In the absence of ERAM, the key allocation of risk of
sales and revenue variation occurs in the adopted forecast of
revenues for sales to customers no longer covered by ERAM. If
actual revenues exceed the level predicted’ ir the forecast, the
utility retains the excess. If revenues fall below forecasted:
levels, the utility must bear the loss. Thus, the utilities w;ll
have 2 dlrect economic incentive tofmaxamlze ‘the' net revenues: for
sales to the less restricted class. '

. Revenues can be maximzzed in three general WaAYS. Eirst,‘¢
sales to customers who cannot present a credible threat of imminent
bypass should be at tariff rates, and any special contract |
negotiated with potentzal bypassers should be at the hxghest rate
possible for that part;cular customer, ‘presumably Jfust’ below the
rate that would t;lt the customer’s decision in favor of leavxng
the system. Second, rates for incremental sales should be des;gned‘
to maximize revenues, not necessarzxy sales. Lesser sales at
higher rates may result in higher net revenues. Thzrd reduc;ng
the costs of producing power and making sales to~customer* xn thzs
class will increase net revenues. - " SR

One 1mp11catlon of uslng the forecast to allocate risk is

that the “tilltY’s ‘incentive to max:mize net revenues from sales to

the class not covered by ERAM is: not affected by the leved: or.
accuracy of the forecast. Th;s‘mncentxve exists desplte £he level
of the forecast because any additional revenues that the utxllty
collects from sales, less any additional costsrxncurred to-
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negotiate contractual rates or to promote additional sales, will
directly benefit the utility and its shareholders, either by
increasing profits or reducing potential losses. Therefore,
whatever the level of the adopted forecast, the utility and its
shareholders are at risk for bypass in the sense that any increase
in actual bypass will reduce the utility’s revenues.

A second form of risk connected with the forecast is the
possibility that the forecast will in some way be biased. Although
this bias will not affect the utll;ty’s incentive to prevent bypass.
and maximize net revenues, the level of the revenue forecast is the
boundary between the utility’s prorit‘and loss for sales to the |
less restricted class. Forecasts will‘alwaYs'vary from actual
events to some degree, but Lt is our intent to-adopt a ralr and. ‘
unbiased forecast that 15~equally likely to be high or low. compared
to actual revenues foxr the per;od. If the rorecasted revenues are.
too high because of b;a,, it will be less,llkely that the utlllty
will be able to~achleve the. forecasted level of revenues, which d‘
amounts to an indirect reductlon of the u:zl;ty's authorlzed rate
ot return Slmdlarly, lf the :orecasted revenue» are w00 low
because of bias, it w;ll ‘be hxghly probable that the ut;lxty'wlll
achieve more than that level of revenue, whdch amounts to an -
xndxrect increase in the rate of. return. Shareholders would be
overcompensated for risk at the same time the risk of bypass and,
attendant loss ‘of margin would be overstated by the artx:;czally
low forecast. The bonus to shareholders would come at the expense .
of other customer classes,_who would be allocated a.greater marg;n
recovery as a result of the low forecast. .

The utxlzty s rrnanc;al lncent;ve to~lowball the zorecast
1ndub1tably'exlsts, but we ceutlon the utmlitxes agalnst \
man;pulatlng the rorecast. ' We expect the-DRA.;n their role as. o
ratepayer advocates.to-v1gllantly exam;ne every aspect of the
utlllt;es' rorecasts ror blas and to recommend a faix zorecast of
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less restricted class revenues to us. The equity of our approach

to competition and bypass lies in the fairness of the forecast.
Thus, we intend that our adopted forecasts will be

unbiased and fair. As we stated in D.87-05-071 at p. 17:

#The forecasts should be the best estimate of

actual sales and xevenues that will occur

considering the regulatory revisions we adopt

in this decision. The forecasts should reflect

lower expected sales levels resulting from

customers lost to self-generation, lower

expected revenues for sales to customers who

are likely to be retained on the system by use

of special contracts at less than tariff rates,

and increased sales and revenues for additional

sales resulting from the utility’s ability to

offer electrxcmty at less than tariff rates.”

Our goal is to'develop~a forecast tnat, on average, is-
high as often and to the same degree as it'is low. Put another.
way, if we ignore other aspects-of the utzlxty's operatlons,,and zf‘”
the forecast is accurate and the utlllty s actzons are reasonable, |
the utll;ty wculd exactly‘earn its authorized rate of Feturn. If
the utility was part;cularly shrewd in lts dealzngs with large o
customers, it would be able to~increase revenues above the~£orecast-
and raise its rate of return. If the ut;lmty was lax or
unskillful, it would not recelve enough revenues to earn its rate
of return. ‘ .

Thus, 1n.sett1ng the rorecast of revenues and ellm;natlng'
ERAM, we have placed the 1mmediate risk of bypass on the utxlztzes-
Although the utility’s xncentzve is not attected by the level of -
this forecast, it is our lntent to‘develcp a fcrecast that xs falr
and unbiased.. ‘

Another area that seemed to confuse some partzes was how .
forecasts would be rev1sed. D.87-05-071 stated that after the '
initial forecasts were adopted, they should remaln in effect until B
each utility's next general rate case, so that the incentxves wouldV”
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have time to operate. Subsequent revisions would occur only in the
genexral rate case.

Some of the apparent confusion about the forecast
revision concerns whether and to what extent existing special
contracts would be reflected in the revised forecasts. Even if a
five-year contract is signed at the very beginning of the rate case
cycle, the final two years would fall into the next cycle. Some
parties have wendered if the Commission intended that the actual
sales and revenues from such contracts would. automatically be
incoxrporated into the revised forecast.

This problem in many ways resembles the problem raised by
contracts signed just before the initial forecast is developed. We
discussed this problem in D.87-05-071, at pp- 17-18: -

#1f these contracts are automatically
incorporated into the forecast, then the
utility would have a temporary incentive to
enter into many of these agreements,. since the
lower revenues resulting from these sales would
tend to make it more likely that the utility
would be able to exceed the forecast, and thus
to make a larger profit from sales to this.
class.  Automatically incorporating existing
contracts into the revised forecast would also -
lessen the utility’s. incentive to negotiate the
hlghest possible price for the sale under the .
special contracts. However, ignorzng these
contracts is also unrealistic.

7our solution is to-. encourage partxes to
exanine these contracts carefully and t&
consider the reasonableness of the contracts in.
developing their forecasts of the overall sales
and revenues. expected from these contracts in
the forecast period. ' If a party believes
higher prices could have 'been obtained from
customers undex.special contracts, then higher
revenues should be incorporated in that party’s
forecast. We do not .comtemplate, however, 2
detailed reasonableness review of each special
contract as a part of the forecast proceeding.
We stress that the goal of these proceedings is
to.develop a reasonable estimate of future ,
sales and revenues for the entire LL&P—class,
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and the terms of individual contracts are

relevant only as a small part of a party’s

method for making its forecast. Parties who

examine individual contracts should keep this

goal in mind. Under this procedure, then,

these contracts will not be autematically -

incorporated into the forecast, but the’

reasonableness of their price texrms will be

reflected in the forecasts sponsored by

individual parties.”
We went on to approve tpis type of review for the revision of
forecasts. K '
We still believe that this general approach is suitable
for forecast revisions. We should make clear that the nature of
the review of a special contract that occurs in the Expedited.
Application Docket, especially after the elimination of ERAM, is
not one that results in a zlndzng that- the level of prices ln.the
special contract is reasonable and . prudent.‘ Rather, approval
merely indicates that the contract's-prices are high enough -O»tha*
other classes of ratepayers are not unreasonably harmed. -
Accordzngly, at the time of the forecast revision proceedxng, as in
the development of the initial forecast, parties can. questzon the
reasonableness of the prices in some or ‘a1l of the spec;al _
contracts. The utility is still responsible for makzng reasonable

efforts to maximize revenues in this. class, and the revised

forecast should reflect the level of sales and revenues that resultf 57\"

from reasonable effoxts. . o
We antlc;pate that przclng termsnand the volumes of sales

under existing contracts will not bind our adopted forecast, and we,:f*

encourage DRA and other part;es carezully'to-examine the
reasonableness, ;n_;g;g of the prices in each utmlxty’s portfolzo ‘
of existing special contracts.. Ev1dence ot revenues trom pre- |

existing contracts xs not. conclusive proo: of the. ut;llty's ab;llty;*.'

torobtain revenues rrcm subsequently negotiated special contracts.
If a party believes that the utzlzty has.not made
reasonable efforts to maximize revenues, that party should propose




I1.26=20=Q01 ALZ/3UC/xa **

a forecast that reflects the higher revenues that would have
resulted if the utility had made reasonable efforts to maximize
revenues from special contracts. Similarly, the utility may argue
that the prices in its special contracts reflect extraordinary
efforts and business acumen, so that the forecast of the revenues
resulting from merely reascnable efforts should be somewhat lowexr
than those resulting from its existing pool of special contracts.

We wish to stress again, however, that we de not want the .
forecast revision hearings to become a detailed review of many-
individual contracts. The concern of the forecast revision is to
develop a reasonable estimate of overall~seles and revenues, and it
is unlikely that any. individual?contrect.willvhave-much effect on
those overall figures. :

Thus, to the extent that the Commission determxnes in the
forecast revision that bypass or reduced revenues have.or will.- ..
occur despite the utility’s reasonable'erforts‘to~maximize‘;;-;;~v
revenuwes, some risk of bypass and reduced revenues.will be shzfted
to ratepayers. Thls-shlft will result from" sett;ng the level or B
expected revenues, which, to be unbiased, should: forecast any level‘
of bypass that the utll;ty's reasonable efzorts could not prevent. '
Because of the lesser revenues: resulting from.this«unavoxdable
bypass, remaining ratepayers may face a larger share of the '
utility’s fixed costs. - :

We should again po;nt out the the present systen-of
regulation shifts all risks of bypass and. reduced revenues to
ratepayers. Our intent is to minimize the risks shifted to
ratepayers in the forecast by emphasmz;ng the utility’s xncentxve .
to maximize revenues. . . : _ .

Ratepayers may galn in two other. ways during the rorecast
revision. First, since the utllxty'sAincent;ve is to maximize net
revenue, we presume that costs of produc;ng electricxty foxr, sales
to the less regulated class will be minimized. ' Some of this coést:.

reduction will spill over to the-benefita°£n°ther-ciasses,‘and some;(jf“3'
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of these reduced costs will be reflected in lower base rates and
ECAC rates. Second, %o the extent that the utility’s reasonable
efforts are successful in reducing bypass fron the amount that
would have occurred in the absence of incentives, relatively larger
revenues will be assigned to the less regulated class, and the
revenue responsibility of other classes will be proportionately
lower.

It may appear that we have set an impossible task for
ourselves in trying to develop a forecast of sales and revenues
that the utility should be able to attain with}reasonable efforts
to maximize net revenues. Utilities may predictably argue that the
revenues achieved from existing special contracts resulted from |

herculean efforts and extraordinary business.acumen.. Other parties.
will argue that even more revenues were. available- for the taking if t

only the utility had exercised ordinary. busaness~skzll. CAnd.
forecasts of anremental sales, in particular,” will lnltlally be
based on 'few facts. and nmuch speculatxon- , .

We are aware of all these potentzal problem,, but ,everal
factors persuade us that the fears about these problem, are
ovexrblown. ‘ : L
First, we expect-that‘the bulk o:ﬁthe'customeré in the
less restricted class will continue to receive.electricity under
existing tarlffs, so that the revenues affected by the rorecasts of
bypass and incremental sales should be a relat;vely mxnor part of
the utility’s overall revenues. The utilities have a strong
incentive to refuse to-negotlate a spec;al ‘contract” Wlth any:
customer’ who cannot present a very credible threat-of xmmnnently
leavnng the system. Even for those customers who»mus* be - ozfered
reduced rates to stay on the system, the utllities should negotlate
a price as close to the tariff rate as poss;ble- Moreover, as’ we-
continue to-pursue our goal. of movang toward a revenue allocatmon .

based on Equal Percentage of Marginalhc°s:s (EPMC),,the gap,betweeﬁf"
the tariff rates and the marginal cost of producing power should -

®
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narrow, rendering self-generation somewhat less attractive and
lowering the amount of revenue reductions that must be estimated
because of bypass and special contracts. : S

Thus, most of the forecast should follow existing trends
and familiar patterns. The more difficult aspects of the forecast- ‘
-estimating the amount of bypass, the revenues received from |
custoners under special contracts, and the revenues resulting from-
incremental sales-~should have a relatively small effect on the -

utilities’ total revenues. With time and exper;ence, our
forecasting abilities in this area should ;mprove.

Also, if our incentive system works properly, the
utilities’ self~interest should provide some. assurance that the
price levels of special contracts are: not wildly ‘out.of line.

To return to the original questxon, then, the rxsk,ez
bypass is allocated between retepayers*and the‘utllxty*and~1ts
shareholders in several ways. - Solely because of the elimination of
ERAM and the setting of a forecast of’ revenues, the utxllty has thef
immediate risk of bypass, since every dollar of lost revenue
directly affects its net revenues. Thus, the: r;sk that revenues
will not reach forecasted levels because of bypese falls on the -

utility during the period- between forecast revisions. If all otherf-f“

parts of the forecast of revenues are’ accurate, the -loss. of revenue °
because of bypass between forecast revisxons wlll,mean that the '
utility will not earn its authorxzed rate of return. :

In the-lonqer term, ratepayers bear the risk of bypass
that cannot be avoided by the utlllty's reesonabxe erforts to
maximize revenues from’ ‘the less restricted class. ‘The- aecrease-zn
sales at tariffed levels, despite the‘reasonable efrorts of the.
utility, will ke rezlected*in each revieed forecast. This means.
that less of the burden of collectxng marq;n will be—allocated to’
the utility’s sales to the less—restricted class. The allocatxon
will fall on sales to-customers whose~rates,are subgect to ERAM
Thus, the longer—term risk of decl;nina revenues due ‘to’ bypass and”
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to the lesser revenues recovered from customers under special
contracts will fall on other ratepayers. When forecasts are
revised in the general rate case, they should acknowledge the
reduced revenues that result from the forecast of unavoidable
bypass or the necessary rate reductions given in special contracts
to Xeep customers on the system. Assuming that the utility’s
revenue requirement remains constant, these lesser revenuesfwill
necessarily require a shift of revenue responsibility to other
ratepayers. In this way the risk of reduced revenues from.
unaveidable bypass and speclol contracts 1s-trans£erred zrom the
utility in the short term to other ratepayers in the long texm.

our goal is to minimize both_theﬁshortfterm and long;terme_,

risk of underrecovery of margin'by”uSing?the,utility’s,economic.
self-interest as an incentive to act in:a way that minimizes the
risk to ratepayers, and by setting a fair and unblased foxecast
that offers the utility a reasonable opportunlty to‘achleve,‘and
even to exceed, its authorlzed rate of return with regard to
revenues from the less regulated class.g S .

As. a flnal point of clarif;cetion, we determlned in
D.87=-05-071 that revenue short:alls-that occur! berore the

transition date and that result from sales under. special contxacts '

would be recovered in ERAM.  After the £ransition dete, however,,
sales under contracts signed before the transztlon date with .
customers in the less restrlcted class will be treated like other
revenues and will be not be recovered in ERAM. Although this poxnt
was made clearly in the text of D. 37-05—071, Conclusion ‘of Law 10
neglected to mention the transition.date. We will modlry thls
£inding to claxify ounnxntent.- »

1. In D.87-05-071, we requested comments on proposed .
guidelines for special contracts,)on*the deginition?oftthe LLEP
class, and on the appropriete~proceedingffor‘reView of proposals




1.86=10-001 ALJ/BTC/ra =

for rate options. We also directed the ALJ to conduct workshops on
the proposed guidelines.

2. The workshops on the proposed guidelines were held on
July 27 and 28, 1987. In a ruling dated July 31, 1987, the ALJ
allowed additional comments on the proposed guidelines to bhe filed
by August 14, 1987.

3. Comments responding to D.87-05=071 were filed by PG&E,
Edison, SDG&E, PSD, CEC, DGS, Industrial Users, and NRDC. Post-
workshop comments were filed by NRDC, PG&E, Edison, SDG&E, PSD,
Industrial Users, DGS, and Pacific Power. SDG&E also responded to
certain comments of PSD on September 18, 1987. 3

4. The Expedited Appl;catxon Docket (EAD) was established o
review all speczal contracts that ut;lztzes entered into with
potential bypassers. -

S. The purpose of the guidelmnes for special contracts is to . -
allow for a faster review than would otherwise’ occur under the EAD .

6. PG&E, Edison and SDG&E currently revxse the: Standard
Offer No. 1 avoided energy prices quarterly to retlect changes in

the price of their margxnal fuels.

7. In the past, the Commission has found it userul to .treat
narginal transmission and dlstrxbutlon costs as rental charges.

8. The Energy Relzabxllty Index (ERI) provides a- read;ly
available means of adjusting capaczty‘costsrto reflect the need tor
additional generation ror Edison and SDG&E. The. ERI may not be
suitable for PG&E’s system ‘without 'some modx!zcat;on or lxmltat;on‘r

9. Many customers with denands oz 1000 XW' oz greatex.present5~l""'

a credlble threat of bypass.. -~ . v W

10. There is a two-to-three-year lead t;me~requ;red ror the
development and construction of a large self=-generation !ac;llty-

11. It generally costs the utilities more to—generate
electricity during on-peak hours than during orf—peak hours."‘

12. Higher demands-at peak periods often.create the- need ror _
additional generat;ng resources. o : \
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13. With existing technologies, additional generating
resources are usually more expensive and environmentally
troubleseme than existing resources.

14. Self-generation facilities make the most economic sense
. for customers when the facilities are designed to run at a high
load factor.

15. NRDC made two related proposals for integrating special
contracts with the utility’s long-run resource needs.

16. The transition date is key to-sevefal‘complex events and

adjustments that occur with the elimination of ERAM and the ARA.ror ,

the less,regulated class.

17. Several parties requested an opportunity to<comment on
the final gquidelines for special contracts adopted by the
Commission before those guidelines took effect. When the
opportunity was offered, PG&E, DRA, Edison, SDG&E, NRDC, the
California Enexgy. Commission, DGS, the Industfial Users, Chevron
U.S.A., and the Northern California Power Agency submitted
comments. ,

Sonclusions of Law ~

1. All special contracts should be revmewed under the
Expedited Appl;catlon Docket (EAD).

2. The EAD should be expanded: to 1nclude review of spec;al
contracts for incremental sales. - :

3. Special contracts not conzorming to the guidelines may

still be approved if the utility can demonstrate that.the con:ract '

is fair to other ratepayers. - : : .

4. The floor price ror'specxal contracts should at least
cover. the ut;l;ty'eﬂcost-or prodUczng the power sold under the
contract. ‘

K

R

5. It is reasonable to~adcpt the so#1 energy'tormula as the o R
energy component in the floor: price guideline. o ’

6. Each utility should book a credit to its ECAC account
monthly at the appropr;ate ECAC rates for each k;lowatt—houx sold
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under special contracts. Similar credits should be made to other
balancing accounts to cover the incremental costs of producing
power sold under special contracts.

7. It is reasonable to use the marginal transmission and
distribution cost established in each utility’s general rate case
as the T&D component of the floor price quideline.

8. When increased load under contracts for incremental sales
requires modification of the existing T&D system or acceleration of
the installation of planned improvements, the contract price should
recover an appropriate measure of these s;te-spec;fzc increased
costs. .

9. The floor price should anlude a generat;on component
cons;stmng of the ERI-adjusted SO#1l capacity prices. In lieu of:
the ERI, PG4E may use the adjustment adopted in thelpendxng
decision in A.82=-04~044.

10. It i= reasonablo at this tine to restrict the accelerated

review provided by the guldelxnes te ant;-bypass contracts with

customers with demands of 1000 kKW or ‘greater and e lncremental
sales contracts with customers whose base demand is 1000. kw cr
greater. :

1l. For contracts designed‘to deter self-generation by a
customer, it is reasonable at this time to limit-the accelerated
revmeW'prcvzded by the guxdelznes to contracts with a maximum term '
of five years, beginning from the date the deferred self-generat;on
plant would have begun operation. For contracts: for incremental
sales, it is’ reasonable at this- txme to limit the accelerated
review prov:ded by the gu;del;nes to contracts With a maximum term
of three years. Contracts should not extend. lnto-perlods when -
forecast indicate that add;t;onal capacxty'w1ll be needed to-meet
target reserve marglns. . o

12. The price terms of a special contract should d;scourage .
undue on-peak ccnsumption and shculd encourage the custcmer to
flatten its load profile as much as possible.-
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13. It is reasonable to establish a guideline that requires
the energy component of the floor price to be time-differentiated.

14. Beyond the Z2loor price, utilities should have flexibility
in developing time~of-use incentives for special contracts. This
portion of the guidelines is satisfied if the differential between
the on- and off-peak rate for the customer’s marginal consumption
is roughly the same as the differential ketween on- and off-peak
rates in the applicable TOU tariff.

15. It is reasonable to require utilities to present
customers with a menu of conservation options durxng negotxat;ons
for special contracts. The elements of the menu wzll be developed
in a workshop to be held as soon as feasible. The programs
included in the menu should meet the societal test of cost~
effectiveness. The customer may then choose a éontract based
entirely on rate discounts, a contract based entlrely on-
conservation items with all electricity sold at tarlff rates, or 2
contract based on a mixture of rate discounts and conservatxon )
.items. However, the utll;ty's cost of the conservat;on xtems plus
the net present value of any d;scount from tariff rates may not
exceed the net present value of the total discount from tariff
rates that the utility and customer would have agreed tO-Lnxthe’_
absence of the conservation option. The initial source of fuﬁds"
for the conservation items will-be the utll;ty’s au:horized
conservation budget for prograns des;gned to sexrve the 1ess
regulated class. The utilities may. file an adv;ce letter to-
request additional funds, when needed, :or conservatlon Ltems
selected by special contracts customers. , : .

16. At present, the less. restr;cted class should be: lzmzted
to customers with demands of 1000 XkW. or greater.

17. Proposalo for rate options should usually'be,con51dered

o
"
|
" .
" .

in each utility’s general rate case. If a particular ECAC case 1s l‘” |

considering extensive revisions to rate des;gn, ‘proposals for rate
options may also be entertained in that ECAC proceeding.
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18. The transition date of April 1, 1988, adopted in
D.87-05-071 should be changed to September 1, 1988.

15. Conclusion of Law 10 in D.87-05-071 should be nedified to
read as follows:

#10. Revenue shortfalls occurring before the
transition date as a result of sales under
special contracts should be recovered in ERAM.
After the transition date, revenues from all
spec;gl contracts will not be anluded in
ERAM.

INTERIM ORDER

IT IS ORDERED that:

1. In oxder to quallry for an accelerated review, ,peclal
contracts entered into by Pac;t;c Gas and Electric Campany (PG&E) ,
Southern California Edison Company (deson); and San Diego Gas &
. Electric Company (SDG&E) nust: have the following elements:
. . a. A floor price consxstmg of an enexgy

. - component, -a transmission and distribution

i (T&D) component, and. a generation
component. The energy component shall be
equavalent to the utility’s Standard Offer
No. 1 enexgy price. The T&D component
shall be ‘based on the marqlnal T&D cost as
established in each utility’s most recent
genexal rate case. When increased load
under contracts for incremental sales
requires modification of the existing T&D
systen.or acceleration of the installation
of planned improvements, the contract price
should recover an appropriate measure of
these” site-specxzzc ‘increased costs. The
generat;on component shall be based on each
utility’s Standarxd Offer No.' 'l capacity .
price,. xncludzng adjustments based on the-
utility’s most recently established Enerqgy
Reliability Index. 1In-lieu of the ERI,
PG&E may use the adjustment adopted in the
pending- decision in A.82=04-044.  The -
enexgy component of the flooxr price shall
be tzme-d;fferent;ated.




1.86-10~001 ALJ/3TC/za *

The contract is entered into with a
customer with a demand ©f 1000 XW or
greater.

For contracts designed to deter proposed
self-generation by the customer, the term
of the contract is no longer than five
years, commencrng when the proposed self-
generation facility would have begun
generating. For contracts for incremental
sales, the term of the contract is no
longer than three years, starting when the
incremental sales under the contract begin.
The term of the contract may not extend
into any period when forecasts indicate
that additional capacity will be needed to
meet target reserve mnrglns.

The contract ¢ontains time~of-use that set

a differential between on- and off-peak
contract rate for marginal consumption that
is roughly the same as- the differential
between on- and off-peak rates in the
otherw;se appllcable TOU tariff..

2. At the present. tine,. the Large. nght and Power class _
referred to in D. 87-05-071, which is nore properly called the.les, |
restricted class, will be limited to customers or PG&E, Edlson, ‘and
SDG&E with demands of 1000 kW or greater. ,

3. PG&E, Edison, and SDG&E. shall book a. cred;t to therr BCAC
accounts monthly at the approprrate ECAC rates for each kilowatt-
hour sold under special contracts.. srmllar credlts shall be made
to other balancing accounts- to~cover the incremental costs of ,
producing power sold under special contracts. - Within 30 days of
" the effectrve date of this decision, PG&E, Ed;son, and SDGSE shall
serve. all parties to this proceeding with'a 115t of such credits to
balanczng accounts and’a descript;on, 1nc1ud1ng suggested tariff
revisions, of how they propose to make such credlts. .

4. Utll;tles.shall present customers with a menu-of .
conservatron optmons durlng neqotlatzons for spec1a1 contracts.

The elements of the menu will be developed in a workshopvto be helad-
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as soon as feasible. The programs included in the menu should meet
the societal test of cost-effectiveness. The customer may then
choose a contract based entirely on rate discounts, a contrac:t
based entirely on conservation items with all electricity seld at
tariff rates, or a contract based on a nixture of rate discounts
and conservation items. However, the utility’s cost of the
conservation items plus the net present value of any discount from
tariff rates may not exceed the net preSent value of the total
discount from tariff rates that the utility and customer would have
agreed to in the absence of the conservation option. The initial
source of funds for the conservation items will be "the utility’s
authorized conservatiqn budget for programs designed tO serve the
less regulated class. The utilities may file an advice letter to
request additional funds, when needed, for conservation items
selected by special contracts customers.‘ ‘ .

5. Except in extraordlnary czrcumstances, PG&E, Edison, and
SDG&E shall present any rate option. proposals in each utility’s
Energy CQst‘A¢justmentjclause proceedihg;or_generalgrate case.

6. The transition date of April 1, 1988, adopted in
D.87-05~071 is changed to Septembex 1, 1988.°
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7. Conclusion of Law 10 in D.87-05=071 is modified %o

as follows:

#10. Revenue shortfalls occurring before the
transition date as a result of sales under
special contracts should be recovered in ERAM.
After the transition date, revenues from all
special contracts will not be included in

ERAM.”

This order is effective today.
Dated March 9, 1988, at San Francisco, California.

STANLEY W. HULETT
‘ .~ President
DONALD VIAL
FREDERICK R. DUDA'
G. MITCHELL WILK
JOHN B. OHANIAN
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negotiate contractual rates oxr to promote additional
directly benefit the utility and its shareholders,
increasing profits or raducing potential losses.

in actual bypass will reduce the utility’

A second form of risk connect ,with‘the forecast is the
possibility that the forecast will in 'Gme way'be biased. Although
this bias will not alfect the utility’s incentive to prevent bypass =
and maximize net ravenues, the levdzygf the revenue forecast is the
boundary between the util;ty's g;/fit and loss for sales to the
less restricted class. Forecasts will always vary from actual
events to some degree,. but it/is our ‘intent to-adopt a fair and -
unbiased foracast thatlis e ally likely to be h;gh or low-ccnparad-
to actual revenues for the/period. If the forecasted -‘revenues are

it will: be less.lzkely that the ut_l ity
will be able to achieve fhe forecasted level of revenues, which

“amounts to an indirécj/reductzon of the utility’s authorized rate

of retura. Similarly if the forecasted revenues are too lcw ,
because of bias, it w;ll be highly probable ‘that the util ity w*"
.ach;eve that 1evel Jr revenue, which amounts to. an Lndzrec*
increase in the ratg of return. Mbreover, a biased, 1cw*rorecas*
also means that. ogher custoner classes will have to bear more ' than '
their intended share of revenue respons;b;lzty and ‘will thus pay
higher rates thay.they should. . T

"Thus, we intend that our adopted zorecasts w1ll be
unbiased and fa r. As we stated in- D. 87-05-071 at p. 17z

*The zorecasts should be the best estimate of
actual sales and revenues that will occcur
considexring. the regulatory'rev1$10ns we - adopt

in ¥s decision. The forecasts should reflect -
lower expected sales levels resulting from
customers lost to 'self-generation, lower
expected revenues. for sales to customers who

are likely to be retained on the system by use
of special contracts at less than tarz:f rates,
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and increased sales and revenues for additigﬁéi/
sales resulting from the utility’s ability fo -

offer electricity at less than tariff ratés.”

Our goal is to develop a forecast that/ on average, is
high. as often and to the same degree as it is dow. Put another
way, if we ignore other aspects of the utiljity’s operations, and iz
the forecast is accurate and the ut;lity’ actions are reascnable,
the utility would exactly earn its authar;zed rata of return. IZ
the utility was particularly shrewd in/its dealings with large

customers, it would be able to increase revenues above the forecast . :

and raise its rate of return. If the utility was lax or

unskillful, it would not receive enough revenues to earn its rata
of return.

and unb;ased- . .
) Ancther area that seemed. to confuse some part_es.was,how
forecasts would be revzsed. D. 8/-05-071 statad tnat after the

initial. £orecasts wer%/adODted, they should remain' in effect until

each utility’s next general rate case, SO that the anentlves wou_dfﬁ

Thus, in setting th forecast. of revenues and el;m.nat_ng [T
ERAM, we have placed the immed;ate risk of bypass on the wtilities.
Although the utility’s ;ncﬁnz;ve is not azzec:ad by the level oz o
this forecast, it Ls»our intent to develop a zorecas* that is fa;:f:j,

bave time to operate/ ‘Subsequent revis;ons would occux only in the;ﬁ"““

general rate case. / )

Some of the.apparent confuslon about the torecasb
revision concerns Whether and te what extent’ ex;st.ng sper;al
contracts would ba reflected in the rev;sed‘rorecasts. Even'if a. . .
fxve-year contract is signed at the very beginning of the rate casefjﬁ'
cycle, the final /two years would fall into the next cycle. Seme.
pa:tzes have wondered if the Commission intended ‘that the actual
sales and revanues from- such contracts would: automatzcally be
incorporated into the revised torecast. '
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-

This problem in many ways resembles the problem raised by
contracts signed just before the initial forecast is developed. We
discussed this problem in 0.87-05-071, at pp. 17-18:

#T1f these contracts are automatically
incorporated into the forecast, then the
utility would have a temporary-lncent'

enter into many of these agreements, since the
lower revenues resulting from thes« sales would
tend to make it more likely that ‘

would be able to exceed the forpécast, and thus
to make a largexr profit from

class. Automatically inco

contracts into the revised ALorecast would also
lessen the utility’s inceptive to negotiate the
. highest possible price fgr the sale ‘under the
special contracts. However, ignoring these
contracts is also unrealistic.

, #Oux: solution is to- encourage- partzesAto
examine these contracts carefully and to
consider the reasonableness of the contracts in
developing their forecasts of the overall sales
and revenues expected from these contracts in
the forecast period. If a party believes
higher prices could have been obtained from’
customers under special contracts, then higher
revenues. should be incorporated in that party’s -
forecast. Wa do not contemplate, ‘however, a :
detailed reasonableness review of each special
contract as/a part of the forecast proceeding.
We stress that the goal of these proceedings is
to develop/a reasonable estimate of future
sales and /revenues for the entire LL&P class,
and the terms of individual contracts are
relevant/only'as a small part of a party’s
method /or making its forecast. Parties who.
examine /individual contracts should keep this
goal in/mznd.. Under this procedure, then,
these contracts will not be automatically
incorporated into the Forecast, but the
reasonableness of their price terms will be
reflectead in the :orecasts.sponsored by '
indzvidual parties.

WQ went on to approve this type of raview tor the revision o:
forecasts. = | :
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We still believe that this general approach is suitable
for forecast revisions. We should make ¢lear that the nature of
the review of a special contract that occurs in the Expedited
Application Docket, especially after the elimination of ERAM, is
not ocne that results in'a finding that the level of prices in the
special contract is reascnable and prudent. Rather, approval
merely indicates that the contract’s prices are high enocugh so that
other classes of ratepayers are not unreasonab
Accordingly, at the time of the forecast rev ion proceed;ng, as in
the development of the initial forecast, p les«can,quest;on the
reascnableness of the prices in some or a)l of the special
contracts. The utility is still respo vle for making reascnable
efforts to maximize revenues in this ¢ ass, and- the revised ‘
forecast should reflect the level of les and- revenues that resul*
from reasonable efforts. If a par* bel;eves that the ut‘l‘t; has
not madé reasonable ef:orts to ize revenues, that party. should
. propose a forecast that refﬂects e higher revenues that would .
'have resulted if the utilxty bad made reascnable efhor:s te
maximize revenues from special contracts. Simzlar.y, ‘the ut_lztv
may argue that the prices in Ats special cont:actsAretlec*
extraordlnary efforts and business acumen, so that the forecast of
. the revenues resulting trom/merely reasonable etrortS-should be
somewhat lower than those /esulting from its ex;st;ng pool of
special contracts. - :

We wish. to stress again, howcvar, that we do-not want. the

forecast revision hearings to become. a detailed. revzew of many o N
' lnleldual contracts. /The concern of the :orecast revxs;on is to
develop a reascnable estimate ot overall sales and revenues, and’ it
is unl;kely'that any indiv;dual contract wzll have much effect on
those overall f;gures. _ : : :

Thus, to the ‘axtent that the COmmiuaion detcrmincs in the
forecast revision tham bypass ox reducedprevenues have or w;ll '
occur despite the utillty's reasonable efforts to nax;m;ze
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revenues, some risk of bypass and reduced revenues will be shifted
to ratepayers. This shift will result from setting the level of
expected revenues, which, to be unbiased, should acknowledge any
level of bypass that the utility’s reasonable efforts could not
prevent. Because of the lesser revenues resulting from this
unaveidable bypass, remaining ratepayers may face a larger share of
the utility’s fixed costs. |

We should again point out the the present system of
regulation shifts all risks of bypass and reduced revenues to
ratepayers. our intent is to minimize the risks shiftgd to
‘ratepayers in the forecast by emphasizing the utility”s incentive-
to maximize revenues. ‘ -
" Ratepayers may gain in two other ways ddring the forecast
revision. First, since the utility’s incentive is to maximize met
revenue, we presume that’ costs of prcduc;ng e}ect:i ity for sales -
to the less regulated class will be minimized. - Scme oz'this'cose'
reduction will splll over to the benefit 9 .other classes, and scme .
of these’ reduced ‘costs will be reflectad, n lowee base rates and
ECAC rates. Second, to the extent that /eme uTi Lty’s reasonable
e:‘ortsvare success:ul in reducing bypass from the amount that .

would have occurred in the absence of’;ncent:ves, relat;vely large* V ‘

revenues will be assigned to the leﬁt regulated class, and the
. revenue responsibility of ‘other classes will be proportlona eey
lower. ' / -

It may appear that we/gave set an meoss;ble task. :er
ourselves in trying to develop a forecast of sales and. revenues
that the util;ty should be ab - to attain with reasonable et:orts
to maximize net revenues. Utillt;es may predictably argue that the
revenues achieved from exist;ng special contracts resulted rrom
herculean’ efforts and extrderd;nary bus;ness acumen. Other- part;es

will argue that even more revenues were available. zor the taking iz o

only the utility had exercised ordinary business sklll.. And-

/
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forecasts of incremental sales, in particular, will initially be
based on few facts and much speculation.

We are aware of all these potential problems, but several
factors persuade us that the fears about these problems are
overblown. . ‘

First, we expect that the bulk of the customers in the
less restricted class will continue to recaive el
existing tariffs, so that the revenues aflected XYy the forecasts of
"bypass and incremental sales should be a relatifvely minor part of
the utility’s overall revenues. 7The utilitigs have 2 strong
incentive to refuse to negotiate a special /contract with any

tomer who cannot present a very credille thresat of imminently
leaving the systen. Even for these. omers who nust be offered:
reduced rates tolsuay on the systen, e utilities should necot_ate
a price as close to the tarifs rate Aas possible.. . Mbreove_, we
continue to pursue our goal of moving: toward a :evenue all ocat_on
based on Equal Parcentage of Maru 1l Costs (EPMC), the gap betweé
tha tar*:: rates and the marginal . cost of-producinq powe* shou;d
narrow, rendering self-generation somewhat. . lessAat**act_ve and-
lowering the amount of revenug reductions that must be estimated .
‘because of bypass and special contracts.

Thus, most of the/forecast should follow-exzstxng trends B
and familiar patterns. The more dx:tzcult aspects of the zorecas*--
-estimating the amount of /bypass, the revenues received from
customers under special contracts, and the revenues resulting from'
incremental sales-shoulé have a relatively small effect on the
utilities’ total revenues. With.tlme and experience, our
forecasting abilities in this area should improve. E

‘Also, if ouflincentive system works properly, tne ;:3 .
utilities”’ self—integest should provxde sonme assurance that the
price levels of special contracts are not wildly out of line.

To return /to the ormginal question,vthen, the risk of
-bypass is allocate betweenAratepayers and the utllzty and its
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shareholders in several ways. Solely because of the elimination of
ERAM and the setting of a forecast of revenues, the utility has the '
immediate risk of bypass, since every dollar of lost revenue °
directly affects its net revenues. In the longer term, ratepayers
bear the risk of bypass that cannot be avoided by the utility’s
reasonable efforts to maximize revenues from the less restricted
class. Our goal is to minimize both aspects of this ri
the utility’s economic self-interest to give it an
in a way that minimizes the risk to ratepayers, and’ by setting. a
fair and unbiased forecast that offers the utilig{ a reascnable
cpportunity to achieve, and even thexceed‘ itg’ authorized rate of
retarn with regard to revenues from the less egulated class.

As a final point of clariticatiow, we determined in
D.87-05-071 that revenue short‘alls that <ccur before the _
transition date and that result Lrom sai/: under special contracts.

would be recovered in ERAM. .After the/t:ansition date, however, .
sales under contracts signed berorﬁ/the transit;on date with

customers in the less restricted classvwill be treated like othexr.
revenues and will be not be recovFred in ERAM. Although.th;s po;ntv
was nmade clearly in the text of D 87-05-071, Conclusion of Law 10 -
neglected. to mention the txansition date., We will modify this
finding to clarity our zntent. : '
Findings of Fact

- ‘1. In D. 87-05-071 we‘meqnested comments on proposed
guzdellnes for special contracts, on ‘the de:in;tmon of the LL&P
class, and on the appropriate proceeding. for review of proposalS‘
for rate optlons. We also directed the ALJ to corduct worxshops on-
the proposed gu;delines.

' The workshops ‘the proposed’ guxdelineg ware held on
July 27 and 28, 1987. In? a ruling dated’ July 31, 1987, the ALT
" allowed additional comments on the proposed guidelxnes €& be f;led

by August 14, 1987. . / ‘ N . . ) " , . ) e ! ‘( “ .“’ (

o
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3. Comments respornding to D.87-05-071 were filed by PGSZ,
Edison, SDG&Z, PSD, CEC, DG3, Industrial Users, and NRDC. Post-
worksheop comments were filed by NRDC, PG&Z, Ediscon, SDG&E, PSD,
Industrial Users, DGS, and Pacific Power. SDG&E also responded to
certain comments of PSD on September 18, 1987.

4. The Expedited ‘Application Decket (EAD) was established to
review all special contracts that ut_lxt_es entered into with
potential bypassers.

5. The purpose of the quidel;nes for special contracts is to
allow for a faster review than would otherwise occur under the EAD.

6. PG&E, Edison and SDG&E currently revise the Standaxd |
OfZer No. 1 avoided energy prices quarterly t reflect[changes in
the price of their marginal fuels. -

7. In the past, the cOmmLssxon ha tound iz use*u_ to treat
marginal transmission .and d;s**_butzo osts as rmnxal cha:ges.

" 8. The Energy Relxabzlity Ind . (ERX) prov;des a readil 1y
available means of adjusting capac‘_y costs to»re lect the need 'or
additional generation for Edison and SDG&Z. ‘The: ERI may net be
suitable for PG&E’s system without some mcdif cat;on ox l;m;tat_on.

9. Many customers~w1th/aemnnds ‘of- 1000 kW‘or greate* presen?
a credible threat o: bypasgt/ ‘ A .

.10. Thexe is a two—tc-three year lead time: requ_red tor the
development and constxucﬁaon of a large self—generatzon :aczll”v.'

1. X generally/costs the ‘utilities more to generate.
electricity durzng ondpeak hours. than durmnq otf—peak hcurs.,

12. ngher demands at peak perlods often create the need :or
additional . generat;ng resources. : S

13. with exlsting technolog;es, addzt;onal generat*ng
resources are usually more expensive and environmentally
troublesome than ex;sting resources. - : o ,

14. Selt-generatlon facxlxtxes make the- most economic sense

for customers when the racilxties axe dasigned to Tun at a h;gh
load factor. : :

-

. il
. e
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15. NRDC made two related proposals for integrating special
contracts with the utility’s long-rﬁn resource needs.

16. The transition date is key to several complex events and
adjustments that occur with the elimination of ERAM and the ARA for
the less regulated class.

17. Several parties regquested an opportunity to comment on
the final quidelines for special contracts adopted by the
Commission before those guidelines took effect. When the
opportunity was ofzered, PGSE, DRA, Edison, SDGEE, NRDC, the
California Energy Commission, NGS, ‘the xndustiial Users, Chevron

T.S.A., and the Northern California Power Agen
comments.

1. All 'special contracts should bef eviewed under the -
Expedited Application Docket (EAD). , .

2. :The EAD should be expanded to. include review of special
contracts for incremental sales.

3.. 5pecial contracts. not conforming to the guidelines may.
still be approved if the: utility can demonst.ate that the contrac*

is fair to other ratepayers.

4. The rloor price fQI‘SpQClal contracts should ‘at- least
cover the utility’s cost of prcducinq the pcwer‘sold undexr the
contract.

5. It is reasonable/tc adopt the’ SO#1 energy rormula as the
energy component in the floor price guideline.. . .

6. Each utility sﬂeuld book a credit to its ECAC account
monthly at the appropriate ECAC rates for each kilcwatt-hour sold
under special contracts. Srmilar credits should be made to other
belancing accounta to éover the incremental costs of producing
power sold under special contracts. :

7. It is reasonable €0 use the marginal transmission and
distribution cost established in each’ utility's general rate case
as the T&D component of the floor price guideline.
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8. When increased load under contracts for incremental sales
requires modification of the existing T&D system or acceleration of
the installation of planned improvements, the contract price should
recover an appropriate measure of these site=-specific increased
costs.

9. The floor price should include a- generation component
consisting of the ERI-adjustad SO#1 capacity prices. In lieu of
the ERI, PG&E may use the adjustaent adopted in the pending
decision in A.82=04-044.

10. It is reasonable at this time to restrict $he accelerated
review provided by the guldelines to antl-bypass cghtracts with
customers with demands of 1000 kw or greate* an to-inc*emental
sales contracts with customers,whase base d
greater. '

. 11. For contracts desagned to detar el‘—generat_on by a
“oner, lt is reasonable at this time (=3 l;m-t the accele*ated
review provided by the gu;del_nes‘to coftracts with a maxsmum term

~of five years, beglnnxng from the datg the de'er*ed selt-generat
plant weuld have begun.operatxon. or contracts for incremental
sales, it is reascpable at this tie to limit the accelerated
review provided by the gu;delines/to contractsswith7a“max;mum tern
of three years. . Contracts should not extend into pericds when .
forecast indicate that additicnal capac;ty will be needed to meet
target reserve margins. co : .

12., The price terms of a special contract should dlscourage
undue on-peak consumption dgd should encourage the customer to
flatten its load pro:ile ds much as possible., ‘

13. It is reasonable to establlsh a guideline that requ;:es ﬂ.

the energy component of/the floor pr;ce to be’ txme—dxzzerentzated.
14. Beyond the floor price, utilities should have. :lexzblllty
in developing time-ofiuse incent;ves for special’ contrac*s.. This

poxtion of the guide ines is. satisfied if the differential between  { :

the on-~ and ofr-peak rate ror the customer's marginal consumpt;on '

e

,1'

r
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is roughly the same as the differential between on- and off-peak
rates in the applicable TOU tarifs. ’

15. It is reasonable to require utilities to present
customers with a menu of conservation options during negotiations

for special contracts. The elements of the menu will be developed -

in a workshop to be held as soon as feasible. The prograns
included in the menu’ should meet the socletal test of cost-
effectiveness. The customer may then choose a c¢ontract based
entirely on rate discounts, a contract based entirely on
conservation items with all electricity sold at tariff rates, or a .
contract based on a nixture of rate discounts and co rvation
items. However, the utility’s cost of the consexv ion items. plus
the net present value of any discount from tari: rates may not
exceed the net present value of the total disco t from tarirr
rates that the utility and customer would have agreed to in’ the’
absence of the conservation option. The - ial source of funds
for the conservation items will be the ut ity’s authorized
conservation budget- for programs design to. serve the less ™
regqulated class. The utilities nay. fiYe ‘an advice letter to
request additional funds when.neede , for’ conservation items
selected by-special contracts customers. ‘ " .

16. . At present, the less reyéricted class should be limited
to«customers.with demands of 1 XW. or greater. o '

17. Proposals.for rate opé:ons should usually e conSLdered

in each utility’s general rate ‘case.” If a particular ECAC case is

considering extensive revisions to rate'design; proposals zorfrate
-options may also .be entertained in that ‘ECAC proceeding. ‘

18. The transition date of April 1, 1988, adopted in
. D.87=-05-~071 should be changed to September 1, '1988. -

19. Conclusion of #aw 10 in'D. 37-05—071 should be modiried to-
read as follows: !

7L0. Revenue*short:alls;occurrinq~be£ore the
transition date as a result of sales under
special contracts should be recovered in ERAM.
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After the transition date, revenues from all
special contracts will not be included in
ERAM.”

JINTERIM ORDER

IT IS ORDERED that:

1. In order to qualify for an accelerated review, special
contracts entered into by Pacific Gas and Electric Company (PG&E),
Southern California Edison Company (Edison), and San Diego Gas &
Electric Company (SDG&E) must have the tolldwinq‘eiement5°

2. A floor price consisting of an en
component, a transmission and distribution
(T&D) component, and -a generation
component. - The en " component. ,
equivalent to the utility‘s Staydard o:zer o
No. 1 energy price. - The T&D: gomponent
shall be based on the marg T&D cost as
established in each utility’s most recent
general rate case. When'i '
under contracts for increxiental sales o
requires modification of/the existing T&D'
system or acceleration of the installation
‘of planned improvements, the contract price
should recover an ap opriate measure' of
these site-specific Ancreased costs. The.
generation component shall be based on each
utility’s Standard/Offer No. 1 capacity -
price, including Adjustments based on the
utility’s most r cently established Energy
Reliability IndeXx. In lieu of the ERI, '
PGSE may use the adjustment adopted in the
pending decision in A.82-04=044. The ‘
energy'component of the floor price shall
be tlme-dlfferentiated. C _

The contra is entered 1nto Wlth a.
customer: wiph a demand of 1000 XW-or
greatar. ' o ‘

For contracts designed to dater proposed
self-generation by the- customar,_the term
of the contract is no longer than five .
years, commencing when the proposed self-
generation fac;lity-would have begun
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generating. For contracts for incremental
sales, the term of the contract is no-
longer than three years, starting when the
incremental sales under the contract begin.
The term of the contract may not extend
into any period when forecasts indicate.
that additional capacity will be needed to
meet -target reserve margins.

The contract contains time—-of~-use that set
a differential between on=- and off-peak
contract rate for marginal consumption that
is roughly the same as the ‘differential
between on= and off-peak rates in the
otherwise applicable TOU tariff.

2. Utilivies shall present customers with a menu of
conservation options during negot;atlons !or sp 1al contracts.

The elements of the menu will be developed in workshop to be held mﬁ‘ﬁgmff
as soon as feasible. The programs included n the menu should meet‘;,ﬂ

the societal test of cost—e::ectiveness.‘ be customer may then .
choose a contract based entixely on rate-dxscounts, a contract
based entirely on conservation items ‘all electricity sold at .
tariff rates, or a contract based on ‘_nixtu;e of rate discounts
and conservation items. However, utllity's cost of the
consarvation items plus the net pr sent. value of. any dlscount from
tariff rates may not exceed the net. present value of the total
discount from tariff rates that/the utillty and customer would have
" agreed to in the absence of conservation opt;on. The initial .
~source of funds for the conservatxon items will be the utility’s
authorized conservation budget for prograns designed to serve the
less requlated class. The utilities “may rile an ‘advice letter to
request .additional funds, when needed, tor conservatmon items
selected by special contracts customers.

3. [PG&E, Edison, and SDG&E shall book a cred;t to their ECAC M
accounts monthly at the appropriate ‘ECAC rates £or each kilowatt-
hour sold under special contracts. Similar credits shall be made
to other balancing accounts to-cover the incremental ‘costs of
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producing power sold under special contracts. Within 30 days of
the effective date of this decision, PG&E, Edisen, and SDG&E shall
serve all parties to this proceeding with a list of such credits to
balancing accounts and a description, including suggested tariff
revisions, of how they propose to make such credits.

4. At the present time, the Large Light and Power clavs
referred to in D.87-05-071, which is more properly called the less
restricted class, will be limited to customers of PG&E, Edison, and
SDG4E wzth denands of 1000 kW orx g:eater.

5. Except in extraordinary circumstances, PG&E, Edison, and

SDGSE shall present any rate option proposals/in' each utility’s
Energy Cost Adjustment Clause- proceed;ng or eneral rate case.
6. The transition date of Aprzl 1, 88, adopted in

D.87=~05=071. is.changed to September 1, 1998.

7. Conclusion of Law 10 in D. 87-05Lo71 is. modirxed to read
as follows: :

#10.. Revenue shortfalls oc ing before the
" transition date as a result/of saleg under
special contracts’ should recovered in ERAM

.
.
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After the transition date, revenues from all

special contracts will not be included in
ERAM.”

This ordexr is effective today.
Dated , &t San Frangisco, California.




