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INTERIH OPINION. ON RULES GOVERNING . . .
UTILITY DEMAND-SIDE HANAGEHENT PROGRAMS

I. Summary

_ R By this order, we issue rules gOVerniﬂgIthé*é§éiﬁafibﬁ, 7
¢ funding and implementation 6f demand-side management (DSN) programs
. and assoc¢iated shareholder incentives. 1In develéping_thése,rulés;
‘wé éstablish basic policy principles designed to tap DSH's -
 potential for meeting our oveérall resource procuréement goal, .
. namely, to provide California ratepayers with reliable, least cost,
environmentally sensitive enexrgy servicet _ o :
- 6 Resource Planning. We are committed to
having the utility integrate supply- and S
demand-side resourcé planning to producé the
least-cost, environmentally sensitive 4
résource plan. To this end, we must -~
continue to improve our analytical =
approaches for évaluating demand-side
resources.

He need to move ahead on the measurement and -
evaluation of DSK savings, in order to = .
ensure that DSM savings forecasts are as. .
accurate as possible. To the extent that.
utilities use ratepayer-supplied funds to -
procuré and maintain DSM resources, . R
measurement and evaluation allows us to = .
ensuré that ratepayérs receive thé resources

that they are paying for. HWe aim to make

all aspects of our resource procurément

process, including the evaluation and ‘
implereéntation of DSK, as predictable as
possible. e

Resource Acquisition., Introducing -
competition into theé utility’s acquisition

1 The text that follows represents a brief summary of the
“general principles established in the body of the order and
appénded rules., Seé Sections III, IV and Attachment 1. :
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‘of demand-side resources offérs great . -
‘potential for achieving our goal of B
reliable, least cost, environmentally .- ..
sensitive energy service. We will explore '~
competitive bidding for DSM resources, . . =~ .~
pursuant to Public Utilities Code § 747, in-
order to assess the role of DSM bidding in -
providing least-cost enexgy services to
ratepayers.

Program Emphasis. Utilities’ DSH activities = - -
should focus on programs that seérve as = =
viable alternatives to supply-sidé reséurce .
options, i.e., energy efficiency programs

and load management programs which promote
energy efficiency. S

cost-Effectiveness Testing. Methods to test
the cost-effectiveness of DSK programs =
should be consistent with our least-cost:
planning principlés and our policy of
enphasizing DSM programs that serve as
alternativés to supply. Therefore, the ~— ~ -
primary indicator of DSK cost-effectiveness ' -
should considexr the total réscurce costs and
benefits of DSM, inciluding nonprice factors:

Shareholder Incentives. Thé role of
shareholder incentives is to offset any.
requlatory biases against DSN that the
utility might have in procuring least-cost -
energy resources. Shareholder incentives
should be designed to éncourage énérgy .
efficiency and load management programs that
promote energy efficiéncy. o

For shared-savings incéntive mechanisms,
ratepayers should share their DSH investment
e¢arnings (in the form of loweér resource .
costs) with shareholders at the agreéeed upon
percentage. We therefore reaffirm our
commitment to shift from prespecified
savings to ex post verified savings, for the
purpose of calculating shareholder
incentives.

Inproved Consistency. We must continue to
fmprove consistency across the various

requlatory proceedings that addréss DSM-
related issues. The determinations made ih
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this Rulemaking and companion InVesti atiOn
_ should bé used in any subsequent utilgty-
specific proceedings. :
: . As described in this order, certain aspécts of our N
adoptéd rules are interin, pending thé recéipt and consideration of
‘comments, workshop reports, and program evaluations. - -Hé also -
establish a separate phase in these proceedings for reviewing
réspondents’' measurement and évalvation activities,
The rules adopted by this order aré presénted in ’

Attéchment 1. Attachrent 2 explains each technical acronym or-

other abbreviation that appears in this decision.2

In Investigation (I.) 86-10-001, our generic exanination
of ratemaking, we identified the need to take a frésh look at
demand-side managemént of utility resourcés.3 Demand-side -
management (DSM) prograns focus on the customer side of the utility
méter and have includéd programs for load nanagement and enetgy

efficiency, among others. ,
On July 20, 1989, we COnvened an en banc hearing to B

reexanine the role of DS in utility résource prbourenént.. As__
described below, the events and decisions that followed theé én banc
hearing led to the issuance of this Order Instituting Rulenaking
(0IR), and companion Ordér Instituting Investigation (0II).

2 As part of this proceeding, Pacific Gas & Electric Conpany
submitted a pilot DSM bidding proposal for o6ur consideration. We .
will address this proposal in a separate opinion.

3 ‘See Décision (D.) 89-05-067 (32 CPUC 2nd, 79, 80-81).

4 In subsequént séctions wé refer to thése twd procéedings
collectively as the DSM OIR/0OII (or OIR/OII) proceéding.




A. The California Collaborative - |

During the July 20, 1989 en banc hearing, several .
participants recomnended that interésted parties collabbrate on a
bluéprint for the revitalization of DSM activity in Callfornia.r We
agréed, with the hope that a collaborativé approach could: help
facilitate that goal. : :

- The California Collaborative working group
(Collaborative) sét its own agenda and membership. Its
stakeholders were a wide array of interested groupst California's
four major investor-owned energy utilities, répresentatives of _
various California state agencies, environnentalists, ratepayers of
all types, energy service companies, and independent energy

producers., ‘
_ The Collaborative’s achievements aré reflected in its
January 1990 report to the Commission,; An Enerqy Efficiency -
Blueprint for California (the Blueprint). In their report, the
Collaborative’s stakeholders proposed a néw regulatory mechanism
designed to allow utility shareholdérs to participate in the
benefits of DSN. They also creatéd new and expanded DSH programs, - .
and identified key characteristics of DSM programs which must be
considered in order to provide lasting enérgy efficiency savings.
Finally, they recommended policiés to govern the régulatory
treatment of utility DSK programs.
B. Adoption of Experimental DSM
Shareholder Incentive Prograas

As promised in the Blueéprint, Southern California Edison
Company (SCE), San Diego Gas & Electric Company (SDG&E), Pacific
Gas and Electric Company (PG&4E), and Southern California Gas
Company (SoCal) filed applications requesting Commission
authorization for expanded DSM programs and shareholder incentive
mechanisms. The parties to the procéeding subsequently entered
into settlement agreements, and in D.90-08-068 and D.90-12-071, we
approved, with some modifications, thée térms of thé respective
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»,"Eéttiements. Pursuant to the settlement agreements, each ut1lity
‘convefied Advisory Connittees to assist them: in the implementation
of theée approved programs. .

The shareholder incentive prbgrams adopted in D. 90 08 068
and D.90-12-071 weré experimental, and were authorized thfough 1991
for SCE and SDGLE and throeugh 1992 for PG&E and SoCa1.5 As_we 7"
stated in D.90- .08-068, "...these mechanisms should be considered

. experimental only and not necessarily the blueprint for the next

géeneration of DSM programs. u6 In: approving theseé éxperiments, We
identified the need for an OIR to provide a forum for’"comparing
the different DSM models...and t6 asséss the relative success of

‘the different approaches.® We also statéed that this OIR could ‘1léad

to "the developmentrof statewide staﬁdards and benchma;ks by wh@ch
to measure energy efficiency and to measure the appfbpriaté 1eVé1s

-of incentives.® To-aid us in this evaluation, we directed our

Commission Advisory and Compliance pivision (CACD) to submit a:
report, by Decémber 31, 1992, on the effectiveness of the adopted

';incentive mechanisms.
C. Issuance of the DSM OIR[OII

The issuance of cur DSH OIR/OII én August 7, 1881 allows
us to take up whérée the Collaborative left 6ff. As we state in the
OIR/OI1, this proceeding will examinet (I)HCOllaborative positions
agreed to by consensus but which are not yeét formal Commission
policy; (2) policy areas where the stakéholders failed to reach
consensus and whére resolution is critical to secure a sustained
role for DSM in futuré utflity resource procurémént strategies; and

5 SCE’s incéntive program was reevaluated, and modified on an
interim basis, in its recent général rate case décision,
D.91-12-076; SDGLE’s expeérimental incentive mechanism was extended
through 1992 as part of its 1992 modified attrition (see
P.91-12-074 in Application 91-03-001).,

-6 -
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' (3) other important policy or technical areas not exp1101t1y

addressed in the Collaborative.7 : : :
Cur DSM OIR/OII includes 29 proposed rules (Rules)

related to utility gas and electric DSM programs. Rules 1-4
articulate policy principles for considering DSM prOgrams as viable
alternatives to traditional supply-side resource options, and
present common terms and definitions. Rules 5-13 provide
guidélines for the cost-efféctivéness testing of DSM, and’ establish
priorities among different types of DSM programs. Rules 14-19
adopt interim principles governing future shareholdér incentives,
pending CACD’s report. Rules 20-25 addréss the role of measuremént
and evaluation in DSM program development. They also discuss the
need for consistéent treatmént of DSM programs across utilitfes and
across regulatory forums. In Rule 25 we. propose establishinq a
singlé forum where all utilities’ DSM activities can be revieéwed,
and ask for comments on that prOposal. ‘Rulés 26-29 provide .
guidance on the dévelopment of DSM pilot bidding programs. A copy
of the Rules; as originally proposed, is appended to this order. .

(Sée Attachment 3.)
Comments on the Rules were filéd on September 23, 1991 by

PG&E, SCE, SDG&E, SoCal, Southwest Gas Corporation (Southwest),
Division of Ratepayer Advocates (DRA), California Energy Commission
(CEC), South Coast Air Quality Management District (SCAQMD), '
California Departmént of Géneral Services (DGS), United Statés
Department of Defense (DOD), Natural Résources Defénseé Council -
(NRDC), Toward Utility Rate Normalization (TURN), Utility
. Consuners '’ Action Network (UCAN), California Large Energy Consumers
Association (CLECA), California Manufacturers Association (CMA),

7 OIRfOII, August 7, 1991, p. 7.
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.National Association of Energy Service Companies (HAESCO), SYCOMH';
Enterprises (SYCOH), and Transphase Systems, Inc. (Transphase). -
After comments were filed, various parties ‘decided to

meet informally to discuss theée proposed rules and their cOmments to
 those rules. By letter to the assigned administrative law judge ‘

(ALJ), dated Decémber 10, 1991, representatives from SCE, PG&E,
SDG&E, SoCal, DRA, CEC, CLECA, DGS, NAESCO, and NRDC presénted,
their consénsus recommendations for amending the Rules, and
idéntified areas wheré no consensus could bé reached. A copy of
this létter was sérved on all parties to this proceeding.

IIT. Utility Resource Procuréméntt: Where We Are Heading

Utility resourcé procuremeént involves both planning-and
acquisition. Resource planning determines whether thé utility -
needs to acquire néw resources, in order to maintain reliability
and/or to improve the efficiency of the utility system. This =
determination is made by comparing thé total costs of the utility'
resource plan before and after adding supply- or demand-side .

- résource options. Resource acquisition, on the other hand,1=
determines how the utility will acquire the new resources that éré
néeded, as identified in the planning process. The utility éan
construct new plants, purchase power from other utilities, offéri ,
DSM programs to its customers, or purchaée power (or DSM services)
from unregulated third parties. Competitive bidding enablés_'
utilities and third parties to compete in the resourcé acquisition

8 Kenetech Eneéergy Management, Inc. (Kénetech) also filed
comments, but they were late- fiied (October 8{ and did not include
a certificate of service or service list. e we do not
explicitly consider Kenetech’s comments in this order, we note that
thé comments of several other parties reflect similar views. ‘
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'process, f0r the purpose of putting dowm-:ard pressure on the costs .

of energy services. _ o
As stated in o6ur Rules, our overall objectiVe for utility

resource procurement 'is reliable, least- cost, environmentally
sensitive energy service.9 All parties support this objective.
However, theéy offer different views on how to achieve that '
objective. 1In particular, parties’ comments highlight two
fundamentally different views on how DS should fit into the
planning stage of utility resourcé procurement.

The first view is that utility DSX programs should be
funded whenéver they reduce the total costs of the systenm (defined
to include environmental impacts). For example, NRDC argues. that
the way to achiéve our resourceé procurement goals is to “ favor

_demand-sidé measures over supply-side alternatives whenever

life-cycle costs, including énvironmental costs, can be reducéd in

the process.” - similarly, SoCal suggests that: the reference p01nt 7

for DSM program funding be the level of cost-effectivé DSMN that can

be achieved on a utility’s system. In practice, this approach -
establishes a DSM "set-aside,* where a utility’s need for resource .
additions would first bé reduced by implementing all poténtial
cost-effective DSM. , .

Under this approach, any remaining need for resourcé -
additions is met through a leéast-cost planning and acquisition
process for supply-side resources only. This includes bidding by
qualifying facilities (QPs) and other non-utility genératoxs (NUGS)

9 As DRA and others point out in théir comménts, Rule l, as
originally proposed, refexs only to "electricity service.,* (See
Attachment 3.) We correct the language of Rule 1 to read 'energy
service" in our adopted rules. (See Attachment 1.) ,
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- fOr the supply-side resourcés identified in the process.lof;DSRfiiﬂ
bidding could also take place, but only within the sét-aside IR
 framework, i.e., énergy service companies {ESCOs) would bid for ‘a
portion of the DSM set-aside, either to replace or augment utility
- DSM efforts, :
) The second view is that demand— and supply-side resburces
should be compared head-to-head for cost-effectivenéss, including
‘relative environmental impacts. Once thé optimal mix of utility
DSK and supply-side options is idéntified in the plaaning pfbéess,f-
" some or all of those options would then be put out for bid by third
parties. In their comments, some partiés indicate a preference for
an acquisition proceéss that segregates the bidding arena, allowing
ESCOs to bid only for DSK options and NUGs only for supply-side
options. Others préefer an “integrated" bidding process, with ESCOs
and NUGs compéting together for all résourcé needs. : -
The first view describes our current résource procurement'“
framework. In our Biennial Resource Plan Update procéeding S
(Updaté), we essentially deveélop A DSM set-aside, based on the
california Bnergy Commission’s forécast of cost-effectivé DSM -
activities that arée not currently included in utility DSM fnnding .
authorization. Once the demand forecast is adjusted for this - .
anount of *uncommittéd DSM," we procéed to test all utiliiy ,
supply-side options, sidée-by-side and yéar-by-year, to sée if the
total costs of the systém can bé réduced further. Wé¢ refer to ‘this
tésting process for supply-side resources as the Iterative
Cost-Effectiveness Method (ICEM). Using ICEN, the quaﬁtity and
pricé of supply-side résource additions are identified in the -

10 Qrs are the subset of NUGs that satisfies various efficiency
and téchnOIOg{ critéeria established under the Public Utility
Régulatory Policies Act (PURPA) of 1978,
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planning préceés'.“ The resulting resource plan creates’ the baseline .

for long-run marginal costs of electricity.
AS wé'lve acknéwledged in the past, our current planning

process is somewhat limited in its ability to produce an optimal
nix of resources in the system, for f{t does not include DSHi .
programs in theé iterative analysis of cost-effectiveness. Our
current apprOach does not nécessarily allow us to determine whether
ratepayers might réceive gréater benefits from, for example, a
renewable resource than from additional DSK programs, and vice:
versa. In addition, the current approach does not accommodate the
optimal sequencing of investments in demand- and supply-side
résources. By achieving our goal of comparing supply- and demand-
side options on an equal footing, we hopé to ensure such
optimization. As we stated in D.91-06-022, and reiterated in Our
OIR, "wé are committed to head-to-head comparison 6f DSM. and supply
options in the planning process, and perhaps ultimately in the
bidding process as well.= o

We are moving in this direction in several ways. Pirst,
we are testing the capabilities of analytic tools to direotly .
integraté DSM programs into our current planning process for
supply-sfde resources. In the current phase of the Update, SDG&E
has used ICEM to integraté DSM into its resource plan. :
Demonstrations for PG&E and SCE aré undérway: Thesée efforts should
illuminate what factors are involved in directly comparing DSM and
electric supply options, and the advantages and limitations of ICEM
in making that comparison. On the gas side, we are committed to

11 To date, we have oOnly developed a general methodology for
estimating natural gas lon? run marginal costs. Implementation
hearings in I.86-06-005 will begin In late summer/early fall of

1992,
12 See 0191-06“022' ninieOo' pp. 10"110




© R.91-08-003, '1.91-08-002  ALI/MEG/teq +

- noving forward with éur objectivés in as many ways as practicable,
as wé await the outcome of impleméntation hearings in ou? marginalf»
cost proceeding (1.86 06-005).

Second, we ‘have made cénsiderablé progress in the way we
accOunt for nonprice factors associated with both demand- and |
supply—side resources.r Our recent decision in Phase 1B of the
Update establishéd preliminary values for residual emissions of air
pollutants. (See D.91-06-002.) As part of our transmission
Investigation (I.%0-09- 050); we are éxamining ways to incorporaté
transmission and distribution costs into the planning procéss. By
explicitly valuing these factors, we can better appreciate the full
rangé of costs and bénefits associated with supply- and denand-slde
resources. IR
Third, on thé acquisition side, we have steadily .
introduced conpetitive bidding in order to put downward preééufé on
the costs of ‘energy servicés. We already have a competitive .
bidding process in place for QFs, and are curréntly working towards
widening the bidding arena to include other NUGs in the Update and
transmission InVestigatlon.13 on the. supply side, QFs compete
with the utility for theé least-cost resource additfons, as -
identifieéd in thée planning procéss. If the QF’s bid is lowér than
the utility’s planned cdst-effective addition, then the QF wins the
bid and builds its own project. If QFs cannot beat the utility’s
costs, then the utility builds the addition identified in the

planning procéss.

13 For thé purpose of this OIR/OII, we use the term "all-sourcé -
bid®* to refer to a bidding arena wheré all typés of NUGs (not just
QPs) can bid against utility supply-side resources, as identified
in the planning process. We use the term *integrated bid” to refer
to a bidding arena where providers of DSHM services and NUGs ¢an bid
against utility demand- and supply-side resources alike,
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As part of this OIRIOII, we are also inltiating pildt DSH .
bldding programs to test the potential for achievinq energy savings
through a competitive market. Pursuant to Public Utillty (PU) Code
s 747, we will experimént with DSM-only bidding pilots, as well as
integrated bidding, wheré demand- and supply-side options compete
in a single arena. These bidding éexperiments will help us learn
more about alternative DSM delivery meéchanisms, and assess the role
of DSHM bidding to provide least-cost DSM séervices to ratepayers.

 FPinally, as stated in our OIR, we aré working towards a
' procurement framework that gives thé utility comparable incentives
to meet its leéast-cost resource neéds through demand- or supply-
- side resources. We want to ensuré that neither our regulatory
framework nor ptocedures contain any inherent biases that inhibit
utility management from actively pursuing the optimal mix of -
demahd- and supply-side resources. To this end, we éstablished a
pilot program of shareholder incentivés for gas and electric DSM
programs in D.90-08-068. We aré in the process of évaluatinglfhe

various sharehdlder incentive méchanisms now in place, and will .

report our findings to the Législature by the end 6f 1992: In the
meantime, we will continue to examiné implementation issues related

to these incentive programs, as they arise in thesé and other

'ongolng proceedings.
The above discussion sérvés as a backdrop to our

consideration of comments filed in this proceeding. Not all
parties share our vision of where we are heading in resource
procurémentt towards héad-to-head comparison of demand- and -
supply-side options in the planning process and workable
competition in resource acquisition. As a result, many of the
comménts to the specific rules reflect a different vision of the
future. At the samé time, somé comménters agrée with where we are
heading in resource procuremént, but suggést that we move faster in
~making changes to our current framework., As described above, we
are conmitted to achieving our objectives in a careful, deliberate
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V'manﬂer.- Without losing sight of our QOals, we will structur' our;
rules to accommodate néw information, as we gain experlence with:

 shareholder incentives, DSM bidding, and other aspects of o

intégrated resource planning and acqu181tion. We aim to maké alI

aspects of our resource procurement process, including the -

- evaluation and implementation of DSM, as predictable as posslble.

IV. Major Issues

We turn now to the major issues raised in parties’
comnents to our proposéd rulés. This summary highlights the range
of debate and proposed modifications. It is not intended to be a
comprehensive déscription of all points raised by commenteéxs. - We
béliéve that the saving of space and theée gain in clarity justify
using an overview. For reference, we presént the full text of our
 proposed Rules in Attachment 3. ST
A. Measuremént and Evaluation
‘ We begin with the issue of neasurement and evaluatién

' (M&E) of DSM savings because it represénts, in our view, the -
threshold issué for our régulatory ovérsight of DSM programs. All
parties agreé, in principle, that M&E must be emphasized as a -
priority. However, parties differ on how to establish this
priority, what spécific M&E activities should be required, and how
M&E activities should be linked to shareholder incentives. ($See
Rulés 20 to 22 in Attachment 3.) '

1. Two General Observations .

In addréssing partiés’ comments, we make two géneral
observations. First, parties raise concerns about M¢E-reélated
issues in response to all aspécts of our proposéd rules, not just
the rulés specific to MtE. For examplé, SDGSE, NRDC, and others
react to our proposal for an earnings cap (as a method of redﬁéihg:
ratepayer risk) by recommending that we instead reduce ratepayer
risk "at the source" through improved M&E activities., In response
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. té our stated preference for a shared savings apprbach to
shareholder incentives, SoCal argues ‘that othexr approaches that do-
not rely as heavily on savings estimates night be preferable, given
‘thé uncertainty over the reliability of those savings.  , ,

concerns over M&E are also raised in respOnse to our
proposed rules on cost-effectivéness testing for DSM prograns. Por
éxample, CMA argues that our préference for the Total Resource Cost
(TRC) test requires a "leap of faith" that future savings in
supply-relateéd costs will justify today’s expenditures. On the
 topic of incentive payments, séveral parties recommend that thése
payments be based on thé résults of N&E activities, rather than eon
advance englneering éstimates, in view of the uncertainties
associated with future savings. Partiés also raise the issue of
M&E in conjunction with DSK bidding pilotst DGS and others
recommend that M&E requiréments for biddeérs apply €équally toé the
utflities. Finally, séveral partiés commént on the importance of
M&E activities in improving long-térm forecasts of DSM savings. in
sum, parties identify M&E as a critical élement in all aspects of
the rulemaking. , : .
. Our secénd observation is that we currently lack an
1dentified requlatory forum for evaluating H&E protocols, réeviewing
the results of M&E activities and considering methods for
incorporating MsE results into the next generation of DSM prograns
‘and forecasted savings. To date, these types of M&E activities
have been conductéd informally, starting with thé Collaborative
process. = During the Collaborative, a téchnical subcommittee
developed proposed M&E protocols for the utilities’ experimental
incentive mechanisms, and submitted them as part 6f the Bluéprint.
Protocols similar to theseé weré included in the settlement
agreements, and adopteéd in D.90-08-068. In compliance with the
settlement agreements, utilities hold statewide M&E Advisory
committee meéetings every six months to present and discuss the
status, plans and results of their M4E activities. However, none
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of this- information has been reviewed formally at the 7
Commission.14 .

2. Establishing a Forum for
Measurément and Evaluation

What emérges frén these general observations is our’
recognitloﬁ that (1) M&E is the pivotal issue in this rulemaking
and (2) this Comnission needs a regulatory forun for examining '
ongoing MsB activities and results. With or without sharéholder
fncentives, we must be confident that forecasts of DSM savings are
reliable in meeting énergy needs. Without this confidence, we -

cannot achieve our goal of directly comparing all resource options.
Nor can wé feel comfortable with major expansions of DSM.
commitments, as long as they are based on unverified savings
estimates. To the éxtent that utilities use ratepayér—supplied
funds to procure and maintain DSM resources, measurément and -
evaluation allows us to ensuré that ratepayers réceiveé thé '
résources that they are paying for. Including shareholder
incéntives in DSN funding heightens thé need for assurances that

estimated resource savings will be forthcoming. :
The Collaborative, and subsequent Advisory Committees on

MtE, have shown thé usefulness of providing interested partieés with
opportunities to informally réview the results of MsE studies, .
share technical expértise, and discuss possible 1mprovements in M&E
activities. We encourage this informal process to continue,
Howevér, we also need a process for formally considering the
results of these activitiés and incorporating them into DSM program

14 We havée reviewed general funding proposals fox K&E activities
in recent Energy Cost Adjustment Clause §ECAC) and General Rate
Casé (GRC) proceedings. However, none of these reviews has
attempted to examine the reasonableness of the MSE protocols for
future applications, or considered how the results of M&E should be

used in adjusting savings estimates.
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_design and forecasts of DSM savings. At'ieaSt"ini‘tViicfnlly;‘fﬁéi will .
establish a separate N&E phase in these proceedings to serve: as the
. forum for addressing thé following types of M&E-rélated issuess

6 Pre-Implémentation Méasurement. - The S
acceptable méthods and procedurés for @ -
estirmating, prioér to program implémentation, -
the various program impact paraméters for DSM
programs. These include thée load impacts
(and its components), participation level,
utility costs, total costs and usefu) liveés
of DSM measures. -

Post-Implementation Measurément. The
acceptablée methods and procedures for
reasuring DSN program impacts after program
implementation. This includes déveloping
guidelinés for Ms&E activitiés beyond current
activities, ‘

Incorporating the Results of Measurement

Studies. Using the résults of M4E activities

to (1) refiné pre- and post-impleéementation

measurement protocols, (2) adjust forécasts -

of DSM program savings, and (3) adjust o
shareholder éarnings under a shared-savings A .

mechanism. ]
~We think that addressing M&E issues in this om/o:ris”thé nost
administratively feasible approach at this timeé. As we discuss in
Section IV.F below, wé may considér altérnative procedural
approachés for addréssing DSM-related issues, once we have
‘compléted our generic gas and electric ratemaking proceéeding .
(R.$0-02-008/1.90-08-006) . |
: Most of the issues raiséd in parties’ comments:té Rules
20-22 will be addressed in the M&E phasé of thesé proceedings. For
exanplé, SDG&E, NRDC, and ‘DGS ask us for moré guidance on what we
“éxpect to see in "comprehénsive and aggreéssivé* measurenent plans
(Rule 22). As indicated above, we will devélop more specific
guidelines for Mi¢E activities in the M&E phase, thereby clarifying
our expectations undéer Rule 22. Similarly, PGSE’'s recommendation
that we establish ex post measurement methods for each key program
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fits nicely into this procedural forun. He expect to adopt
‘acceptablée ex post measurement methods in the M&B phase, with
future réfinements as the "state-of- the-art™ improves.15 However,
we will not defer to this phase the issue of how to 1link thé _
results of measurement studies to shareholder éarnings, as’ sOme {
parties suggest. Rather, weé reaftirm our commitmént to shift to an
ex post measurément approach in today's order, and will use the H&B
phasé of thesé proceedings to address implementation issues
associated with this approach. (See Section IV.A. 3 below.)

With regard to the timing 6f the M&E phase, we believé
that it should begin as soon as possible. We direct the assigned
ALJ to notice a prehearing conference (PHC) to coordinate the
scheduling of the M&E phasé as soon as practicable after issuance'
of this order. We would also like additional comments from ,;;,“
respondents and interested parties regarding (1) the typés of
information that will be néeded to address the MsE-related -
issués outlined above and (2) scheduling recomméndations
‘for the M&B phase, including detailed timetables for
prehearing workshops (if appropriate}, the filing of testimony,
évidentiary hearings and briefs., Comaents should be filed at our

Bocket Office and served on all appearances. and the state service-
1ist no later than 30 days from the éffective date of this order.

3. Linking the Results of Measurement
and Evaluation to Shareholder
Incentives

Rule 21 states our intention to shift from basing
shareholder incentives on prespeécified savings estimates to baslng
then on ex post measurenent, that is, estimates made- aftér progran

implémentation.

15 As part of the M&E phase, we will consider procedural
options for making such refinements, on an ongoing basis.

- 18 -
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PGS&E and SCE agree with the intent of Rule 21, but argue .

© . that establishing acceptable ex post measurement methods is a- .

.;i:4precondition for the shift. CEC, TURN, UCAN, Transphase, CMA, and
HJ‘DGS strongly recomménd that the Commission move on implementing

‘Rulée 21 immédiatély. NRDC suggests that the Commission leavé this
issué open, and not insist on the shift to ex post neasurement at
thls time. , : :

DRA and SDG&E object to Rule 21, and recommend that 'we
instead use ex post results to adjust savings estimates
prospectively for future program activities. DRA is concerned that
a shift toward éx post measurement will produce a *narrow* focus on
actual impacts of last year’s programs, rather than establishing
reliable éstimates for futuré savings. In addition, DRA beéliéves

that this shift could result in "créam skimming,* e.g., the
utilities downplaying certain markét or geographic ségments, and
favoring the most cost-effective applications. -

: SDG&E argues that thé ‘ex post approach créates too much
uncertainty regarding the outcomes of utilities' DSH efforts. and .
‘would delay recovery of potential earnings. SDGSE asserts that
this uncertainty would réeduce the productivity and efficiency of

 its field operations. 1In SDG4E’s view, this uncertainty would °
réquire higher potential returns, resulting in higher ratepayer

costs.

We are not persuadéd by DRA’s and SDG4E’s arguments.

With regard to DRA’s comménts, we do not believé that baéihg "
fncentives on éx post measurémeént results will undermine efforts
fé;’imprdving forward-looking estimatés. In fact, we see the

ex post approach as a marked improvemént to the currént schéme,
where forward-looking estimates are the soleé basis for iHCeﬁt£Vé
payments. By de-linking the forecasting process from moneétary
returns, weé expect that prbéess to become more objective,'ndt less,
Ne also note that there is currently little incentive for utilities
to aggressively implement their ex post measurement studies, as
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"‘there will be undexr a schéme that 1inks shareholder earnings to f"
those results. : :

We do not sharé DRA's concern that there will be’"gaming
in an éx post approach. Weé intend to carefully réview the ex post
measurénent methods in the M&E phasé, in order to eisure that they
arée methodologically sound. In addition, the results of ek post '
measurénent activities will also bé reviewed in the M&E phase.
Moreover, as stated above, we will use the M&E phasé, and its
successor; to addréss the longer térm issués of how and why last
year's results might be different from measures installed in future
years. With this process, we aré confident that Rule 21 wiill yield
improvements in both verifying past savings, as well as projectiﬁg
savings from measures installed in future years. :

As to DRA’s concerns over créam skimming, we fail to see
“how they are unique to an approach where incentive paymeénts aré
based 6n ex post measurement. As DRA states elsewhére in 1ts v
conments, créam skzmmlng can occur whenéver moré cost—effective
méasurés are promoted at the eéxpensé of other méasurés or sectors
where less ¢05t-éffectivé opportunities are available.-_This?fsf
equally trué for an incentive mechanism based on préespecified -
savings. While éx post measurement may change the relative
cost-éffectiveness of measurés or programs over time (and hence the
. types of measures or séctérs that are more cost-effective than
others), wé do not bélieve it is more prone to cream skimming than
prespecified savings. As discussed in Section IV.E. below, wé will
address thé issué of cream skimming/lost opportunities thr6ugh'the
establishment of minimum performancé levels and reporting o ‘
requirenents,

With régard to SDG&E’s comments, it is undezstandable
that SDG&E prefers upfront payménts, based on a fixed forecast of
DSN savings, rather than payments linked to actual neasured
performance. However, SDG4E’s comments appear to overlook the fact
that, under the shareholder incentive mechanisms currently in
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place, investments in DSM are financed entirely by ratepayers =
through rate increases (i.e., DSM program costs are expensed).

o Under a shared-savings incentive mechanism, ratepayers -

~ essentially give a percentage of their invéstment "earnings® (in
the form of DSM savings) to sharéholders. 1In effect, the utility
is managing ratepayer funds in réturn for a share of thé_éétimatéd
earnings. Hence, changing té ex post verification of savings does
not add uncertainty to the shareholders’ réturn on investment,
Rather, it ensures that ratepayers are not sharing toco much (or too
little) of théir inVe$tment’éarnings with shareholders,  relative to
the pércentagé originally agrééd to under the shared-savings
mechanism. 1In efféct, it providés a trué-up protection for .
ratépayers’ tivestment in DSH.1® we consider such protection to
be entirely apprdpriaté.17 _ : _

Moreover, we find it appropriate to place utility-

‘delivered DSM savings on the same footing as ESCO-delivered
‘savings, in terms of performance risks and rewards. Throughout thé
country, ESCO payments aré baséd on éx post measuréméﬁt of .
‘deliveréd savings, not on prespecified estimates. sSimilarly, for
its DSH pilot bidding program, PG&E proposés to pay ESCOs aéroéss

16 The fact that SDG&E argues so strongly for "offsetting higher
potential earnings™ indicatés to us that actual DSM savings (and
hence shareholder earnings) are likely to be lower than those . .
forécasted in thé settlemént agreéments. We would not expect to
hear such'argumeﬁts if théxé wére an equal (or better) chance that
éx post verification would improve éarnings. _

17 It is important to keep in mind that ex post verification of
savings does not proteéect ratepayers from forecasting uncertainty,
since the overall level of savings assumed in justifying their
expénditures in DSM is still subject to error. Ex post _
verification nmerély ensures that theé agreed-upon percentage split
of savings bétweén shareholders and ratepayers is maintained; i.e.,
that a "deal is a deal."
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- all market sectors based entirely on ex pdst‘measﬁfemenfs 6f7¥<_”

- program savings. Clearly, thé staté-of-the art of ex post

- measurement is beyond its infancy. Theréfore, we see no reasbn to
‘continue with a dual staandard for utility- versus ESCO- deliVered 7
savings beyond the original cCollaborative experiment.

For the reasons stated above, we will retain Rulé'§15
éssentially as proposed. Future shareholder incentives will be
based on verified savings, whether that verification is in the.
form of metered results, sample bill analysis, or other
post-installation méasurénent methods that we deem appropriaté. We
intend to implement this policy for all DSM programs. Howéver, if
thére are specific méasures for which post-installation measﬁfément
is either technically infeasible or overly impractical to =
 implément, we will consider case-by-casé excéptions in thé MN&E _
phasé. We will also consider how to incorporate the shift to .~
eéx post savings verification into specific shareholder incentive _
mechanisms, as part of thé M&E phase.

We agreé with DGS and others that we should establish a
timetable for making the shift to ex post verification of savlngs,
for thé purposé of calculating shareholder éarnings. - Although we
wish to make this shift as swiftly as possible, weé recognize thét
it will involve a significant learning curve and commitment of o
-résources, at least for the initial transitién. Theréfore, tQ'«
providée for & reasonable transition period, we will continue to
base shareholder incentives on prespécified savings until 1994, we
intend to shift to ex post veérification for all shared-savings
programs authorizéd as of January 1, 1994.18  These programs will

18 SCEB will operate under the shared-savings method adopted 1n
its recent general rate case for its 1992 and 1993 programs,
Beginning in 1994, SCE will shift to thée ex post approach described

(Footnote continues on néxt page)
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be eligible for shareholder earnings ‘the following year.- Parties ] .
rdeVeIOping propbsed schedules for the M&E phase should keep this
“tinetable in mind. A

B, Program Emphasis, Bl1gibility for
‘ Incentives, and common Definitlons

Our Rules also address the ‘issués of DSM funding priority
and eligibility for shareholdér incéntives. Rule 6 states that DSM
activities should focus on programs that serve as alternatives to
supply-side resource options, and defines these. programs as ‘energy
efficiency and load managémént programs which promote energy

r-efficiency. Appendix B of the Rulés defines energy efficiency as
7-_programs which "réduce enérgy use for a comparable level of
gervice.” Rule 16 limits éligibility for shareholder incéentives: to
 these program categories.’ Rulés 12 and 13 generally ‘discourage. the
_promotion of load building, load retention, and any fuel
 ‘substitution programs with thosé characteristics, but still permit
the utility to justify expenditufes for those activities. (See
Attachment 3.) - ' -
1. Position of the Partiés ' ' .
’ _ As described above, our Rules place heavy emphasis on the
definition of "energy efficiency* in establishing DSM funding
priorities and eligibility for shareholdér incentives. Sevéral
parties propose to broaden the definition of energy efficiency to
includeée fuel substitution programs, under specific circumstances.
FPor example, PG4E would categorize a fuel substitution program
under energy efficienty (making it eligible for shareholder

{Footnote continued from previous page)

above. Similarly, for shared-savings programs in PG&E'S and
SDGLE's test year 1993 general rate cases, the shift to ex post
verification will apply to programs continuing in 1994,
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. incentives) if it has a conservation impact from a source Btu ;zf'
'7perspective, with a total resource benefit/cost ratio greater than
" 1.0. Similarly, SoCal recommends that a fuel substitution- _

: demonstrate a total résource bénefit/cost rat{o of at- least 1, 0,
when cOnparing thé best available gas and electric equipment.; CEC

{and NRDC also recommend cost-effectiveness criteria for fuel b
substitution programs, if they are to be included under eﬁergy »
efficiency, as well as requirements that thesé programs improve air

PGLE and SCE argue that reliance on the efficiency
criteria is overly réstrictive. In their view, load refention and
: load building programs benéfit ratepayers in other ways (e g., A
customer. retention, cleaner air), and should therefore be funded by
ratéepayers and, in some casés, be eligible for shareholder -
incentivés. Others parties (NRDC, TURN) strongly support the _,;-
. rule’s exclusion of load retention and load building programs from
1shareholder incentlves, and recomménd that ratepayers not fund load
building programs, with or without incentives.
2. Discussion o :

, We believe that the proposed rules appropriatély
- articulate the DSM funding prioritiés we have established 0ver the
last few years. 1In particular, we have encouraged utilities to
treat énergy efficiency improvenents and enerqgy consérvation as J
viable alternatives toé traditional supply-side resource optionsiig
‘7o this end, we look to demand-sidée options that reduce the costs
of energy sérvice by avoiding (or deferring) the cost ‘of more
expensive supply-side options. As wé have stated in the past,
programs that result in an incremental increase in customer and

19 See D.89-05-067 (32 CPUC 24 77), D.89-12- 057 (34 ¢PuC 2d,
199), and D.90-01-016 (35 CPUC 2d 81).
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" system 1oad do not achiéve this result,2? e alsolagree with 't
~ TURN'’s  observation that it is difficult to désign and implement &
16ad building program which builds 1oad only at thé time of ‘day: -
- (and duration) whén the utility has: ekcess capacity. Load :
 retention programs do not genérally reducé enérgy usé} rather they
induce customers to délay or avoid bypassing utility service. As
‘discussed in our OIRfOII, fuel substitution programs can also be
designed to predominately retafn load, build-load,'or béthizl _
© In D.88-03-008, as modified by D.88-07-058, we authorlzed
utilities to negotiate special bypass deferral contracts in the
 form of raté discounts and/or conservation incentives. The purpose ‘
" of these contracts was to avold unéconomic bypass of the utility
system. Uneconomic bypass results whén a customér chooses to léave
the utility systém (é.g., génératé its own power or use an . =
- alternative fuel 5up§1y) at a cost that is less than its average
rates, but greater than thé utility’s marginal costs. We =~ = =
:speCifically'limitédﬂthe_épblicétioﬁ of these DSM incentives to
20 Seeé, for example, our ditcussion of load building versus load
. retention/load managément in D.87-12-066 (SCB’s tést year 1988

‘General Rate Casei 26 CPUC 2d 475), and D.88-07-027 (28 CPUC 2d
542, 545 and Conclusion of Law 6). - : :

21 For éxample, suppose a customer was considering replacing an
existing gas heating system with an eléctric headt pump.  The

- réplacément would promoté enérqgy efficienc{ if the program causes
the customer to install a high efficiency heat pump, instead of a
minimun efficiency heat pump., However, if the customér did not use
thé gas heating system very much (eé.g., instead used a lot of _
wood), it could be argued that the électric fuel substitution -
program had a predominately electric load building effect. As

- another example, suppose a customeér was'considéring replacing

- gas-fired ovens in a commercfal bakery with electric miorowave
ovens. If that customer was facing clésure or relocation due to
alr quality restrictions on the use of gas ovens, and replacement
of gas ovens with microwave ovéns meant they could remain in
operation, it could be argued that thé program has predominately a
load retention effect.
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load retention programs,. and excluded léad building from. _
consideration. We will continue t6 evaluate load retention -
programs designed .to avoid uneconomic bypass as part of utility
" applications for special contracts.
More recently, the concépt of load reténtioén has beeﬂ

‘expanded to éncompass. ~economic devélopment® activities, e g, DSM
incentives designed to retain businesses that would otherwise leave
a utility service territory or California becausé of the cost of '
environmental régulations. On October 11, 1991, Assénbly Bill (AB)
2054 added Section 740.4 to the PU Code, which would allow rate
recovery of éxpensés supporting ecbnomic dévelopment programs, to
the éxtent that ratépayers benefit from those programs. :

- whilé our Rules state that DSK activities should focus ‘on
enerqgy efficiency programs and load management pragrams which
promotée eénergy efficiency, they also récognize that load retention
and load building programs may serve other policy.objectives,_‘(See‘
" Rule 12.) However, we agreé with NRDC that proponents of thesé
 programs should carry the burdén of proof to quantify the social or
ratepayer benefits, and justify rateépayeér funding for these '
programs. We also agree with CEC that any general conclusionsl'
about the net benefits of load building or 10ad_rétentidn programs
should be backed up by program-specific analysis. In particuilar,
for load building programs, utilitiés should quantify the programs'
net effect on air emissions, including increased emissions fronkfhe
increased load on the system. We will modify proposed Rules 12 and
. 13 to clarify these expectations. We intend to establish more

22 wve have been reviewing the terns of special bypass contracts,
including any negotiated load reténtion programs, in an expedited
application docket and subsequént reasonabléness reviews, Ohly the
implémentation and administrative costs of negotiating theéseé
contracts are authorized in the DSK budget. The costs of the rate
discounts or conservation rebates are récovered through the sales

forecasting and ratemaking process.
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specific guidelinés for evaluating and funding load building and‘.
economic development activities, in a. later phaseé of these
proceedings.

‘We turn now to the related issue of which DSM programs
should be eligible for shareholder incentives. Aas part of the
Collaborative Agreement, the ability for shareholders to earn on.
DSH was limited to enérgy efficiency programs,; i.e., programs that
servé to reducé energy use for a comparable level of service. Our
Rules expand eligibility to include load management programs "that
promote énergy efficiency.® In other words, our Rules limit
sharéholder incentives to DSM programs designed to defer or avoid
utility supply-side requirements. Weé refeér to these types of
programs as °"DSM resource programs.” » L :

This limitation is appropriate. Sharehéldéf incentives
for DSM were adopted in D.90-08-068 to address the different
-régulatOryrtreatneﬂt of DSM vis-a-vis supply-sidé options,; nanmely,
‘the potential for shareholders to earn if the utility builds needed
plant, but not to earn if the utility reduces that need via cost- .
effective DSM. Providing shareholder incentives for load retention
or load-building programs goes beyond this objective. In efféct,
it provides sharehclders with the opportunity to earn twice--first
with the impleméntation of load retention or load building
programs, and second, with the utility iavéstment in supply-side
resources that rémain undeferred or unavoided. It is therefore

. inappropriate for ratépayers to provide shareholder ¢arnings for
programs that reétain or increase customer 6r system load, even if
the retention or incréases are accomplished with the installation
of energy efficient measures.

In their comments, several parties récommeénd
modifications or clarifications to the DSM terms and definitions
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. . ‘presented in Appendix B of our proposed Rules.?3 These .
.~ recommendations should now be considered with the above policy.
. guidancé in mind. We direct CACD to hold workshops - to. discuss
‘parties’ specific recommendations for modifying DSH program térms
and definitions, including:?? SR
o o6 Recomménded criterfa: for categorizing fuel
substitution programs as enérgy efficiency
programs, including récommended séurces of -
assunptions for testing their cost-
effectiveness. (PG&E, CEC, NRDC, SoCal)

- Fu_fthér réfinements/eﬁha_ncenénts tO MSE .
definitions and program sub-categories,
including DRA’s recommendation to shift
utility end-use Réséarch, Devélopnéent and
Demonstration (RD&D) activities to the DSM
side of thé companies. (DRA, CEC) ,
Recommended définitions andfor criteria to
distinguish load management programs which
promoté énergy efficiéncy from load building
or load retention programs. (SDG&E, L '
Transphase) , :
o Idéentiffication of specific energy efficiency
programs that should bé considered o
alternatives to supply-side résources. (DRA)
A _ We caution parties that the workshops describéd?ébobéj
should not become a forum for relitigating the basic principles
we'vé established in today’s order. Workshop participants and CACD
. should carefully scrutinize all proposed modifications to the DSM
. program terms and definitions presented in Attachment 1 to ensuré
" that they are consistent with these principles. #ith the policy

. 23 Appendix B of our proposed rules is reproduced as an Appén&ii’
to our adopted rules (see Attachment 1).
24 As discussed in Section IV.C.2.b. below, theése workshoﬁé

should also explore the cost-effectiveness issues raised by DRA,
SDG&E, and SoCal with regard to New Construction Programs.
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guidance prOvided in this order, we expect that partles can reach
consensus oh most recommended changés.
In its w0rksh0p réport, CACD should describe all proposed
- modifications to DSM program terms and definitions, indicate which
are agréed to by all workshop partlcipants, and describe any
outstandlng issues. CACD’s workshop report shall be filed with the -
commission’s Docket Office and served on all parties within
120 days of the effective date of this order. As stated in Rule 4,
the Reporting Requirements Manual will be modified to reflect the
final version of DSM program terms and definitions. The assigned
ALJ will direct thése ¢fforts after receiving CACD's report.
C. Cost-Effectiveness Indicators
for DSM Proqrams
The Rulés on DSM cost-effectivénéss indicators are
closely related to the Rulés on DSM funding priorities, described
above. - In particular, Rule 6 directs utilities to rely on the
Total Resource Cost (TRC) test as the primary indicator of DSM
program cost-effectlveﬁess because that test ‘reflects our view
-that utility DSM activities should focus on programs that serVe as .
alternatives to supply-side resource options.® At the same time,
Rulé 11 acknowlédgés that the usefulness of the TRC test is iimited
for direct assistance, information, and energy management services
programs. For these programs, our Rule 11 states that the TRC test
should be an important, but not the sole, factor used to determine
funding levels. |
_ The Rulés also speak to the mechanics'of'conductiﬁg
cost-effectiveness tests for DSM programs. Rulé 5 directs
utilities to use the methods and indicators included in the
standard Practice Manual (SPM), until a méthodology is established
‘that allows for the side-by-sideé comparison of demand- and supply-
side resources. Rule 7 states that utilities should include
noénprice factors along with priceé factors in considering DSH
programs, and directs utilities to use any nonprice factors
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:r:developed in the Update proceeding that are applicable to DSH

evaluation.. Rule 8 also directs utilities to use resource valués

(i.e.,- avoided supply costs) in their DSM cost- effectiveness tests
‘that are consistent with the values adopted in the update. Rule 9
states that utilitiés should not be required to include any
indirect costs of ‘DSM in thelr analyses at this time, given the
speculative nature of attempts to quantify thosé costs. Rule 10
directs utilities to inc¢lude the costs of shareholder incéntives in
each of the SPM tests of cost-effectiveness. (See Attachment 3.)
1. Position of the parties — o
pParties generally agreé that the SPM methods and
indicators are apprOpriate for the cost-efféctiveness testing of
DSM programs, at least in thé short- run.25 This is not .
surprising, given the long history of using these teésts in various
, proceed1ngs at this Commission and the CEC. Only CHA argues that
‘thé SPK tésts of cost-effectiveness are inappropriatée. In CHA‘
view, noneé of thosé tests adequately account for the impact of DSH
prograns on rates. ‘
: . With’ regard to our primary reliance on thée TRC test, most
parties agree that this emphasis is appropriate for DSM resource
prograns (l.e., programs designed to avoid or defer supply-side
résources). However, NRDC urges the Commission to useé the societal
test instead, because it accommodates the inclusion of
environmental‘costs. Transphase believes that the Utility Cost
test is preferable, since it_excludes customer costs from the
 cdStfeffeCtiVéﬁéSs evaluation. -CMA argues that the TRC is
inadequaté because it ignores near-term rate impacts. TURN and DOD
urge the Commission to continue to asseéss the rate impacts of all
DSM programs, and take those impacts into account when considering

25 See Section IIl abové reégarding parties’ differences on where
we areé heading in the léonger term.
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':DSM program funding. SDG&E, DRA, and SoCal recommend that the TRC
: {test be relaxed for New Construction programs, in addltiOn to the>
. direct assistance, information and energy management servlces :
',programs nentiOned in Rulé 11, : o .

_ - On the topic of nonprlce factors, mOst partles agree that
these factors should be iﬂcorporated in the cost—effeotiveness
analysis of DSM, and should be consistént with the Values developed
in our- Update proceeding.zs Similarly, parties ‘agree that the -

: resource value associatéd with DSK prograns should be consistent
.91th the avaided costs adopted in the Update proceéding., PG&E,
CEC, and: Transphase recomnend, however, ‘that deferred transmission
and distribution costs be included as part of that resource value.
T All parties agree with the current framework which
 31lows, but does not require,’ inclusion of DSK 1ndirect costs in
cost-effectiveness testing. SCE and CEC suggeést  that the SPM.
'working group rev1sit this issue in the future.27 SDG&B Woﬂld
have the SPN worklng group also addréss whether or not utility
shareholder incenti.\fes should be included in the- Societal Test. _ .

26 The CEC argués that the nonprice factors we use- for DSM -
planning purposés should be consistéent with thé values it is.
developing in its Eléctricity Report (ER) proceedings. Wé have:
addressed coordination issues betwéen the CEC’s BR process and our

Update. procéeding on several occasions. We expect

coordination to continué. = (See; for éxample, D.90- 03 060 (36 CPUC
2d, 2) and.p.91-06-022), However, it is in our Update préceeding
that the final resource plan scenarios for each eléctric utility

arxée adopted and uséd as thé basis for supgey-side acquisition
decisions. Hence; we expeot consisténcy betweén the resource .
valués and nonprice factors used in the Update and thosé used in

our -evaluation of DSM programs.

27 . The SPN working group consists 6f CEC and California Public
utilities Commission (CPUC) staff, utilities and interested
parties. It is convened, as needed, by the staffs of the CPUC and

CEC. See Section 2.d. below.
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%All other parties agree uith Rule 10, which includes shareholder
' incentiVes as c05ts in all SPM tests, T
2. -Dpiscussion : - :

Before addressing the specific issues raised in partiés'
comments, we present a brief background on thée SPM manual and I"
various tests of cost-effectiveness. :

a. SPM Tests of Cost-Effectiveness

. The SPM is a joint CEC/CPUC staff publication that

presents a cost-benéfit methodology for the evaluation of DSM -
programs. It is the product of workshops among the staffs ofvthéf
CEC and this COmmiQSiOn, the major utilities,; and intérestéd -
parties. -Originally published in Febuary, 1983, the SPM was
modified i{n December 1987.28 :

- The SPM outlines cost-benefit équations for four
major perspectivest theé program participant (Participant Cost, or
PC), the utility, in terms of its revenueé réquiréments (Utility :
Cost Test, or UC), the total costs of theé progranm, 1nc1uding L
utility and participant costs {(Total Résourcé Cost, or TRC) and the
change in rate levels (Rate Impact. Heasure,_or RIK). The Societal
‘Test, or ST, is a variation of the TRC that considers total costs
and benefits from society’s perspectivé as a whole, rather than
just the utility and its ratepayers. : - :

The SPN cost-benefit equations are considered static'
(as compared to dynamic or iterativé) teésts of cost—effectiveness.
This is béecause they compare each DSM program against the utility s
fesourcé situation at a éingleée point in timé. Static tests of
cost-éfféctiveness will indicate whether a resource option is: cost-
effective (i.e., lowers system costs), assuming all other thiﬁgs
remain équal. In contrast, an iterativé approach chooses from

28 The Decémber 1987 version is entitléds Standard Practice
Manualt: EBconomic Analysis of Demand-Side Managément Programs.-
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~among cost-effective options to determine which are the most cost- .
Jeffective to add to ‘the utility system, taking ‘into- account ‘the o
type, size,'and timing of potential additions. As we’ discuss in
Section 111 above, we are examining nethods to iteratively assess
both demand- and supply-side resources. In the meantime, wé will-
use the SPM tests of cost-effectiveness in ways that are theé most
consistent with our resource procurement goals. Each of the SPM
tests is described in greater detail below. ’

(1) Participant Cost Test (PC)

Analysts usé the PC test to measure the benefits
and costs of a program to a customér. This test compares the
_reduction in the customer’s utility bill, plus any incentive paid
by the utility, with the customer’s out- of—pOcket expenses. It
~ glvés a good "first cut" of thé desirability of the progranm, and is
used as an indication of potential participation rates. o
(2) Utilitv Cost Test (UC)
R The UC tést measures thé net change in &
utility s revenue requirements resultlng from a DSM program. The
SPM describes the benéfits for this test as *the avoided supply .
: costs of energy and déemand--the reduction in transmlssion,
“distribution, generation, and capacity costs valued at marginal
-cost--for the periods when there is a load reduction." Th¢‘¢05ts
fof the UC test are the program costs fncurred by the utility, the
- incentives paid to thé customers, and the increased supply costs
- for the périods in which load is increased. Since the test is _
"designéd to focus on revenue réquirements, it doés not include any
net costs incurred by program participants.
(3) Total Resource Cost Test (TRC)

: The TRC test measurés thé nét costs of a DSM
program as a resource option based on the total costs of the
program, including both the participants’ and theé utility’s costs.
The benefits side of the équation is the same as the UC test,
described above. The costs in this test aré the total equipment or
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measure costs, including installation, 0peration, and naintenance
and administration, no matter who pays for them. In. addition,'
costs for this test include the increase in supply costs for thé
periods in which load is increased. The ST variation is ‘
structurally similar to the TRC, but includes broader societal
impacts, such as the extérnality costs of power ‘géneration not
captured in the market system, :

(4) Rate Impact Measure Teést (RIM) ‘

The RIN test indicates the direction and
magnitude of the expectéd change in customer bills or rate levels.
On the benéfits sidé, the RIM test calculates the savings from -
avoided supply costs, similar to the UC and TRC teésts described
abové. On the cost side, thé RIM test includes the costs incurred
by the'utiiity (including incentives paid to thé participant). '
Up to this point, the RIM test looks identical to the UC test.

, However, the RIM test also includées a rate
effect that is unique to DSM programs., Unlike supply-side
resources, DSM programs cause a diréct shift in révenues. In other
wOrd$; when DSN programs reduce énergy sales, a utility’s fixed
costs must be spread over a smaller salés volumé (or a larger $ales
volune in the casé of load building programs). This revenue shift
does not affect total revenue requirements {as meéasured in the UC
test), but doés raise utility rates on a cents pér kwh basis. The
revenue shift effect may be offset by the cost savings that
ratépayérs realize in avoiding supply-side options. The net effect
depends on the relationship between average costs and marginal (or -
avoided) costs. As a géneral rule, if average costs axe expected
to eXCeed marginal costs into the future, then the progranm is
likely to increase utility rates. This is generally the case when
a utility system has excess capacity, e.g., it has récently
ratebased a "lumpy® plant investment. If, however, marginal costs
are éxpected to excéed averagé costs (e.g., the utility needs to
build new resources), the net effect is likely to be a reduction in
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7 whether o6r not théy aré past, current or futuré participants in.
 energy efficiency programs. : o
b. Which Test to Paver? o ,

' We remain committed toé using the TRC as the primary
indicator of cost-effectiveness for DSMN programs. This is.
consistent with our stated policy of emphasizing DSN progfamS-that
servé as long-term alternatives to Supply-side resources., It is
also consistent with the least-cost planning principlés that we
apply to supply-side reésources. 1In that context, we cbmpéré the
total résource costs of the supply system, with and without the
incremental resource addition. If inclusion of thé new resource
lowers total costs more than any othér supply-side option, then it
is considered cost-effective, and added to the resource plan: The
TRC test does the same thing, although in a static sense, for DSX
programs. - As described above, the TRC test is the only SPM test of
cost-éffectiveness'that looks at the total reédurce costs of DSH,
regardléss of who pays for the méasuré or equipment. : .

The UC tést, on the other hand, only considérs the .
portion of the DSM measure or equipment cost that is paid for by
thé utility. For most DSM programs, the utility cost is '
significantly less than the full resource cost. In contrast, all
of the costs of supply-side reséurces are traditionaliy,paid for by
the'utiliti, on behalf of its ratepayers.3° Hence, funding DSM

29 Contrary to CMA’s assertions, the RIM test does indééd take
account of the revenue shift and rate effécts discussed in its
comments, ' )

30 1In other words, we do not identify individual ratepayers who
because théy ‘caused" the need for new generating resources, shOuid
pay a greater portion of the incremental plant than other :
ratepayérs. For électric utilities, the costs of new plant are

(Footnoté continues on next page)




TR.91208-003; '1.91-08-002 ALJ/MEG[teg * -

_programs on thé basis of the UC test would lead to -the inefficient -

allocation of resources, since investments would be based 6n:én¥f'

evaluation of'éﬁly a portion of total costs. It would also biés
resource planning decisions in favor of DSM, relative to supply-
side resourcées. Both of these results are contrary to our résource
procurement objectives. For these reasons, we réject Tfanéphééé's
‘recommendation that the UC test be favored. :

For similar reasons, we find thée RIN test o
inappropriatée as the primary indicator 6f DSM cost-effectivéness.
" wLike the UC test, the RIM test only looks at a portion of thé total
costs of DSM programs, i.é., the portion reflected in utility
révenue requireménts. Therefore, the RIN test does not identify
léast-cost resourcé options, from an economic¢ efficiency
perspéctive. B 3 SR
Moréover, thé results of the RIM tést are affectéd by
the ratemaking treatmént for DSN programs, that fis, thé way in .
which program costs aré recovered in ratés. FPor éxamplé, a DSM
program that lowers total costs over thé program life could still .
" increase rates initially bécause the costs associated with that.
program aré recovered relatively quickly, e.g., over the first few
years of the program, At the samé time, a more expensive DSM
program could have a& lower rate impact just because cost recovery
is stretched ovér a longer period of time. Whilé the RIM test
gives us useful information about the overall rate impact of

(Pootnote continuved from previous page)

spread to all ratepayers, old and new. By définltion, there are
only utility costs (and no participant costs) for supply-side
options. This is also true for thé bulk of a gas-utility’s .
customers (i.e., coré or core-subscription), where the utility pays
for all thé costs of supply-side résourcés o6n behalf of its

ratepayers,
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- resourcé procurenent decisions, or the effect of various ratemaking .
approaches on rates, it does not accurately compare theé economic

- costs o6f resource options. . , _

For the above reasons, we do not compare the rate

'impacts of various supply options in deciding which is the least-
cost resourceé to add in a given year., If we did, we would probably
favor all supply options for which the ratémaking treatment was ,
less front-loaded than utility-constructed plants. Moreoveér, L{f we
only fundéd cost-effectivé supply-side résources that also reduced
utility rates in the short term, we probably wouldn’t fund a single
6né. Just like DSM programs, almost all investments in supply-side
resourcés increase rates. initially, as those costs are recovered at
a rate that is higher than avoided costs during the early years of

" the prbject.31 Ranking résource options primarily on the basis of

_relativé rate impacts rather than total costs, ‘whether those
options aré supply-side options or DSM programs, would be contrary
to our least-cost planning principles.

We also note that, becausé of the revenue shifting :

‘ charactérlstic of DSM, primary reliance on the RIM test would tend .
to promote programs that increase (or retaln) electric and gas ‘
sales. While this may result in slightly lower rates {n the short
to mediun term, it will not réduce the costs of the supply systén
(and customer bills) in thé longer texm. This is particularly true
for utilities that will require resource additions over the next
deécade. Based on the base case filings in our Update procéeding,
this appears to bé the caseé for the three major eleéctric utilities,
PG&E, SCE, and SDGSE. '

31 Exceptions include paynments to QFs under "as avaflable®
standard offer contracts and out-of-staté power purchase agreenents
that similarly track avoided costs over their contract lives.
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For the reasons stated above, we retain the use of
the TRC test as the primary indicator of cost- effeotiveness in,E
ranking and funding DSM prograns; as we proposed in our Rulés.; we
direct utilities and other parties to our proceedings to use the
TRC téest for this purposé. NRDC’s concerns about using the -TRC, ,
rather than the ST variation, are addressed by our cleéar directioﬁ
to includé nonprice factors, such as env1ronmenta1 externalitles,
in devéloping avoided supply costs. Moreover, the ST variatQOn
treats certain cost components as transfers (é.g.,'taxrcredits'ahd
interest payments). We prefer to treat those components as '
explicit résource costs,'as weé do in evaluating supply-side'
options. : '

While we clearly favor the TRC test for rankxng and
funding DSM programs, strict TRC adherence is not required for

direct assistance programs, information programs and énergy

nanagement services {séé Rule 11). The workshops on DSM. proéfem
texms and definitions, described in Section 1V.B. above, should

‘also eéxplore the cost-effecti?eness issues raised by DRA, SDG&E, '

And SoCal with regard to New Construction Programs. ‘

: As we stated in the Oxder Instltuting this _
Rulemaking, our preferénce for the TRC test does not diminish the
inportance of thé information provided by thé other indicators

included in the SPM.33 e plan to use these other indicators in

considéring the appropriate lével of DSN funding in a given period,
e.g., in deciding how far down the TRC-ranked program 1ist to go in
establishing an ovérall DSM budget. We also noté that the rate

impact of DSM programs, as measured by the RIM test, is affected by

32 ' New Construction Programs are designed to encourage the
installation of new efficiency measures that go beyond éxisting CEC
efficiency standards for néw building.

33 O0IR/011, August 7, 1991, p. 16.
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‘the size of the utility incentive to participants, the level of
utility administration costs (including Shafeholder;incehtives);
and the overail timing of rate recovery for those costs,  We will
consider thé effect of these design parameters on ratés, as we
evaluate respondents’ specific DSN program proposals. Accordingly,
we retain the language in Rulés 5 and 23 that requires utilities to
provide information on the other SPM tests and, in particular, on
the rate effects of DSM programs. 7 :

c. Avoided Cost Assumptions
As described above, Rules 7 and 8 reQuife that, in
applying the SPM tests of cost-effectiveness, parties use avoided
supply costs (or *resource values”) and nonprice factors that are
consistent with the values adopted in our Update proceedlng.
(1) cConsistency with thée Update :
By ruling dated September 12, 1991, the assignéd
- ALJ requested further comment on how to implement these princxples.
4Supp1ementa1 comments were filed on October 21, 1991 by SCE, SDG&E,

PG&E, SoCal, DRA, and Henwood Enérgy Services, Inc. (HESI). HESI's
comménts were filed on behalf of the Geothermal Resources ' '
Association and the Indépendént Energy Producers. : o

In their supplemental comments, partles offer a
wide range of methods for using Update planning or modéling outputs
to derive the long-run avoided costs required for the SPM teésts,

We agree with SDG&E and others that specific proposals for ensuring
consistency should first be explored in workshops. We therefore
diréct CACD to conduct workshops for the purpose of (1) discussing
the specifics, similarities, and différences of each party’s
proposal and (2) narrowing the issues for further Commission
consideration in theése proceedings. :

In addition, as discussed in Section IV.F,
below, partfes should address the relationship between the DSM
élements of our current resource planning framework and the
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subsequent funding of DSM programs. 34 Thése workshoﬁé shobla’g‘
follow shortly after our issuance of a decision éon deferrable o
résources in the resource plan phase of 1.89- 07 004. CACD's
workshop report should bé filed and served on all parties to. this
proceeding and the update on or before ‘November 1, 1992, As. SoCal
points out, the avoided cost of electric generation (developed in
the Update proceeding) does not apply to a gas-only utility.. We
will continué to rely on approximations of long-run marginal gas
costs as we await the outcome of implementation hearings in
1.86-06-005. ,
(2) Transmission and Distribution
{T&D) Costs
We agreé with PG&E, CEC, and Transphasé that
avoided T&D costs should be accounted for in evaluating DSK cost-
efféctiveness, just as similar avoided costs should be considered'
in comparing supply-side options. However, this raisés the :
fundamental issue of how to quantify the avoided (or increased) T&D
costs associated with resource options: We do not explicitly
include avoided transnission costs in our determination of avoided
supply costs in the Update, because we do not yet have adéquate ’
infornation to assess the impact of QFs on the utility’s

transmission system.
However, as weé describe in D.91-10-048, we ‘are’

setting up a process whereby this type of information will be
readily available. More spécifically, utilities will compile and
publish transmission information on a two-yéar cycle, as part -of
the ER/Update process: This information will include currént and
anticipated loads, line losses, transmission capacity considered to
be available now and in the futuré, plans for upgrades, and - '
estimated cost of upgrades. As stated in D.91-10-048, utilities

34 See also the next Section.

® - 40 -
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wlll be required to use the same projections, costs, analytical
7 techniques, etc., in planning for their own supply-side

resources. :
. The use of'Consistent, published data is equally
appfopriate for DSM resource procurement. HWe expect utilities to
use the published transmission information described above for the
purpose of quantifying any avoided T&D costs assoclated with
specific DSM programs. As part of the workshops on avoided cost
consistency, parties should identify the types and sources of
distribution cost data that will also be needed for this purpose.
We will continué to défine "résource value® as stated in Rule 8,
until we have established a track record of incorporating T&D
information into the Update process.

d. SPM Working Group
In developlng ‘the original and reviseéd versions of

the SPH, the staffs of theé CPUC and CEC formed an informal working
group that iricluded most ‘of the major utilities in California and
other interested:parties. In their comnents, parties generally
agrée that the SPM working group is an appropriate forum for ' .
technical issues related to the SPM cost- -effectiveéness tésts, such
as the quantification of indirect costs. wWe would like to sée the
SPM working group continue, and encourage parties to usé this forum
for informally addressing these types of ongoing technical issues.
We agrée with SDG&E that the appropriate treatment of shareholder .
incentives in the Societal test should also be considered by the

- SPM working group. All future updates or modifications to the SPN,
based on these ongoing meetings, should be filed in this docket and
sérved on all parties.
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‘Dg Shareholder Incentives

Shareholder incentives for utllity DSM activities are

i.addressed in Rules 14 through 19. Rule 14 states that the utility‘

.}*i should be provided a 'comparable opportunlty for earnings frOn

'4prudent investmnents in both déemand- and. supply-sidé resdurces, ‘and

that shareholder incentives can help ensure this cOnparability.;s_
Rule 15 acknowledges that CACD will be reviewing the experimental
incentive méchanisns that were adopted in D.90-08- 068 fér the’

1990-< 1992 period. Until the results of that study can be - reviewed,
'Rule 15 proposes that a limited number of principles be adépted to
| govern futuré shareholder incentives. Rule 15 also states that we
' expect the shareholder incéntive mechanisns to eventually couverqe

 toward a feore uni form, statewidé approach.

. Rules 16 through 19 outline general princ1p1es fOr
g0verning shareholder incentive mechanisms, pending CACD's " report

f eon shareholder incentives. These principles can be sunmarized aS'
- followst -

0 Load building and load rétention programs -
should not bé eligible for shareholder -
incentives. Fuel substitution programs
should also beé ineligible until technfical
issues associated wlth3qsse551ng ratepayer
benefits are resolved. (Rule 16)

- 36 Rule 14 also states that the introduction of balancing account

_ treéatmént for electric salés and gas throughput has removed the
disincentive for utilities to invést in DSM. In its éomments, .
SoCal argues that disincentives due to gas throughput fluctuations

still exist on the gas side, for both the core and noncore markets.
We will éxpléore this issue fn a 1ater phase of this proceedlng,'
once CACD’s overall evaluation of DSM incentives has been .
completed. In the meantime, wé will acknowleédge-that disincentives
may still exist on the gas side by nodifying the language in Rule

14%

37 We discuss this Rule in Section 1IV.B. above.
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o Any Eroposed shareholder incentive mechanlsm'
‘should in¢lude mininum perfornance '
requirements and accOmpanylng penalty
features. (Rulé 17).

Shareholder incentive mechanisms should be
based on a sharéd-savings approach for
programs whosé savings can be reasonably
estimated. (Rule 18)

" A mechanism should bé established to limit
the level of poténtial shareholder earnings
from DSM, keeping in mind the comparable
earnings” guideline. (Rule 19) -

In their comments, partieS‘presented 4 wide range of
views regarding Rules 15 through 19, both in terms of thé géneral
role of shareholder incentives, as wéll as the specific form of
thosé incentives. We discuss theSe'v'iews, by issue, in the
following sections, -

1. The Role of Shareholder

Incentives - o

TURN, DOD, and UCAN urge the Comussion to await CACD‘ .
report, beforé concluding that shareholder incentives are necessary
or appropriaté on a permanent basis. In their view, CACD’s review

~of thé various share¢holder incentive mechanisms should include an
examination of the underlying assumption that shéreholder
incentives are required to stimulate DSM. In particular, UCAN
suggests that CACD examine, among othér things, the devélopment of
a privateé marketplace in energy efficiency, which may replace the
need for incentives for those séervicés. :

Neither the Collaboratfve process nor our ¢onsideration
of the incentive programs adopteéd in D.90-08-068 yields conclusions
concerning the longer-term rolé of DSM sharéholder incentives. As
acknowledged in the Blueprint, Collaborative stakeholders were -
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. split on this issue.38 Similarly, in adopting the settlement

l'test the efficacy ot such mechanisms on an experimental basis;"

greements on shareholders incentives, we stated only that we would _
39

Bécausée of the exPerimental nature of these procedures, wée directéd

L CACD to preparée and submit, by December 31, 1992, a repOrt "On the
'effectiVeness of the procédures we are adopting together with '

récommendations for improvements.® -40 We therefore agree with
TURN, DOD, and UCAN that CACD’s évaluation should also considéer the
lénger-term role of DSM shareholder incentives. This is consistent

'with our mandate undér PU Code 746(d), which requires that the

Commission report toé the Legislature on "whether incentives are
preferable to a regulatory scheme which mandates utility energy
éfficiency programs and load management programs that promoté .-
energy efficiency.” We will thén consider CACD's findings and -
réecommendations in this proceeéeding. The language in Rule- 14 is
nodified to clarify our intent to examine the longer-term role of 4

shareholder 1ncentLVes, after CACD's report is submitted.

-2. Comparable Opportunity
for Barnings

Parties’ comments réflect divergent views on why and how‘
to creéate "comparableé opportunities for earnings® for demand- and
supply-side investments. Socal, for example, believes’ that -
conparability should be neasured in terms of the risk of DSH to
utility shareholders, relative to supply-sidé options. . In SoCal’s
view, this risk is higher (justifying a highér réturn) because of
the added risk of bypass andf/or reduced business growth associated
with DSM programs. Similarly, PG&E récommends that the relative

38 See Blueprint, p. 9.
39 D.90-08-068, Finding of Pact 4 (37 CPUC 24 346).

40 1bid, Ordering Paragraph 1.h.
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o risk of demand- and supply-side alternatives should factor iﬂto a
- deternination of comparable earnings. : S
' NRDC and SCE apparently believe that resources: that
provide conparable net benefits should yield comparable earnings,
but resource options that provide greater net benefits should yield
~ a higher return to shareholdérs. More specifically, NRDC ardues
that shareholders’ returns from DSM éxpenditures should be higher
than those fronm supply-side resources, as long as DSM is moré cost-
- effective (including environmental impacts). Sinilarly, SCE:argues
that sharéholder incentives for DSM should do more than remove
disincentives to DSM investmént, because DSN préovides environmental
and customér servicé benefits in addition to resource benefits.
, CMA, on theé other hand, challenges the prémise that:
earnings comparability {s méaningful when different entities are
making the investment. 1In CMA‘S viéw, a utility shareholder
~ inceéntive is not really comparable to - the ‘supply-side returns on
investment unless shareholder funds are risked. 7 - :
o Given the broad range of z.nterpretation, there may bée .
some uncertainty régarding what we mean by *conparablen opportunity
~ for earnings, and wé provide further guidance in this order.
Pirst, wé do not agree with NRDC and SCE that shareholdér
incentives should go beyond rémoving disincentives to least-cost
resource procurement. NRDC’s and SCE's view of comparability
implicitly assumes that nonpricé factors, such as environmental
impacts, are not incorporated into the utilities’ resource planning
framéwork, and thereforé an éxtra "reward®" mist be factored into
thé process to énsure that thése relative net bénefits are
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' ﬁedOgﬁized;§11=Hhiie that may have béén'théréase during the -
Collaborative process; weé havé made progréss in explicity -
quantifying nonprice factors (e.g., air eémissfons) since the =
~adoption of D.90-08-068, and intend to continue with these efforts

in this OIR/OII, the Update and the Transnission OII. Moreover;
our eff6rts in this proceeding to improve the integration of_bsg'-
and supply-side planning assumptions shéuld also help ensﬁre'thét'
the environmental benefits of DSN aré explicitly recognized in
cost-effectiveness testing: (Seé Section IV.C.2.¢. above.)

In our view, the rolé of shareholder incentives is to
offset any regulatory or financial biasés against DSM (or in favor
of supply-side résourcés) the utility might havé in pr0curiﬁg";
least-cost reSourCes.42 This is the type of ‘"parity" or :
"comparability" that the creation of DSM earnings incentives was-
désigned to achiéve. For éxamplé, wé do not want to identify
least-cost DSM programs in the planning proceéss; and théﬁ héyéfﬁhe*
utilities consistently undefspend;their DSM budgets in favdf.off'
investing in supply-sidé resources (wheré they earn a return). Nor
do we want utilities to bé motivated by highér réturns to pursié
DSM programs that, even whén environmental bénefits are considered,
aré more costly than certain supply-side options. - ’

Until further consideration in these proceedings, we =~
agrée with SoCal and PG&E that relativeé risk should be a factor in

- 41 We arée not sure what "customer service® benefits SCE is
referring to in its comments. As wé discuss in Séction IV.B.
above, however, we will examiné on a program-specific basis the
appropriateness of using ratepayer éxpenditures on DSM to retain
customérs that would otherwise go out of business or locate in
another service térritory or state. _

42 This does not ignore the fundamental issue of whether there
aré such biases and if so, whether DSM shareholdér incentives are
the most effectivé way to address thém in thé long xun, We léave
that for further consideration after CACD’s report is compléted. -
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determining what sharéholders néed to earn té offsét those biases. .
However, CHMA highlights a fundamental différence in risk that
others appear to overlook. As we discusséd in Section IV.A.3.
above, sharéholders do not invest funds in DSM, as they do in
utility-constructéd plants. ‘Rather, investments in DSM are .
generally financed by ratepayers through rate increases (i.e., DSN
prégran costs aré expenséd). Hénce, shareholders do not incur the
financial risk associated with tying up their funds in a particular
investmént. For utility-constructed Supply-sidé reSOurces,'ﬁé
establish a raté of return that will, among other things,
compensaté investors for this risk. In other words, one of the
primary considerations in establishing the rate of réturn is the
"opportunity cost® of investors, e.g., what rate of réturn could
they make in investing in other stocks or bénds of conparable risk.

For DSM, on the other hand, utility shareholders o
generally do not incur any investment 0pportunity costs for which
they neeéed conpensation in the form of a rateé of return that is
comparable to other investments of sinilar risk. Instead, the
utility is managing ratepayer funds, in return for a share of the .
ratepayer yleld or earnings, which comé in the form of lower
résource costs. It is therefore inappropriate to assumé that one
should compare the relative risks of DSM and supply-side resources
as if shareholders were investing in both équally, and équally'
incurring thé financial risk. Instead, oné should ask the
questiont ‘'What level of management fees foér DSM programs would be
comparable to shareholders’ éarnings on supply-side investments;
given the relative risks of each?" Phrasing the comparability
issue in this way clearly highlights the "apples and oranges”
aspéect of considering the relative risks of DSM and supply-side
resources to shareholders.

SoCal argués that there are certain ‘aspects of DSM
prograns that pose higher risks to shareholders than supply-side
options. That may be true, particularly for gas utilities, where




ouf balancing account treatment may not have completely elzmlﬁated
the impact of DSM 6n the utllity s recovery of fixed costs.,
However, we find it difficult to believe that those increases in
risk would more than offset the decrease in financial risk
associated with DSH programs, as described abové. In other words,
Wwé are not cénvinced that, on balance, to pursue cost- effect;Vé DSH
sharéholders requiré management fees that are effectively higher
than their required rate of return on invested funds. Moreover, we
note that many:sUpply-sidé options are béing pursuéd without any.
shareholder investment or associated earnings opportunites, e. q.,
contracts with nonaffiliated QFs and inter-utility power purchase
'agreements. In comparison to theése resource options, DSM could.
look attractive to shareholders evén,with a relatively low feturh;

The abové discussion on relative risk is not inténded to.
bée a definitivée discourse on the subject. We expect to rev;sit :
this issue in depth at a later date, aftér CACD’S report has béenr_
completed. However, we do use the above observations to prgvide,>'
interim guidance on the issue of rélative risk and cOmpérable‘:"
earnings potential. On balance, in view of the factors désCribed
abové, we conclude that shareholders’ rate of return on DSK o
programs should bé no_gréater than sharéholders' rate of réturﬁioﬁ
utility-constructéd plants facing traditional ratemaking. This
policy should be applied to current shareholder incentive
mechanisms, as followst

o For incentive mechanisms based on program
expenditures, such as SoCal Gas' curreént
variable rate of return meéchanism, the
earnings rate on program costs should not
exceed (and could be lower thanl the
authorizeéd rate of return on utility
constructed plants;

For shared-savings méchanisns using an
*S-curve" function, such as the mechanism
adopted for SCE in its recént GRC, the
incentive paynent targeét should be
calculated using forecasted utility expenses
at 100% of forecasted net savings, times a
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Fate that is no higher (and ¢ould be léﬁét);'
than the authorized rate of,yeturn on
utility constructed plants; ‘
For "flat rate" shared-savings méchanisms,
such as the ones adoptéd for SDGSE and PGLE
in D.90-08-068, the shared-savings rateée
should not excéed (and could be lowér than)
the authorized rate of return on utility
‘ coOnstructed plants.

He recégnize'that the application of a comparéb1e~A

earnings policy to specific shared-savings meéchanisns is a complex
process. Therefore, wé stress that our directives today on 7
comparable earnings will servé as an interim policy, until we have
further opportunity to examine the role of incentives in general,
and the issue 6f relative risk in particular, in a later phasé of
this proceeding. -
' In D.91-12-076, we based SCE’'s incentive paymént target
on SCE's authorized rate of réturn. Therefore, SCE’s current =
incentivé mechanism is in compliance with the above policy, and no
furthér filings are necessary. - However, SDG&E and PG&E should file
revised téstimony in their test year 1993 GRCs, in conformance with
the directives in today's order. We will establish the specific
shared savings rates'fpr SDG&E's and PG&E's shared-savings
mechanisms in those proceédings, consistent with the policy
established above. o

SoCal Gas' expeérimental shareholder incentive mechanisn,

as adopted in D.90-08-068, will expire at the end of 1992. Because

43 The incentive payment tardget represents the level of
shareholder earnings at 100% of foréecastéd net benefits. It is
used to help define the S-curve shared savings function, i.e.,
determine the *height*® of the function. (Seé D.91-12-076, pp. 160-

161, Appendix G.)




(RU$1-08:003, T.91-08-002 AL3/MEG/teg * |

: of the recent changes 1n ‘thé rate case plan, SoCal's next GRC is
for tést year 1994. That léaves a procedural gap for . 1ncorporating
today’s directives into SoCal Gas’ shared-savings meéchanism. He
“invité interested parties to develop grocedural proposals for
” incorporéting today'‘s directives into SoCal Gas'’ shared- savings
nechanisms, Parties should present their proposals to the assigned
ALJ for ‘consideration at the M&E phase prehearing conférenceé., ‘
3. Convergence to & Uniform

Approach _ _

Several parties urge us to await CACD’s report before
concluding that statewide uniformity in incéntive mechanisms is -
needed. In particular, SoCal argues that it should not be required-
to shift to a sharéd-savings mechanism for its resourcé programs. -
Under a shared-savings approach, shareholdér éarnings are
calculated as a percentage of the net résource benéfits of DSM
programs. In SoCal’s view, its current incentlve program, thch is
not based on shared savings, is better suited to a gas-only '
utility, and accomplishes the Commissjon’s stated goals with regard
to creanm skinning and lost Opportunitles.44 ' '

- In D,90-08-068, wé acceptéd the degree of diversity in
the expérimental incentive programsybecause we expécted to learn
- somé valuablé lessons from such diversity. - However, wé'clearIYﬂ
stated our éxpectation that "in the long run as wé apply those
léssons we expect to see thé convergence of much of this variety

44 For its résource programs, SoCal has in place what it térms a
variable rate of réturn inceéentive. Undér this incéntive structure,
SoCal would earn 14% of the program cost, provided that actual -
program cost does not éxceed planned program cost, and the plannéd
number of units’ are installed. SoCal will break even for éach -
program if the program reaches 70% to 80% of planned goals, and for
every dollar that program costs éxceed planned costs, the
shareholder f{ncentive is reduced by a dollar. In addition; SoCal
would recéive 14% of the plannéd unit variable cost for every unit

installed over thé program planned goal.
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inté a uniform, proven DSM energy efficiency program. 32 This doss .
not mean that the inéentive structure will be identical across
utilities. ‘For example, it may make sense to establish different
comparability standards for DSM earnings, when utilities have
different ratés of return. Or, the absolute level of target
savings for each utility may vary, depénding on the nature and .
combination of each utility's cost-effective programs. Clearly the
value of energy eéfficiéncy savings {which factors into the
calculation of shared savings) also differs among utility systems.
On the other hand, thére are certain aspects of any
shared-savings mechanism that should, in our view, bécomée uniform
in thé longer run. In particular, thé method of calculating net
resource benefits (to which the eéarnings percéntage is applied)
should bé consistent across utilities. sSimilarly, the relationship
- between achieéeved savings'and_shateholdér incéﬁtive payents should
become cbnsistent'across utilities (e.g., the usé of deadbands,
performancé minimuns, penalty rates, etc). To date, theré aré
significant différences in these aspeécts of the shared-savings A
mechanisns for PG&E, SDG&E, and SCE.?® wWe expect to fully explore .
the pros and cons of various appréachés to sharéd savings during
our consideration of CACD’s findings. Similarly, we will examine
the various cost-plus mechanisms in place for DSN programs where

45 D.90-08-068 (37 CPUC 2d 346, 366).

46 As adopted in D.90-08-068, SCE’s incentive mechanism was based
on an amortization approach whereée certain DSN program costs wére
amortized in rates over a five-year period, with the unamortized
balance allowed to earn at SCE’s authorized rate of return:. 1In
SCE's test year 1992 genéeral rate case, however, SCE stipulated to
continuing its shareholder incentive program undér a shared-savings
nechanisn., By D,%91-12-076, we adoptéd a shared-savings méchanism
for SCE that took thé form of an *S-curve" function, rather than
the *"flat-curve" (fixed percentagé) approach adopted in D.90-08-068
for PG&E and SDG&E.
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the link between programs “and savings is less clear, such as - ';
fidlrect assistance programs and energy management services. o

'Finally, we will consider the appropriateness of the various
experimen:gl incentive approaches in place for New Construction
With our recent adoption of a shared-savings: approach for
SCE, SoCal is now the only utility with an incentive mechanism for
DSM resourcé programs that links sharéholdér earnings directly to
DSM program expenditures, rather than enerqgy savings. SoCal
apparently interprets Rule 18 to mean that SoCal is requlred to
implemént a shared-savings approach at this time. This is not our
intent. As SoCal polints out, and we acknowledge, the lack of gas
long-run marginal costs makes it difficult to estimate the odrreht
value 6f enérgy savings on SoCaI's system. Rule 18 explicitly g
states that a shared savings approach is appropriate for programs
"whosé savings can beé reasonably estinated. In view of the fact
that gas marginal costs will not be adopted until late 1992, Qef,
will defer the issue of shared savings for SoCal until that time
This will also enable SoCal to complete its experimental program,
which was authorized in D.90-08-068 to continue through 1992,

With regard to SoCal’s preference for its experimenta1>

program, we noté that CACD has béen directed to conduct &
comparative analysis of all the incéntive expérimeénts in its 1992
réport., We will revisit the issue of SoCal’s incentive meohanisn
when CACD's report is completed. As we have stated in Rule 18, wé
must also await the adoption of gas marginal costs in I.86-06-005
before applying shareéd savings to SoCal's programs. In the

- Programs.

47 Appendix B of D.90-08-068 presénts a full comparison of the
experiméental inceéntive méchanisms adopted through 1991 for SCB and
SDGSE, and through 1992 for PG&E and SoCal. A description of SCE's
récently approvéd shared-savings mechanism can be found in :

D. 91 12-076.
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'meantlme, we adopt the guidmg principle articulated in Rule 18 for .
"all utility DSM programs whosé savings can be reasonably estimated.

4, Pérformance Minimums and
Penalties

Rule 17 échés the language of PU Code § 746(a), which

states that our DSN incentives proqram shallt

*...réquire utilities to6 achieve reasonable
minimum performance requiréments as a condition
for receiving incentivé benefits, and shall hold
utilities accountable for not achieving
reasonable minimum peérformance requiremeénts
through loss of incentive benefits and the
imposition of penalties.”

We will examine ways to implement this directive, on a
consistent basis across all utflities, in a later phase of this
prOceeding.

5. Earnings Limits/Caps

In their comments, parties strongly disagree over the
issueé 6f whether or not to impose earnings limits or caps on B
shareholder earnings. On the oné hand, DRA, TURH, and DOD support
sone form of limitation to the éarnings potential of shareholders

undér a shared-savings incentivé meéchanism. DRA argues that suc¢h
linits are necessary to protect ratepayers from ovérlooked
deficiencies in the mechanism, as well as from utility "gaming® in
its savings forecasts., DRA recomnends a ¢ap in the form of
absolute dollar earnings and spending limits. For similar reasons,
TURN recommends that the current budget cap that 1imits
shareholders' earnings potential (e.q., PGSE’s 130% limit) be :
retained. DOD would go even further, and require a convincing
denonstration of DSM savings before any additional shareholder
incentives were approved. :

PGLE, SCE, SDG&E, NRDC, and CEC strongly oppose imposing
any further earning caps or limits on shareholder earnings. PGSE
argues that ¢arnings potential is already effectively limited by
the size of the program and the adopted savings estimates. These




"fJassociated with prespecified savings is to inprove the: quality of

measurement and evaluation. NRDC and Others also argue that L
‘earnings caps promote créam skimming, unless thé ceiling-is set
- wéll above éstablished goals. - .
We agrée with CEC and others that the ratepayer risks E
associated with prespecified savings ‘should be reduced at the ‘; _
source, and not by limiting éarnings at ‘the end of the pr0céss. - AS
described in Section 1V.A, above, wé intend to do just that by - o
réquiring post-implementation verification of savings for all
shared-savings mechanisms. This should addréss the primary concérn
that motivated us to propose Rule 19;' Having now established a
schedule to mové to ex post measurement,. we bélieve {t is .
approppriate not to require a mechanism to réstrict shareholdér'
earnings over and above the indlrect limitation imposed by fﬁnding

authorizations.
E. Cream Skimming/Lost Opportunities

Rulés 2 and 3 address the Lssue of créeam skimmlng, along
with its corxollary, lost opportunitiés. As defined by the ’
'Cbllaborative, crean skimning résults in the pursuit of only thé ;
lowest cost enérgy éfficiency and  load managémént measures; leaving
behind other cost-effective 0pportunitles. Rule 2 directs
utilities to place *special emphasis" on lost opportunities, that
15, energy efficfency options that offér long-lived cOst-effectIVe
savings and which, {f not exploited pronmptly, are lost .
irrétrievably or rendered much moré costly to achiéve. Rule 3 asks
for comments on whether cream skinming continues to be a concern
and, if so, how to minimize potential ¢ream skimming and IOSt
opportunitiés.

1. Position of the Parties _ _

In their comments, parties present differing viéws on
what constitutes cream skimming. PG&E, SCE, and others stress that
pursuing less cost-effectivée or less expensive méasures first 18




'h;éléoﬁéodéff1}91§63f00§*{Aﬁffﬁi§7£é§?¥ °

«

not necessarily créam Skiﬁﬁiﬁg.' According to PG&B, crean skimﬁiﬁg .
occurs 6nly if the cost of thesé additional méasures would increase
by deferring them. Sinilarly, SCE argues that cream skimming
occurs only if those léss cost-effective measures bécome *lost
opportunities.” CEC questions whether lost opportunities really
occur if thé customer would not havé béen motivated (because of
longer pay-back) to purchase them 1n_the'fir5t place. DRA and
CLECA, on the other hand, believée that cream skimming raises
distributional equity issués as well as the lost opportunities -
concern raised in the OIR/OII. _

There is also littlé consensus on a so6lution to cream
skimming. PG&E, SoCal, and others suggest that cream skimming can
be minimized by providing utilities with flexibility to shift
funding between programs and sufficient funding levels over the
long term.48 DRA, on the other hand, recommends that "excessive"
shifting of funds between programs be prohibitéd._‘SDG&E:and others
argue that cream skimming can be minimized by éstablishing annual
ninimum performancé requirenents for each major sector or program. .

' NAESCO, SYCOM, and Transphasé believe that adopting competitive
bidding will prevent cream skimming. Othér parties (e.g.,'NRDC aﬁd
- DGS) recommend that utilities provide detailed réports on how their
programs are designed to minimize crean skimming and captureﬂldst '
opportunities.,
2. Discussion

We agree with PG4E and others that the pursuit of the

most cost-efféctivé measurés first does not, per se, constitute-

48 SoCal also argues that the problem of cream skimming can be
nitigated by abandoning the shared-savings mechanism in favor of
its variable rate of return approach., As we discuss in Séction
1V.D.3. above, we will await CACD’s réport on shareholder
incentives, before passing final judgment on SoCal’s experimental

program.




"a".'éi_?é‘:s-b:oa,‘ 1.91208:002 - ALJ/MEG/tcg +

fcream"skimminga As several commenters point out, this approach
becomes a problém whén lost opportunities are created in the f_,f'
procéss., With regard to equity and distributional issues, we S
prefer to address those concerns by funding programs designed to
providé low-income assistance, e.q., our Direct Assxstance :
Programs. For DSM résourc¢e programs, wé s€é no reason to c0nstrain
a utility from first pursuing thé most cost-effective program in
one seéctor {over a léss cost-effective program in a another
sector), if doing so does not create lost opportunities-in eithér
sector. Constraints of that naturé would inappropriately reduce -
the potential net resource benefits that all ratepayers realize
from cost-effectivé DSM. —

As noted above, parties recommend several different
approaches for minimizing the cream skimmlngllost oppOrtunties .

- problem described in our Rules. Rule 17 already requires utllities
to achiéve minimum perfornance requlreménts as a condition for
receiving incentive benefits, and to focus those requirements on -
potential lost opportunities. We will also require, as stated in )
Rule 2, that utilities provide a detailed account of stratégies to
avoid creating lost 0pportunities. We nay consider additional-’ f
nmethods for minimizing lost opportunitieés at a future date. For
now, these two approaches should provideé a reasonablé level of
protection against potential harm from ¢ream skimning.

In their comments, SDG&E and others ask for further
guidance on how to réconcile our cost-effectiveness criteria with
the objective of capturing lost opportunitieés. As a geher51 ;u1e,
the objective of minimizing lost opportunitiés should not béliz
elevated above our primary cost-effectivéness criteria for DSM,
namely, passing the TRC test. Instead,‘capturing lost
opportunitiés should serve as an additional ranking criterion for
programs with TRC benefit-cost ratios gréater than 1,0--e.g., as a
rationale for prefering a program with a TRC benefit-cost ratio of
1.2 over a program with a ratio of 1.6. Sevéral parties suggeést
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'ithat certain types of programs designed to capture lost

. Eopportunities (e.g., New Construction Programs) should be exempt
- from the TRC criteria. We will explore this issue further, after
‘parties have completed the workshops directed in Section 1v 'B.

: ;F Regnlatozy,Forug[ﬂonsistencv Issues

R . Rule 25 identifiés the need to 1mproVe consistency with
fwhich DSH programs are tréated across utilities and acrOSs

»‘regulatory forums. Rule 25 also asks for comments on a proposal to
establish a single forum in which utility DSM activities would be

"reviewed, ‘approved, and funded évery two years:
We received a wide range of comments on procedural

options for addressing consisteéncy issues. Theée suggestions

include! :

1. Initiate a consolidated biennial proceeding
for reviewing and funding utility DSM :
programs, as proposed in the OIR/OII.

Use thé OIR[OII to reéesolve general policy S
and methodolegy issues, but kéep DSM B
funding, program implémentation and S
incéntive levels in GRC and fuel offsetxg ,

proceedings.

Remove DSM issues from the GRCs and fuel

of fset procéedings. Initiate annual’ L
proceedings for each utility to review the
prévious year’s program results and . ,
shareholder incentives. Applications would
be filed in May, with a Commission décision'

in Déecember.

Keép DSM funding issues in thé GRCs and
fuel offset procéédings, but initiaté a - .
separate consolidated proceeding to addréss
savings measuremént and verification for
all utilities, on an annual basis., -

Keep DSM funding issues in the GRCs and
fuel offset proceedings, but develop a _
tighter 1link betwéen our resource planning
determinations in the Update and subsequent
authorizations to acquire DSM resources.
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: ‘ We originally proposed a single f0rum for all DSM issues
_ because, in our experience, DSK prOgram eévaluation and funding ‘g'
- raise as many generic policy and methodological issues as utility-
specific considerations. Until the issuancé of this OIR/bII, all
DSM-related issues weré considéred in different utility- specific
procéedings, such as the GRC and fuel offset proceéedings. As a
4'resu1t, nany of the géneric issues werée litigated over and over
again in utility-specific proceedings, making it difficult for us
to establish clear, consistent policy on DSK funding priorities,»

evaluation methods and other generic issues.,
Consistency on DSM policy and methodology is particularly

1mportant today, as we émbark on a new genération of DSN prograns
and work towards the effective integration of DSM into our resource
précurement framework. Under this integrated framework, 1east-c05t
planning criteria will neéd to be consistent across utilities, and
resOurce options. Similarly, we will néed to apply con51stent f
methods for evaluating DSK program expenditures and for measuring
DSM savings. Moreover, workable competition 1n réesource
acquisition requires clear and cons;stent "rules of the game'~for o
all participants. s S

Thé use of consolidated, generic proceedings for )
establishing consisténcy is by no means new at the Commission.
Over the last decade, we have removeéd and consolidated several
areas of utility activitieés that weré previously considered in
utility—specific‘proceedings, including the cost of capital and’
electric and gas long-run marginal costs. As indicéted'abOVe;'éll
parties acknowledge the advantages of a consolidated proceeding to
address at least somé of the major DSM issueés.

As we described in Section IV.A., we will address DSM
savings measurement and evaluation issueés across all utilities in a
" separate M&E phasé of this OIR/OII. The results of this phase
should feed directly into subseéquent cost-effectiveness evaluétions
of DSM for all utilities. Moreover, the M&E phase will servé as a
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"consolidated forum for examining the results of post- installation
measurement across all utilities, ‘forming the basis for. inéentive
payments. In addition, by initiating this OIR/OII, wé have created
a consolidated forum for addressing other DSM policy and -
méthodological issues. These changes should significantly inprove
the consistency with which DSK progranms, including shareholder
incentives, are evaluated and funded, and remove many of the
contentious issues that are currently litigated in GRCs and fuel
offset proceedings (e.g., verification of savings estimates, cost-
ef fectiveness testing procedures, funding priorities)

vltimately, we believe that it may maké more sense to
address all DSM procurement issues in a consolidated forum, perhaps
in conjunction with our Update procéeding. However,; we recognizé
that our ratemaking procedurés may change as a result of our - '
generic gas and electric ratemaking proceéding (R.%0-02- 008/

' I1.90-08-006). Therefore, we will await the outcomé of that

- proceeding before considering any further consolidation of GRC or
fuel offset activities. In the meantime, we will improve =
consistency by addressing generic policy and methodological 1ssues .
in this OIR/OII, and by initiating an M&E phase as quickly" as.
possible. We expect our determinations in this OIR/OII to be used

" in any subsequent utility-specific proceedings. We also inténd to
keep the GRCs and fuel offset proceédings freé from 1itigation over
issues that are more properly reservéd for this OIR/OII.
Accordingly, pursuant to the order which follows, SDG&E and PG&E -
should revise their test year 1993 proposals for DSM funding' to
conform to these adopted policies and directives. -

We agree with DRA and others that the issue of
consistency betwéen resource planning determinations and DSH
funding authorizations also neeéds to be addressed. On November 18,
1991, DRA filed supplemental comments on how to 1) assess utflity
forecasts of long-texrm DSM program costs and impacts in our current
resource planning framework and 2) link those forecasts to DSM
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program funding. Now that we have articulated our goals, funding
priorities, and évaluation criterfa for various types of DSN -~ -
programs, those policieS'should'Carfy over into the consideration
of uncommitted DSM in our Update planning framework. We direct
partiés to address DRA‘'s proposal as part of the workshops on
avoided cost consisténcy issues. (Sée Section IV.C.l.c.)
G. DSM Bidding ' : |

Rulé 26 states that integrated bidding offers great
- potential for achieving our goal of reliablé, least-cost, .
environméntally sensitive énerqgy service.? Rule 27 directs the
utilities to develop and inplemént several DSK pilot bids, '
consistent with PU Code § 747, and Rule 28 establishes four genéral
guidelines for bid design. Rule 29 states that each of the pilots
will be addresséd in this OIR/0IIX.

_ Several parties question the policy principle stéted iﬂ
Rule 26. In their viéew, thé effectiveness of integrated bidding .
‘has not yét beén establishéd. We agree, and modify the languageé of
Rule 26 to refer to ﬁsuAbiddinq in general, without prejudging'ihe
appropriate forn of bidding. We also agreé with SDG&E that PU Code

§ 747 doés not specifically require a "replacement bid," (i.e., a
bid for DSN seérviceés to réplacé current or planned utility DSM
programs) but we would like to see one developed in the pilot bids.
As we state in Section III, we have introduced competition into the
supply acquisition process to put downward pressure on utility -
resburce costs. A replacement bid fulfills this objective for DSM

49 Rule 26 actually uses thé term "all sourcé" bidding. -However,
as we discuss in Section I11I above, we will use the term "all - .
source* to describe supply-side bid where all typés of NUGS, not
just QFs’ can competé. We use thé term *integrated bidding® to
refer to a bidding process in which providers of DSM serviceés and
NUGs compéte to meet utflity supply- and demand-side resource

needs.,
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‘Yesources, We modify Rule 27 to distinguish between our own
" directives and the réequireients of PU Code § 747.°¢ S
= ~ PU Code § 747(c) also directs the Commission, 'in
consultation with the CEC, to report the results of the pilot bid
projécts to the Legislatureé by Janvary 1, 1993. In order to
facilitate this procéss, we direct CACD to appoint a Project
Coordinator to manage the evaluation. This evaluation may bé
performed by an indepéndent consultant who will bé selectéd by the
Commission in consultation with the CEC. The Project Coordinator
should approve the request for proposals/bid package, biddef list, -
contractor selection criterfa, contractor selection and contract
documeént., ; o
Funding for the evaluation will bé provided by the
subjéct utilities. It is our intent to allow the utilities to
recover in rates the costs of the evalvation, similar to the
treatment of costs associatéd with management audits. The costé of
the evaluation should be allocated according to the average of each
utility’s percentage of total authorizéd DSK expeﬁditu‘reé*fdrf the .
yeéars 1990, 1991 and 1992. One utility may be designated contract
administrator, to assist with billing and paymént détéils;:
The Project Coordinator should both direct consultant
efforts and approve consultant invoices for payment. It is
important that the utilitieés participate in the evaluations in a
spirit of cooperation. Consultant personnel should be afforded the
samé access to company documents and personnel that the Commission

50 We do not agreeé with SDG&E, however, in its interprétation of
PU Code § 747 regarding intégrated bidding. Contrary to SDG&E’s
assértion, we do not bélieve that a study of integratéd bids
outside of California méets the code réquirements. Rather, we
expect at least one California utility to conduct its own
intégrated bidding pilot, which we will evaluate in consultation

with the CEC.
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étaff would have, - These prOceedings will remain open to conslder
the eévaluation report and its recommendations. :

With regard to our guldellnes in Rule 29, several parties

commented that bid pilots should be eligible for shareholder

incentivés. Since the apprbpfiateﬂess of shareholder incentivés

may depend on the specific form or désign of the bid, we will
‘address that issue as we review specific pilot bid proposals. The
. longer-térn issue of what bidding. forms and features are nost

compatible with our resource procuremént policies will be addressed
in a later phasé of these proceedings, after CACD’s report is

submitted.

H., Advisory Committees : _
Rulé 24 encourages respondents to continue the Advisory

Committees established as part of thée seéttlement agreeménts on
shareholder incentives. (Seé Section II. B., abové.) In their
comments, several parties preséntéd their viéws on the expected

‘role of Advisory Comnittées and on how the cOmmittees could

function more smoothly and effectively. :
We agree with PG&E and others that the prinary purpose of

- Advisory Committees is to pr0v1de utilities with informal advisory

input on program design issués. However, as weé stated in the Ofder
Instituting this Rulemaking, "...the Advisory Committees do ﬁot
dilute the utility s responsibility to develop a wide range of
cost-éffective DSM programs, nor do they supercede the commission’s

role in approving and overseeing programs®. 31

70 improve the effectiveness of Advisory Cowmittee
activities, we will require the four major energy utilities to
establish a single clearinghouse for all Advisory Conmittee
noticing and scheduling. The utilities should identify a single
contact person or officé that coordinates the various Advisory

51 OIR/011, August 7, 1991, p. 37.

- 62 -




U R.91-08-003, 1.91-08-002 ALJ/HEG/teg *

R

"Committee actlvities. " As DGS suggests, the utilities should avoid, .
whenever possible, cbncurrent Advisory Committee meetingsa We
expéct the ut111t1es, via this clearinghouse, to provide
appropriate notice of all meetings, complete with advance Egendasa
Thé utilitles can decide anong themselves how to provide these
services (e.g., nominate one utility to coordinate, rotate
responsibilities every year, etc.). Within 90 days from the
effective date of this order, respondents should file a. joint
report with the Commission’s Docket Office, describing thé
clearinghouse procedures éstablished in compliance with today s
order. Copies of the report shall be served on all parties to

these proceedings.

V. What Comes Next

The Rules proposéd in our OIRIOII address a- broad range
of DSM policy and 1mplementation issues. In providing :
clarifications and making certain nodifications to those Rules, we .
attempt today to bring closure to sonme of the major areas of
contfoversy. Nonetheless, as described throughOut this order,
there areé certain issues that require further exploration prior ‘to
our final,consideration. Our expectations of "what conmes next* are
sumnarizeéd beélow.

A. The M&E Phase
In Section IV.A.2, we establish a separate phase in ‘these

proceedings to review M&E activities across the four major energy
utilities:. As we déscribé in this order, this M&E phase will be
the forum for éstablishing the M&E protocols for verifying, via
post-installation meéasuremént, the basis for shared-savings '
incéntive calculations. We intend to shift to ex post verlfication
for all shared-savings programs authorized as of January 1, 1994.
Therefore, thé M&E phase should move forward as expeditiously as

possible.
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: ' To this end, we have directed respondents and 1ntérested
parties to file and sérve comments regarding the type of . :
information that needs to bé submitted in the M&E phase,'aIOng wlth
schedulingrrecommendations. Following these filings, whlch are due
within 30 days from the effective date of this order, the assigﬂed
ALJ will conduct a PHC to addréss scheduling and other procedural

issues.

B. CACD Hbrkshops . R
As described in this order, CACD will conduct two sets of

workshops on unresolved issues rélated to our Rules, (See SectiOns
~IV.B.2 and IV.C.2.c.) The first set will addréss parties’’
brecommendations on modifying the terms and definitions presented in
the Appendix to our adopted Rules, and consider cost-effectiveness
critéria for Fuel Substitutibn Programs and New Construction ;‘; |
Programs. CACD will file and serve its report on these workshops
within 120 days of the éffective date of this order. e

. The seécond sét of workshops will address DSM/Update
: CODSlStenCY issues. Thése workshops will examine parties', ‘
recommendations on how to useé the Update planning or modeling
outputs consistently for thé SP¥ tests of cost- effectiveness.: Aé
part of theéese workshops, parties should also identify the types and7
- sourceés of distribution cost data that will neéd to be published,
as part of the process for identifying the T&D impacts of all -’
resource options. Finally, these workshops will also consider
récommendations, such as DRA's; on how to 1) assess utility B
forecasts of long-term DSM program costs and impacts under our
current resource planning framework and 2) link those forecasts to
' DSM program funding. CACD's report on this set of workshops is due

on or beforé November 1, 1492.




©R.91-08-003, 1,91-08-002 ALI/MEG/teg *

, CACD'$ reports should describe éach recommendation or
voption and present the pros and cons of each, as identified in the
" workshop process. CACD's draft reports should first be circulated
to workshop participants for their comments before final '
submission. We intend to issue CACD’s final workshop reports for a

further round of comments, before addressing these issues in our
Rules. We strongly encourage parties to use theseé workshops as a
forum for narrowlng the issuves and, hopefully, finding some commén
ground. ‘

C. Later Phases of These Proceedings :
CACD’'s report on the éffectivenéss of sharehélder inceén-

tives, due by Décembér 31, 1992, will servée as the starting point
for our consideration of the next géneration of DSK prégrams. -In a
later phasé of this proceéding, oncé CACD's réport has béen com-
pleted and filed, we will examine the longer term rolée of
shareholder incentivés, as well as the specifics of,véfidﬁsi-
incentivé mechanisms. As we statée in Section 1IV.D.3, if we
continue shareholder incentives for DSM in the long run, we ekpect
to develop uanOrmi.ty across utilitié¢s on many aspects of the .
programs., We will also revisit the issue of comparable earnings ’
and earnings limits/caps after CACD’s report has been submitted.

: We’ve identified two additional issues that will require
further consideration in later phasés of thesé'proceedings{ as we
state in Section IV.B., we will establish moré specific guidélines
for évaluating and funding load building and load reteéntion
programs, in particular, economic dévelopment activitiés. - e will
also éxaminé alternatives for implementing perférmance ninimums and
penalty features, on a consistent basis across all utilities, in
compliance with PU Code §746(a). (See Section IV.D.4.) We leave
it to the assigned ALJ to éstablish a schedule for considering -
these issues, after the M&E phase has been completed. o
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: ;Findlnqg of Fact : : |
i ‘1. On July 20, 1989, the Commission convened an en banc j?°
'hearing to reexamine the role of DSM in utrlity resource ‘
‘procuremént. : k

2. Following the July 20, 1989 en bane hearinq, a California
Collaborative working group developed a blueprint for the
revitalization of DSM activity in cCalifornia.

_ 3. 1In response to the Collaborative's Blueprint, reSpOndents
filed applications requésting authorization for expanded DSM
programs and shareholder incentive méchanisnms. -

4. Parties to the proceeding entered into settlemént
~ agréements, and in D.90-08-068 and D.90-12-071 wé approved, wlth

" some modifications, the terms of the respective settlements.-r

5. The shareholder incentive programs adopted in D.90-08-068
and D.90-12-071 were expérimeéental, and were authorized through 1991
for SCE and SDG&E and through 1992 for PG&E and SoCal. -

6. Pursuant to the séttlement agréements, each utility ,
convened Advisory Committees to assist them in the 1mplementation
of the approvéd DSH programs. '

7. 1In approving the shareholder incentive programs, we
identified thé need for a rulémaking proceeding, in which we could
compare the different DSK models, évaluate the longer—term role of
shareholder incentivés, and develop statewide standards and
benchmarks for measuring energy efficiency.

8. In D.90-08-068, we directed CACD to submit a report, by
December 31, 1992, on the effectiveness of the adopted incentive
mechanisnms, a

9., On August 7, 1991, we initfated this Rulemaking and :
companion Investigation, by proposing rules governing the '
evaluation, funding, and implementation of DSM prograns and
associated shareholder incentives. :

10. The comments of Kenetech on our proposed rules were“hot ,
timely filed. The consensus recommendations from SCE, PG&E, SDGAE,
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: SoCal, DRA, CEC, CLECA, DGS, NAEsco, and NRDC, as presented 1n a
December 10, 1991 letter to the assignéd ALJ; were alsd not timely
filed. _ s

11. As stated in our proposed rules, the Commissién s
overall objective for utility resource procurement is reliable,'
least-cost, eénvironmentally sensitive energy. service. :

12, uUtility resource procurénent involves both planning and
acquisition. Resource planning détermines whéther or not the
utility needs to acquire new resourcés, in order to maintain
reliability and/or to improve the efficiency of the utility system.
Resourcé acquisition determines how the utility will acquire the
new resourcés that are needed, as identified in the planning

_process. _

13, We ave committed to head-to-héad comparison of nsu' and

supply options in the planning process, 1nc1uding the consideratlon

of relative environmental impacts. -

14. Under thé current resource planning process, the
utiiity s need for resource additions is first reduced by - L .
implementing all potential cost-éffective DSM, as identifled using
the Standard Practice Manual tests of cost- effectiveness.f Any
remaining need for resource additions is identified through a
least-cost planning process, which ‘comparés supply-side options
using the Iterative Cost Effeéctiveness Metheod.

15. The differing methods for evaluating DSM and supply—side
resources limit our efforts to directly comparé resource options
and optimizé the utility system. :

16. Competitive bidding enables utilitiés and third parties
to competé in the resourcé acquisition procéss, for the purpose of
putting downward pressure on the costs of energy services. .-

17. On the supply sidé, our compétitive bidding proééss'puts
downward pressure on utility resource costs,

18. PU Code § 747 requirxes the testing and evaluation of
utility DSM bidding pilots, including integrated bidding.
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S 19.' DSM shareholder incentive prOgrams have recently beenic
o extended, on an interim basis, for SCE  (4in its general rate case)
. and SDGAE {in its modified attrition), pending the outcome" of this
"Rulemaking. _ : o
‘ 20. 1In theéir filed comments, parties raise concerns about
:H&B—related issues in résponsée to all aspects of our prOposed
rules. S
_ 21, 1In order to directly compare all resource 0ptions, wé
must be confident that forecasts of DSHM sanngs are reliable in
meeting enexgy néeds. o
22. DSM funding commitments and shareholder incentive
calculations aré currently based on préspecified savings estimates.
23. We currently lack an identified régulatory forum for
évaluating M&E protocols, reviewing thé results of M&E activities,
and considering methods for incorporating MsE results into the next
generation of DSM programs and forecasted savings. ' :
24, Basing shareholder incentives on ex post measuremént
results would de- 1ink the forecasting procéss from monetary

' returns, thereby making the procéss moré objective,
25. uUnder the shareholder incentive mechanisns currently in

place, utility ratépayers, not shareholders, f1nance DSM through
-rate increases. S

26. Shareholders do not recéive a réturn on inVestment under
a shared-savings incentive méchanism. Rather, in exchange for
managing their funds, ratepayers give shareholders a percentage of
their investment earnings (in the form of DSM" savings)

27. ESCO payments are typically based on ex post measurement
of deliveréd savings, not on prespecified estimates,

28, Shifting to ex post verification of DSM savings requires
a transition period, to allow for the initial learning curve
process in addreéssing measurement and evaluation issues.
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ﬁé; Our. proposed rules and recent orders direct utilities to
foous DSM activities on prograns that servé as viable alternatiVes
to supply-side résource options.

30. DSN programs that rétain or incrementally 1ncrease
_customer and system. load do not avoid or defér the cost of supply-
side optlons. ’ : :

31. Fuel substitutioén programs can be designed to

_ipredominately retain load, ‘build léad, or both.
32, In D.88-03-008, as modified by D.88-07-058, we authorized

load retention programs designed to avoid uneconomic bypass of,the
utility system. o

33, Uneconomlc hypass results whén a custonmer chOoses to
generate its own powér or usé an alternative fuel supply at a cost
that is less than its average rates, but greater than the utility s
marginal costs. S

34. Assembly Bill 2054, which adds § 740.4 to the PU Code,;
expands the concépt of load retention to inelude econonic* '
deVelopment programs, to the extent that ratepayers benefit fron
those programs. = :

. 35. Providing shareholder incentives for load retention or
load-building program provides sharéholders with the opportunity to
earn twice--first with the implementation of load retention or load
: building programs, and second, with the utility investment in
supply-side resourcés that remain undeferred or unavoided. '

36. 1In their comments, parties proposeéed modifications/'
clarifications to thé DSH program térms and definitions containéd
our proposed rules. :

37. Establishing a single cléaringhouse for all Advisory
Committee noticing and scheduling would improve the efféctiveness
of the Advisory Committee.

'~ 38. In evaluating supply-side resources, we compare the total
resourceé cost of the supply option with resource benefits,
including environmental impacts.
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; 39.7 In evaluating DSH programs, we use the Standard Practice
' Manual tests of cOst-effectiveness, developed jointly by the staffs _
of this Commission and CEC. _ : R .

40. The Standard Practicé Manual presents méthods for 4
-evaluating DSK programs using four tests of cost- effectivenesst'g’
the participant cost test; the utility cost test, the total
resouréé cost test, and the rate impact measure. :

" 41, The participant cost tést méasures thée benefits and c05ts
of 4 DSM program to a participating custoner. :

' 42. Theé total resource cost tést compares the total resource
cost of DSM, including participant's costs, with resource benefits.
43. The societal cost test is a variation of the total

resource cost test, which looks at costs and benefits from. the
perspective of society, not just the utility and its ratepayers.
This variation includeés the impact of externalities on costs and
benéfits, and tréats tax credits and interest payments as

transfers. : ,
‘44, The utility cost test compares the utility § cost “of DSM,

excluding participant's cost, with resource benefits."‘
4%, The UC and RIM tésts look at only a portion of the total
costs of DSM programs, i.e., the portion reflected in utility

revenue requirements. _
46. The UC and RIM tests do not identify léast cost resource

options, from an économic efficiency perspective.

47. The rate impact measure teést compares DSM programs on the
basis of their relativé rate impacts.

48. The results of the RIM test are affected by the
ratémaking treatment for DSN progranms, ‘t.e., the way in which

program costs aré recovered in rates,
49. Reliance ‘on the rate impact méasure for program ranking

and funding would tend to promote DSM programs that increase or
retain electric and gas sales.
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, 50. The total resOurce cost test, when modified to include
-nonprice factors such as environmental extérnalities, is ‘the” most
~consistent. with our resource procurement policies and least-cost

planning principles. :
51. The usefulness of the total resource cost test as a
primary indicator of cost-effectiveness is limited for direct
. assistanceé programs, which address equity concerns, and tor
information programs and energy management services, where the link
between programs and savings is difficult to discern.
52, Quantification of the indirect costs of DSM and -
determining the appropriate treatment of shareholder incentives in
thé societal test are technical aspects of the Standard Practice
Manual.
53. In their comments, séveral parties: raiSed issues
concernlng the approprrate cost-effectiveness criterra to be used
in evaluating New COnstruction Prograns and Fuel Substrtution e
Programi. ~ S
54. Electric utility 10ng-run avolded or marginal costs, :;
including nonprice factors such as environmental extemalities , areé ‘

déveloped in our Biénnial Resource pPlan Update Proceedrng

(1.89-07-004).
' 56. On October 21, 1991, parties filed supplemental comments

on how to use Updaté planning or modeling outputs to derive the
long-run avoided costs required for the Standard Practice Manual

tests of cost-effectiveness.
56. Long-run avoidéd or marqinal costs for natural gas are

curréntly being developéd in 1.86- 06-005.
5s7. The lack of natural gas long-run marginal costs makes it

difficult to estimate the current valué of energy savings on

SoCal'’s system.
58, As we describe in D.91-10-048 in I.90-05-050, electric

utilities will compile and publish transmission information on a
two-year cycle, as part of the Electricity Report/uUpdate process.
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59. The Standard Practice Hanual WOrking group, which is;f>"'
convened by the staffs of this Commission and CEC; infornally Af.
addresses ongoing technical issues related to the Standard Practice
Manual tests of cost-effectiveness. : ‘

60. Neither the Collaborative process nor our consideration
of the experimental incentive programs yields conclusiop
the longer-term role of DSM shareholder incentives.

61. Quantification of nonprice factors is our preferred means
of ensuring that the relative nét benefits of résource options are
recognized in utility resource planning. :

62. The DSM shareholder incentives adopted in D. 90 08- 068
were designed to offset any regulatory or financial biases against
DSN (or in favor of supply-side resources) the utility might have
in precuring least-cost résourceés.

63. wWith utility supply-side investménts, the shareholder is
putting up equity in return for an eXpected yield that is - o
comparable to investments in other stocks or bonds of comparable
risk. In contrast, with utility DSM programs, the utility is.
managing ratepayer funds in return for a share of the ratepayér:¥ i
yield or earnings. .

64, Utilities currently pursue many supply-side optiéns
without any shareholder investment or associated earnings
opportunities, such as contracts with unaffilfated QFs and
interutility power purchase agrééments. _

65. DSM programs may causée some increased risks to the S
shareholders of gas utilities, relative to supply-side optiona,t",
becausé our balancing account treatient may not have completely
eliminated the impact of DSH on the utility’s recovery of fixéd1>'
costs, ‘

66. On balance, it does not. appear that ‘shareholders require
fées for managing ratepayers’ investment in DSM that are
effectively higher than the required rate of return on
shareholders’ invested funds.
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67. In D.91-12- 076, we adopted an 'S curVe“ function for
SCE's shared- savings mechanism, where shareholder earnings at 100%
of forecasted net benefits (i.e., the incentive paynent target)
were set at torecasted utility éxpenses én eliglble programs times
SCE‘ pre-tax raté of return. e

. 68. There appears to be a procedural gap for incorporating
today’s policy directives into SoCal’s incentive program; since
SoCal’s next general rate case is not until 1994, &

69. In D.90-08-068, we adopted a divetse set of pilot
shareholder incentive programs, with the expectation that much of
this variety would converge into a uniforn approach in the ldng
run. -

70. SoCal is currently the bnly utility with an incentive
nechanisn for DSM resourcé programs that 1links shareholder earnings
directly to DSM program éxpenditures, rather than energy sé?ings.

71. The lack of gas long-run marginal costs makes it . -
difficult to estimate the current value of energy savrngs on

SoCal’s system. : :

72. PU Code § 746(a) requires that our DSM incentive programs .
include performance minimums and penalty provisions. e

73. The earnings potential for current shared- savings;:
fncentive programs is limited by the size of the program and the
adopted savings éstimates. :

74. 1In our adopted rules, we reduce the ratepayer risks
associated with prespécified savings by requiring ex post -
verification of savings for all shared—savings mechanisms,

effective January 1, 1994.
75. Imposing additfional réstrictions on the dollar leVel of

shareholder eéarnings mdy encourage cream skimming and the creation

of lost opportunities, - |
76, Cream skimming results in the pursuit of only the lowest
cost energy éfficiéncy options, leaving behind other cost-effective

opportunities.
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S 17. Lost - opportunities are energy efficiency options that
of fer long-lived cost-efféctive savings and which, if not- exploited'
promptly, are lost irretrievably or rendered much more costly to

achieéve. ' -
78. Crean skimming bécomes a problem when lost 0pp0rtunities

are creatéd in the process..

179, Requiring a utility to pursué 1éss cost- effective
programs in one sector, which are not lost opportunities; would
reduce thé potential net resourcé benéfits that all ratepayers
realize from cost-effective DSM. :

80. Equity and distributional issues can be addresséd
directly by funding programs designed to ptovide low-income
assistance, such as our Direéct Assistance Programs. _

_ 81. DSM program évaluation, funding and implementation raise
- 4s many ‘generic policy and methodological issues as utility—
specific considerations. * :
82, Consistency on DSK policy and methodolOgy is needed as we _
émbark on a néw generation of DSM programs and work towards’ the ‘
effective integration of DSM into our resource. précurement )

framéework. :
'83. The usé of consolidated generic proceedings has’ been used

by the Comnission in several aréas, including the cost of capital
and electric and gas long-run marginal costs.

84. Our ratemaking procedures may change as a result of our
generic gas and electric ratemaking proceeding (R 90 02 008/

1.90-08-006). , :
45. On November 19, 1991, DRA filed supplémental comnénts. on

how to treéat DSM as an energy resourcé option for planning

purposes. _
86. PU Cod'e,s 747(c) directs respondents to develop and - -

implement several DSM pilot bids, including an integrated bid.
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, 87 PU Code s 747(0) directs- the Commlssion, in consultation
“with the CEC, to Yeport the results’ of the pilot: bid projécts to
the Legislature by January 1, 1993. :

Conolusions of Law . ,
. To meet our resource procurement goals, we should

" continue to explore analytical approaches that integrate DSM

programs with supply-side options in thé résource planning process.
2. The bidding experiments pérformed pursuant to PU Code

s 747 should help us learn more about alternative DSM dellvery

mechanisms, and assess the role of DSN bidding to provide least-

cost DSM services to ratepayers.

3. The Commission should regularly review and evaluate
respondents’ MsE activities in A consolidated forum. At léast
-initially, a séparate phase of this Rulemak1ng/lnvest1gation is
weéll suited for this purpose. —

_ , 4. It is reasonable to true-up energy savings so that
ratépayers are not sharing too much (or too little) of their -
investmént earnings with shareholders, relative to the percentage .

. origlnally agreed to under the shared-savings incéntive mechanisn.

5. It is reasonable to shift to ex post verification of DSH
savings for all shared-savings prograns authorized as of January 1,

1994.

6. Utility DSM activitiés should focus on programs tﬁat .
serve as alternatives to supply-side resource options.
7. Ratepayers should not provide shareholder incentives for
programs that retain or increasé customér or systenm load, evén if
_the retention or increases are accomplishéd with the installatfon
of energy efficient meéasures. :
8. Specific guidelines for evaluating and funding load
building and economic deveélopment activitiés should be develoPed in

a later phase of these proceedings.
9. Pproponents of load building and load retention programs

(or fuel substitution programs with those eléments) carry the
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" burdea of proof to quantify the social or ratepayer bénefits, and
justify ratepayer funding for these programs. Co e
10, Utilfity requests for load retention proqrams as part of
- special bypass deferral contracts should cOntinue to be made by
separaté application. : .
11, Until we adopt improvements to our analytical methods, we
should continué to usé the Standard Practice Manual tésts of
cost-éffectiveness in ways that aré thé most consistent with our
réesource procurement objectives. : =
12. The total resource cost test should bé the primary
indicator of cost-effectivéness in ranking and funding DSM

programs. | 4
13. Strict adherence to the total resource cost test should -
not bé required for direct assistance, information programs, and

enérgy manageément services.
14. The rate effects of cost-effective DSM should be

considered in determining the overall funding level of utility DSH )
programs in a given périod. s

15. Ia applying theé Standard Practice Hanual tést of cost-
effectivéness and wheén calculating shareholder incéntives, electric
utilities should usé the avoided supply costs and nonprice factors '
- that are consistent with the values developéd in our Bienﬁial '

Resource Plan Update proceeding.
16. Eleéctric utilities should use the forum described in

D.91-10-048 to publish informatfion on transmission and distributicn
costs. This information should bé used consistently across all
resource options for the purpose of quantifying avoided
transmission andfor distribution costs. :

17. We should examine the longer-term role of DSM shareholder
incentives, the pros and cons of various approaches to incentive
mechanisms, and the issue of éarnings comparability and limits/caps
in a later phase of this proceeding, after CACD’s report is
submitted.




':‘grf“:1;18?f As an interim policy on earnings édmparabiiitjffiﬁ:is¥ 
'F_rééééﬁéblé to adopt the principle that shafehélders(5faﬁeﬁ0£fréEUfn
'6n .DSM prégrans should be no higher (and could be lower) than .
sharéholders’ rate of return on utility-constructed plants, facing
‘traditional ratemaking. g AR
.. 19. On an interim basis, it is reasonable to apply today’s
__ad@ﬁtéd»pélicy on comparablé earnings to specific incentive
" méchanisms, as followst , R
" ¢ For incentive mechanisms baséd on program . -
‘ expenditurés, such as SoCal Gas’ current -
variable rate of return mechanism, the
earnings rate on program costs should not
exceed (and could bé lower than) the
authorized rate of return on utility
constructeéed plants} '

For shared-savings mechanisms using an .

*S-curve" function, such as the mechanism

adopted for SCE in its recent GRC, the -

incentiveé payment target should bé - . . .
calculated using forecasted utility éxpensés - ... - .
at 100% of forecasted net savings, times a -
rate that is no highér (and could be lower)

than the authorized rate of return on

utility constructed plants; ,

For *flat rate" shared-savings mechanisms,
such as theé ones adopted for SDG4E and PG&E -
in D.90-08-068, the shared savings rate -
should not exceed (and could be lower than)
the authorized rate of return on utility
constructed plants. _

~ 20. SCE's current shared-savings mechanism, as adopted in
'D.91-12-076, is in compliance with the intérim policy on comparable
earnings adopted by this order. N R
. .21, It is reasonable to defer the issue of shared savings for
soCélfs resource programs until gas marginal costs are adopted in
1.86-06-005. :
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- 22, The issue of comparable earninqs and earnings caps should
‘be revisited in a later phase of this préceeding, after CACD'S o
report has beéen submitted.: : : - :

23, uUtilities should pursue the most cost-effective DSH
program in oné sector (ovér a less cost-effective progran in
another sector), if doing so doés not create lost opportunities in
éither seéctor. ' :

24, uUtilities should focus the performance minimums required
by PU Code § 746(a) on efforts to achieve cost-effective energy
efficiency opportunities and, in particular, on thoseé which

répresent lost opportunities.
25. Utilities should provide ‘a detailed account of strategies

to avoid creating lost opportunities with any proposal fOrr
shareholder incéntives, or incréases in funding levels for DSH '
programs which are eligible for incéntives. ) ’

26. It may ultimately make sensé to address all DSH _
procurément issues in a ‘consolidated forum, perhaps in conjunction
with our Biennial Resource Plan Update proceédxng. HoweVer, as wé
await the outcomé of R.90-02-008/1.90-08-006, it makes sense to-
1imit procedural changes to initiating a consolidated M&E phase ln
these proceedings. -

27. All generic policy and methoddlogical issués related to
DSH should be addrésséd in this rulémaking and companion
investigatfion. The determinations made in these proceedings should
be used in any subséequent utility-spécific proceedings. SDG&E and
PGLE should revisé their test year 1993 DSM funding proposals to
conform to the policiés and directivés adopted in this order.

28. As described in Section IV.G of this order, CACD should
appoint a Project Coordinator to manage the pilot bid evaluatfon -
required by PU Code § 747(c).

29, Since the appropriateness of shareholder incentives may
depend 6n the specific form or design of the bid pilot, weé should
address that issue as we review specific DSM pilot bid proposals.
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30., The longer term issue of what bidding forms and features .
-are most compatible with our resourcé procurement policies should
be addresséd in a later phase of this proceeding, after CACD’S
report is submitted. : S
31. The rules and policy principles goVerning the evaluation,
funding, and implementation of DSKM programs and associated
shareholder incentives, as presented in Attachment 1 to this order,
aré reasonable and should be adopted. o
32, . In order toé proceed expeditidusly with the MER phase of .
this proceeding and CACD workshops, this order should be effective

today.
INTERIX ORDER

_ IT IS ORDERED thatl
1. The rules governing the evaluation, funding, and

implenentation of DSM programs and associated shareholder ,
"incentives, as reévised by this order and presented in Attachment 1, .

are adopted.
2. Until further o:der of the Commission, a separate,

concurrent phasé of thesé proceedings shall servé as the forum for
addressing the measurement and evaluation (M&E) issues described in
this order. These include reviewing and evaluating'nethods for ex
post measurément of demand-side management (DSM) program impacts,
adjusting forecasts of Déﬁ*progran savings, and adjusting
shareholder earnings under a shared-savings mechanism, |

3. Rulemaking (R.) 91-08-003 and accompanying Investigation
(I.) 91-08-002 shall remain épen to consider thée comménts, workshop
reports, and program evaluation reports describéd in this order.

4. Respondents and intérested parties may file comments
regarding (1) the types of information that will bé neééded for the
M&E phase ordered above, and (2) scheduling recommendations,
including detailed timetables for prehéaring workshops
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’(if appr0priate), the filing of testimony, evidentiary hearings,~i-a
and briefs. Comments shall be filed at our Dockét Office and-
served on all appearances and the staté service list in these ‘
proceedings, no later than 30 days from the effective date of this
order. : - :

5. For all shared-savings programs authorized as of

January 1, 1994, payments o0f shareholder incentives shall be- based
on post-installation verified savings:. Excéptions té this policy
for specific DSM measures shall be addressed in the MsE phase of
these proceedings.

6. The assigned administrative law judge (ALJ) shall notice
a prehearing conference to coordinate the schéeduling of the MSE
phasé as soon as practicablé after comments are filed, 'At'theiPHC}‘
interested partiés shall also present procedural prOpOSalé'fOf*”
incorporating thé policies adopteéd in today's order to Southezn -
california Gas Company’s shareholder incentive mechanism. : "_

7. BAs describéd in Sections IV.B and V.B of this order, the
Commission Advisory and Compliance Division (CACD) shall conduct '
workshops to discuss partiés’ specific recommendations for B
nodifying DSM térms and definitions presénted in the Appendix to
our adopted rules. (See Attachment 1.) In addition, these ~ '
workshops shall also addréss the cost-effectiveneéss issues’ raised
in parties’ comments with regard to Fuel Substitution and New.,r _
Construction Programs. Within 120 days of the effective date of
this ordex, CACD shall file its report on these workshops with the
Commission’s bocket Office and serve thé report on all appearances
and the state service list in these proceedings.

8. Respondents shall establish a single clearinghOusé for
all Advisory Committee noticing and scheduling, as déscribed inw
Section IV.H of this order. Within 90 days from the effective date
of this order, respondents shall file a joint report with the
Ccommission’s Docket Office describing the cléaringhouse procedures
established in compliance with our orders. Copies of the réeport
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- shéll be served on all appéara’nces‘éﬁd t'hé state service list An .
‘these proceedings. I _ - | S
: 9. As described in Sections IV.C and V.B of this ordér,'CACD
‘shall conduct workshops for the purpose of discussing parties’.
proposals ont _ '
1. Using the Biennial Resource Plan Update
planning or modeling outputs to derive
long-run avoidéd costs required for the
standard Practice Manual tests;
Treating DSM as an énergy‘resourcé for
planning purposes in the Updaté; and
Identifying the types and sourcés of
distribution cost data that will be
published, as part of thé process proposed
in 1.90-09-050 for identifying thé
transmission and distribution impacts of
_all resource options. )
On or before November 1, 1992, CACD shall file a fépéft
- on thesé workshops with the Commission’s Docket Office, and serve
copies of the report on all appéarances and the state service list .
in 1.89-07-004 and in these proceedings. ' R
: '10. Thé Standard Practice Manual working group; which is
convened by the staffs of this Commission and thércalifornia"znefgy
commission, shall file future updates or modifications to the
Standard Practice Manual with the Commission’s Docket Office, under
the docket for these proceedings or any successor proceedings, and
serve the updates or modifications on all parties.

11. As described in Section IV.G of this oxder, CACD shall
manage the evaluation of DSN pilot bids required by Public
vtilities (PU) Code § 747(c). ' o

) 12. San Diego Gas and Electric Company and Pacific Gas and
Electric Company shall revise their test year 1993 proposals for
PSM funding and sharéholder incéntiveés to conform to the policies -




'nd directives adopted in this Order.s'TheIadninistrative,law
judges assigned to the test year 1993 general rate cases shall
establish filing dates for these’ revisions. - '
This order is effective today.ﬁ._‘fr, C : :
Dated February 20, 1992, at: San Prancisco, California.r

DARIEL Wm. PESSLER
. Présidént
JOHN B. OHANIAN
NORMAN D.~ SHUHWAY
' Commissioners _

B o onn1881oner Patricia H. Eckert,
7. being necessarily absent, did not
participate. S

ION

N cmw DECIS

WAS APPRovED BY: 5 ABOV'E
COM IaleNERS ODAY
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ADOPTED RULES AND POLICY STATEMENTS
FOR DEMAND-SIDE MANAGEMENT PROGRAMS*

I, Resource Planning and DSM Program pefinitions

1. This Commission’s goal for utility resource procurement
is reliable, least cost, environmentally sensitive electricity
energy service. Using eénergy moré efficiently constitutes an

important means of achieving this goal. The utilities’ shou]d
treat energy efficiency improVements and enerqgy conservotxou as

_viable alternatives to traditionslt supply-side resource options.

f

2. Lost opportunities are those energy efficiency options _"

which offer long-lived, cost-effective savings and which, 1f notg
exploited promptly, are lost irretrievably or rendered much more
costly to achieve. In developirg funding priorities for cést-r‘

aeffective DSX activities, the utilities should piace—specra}—

emphasis—on—ééﬁ—act{vrtiea whiche LoyLure'"OﬂSider capturing

lost opportunities as an additional ranking criterion for -

programs with Total Resource Cost be benefit-cost ratios qreater
than 1.0. The utilities should subrit a detailed account of
strategies designed to capturc lost. opportunities with any
request for sharelroldet incentive Lechanisms andfor for 1ncreases

in DSM progran funding.

+ 2rduiiions t  the proposed rules and policy statements,‘iéshéd
on “yust -, 1991, are underlined. Deletions are struck—out.
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Hanual should bé modified upgate “to include the final vexsion of
the ternms and definitions included in the Appendix B. This OIR
will remain opén to acc¢ommodate any ﬁpiggg requests to modify the
terns or definitions proposed heréin or to add new terms or ‘
definitions,

I1I. Cost-Effectivenéss Indicators

5. The tests in the Standard Practice Manual (SPM) help
asséss the variéty of effe"ts associated with new or expandéd DSHM
programs. Thé tests in the SEM will serve as the standard for

~determining DSM progran cost-effectiveness until a nethodology is

established that allows for the side-by-side ¢omparison of
demand- and supply ‘'side resources. Th2 utilities should perform :
cost-effectivenerq analysaes for any pr0posed DSM program )
consistént with the indicators and methodologies included in the ‘

- SPM. The utilxty should, to the extent practicable, perform each“

of the tests included in the SPM for any proposéd DSX program.

6. . fhis Cornission relies on the Total Resdurce Cost. Tést
(TRC) as the privary indicator of DSM program cost éffectivéness.
Thi¢ reflccts our view that utility DSM activitiés should focus
on prourei’s that serve as alternatives to supply-side résource -
optinns. Lneryy efficiency programs.and load management probfamé
which pry »wote encrgy efficiency serve as such alternatives. -

} . suse they reliably reduce a utflity’s fuel and/or capacity

iooads .,

/. 7o the ‘éxtent practicableé, nonprice factors should be
~considrred @long with price factors in utility resourcé
procureient. Insofar as nonprice factors developed in the
Bicnnial Reséurce Plan Update (Update) for supply-side résources
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Page 1
ADOPTED RULES AND POLICY STATEMENTS
FOR_DEMAND-SIDE MANAGEMENT PROGRAMS*

Y. Resource Planninq and DSM Program Definitions

1. This Commission’s goal for utility reésource procuréméhf

fs reliable, least cost, environmentally sensitive eiectrfcity
energz service. Using enexgy more efficiently constitutes an
important means of achieving this goal. The utflities should
tréat energy efficiency improvements and energy conservation as

viable alternatives to traditionat supply-side resource options.

2. Lost opportunities are those enexgy efficiency options'
which offer long-lived, cost-effective savings and which, if not
exploited promptly, are lost irretrievably or rendered much moréf'
costly to achieve. In developing funding priorities for cost- -

effective .DSM activities, the utilities should p&ace—specfai—

emphﬁs{S—oﬁ—aSH—tct{fities—which~capture—consider capturing
16st opportunities as an additional ranking criterion for

programs with Total Reésource Cost benefit-cost ratios greater -

than 1.0. The utilitieés should submit a detailed account of
strategies designed to capture lost opportunities with any
request for shareholder incentive mechanisms andfor for incteasés,

in DSH program funding.

+ additions to the proposed rules and policy statements, issuéd
on August 7, 1991, are underlined. Deletions are struck—out.
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3. As defined by the Collaborative, *cream Skimminé' results
" in the pursuit of only the lowest cost conservation and 1léad’
‘'management measures, leaving behind other cost-effective
‘opportunities. Cream skimming becomes a problem when 1ést-
opportunities are created in the process. Utilities should
pursue the most cost-éeffective DSM resource programs first,

if_doing so does not create lost opportunities, Fo—reduce—the

4. To énsure optimal funding of DSM activities requiies:
consistént treatment of programs across utilities and across
regulatory forums. Common terms and program definitions help
ensure consistent treatment. On an interim basis, the utilities

should use the définitions included in the Appendix ﬂ—of—thfs—

rutemaking to these rules when characterizing any proposed
program, Thé burden is on the utility to justify any departuré
from them. We will consider modifying these terms and
definitiéns after we réceivé the workshop report described in
Sections IV.B and V.B of this order. The Reporting Requirements
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Manual should be modified pgate ~t0 include thé final version of
the terms and definitions included in the Appendix B. This OIR
will remain open to accommodate any futuré requests to modify the
terms or definitions proposed herein or to add new terms or o
definitions. :

II. Cost-Effectivéness Indicators

&, - The tests in the Standard Practicé Manual (SPM) help
. assess the variety of effécts associated with néw or expanded DSH
programs. Thé tésts in the SPM will sérve as the standard for
‘determining DSM program cost-efféctivéness until a methodology is
established that allows for the side-by-side conparison of ‘
déemand- and supply—sidé resourcés., Thé utilities should perform o
cost-efféectiveness analyses for any proposéd DSM program
" consistent with the indicators and methodologies included in the
SPM. The utility should, to the extent practicable,_perfOrm éach
of the tests included in the SPM for any proposéd DSM program.

6. This Commission relies on the Total Resourcé Cost Test
(TRC) as the primary indicator of DSK program cost effectiveness.
This reflects our view that utility DSN activities should fobus
on programs that serveé as altérnatives to supply-side resource
options. Enexgy efficiency programs and load nanagement programs_
which promote energy efficiency serve as such alternativés
because they reliably reduce a utility’s fuel and/or capacity

needs.

7. To the extent practicable, nonprice factors should be
considered along with price factors in utility resource
procurement. Insofar as nonprice factors developed in the
Biennial Resourcé Plan Update (Update) for supply-side resources
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affect DSM programs, the utility should include them in cost-
effectiveness analyses consistent with their development in the
Update. Electric utilities should use the forum déscribed in
Decisfon 91-10-048 to publish information on transmission and
distribution costs. This information should bé used consisténtly
across all resource options for the purposé of quantifying
avoided transmission and/or distribution costs.,

8. Resource value refers to the ability of a DSK program to
reliably reduceé utilities’ fuel and/or capacity needs. For DSM
programs designed to deféer or avoid these réQuirements, the
résource valuée associated with such programs should be consistent
with the utilities* avoided costs of electric service adopted 'in
the Update and, whén completed, the avoided costs of natural gas
service adopted in Investigation 86-06-005. These values should
be used in applicable cost-efféectiveness analyses and when .
calculating shareholder incentives. We will address the issue of

consistency between resource planning determinations and DSM
funding authorizations in this OIR/OII, after CACD's workshop
report is submitted (see Sections IV.F and V.B of this order.) -

9. Insofar as a DSM program results in indirect costs, they
should be considered. The speculative nature of any attenpts to
quantify indirect costs significantly reduces their applicability
as an analytic tool at this time. These costs should therefore
not bé required in any of the cost-effeéctiveness tests included
in the SPM. The issues relateéed to indirect costs of DSM programs
are téchnical in nature. The SPM working group, which is
convened by the CPUC and the CEC, represents the appropriate
forum for considering indirect costs as they apply to DSH

programs.
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10. Shareholder incentives represént a true economic cost in
the productlon of utility DSH programs and should be included as-

a _direct cost in thé TRC test, the—Societal—test; the Rate Impact*
Measures, and the Utility Cost test. The SPM working group

~should consider the appropriate treatment of shareholder
incentives in the societal test variation, i,e., as a transfer -

payment or direct cost.

11, The usefulness of the TRC test as A primary indicator of
cost-effectiveness is limited for certain programs which do'nbtffl
necessarily focus on the timing or typé of resource needs of the
utility., Diréct Assistance programs address equity concérns} as -
such, positivé cost-effectiveness shall be an important; but. not:
the sole, factor useéd to determiné funding levels for these .-
_programs. Cost-efficiency is also important in the conduct OE A

. Direct Assistance programs. For Information Programs and Energy”_
Management Services, the link bétween programs and savings is’ ”f
difficult to discern. Strict adherence to the TRC should not be
required for these programs. We will consider addressing thé
applicabilitv of the TRC test to New Construction Programs in

these Rules after we receive the workshop report described in

Sections 1V.B and V.B of this order.

12. Load Buflding and load retention programs lack réséurce
value, and the TRC does not apply to these programs. Though

utility DSM activities should focus on enérgy efficieéncy programs
and load management programs which promote énergy effioiency,“thé
pursuit of certain load building or load retention programs may -
achieve other policy goals. Proponents of thése programs carry
the burden of proof to guantify the social or ratepayer

benéfits, and justify any ratepayer funding for these programs.

General conclusions about the net benefits of these tprS'of ‘
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“gfograms should be.ba ked by Qrogram specific analysis. 'In
Qarticular. for load building programs utilities should guantifz
the grograns‘ nét effect on air emiSSionsl including increased

enissions from the increased load on the system. The utility
should design any load building or load retention program so as
to avoid frustrating this Commission’s goal of encouraging energy
efficiency and énergy consérvation. -We_inténd to adopt more -
specific évaluation and funding quidelines for these types of
programs in a later phase of these procéedings. _

13, Fuel substitution pfograms nay offer resource valué and
environméntal benefits. We currently lack a framework to assess
thé tradeoffs between gas -and electric DSM programs that compete

to provide the same servicé.v The—tests—iﬁcinded—iﬁ—the—ﬁ?ﬂ—d&—

not—capture—these—tradeoffs— Fuel-substitution programs should

reducé the utilities need for etectric—gereration supply without
degrading environmental quality. The TRC test should be the
primary indicator of cost-efféctiveness for fuel-substitution

programs that meet thése criteria. We will consider adopting

more specific evaluation criteria for fuel substitution proarams
in these Rules after we réceive the workshop report déscribed in-

Sections IV.B and V.B of this order.
We discourage utilities from pursuing fuel substitution

programs with a predominantly load building or load rétention

character. For fuel=substitution prograns—designed-toretain—
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Yoad, these types of programs, thé utility should carriés the ffr
burden of proof to démonstrate that the benefits of the program
justify relaxing our focus on energy efficlency programs.'

V. Shareholder Incentives

14. The Electric Revénue Adjustment Mechanism and Coré Pixed
Cost Account remove the significant ratemaking disincentives for
utilities to invest in deéemand-side management. To furthér eﬂsﬁfé
that demand-side managemént programs which result in, or promote,
energy efficiency are not disadvantaged in utility resource

procurement decisions, wé initjated a pilot program of
shareholder incentives in D.90-08-068. Shareholder incentives =

can help ensure that the utility shonid-be—provtded is mot1vated‘l
to grbcure the léast-cost resources by providing a comparable B
opportunity for earnings from prudent investments in both demand-
and supply-side altérnatives. Shtrehoider—iﬁceﬁtives—caﬂ—ﬁeiﬁ7:; -
ensure—that—theseopportunities—are—conparabier HWe will examine '

the éffectiveness of the specific incéntiveé méchanisms adopted in
D.90-08-068, thé londger term role of sharéholder inceatives in
resource procureéenent and revisit the issue of éarnings

comgarability after CACD's réport to the Legislature is submitted,

in late 1992.

15. The différénces among utility shareholdér incentive
mechanisms approved in D.$0-08-068 should eventually convérge
toward a more uniform, statewide approach. Pending CACD’s répOrt
on shareholder incentives, it is appropriate to establish a
limited number of guiding principles governing future shareholder
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incentives. These'pfinCiplés should apply to shareholder ‘_
incentive mechanisms proposed after the final adoption of this

rulémaking.

16. ‘Shareholder incentive mechanisms should be designed to
encourage energy efficiency and load management programs.thét
promote energy efficiency. Load bullding and load retention
prograns should not be eligiblé for shareholder incentives.} Fuel
substitution programs should also be inéligible pending .
resolution of the technical issues assoclated thh assessing the

benefits to ratépayers of these programs.

17. - Shareholder incentive michanisms should balance rlsk and
réeward. - Coupling réwards for good pérformance with penalties for
poor performance represents a réasonable way of achieving that
balance. Any proposed shareholder incentive mechanism should
theréfore include minimum performance requirements and -
accompanying penalty features. The utilities should focus
ninimum pérformance requirements on efforts to achieve c¢ost- -
effective energy efficiency opportunities, and in particular, on
those which représent poténtial lost opportunities.

18. Shareholder éarnings derived from a shared-savings
approach to incéntives reflect the value of the énergy saved.
Incentive mechanisms that determine éarnings based solely on
program expenditures are unreélated to that value. Thus, for
programs whose savings can be réasonably estimatéd, a shared-
savings approach is superior. Shareholder incentive mechanisms
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 'should be based on a shared-savings approach for programs whose

*;fséyihgé can be reasonably estimated. We will deéefer the ’

~ application of shared savings to SoCal'’s programs unti) after as
marginal costs are adopted in I1.86-06-005.

118, - As an interim policy, shareholders’ raté of return on DSM

programs should bé no greater {and could bé lower) than

- shareholders’ rate of réturn on utility-constructed plants. On_an
interim basis, this policy should be applied to specific

shareholder incentive mechanisms, as followst
o For incentive mechanisms based on program expenditures,
such as SoCal Gas'® current variable raté of return -
mechanism, the earnings rate on program costs should not

exceed {(and could be lower than) thé authorizeéd rate of
return on utility constructed plants; T

For sharéd-savings mechanisms using an "S-curve" - ,
function, such as the mechanism adopted for SCE in its

récent GRC, the incentive payment target should be T
calculated using forecasted utility éexpenses at 100% of
forecasted net savings, timeés & raté that is no higher.
{and could bé lower) than the authorized rate éf return

on utility constructed plants: and

For "flat rate" shared-savings méchanisms, such as the
onés adopted for SDG&E and PGLE in D.90-08-068, theé
shared savings rate should not exceed {and could be
Jower than) the authorized rate of return on utility

constructed plants.

We will revisit the issue of comparable earnings and earnings

l'llmltélcaps in a later phase of this proceeding, after CACD's

report has been submitted,
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VI. Measurement, Evaluation, and Accounting

20. The stablé devélopment of DSM programs that deliver .
reliable energy savings for California § ratepayers depends on
well-designed methods of program neasurement and evaluation.
Thoughtful measurement and evaluation practlces are required to
gauge utility performance, verify energy savings, and improve the
design ‘and success of futuré DSM programs. The utilities shéuld
make program measurement and evaluatiOn a priority.

21, It is reasonable to base shareholder 1ncentives on{f »

prespecifled savings esttmates—at—thts—ttme———The until we can
implément a shift from prespecified savings estimates to

estimates ex post verificatfon made after program impleméntation
shenid-occur—as—swiftiyas—practicable. Though prespecified '
savings éstimates increase risks to ratepayers, the measuremént
protocols developed as part of the Blueprint help mitigate these

risks. To implément the shift to ex post verification. we will

conduct a consolidated measurement and évaluation jH&B)Aphase in
this Rulemakinag and Companion Investigation. This H&E phasé will
sérve as the forum for addressing the following types of

measurénent-rélated issuest
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Pre-Inpleméntation Measurement. The

acceptable methods and procedures for S
estimating, prior to program implementation,
the various program impact parametérs for DSM-
programs., These include the load impacts-

(and its componénts}, participation level,
utility costs, total costs and useful lives

of DSM measures.

Post-Implémentation Measurement. The
acceptablée methods and procedures for _
measuring DSM program impacts after prégram

implementation. This includes deveéloping
quidelinés for M&E actlvitles beyond current

activities.

Incorporating the Results of Heasurement

Studjiés. Using the reéesults of M&E activ1ties .5-7

to (1) refine pre-~ and post-implementation

measurement protocols, {2} adjust forecasts :
of DSM program savings, and (3} adjust -

shareholder earnings under a shared-savings -

nechanism.

We intend to base payménts of sharéholder 1ncentives on post-,5

installation verified savings, for all shared-savings grograms
authorized as of January 1, 1994, using the protocols adoptéd in
the MLE phase. Verification may bé in the form of meteréd results,
sample bill analysis, or othér post-installation measurément -
methods that we déeem appropriate. As part of thé MsE ghéSé;fﬁé .
_'willlconSider procedural options for refining and updating MEE

‘protocols on an on-qoing basis.

22, It is important that forecasts of DSM savings beé as
reliable as—forecasts—of—supply-side—optiens in meeting
california’s energy needs. Rigorous measurement and evaluation
enhances the reliability of these forecasts. The utflity will
includée a comprehensive and aggressive measurement plan with any
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':reQUest for DSK fdnding whxch includes shareholder incentives.

o For programs authorized for 1992 and 1993, this plan should be
' con51stent, at a minxmumi with the protocOls tncin&ed—as—

”Eﬁppendtx—e—of_thts—ruiemaking~ contained in Appgndix A of the.

_-Collaboratlve Blueprlnt. For progqranmns authorizéd for 1994 and
béyond, this plan should be consistéd w1th the prot0cols adonted

'in the MsE phase of thése procéedings. Proposed—changes—to

-23.‘ ‘The utility should ekplicitly quantify the followlng for
_any proposed shareholdér mechanismt : : '

Thé rate effects of both the program 1ncent1ve and
_ prOgrans costs to which the incentive will apply;
‘0 Thé progranm’ s net resourcé savings} and _
6 Thé timing of both rate effects and resource savings.

24. ~ The DSM Advisory committees provide an 1nforma1 forum for
‘parties to review utility programs and to work with the utility
‘on any proposed changes to its programs. Thes¢ activities can
‘augment effective program implementatioﬁ. ‘The ‘utilities should
continue the Advisory Committees. Fox the COmmittees to be

. offéctivé, the utilities should clearly define the role of the
‘committee and the input it seeks) provide the Commi ttee with
_comprehensive information on programn implementation activities;
notify Committee members in a timely fashion of proposed program
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changes} provide adequate information supporting such changesj -
and coordinate Committee activitiés with current and anticipatéd
requlatory proceedings and other reviéw procedurés. To this. end,
respondents should establish a single clearinghouse for all- =
Advisory Committeé noticing and scheduling, as déscribed in
Section 1V.H of this order. -

25. Wée intend to improve thé consistency with which DSM
programs are treated across utilities and across regulatory

forums by initiating the consolidatéed M&E phase described in Rule

21 and by addressing generic policy and méthodological issues in

this Rulemaking and Companion Investigation. Determinations made
in thése proceedings should bé used in any subsequent utilit‘—i;.
specific procéedings. We may also consider further consolidation
of DSM-related issues at a later stagé of these proceedings, . -
after our generic investigation on ratemaking (R.90-02-008/

1.90-08-006) is completed.
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vIi. Bidding

resource—plen; Introducing competition into the utility’s  ; '
acquisition of demand-side resources offers great potential for
achieving our goal of reliable, least cost, environmentally

sensitive énergy service.

. 217, The utilities will work with the Division of Strategic
Planning (DSP) to develop and implemént several DSM pilot bids,
‘PGLE has volunteered to conduct a pilot bid based on & ==
partnership approach. Public Utilities Code §747 requirés this
Conmission to tést at least one replacement DSM-only bid, and an

integrated resource bidding pilot, and a DSM bidding pilot for
gas utilities. As one of their DSH-only bid pilots, respondents‘

should test at least one replacement bid. CACD will perform an. -
evaluation of the pilots, in consulation with the California o

Enerqy Commission. This Commission will submit its report, with
any recommendations, to the Legislature by January 1, 1993,

28, The bid pilots should be designéd to ensure that 1) the
procurénment process is fair, 2) contract terms equitably share
risks, and 3) utility market power is mitigated. To the éxtent
practicable, the bidding pilots should incorporate ‘both price-
and non-price factors for all DSM programs.

29. Bach of the pilets, including PGSE’s, will be addressed
in the investigation opened in conjunction with this rulemaking.

(END OF ATTACHMENT 1)
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 TABLE OF ACRONYMS AND ABBRBVIATIONS :f;'7

Administrati?e Law Judge o - : o
An Energy Efficiency BIUéprint for Califcrnia:f
comnission Advisory and’ COmpliancé Division
california Energy Commission ,k'r - T
california Large Enefgy Consumérs Assbciation'
california Manufacturers Associatién :
california Collaborative '
california Public Utilities COmmissiOn
Decision S
california Departmént of General Services o

‘Department of Defeénseé

pivision of Ratepayer Advocatés o
demand-side management ‘ o

Energy Cost Adjustment Clausé _
Electricity Réport

enérgy service companies

Geéneral Rate Casé _

Henwood Enérgy Servicés, Inc.
Investigation *

Iterative Cost-Efféctivéness Hethod -
Kenétech Enérgy Hanagement,‘lnc.y3 o
measureément and évaluation: - :
National Assoclation of Enérgy service COmpanies
Natural Résources Defénse cOuncil '
non-utility generators 7
Order Instituting Investigatien
Order Instituting Rulemaking '
Participant cost

Pacific Gas and Electric company
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prehearing conféféﬁce

Public Utilities Code - ... .
Public utilities Regulatory Policies Act T
oualifying Pacilities -
Reséarch, Development & DemOnstratiOn

Rate Impact Measure

proposed rules :

South Coast Air Quality Hanagement District'
Southern california Edison Company

san Diego Gas and Electric ‘Company

Southern california Gas Company

Southwest Gas Corporatien

Standard Practice Manual -

Societal Test

SYCOM Enterprises

Transmission and Distribution

Transphase Systems, Inc.

Total Resource Cost .

Toward Utllity Raté Normalization :

utility cost :

Utility consumeérs’ Action Network Association
Biennial Résource Plan Updaté Proceéding

(END OF ATTACHMENT 2)
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'SUMMARY OF RULES AND POLICY STATEHENTS
PROPOSED IN THE OIR/OIXI (AUGUST 7, 1991)

I.  Resource Planning and DSM Program Defin1tions

1. This Commission’s goal for utility resodurce proc0remeﬁt
is reliable, least cost, environmentally sensitive eléctricity
servicé, Using énergy more éfficiently constitutes an important
means of achieving this goal. The utilities should treat énergy
éfficiency improvements and energy conservation as viablé
alternatives to traditional suppiy—Sidé résource options.

2, Lost opportunities are those energy éfficiency options
which offer long-l1ived, cost-eéffective savings and which, if{n§t »
exploited promptly, aré lost irréetrievably or renderéd much moré
costly to6 Achiéve. The utilities should place special emphasis
on DSM activities which capturée potential lost opportunlties. -
The utilities should submit a detailed account of strategiés i

designed to capturé lost opportunities with any request for
sharéholder incentive méchanisms andfor for incréases in DSM

program funding.

3. As defined by the Collaborative, “cream skimming” results
in thé pursuit of only the lowest cost conservation and load
managemént measureés,-léaving behind other cost-effective -
opportunities. To réduce thé poténtial for cream skiﬁmiﬁg;'fhgt
stakeholders agrééd that any proposed incéntive méchanism should
include strategies explicitly deésigned to avoid such activities.
Parties are invited to provide comments on whether cream skimming
as déscribed by the Collaborative continues to be a concern, ‘and
vhether the utilities should continue to provide a detailed
account of strategies to avoid cream skimming with any proposal
for shareholder incentives, or increasés in funding levels for
DSM programs which are eligible for incentives. :
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4, To ensure optimal funding of DSM activities requires
consistent treatmént 6f programs across utilities and acréss
» regulatory forums. Common terms and program definitions heélp
ensuré consistent treatment. The utilities should use the
definitions included in Appendix B of this rulemaking when
characterizing any proposed program. The burdén is on the
utility to justify any departuré from them. The Reporting.
Requirements Manual should be modified to include the terms and
definitions included in Appendiqu. This OIR will rémain épen to
accommodate any request to médify the terms or definitions
proposed hereéin or to add new terms or definitions.

IX. Cost-Effectivéness Indicators

5. The teésts in the Standard Practice Manual (SFM) help |
assess the variety of effects associatéd with new or éxpanded DSM
programs., Thé tests in the SPM will servé as the standard for
determining DSM program cost-éffectiveness until a methodology is
establishéd that allows for thé sidé-by-sidé comparison of
demand- and supply-side resources. The utilities should pérform
cost-effectiveness analyses for any proposed DSM program :
consistent with the indicators and methodologies included in the
SPM. Thé utility should, to the éxtent practicablé, perform each
of the tests included in the SPM for any proposed DSM program.

6. This Commission rélies on thée Total Resource Cost Test
(TRC) as the primary indicator of DSM program cost éffectiveness.
This reflects our view that utility DSM activities should focus
on programs that serve as alternatives to supply-side résource
options. Energy efficiency programs and 16ad management programs
which promote energy efficlency serve as such alternatives
because they reliably reduce a utility’s fuel and/or capacity

needs,




. R.91-08-003, 1,91-08-002 ALI/MEG/f.s  °

ATTACHMENT 3
Page 3
7. To the extent practicable, nonprice factors should be ‘

ccnsidered along with price factors in utility resource
procurément. = Insofar as nonpricé factors developed in the ‘
~ Biennial Résource Plan Update (Update) for supply-side resources

‘affect DSM programs, the utility should include them in cost-
~ effectiveness analyses consistent with their development in the

‘Update.

8. Resourcé valué refers to thé ability of a DSM program to
reliably reducé utilities’ fueél and/or capacity needs. For DSE
programs designéd to defer or avoid these requiréments, the
résourcé valué associated with such programs should bé consistent
with the utilities’ avoided cost adopted in the Update, These.
;.—values should be used in applicable cost-effect1Veness analysés

-;and wheén calculating shareholder incentives.

9. Insofar as & DSM program résults in indirect costs, tﬁéy
should bé considered. The speculative naturé of any attempts to
quantify indirect costs significantly reduces their applicability
as an analytic tool at this time. These costs should theréfore -
not bé required in any of the cost-effectiveness tests included
in the SPM. The issues related to indirect costs of DsM programs
aré technical in nature. The SPM working group, which is
convenéd by the CPUC and the CEC, répreseénts the appropriate
forum for considering indirect costs as they ‘apply to DSH

programs.;

10. Shareholder incentives represent a true economic cost’ {in
the production of utility DSM programs and should be included in
the TRC test, the Societal test, the Rate Impact Measures, and

the Utility Cost test,
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11, The usefulnéss of the TRC tést as a primary indicatér of
cost-effectiveness is limited for certain programs. Diréct =
Assistance programs addreéss equity concérns}? as such, pOsitiVe
" cost- effectiVeness shall be an important, but not the sole,
factor used to determine funding levéls for these programs.
cost-efficiency is also important in thé conduct of Direéct
Assistancé programs: For Information Programs and Energy
Management Services, the 1ink betwéen programs and savings is
difficult to discern. Strict adherence to the TRC should not be

required for these programs.

12. Load Building programs lack resource value, and the TRC
does not apply to these programs. Though utility DSM actiV1ties
should focus on energy efficiency. programs. and load management
programs which promote energy efficiency, the: purSU1t of certa1n
load bullding programs may achieve other policy goals. The -
utility should design any load building program so as to avaid
frustrating this Commission’s goal of ‘éncouraging energy
efficiency and énergy conservation.

13. Fuel substitution programs may offer resource value and
environmental benéfits. He currently lack a framework to assess
. the tradeoffs betwéen gas and electric DSM programs that conmpete
to provide the sameé service. Theé tests included in the SPM do
not capture these tradeoffs. Fuel-substitution programs should
reduce the utilities néed for électric generation ‘without
degrading environmeéntal quality. The TRC test should be the
primary indicator of cost-effectiveness for fuel-substitution
programs that meet these criteria. We discourage utilities from
pursuing fuel substitution programs with a predominantly l6ad
building character. For fuel- -substitution progranms designed to
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retain 1oad, the utility should demonstrate that the benefits of
‘the program justify relaxing our focus on energy efficiency t
programs,

V. Shareholder Incentives

14. Thé Electric Revénue Adjustment Mechanism and. Coré Fixed -
Cost Account remove thé disincentive for utilities to invest in
demand-side managément. ToO ensureé that demand-sidé managément
programs which result in, or promote, énergy efficiency are rot
disadvantaged in utility résource procuremént decisions, the
utility should be providéd a comparable opportunity for earnings
from prudent investments in both demand- and supply-sidé
,;alternatiVes. Shareholder incentivés can help énsure that these

opportunities are comparable,

15. . The differences émOng utility shareholdeér incentive
méchanisms approved in D.90-08-068 should éventually conVerge
toward a more uniform, statewide approach. Pending CACD’s report7
‘on shareholder incentives, it is appropriateé to establish a-
limitéd number of guiding principles govérning future shareholder
incéntives. These principles should apply to shareholder _
incentive mechanisms prOposed after the final adoption of this 7

rulemaking.

16, Shareholder incentiveé mechanisms should be designed to
éncourage enérgy éfficiency and load management programs that
promote energy éfficiency. Load building and load retention 7
programs should not be eligibleée for shareholder incentives, ‘Fueél
substitution programs should alsé bé ineligible pénding
résolution of the technical issues associated with assessing the

benefits to ratépayers of these programs.
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17. Shareholder incentive mechanisms should balance risk and
reward. Coupling rewards for good perfOrmance with pénalties for
poor performance répresents a reasonable way of achieving that
balance. Any proposéd shareholder incentive méchanism shOuld
therefore include minimum performance requirements and
accompanying penalty features. The utilities should focus
minimum performance réquiréments on efforts to achieve eﬁergy
efficiency opportunLties, and in particular, on those which
represent poténtial lost opportunities.

18. . Shareholder earnings derived from a shared-savings
 approach to incéentives reflect the value of thé energy saved.
Incéntivé mechanisms that deétermine earnings based solely on

~ progranm éxpenditures aré unrélated to that valué. Thus, for .
programs whosé savings can bé reasonably estimated, a shared-
savings approach is superior. shareholder inceative mechahisﬁs
should bé baséd on a shared-savings approach for programs whosé
savings can be reasonably estimated. :

19, Reliance on énergy‘Savings estimates made prior to
program implémentation to determine shareholder incentives
increases risk to ratépayers. This risk should be minimized
while still providing a comparable opportunity for earnings from
prudent expenditdfes in both démand- and supply-side resourcés.
A méchanism which 1imits the léveél of potential sharéholdér
éarnings méets these goals. This méchanism should be désigned
keeping in mind the neééd to éstablish comparable earnings
opportunitiés between prudent demand- and supply-side

expeénditures.,
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vI. Heasurenent, Bvaluation, and Accounting

20, The stable devélopmént of DSM programs that deliver
reliablée énergy savings for california‘s ratepayers dépénds on-
well-designéd methods o6f program measurémént and évaluation. .

Thoughtful measuremént and evaluation practices are required to

gauge utility pertormance, verify enérgy savings, and improve the'
design and success of futuré DSM programs. The utilities should
make program measurémént and évaluation a priority.

21, It is reasonableé to basé sharéholder 1ncentiVes on
prespecified savings estimates at this time. The shift frOn }L
préspecified savings estimates to éstimatées made after proqram L
implémentation should occur as swiftly as practicable. Though f:
"rprespecified savings estimates increasé risks to ratepayers, the :
measuremént protocols developed as part of the B;uepzin help
'mitigate these risks.'

22. It is important that forecasts of DSM savings beé as -
reliable as forecasts of supply-side options in meeting
california’s énergy neéds. Rigorous méasuremént and evaluation
enhances thé reliability of these forecasts. The utility will
include a comprehénsive and aggressive measurement plan with any
requést for DSM funding which includés shareholder incentives.
‘This plan should be consistént with the protocols included as
Appéndix C of this rulemaking. Proposed changes to these
protocols should be filed as part of this rulémaking.
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23, The utility should explicitly quantify the following for

any proposed shareholder mechanism: : '

The rate effects of both the program incentive and
programs costs to which the incentive will apply:
o The program’s nét resource savings: and
6 The timing of both rate effects and resource savings.

24, The DSM Advisory Committees provide an informal forum for
parties to review utility programs and to work with the utility
on any proposéd changés to its'programs. Thesé activities can .
augment éffective program implementation. Theé utilities should
continue thé Advisory Committées. For thé Committees to be

. éffective, the utilities should clearly define the role of the
Commjttee and the input it séeks; provide the committee with
compréhensivé information on program implementation activities.»
notify Committeé members in a timely fashion of proposed program .
changeés; provide adequate information supporting such changes} -
and coordinate committee activities with current and anticipatéd
régulatory procéedings and other review procedures. :

25, We intend to improve the consistency with which DsM
programs are treated across utilities and across regqulatory
forums. Decisions governing utility psM activities currently
take placé in several different proceédings. Establishing a
single forum whéré the utilities’ DSM activitiés can be revieéwed
simultaneously may furthér enhance consistent treatmént. We
propose to éstablish a single forum in which utility DSM
activities would be reviewed, approved, and funded every two
years. Parties are invited to comment on this proposal or to
provide detailed alternatives to thé proposal.
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VviI. Bidding

26. - All-source bidding, in whieh demand~ and supply- Si&e::’“
options competé on an équal footing for a place in the utility
resource plan, offers great potent1a1 for. achieving our goal of
reliable, least cost, environmentally sensitiVe electric sérvice.,

27. The utilities will work with the pDivision of stratégic
Planning (DSP) t6 develop and implement séveral DSM pilot bids.
PGSE has volunteered to conduct a pilot bid based on a '
partnership approach. Public Utillties code §747 requires thisir
comnission to test at least one replacement bid, and an o
integratéd resource pilot, and a DSM bidding pilot for gas
utilities. CAcD will perform an evaluation of the pilots. Thié]—
'Commission will submit its report, with any recommendations, to

the Legislature by January 1, 1993.

28, Theé bid pilots should beé designed to énsure that 1) the .
procurement procéss is fair, 2) contract térms equitably shareée- »
risks, and 3) utility market power is mitigated. To the extent’
practicable, thé bidding pilots should incorporate both price-
and non-price factors for all DSM programs.

29,  Each of the pilots, inoluding PG4E’s, will be‘addreeeed
" {n the investigation opened in conjunction with this rulemaking.

(END OF ATTACHMENT 3)
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