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EXECUTIVE SUMMARY

Utility services are increasingly provided under contracts or special tariffs
negotiated between utilities and customers outside the traditional rate case. Such
contracts or special tariffs may be offered to provide economic development rates,
incentive rates, interruptible rates, or rates for special services. They often include
prices set below regular tariff rates for the same or similar services, and may be
subject to less regulatory scrutiny than that applied to regular tariffs.

How widespread is the practice? What are commission attitudes and policies
towards it? What criteria do regulators use in evaluating contracts and special tariffs?
To what extent should regulators and ratepayers be concerned? Does the practice of
providing utility services under individually negotiated contracts or special tariffs
require developing new regulatory policy?

This report addresses these questions in several ways. In 1991 the NRRI
surveyed state commissions to determine two things. First, the extent of contract
activity for electric and telephone services. Second, the attitudes and policies of the
state commissions toward the practice generally and toward incentive rates and
economic development rates for electric and telephone service. Additionally,
commission attitudes and policies toward interruptible rates for electric service and
toward special contracts for telephone service were surveyed. This report presents the
survey results, discusses the causes and likely consequences of contract pricing of
utility services, and offers suggestions for appropriate policy.

Three concerns that regulators may have about contracts are identified. First,
the traditional regulatory concept of aggregation and averaging which helped make
attainable the goal of universal service is coming under pressure since contract rates
are based on individual customer's cost causation and demand conditions rather than
on averages for broad groups or classes of customers. Second, since tariff rates are
designed to give the utility an opportunity to collect its revenue requirement, discounts

from tariff rates mean that the utility will not meet its revenue requirement, creating

iii



an implicit revenue deficit. This deficit can be borne by stockholders, offset by
increases in rates charged other customers, or shared by customers and stockholders.
Third, contracts create the possibility that otherwise similarly situated customers may
obtain different terms for utility service, depending on bargaining power and the
extent of competition. This is contrary to long-held regulatory principles stressing
equal treatment for similarly situated customers unless a major characteristic of
"situated" is whether a customer has an alternative supplier.

Survey results indicate that contracting is widespread. In general, commissions
are active in evaluating contracts prior to their being implemented. Many
commissions require preapproval, hold hearings, and most allow for staff analysis of
proposed contracts. Most often, contracts are considered on an ad hoc or case-by-
case basis, but some commissions have developed generic policies for dealing with
them.

In ex ante evaluation of proposed contracts, commissions are most often
concerned that contracts provide for rates that are just and reasonable; they are also
concerned with load retention—more for electric than for telephone, discrimination
between and within customer classes, and maintaining a price floor above marginal
cost. Apparently, of less overall concern are antitrust issues and potential predatory
pricing—more important for telephone than for electric, revenue loss occasioned by
lower rates—more important for electric than for telephone, other anticompetitive
effects, and economic versus noneconomic bypass.

The survey indicates that commissions are not generally as active in evaluating
the effect of contracts on an ongoing basis. Relatively few report having specific
oversight mechanisms for contract service; review of contracts would most often at the
next rate case. Resource constraints may limit the extent of ongoing review. Also, in
a number of responses indicated that it was too early to tell whether the projected
benefits of the contracts had been achieved—except whether a customer was retained
or not.

In carrying out oversight responsibilities related to contracts, commissions might

consider the following actions.
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Insist that contracts be priced to recover long-run incremental cost—at a
minimum-—except where there is clear demonstration that such pricing will
result in stranded investment.

Require that cost studies be consistent with the facts of the case and that they
motivate pricing decisions rather than vice versa.

Document the extent of competition if competitive reasons are given for
entering into a contract, recognizing that competition will vary both within and
across jurisdictions.

Require utilities to demonstrate how contracts fit, individually and collectively,
into the overall plan for the firm when proposing contracts.

Protect core customers by rejecting attempts to shift revenue deficiencies to
them.

Review traditional cost allocation and revenue recovery methods to determine
whether they have created opportunities for competitors to undercut the utility
when they are not, in fact, more efficient.

Allow utilities to compete but be watchful for anticompetitive behavior.
Consider long-run effects of contracts including a loss of aggregation and
averaging and unequal treatment of similarly situated customers.

Prepare for an increasingly competitive environment and, accordingly, develop

policies for dealing with contracts and for their ongoing oversight.
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FOREWORD

Due mainly to competitive pressures, the practice of offering electric and
telephone service under contracts or special tariffs negotiated individually between a
utility and its customers has increased in importance in recent years. Moreover, the
practice is likely to become still more widespread in the future. This creates
questions of public policy that are of interest to regulators and ratepayers alike such
as how to supervise the practice, how to encourage utilities to compete while
preventing cross-subsidization and anticompetitive behavior, and how the practice will
ultimately affect utilities and ratepayers.

This NRRI report sheds light on the topic by describing approaches that have
been taken by the various regulatory commissions and by providing a framework for
analyzing such contracts. We hope that commissioners and staff will find this report
informative, readable, and useful.

Douglas N. Jones
Director
Columbus, Ohio
April 1992
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"TER 1

BACKGROUND AND INTRODUCTION

Utility services typically have been provided under tariffs set by state regulatory
commissions. Increasingly, however, utilities and individual customers are negotiating
contracts or special tariffs under rates and service terms that differ from those
contained in existing tariffs for the same services. Negotiated contracts or special
tariffs for the supply of electricity and telephone service exist in most states, justified
by a desire to retain existing customers, attract additional customers, or provide
interruptible service as part of a demand-side management program. Negotiated
contracts and special tariffs usually offer rates lower than those charged similar
customers served under existing tariffs. Furthermore, the negotiated price is not
necessarily determined using traditional cost-of-service standards. Such contracts and
special tariffs are a product of bilateral negotiation and, in some instances, require no
prior regulatory approval and are not subject to the same degree of scrutiny applied
to regular tariffs., This report considers the phenomenon of contracts and special
tariffs for electricity and telephone services, discusses the types of contracts and
special tariffs offered, and explains reasons for and differences between traditional
tariffs and contracts or special tariffs. It also presents results of NRRI surveys of
commission policies and practices related to contracts and special tariffs for electric
and telephone service, indicates some concerns raised by the existence of contracts
and special tariffs, and makes suggestions for appropriate policies for dealing with
them.

Tariffs and the Traditional Regulatory Paradigm

The traditional view of the implicit bargain between a regulated utility and its
customers depicts the firm as giving up the right to set its own prices, allowing them
to be approved by an administrative commission, and as undertaking an obligation to
serve all customers under reasonable terms. The firm, in turn, receives from its

customers valuable concessions or considerations including an exclusive franchise



—relying on the power of the state to limit entry, the power of eminent domain, and
protection from most antitrust actions.® Implied in this relationship was that the
commission would set prices or rates for the utility's services to allow the utility to
earn a return that,

should be reasonably sufficient to assure confidence in the financial
soundness of the utility and should be adequate, under efficient and
economical management, to maintain and support its credit and enable it
to raisg: the money necessary for the proper discharge of its public
duties.

The utility was shielded from direct competition though in some cases inter-
sector competition was present—for example, between electricity and natural gas used
for space and water heating and for cooking. Its customers were protected from
potential abuses of monopoly power because rates would be just and reasonable and

not unduly discriminatory, and they were assured reliable service.
The Rate Case Method of Setting Tariffs
Traditionally, the prices or rates charged for utility services are found in

published schedules or tariffs developed by the utility in accordance with prespecified

and longstanding regulatory rules formally approved by the regulatory commission.

' A more thorough discussion of the traditional regulatory bargain may be found in
Douglas N. Jones, A Perspective on Social Contract and Telecommunications Regulation,
(Columbus, Ohio: The National Regulatory Research Institute: June 1987); Douglas
N. Jones, Regulatory Concepts, Propositions, and Doctrines: Casualties and
Survivors," Journal of Economic Issues 22, no. 4 (December 1988): 1089-1108; and Paul
J. Garfield and Wallace F. Lovejoy, Public Utility Economics, (Englewood Cliffs, New
Jersey: Prentice-Hall, 1964), 12-13. Discussions of price discrimination by utilities
may be found in James C. Bonbright, Principles of Public Utility Rates, (New York:
Columbia University Press, 1961), 369-385 and J. Stephen Henderson and Robert E.
Burns, An Economic and Legal Analysis of Undue Price Discrimination, (Columbus,
Ohio: The National Regulatory Research Institute, August 1989), 26-61.

2 Bluefield Water Works & Improvement Co. v. Public Service Commission of
West Virginia, 262 U.S. 679, at 693 (1923).
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These tariffs are designed to apply to broad classes of customers and offer little, if
any, flexibility in pricing once the tariff is determined.

Tariffs result from a rate case in which the utility's rate base (traditionally, the
value of "used and useful" investment) and its allowable operating expenses are set on
a test-year basis. Then, the utility's allowable expenses (operating and maintenance
expenses, taxes, and depreciation) and an appropriate rate of return times the rate
base—all calculated on a test-year basis—determine the revenue requirement which is,
in turn, allocated among broad classes of customers or services—residential and
business customers and local exchange and toll services, for example. Prices are set
for each service such that given efficient management and accurate estimates of
expenses and sales for the test year, the utility has an opportunity to collect its
revenue requirement. This process most often involves a rate case in which, before
tariffs are approved, the parties to the case (the utility, its customers, and others)
have the right to present evidence and question all aspects of the rates proposed by
the utility. Furthermore, after the tariffs are approved, the parties may petition for
rehearing or seek judicial review if they are not satisfied by the outcome. Among the
issues often raised during and after rate cases are questions of the appropriateness of
the cost or revenue requirement allocation and the related issue of cross-
subsidization.’

The rate case method of setting tariffs is not well suited for operating in a
fast-paced, competitive environment; it is slow and relatively inflexible because, once
set, tariffs can be modified only by going through the process again.* Rate cases do,
however, provide ample notice to affected or interested parties, make allowance for

their participation, and require that commissions make various findings of facts

® See Appendix A for a brief discussion of cross-subsidization and related issues.

“ It is possible to hold special hearings to modify or reset individual tariffs but
major revision or restructuring is typically reserved for rate cases.
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including one to the effect that the rates approved under the tariffs are "just and
reasonable" and (implicitly) therefore not unduly discriminatory.’

Relying on published tariffs has the advantage of openness, reduces transaction
costs, and allows consumers to believe that they are treated (or mistreated) the same
as others who are similarly situated (seeking the same or similar services).® For the
vast majority of transactions, especially small, repetitive ones where transactions costs
would be large relative to value, tariffs work well.” Their inflexibility in the sense
that service offerings must be relatively standardized and prices equalized for groups
of customers may imply that they are not optimal in an environment characterized by

partial or potential competition, technological innovation, or both.?
Contracts and Special Tariffs Under Regulation

Primarily because of the more competitive nature of some market segments

and secondarily because of the rigidity of the traditional tariff-setting process and the

> The notion of undue price discrimination has been considered malleable enough
to allow commissions to pursue social policy goals such as universal service and
lifeline rates as well as value of service pricing.

® The proposition that similarly situated customers would be treated alike has long
been an essential concept of ratemaking. Compare this with the car buyer's situation
in which two customers may pay much different prices for identical cars (even at the
same dealer on the same day) depending upon bargaining skills and information held
by the buyer and seller.

7 We may think of commissions acting to monitor and enforce the contracts
between the utility and its customers, reducing transactions costs and benefiting both
parties. This point is made in Sanford V. Berg and John Tschirhart, Natural
Monopoly Regulation, (New York: Cambridge University Press, 1988), 289-90.

® The concept of equal treatment of similarly situated customers often means that
rates are set based on costs measured and averaged across broad groups of customers
with potentially different service costs. This leads to some customers being charged
more and some less than the costs they impose on the system. Such group
"aggregation and averaging" may be justified on social policy or economic efficiency
grounds—if, for instance, the expense of setting rates for smaller groups outweighs the
benefits. However, unless entry restrictions are strictly enforced, competitors may find
opportunities for cream skimming.



flexibility of contracts and special tariffs, utilities increasingly have been resorting to
contracts and special tariffs to offer and price services to some major customers.
Contracts and special tariffs are arrangements through which a utility offers normally
regulated services with price and service terms determined not by existing tariffs but
rather by negotiations between the utility and a customer outside the normal rate
hearing.

Sometimes service is provided directly under a contract, but often a special
tariff—which might be called an individual-case-basis (ICB) tariff, special assembly
tariff, or a customer-specific offering (CSO)—is created by the utility and approved by
the commission to cover the contract. Although service is then provided under a
tariff, this situation may be contrasted with the traditional case in which the utility
and a customer sign a contract for service but the charges and conditions of service
are strictly governed by preexisting tariffs. From the customer's perspective, contracts
and special tariffs are identical. From the utility's perspective contracts and special
tariffs differ to the extent that other customers can subscribe to special tariffs. Given
this similarity, in the following discussion "contracts" or "contract pricing" refer both to
contracts per se and to special tariffs created and approved for individual customers
with terms differing from existing tariffs.

Contracts differ from traditional tariff-based ratemaking in several ways. First,
even though providing service under a contract results in higher transactions costs and
is more time consuming than providing service under pre-existing tariffs, when faced
with competitive situations or special service requirements, contracts are more
expedient because in many cases they do not require prior commission approval as
would a new tariff.® Second, a contract is a unique, two-party document between the
utility and a single customer whereas a tariff may be thought of as a common

contract between the utility and a class of customers. Third, a contract may have a

° If an appropriate tariff exists, a customer may obtain service under it more
quickly than negotiating a contract.



different life span than a tariff.’® Fourth, contract pricing is usually discounted from
equivalent tariffs when they exist. Finally, a longstanding regulatory doctrine—that
similarly situated customers will be treated equally—may be in jeopardy because while
tariffs are public documents, contracts are often proprietary and confidential. Thus,
the outcome of negotiations depends on the bargaining abilities of the parties. These
last two differences are probably of most concern to regulators. Pricing at a discount
relative to equivalent tariffs means there needs to be some means for dealing with the
resulting revenue deficiency, while the proprietary nature of contracts and the
possibility that prices will vary across customers means that a longstanding regulatory

concept—aggregation and averaging—is being modified if not eliminated.™
Benefits of Contract Pricing

Contract pricing allows utilities to reduce profit erosion by giving them greater
freedom to react to competition where present. The flexibility offered by contracts
may aid them in retaining existing customers, attracting new customers, and making
efficient use of existing plant in service. Depending on the firm's current capacity and
demand conditions, maintaining or expanding sales may reduce short-run average total
cost, which will enhance profits so long as sales under contracts make some
contribution to fixed costs. Contracts may also allow for product differentiation which
can enhance profit by segmenting the market and designing and pricing services to
maximize the contribution to profits by individual customers. Product differentiation
may also be simply a cover for price discrimination if nonsubstantive differentiation is

used to create non-cost-based price differentials.*?

' Contracts have specified life spans (three to five years is common) and charges
under them are usually stable during their life. The life span of charges under a
tariff is indeterminate—until new rates are approved by the commission.

' System averaging has been listed as a concept that has given way to causation-
based cost assignment and become a casualty of recent history due to technology and
increased competition. See Jones, "Regulatory Concepts, Propositions, and Doctrines."

2 See Appendix A for a brief discussion of price discrimination.
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Types of Contracts and Special Tariffs

Several types of contracts or special tariff rates for electricity and telephone
services have been identified and addressed. They are listed in Table 1-1, below.
Note that "incentive rates" in this context is not directly related to incentive rates
typically used in discussions of incentive regulation. Under incentive regulation
utilities may be granted downward rate flexibility, given incentives to cut costs, and
allowed to retain all or a portion of profits resulting from such actions. The incentive
rates discussed in the present context refer to the utility offering incentives to

customers who remain on the system or increase usage instead of incentives given

Table 1-1

SPECIAL PRICING OF UTILITY SERVICES

Type Purpose
Economic To encourage a customer to locate within the .
development rates franchise area or to promote expansion or

increased use of existing facilities.

Incentive rates To increase or retain sales to price-sensitive
customers and/or retain and attract customers
with competitive alternatives.

Interruptible rates To offer service at rates lower than those for
firm service to customers willing to have their
service interrupted or curtailed by the utility.

Special contracts To accommodate unusual and/or new services
or equipment configurations for which there
is insufficient demand to justify establishing a
tariff.

Source: definitions from survey forms as contained in Appendix B.



the utility by regulators. "Competitive rates" or "load-retention rates" might be a more
appropriate term since the impetus is clearly to retain customers and load when faced
with the threat of competition. Interruptible rates may also be considered a type of
incentive rate because, from the utility's point of view, they are another method of
retaining and managing load or both. Note also that interruptible rates were
considered only for electricity and that special contracts were considered only for
telephone service.

Organization of This Report

Chapter 2 summarizes issues involved in contract pricing of electricity and
illustrates various types of contracts using examples from several states. Chapter 3
presents results of the NRRI survey of current commission policies and practices
relating to contract pricing of electricity. Chapter 4 summarizes issues involved in
contract pricing of telephone services. Chapter 5 presents results of the NRRI survey
of current commission policies and practices relating to the contract pricing of
telephone service. Chapter 6 discusses some concerns about contract pricing of utility
services and makes some recommendations for appropriate policy. There are also two
appendices to this report. Appendix A contains brief discussions of a number of
topics that may provide the reader with useful additional information but were not
considered essential to the body of the report. Appendix B contains lists of the
respondents and copies of the survey instruments, one for electric and one for
telephone, that were sent to the commissions. To enhance accessibility, the report
relies almost entirely on narrative analysis with only summary statistics presented for

survey results. Furthermore, Appendix A minimizes the use of diagrams and algebra.



CHAPTER 2

CONTRACT PRICING OF ELECTRICITY

The popularity of contract pricing of electricity can be explained by the
emergence of nonutility power producers and the continuing trend of expanding access
to the power transmission grid. There have been many extensive discussions about
the motivation for and consequences of such changes in the electric market, and they
will not be repeated here." The focus here is to identify the economic and regulatory
principles useful to the state regulators in evaluating individual contracts entered by
electric utilities and end-use customers. The discussion is limited to retail electricity

rates since wholesale rates are beyond the purview of state regulators.
The Nature of Contract Pricing

As discussed previously, utilities increasingly are supplementing filed tariffs with
negotiated contracts as a part of their overall competitive strategy. A central question
is to identify the basic approaches applicable in evaluating the practice of contract
pricing when viewed in the general framework of price discrimination. Other price
discrimination issues arise when considering peak-load pricing, cost allocation among
customer classes, and differential prices for firm and interruptible service. However,
these price discrimination issues refer to the provision of different services with the
basis for discrimination being differences in end use, energy requirement, and load
characteristics. Contract pricing is often price discrimination applied to essentially
identical services with the basis being the customer's ability to switch to other fuels or
self-generate. In other words, contract pricing is often discrimination that is value-

based rather than cost-based.

' See, for example, U.S. Congress, Office of Technology Assessment, Electric Power
Wheeling and Dealing: Technological Considerations for Increasing Competition, OTA-E-
409 (Washington, DC: U.S. Government Printing Office, May 1989); and U.S. Federal
Energy Regulatory Commission, Office of Economic Policy, Regulating Independent
Power Producers: A Policy Analysis (Washington, DC: Federal Energy Regulatory
Commission, 1987).



One reason contract pricing is important for electric utilities is the growing
number of fuel-switching and supplier-switching (noncore) customers so that, for many
customers, there are full or partial alternatives to the electric service provided by the
regulated utility. For example, a retail customer can switch fuels or install its own
generation facility.” As a result of the ability to switch fuels, bypass or the threat of
bypass becomes a powerful tool available to these customers in negotiating contracts
under terms more favorable than those in the filed tariffs.’ For large users at the
generation level, the overall trend toward increasing competition in the electricity
market is likely to continue, and the use of contract pricing will likely increase.

A second reason for the importance of contract pricing is the presence of a
declining but still substantial number of core or captive customers for whom alternate
sources are not feasible. In fact, the existence of core customers is the fundamental
reason for a monopoly utility and the present form of public utility regulation; if all
customers had the ability to switch energy suppliers, electricity could be deregulated
and market forces alone could determine price and service conditions. But, for a
large number of customers (primarily residential and small business customers), it is
generally uneconomical to switch fuels, self-generate, or have two or more suppliers

providing electricity competitively.* So long as these core customers exist and are

2 For an analysis of the decision to co-generate or self-generate electricity, see
Kenneth Rose and John F. McDonald, "Economics of Electricity Self-Generation by
Industrial Firms," The Energy Journal 12, no. 2 (1991): 47-66.

® The possibility of bypass is not limited to the electric industry; the natural gas
and the telecommunication industries, for example, have experienced more bypass
than the electric industry. For discussions of bypass in the natural gas industry, see,
for example, Daniel J. Duann et al., Direct Gas Purchases by Gas Distribution
Companies: Supply Reliability and Cost Implications (Columbus, Ohio: The National
Regulatory Research Institute, December 1989), and Robert E. Burns et al,, State Gas
Transportation Policies: An Evaluation of Approaches (Columbus, Ohio: The National
Regulatory Research Institute, January 1989).

* Though some researchers argue that electricity can be competitively provided at
the distribution level, it is generally agreed that competitive supply of electricity at the
distribution level is not an effective or economical arrangement for most residential
and small business customers. A favorable view of competition at the distribution
level, see Walter J. Primeaux, "Total Deregulation of Electric Utilities: A Viable

(continued...)
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| potentially affected by contracts, some protection must be afforded them. For
instance, if the contract price for a noncore customer is decided solely on market
conditions, and a significantly discounted rate is set, either core customers will have to
share some of the burden or the utility's shareholders will have to pick up the full
cost of such a discount. Therefore, the operation of market forces (competitive
considerations) need not be the only criterion in evaluating the desirability of any
contract between a utility and its customers.

A third reason for the importance of contract pricing is the rigidity of utilities'
capital investments. A utility's total capacity and energy demand as well as its
customer mix are likely to change over time; a core customer may become a noncore
customer, and a noncore customer may return to the utility system if economical
outside power becomes unavailable. A utility's capital plant (generating stations,
transmission lines, and distribution lines) generally has a long economic life, few
alternative uses, a large unit size, and is immobile. Moreover, at any point in time,
the utility's available capacity mix may not be optimal for its customers' energy and
demand requirements. In the past, cost consequences of over- and undercapacity,
even over an extended period of time, were shared by all customers. As the
electricity market becomes more competitive, noncore customers may no longer be
willing to share the costs of over- and undercapacity, and may decide to leave the
system. In this instance, core customers are likely to bear most, if not all, of the
consequences.

These three reasons—competition from alternative sources of supply, a utility's
obligation to its core customers, and the immobility of a utility's capital investment—
make contract pricing a difficult issue to resolve. Furthermore, the interests of core

customers, noncore customers, and the utility must be considered simultaneously. In

* (...continued)
Policy Choice," in Robert W. Poole, Jr., ed. Unnatural Monopolies: The Case for
Deregulating Public Utilities, (Lexington, Massachusetts: Lexington Books, 1985), 121-
146. Several other services and facilities such as local loop in telephone, gas
distribution networks, and water mains also exhibit the characteristics of a local
monopoly. For a discussion of this, see Douglas N. Jones, "Regulatory Concepts,
Propositions, and Doctrines: Casualties and Survivors," Journal of Economic Issues 22,
no. 4 (December 1988): 1089-1108.
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the following sections, a review of selected orders and rulings issued by state public
service commissions will be provided first, followed by some regulatory principles and

criteria.
Selected Cases of Electricity Contract Pricing

The purpose in reviewing these commission orders and rulings is not to provide
generalized results but to offer some illustrative examples of the uses of contract
pricing. Some of these orders were entered several years ago and, therefore, may not
be reflective of current conditions or policy. Nevertheless, they are discussed to
provide a diversified and representative description of recent contract pricing activity
in electricity. While most results of the nationwide survey conducted by The National
Regulatory Research Institute on electric utility contract pricing practices are
presented in Chapter 3, the orders and contracts discussed in this section are taken
from materials provided in response to the survey. Categorization of the cases
presented below is based on the main purpose evidenced for offering the contract.
However, because in several instances a contract may be intended to achieve more
than one objective, the classifications should not be viewed as being mutually exclusive

as a contract may serve multiple purposes and, thus, fit into more than one category.
Economic Development Rates

In some states, economic development rates are one component of a
comprehensive incentive package to attract new firms to a particular locality or to
discourage existing firms from closing a plant and moving production to another area.
Table 2-1, below, lists the main arguments that have been used by supporters and
opponents of economic development rates. Two examples of economic development
rates for electricity follow the table.

The basic argument in favor of economic development rates is based on the

presumption that lower electricity prices have a decisive effect in persuading firms to
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Table 2-1

ARGUMENTS FOR AND AGAINST ECONOMIC DEVELOPMENT RATES (EDRs)

FOR

EDRs are needed for states to compete
for new industry.

Some states require utility regulators to
promote economic growth.

EDRs are not unduly discriminatory as
long as discounts do not reduce rates
below marginal costs.

EDRs can benefit the utility and all of
its customers.

EDRs, by creating a more diversified
regional economic base, can reduce
the severity of cyclical economic
downturns.

AGAINST

Promoting economic activity falls
outside the purview of public utility
regulation.

EDRs are ineffective in promoting
economic growth.

EDRs discriminate against ineligible
firms and place efficient firms at a
disadvantage compared with firms
eligible for the rate discount.

Regulators can best promote economic
activity by adhering to traditional rate-
of-return principles.

EDRs produce revenue losses that
drive up electricity rates to ineligible
customers.

Source: Authors' construct.

locate or expand operations in an area, or in dissuading firms from closing, reducing
operations at existing facilities, or relocating elsewhere. The extent to which the price
of electricity really is a factor is not clear.” Electricity is one input in the production
process, and because it affects a firm's total cost its price can influence decisions such
as what and how much to produce, and how and where (in multiplant firms) to
produce the chosen output. Whether the price of electricity is decisive in making

these decisions depends on such variables as the portion of the firm's total cost

> Further discussion of the efficacy of economic development rates may be found
later in this chapter.
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accounted for by electricity, the firm's ability to shift between electricity and other
factors of production, the firm's ability to reallocate production among facilities with
different electricity costs, and the elasticity of demand for the firm's output. If
economic development rates are offered, however, a good case can be made for doing
so through contracts rather than through a tariff that might attract "free riders"—
customers who benefit from discounts but are only doing what they would have done

in any event.
Arkansas Power & Light Company®

On January 16, 1990, Arkansas Power & Light Company (AP&L) filed with the
Arkansas Public Service Commission a proposed agreement between itself and
TREFIL ARBED Arkansas, Inc. (ARBED). The agreement provided for a reduced
rate for electric service for five years to induce ARBED to construct and operate a
steel tire cord production facility near Pine Bluff, Arkansas. AP&L said this
agreement would recover all incremental costs and contribute to fixed costs, would not
require AP&L to construct additional generation facilities to provide service to
ARBED, and would provide long-term benefits to all existing customers.

The Commission approved the agreement as proposed except that it revised the
method of splitting revenues in excess of incremental costs between ratepayers and
shareholders. The Commission determined that revenues collected through this
agreement were similar to what would be collected under AP&L's standard Economic
Development Rate Rider, M37. ﬁerefore, the proposed agreement on the whole was
found not to affect other ratepayers adversely. The Commission ordered that
revenues in excess of incremental costs be shared between AP&L and ratepayers
using what was called a "Percentage of Standard Rate Split" method, which specified
that revenues in excess of incremental cost be split based on the percentage of

revenue collected under the special rate and revenue collectible under the standard

® Arkansas Public Service Commission, The Agreement for Electric Service
Between Arkansas Power and Light Company and TREFIL ARBED Arkansas, Inc.,
Docket No. 90-005-TF, Order No. 4 (1990).
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rate. For example, if revenue under the special rate was less than what would have
been collected under the standard rate, AP&L would receive less than 50 percent of
the excess over incremental cost. By adopting this method, AP&L was given an
incentive to negotiate the highest rate possible when competitive conditions precluded

charging the standard rate.
Otter Tail Power Company’

On January 9, 1990, and on a subsequent date, Otter Tail Power Company
(Otter Tail) filed for approval by the North Dakota Public Service Commission an
experimental rate and pricing mechanism to attract new businesses locating in Otter
Tail's service area, and applicable to existing businesses expanding their operations
within its service area. The Commission denied Otter Tail's application on October 2,
1990 but directed that Otter Tail might file a revised tariff containing certain
modifications outlined in the Order.

The Commission found the proposed economic development rate was not
unjustly discriminatory, but that the negotiating discretion requested by the utility was
unnecessarily discriminatory for the purpose of encouraging economic development. It
also found that state law required that rural cooperative service areas be protected
from intrusion by public utilities, which certain intervenors successfully claimed Otter
Tail's proposed economic development rate would fail to do. As for the guidelines
for an acceptable revised tariff, the Commission required no discount for demand and
customer charges; any discount should be applied to energy charge only, and the
portion of discount should be reduced over the five-year period. Such discounts
would be available for five years and apply only to load above a customer's existing
load with a minimum load size equal to that required under the existing Large

General Service tariff.

7 North Dakota Public Service Commission, Otter Tail Power Company
Experimental Rates Approval, Case No. PU-401-90-14 (1990).
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Incentive or Load-Retention Rates

Incentive or load-retention rates are offered to customers with the ability to
obtain electricity from other suppliers (including self-generation) or to switch fuel

types (for example, to natural gas). Two such contracts are discussed below.
Gulf Power Company®

On May 1, 1987, Gulf Power Company (Gulf) filed a petition with the Florida
Public Service Commission requesting approval of a proposed agreement between
itself and Air Products and Chemicals, Inc. (Air Products). The proposed agreement
called for Air Products to delay construction of cogeneration or self-generation
facilities for at least ten years in exchange for a credit of $2.75 a kilowatt of on-peak
demand per month for all kilowatts in excess of 5,000 and less than 15,500. Gulf was
seeking to recover these credits (estimated to be around $346,500 a year) through
either the conservation cost recovery clause or the fuel adjustment clause. On May 5,
1988, the Commission approved the agreement with some modifications regarding
fuel cost savings.

Gulf argued that the special contract was necessary to retain Air Products' load
and that, by retaining it, other ratepayers could have substantial savings. First, it
would keep the benefit of Air Products' contribution to fixed capital costs and
operating and maintenance costs from being lost completely by other ratepayers.
Second, the proposed discount would expire after 1997. At that time, Air Products
could construct its generation facility, allowing Gulf to defer or reduce capacity
additions between 1997 and 2002. Third, by selling more electricity, Gulf could
purchase more coal in the spot market at a rate lower than the contract price of coal,

lowering systemwide average fuel cost to other ratepayers.

® Florida Public Service Commission, Request for Approval of Special Rate
Agreement Between Gulf Power Company and Air Products and Chemicals, Order
No. 19613 (1988).
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The Commission disagreed with Gulf's analysis of savings in plant deferral and
the contribution to fixed cost. Furthermore, it found that the fuel cost savings alleged
by Gulf could be realized only if the price differential between spot and contract coal
prices increased 35 to 50 percent over the next five years; this was viewed as being
quite speculative. The Commission did conclude, however, that other ratepayers could
benefit if fuel charges to Air Products were higher than Gulf's cost of spot coal.

The Commission approved a cost recovery mechanism for the amount of the
discount applied to Air Products' energy use. The fuel cost saving was defined as the
difference between the fuel charge to Air Products and Gulf's own spot cost of coal.
Gulf could recover the discount plus administrative costs no greater than the discount
from the fuel cost savings. Any additional fuel cost savings would be passed through
to ratepayers, but Gulf's shareholders would absorb any revenue shortfall if the

discount exceeded the fuel cost savings.

Detroit Edison Company®

On January 13, 1987, the Detroit Edison Company (Edison) filed an application
with the Michigan Public Service Commission to offer a discount rate (Rider RS.1) to
its primary and bulk power service customers who intended to install cogeneration
facilities on their premises in exchange for a postponement of installing cogeneration
capacity. The Michigan Commission denied the application on April 26, 1988.

By offering a discount rate to potential cogenerators, Edison claimed it could
delay the construction of cogeneration facilities until it needed additional capacity; it
could also retain potential cogenerators who would then contribute to system capacity
costs, alleviating the need for future rate increases. Finally, the discount rate would
provide potential cogenerators an opportunity to make capital investments other than

in cogeneration facilities.

® Michigan Public Service Commission, Application of The Detroit Edison Company
for Authority to Amend Its Schedule of Electric Rates to Include An Experimental
On-site Cogeneration Alternative, Rider No. RS.1., Case No. U-8656 (1988).
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The Commission denied Rider No. RS.1. primarily on the grounds that
balancing the effects of on-site cogeneration against the effects of Rider R5.1 did not
warrant approving a proposal that curtailed cogeneration in the manner proposed.
The rejection may have reflected more the Commission's inclination towards
promoting—or at least not stifling—cogeneration as an efficient means of energy
usage and development rather than the merits of the proposed rider.

Interruptible Rates

Interruptible rates, as noted in Table 1-1, offer electricity at a discount from
the standard tariff to customers willing to have their supply curtailed on short notice
by the utility. Interruptible rates may be offered as part of a load management
program for peak shaving when a utility faces supply constraints as evidenced by a
low reserve margin. Interruptible rates may also be offered as part of a demand-
side management program to reduce the need for future construction, or they may be
offered as a means of providing a discount to customers and retaining their load when
the utility is not facing a supply constraint and there is little likelihood of

interruption. Two examples of interruptible rates follow.
Arizona Public Service Company™

On September 19, 1990, Arizona Public Service Company (APS) filed with the
Arizona Corporation Commission an electric service agreement it entered into with a
pet food manufacturing plant in Flagstaff, Arizona owned by Ralston Purina Company
(Purina). Under this agreement, Purina would receive a fixed credit ($5,800 a month)
on its electricity bill in exchange for allowing its power (up to 2,500 kilowatts) to be
interrupted on thirty-minute notice. The initial term of the agreement was for one

year, with indefinite continuation.

1 Arizona Corporation Commission, Arizona Public Service Company, Application
for Approval of An Electric Service Agreement with Ralston Purina Company, Docket
No. U-1345-90-263, Decision No. 57119 (1990).
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APS stated the agreement would allow it to avoid 0.5 megawatts of future
reserve additions, and would improve its chances of retaining a customer which it
otherwise might lose due to the competitive disadvantage claimed by Purina. The
Commission approved this agreement based primarily on the likelihood that the
Purina operation might discontinue unless it received the discount. However, after
considering possible changes in business conditions and power supply availability in
the future, the Commission ordered that the agreement be limited to three years
unless APS requested an extension. It furthermore stated that the rate charged might
be adjusted in future general rate proceedings.

This case reflects a notable but not uncommon phenomenon: a rate discount,
which at a first might be viewed as justified by providing lower quality service, but
which might be actually intended for load retention. This might explain why certain
utilities with substantial reserve margins and therefore appearing not to need to offer

interruptible service are doing it anyway.
Utah Power & Light Company™*

On February 21, 1989, Utah Power & Light Company (Utah Power) and Basic
Manufacturing and Technologies of Utah, Inc. (BMT) filed with the Public Service
Commission of Utah a joint application for approval of an electric supply agreement
entered into between Utah Power and BMT. The agreement would allow Utah
Power to interrupt up to 90,000 kilowatts of BMT's electric service for noneconomic
(system integrity) and economic (lower generation cost) purposes. In exchange, BMT
would receive discounts on both its demand and energy charges. The agreement also
called for Utah Power to provide 20,000 kilowatts of firm backup service for times
when BMT's own generator was out of service and purchase any surplus power
generated by BMT. Utah Power stated it would collect its incremental cost of service

(excluding the embedded cost of generation capacity) and some contribution to fixed

' Public Service Commission of Utah, Application of Utah Power & Light
Company for Approval of an Agreement Between Utah Power & Light Company and
Basic Manufacturing and Technologies of Utah, Inc., Docket No. 89-035-03 (1989).
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costs. BMT argued that approving the agreement was essential to its decision to
expand and modernize its plant.

The Commission concluded that until it had an opportunity to do a more
thorough analysis a rebuttable presumption could be made that the agreement was in
the public interest and, therefore, would not be altered on a prospective basis absent
clear and convincing evidence to the contrary.” Nevertheless, the Commission
affirmed that the rate for interruptible service should exceed actual incremental cost
and contribute to fixed costs; furthermore, future analysis of the agreement would not
be limited by the rebuttable presumption, and both embedded and incremental cost
studies were to be filed in any such analysis. While this case addressed directly the
issue of interruptible service, it may also be viewed as implementing an incentive rate

aimed at expanding load.
Rates for Conservation and Other Purposes

Sometimes discount rates are given to reward or encourage consumption
patterns that benefit the utility by altering its load shape, allowing it to make more
efficient use of its plant. One such contract is discussed below.

Public Service Company of New Hampshire*®

On July 31, 1985, Public Service Company of New Hampshire (PSNH) filed a
petition with the Public Utilities Commission of New Hampshire to enter into a
special contract with Catholic Medical Center (CMC). This contract called for PSNH
to meter separately CMC's off-peak electric service for megatherm requirements (off-
peak electricity for space and water heating purposes) and fix the rate for this service

for five years subject only to certain prespecified cost variations.

2 Utah Power was acquired by PacifiCorp in 1990. The more thorough analysis
could take place during the first rate case to be filed after the acquisition.

* Public Utilities Commission of New Hampshire, Public Service Company of New
Hampshire, DE 85-285, Order No. 18149 (1986).
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PSNH stated that CMC's usage was unique because of the installation of
several 11,000-gallon storage tanks which allowed CMC to manage its space and water
heating requirements. PSNH also stated that revenues derived through the special
contract would cover the cost of service and would not differ significantly from those
derived under the regular tariff. PSNH also indicated that without the cost stability
provided by a special contract, CMC would switch to natural gas for space and water
heating energy and that the loss of CMC would have an adverse effect on PSNH and
its remaining ratepayers.

The Commission approved the special contract on February 28, 1986 finding
that CMC's unique storage capabilities allowed it to take advantage of off-peak
generation. In addition, a special circumstance not covered under the existing
tariff—the credible threat of natural gas as an alternative energy source and the
potentially adverse effect on PSNH and its ratepayers of such a switch—did exist. It
also found that the special rate would yield revenues similar to those under the
prevailing tariff. The Commission was, however, less certain as to whether the special
rate would be cost-based over its five-year life absent substantive adjudicative
determinations which would form the basis of future rates. In addressing the issue of
future uncertainty, the Commission specifically indicated that PSNH's shareholders
would bear the risk of revenue shortfall within this five-year period. Once again,
although efficient use of existing utility plant was a major consideration in allowing

the special rate, potential competition from natural gas suppliers was also a factor.
Pricing Mechanisms in Contracts

As part of the response to the survey on electric utility contract pricing
conducted for this study and described in more detail in the next chapter, the authors
received approximately thirty contracts from commission staff respondents. Some of
these contracts and related commission orders are described in other sections of this
chapter; this section contains a description of the pricing mechanisms found in certain
of the contracts. A word of caution, similar to that stated at the beginning of the

previous section, is in order here also. Many states did not send contracts and most
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of those provided are for interruptible service; because the number of contracts
furnished by the respondents is small, the authors cannot claim either that the sample
provided or that the subsample described here is representative of national electric
utility contracting practices. The authors feel, however, that some descriptions of
pricing mechanisms found in contracts that were sent may prove useful.

The respondents provided a variety of contracts including agreements covering
economic development rates, incentive rates, firm power service, and interruptible
service. This section covers each of these beginning with two examples of firm power
service; in these examples, the rates charged are taken directly from filed rate
schedules or tariffs.

Firm Power Rates

The first example is a special contract between the Appalachian Power
Company and the Town of Ceredo, West Virginia to provide power for ten years to
operate flood pumping stations. The rate consisted of an energy charge of $.00655
per kilowatt-hour plus a fuel recovery factor of $.01902 per kilowatt-hour. The fuel
recovery factor was based on the utility's general service rate schedule while the
energy charge was also the utility's base rate.'*

The second example is a contract between Missouri Public Service and John
Knox Village in Lee's Summit, Missouri to provide power to a retirement village for
ten years. The rates charged were based on approved rate schedules which were

made a part of the contract with a minimum monthly bill to be no less than
$10,000.%

Y Special Contract between Appalachian Power Company and the Town of Ceredo,
West Virginia, February 9, 1989.

> Missouri Public Service, Contract for Electric Service with John Knox Village,
March 26, 1990.
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Economic Development Rates

An example of an economic development rate is found in an agreement
between Centel Corporation of Kansas (Centel) and Airco Industrial Gases (Airco).
Airco intended to expand some of its helium operations at an existing facility, creating
over forty new jobs as a result of the expansion. Centel's regular industrial rate
included a customer charge of $45 per meter per month. The regular rate also
included demand and energy charges. During the winter (November through June),
the demand charge was $8.22 per month per kilowatt over ten; during the summer
(July through October), it was $8.86 per month per kilowatt over ten. The energy
charge was 3.52 cents per kilowatt-hour year-round.

Centel offered a special industrial rate for Airco that included a customer
charge of $90 per meter per month, a winter demand charge of $6.58 per month for
all kilowatts, and a summer demand charge of $7.09 per month for all
kilowatts—these were 80 percent of the regular industrial demand charge. Under the
special rate, the energy charge was to be based on load factor and, like the standard
energy charge, was the same year-round. Load factor ranges, applicable energy
charges, and percentage of the regular energy charge were:

load factor (%)  energy charge per kWh % of regular
> 95 2.59 cents 74
90 to 94 2.65 cents 75
85 to 89 2.72 cents 77
80 to 84 2.80 cents 80
< 80 3.31 cents 94

For both the regular and special rates, the minimum charge consisted of the demand
charge.*®

Another example came from Idaho. As part of an economic incentives
program implemented by the State, Idaho Power offered a special contract rate,

including a discount from filed tariff charges, to Micron Technology (Micron) which

'® Centel Electric-Kansas, Large Industrial Electric Service Agreement with Airco
Industrial Gases, November 20, 1989. This special rate schedule is Rate 89-SISA
while the regular schedule is Rate 88-IS.
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planned to expand a computer chip manufacturing facility, creating 1,000 new jobs in
Boise, Idaho. The utility offered a discount on energy charges (to be applied only to
Micron's new facilities) that would run from March 31, 1989 to March 30, 1994, after
which Micron would pay regular tariff rates.”

For the first year of the contract (1989), the discount from the tariff energy
rate was to be 6.03 mills per kilowatt-hour. The tariff rate was 27.8 mills per
kilowatt-hour and the contract rate was to be 21.77 mills. The discount was to
decrease and the contract energy rate per kilowatt-hour was then to increase in
successive years: to 22.976 mills in 1990, to 24.182 mills in 1991, to 25.388 mills in
1992, and to 26.594 mills in 1993.

Another discounted rate designed to help an industrial customer expand
operations is from New Hampshire. It was offered by Public Service Company of
New Hampshire (PSNH) to Jarl Extrusions, Inc. (Jarl) which intended to open an
aluminum extrusion facility and told PSNH that a lower rate was required in order
that the plant to be located in New Hampshire rather than in Lawrence,
Massachusetts or elsewhere. PSNH proposed a Development Incentive Rate Contract
agreement that would charge Jarl under an existing tariff less a discount that was to
be calculated by using the following formula:

Percentage Discount = 100 x (1 - B/A).

In the above formula, A is PSNH's tariff rate in cents per kilowatt-hour in effect

during the time of the contract and B represents the largest of the following:

1) a benchmark price in cents per kWh intended to reflect what Jarl's
power costs would be in Lawrence, Massachusetts;

2) the actual rate in cents per kWh charged customers in Lawrence,
Massachusetts on January 1 of each year of the contract; or

" Electric Service Agreement between Idaho Power Company and Micron
Technology, Inc., January 27, 1989. See also the Idaho Commission order approving
the agreement. Idaho Public Utilities Commission, In the Matter of the Application
of Idaho Power Company for Approval of an Electric Service Agreement between

Idaho Power Company and Micron Technology, Inc., Case No. IPC-E-89-5, Order No.
22599, June 23, 1989.
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3) short-term marginal costs in cents per kWh.

The agreement was to last for five years, 1987 to 1992, after which Jarl would
pay the then-applicable tariff rate.'® The price was set initially at 6.31 cents per
kilowatt-hour for 1987 and was to be increased gradually each year to 8.11 cents per
kilowatt-hour for 1992.

Incentive or Load-Retention Rates

An example of a contract for load retention was negotiated between Pacific
Gas and Electric (PG&E) and Arco Oil and Gas Company (Arco) as a result of
Arco's plans to bypass the utility by generating its own power at two sites. The
contract was to be in effect for ten years initially and could then be renewed for five-
year intervals. The contract rate included both a floor and a ceiling: the ceiling
would be the applicable tariff rate;'® the floor was based on two of PG&E's filed
rates, its system average incremental energy rate and its cogeneration gas rate; floor

revenue was to be calculated using the following formula:
Floor Revenue = kWh x { [ IER x CGR)/100,000 ] + $.009 }.
In the above formula, the following definitions apply:

kWh is energy used by Arco during each six-month period, January through
June and July through December;

IER is PG&E's seasonal average incremental energy rate on the first day of
the six-month period; and

CGR is PG&E's cogeneration gas rate on the first day of the period.

An example of an incentive rate for cogeneration deferral was offered by
Kansas Gas and Electric (KG&E) to Boeing Military Airplanes (Boeing) which was

'® Special Contract-Electricity, Contract No. NHPUC-51, Public Service Company of
New Hampshire with Jarl Extrusions, Inc., February 25, 1987.

¥ Electric Service Agreement between Arco Oil and Gas Company and Pacific Gas
and Electric Company, March 25, 1987.
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considering constructing its own generating facilities. Monthly rates were to consist of
a base rate, an adjustment to the base rate related to changes in the utility's energy
cost adjustment clause, and any adjustment that might result from ongoing regulatory
proceedings. Base rates were specified in the contract as $979,444 for monthly usage
level up to 22,777,777 kilowatt-hours. Energy usage in excess of this level was to be
charged at $.043 per kilowatt-hour. The calculations involving the energy adjustment
clause were intended to result in Boeing paying all fuel and purchased power costs
incurred by KG&E.*®

Interruptible Rates

An example of an interruptible rate is found in a special contract rate offered
by Portland General Electric Company to Boise Cascade Corporation. While the
charges for firm service were taken from the approved tariff, interruptible service
included discounts from the tariff rates. The reduction in the demand charge was to
be $1.32 per kilowatt per month and the energy charge was to be discounted by
$.051142 per kilowatt-hour. Adjustments would be made to the energy charge
discount to reflect any changes in the ratio of interruptible rates to overall rates, but
the discount would be capped at $.051142 per kilowatt-hour. These rates went into
effect in February 1986 for a period of ten years.?!

Another example of an interruptible rate is Kansas Power and Light's offer of
incentive credits to customers taking interruptible service. Customers are served
under the Large Power Contract Service rate schedule (LP) and credits for
interruptible service are then applied to each bill. Under the standard LP tariff,
capacity charges were

2% Cogeneration Deferral Rate Agreement for Electric Service by and between
Kansas Gas and Electric Company and Boeing Military Airplanes, May 31, 1989.

21 Portland General Electric Company, Schedule 99 Contract Rates, Original Sheet
No. 99-2 (Advice No. 90-9, Issued February 4, 1991).
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$4.45 per kVA for the first 200 kVA capacity,
$4.25 per kVA for the next 400 kVA, and
$4.05 per kVA for additional capacity.

Also, standard energy charges under the LP tariff were:

$.03726 per kWh for the first 50 kWh per kVA capacity,

$.03206 per kWh for the next 100 kWh per kVA capacity,

$.02886 per kWh for the next 250 kWh per kVA capacity, and

$.02666 per kWh for additional kWh per kVA.
The incentive credit for interruptible service which was to be applied to the monthly
bill was $4.00 per kilovolt ampere of interruptible load. The customer would receive
this credit only if its highest capacity for the month was equal to or greater than the
amount of load which had been classified as interruptible.?

Regulatory Principles of Contract Pricing of Electricity

Based on the discussion of the selected cases of contract pricing of electricity
in the previous section, several regulatory principles have been used to assess the
desirability of contract pricing. These principles are derived from public service
commissions' experience with contract pricing and the literature on public utility
pricing generally and price discrimination specifically.® There are numerous
principles of tariff setting and those identified here are not exhaustive.** In general
the same principles may be used to assess contract pricing generally and individual
contracts specifically. Although utility- and customer-specific conditions are important

in assessing individual contracts, principles that regulators may wish to consider

2 Kansas Power and Light Company, Large Power Interruptible Service Agreement
with Enron Gas Processing Company, July 12, 1990. The same incentive was included
in a contract between Kansas Power and Light and the Board of Regents of the State
of Kansas, which was amended on September 27, 1990.

23 See, for example, "An Investigation Into The Implementation of Economic
Development Rates by Electric and Gas Ultilities," Kentucky Public Service
Commission, Administrative Case No. 327 (1990).

24 James C. Bonbright, Principles of Public Utility Rates, (New York: Columbia
University Press, 1961), Chapters 3-8.
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include the following: recovering variable and customer-specific fixed cost, considering
both current and projected capacity and load, providing for future regulatory oversight,
and considering other regulatory policy goals.

Recovering Variable and Customer-Specific Fixed Cost

Embedded cost-based rates have been the most widely used standard in setting
tariffs. Such rates may be considered just and reasonable, but they rarely convey
price signals conducive to efficient generation and consumption of electricity. If
economic efficiency is a goal of pricing policy, rates based on the opportunity or
marginal cost are better signals to producers and consumers than rates based on
embedded or historical costs. By setting prices based on current market conditions
that reflect opportunity cost, contract pricing may correct distorted signals resulting
from embedded cost-based pricing. Contract pricing with rates reflecting the market
value of electric service to noncore customers may, in fact, encourage efficient
electricity generation and consumption.

Equity considerations require that revenue collected under contracts should, at
a minimum, recover all variable and customer-specific fixed costs over the life of the
contract. Revenue in excess of direct fixed and variable costs will contribute to the
utility's common costs which otherwise would be shared by other ratepayers and
shareholders. If another producer can supply power at rates such that the utility
cannot recover the short-run incremental cost of service (energy and customer-specific
administrative costs but not cost of sunk plant) it should not try to retain that

customer's load. To do so ultimately would burden other ratepayers, shareholders, or
both.

Considering Both Current and Projected Capacity and Load
Rates should both ensure efficient use of current plant and manage future
capacity expansion. Therefore, current and projected capacity reserves and the

configuration of current plant (base, load-following, and peaking capacity) and load
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patterns are important factors in determining whether and what type of discount is
justified. For example, a utility with excess capacity off-peak and low current reserve
margins on-peak would be justified in offering both load retention discounts and
interruptible rates, possibly to the same customers even though the two might seem
inconsistent. It is important, however, that a utility offering a number of discounts for
various purposes be able to demonstrate that the program as a whole results in both
short-run and long-run efficiencies.?’

Serving customers at contract rates that recover only variable costs and
customer-specific fixed costs implies that new capacity is not required to serve those
customers as no contribution to common costs is recovered. It may be desirable,
therefore, to ensure that discounts can be phased out or eliminated if the utility no
longer has adequate capacity to meet projected load growth. This may be
accomplished by controlling the terms of contracts. Otherwise, additional capacity
may be needed, the utility may need to obtain supplies from outside sources, and core

customers may have to absorb all or part of the additional capacity cost.
Considering Other Regulatory Policy Goals

Contract pricing should not be viewed as an isolated decision. Rather, it
should be viewed as part of broader issues such as electricity policy, energy policy, or
economic development policy. As indicated above, the main reason for the Michigan
Public Service Commission's 1987 rejection of Detroit Edison's proposed discount rate
for customers with cogeneration potential was the Commission's policy objective of
promoting cogeneration. This illustrates the fact that other objectives may conflict

with contract pricing. Some balancing or choice may be required.

25 Contracts for load retention or interruptible rates may be part of a demand-side
management (DSM) program and, as such, should be considered as part of a broad
framework of options. See Narayan S. Rau et al., Methods to Quantify Energy Savings
from Demand-Side Management Programs: A Technical View, (Columbus, Ohio: The
National Regulatory Research Institute, October 1991). Some aspects of interruptible
rates are also considered in Narayan S. Rau and Youssef Hegazy, Reliability
Differentiated Pricing of Electricity Service, (Columbus, Ohio: The National Regulatory
Research Institute, March 1990).
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Overall policy considerations are especially important in the case of economic
development rates. Incentives other than a reduced price of electricity may be more
effective in simultaneously promoting economic development and inducing efficient
energy consumption. One such incentive might be a lump-sum payment (most
efficient if made from public funds) to customers who stay or locate within the service
territory. Such actions might obtain the desired effect without distorting price signals
so that efficient production and consumption of electricity can be promoted.

Since potential beneficiaries of special rates have an obvious self interest in
claiming that electricity prices are crucial in their decision, regulators should be
cautious. For most firms, with the exception of those that are highly electricity
intensive, electricity prices rarely determine location or other important decisions.
Rather, industrial location decisions are influenced primarily by proximity to markets,
materials, transportation facilities, and the availability of a suitable labor force. In
order of importance for making such decisions, reduced electricity prices in most
circumstances would likely be far down the list. For most location decisions,
electricity rates would be considered only when choosing among locations meeting
other, more crucial criteria. Discounted electricity rates may be like tax abatements
and other fiscal inducements by' states and local governments, which economists have

generally concluded have little, if any, net effect on interstate or intercity location

6

decisions.”® Such inducements, therefore, may represent no more than wasted

governmental efforts, since firms that locate in a particular area would most likely
have done so without inducements. Moreover, offering such inducements generally

becomes a "zero-sum" game in which states and cities vie among themselves for

industries.

® For more information on this topic see Roger W. Schmenner, Making Business
Location Decisions, (Englewood Cliffs, New Jersey: Prentice-Hall, 1982); William
Pollard and Vivian Witkind Davis, "New Rates Designed to Encourage Economic
Development and Load Retention," NRRI Quarterly Bulletin 8, no. 2 (April 1987): 227-
240; Kenneth W. Costello, "Incentive Rates or Market Rates: A Rose by Any Other
Name," Electricity Journal 2, no. 7 (August/September 1989): 42-51; and Dennis L.
Sweatman and Larry J. Mraz, "Economic Development-Incentive Utility Rate Policies
Implemented by State Ultility Commissions," NRRI Quarterly Bulletin 10, no. 3 (June
1989): 231-248.
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Economic development rates are generally available only to large firms while
most employment growth in a state or local area stems from expanding small existing
businesses. Regional economic health depends on creating an attractive overall
business climate rather than incentive packages offered only to large firms. It is
doubtful, therefore, that offering electricity price discounts to a small group of firms
for a short period of time—five years or less—will have a significant effect on
regional economic conditions whether the objective is promoting long-term economic
growth or moderating local cyclical downturns—which are likely to depend on national
conditions more than local electricity rates. In addition, to the extent that core
customers fund discounts to participating customers, economic development rates may
represent a tax that depresses other spending.
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CHAPTER 3

CONTRACT PRICING OF ELECTRICITY:
SURVEY RESULTS ON CURRENT PRACTICE AND POLICY

This chapter covers the extent to which electric utilities are engaged in
contracts with customers and commission policies on approving and overseeing those
contracts. The main purpose here is to report the results of the 1991 NRRI survey
dealing with these topics. The NRRI sent questionnaires to the public utility
commissions in forty-seven states and the District of Columbia. Responses were
received during the course of 1991 from forty-six states and the District of Columbia.
The discussion in this chapter summarizes the main findings of the survey. The
survey instrument can be found in Appendix B.

The discussion below takes the following form. The degree of electric utilities'
involvement in contracts, as reported by the commission staff respondents, is
considered first. Commission policies on contracts, including preapproval and
oversight, are covered next. The discussion then turns to three types of rates that
might be available through contracts or tariffs and that were given special emphasis in
the survey. These are economic development rates, incentive rates, and interruptible
rates.” Economic development rates and incentive rates were chosen because of their
increasing prominence in recent years. Interruptible service is a longstanding practice,
although some concerns have been expressed that interruptible service actually may be
discounted firm service due to infrequent interruptions. The extent to which the

utilities are offering these three rates and commission preferences for offering the

! Survey forms were not sent to the Nebraska, New Jersey, and North Carolina

Commissions. The Nebraska Commission does not regulate investor-owned electric
utilities. Staff at the New Jersey and North Carolina Commissions informed the
NRRI that utilities in those states do not use contracts and that any rates of the types
being examined were available through tariffs and not through contracts. One
commission did not respond to the survey.

2 To provide a basis for this discussion and uniformity for the survey results, the
NRRI included definitions of these three rates, as well as contract pricing generally,
on the survey form. These definitions are noted in the course of this chapter's
description of the survey results.
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services in contracts or tariffs are considered in separate sections for each of the
three rates. An examination of whether the method of service (contract or tariff) is
as important or more important than the type of service being offered in achieving
the intended benefits of the three rates follows. The final section of the chapter
summarizes the major survey findings.

Extent of Electric Utility Contracting

Part A of the survey, as shown in Appendix B, dealt with contract pricing
generally. On the survey form the authors defined contract pricing as an arrangement
by which the utility offers normally regulated services for purchase on a contract basis.
The utility and the individual customer negotiate a price and the terms and conditions
under which the service will be provided outside of the normal rate hearing. There
are several indications from the responses to the NRRI survey that electric utility
contracting is fairly widespread, although not present in every state. These are
described below.

Table 3-1 shows thirty-three commissions that said electric utilities have applied
to provide service on a contract basis. Commissions in the twenty-nine states listed in
Table 3-2 have approved hundreds of utility applications to provide service through
contracts. Four commissions are listed in Table 3-1, but not in Table 3-2. These
four, Missouri, Montana, West Virginia, and Wyoming, do not usually preapprove
contracts. Rejection of applications appears to be rare. As reported in Table 3-3
only six commissions have rejected fifteen applications. However, some commissions
such as those in Idaho, Kansas, and Ohio responded that utility applications were
modified instead of rejected.

The Kentucky Commission, which rejected ten of the fifteen contract
applications shown in Table 3-3, generally acted because the utilities could not
adequately support their arguments for the discounted rates they wanted to offer. In
the view of the Commission, the costs would outweigh any benefits to be obtained
from the discounts. The California Commission rejected a contract because it did not
feel that the bypass of the contract was intended to prevent was a credible threat.
Similarly, the Missouri Commission rejected a contract because the utility had not
convinced regulators that the preferential rate was justified. The Commission was not
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TABLE 3-1

COMMISSIONS WHERE ELECTRIC UTILITIES HAVE APPLIED
TO PROVIDE SERVICE ON A CONTRACT BASIS

Alaska Missouri
Arizona Montana
Arkansas New Hampshire
California New York
Colorado North Dakota
Connecticut Ohio
Delaware Oklahoma
Florida Oregon
Hawaii Pennsylvania
Idaho Rhode Island
Illinois South Dakota
Indiana Texas

Kansas Utah
Kentucky Washington
Maryland West Virginia
Michigan Wyoming
Mississippi

Source: Question 1 from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.
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TABLE 3-2

NUMBER OF ELECTRIC UTILITY APPLICATIONS
TO PROVIDE SERVICE THROUGH CONTRACTS
APPROVED BY COMMISSIONS

Commission Number of Applications Approved
Alaska 3
Arizona 16
Arkansas 15
California 18
Colorado 2
Connecticut 10
Delaware 1
Florida 2
Hawaii 3
Idaho 7
Illinois 8
Indiana 1
Kansas 20
Kentucky 100
Maryland 10-20
Michigan 14
Mississippi 69
New Hampshire 2
New York 2
North Dakota 6
Ohio 500
Oklahoma 37
Oregon 20
Pennsylvania Several
Rhode Island 1
South Dakota 3
Texas 23
Utah 12
Washington 2

Source: Question 4 from the 1991 NRRI survey of commission policies toward

contracts for electric service. See Appendix B.
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TABLE 3-3

COMMISSIONS THAT HAVE REJECTED
ELECTRIC UTILITY APPLICATIONS
TO PROVIDE SERVICE THROUGH CONTRACTS

Commission Number of Applications Rejected

Arizona
California
Florida -
Kentucky
Maryland
Missouri

[y

e OO et

Source: Question 4b from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.

persuaded that the loss of the particular customer was imminent nor that the loss
would be harmful if it were to occur.’ The Arizona Commission rejected a contract
because of a conflict of interest. Table 3-4 shows the sizable number of electric
utilities and customers involved in contract service, by state. Over 100 utilities are
serving over 300 customers in thirty states.

On the basis of Tables 3-2 and 3-4, a few observations can be made about the
states in which there has been the most electric utility contracting activity. First,
Ohio, Mississippi, Oklahoma, Kansas, California, Arizona, and Arkansas are most
active. Kentucky also appears to have a fair amount of activity, judging from the
number of utility applications that the Commission has approved (100) and rejected
(ten). In Ohio, the Commission has approved 500 applications and eight utilities are
serving over fifty customers. In Mississippi, the Commission has approved sixty-nine
applications and one utility is serving sixty-six customers. The Oklahoma Commission

has approved thirty-seven applications and fourteen utilities are serving thirty-six

® See Missouri Public Service Company, ER-90-101.
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TABLE 3-4

NUMBER OF ELECTRIC UTILITIES AND CUSTOMERS
INVOLVED IN CONTRACT SERVICE, BY STATE

Number of Electric Utilities &

State Number of Customers Involved
Alaska 2 utilities, 3 customers
Arizona 6 utilities, 16 customers
Arkansas 4 utilities, 15 customers
California 4 utilities, 17 customers
Colorado 1 utility, 2 customers
Connecticut 2 utilities, 11 customers
Delaware 1 utility, 1 customer
Florida ' 1 utility, 2 customers
Idaho 2 utilities, 7 customers
Ilinois 7 utilities

Indiana 1 utility, 1 customer
Kansas , 6 utilities, 17 customers
Maryland 4-5 utilities, 10-15 customers
Michigan 4 utilities, 14 customers
Mississippi 1 utility, 66 customers
Missouri 4 utilities, 6 customers
Montana 1 utility, 16 customers
Nevada 1 utility, 1 customer

New York 2 utilities, 2 customers
North Dakota 1 utility, 4 customers
Ohio 8 utilities, SO+ customers
Oklahoma 14 utilities, 36 customers
Oregon 2 utilities, 12 customers

. Pennsylvania 6 utilities, 10+ customers
Rhode Island 1 utility, 1 customer
South Dakota 3 utilities, 3 customers
Texas 7 utilities

Utah 1 utility, 11 customers
Washington 2 utilities, 2 customers
West Virginia 2 utilities, 11 customers

Source: Question 5 from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.
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customers. Similar figures for the other states are: Kansas-twenty applications
approved, six utilities serving seventeen customers; California-eighteen applications
approved, four utilities serving seventeen customers; Arizona-sixteen applications
approved, six utilities serving sixteen customers; Arkansas-fifteen applications approved,
four utilities serving fifteen customers. Maryland—ten to twenty applications
approved, four or five utilities serving ten to fifteen customers; and
Michigan—fourteen applications approved, four utilities serving fourteen customers are
also active states. While the lists in Tables 3-2 and 3-4 include most states and all
parts of the United States, the most active states appear to be in the West, South,
and Midwest.

The authors asked staff members whether the projected benefits of the
contracted services for the utility, the customer, the ratepayer, the local economy
and/or the state have been realized. As shown in Table 3-5, slightly more than half
of the responding commissions, twenty-five, feel the contract services have resulted in
the intended good. The Arkansas staff, for example, mentioned that some local
economies have benefitted from new industries locating in those areas. In Delaware,
revenues are flowed back into base costs, lowering revenue requirements. In Idaho,
customers' businesses have remained open and jobs have been retained. Load
retention, increased revenues, no fuel switching, business growth, and contribution to
utility embedded costs are other benefits of contracts that respondents said had been
realized.

A question about the eligibility requirements for services provided through
contracts resulted in various responses from the staff members. Some, such as
Arizona, Florida, Idaho, Illinois, Kentucky, Michigan, and Utah said that there were
no standard requirements or that requirements varied by customer. Other
respondents mentioned load requirements. For example, the special industrial
contract policy in New Hampshire requires new customers to have loads of 300
kilowatts and existing customers to expand their loads by that same amount.
Interruptible load programs in New Hampshire have a minimum requirement of 100
kilowatts and must be cost effective. In Washington, one utility's contract service

requires a load of greater than 45 megawatts while another utility's service
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TABLE 3-5

COMMISSIONS RESPONDING THAT
THE PROJECTED BENEFITS OF THE CONTRACTED SERVICES
HAVE BEEN REALIZED

Alaska Nevada
Arizona New Hampshire
Arkansas New York
California North Dakota
Connecticut Ohio
Delaware Oklahoma
Hawaii Oregon
Idaho Pennsylvania
Illinois Rhode Island
Kansas South Dakota
Maryland Texas
Michigan West Virginia
Mississippi

Source: Question 9 from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.

requirement is 25 megawatts. In Delaware, the requirement is 10 megawatts of
additional power. The customers of one Montana utility must enter into a contract
with the utility if their loads are greater than 5 megawatts.

The Alaska Administrative Code specifies that contracts are not to grant the
customer any unreasonable preference or advantage, or subject the customer to an
unreasonable prejudice or disadvantage." The contract is compared with comparable
service terms and conditions offered to the public to make this determination. The
Ohio Commission has developed some informal guidelines that the staff applies to
contracts. For economic development contracts, the customers must be new to the
utility. Current customers would qualify if they have expanded their operations as a
result of new or increased business. For incentive rates, the customer must be able

to switch economically to other sources of power. The customer must provide proof

* See the Alaska Administrative Code at 3 AAC 48.390(c).
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of its intention to make this switch if the incentive rate is not offered. For
interruptible rates, the customer's demand that is subject to the interruption must be

large enough to benefit the utility.
Commaission Policies on Contracts: Preapproval

Part A of the survey (see Appendix B) also dealt with commission policies on
contracts including the preapproval procedures discussed in this section and the
policies on contract operations discussed in the next section. The NRRI asked the
staff members several questions about their commission's contract preapproval
processes. Questions covered topics such as whether the commissions must
preapprove the contracts, what actions (such as holding hearings) might the
commissions take in the course of preapproval, and what the nature of the process (a
generic policy or an ad hoc case-by-case approach) is. The responses are presented
in several tables below.

The overall impression is that the commissions are fairly active in considering
contract service and rates. Table 3-6 shows that most commissions, twenty-six, must
preapprove contracts. About half, twenty-three listed in Table 3-7, hold open hearings
on the proposed contract service. The Utah Commission conducts closed proceedings.
Staff at the majority of commissions perform an analysis of the proposed contract
service. Thirty-one commissions responded that such studies are done. These are
listed in Table 3-8. The case-by-case approach is favored by commissions over the
generic approach, as shown in Table 3-9, where twenty-six commissions have an ad
hoc case-by-case policy while six have a generic policy.

Some comparison between the results in Tables 3-6 through 3-9 and those in
Table 3-1 is useful. Table 3-1 shows the thirty-three commissions responding that
electric utilities have applied to provide service on a contract basis. Connecticut,
Idaho, Missouri, Montana, Utah, West Virginia, and Wyoming do not have to
preapprove the contracts while Connecticut, Hawaii, Montana, New York, North
Dakota, Ohio, Texas, Utah (which holds closed hearings), West Virginia, and

Wyoming do not hold open hearings. Staff at two of the commissions where electric
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TABLE 3-6

COMMISSIONS THAT MUST PREAPPROVE CONTRACTS

Alaska - Michigan
Arizona Mississippi
Arkansas New Hampshire
California New York
Colorado North Dakota
Delaware Ohio

Florida Oklahoma
Hawaii Oregon
Illinois Pennsylvania
Indiana Rhode Island
Kansas South Dakota
Kentucky Texas
Maryland Washington

Source: Question la from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.

TABLE 3-7

COMMISSIONS THAT HOLD OPEN HEARINGS
ON PROPOSED CONTRACT SERVICE

Alaska Maryland
Arizona Michigan
Arkansas Mississippi
California Missouri
Colorado New Hampshire
Delaware Oklahoma
Florida Oregon
Idaho Pennsylvania
Illinois Rhode Island
Indiana South Dakota
Kansas Washington
Kentucky

Source: Question 1b from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.
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TABLE 3-8

COMMISSIONS WHERE STAFF ANALYZES
PROPOSED CONTRACT SERVICE

Alaska Missouri
Arizona Montana
Arkansas New Hampshire
California New York
Colorado North Dakota
Delaware Ohio

Florida Oklahoma
Hawaii Oregon
Idaho Pennsylvania
Illinois Rhode Island
Indiana South Dakota
Kansas Texas
Kentucky Utah
Maryland Washington
Michigan West Virginia
Mississippi

Source: Question 1c¢ from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.
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TABLE 3-9

COMMISSIONS WITH GENERIC AND AD HOC
POLICIES ON CONTRACT SERVICE

Generic Policy Ad Hoc, Case-by-Case Policy
Idaho Alaska Maryland
Oregon Arizona Michigan
Pennsylvania Arkansas Mississippi
Texas California Missouri
Washington Colorado Montana
West Virginia Connecticut New Hampshire
Delaware New York
Florida North Dakota
Hawaii Ohio
Illinois Oklahoma
Indiana Rhode Island
Kansas South Dakota
Kentucky Utah
(N=6) (N=26)

Source: Question 2 from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.

utilities have applied to provide service on a contract basis—Connecticut and
Wyoming—reported that they do not analyze the service when proposed. Of the
thirty-three commissions listed in Table 3-1, only the Wyoming Commission is not
listed in Table 3-9 as pursuing either a generic or ad hoc policy. Ultilities in
Wyoming can provide service through contracts and the Commission reviews the
contracts in rate case proceedings along with the other parts of the utility's business
operations. The Commission, as noted above, does not preapprove the contracts.
The authors asked the staff members about the information the utilities must
submit along with the proposed contract. Responses varied from "no particular
requirements" and "whatever the commission or staff needed or wanted," to specific

requirements. Justification for the proposed agreement, including the purpose of the
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contract and proof that the incentives are needed to retain the customer on the
utility's system, is one type of information required by commissions. Other types of
documentation that commissions want utilities to submit include marginal-cost data,
comparative costs and rates, market analysis, engineering studies, rate and revenue
impact analyses, demand data, numbers of customers involved, effect on other
customers, and proof that the agreement does not discriminate against other similarly
situated customers.

The NRRI asked about the types of criteria that commissions use in evaluating
proposed contract rates. Ten criteria were listed on the questionnaire, including
traditional concerns such as just and reasonable rates and newer issues such as bypass
or economic development. In addition to these criteria, the others listed included
undue discrimination between customer classes, undue discrimination among customers
in the same class, load retention, antitrust/predatory pricing, other anticompetitive
effects, price floor at marginal cost, and revenue losses occasioned by lower rates.
Respondents could also describe other criteria that their commissions might use. The
responses are shown in Tables 3-10 and 3-11.

Table 3-10 shows that the commissions are using a mixture of traditional and
newer concerns in evaluating proposed contract rates. Just and reasonable rates is
the criterion used by more commissions (twenty-eight) than any other in considering
the contract rates. Various respondents offering additional explanation about just and
reasonable rates commented that this requirement usually means that the rates must
cover the cost of the service. Load retention and undue discrimination between
classes are also considered by a majority of responding commissions. Twenty-six
consider load retention and twenty-five discrimination between classes. Fewer
commissions, although still almost half of the respondents, use undue discrimination
among customers within the same class, economic development, price floor at
marginal cost, and revenue losses occasioned by lower rates as criteria. About one
quarter of the commissions use other anticompetitive effects and economic versus
noneconomic bypass. FEight consider antitrust/predatory pricing.

Six commissions are listed in Table 3-11 as using other criteria to evaluate

proposed contract rates. These criteria include the costs and benefits of the contracts,
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TABLE 3-10

COMMISSIONS USING VARIOUS CRITERIA
TO EVALUATE PROPOSED CONTRACT RATES

Criterion

Commissions Using the Criterion

Just and Reasonable Rates

Undue Discrimination Between
Customer Classes

Undue Discrimination Among

Customers in the Same Class

Load Retention

Economic Development

Alaska, Arkansas, California, Colorado,
Connecticut, Delaware, Hawaii, Idaho, Illinois,
Indiana, Kansas, Kentucky, Maryland,
Michigan, Mississippi, Missouri, Montana, New
Hampshire, New York, North Dakota, Ohio,
Oklahoma, Oregon, Pennsylvania, Rhode
Island, South Dakota, Utah, Washington
(N=28)

Alaska, Arkansas, Connecticut, Delaware,
Hawaii, Idaho, Illinois, Indiana, Kansas,
Kentucky, Maryland, Michigan, Mississippi,
Missouri, Montana, New York, North Dakota,
Ohio, Oklahoma, Oregon, Pennsylvania,
Rhode Island, South Dakota, Utah,
Washington (N=25)

Alaska, Arizona, Arkansas, Delaware, Hawaii,
linois, Indiana, Kansas, Kentucky, Michigan,
Mississippi, Missouri, Montana, New York,
North Dakota, Ohio, Oklahoma, Oregon,
Pennsylvania, South Dakota, Utah,
Washington (N=22)

Arizona, Arkansas, California, Colorado,
Delaware, Florida, Hawaii, Idaho, Illinois,
Indiana, Kansas, Kentucky, Maryland,
Mississippi, Missouri, Montana, New York,
North Dakota, Ohio, Oklahoma, Oregon,
Pennsylvania, Rhode Island, South Dakota,
Utah, Washington (N=26)

Arizona, Arkansas, Delaware, Idaho, Illinois,
Indiana, Kansas, Kentucky, Mississippi,
Missouri, Montana, New York, North Dakota,
Ohio, Oklahoma, Oregon, Pennsylvania,
Rhode Island, South Dakota, Utah (N=20)
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TABLE 3-10--Continued

Criterion

Commissions Using the Criterion

Antitrust/Predatory Pricing

Other Anticompetitive Effects

Economic v. Noneconomic Bypass

Price Floor at Marginal Cost

Revenue Losses Occasioned by
Lower Rates

Hawaii, Kansas, Mississippi, Missouri, North
Dakota, Ohio, Oklahoma, Rhode Island
(N=8)

Arizona, Hawaii, Idaho, Illinois, Kansas,
New Hampshire, North Dakota, Ohio,
Oklahoma, South Dakota, Utah, Washington
(N=12)

Arizona, California, Hawaii, Illinois, Kansas,
Maryland, Mississippi, Montana, North
Dakota, Oklahoma, Utah (N=11)

Arizona, Arkansas, California, Colorado,
Hawaii, Idaho, Illinois, Indiana, Kansas,
Mississippi, Missouri, Montana, New
Hampshire, New York, North Dakota, Ohio,
Oregon, Rhode Island, South Dakota, Utah
(N=20)

Arizona, California, Colorado, Florida,
Hawaii, Illinois, Indiana, Kansas, Kentucky,
Maryland, Missouri, Montana, New York,
North Dakota, Ohio, Oregon, Rhode Island,
South Dakota, Utah, Washington

(N=20)

Source: Question 3 from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.
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TABLE 3-11

OTHER CRITERIA USED BY COMMISSIONS
TO EVALUATE PROPOSED CONTRACT RATES

Commission ~ Criteria Used by the Commission

Arizona Cost-benefit analysis

Colorado Annual costs of contract to ratepayers

Idaho Special load characteristics

Mlinois Impact on least cost planning, duration of contract
North Dakota Case-by-case basis

Ohio Term (length) of contract, negotiation process, cost

justification, type of incentive (direct contributions,
energy/demand discounts, percentage of bill),
benefits to the utility, customer, and ratepayers, and
potential benefits to society

Source: Question 3 from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.

the effect on least-cost planning, the duration of the contract, the contract
negotiations, the incentives incorporated in the agreement, and the benefits of the
contract to ratepayers, to the utility, and to society.

In response to a question about the benefits (to ratepayers, to stockholders, to
the utilities involved, to the local economy, and/or to the state) expressed by
commissions in approving the proposed contracts, staff members mentioned a variety
of benefits. Many are similar to the benefits listed above in discussing the question
of whether the projected benefits have been realized. They include retaining load,
using excess capacity or surplus energy, spreading fixed costs over more customers,
increasing or retaining revenues, economic development and creating or retaining jobs,
using facilities more efficiently, demand-side management, fairness to other ratepayers

and to customers with unique situations, and lowering peak demand.
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Commission Policies on Contracts: Contract Operations

The authors included several questions covering commission policies on the

operation of the contracts in Part A of the survey. The questions considered here

initially dealt with the availability of the contracts themselves to the public and the

availability of the contracted services to other customers. Tables 3-12 and 3-13 show

the staff responses to these questions. As shown in Table 3-12, twenty-five

commissions said that contracts between electric utilities and their customers are in

the public domain. In some instances, such as in Florida and Illinois, the analysis

leading up to the final agreement may be confidential even though the contract itself

is public. In California, the contracts are confidential before they are approved by

the Commission. After approval, the rate terms are public.

TABLE 3-12

COMMISSIONS WHERE ELECTRIC UTILITY/CUSTOMER
CONTRACTS ARE IN THE PUBLIC DOMAIN

Alaska
Arizona
Arkansas
California
Delaware
Florida
Hawaii
Idaho
Illinois
Kansas
Kentucky
Maryland
Michigan

Missouri
Montana
New Hampshire
New York
North Dakota
Ohio
Oklahoma
Oregon
Rhode Island
Texas
Washington
West Virginia

Source: Question 6 from the 1991 NRRI survey of commission policies toward

contracts for electric service. See Appendix B.



TABLE 3-13

COMMISSION POLICIES ON INFORMING OTHER CUSTOMERS
OF SERVICES PROVIDED THROUGH CONTRACTS

Other Customers

Other Customers

Commission
Has Ordered
Utilities to

North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Dakota
Texas

Utah
Washington

Are Made Aware Can Subscribe Publicize

Commission of the Services to the Services the Services
Alaska Y Y N
Arizona Y N N
Arkansas N N N
California Y Y Y
Colorado N N N
Delaware Y Y N
Florida Y N N
Hawaii Y Y N
Idaho Y N N
Illinois Y Y Y
Indiana Y -- --
Kansas Y N N
Kentucky Y Y N
Maryland Y N N
Michigan - - N
Mississippi Y Y N
Missouri N -- N
Montana Y Y Y
Nevada N -- N
New Hampshire Y Y -
New York Y Y N
N Y N
Y N N
Y Y N
Y Y Y
Y Y Y
N Y N
-- Y N
Y -- N
Y Y N
Y Y Y
Y Y N

West Virginia

(Y=24
N=6)

(Y=19
N=8)

iz
[T
[\ Ne N

4)

Source: Question 8 from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.
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As shown, about half the responding commissions allow public access to the
contracts. The first column in Table 3-13 below shows that at an almost equal
number of commissions, twenty-four, other customers are made aware of the contract
services. There is substantial overlap between the lists in Table 3-12 and the first
column in Table 3-13 as twenty of the twenty-five agencies responding that contracts
are in the public domain said that other customers are made aware of the contract
services. The second column of Table 3-13 shows that at a slightly smaller number of
commissions, nineteen, other customers actually can subscribe to the contract services.
The third column of Table 3-13 shows that only six commissions have ordered utilities
to publicize the contract services. In one of those six, Oregon, contract service must
be made available to other customers receiving "like and contemporaneous service
under substantially similar circumstances." In Washington, utilities publicize the
contract services in the same manner as other services. The standard notification
procedure for tariffs is used with notices posted at utility customer service offices.

The NRRI asked the staff members about the oversight procedures used by
their commissions to monitor contract service. The staff were asked first whether
their commissions have in place any oversight mechanisms specifically for contract
service. Table 3-14 shows the ten commissions that said that they do have such
oversight. The Arkansas Commission explained its oversight consists of review and

approval or disapproval of all special contracts, which must be filed with the

Commission.
TABLE 3-14
COMMISSIONS WITH OVERSIGHT MECHANISMS
SPECIFICALLY FOR CONTRACT SERVICE

Arkansas Idaho
California Kentucky
Colorado Ohio
Connecticut - Oklahoma
Delaware Pennsylvania

Source: Question 10 from the 1991 NRRI survey of commission policies toward
contracts for electric service. See Appendix B.
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Table 3-15 shows the commissions' responses to a question about when the
contracts would be reviewed. Rate case review appears to be the preferred setting
for reviewing electric utility contracts. Twenty commissions review contracts at the
next rate case while twelve use special hearings and procedures for oversight.
Respondents provided some variety in their answers. For example, the California
Commission, which is not listed in Table 3-15, reviews contracts as part of the
reasonableness review of its energy-cost-adjustment-clause process. Two commissions
listed in the rate case column of the table, North Dakota and Ohio, also said review
was not necessarily restricted to rate cases. Five commissions, Delaware, Kentucky,
Missouri, Oklahoma, and Oregon, said that they review at the next rate case and also
use special hearings and procedures. These five are considered below first.

The Delaware and Oklahoma Commissions use special procedures when
necessary. The Kentucky Commission's special procedures involve utilities that have
negotiated economic development contracts. Those utilities must file an annual report
with the Commission describing total jobs, capital investment, and amounts of energy
used as a result of the special discount rates. The Oregon Commission staff reviews
a proposed contract and makes a recommendation to the Commission. The
Commission either can allow or not allow the agreement to take effect, but the
contract may be challenged in a subsequent rate case. The utility still may be bound
by the contract even if the Commission imputes different terms when setting overall
rates. In Missouri, rate considerations are usually treated in the next general rate
case. Exceptions to this general policy may be made for contract service, however.

Other staff members noting the use of special procedures often mentioned the
submittal of cost data by the utility and staff analysis of the contract when describing
the oversight processes used by their commissions. The Illinois, Colorado, and
Arkansas Commissions are examples. In one case in New York, staff recommended
that a proposed contract be approved for one year after considering sales to the
customer, revenue to the utility, average revenue in cents per kilowatt-hour, marginal

cost, and the contribution to common costs. These data were analyzed under the
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TABLE 3-15
OCCASIONS FOR COMMISSION REVIEW OF CONTRACT SERVICE

Commission Uses

Commission Review Special Hearings &
at Next Rate Case Procedures
Alaska Arkansas
Arizona Colorado
Connecticut Delaware
Delaware Idaho
Hawaii Hlinois -
Indiana Kentucky
Kansas Mississippi
Kentucky Missouri
Missouri New York
Montana Oklahoma
North Dakota Oregon
Ohio Rhode Island
Oklahoma

Oregon

Pennsylvania

South Dakota

Texas
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