Funding and Administering
Public Interest
Energy Efficiency Programs

The Report of the Energy Efficiency Working Group

In Response to the
California Public Utilities Commission
Decision 94-12-063

August 16, 1996

P300-96-004



Thisreport is has been written in reply to the California Public Utilities
Commission Decision 94-12-063. The authors and participants that assisted in this
exercise are listed in the Acknowledgments and Active Working Group
Organizations.



ACKNOWLEDGMENTS

The Energy Efficiency Working Group would like to recognizeMichael M essenger, M oderator
for the Group, for his gallant efforts, good humor, and patience in coordinating and keeping on
track such alarge diverse group of energy experts representing broad differences in energy
efficiency goals and policies.

Thanks to the efforts of Joe Eto, Y ole Whiting, Bob Burt, Gene Rodrigues, Don Shultz and Tim
Tutt for contributing large sections of this report that tries to incorporate the many different views
of the Group members. We would also like to thank Peter Miller, Will Nelson, Sy Goldstone and
Rich Ferguson for suggesting many compromise edits that helped to speed this process along and
help everyone get along. Mike Messenger would also like to extend his appreciation to Chris
Chouteau of PG& E who helped to find meeting rooms and space and to PG& E who gracioudy
hosted many working group meetings. Finally special thanks to the editing assistance provided by
Mark Berman and Y ole Whiting.

Specia acknowledgment is given Gail Mancarti for co-facilitating most of the meetings, to David
Hungerford, Cheryl Bradley, and Dennis Smith of the CEC for taking minutes of the meetings and
to Penne Purcell for assisting Michael with the production of the report. Without her help, the
report would simply not have been completed. And, finally, to Bob Aldrich, who faithfully placed
al the report drafts on the Internet.

Active members of the Energy Efficiency Work Group who have played a mgjor role in shaping
the current report are listed below:

Thomas Adams Dian Grueneich Will Nelson

Joe Barrington Mike Hoover Rita Norton
Mark Berman Glynnis Jones David Nisenbaum
Carl Blumstein Martin Katz Katy Olds

Bob Burt Joe Kloberdanz Gene Rodrigues
Sheryl Carter Wally Kolberg Monica Rudman
Chris Chouteau PaulaLee Steve Schiller
Eugene Coyle Gail Mancarti Don Schultz
Herb Emmrich Katie McCormach Faye Smathers
Joe Eto Vickie McDermott Richard Sperberg
Rich Ferguson Dan Meek Tim Tutt

Keith Fuller Mike Messenger Phil Vermeulen
Mike Gadd Bill Miller Ed Vine

Sy Goldstone Peter Miller Y ole Whiting
Doug Grandy Archie Murray Mike Y amada

Richard Zeren



Active Working Group Organizations

Appliance Recycling Centers of America
California Energy Commission
California-Nevada Community Action Association
California Energy Coalition
Cdifornia Public Utilities Commission/Division of Ratepayers Advocates
Cdlifornia Legidative Conference
California Municipal Utility Association
CESWay
City of Palo Alto
Cdlifornia Department of General Services/Office of Energy Assessment
Electric Utility Research, Inc.
Environmental Marketing Group
Enova Energy
Environmenta Defense Fund
Insulation Contractors A ssociation
Johnson Contrals, Inc.

Lawrence Berkeley National Laboratory
Los Angeles Department of Water and Power Company
National Association of Energy Service Companies
National Resources Defense Council
Onsite Energy Corporation
Pacific Gas & Electric Company
Proven Alternatives, Inc.

Richard Heath and Associates
RESCUE
Sacramento Municipal Utilities District
San Diego Gas & Electric Company
Schiller Associates
Sierra Club
Southern California Edison Company
Southern California Gas Company
Southwest Gas Corporation
Toward Utility Rate Normalization



Funding and Administering
Public Interest Energy Efficiency Programs:
The Report of the Energy Efficiency Working Group

Table of Contents

Page
EXECUTIVE SUMMARY . . e e ES1
Typesof ActivitiestobeFunded .. ... .. ES-1
Market Transformation Goals .. ...t e ES1
SO0 P . oo ES2
Initial Level or Magnitude of FundingRequired ... .......... ... ... ... ES-2
Structureand ColleCtion . ... ... e ES-2
Administrative OPtioNS . .. ..o e ES-2
Jurisdictional ISSUBS . . . . ..ot ES-3
Actionsforthe Near Term . ... ... e ES-3
CHAPTER I: INTRODUCTION . ..ot ettt 1-1
Energy Efficiency Working Group . . ... .o oo e 1-2
Working Group Mission Statement ... ... e 1-2
Background . . .. ... 1-3
The Need For Continued Public Support for Investment in Energy Efficiency ......... 1-3
Structure Of REPOIT . . ..o o 1-4
CHAPTER 2: ACTIVITIESELIGIBLE FOR
PUBLIC GOODSCHARGEFUNDS ....... .. 2-1
Chapter Organization . . . ... ...t e 2-1
The Public-Policy Objectives of Energy-Efficiency Program. .. .................... 2-1
The Definition of Market Transformation . ............. ... .. . ... 2-3
Program Design GUIdElINES . . .. ...t e 2-5
What Types of Energy Efficiency Activities Should be Eligible for PGC Funding .. ... 2-10
Additional Policy Recommendations .. ............. i 2-14
Summary of Recommendations .. ... e 2-15
CHAPTER 3: THE NON-BYPASSABLE PUBLIC GOODS CHARGE:
SCOPE, MAGNITUDE AND COLLECTION ........ ..., 31
INErOdUCTION . . . . e 31
Magnitude of the Public Goods Surcharge . ......... .. 3-6
Modifications to PGC Funding LevelsOver Time .. ......... ... .. 3-16
Structure of the Public Goods Surcharge . ... ... ..o 3-16
How Much Would the PGC Charge Cost the Average Consumer?. . ............... 3-18



Table of Contents

(Continued)

CHAPTER 4 : OPTIONS FOR THE ADMINISTRATION
OF THEPUBLICGOODSCHARGE ....... ... 4-1
Issues from the Decision 95-12-063 Addressed in ThisChapter .. .................. 4-1
A Framework for Comparing Proposals for Administration of PGC Funds. . .......... 4-1
Key Similarities and Differences Betweenthe Proposals. ... .......... ... ... .. ... 4-4
Criteriato Consider While Reviewing Administration Proposals. . ... ............... 4-7
Summaries of the Mission, Functions and Key Issues Addressed in Each Proposal . . . . .. 4-9

The Cadlifornia Energy Efficiency Exchange Proposal
(sponsored by Division of Ratepayer Advocates) . . ... 4-10

The Energy Efficiency Fund of California

(sponsored by the SierraClub) . ... 4-12

Consensus Proposal on Energy-Efficiency Initiatives for
Californias Restructured Electric Services Industry
(sponsored by: National Association of Energy Service Companies,
Enova Energy, Onsite Energy Corporation, CES/'Way,
Proven Alternatives, Natural Resources Defense Council,
Environmental Defense Fund, Pacific Gas and Electric,

Southern California Edison, and San Diego Gasand Electric) . . ............. 4-17
Energy Efficiency Surcharge Administration
(sponsored by Southern CaliforniaGas Company) . ..., 4-21

PGC Administration Proposal: The California Energy Efficiency

and Public Interest Research Board

(sponsored by California Energy Commission Staff) .. .................... 4-23
Ratepayer Responsible Boards. The Cdifornia

Public Energy Resources Board

(proposed by the Environmental Marketing Group) . ..................... 4-27
Summary of Independent Administration Of PGC Funds for DSM
(sponsored by SESCOand RESCUE) . ......... ... i 4-31

Proposal for Administration of the Public Goods Charge by an
Existing State Agency -- Department of General Services

(sponsored by the Department of General Services) ...................... 4-33
CHAPTER 5: RECOMMENDATIONS TO GUIDE THE
TRANSITION TO A NEW PGC ADMINISTRATOR . . ... iat 5-1
INErOdUCTION . . . e 51
Steps the CPUC Should Consider Independent
of I1ts Choice of Administrative Options . ... ...t i 51

Relationship of Other Restructuring Decisions
to Energy Efficiency ACHVItIES . . . ... .ot 5-3



Table of Contents
(Continued)

APPENDIX A: Eight Individua Proposals for the Transformation of Energy Efficiency

Markets

APPENDIX B: The Changing Nature of the Public Interest In Energy Efficiency Due to

Restructuring, Implications for the Two Track Approach

APPENDIX C:  Acronyms Used in This Report

APPENDIX D: Active Working Group Organizations

Table 1-1.

Table 3-1.

Table 3-2.

Table 3-3.

Table 3-4.

Table 3-5.

Table 4-1.

List of Tables
Citations from CPUC Restructuring DeCiSionNS . . . ... ..o 1-5
Electric Utility DSM and RD& D Expenditures
Versus Total Electric Revenue from 1988 through 1995 . .. .............. 3-8
Recommended Statewide Annual FundingLevels. ............. ... ... ..... 3-9

Potential PGC Funding Levels as a Percentage of 994
Electric and Gas Revenues for Investor-Owned
Utilitiesin California. . . . ... 3-14

Conversion of Initial Funding Levelsto Surcharge
Percentages Based on 1994 Revenues for
Investor-Owned Electricand Gas Utilities .......................... 3-15

Cost of PGC to Typical Residential Customers
for Different Statewide Budget Levels . ......... .. ... ... .. ... . ... 3-19

Identification of Who Performs what Functionsin
Each Proposed EE Administration and Delivery System . ... ............. 4-2



OCoOoO~NOOUILDWNPE

EXECUTIVE SUMMARY

The Cdlifornia Public Utilities Commission's (CPUC) interim decision proposes the development
of a non-bypassable public goods charge (PGC) to fund public goods research and development
(RD&D) and energy efficiency activities. This report provides recommended approaches (for
energy efficiency only) to begin implementation of this decision by identifying what types of
energy efficiency activities should be funded, options for the scope and magnitude of funding,
and proposals for the administration of these funds. The principle recommendationsin this
report are summarized below.

TYPESOF ACTIVITIESTO BE FUNDED

The working group recommends that all current energy efficiency program activities
administered by utilities should be initialy eligible for PGC funding. However, the strategies
used to promote efficiency investments and the design of these programs will need to shift to
meet the CPUC's stated goal of market transformation. All Parties aso agree that the new
administrator should have the discretion to decide, within the adopted guidelines on a case by
case basis, whether or not proposed program designs are consistent with the CPUC's market
transformation objectives and its guidance not to pursue those activities that will normally be
pursued by the private market. This case by case review is necessary because the use of awide
variety of program strategies, including customer incentives, is expected to offer the most
effective approach to transforming markets. Indeed, any attempt to affect the structure of the
market must address the needs of individual customers.

MARKET TRANSFORMATION GOALS

Most Parties support an interim definitiorl of market transformation and provide a series of
potential program guidelines that the CPUC should consider. Parties disagree on the need for
the CPUC to adopt specific definitions, policies, or design guidelines immediately as part of the
mission statement for a new administrator. Some Parties recommend adoption of specific
guidelines to ensure that the CPUC's goa of funding only those activities that will not be
provided by the market is achieved. Other Parties recommend that the CPUC should not adopt
any policy guidelines now until more is decided about the structure, capabilities, and resources
of the new administrator. These Parties suggest the CPUC should delegate the task of deciding
whether or not proposed program designs are consistent with its market transformation goals to
the new administrator or defer this decision until later. The report also contains an analysis of
the market barriers addressed by current energy efficiency program designs and recommended
guidelines for use in ensuring that publicly funded activities are not displacing private market
activities or sales.

' The interim definition proposed is " market transformation activities are designed to achieve long-lasting
changes in the structure or operation of the market by reducing market barriers to the adoption of cost beneficial energy
efficiency measures to the point where further public intervention is no longer appropriate in that specific market
segment.”

ES1
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SCOPE

Most Parties in the Working Group support the development of a surcharge that collects funds
from al natural gas and electricity users subject to the CPUC's jurisdiction. Thisis because of
the need to ensure the surcharge is non-bypassable, does not encourage fuel switching, and is
fair to all market participants. They also support continued use of public funds to encourage
energy efficiency investments in both the electricity and natural gas markets and oppose a sole
focus on electricity, particularly since most customers receive both gas and electricity from
utilities. Southern California Gas (SCG) disagrees with these views. SCG strongly recommends
that gas users should not be subject to the PGC because: (1) the gasindustry has already been
restructured and gas energy efficiency programs are aready efficiently administered by gas
utilities; and (2) SCG might be competitively disadvantaged if electric municipal utilities do not
collect a PGC while investor-owned utilities (I0U) collect a PGC within SCG's service territory.

INITIAL LEVEL OR MAGNITUDE OF FUNDING REQUIRED

Parties recommend initial annual funding levels that range from $197 million to $427 million per
year. Thelow end of the range corresponds to the energy efficiency program expenditures
authorized by the CPUC for investor-owned utilitiesin 1996. Thisis equivalent to 0.84 percent
of revenues from the investor-owned gas and electric utilities (equal to 1.1 percent of electricity
revenues only). The higher level, $427 million, corresponds to actual spending on electric and
gas demand-side management (DSM) programs (energy efficiency plus load management, fuel
substitution, load retention and direct assistance programs) by investor-owned utilitiesin 1994,
the year restructuring began. Thisis equivaent to 1.8 percent of electric and natural gas
revenues (equal to 2.4 percent of electric revenues). Other Parties recommend using either the
1994 level of expenditure on only energy efficiency programs, which was $331 million, or the
annual average expenditures on DSM programs from 1988-1994, which was $367 million. One
member recommends that the specific surcharge level should be negotiated with each investor-
owned utility or municipa utility based on their financial circumstances. Finally, some Parties
maintain that setting a surcharge funding level is premature until other decisions are made about
the scope of market transformation programs and restructuring in general.

STRUCTURE AND COLLECTION

Most Parties agree that the CPUC should collect the PGC based on energy consumption or a
charge per kilowatt hour. This could also be done as a percentage charge on the entire
electricity or natural gas bill. Some members recommend deferring a decision on thisissue
because it needs to be resolved consistent with the rate designs being considered to collect the
competitive transition charge.

ADMINISTRATIVE OPTIONS

Parties recommend arange of new administrative structures to set policy, administer PGC funds,
and deliver energy efficiency programs or activities. Most proposals create new policy or
administrative boards to implement the CPUC's genera policy directions and new mechanisms
to ensure independent administration of the funds and effective delivery of program services to
all market participants. Key differences among the proposals include the role of utilitiesin
administering these programs, (from a prominent role to no role), who controls the PGC funds,

ES-2
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whether administrative organizations can also have affiliates who compete for these funds
(proposals range from no to a conditional yes), the mix and voting rights of public and private
members of the governing boards, and who should perform market assessment and program
evauation functions. A detailed overview of the differences in the proposals is shown in matrix
form on page 4-3.

JURISDICTIONAL ISSUES

Most Parties believe that the public goods surcharge would ideally be collected from all
customers, including those of municipal utilities, to ensure alevel playing field and that al of the
beneficiaries of these public programs also pay for them. The CPUC, however, does not have
jurisdiction to adopt a statewide PGC. Parties proposed four strategies to deal with thisissue:
(1) adopt a PGC for customers of investor-owned utilities and later seek legidation that would
require municipal utilities to collect a PGC from retail customers; (2) immediately seek
legidlation to establish a statewide PGC; (3) seek legidative authority to have all distribution
utilities collect the PGC now but alow municipal utilities to continue to control and administer
these funds; and, (4) adopt the PGC now for customers of investor-owned utilities only.

ACTIONSFOR THE NEAR TERM

Chapter 5 provides alist of actions the CPUC should take within the next 18 months to build the
foundation for the new administrative structure. Most Parties recommend that the CPUC
encourage Parties to begin laying the foundation for the pursuit of market transformation
objectives by pilot testing new concepts, program activities, and approaches to measure the
market effects of these activities. The Parties also recommend that the CPUC initiate a
proceeding in early 1997 to develop guidelines and reporting rules for the new administrator, as
well as to consider any necessary changes to the CPUC's DSM policy rules. Finaly, all Parties
recommend that the CPUC consider the impact of some key decisions being made in other
restructuring forums on the capabilities and the effectiveness of the administrative structure
chosen as aresult of this report.

ES-3
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Chapter 1
INTRODUCTION

This report is submitted by the Energy Efficiency Working Group in response to the California
Public Utilities Commission’s (CPUC) decisions and rulings in its restructuring proceeding. The
CPUC has asked the Working Group to provide information regarding the types of energy
efficiency activities to be funded through the Public Goods Charge (PGC), the magnitude of this
charge, how it is to be collected, and administration of activities to be funded by the charge.

The Parties to the Working Group believe that public intervention to encourage cost-effective
energy efficiency not naturally provided by the market is justified in view of the market barriers
to efficiency investment that pervade our economy! These market barriers, which cannot be
overcome by individuals or firms acting independently, obstruct the adoption of what would
otherwise be cost-beneficial energy efficiency actions. An important role exists for public
intervention aimed at reducing, removing, or overcoming market barriers to avoid the loss of
widespread economic and environmental benefits from increased efficiency and to ensure
continued transformation of the market for energy efficient products and services.

This report focuses on energy efficiency issues related to the PGC. The Working Group has
attempted to follow the general policies provided by the CPUC, while addressing additional
issues and options as they have arisen. It has taken an inclusive approach, ensuring that all
Parties’ views on relevant issues are included for the CPUC'’ s consideration.

The issues related to energy efficiency are complex and cover awide spectrum. Parties who
have participated in the Working Group represent a variety of companies, agencies, and interests
that may be strongly affected by restructuring. The following quote from an ancient philosopher
provides some perspective on the group's deliberations within the context of changing market
institutions:
It must be remembered
that there is nothing more difficult to plan,
mor e doubtful of success,
nor more dangerous to manage,
than the creation of a new system.
For theinitiator has the enmity
of all who would profit
by the preservation of the old institutions
and merely lukewarm defenders
in those who would gain by the new ones.
-N. Machiavelli

! Golove, W.H. and JH. Eto, Market Barriersto energy Efficiency: A Critical Reappraisal of the Rationale
for Public Policies to Promote Energy Efficiency, Lawrence Berkeley Laboratory Report No. LBL-38059, Berkeley,
CA: Energy and Environment Division, Lawrence Berkeley National Laboratory, 1996.
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It should be noted that some members felt that the term "lukewarm" was not an adequate
description of the conduct of either the "defenders’ or the "advocates' in this Working Group.
Indeed, all parties approached these issues with alevel of passion and commitment not normally
observed in aworking group process.

The Working Group attempted to reach consensus on issues wherever possible, and this report
identifies the areas where this effort was successful. It also describes areas where consensus was
not reached, with discussions of differences and Parties’ positions regarding the issues. In some
areas there is still more work required on details, and some of the administrative proposals call
for implementation details to be determined by various entities. The Working Group believes
that the information presented in this report, together with the individual comments to be
provided by Group participants following the report’s completion, provides the CPUC with
adequate information to establish a structure for collecting and administering the funds to
support energy efficiency activities that would not be carried out by the private market. The
Working Group is prepared to continue in any efforts desired by the CPUC to enable this result.

ENERGY EFFICIENCY WORKING GROUP

This Working Group began meeting in February 1996 in anticipation of CPUC direction for
stakeholders to evaluate energy efficiency issues. Meetings were held from February through
August, in both San Francisco and Sacramento. The Working Group was open to all interested
Parties and was comprised of many Parties interested in energy efficiency issues. A listing of
Working Group participantsisincluded in Appendix D. Michael Messenger of the California
Energy Commission (CEC) Staff acted as the Working Group’ s facilitator, assisted by Gail
Mancarti. Meetings were scheduled and agendas developed with input from the Parties, and all
members were encouraged to participate in discussions in and outside of the meeting process.
This report was written by volunteers from the Working Group, with the entire Group’ s input
and assistance. A group of editors was given the task of finalizing and editing the report after
the drafts had received extensive review and revision by the Working Group. Mike Messenger
was responsible for including al of the final editorial changes and takes responsibility for any
errors or omissions. The final draft was also reviewed by all members of the Working Group,
with the goal of including all points of view as accurately as possible.

WORKING GROUP MISSION STATEMENT
The Working Group agreed early in the process on the following mission statement regarding its
efforts in preparing this report.

The Group’s mission is to produce a timely and informative report that responds to the
major issues related to energy efficiency programs/activities identified in the CPUC
restructuring order and provides recommendations and sufficient background on related
issues to ensure an informed decision can be made.

1-2
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BACKGROUND

Since the early 1980s, California has encouraged energy efficiency efforts through its regulated
utilities, with emphasisin various areas as needs have changed and arisen. California has long
been viewed as a leader in the country due to its successes in achieving significant energy
efficiency results through these activities.

The Legislature and CPUC have adopted and promoted policies to ensure that cost-effective
energy efficiency has been effectively pursued so that California could reap the benefits of these
achievements. CPUC Code Section 701.1 requirements are summarized in Chapter 2. The
CPUC has developed an extensive list of rules related to utility demand-side management
(DSM) activities, protocols for measurement and evaluation, and a shareholder incentive
mechanism designed to encourage utilities to maximize net resource benefits. Since 1977, the
combination of regulatory and non-regulatory efforts has saved California consumers at |least
$13 billion.2

The CPUC, in its restructuring decisions, has continued the state’s commitment to the public
policy objectives related to energy efficiency. It has recognized that many of its policies and
procedures for pursuing these objectives through the state’ s regulated utilities must change in
light of the changes which will occur in arestructured electric industry. The CPUC has
supported a non-bypassable charge to fund energy efficiency and other public interest activities.
It has asked the Working Group to investigate necessary changes related to this charge and the
manner in which energy efficiency has been delivered in the past which may be desirable under
restructuring. Key citations from the CPUC decisions are presented in Table 1-1 at the end of
this chapter.

THE NEED FOR CONTINUED PUBLIC SUPPORT FOR INVESTMENT IN ENERGY
EFFICIENCY

Asthe electricity supply system becomes more competitive, most Parties believe that public
sector efforts to improve energy efficiency will become even more critical than they have been in
the past. Great gains in economic efficiency are anticipated as generators and distributors of
electric power compete for large customers. Concern has been growing, however, for some
Parties, that lower prices, especially for larger customers free to negotiate exclusive supply
contracts, may increase total energy consumption, and that structural changes, along with
existing, unremediated market failures, may create higher bills for smaller users -- especially
residential and small business customers. Thiswill increase environmental and resource-
depletion costs, encourage greater resource inefficiency, and increase inequity at the same time
funding for energy efficiency activities designed to mitigate these impacts may be declining.

Most Parties agree that the major rationales for public participation in the markets have not
changed: the costs to society of environmental damage, resource depletion, energy dependence,
and volatile prices are still not fully included in the private cost of energy; information about
those costs that could help consumers make more efficient choicesis till difficult to obtain and

2 California Energy Commission, Draft Energy Efficiency Report, June 1996.
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hard to act on; and most choices of energy-using technologies currently provided by the market
still reflect along history of artificially low energy prices. The market does not now, and will
not, especially in the absence of public sector intervention, reach a societally optimum level of
investment for energy efficient products and services in the foreseeable future.

The shift in focus of energy efficiency efforts from an emphasis on resource value to an emphasis
on market transformation will not eliminate or reduce the need for continued public support for
these activities. To continue the essential task of realizing public benefits by increasing
efficiency, the non-bypassable PGC indorsed by the CPUC is necessary to fund cost-effective,
market transforming energy efficiency activities.

STRUCTURE OF REPORT
Thisreport is structured as follows:

Chapter 2 discusses the CPUC's original goals for energy efficiency activities and how
restructuring and the CPUC's interim decision will affect the strategies and approaches used to
achieve these goalsin the future. The CPUC's interim guidance with respect to program design
is assessed and interim design guidelines are discussed. It concludes with areview of the market
barriers addressed by current energy efficiency programs and recommendations on the types of
activities that should be eligible for PGC funding.

Chapter 3 provides recommendations on the scope, magnitude, structure, and collection of the
PGC endorsed in the CPUC's decision. These sections contain recommendations on which
customers should pay the PGC, how much funding is necessary to support energy efficiency
policy objectives, and how these funds should be collected.

Chapter 4 discusses the principal functions of the new organizations responsible for the
administration and implementation of PGC funds. It includes summaries of Parties proposals
for a new administrative structure and a discussion of the key similarities and differences
between the seven proposals. This chapter also presents criteria for the CPUC to consider in
evaluating these proposals.

Chapter 5 addresses the key issues the CPUC needs to address over the next 18 months in order
to bring the new administrative structure on line. Within this context the chapter also identifiesa
number of key decisions in related restructuring forums that are expected to have a significant
affect on the capabilities and effectiveness of the new administrator. As such, the CPUC should
strive to coordinate these decisions with the decisions they make after reviewing the options
within this report.

This response has four appendices. Appendix A contain a complete description of each of the
seven major administrative structures proposed. Appendix B is afoundation paper on market
transformation. Appendix Cisalist of the acronyms used throughout the report, and
Appendix D lists the organizations that participated in the Working Group.

1-4



The following table contains the CPUC’ s statements in its restructuring decisions related to
energy efficiency and indicates the chapters of this report in which these statements are addressed.

| Table 1.1 Citations From CPUC Restructuring Decisions | Chggter |
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Energy Efficiency:

"The focus of publicly-funded energy efficiency programs should shift to those programs that
arein the broader public interest, for example, programs with market transformation effects and
education efforts that would not otherwise be provided by the competitive market." (COL 82)

“ Asdiscussed in our policy decision, we require additional information to allow usto establish
the types of energy efficiency activities to be funded through the surcharge. Aswe obtain this
information, we may modify our definition of appropriately funded activities or change the level to
be collected. In addition, we would like to explore how utility expertise can be utilized as we shift
to independent administration of these funds.” (Road map, 3.c, Energy Efficiency)

“ Customer specific energy efficiency projects should not require future funding from ratepayers,
but should instead rely on market-driven mechanisms." (COL 83)

"Customer funding is appropriate for activities that are designed to transform the energy
efficiency market and will not naturally be provided by a competitive market." (COL 84)

“ The primary motive behind utility investment in energy efficiency has been to defer or avoid the
high costs of new generation. However in a restructured environment, evaluating cost-
effectiveness on the basis of utility resource deferral may no longer be asrelevant.” (p. 154)

All of page 155.

"We propose a non-bypassable surcharge, the public goods charge (PGC), on retail salesto
fund public goods RD& D and energy efficiency activities." (p. 145)

“ By Jan 1 1997, energy efficiency costs should no longer be embedded in electric rates and
instead should be collected as part of the public goods charge applied to retail electric sales.”
(COL 85)

“We will, therefore, delay the January 1, 1997 changes to bills until all such lineitems and
surcharges are determined, no later than January 1, 1998.” (Roadmap, 3.c, Energy Efficiency)

“Initially the line item rate should be set for each utility's service territory to correspond to
authorized DSM funding. We will modify the level to be collected once we determine the
appropriate level of public funding consistent with the above discussion and the workshops we
anticipate conducting as part of our implementation of thisdecision.” (p. 157)

"Over time, we prefer to see the same surcharge applied consistently across all utilities' service
territories." (p. 157)

"Gas utilities should also participate in this process to ensure consistent treatment of
comparable costs among competitors." (Footnote 63, p. 157)

“ Because Legislation to ensure the surcharge is non-bypassable is desirable, we will likely ask
that the workshops be used to assist us devel oping proposed language for that legislation.” (p.
158)

“ After a short transition period, we believe the funds collected through a surcharge for energy
efficiency should be competitively allocated by an independent, nonprofit organization, but we
would like to capture the expertise and knowledge that the utilities have gained in administering
DSM programs as we begin the transition. We expect to reach closure on thisissue through the
implementation activities we will undertake in the next few months and through ongoing
coordination with the Legislature.” (p. 156)

“1f we order workshops, we will direct workshop participants to explore the details of an
independent administrator of these funds and the transition period to move to an independent
administrator. How utility expertise can be captured should be explored aswell.” (p. 157-158)
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Chapter 2

ACTIVITIESELIGIBLE FOR PUBLIC GOODS CHARGE FUNDS

This chapter responds to the CPUC'’ s request for additional information and recommended
activities that should be eligible for funding under the PGC. The chapter provides an interim
definition of market transformation, potential program design guidelines, a discussion of the
market barriers addressed by current energy efficiency programs and recommended activities
and program strategies to pursue with PGC funds.

CHAPTER ORGANIZATION

The first section discusses the Legidature and the CPUC’ s original goals for utility energy
efficiency programs and how restructuring and the CPUC’ s Decision will affect the strategies
and approaches used to pursue these goalsin the future. The following sections discusses the
definitions of market transformation, and then the CPUC's guidance in its decision with respect
to program design, including the role of customer-specific activities, and the program design
guidelines recommended by some members of the Working Group. The types of energy
efficiency programs that should be funded by the PGC to achieve market transformation effects
and additional actions that should be taken to make these programs more effective is discussed
next. The final sections provide additional policy recommendations from some Parties and then
summarizes the principal recommendations from this chapter.

THE PUBLIC-POLICY OBJECTIVES OF ENERGY EFFICIENCY PROGRAMS

What Arethe Current Public-Policy Goals of Energy Efficiency Programs?

Section 701.1 of the PUC Code establishes the legal basis for utility ratepayer-funded energy
efficiency programs. The code defines the principa goals of utility resource planning as: (1) to
minimize the cost to society of reliable energy services, (2) to improve the environment, and

(3) to encourage diversity of energy sources through improvements in energy efficiency (among
other things). It also directs utilities to exploit all practicable and cost-effective conservation or
energy efficiency improvements that offer equivalent or better system reliability and that are not
being exploited by any other entity.

The CPUC offered the following guidance on the appropriate public policy goas and objectives
for energy efficiency programs.

Sate policy supports utility pursuit of energy efficiency which is not pursued by other
entities (see PUC 701.1). We have promoted utility involvement in these programs to
ensure Californians received the benefits of energy efficiency, consistent with our resource
procurement goal of providing least-cost, reliable, environmentally sensitive energy
services. The primary motive behind utility investment in energy efficiency has been to
defer or avoid the high cost of new generation. However, in a restructured environment,
evaluating cost-effectiveness on the basis of resource deferral may no longer be as
relevant. (Decision 95-12-063, page 155)
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The focus of publicly funded energy efficiency programs should shift to those programs that
arein the broader public interest, for example, programs with market transformation
effects and education efforts that would not otherwise be provided by the competitive
market. (Decision 95-12-063, Conclusion of Law 82)

The Parties believe that the process of restructuring the electricity market should not change the
basic policy goal of promoting cost-beneficial energy efficiency investments as outlined in
current legidlation and CPUC policy. The Parties, however, believe that the historic strategies
employed to achieve these goals must be re-evaluated and modified to reflect basic changesin
the electricity industry. New program designs or delivery mechanisms may be needed to
respond to changes in both market conditions and CPUC policy.

All Parties support an increased emphasis on achieving the CPUC's market transformation goals.
They also support consideration of policies to increase customer value and pursue a higher
quality environment as discussed below.

The Parties believe that establishing conditions conducive to themaximization of customer
value should take on increased importance in the design of PGC-funded energy efficiency
activities. Customer value comes from all aspects of agood or service. The customer’s
perspective is already partially embodied in one of the CPUC's benefit-cost tests, the participant
test. Astherelevance of the other tests changes, the Parties believe that the achievement of
customer value deserves increased emphasis. The Parties, however, also acknowledge that the
pursuit of customer value alone, may not fully reflect societal preferences with regard to the
environment. Therefore, the Parties recommend the CPUC reaffirm the importance of
environmental protectionas arationale for PGC funding.

Findly, restructuring offers an opportunity to place new emphasis on other public policy goals
that were supported by some, but not al, Group members. They suggest energy efficiency
activities should be designed to: (1) increase the range of meaningful choices available to
customers; (2) reduce energy bills and provide other customer benefits for the energy services
received; (3) help reduce environmental impacts; and (4) help mitigate the market power of
supply-side resourceproviders by increasing the price elasticity of demand by providing
customers with better access to energy efficiency options.

Most Parties believe that current energy efficiency programs can be redesigned to achieve most
if not all of these policy objectives. The California Energy Commission (CEC) Staff believeitis
premature to determine whether or not, and to what extent, current energy efficiency programs
can be redesigned to effectively redlize the aforementioned market transformation objectives.
Below we discuss the definition of market transformation and how it could be used to provide
additional guidance on effective program designs.
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THE DEFINITION OF MARKET TRANSFORMATION
The concept of market transformation figures prominently in Decision 95-12-063, yet the CPUC
acknowledges that there are differences of opinion on what it means. The CPUC's guidance on
this topic includes the following citations:
Customer funding is appropriate for activities that are designed to transform the energy
efficiency market and will not naturally be provided by a competitive market. (Decision 95-
12-063, Conclusion of Law 84)and

It may also be appropriate to continue to provide financial incentives for energy efficiency
products and services. Any such financial incentives should be focused on transforming the
mar ket for energy efficient products and services, some examples of these activities are the
Super-Efficient Refrigeration Program, and manufacturer rebates for compact fluorescent
light bulbs and high-efficiency motors. We expect that public funding would be needed
only for specified and limited periods of time, to cause the market to be transformed.

Given our focus on market transformation efforts, we disagree with DRA's comments that
surcharge funds should be predominantly be used as a source of capital for the installation
of demand-reducing technologies and measures. (Decision 95-12-063, pages 156-157)

The Working Group spent a considerable amount of time discussing how this guidance could be
used to craft aworking definition of market transformation. Members of the Working Group
initially provided two definitions that focussed on two key aspects of market transformation, the
need to create lasting changes in the market and the need to work towards a goal of reducing
barriers in the market to the point where public intervention is no longer appropriate.
Eventually, most of the Group agreed on a synthesis of the two definitions as shown below.
Parties disagreed, however, on the importance of adopting this particular definition of market
transformation for use by the new administrator.

Publicly funded market transformation activities are designed to achieve long-lasting
changes in the structure or operation of the market by reducing market barriersto the
adoption of cost beneficial energy efficiency measures to the point where further public
intervention is no longer appropriate in that specific market segment.

SESCO believes that "market transformation” should refer to PGC funded activities that will
"accomplish the most cost effective actual energy conservation; taking fully into account the
effects upon people or businesses not directly assisted (the "non-participants') by the activity
and the effects of the activity on the future choices of participants.”

This definition is based on several underlying observations. First, customers today may face a
variety of market barriers inhibiting adoption of cost-beneficial energy-efficiency measures.
Second, the goal of energy-efficiency policy isto lower or reduce or overcome these barriers.
Third, there are many strategies for lowering market barriers; different market barriers,
moreover, may require different strategies. Fourth, intervention in a specific market segment is
no longer needed once market barriers have been lowered permanently or to the point where the
intervention is no longer cost-effective.
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This interim definition of market transformation is consciously intended to reinforce the Parties
view of the appropriate role of the private sector in delivering energy efficient equipment. All
Parties believe a guiding principle of PGC funding should be to create the conditions where
competitive delivery of energy efficiency products and services can thrive and PGC funding for
these activitiesis no longer required. Thus, energy efficiency activities should be designed to
transform the specific market targeted to the point where intervention is no longer appropriate.
The Parties recognize that, at thistime, it isimpossible to identify a date by when any specific
market will be transformed. In addition, there may be intractable market barriersin some
markets that require continuous public intervention. In sum, all Parties believe it should be up to
the administrator or governing board to determine if publicly funded market transformation
efforts have been successful, i.e., if and when further public intervention is no longer appropriate
or cost-effective on a case by case basis.

Members of the Group had different perspectives on the importance of adopting a definition
now and how the definition might be trandated into more practical program guidelines as
discussed below.

Two positions emerged with respect to the potential use of this interim definition. Some Parties
recommend that the CPUC should use this interim definition of market transformation to guide
the initial use of PGC funds but reserve any formal action until more experience with the market
transformation programs is developed. These Parties also maintain that any market
transformation definition should be presented to the administrator later on in this process as part
of alarger package of directions that detail how the entire administrative organization should
operate.

Other Parties recommend that the CPUC consider including a specific definition of market
transformation within its proposed mission statement for the new administrator. Absent this
definition, these Parties fear the administrator will continue to approve current program designs
without reviewing the approach proposed to seeif it is consistent with the CPUC's guidance in
this area.

Both sides of this debate agree that a definition and related policy guidelines will eventually need
to be adopted but disagree on the timing of when a definition of market transformation is
needed. All Parties also agree that it isimportant to set up a process that will allow the
definition of market transformation and related design guidelines to change over time as more
experience is acquired.
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PROGRAM DESIGN GUIDELINES

CPUC Guidance
In its restructuring decision, the CPUC signaled a desire to see some changes in the design of
energy efficiency programs. The CPUC offered the following guidance from this decision.

In general, it is appropriate to use public funds to ensure that energy users have
information about managing their energy use. It may be appropriate to have more public
resources available for educating residential and small business customers than large
electricity users, because large users generally have more resources to dedicate to
managing their energy use. (Decision 95-12-063, page 155) and

It may also be appropriate to continue to provide financial incentives for energy efficiency
products and services. Any such financial incentives should be focused on transforming the
mar ket for energy efficient products and services, some examples of these activities are the
Super-Efficient Refrigeration Program, and manufacturer rebates for compact fluorescent
light bulbs and high-efficiency motors. We expect that public funding would be needed
only for specified and limited periods of time, to cause the market to be transfor me@page
156)

The CPUC aso indicated what types of program designsit did not support as shown in the
following citation:
Customer specific energy efficiency projects should not require future funding from
ratepayers, but should instead rely on market-driven mechanisms(Conclusion of Law 83)

This section addresses each of these three citations. First, we address the more general issue of
what types of changes in program design will be necessary to achieve the new market
transformation objectives.

Working Group members had different perspectives on the best way to encourage a shift in
energy efficiency program designs or strategies to achieve the CPUC'smarket transformation
objectives.

Most Parties agree that it will be necessary to develop policy guidelines that are adopted by the
CPUC to guide the expenditure of PGC funds. These guidelines will be necessary to ensure that
PGC funds are effectively and efficiently spent and directed at achieving the CPUC's market
transformation objectives. However, these Parties recommend that the CPUC defer adoption of
specific policy guidelines until after the CPUC has resolved the issues of PGC administration and
funding. These Parties believe that adoption of guidelines now would be premature and is
unnecessary. In particular, the adoption of guidelines that are not well supported, that have
been well thought out, and that are not based on empirical evidence could result in a focus on
unproductive activities and the elimination of activities that have not been shown to be
beneficial. These Parties believe that deferring this task would allow for more careful
consideration of the issues and for the development of guidelines that are appropriate to the
particular implementation strategy that is adopted by the CPUC. This approach is supported
by 14 members of the Working Group who chose to endor se a specific approach here.
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Two Parties recommend that the CPUC should explicitly adopt policy guidelines to ensure PGC
funds are primarily spent on programs that create long-lasting market transformations by
explicitly targeting the reduction of market barriers not likely to be addressed in the private
market. These Parties suggest that in order to assure a smooth transition, activities directed at
reducing market barriers should be phased in while those traditional cash rebate/subsidy
programs that do not address specific market barriers are phased out. This policy would allow
administrators to continue to fund some more traditional financial assistance programs during
the transition to a new approach based primarily on reducing market barriers. This approach is
supported by the CEC Staff and SCG.

What Specific Guidelines Should Be Adopted by the Administrator to Guide Program
Design?

Despite these differences on the need to develop specific "market transformation guidelines,” the
Parties do agree that there will be a need at some point for the CPUC to provide some guidance
to the administrator on program design. The following isalist of illustrative examples of key
design principles or program emphases that could be used to guide market transformation
activities:

o0 Design emphasis on changing the structure of the market to encourage the adoption of cost
beneficial energy efficiency technologies.

0 A design geared toward affecting the market as a whole, rather than solely achieving
immediate customer-specific energy savings.

0 A design geared towards causing market changes that persist without continual public
intervention beyond maintenance or monitoring of the changed structure.

0 Design emphasis on promoting customer choice and feedback on the performance of energy-
efficient products.

0 Design emphasis on achieving substantial and verifiable energy, resource and pollution
savings that persist over the long term.

0 Design emphasis that fosters the growth of the energy efficiency market.

CEC Staff Recommendations

In addition to these general guidelines, the CEC Staff recommends that the CPUC adopt
guidelines specificaly amed at assuring a smooth programmatic transition to new initiatives
designed to meet its market transformation objectives. CPUC guidance in Conclusions of Law
82, 83, and 84 (D 95-12-063 page 214) provides a valuable impetus for more fully exploiting
major advances over the last 20 years in our knowledge about how to reduce market barriers?

® Appendix B contains an Energy Commission Staff prepared foundation paper which summarizes these
advances.
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Because these advances do not fit easily into the prevailing utility DSM paradigm, which places
emphasis on financial incentives and technical information, they have not yet been widely
applied. The impetus for change due to restructuring thus offers a unique opportunity to more
fully exploit this accumulated knowledge. But because they are likely to involve dramatic shifts
in program emphasis the new market barrier reducing initiatives which build on this knowledge
must be pilot tested and fine tuned before they can be implemented. And because they compete
with the traditional DSM paradigm the ability to nurture the necessary embryonic innovation is
endangered by the normal desire to justify the continuation of existing program categories and
reinforcing measurement protocols. To overcome the inevitable resistance to change and take
advantage of auniquely promising opportunity, the CPUC should establish guidelines that make
provisions, within whatever new administrative structure it chooses, for testing and, once
proven, championing the new market barrier reducing initiatives. These guidelines should
include the following:

0 Adequate staff and funds should be made available to explore, pilot test for practicality, and
ultimately champion innovative approaches directed at sustainable reduction in market
barriers.

0 To prevent any gap or abrupt shock in energy efficiency markets new activities directed at
reducing market barrier should be phased in while subsidies are phased out (with the
exception clarified below) during a transition period.

0 After the trangition, financial incentives should only be used in combination with other
market barrier reducing strategies and limited to products not yet established in competitive
market rather than to subsidize proven products.

0 The current emphasis on program load impact measurement should shift from concentration
on quantitative estimates of energy savings to include qualitative indicators on the degree to
which market barriers reducing initiatives realize lasting improvements in market structure
and performance.

How Will the Design of Market Transformation Activities Funded by the PGC Differ
from Business-As-Usual Energy Efficiency Programs Funded by Utility Ratepayers?
While some Parties recommend continuing to use the existing energy efficiency program
categories as a means of identifying and classifying potential PGC-funded activities, they do not
advocate a return to business-as-usual program designs to meet market transformation
objectives. These Parties expect that the design emphasis of most energy efficiency programs
will shift significantlyfrom programs which rely on cash incentives to influence individual
energy efficiency purchase decisions to programs that transform markets and lead to lasting
beneficial changes for al customersin the markets in which these decisions take place. Thus,
these Parties feel that the recommendation to rely on existing program categories for classifying
energy efficiency activities should not be confused with a recommendation to continue reliance
on traditional energy efficiency program designs.
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Can Market Transformation Objectives Be Achieved Through Customer-Specific
Financial Assistance Programs?
As previoudly noted, the CPUC offered two sets of guidance with respect to the use of PGC
funding for financial assistance:
Guidance 3. Customer specific energy efficiency projects should not require future funding
from ratepayers, but should instead rely on market-driven mechanisn@&onclusion of
Law 83) and

Guidance 2. It may also be appropriate to continue to provide financial incentives for
ener gy efficiency products and services. Any such financial incentives should be focused
on transforming the market for energy efficient products and services, some examples of
these activities are the Super-Efficient Refrigeration Program, and manufacturer rebates
for compact fluorescent light bulbs and high-efficiency motors. We expect that public
funding would be needed only for specified and limited periods of time, to cause the

mar ket to be transformed.(Page 156)

The Working Group spent several meetings trying to interpret the meaning of these two
directives. In the end, most Parties agree that the CPUC's fundamental intent is included in their
phrase, "Any such financial incentives should be focused on transforming the market for energy
efficient products and services." Each directive in the decision returns to this theme of
transforming markets. This conclusion led to the emphasis on carefully defining market
transformation in this report and then analyzing what types of PGC-funded activities, in addition
to the program examples suggested in the Decision, could meet the CPUC's test of
"transforming markets."

It is the nature of the market to depend ultimately upon individual customer decisions. To
succeed, all “market-driven mechanisms’ for transforming markets must establish a means for
causing customers to improve their decisions. Hence, all market transformation efforts must
have "customer-specific" effects. It isin this sense that the term “ customer-specific” isused in
the following discussion.

Program designs which provide customer-specific financia assistance for energy efficiency
projects currently represent a significant fraction of total utility DSM spending. These activities
have accounted for the lion’s share of energy and bill savings from utility DSM programs. Asa
result, these programs may have contributed significantly to the success of utility DSM
programs in transforming markets. Programs that include customer-specific activities
(including both energy management services and financial assistance) can be designed to
transform markets in the broader public interest and should, therefore, continue to be an option
for PGC funding.

There is a second reason not to rule out the use of cash rebates and other customer specific
financial assistance. The ability of programs that do not offer customer-specific financial
incentives to transform markets is often enhanced by the programs that do offer them. For
example, one archetypal market transformation strategy involves working “upstream” of
customers with manufacturers. A critical element in the success of these programs, which are
aimed at lowering the market barriers of these upstream producers, is the simultaneous offering
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of “downstream” programs, which may involve financial assistance aimed at directly or indirectly
lowering market barriers faced by customers. Constraining these programs to a “ one-legged”
approach would serioudly cripple their ability to transform markets.

In the final analysis, the extent to which PGC funds are spent for customer-specific assistance,
should depend entirely on the extent to which these activities are found to be an effective and
practical means for transforming markets and, for some Parties, reducing energy consumption.
Hence, the Parties wish to stress that, while they support continued funding for customer-
specific assistance defined in this manner (i.e., for the purpose of transforming markets), they do
not support PGC funding for the purpose of subsidizing product sales per se or for the
competitive objectives of benefitting specific customers in a discriminatory fashion, to the
exclusion of others.

SESCO does not agree with the above paragraph, because it fails to identify " whose
competitive objectives are forwarded by "benefitting specific customers' or what the language
"discriminatory fashion to the exclusion of others' means.

This interpretation of the CPUC's guidance with respect to customer-specific assistance will be
used for the remainder of the report in order to move to the question of what specific types of
activities should be eligible for PGC funding. The Parties request that the CPUC clarify its
guidance in its next decision if this interpretation needs some refinement.

How Can Current Programs Be Redesigned to Meet the CPUC's Stated Objectives of
Providing M ore Information to Residential and Small Commercial Customerson How to
Manage Their Energy Use?
In general, it is appropriate to use public funding to ensure that energy users have
information about managing their energy use. It may be appropriate to have more public
resour ces available for educating residential and small business customers than large
electricity users, because large users generally have more resources to dedicate to
managing their energy use. (Decision 95-012-063, Page 153)

Programs designed to improve small customer energy efficiency awareness should be a major
component of the PGC portfolio. Some Parties recommend that the portfolio of PGC programs
include promoting innovative pilot projects, such as the development of new, more user friendly
billing formats and or new metering and communication devices. Existing residential and
commercia information programs could be utilized to explore this concept as well as
experimenting with new forms of metering and communication technology that can provide
customers with feedback on the performance of their energy efficient equipment.
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Who Should Determine Whether Specific Programs, Either New or Current, M eet the
Guidelines That Are Ultimately Adopted in this Area?

All Parties agree that the new administrator(s) should be granted the flexibility to recommend or
determineif the use of customer specific assistance is appropriate for any given market segment
after carefully reviewing both the market barriers targeted by the program and any evidence that
this strategy has been or is likely to be successful. The use of customer-specific assistance
programs could be an important strategy to create a sustainable private energy efficiency
services industry that should not be summarily removed by program design guidelines.

Designing new institutions or mechanisms to measure the success of these market
transformation programs or activities should be a high priority for the new administrator. Itis
important to ensure that this new institution or research group is rewarded for pursuing
independent market research.

WHAT TYPES OF ENERGY-EFFICIENCY ACTIVITIESSHOULD BE ELIGIBLE
FOR PGC FUNDING?

The preceding sections have addressed alternative definitions of market transformation and the
CPUC's suggested changes to energy efficiency program designs or strategies. The CPUC
indicated that its guidance could change as more information was devel oped by the Working
Group. This section provides this additional information on the program objectives of energy
efficiency programs currently administered by utilities and their potential to transform markets.

This section begins by addressing the CPUC's direction that PGC funds should not be used to
support activities that would be normally carried out by the private market. The Parties propose
guidelines to support this objective and a preliminary list of activities that are not expected to be
adequately provided by the private market. From these guidelines and the list we proceed to a
review of existing program reporting categories for energy efficiency programs and a discussion
of the key market barriers addressed by each program type. The section concludes with
recommendations on what types of energy efficiency programs should be supported by PGC
funds based on these market barriers and the program guidelines recommended in the first
section.

Ensuring Public Funds Are Not Used to Provide Energy Efficient Goods or Services
Normally Provided by the Private M ar ket

The Parties reaffirm the Legidature’ s basic goa for publicly funded programs: to pursue only
those energy efficiency opportunities not pursued by others because of significant market
barriers to energy efficiency faced by customers. PGC funding is not appropriate for activities
that duplicate those services or products already provided by the competitive market. PGC
activities should be designed to increase the scope and amount of private sector energy
efficiency offerings and empower customers to evaluate these new options.

Most Parties agree that most of the current energy efficiency programs have the potential to

transform markets. What is essential is not the type of program, but the potential of the specific
program design to reduce market barriers not likely to be addressed by the private market.
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There are at least three reasons why a cost effective energy efficiency activity or service might
not be provided by private energy service providers:

o Providing the goods or servicesis not profitable because the benefits produced are public
goods and the cost of the service cannot be recovered in private markets.

o Providing the good or serviceisrisky if there are no effective market or feedback
mechanisms that can be used by customers to differentiate quality service providers.

0 Pervasive market barriers that inhibit customer access to capital or create high search costs
for new products act as a severe constraint to private firm entry into this market.

The new administrator should consider these principles when attempting to identify what
activities would not normally be provided by private firms.

Different types of programs and program designs can be used to address these market barriers
that are not adequately addressed by private firms* Below we provide a more complete listing
of the activities or services provided by the different categories of current (or energy efficiency)
programs. Following each category is an assessment of how these programs or activities can be
used to address key market barriers and then a recommendation on whether or not these
programs should be eligible for PGC funds.

Current Energy Efficiency Activities Funded by Utility Ratepayers

The DSM Policy Rules provide a detailed listing of the energy efficiency activities currently
supported by utility ratepayers. These activities primarily deal with addressing market barriers
to the adoption of commercially available technologies as opposed to performing basic or
applied research on new or emerging technologies. The potential need to use PGC funds to
address research and development needs for emerging energy efficiency technologiesis covered
in adifferent Working Group report.

There are four basic categories of energy efficiency programs: (1) Customer-specific energy
management services (2) Customer-specific financial assistance)(3) Market-specific activities
directed at classes of market participants(4) Planning and evaluation activities

Customer -specific energy management services These include activities currently reported as
Residential Energy Management Services (EMS), Commercial EMS, Industrial EM S, and

Agricultural EMS? These services generally involve providing technical assistance and reliable
information (e.g., audits) to customers on the expected energy impacts of installing a variety of

* For example, the provision of credible information on energy efficiency or product use through efficiency
ratings or product labels is a public good that is not usually provided by private firms and helps consumersto
differentiate between different levels of quality without incurring extensive search costs.

® Full descriptions of these program types can be found in the CPUC's DSM Policy Rules.
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equipment options to help them make better energy-efficiency related decisions. Key market
barriers addressed include:

0 High search costs; by reducing the customer's time and effort needed to identify and price
high efficiency equipment.

0 Product performance uncertainties; by providing customized analyses of the expected
energy impact of installing specific technologies.

0 The unbalanced flow of information between suppliers and customers: by providing listings
of available contractors and an independent analysis of the costs and benefits of spending
additional dollars for more efficient equipment or process changes.

All Parties recommend that all of the programsin this category should be €eligible for PGC
funding because they meet the CPUC's objective of transforming the market by addressing the
market barriers identified above and achieving cost beneficial savings for these customers
(SESCO last minute)

Customer -specific financial assistance These include activities currently reported as
Residential Weatherization Retrofit Incentives, Appliance Efficiency Incentives, Commercial
Energy Efficiency Incentives (EEI), Industrial EEI, and Agricultural EEI. Assistance generally
involves financial payments or financing arrangements that reduce the first cost or cost of capital
of energy-efficiency measures. Reducing the first cost of energy efficiency products by
providing financial assistance is a common strategy used by these programs to overcome a
variety of market barriers. This category would aso include the use of a standard performance
contracting process that offers fixed pricesslkWh saved to contractors and customers who can
deliver verified energy savings. Key market barriers addressed by providing financial assistance
include:

0 Accessto financing -- programs can provide loans or innovative payment options.

0 Owner or builder decision processes bound by custom -- cash incentives can help
restructure or revise decision making processes by making owners more aware of energy
efficiency investment opportunities.

0 Misplaced or split incentives between owners and tenants -- decision making processis
improved by subsidizing planning and specification assistance for owners who may be
indifferent to the energy bills paid by tenants.

0 Product or service unavailability -- cash incentives can stimulate manufacturers to re-tool or
stimulate distributors to stock more efficient models.

0 High transaction costs -- cash rebates can make customers more aware of the existence and
location of energy efficient products.
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All Parties recommend that financial assistance programs should be eligible for PGC funding in
so far asthey clearly target the goal of reducing marker barriers. SESCO believes that these
programs should also be required to produce cost effective savings, taking into account
demonstrable market transformation effects.

Market specific activities directed at specific classes of market participanff hese non-
customer specific activities are currently reported as Residentia Information Programs,
Residential New Construction, Other Residential Conservation Programs, Nonresidential
Information Programs, Nonresidential New Construction, and Other Nonresidential
Conservation/Energy Efficiency Programs. These activities generally provide information and
financial assistance to different classes of energy service providers, such as architects or
distributors, rather than to individual customers. The programs either address market barriers
upstream of the customer (e.g., those faced by new home builders or more generally product
suppliers) or aim to increase general customer awareness of energy efficiency.

Key market barriers addressed include reduction of product performance uncertainties through
the use of demonstrations and monitoring of equipment performance, expansion or creation of
new distribution channels that were restricted by custom or misplaced or split incentives
between the occupants of buildings who may pay the bills and the building designers,
contractors, and owners that pay for building construction.

All Parties recommend that al of the programs in this area should be eligible for PGC funding
because they target specific market barriers, encourage the development of emerging
technologies and have the potentia to produce significant market transformation benefits for all
customers by working with key energy service and efficiency providers. SESCO recommends
that in addition to meeting these requirements, these programs should also have to demonstrate
that they produce cost effective energy savings.

Planning and evaluation activities These include activities currently reported under the
Demand-Side M easurement, Forecasting, and Regulatory Reporting categories. Program

M easurement, Demand-Side Forecasting and Planning, Load Metering, Saturation Surveys,
Market Assessment and Other Research and Anaysis, New Technology Assessment, Long-
Range Planning and Forecasting, Regulatory Compliance and Reporting, Regulatory Reporting
and Support, and Regulatory Oversight. These activities include the strategic planning and
assessment functions used to support the design and improvements in most utility energy
efficiency programs. They involve the collection of necessary market data to identify, target, and
evaluate the effectiveness of programs designed to overcome specific market barriers to energy
efficiency.

All Parties recommend that planning and evaluation activities be adequately funded to evaluate
energy efficiency programs/activities because the results from these activities are essentia to
determine when public intervention is no longer necessary in a specific market segment and to
develop recommendations to increase the effectiveness and reduce the cost of all PGC
programs.
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Summary -- The new administrator or governing board should strive to maintain a portfolio of
program approaches and strategies from each of the four main categories listed above as well as
consider funding for new and innovative programs designs that target the reduction of specific
market barriers.

ADDITIONAL POLICY RECOMMENDATIONS

Some Parties provided additional recommendations related to specific actions or programs they
felt the CPUC should consider and perhaps support initsfinal decision. They are not included
with the body of other recommendations because the Working Group could not reach consensus
on whether or not the CPUC had actually requested this type of specific recommendation.

CEC Staff Recommendations
CEC Staff recommend the CPUC encourage the following activities:

o Pilot testing and eventual large scale implementation of bill enhancements that would make
it easier for customers to verify energy savings and bill reductions from their past actions
and identify potential for future savings.

o Pilot testing and eventual implementation of independent quality inspection and rating
services that make it easier for consumers to find energy efficiency service providers that
they can have confidence in.

o0 Pilot testing and eventual implementation of low cost dispute resolution procedures that
reduce consumer risks associated with the purchase of energy efficiency products.

Workshops to Discuss Market Barriers Not Likely to Be Addressed by Private Market

The CPUC should hold workshops in the near term to help forge a consensus on how to
identify market barriers that are not likely to be addressed by the private market. To help
refocus the designs of current energy efficiency programs will require a strategic focus on
identifying and reducing market barriers to energy efficiency investment by testing new program
designs. Progress will be accelerated if both regulators and the new program implementers can
agree on a common set of market barriers to be addressed. The scoping study conducted by
CADMAC contains a potential list of market barriers that could be used to start the discussion.

Encourage the Development of New M easurement Paradigms

The CPUC should encourage utilities or third parties to begin now to measure the effectiveness
of current programs in transforming markets. The success of new PGC programs in furthering
the CPUC's desire to transform markets objective rests on the extent to which the program is
successful in reducing targeted market barriers. Some program activities have no doubt been
more successful than othersin transforming markets. Success, in this regard, is not a manner of
certain program designs being ones that are inherently capable of transforming market, while
others are inherently not. Instead, success depends on determining to what extent each program
design has, in fact, lowered market barriers. Thiswill require the development of a whole new
discipline of measurement of market effects and quality control management.
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Environmental Marketing Group Recommendations

The Environmental Marketing Group (EMG) recommends the CPUC support necessary rule
changes and legidlation to encourage programs with low or no direct PGC program costs.
Examples cited for consideration include:

o

o

Support consistent enforcement of energy efficient building and appliance standards.
Promote use of energy efficiency mortgages.

Mandate that the utility distribution companies (UDCs) provide customers with the ability
to secure aloan that can be linked to their billing accounts for the purpose of financing
energy efficiency measures.

Coordinate and match funding for trade, engineering and design occupation energy
efficiency skill training programs identified with energy efficiency program goals; especialy
where labor market shortages exist.

Require billing information disclosure by customersin order to be eligible for program
benefits.

Require mandatory disclosure of utility account histories upon sale or transfer of property.

Require/institute dual-account requirements on leased properties.

SUMMARY OF CONSENSUS RECOMMENDATIONS

1. PGC-funded activities should embrace a broad array of energy efficiency activities
consistent with the objective of transforming markets to the point where intervention
is no longer appropriate.

2. All current energy efficiency program activities, including customer-specific
assistance, should be eligible for funding to the extent that they can demonstrate
positive contributions to the objective of market transformation. At the same time,
the Parties recognize and fully support the notion that re-focussing attention on this
objective will require new program designs and should therefore not be confused
with acall for areturn to business as usual.

3. Planning and evaluation activities should be continued, but realigned to more closely
support the market transformation objectives of PGC-funded activities. To
accomplish this realignment, the CPUC should consider making changesto its
current M& E protocols or delegating the important task of developing a new
measurement system to the new administrator.
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4, Two implementation options were identified by the Group: adopt either market
transformation definitions or guidelines to govern program design now; or wait until
after the Commission has resolved the issues of PGC administration and funding.
The CPUC should carefully consider whether it is appropriate to provide more
guidance on the mission of the new administrator through adoption of funding or
policy guidelines or agree to defer this decision until later.

5. All Parties recommend that the new administrator (s) should be given the flexibility
to determine or recommend whether the use of customer specific assistanceis
appropriate on a case by case basis for any given market segment.

Given these perspectives on what types of energy efficiency programs should be funded, the
next chapter (3) addresses the important topic of how much money is needed to initially
fund these programs and how to collect and disburse these funds. In Chapter 3, this
guestion is put into historical perspective by reviewing energy efficiency program funding
levels over the last decade and aternative methods to collect the PGC.
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Chapter 3

THE NON-BYPASSABLE PUBLIC GOODS CHARGE:
SCOPE, MAGNITUDE AND COLLECTION

INTRODUCTION

This chapter provides recommendations on the scope, magnitude, structure and collection of a
PGC to support the energy efficiency goals and objectives described in Chapter 2. It contains
the options, opinions and approaches recommended by Parties in the Working Group to actually
implement the CPUC's decision. In areas where the Group has achieved a consensus on a
particular policy or option, one recommendation is presented. In areas where Parties could not
reach agreement, alternative recommendations or options are identified along with the Parties
that support them. In areas where a consensus of the Group was reached and only one or two
members held alternative views, the phrases "a majority of the Group" or "most Parties’ is used.
In areas where the Group's opinion was split, the phrases some Parties or other Parties is used.

Rationale for a Public Goods Charge
Members of the Group had different reasons for supporting the PGC for energy efficiency
activities. Four major reasons emerged:

1. Adoption of the charge would remove the costs of these programs that are currently
lumped into general energy rates and provide customers with valuable information on the
actual costs of public policy programs,

2. Adoption of the charge would preserve the capability for society to promote investments
in energy efficiency services and products;

3. Adoption of the charge would, if properly structured, help ensure that al energy
consumers, regardless of where they obtain their power, pay for the energy efficiency
programs that currently provide them with benefits; and

4. Adoption of the charge for electricity and natural gas users would remove an incentive
for customersto try to avoid paying these costs by switching fuels or suppliers, thus
receiving the benefits from these programs without paying for them.

Scope of Public Goods Charge (or who should pay?)

This section provides two types of recommendations. some that affect customers and utilities
within CPUC jurisdiction (and can be implemented immediately) and others that may affect
customersin non-jurisdictional utilities. Inclusion of non-jurisdictional customers will require
either the passage of new legidation to implement or voluntary adoption by non-jurisdictional
wholesale gas customers and/or municipal utilities.
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There is adelicate tradeoff between the advantages of creating a PGC now for customers within
the CPUC's jurisdiction and the possible disadvantage that taking action now for only these
customers will lead to a fragmented and "unfair" market. Taking action now may lead to the
collection of a PGC for customers of jurisdictional utilities while there would be no such charge
collected for customers of non-jurisdictional utilities. This section presents issues related to the
collection of these charges for customers within the CPUC's jurisdiction (Questions 1, 2, and 3)
and then presents other issues related to the collection of PGC for customers completely or
partially outside of the CPUC's jurisdiction (Questions 4, 5, and 6).

Question 1: Should All CPUC Jurisdictional Customers Be Required to Pay the PGC?

All Parties agree on the necessity of developing a surcharge mechanism if public policy programs
are to continue in the restructured electricity market® Most Parties also agree this surcharge
should be levied on both retail eectricity and gas customers connected to the distribution grids.
However, since the gas industry has already been restructured and gas DSM programs for core
customers are continuing to be administered by gas only investor-owned utilities, the need for a
surcharge on gas customers is not supported by SCG.

In part, differences over the scope of customers who should pay the PGC reflect different
perceptions of what types of customers are likely to benefit from programs funded by the PGC.
Some Parties believe that both electricity and natural gas customers currently benefit from DSM
programs and that the switch to the PGC is simply a change in the collection method for gas
DSM programs rather than a"new policy.” Other Parties perceive that the scope of the CPUC's
order and proceedingsis limited to the electricity industry. In addition, SCG believesa PGC is
not needed to support the continued operation of gas utility DSM programs .

The majority of the Group was able to agree that as a minimum condition:

The public goods char ge should be assessed at the meter to all jurisdictional retail
customer s connected to the electricity and natural gasgrids.

Beyond this level of agreement, there was no clear consensus on how to treat specific customers
who might attempt to bypass the PGC. The principal reasons for and against including certain
types of customers within the PGC are presented below along with a discussion of what changes
in legislation would be needed for the CPUC to ensure the PGC could be collected from each
type of customer.

Question 2: Should the PGC Apply to Customers Who Generate All or a Portion of Their
Electricity Needs? If So Should a Fee Be Charged for Both Their Natural Gas Use and
the Electricity They Either Consume on Site or Resell to the Distribution Utility?

The Group recommends that the CPUC structure the charge so that energy customers are not
required to pay the PGC twice, once as a surcharge on the gas purchased to fuel self or co-

® TURN and EMG's support for the surcharge is conditional on the rate being non bypassable for existing
electricity customers.
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generation units and again as a charge when customers purchase electricity at the retail level.
Parties have different views on how to interpret or implement this principle. These are described
below.

0 Most Parties (ARCA, CEC, DRA, EMG, ICA, Onsite Energy, PG& E, SCE, NRDC, Proven
Alternatives, Sierra Club, TURN) recommend that the exemption from the PGC should be
limited to that portion of the total gas used by the customer to generate electricity while any
remaining retail gas use should be subject to the PGC. These Parties suggest this policy
would ensure that the PGC would only be levied on "retail" uses of gas such asthe
production of heat or the use of gas as a feedstock and not on wholesale uses of gasto
produce €electricity whose sale is subject to a separate PGC.

0 Other Parties (SCG, DGS) assert that al customers who generate electricity on site (utility
electric generators and self generators) should be exempt from paying the PGC on gas
usage. These Parties recommend that self generation customers should be exempt from the
PGC because they (particularly non-core gas customers) are not currently required to pay
for any share of DSM programs. These Parties also maintain it is not worth the effort to
secure new legidative authority to collect the PGC from non-jurisdictional customers at the
state or even the federal level.

0 Theremaining Parties (SDG& E and CES/Way) feel resolution of thisissueis primarily
contingent on the method the CPUC ultimately adopts to collect stranded costs through the
competition transition charge (CTC) for wholesale and/or self or co-generation customers.
These Parties suggest that the CPUC should not try to resolve the self generation or
cogeneration PGC issue until after a decision on how to collect the CTC from these
customers is adopted.

Most Parties believe that new legislation would be required to accomplish any of the three
options proposed above if the CPUC proposes that non-jurisdictional gas customers be
required to pay the PGC in order to discourage bypass of this charge.

Question 3: Should Some Jurisdictional Customers Be Allowed an Exemption from the
PGC Because of Their Choice of a" Renewable" Electricity Supplier or If Their Home/
Building Passes a Threshold "High" Energy Efficiency Rating Established by the CPUC?
One party, the Environmental Marketing Group, recommends that some customers should be
excluded from paying the PGC based on their voluntary choice to either purchase electricity
generated from solar or renewable resources or purchase a more efficient building shell at home
or at work. This party reasons that customers who upgrade their building/home to meet a high
standard of energy efficient design or performance or who purchased electricity from a
"renewables’ supplier, should aso be allowed to bypass the charge. The basic rationale for this
exemption is that the individual customer/building site who qualifies for this exemption would
have aready mitigated the environmental impacts and/or achieved an energy efficiency standard
that the surcharge was designed to address. This exemption would then drive private decisions
on both supplier and consumer sides of the market towards achieving public policy goals. It
would also be amajor spur for ensuring accurate benefit cost ratio analysis by regulatory
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authorities. Finally, EMG believes the type of customized billing procedure needed to exempt
certain customers will be afact of the restructured energy services marketplace.

All other Parties believe it is premature to begin granting exemptions from the PGC and reserve
judgement on whether these types of objections should be alowed. They suggest the creation of
any exemption from the PGC based on achievement of a high energy efficiency standard or
renewables purchase requirement would be arbitrary and contestable in court. Even granting
one PGC exemption now might encourage a significant number of petitions for exemptions by a
variety of customers who felt they might be able to avoid the PGC if they demonstrated their
"good intentions.” Finally, these Parties areconcerned that the costs of developing and
maintaining a PGC exemption processing system would be significant.

Question 4. Should the PGC Also Apply to Customers Who Switch from Gasto Non-
Regulated Fuels, Such as Propane?

SCG asserts that the PGC must also apply to those customers who have the ability to switch
from natural gas to other non-regulated fuels such as propaneif the PGC is collected from any
gas customers. PG& E recommends that the PGC should be charged to any customers who
switch from regulated to non-regulated fuels after the PGC begins to be collected. They reason
that the PGC should not apply for all current users of propane because most of these customers
are not currently required to pay for gas DSM programs. Both Parties reason that including
these customers is important in order to ensure the PGC is truly non-bypassable for all
customers who might benefit from the energy efficiency programs. Thisis particularly true for
gas customers who currently have the option to choose between alternative pipeline suppliers or
opt for using propane as an aternative to natural gas. To be completely non bypassable, the
charge would have to be levied against al of these energy users, regardless of supplier or fuel
type. One party (TURN) recommends taking the principle of including al fuel users one step
further by developing a PGC collection mechanism for non-jurisdictional gas customers who
purchase gas directly from interstate pipelines and are subject to FERC rather than CPUC
jurisdiction. Any attempt to collect the PGC from customers who use non-regulated fuels
would require legidation at the state and possibly the federal level.

The remaining Working Group members do not recommend setting up mechanisms to collect
the PGC from customers who currently use non-regulated fuels (e.g., non-jurisdictional gas
customers) for at least two reasons. First, these Parties assert that a charge ranging from 1
percent to 3 percent of customer bills or revenues is not large enough to actually cause most
customers to switch fuels to avoid PGC payment. Second, the CPUC would need to seek
legidlative authority to collect these charges for non-jurisdictional customers or non-regulated
fuels. These Parties reason that the costs and effort needed now to enforcesuch legidation does
not justify the potential benefits of collecting the PGC from these customers.

Question 5: Should the CPUC Support Legisation to Ensure That the PGC IsLevied on
All Electricity Distribution Customersin California, Including Those Customers
Currently Served by Municipal Utilities?

Ideally, the PGC should apply to all customers receiving electric service to prevent the
possibility of some customers choosing to bypass the charge by seeking service from utilities
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who don't collect the PGC. However, the CPUC lacks the jurisdiction to require that all
Cdlifornia customers pay this charge because roughly 25 percent of the state's residents are
customers of municipal electric utilities. In large part, resolution of this dilemmamay be a
matter of choosing the right time to pursue a change within the more general structure of
reciprocity agreements being negotiated between the investor-owned utilities and municipal
utilities. The Working Group identified four options the CPUC should consider to deal with this
problem:

0 Adopt a PGC for customers of investor-owned utilities only for now and seek legidation
that would require municipal utilities to establish a surcharge for their customers.

This option would allow the CPUC to develop the new PGC collection and administration
system for the investor-owned utilities now and postpone any potential conflict with
municipal utilities over the issue of local control. It would also give the Legisature time to
evaluate the severity of the bypass threat represented by having a PGC for CPUC-
jurisdictional distribution companies and not others. Likewise, it would also allow all Parties
time to evaluate the performance of the programs authorized by the new administrator. 1f
the bypass threat proves to be real and many customers actually bypass the PGC, the CPUC
could seek emergency legislation to ensure al customers must contribute to the charge.
Parties supporting thisoption include: ARCA, DRA, DGS, EMG, ICA, NRDC, Sierra
Club, and SCG

0 Seek legidative authority to have the PGC apply to all eectricity customers by Jan. 1, 1998
or as soon as possible, and make clear that the CPUC would then assume jurisdiction over
the use of these funds. Thiswould require an extensive outreach effort to educate and
hopefully convince municipa boards of how the PGC would work and why relinquishing
control over how this money is spent would benefit them or their customers. This option
could be implemented by Jan. 1, 1998 if legidation is passed by July 1, 1997 and signed by
the governor in 1997. Parties supporting thisoption include: SCE

0 Seek legidative authority to require that all distribution utilities collect the PGC but alow
municipal utilities to continue to administer and control the use of these funds.

To ensure the funds are well spent, municipal boards might be periodically required to certify
that the funds were being devoted to the public policy areas covered in the CPUC Decision
or aslisted in the new statute. SDG& E believes that legidation should also provide a
method for ensuring that municipal utilities administer the funds consistent with the intent
and objectives of the statewide procedures adopted for the investor-owned utilities. This
option would give municipal utilities the option of collecting additional funds beyond the
uniform PGC level if desired or voluntarily sending their PGC funds to the new administrator
body approved by the CPUC. Parties supporting thisoption include: CEC, CES/Way,
EMG, TURN, Proven Alternatives, SDG& E, NRDC, & PG&E
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0 Consider adoption of the PGC for customers of investor-owned utilities only because the
CPUC Poalicy Decision did not explicitly indicate that this charge should apply to utilities not
regulated by them.

The City of Palo Alto supports this option because it is concerned about the potential loss
of local control over the funds they currently use to run energy efficiency programs. Palo
Alto arguesit isimperative that City Councils and Municipal Governing Boards retain the
ability to implement energy efficiency policies within their own jurisdictions because local
authorities are more familiar with the needs and resources of their own utilities. Parties
supporting thisoption include: City of Palo Alto

Question 6: How Can Customers of Non-Jurisdictional Distribution Utilities (M unicipal
or Out of State) Be Encouraged to Collect a PGC and Coordinate Their Effortswith the
PGC Administration in California?

Some Parties recommend consideration of at least three options to encourage other utilitiesto
join the PGC-funded system: entice non-jurisdictional utility participation by highlighting the
benefits of new PGC programs to their customers; offering regulatory or reciprocity incentives
to non- jurisdictional utilities; or conditioning the participation of other non-jurisdictional
utilities interested in joining the California wholesale power exchange system with an agreement
to collect the PGC.

MAGNITUDE OF THE PUBLIC GOODS CHARGE

Factorsto Consider in Setting the Annual Funding Level For the PGC

The level of expenditures required to support energy efficiency programs through aPGC isa
function of the goals adopted for the programs by the Legidature or government bodies, trends
in energy prices, how well the private market for energy efficiency is functioning, the strategies
proposed for the use of the funds, and the type of administration used to oversee how the funds
are spent. Accordingly the amount of money necessary to achieve these goalsislikely to change
over time and should be modified periodically. This section first focuses on establishing the
initial budget level. The next section discusses how these budgets might be modified over time.

The CPUC must decide whether to set the level of the PGC by its own order or through

legidation. Initsdecision the CPUC gave the following guidance with respect to this topic:
Initially the line item rate (for the PGC) should be set for each utility's service territory to
correspond to authorized DSM funding. We will modify the level to be collected once we
determine the appropriate level of public funding consistent with the above
discussion...(P. 157

This quote has been interpreted by some Parties as a directive to set the initial PGC level for
1998 programs at the authorized (1996) DSM funding levels. Another interpretation is that this
was adirective to initially use the level of 1996 utility DSM budgets for 1997 programs and
display it asalineitem in customer bills beginning in 1997. These Parties argue this wasnot a
recommendation to set the PGC for all activities that begin on Jan 1, 1998 at 1996 authorized
levels. Parties with the second viewpoint suggest the CPUC has repeatedly stated it is interested

3-6



in hearing all analyses of what the "appropriate” level of public funding should be before they
make afinal funding level decision. Both interpretations are discussed in the next section. The
following is alist of factors the Working Group members recommend that the CPUC should
consider when determining the initial funding level:

0 Historical funding requirements and current authorized budgets for DSM and energy
efficiency programs operated by investor-owned utilities.

0 The potentia need for the new administrator to develop new forms of energy
assistance/programs during an uncertain restructuring period.

0 Changesin long-term funding requirements from programmatic and/or administrative shifts.

0 The societal cost-effectiveness of previous utility programs and the potential need to
mitigate market power or other problems identified in the environmental impact report
produced for the restructuring proceeding.

Historical Data for Usein Developing an Initial PGC Funding L evel

The next section provides information on historical funding levels for both DSM programs and
energy efficiency programs. Table 3-1 provides a historical perspective on the amount of money
expended on DSM,’ energy efficiency and RD&D programs over the last seven years. It also
displays the relationship between DSM, energy efficiency and RD& D expenditures as a
percentage of electricity revenues from investor-owned utilities® The table shows that DSM
expenditures as a fraction of revenues have varied from 0.99 percent in 1988 to 2.21 percent in
1994, while expenditures on energy efficiency programsonly ranged from 0.55 percent to

1.28 percent of 1994 revenues. These totals do not include shareholder incentive payments paid
for program years 1991 through 1994. In 1994 incentive payments to utilities were $38 million,
to be verified and then paid out over a period of 10 years. In 1995, utilities have requested
earnings in excess of $100 million. Thistotal award will be verified, adjusted if necessary, and
then paid out over aperiod of 10 years.

The principal funding level recommendations from the Working Group were primarily derived
by reference to these historical expenditure levels and currently authorized (1996) levels for
DSM programs. Most members of the Group chose to first recommend an absolute dollar
budget on the statewide level and then convert this to an equivalent percentage of electricity or
electricity and natural gas revenues to ensure the charge is uniform. Other members chose to
either recommend a percentage amount from the beginning for each utility distribution company
or allow the amount of the PGC collected to be negotiated with each distribution utility. We
first discuss the rationales for the recommended dollar amounts and then conclude with a

" Energy Efficiency programs are a subset of DSM programs. Expenditures on DSM programsinclude
energy efficiency programs and funds spent on load management, fuel substitution, load retention and direct assistance
programs.

8 No datais available on the amount of public funds used to support the renewable industry in the last
seven years but we understand this data may be produced in the Renewables Working Group report.
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discussion of how these amounts could be converted to a percentage of total electricity or gas
revenues at the service arealevel.

Table 3-1
Electric Utility DSM and RD& D Expenditures Versus Total Electric Revenue

From 1988 through 1995
in Nominal $ Millions

Statewide 1988 1989 | 1990 | 1991 1992 1993 | 1994 1995
RD& D Programs 102.4 110.9 98.0 121.3 106.5 103.9 114.6 66.9
DSM All Programs 126.1 152.4 189.0 323.3 339.6 351.6 385.5 278.9
DSM-EE-IOU Only 69.8 90.3 133.9 2152 224.2 225.6 257.3 216.8
Electricity Revenues 12,745 |14,604 |15,376 |16,025 16,913 |16,779 |17,411 16,901
DSM-EE/Revenues 0.55% |0.62% |0.87% |1.34% 133% |1.34% |1.48% 1.28%
DSM All/Revenues 0.99% |1.04% |1.23% |2.02% 201% |210% |221% 1.53%
DSM+RD& D/Revenues 179% |180% |1.87% |2.77% 264% |2.71% |2.87% 2.00%
RD& D/Revenues 0.80% |0.76% |0.64% |0.76% 0.63% |0.62% |0.66% 0.40%
Sources and Key

Revenue source: FERC FORM 1 ELECTRIC OPERATING REVENUES (ACCOUNT 400) LINE 27 for investor-owned utilities.

DSM Expenditure Source: Investor-Owned Utility Annual DSM Reports: 1981 through 1995.

DSM EE = 10U expenditures on energy efficiency programs.

DSM ALL = Utility energy efficiency, load management, fuel substitution and M easurement and Forecasting Expenditures.

RD& D expenditures take from draft Appendix on R& D expatiitures for the RD& D Working Group, these totals exclude transportation research.

Statewide Funding L evels Recommended by the Parties

Table 3-2 includes the recommended PGC funding levels supported by the Parties and their
relationship to historical program funding levels at the statewide level. These include the use of
authorized or actual funding levels for energy efficiency or DSM programsin 1994, the use of
currently authorized funding levels for energy efficiency or DSM programsin 1996, or the use
of the average funding level for DSM programs from 1988 to the present. Thisisfollowed by a
discussion of the rationale for each proposed funding level and the Parties that support them, as
well as adiscussion of the rationales for Parties that do not recommend a specific funding level.

Rationales or Reasonsto Support Alternative Initial Funding L evels

Parties had different points of view on which historical funding data should be used to
determine the initial funding level for the PGC. The major options supported by Working
Group members and the reasons behind them are discussed below:
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o Rationae for use of the $427 million actually spent by investor-owned utilities on DSM
programsin 1994. Parties supporting thislevel include: CES/'Way

Parties supporting this funding level believe the use of the actual expenditures on DSM
programs of $427 million in 1994 is appropriate for two reasons. First, this was the amount
that utilities voluntarily expended in pursuit of cost beneficial DSM investments that
reduced the system cost of providing electricity before the uncertainties introduced by the
April 1994 CPUC Decision that signaled its commitment to restructuring the electricity
market.

Table 3-2

Recommended Statewide Annual Funding Levels

Annual Spending Annual Spending
Electric and Natural Gas- Investor-Owned
Scope and Year Investor-Owned Utilities Electric Utilities Only
of Funding Options (Millions) (Millions)

1994 - All DSM Programs** -Actual $427 $335
1994 - Energy Efficiency*- Actua $331 $269
1996 - All DSM Programs- Authorized $336 $240
1996 - Energy Efficiency*-Authorized $197 $160
1988-1994 DSM Programs-Actual Average $367 $267

* Energy Efficiency includes all energy efficiency cash incentive programs, all energy management service programs, new construction
programs, information programs, measurement and evaluation and "other" programs. It does not include direct assistance or load
management programs.These estimates were provided by utilities based on their Annual DSM reports filed with the CPUC in May of 1996.

** DSM programsincludes al of the energy efficiency programs from above plus load management, fuel substitution, load retention and
direct assistance programs

*** These figures do not include the shareholder incentive payments paid out for utility programsin 1994. For perspective, the authorized
earnings for all four investor-owned utilities for their 1994 DSM programs totaled $38.4 million.

Second, they maintain that this program expenditure level produced the highest level of net
resource savings ever achieved for Californiain a cost effective manner.

o Rationale for use of the $331 million actually spend on energy efficiency program by
investor-owned utilitiesin 1994. Parties supporting thislevel include: Proven
Alternatives, and ARCA

Parties supporting this option believe that the actual expenditures of $331 million for

energy efficiency programsin 1994 is appropriate. First, this was the amount that utilities
voluntarily expended in pursuit of cost beneficial energy efficiency investments before the
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uncertainties introduced by the April 1994 CPUC Decision that signaled their commitment to
restructuring the electricity market. The dollar amount is lower than the DSM total above
because it excludes utility expenditures on direct assistance, load management and fuel
substitution activities. They assert that the use of ratepayer funds for load management or fuel
switching programsis no longer appropriate in a competitive generation market and thus
should be subtracted from the DSM total. They also argue that the expenditures for low
income or direct assistance programs should be subtracted out of the PGC charge because the
CPUC Decision supports the use of a separate charge for direct assistance programs.

o Rationale for use the $197 million level currently authorized for energy efficiency programs
run by investor-owned utilities. Parties supporting thisfunding level include: DRA,
ICA, PG&E, the Sierra Club and SCE.

Parties in support of this option believe that the CPUC ordered that the current or 1996
authorized DSM funding level be used on an interim basis to set the PGC surcharge level
(as discussed earlier, see page 8 of this chapter).

The 1996 authorized level is $336 million for all electric and gas DSM programs operated
by investor-owned utilities (1.4 percent of 1994 revenues) and $197 million for energy
efficiency programs only (0.8 percent of 1994 revenues). Thislower level for energy
efficiency programs excludes direct assistance programs, load management and fuel
substitution programs.

PG& E supports this option in principle because it is the closest to its position that its 1996
authorized funding levels for DSM and energy efficiency activities are the correct amounts
to determine the initial level of PGC funding for activities supported by PG& E customers.
However, they are concerned that converting this statewide amount on a uniform basis to
the service area level might result in lower funding for PG& E than is currently authorized.
As aresult PG& E recommends that its current DSM (excluding load management and
direct assistance programs) expenditure level of $105 million ($92 million eectric and $13
million gas) be explicitly authorized for collection by the PGC for its service territory.

0 Rationale for the use of the average DSM funding level from 1988 to 1994. Parties
supporting thisfunding level include: CEC Staff and NRDC

DSM program expenditures by investor-owned utilities averaged $367 million per year
between 1988 and 1994 for electric and gas utilities. The annua expenditures on these
programs averaged roughly 1.6 percent of annual gas and electric revenues during this same
period. Proponents of this option believe that this long-term average level of program
expendituresis likely to be more representative of funding requirements for energy
efficiency programs because it takes into account the effect of changes in customer
participation levels during periods of rising and falling energy prices. On the other hand,
this average funding level may be contaminated by the adoption of shareholder incentives
for DSM performancein 1991. Until then, investor-owned utilities had no strong
motivation to propose aggressive funding levels to pursue DSM programs. Thus, this
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average funding level may be too low if some form of performance incentives for the
administrative organization are to be continued in the future or too high if performance
incentives are to be phased out.

Rationale for use of 1994 statewide expenditures on DSM programs funded by investor-
owned and municipal electric utilities. Parties supporting thisfunding level include:
SCG

SCG recommends that the PGC must be collected statewide from all electric distribution
utilities to ensure a level playing field between generation suppliers and utilities. This
requires summing the expenditures of both investor-owned and municipal utilities to derive
atotal funding recommendation. Municipal electric utilities spent roughly $100 million on
their DSM programsin 1994 as compared to $335 million spent by electric investor-owned
utilities. The sum of al 1994 electric utility DSM program expendituresis $427 million or
roughly 2.4 percent of all 1994 electric investor-owned utilities revenues. Adoption of this
recommendation would require legidation to be enacted since municipal utilities are not
subject to CPUC regulation.

Insufficient data or premature to determine an initial funding level. Parties supporting this
funding level include: TURN, EMG, and SDG& E

Some Parties were not willing to choose a specific absolute dollar amount for energy
efficiency programs from the tables above for the reasons discussed below. For example,
TURN and EMG fed it is premature to identify afunding level for energy efficiency
programs until a more detailed description of the programs or activities to be run or
implemented is developed. They believe there is a need for a bottoms up budget analysis of
funding requirements for energy efficiency programs for two reasons. First, future market
conditions after restructuring are not likely to resemble the market for energy efficiency in
the recent past. Second, the historical level of expenditures on energy efficiency programs
is not necessarily relevant to the requirements of a new organization devoted to
transforming energy efficiency markets or reducing new forms of market barriersin the
post restructuring world. TURN recommends an analysis of whatnew energy efficiency
service activities or programs should be funded and what these activities might cost to
administer and implement. This might also include an analysis of which existing DSM
program budgets could be reduced or are no longer needed as well as the potential need for
new programs.

SCG, TURN, EMG, and the CEC Staff support beginning this type of "bottoms up"
analysis as soon as possible. The Working Group did not have the time or the resources to
complete this type of bottoms up analysis. Most Parties recommend that the CPUC require
that the new administrator or some independent body develop a bottoms up analysis of
what funding level would be needed after the CPUC has chosen an organizational
framework and issued whatever policy guidance is necessary. Thisanalysis could provide
the basis for a decision on PGC funding levels for use in the years immediately after the
startup of the new administrator, perhapsin 1999 or 2000.
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SDG& E did not provide arecommended funding level for energy efficiency programs for a
different set of reasons. They believe that it is premature to establish dollar amounts for
funding energy efficiency programs without considering the cumulative amount of funding
that is proposed to support al public purpose programs. While it will be important to
designate the amount of surcharges to be devoted to each public policy activity (energy
efficiency, RD& D low income, etc.), this should be done as part of a coordinated effort that
looks at all the surcharges together.

Conversion of Annual Statewide Funding Requirementsto Specific Public Goods
Chargesat the Service Area Leve

In theory, a uniform PGC could be collected at the state level and then allocated or distributed
by an administrator to different geographic regions or service areas. In practice, most Parties
support the collection of the PGC at the local distribution company level using a uniform
percentage of revenues approach. Under this approach, the annual funding requirements would
be collected using a uniform percentage of the total revenues collected by each utility. Whether
this money is then more effectively spent by local or state level administrative bodiesis the
subject of Chapter 4. There are at least two different ways of establishing an overall budget
for the PGC: adopting afixed budget amount in current dollars or trandating the budget into a
fixed percentage of electricity revenues. Both are discussed below.

0 Setting the PGC level as afixed dollar amount at the state or service territory level. Parties
supporting the use of afixed dollar budget to set theinitial PGC include: SDG&E,
TURN, PG&E, and SCG.

Each of these Parties oppose the development of an ongoing fixed surcharge or percentage
of revenues approach for different reasons. First, TURN believes there isinsufficient data
or analysis available on the amount of money that would be needed to support energy
efficiency programs that provide services not aready provided by the private market.
Second, SCG believes that the PGC budget should be set once at an absolute dollar level
for each service territory (using historical data or other factors) and then be periodically
changed via negotiation or by the administrator responsible for overseeing the effective use
of these funds. SDG& E believes that a percentage of revenues approach should be used to
set the initial dollar budget.

TURN aso argues that a percentage of revenue approach may be unfair to different
customer classes that already pay high rates now and will have no chance to decrease their
payment burden under a uniform collection approach. Finally, it believes the use of a
percentage surcharge approach could stimulate PGC bypass strategies by retail marketers
who will try to minimize the energy portion of the bills they charge to customers and collect
their primary business costs through other contracting methods such as shared savings
agreements.

SDG& E recommends that the amount of the PGC should be set on a percentage of

electricity revenues on a statewide basis to be consistent for all customers. However, the
percentage should only be used to derive an initial PGC amount and that this percentage
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should not be applied to revenue levels that will change in the future. Thisis because they
believe it does not make sense to try to capture generation revenues in the future. The
PGC amount could be changed after recommendations from the administrator, but any
changes should be made on a uniform basis to that the percentage of revenues collected
from each utility in California remained consistent. In addition SDG& E believes the funds
collected by a UDC should be allocated to that UDC's service territory and customers.

PG& E supports a fixed dollar amount initially because the current differencesin utility
funding as a percentage of total revenues could cause funding at a given utility to
significantly increase or decrease if afixed percentage is applied to all customers. PG& E
does support the adoption of afixed percentage in the long run.

Setting the PGC as afixed percentage (or surcharge) of total electricity or natural gas
revenues. Parties supporting this approach include: DRA, CESWay, CEC, EMG,
SCE, ARCA, Proven Alternatives, NRDC, Sierra Club, and ICA.

These Parties suggest the use of a percentage of revenues approach is more useful because
it can be applied on a uniform basis and not discriminate between customersin different
geographic regions. It would be useful for both the governing boards and the organizations
in charge of delivering energy efficiency services because the revenues used to fund PGC
programs would automatically adjust as a function of growth or declinesin utility revenues.
This approach would also alow the administrator(s) of funds to increase or decrease the
PGC percentage level on a uniform and statewide basis based on market conditions. This
approach would be superior to adopting a either afixed statewide budget and attempting to
allocate it to service territories or negotiating different budget levels for different service
areas and running the risk of collecting disproportionate shares of customer billsin
different geographic aress.

Assuming that the CPUC adopts the surcharge approach proposed in its decision, it is
important that the charge be specified as a percentage of total electricity or natural gas
revenues (including generation, transmission and distribution services) rather than smply a
percentage of the revenues collected by the distribution company. Thisis because the
amount of the total customer electricity bill collected by the utility distribution company
may change significantly as integrated utilities begin to unbundle their services.

In sum, the use of a uniform percentage collection approach has the advantage that PGC
budgets would automatically adjust upward and downward with annual revenues from the
sales of electricity and natural gas. It has the disadvantage that it may be more and more
difficult to track or estimate total revenues for the distribution, transmission and generation
portion of integrated natural gas or electricity companies, particularly if distribution
companies are functionally separated or completely divested from their generation affiliates.

Table 3-3 shows the potential revenues that could be collected by a PGC set equivalent to 1

percent, 2 percent, and 3 percent of revenues for investor-owned electricity and natural gas
utilities combined and for electricity utilities only. Recall that the range of annual funding
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levels recommended by the Parties ranged from $197 million to $427 million. This suggests
that the lower budget figure could be collected using a surcharge rate of 0.8 percent of all
electric and natura gas revenues while the higher funding requirement could be collected by
collecting a surcharge of just over 1.8 percent.

I ntegration of Energy Efficiency Funding Recommendations with the Funding
Requirementsfor Other Public Goods Programs
The CPUC decision calls for the development of a surcharge to fund both energy efficiency and
RD&D activities. The Working Group believes that the funding requirements set forth for
energy efficiency activities above can simply be added to those levels the CPUC finds are
necessary to pursue the other public policy goals to determine the aggregate PGC level. Thisis
because thereislittle if any functional overlap between the energy efficiency market activities
outlined here and the research and development activities considered in the RD& D Working
Group.

Table 3-3

Potential PGC Funding Levels as a Percentage of 1994
Electric and Gas Revenues for Investor-Owned Utilities in California

1994 1% of 2% of 3% of
Annua Revenues Annua Revenue Annua Revenue Annua Revenue
(Millions) (Millions) (Millions) (Millions)
Electric IOUs =
$17,411 $174 $348 $522
All Electric Utilities=
$21,013 $210 $420 $630

Electric and Gas

|OUs = $22,340

All Electric and Gas
Utilities = $26,100 $260 $520 $780

The Memorandum of Understanding reached by SCE, |IEP, CLECA and CMA suggested