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INTRODUCTION

This testimony represents Energy Commission’s Staff positions concerning consumer choice
and retail issues for the 1996 Electricity Report.

With its December 1995 decision to proceed with electricity restructuring, the California
Public Utilities Commission (CPUC) reaffirmed its intent to rely increasingly on competitive
markets accompanied by "the broadest possible array of choice in which the former ratepayer
can function as an intelligent self-interested customer." 1 The CPUC Decision correctly
emphasizes the crucial dependence of market competition upon meaningful consumer choice,
noting that, "In the absence of well understood and easily exercised consumer options the
genius of competition is thwarted" (CPUC [1995] p. 4). These CPUC statements resonate
with the California Energy Commission's view that the most important benefit of competitive
restructuring may well be its "potential to liberate customer choice from the narrow decisions
imposed by monopoly utilities and their regulators. To achieve this, new market oriented
structures are needed to allow customers to have, understand and exercise choices, and to
begin to demand new services more closely-tailored to their individual needs." 2

The CPUC Decision, its subsequent implementation roadmap 3, the CPUC Working Groups,
and Assembly Bill 1890 represent the initial and perhaps the largest steps in the regulatory
restructuring of electric services in California. Together they comprise the regulatory
framework for creating a truly competitive marketplace for generation services. Competition
in electricity generation is only the beginning, however. The Staff of the Energy Commission
believe that restructuring has the possibility to lead, in the foreseeable future, to a
proliferation of innovative, competitive activities that will change the way most users
purchase and consume electricity. We further believe that the overall effects of the coming
changes can be broadly beneficial to society, but only if policy makers are able to anticipate
the changes and begin now to address the broad restructuring of retail electric services from
the viewpoint of the consumer. We also believe that the 1996 Electricity Report (ER 96) is
the only forum which looks at restructuring within the broad spectrum of the State’s energy
policy.

                                                  

CPUC Decision D. 95-12-063, dated December 20, 1995, p. 5. This decision pertains to the Investigation
and Rulemaking opened in April, 1994 and known as the "Blue Book." See CPUC "Order Instituting
Rulemaking on the Commission's Proposed Policies Governing Restructuring California's Electric Services
Industry and Reforming Regulation," R.94-04-031, and "Order Instituting Investigation on the Commission's
Proposed Policies Governing Restructuring California's Electric Services Industry and Reforming Regulation,"
I.94-04-032.
California Energy Commission, 1994 Electricity Report , p. 5; hereafter, ER 94 .
CPUC Decision D. 96-03-022, known as the "CPUC Roadmap," dated March 13, 1996, in the OIR and OII
mentioned in footnote 1.
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ER 94 adopted economic efficiency as a key goal, but expressed some concerns for
externalities. We suggest ER 96 adopt societal economic efficiency as a policy goal of
restructuring. The Direct Access Working Group and we support that societal economic
efficiency has two parts.

First, the major structural decisions for the industry and the specific implementation details should
be designed to accentuate economic efficiency compared to the old industry/regulatory structure.
For example, the policy decision relies upon competition in wholesale supply of electricity to
reduce these costs, but notes that concentrated ownership may lead to market power problems.
Reductions in utility ownership of generating facilities and requirements that UDCs purchase from
the Power Exchange are mitigating actions designed to achieve more efficient markets. Similarly,
decisions to require equivalent access to customer information for marketing purposes stems from
a desire to achieve competitive, and presumably efficient, retail markets. Substantive issues of
market power in retail markets remain to be resolved.

Second, the “societal” prefix before economic efficiency denotes an interest to bring broadly shared
societal values into this economic efficiency perspective. Generally, this “societal” prefix is
associated with economic justice, longer run time perspectives than competitive markets usually
follow, concern for internalizing externalities for non-priced resource use or impacts from decision
making, etc. The introduction of competitive forces must support, rather than jeopardize, existing
and evolving social values.

During this century, [economic justice in ] California has established certain social and equitable
goals that it deemed as necessary components of electricity restructuring. Among these are special
“lifeline” rates and services and safeguards for low-income customers, the elderly and disabled.
These goals should be preserved in a restructured environment even if the mechanisms are
changed. The move to a competitive electric marketplace has been described as ensuring lower
costs than the regulatory paradigm, as practiced by California, has been able to accomplish. 4

Staff proposes meaningful consumer choice as a key guideline with which Energy
Commission Policy can pursue social economic efficiency in the ongoing process of electric
industry restructuring. Meaningful consumer choice entails a consumer-oriented energy
services marketplace which offers value-enhancing choices among a broad array of energy
services and service providers. Staff focus on the practical elements of creating such a
marketplace, trying to identify the issues to be addressed, the problems to be solved and the
ways in which public policy may play a crucial role. We intend this testimony to provide
background information on positions the Energy Commission took in its 1994 Electricity
Report and a conceptual paradigm to guide the 1996 Electricity Report Committee in policy
recommendations for governing the new marketplace so as to maximize the overall societal
benefits of electricity restructuring.

One clarification is needed at the outset, however, lest the reader be left with the mistaken
idea that regulators and policy makers are driving and can control all aspects of electric

                                                  

Direct Access Working Group, Design  and  Implementation  of  Direct  Access  Programs, August 30, 1996,
page 2-2, hereafter DAWG Report.
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industry restructuring. Restructuring is a worldwide phenomenon, driven largely by forces
outside the control of public entities. These forces include technological advances, fuel
supply conditions, large geographic differences in electricity prices, competitive pressures of a
global marketplace, and a political swing towards reliance on competitive markets in place of
traditional vertically-integrated, franchise monopoly utilities. In the United States, moreover,
any individual state's program for restructuring is constrained by the bounds of its jurisdiction,
particularly with regard to the extensive body of federal law and regulation. The reader
should therefore see the concept of meaningful consumer choice, as expounded in this
testimony, not as a program designed by California's policy makers to be imposed upon its
consumers, but as a paradigm for focusing public policy on those elements of electric industry
evolution which will more closely align marginal costs and benefits.

In this testimony Staff introduces the reader to the rationale for, and the basic concepts of,
meaningful consumer choice, and offers five principles to guide public policy makers in
implementing the desired competitive marketplace. These principles are then reviewed in the
context of the Energy Commission’s 1994 Electric Report. Staff then looks beyond the
CPUC’s generation restructuring and provides a glimpse of the service options that
meaningful consumer choice may provide. We then identify the status of meaningful
consumer choice in the various restructuring forums and the positions the Energy Commission
and Staff have taken within these forums.

PRINCIPLES AND POLICY ISSUES

WHAT IS MEANINGFUL CONSUMER CHOICE?

Many proponents of electric services industry restructuring, including the Staff of the
California Energy Commission, advocate a larger set of meaningful choices for customers
than currently available under the existing integrated-utility structure. Traditional utility-
supplied electricity service gives most customers little or no choice about the nature of the
service they receive or the supplier of the service. In sharp contrast, the concept of
meaningful consumer choice signifies a retail marketplace in which consumers are able to
purchase, from a variety of suppliers, component electricity and diverse related services that
are differentiated on the basis of reliability, quality and other features, and that may be
customized to suit each customer's needs. Moreover, for a consumer's choices in this
marketplace to be meaningful, the consumer must have the means to distinguish real
differences in the value and features of services offered, to evaluate the marketing claims of
competing suppliers, and to assess how well the services perform. 

As subsequent sections of this testimony will explain, the brief definition given above leads
into a number of areas and issues where public policy has a role. With this testimony Staff
offers a systematic overview of the elements required to implement meaningful consumer
choice, and we propose a set of five principles to serve as a link between the broad vision
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stated above and the design of specific policy strategies to develop and sustain the consumer-
oriented marketplace. 

WHY DO WE NEED MEANINGFUL CONSUMER CHOICE?

The need for meaningful consumer choice is based upon two features of today's electric
services industry. First, a process of total industry restructuring is already underway. 
Assembly Bill 1890 provides some of the basic rules to which restructuring policy must
adhere and creates a transition period through 2002. A fundamental question to ask, then, is: 
What conceptual framework should guide policy makers in their efforts to affect the course of
restructuring through and after this transition period so as to achieve the greatest and most
fairly distributed net societal benefits? While AB 1890 provides some elements of
restructuring, there is much detail left to be completed. We believe that our vision of
meaningful consumer choice offers the needed conceptual framework. Moreover, as we
explain in the next section, meaningful consumer choice goes beyond a conceptual framework
and offers practical principles upon which to develop public policies for the electric services
industry.

Second, the "one-size-fits-all" bundled electricity service supplied by today's industry structure
does not adequately serve the diverse end-use requirements of an extremely varied population
of consumers.5 Moreover, recent advances in technology and shifts in the economics of
electricity supply have undermined the traditional rationale for relying on the vertically-
integrated franchise monopoly utility structure. In short, consumers need an electric services
marketplace that can tailor services to their specific requirements, and, given recent economic
and technological developments, there is no reason why consumers should not get what they
need. 

WHAT DOES MEANINGFUL CONSUMER CHOICE REQUIRE?

Our vision of meaningful consumer choice offers practical principles upon which to develop
public policies for the energy services industry. The reader should keep in mind the
clarification raised at the beginning of this testimony: public policy cannot fully control the
course of restructuring. It can, however, have major effects on how widely the benefits and
how fairly the costs are distributed, and how efficiently the restructuring proceeds from the
larger societal viewpoint. 

                                                  

 See Michael R. Jaske, Kenneth C. Goeke, Pramod Kulkarni, “Initial Assessment of Consumer Choice For
Electricity Services”, Docket No. 93-ER-94, October 18, 1994.
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The following five principles build upon the definition meaningful consumer choice. We first
state the principles briefly, then elaborate on them to surface some of the practical
requirements of implementing them.

Principle 1. Empower consumers to make value-enhancing choices
Confronted with a diverse array of services, products and providers, consumers should
have the means to evaluate alternatives, to make the choices that best satisfy their
needs, to be able to determine whether chosen alternatives provided their promised
returns, and to seek recourse in the event of a failure of services to perform as
anticipated. Consumers who choose not to participate in the market should have a
default option.

Principle 2. Develop a marketplace for customer-oriented energy services
The new marketplace should stimulate and reward innovation for both competitive and
monopoly suppliers such that consumers are offered diverse energy and related
services that can be tailored, to the extent possible and socially practicable, to fit their
specific needs.

Principle 3. Ensure fair and efficient pricing
This entails at least three elements: ensuring that competitively provided services are
priced by competitive forces rather than by individual players asserting market power;
designing rate structures for monopoly services that encourage efficiency; and,
ensuring that the full societal costs of providing a service are paid by the transacting
parties, not imposed on other parties or on society at large.

Principle 4. Ensure universal service of electricity
Restructuring policies should maintain the commitment to the social goals inherent in
“lifeline” rates and many of the services and safeguards provided for low-income
customers, the elderly and disabled.

Principle 5. Ensure transparency of all subsidies
If policy makers wish to tax or to increase the price of any service to subsidize public
goods, public programs, or other policy objectives such as universal service, these
activities should be clearly targeted to meet their objectives efficiently and should be
fully disclosed to the public.

Explanation Of The Principles

Principle 1 of meaningful consumer choice is an outgrowth of the fact that whatever final
shape the restructured industry takes consumers will face new choices about their energy
purchases. As such, the consumers should be empowered to make good consumption choices;
moreover, it is an essential requirement for economic efficiency. If consumers were
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empowered, retail market power abuses would be minimized. They would then have
confidence that competitive markets exist and economic benefits can be realized, a stated
efficiency goal in ER 94 ( p. 35). To understand such efficiency, consider the role of
information in competitive markets.

Given the technical complexity of electric services, consumers will need to have access to
reliable information about the services, products and providers the market brings forward, and
to have useful tools for assessing the information to make their best choices. Providers,
however, will want to make their own offerings look best, and may have no desire to
facilitate meaningful comparisons between theirs and the offerings of other providers. As
evidence, just consider the common complaints by consumers of long-distance telephone
service, who have been confronted with alternative calling plans that cannot be meaningfully
compared and who have been subjected to intrusive marketing tactics. We want to minimize
these abuses in the opening of electric services to retail competition. Moreover, we anticipate
that there will be many consumers for whom the new marketplace is of no interest. They
must be allowed to choose not to choose, to stay with their familiar, reliable form of service.

Empowering consumers — with reliable information, useful tools for making choices, means
of verification, and access to a fair mechanism for recourse when dissatisfied — is efficient in
the sense of matching products and services to customers' real needs, and thereby ensuring the
best uses of society's resources. Providers that are best able to identify needs and offer
services that best fit those needs will be successful in the marketplace, while less competent
or less legitimate firms will be weeded out. Empowering consumers is efficient, in the sense
of compensating for the generally low level of expertise most consumers have about electric
services and the disadvantage they face in trying to be sure they are getting what they want
and what they pay for. Moreover, a standard should be made available for customers who
choose not to spend time learning about new electric services because they are satisfied with
existing service.

Efficiency is increased when there is an increased sense of trust in the operation of the
properly governed marketplace. Such trust, when based upon rules and mechanisms to ensure
fairness, works to enhance the overall societal benefits of restructuring the industry, which is
after all our ultimate goal. Consumers benefit from a sense of trust by knowing they can
obtain the type and level of service they need. Providers benefit from a sense of trust by
knowing that competence and innovation will be successful. Principle 1 should have great
significance for policy makers, therefore, for it is clearly within the scope of government to
implement and enforce the rules and mechanisms that empower all kinds of consumers to
make their best choices in the marketplace.

While the CPUC has made a step towards our Principle 1 by saying that they "will continue
and expand [their] role of providing protection, safety and information to consumers and to
provide a forum for resolution of customer complaints about all aspects of electric service"
(CPUC [1995], p. 184), whereas, AB 1890 is more much limited on the issue of consumer
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empowerment and needs to be enhance. Principle 1 of meaningful consumer choice provides
such enhancements, and has a more proactive emphasis, by calling for a governance structure
that helps consumers make the best choices initially, thereby aiming to minimize the
frequency of customer complaints needing resolution.

Principle 2 is an outgrowth of the policy recommendations in ER 94. “Electricity service
should be unbundled to the greatest extent feasible. [And] competing suppliers should be
encouraged to enter into portions of component services markets that are not reserved for
monopolies” (pp. 34-35). However, within the context of meaningful consumer choice
unbundling entails more than simply maximizing the quantity of choice. A proliferation of
products and services that are not connected to real needs, particularly in a complex area like
electricity, can only serve to complicate consumers' lives. With Principle 2 we assert that
creating genuine value is crucial to meaningful consumer choice. Because different customers
have very different end-use needs and costs, the new marketplace must encourage and reward
innovative and efficient suppliers of a broad range of customized products and services.

Staff extends these concepts in Principle 2 to entail at least four interrelated elements. The
first is the notion of unbundling the components of what is today a bundled electricity service
which is provided by a single entity and is essentially the same for all consumers. With
decision D. 95-12-063 the CPUC began the process of unbundling by requiring separate
provision of the three major functional components of electric service: generation,
transmission and distribution. Furthermore, in its roadmap decision the CPUC called for
product unbundling of the distribution function. The pace of functional and product
unbundling is now being investigated in the Ratesetting Working Group of the CPUC. To
achieve meaningful consumer choice product unbundling of the distribution function,
particularly in the areas of customer service and distribution-related ancillary services, is
needed.

The second element is determining which of the unbundled services are best provided by a
regulated monopoly and which may be opened to competitive providers. This element
requires a careful balance on the part of the regulator: providing enough structure so that the
scope of the monopoly is well-specified for regulatory oversight, while allowing innovators
and entrepreneurs in the market to discover dynamically where the boundary between
monopoly and competition should be drawn. We will return to this theme when we discuss
unbundling in the context of the Ratesetting Working Group.

The third element is governing the relationship between the monopoly and competitive service
providers. There may be significant efficiencies to be gained by allowing an affiliate of the
regulated monopoly to compete with unaffiliated competitive service providers. Regulators
need to take care, however, that such affiliation does not undermine the objectives of
competition by granting the affiliate a substantial competitive advantage. In many instances
the advantage of affiliation with the monopoly will derive from access to certain assets the
monopoly controls, such as physical distribution networks, metering and information systems,
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and customer data bases. In such cases the role of the regulator will be to design and enforce
rules for equal access to these strategic assets by all competitors. 

The fourth element is ensuring that competent, innovative firms are able to enter the market
and capture the rewards of good performance. This requires that barriers to entry, where they
exist, serve only to weed out incompetent firms and fraudulent opportunists, and do not allow
existing firms to exercise market power by restraining healthy competition. It requires in
addition that any firm gaining a competitive advantage through innovation and entrepreneurial
ability be allowed to reap the profits it deserves. 

Principle 3 of meaningful consumer choice is a direct extension of the ER 94 policy
recommendation which stated, “Pricing of monopoly-provided component services should
follow efficient pricing principles” (ER 94, p. 35). Within the content of Principle 3 Staff
incorporates the basic economic concept efficiency. With regard to competitively-provided
services, Principle 3 says that consumers should not pay prices that are higher than would be
typical in a healthy competitive environment. The Principle thus alerts the regulator to attend
to possible opportunities for firms to take advantage of market power by raising prices to earn
monopoly profits. Inflated prices are both unfair — because they transfer income from
consumers to monopoly firms — and inefficient — because society enjoys less of the service
than would be affordable at competitive prices.

With regard to monopoly ratemaking, Principle 3 says that rate structures should provide
incentives to encourage efficiency. The weaknesses of cost-plus or rate-of-return ratemaking
are well known and need not be reiterated here. Let it suffice to say that our vision of
meaningful consumer choice is fully in support of efforts such as performance-based
ratemaking (PBR) that seek to design rate structures that reward efficiency on the part of
regulated monopolies.

Finally, when the last part of Principle 3 is violated, any share of cost that goes unpaid by the
parties to the transaction is of necessity imposed on other parties who have no choice in the
matter. The best-known example is of this is environmental pollution, where the polluting
effects of a production process are not included in the prices of the final product but are
instead imposed on local area residents or the general population, and often on future
generations.

Principle 3's requirement that prices cover all costs reinforces two important mechanisms of
economic efficiency. First, at the individual level, it provides the correct incentives for
consumers to weigh the consequences of their energy choices and take economically efficient
actions to mitigate these costs. When energy prices are too low because they do not reflect
all the time-specific costs of production and consumption, efficiency measures seem too
expensive from the consumer's viewpoint. When energy prices are too high because the
volumetric charge includes both fixed and variable costs, efficiency measures incorrectly
imply an avoidance of costs that society does not realize. All-inclusive, time-differentiated
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tariffs, which reflect the fixed and variable components of the energy service correct these
imbalances. Second, at the societal level, Principle 3 minimizes the reduction in societal
well-being that occurs when the parties to energy transactions impose indirect negative
consequences upon society in general. In such cases, either the affected innocent parties must
tolerate the negative side effects or society must allocate additional resources to mitigate these
side effects.

Principle 4 recognizes that considerations of fairness sometimes extend beyond paying for
costs directly associated with energy service transactions. For example, we believe it would
be unjust, and hence unfair, to deprive low income households of an essential basic level of
electric service because they cannot afford to pay the full price for it. In this situation, the
prices facing the low-income population could be subsidized through a small tax applied to
full-price customers.

Principle 5 expresses the need for public disclosure subsidies. Energy assistance programs for
low-income customers should be transparent, which in this context is the opposite of hidden. 
A transparent policy is one for which policy makers explicitly and publicly state the
following: a well-defined policy objective; an estimated cost of achieving the objective; a
designated source of funds to meet the cost; a well-specified program for using the funds to
achieve the objective; and, procedures for monitoring and evaluating the program. For
example, the practice of universal service through a means-test similar to that for telephone
lifeline service, would, we believe, stand the test of public disclosure because it is consistent
with a generally-accepted notion of fairness.

Transparency is admittedly a rigorous standard, but it is necessarily so. The standard of
transparency should have high priority for policy makers concerned with electricity
restructuring because there will be significant deviations of prices from direct costs in the
industry over the next several years. Problems such as stranded investments, research and
development funding, low-income assistance, and others, will undoubtedly be dealt with
through special charges placed on some components of electricity service. In addition,
observers of the industry point to large cross-subsidies between certain customer classes in the
current rate structures. The goal of societal economic efficiency requires that these cross-
subsidies be eliminated, but the desire by regulators to prevent sudden large increases in
energy bills may lead to a gradual phase-out. In all these instances our Principle 5 would
argue for full transparency. To allow hidden subsidies to persist would undermine the entire
set of principles of meaningful consumer choice.

In conclusion, we wish to reiterate and emphasize that our Five Principles embrace
simultaneously the ideas of efficiency and fairness. Although we must acknowledge that
public policy debates often pit efficiency and fairness against each other, we believe that in
the context of meaningful consumer choice these two aspects of societal well-being can
usually be mutually reinforcing.
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A GLIMPSE AT MEANINGFUL CONSUMER CHOICE

Many of the elements are now in place or in progress to bring about sweeping changes in the
way electric services are marketed, purchased and consumed. Retail wheeling, product
unbundling, customer-oriented services, narrower scope of regulated monopolies, erosion of
monopoly franchise areas, entrance of power marketers and other new players, common-
carrier access to utility-owned transmission and distribution facilities, advances in
communications and control technologies — all these developments characterize the
marketplace that is emerging in place of the traditional regime of integrated monopolies,
captive ratepayers, guaranteed rates of return on investment and inflexible service terms and
rates. Some of these developments have been addressed in: the CPUC Decision D.96-03-
031, AB 1890, the Telecommunications Act and FERC decisions; but many of the details for
implementing these developments to bring about meaningful consumer choice still need to be
worked through. Even so, the dynamics change have begun and energy service providers
must now think of end users as consumers to be attracted and retained through competitive
prices and value enhancing services, rather than as ratepayers who are captive buyers with no
alternatives. 

A FULL MENU OF CHOICES

The new marketplace for electric services will feature two dimensions of competition, one
based on price and another on services. Some consumers will prefer to purchase a standard
electricity commodity, with specified standards of reliability and power quality. Suppliers
will compete to offer this commodity at the lowest price. Other consumers will want electric
services that are customized to their needs, and will be willing to pay higher prices for service
that is more valuable to them than the standard commodity. Many industry experts believe
that the basic electric commodity, while it may still be the core of a provider's business, will
in the long run offer a relatively low profit margin. Providers will therefore need to develop
enhancements to the basic commodity, based on market research and on direct collaboration
with their customers, if they are to be successful in the restructured marketplace. 

As a result of innovation stimulated by competition and slim commodity profit margins,
consumers can expect to be offered a variety of service options that increase the value of their
electric service. To anticipate the menu of choices requires very little imagination, for many
of the items on the menu are already on the market, or at least are under development by
forward-looking utilities and other innovators. One industry expert 6 who advises electric
utilities in positioning themselves in the competitive marketplace offers the following list of
suggestions for utilities to consider, both to expand margins in their core electric business and
to develop new sources of earnings outside of the core:

                                                  

 Donald S. Bradshaw, Jr., "What Services for Which Customers: A Value-Based Framework for Utility
Managers," pp. 11-12; Arthur D. Little, Inc.
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 "Rates: time-of-use rates, real-time pricing, curtailable rates, fixed and variable pricing;
variable term contracts;
Load management: thermal storage, direct and customer controlled load management
systems, standby generation, distributed generation, in-the-fence cogeneration, DHW
timers;

Electrotechnologies: geothermal heat pumps, electric vehicles, electric lawn mowers,
wood curing, paint drying, biomedical waste remediation, glue drying, ink curing,
ozone-based paper bleaching; 

Energy management services: lighting, drive systems, envelope, HVAC, refrigeration,
energy management controls, financing, installation contracting, shared savings; 

Power services: power conditioning, standby generation operation and maintenance,
power factor correction, emergency generation, cogeneration, distributed generation,
mobile generation; 

Energy information services: real-time pricing, remote meter reading, disaggregated
billing, remote service on/off, fault location, remote equipment diagnostics and
operation, joint meter reading, on-line billing, remote power quality monitoring, direct
load control;
Other services: equipment financing and leasing, economic development, energy
engineering and consulting, district heating systems, and electricity brokerage
services." 

CHOICE OF ELECTRICITY PROVIDERS AND HEDGING INSTRUMENTS

Once it is fully implemented the CPUC Decision will allow consumers to choose between
alternative generation suppliers. Within this framework, consumers must choose between
staying with their utility distribution company (UDC, formerly their integrated utility), or
opting for direct access to an alternative supplier. A consumer choosing to continue full
service with the UDC may select either a time-varying rate, which requires installing an
hourly interval meter, or an average monthly rate. In both cases the rates will reflect the
hourly spot prices determined in the Power Exchange, because the UDC will be required to
procure power for its full-service customers from the Power Exchange and compute the
“average rate” using an assumed load profile for a class or subset of customers

Direct access customers with bilateral contracts will negotiate a price structure and other
terms of supply with their choice of service provider. It is quite likely that these customers
will face time-varying prices, for the following reasons. Regardless of the contract terms,
direct access customers with bilateral contracts will need to have hourly interval meters so
that the UDC, which provides the delivery service, will be able to distinguish the actual
hourly consumption of its own full-service customers from that of direct access customers, so
as to charge the latter correctly for delivery and to settle for variations from contract
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schedules. With hourly interval meters or exact load profiling being required in any case,
there will be little additional cost to include hourly pricing terms in direct access contracts. 
Moreover, if the direct access market becomes truly competitive, the pressure of competition
will force prices down towards marginal supply costs, which are the ultimate drivers of the
hourly variation in spot prices.

Direct access customers using the services of aggregators will also face time-varying prices;
however, the mechanism which captures these prices will vary. Some customers may be
aggregated based on their geographic area. In such instances master metering at substations
will be able to distinguish the actual hourly consumption of these customers from the full-
service customers of the UDC. Other customers may be aggregated based on the
attractiveness of their load profiles and may be geographically dispersed. In such instances
load profiling may be used to distinguish the actual hourly consumption of these customers
from the full-service customers of the UDC. In either case precise tracking of hourly loads is
needed so that costs for the procurement, delivery and variation settlements for the power
supplied can be accounted.

The implication of the above is that more consumers than ever before will be facing time-
varying prices in the new marketplace. Contracts for differences (CFDs) are explicitly
mentioned in the CPUC decision as an instrument for mitigating the price uncertainty of the
spot market. Other risk management measures are now appearing to give the consumer and
the generator a greater ability to protect against undesirable risk. At the end of March 1996
the New York Mercantile Exchange (NYMEX) opened trading in electricity futures
deliverable at two points to serve the California market: the California-Oregon Border (COB)
and the Palo Verde interchange in Arizona. These futures contracts specify monthly delivery
of a constant two MW of energy from 6 A.M. to 10 P.M. on each of 21 business days, for a
total of 672 MWh of power. The first contracts to trade were for the month of June, 1996. 

Another alternative being developed is to build conventional “put” and “call” options into the
terms of a bilateral direct access contract. 7 These devices provide ways for customers to
contract for interruptible or curtailable load and priority service with early notification. They
can also allow an independent power producer to hedge against dispatch risk. It is perhaps
indicative of the expected growth of financial instruments that some of the largest power
marketers, which are a new and rapidly growing species of market player, have been formed
as joint ventures between utilities or other energy firms and the major financial houses, the
traditional experts in hedging instruments. 

QUANTITY AND TIMING OF CONSUMPTION

                                                  

Shmuel S. Oren, "The Role of Financial Instruments in a Competitive Electricity Market," presented at the
1996 EPRI Conference on Innovative Approaches to Electricity Pricing, March, 1996.
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A consumer's actual end uses of electricity do not inevitably imply a given level of power
consumption from the generation market. For the sake of completeness and economic
efficiency, we must mention an alternative to both direct access and full UDC service that is
not specified in the CPUC decision: demand-side options. Demand-side options are means
for customers to reduce the amount of power and energy they need to obtain from the
generation market, without compromising the level of services they want to obtain from
electricity-using equipment. Whether they are direct-access or full-service UDC customers,
they may reduce their consumption from the generation market either by relying on off-grid
sources of generation or by reducing their power consumption through energy efficiency
measures. 

The energy efficiency alternative becomes viable when one realizes that electricity is an
intermediate good. Electricity is not purchased for its own sake, but to produce lighting,
space conditioning, refrigeration, water heating, etc. When evaluating alternative ways of
providing for specific end-uses, the consumer may find that energy efficiency options fulfill
the need as well as or even better than conventional supply-side options.

The incentives for load shifting should change as well. Once the Power Exchange makes spot
prices a fact of life, even consumers with small loads may find it advantageous to alter their
usage patterns over the hours of the day. From the perspective of the small commercial and
residential customer, load shifting is not a great concern under today's rate structures because
the average rates that most customers pay do not reflect peak and off-peak supply costs. 
Under the new market structure, the Power Exchange spot prices will reflect supply costs on
an hourly basis, thereby providing new price signals that will motivate many consumers to
shift their usage to off-peak hours.

RELIABILITY OF SERVICE

Reliability as a characteristic of electric service consists of three components: generation
reliability, transmission reliability and distribution connection reliability. Under the traditional
paradigm of a regulated utility with regulatory agency oversight, reliability was determined using
loss-of-load probability studies and an externally established constraint on outage probability. 
Expressed in simpler terms, the regulated utility is ordered to maintain enough reserve generation
capacity so that its loss-of-load probability equals one day in ten years. In recent years the Energy
Commission had moved toward more sophisticated assessments, especially those using expected
unserved energy as better measures of generation reliability as part of the Energy Commission's
mandate under PRC 25001 to ensure reliability. The resource additions that the Energy
Commission found through its integrated assessment of need were partially justified through
maintenance of reliability. Under this regulatory framework all utility customers pay for the same
level of generation reliability, regardless of their actual needs. This regulatory framework has now
been replaced with a new one that takes effect on January 1, 1998.
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As a result of restructuring decisions in California, there is now some ambiguity about how
reliability will be maintained. The original CPUC views established in policy D..95-12-063 called
for a market-based solution to generation reliability, while AB 1890 vests a reliability
responsibility with the ISO.

CPUC  Views. In the original CPUC policy decision, the UDC will no longer control the
generation reserves needed to ensure supply reliability. Instead, the generation market will be
expected to prevent shortages by using time-varying spot prices to maintain equilibrium between
supply and demand. If the scheduled loads indicate a potential shortage, the spot price will
increase causing some consumers to reduce their demand and thereby prevent a generation loss-of-
load. Clearly, the more severe the anticipated shortage, the higher the spot price. In the short run,
the ISO operates within this framework of scheduled loads and resources to actually maintain
system reliability using the resources available to it.

This mechanism of maintaining supply reliability puts much of decision-making about reliability
into the consumer's hands. Essentially, consumers will be able to specify the quantities of power
and energy they wish to purchase at specified prices. Then, whenever the spot price rises above
the maximum price the consumer is willing to pay, the consumer consents to curtailment of its
supply. Different customers would have difference tolerances for such interruptions, and would,
therefore, place price caps at different levels to ensure they received the power they "needed." 
Thus the uniform level of supply reliability characteristic of today's regulated utility will be
replaced by a consumer-oriented reliability mechanism based upon demand-side bidding. 8

Legislative  Views. As a result of the July 2 and August 10 outages that affected large portions of
the WSCC system, the legislature became concerned with the absence of an institution specifically
responsible to ensure reliability. AB 1890 assigns this responsibility to the ISO, in addition to the
other responsibilities that WEPEX described in its application to FERC on April 29, 1996. 
Sections 330 (g)-(i) describe various legislative intents to continue reliable electricity service for
California. Section 350 describes a report that the ISO, in cooperation with the Energy
Commission, WSCC, and others, is to file with the legislature that outlines various options to
continue to ensure system reliability. Once this report is filed, there may be further legislative
action to implement its recommendations.

CPUC policy decisions, with the legislature's concurrence, place transmission reliability as the
responsibility of the Independent System Operator (ISO). To provide transmission reliability the
ISO will need access to generation reserves and other voltage support equipment. The amount to
which these resources are used will not be market determined but set as a social goal--transmission
reliability. As such, AB 1890 expressly order that the ISO, Energy Commission, CPUC, and

                                                  

Demand-side bidding, by increasing the price elasticity of electricity demand, offers the additional benefit of
reducing potential generation market power, the abuse of which has the greatest reward when demand is
highly inelastic.
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Western System Coordinating Council determine the actions necessary to maintain transmission
reliability.

Connection reliability refers to the ability of the distribution system to remain integrated and
capable of delivering power to customers. It is the most common form of reliability problem,
much more common than supply shortages. Connection reliability problems result from
storms that knock down distribution lines and power poles, automobile accidents that knock
down power poles, and construction mishaps that sever underground cables. Less commonly,
a distribution system overload or a failure of old or poorly maintained equipment may cause a
connection failure. 

Under the present regulatory framework, distribution system outages are prioritized for
restoration on the basis of safety. Hospitals, police stations and other vital public services are
restored first, then businesses and homes are restored. We believe that public safety
restoration of service should continue to be high priority. Moreover, the CPUC has recently
issued an order determining that a minimum level of distribution reliability equal to historical
levels should be maintained. The order among other things requires the UDCs to:

· submit information on system reliability on January 30 of every year ,beginning January
30, 1997, using indices set forth in the order;

· report safety incidents;

· to be subject to a set of rules that reflect broadly accepted industry practice for the cycles
of inspection, maintenance, and replacement of major distribution facilities; and

· have an emergency response plan maintained with designated CPUC staff, cooperate with
the California Utility Emergency Association, and provide mutual assistance to other
response electric utilities during emergencies. 9

In accordance with our second principle of meaningful consumer choice, Staff believe that
restoration of non-essential services during non-emergency situations need to be prioritized in
accordance with the value of service to the customer, which translates into prices in a well-
functioning market. Thus a customer may pay a premium to the UDC for priority restoration
or, alternatively, may receive a discount from the UDC for being placed low on the
restoration list. Southern California Edison (SCE), for example, has anticipated this aspect of
retail restructuring by submitting to the CPUC a program that “offers a $50 credit on a
customer’s bill if Edison fails to install meters on the committed date, respond to service
disruptions within four hours of notification, or restore service within 24 hours of a service
disruption” (D. 96-09-045, p. 25). “Edison’s voluntary program, funded by shareholders, is the
type of activity we are reluctant to standardize through tariffs applicable to all electric utilities

                                                  

CPUC Decision D. 96-09-045, dated September 4, 1996, pp. 39-40.
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and is the type of innovation fostered by utility-specific PBR, encouraged by the greater
consumer attention upon all aspects of service that competition brings. [And] . . . we choose
PBR as the appropriate forum for addressing economic incentives for utilities to provide high
quality service above and beyond that statutorily required” (D. 96-09-045, p. 28).

POWER QUALITY

In recent years the widespread adoption of sophisticated electronic equipment by all types of
electricity consumers has made obsolete the notion of a standard level of power quality (PQ)
for all consumers. One response to the greater sensitivity of equipment to power disturbances
has been for distribution utilities to install "custom power" devices to mitigate disturbances
originating from the utility side of the meter. 10 Depending on the specific customer
equipment in use, however, customers will have different concerns about the quality of the
power they receive. Hence it is often more cost effective to mitigate PQ problems on the
customer side of the meter. Familiar customer-side mitigation measures include the
uninterruptible power supply (UPS), which has the dominant share of the PQ mitigation
market, and the transient voltage surge suppressor (TVSS). 

A recent EPRI study estimated that the PQ equipment market will grow at the rate of 11
percent per year, from $2 billion in 1992 to about $5.6 billion in 2002, and identified
commercial customers as the largest share (70 percent) of this market. 11 Relevant to this
White Paper, electric industry restructuring in combination with the high growth in demand
for enhanced PQ and for PQ consulting services will dramatically alter the way PQ needs are
provided. For example, EPRI reported that in 1993 the market generated $60 million in PQ
consulting revenues while as much as $325 million worth of services were provided free,
mostly by utilities. In the new competitive marketplace, these utilities will be increasingly
threatened with the loss of customers to alternative providers or to demand-side alternatives. 
As Staff’s full menu of choices suggests and the EPRI report confirms, many utilities are
wisely anticipating these competitive threats and creating PQ affiliates or subsidiaries to
ensure themselves a substantial presence in the PQ markets. The result for consumers should
be greater ability to match PQ to their specific needs at competitive prices. 

VALUE ADDED SERVICES 

As our full menu of choices indicates the retail marketplace will offer consumers many new
services that have never been elements of the present bundled service. Such services will
likely increase the amount many consumers spend per month for energy services, but our
vision of meaningful consumer choice would ensure that consumers are able to freely choose
whether and where to spend more to receive greater value. 

                                                  

Narain G. Hingorani, "Introducing Custom Power," IEEE Spectrum, June 1995, pp. 41-48.
EPRI Report TR-104372, "Power Quality Market Assessment," October, 1994, prepared by Arthur D. Little,
Inc., Cambridge, MA.
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Value added services will be varied. Information services will detail and analyze the exact
uses of energy by end-use, time of day and cost. Such information will enable consumers to
make better decisions about how to consume energy. Consumers will be invited to participate
in social programs such as green clubs that offer renewable generation sources, the
environmental benefits of which many consumers would be willing to pay extra for. Non-
energy services such as home security, multi-service metering and entertainment will be
linked to electric services to enhance customer value. 

A good case study of consumer-oriented innovation is the telephone industry. A plethora of
new telecommunication services have been introduced by the telephone companies in recent
years. All are purchased separately from the basic service, and may be bundled into packages
at the discretion of the telephone utility. Consumers purchase these services voluntarily
because they find them valuable, not because a regulatory body has examined the costs and
benefits to determine an optimal bundle for all customers. Even if the consumer's overall
telephone bill increases due to the purchase of these services, the voluntary nature of the
purchase means that the services are worth the extra expenditure. Similarly, Staff believe that
many consumers will not be concerned about lower bills, but will choose instead to pay more
per month to enhance the value of their electric service by customizing that service to fit their
specific needs.

PURSUIT OF MEANINGFUL CONSUMER CHOICE IN THE
RESTRUCTURING FORUMS

Energy Commission Staff have made a concerted effort to pursue the vision of meaningful
consumer choice in the Direct Access Working Group (DAWG) and the Ratesetting Working
Group (RWG) formed by the CPUC to implement decision D.95-12-063. In this section Staff
reviews the status our five principles of meaningful consumer choice within in these working
groups. It is Staff’s intent to make the Energy Commission’s comments on the DAWG report
part of this testimony, however, at the time this testimony was prepared the comments were
not finished. The comments will be sent out as an addendum to this testimony; thus
providing a path towards meaningful consumer choice.

PRINCIPLE 1, EMPOWER CONSUMER TO MAKE VALUE-ENHANCING CHOICES

This principle of meaningful consumer choice emphasizes that consumers need to be able to
evaluate the value of the service they are being offered. Confronted with a diverse array of
services, products and providers consumers should have the means to evaluate alternatives, to
make the choices that best satisfy their needs, and to seek recourse in the event of a failure of
services to perform as anticipated. In order to empower the consumer to make informed
choices, thereby increasing the value of energy services purchased, proactive steps need to be
taken in order to prevent inefficiency in the market. Reliance on the economist’s notion of a
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fully informed, rational consumer will not be sufficient in the highly complicated electricity
market.12

Chapters 2, 6, 7, and 12 of the DAWG report attempt to address the issue of empowering the
consumer. As such it is stated that the “Design of market rules should address consumer
protection concerns from the outset. The expected magnitude of problems should be reduced
if intentional efforts are made to resolve likely problems before they take place. These
actions can aid both consumers and suppliers, and society in general, by making markets
operate more efficiently.”13 The DAWG report identifies several areas of regulation which
would empower the consumer. The first of these are “Consumer Principles For
Restructuring” (pp. 2-4 - 2-12). The following is the list of those consumer principles which
empower the consumer.

Right to Know
Customers must be assured access to affordable, accurate, and multilingual informational
and educational material which enable comparison of price, quality, service record and
terms of service offered.

· Right to Choice
Customers should have choices involving real tradeoffs of quality or quantity versus costs.

· Fair Dealing
All classes of customers should have access to choices and pricing options without
discrimination.

· Right to Redress
Regulatory oversight must continue to ensure that there is a neutral, prompt, no cost or
low-cost and effective forum for receiving customer complaints against electricity
providers.

· Customer Participation in Industry Oversight
Customers must be able to participate in regulatory oversight of the restructured industry,
which should be ongoing during and after competition commences.

The DAWG report also attempts to empower the consumer by assuring that all energy service
providers meet certain criteria before they can enter the market (DAWG, pp. 6-4, 6-5).

1. All energy service providers should be required to be registered, certified or licensed
before they could begin offering services in the market.

                                                  

Please see Appendix A for details on the fallacy of the fully informed, rational consumer.
Direct Access Working Group, Design  and  Implementation  of  Direct  Access  Programs, August 30, 1996,
page 12-1.
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2. All energy service providers should be required to be bonded or provide other financial
assurances.

3. All energy service providers should be subject to review by a public entity to ensure
conformance with required standards. Such review could be continuous, periodic or the
result of some type of formal complaint.

4. All energy service providers should be subject to a minimum code of conduct. Such a
code would address the following areas: provision of understandable and accurate
information to customers; notification of change of service or intent to disconnect;
explanation of denial of service; handling of deposits; handling of complaints;
confidentiality of customer specific information and customers’ right of access to their
own information; and non-discrimination in availability and terms of services.

Combining the consumer principles with minimal regulatory requirements of the various
service providers increases economic efficiency by reducing the transaction costs associated
with the consumers evaluations of the trustworthiness of the suppliers and their ability to
perform. Moreover, consumers will be able to compare and evaluate the value of alternative
service offerings among competing service providers on the basis of price, quality of service,
and quantity of service referenced to a common set of standards that provide meaningful
information. Consumers will thus have the means to distinguish real differences in the value
and features of services offered, to evaluate the marketing claims of competing suppliers, and
to assess how well the services have performed.

PRINCIPLE 2, DEVELOP A MARKET PLACE FOR CUSTOMER-ORIENTATED
ENERGY SERVICES

The elements necessary for developing a market place for customer-orientated energy services
have been pursued by Staff in the Direct Access and Ratesetting Working Group. As stated
previously these elements require: unbundling the component services; determining which
services may be opened to competitive providers; governing the relationship between
monopoly and competitive service providers; and ensuring that competent, innovative firms
are able to enter the market and capture the rewards of good performance. Extending the
Energy Commission’s ER 94 recommendations Staff has proposed a methodology in which a
market place for customer-orientated energy services could evolve. This methodology goes
beyond the functional unbundling of generation, transmission and distribution to the product
unbundling recognized in the CPUC’s roadmap decision. Staff’s methodology was
incorporated into the RWG report as option four. 14 And Staff’s position was officially

                                                  

RATESETTING  WORKING  GROUP  UNBUNDLING  REPORT  IN  RESPONSE  TO  JUNE  21,  1996
ASSIGNED  COMMISSIONER’S  RULING , August 26, 1996. Staff’s option is presented in Appendix B.
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endorsed by the Energy Commission in its response to the RWG report. 15 It should be noted
that Staff’s options was not the only option which called for product unbundling of the
distribution component. SDG&E’s option 3 and the jointly sponsored (Agland Energy
Services, Inc., Illinova Energy Partners, the School Project for Utility Rate Reduction, the
Regional Energy Management Coalition and SharePlus) Option 4 also call for further product
unbundling.

Staff’s methodology calls for a comprehensive, phased distribution function unbundling
process. The component services included in the retail distribution function (presently
restricted to the UDC) are ultimately divided into three main categories: (1) unbundled and
competitively provided by multiple organizations, which might include the UDC; (2)
unbundled, but provided exclusively by a monopoly at two or more levels of quality; and (3)
bundled monopoly services required of all customers. Unbundling is a necessary element of
meaningful consumer choice; but, since no party has sufficient information to judge what
“end state” can be attained our methodology calls for orderly process under which a
succession of unbundling occurs. As each component service is unbundled and priced
efficiently it will be subject to market determinants as to how it should be supplied. Several
“end states” are then possible: the service could be supplied competitively; the service could
remain a regulated service provided by the UDC monopoly; or the service could be an
unregulated service supplied by the UDC but price competitively due to the market being
contestable.

In order to ensure that competent, innovative firms are able to compete with the UDC Staff’s
methodology calls for performance base rate structures to be used to avoid market power
issues of the incumbent monopoly. As such, our meaningful consumer choice principles call
for an integrated decision, including unbundling, service pricing, and PBR incentive structure
to be developed and implemented as a package to ensure that the most efficient market
structure will evolve. Such a decision should include the following DAWG
recommendations:

· Required Codes of Conduct and Oversight
All providers must meet minimum standards for certification or registration as a condition
of entry.

                                                  

COMMENTS  OF  THE  CALIFORNIA  ENERGY  COMMISSION  IN  RESPONSE  TO  THE  RATESETTING
WORKING  GROUP  UNBUNDLING  REPORT.
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· Reduce Transaction Costs
Market processes should be designed to avoid unnecessary transaction costs. Regulatory
policy should be focused upon lowering barriers for market entry by new firms and to
intelligent consumer choice.

· Quality of Service
All choices offered to customers must meet minimum safety and service criteria, and
advertised terms and conditions.

PRINCIPLE 3, ENSURE FAIR AND EFFICIENT PRICING

Principle 3 of meaningful consumer choice entails three elements: ensuring that competitively
provided services are priced by competitive forces rather that by individual players asserting
market power; designing rate structures for monopoly services that encourage efficiency; and,
ensuring that the full societal costs of providing a service are paid by the transacting parties,
not imposed on other parties or on society at large.

The Ratesetting Working Group has been assigned the task of developing rates for the
unbundled service components in the restructure world. This task has been complicated by
the fact that Assembly Bill 1890, section 386(a), requires that rates for residential and small
commercial customers shall be reduced so that these customers shall receive rate reductions of
no less than 10 percent for 1998 continuing through 2002. Section 386(b) further requires
that customers of the electrical corporation who become eligible to purchase electricity from
suppliers other than the electrical corporation pay the same unbundled component charges,
other than energy, a bundled service customer pays. Staff interprets this to mean that major
changes in rate design cannot occur until after 2002. And the time between now and 2002
could be used as a transition period between the current regulated market and a market which
offers consumers the meaningful choices reflected in this testimony.

The transition period should be used to address the efficient pricing principles advocated in
this testimony and in ER 94. We believe there is a need to address the inefficient pricing
identified in Chapter Two of the 1994 Electricity Report and advocate the development of
efficient rate designs within the RWG to be implemented after the transition period.

Today’s rates and those anticipated for the transition period continue to fail to provide
consumers with pricing information which reflect:

· the various fixed and variable costs of unbundled energy service components;

· the cost differential of energy production across the hours of the day, seasons of the year
and by location;

· the distribution cost differential of various demand service levels;
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· and the cost differential in serving urban versus rural customers, new versus existing
customers, and multi-family versus single-family residences. ( ER 94, pp. 31-32)

When prices fail to reflect the true cost differences between customers meaningful consumer
choice is thwarted. Remote rural customers will not pursue technologies that fit their specific
circumstances, for example, photovoltaic and storage technologies. New customers will
continue to be subsidized by existing customers and not be encouraged to select locations and
building designs that reduce the overall cost to society.

Efficient pricing is not only important in providing consumers with correct cost signals, but they are
also important signals to competitive suppliers. To ensure that unbundling enhances, rather than
detracts from, efficient supply, prices of component services must be set properly. Distortions will
occur if prices are either too low or too high. If prices are set too high for a monopoly supplied
intermediate service, such as billing and other revenue cycle services which direct access providers
use as inputs, this will discourage entry of efficient competitive suppliers. In order to ensure
competitive markets result in the most efficient suppliers, such prices must reflect the monopoly's true
incremental costs. Similarly, in the case of multiple-provider supplied final services, if the monopoly
prices are too low, as a result of cross-subsidies, efficient competition will be discouraged.

An agreed upon costing and pricing methodology is needed to ensure the realization of efficiency
enhancing prices. Such a methodology would have several important characteristics. It would
establish acceptable methods for estimating the UDC's true incremental costs associated with
component services. Where necessary, it would provide the flexibility needed to reflect different
incremental costs associated with providing the same service to different groups of customers. It
would adequately treat questions associated with the treatment of attributable fixed costs. It would
also deal with common costs that are not attributable to a single service, but that are attributable to
a combination of services. Because of the likely prevalence of such common costs, it is important
to recognize that any acceptable methodology must be comprehensive enough to deal with
combinations of component services which share common costs. It will generally not be possible to
rely upon a methodology that prices one component service at a time. For example, in accordance
with the theory of contestable markets, a system of price floors and price caps have been
recommended in the few instances in which components and combinations of components have been
unbundled and offered by a regulated monopoly. The CPUC has developed some experience in tele-
communication restructuring with pricing "bundles" of component services that seem to be related.

Because any acceptable methodology will be complicated, and therefore slow to implement, as a
practical matter the unbundling and pricing of component services will depend upon the mixed
monopoly/competitive firm. For market participants to trust that competition is fair, such a firm will
be required to have incentives to apply the methodology in a reasonably accurate way. The
workability of unbundling in this setting is therefore closely linked to the design of PBR to provide
these incentives.
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Implementation of an appropriate distribution PBR mechanisms is essential to avoid inappropriate
cross subsidies. PBR mechanisms should be developed that provide proper, and avoid improper,
motivation to the mixed monopoly/competitive firm. The incentives that drive pricing of component
services and potentially encourage distorted pricing are likely to be different under alternative
regulatory schemes. A pure price cap mechanism could, in principle, be designed that minimized such
distortions. Such a price cap could cover all of the UDC's component services. Or, as has been the
practice in the tele-communication industry, separate price caps could be applied for bundles of closely
related, interdependent services. In the case of distribution activities such bundles might consist of:
(1) distribution circuits and associated maintenance, (2) revenue cycle services (metering,
communication, billing, revenue processing), and (3) customer service.

In either approach the price caps should be sufficient to cover the total costs, including all relevant
fixed and common costs, that an efficient firm would need to incur in order to supply these services.
In theory, such a price cap would allow the UDC to earn a competitive return. Such average price
caps would also provide the incentives desired to avoid distorting component service pricing. This
is because any under- or over-pricing of one component could only be offset by offsetting over or
under pricing of some other component.

Complications will arise in implementing such a price cap concept in practice so that various
adjustments will inevitably be made. Such adjustments will be needed to address the quality of
service measures, productivity improvements, and the possible reduction in the scope of the regulated
distribution monopoly.

To the extent such adjustments are tied to the estimated costs of their monopoly supplied services,
they will tend to distort the monopoly's incentives to price component services properly. Under these
circumstances a monopoly can benefit by underpricing, i.e. cross-subsidizing, competitively supplied
components and shift costs to monopoly supplied components that might be subject to profit sharing.

As a practical matter, the more sensitive PBR price or revenue caps incentives are to a monopoly's
own cost of supply, the greater the incentive to distort component prices and the correspondingly
greater requirement for building in regulatory checks and balances.

PRINCIPLE 4, ENSURE UNIVERSAL SERVICE OF ELECTRICITY

As one of its stated consumer principles the DAWG recognizes the right to universal electric
service, “Electricity is a universal service which government must ensure is accessible to all
residents of California” (p. 2-11). However, there is substantial debate as to how this
universal service should come about. This debate will most likely be intensified when the
Low Income Working Group releases its report.

Meaningful consumer choice supports the concept of providing safeguards and access for low-
income customers, the elderly and disabled. Moreover, these social goals should be preserved
in a restructured environment but the mechanisms for their implementation and cost recovery
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must be changed. The CPUC decision D.95-12-063 separates the integrated utility into
distinct entities, requiring customers to pay identifiable amounts for generation, transmission,
distribution services, and other authorized expenses. It is likely that the traditional approaches
to universal access such as baseline rates and supplemental usage allowances with minor
income assistance programs are unworkable in the restructure electricity industry (DAWG
8/30, p. 2-13). As such, direct cost subsidy programs may be a more workable approach to
ensure universal access to necessary electricity services, be it generation or connection to the
distribution system.

PRINCIPLE 5, ENSURE TRANSPARENCY OF ALL SUBSIDIES

The CPUC restructuring decision and Assembly Bill 1890 begins the process by which
transparent prices are incorporated into rates. Specifically, these decision state that the public
goods and competitive transition charge be explicitly shown on customer bills. Staff believe
that such decisions, however, only partially address the cross-subsidies concerns expressed in
our Principle 4.

As noted in ER 94 the role of baseline rates should be reexamined and transparent alternatives
be identified as a means to provide minimum levels of electricity to low-income households
and others eligible for subsidies (p. 35). Baseline rates are incompatible with Staff’s efficient
pricing principles advocated in meaningful consumer choice and the CPUC’s and legislature
restructuring proposals. In a restructured world which component of the unbundled service
should be subject to the baseline rate? It would be impractical to subject the generation
component to baseline rates because the terms of direct access contracts do not have to be
made public. And the UDC is expected to pass through the Power Exchange price to the
consumer. Transmission will be subject to regulation by the Federal Energy Regulatory
Commission, which will most likely not be willing to carry out social policy for the state of
California. This leaves the distribution component for which to establish baseline rates. But,
if as Staff has proposed and this Commission has supported, product unbundling of the
distribution function proceeds, there will be very a limited monopoly revenue requirement on
which to develop baseline rates. Therefore, the differential, to be effective, will have to be
much larger than it is under the current rates which were designed for an integrated
monopoly.

CONCLUSIONS AND RECOMMENDATIONS

California electricity restructuring efforts are now well down a path to transform the industry, 
while, at the same time many of the forces driving restructuring are outside the control of
public regulators. Examples include, technological advances, fuel supply conditions, large
geographic differences in electricity prices, competitive pressures of a global marketplace, and
a political swing towards reliance on competitive markets in place of traditional vertically-
integrated, franchise monopoly utilities. But, policy makers still need to play a key role in
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shaping new institutional arrangements. The question to ask is, then, can restructuring be
guided towards a future that enhances consumer value? That is, can a marketplace be
developed that provides all consumers with the ability to choose, from a variety of suppliers,
component gas and electric energy, and diverse related services that are differentiated on the
basis of reliability, quality and other features, and that may be customized to suit each
customer's needs? Moreover, for choice in this restructured marketplace to be meaningful, is
there a way to give consumers the means to distinguish real differences in the value and
features of services offered, to evaluate the marketing claims of competing suppliers, and to
assess how well the services perform? Staff believe the answer is yes, but only if overarching
principles can be applied to the disjointed efforts of the CPUC, its working groups, and the
restructuring legislation, AB 1890, signed into law by Governor Wilson on September 23,
1996.

Substantial progress has been made as to what is meant by, and how to implement the
Consumer Choice vision expressed in ER 94. The evolution of this vision to include
Meaningful Consumer Choice reflects Staff’s desire to expand beyond simple economic
efficiency and incorporate societal concerns into the new market paradigm. We believe that
our five principles of Meaningful Consumer Choice offer practical advice to guide public
policies in the remaining, often times disjointed restructuring procedures. Therefore, Staff
makes the following recommendations for ER 96:

1. the five principles of Meaningful Consumer Choice should be adopted as policy guides;

2. the Energy Commission should use the principles of meaningful consumer choice as
guides when making formal comments or providing testimony to the CPUC or
administrative and legislative bodies.

3. staff should continue to advocate Meaningful Consumer Choice and its five principles
within the CPUC’s working groups; and

4. The principles of Meaningful Consumer Choice should be used as a guide when
responding to AB 1890 and in the forthcoming efforts for “clean up” now scheduled for
early 1997.
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the California Energy Commission. He has been employed by the Demand Analysis Offices
since August of 1989. He holds a Bachelor of Science in Economics from Southwest
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Dr. Michael Jaske is the Chief Demand Forecaster within the Energy Forecasting and Resource
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Dr. Jaske's educational background includes a BS in Chemical Engineering from Oregon State
University, and a MS and Ph.D. in Systems Science, both from Michigan State University. Dr. Jaske
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air quality impacts literature.

Dr. Jaske has provided overall guidance for several staff activities concerned with retail restructuring
of the electricity industry. Most recently, Dr. Jaske provided facilitation services for the CPUC's
Direct Access Working Group process to develop a comprehensive report of alternative means for
designing direct access programs. Dr. Jaske is also a member of the coordinating committee of the
CPUC Ratesetting Working Group.

Dr. Jaske has testified numerous times at the Commission on demand forecasting subjects, at the
California Public Utilities Commission in rate case proceedings on data collection, DSM measurement
and evaluation to support demand forecasting, on use of CEC demand forecasts for resource planning,
and on the policies to regulate utility low emission vehicle programs.
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INTRODUCTION

In its initial assessment of consumer choice Energy Commission Staff relied on the standard
"economic theory rationale," including the assumption of "consumer rationality," for extending
consumer choice.1 This approach is consistent with most other analyses of the potential
benefits of competitive restructuring. But in light Staff’s attempt here to test the principles of
meaningful choice from the perspective of the smaller customer this seems like a much less
valid methodology. Staff is thus face a crucial methodological fork-in-the-road. On the one
hand, Staff is mindful of the analytical virtues, such as simplicity and power to generalize,
that are associated with the standard "rational consumer" assumption. Yet Staff is also
mindful of our own admonition that a realistic assessment of meaningful consumer choice
requires giving careful attention to the actual characteristics of consumer demand. Moreover,
there is the likelihood that relying too heavily on the assumption of well informed rational
consumers stacks the deck too much in favor of our thesis. Obviously, more choice would be
beneficial for the "rational consumer" of economic theory who has seemingly unlimited ability
to make well informed choices.

Ultimately decisive in Staff’s methodological choice to go beyond the conventional
"rationality" assumption is our desire to be relevant to practical policy makers. From this
perspective undue reliance on the standard assumption of consumer rationality, even if it is a
reasonable approxima-tion, seems doomed to eliminate any ability that we might otherwise
have of meeting a practical policy makers burden of proof. That is, even if we were to
demonstrate large benefits on the assumption of consumers as "homo economicus," a practical
policy maker would ask are these benefits realizable by real consumers. And as we are
painfully aware from our daily experience, as well as an impressive amount of newly
accumulating scientific evidence, real consumers, especially the smaller consumers, are likely
to deviate in systematic ways from the model of "rational man" assumed in standard
economic theory. To assure that the analysis of meaningful consumer choice is as relevant as
possible to the perspective of real consumers Staff therefore, attempt to draw on the
accumulating body of scientific evidence relevant to understanding actual consumer behavior
pertaining to energy service choice.

BEYOND THE SIMPLE RATIONALITY ASSUMPTION

Because of their relevance to the questions of consumer choice Staff take particular
cognizance of developments over the past 20 years in four fields. These include transaction

                                                  

See Michael R. Jaske, Kenneth C. Goeke, Pramod Kulkarni, “Initial Assessment of Consumer Choice For
Electricity Services”, Docket No. 93-ER-94, October 18, 1994, p. 33.
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cost economics, cognitive psychology, behavioral economics which probes the implications of
cognitive psychology for markets, and empirical studies of energy conservation behavior
stimulated by the "energy crisis" of the 1970s. When taken in their entirety Staff believe the
accumulative body of knowledge from these four fields, especially in view of the
complementary and mutually reinforcing nature of the insights they bring into play, offer
many significant lessons relevant to implementing the five principles of meaningful consumer
choice.

LESSONS FROM TRANSACTION COST ECONOMICS

Transaction cost economists have extended standard economic analysis by introducing more
realistic assumptions about both the behavior of economic agents and the situations that these
agents confront. They argue, in particular, that the study of economic organization, such as
markets, turns critically on assumptions about (1) cognitive competence and (2) self-interest
seeking propensities. The assumptions they employ are distinguished from the standard
conception of "rational man" in two respects. The first is bounded rationality and the second
is opportunism (see Table 1). Bounded rationality, as Williamson points out, is a semi-strong
form of rationality in which actions are "intentionally rational, but only limitedly so." Under
bounded rationality the mind is a scarce resource. So economizing on its use by relying on
simple rules of thumb may frequently be warranted.

TABLE 1
Comparison of Behavioral Assumptions: Conventional Versus

Transaction Cost Economics

Conventional Economics Transaction Cost Economics

Cognitive Competence Perfect Rationality Bounded Rationality

Self-interest Propensity Rule Obeying Self-interest Opportunism: Self-interest
With Guile

The assumption of opportunism implies that some of the time some individuals are given to
"self-interest of a deeper and more troublesome kind than neoclassical man. 2 As Williamson
points out, opportunism includes more blatant forms, such as lying, stealing, and cheating, but
more often involves subtle forms of deceit. It incorporates both ex ante and ex post types of
opportunism such as are recognized under the headings of adverse selection and moral hazard

                                                  

   O.E. Williamson, The  Economic  Institutions  of  Capitalism, New York: The Free Press, 1985.
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that are recognized in the insurance literature, but "more generally refers to incomplete or
distorted disclosure of information, especially calculated efforts to mislead, distort, disguise,
obfuscate, or otherwise confuse." 3

Additionally, and particularly germane for Staff’s purposes, transaction cost economics
focuses on difficulties that may occur due to information asymmetries or informational
disparities between consumers and sellers that are typically associated with many energy
products and services. The difficulties associated with these information disparities will vary
depending on the characteristics of the product--in particular, at what point in the purchase
cycle and to what extent consumers have an ability to reliably determine product qualities. In
the case of so called "search goods" quality may be ascertained by searching for information
prior to purchase. But in the case of "experience goods," consumers do not have the ability
to reliably determine product quality before they make a purchase and must rely on learning
from experience after the purchase. And in the case of "credence goods," consumers, as is
often the case for energy services, cannot ascertain the quality even after they have had
experience with their purchase. For example, consumers wonder but frequently cannot tell
whether their new refrigerator is really saving energy; whether their insulation was installed
properly; or whether the maintenance on their air conditioning system was performed ade-
quately. Likewise, as we soon elaborate, many customers will be unable to determine the
benefits of the virtual direct access option in advance. And unless provision is made for
better feedback on their energy use, e.g., that is properly weather adjusted, it may be unlikely
in many cases that they can reliably make this determination even after they have experience.

An important lesson Staff may draw from transaction cost economics is that where there are
large information disparities, typical of many energy service markets, the propensity of human
agents to behave opportunistically creates deep problems of veracity and truth revelation. "In
as much as information may be disclosed strategically rather than candidly upon request,
initial information disparities between the parties will not be assuredly overcome by proposals
that all relevant information be pooled." 4 This, of course, makes it particularly difficult for
well functioning markets, where consumers can realize meaningful well informed choice, to
evolve. Confronted with various choices, a consumer must either (a) incur the risks
associated with accepting difficult to verify claims of suppliers, (b) incur the costs associated
with independently verifying these claims before her purchase, or (c) incur the costs and risks
of independently ascertaining and resolving any disputes that may be associated with
significant discrepancies that may be discovered after her purchase. She must, furthermore,
confront these information disparity problems in an environment which is fraught with risks
of opportunistic misrepresentation and deceit. It is important to recognize that these risk and
costs of carrying out transactions are beyond those directly expressed in the price. If they 
are too high relative to the benefits involved then these transaction costs will in the first
instance deter the purchase, and ultimately, through normal market forces, deter the stocking,

                                                  

   Op.cit., O.E. Williamson.
   Op.cit., O.E. Williamson.

Consumer Choice and Retail Issues           
September 24, 1996  Appendix A, Page A-3



the manufacture, and the research and development necessary to bring desired higher quality
products and services to market.

To elaborate, the difficulties associated with realizing what the CPUC refers to as "well
understood and easily exercised consumer choice" (CPUC 12/20, p. 5), and what Staff refer to
as meaningful consumer choice, occur not simply because energy choices are inherently com-
plex. It also occurs because of the great difficulty, characteristic of many energy service
choices, that consumers have in after-the-purchase verification of product quality claims, e.g.,
about energy savings and energy reliability and the opportunistic behavior frequently evoked
by such information disparities.

Unless cured, these difficulties can create a vicious cycle. When consumers have difficulty in
ascertaining quality even after making their purchase this establishes market conditions
conducive to the survival of disreputable suppliers who may more easily, without detection,
profit from obfuscation, deceit, misrepresentation, shoddy service, and other more extreme
forms of fraud. The resulting increased likelihood and, whether true or not, perception that
suppliers may be disreputable and cannot be trusted will, in turn, substantially increase the
consumers transaction costs -- both in terms of the higher cost of screening out false claims
and higher risks. Compounding matters, these increased consumer transaction costs ramify to
other actors throughout the market. By increasing the consumer's total cost significantly
beyond the price that can be charged for new services or equipment these transaction costs
undermine the incentives and the ability of reputable, legitimate suppliers to provide higher
quality energy products and services. For example, landlords cannot charge rents adequate to
cover the costs of, distributors are reluctant to allocate their scarce space to, and
manufacturers cannot justify carrying out research and development to create new higher
quality energy efficient products and services that would otherwise be economically cost-
beneficial. Absent their provision by legitimate suppliers, and completing the vicious cycle,
even those consumers who might have the expertise needed to discriminate between different
levels of product quality or who might be willing to incur the risk would be deprived of the
opportunity to purchase the higher quality energy products.

To briefly recap, transaction cost economics has important lessons, beyond those available
through reliance on standard competition, theory, for the realization of meaningful consumer
choice through competitive restructuring. In particular, once Staff allow for more realistic
assumptions pertaining to bounded rationality, the highly uneven distribution of information
between consumers and sellers, and opportunism, Staff cannot expect energy services markets
to automatically behave in accordance with standard competition theory. Under these more
realistic assumptions much more careful attention, than is allowed for under standard com-
petition theory, must be paid to the consumer's informational environment and the need to
safeguard against opportunistic behavior.

LESSONS FROM COGNITIVE PSYCHOLOGY AND BEHAVIORAL ECONOMICS
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Cognitive psychology is another field which has substantially enriched Staff’s understanding
of the ways in which human decision makers characteristically deviate from the basic model
of economic rationality. Over the past 20 years cognitive scientists, systematically studying
how we reason in different situations, have created what Piattelli-Palmarini describes as a
"revolution in the theory of rationality." 5 This revolution has taken us well beyond simple
notions of bounded rationality to a much richer understanding of the ways in which people
use specific rules of thumb to economize on mental effort. For example, under a simple
notion of bounded rationality, we might think of consumers as approximating the assumption
of rationality by relying on rules of thumb or mental shortcuts due principally to their
limitations in accessing and processing information. This type of economizing on mental
effort would be tantamount to rationally coping with the realities of informational overload. 
But contrary to this simple notion of bounded rationality, the cognitive psychologists find that
we use a number of different very specific kinds of strategies for coping with information
processing tasks. Most importantly, for purposes of meaningful consumer choice, only some
of these strategies correspond well to the norms of rationality; others depart sharply from
these norms. As Piattelli-Palmarini puts it:

The main lesson to be drawn from experimental research in this domain is that these
strategies coexist in our mind, thus justifying, at least to a certain degree, both the sweeping claim
that we are naturally rational and the opposite sweeping claim that we are naturally irrational. It
would be legitimate, but pointless to conclude that the truth lies somewhere in between. The
results of ongoing scientific research...are much more subtle and interesting. Depending on the
exact formulation of the task at hand, specific reasoning strategies are reproducibly elicited in our
mind, and even slightly different formulations can sometimes produce a switch, shifting the
delicate balance between coexisting intuitions and strategies, between spontaneous rationality and
spontaneous irrationality. 6

Piattelli-Palmarini further argues that the discovery and cataloging of these irrational
reasoning strategies ranks in importance alongside the discovery of the subconscious in
psychoanalysis (Palmarini p. 40). Rooted in the wiring of our nervous system, they are, he
points out, "insidious, subterranean, and exceedingly specific" (Palmarini p. 15). They are in
effect a phenomena identical to optical illusions except that they exist in the world of thought. 
In this sense they may be thought of cognitive illusions. As in the case of optical illusions
where the eye sees what it sees, even when we know what we know (e.g., see the Muller-
Lyer figure shown in Box A); cognitive illusions, "show that some parts of our minds are
unable to use knowledge available to us in other parts of our minds. In this sense they are
like mental shortcuts which economize on our mental effort. But as with the eye, our mental
                                                  

   Inevitable  Illusions  How  Mistakes  of  Reason  Rule  Our  Minds, Massimo Piattelli-Palmarini, p. 4.

   Ibid, p.5.
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"modules" remain impervious to the connections offered by logic, arithmetic, and rational
judgment (Palmarini, p. 18).

To put it in slightly different words the cognitive psychologists have discovered that when
confronted with certain kinds of decision tasks we cope by relying on mental shortcuts and,
these mental shortcuts can lead to mistakes of significant practical consequence. Some of
these consequences, as Staff shall discuss below, strongly impact the workability of
competitive energy service markets.

BOX A
_________________________

_________________________

It is not just the surprise we feel when we learn the truth but
also the persistence of the illusion. Even after we measure the
lines the lengths still look different. The  eye  sees  what  it  sees
even  when  we  know  what  we  know.

Particularly relevant to Staff’s concern for the workability of competition in energy service
markets are the findings of a small group of behavioral economists who have been integrating
the new insights of cognitive psychology into economic theory. 7 The details on restructuring
have served, among other things, to reemphasize the notion that regulators should look to
competitive markets as a normative standard of comparison. But to date this debate has
assumed that actual competitive markets that are associated with energy services, correspond
to these normative standards. But the findings from this school help us understand why and
under what circumstances widely used specific reasoning strategies or mental shortcuts
challenge this assumption.

One departure from the standard rationality norms occurs due to a widespread tendency for
people to treat gains and losses asymmetrically. According to this finding, consumers will be
more concerned with avoiding losses than with realizing gains. The aggravation people
experience from losing a certain amount of money is apparently greater than the pleasure they
receive from gaining the same amount. Since standard rationality theory allows for any
subjective preference this particular preference for loss avoidance does not, by itself,
necessarily represent a departure from rationality norms. The difficulty arises due to the
cognitive illusions that are created when this asymmetry between gains and losses is linked
with a mental short cut known as framing.

                                                  

   See Richard M. Thaler, " Quasi  Rational  Economics," Russel Stage Foundation, 1991.
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Framing is a mental strategy that simplifies decision problems by focusing on certain aspects
of a problem and pushing other aspects into the background, i.e., outside the frame. In
assessing gains and losses, consumers invariably estimate relative to some reference point. 
But the determination of this reference point is very susceptible to framing effects. This leads
to behavior where consumers faced with the exact same objective economic facts will make
different decisions depending on how the choice is framed. Because it has no explanation for
how frames are formed and presumes that consumers choose rationally solely on the basis of
the objective economic facts this result ("irrationality") is sharply at odds with conventional
economic theory. Besides influencing individual consumer choice, the way reference points
are framed, it also helps explain conflicting perceptions of fairness that may, unless they are
clarified, inhibit the adoption of regulatory strategies necessary for realizing meaningful
consumer choice.

Another important cognitive illusion, dubbed by behavioral economists as the "endowment
effect," corresponds to a widespread tendency to underweigh opportunity costs. When com-
bined with the framing effect this endowment effect creates still further, and potentially, very
significant departures from the standard theory. According to standard theory a rational
consumer should treat all costs, whether they are out-of-pocket costs or opportunity costs, as
equal. But consumers characteristically see out-of-pocket costs as losses while they treat
opportunity costs as foregone gains. Combined with their tendency to place higher weight on
loss avoidance than gain realization this creates the observed tendency for consumers to
underweigh the opportunity cost (i.e., the foregone gain) relative to the out-of-pocket cost
(i.e., the loss) that is associated with a decision and hence irrationally favor the status quo
(i.e., reference situation) that they perceive themselves as "endowed" with.

Thaler points out that there are many examples of the influence of these cognitive illusions on
the behavior of market participants. The everyday consumer choice between paying cash
versus using a credit card provides a particularly interesting example of the crucial importance
of framing and endowment effects. The use of credit cards raises the cost experienced by the
store. But as far as the consumer is concerned these additional costs may be framed in two
different ways -- either as a surcharge for credit card use or as a discount for paying cash. 
While the objective economic facts are exactly the same in either case the evidence is
overwhelming that, because of our cognitive illusions, we are much more likely to use the
credit card if there is no surcharge. As described in Box B credit card companies in pressing
for modifications in pending legislation that allowed them to avoid this surcharge, as distinct
from a discount for cash, appeared to be very aware of the power of these framing and
endowment effects.
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BOX B

FRAMING OF CREDIT CARD
DECISIONS TO EXPLOIT THE ENDOWMENT EFFECT

When credit cards were first issued credit card companies banned their affiliated stores
from charging higher prices to credit card users (despite the charges such stores had to
absorb for their use). When a bill to ban such agreements appeared likely to pass
Congress in the 1970s the credit card companies lobbied hard and succeeded in obtaining a
law which would allow the difference to take the form of a discount for paying cash rather
than a credit card surcharge. The objective economic facts are the same either way so this
appears to be an argument over form rather than substance. But given what we now
understand about the endowment effect these two different ways of framing the choice are
likely to be decisive in determining credit card use. This is because consumers would see
the cash discount as only a "opportunity cost" of using a credit card but the surcharge as
an out-of-pocket cost.

A further lesson illustrated by the credit card example pertains to the question of how frames
are formed. While economists have no explanation for this phenomenon the cognitive psy-
chologists find that framing is governed, in large part unconsciously, by two spontaneous
rules of "mental economy;" "acquiescence and segregation" (Palmarini, p. 57). Acquiescence
means that if we are faced with a reasonable formulation of a problem we tend to accept it. 
That is, we seek to solve the problem as presented, in effect, becoming prisoners of the frame
we are offered. Thus, besides endowment effects the credit card companies lobbying also
reflects their appreciation that once presented with the "no surcharge" framing consumers
would accept it.

Segregation, the other rule of mental economy that governs framing points to the fact that in
framing "we isolate the problem from its global context; the problem itself becomes the ex-
clusive center of our attention" (p. 57). In myopic fashion we take up only those actions and
solutions that have an effect on the solution as it has been framed.

We discuss in greater detail below, but note briefly here, that these insights about how
consumers acquiesce in the frames they are presented and how frames segregate and trigger
endowment effects raises some important questions regarding how regulators should think of
the virtual direct access choice. Should, for example, utilities be allowed the flexibility to
frame the choice so that customers would be more likely to take the option. For example,
rather than the "extra fee" that the CPUC now proposes for taking this option, could this
choice be better framed by providing a discount (designed to be revenue neutral) for staying
with the standard service?

Consumer Choice and Retail Issues           
September 24, 1996  Appendix A, Page A-8



The market is, in fact, rich in examples of how companies with different kinds of products
cope with difficult consumer choice problems. One interesting approach, that appears to not
have been considered for virtual direct access, is the money-back guarantee (e.g., for a new
magazine subscription). This approach helps to solve several problems simultaneously. It
helps solve the information asymmetry problem by allowing the consumer to gain experience
before making an irreversible purchase. It also helps with endowment effect problems. This
is because to the extent the customer becomes accustomed to the new product (e.g., a new
magazine) during the trial period, it becomes psychologically part of his new endowment. 
This flip-flops the decision in favor, rather than against, the new option.

The tendency, due to the segregation, for framing to isolate a decision problem from its global
context also has important implications for how the virtual direct access choice is framed. In
particular, we are concerned about the extent to which those aspects associated with demand
side management are actively included or excluded in the consumers framing of this option. 
Because it is inextricably interconnected to difficult pricing and fairness issues, this aspect of
the virtual direct access choice, as we discuss below, represents a particularly complicated
regulatory problem -- whose solution requires that regulators themselves avoid unduly myopic
framing!

Incorporating the kind of uncertainty and risks that characterize most energy choice decisions
further reinforces the importance of framing effects. Both because of difficulties in ascertain-
ing product quality and uncertainties associated with such factors as future energy prices and
weather most energy service choices involve a significant degree of risk and uncertainty. For
example, in choosing virtual direct access with real time pricing, i.e., high peak time rates, a
customer with an air conditioner assumes some risk that unusually hot weather will lead to
higher bills than would the "average rate" option. However, contrary to conventional wisdom,
it is not true that consumers are always risk avoiders. Rather, as a consequence of our
asymmetric treatment of gains and losses we consumers are characteristically willing to take
high risks to avoid loss. That is, we are conservative risk avoiders when we face the prospect
of gain but adventurous risk takers when it comes to avoiding loss. Most importantly, at odds
with the standard rationality assumptions, a consumers willingness to take risk will vary
widely under the subconscious influence of framing effects which determine his point of
reference. Consumers will thus be much less likely to choose virtual direct access if it is
framed (as it now appears under the CPUC 12/20 decision) as an opportunity for gain rather
than if it is framed as an opportunity to avoid loss.

Working still further against the virtual direct access option, as currently presented, is another
facet of choice under uncertainty known as minimization of regret. The desire to minimize
regret, even in the absence of out-of-pocket costs, reinforces the tendency of the endowment
effect towards inaction. It leads directly to one of the most prevalent departures from the
standard rationality assumption, under which, as Piattelli-Palmarini puts it:

Actions and decisions require a greater justification than inaction, than failing to decide than
leaving things as they are (especially if that has been the case for a long time). Our mental
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economy has a built-in cost for action. If our actions do not pan out, or cause a loss, we regret
having acted. If instead, we do not act, if we leave things as they are, and our investment does
not pan out, or we lose, we still suffer regret, but the regret is lesser.8

To be clear, the departure from rationality norms in this case is not due to our desire to
minimize regret. The departure is due to the irrationality of suffering greater regret for losses
due to action than from regret for the same losses that might be due to inaction. This
irrationality creates a bias in consumer choice behavior towards inaction; a bias, as Thaler
puts it, towards "choosing not to choose." 9 For example, even if the CPUC were to eliminate
the out-of-pocket cost for new RTP meters consumers would be biased against taking action
necessary to opt for virtual direct access relative to the inaction associated with staying with
the standard service they have become accustomed to.

Of additional interest, from the meaningful consumer choice perspective, is the fact that
minimization of regret opens the door to the possibility that consumers will wish to
voluntarily restrict their choice. As Thaler points out, "whenever choice can induce regret
consumers have an incentive to eliminate the choice. They will do so whenever the expected
increase in utility (pleasure) derived from making their own choices is less than the expected
increase in psychic costs which the choice will induce." 10 For example, in the case of virtual
direct access a consumer, especially on a very hot day, might find decisions involving trade-
offs between comfort (turning down her air conditioner) and money (paying the high weather
sensitive peak price) distasteful. High psychic costs may be incurred either way the decision
is made. On the one hand, she may suffer the discomfort and regret choosing virtual direct
access. On the other hand, she may turn up the air conditioner and later regret having to pay
the higher bill.

Given this situation there are two ways in which consumers might restrict their choice to
minimize regret. The first, as indicated above, is to simply take no action. This restricts the
consumer's future choice so she won't need to incur the high psychic costs of having to make
the distasteful trade-off that it induces. The second occurs for a consumer who prefers the
potential bill reducing advantage that she believes is possible under the virtual direct access
option but does not trust herself (or other members of her household) to resist the temptation
to turn up the air conditioner on hot days. Without a means of resisting this temptation the
expected bill reducing benefits of virtual direct access might be much less. Unless she has a
means for the necessary self control by precommitting herself in advance so she can avoid
this temptation she might, therefore, choose against taking virtual direct access. Alternatively
if she could restrict her choice by arranging in advance for the air conditioner to be

                                                  

Op.cit., Piattelli-Palmarini, p. 28.
See Robert Thaler, Chapter 1, "Toward Positive Theory of Consumer Choice," in Quasi-Rational  Economics,
p. 16.
Op.cit., thaler, p. 15.
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automatically turned down under prestipulated price thresholds in a way that was impossible
or difficult to override, she might take virtual direct access without fear of regret.

In concluding this discussion of cognitive illusions Staff note that this example serves to
reinforce an earlier point to the effect that maximizing meaningful choice, is not identical to
simply maximizing the amount of choice. Both the characteristics of the consumer and the
details of the specific choice must be considered. Because consumers suffer from bias due to
minimization of regret effects allowing for certain kinds of intertemporal choice restrictions
may, as this example illustrates, sometimes lead to more meaningful choice.

LESSONS FROM STUDIES OF ENERGY CONSERVATION BEHAVIOR

Still a fourth field that emerged specifically in response to the "energy crisis" of the 1970s
consists of what is now a substantial body of research, done by behavioral scientists scattered
across social science disciplines, that has created quantum improvements in our specific
knowledge of energy use and energy conservation behavior. 11 Many of these studies, it is
worth noting were motivated by the desire to test and help improve the design of energy
efficiency programs. Interestingly many of these program designs were premised on the be-
lief that consumers would respond rationally, much as predicted by standard economic theory,
to the provision of information and monetary incentives. As a consequence these studies,
besides improving our understanding of energy conservation behavior, provide a field test of
the applicability of the standard rationality assumption to energy service choice. Particularly
germane for purposes of meaningful consumer choice Staff note that the empirical findings
are at odds with the conventional economics; and indeed, if anything, provide evidence
confirming many of the insights of transaction cost and behavioral economics (rooted in
cognitive psychology) that were developed independently of any direct concern for energy
behavior.12

In his most recent summary of what psychology knows about energy conservation Stern, re-
flecting this difficulty with the conventional assumptions, argues that energy policies have
often foundered because they are based on technical and economical analysis "that has serious
blind spots in the area of human behavior. 13 Without attempting an exhaustive summary,
Table 2 illustrates the general flavor of the major findings. As inspection of this table reveals
these findings are at odds with and raise issues outside the scope of the standard economic

                                                  

For a recent summary of this research see Loren Lutzenheisr, "Social and Behavioral Aspects of Energy
Use," in Annual Review, Energy Environ, 1993, 18; 247-89.
For a discussion of the close relationship between the findings of these behavioral studies and transaction
cost economics see Seymour Goldstone, "Restructuring: A Stimulus to Improving Utility DSM," paper
presented at Western Economic Association's 70th Annual Conference in San Diego, July 7-9, 1995.

    Paul C. Stern, "What Psychology Knows About Energy Conservation," American  Psychologist, October
1992, pp. 1244-1232.
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behavioral assumptions. For example, "incentives designed to motivate rational decision
makers often fail
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TABLE 2

Key Insights From Behavioral Scientists About How Monetary
Incentives, Information, and Feedback Influence Energy

Conservation Behavior

General Insight Some Specifics

Monetary  Incentives. The strength of
an incentive does not depend solely on,
and may be only weakly related to, the
dollar magnitude.

(a) High  marginal  rates  may  go  unnoticed as customers use
simplified rules of thumb, "folk quantification," and respond
instead to overall bill. 1

(b) "Financial incentives induce investment by those, with requisite
knowledge and attitudes, who have already made an initial
commitment but they do very little to overcome the biggest barrier
of getting a household to contact program in the first place." 2

Information. The effect of information
does not depend solely on, and may
only be weakly related to, the amount
and technical quality of the information
made available.

(a) The trustworthiness of the source is crucial. People are more
likely to invest in energy efficiency because they have heard about
it from people they trust who have invested and are satisfied with
the results.3 "Advice from government or a consumer magazine
pales in comparison to what one learns from a neighbor's
experience."4

Feedback on energy use is essential to
forming a rational "mental map" of
how energy is used and conserved. 
Feedback normally provided by
aggregate monthly bills is inadequate
for this purpose.

(a) People "overestimate" energy use for lights and appliances that
are visible and must be actuated for each use and they
underestimate energy use for other less visible ends like water
heating and refrigeration. 5

(b) Relying on aggregate monthly bills, and "folk quantification,"
people misperceive the results of their energy conservation efforts. 6

(c) Compared to expert advice, feedback  is  credible, reduces
energy  use by 10-15 percent in the short-term and is likely to
create additional long-term savings from improved maintenance
and purchasing behavior. 7

                              

1 Op.cit., Kempton and Montgomery.
2 Op.cit., Stern, C. Paul, 1992, p. 1227.
3 Op.cit., Stern, C. Paul, 1992, p. 1224.
4 Morril, John H., ACEEE, 1994, Vol. 1, p. 1.1325.
5 Op.cit., Stern, C. Paul, 1992, p. 1227.
6 Op.cit., Kempton and Montgomery, 1992.
7 Op.cit., Stern, C. Paul, 1992, p. 1227, and Stern, C. Paul and Gerald T. Gordon, 1981, p. 336.
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with ordinary citizens."14 Helping to explain the relatively low percentage of customers who
actually participate in utility programs, the behavioral scientists note that such incentives do
very little to overcome the biggest barrier which is getting the household to contact programs
in the first place15--a finding that we further note, is consistent with the findings of cognitive
psychologists pertaining to bias against taking action. Further challenging the standard
theory, behavioral scientists find that the strength of monetary incentives may be only weakly
related to the dollar magnitude. For example, many consumers do not fully appreciate
complex multi-tiered rate structures. As a result the supposed conservation inducing incentive
of high marginal rates is likely to be lost as customers use simplified rules of thumb and
respond instead to the overall bill. 16

Raising another important issue, ignored by standard economic theory, behavioral scientists
find that the effect of information depends more on the trustworthiness of the source than the
technical quality and amount that is made available. Helping to explain the poor customer
follow up on energy audits they find people often disregard so called expert advice preferring
instead to rely on a friend who they can trust. This explains too, why "diffusion of energy-
efficient technology mirrors social group membership, with householders following the lead of
friends and associates.17

Apart from simply the amount of monetary incentive and the amount of information made
available, per the standard theory, the behavioral scientists thus find that many other
complexities are involved. Many of these complexities are, as it turns out, a predictable
consequence of circumstances described by transaction cost economists in which consumers
are frequently faced with extreme informational disparities and risks of opportunism. 18 As
Stern points out they include such factors as "mistrust of claims about technology, doubts
about the competence of installers, and the sheer time-consuming complexity of making
changes in walls, windows, attics, and heating systems. 19 One insight potentially important in
considering the role of aggregators, that we address in more detail below, is that simpli-
fication is important. We may, for example, expect that aggregators who offer one-stop shop-
ping for energy procurement, energy information, and other contractor services will be more
successful than those that keep these features separate. 20

                                                  

Op.cit., Stern, 1992, p. 1224.
For recent evidence supporting this point see Vories, Rebecca and Mitchell Rosenberg, "Is Market
Transformation Happening Right Under Our Eyes," Vol. 1, ACEEE, 1994.
See Kempton, W. and Montgomery, L., "Folk Quantification of Energy," Energy:   The  International  Journal,
1982, Vol. 7, No. 10, pp. 817-827.
Op.cit., Stern, 1992, p. 1229.
See op.cit., Seymour Goldstone, WEA Paper, July 1995.
See Stern, C. Paul and Gerald T. Gordon, Institution for Social and Policy Studies, Yale University,
"Psychological Research and Energy Policy," American  Psychologists, April 1981, p. 329-342.
Op.cit., Stern, 1992, p. 1228.
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Finally, one of the behavioral scientists most powerful insights pertains to feedback. Metering
and billing now provide most customers little more than total energy use per billing period. 
"This is like receiving a telephone bill with a single dollar figure for monthly long distance
service without calls being itemized. 21 Despite the limited information that most utilities
currently make available behavioral scientists find that many residential customers attempt to
make use of the information they have. A surprisingly high percentage, one survey estimates
70 percent, discuss their bills with friends and neighbors. 22

Nevertheless, without more timely or more detailed information consumers cannot readily
learn from experience. As a result people have highly distorted mental maps of their own
energy use and are easily misled about the results of their conservation efforts (see Box C). 
For example, consistent with the findings of cognitive psychologists pertaining to the "ease of
representation" bias,23 people thus overestimate energy use for lights and appliances that are
visible and must be activated for each use and underestimate energy use for other less visible
uses like water heating and refrigeration. Difficulties in separating energy units from dollars
and making adjustments for weather, dubbed "folk quantification" by Kempton and
Montgomery,24 keep customers from reliably addressing the performance of energy efficiency
measures after they make purchases. For example, because real time prices are so sensitive to
weather mistakes in adjusting for weather will make it particularly difficult for customers who
choose virtual direct access to judge the result. In terms of transaction cost economics the
poor quality of feedback and associated "folk quantification" difficulties have the effect of
putting energy efficiency goods into the "credence," as distinct from the "experience," good
category. These difficulties thus lead to much higher transaction costs and susceptibility to
opportunism than might otherwise be the case. They also lead, as illustrated in Box D, to the
likelihood of substantial departures in the performance of actual markets from the competitive
market standard.

                                                  

See Kempton, Willet and Linda L. Layne, "The Consumer's Energy Analysis Environment," Energy  Policy,
Special Issue Markets for Energy efficiency, Vol. 22, No. 10, October 1994, p. 857.
Willett Kempton "Improving Residential Customer Service Through Better Utility Bills," Strategic Memo
SM-95-1, August 1995, E-Source, Inc., Boulder CO, p. 4.
As Piattelli-Palmarini puts it "The easier it is to imagine an event or a situation, and the more the occurrence
impresses us emotionally, the more likely we are to think of it as also objectively frequent." Op.cit., p. 128.

    See W. Kempton and Laura Montgomery, "Folk Quantification of Energy, Energy-The  International  Journal,
Vol. 20 (1982).
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BOX C

COMMON MISTAKES IN CUSTOMER ANALYSIS OF
THEIR ENERGY BILLS1

· Customers often sum dollar amounts for each year, rather than energy units. This can
obscure the verification of performance of energy efficiency measures when prices change.

· Weather adjustment is frequently not computed. This can obscure the verification of
performance of energy efficiency measures when weather conditions change.

· Customers often misjudge the relative contribution of end uses to the total bill.

                     
1 Op.cit., Kempton, E-Source, p. 4.
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BOX D

Distorted Mental Maps, High Implicit Discount Rates, and
The Law of One Price in Characteristic Markets

Studies show that consumers frequently choose energy using appliances with lower initial
cost but higher real (life-cycle) costs. This is tantamount to their having "irrationally"
high implicit discount rates (e.g. higher than their credit card rates).

One plausible explanation has to do with the fact that even though we normally refer to it
as a good, energy efficiency is typically only one characteristic of a good which has other
characteristics. Since consumers have difficult in mapping the relationship between goods
and their energy efficiency characteristics they may adopt simplified shopping strategies,
relying on mental short cuts which reduce their decision costs, such as buying the least
expensive model.

By way of analogy to the findings on energy efficiency shopping we note that a 1984
study of dishwasher liquid efficiency by the Consumer Union (CU) illustrates what
happens because consumers have difficulty mapping from price per bottle to price per dish
washed. CU looked at 35 brands, with few differences on most characteristics, except for
their measure of efficiency--"dishes washed per squirt." Brands were placed into four
groups according to their efficiency ratings with the brands in the top group assigned an
arbitrary efficiency factor of 1.0. They computed a real cost for each brand by
multiplying the nominal price by the efficiency factor. If the "law of one price" were to
hold, as it should according to the competitive market standard, then the real cost for each
brand should be the same. But as shown in the table below, the law of one price fails to
hold. Consistent with energy appliance purchase studies, the most expensive brands are
usually the best buys. Indeed, analogous to energy efficiency findings, the fact that many
consumers continue to buy the less expensive higher  real  cost brands demonstrates
untapped cost/effective potential -- what we might call a "dishwasher liquid efficiency
gap."1

                       Real  Costs  of  Dishwashing  Liquid                                        
Numbers of
Brands in Average Efficiency Real

Group The Group  Price   Factor Cost
                                                                             
A    8 $1.97    1.0 $1.97
B    6 $1.60    1.4 $2.24
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 PRIVATE BOX E

As shown in this graphic display of the study results, behavioral scientists have found that
consumers respond to better feedback by taking more control over and reducing their
energy use.
                   
Source: Stern, January 1984.

Confirming these transaction cost economics insights a number of experiments have shown
that more frequent (e.g., daily) feedback leads people to cut their energy use about 10-15
percent (See Box E).25 Though not yet tested empirically, behavioral scientists further
theorize, again consistently with transaction cost economics, that if feedback were provided
for a longer time it would have substantial additional impacts. For example, telling a
householder that their furnace is operating below peak efficiency may lead to maintenance

                                                  

See Stern, C. Paul and Gerald T. Gordon, Institution for Social and Policy Studies, Yale University,
"Psychological Research and Energy Policy," American  Psychologist, April 1981, pp. 329-324.
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actions and eventually influence a decision to purchase new equipment. "Feedback in these
circumstances may lead a consumer to expect and demand efficiency in newly purchased
equipment. After a purchase, feedback could provide a check on the efficiency claims of
salespeople, and this ability to check may lessen one of the consumers fears about buying
new energy-efficient technologies." 26 By providing a positive learning experience that may
then be transmitted through social networks, feedback could accelerate the processes of
energy efficient technology diffusion. Over the long-term feedback could thus create
substantially more energy savings than the 10-15 percent that has been found to date in short
term experiments.27

LESSONS FROM PHONE INDUSTRY DEREGULATION

Finally, though not comprising a distinct scholarly body of thought in the sense of these other
fields, there is a growing amount of anecdotal and related evidence regarding consumer
behavior in the wake of telephone deregulation which, as the CPUC explicitly recognizes in
its decision, has some important lessons for electricity deregulation. Recent experience with
phone industry restructuring reminds Staff that simply providing for competition (there are 3
major and 400 or so smaller companies competing for long distance business), and the
opportunity for consumer choice (Pacific Bell now provides over 30 specific services to
choose from) is by itself not necessarily sufficient to produce the kind of well functioning
markets necessary to satisfy our principles of meaningful consumer choice. It appears, in this
case, that choices available from different long distance providers are economically
meaningful. For example, Consumer  Reports observes that "even modest long distance users
can save enough to justify the effort." But the conditions under which this long distance
market currently operates create transaction cost barriers, i.e., difficulties in obtaining
trustworthy information and risks associated with dealing with opportunistic suppliers, that
prevent the realization of these benefits. As one consumer representative recently testified
"the overwhelming majority of small customers totally fail to understand long distance
choices and are very unaware of the local long distance options available to them." 28 This
lack of understanding may partly be attributable to the inherent complexity of the choices
involved. But there is also strong evidence that this complexity is compounded by a
multitude of other factors operating within the market to wit: misleading advertisements, by
the fact that consumers do not trust the ads, and that consumer mistrust is amplified by a
series of market abuses that "have caused consumers severe transactional troubles spanning a
spectrum of slamming, 926, 800, 900 number abuses, OAS, connection, hardware
incompatibilities, fly-by-night company defaults..." and so on.

                                                  

Op.cit., Stern and gordon, 1991, p. 336.
Op.cit., Stern and Gordon, 1991, p. 336.
See Chapter 6 EER for reference.
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IMPLICATIONS ABOUT DEPARTURE FROM RATIONALITY FOR
PRINCIPLES OF MEANINGFUL ENERGY SERVICE CHOICE

To conclude Staff attempt to briefly explore the implications of this more realistic analysis of
consumer behavior, than is found in the standard theory of competition, for Staff’s principles
of meaningful consumer choice. The reader may note that so far as they deal with pricing
questions principles of meaningful consumer choice rely primarily on the standard theory of
competition with due allowance for considerations of fairness. However, as Staff have
attempted to briefly summarize here the accumulative evidence over the past 20 years from a
number of different fields leads to the conclusion that the behavior of most consumers of
energy services, especially residential but probably others as well, departs in significant and
systematically predictable ways from the standard rationality norms assumed in competition
theory. As emphasized by transaction cost economics, bounded rationality, information
disparities between parties, and the propensity of human agents to behave opportunistically
create problems of veracity and truth revelation. These problems are likely to be greater in
the case of experience goods where consumers are unable to reliably ascertain quality prior to
making a purchase and particularly severe in the case of credence goods where the quality of
service cannot be readily ascertained even from experience.

This more realistic economic theory helps explain findings, from studies of energy
conservation, that consumers typically have highly distorted mental maps of their own energy
use and find it difficult to obtain what they feel is trustworthy information. Nevertheless, as
these studies also find the majority of consumers have an interest in improving their
understanding of their energy bills by talking to friends and neighbors. Additionally they find
that consumers trust information gotten from their meter and try to extract what information
they can from their bills. Particularly important these studies conclude that consumers will
respond to better designed feedback on their energy use by making more intelligent choices. 
Thus, from the standpoint of satisfying the principles of meaningful choice, improving energy
use feedback,29 through better bill design and other means, as well as taking actions that help
minimize and safeguard against opportunistic behavior should be very high on list of
restructuring priorities.

Drawing on the "revolution in the theory of rationality" that has occurred over the last 20
years Staff may further predict that difficulties in achieving meaningful consumer choice will
be exacerbated by the widespread tendency of consumers, faced with certain kinds of choices,
to rely on reasoning strategies that systematically and substantially depart from the rationality
norms assumed in the theory of competition upon which competitive restructuring rests. 

                                                  

     See Willett Kempton "Improving Residential Customer Service Through Better Utility Bills," Strategic
Memo SM-95-1, August 1995, E-Source for a description of what some (non-California) utilities have done
to date and how current billing practice might be substantially improved at modest cost.
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Whether these tendencies are referred to as irrationalities, cognitive illusions, spontaneous
intuitions, mental slothfulness or, more euphemistically, as mental shortcuts which economize
on mental effort--the result is still the same. Especially in connection with energy service
choices characterized by informational disparities and vulnerability to opportunistic deceit,
consumers, in their attempt to minimize regret will be biased towards taking no action. They
will require, in effect, much stronger justification to take actions such as shifting to virtual
direct access or to a new supplier, than staying put with their current service. In deciding
whether or not to take actions consumers’ estimates will be highly asymmetric -- weighted
more heavily towards avoiding losses, relative to their point of reference, than in realizing
gain. In confronting risky choices they will, in effect, be risk avoiders when it comes to
realizing gain, while being risk seekers when it comes to avoiding loss. Since reference
points are susceptible to framing effects, rather than being made purely on the basis of the
objective economic facts as assumed in competition theory, choices will vary depending on
how they are framed.

The susceptibility of choice to framing effects, it must be admitted, raises extremely difficult
issues relative to satisfying the principles of meaningful choice. On the one hand proper
framing may help consumers make choices that more closely approximate rationality norms. 
For example, framing the choice of virtual direct access as a way of avoiding loss may help
mitigate a bias, due to the regret minimization effect, to take no action. On the other hand,
framing can be used opportunistically to deceptively mislead consumers into making
economically incorrect and harmful choices (e.g., see Box F which illustrates the concept of
"the much feared Dutch bookie" with an offer recently sent to the author by the ACG
Independent Judging Organization of Laguna Hills, CA). The issues arise both in connection
with governing utility choices in which energy regulators are directly involved, such as virtual
direct access, as well as with governing behavior of unregulated firms.

Without attempting to resolve this difficulty Staff note that Principle 1 of meaningful
consumer choice provides what Staff believe is the proper guidance. To establish conditions
that empowers consumers to make value-enhancing choices requires, in effect, that
restructuring simultaneously attempts to (i) minimize deceptive exploitative framing while we
also (ii) provide for the marketing flexibility that may be needed by regulated utilities to
discover and carry out the helpful framing necessary to overcome well known irrational
biases.

As the CPUC proceeds to implement wholesale restructuring and explore retail restructuring
in greater detail, it is generally acknowledged that regulators should be guided by the theory
or model of competitive markets-wherever possible allowing for and encouraging their de
facto realization, and whenever necessary providing for their regulatory simulation. But it is
sometimes forgotten that the theory of competitive markets encompasses a consumer as well
as an industry supplier component. The upshot of the preceding considerations is that
regulators committed to establishing workable competition, and in approximating this
theoretical norm, must carefully consider consumer as well as industry characteristics.
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BOX F
The Much Feared "Dutch bookie" 1

Piattelli-Palmarini points out that in situations that involve probability choice our innermost cognitive biases
make us susceptible to falling into the grip of the much feared "Dutch Bookie." "The diabolical Dutch
bookmaker (who is not Dutch at all but universal, and makes book on everything not just horse races) no
sooner discovers a glitch in our probabilistic beliefs than he offers us a series of bets such that we will lose
money come what may. These bets do indeed appear to us, both singly and wholesale, as perfectly "fair, yet
condemn us to become money pumps for the Dutch bookie."

By way of illustration the author recently received the following "personal and confidential" offer:

"Dear _______:

This is an important letter regarding cash due you. Do not misplace this document. Read it carefully.

Pursuant to authorization by our client, DAM, Inc., your name was entered into a national sweepstakes and
you  were  designated  to  receive  a  bank  check  for  up  $7,500.00  in  cash.

Your cash payment is awaiting prompt claim - according to rules, odds, etc., on reverse, you must contact us
as soon as possible.

I regret that the enclosed contingency check is not signed, but our strict regulations provide that we cannot
sign and issue the enclosed bank check to you unless you contact us with the winning security code
preselected for the Grand Prize and verify your correct mailing address.

Also, please remember that you  will  lose  your  guaranteed  award  check  if  you  fail  to  respond.

Do not mail the enclosed contingent check back to us. This  will  only  delay  processing  your  claim. ... 

Contact us as soon as possible by mail or phone. Give our accounting personnel your Security Code check
I.D. number, 774 954 756.

FOR IMMEDIATE CHECK PROCESSING CALL:
1-900-344-2671

24 hrs./7 days/$3.98 per min./6 min. avg./$23.88/must be 18 years or older/touch-tone phone only."

In fine print on the back of the letter appears the following legally required Consumer Disclosure:

"Awards and odds are: (1) $7,500.00 (1:4,998,468); (1) $2,500.00 (1:4,998,468); (1) $1,000.00 (1:4,998,468);
($175.00 (1:4,998,468); $1.00 approximately (1:1).

Having received this offer to avoid losing $7,500 being held in his name while he was working on this
chapter and on guard against the "much feared Dutch bookie" the author quickly took out his calculator and
determined that it indeed contained a potentially very lucrative money pump. For the $23.88 they expect to
receive on their 900 call DAM, Inc., should expect, given these odds, to pay out less than $1.03 leaving a net
gain of $22.85 per call.
               
1Op.cit. Piattelli-Palmarini, p.4.
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More specifically regulators must come to grips with three factors pertaining to (1) limited
consumer cognitive competence, (2) the inherent "experience" and "credence" good
characteristics of most energy products and services, and (3) the propensity of energy service
suppliers to engage opportunistically, at times in blatant, but probably more often in subtle
form of deceit. Particularly because of the way which these three factors negatively reinforce
and amplify each other the behavior of consumers in energy service markets will depart
significantly from competitive norms. The inherent difficulty of judging product quality
before, and in many cases even after, purchase unavoidly increases the risk associated with
energy service choice, even for well informed consumers. The prevailing consumer
information environment, with the absence of reliable energy use feedback, further
exacerbates these risks. Unfortunately, it is precisely when confronted with such risky choice
situations, that consumers are most likely to rely on irrational endowment and regret
minimization strategies.

Under these conditions the challenge of satisfying our principles of meaningful consumer
choice, and achieving a workable approximation to the competitive norm, is surely great. It
cannot be totally realized, as suggested by CPUC's 12/20 decision by reliance on consumer
education. At best, a well designed consumer education program might be instrumental in
helping to convey accurate information about certain choices, such as virtual direct access and
energy efficiency. But the kind of general information that might be conveyed through
educational programs, does not provide the kind of detailed information, tailored to individual
consumer circumstances, that is requisite to well informed choice. Most importantly, given
the prevalence of certain irrational reasoning strategies, the conveying of information, even if
it is accurate according to the experts (and even, as we found in connection with many energy
audit programs, it is tailored to individual circumstances) is not enough. To satisfy our
criterion of meaningful consumer choice such communications must address the documented
tendency for consumers to fall subconsciously prey to biased reasoning strategies, e.g., the
bias to inaction due to endowment and regret minimization effects, so that it is conducive to
the realization of genuine consumer value. To realize such genuine value the communication
of information must be designed (i) so that most consumers can draw the correct inferences
and (ii) so that it is persuasive.

Unfortunately the need for communication aimed at market transactions to be persuasive is
generally ignored and certainly under appreciated by standard economic theory. In order to
assure that it is given proper emphasis, we wish to emphasize here that persuasive
communication is crucial to understanding the performance of markets. After McCloskey we
define persuasion to mean that part of a communication or what he calls economic "talk"
which goes beyond the simple conveyance of information. 30 As so defined the need for
persuasion is a direct consequence of the fact that in order to carry out a transaction

                                                  

See Donald N. McCloskey Knowledge  and  Persuasion  in  Economics, Cambridge University Press, p. 77.
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consumers must make a judgment about the information they receive. Persuasive talk is
necessary, as McCloskey further points out, to establish trust; 31 and hence to overcome
problems of mistrust that are endemic to energy service choice. It is also, we might add,
necessary to cope with the widespread susceptibility of choice to framing effects and related
irrationalities. Despite the distinct tendency for economists to ignore this phenomenon,
McCloskey points out that such persuasive economic "talk" is not cheap. Indeed once he
considers all the different kinds of persuasive talk throughout the economy McCloskey
roughly estimates that it accounts for one quarter of our GDP! 32 Staff mention this rather
astounding estimate, not because we believe it is necessarily accurate, but because it helps
bring home the point that persuasion is an extremely important part of economic reality that is
overlooked by the standard economic theory upon which competitive restructuring rests. 
From the standpoint of satisfying the principles of meaningful consumer choice, recognizing
the importance of persuasion clearly raises a challenge. On the one hand persuasion is
necessary to overcome biases associated with prevailing irrational tendencies in order to
realize meaningful choice. On the other hand, persuasion, can be opportunistically designed
even, as illustrated by the Dutch bookie example (recall Box F), within the constraints of
traditional consumer information disclosure laws, to exploit these irrationalities. The problem,
that Staff needs to explore further, is what kind of governance structure is most conducive to
encouraging "honest" persuasion that helps consumers draw correct, rather than incorrect,
inferences and thereby empowers them to make genuine value-enhancing choices.

                                                  

Op.cit., p. 372.
This estimate is not, of course, limited only to persuasion targeted at consumers. It includes all the different
kinds of persuasion including those associated with sale people trying to sell you a new suit, advertising,
communication by mangers needed to minimize shirking by their employees, communication by lawyers
needed to enforce laws, etc. See Donald McCloskey and Klamer, Arjo "One Quarter of GDP is Persuasion"
The American Economic Review, Papers and Proceedings of 10-7th Annual Meeting, May 1995, p. 191-195. 
See too op.,cit., McCloskey, p. 77-79.
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Option 4
Comprehensive Distribution Function Unbundling Through Time

I. Description of the Option

This option describes a comprehensive, phased distribution function unbundling process. The the
component services included in the retail distribution function (presently restricted to the UDC) are
ultimately divided into three main categories: (1) unbundled and competitively provided by multiple
organizations, which might include the UDC; (2) unbundled, but provided exclusively by a monopoly
at two or more levels of quality; and (3) bundled monopoly services required of all customers.
Unbundled monopoly services may be final services of interest to consumers or intermediate services
of interest to private energy service providers (ESP). The process begins by the UDC providing some
services on an unbundled basis that are of interest to direct access providers in order to develop the
intelligence needed to make more informed judgements about the suitability of full scale competitive
unbundling. The goal of this option is to develop a package of unbundling, pricing, and PBR
incentives that leads to increased societal economic efficiencies.

While distribution function unbundling is a key element of consumer choice, no party has sufficient
information to judge what "end state" can be supported by markets. This option does not require a
priori judgements about which services can be successfully shifted to the unbundled, competitive
market. It proposes an orderly process under which a succession of unbundling and competitive
supply opportunities can be tested, while preserving the possibility of a regulated monopoly as the
"end state" for some services. Finally, difficult component service pricing issues under incentive PBR
structures must be resolved to avoid market power issues of the incumbent monopoly. An integrated
decision, including unbundling, service pricing, and PBR incentive structure, should be developed and
implemented as a package to ensure that the most efficient market structure evolves.

The essence of this option is that comprehensive distribution function unbundling should be
accomplished, can be accomplished in an orderly manner through time, and that it is feasible for some
portion of it to be ready for implementation as early as 1/1/98 if the CPUC adopts a process with this
date in mind.

II. The Details of the Option

This proposal describes a process of component service unbundling, pricing, and PBR treatment that
will remove responsibilities from the proposed UDC and rely to a greater extent on consumer choice
and private market providers of services. It includes elements of three facets of retail distribution
restructuring: (1) unbundling, (2) unbundled component service pricing, and (3) the PBR incentive
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structure for the distribution monopoly. While each of these three aspects will be discussed separately,
this suggested process emphasizes developing them jointly to ensure that a complete market structure
exists that will lead toward improved market efficiencies. 

All of these facets must be developed together as an integrated package. If any of the three elements
are omitted, then the problems of market power, cross subsidy, or unfair competition could result.
None of these outcomes are desirable. 

A. Component Service Unbundling

Component service unbundling consists of taking the responsibilities of the proposed distribution
function of the UDC and breaking them apart into separate services, some of which may be opened
to competitive supply.

1.  Clarification  of  Unbundling  vs.  Competition  via  Multiple  Suppliers

This proposal suggests a clarification to the definition of the term unbundling as used by the CPUC.
There are two dimensions in which unbundling needs to be clarified. We suggest parties resolve this
terminology concern at an early date, lest confusion about terminology cloud real policy disputes.

First, the CPUC's direction to investigate unbundling in D.96-03-022 and its discussion in the RWG
combines two distinct considerations that should be considered separately, e.g. (1) identification and
separate accounting of each component service from a larger group of services for transparency and
enhanced customer choice, and (2) eliminating the incumbent exclusive, regulated monopoly franchise
in favor of multiple, competitive suppliers for this component service. Discussions of consumer
choice and unbundling which preceded D.96-03-022 used the term "unbundling" in the more narrow
sense of separation, not necessarily in the sense of both separation and competitive supply. 1 The
benefit of considering these aspects of restructuring individually is that it offers another option for the
CPUC to select in its efforts to restructure the retail portions of the electricity industry.

Second, the CPUC's use of the term unbundling does not carefully differentiate to whom the product
or service is being offered. There are components within the distribution function which today are
intermediate services in delivery of bundled electricity, that when unbundled are of interest not just
to end use consumers, but also to energy service providers. In fact, much of the impetus for retail
distribution function unbundling comes not from consumers but from emergent suppliers who wish

                                                  

          CEC, 1994 Electricity Report, Chapter 2, November 1995.
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to make use of these component services as intermediates toward their provision of generation services
to end use customers.

We suggest the following four definitions to resolve these two terminology concerns. These
definitions use combinations of component separation, competitive supply, and final versus
intermediate services that should all be investigated. The first two are well understood and have been
frequently used by the parties, but not always in a consistent manner. The last two are new, and
represent an attempt to provide useful terminology for this debate.

a. bundled monopoly supply means that many distribution and customer services are
supplied in a fixed bundle by the franchise monopoly, with no competitive supply
opportunities. 

b. unbundled multiple provider supply means that many distribution and customer service
functions are both identified separately and that they are provided by multiple suppliers
in a market setting.

c. unbundled monopoly supply of final services means that distribution and customer
services are identified separately and that end use consumers have a choice of different
levels of service with commensurate price differentials, but that a regulated monopoly
is the only service provider.

d. unbundled monopoly supply of intermediate services means that certain services now
included within the distribution function which are critical to private energy service
providers are unbundled, perhaps at one or more levels of quantity or quality, for these
suppliers to purchase and use in their process of delivering their products and services
to consumers.

Up to this point in time, parties to the RWG have discussed only the first two of these three options.
Unbundled, monopoly supplied service should be a consideration for distribution function
restructuring. The following examples illustrate the differences in these definitions. An example of
a possible unbundled, monopoly supplied final service of interest to a substantial number of customers
is higher power quality. It is certainly infeasible for several aspects of power quality to be resolved
by the customer itself, rather the distribution entity must act on its "side of the meter." If there are
higher quality and higher cost options that can be made available to final customers, then they should
be.

An example of a component service where the unbundled, monopoly option might be particularly
helpful can be found in billing. Classification as a track 1 service has been frequently proposed by
potential generation service providers, since virtually all suppliers of services bill their customers for
these services. Others point out that the UDC may be the ultimate recipient of perhaps 60 percent of
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the total bill for electricity services, thus justifying the UDC as the exclusive billing agent. Still others
say that the consequence of both entities billing customers independently is a level of cost duplication
for small customers that will effectively preclude private supply of generation services, e.g. direct
access will not be offered. However, if the UDC performed consolidated billing but permitted the
energy service provider to include customized material for such customers, then the desire of the ESP
for brand awareness and customer contact could be satisfied while eliminating the duplication of costs
from independent billing. This is actually an example of a possible unbundled, monopoly supplied
intermediate service of interest to aggregators supplying generation services to small customers. The
UDC is already designated as the billing agent for the public goods charge, with revenues remitted
to the CPUC or some new institution for funding of public goods programs. Similarly, some
aggregators would be willing to use the UDC as a billing and collection agent, with revenues remitted
to the ESP. This makes billing an intermediate service for the ESP.

2. Component  Service  Pricing

To ensure that unbundling enhances, rather than detracts from, efficient supply, prices of component
services must be set properly. Distortions will occur if prices are either too low or too high. If prices
are set too high for a monopoly supplied intermediate service, such as billing and other revenue cycle
services, which direct access providers use as inputs this will discourage entry of efficient competitive
suppliers. In order to ensure competitive markets result in the most efficient suppliers, such prices
must reflect the monopoly's true incremental costs. Similarly, in the case of multiple-provider supplied
final services, if the monopoly prices are too low, as a result of cross-subsidy for example, this will
discourage efficient competition.

An agreed upon costing and pricing methodology is needed to ensure the realization of efficiency
enhancing prices. Such a methodology would have several important characteristics. It would
establish acceptable methods for estimating the UDC's true incremental costs associated with
component services. Where necessary, it would provide the flexibility needed to reflect different
incremental costs associated with providing the same service to different groups of customers. It
would adequately treat questions associated with the treatment of attributable fixed costs. It would
also deal with common costs that are not attributable to a single service, but that are attributable to
a combination of services. Because of the likely prevalence of such common costs, it is important
to recognize that any acceptable methodology must be comprehensive enough to deal with
combinations of component services which share common costs. It will generally not be possible to
rely upon a methodology that prices one component service at a time. For example, in accordance
with the theory of contestable markets, a system of price floors and price caps have been
recommended in the few instances in which components and combinations of components have been
unbundled and offered by a regulated monopoly. The CPUC has developed some experience in tele-
communication restructuring with pricing "bundles" of component services that seem to be related.

Because any acceptable methodology will be complicated, and therefore slow to implement, as a
practical matter the unbundling and pricing of component services will depend upon the mixed
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monopoly/competitive firm. For market participants to trust that competition is fair, such a firm will
be required to have incentives to apply the methodology in a reasonably accurate way. The
workability of unbundling in this setting is therefore closely linked to the design of PBR to provide
these incentives.
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3. PBR  Design

Implementation of an appropriate distribution PBR mechanisms is essential to avoid inappropriate
cross subsidies. PBR mechanisms should be developed that provide proper, and avoid improper,
motivation to the mixed monopoly/competitive firm. The incentives that drive pricing of component
services and potentially encourage distorted pricing are likely to be different under alternative
regulatory schemes. A pure price cap mechanism could, in principle, be designed that minimized such
distortions. Such a price cap could cover all of the UDC's component services. Or, as has been the
practice in the tele-communication industry, separate price caps could be applied for bundles of closely
related, interdependent services. In the case of distribution activities such bundles might consist of:
(1) distribution circuits and associated maintenance, (2) revenue cycle services (metering,
communication, billing, revenue processing), and (3) customer service.

In either approach the price caps should be sufficient to cover the total costs, including all relevant
fixed and common costs, that an efficient firm would need to incur in order to supply these services.
In theory, such a price cap would allow the UDC to earn a competitive return. Such average price
caps would also provide the incentives desired to avoid distorting component service pricing. This
is because any under- or over-pricing of one component could only be offset by offsetting over or
under pricing of some other component.

Complications will arise in implementing such a price cap concept in practice so that various
adjustments will inevitably be made. Such adjustments will be needed to address the quality of
service measures, productivity improvements, and the possible reduction in the scope of the regulated
distribution monopoly.

To the extent such adjustments are tied to the estimated costs of their monopoly supplied services, this
will tend to distort the monopoly's incentives to price component services properly. Under these
circumstances a monopoly can benefit by underpricing, i.e. cross-subsidizing, competitively supplied
components and shift costs to monopoly supplied components that might be subject to profit sharing.

As a practical matter, the more sensitive PBR price or revenue caps incentives are to a monopoly's
own cost of supply, the greater the incentive to distort component prices and the correspondingly
greater requirement for building in regulatory checks and balances.

4. Sequence  of  Steps  for  this  Proposal

Having explained each of the three closely intertwined elements of this proposal -- unbundling,
pricing, and PBR incentive treatment -- the following specific sequences of steps define the proposed
process:
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a. establish a proper costing and pricing methodology

The CPUC needs to establish a costing and pricing methodology for unbundled
services that results in competitively neutral prices that ensures that UDCs and ESPs
win market share on the basis of their ability to supply services efficiently. This
pricing methodology should be consistent with PBR incentive treatment and any rate
or revenue caps.

b. unbundle those component services essential as intermediate services for direct access
providers

Those component services (or subsidiary activities) which are essential for delivery of
generation service providers should be unbundled and priced first, so as to permit
direct access market to operate.

c. extend the application of the costing and pricing methodology to other component
services

Once the principles of the methodology has been established, and it has been applied
to essential services for direct access, it can be refined for application to other
monopoly supplied final services and to the more complex issue of a regulated
monopoly competing with private firms in the markets for unbundled, competitive
services. An ongoing process should be established that is responsive to market
forces. SDG&E's proposal has many of the appropriate features of this process. 2

d. allow reasonable opportunities to challenge UDC prices

Customers or rival firms should have reasonable opportunities to challenge the UDC
application of the appropriate costing and pricing methodology, but this should not be
a vehicle to institute CPUC micro-management on the UDC's actions.

e. implement appropriate PBR incentives

Implementation of an appropriate distribution PBR mechanisms is essential to avoid
inappropriate cost shifting and to address the need for continuously revised base rate,

                                                  

          SDG&E, Report  on  Rate  &  Product  Unbundling, R.94-04-031 and I.94-040032, July 15, 1996 
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quality of service measures, and productivity improvements that are compatible with
the possible reduction in the scope of the regulated distribution monopoly.

f. develop universal access mechanisms

Assurance of universal access to electricity services should remain as a policy for
California, but the mechanisms to accomplish this may need to be different in the
restructured retail environment resulting from this proposal. Evaluating the possible
necessity for subsidies, their funding source, and their implementation mechanisms
must be undertaken as part of this process.

5. CPUC  Determination  of  Component  Service  Categories

The initial discussion of these issues within RWG developed the "track 1 vs. track 2" terminology.
The original track 1 versus track 2 terminology classified changes in component service supply relative
to 1/1/98. If it was "unbundled" prior to 1/1/98 it was track 1, and if was ultimately unbundled after
1/1/98 it was track 2. No special term was provided for a service component that was unbundled in
the sense of separation, but not of competitive supply; clearly some such items are quite feasible. It
is unclear whether any component services should be unbundled, competitively by 1/1/98. There
many questions that must be resolved before offering services in either a competitive or monopoly
supply situation. Monopoly-supplied unbundled services seem much more feasible. This option
proposes an arrangement in which services move to this unbundled, monopoly-supply status, and then
transition to subsequent final treatment later, after experience with consumer's and ESP's interest.

The closest analogy to "track 1" in this proposal are the subset of unbundled, monopoly supplied
intermediate services that are essential to successful direct access. Whether any are essential is
unclear, but the CPUC should determine quickly whether it believes that there are any such essential
services. If any are determined to be essential, it is important that the CPUC identify a specific
implementation date, or perhaps a series of implementation dates for different items. Failure to
identify a specific process will create uncertainty, and uncertainty reduces the motivation of utilities
to conduct the analyses needed and reduces the effectiveness of the participation of private parties with
a stake in the decision.

It is important that any services the CPUC wishes to designate as track 1 be identified as quickly as
possible, because various industry representatives assert that some component services must be
classified as track 1 for direct access to generation services will not actually be provided to residential
and small commercial customers. Determining that some services are track 1 must be completed early
enough that providers of these services can prepare themselves to enter the market. Preparation
requires sufficient leadtime to: (1) plan and conduct market research, (2) identify, purchase and
become familiar with hardware and software required, and (3) hire and train employees. Such a
determination would be needed by summer 1997 at the latest.
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III. CPUC Policy Decisions

Following the recommendation of this option would require the CPUC to both make new decisions
and refine some of its existing decisions. Table 1 provides a comparison of old decisions to be
modified with new decisions to be made in the framework of the major steps included in this process
proposal.

There are several existing CPUC decisions which must be clarified or restated to be consistent with
this recommended option. First, D.95-12-063 defines the UDC as the exclusive monopoly entity for
all distribution function products and services. Metering received specific emphasis in two ways: (1)
requiring that RTP/TOU meters be installed for all customer classes other than small commercial and
residential, and (2) determining that meter installation could be opened to private entities once
appropriate standards for meters were developed and implemented. Second, this proposal elaborates
upon the succeeding D.96-03-022 direction to parties to investigate distribution function unbundling
into products and services.

There are several new decisions that the CPUC must make in order to implement this recommended
option. First, the CPUC would have to definitely unbundle at least some component services, and
more likely to offer others to competitive supply. Second, a component service costing and pricing
methodology would have to be developed that integrated with a PBR incentive structure. Third, some
revisions of the UDC responsibility to provide services to current customers who encounter difficulties
in securing services in competitive markets. This is the universal access issue that has already been
broached in tele-communications, but perhaps is even a larger issue for electricity than for tele-
communications.3

                                                  

          The CPUC should note that most of the preceding discussion could apply equally well to natural gas
distribution services. Natural gas deregulation has not yet tackled unbundling of distribution services. Several
emergent electricity aggregators with experience in core aggregation activities warn that repeating the experience of
the natural gas industry is unwise.
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Table 1
Summary of Necessary Policy Decisions

Facet of Unbundling Previous CPUC Decisions Potential New Decision

1. unbundle the distribution
function into component services

a. D.95-12-063 does not make this
decision, but D.96-03-022 begins
an investigation

a. Make a formal commitment to
unbundled some portions of the
distribution function and to open
some subset of these to
competition

2. classify services and activities
by three (or more) "end state"
categories

D.95-12-063 directs DAWG to
develop proposed standards which,
once adopted, would permit non-
utility installation of meters

identify all services to be
unbundled and their ultimate
supply method: monopoly or
competitive (reconciling previous
metering decision)

3. develop UDC prices for
services based on cost of service

D.96-03-022 required utilities to
submit a cost of service proposal,
but 6/21/96 ACR deferred this
requirement

direct utilities to conduct studies
resolving attributable cost issues--
fixed vs. variable, common, etc.

4. identify how PBR would
interact with monopoly supply and
competitive supply of service

a. no general direction of
distribution PBR

b. D.95-12-063 directs installation
of RTP/TOU meters for all
customers other than residential
and small commercial, but offers
no investment recovery method

PBR needs to be designed to
address a shifting responsibility of
the UDC, requiring revisions for: 
base rate revenue, quality of
service measures, productivity
assumptions, etc.

5. allow unbundling, monopoly
supply for specific services

NA determine how multiple levels of
service and prices to be
determined, and how much
oversight on tariffs

6. review and assess customer
response to unbundled service
offering and readiness for
competitive supply

NA customer interest is important
because: volume of service may
influence pricing, interest may
correlate with competitive options

7. UDC responsibility for and cost
subsidies of universal access to
services

UDC retains an obligation to
connect all customers to the PX
and to provide all distribution
services

alternative approaches to achieve
universal access may be required,
especially with funding cost
subsidies rather than through price
distortions
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IV. Implementation and Timing Issues

There are both analytic and procedural activities that must be determined in greater detail to
implement this option. This section provides some indication of these efforts. Further elaboration
must be developed to provide a full specification necessary to implement this proposal.

A. Analytic Activity and Methodology Development to Implement This Option

Among the discussions that must take place are: (1) development of the appropriate costing and
pricing methodology, (2) evaluation of component services, their subsidiary activities, and alternatives
for unbundling and opening them to competitive supply, (3) safeguards to permit the regulated
monopoly to provide competitive services, (4) resolution of universal service issues, (5) customer
interest in multiple levels of service quality for unbundled, monopoly provided services, and (6)
exploration of the concept of creating standalone monopolies that are independent of the UDC. 4

1. Development  of  the  Costing  and  Pricing  Methodology

It is essential to develop the appropriate costing and pricing methodology that is at the heart of this
proposal. As noted earlier, much of this exists in SDG&E's July 15, 1996 filing, but some of the
details recommended there would need to be revised to be acceptable.

2. Evaluation  of  Possibilities  for  Component  Services

In order to support assessment of various component services, a more complete and uniform list of
component services and their subsidiary activities must be developed. There are various lists complied
by parties (SDG&E's July 15 report provides one) which are "floating around." Once the CPUC
directs parties to begin this process, then these should be consolidated and a common version used
as the basis for further discussions.

In addition, how these various activities might be offered as monopoly supplied quality-differentiated
services (as either final or intermediate services, or both) or competitive services must be explored.
This can provide input to the CPUC about the possible set of services that the CPUC will designate
as essential to support direct access.

                                                  

          The Direct Access Working Group (DAWG) has investigated several alternative organizational forms for
metering and communication services. Among these are a standalone INFOCO monopoly that would be
enfranchised separately from the electric UDCs, and that might offer related services for natural gas and water utility
customers as well as electricity customers. See DAWG, Design  and  Implementation  of  Direct  Access  Programs,
August 30, 1996.
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3. Safeguards  Required  to  permit  UDC  to  Provide  Competitive  Services

As noted above, there are theoretical (and a few real world) developments that illustrate how price
floors and price caps for services and bundles of services can be established to permit the UDC to
operate in the competitive market. Specific proposals need to be identified, reviewed, and assessed
for their advantages and disadvantages. A final approach will have to be selected by the CPUC.

This will be a complex and contentious task, since it sets the stage for permitting the incumbent UDC
to continue to offer services in competition with emergent private firms. While this can be construed
as anti-competitive, and in fact it may well be, our goal is not competition at all costs, but more
efficient supply of component services to customers. Part of the efficiency possibilities are permitting
the UDC to continue to provide these services, at least to some customers. It is possible, for example,
that the UDC may be the low cost provider of base service for some component, while their are niches
which private entities are best able to serve.
 
4. Customer  Interest  in  Quality-Differentiated  Services

Customers will need to be educated about the options made available to them, and assessments of the
degree of customer interest should be conducted.

5. Use  of  New  Non-UDC  Standalone  Monopolies

One possibility discussed at some length in the DAWG process for metering and communication
services is the concept of a standalone INFOCO monopoly. The rationale for this being a separate
monopoly from the UDC is that a metering, communication systems, and perhaps usage database
organization could easily encompass electricity, natural gas, and water utility services. Since this goes
far beyond the scope of the electric utility, or a natural gas utility, or a water utility, the functions of
each grouped together and kept distinct from the physical distribution activities might be a useful
alternative to consider.

B. Procedural Steps for Proposed Unbundling

There are six major steps that would be required to implement this proposal.

a. This proposal retains IOU tariff applications for 1/1/98 rates on 11/15/96 since
functional unbundling must still be accommodated no matter what the CPUC decides
to do with further unbundling of the distribution function. The adjudication of some
aspects of those proposals can proceed without resolution of distribution function
unbundling, but during the spring new information resulting from further unbundling
would have to be joined with the earlier IOU applications, considered by the CPUC,
and an ultimate decision made by the same June 30, 1997 date now established.
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b. The CPUC must make several decision concerning retail unbundling schedule is
essential as early as possible so that the framework of retail unbundling can be
established. At the current time the direction of D.96-03-022 recognizes that
investigation is necessary, but provides no schedule and no process to make key policy
decisions. An Assigned Commissioner Ruling can be helpful in matters of scheduling,
but a full CPUC decision may be needed for policy resolution. Specific CPUC
decisions on this framework must be made and explicit direction to the RWG to
develop alternative proposals within the bounds of CPUC guidance must be issued,
with work products to be filed in late winter 1997.

c. The Ratesetting Working Group should be requested to develop alternative approaches
to implement the pricing and costing methodology proposed here. The RWG's
deliberations to develop options must continue in parallel with the formal applications
which are due 11/15/96, testimony from parties and hearings during the winter, and
during the intervals that parties can shift their attention from advocacy for some issues
to cooperative discussions of others.

d. The CPUC must determine whether there are any essential component services, and
direct the RWG and parties to focus their efforts on these services.

e. IOU sponsored cost studies must start early in this process and results are to be used
in revised tariffs in the first half of 1997. If necessary, these cost of service studies
should be conducted in two parts: (1) an urgent assessment of essential unbundled
services, and (2) a subsequent delivery of information on other services and, perhaps,
a refinement of information provided in step (1).

f. PBR incentive structures that are applicable to the circumstance of a regulated
distribution entity that starts in 1998 as a UDC, but shrinks over time to a LINECO.
No present PBR mechanisms automatically address the possibility that the scope of
services provided would change, and thus the base revenues, the measure of quality
of service, and productivity assumptions and other aspects of PBR would also have
to change. Since this is different than any PBR applications yet submitted to the
CPUC, it may be necessary to defer PBR applications and their implementation until
the CPUC clarifies its intent regarding distribution function unbundling.

The specific schedule for these procedural steps has not yet been identified. It is at least partially
dependent upon the speed with which the CPUC can make a general decision to embark on
distribution function unbundling, on the degree of accuracy that will be required of costing studies,
and the extent of essential services that are identified in the process.
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V. Projected Implications of This Option

This subsection briefly describes the projected implication of this option. Since there is little
analogous experience in other industries or other states for electricity restructuring, the implications
described here are highly uncertain.

A. Extended Decision-Making Process for the CPUC

This option implies that a succession of decisions will need to be made by the CPUC as component
services are first unbundled and provided by the monopoly, and then later offered competitively. This
contrasts to many of decisions of the CPUC in which a complete decision can be made at a specific
point in time, with no requirement for an ongoing series of decisions. However, this also implies that
a series of smaller scale decisions can be made which have greater opportunities to be correctable if
markets operate differently than expected.

B. Expected Range of Customer Participation

It is highly speculative to predict the interest of customers in unbundled services. There are a very
limited number of small scale pilots or special circumstances in which customers have been given
options. Most customers have no experience with such opportunities, so market research efforts
requires them to respond to hypothetical cost vs. benefit tradeoffs. Nevertheless, existing market
research points to considerable commercial and industrial customer dissatisfaction with the current
service they receive, and considerable openness to changing suppliers. One survey found more than
50 percent of both commercial and industrial customers ready to switch. However, this research also
indicates that many commercial and industrial customers are very interested in reliability and customer
service, and less interested in price. In hypothetical tradeoffs, customers frequently choose enhanced
services over reduced prices. This information suggests there is a market for unbundled services
which allow customers to mix and match levels of service quality to obtain better perceived value for
their electricity costs.

Very little information exists concerning residential customer choice. A direct access pilot begun in
May 1996 in New Hampshire did find plenty of residential customers ready to participate, but the
nature of that pilot was to provide approximately a 20 percent reduction in costs with minimal change
in customer service or interface with suppliers, 5 so offers little guidance as to residential customer
interest in unbundled services.

                                                  

         Customers received a net price reduction because the ground rules for the direct access pilot directed
collection of only 50 percent of CTC revenues from participating customers.

Consumer Choice and Retail Issues           
September 24, 1996  Appendix B, Page B-14



C. Cost-Shifting

Whether some of the component services are provided competitively (tracks 1 and 2) or monopoly-
provided services are unbundled with respect to quality of service, an important consideration should
be the design of policies to prevent cost shifting among the component services. Cost shifting and
cross subsidies between component services can have important efficiency and equity implications.
The allocation of common fixed costs is among the difficult to resolve for unbundled distribution
services, especially when they have been provided through common facilities throughout the history
of the utility.

When a monopolist, such as a UDC, supplies outputs in both competitive and monopolistic markets,
it might have incentives to shift costs between the services in certain ways depending on the structure
of incentives it faces. For instance, if the monopoly services are under the cost-of-service regulation,
the monopolist will have tendency to charge prices in the competitive segments of the business that
are lower than the corresponding marginal costs. This underpricing and overselling to drive the
competition out, so called predatory pricing, would be possible if the competitive segment was cross-
subsidized by the monopolistic segment through cost shifting. The incentive effect is simple in this
case, costs equal to the amount of losses incurred in the competitive segments shifted to the regulated
segment will be recovered through the regulatory process. Regardless of the cause, the result of cross
subsidization through cost shifting to the regulated segments would be excessively high rates in these
segments. At the same time possible predatory pricing in the competitive segment could lead to long-
run monopoly situation and higher prices in this segment.

A proper implementation of the pricing and costing methodology, coupled with a complementary PBR
incentive structure, proposed here would directly address these concerns.

D. Operational Importance of the Incentive Structure

This option proposes to directly link unbundling, pricing, and PBR. The incentive structure offered
by distribution PBR is believed to be important to modulate the decision-making of the UDC if it
sheds any of its component services and thus shrinks to a smaller scale entity. Along the way,
however, PBR is believed to be an important determinant of the ability of the UDC to engage in cross
subsidies for purposes of manipulating market outcomes. On the other hand, a PBR mechanism which
provides pricing flexibility to the UDC can also be a means to ensure that the UDC can compete with
private competitors on a basis which offers it an opportunity to be successful.

E. Possible Mechanism for Resolution of Issues Raised in Other Forums

Assessment of alternative distribution component services that should/could be unbundled has already
begun in the direct Access Working Group (DAWG) process. It has become apparent that there are
numerous complicated issues, many of which revolve around avoiding duplication of services as a
means of extending cost-effectiveness of direct access further down the customer size ranking.
Metering, communication systems, and billing systems issues have been discussed in various levels
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of detail. The forthcoming DAWG report captures some of this effort. It is important that there be
a transfer of this debate and accumulated expertise from the DAWG process into the RWG process,
especially for those participants of private interests who do not have the depth of resources to
participate in multiple retail restructuring forums.

VI. Advantages of this Option

There are several advantages of this option in comparison to other options that have previously been
described in the RWG meetings. These include: (1) enhanced consumer choice, (2) improved options
for small consumers, (3) increased certainty of ultimate distribution function unbundling, and (4)
reduced chances of making a major error.

A. Enhanced Customer Choice

This option is the one most philosophically compatible with providing customers with maximum
choice to determine their own destiny. Unbundling the distribution function is clearly feasible,
whether it is desirable for all customers can only be proven by performing the experiment and
observing the results. Economic theory says that society in general will be better off by allowing the
preferences of individual customers to be satisfied more closely than can occur when a uniform bundle
of services is imposed on all.

Unbundled, quality-differentiated service options even  if  provided  exclusively  by  the  UDC would
permit ESPs to obtain intermediate services needed to operate in the direct access market. In its final
services form, customers could explore their interest in these services on a standalone basis, and permit
the utility to offer them with price differences that might come from current cost of service data.
Current data might be considered sufficient when it is used to provide signals to customers intended
to communicate different costs of two or more levels of service. Offering such opportunities to either
ESPs or customers has several advantages:

(1) its allows ESPs access to intermediate services that may be essential to successful
operation of direct access for small customers.

(2) it provides an opportunity to learn what customers choose to do when they can make
elective choices about quality of service;

(3) it provides an initial signal to potential competitive service suppliers about the market
for unbundled services by revealing the apparent cost versus benefit tradeoffs that real
customers are willing to make;

(4) it allows direct access customers to reduce the level of service they obtain from the
UDC if they are receiving similar services from their direct access provider, thus
reducing (but not eliminating) concerns about duplication of services and costs.
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B. Improving Options for Small Customers

If representatives of potential market suppliers are correct about the costs of doing business and the
opportunities of beating PX prices by aggregation arrangements, then reducing duplication of services
and of costs imposed on customers may be essential to creating a viable direct access market for
residential and small commercial customers. Thus, either customers would make the purchase a final
service, or the ESP would make the purchase as an intermediate service.

C. Increasing Certainty for Future Service Providers

Compared to D.96-03-022 and RWG discussions that suggest postponing resolution of distribution
function unbundling, this option provides a definitive signal to potential market participants that the
CPUC is seriously intending to permit competition for at least some distribution function component
services. This will increase interest in participating in a process to accomplish the details, in contrast
to which the present uncertainty of scope and schedule tend to discourage participation.

D. Reducing Chances of Major Error

This option provides a transition path which might eventually arrive at a similar end-state as other
alternatives, but does so through greater reliance upon the UDC for the transition period. Since these
organizations exist, provide essentially the same services now, and can be expected to be able to
implement this option successfully, the chances of a major error leading to large problems with
customer service and satisfaction are reduced.
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