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 A Legal History of US Utility Regulation as it Relates to CHP

There are numerous policy arguments in favor of encouraging on-site combined heat and power (CHP) to serve future load, from job-creation to emissions reductions to easing transmission and distribution constraints.  These policy arguments that have driven the creation of incentive programs at the state and federal level, and have been responsible for the push to remove barriers to CHP deployment from existing utility regulation.  Increasingly, the battles for barrier removal are being waged not in legislatures, but at utility commissions and are specifically focused on utility rate design.

Unfortunately, the policy arguments for CHP often carry little weight in the day-to-day activity of modern utility Commissions, wherein the precise directives of case history and legislative law can supercede larger policy objectives, at least when those larger objectives are not coupled with enabling and/or proscriptive legislation.  This document is intended to address this limitation by providing utility commissioners with a cogent legal framework within which they can help ensure that society maximally realizes the economic and environmental benefits of CHP and other clean local-generation technologies.

Given the breadth of our audience, it is impossible for a single document to fully address all utility laws in every state and federal jurisdiction.  Therefore, this document focuses on the key federal legal decisions that have shaped our current regulatory environment.  These cases have focused primarily on utility rate design,
 but it bears noting that the basic concepts apply broadly to all interactions that regulated utilities have with their Commissioners as they relate to the deployment of non-utility generation.

Core Questions

Many of the most vexing questions that affect CHP
 deployment are rarely, if ever, addressed directly in federal jurisprudence.  These questions arise because the benefits of CHP are so disparately realized, and the individual parties to any specific case rarely have an incentive to incorporate all of these benefits into their pleadings.  Moreover, many of these benefits lie outside the jurisdiction of a utility Commission.  This creates policy conflict (for example, between environmental and utility regulators), but does not necessarily imply any violation of law that would warrant judicial consideration.

Additionally, CHP tends to be deployed by unregulated market participants, with private (e.g., non-rate payer-backed) capital.  On the one hand, regulators clearly have no obligation to guarantee returns or minimize risks to these investments and thus treat questions related to unregulated capital deployment (and the impact of rates thereon) as external to their purview.  On the other hand, the financial returns enabled by CHP result directly from the magnitude and structure of the utility rates they displace.  Thus, there is an inherent conflict between the benefits that CHP creates for unregulated electricity consumers and the impacts that CHP has on regulated utilities – and this conflict is most prominently manifested in utility rate design, which place the interests of one party in direct conflict with the other.
  Rate design, stripped to its fundamentals and when applied to CHP, is essentially two independent questions, one relevant to utility shareholders and one relevant to utility customers:

1. Utility shareholders: How should utility costs be treated for the purposes of Commission-approved rate making?

2. Utility customers: To what degree should a rate’s impact on private sector capital deployment be factored into rate design? 

The first of these questions is answered quite clearly in the legal record, but there has been much less legal precedent on the latter – thereby creating large gaps in rate design principles that often unwittingly slow the deployment of CHP.  

To understand why these unasked questions matter, recognize that standard economic theory demonstrates that efficient capital allocation occurs only in a “free market”.  Per economic theory, a “free market” has the following characteristics:

1. There is free entry and exit into the market (e.g., there are no barriers to new entrants, and no subsidies to prevent failure of established participants).

2. Prices send clear and accurate cost signals.

3. There is an absence of subsidies to distort supply and/or demand.

4. There are no significant externalities (e.g., the price as seen by the consumer reflects of all costs of supply).

5. Predatory practices are prohibited (e.g., large firms cannot use their clout to prevent the entry of smaller firms).

There are no retail (e.g., behind-the-meter) electric markets that would pass even one of these tests, even in the so-called “deregulated” states.  Ergo, we do not have free markets, nor efficient capital allocation therein.  This, in a nutshell, explains why the potential for CHP deployment – as numerous, independent studies have shown – remains so much larger than actual installed capacity.

And so we find ourselves in a situation where the questions that most urgently need answering to realize the benefits of CHP are precisely the questions for which no legal guidance exists.  That’s the bad news.  The good news is that the (relatively) easier questions with respect to rate design do have legal precedent, and this precedent strongly suggests that many of the rates that impact CHP deployment are flawed.

Questions for which clear answers exist in the legal record include the following:

· What utility costs may be recovered via their rates?

· What returns on invested capital can be built into utility rates?

· What standards of proof must be applied to any assertion of utility costs?

· What obligations do Commissioners have with respect to rate design?

A rigorous overhaul of most utility tariffs that affect CHP (in particular, but not limited to standby rates) only with the judicial guidance on the prior four questions in mind would greatly reduce the existing barriers to U.S. CHP deployment – indeed, the fact that this guidance has not previously been utilized in so many existing rates speaks volumes about the combination of inefficiency and under-representation of affected parties in most utility rate proceedings.   The balance of this document reviews this judicial history and discusses the applicability of this history to the design of rates that impact CHP.  It concludes with a discussion of the outstanding “vexing” questions that we believe commissioners ought to ask and resolve to as to further encourage the societal benefits that are created by CHP.

Overview of Legal History

To understand the current legal climate within which regulated utilities operate, one must first appreciate the legal and political history within which they were created.  Regulated utilities remain a strange contradiction between capitalist and socialist business and governmental philosophies.  On the one hand, utilities seek profits and have obligations to their shareholders.  On the other hand, they have obligations to the public that they serve, enforced through regulation.  These public obligations are manifested both in their monopoly status (the belief being that a competitive market would be less able to serve the unique public interest provided by utilities) and in their extensive government oversight, the better to – in theory – “regulate a competitive outcome” and ensure that utilities’ obligations to shareholders do not trump their obligations to the public.

With perfect hindsight, one might reasonably ask whether this inherent conflict of the regulated utility model is ideally served to meet the public interest.  In other spheres of the economy, we wholeheartedly embrace either competition or government regulation, but never both, at least not to the degree found in utilities.  No reasonable person argues that a profit incentive would make police forces would be more efficient, nor does one hear that the bankruptcies of Braniff and PanAm post-deregulation compromised the safety or reliability of the airline industry.  Moreover, a case can be made that the interests of utility shareholders will always be opposed to the interests of utility consumers (e.g., one cannot be rewarded without an equivalent penalty to the other).  Classical economic theory, after all, does not teach that business engenders public benefits, but rather that functioning markets create public benefits through the invisible hand of competition – and in the absence of competitive pressure, profits are simply a tax on the cost of service.

This core conflict between shareholders and consumers is innate to all regulated monopolies, and has been the source of over 100 years of legal debate.  It is far from resolved, but the efforts to do so over the past century form the underpinning of modern utility law.  Since this conflict applies universally to all regulated utilities, the legal discussion that follows encompasses all industries that have ever been regulated as government-sanctioned monopolies.

Overview of U.S. Electric Utility History

The early history (approximately 1880 – 1910) of the electricity generation and distribution business is one driven entirely by private enterprise, largely free of regulatory oversight.  Entrepreneurs like Thomas Edison and George Westinghouse designed and built power plants initially to serve local industrial or municipal loads, and only later contemplated the construction of a “grid” to tie these disparate generators and loads together.

However, these private businesses became ever more heavily regulated over the first 20 years of the 20th century, for three core reasons:

1. A request for regulation by utility industry executives, who argued that the large capital investment required for national electrification would not be accessible without a regulatory guarantee of capital recovery.

2. A massive credit failure of the largest utilities that exposed the need for fiscal solvency among grid managers.

3. An expansion of utilities beyond the ability and jurisdiction of municipal – and in some cases, even state – regulators, creating the necessity for federal regulation.

The first led to the creation of protected monopoly franchises in the utility industry, which survive more or less unchanged today.
  The latter two led to substantial federal oversight of the electricity industry, most notably via the amendments to the 1920 Federal Power Act and the Public Utility Holding Company Act (both in 1935).

Once these changes were in place, the electric power industry had attained a classic “utility” structure, and fundamentally changed the industry from a system of private enterprise to one quasi-public organization.  Since the 1920s, regulated electric businesses have had an obligation both to the public and to their shareholders.  More often than not, these two obligations are in direct conflict with one another, and the judicial and regulatory actions taken since that time have almost exclusively been attempts to resolve, or at least clarify this conflict.  For example:

1. Many of the public obligations of regulated utilities imply a subsidy from one rate class to another (e.g., rural electrification, low-income support).  How is this wealth transfer accomplished with minimum ratepayer discrimination?

2. Higher returns to utility shareholders make it easier for utilities to raise capital in fulfillment of their public mission to maintain the electric grid, but are only brought about through higher revenues, in contrast to obligations to the public.  Where is the appropriate balance between these opposed pressures?

3. Utilities’ obligations to shareholders and monopoly franchises create both the incentive and means for anti-competitive abuse of their market dominance – but as regulated monopolies, they are insulated from laws designed to protect against these abuses.  What obligations does this impose on utility regulators?

For over a century, courts have grappled with these and related questions as they seek to balance public interests with utility shareholder pressures.  

Regulatory History

Given the scope of this document, it is not possible to provide a complete account of all federal utility regulations, much less those at the individual state level.  Instead, we focus on the key federal court decisions that have shaped modern utility law.  Broadly speaking, utility regulation has gone through three stages of progressive maturation, from the early, “Gilded Age” laws that gave near-unlimited discretion to utilities, to a transition period following the Depression
 which was much less trustful of businesses, to the modern era in which competition and market forces have been seen as long-term goals of effective regulation.  Each of these eras is discussed below.

Pre-1935

Prior to the Great Depression and the legal reforms of 1935, utility regulation can best be described as assuming a certain benevolence at the helm of the nation’s corporations, regulated and otherwise.  This “Gilded Age” approach to regulation was marked primarily by a much greater degree of trust in both businesses and regulators than is found in the modern era.  Jurisprudence essentially assumed that business managers placed the public interest ahead of their personal interests, and further that business profitability was an unquestioned social good.  It applied a similar philosophy to regulators, essentially assuming that they were wise, honest and generous until proven otherwise.  

An example of the latter is seen in Munn v. State of Illinois.
  In this case, the company Munn & Scott had built a grain elevator in Chicago in 1862.  In 1870, the State of Illinois adopted a new constitution, which stated in part that “all elevators or storehouses where grain or other property is stored for a compensation, whether the property stored be kept separate or not, are declared public warehouses”.  The state thus immediately assumed regulatory power over all grain elevators, including those constructed prior to 1870.  At issue in this case was the legality of the state’s seizure of power over pre-existing facilities, and specifically their subsequent rulings that placed bonding obligations on all elevator owners and set a maximum allowable rates for elevator use.  Munn & Scott argued that the state’s actions were unconstitutional, claiming a violation of the so-called “takings” clause of the 14th Amendment:

“No State shall make or enforce any law which shall abridge the privileges or immunities of citizens of the United States; nor shall any State deprive any person of life, liberty, or property, without due process of law”

By simultaneously adding to the cost of elevator operation (through bonding requirements) and reducing the revenue recoverable from same (through price caps), the owners argued that this rewrite of the state constitution effectively seized private property without due process of law, and was thus in violation of the U.S. Constitution.

The Court found in Illinois’ favor, arguing – in what has come to be the most widely cited passage of the rather lengthy decision – that:

“…when private property is ‘affected with a public interest, it ceases to be juris privati only’… Property does become clothed with a public interest when used in a manner to make it of public consequence, and affect the community at large.”

In other words, if a private enterprise is critical to the functioning of the state, then it can no longer be treated as purely private property, and the government – which created and protected the conditions that allowed the enterprise to develop – then obtains certain regulatory powers over that enterprise.  Having asserted the right to regulate, the Court argued that:

“If [the power to regulate] exists, the right to establish the maximum of charge, as one of the means of regulation, is implied”

and further that,

“…remedies such as are usually employed to prevent abuses by virtual monopolies might not be inappropriate here.”

Central to this decision was the observation that once an enterprise is “affected with a public interest” the public has a right to ensure both that it exists, and that the prices it charges are reasonable.  

In hindsight, there are some rather deep economic flaws in this judgment.  It is certainly difficult not to think of the problems caused by retail price caps in California in 2001 when the Court says:

“In countries where the common law prevails, it has been customary from time immemorial for the legislature to declare what shall be a reasonable compensation under such circumstances, or, perhaps more properly speaking, to fix a maximum beyond which any charge made would be unreasonable.”

Additionally, one senses the stifling of a free market when the Court cites the industries that must naturally be subject to price control because they are affected with the public interest.  Virtually none of the examples they use to justify the self-evidence of grain elevator price caps is currently subject to price caps – and few would argue that society is worse off for their deregulation!

“… it has been customary in England from time immemorial, and in this country from its first colonization, to regulate ferries, common carriers, hackmen, bakers, millers, wharfingers, innkeepers, &c., and in so doing to fix a maximum of charge to be made for service rendered, accommodations furnished, and articles sold… Congress, in 1820 conferred power upon the city of Washington ‘to regulate… the rates of wharfage at private wharves… the sweeping of chimneys, and to fix the rates of fees therefore… and the weight and quality of bread”

Finally, this decision raises awkward questions with respect to the intersection of US business and regulation.  Since sufficient success would affect virtually any business with a public interest, does this decision imply that the trajectory of business growth ends with that of a regulated civil servant?  Is the efficiency of competitive markets only to be sought for businesses that are too small to matter?  These questions go to the heart of long-standing left/right political debates, between advocates of laissez faire economics on one hand and paternalistic government intervention on the other.  Nonetheless, as dated as some of these arguments may sound to a modern ear, they remain an important precedent for US utility regulation, and the conflict implied by this decision is no less relevant nearly 150 years later.  

If Munn v. Illinois established the precedent for future regulation – and rate setting – of for-profit businesses, Smyth v. Ames
 established the manner in which those rates were to be calculated in 1898.  This case concerned a claim that a railroad utility had unfairly leveraged its monopoly position and overcharged its customers.  This was the first of many cases that the Court has been asked to decide over the years that sought clear, consistent methodology for rate setting in regulated markets.

Consistently, the most difficult part of these calculations has been capital cost recovery, and specifically in the appropriate valuation of that capital.  If regulators do not allow capital costs to be recovered at a sufficient rate, utilities will deliver low returns on investor capital and be unable to secure capital for future investments.  However, if regulators categorically allow full recovery of all utility investments, utility managers will have no incentive for capital discipline.   This latter concern was particularly relevant to Smyth, as the Court was asked to devise a formula by which one would know that capital expenditures made by railroad utilities were consistent with those that would have been made if the utility were subject to competitive pressures.  In a lengthy decision, the Court ultimately ruled that capital costs for public utility rate setting should be calculated:

“…upon the basis of what it would cost to duplicate the property at the present time.”

This “replacement cost” methodology was intended to approximate the incentives and rewards of an unregulated market: if future solutions can be found with lower capital costs, the utility will have to reduce their rate accordingly, just as they would if a competitor were to build a competing system with new, lower cost capital.  Thus, a utility operating under a replacement cost model has an incentive to pursue a least-cost approach to system upgrades independent of regulatory enforcement.

The replacement cost formula remained in place until the 1920s, when a series of decisions steadily reduced the risks faced by regulated utilities while increasing their effective returns.  

The first substantial reverse to the Smyth rate-setting algorithm was in 1923 in Missouri ex rel Southwestern Bell Telephone Co. v. Public Service Commission.
  In this case, the Court changed the basis for capital cost recovery from the “replacement cost” model to a “prudent investment” basis, arguing that a utility’s public obligations sometimes oblige it to make investments that are:

“capital prudently invested in the utility…upon properties devoted to public service”

even if those investments are – in hindsight – neither cost-effective nor publicly beneficial.  The Court’s justification for reversing Smyth was in part that the situation in 1923 was “fundamentally different” from that of 1898, 

“…due to the enlargement… of the power and functions of state utility commissions.”  

Ironically, 12 years later, the Public Utility Holding Company Act was passed in part to address the fact that “states and utilities were unable to effectively regulate… lacking the money, experience and capable personnel to cope with the large holding companies.”

It is clear in retrospect that the Missouri decision greatly weakened state utility commissions, at least when it came to their ability to review and approve utility rates.  Under a “replacement cost” methodology, all a Commission need demonstrate is that someone, somewhere, has purported to be able to build capital that is similar to that controlled by a utility at a lower price.  Once asserted, the burden lies with the utility to prove that this specific, quantitative assertion cannot be generalized.  However, in a “prudent investment” methodology, all a utility need claim is that its investments were prudent at the time.  Once asserted, the burden of proof lies with the Commission to disprove this qualitative assertion.  The Missouri decision thus greatly increased the discretion that utilities were granted in their rate filings.

Moreover, this decision conflated the conflict at the heart of utility regulation by confusing the prudence of investments made in the public interest with the economic benefit of utility shareholders.  “Prudent” utility investments are necessarily those made in the interest of utility customers, but since they are made in the absence of competitive pressures, a prudent investment philosophy (coupled with assumptions of good faith on the part of utility managers) necessarily presumes that utility managers will always place their customers’ interests ahead of their shareholders’.  While a noble hope, it is naïve to presume that all utility managers will always ignore profit incentives that run contrary to their public obligations.

Nonetheless, this was the beginning of a long legislative and judicial history that ignored the conflict in practice, but blurred it in the law.  Post-Missouri, utilities have argued that their public obligations give their shareholders the right to returns on all prudent investments, regardless of future economic conditions or the fiscal discipline applied to those investments at the time they were made.  Subsequent decisions have certainly weakened the strength of these arguments, but one still hears these Missouri-era arguments put forth today whenever utilities argue that rate increases (e.g., obligations to shareholders) must be justified lest they lose the financial ability to serve their customers (e.g., obligation to customers).  Whatever one thinks of the intellectual rigor of these arguments, they are certainly never heard in other industries that lack the odd history and structure of regulated utilities.  (Would Ford Motor Company ever contemplate an increase in its prices to counter a reduced market share?)

Once the nature of recoverable capital costs was defined, a second question remained as to the rate at which that capital could be recovered.  This issue was reasonably addressed in 1935 in Bluefield Water Works & Improvement Co. v. Public Service Commission of West Virginia,
 when the court wrote that:

“A public utility is entitled to such rates as will permit it to earn a return equal to that generally being made at the same time and in the same general part of the country on investments in other business undertakings which are attended by corresponding risks and uncertainties.”

In this decision, the Court essentially concludes that as a (quasi) private enterprise, a utility must earn sufficient returns to attract the capital necessary to operate their business, but that those returns should be commensurate with risk, so as not to earn unfair monopoly rents.  This certainly sounds reasonable, and is consistent with economic theory, but it raises challenging questions of how one would identify a business with “corresponding risks and uncertainties” to those of a government-backed monopoly. 

Ironically, that same year the Court concluded that a regulated utility faces virtually none of the risk faced by any other for-profit enterprise in West Ohio Gas v. Public Service Commission.
  In this case, the Court was asked to rule on the appropriateness of a variety of cost elements for the purposes of rate determination. 

This case went well beyond looking only at recoverable capital costs, and considered a broad array of variable and operating costs.  The Court found almost entirely in favor of West Ohio Gas, arguing that sales expenses, the costs of participation in rate cases and even charitable contributions could be passed along to consumers in their rates!  Moreover, the Court asserted that it was not even necessary for the utility to provide a detailed paper trail of those expenses, since:

“…the expenditures shown by the books would be deemed to have been made in good faith.”

Most troublingly, the Court found in West Ohio Gas that during the period in dispute – from 1928 to 1931 – the 4.53% rate of return used for rate setting was too low for the risks associated with the business.  This is striking, since this corresponds almost exactly with the Great Depression.  During the same period, US GDP was shrinking by 14% per year, millions were impoverished, equity values were destroyed in the stock market crash and yet the Court deemed that it would be unreasonable for the utility to face risks associated with selling new business, participating in rate cases, or even cash flow management from charitable contributions!  In hindsight, one wishes that the Public Service Commission had asked the Court to justify this decision in light of Bluefield.  However, this is an appropriate case on which to end this discussion of pre-1935 legislation, as it clearly demonstrates the degree to which law and jurisprudence favored the interests of utility shareholders.  This excessive bias would not last long.

The Regulatory Environment Prior to 1935

A sea change in regulation came about with the passage of the major 1935 amendments of the Federal Power Act of 1920
 (FPA) and the 1935 Public Utility Holding Company Act, or PUHCA.  To understand the intent of these rules though, one must first understand a bit about the business environment that had been spawned, in part, by the prior decades’ of law and jurisprudence that favored utility shareholders above their customers.

Through the first 3 decades of the 20th century, electric utilities saw tremendous growth, driven in large part by the electrification of the country, but also by a massive financial consolidation.  The first electric utilities served relatively small geographic areas, and it was not uncommon to have two or more utilities in a single municipality.  This structure was far from optimal – distribution grids were not connected, credit risks were highly concentrated, and the electrification of the country was slowed by a lack of standards between independent electric companies.
  A wave of consolidation gradually knit these companies together, thus spreading supply and demand volatility, capital risk and ultimately building our national power grid.  

However, it is clear in retrospect that some of this consolidation was motivated by less charitable impulses.  

The first was that by making utilities larger and trans-jurisdictional, they became increasingly difficult for regulators to oversee.  Municipal regulators were not appropriate to regulate utilities that encompassed multiple municipalities, and state regulators were not appropriate to regulate utilities that spanned multiple states.  However, issues of state vs. federal rights familiar to any current observer of electricity regulation made it equally difficult for any federal regulator to oversee these corporations.  Thus, by consolidating into larger, multi-state organizations, owners were able to grow into areas where there was less regulatory certainty, and more room for unchecked utility discretion.  

A second impulse was financial.  Corporate law in the early 20th century was much less sophisticated than it is today, and holding company structures (since prohibited) enabled business owners to purchase a minority of the equity in a company, but the majority of the managerial discretion, so as to greatly leverage their cash investments.  By layering these acquisitions (e.g., creating a holding company of holding companies), owners could create a pyramid scheme, extracting value from the many operating utilities on the bottom of the scheme to compensate the elite few in the upper tiers.  It was not unusual during this period to find owners at the top of a holding company who used cash investments of just a few hundred thousand dollars to control billions of dollars in utility assets.  The value thus realized came in part by leveraging their capital, but also by charging excessive service and engineering fees to their subsidiaries.

From an owner’s perspective, this structure had obvious advantages.  Small profits at the operating utility were leveraged up to create phenomenal cash-on-cash returns at the parent.  However, this success sowed the seeds of its destruction.  Given the asymmetric nature of risks and rewards, the holding company structure encouraged owners to take financial risks that they would never have considered in any other business structure, and when the pyramid started to collapse (helped by, and in turn exacerbating the Depression) leverage worked both ways: operating utilities started producing net losses, which were magnified up to create enormous losses at the parent, destroying equity values, and jeopardizing the fiscal solvency of the entire national power grid.

At its peak, the holding company model allowed 90% of the nation’s operating utilities to be controlled by just 19 companies.  The excessive risks and accounting irregularities maintained to support those risks bear striking parallel to those perpetrated by Enron in the first part of the 21st century – except that in this case, the malfeasance found its way through the entire industry.  

It was in this context that policy makers began to demand fundamental changes in utility regulatory structure.  Perhaps the most lasting result of this financial collapse was a fundamental change in the regulatory perception of utility business.  Beginning in 1935, the idealistic, and often unquestioned assumptions of good faith on the part of utility managers gave way to a much more critical regulatory and judicial environment.

This was seen first in the federal legislation passed via the Federal Power Act (FPA) and Public Utility Holding Company Act (PUHCA).   The primary effect of PUHCA was to substantially limit the ability of utilities to cross-collateralize their investments (e.g., one utility could not own stakes in other, non-contiguous utilities), creating the geographically constrained utility structure found in the US today.
  

The FPA in many ways was the more broad of the two measures, since it created federal regulation of the entire electric sector (and also, unlike PUHCA, has not been repealed).  This Act was first passed in 1920, and at the time related primarily to the rights of individuals to dam navigable rivers on federal land to generate electricity.  The 1920 FPA also established the Federal Power Commission and thereby provided federal oversight of certain pieces of the electric sector, but it was not until the 1935 amendments that the FPA was expanded to cover the entire electric power industry.

Three sections in the 1935 Act would prove to be of particular relevance to future companies who sought to compete with their local utility:

1) Section 205(a) stipulates that all charges assessed by utilities must be justified by factual costs incurred by utilities in the provision of utility service:

“All rates and charges made, demanded, or received by any public utility for or in connection with the transmission or sale of electric energy subject to the jurisdiction of the Commission… shall be just and reasonable, and any such rate or charge that is not just and reasonable is hereby declared to be unlawful.”

2) Section 205(b) prohibits discriminatory rates that unduly charge a customer more for service than another customer with equivalent costs:

“No public utility shall… (1) make or grant any undue preference or advantage to any person or subject any person to any undue prejudice or disadvantage, or (2) maintain any unreasonable difference in rates, charges, service, facilities, or in any other respect, either as between localities or as between classes of service.”

3) Finally, the Federal Power Commission (later to become FERC) was granted the obligation and jurisdiction to enforce these provisions:

“Whenever the Commission, after a hearing had upon its own motion or upon complaint, shall find that any rate, chare, or classification, demanded, observed, charged, or collected by any public utility for any transmission or sale subject to the jurisdiction of the Commission, or that any… contract affecting such rate, charge or classification is unjust, unreasonable, unduly discriminatory or preferential, the Commission shall determine the just and reasonable rate, charge, classification, rule, regulation, practice or contract to be thereafter observed and in force, and shall fix the same by order.”

FPA/PUHCA-era Jurisprudence

In the decade following the passage of the FPA and PUHCA, the Court began to roll back their past bias towards utility shareholders.  Most noteworthy in this new era are the 1944 case Federal Power Commission v. Hope Natural Gas
 and the 1945 case Market Street Railway v. Railroad Commission.

In Hope, the Court was asked to review a series of contested rates for a West Virginia gas utility.  Prior to the Supreme Court’s consideration of the case, the Circuit Court of Appeals had rejected the Missouri prudent cost model of rate making, arguing that rates should actually be based on the “present fair value” of the gas company’s capital stock.  This was not a return to the replacement cost methodology developed by Smyth, but rather an authorization for windfall utility profits – in the Circuit Court’s decision, they essentially argued that the “present fair value” method argued for higher rates, because the present value of their capital was higher than the initial outlay due to gas price increases.  This decision made a mockery of traditional models of capital depreciation, but also created a circular logic whereby the value of regulated property is a function of the revenue it generates, which is in turn calculated based on the value of the property in question.  The Supreme Court corrected the Circuit Court’s decision, noting that:

“Rate making is [a] species of price fixing… The fixing of prices… may reduce the value of the property being regulated.  But the fact that the value is reduced does not mean that the regulation is invalid.  It does, however, indicate that ‘fair value’ is the end product of the process of rate-making not the starting point as the Circuit Court of Appeals held.  The heart of the matter is that rates cannot be made to depend upon ‘fair value’ when the value of the going enterprise depends on earnings under whatever rates may be anticipated.”

and further that:

“there [is] no constitutional requirement that the owner who embarks in a wasting-asset business of limited life shall receive at the end more than he has put into it”

Having rejected the Circuit Court’s decision, the Supreme Court was left to define exactly what methodology is appropriate for the calculation of “just and reasonable” utility rates.  They could have returned to prudent cost models, but instead took a more sophisticated view that finally superceded the absolutism of the Smyth and Missouri decisions.  Specifically, they said that:

“It is not theory but the impact of the rate order that counts”,

and therefore,

“the Commission was not bound to the use of any single formula or combination of formulae in determining rates.”
In other words, neither prudence, nor fair value, nor replacement cost theories can be universally applied to all rate cases without first considering what the impact of those theories would be.

In a series of decisions over the subsequent twenty years, this would come to be the most important part of the Hope decision, as it gave Commissions much wider latitude in the methodology that they could apply to rate design.

As to the question of what acceptable “impacts” are for the purposes of evaluating a given theory of rate design, the Court acknowledged the conflict at the heart of regulated utilities when they noted that the process of ratemaking is:

“…a balancing of investor and consumer interests.”

Given this balance, they conclude that certain situations may from time to time favor one interest over another, and therefore

“regulation does not assure that the business shall produce net revenues”

This is not to suggest that utilities should not earn profits.  Indeed, the Court concluded that the fiscal health of this particular utility provided ample evidence that there was no need for further rate increases.  After reviewing the utility’s financial records over the prior two decades, they rejected the utility’s assertion that their existing rates were too low, since:

“Rates which enable the company to operate successfully, to maintain its financial integrity, to attract capital, and to compensate its investors for the risks assumed certainly cannot be condemned as invalid.”

Thus, in the specific case of Hope, the Court asserted that the financial health of the utility was the “impact” that mattered.  However, they clearly left the possibility open for future situations wherein the consumer interests would be a more important impact to consider than those of utility investors.

Just one year later, a case arose where consumer interests were found to trump those of utility investors in Market Street.  In this case, the Court was asked to determine whether a fare increase was justified for a San Francisco streetcar utility which had been losing money due to a combination of new technologies (the automobile) and a woefully under-maintained infrastructure.  The court acknowledged the Smyth and Missouri decisions when it concluded that:

“Apart from familiar objections to the reproduction-cost method, no responsible person would think of reproducing the present plant, consisting in substantial part of cable cars and obsolete equipment”

However, it then went on to identify precisely those barriers to market forces that were imposed by Missouri, and clearly asserted that recovery of past investments – no matter how prudently made – cannot be allowed to interfere with economic progress.  The benefit that accrues to consumers even at the expense of utility shareholders from economic progress thus became a part of the “balancing of investor and consumer interests” provided by Hope.   Specifically, the court wrote that:

“…it may be safely generalized that the due process clause never has been held by this court to require a commission to fix rates on the present reproduction value of something no one would presently want to reproduce, or on the historical valuation of a property whose history and current financial statements showed the value no longer to exist, or on an investment after it has vanished, even if once prudently made, or to maintain the credit of a concern whose securities already are impaired.  The due process clause has been applied to prevent governmental destruction of existing economic values.  It has not and cannot be applied to insure values or to restore values that have been lost by the operation of economic forces.”

This is perhaps the closest that the Court has ever come to acknowledging the market-constraining impacts of regulated utilities.  When an unregulated monopoly can use price controls to prevent competitors from entering its market and/or to prevent the arrival of competitive technologies it is understood to be contrary to the public interest, and no shortage of legislation has been crafted to protect against this abuse of market power.  However, when a regulated monopoly seeks the same ends, they pursue this path through Commission-approved rates, and are thus not subject to anti-trust legislation.  In Market Street, for the first time, the court acknowledges that such abuses may exist and provides clear guidance to utility regulators that such abuses of monopoly power are not to be tolerated.

Modern Jurisprudence

Three final modern cases deserve comment before moving onto a discussion of how this history impacts CHP.

In 1968, in Midwestern Gas Transmission Company v. Federal Power Commission,
 the 7th Circuit Court was asked to judge the appropriateness of a series of FPC orders made with respect to rates by a gas utility.  Specifically, the utility contended that a recent shift from accelerated to straight-line depreciation should have been reflected in a higher rate to their customers, due to the higher tax liability that this method brought about.  Furthermore, the utility contended that the shift in accounting treatment was a matter of management discretion, and therefore not subject to contravention by regulators.

The decision of the court was made easier by the fact that the gas utility had shifted from straight-line to accelerated depreciation earlier in the decade, at which time the FPC had ruled that the resulting tax savings should be passed along to their customers.  The utility had protested this prior rate reduction, arguing that “there can be no tax savings, but rather only tax deferrals”, and therefore there was no direct financial value to the utility to be passed along to rate payers – an argument that would never pass muster in a freshman capital budgeting class, and which was unsurprisingly (and thankfully!) rejected.  The utility’s decision to now return to the older accounting methodology thus appeared to be solely driven by a desire to raise rates back to their prior levels.  Understandably, they did not state their desire so baldly in their rate filing, but rather asserted that depreciation methods were a matter best left to “managerial discretion”, and therefore outside the purview of regulator interference.  Given the wide berth that had previously been given to utility managers in cases like West Ohio Gas, the key judicial question therefore became where managerial discretion must give way to regulatory review.

The Court first acknowledged the transparent desire of the utility to use the accounting change purely to engender higher rates:

“We think it reasonable to understand that management decision to revert to straight-line depreciation was to choose the one method certain to result in maximum tax costs to themselves, with resulting maximum rates to the consumers.”

The Court then unequivocally rejected the claims of managerial discretion:

“Managerial discretion has exceeded its reasonable course and compels the intrusion of regulatory intervention.  We freely recognize, as does the Commission, that there are many areas and many situations which must remain within the jurisdiction of management.  However, it has long been recognized that establishment of public utility charges involves the assessment of costs for a public service… Here it seems to us quite reasonable and logical to recognize as inherent in the Commission the duty and requirement to exercise its expertise in evaluating the entire tax effect of managerial judgment.”

It would thus appear that where rates impact the public benefit, Commissions have a “duty and requirement” to demand rigorous review of the financial justification for those rates.

This requirement for factual rigor was made more explicit 1978 by the 7th Circuit Court in Public Service Company of Indiana, Inc. v. Federal Energy Regulatory Commission.
  At issue in this case were a series of Federal Power Commission
 decisions with respect to wholesale power rates charged by an Indiana electric utility.  Specifically, the Court was asked to consider whether the increases passed along to five municipal customers were “just and reasonable”, and whether the large disparity between those rate increases was “unduly discriminatory”, as those terms were defined in the 1935 Federal Power Act.

Prior to the case, the FPC had approved the rates in question, and the appeal was based in part on the city of Frankfort’s contention that their higher rate was unduly discriminatory in light of the other rates filed at the same time.

The Court first acknowledged that price differentials between customers per se are not cause for “undue discrimination”, since:

“Difference in rates are justified where they are predicated upon differences in facts”

The Court did conclude that the rates were invalid, not because they were discriminatory, but because the FPC had not conducted a thorough review of the available facts.  The FPC countered that the city of Frankfort had failed to demonstrate that the differences proffered by the utility were unjust.  The Court disagreed with the implication that the FPC’s obligations were somehow limited by Frankfort’s access to utility cost data, pointing out that:

“…all that [a customer] is required to do [is] show that a substantial disparity in rates exist[s] between customers of the same class.  It then [becomes] incumbent on [the utility] to justify that disparity on the basis of factual differences.  The [commission]…  must show not only that factual difference justify some rate differences, but also that the factual differences justify the specific rate differences permitted.”

The Court went on to consider the definition of the qualifier “undue” in the FPA’s prohibition of undue discrimination, first by noting:

“We have… concluded that… the differences between the rates charged to Frankfort and the other cities may be excessively discriminatory.  That conclusion does not require, a fortiori the conclusion that the rates are unduly discriminatory.”

And then by (slightly) clarifying:

“The purpose behind section 205(b) [of the Federal Power Act] is the protection of the consumer’s interest… and the purpose behind section 206 [of the Federal Power Act] is the protection of the public interest.  Discriminatory rates that are inconsistent with the interests of a consumer need not be inconsistent with the public interest.”

Thus, by implication, a rate does not become is not unduly discriminatory unless it is contrary to the public (as opposed to consumer) interest.  The test for a violation of the public interest was driven not by the impacts on specific consumers, but rather the impacts relative to so-called “similarly situated” consumers:

“In our view the anti-discrimination policy in section 205(b) is violated in a case such as this where one consumer has its rates raised significantly above what other similarly-situated consumers are paying.  In such a case, the lone consumer would be placed in an unjustifiably non-competitive position, and thus should have recourse to the FPC under section 205(b).  [The] ban on [undue] discrimination may be breached in a case where one customer is afforded, without any factual justification, a contract rate that is significantly lower than the pre-existing rates for all other members of the class.”

One interesting wrinkle in this case was that the utility attempted to use the logic of Hope to argue that shareholder dividends were sacrosanct, and ought to form the starting point for utility rate setting.  Their argument was that since Hope said that effects are what counts, and since dividends are a necessary prerequisite of the ability to attract future capital, a Hope-justified rate must deliver those dividends.  Had the Court agreed with this conjecture, it would have effectively guaranteed utility dividends and greatly reduced the risk of the utility enterprise. The FPC countered these arguments by noting that a rate calculated first on utility dividends would effectively place the interest of utility shareholders categorically above utility ratepayers.  The Court found in favor of the FPC on this issue, and reiterated Hope’s guidance on balancing utility shareholder and customer interests:

“Obviously, a rate of return that focuses on providing a minimum dividend to investors should succeed in attracting capital.  It does not follow, however, that because a method of calculating rate of return fails to focus on a specific dividend figure that the method is ‘confiscatory’ or even that it creates doubts about the calculated rate’s ability to attract capital…Contrary to PSCI’s assertion, the opinion [in Hope] does not accord a place of preeminence to the interests of actual and prospective investors.  Instead, the opinion squarely recognizes that ‘the rate-making process under the Act… involves a balancing of the investor and the consumer interests’… That PSCI did not receive all that it had wanted for its investors is to be expected since their interests amount to only a portion of the public interest that the FPC is statutorily required to protect…”
As a final comment in this case, it is interesting to note how much the Court’s perception of utilities as stewards of the public good had changed since the Missouri and West Ohio Gas decisions.  At one point in this decision, the court goes so far as to mock PSCI for asserting that their proposed rate was necessary to protect the citizens of Frankfort from future adverse effects:

“It is somewhat incongruous for PSCI to argue as to the best interests of Frankfort.  It, nonetheless has helped to make a persuasive showing that that community might be injured by the rate disparity… While our decision potentially lowering the rates charged to Frankfort is not what PSCI has requested, it should at least assuage its concerns about Frankfort’s citizenry.”

The final case to be considered in this section constitutes the Court’s most recent ruling on the nature of utility rates and the allowable recovery of utility capital investments.

In 1989, in Duquesne Light Co. V. Barasch,
 the Court was asked to consider how to treat the significant stranded capital investments made by several Pennsylvania electric utilities in nuclear generating stations that were never commissioned in the wake of the Three Mile Island accident.  The utilities were initially permitted to build these costs into their rate base, but a Pennsylvania state law was subsequently passed which disallowed the recovery of any utility capital costs until such time as those investments are “used and in useful service to the public”.  The utilities contended that this law constituted a violation of due process, and raised the century-old debate about the appropriate methodology for utility capital cost recovery.
  (An amicus curiae submitted on behalf of the utilities went so far as to request that “prudent investment” rules ought to be adopted as a constitutional standard, ignoring and overturning the five decades of judicial history since Hope.)  Matters were confounded by subsequent decisions of the Pennsylvania PUC, who acted in contravention of the legislative directive.  This led the state Consumer Advocate to file suit against the PUC, and it was this suit that ultimately reached the Supreme Court.

The Court’s decision relied extensively on Hope and its descendents, which – as noted previously – had effectively revoked the primacy of any single formula for rate setting on the basis that impacts trump theories, and no one theory of rate-making is universally superior.  Thus, since precedent has established that there is no single way to quantify recoverable capital costs, then there can be no constitutional violation simply because the methodology has changed.  

This then raised the question as to whether the Pennsylvania legislature had the right to change the capital cost recovery methodology – after all, if prudent investment criteria aren’t universally true, then can’t the same be said for “used and useful” absolutisms?  On this point, the Court deferred to separation of powers to note that:

“[A] Commission is but an instrumentality of the state legislature for the performance of rate-making… [and] the rate-making power is a legislative power and necessarily implies a range of legislative discretion.”

In other words, “used and in useful service” is an acceptable basis for ratemaking not because it is better than historical methods, but simply because the legislature has the right to dictate the approach taken by the state utility Commission.  This is admittedly fuzzy guidance, but it is a fairly good description of the current state of utility ratemaking:  an imprecise balance of state, federal, shareholder and consumer rights.  

One final point should be made with respect to Duquesne as it relates to future utility rate theory and practice.  In considering whether the Pennsylvania legislature had the right to propose a new, post-Hope ratemaking methodology, the Court noted that frequent changes of this type would impose greater risks on utility shareholders, since:

“The risks a utility faces are in large part defined by the rate methodology because utilities are virtually always public monopolies dealing in an essential service, and so relatively immune to the usual market risks.”

The Court’s point was that since returns should be commensurate with risks (per Bluefield), a legislative body that frequently changes the rules for utility rate design ought to be prepared to cede higher returns to their state’s utilities given the higher risk implied.   However, the observation raised an interesting set of post-Duquesne questions that (to our knowledge) have not yet been addressed. 

Namely, Bluefield says that “a public utility is entitled to such rates as will permit it to earn a return… equal to that generally being made at the same time and in the same general part of the country on investments in other business undertaking which are attended by corresponding risks and uncertainties.”  Given the concession that utilities are “relatively immune to the usual market risks”, then is there not a tautological impossibility associated with finding a business with corresponding risks?  How then do we appropriately calculate utility return?  The standard answer is that the appropriate returns can be identified from those earned by other utilities that do face similar risks.  However, this is dangerously circular set of arguments, inasmuch as it allows returns to spiral ever further away from commensurate risks for no reason other than that “the other Commission let them do it”.  

This is not to suggest that there is a clear answer to this question, but an honest assessment in light of Bluefield and Duquesne ought to at least acknowledge that there are no other businesses that face commensurate risks to regulated utilities, and therefore there is no precise way to determine appropriate returns, other than to note that as risk profiles change, allowable (although certainly not guaranteed) returns ought to move as well.  

Such questions go to the core of the conflict between utility shareholders and their customers, and while politically difficult to answer, it is not unreasonable to expect that future courts may be asked to do so.  Moreover, given the overall trends towards competitive markets and the steady reduction in the span of control held by utilities over the electric infrastructure (at least in states that have gone through restructuring), we would anticipate that these questions will be raised more forcefully in future decisions.  As generation and transmission become competitive enterprises, the remaining regulated utilities increasingly come to resemble toll collectors on a public asset much less than the integrated businesses they once were (with associated shifts towards fixed and demand-based charges, and away from more volatile kWh revenues).  As the courts continue to question the conflict between utility shareholders and ratepayers, might a future plaintiff ask them to take a closer look at the dichotomy exposed between Bluefield and Duquesne, and demand lower returns to utility shareholders?

Why This History Matters for CHP

This history is deeply relevant for the deployment of CHP, and indeed for all non-utility owned, locally sited generation sources.  Many of the benefits created by CHP – from emissions reduction to congestion relief to VARs support – fall into the class of public benefits for which a regulated utility is expected to serve.  However, CHP investments are made by private businesses, external to utility capital budgeting processes, and without Commission approval or review.  The good news is that the benefits from CHP can be delivered without any corresponding burden for capital recovery being imposed on the ratepayer.  However, benefits made external to the rate-base are de facto benefits that the regulated utility cannot profit from, and – in some cases – they may also cause utility revenues to fall as CHP reduces their kWh sales.
  Thus, CHP directly exposes the conflict inherent to regulated monopolies by giving utilities an incentive to request rates and practices that are detrimental to society at large but beneficial to their shareholders.
  

Moreover, there is a lengthy, well-documented history of regulated utilities using rate design to slow or prevent the deployment of CHP technologies, either indirectly (e.g., through standby rates and certain block pricing schedules) or directly, such as through specially-negotiated rates that give special preference to customers who agree not to invest in on-site generation.  Many practices external to rate filings such as Commission-approved interconnection policies can have similar effects.  Thus, to the extent that these rates and policies block the public-benefits that accrue from CHP, they ought to be assessed with precisely the same legal rigor that has been applied to the past century of judicial precedent.

However, when these issues are raised in the context of CHP, they tend to expose deeper issues that confront the core of our regulatory structure itself.  For example:

· If a CHP system using mature technology allows a business to generate power more cheaply than its utility, what does that imply about the prudence of the prior utility investments to serve that same load?  To the extent that CHP reduces revenue for the utility and thus reduces the fair value of utility assets, what does that imply about the recoverability of stranded utility costs?  Does the fact that the utility did not previously make the investment in on-site CHP imply an earlier failure to employ least-cost system planning?  If so, who is financially responsible for that failure?

· If a CHP system using advanced technology is now competitive against utility service but would not have been when the utility service was installed, does a utility have the right to recover costs associated with capital investments that have lost their value “due to the operation of economic forces”?

· If a CHP system creates public benefits external to formal utility planning processes, what obligations do Commissioners have to reject or approve rates that will have as an impact the reduction in deployment of CHP technologies?

Interpreting These Decisions at the PUC Level

These are hard questions, in large part because of the lack of specific legal precedent that can be applied to their resolution.  This lack of jurisprudence – and hence the uncertainty surrounding these issues – is likely to continue for the foreseeable future given the relative disparity of resources and participation in rate cases between utilities and CHP investors. (e.g., Few CHP advocates have the resources to appeal cases beyond their PUC, much less all the way to the Supreme Court and therefore tend to favor out-of-court settlements even when the result is factually unfounded and/or not consistent with their long-term interests.)

However, this lack of clarity does not help the Commissioner tasked with ruling on these issues, directly or indirectly in the course of considering rate filings and other decisions which impact CHP deployment.  We thus offer the following guidelines, which – while not legally binding given jurisdictional limits – are based on the judicial precedent outlined in the prior sections.

Rates must be based on facts, not theory

Starting with Hope, and proceeding through Public Service Company of Indiana, the courts have clearly indicated that rates must be calculated based on factual costs incurred in the service of utility customers.  (E.g., assertions of costs are not sufficient to justify a rate, since the rate must be justified by “specific factual differences”.)  However, it is very rare, outside of full-blown rate cases for state utility Commissioners to apply this standard in their own rate cases, at least as regards to CHP-specific rate elements.  Some rates are calculated based on negotiated settlements between disputing parties, and are thus based at least in part on the pain that each party can afford to continue negotiations rather than facts.  (Or, as an intervener in a Massachusetts standby rate case recently opined, “If someone offers to kick your butt twice, you might settle for once but it doesn’t mean you’ll walk away happy.”)

Additionally, standby rates are often requested and accepted in the period between full rate cases, and are based on assumptions that revenue must be held constant so as not to trigger a new rate case – and thus calculated entirely independently of the impacts that on-site generation actually has on utility costs.  In the unregulated world, businesses never set prices solely based on next year’s revenue targets, and yet that is exactly what happens in a single-issue rate case.  Such cases consider only one side of the ledger and it is purely coincidental if the resulting rates have any relationship to actual impacts on utility returns.  By ignoring these benefits, such rates fail to include precisely those facts that favor the interests of utility consumers.

Indeed, many standby rates can be shown to be discriminatory simply by comparing the load profiles of customers with on-site generation to other non-DG customers in the otherwise prevailing rate classification.  In many cases, these comparisons have shown no discernible difference between CHP users and other “similarly situated” customers within the prevailing rate class, thus rejecting the validity of any rate based on so-called “stranded” cost recoveries brought about by the supposedly more variable load profiles for customers with on-site generation.

Moreover, it is commonly held that utility rate structures should be based on marginal costs, so as to encourage the most efficient deployment and operation of capital assets by utility customers.  While this logic is typically considered in a positive direction (more kW consumed = more $/kW charges to recover higher $/kW costs), it must, by definition apply equally to negative marginal load reduction, through energy efficiency, CHP or other measures (fewer kW consumed = fewer $/kW costs imposed on the utility and thus less need for associated $/kW charges).  Thus, if a CHP installation skews utility cost recovery, it implies not that a standby rate is needed, but rather that the entire rate is flawed, since all marginal cost calculations must be incorrect.  Again, this argues strongly against “single issue” rate cases.

Include public benefits in rate design considerations

As noted in Hope and reiterated in Duquesne, rate-making involves a balance of investor and ratepayer interests, and neither can be assumed to have primacy.  However, Public Service Company of Indiana also clarified that the test for undue discrimination ought to be whether a rate is contrary to the public interest.  Since the benefits which CHP creates for the public – from VARS support to deferred T&D investment to reduced peak power/fuel clearing prices – are rarely, if ever, factored into rate proceedings, it would imply that rates designed to impact CHP are de facto unduly discriminatory.  This is not to suggest that all such standby rates should be eliminated, but rather that a rate calculated independently of a full consideration of these benefits is too high, favoring utility shareholders at the expense of the public they serve.

Since many of those benefits create direct financial value to regulated utilities in the form of avoided costs, rates that are designed without taking those benefits into account will also overcompensate utilities at the expense of their customers who install CHP.  Thus, both the consumer interest and public interest are violated by any rate designed to impact CHP that does not take consideration of the public benefits CHP creates.  

Consider the competitive pressures on the utility and on unregulated on-site generators

Market Street made it clear that a rate cannot be justified solely to prevent the operation of economic forces.  And yet, rates are often designed and approved with the express purpose of either preventing the deployment of CHP, or to prevent a utility from losing revenue from those customers who install CHP and other forms of on-site generation (which, by reducing the savings created from CHP, tends to be functionally equivalent to more explicit CHP prevention).  Moreover, those market participants who are fully exposed to economic forces (hospitals, factories, universities and other unregulated CHP users) are deploying technology that is nothing like that being deployed by the regulated utility.  It is more efficient, it is less dependent on expensive T&D and it often uses lower cost opportunity fuels.  In other words, CHP is precisely the technology that gets deployed in markets that are driven by economic forces.  Rates that drive up utility revenue that would otherwise be lost due to CHP deployment thus implicitly exist “to restore values that have been lost by the operation of economic forces”, and therefore in direct contravention of the principles developed in Market Street.  Such rates serve not only to place the interests of utility shareholders above the public interest, but also stand in direct opposition to a functioning market economy, and ought not be allowed.

Similarly, while Bluefield dictates that utility returns be calculated based on those earned by businesses with similar risk profiles, regulators must be cognizant of the fact that when rates are earned at the expense of the anticipated revenues from CHP projects, they are simultaneously – if unwittingly – increasing the risks and reducing the returns earned by these unregulated market participants.  While Commissions do not have any obligation to protect the risk or returns realized by CHP developers, manufacturers, and consumers, it is not unreasonable to assume that these penalties on economic efficiency – an adverse public impact of rate-making – ought to be fully understood and considered before rates are approved that block the deployment of CHP technology.   

If utilities face no risk beyond rate methodology, then do utilities have a right to selectively change rates in a manner that is more advantageous to their shareholders if that rate drives up the risk to their competitors?  Or, when one considers that these competitors also their customers: do utility shareholders have a greater right to profit than utility customers?  It would seem more appropriate to reduce the utilities’ returns in such circumstances so as not to put this regulatory “brake” on economic progress.

Do Not Allow Utility Assertions Based on 1920’s Jurisprudence to Factor into Rate Design

Too often, the claims made by utilities before state utility Commissions in support of standby rates or other anti-CHP measures are based on legal arguments that have not been valid at the federal level since Missouri.  Utility managers seek maximum discretion on the nature of their costs (a principle rejected in 1968 in Midwestern Gas), claim theories unsupported by hard evidence as to the financial impacts that CHP will impose on their investors (an unworthy basis for rate making since 1978’s Public Service Company of Indiana) and make claims of prudent investments to conflate their financial interests with those of their customers (a ratemaking principle rendered obsolete in 1944’s Hope).  We certainly do not suggest that all utility claims are baseless, nor do we imply that the claims of CHP advocates should not be subject to equivalent rigor.  Rather, we point out that these arguments have been rejected at the federal level for over 50 years, and Commissions are therefore well advised to disregard assertions made by any party in a rate case that does not hold up to the rigorous standards described by the past century of legal precedent.

Areas of Legal Confusion

At the start of this section, we noted that the courts have not adequately answered many of the most vexing questions raised by CHP.  In the interests of rigor, we now revisit what we believe to be the top five questions that are ambiguous within the legal record – but which could, if answered in a rigorous manner, facilitate the deployment of CHP.  

1. What is a PUC’s obligation in an unbundled market, and what are the limits of its jurisdiction in the fulfillment of that obligation?

Generally speaking, PUCs are expected to ensure that the public has access to the most reliable power at the lowest possible cost.  However, this obligation – when considered in light of their jurisdiction – only makes sense in a fully bundled market.  In unbundled markets, the PUC’s jurisdiction is often limited such that it cannot control fuel procurement, generation, or transmission investments, nor has it ever had jurisdiction of unregulated capital investments that reduce the demand for power “at the end of the wire”.  

At the extreme in a fully unbundled market, it is clear that a PUC cannot be expected to ensure reliable, low-cost power if its sole area of influence is in substation deployment, network upgrades, bond issuances and the other minutiae of distribution utility regulation.  However, restructuring legislation has not vested these PUCs with the power to compel other parties to provide them with the data necessary for a more holistic approach.

Should PUC obligation be reduced in unbundled markets?  If so, how will the public interest implicit in its reduced obligations be served?  Alternatively, should PUC jurisdiction be extended in unbundled markets?  If so, how will this jurisdiction accommodate the reduction in resources available for PUC support in unregulated businesses?

Ultimately, the incomplete nature of jurisdiction in unbundled markets will have to be addressed, either in legislatures or in the courts.  Vermont is notable in having recently required it’s PUC (via the legislature’s directive in Act 61) to “rebundle” benefits when considering least-cost planning investments, taking into account all upstream and downstream investments, even if they are not under the direct control of a regulated enterprise.  We know of no other states that have so explicitly addressed this issue, but surely others will follow.  Even in Vermont though, it is not at all clear whether the PUC actually has the authority to obtain the information necessary to fully evaluate utility investments relative to those of unregulated parties.  Public Service Company of Indiana and numerous other decisions make it clear that a PUC has the obligation and jurisdiction to compel regulated utilities to provide data to support their rates.  However, it is not clear that Commissions have the ability to compel unregulated parties – from the ISO to merchant generators to load-sited generators – to provide information on the operating characteristics of their investments to serve the load.  Indeed, many of these parties would understandably assert their right to privacy if compelled to provide this information.  

By some measures, on-site efficiency investments (including, but not limited to CHP) have been the single biggest contributor to new generation “capacity” growth over the last decade.
  Given it’s importance to the grid, might one argue that such investments are sufficiently “affected with the public interest” (per Munn) to justify regulatory oversight?  If so, how would you equitably compensate affected parties for their cost of compiling and sharing such information, while at the same time respecting their right to privacy?

Recommendation

While the specific question of “rebundling” has never come before the federal courts, the courts have consistently asserted that rate-making involves a balancing of the utility “investor and consumer interests” (Hope), and further that a rate is unduly discriminatory when it places the interests of utility shareholders above the public interest (Public Service Company of Indiana).  Furthermore, while utility managers can always be reasonably assumed to pursue the best interests of their shareholders (otherwise, their shareholders would clamor for new managers), there is no equivalent pressure on them to pursue the public interest outside of utility Commissions.  This economic reality and judicial history suggests that a utility Commission ought to preferentially focus its activities on the public interest, and therefore to consider all public impacts of proposed utility rates even if those impacts are external to their regulatory purview, and even if they have not been explicitly directed to do so by the legislature.

2. Do utilities have an obligation to provide a grid that can accommodate end-user sited generation?

Given that utility regulation involves “a balancing of investor and consumer interests”, one would presume that utilities have obligations to accommodate the deployment of those investments that are broadly beneficial to society.   The incentives that drive an unregulated business to invest in on-site generation are no different from the incentives that drive these businesses to invest in computerization, high efficiency motors or any other capital upgrade: greater profitability through higher revenues and/or lower production costs.  

However, when these businesses invest in on-site generation, they trigger a host of questions about the utility’s obligation to provide service to that particular class of investment.  From interconnection costs to differential rate treatment, on-site generation is regularly treated as a burden on the local utility, for which they must be compensated.  However, many of the same electrical and economic impacts can equally be caused by non-generation investments: 

· Elevator motors can export onto network grids and damage network protectors during a grid outage;

· Investments in energy efficiency reduce utility revenue per dollar of fixed investment, theoretically “stranding” utility capital costs in the process.

· DC/AC rectifiers in many electronic devices can create harmonic distortion of the power grid.

· Intermittent motor loads can degrade grid power factor.

This is a partial list, but it should be clear that for many classes of investments, we assume that the utility has an obligation to provide a grid that can accommodate those activities, but do not extend the same logic to investments in on-site generation, in spite of similar grid impacts.  Is this differential treatment reasonable?  If so, how can this decision be supported in light of the utility’s obligation to the public interest?  If not, what does that imply about the nature of existing interconnection and rate policy designed exclusively for utility customers who invest in on-site generation?

Recommendation

As with the previous, the primary jurisprudence would be the assertion that ratemaking involves a balancing of the utility “investor and consumer interests” (Hope), and further that a rate is unduly discriminatory when it places the interests of utility shareholders above the public interest (Public Service Company of Indiana).  Given the substantial public benefits that accrue from greater energy efficiency, cheaper and more reliable power, we would argue that the public benefit is compromised by any rate or utility practice which dulls the spread of CHP.  

While utilities have often raised stranded cost concerns to argue that CHP deployment would force them to raise rates to other customers, this argument falls flat in the light of Market Street’s prohibition on revenue recovery that has been lost due to the operation of economic forces – at the very least, one ought to consider whether the appropriate “loser” when utility revenues fall due to the penetration of more competitive power sources ought to be utility shareholders rather than other ratepayers.  Stranded cost claims also demand careful examination in light of Public Service Company of Indiana’s requirement that rates be factually based, rather than simply based on utility-assertions.  (Or, indeed, those of any other affected party.)  CHP’s impacts on utility revenue recovery must be shown to be demonstrably different from other customers within the same rate class, taking into account the pre-existing statistical variation of loads within the rate class before it can categorically be said that CHP is financially detrimental to utility shareholders – and even if this is found to be the case, the prevention of CHP must be shown to be consistent with the public interest for the rate not to be unduly discriminatory.

This would suggest that at a minimum, a Commission ought to develop a complete understanding of the public benefits created by CHP and the degree to which the realization of those benefits will be affected by any proposed rate change before ruling on the rate’s validity.  Only once this is understood can a Commission properly review and approve rates that impact CHP in a way that is not unduly discriminatory.  To the extent that this calculation shows that the public benefits outweigh any associated impact on utility shareholders, such conclusion would imply that utilities do have an obligation to maintain a grid that can support their continued deployment.

3. By what methodology does a PUC value non-rate based investments that eliminate or defer the need for rate-based investments? 

Virtually all jurisprudence with respect to utility rates is invested with the assumption that the rate-making process starts by identifying costs, then applies a fair rate of return, and uses that to derive revenue targets and then apportions that revenue amongst rate classes with some variant of marginal-cost based rate structures.  Nowhere in this standard methodology is there a way to accommodate cost deferrals or savings.  And yet, private investments that reduce the demand on the electrical grid necessarily defer or eliminate the need for rate-based capital, to the benefit of all electricity users.  The fact that such investments also lead to a reduction in utility revenue under cost-based ratemaking protocols is relevant only to the degree that it gives the regulated electric utility a financial interest that is directly opposed to the interests of the general public, and this creates a tremendous inefficiency in modern rate design.

Consider: would the conventional utility rate theory ever have led Gillette to the realization that there was more money by giving away razors than charging for them?  Would it ever have led companies to the forward-pricing strategies that have proven so successful at getting new products into the market, like the Toyota Prius?  The answer is of course no – and yet such pricing structures are obviously core to the way in which unregulated businesses grow and expand.

These questions come to a head whenever CHP is deployed, since it is seen only as a loss of revenue, without any concomitant recognition of the value of deferred utility investment (not to mention other societal benefits).  This suggests a basic flaw in the efficiency of utility rate design, albeit not one that is technically illegal.  How might rate theory be modified to accommodate these more sophisticated considerations?  More specifically:

· How should ratemaking processes address cost savings?  Such processes are inherently designed to convert “prudent” costs into fair, non-discriminatory rates, but are notoriously poor at dealing with cost avoidance, except through the well-intentioned, but often inefficient heuristics used to ensure least-cost system planning.

· Does the capital cost of non-rate based investments matter?  If not, how does this cost-free benefit factor into least-cost system planning?  If the cost is to be included, how and under what jurisdiction can the PUC obtain access to that data?

· If the private sector investment leads to a deferral (but not an elimination) of utility capital, how is the time-value of that deferral reflected in electric rates?

· How does one quantify the statistical uncertainties that surround any capital investment that is not under the utility’s direct control? 

Clarity from a PUC on these points would greatly streamline the hearings that are inevitable when a new stranded cost recovery rate is proposed or when a system benefits charge is considered that pays for customer-sited efficiency measures.

Recommendation

Ultimately, this issue is the same as the rebundling question identified above, albeit with respect to grid impacts that were never within the Commissions’ purview rather than simply those impacts which restructuring removed from Commission oversight.  As such, the same logic would appear to apply.  Namely, the assertion that rate-making involves a balancing of the utility “investor and consumer interests” (Hope), and further that a rate is unduly discriminatory when it places the interests of utility shareholders above the public interest (Public Service Company of Indiana).  The preference for the public interest (at least as regards to Commission-level activities) argues for an inclusion of all costs and benefits in utility rate making processes, including deferral of system upgrades.  

4. How does a PUC equitably address the inequity of resources in rate case proceedings?
Given the allowable recovery of rate-case related legal expenses, regulated utilities have an incentive to extend and overcomplicate contested cases, while the CHP industry has an incentive to minimize their own involvement.  Historically, this has created a predilection for settlement in many disputed rate cases, and thereby for rates that are skewed to the utility advantage independent of purely factual analysis.  As markets restructure and PUCs become ever more dependent on unregulated rate case participants for data and analysis, this necessarily creates a growing bias in favor of the only party from whom Commissions can compel disclosure – regulated utilities.

Addressing this challenge requires one of three actions:

· Compensate the CHP community (and other parties who counter the utility position) for the costs of rate-case participation in order to ensure a level playing field.

· Eliminate the cost of rate case participation from the costs that a utility is permitted to include in the rate base, thereby giving all parties a similar incentive to simplify their participation.

· Appoint PUC staff to become expert in CHP issues and present the CHP viewpoint in hearings that are not otherwise attended by the CHP industry.

Recommendation

Of the three options, the third is the ideal, with a fallback to the first only in those instances where specific industry expertise is required.  The second option should be used only as a last resort.  The logic is based in part on jurisprudence, but more on practicality.  From a purely legal perspective, the aforementioned directives for Commissions to provide the balance of the public interest in utility regulatory proceedings argue strongly for a Commission that has sufficient funding and resources to adequately speak for the public interest.  Neither the utility, nor affected unregulated participants nor the numerous public interest groups who often engage in rate cases have the same legal obligation, and therefore ought not be relied upon to provide that service pro bono in utility rate proceedings. 

At a more practical level, funding the CHP industry (or any other unregulated party, for that matter) is fraught with difficulty, insofar as it requires Commissions to verify the legitimacy of any individual requestor of funding.  While in some cases there may be specific information that can only be obtained from unregulated entities (in which case it would certainly be reasonable to compensate the specific parties for their time), it would seem to be better to provide a resource within a Commission to provide that service, not only to minimize Commission oversight, but also to provide a common point of contact within the Commission for unregulated parties, even when specific rate cases were not underway.  The second option (removing rate case participation as a recoverable cost for utilities) would likely face legal challenges from utilities, but would also be flawed insofar as even if it was successfully implemented, the utility would still have vastly greater resources than other parties and thus still have an incentive to engage a “war of attrition” in contested rate cases.

5.  Where do economic forces begin and regulatory forces end?

The history of utility regulation is ultimately predicated on certain principles of common law, whereby certain investments were deemed to be “affected with a public interest”, and therefore subject to government oversight.  These principles date to the Magna Carta and – while still applicable, at least in a limited sense – must be understood in the context of when they were written.  Historically, this principle has been used to set government-imposed rates on everything from bread to beer, as well as many other commodities that have long since been exposed to market forces and are no longer directly regulated (and certainly not with respect to price) by any government agency.  Few would argue that this transition from government to market forces was a bad one.

Electric utilities, for the most part, are still regulated like those bakers of yore, but CHP is deployed external to those processes.  In a free market, consumers would be able to pick utility power or on-site power based on the relative economic merits of each.  In the actual market, only half of the equation (the cost of CHP operation) is truly set by market rates while the value of displaced electricity is set by regulation.  Thus, the value proposition presented by these unregulated investments is directly dependent upon regulatory processes.  

As a result, many debates about CHP are between markets and regulation.  The CHP industry asks for the removal of regulatory barriers so that they can compete purely on their own economic merits.  The regulated utilities, on the other hand, ask for the imposition of regulations to protect their investments from unfettered economic forces.  Where is the proverbial bright line at which the top-down control of regulation should give way to the bottom-up efficiency of competitive markets?

Market Street finds that the utility cannot recover its cost because the: 

“…enterprise has passed its zenith of opportunity and usefulness… [and the] investment already is impaired by economic forces [with] earning possibilities already invaded by competition.”

But what if the utility is asking for regulation designed expressly to preclude this day of economic judgment?  What obligation then does a utility Commissioner have to encourage the forces of competition?  Should a Commission ensure that conditions exist that would allow a competitor to emerge if it is not already present?  If not, how would such entities ever come into existence?

Recommendation

This question is the most politically difficult, inasmuch as different states have expressed different levels of support for electric market deregulation.  Indeed, a review of utility commission mission statements shows only four (NY, OH, OR and TX) that expressly favor competition.  Another ten (CO, DE, IA, LA, NV, NH, SC, PA and TN) acknowledge competition in their utility mission statements but are worded in a way that could equally be construed as a requirement to protect utilities from competitive forces as they could to ensure that consumers benefit from same.  Florida and Missouri’s missions encourage competition, but only to the degree they are directed to do so by state and federal laws.  Washington DC’s commission is directed to encourage competition “among service providers”, but is silent on the merits of competition between service providers and unregulated market participants.
  

While the issue of industry deregulation will likely remain politically contentious in the near future, the opposition to deregulation comes from those who assert that the electric industry has certain unique characteristics that make it less amenable to the operation of unfettered market forces – not to any opposition to free-market capitalism per se.  Those who support more extensive deregulation generally agree that the details of market restructuring are of paramount importance – but they have a more optimistic view of the legislatures’ ability to get those details right.  Thus, we think it safe to conclude that there is broad agreement on the beneficial impacts of market forces – the debate is simply over whether deregulation can be structured in a manner that is appropriate for the unique nature of the electric power industry.

In this vein, we would again recommend that Commissioners rely on the “public interest” tests of Public Service Company of Indiana and to recognize unregulated actors who choose to invest their own capital in on-site generation as precisely the end-goal that any functioning deregulatory model would achieve.  This observation, coupled with the Market Street direction not to allow rates that block the operation of competitive forces argues strongly for a Commission that recognizes the public value created by public generator deployments independently of state-specific restructuring.

� Interconnection proceedings are also affected by these decisions but – inasmuch as they are often instigated at the direction of the legislature, through bills that acknowledge the policy benefits of clean, local generation – they are often more closely aligned to the policy benefits of CHP than utility rate formulation.


� Here and throughout, we use the term “rate design” to refer to the entire process of utility rate making, from the determination of recoverable costs through to the setting of revenue targets, apportionment by rate classification and the setting of each component within any given tariff.  


� Given our organizational bias, we focus on CHP.  However, the legal principles discussed herein apply equally to all non-utility owned, locally sited generation sources.


� Cogeneration deferral rates are an excellent example of the way in which this regulatory conflict becomes manifested in utility rate design.


� In some states, restructuring has changed the span-of-control for regulated utilities within their monopoly territory, but the monopoly rights and obligations – along with the conflict between public interest and shareholder returns, and relevant law to address – remain in place for the regulated entities.


� Specifically, prior to 1935 when the Federal Power Act and the Public Utility Holding Company Act substantially rewrote U.S. electric utility regulation.


� 94 U.S. 113 (1876)


� This language in single quotations comes from a 17th century opinion written by the English jurist Lord Chief Justice Hale, and was used by the U.S. Supreme Court to establish that the ruling in our young nation was tied to lengthy precedent in common law, going all the way back to the Magna Carta.


� 169 U.S. 466 (1898)


� 262 U.S. 276 (1923)


� Energy Information Administration, “Public Utility Holding Company Act of 1935: 1935 – 1992”, DOE/EIA-0563, Washington DC, January 1993.  


� 262 U.S. 679, 692-693, 1923


� 294 U.S. 63 (1935)


� The 1920 Act was actually titled the Federal Water Power Act, and served primarily to set the rules under which navigable streams on federal lands could be dammed to generate electricity.  The 1935 amendments applied much more broadly to electric power in general.


� The description that follows is taken largely from Energy Information Administration, “Public Utility Holding Company Act of 1935: 1935 – 1992”, DOE/EIA-0563, Washington DC, January 1993.  


� For example, different utilities used different voltages, and some even favored direct over alternating current.


� The Energy Policy Act of 2005 had repealed most provisions of PUHCA; while today’s regulatory environment will not permit the heavily leveraged corporate structures that predominated in the 1920s, it is certain to substantially change the look of the US electric utility business in upcoming years, and ought to be very closely monitored in light of past history.


� 320 U.S. 591 (1944)


� 324 U.S. 548 (1945)


� 388 F. 2d 444 (7th Cir. 1968)


�575 F.2d 1204 (7th Cir. 1978)


� This organization was renamed the Federal Energy Regulatory Commission in the interval between the initial dispute and the decision in 1978.


� 488 U.S. 299 (1989)


� The Court’s decision in this case is one of the best summaries of the history of this debate, going back to Smyth in 1898.  Those interested in this subject would be well served to read the ~12 page decision.


� We need to be very clear that falling revenue is not equivalent to falling rates of return or justification for stranded cost recovery, since such investments also create value for utilities in the form of infrastructure investment deferral, VARs support, reduced energy clearing prices, etc.  Revenues represent only one side of the ledger, and drawing conclusions about overall cash flow purely from changes in top-line revenues is a “one hand clapping” problem: it is not only algebraically flawed, but also tends to compensate utility shareholders at the expense of their customers by giving those shareholders windfall profits from the benefits created by CHP.


� We should be clear that this is partially an artifact of regulated monopolies, and partially due to the particular regulatory paradigm we have adopted for those monopolies.  A different regulatory structure that facilitated bilateral contracts such that utilities and CHP owners could financially share in the profits that are created by a given installation could greatly reduce this problem.   However, such a structure – while common in unregulated industries – would run afoul of many existing regulations, from bans on third party electric sales to the political challenges associated with so-called “special tariffs” within a given rate classification.


� For a detailed discussion of this point, see the case presented by the New England DG Coalition in MA DTE case 03-121 that opposed an NSTAR standby rate.


� “…energy efficiency (defined as the decline in energy intensity) has provided almost two-thirds of the increase in the nation's 'energy supply' since 1990” – Laitner, John, U.S. EPA, “How Far Energy Efficiency”, Proceedings of the 2004 ACEEE Summer Study on Energy Efficiency in Buildings, Asilomar, CA, August 2004.


� New York’s mission includes “… an emphasis on promoting competitive markets”, Ohio states the Commission shall “…facilitat[e] an environment that provides competitive choices”, Oregon says that the Commission should “…promot[e] competitive markets”, and Texas directs the Commission to “…foster competition.”   Of the more agnostic states, Nevada does at least acknowledge the core conflict in utility regulation when they assert that the Commission should serve as a “surrogate for competition where it does not exist.” 


� Interested readers are directed to the Electricity Consumers Resource Council (ELCON) who has observed that by many measures, restructuring has actually increased the regulatory burden and thus cannot be characterized as “deregulatory”.  For more details, see http://www.elcon.org/Documents/Presentations/050306USCHPA.PDF.
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