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INTRODUCTION AND OVERVIEW 1	

Q. Please state your name and business address.  2	

A. My name is Karl R. Rábago. I am the Executive Director of the Pace Energy and Climate 3	

Center at the Elizabeth Haub School of Law (“Pace”). My business address is 78 North 4	

Broadway, White Plains, New York. 5	

Q. What is Pace? 6	

A. Pace is a project of the Elisabeth Haub School of Law at Pace University. As a non-7	

partisan legal and policy think tank, Pace develops cost-effective solutions to complex 8	

energy and climate challenges and transforms the way society supplies and consumes 9	

energy. For more than twenty-five years, Pace has been providing legal, policy, and 10	

stakeholder engagement leadership in New York, the Northeast, and other jurisdictions. 11	

Located on the campus of the Elisabeth Haub School of Law, Pace engages and leverages 12	

a strong legal faculty and student body in its work, particularly through the 13	

internationally recognized Environmental Law Program and the Pace Land Use Law 14	

Center. Pace has many years of success in working with and supporting the New York 15	

State Energy Research and Development Authority (“NYSERDA”), the New York 16	

Public Service Commission (“NYPSC”), and the New York Department of 17	

Environmental Conservation. Pace’s work also includes strategic engagement with state 18	

legislative and executive officials, as well as in key NYPSC proceedings. In these 19	

capacities, we have had the opportunity to form long-lasting partnerships within the 20	

community of non-governmental organizations that work in the field of energy.  21	

Q. Please summarize your background and experience. 22	

A. I have some twenty-five years’ experience in electric utility regulation, the electricity 23	

business, technology development, and markets. I am an attorney with degrees from 24	

Texas A&M University and the University of Texas School of Law, and post-doctorate 25	
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degrees in military and environmental law from the U.S. Army Judge Advocate General’s 1	

School and Pace School of Law, respectively. Of note, my previous employment 2	

experience includes serving as a Commissioner with the Public Utility Commission of 3	

Texas, Deputy Assistant Secretary with the U.S. Department of Energy, Vice President 4	

with Austin Energy, and Director of Regulatory Affairs with AES Corporation. I am also 5	

principal of Rábago Energy LLC, a consulting practice operating in New York. A 6	

detailed resume is attached as Exhibit KRR-1. 7	

Q. Have you previously testified before this or any other Commission? 8	

A. I submitted testimony in Florida Public Service Commission (“Commission”) dockets 9	

130199-EI, 130200-EI, 130201-EI, 130202-EI, and 150196-EI. In the past four years, I 10	

have submitted testimony, comments, or presentations in proceedings in New Hampshire, 11	

Virginia, New York, Hawaii, Iowa, Indiana, Ohio, Rhode Island, Georgia, Massachusetts, 12	

Minnesota, Michigan, Missouri, Louisiana, North Carolina, Kentucky, Arizona, 13	

Wisconsin, Vermont, California, and the District of Columbia. A listing of my recent 14	

previous testimony is attached as Exhibit KRR-2. 15	

Q. What is the purpose of your testimony? 16	

A. The purpose of my testimony is to review and respond to the proposal by Gulf Power 17	

Company (“Company”) to increase and restructure residential rates. 18	

Q. What information did you review in preparing this testimony? 19	

A. I reviewed relevant prefiled testimony of Company witnesses, filed Company schedules 20	

and tables, and relevant Company responses to information requests. I also listened to 21	

depositions of Company witnesses Michael O’Sheasy, Jun Park, and Robert McGee. 22	

Q. What are your recommendations to the Commission? 23	

A. Based on my review of the evidence in this case, I make several recommendations to 24	

ensure that Gulf Power Company’s residential rates are fair, just, and reasonable: 25	
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 The Commission should not approve the Company’s proposal to increase fixed 1	

customer charges applicable to Residential customers via the untested and unstudied 2	

“Blank & Gegax” (“B&G”) methodology, and should direct that any approved 3	

revenue requirement associated with those proposed rate changes be allocated solely 4	

to volumetric energy-demand charges. 5	

 The Commission should not approve the Company’s use of the minimum system 6	

approach for classifying customer costs and should direct the Company to employ an 7	

approach that assigns to the customer cost category those costs that vary solely or 8	

predominantly with changes in the customer count. That is, only customer-related 9	

costs should be included in the base charge. 10	

 The Commission should not approve the Company’s proposal to use a 1NCP 11	

allocator for any demand-related distribution costs, and should direct the Company to 12	

evaluate allocators that use many more hours in the non-coincident peak of customer 13	

classes or groups. 14	

 15	

SUMMARY OF FINDINGS 16	

Q. What are your findings regarding the Company’s fixed customer charge proposals? 17	

A. My findings are summarized as follows: 18	

 The Company’s proposal to expand the scope of fixed customer charges for 19	

residential rate classes to include demand charges is at odds with long-established 20	

principles of regulatory ratemaking practice. 21	

 The Company has offered a deeply flawed, wholly unsubstantiated, and inadequate 22	

justification for its request to increase fixed customer charges for residential rate 23	

classes via the B&G methodology. 24	

 The Company has selected cost classification and allocation methods, as well as the 25	
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B&G methodology, that result in unreasonably high customer costs for residential 1	

customers. 2	

 The Company proposes a low-income customer subsidy program that fails to 3	

meaningfully mitigate the regressive impacts associated with its rate and rate 4	

structure proposals. 5	

 The Company has failed to adequately consider the adverse impacts that its proposed 6	

fixed customer charges would have on low-income customers, economic efficiency, 7	

energy efficiency, conservation, and renewable energy. 8	

 9	

THE COMPANY’S FIXED CUSTOMER CHARGE PROPOSAL 10	

FOR RESIDENTIAL CUSTOMERS 11	

Q. What is the Company’s proposal regarding fixed charge increases for residential 12	

customers? 13	

A. The Company proposes to dramatically increase customer charges and reduce volumetric 14	

charges through two major sets of changes. First, through the cost allocation process, the 15	

Company proposes to increase the total revenue requirement assigned to the residential 16	

class by more than 20%, or more than $68 million. This change is proposed through use 17	

of a minimum system method for assigning costs to residential customers, as well as 18	

through increases in costs. Figure KRR-1, below, shows the difference between present 19	

residential rates by cost of service category with no minimum system methodology, and 20	

the costs allocated to residential customers under the proposed rates with the application 21	

of a minimum system methodology. 22	

 23	

 24	

 25	
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Figure KRR-1: Comparison of Residential Costs under Present and Proposed Approaches 1	

 2	

 3	

 4	

 5	

 6	

 7	

 8	

 9	

 10	

 11	

 12	

 13	

 14	

 15	

Source: MFR Section E, Schedules E-6a, E-6b. 16	

Q. What is the second way that the Company proposes to change residential rates? 17	

A. The Company is proposing what it calls an “Advanced Pricing Package” to impose 18	

regressive increases in fixed customer charges through the application of an unproven 19	

and untested method that it found in a trade publication called the “Blank & Gegax” 20	

(“B&G”) method. The total impact on residential customers taking service under the 21	

default residential rate RS of the proposed changes in cost allocation and rate structure is 22	

depicted in Figure KRR-2. 23	

 24	

 25	

Line No. Description

Residential 

Rate Class 

($000)

Residential 

Rate Class 

($000)

Change in 

Costs to 

Residential 

Customers 

($000)

Percent 

Change in 

Costs to 

Residential 

Customers

1 REVENUE REQUIREMENTS FROM

2   SALE OF ELECTRICITY ($000)

3   ENERGY (NON‐FUEL PORTION) 22,228 25,069                  2,841 12.8%

4   DEMAND 237,947 272,193                34,246 14.4%

5      PRODUCTION 124,107 143,932                19,825 16.0%

6     TRANSMISSION 39,518 54,426                  14,908 37.7%

7     DISTRIBUTION 74,322 73,835                  ‐487 ‐0.7%

8   CUSTOMER 67,564 98,646                  31,082 46.0%

9     DISTRIBUTION 23,785 53,347                  29,562 124.3%

10     CUSTOMER ACCOUNTS 28,074 28,993                  919 3.3%

11     CUSTOMER ASSISTANCE 15,705 16,306                  601 3.8%

12     CUSTOMER (LIGHTING FACIL) 0 ‐                         0

13 TOTAL REVENUE REQUIREMENT 327,739 395,908                68,169 20.8%

14 BILLING UNITS (ANNUAL)

15   ENERGY (MWH) 5,336,892 5,336,892            0 0.0%

16   BILLING DEMAND (KW)

17   SBS BILLING KW FOR RSRV CHG

18   CUSTOMER 4,796,951 4,796,951            0 0.0%

19 UNIT COST

20   ENERGY (¢/KWH) 0.4165 0.46973 0.053 12.8%

21   CUSTOMER ($/CUST/MO OR ¢/KWH) 14.08 20.56 6.480 46.0%

22   CUSTOMER(LIGHTING FACIL.)

23        ($/CUSTOMER/MO)

24   DEMAND‐ PRODUCTION‐ $/CUST/MO 25.87 30.00 4.13 16.0%

25   DEMAND‐ TRANSMISSION‐ $/CUST/MO 8.24 11.35 3.11 37.7%

26   DEMAND‐ DISTRIBUTION ‐$/CUST/MO 15.49 15.39 ‐0.10 ‐0.6%

27   DEMAND‐ PRODUCTION ‐ $/KW

28   DEMAND‐ TRANSMISSION‐ $/KW

29   DEMAND‐ DISTRIBUTION ‐ $/KW

30   DEMAND‐ PRODUCTION‐ ¢/KWH 2.32545 2.69693 0.3715 16.0%

31   DEMAND‐ TRANSMISSION ‐ ¢/KWH 0.74047 1.01981 0.2793 37.7%

32   DEMAND‐ DISTRIBUTION ‐¢/KWH 1.39261 1.38348 ‐0.0091 ‐0.7%

Present

No Min SystemWith Min System

Proposed
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Figure KRR-2: Impact of Company Proposals on Total Monthly RS Bill 1	

 2	

 3	

 4	

 5	

 6	

 7	

 8	

 9	

 10	

 11	

Source: Exhibit RLM-1, Schedule 6. 12	

Q. Why does the Company’s proposed customer charge increase so dramatically? 13	

A. The proposed increase is a function of a Company proposal to allocate more demand-14	

related costs to residential customers and the customer component of costs, and then to 15	

propose collection of those charges through the customer charge instead of through 16	

volumetric charges, as is the normal practice among investor owned utilities throughout 17	

the United States.  18	

Q. What does the data show about the Company’s proposed revenue and rate changes? 19	

A. The Company proposes a 155% increase in the residential customer charge under Rate 20	

RS, from $0.62/day/customer to $1.58/day/customer. The Company also proposes a 28% 21	

decrease in the energy component of volumetric (per kWh) charges. The Company 22	

proposes to increase revenues collected from the residential class by a total of 23	

$68,169,000, and to heavily skew the changes in revenue collection to low-use customers. 24	

Q. How does the Company justify its proposal to increase the amount of revenue 25	

Energy

Current 

Structure

Proposed 

Structure

Percent 

Change

Current 

Structure

Proposed 

Structure

Percent 

Change

Percent 

Change 

from 

Current 

Rates

0 18.87$         41.09$         118% 20.39$         48.09$         136% 155%

100 30.24$         50.59$         67% 32.38$         57.76$         78% 91%

300 52.95$         69.56$         31% 56.35$         77.08$         37% 46%

500 75.68$         88.56$         17% 80.34$         96.43$         20% 27%

750 104.07$       112.28$       8% 110.30$       120.60$       9% 16%

1000 132.46$       136.00$       3% 140.27$       144.76$       3% 9%

1112 145.19$       146.63$       1% 153.59$       155.58$       1% 7%

1250 160.86$       159.73$       ‐1% 170.25$       168.94$       ‐1% 5%

1500 189.27$       183.47$       ‐3% 200.22$       193.10$       ‐4% 2%

1750 217.66$       207.19$       ‐5% 230.18$       217.27$       ‐6% 0%

2000 246.05$       230.91$       ‐6% 260.15$       241.43$       ‐7% ‐2%

Total Monthly Bill

Current Rates

Billing 

Determinants Proposed Rates

RS
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allocated to customer charges so dramatically? 1	

A. Company witnesses O’Sheasy and McGee provide the Company’s rationale for these 2	

increases. In general, witness O’Sheasy advances the Company’s proposals related to 3	

cost of service and cost allocation. Witness McGee advances the residential rate structure 4	

proposals and application of the B&G methodology for designing rates. 5	

Q. How does the Company propose that costs be allocated in this rate case? 6	

A. As shown in Figure KRR-1, witness O’Sheasy proposes, as a result of the cost of service 7	

study and the application of the minimum system method for allocating costs, to increase 8	

the revenue requirement assigned to residential customers by $68,169,000, or 20.8% over 9	

the present revenue requirement without the minimum system. This total increase results 10	

from a 12.8% increase in non-fuel energy costs assigned to residential customers 11	

($2,841,000), a 14.4% increase in costs allocated to the demand component 12	

($34,246,000) of residential rates, and a 46% ($31,082,000) increase in costs allocated to 13	

the customer component. Of that increase in the customer component of residential 14	

revenue requirement under the proposed rates, the vast majority ($29,562,000) results 15	

from more than doubling the demand-related costs allocated to the customer component. 16	

Q. What are the consequences of the Company’s decisions regarding cost classification 17	

for distribution system costs? 18	

A. The minimum system method overstates customer-related costs because most distribution 19	

system costs, even those associated with the components of a minimum system, are not 20	

directly caused by the addition of new customers to the system. The Company chose an 21	

approach that allocates a larger portion of fixed distribution system costs to customer 22	

charges, with the result that the customer charge represents a large fraction of sunk fixed 23	

costs that a customer would have to pay regardless of the costs these customers cause. As 24	

a result, the minimum system approach also imposes unjust burdens on low-income and 25	
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low-use customers. For these and other reasons, even Bonbright rejected the minimum 1	

system and zero-intercept methods for classifying customer costs. 2	

Q, Is the inclusion of costs not directly caused by the addition of new customers to the 3	

system consistent with long-established principles of electric utility regulation and 4	

ratemaking? 5	

A. No. For example, Bonbright, attached as Exhibit KRR-3, defines the fixed customer 6	

charge on pages 347-349 as follows: 7	

These are those operating and capital costs found to vary with the number of 8	

customers regardless, or almost regardless, of power consumption. Included as a 9	

minimum are costs of metering and billing along with whatever other expenses 10	

the company must incur in taking on another consumer. 11	

In fact, Bonbright rejected the minimum system and zero-intercept methods for 12	

classifying customer costs that are at the foundation of the proposals advanced by 13	

Company witnesses O’Sheasy and McGee. 14	

Q. Are established practices for setting the customer charge better and fairer? 15	

A. Yes. Best practices assign to the customer cost category those costs that directly vary 16	

with the number of customers. Again, these costs would include a portion of the meter, 17	

service drop, meter reading, billing, and collection costs. 18	

Q. How much cost does a new customer cause? 19	

A. Costs directly related to new customers include a portion, but not all, of the cost of a 20	

meter, billing and metering services, and collection costs. These costs would likely sum 21	

to about $5-$10 per customer per month, depending on local costs, billing period used, 22	

and other factors. See Exhibit KRR-4 at page D-6. New customers certainly do not add 23	

all the costs that the Company would assign to the customer component under witness 24	

O’Sheasy’s cost of service study and cost allocation proposals when those customers take 25	
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service from the Company. 1	

Q. Does a focus on costs caused by new customer connections properly address fixed 2	

costs already incurred to build the distribution system that the customer connects 3	

to? 4	

A. Yes. The volumetric charge can fully recover those sunk fixed costs, preserve cost-5	

causation features, and send more rational price signals to residential customers. As 6	

stated by noted utility economist, Severin Borenstein: 7	

[T]he mere existence of systemwide fixed costs doesn’t justify fixed charges. We 8	

should get marginal prices right, including the externalities associated with 9	

electricity production. We should use fixed charges to cover customer-specific 10	

fixed costs.  Beyond that, we should think hard about balancing economic 11	

efficiency versus fairness when we use additional fixed charges to help address 12	

revenue shortfalls. 13	

Borenstein’s article is attached as Exhibit KRR-5. 14	

Q. Is the Company’s approach the only approach that it could have used to design 15	

residential charges? 16	

A. No. Other methods are appropriate, and, in light of the unjust discrimination and 17	

economic inefficiency that results from the Company proposal and the existence of other 18	

reasonable approaches, the Company proposal is unreasonable. I will discuss these 19	

impacts and alternatives in more detail. 20	

Q. What is the B&G method and why does the Company propose to use it in 21	

restructuring residential rates? 22	

A. Witness McGee asserts that the B&G method is a way of integrating demand costs into 23	

rates without having to offer a three-part rate (with a separate demand charge) as the 24	

default rate for residential service. It may be that, but it is also an untested, unstudied, and 25	
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clearly regressive approach to rate design that should not be used, for the first time 1	

anywhere, as the default rate design for an entire residential customer class.  2	

 3	

 The B&G method is simply an arithmetic exercise to raise all residential customer 4	

charges and flatten the slope of the curve delineating how bills increase with usage. That 5	

is, the method forces a single straight-line fit onto a sample of residential data to increase 6	

customer charges by nearly $30 per month while also reducing energy charges for high 7	

users. Like witness McGee, the B&G method offers no detailed analysis of the 8	

relationship between customer demand and energy consumption, does no analysis of the 9	

cost to serve customers, and has no authoritative support for its propositions. Rather, it is 10	

proposed solely as a method for incorporating demand-related costs into customer 11	

charges without having to offer a three-part rate.  12	

 13	

 Witness McGee asserts that the B&G method cures an inequity in rates that he did not 14	

demonstrate to exist, that it reduces monthly bill volatility by fixing a much larger portion 15	

of each month’s bill and reducing volumetric charges, and that for customers who do not 16	

like the increased monthly fixed charges, the Company offers a three-part rate that 17	

witness McGee admits is generally disfavored by customers and rarely used in the United 18	

States. 19	

Q. Why does the Company propose rate restructuring based on the B&G method? 20	

A. Company witness McGee makes a number of arguments in support of the Company’s 21	

proposal to dramatically increase the customer charges even beyond what the cost of 22	

service and cost allocation approaches would. Witness McGee asserts that because low-23	

use customers pay less in demand-related costs through volumetric rates than the average 24	

residential customers, they are not paying their fair share of demand-related costs. 25	
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Similarly, witness McGee asserts the Company’s belief that because high users pay more 1	

in demand related costs than the average residential customer, they are being unfairly 2	

required to bear a cost burden they did not cause. 3	

Q. Does witness McGee offer any testimony or point to any analysis to substantiate his 4	

claim that high users are being treated inequitably when volumetric rates cause 5	

them to pay more than the average customer in demand-related costs? 6	

A. No. Witness McGee bases his assertions about inequities on an unsubstantiated premise 7	

that rate design should mimic utility cost structure in order to advance economic 8	

efficiency and equity among customers. He cites no cost of service analysis to suggest 9	

that high users create lower demand costs than low users.  10	

Q. Is it likely that witness McGee has discovered a condition among Company 11	

customers that demonstrates that high users are low demand-cost causers, and that 12	

low users are, in turn, high demand-cost creators?  13	

A. No. It is not surprising that witness McGee offers no analytical support for the argument 14	

that forms the foundation for the Company’s rate restructuring proposal. In my 25-plus 15	

years of work in the electricity industry, including review of and on-the-record decisions 16	

in hundreds of rate cases, I have never seen a utility that has a cost of service structure 17	

that differs from the general trend that high users are also high demand cost drivers. 18	

Indeed, this observable general reality is supported by common sense. High user 19	

customers tend to be high income customers, living in larger homes. These customers 20	

have and operate many more appliances and systems that add to their demand profile.  21	

 22	

 Indeed, even the Company’s data bears out this relationship. A visual review of Figure 1 23	

in witness McGee’s Exhibit RLM-1, Schedule 5 shows that even when a hypothetical 24	

three-part demand rate is applied to a sampling of residential customers, there is a heavy 25	
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concentration of customers with low bills, low use, and low demand. 1	

 2	

 3	

 4	

 5	

 6	

 7	

 8	

 9	

 10	

 11	

 12	

Source: Company Exhibit RLM-1, Schedule 5, Page 3 of 4. 13	

Q. Do you agree with witness McGee’s assertion that economic efficiency and equity 14	

are advanced when rate design mimics cost structure? 15	

A. No. In my 25-plus years’ experience in the electricity industry, I have never found any 16	

article, text, treatise, or other reputable source to support the notion that rate design must 17	

mimic cost structure in order to achieve or advance economic efficiency. Witness McGee 18	

offered none. 19	

Q. What could the Company have learned by reviewing similar proposals from other 20	

utilities in the United States? 21	

A. A review of similar requests by other utilities and action taken in regulatory proceedings 22	

reveals that the Company’s request is wildly outside of the range of experience in the 23	

United States. Figure KRR-3 below provides information about customer fixed charge 24	

requests over the past several years. It shows that the Company’s proposed 155% 25	
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increase in fixed customer charges for residential customers is an extreme outlier 1	

compared to what has been requested and approved when compared to more than fifty 2	

cases from across the United States. The average increase in those other cases was only 3	

21%, less than one sixth of the Company proposal. Almost half of the cases resulted in no 4	

approved increase to the fixed customer charges at all. It is also worth noting that nearby 5	

and similarly situated utilities Georgia Power and Duke Energy Florida use rates that rely 6	

on volumetric charges to recover demand and energy costs. In fact, Georgia Power has a 7	

residential fixed-charge of $10 per month, Duke Energy Florida has a fixed charge of 8	

$8.76 per month, Florida Power & Light has a fixed charge of $7.87 per month, the 9	

Orlando Utilities Commission has a fixed charge of $8 per month, the City of Tallahassee 10	

has a fixed charge of $7.41 per month, and JEA has a fixed charge of $5.50 per month.  11	

See Exhibit KRR-6. Gulf Power Company already has a high fixed charge that is out of 12	

step with its neighbors, and is proposing a 155% increase on top of that.  13	

 14	

 15	

 16	

 17	

 18	

 19	

 20	

 21	

 22	

 23	

 24	

 25	
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Figure KRR-3: Results Summary of 2014-2016 Fixed Charge Increase Proposals 1	

 2	

 3	

 4	

 5	

 6	

 7	

 8	

 9	

 10	

 11	

 12	

 13	

 14	

 15	

 16	

 17	

Source: Data compiled from various sources and cases.18	

Results Summary of 2014-2016 Fixed Charge Increase Proposals

State Utility Holding Company Electric/
N t l G

Existing Proposed Approved Existing to 
P d

Existing to 
A d

Notes Effective Date

Electric

AR Entergy Arkansas Entergy Corporation Electric $6.95 $9.00 $8.43 29% 21% 2/2016

AZ UniSource Energy Services Fortis Electric $10.00 $20.00 $15.00 100% 50% Also rejected mandatory demand 
h

8/2016

CA Pacific Gas & Electric Company PG&E Corp Electric $0.00 $10.00 $0.00 - 0% $10 minimum bill adopted instead 7/2015

CA San Diego Gas & Electric Sempra Energy Electric $0.00 $10.00 $0.00 - 0% $10 minimum bill adopted instead 7/2015

CA Southern California Edison Edison International Electric $0.95 $10.00 $0.95 953% 0% $10 minimum bill adopted instead 7/2015

CT Connecticut Light & Power Eversource Energy Electric $16.00 $25.50 $19.25 59% 20% 12/2014

ID Avista Utilities Avista Utilities Electric $5.25 $8.50 $5.25 62% 0% Settlement; decoupling pilot 12/2015

IN Indianapolis Power & Light AES Electric $6.70 $11.25 $11.25 68% 68% 3/2016

IN Northern Indiana Public Service 
C (NIPSCO)

NiSource Inc. Electric $11.00 $20.00 $14.00 82% 27% Settlement 7/2016

KS KCP&L Great Plains Energy Electric $10.71 $19.00 $14.00 77% 31% Settlement 9/2015

KS Westar Westar Electric $12.00 $27.00 $14.50 125% 21% Settlement 9/2015

KY Kentucky Utilities Company PPL Corp Electric $10.75 $18.00 $10.75 67% 0% Settlement 6/2015

KY Louisville Gas-Electric PPL Corp Electric $10.75 $18.00 $10.75 67% 0% Settlement 6/2015

KY Kentucky Power AEP Electric $8.00 $16.00 $11.00 100% 38% 6/2015

MD Baltimore Gas +Electric Exelon Electric $7.50 $10.50 $7.50 40% 0% Settlement 12/2014

MD Baltimore Gas +Electric Exelon Electric $7.50 $12.00 $7.90 60% 5% Noted gradualism 6/2016

ME Central Maine Power Company Iberdrola Electric $5.71 $20.00 $10.00 250% 75% Decoupling implemented as well 8/2014

MI Consumers Energy CMS Energy Corporation Electric $7.00 $7.50 $7.00 7% 0% 11/2015

MI DTE Electric Company DTE Energy Electric $6.00 $10.00 $6.00 67% 0% 12/11/15

MI Indiana Michigan Power AEP Electric $7.25 $9.10 $7.25 26% 0% Settlement 8/2015

MI Wisconsin Public Service WEC Energy Group Electric $9.00 $12.00 $12.00 33% 33% Settlement 4/2015

MN Xcel Energy Xcel Energy Electric $8.00 $9.25 $8.00 16% 0% Denied in favor of decoupling 5/2015

MO Ameren Ameren Electric $8.00 $8.77 $8.00 10% 0% Emphasized customer control 4/2015

MO KCP&L Great Plains Energy Electric $9.00 $25.00 $11.88 178% 32% 9/2015

MO Empire District Electric Empire District Electric Electric $12.52 $18.75 $12.52 50% 0% Settlement 6/2015

MT Montana-Dakota Utilities MDU Resources Group Electric $5.40 $7.50 $5.40 39% 0% Settlement 3/2016

NM El Paso Electric El Paso Electric Electric $7.00 $10.00 $7.00 43% 0% Rejected recommended decision, 
iti l i d

6/2016

NV Nevada Power Nevada Energy/Berkshire HElectric $10.00 $15.25 $12.75 53% 28% 10/2014

NY Central Hudson Gas & Electric Fortis Electric $24.00 $30.00 $24.00 25% 0% 6/2015

NY Consolidated Edison Consolidated Edison Electric $15.76 $18.00 $15.76 14% 0% Settlement 6/2015

NY New York State Electric and Gas Iberdrola Electric $15.11 $18.89 $15.11 25% 0% Settlement 6/2016

NY Rochester Gas & Electric Iberdrola Electric $21.38 $26.73 $21.38 25% 0% Settlement 6/2016

NY Orange & Rockland Consolidated Edison Electric $20.00 $25.00 $20.00 25% 0% Settlement 10/2015

OK Oklahoma Gas & Electric OG&E Energy Electric $13.00 $26.54 $13.00 104% 0% Settlement pending

OK Public Service Co. of Oklahoma AEP Electric $16.16 $20.00 $20.00 24% 24% 4/2015

OR Portland General Electric Portland General Electric Electric $10.00 $11.00 $10.50 10% 5% Settlement 11/2015

PA Pennsylvania Power FirstEnergy Electric $8.89 $12.71 $10.85 43% 22% Settlement 4/2015

PA West Penn Power FirstEnergy Electric $5.00 $7.35 $5.81 47% 16% Settlement 4/2015

PA Metropolitan Edison FirstEnergy Electric $8.11 $13.29 $10.25 64% 26% Settlement 4/2015

PA Pennsylvania Electric FirstEnergy Electric $7.98 $11.92 $9.99 49% 25% Settlement 4/2015

PA PECO Exelon Electric $7.09 $12.00 $8.45 69% 19% Settlement; decoupling collaborative 
di i

12/2015

PA PPL PPL Corp Electric $14.09 $20.00 $14.09 42% 0% Settlement; decoupling collaborative 
di i

11/2015

SD NorthWestern Energy Northwestern Company Electric $5.00 $9.00 $6.00 80% 20% Settlement 11/2015

TX El Paso Electric Electric $5.00 $10.00 $6.90 100% 38% Settlement pending

TX Southwestern Public Service Company Xcel Energy Electric $7.50 $9.50 $9.50 27% 27% 12/2015

UT Rocky Mountain Power PacifiCorp/Berkshire HathaElectric $5.00 $8.00 $6.00 60% 20% Settlement 8/2014

VA Appalachian Power Co AEP Electric $8.35 $16.00 $8.35 92% 0% 11/2014

WA Avista Utilities Avista Electric $8.50 $14.00 $8.50 65% 0% Settlement 1/2016

WA PacifiCorp PacifiCorp/Berkshire HathaElectric $7.75 $14.00 $7.75 81% 0% Stated preference for decoupling 3/2015

WV Appalachian Power/Wheeling Power AEP Electric $5.00 $10.00 $8.00 100% 60% 5/2015
WI Madison Gas and Electric MGE Energy Electric $10.29 $68.00 $19.00 113% 87% 12/2014
WI Xcel Energy Xcel Energy Electric $8.00 $18.00 $14.00 113% 87% 12/2015
WI We Energies WEC Energy Group Electric $9.13 $16.00 $16.00 75% 75% 11/2014
WI Wisconsin Public Service WEC Energy Group Electric $10.40 $25.00 $19.00 140% 83% 11/2014
WI Wisconsin Public Service WEC Energy Group Electric $19.00 $25.00 $21.00 140% 83% PSC to study on customer impacts 11/2015

$9.35 $16.25 $11.05 83% 21%

Monthly Fixed Residential Charges Percent Change
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Q. Does the Company approach align costs with cost causers based on a cost-of-service 1	

study? 2	

A. No. The Company’s rate proposals violate cost causation alignment principles in several 3	

ways, as I have already discussed. In fact, the proposed B&G method assigns equal and 4	

average shares of sunk fixed costs to all residential customers without any regard for 5	

whether those costs were caused by high users of the distribution system. The high fixed 6	

charges also immunize high users from the consequences of future high use of electricity, 7	

obviating the price signal benefits that attend to the use of volumetric charges to recover 8	

demand-related costs. 9	

Q. Have other Commissions addressed the cost-causation argument offered by the 10	

Company in regard to proposed fixed charge increases? 11	

A. Yes. Notably, the Illinois Commerce Commission recently addressed a fixed charge 12	

increase proposal in a natural gas case proposing a 43% increase. That order is attached 13	

as Exhibit KRR-7. That Commission was addressing another method for increasing fixed 14	

customer charges, the “Straight Fixed Variable” rates design, which has similar results 15	

and impacts as the proposed B&G method. In the final order in that case, the Illinois 16	

Commission stated: 17	

The Companies’ proposed SFV rate design diverges from cost-causation, 18	

substituting its “fixed” cost designation for cost causation as the determinative 19	

allocator. … By failing to send proper price signals, the Companies’ proposed 20	

rate design denies consumers who conserve the benefit of their actions, and 21	

punishes customers who are frugal. The proposed SFV charges are indifferent to 22	

efficiencies in usage and demand. In contrast, the Commission has recognized 23	

that lower monthly customer charges and higher volumetric charges can advance 24	

energy use conservation and efficiency policy objectives by providing a greater 25	
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price signal. … The Commission finds that Staff’s and Intervenor’s arguments in 1	

favor of assigning demand-based costs to volumetric charges are consistent with 2	

energy efficiency and the avoidance of cross subsidies. 3	

Exhibit KRR-7 at pages 167 through 170. 4	

Q. Does the B&G method treat similarly situated customers the same and reduce 5	

unnecessary subsidies? 6	

A. The Company provides no evidence to support such a finding. As I have explained, the 7	

Company proposal actually requires low-use customers to subsidize the high use 8	

customers who drive distribution costs and will require them to continue subsidizing 9	

them as those high users drive new distribution system costs. 10	

Q. Is the rate design resulting from the application of the B&G method simple, easy to 11	

understand, and predictable? 12	

A. Yes, as compared to the three-part rate that witness McGee offers as a straw man 13	

proposal. But the B&G approach is not unique in this regard, and the Company has not 14	

demonstrated that its proposed combination of fixed customer charges and volumetric 15	

rates is optimal, or is any more simple, easy to understand, or predictable than the current 16	

rate design with customer-driven customer charges and volumetric rates for energy and 17	

demand. Moreover, by locking demand-related costs into a non-bypassable customer 18	

charge that cannot be avoided through energy conservation or demand reduction, the 19	

Company is ignoring the price signal function of rates and will frustrate customers who 20	

try to do something—anything—to substantially reduce their bills. It is not good rate 21	

making design to make it practically impossible for low- and high-use customers to avoid 22	

the bill impacts of high fixed customer charges. 23	

Q. Please explain. 24	

A. Under the Company proposal, a residential customer would pay an extra $29.22 each 25	
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month in the increased fixed customer charge. That customer would have to reduce their 1	

monthly use of electricity by 302 kWh per month in order to offset that increase, based 2	

on the proposed volumetric energy charge of $0.09667 per kWh (with clauses). In this 3	

way, it is highly predictable that most customers would not be able to undertake enough 4	

energy efficiency or conservation to offset the increased customer charge. This level of 5	

reduction would represent a greater than 25% decrease in the monthly consumption of the 6	

average residential customer served by the Company. The ability to effectively manage 7	

electric bills through reasonable efforts to conserve or become more efficient is likely 8	

preferable over bill stability to all but the most well-to-do and highest use customers. 9	

Q. Does the Company proposal reduce weather risk by keeping bills level through 10	

high-use months? 11	

A. Simple arithmetic suggests that differences in monthly bills are reduced when more of the 12	

bill is fixed. However, this reasoning is a somewhat cynical justification for extracting 13	

monopoly rents when the Company performed no analysis to demonstrate whether cost-14	

effective energy efficiency and conservation could similarly and more affordably reduce 15	

month-to-month bill variability and reduce bills, and when the Company’s own analysis 16	

shows that the price of this reduced monthly bill variability is an average bill increase of 17	

at least 10% for customers using about 1,000 kWh or less each month. See Figure KRR-2. 18	

Q. Doesn’t Company witness McGee testify that there is high customer satisfaction in 19	

flat monthly billing rate designs? 20	

A. Yes. However, the proposal is not flat monthly billing. Moreover, the Company is not 21	

offering its proposed rate structure as an option for customers willing to pay higher fixed 22	

monthly charges in return for a reduction in volumetric charges. That proposition should 23	

be tested, if at all, as a voluntary offering before it is imposed as the default rate design 24	

for all residential customers. 25	
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Q. Does the Company’s proposed approach result in rates that provide economic 1	

efficiency by exposing customers to the Company’s cost structure? 2	

A. Again, there is no evidence in economic literature, regulation, or rate making that 3	

economic efficiency is enhanced by crafting rate designs to match utility cost structures. 4	

The Company offers no evidence to support such a finding. I discuss the fallacy of 5	

economic efficiency through mirroring of cost structures in rate design in greater detail 6	

later in this testimony. 7	

Q. Does the Company’s approach gradually change the structure of rates and bills? 8	

A. No. The Company proposes a 155% increase in the fixed customer charge for residential 9	

customers. The Company proposes a monthly bill increase of more than 20% for any 10	

customer using fewer than 500 kWh per month. These are not gradual changes.  11	

Q. In summary, is the Company’s proposal to restructure its residential rate design 12	

with increased customer fixed charges sound economics, regulation, and policy? 13	

A. No. Peter Kind, who authored the “Disruptive Challenges” paper published by the Edison 14	

Electric Institute in 2013 that argued for fixed customer charges in the electric utility 15	

sector, attached as Exhibit KRR-8, recognized in a paper published in November of 2015 16	

at page 12, attached as Exhibit KRR-9, that “many utilities have been seeking to increase 17	

fixed charges, while customers and policymakers are vehemently opposed to such action. 18	

An evolved approach would focus on common ground with win4 (i.e. beneficial to 19	

customers, policy, competitive providers and utilities) perspective.” As Kind explained 20	

on page 30: 21	

Adopting meaningful monthly fixed or demand charges system-wide will reduce 22	

financial risk for utility revenue collections for the immediate future, but this 23	

approach has several flaws that need to be considered when assessing 24	

alternatives through a win4 lens, by which all principal stakeholders benefit. 25	
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Fixed charges: 1	

 do not promote efficiency of energy resource demand and capital 2	

investment; 3	

 reduce customer control over energy costs; 4	

 have a negative impact on low- or fixed-income customers; and 5	

 impact all customers when select customers adopt [distributed energy 6	

resources] and potentially exit the system altogether, if high fixed charges 7	

are approved and the utility’s cost of service increases. 8	

The Company’s proposed residential rate approach and fixed customer charge proposal is 9	

bad for customers, policy, competitive providers, and even itself. As a recent report 10	

published by Consumers Union details, attached as Exhibit KRR-10, fixed charge 11	

proposals like the one put forth by the Company in this case harm customers in several 12	

ways, violate fundamental principles of rate design, are unsupported by sound argument, 13	

and are inconsistent with regulatory trends around the country. 14	

 15	

THE COMPANY’S VOLUMETRIC ENERGY CHARGE PROPOSAL 16	

Q. What other cost allocation proposals does the Company advance? 17	

A. Notably, the Company also proposes a 1NCP allocator for demand-related distribution 18	

costs at Level 4 (Primary Distribution) and Level 5 (secondary distribution), (see Witness 19	

O’Sheasy Direct Testimony at page 14, lines 1-5), meaning that it proposes to assign 20	

these costs to classes based upon each customer class’s single hourly maximum level of 21	

consumption over the course of a year, whenever it occurs. The Company approach sums 22	

each class’s 1NCP level of consumption, calculates the class share of the total, and uses 23	

the resulting percentages to assign distribution system demand-related costs. 24	

Q. What impact does this proposed approach in cost allocation have on proposed 25	
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rates? 1	

A. The Company proposes to recover some demand-related costs in the volumetric energy 2	

charge for residential and other customers who do not pay a demand charge. All other 3	

distribution costs are proposed for collection through fixed customer charges. The use of 4	

the 1NCP allocator as proposed by the Company ignores the physical and engineering 5	

reality that customers with different coincident peaks can share system capacity, and 6	

therefore this approach will significantly overstate demand-related distribution costs, and 7	

can double-charge for distribution system costs unless every class experiences its 8	

coincident peak at exactly the same time. 9	

Q. Please explain. 10	

A. Distribution systems are built to meet maximum coincident peak, with a margin of safety. 11	

Different classes experience their peak demand at times different than the system peak; 12	

that is, they are non-coincident. Distribution systems are not built to serve the sum of all 13	

coincident peaks as this would be wasteful and unnecessary. The sum of non-coincident 14	

peaks is mathematically certain to be greater than the coincident peak demand under any 15	

realistic scenario. Therefore, rates should not be designed based on the false assumption 16	

that class costs are reflected in the simple sum of the non-coincident peaks of each 17	

customer class. 18	

Q. Why does this matter in rate design? 19	

A. Most importantly, the use of the 1NCP allocator for demand-related distribution costs 20	

improperly inflates the fixed charge now bearing demand-related costs. This violates the 21	

principle that rates should be based on cost causation. 22	

Q. The Company proposes a decrease in the energy charge. How does that square with 23	

your testimony about the impacts of the use of the 1NCP allocator for demand-24	

related distribution system costs? 25	
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A. The reduction in energy charges proposed by the Company is essentially a fall-out of the 1	

classification decision relating to customer- and demand-related costs. Accounting for the 2	

non-coincident peaks of different customer groups and classes is appropriate; a more 3	

appropriate method, however, would account for every hour that the system is used—an 4	

“8760NCP.” Of course, statistical analysis would likely show that a smaller subset of 5	

hours would capture significant demand-related costs, but the use of the 1NCP allocator 6	

is too extreme a reduction in the number of examined hours. Use of a more broadly-based 7	

allocator would likely yield volumetric rates that are lower than those proposed by the 8	

Company, and account for the fact that customer groups/classes with disparate non-9	

coincident peaks actually share system capacity. As I will explain, most of the revenues 10	

proposed for the customer charge could be collected through the volumetric charge 11	

without creating the adverse impacts associated with the Company’s proposal. 12	

 13	

TOTAL IMPACTS ON RESIDENTIAL CUSTOMERS 14	

Q. What is the net effect of the Company’s residential rate proposals on customer bills? 15	

A. The Company proposals impose dramatically greater impacts on low-use customers than 16	

on high-use customers.  See Figure KRR-2. Under the Company proposals, customers 17	

who use an average of 300 kWh per month or less would see at least a 46% increase in 18	

their monthly electric bills. Customers using 750 kWh per month or less would see at 19	

least a 16% increase in monthly bills. Outrageously, customers using 2,000 kWh or more 20	

per month would actually see bill decreases due to the reduced volumetric charge, even 21	

after the proposed increase in fixed customer charges. High-use residential customers, 22	

such as those who use 2,000 kWh per month or more, directly drive residential 23	

distribution system costs, requiring larger conductors, transformers, and other service 24	

equipment in the portion of the system that serves them. The result of the Company’s 25	
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proposed rate changes flies in the face of the principle of allocating costs to cost causers, 1	

and points out a major flaw in the Company’s proposal to move residential rates to the 2	

proposed rate design. 3	

Q. Taken together, are the Company’s proposals regarding residential rates 4	

reasonable? 5	

A. No. 6	

 7	

IMPACTS ON LOW-USE AND LOW-INCOME CUSTOMERS 8	

Q. Do increases in fixed charges pose potential problems for low-income, low-usage 9	

customers? 10	

A. Yes. Increasing fixed charges can have disproportionate impacts on low usage customers 11	

(who are often low-income customers), customers on fixed incomes (who are frequently 12	

seniors), students, and customers who have aggressively pursued green building and 13	

energy efficiency. This is an area where the Company needs to demonstrate definitively 14	

that low-income customers will not be unfairly affected, but the Company fails to address 15	

the issue adequately in any of its testimony. Demonstrating that some low-income 16	

customers use more energy than the residential class average is not proof that low-income 17	

customers as a group use more than average.  18	

Q. What do we know about the number of low-use customers in the Company service 19	

territory and the impacts of the proposed rates structures? 20	

A. According to data supplied by the Company in response to Staff request for production of 21	

documents number 30, and attached as Exhibit KRR-11, more than 245,000 out of nearly 22	

400,000 residential customers use fewer than 1,100 kWh per month, and will see a 9% or 23	

greater increase in monthly bills. Nearly 60,000 residential customers use fewer than 400 24	

kWh per month, and will see at least a 27% increase in monthly bills. 25	
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Q. Are these problems associated with the Company’s decision to pursue its rate 1	

restructuring proposals? 2	

A. Yes. The Company’s approach to its cost of service study and restructuring of rates with 3	

the B&G method are drivers for the unfairly discriminatory impacts of the Company’s 4	

proposal. In addition, the proposed approach is bad policy for ensuring fairly priced 5	

universal access to electricity service. As Jim Lazar of the Regulatory Assistance Project, 6	

a noted author and utility rate expert, summarized: 7	

[High fixed cost] rate design strikes directly at universal service, because it 8	

makes electricity service, even for the most basic and essential uses, unaffordable 9	

to low-income households. It does this (even if they are densely located in urban 10	

areas where distribution costs are very low), by averaging their cost of service 11	

with suburban and rural areas where per customer distribution costs are very 12	

different. In effect, under [high fixed cost] pricing, low-income households are 13	

made to subsidize higher-income, higher-usage households. 14	

Exhibit KRR-4 at page D-5. 15	

Q. How does a change to higher fixed charges and lower volumetric charges impact 16	

low- and moderate-income customers and other low-use customers? 17	

A. Allocation of costs to fixed, non-bypassable charges imposes a significant burden on low 18	

energy users who are low- and moderate-income customers, or customers on fixed 19	

incomes, many of whom are elderly. The higher fixed charge is economically regressive. 20	

As I previously described, the proposal increases bills for low-use customers much more 21	

than for high-use customers; in fact, the Company proposal reduces bills for the very 22	

highest users in the residential class. This “reverse Robin Hood” proposal subsidizes the 23	

well-to-do at the expense of the poor, people (often seniors) on fixed income, students, 24	

and other low users such as conservationists. 25	
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Q. What is the Company position on the impact of increased fixed customer charges on 1	

low-income customers? 2	

A. The Company proposes a direct subsidy to about 35,000 customers who are qualified 3	

under the SNAP program to offset the impact of the increased fixed customer charge.  4	

(See witness McGee direct testimony at pages 16-19). The SNAP program is an income-5	

tested program that provides nutritional assistance (food stamp) support to qualified 6	

citizens. Witness McGee asserts that a subsidy targeted only at low-income customers 7	

who have financial problems is efficient, and that the Company rate design eliminates a 8	

subsidy that has been flowing to low-income, low-use customers who do not qualify or 9	

apply for financial assistance. Witness McGee asserts that low-income, low-use 10	

customers who do not qualify for or apply for financial assistance should be required to 11	

pay more, much more, in monthly customer charges. 12	

Q. What does SNAP program participation tell us about income and energy use for 13	

SNAP customers? 14	

A. The Company offers no information to support any correlation between SNAP customers 15	

and low-income electricity customers. The Company has little or no data about customer 16	

income levels and cannot identify income levels by consumption level. SNAP customers 17	

may be customers in financial distress. They may or may not be high or low energy users. 18	

Q. Should the Commission assume that qualification is indicative of low-income 19	

customer data? 20	

A. No. The Company has no information to support any conclusion that SNAP customers 21	

encompass all or even a majority of the Company’s low-income customers. As 22	

demonstrated in Figure KRR-4, what we do know is that about 50% of all residential 23	

customers—about 200,000 customers—in the Company service territory use about 900 24	

kWh or less each month. These are the customers who will be most greatly burdened by 25	
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the Company’s proposals to restructure residential rates. 1	

Figure KRR-4: Distribution of Residential Customer Accounts by Consumption Level 2	

 3	

 4	

 5	

 6	

 7	

 8	

 9	

 10	

 11	

 12	

 13	

 14	

Source: Company Response to Staff POD Request 030, attached as Exhibit KRR-11. 15	

Q. Is there any evidence available about whether low-income customers served by the 16	

Company have lower or higher use than residential customers as a whole? 17	

A. Yes. SNAP customer data is unlikely to be representative of low-income customers as a 18	

whole. The SNAP program, like other assistance programs is targeted toward consumers 19	

in some financial distress. Many low-income customers who need assistance are 20	

homeowners, and assistance program participation tends to under-represent low-income 21	

customers who are renters and others who do not seek support from assistance programs.  22	

 23	

 To better understand average low-income usage, it is critical to look at samples that 24	

include both program participants and non-participants. The Company has offered no 25	
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such data. The only national data set that reflects such sampling is the EIA’s Residential 1	

Energy Consumption Survey (“RECS”). The RECS includes detailed usage data, as well 2	

as information regarding household income, age, race, and numerous other characteristics. 3	

All of this is broken down into 27 geographic areas referred to as “reportable domains.”  4	

 5	

 The National Consumer Law Center (“NCLC”) has extracted this data for Florida 6	

customers and found that there is a clear and positive relationship between usage and 7	

income, just as exists in the rest of the United States. That is, the greater the income, the 8	

greater the average usage. In addition, the NCLC has found that customers 65 years of 9	

age or older also use markedly less electricity than younger customers.  10	

Q. What does the NCLC report using the most recent U.S. Energy Information 11	

Administration’s (“U.S. EIA”) data demonstrate? 12	

A. The most recently available data from the U.S. EIA and reported by NCLC reveals that 13	

the Company’s fixed cost proposal would disproportionately burden low-income and 14	

elderly customers. 15	

Figure KRR-5: Median 2009 Residential Electricity Usage (kWh) by Income, Florida 16	

 17	

 18	

 19	

 20	

 21	

 22	

 23	

 24	

Source: NCLC, “Utility Rate Design: How Mandatory Monthly Customer Fees Cause 25	
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Disproportionate Harm,” (2009 US EIA data), attached as Exhibit KRR-12. 1	

Figure KRR-6: Median 2009 Residential Electricity Usage (kWh), by Age, Florida 2	

 3	

 4	

 5	

 6	

 7	

 8	

 9	

 10	

 11	

Source: NCLC, “Utility Rate Design: How Mandatory Monthly Customer Fees Cause 12	

Disproportionate Harm” (2009 US EIA data), attached as Exhibit KRR-12. 13	

Q. Is the Company’s Low-Income subsidy proposal reasonable? 14	

A. No. The Company has not demonstrated that low-use customers are high demand-cost 15	

causers. Given that the very opposite is likely true, the Company’s rate proposals will 16	

likely only exacerbate the burdens felt by low-income low-use households. A subsidy 17	

limited to SNAP-qualified customers is small relief for regressive rate impacts that would 18	

impact 200,000 residential customers. The proposal is not reasonable. 19	

Q. What is the likely result of the increase in fixed residential customer charges? 20	

A. The increase in fixed residential customer charges will increase the number of Florida 21	

households living in energy poverty, and increase the demand for energy assistance 22	

funding support. Since energy assistance payments are made on behalf of customers 23	

directly to the utility, an increase in energy assistance payments means an increase in 24	

such revenues from the State or Federal government paid directly to the Company. 25	
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IMPACTS ON ENERGY EFFICIENCY AND CLEAN ENERGY 1	

Q. How does increasing fixed customer charges specifically impact customer 2	

investment in energy efficiency and conservation? 3	

A. Increases in fixed customer charges create powerful price signals against investment in 4	

energy efficiency, which is inconsistent with stated Florida policy goals. 5	

Q. Did the Company consider the impact of its proposed increase in the fixed customer 6	

charge on energy efficiency, conservation, and renewables? 7	

A. The Company indicated that it expected a modest increase in electricity sales because of 8	

the proposed residential rate restructuring, but that these sales would be offset by 9	

proposed new energy efficiency programs. (See witness Park direct testimony at page 22, 10	

lines 8-16). Company witness McGee testified that the proposed reduction in volumetric 11	

charges would make more energy efficiency programs cost effective under the Ratepayer 12	

Impact Measure test. Company witness Floyd provided data, at Exhibit JNF-1, Schedule 13	

3, showing that these new program offerings could save about 3.3 GWh of energy at the 14	

meter on average out to the year 2024. Witness McGee stated that savings would be 15	

about 3.5 GWh in his direct testimony at page 20, lines 17-18. 16	

Q. How does the potential savings of these expanded programs compare to the broader 17	

context of energy efficiency efforts at the Company? 18	

A. First it should be noted that the Company’s 2013 Savings were 87 GWh total (gross @ 19	

meter) or about 64 GWh in residential savings (calculated from 2013 Annual FEECA 20	

Program Progress Report, attached as Exhibit KRR-13). The Company’s 2015 Savings 21	

were substantially less at 59 GWh total, or 46 GWh residential (calculated from 2015 22	

Annual FEECA Program Progress Report, attached as Exhibit KRR-14). Looking 23	

forward, the Commission-approved residential savings goal for 2017 is only 4.2 GWh, 24	

which with the addition of the proposed 3.3GWh, would total only 7.5 GWh. In this 25	
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context, the added energy efficiency programs will only slightly close the gap that was 1	

created by major reductions in energy efficiency programs over the past few years. 2	

Q. How much energy efficiency would be required to offset not just increased sales due 3	

to lower volumetric costs, but also increased bill burdens imposed through higher 4	

fixed charges? 5	

A. The damage to energy efficiency potential that would be caused by the proposed rate 6	

restructuring is profound and shocking. As demonstrated in Figure KRR-7, the Company 7	

energy efficiency programs would have to reduce consumption by about 1,448 GWh in 8	

order to reduce customer bills by the amount that the proposed rate restructuring 9	

increases them. This represents an equivalent of 27% of total residential retail sales. The 10	

Company rate restructuring proposal must be viewed as a whole. The Company not only 11	

proposes to increase an already high fixed customer charge by 155%, but also proposes to 12	

structure the rate in a way that precludes any chance for customers to reduce the impact 13	

of the increase through changes in consumption. Worse still, the Company provides 14	

customers with no means to monitor or track consumption behavior even in the event that 15	

they choose one of the alternative rates proposed. The Company’s rate restructuring 16	

proposals are the most pure form of an effort to extract monopoly rents that I have seen in 17	

a very long time. 18	

 19	

 20	

 21	

 22	

 23	

 24	

 25	
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Figure KRR-7: Equivalent Savings Necessary to Offset Impacts of Proposed Rate Restructuring 1	

 2	

 3	

 4	

 5	

 6	

 7	

 8	

 9	

 10	

 11	

Source: Exhibit RLM-1, Schedule 1. 12	

 13	

Q. Why should the Commission be concerned about approving a rate design that is 14	

detrimental to energy efficiency, conservation, and renewables? 15	

A. Energy efficiency, conservation, and renewables offer many benefits to the people and 16	

State of Florida, and are stated goals in Florida law. These benefits include resource 17	

diversification, grid resiliency, future cost reductions associated with increased volume of 18	

deployment (economies of scale), job creation, system-wide cost reductions, and 19	

leveraging of non-utility investment dollars, among others.  20	

Q. How do energy efficiency and conservation in particular, produce these benefits? 21	

A. Energy efficiency and conservation generate benefits to the utility, ratepayers, and 22	

society in general in many ways, including lower cost than traditional generation and 23	

infrastructure investments, downward pressure on rates over the mid- and long-term, 24	

persistent and consistent savings, nearly endless resource potential due to economies of 25	

Daily Charge Energy All Charges Non‐Energy

Current 0.62$                       0.04585$               0.11359$           0.06774$          

Proposed 1.58$                       0.03298$               0.09667$           0.06369$          

Increase/ 

(Decrease) 0.96$                       (0.01287)$              (0.01692)$          (0.00405)$         

% Increase/ 

Decrease 155% ‐28% ‐15% ‐6%

$/YR 

increase in 

Daily 

Charge per 

Customer

$/YR increase in 

Fixed Charge as 

Equivalent kWh 

(proposed rates)

MWh Savings 

Required at 

Proposed Rates 

to Offset Impacts 

of Increased Fixed 

Charges

Total Annual 

MWh Sales 

Forecast  to 

Residential 

Customers per 

MFR Sched. E6a

% Reduction in 

Annual Sales 

Needed to 

Offset Daily 

Charge Increase

350.40$       3,625$                     1,448,960              5,336,892          27%

Volumetric Charge per kWh
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manufacturing scale and technological innovation, broad availability to all classes of 1	

customers, and significant externalized benefits often not accounted for in ratemaking. 2	

Q. Can affected customers avoid fixed charges with more efficient energy use under the 3	

Company’s proposal? 4	

A. No. The proposed increase in fixed charges cannot be avoided by customer reductions in 5	

energy use. As described above, the only customer option for savings is to first offset the 6	

increased bill resulting from the increased fixed customer charge. Given the magnitude of 7	

the proposed increase in the fixed customers charge, it is practically impossible for the 8	

average residential customer to accomplish this.  9	

Q. What do these changes mean to the energy savings opportunity for residential 10	

customers? 11	

A. According to the Company, the average monthly consumption of its residential customers 12	

is 1,112 kWh per month. (See Exhibit RLM-1, Schedule 6).  A customer would need to 13	

reduce their energy use by 302 kWh per month to avoid volumetric energy charges in an 14	

amount sufficient to offset the added bill impact of the proposed increased fixed charge. 15	

This would be equivalent to a reduction of 27% in household energy use for the average 16	

customer. The Company proposal is that the average customer must reduce consumption 17	

by 27% per year in order to offset the increased customer charge, against a rate that saves 18	

15% less with each kWh avoided, due to the proposed reduction in the energy charge. 19	

The Company not only proposes to increase the non-bypassable customer charge, but 20	

also to reduce the opportunity to avoid its impact. The higher fixed charge is a non-21	

bypassable connection tax that makes serious investment in energy efficiency less cost-22	

effective from the customer’s perspective. 23	

Q. Do these proposed changes impact customers who have invested in energy efficiency 24	

improvements? 25	
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A. Yes. Fixed charges are “unavoidable” and reduce the marginal value and the ultimate bill 1	

value to those customers who have taken action to reduce their energy consumption. 2	

These changes will also have a chilling impact on customers who are contemplating such 3	

energy efficiency investments. 4	

Q. How does a change to higher fixed charges and lower volumetric charges impact 5	

prior customer investments in energy efficiency? 6	

A. Allocation of costs to fixed, non-bypassable charges imposes an extraordinary burden and 7	

destroys investment-backed savings expectations on low energy users who have made 8	

significant prior investments in order to lower their bills. Customers and communities 9	

that invested in weatherization, equipment improvements, and building remodeling did so 10	

both to save money at the then-existing rates as well as to reduce exposure to future rate 11	

increases. 12	

 13	

 By breaking with practices (as voiced by Bonbright and others) that have been long 14	

considered settled matters, the increased fixed charges and decreased volumetric rate is 15	

like a regulatory taking. Customers who have made good faith investments in greater 16	

efficiency based on established rates and ratemaking practices would experience 17	

significant and unfair bill increases under the Company’s proposal.  18	

 19	

 As explained above, the Company’s proposal is like taking 3,624 kWh per year out of the 20	

planned savings stream for those customers (based on 302 kWh per month multiplied by 21	

12 months), extending the payback period they had planned upon and frustrating their 22	

investment economics. The proposed 15% reduction in the volumetric energy charge 23	

further compounds this problem by reducing the value of each saved kWh. This is 24	

irreversible damage to the customers that could be avoided without harm to the Company 25	
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by simply allocating the revenues associated with the fixed charge increase to volumetric 1	

rates. 2	

Q. Does the Company proposal to increase fixed customer charges take into 3	

consideration impacts on economic and energy efficiency?  4	

A. The Company witnesses assert that more programs will pass the RIM test due to the 5	

lower volumetric rates proposed. Otherwise, the Company witnesses do not address 6	

impacts on either past or future energy efficiency investments. Rather, the Company 7	

appears single-mindedly focused on collecting sunk fixed costs through fixed customer 8	

charges. This backwards thinking focus creates regressive impacts.  9	

 10	

 Worse, it sends a signal to customers that it is not worth investing in energy efficiency, 11	

conservation, or demand reduction, and sets up the economically perverse situation in 12	

which customers are charged for creating demand and then given weak or ineffective 13	

price signals to mitigate that cost-causation in the future. The Company proposals create 14	

significant barriers and impediments to energy efficiency, conservation, and renewables 15	

that would result in improper discrimination and in rates that do not comport with sound 16	

energy policy.  17	

Q. What is the ultimate impact of reduced energy efficiency, conservation, and 18	

development of renewable energy? 19	

A. Inefficient use means uneconomically high levels of energy consumption. These in turn 20	

lead to demand for more expensive infrastructure. The costs of these investments are 21	

levied on consumers and raise their rates. Following the Company’s logic in this rate 22	

application, a significant share of these costs would be allocated to fixed charges, 23	

creating higher non-bypassable charges. And so on. The Company proposal seems likely 24	

to start and accelerate a death spiral of electric service unaffordability. 25	
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THE OPTION OF RECOVERING REVENUES THROUGH VOLUMETRIC RATES 1	

Q. Does the Company have alternatives to allocating increased costs to fixed customer 2	

charges? 3	

A. Yes. A fixed customer charge is not the only mechanism for recovering fixed costs. 4	

Precisely because of the concerns that I summarized, utilities and regulators throughout 5	

the country have typically allocated a large proportion of fixed costs to volumetric rate 6	

elements for residential and small commercial customers. This process starts with a more 7	

reasonable basic customer cost approach to cost classification. The Company already 8	

uses a volumetric energy distribution charge that could help carry whatever revenue 9	

requirement is properly allocated to residential and commercial secondary customers, 10	

after backing out increases due to the minimum system and B&G methods. 11	

Q. Does the use of volumetric rates to carry fixed costs present a financial integrity risk 12	

to the utility that should be remedied with higher fixed charges? 13	

A. No. First, the ratemaking principle is that rates should reflect costs, not be perfectly 14	

aligned with cost structure. There is no statistical likelihood of any real risk to the 15	

Company’s financial integrity due to some customers using less energy than the utility 16	

had forecast in the interval between rate cases. The adverse impact on low use, low 17	

income, and fixed income elderly customers, as well as the economics of efficient use of 18	

energy, outweighs any hypothetical risk to the Company’s earnings. 19	

Q. Does the Company address any other opportunities to reduce the adverse impacts of 20	

its proposed fixed customer charge proposals? 21	

A. No. In particular, the Company does not assess the impact of allocating its proposed 22	

revenue requirements to volumetric distribution charges. The proposed change in fixed 23	

customer charges for residential customers seeks to recover about $68,169 million in 24	

additional revenue, and a 155% increase in the customer charge. This is an extreme rate 25	
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shock, especially for low users, many of whom are low income customers. Instead, 1	

assigning the revenue requirement to the volumetric energy charge would spread the 2	

increase across all energy use and cause an increase in the volumetric charge of only 1.3 3	

cents, or about 11% above current rates. This is still a large increase, but a much more 4	

gradual increase than that proposed, and one that also avoids the regressive impact on 5	

low-income and low-use customers.  6	

 7	

 This is only one option for rate design that could preserve price signals and mitigate 8	

regressive and bad policy impacts. Modification of the 1NCP cost allocator would also 9	

reduce the volumetric charge for residential customers and thus the ultimate rate impact. 10	

The Company’s failure to evaluate the option of reliance upon a volumetric charge 11	

suggests an unreasonable preoccupation with sunk costs and insufficient focus on the 12	

prospective impacts of its proposed rates. 13	

Q. Why is it appropriate to continue recovering fixed costs through volumetric rates? 14	

A. It is appropriate because of the price signal function of properly designed rates. Properly 15	

designed rates reflect properly allocated costs and send signals for efficient consumption 16	

in the future. Sunk fixed costs, the focus of the Company’s concern in its customer 17	

charge proposal, can be reflected in either the fixed charge or a volumetric charge. An 18	

efficient price signal relating to future fixed costs can only be communicated with a 19	

volumetric charge. That is why a volumetric charge is the optimal rate design in this case. 20	

Q. Does volumetric charge recovery of fixed costs violate principles of ratemaking or 21	

sub-optimize the economic efficiency of rates? 22	

A. No. Sound ratemaking is based on ensuring that costs are properly allocated to customer 23	

classes based on cost causation. I know of no ratemaking or economic principle that finds 24	

that cost structure must be replicated in rate design, especially when significant negative 25	
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policy impacts are attendant to that approach. Traditional ratemaking limits customer 1	

charges to certain basic customer connection costs—the meter, billing services, and other 2	

similar general and administrative costs. These are fixed costs that vary by customer 3	

count and typically form the basis and limit for fixed customer charges. Even so, when 4	

the policy impacts discussed above are considered, some of these costs are collected 5	

through variable charges. 6	

Q. When costs associated with distribution systems are classified as fixed, should they 7	

be collected through the fixed customer charge? 8	

A. Not necessarily, and not if the result is that low-usage customers are disproportionately 9	

impacted or that adverse impacts on energy efficiency, conservation, and renewables also 10	

result. Recently in other states, some utilities have argued that increased fixed customer 11	

charges secure revenue recovery in a world where customers have more options to reduce 12	

their level of usage. I am not aware of any evidence or analysis, and see none in this 13	

record, that increasing fixed customer charges improves system-wide economic 14	

efficiency or the efficiency of customer decisions. Absent evidence of system-wide or 15	

customer efficiency benefits, fixed customer charges should not be increased and costs 16	

should instead be allocated to variable charges. Again, the differences in costs that lead to 17	

labeling them as fixed or variable do not, standing alone, tell us anything about the rate 18	

design that should be used to recover them. 19	

Q. What is the key difference between fixed and variable costs? 20	

A. The key discriminator for labeling a cost as fixed or variable is the element of time. It is 21	

important to remember that over the long term, all costs are variable; just as over the very 22	

short term, one could argue all costs are fixed. For example, distribution transformers are 23	

typically treated as a fixed cost because of their relatively long life. Loading on a 24	

transformer, especially during periods of high demand, will impact its useful life. As a 25	
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result, demand reductions can extend the useful life of transformers.  1	

Q. How do residential customers exercise control over their variable and fixed costs? 2	

A. The benefit of using volumetric rates to recover both fixed and variable costs is that class 3	

costs are still properly reflected in rates, and that customers have meaningful, practical, 4	

and realistic opportunities to exercise control over their energy bills and costs. 5	

Reductions in use—through efficiency, conservation, or self-generation—all contribute to 6	

reductions in variable energy costs. Moreover, these behaviors also reduce high peak 7	

demand, and by doing so customers directly contribute to reduced fixed costs going 8	

forward. Efficiency, demand response, west-facing solar, and other options allow 9	

customers to contribute to fixed cost reduction, and all of these are frustrated by shifting 10	

cost recovery from volumetric to fixed charges, as proposed by the Company. 11	

Q. If the utility has costs that it classifies as fixed, should the charge to recover those 12	

costs be a fixed charge, in order to send a price signal to customers?  13	

A. No. There is no meaningful price signal in charging a rate that few if any customers can 14	

effectively respond to with modification in behavior. Residential and small commercial 15	

customers have only limited options for changing their demand independently of their 16	

energy use; so volumetric energy rates are the best rate design option for sending price 17	

signals for both energy and demand cost causation on a going-forward basis. A 18	

customer’s demand, especially for low-income and low-use customers, is a function of 19	

the energy performance of their home, which is often rented; their major appliances, 20	

which are often expensive to replace or upgrade; and the weather. Imposing high fixed 21	

costs on these customers is the economic regulation equivalent of suggesting to 22	

customers, “Let them eat cake.” 23	

Q. What is your recommendation for a rate design that would recover increased costs 24	

that the Company proposes to collect through increased fixed customer charges? 25	
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A. The prudent costs that the Company proposes to allocate to fixed customer charges 1	

should be allocated to volumetric rate elements unless and until the Company 2	

demonstrates the reasonableness of its proposed rate design in light of the potential 3	

adverse impacts discussed, and after consideration of the relative impacts of alternative 4	

rate designs. 5	

Q. Do increased fixed charges impact volumetric charges? 6	

A. Yes. The Company proposes in this case a direct shift of volumetric revenues to fixed 7	

customer charges. Allocating costs to fixed charges means that these costs are not 8	

allocated to volumetric charges. Volume of consumption is the most important aspect of 9	

electricity over which customers have control, so long as they choose to take any service 10	

at all. Lower volumetric charges weaken the short- and mid-term price signal customers 11	

receive relating to their consumption. In this way, increased fixed charges are 12	

economically equivalent to and exacerbate the uneconomic behavior encouraged by 13	

declining block electric rates. 14	

Q. What impact does the combination of higher fixed charges and lower volumetric 15	

charges have on consumption behavior, and what does that mean for rates? 16	

A. Allocation of costs to fixed, non-bypassable charges instead of volumetric charges 17	

reinforces the very consumption behavior that drives revenue requirements higher. Lower 18	

volumetric charges send a weaker signal to customers to take the kind of action that can, 19	

over the long term, reduce coincident peak demand and production, and transmission 20	

costs. Again, increased fixed charges are economically equivalent to and exacerbate the 21	

uneconomic behavior encouraged by declining block electric rates. 22	

Q. Are there other options for the Company to explore in rate restructuring? 23	

A. Yes. Other options include much more careful analysis of the B&G method.  24	

 If the Company believes customers would like a higher fixed monthly charge in 25	
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order to obtain an improvement in monthly bill stability, they should offer the rate 1	

in a limited pilot, alongside rates like the optional 3-part rate with demand charges.  2	

 If the Company believes there are inequitable intra-class subsidies under current 3	

rates, it should conduct the data collection and analysis to substantiate its beliefs. 4	

If the subsidies exist, the Company could propose class segmentation to address 5	

these inequities.  6	

 The Company has existing optional time-varying rates, including a time of use 7	

rate and an experimental critical peak pricing rate. If the Company believes that it 8	

is important to engage customers in demand cost reducing behavior, it could 9	

evaluate whether one of these rates should be made the standard rate (while 10	

retaining the current standard rate as an option). Of course, such rates would be 11	

highly ineffective unless customers were also provided real-time information 12	

about consumption and technology with which to control and reduce load. 13	

 Another method for engaging customers in demand cost reducing behavior would 14	

be for the Company to foster the expansion of demand response and demand 15	

reduction aggregation programs.  16	

These and other options would address the root causes that are driving the Company’s 17	

efforts to restructure rates, but without regressive and punitive impacts on customers 18	

facing the highest energy burdens. Finally, the Company could propose a comprehensive 19	

agenda of utility transformation in order to address the fundamental financial flaws in the 20	

throughput-based business model the utility currently operates under. 21	

Q. Does the Company have adequate systems in place to enable customers to respond 22	

to rates? 23	

A. No. The Company has expressed intentions to provide customers with historical and, 24	

eventually, real-time information about demand at some unspecified point in the future. 25	
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But adding insult to bill injury, the Company proposed to roll out even optional demand 1	

charge and time-variable rates without also providing customers with the tools to 2	

effectively manage their energy use. The Company must deploy customer functionality 3	

before it deploys rates that are built around responses to price signals. Otherwise the 4	

Company is proposing nothing more than the extraction of monopoly rents. 5	

 6	

THE BIGGER PICTURE 7	

Q. Is there a broader context that explains the Company’s effort to impose such 8	

regressive and unjustified residential rate changes? 9	

A. The Company finds itself in a similar situation as many electric utilities in the United 10	

States and around the world. The Company is operating under a business model that 11	

brings profitability and shareholder wealth only with relatively constant increases in 12	

throughput—sales of kilowatt hours. 13	

Q. What have been the long-term trends in energy sales and demand for the Company? 14	

A. Based on data in the Company’s 10-year site plans, the real volatility problem is in 15	

changes in energy sales and demand over the past 20 years. Figure KRR-8 shows that 16	

while there were major changes in and around the economic recession in 2008, the 17	

Company has long been impacted by severe volatility in energy and demand. 18	

 19	

 20	

 21	

 22	

 23	

 24	

 25	
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Figure KRR-8: Year over Year Changes in Retail Sales and Peak Summer Demand 1	

 2	

 3	

 4	

 5	

 6	

 7	

 8	

 9	

 10	

 11	

 12	

 13	

Source: Gulf Power Company 10-years Plans for 2005, 2010, 2016. 14	

Q. Given this volatility, is it reasonable for the Company to attempt to stabilize its 15	

revenues through the implementation of a massive increase in fixed customer 16	

charges and a shifting of fixed demand-related costs to the customer component of 17	

costs? 18	

A. No. It is understandable that the Company would try to fix its larger problems with rate 19	

restructuring, but it is not reasonable. The sales and demand volatility that the Company 20	

faces can only be addressed by focusing on the root causes of that volatility, and not upon 21	

the revenue flow symptoms. 22	

Q. Where should the Company commit its focus, in order to address the root causes of 23	

its sales and demand volatility? 24	

A. The Company should be working with customers to improve overall load factor through 25	



Direct Testimony of Karl R. Rábago 
Southern Alliance for Clean Energy 
The League of Women Voters of Florida                        
Florida PSC, Docket No. 160186-EI 

 

42	
 

deep dive energy efficiency and demand reduction programs. The Company should 1	

expand its efforts beyond the few thousands of customers it identifies as potential 2	

participants in its expanded DSM programs and seek transformational change in the way 3	

its customers use energy. Punitive rate restructuring that gives customers no real control 4	

over a large fraction of their bills is counterproductive to this transformation. The 5	

evidence does not demonstrate a significant residential intra-class subsidy problem. A 6	

simple review of the facts does show that the Company has a serious sales and demand 7	

volatility problem. On behalf of the public interest and the Company’s shareholders, the 8	

Company should address the core causes of its problems and not just propose a rate 9	

design band aid. 10	

 11	

CONCLUSION 12	

Q. What are your findings regarding the Company fixed customer charge proposals? 13	

A. My findings are summarized as follows: 14	

 The Company’s proposal to expand the scope of fixed customer charges for 15	

residential rate classes to include demand charges is at odds with long-established 16	

principles of regulatory ratemaking practice. 17	

 The Company has offered a deeply flawed and unsubstantiated argument in an effort 18	

to justify an unprecedented request to increase fixed customer charges for residential 19	

rate classes. 20	

 The Company has selected cost classification and allocation methods that result in 21	

unreasonably high customer costs for residential customers. 22	

 The Company has proposed a low-income subsidy program and enhanced energy 23	

efficiency programs that do not meaningfully address the many problems that would 24	

be created by the proposed residential rate restructuring. 25	
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 The Company has failed to adequately consider the adverse impacts that its proposed 1	

fixed customer charges would have on low income customers, economic efficiency, 2	

energy efficiency, conservation, and renewable energy. 3	

Q. How would you describe the Company proposal in broad economic terms? 4	

A. The Company seeks the Commission’s assistance in monopoly rent-seeking. That is, the 5	

Company wants to increase its wealth via guaranteed returns granted by the Commission 6	

through fixed customer charges that flow from a series of cost classification and 7	

allocation proposals. 8	

Q. Why does it matter that the Company has not justified its rate design proposals 9	

regarding fixed customer charges? 10	

A. The decisions about how to allocate class costs to rates through rate design involve 11	

important concerns relating to affordability, price signals, and congruence with state 12	

energy policy. The Company’s foundation for its residential rate proposals is inadequate 13	

in light of the significant repercussions for customers and the State generally, and it is 14	

therefore neither just nor reasonable. In my opinion, the Company’s proposals fail to 15	

meet the legal and regulatory burden the Company faces, and should be disapproved. 16	

 17	

RECOMMENDATIONS 18	

Q. What are your recommendations to the Commission? 19	

A. Based on my review of the evidence in this case, I make several recommendations: 20	

 The Commission should not approve the Company’s proposal to increase fixed 21	

customer charges applicable to Residential customers, and should direct that any 22	

approved revenue requirement associated with those proposed rate changes be 23	

allocated to the volumetric energy charges. 24	

 The Commission should not approve the Company’s use of the minimum system 25	
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approach for classifying customer costs and should direct the Company to employ an 1	

approach that assigns to the customer cost category those costs that vary solely or 2	

predominantly with changes in the customer count. 3	

 The Commission should not approve the Company’s proposal to use a 1NCP 4	

allocator for demand-related distribution costs, and should direct the Company to 5	

evaluate allocators that use many more hours in the non-coincident peak of customer 6	

classes or groups. 7	

Q. Does this conclude your testimony? 8	

A. Yes. 9	

 10	

 11	

 12	

 13	

 14	

 15	

 16	

 17	

 18	

 19	

 20	

 21	

 22	

  23	

  24	

 25	
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Executive Director, Pace Energy and Climate Center 
Elisabeth Haub School of Law 

78 North Broadway, White Plains, NY 10603 

c: +1.512.968.7543   e: krabago@law.pace.edu 

 

Summary 

Nationally recognized leader and innovator in electricity and energy law, policy, and regulation. 
Experienced as a public utility regulatory commissioner, educator, research and development program 
manager, utility executive, business builder, federal executive, corporate sustainability leader, 
consultant, and advocate. Highly proficient in advising, managing, and interacting with government 
agencies and committees, the media, citizen groups, and business associations. Successful track   
record of working with US Congress, state legislatures, governors, regulators, city councils, business 
leaders, researchers, academia, and community groups. National and international contacts through 
experience with Pace Energy and Climate Center, Austin Energy, AES Corporation, US Department  
of Energy, Texas Public Utility Commission, Jicarilla Apache Tribal Utility Authority, Cargill Dow 
LLC (now NatureWorks, LLC), Rocky Mountain Institute, CH2M HILL, Houston Advanced  
Research Center, Environmental Defense Fund, and others. Skilled attorney, negotiator, and advisor 
with more than twenty-five years of experience working with diverse stakeholder communities in 
electricity policy and regulation, emerging energy markets development, clean energy technology 
development, electric utility restructuring, smart grid development, and the implementation of 
sustainability principles. Extensive regulatory practice experience. Nationally recognized speaker on 
energy, environment and sustainable development matters. Managed staff as large as 250; responsible 
for operations of research facilities with staff in excess of 600. Developed and managed budgets in 
excess of $300 million. Law teaching experience at Pace University School of Law, University of 
Houston Law Center, and U.S. Military Academy at West Point. Post-doctorate degrees in 
environmental and military law. Military veteran. 

 
 

 
Employment 

PACE ENERGY AND CLIMATE CENTER, PACE UNIVERSITY SCHOOL OF LAW 

Executive Director: May 2014—Present. 

Leader of a team of professional and technical experts in energy and climate law, policy, and 
regulation. Secure funding for and manage execution of research, market development support, 
and advisory services for a wide range of funders, clients, and stakeholders with the overall goal 
of advancing clean energy deployment, climate responsibility, and market efficiency. Supervise a 
team of employees, consultants, and adjunct researchers. Provide learning and development 
opportunities for law students. Coordinate efforts of the Center with and support the 
environmental law faculty. Additional activities: 

• Co-Director and Principal Investigator, Northeast Solar Energy Market Coalition (2015- 
present). The NESEMC is a US Department of Energy’s SunShot Initiative Solar Market 
Pathways project. Funded under a cooperative agreement between the US DOE and Pace 
University, the NESEMC seeks to harmonize solar market policy and advance best policy 
and regulatory practices in the northeast United States. 

• Chairman of the Board, Center for Resource Solutions (1997-present). CRS is a not-for-profit 
organization based at the Presidio in California. CRS developed and manages the Green-e 
Renewable Electricity Brand, a nationally and internationally recognized branding program 
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for green power and green pricing products and programs. Past chair of the Green-e 
Governance Board (formerly the Green Power Board). 

• Director, Interstate Renewable Energy Council (IREC) (2012-present). IREC focuses on 
issues impacting expanded renewable energy use such as rules that support renewable energy 
and distributed resources in a restructured market, connecting small-scale renewables to the 
utility grid, developing quality credentials that indicate a level of knowledge and skills 
competency for renewable energy professionals. 

RÁBAGO ENERGY LLC 

Principal: July 2012—Present. Consulting practice dedicated to providing expert witness and 
policy formulation advice and services to organizations in the clean and advanced energy sectors. 
Recognized national leader in development and implementation of award-winning “Value of 
Solar” alternative to traditional net metering. Additional information at www.rabagoenergy.com. 

AUSTIN ENERGY – THE CITY OF AUSTIN, TEXAS 

Vice President, Distributed Energy Services: April 2009—June 2012. Executive in 8th largest 
public power electric utility serving more than one million people in central Texas. Responsible 
for management and oversight of energy efficiency, demand response, and conservation  
programs; low-income weatherization; distributed solar and other renewable energy technologies; 
green buildings program; key accounts relationships; electric vehicle infrastructure; and market 
research and product development. Executive sponsor of Austin Energy’s participation in an 
innovative federally-funded smart grid demonstration project led by the Pecan Street Project. Led 
teams that successfully secured over $39 million in federal stimulus funds for energy efficiency, 
smart grid, and advanced electric transportation initiatives. Additional activities included: 

• Director, Renewable Energy Markets Association. REMA is a trade association dedicated to 
maintaining and strengthening renewable energy markets in the United States. 

• Membership on Pedernales Electric Cooperative Member Advisory Board. Invited by the 
Board of Directors to sit on first-ever board to provide formal input and guidance on energy 
efficiency and renewable energy issues for the nation’s largest electric cooperative. 

THE AES CORPORATION 

Director, Government & Regulatory Affairs: June 2006—December 2008. Government and 
regulatory affairs manager for AES Wind Generation, one of the largest wind companies in the 
country. Manage a portfolio of regulatory and legislative initiatives to support wind energy   
market development in Texas, across the United States, and in many international markets. Active 
in national policy and the wind industry through work with the American Wind Energy 
Association as a participant on the organization’s leadership council. Also served as Managing 
Director, Standards and Practices, for Greenhouse Gas Services, LLC, a GE and AES venture 
committed to generating and marketing greenhouse gas credits to the U.S. voluntary market. 
Authored and implemented a standard of practice based on ISO 14064 and industry best 
practices. Commissioned the development of a suite of methodologies and tools for various 
greenhouse gas credit-producing technologies. Also served as Director, Global Regulatory 
Affairs, providing regulatory support and group management to AES’s international electric 
utility operations on five continents. Additional activities: 

• Director and past Chair, Jicarilla Apache Nation Utility Authority (1998 to 2008). Located in 
New Mexico, the JAUA is an independent utility developing profitable and autonomous 
utility services that provides natural gas, water utility services, low income housing, and 
energy planning for the Nation. Authored “First Steps” renewable energy and energy 
efficiency strategic plan. 
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HOUSTON ADVANCED RESEARCH CENTER 

Group Director, Energy and Buildings Solutions: December 2003—May 2006. Leader of energy 
and building science staff at a mission-driven not-for-profit contract research organization based 
in The Woodlands, Texas. Responsible for developing, maintaining and expanding upon 
technology development, application, and commercialization support programmatic activities, 
including the Center for Fuel Cell Research and Applications, an industry-driven testing and 
evaluation center for near-commercial fuel cell generators; the Gulf Coast Combined Heat and 
Power Application Center, a state and federally funded initiative; and the High Performance 
Green Buildings Practice, a consulting and outreach initiative. Secured funding for major new 
initiative in carbon nanotechnology applications in the energy sector. Developed and launched 
new and integrated program activities relating to hydrogen energy technologies, combined heat 
and power, distributed energy resources, renewable energy, energy efficiency, green buildings, 
and regional clean energy development. Active participant in policy development and regulatory 
implementation in Texas, the Southwest, and national venues. Frequently engaged with policy, 
regulatory, and market leaders in the region and internationally. Additional activities: 

• President, Texas Renewable Energy Industries Association. As elected president of the 
statewide business association, leader and manager of successful efforts to secure and 
implement significant expansion of the state’s renewable portfolio standard as well as other 
policy, regulatory, and market development activities. 

• Director, Southwest Biofuels Initiative. Established the Initiative acts as an umbrella structure 
for a number of biofuels related projects, including emissions evaluation for a stationary 
biodiesel pilot project, feedstock development, and others. 

• Member, Committee to Study the Environmental Impacts of Windpower, National 
Academies of Science National Research Council. The Committee was chartered by 
Congress and the Council on Environmental Quality to assess the impacts of wind power on 
the environment. 

• Advisory Board Member, Environmental & Energy Law & Policy Journal, University of 
Houston Law Center. 

CARGILL DOW LLC (NOW NATUREWORKS, LLC) 

Sustainability Alliances Leader: April 2002—December 2003. Founded in 1997, NatureWorks, 
LLC is based in Minnetonka, Minnesota. Integrated sustainability principles into all aspects of a 
ground-breaking biobased polymer manufacturing venture. Responsible for maintaining, 
enhancing and building relationships with stakeholders in the worldwide sustainability 
community, as well as managing corporate and external sustainability initiatives. NatureWorks is 
the first company to offer its customers a family of polymers (polylactide – “PLA”) derived 
entirely from annually renewable resources with the cost and performance necessary to compete 
with packaging materials and traditional fibers; now marketed under the brand name “Ingeo.” 

• Successfully completed Minnesota Management Institute at University of Minnesota Carlson 
School of Management, an alternative to an executive MBA program that surveyed 
fundamentals and new developments in finance, accounting, operations management, 
strategic planning, and human resource management. 

ROCKY MOUNTAIN INSTITUTE 

Managing Director/Principal: October 1999–April 2002. In two years, co-led the team and grew 
annual revenues from approximately $300,000 to more than $2 million in annual grant and 
consulting income. Co-authored “Small Is Profitable,” a comprehensive analysis of the benefits of 
distributed energy resources. Worked to increase market opportunities for clean and distributed 
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energy resources through consulting, research, and publication activities. Provided consulting and 
advisory services to help business and government clients achieve sustainability through 
application and incorporation of Natural Capitalism principles. Frequent appearance in media at 
international, national, regional and local levels. 

• President of the Board, Texas Ratepayers Organization to Save Energy. Texas R.O.S.E. is a 
non-profit organization advocating low-income consumer issues and energy efficiency 
programs. 

• Co-Founder and Chair of the Advisory Board, Renewable Energy Policy Project-Center for 
Renewable Energy and Sustainable Technology. REPP-CREST was a national non-profit 
research and internet services organization. 

CH2M HILL 

Vice President, Energy, Environment and Systems Group: July 1998–August 1999. Responsible 
for providing consulting services to a wide range of energy-related businesses and organizations, 
and for creating new business opportunities in the energy industry for an established engineering 
and consulting firm. Completed comprehensive electric utility restructuring studies for the states 
of Colorado and Alaska. 

PLANERGY 

Vice President, New Energy Markets: January 1998–July 1998. Responsible for developing and 
managing new business opportunities for the energy services market. Provided consulting and 
advisory services to utility and energy service companies. 

ENVIRONMENTAL DEFENSE FUND 

Energy Program Manager: March 1996–January 1998. Managed renewable energy, energy 
efficiency, and electric utility restructuring programs for a not-for-profit environmental group  
with a staff of 160 and over 300,000 members. Led regulatory intervention activities in Texas and 
California. In Texas, played a key role in crafting Deliberative Polling processes. Initiated and 
managed nationwide collaborative activities aimed at increasing use of renewable energy and 
energy efficiency technologies in the electric utility industry, including the Green-e Certification 
Program, Power Scorecard, and others. Participated in national environmental and energy 
advocacy networks, including the Energy Advocates Network, the National Wind Coordinating 
Committee, the NCSL Advisory Committee on Energy, and the PV-COMPACT Coordinating 
Council. Frequently appeared before the Texas Legislature, Austin City Council, and regulatory 
commissions on electric restructuring issues. 

UNITED STATES DEPARTMENT OF ENERGY 

Deputy Assistant Secretary, Utility Technologies: January 1995–March 1996. Manager of the 
Department’s programs in renewable energy technologies and systems, electric energy systems, 
energy efficiency, and integrated resource planning. Supervised technology research,  
development and deployment activities in photovoltaics, wind energy, geothermal energy, solar 
thermal energy, biomass energy, high-temperature superconductivity, transmission and 
distribution, hydrogen, and electric and magnetic fields. Developed, coordinated, and advised on 
legislation, policy, and renewable energy technology development within the Department, among 
other agencies, and with Congress. Managed, coordinated, and developed international 
agreements for cooperative activities in renewable energy and utility sector policy, regulation,  
and market development between the Department and counterpart foreign national entities. 
Established and enhanced partnerships with stakeholder groups, including technology firms, 
electric utility companies, state and local governments, and associations. Supervised development 
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and deployment support activities at national laboratories. Developed, advocated and managed a 
Congressional budget appropriation of approximately $300 million. 

STATE OF TEXAS 

Commissioner, Public Utility Commission of Texas. May 1992–December 1994. Appointed by 
Governor Ann W. Richards. Regulated electric and telephone utilities in Texas. Laid the 
groundwork for legislative and regulatory adoption of integrated resource planning, electric utility 
restructuring, and significantly increased use of renewable energy and energy efficiency resources. 
Co-chair and organizer of the Texas Sustainable Energy Development Council. Vice-              
Chair of the National Association of Regulatory Utility Commissioners (NARUC) Committee on 
Energy Conservation. Member and co-creator of the Photovoltaic Collaborative Market Project to 
Accelerate Commercial Technology (PV-COMPACT). Member, Southern States Energy Board 
Integrated Resource Planning Task Force. Member of the University of Houston Environmental 
Institute Board of Advisors. 

LAW TEACHING 

Professor for a Designated Service: Pace University Law School, 2014-present. Non-tenured 
member of faculty. Courses taught: Energy Law. Supervise a student clinical effort that engages in 
a wide range of advocacy, analysis, and research activities in support of the mission of the Pace 
Energy and Climate Center. 

Associate Professor of Law: University of Houston Law Center, 1990–1992. Full time, tenure 
track member of faculty. Courses taught: Criminal Law, Environmental Law, Criminal 
Procedure, Environmental Crimes Seminar, Wildlife Protection Law. Provided pro bono legal 
services in administrative proceedings and filings at the Texas Public Utility Commission. 

Assistant Professor: United States Military Academy, West Point, New York, 1988–1990. 
Member of the faculty in the Department of Law. Honorably discharged in August 1990, as  
Major in the Regular Army. Courses taught: Constitutional Law, Military Law, and 
Environmental Law Seminar. Greatly expanded the environmental law curriculum and laid 
foundation for the concentration program in law. While carrying a full time teaching load, earned 
a Master of Laws degree in Environmental Law. Established a program for subsequent 
environmental law professors to obtain an LL.M. prior to joining the faculty. 

LITIGATION 

Trial Defense Attorney and Prosecutor, U.S. Army Judge Advocate General’s Corps, Fort Polk, 
Louisiana, January 1985–July 1987. Assigned to Trial Defense Service and Office of the Staff 
Judge Advocate. Prosecuted and defended more than 150 felony-level courts-martial. As 
prosecutor, served as legal officer for two brigade-sized units (approximately 5,000 soldiers), 
advising commanders on appropriate judicial, non-judicial, separation, and other actions. 
Pioneered use of some forms of psychiatric and scientific testimony in administrative and judicial 
proceedings. 

NON-LEGAL MILITARY SERVICE 

Armored Cavalry Officer, 2d Squadron 9th  Armored Cavalry, Fort Stewart, Georgia, May 1978– 
August 1981. Served as Logistics Staff Officer (S-4). Managed budget, supplies, fuel, 
ammunition, and other support for an Armored Cavalry Squadron. Served as Support Platoon 
Leader for the Squadron (logistical support), and as line Platoon Leader in an Armored Cavalry 
Troop. Graduate of Airborne and Ranger Schools. Special training in Air Mobilization Planning 
and Nuclear, Biological and Chemical Warfare. 
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Formal Education 

LL.M., Environmental Law, Pace University School of Law, 1990: Curriculum designed to 
provide breadth and depth in study of theoretical and practical aspects of environmental law. Courses 
included: International and Comparative Environmental Law, Conservation Law, Land Use Law, 
Seminar in Electric Utility Regulation, Scientific and Technical Issues Affecting Environmental Law, 
Environmental Regulation of Real Estate, Hazardous Wastes Law. Individual research with Hudson 
Riverkeeper Fund, Garrison, New York. 

LL.M., Military Law, U.S. Army Judge Advocate General’s School, 1988: Curriculum designed 
to prepare Judge Advocates for senior level staff service. Courses included: Administrative Law, 
Defensive Federal Litigation, Government Information Practices, Advanced Federal Litigation, 
Federal Tort Claims Act Seminar, Legal Writing and Communications, Comparative International 
Law. 

J.D. with Honors, University of Texas School of Law, 1984: Attended law school under the U.S. 
Army Funded Legal Education Program, a fully funded scholarship awarded to 25 or fewer officers 
each year. Served as Editor-in-Chief (1983–84); Articles Editor (1982–83); Member (1982) of the 
Review of Litigation. Moot Court, Mock Trial, Board of Advocates. Summer internship at Staff 
Judge Advocate’s offices. Prosecuted first cases prior to entering law school. 

B.B.A., Business Management, Texas A&M University, 1977: ROTC Scholarship (3–yr).   
Member: Corps of Cadets, Parson’s Mounted Cavalry, Wings & Sabers Scholarship Society,  
Rudder’s Rangers, Town Hall Society, Freshman Honor Society, Alpha Phi Omega service fraternity. 
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Selected Publications 

“Achieving very high PV penetration – The need for an effective electricity remuneration framework and a 
central role for grid operators,” Richard Perez (corresponding author), Energy Policy, Vol. 96, pp. 27-35 
(2016). 

“The Net Metering Riddle,” Electricity Policy.com, April 2016. 

“The Clean Power Plan,” Power Engineering Magazine (invited editorial), Vol. 119, Issue 12 (Dec. 2, 
2015) 

“The ‘Sharing Utility:’ Enabling & Rewarding Utility Performance, Service & Value in a Distributed 
Energy Age,” co-author, 51st  State Initiative, Solar Electric Power Association (Feb. 27, 2015) 

“Rethinking the Grid: Encouraging Distributed Generation,” Building Energy Magazine, Vol. 33, No. 1 
Northeast Sustainable Energy Association (Spring 2015) 

“The Value of Solar Tariff: Net Metering 2.0,” The ICER Chronicle, Ed. 1, p. 46 [International 
Confederation of Energy Regulators] (December 2013) 

“A Regulator’s Guidebook: Calculating the Benefits and Costs of Distributed Solar Generation,” co- 
author, Interstate Renewable Energy Council (October 2013) 

“The ‘Value of Solar’ Rate: Designing an Improved Residential Solar Tariff,” Solar Industry, Vol. 6, No. 
1 (Feb. 2013) 

“A Review of Barriers to Biofuels Market Development in the United States,” 2 Environmental & Energy 
Law & Policy Journal 179 (2008) 

“A Strategy for Developing Stationary Biodiesel Generation,” Cumberland Law Review, Vol. 36, p.461 
(2006) 

“Evaluating Fuel Cell Performance through Industry Collaboration,” co-author, Fuel Cell Magazine 
(2005) 

“Applications of Life Cycle Assessment to NatureWorks™ Polylactide (PLA) Production,” co-author, 
Polymer Degradation and Stability 80, 403-19 (2003) 

“An Energy Resource Investment Strategy for the City of San Francisco: Scenario Analysis of Alternative 
Electric Resource Options,” contributing author, Prepared for the San Francisco Public Utilities 
Commission, Rocky Mountain Institute (2002) 

“Small Is Profitable: The Hidden Economic Benefits of Making Electrical Resources the Right Size,” co- 
author, Rocky Mountain Institute (2002) 

“Socio-Economic and Legal Issues Related to an Evaluation of the Regulatory Structure of the Retail 
Electric Industry in the State of Colorado,” with Thomas E. Feiler, Colorado Public Utilities Commission 
and Colorado Electricity Advisory Panel (April 1, 1999) 

“Study of Electric Utility Restructuring in Alaska,” with Thomas E. Feiler, Legislative Joint Committee 
on electric Restructuring and the Alaska Public Utilities Commission (April 1, 1999) 

“New Markets and New Opportunities: Competition in the Electric Industry Opens the Way for 
Renewables and Empowers Customers,” EEBA Excellence (Journal of the Energy Efficient Building 
Association) (Summer 1998) 

“Building a Better Future: Why Public Support for Renewable Energy Makes Sense,” Spectrum: The 
Journal of State Government (Spring 1998) 
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“The Green-e Program: An Opportunity for Customers,” with Ryan Wiser and Jan Hamrin, Electricity 
Journal, Vol. 11, No. 1 (January/February 1998) 

“Being Virtual: Beyond Restructuring and How We Get There,” Proceedings of the First Symposium on 
the Virtual Utility, Klewer Press (1997) 

“Information Technology,” Public Utilities Fortnightly (March 15, 1996) 

“Better Decisions with Better Information: The Promise of GIS,” with James P. Spiers, Public Utilities 
Fortnightly (November 1, 1993) 

“The Regulatory Environment for Utility Energy Efficiency Programs,” Proceedings of the Meeting on 
the Efficient Use of Electric Energy, Inter-American Development Bank (May 1993) 

“An Alternative Framework for Low-Income Electric Ratepayer Services,” with Danielle Jaussaud and 
Stephen Benenson, Proceedings of the Fourth National Conference on Integrated Resource Planning, 
National Association of Regulatory Utility Commissioners (September 1992) 

“What Comes Out Must Go In: The Federal Non-Regulation of Cooling Water Intakes Under Section 316 
of the Clean Water Act,” Harvard Environmental Law Review, Vol. 16, p. 429 (1992) 

“Least Cost Electricity for Texas,” State Bar of Texas Environmental Law Journal, Vol. 22, p. 93 (1992) 

“Environmental Costs of Electricity,” Pace University School of Law, Contributor–Impingement and 
Entrainment Impacts, Oceana Publications, Inc. (1990) 
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Date Proceeding Case/Docket # On Behalf Of: 

Dec. 21, 
2012 

VA Electric & Power Special 
Solar Power Tariff 

Virginia SCC Case # 
PUE-2012-00064 

Southern Environmental Law 
Center 

May 10, 
2013 

Georgia Power Company 2013 
IRP 

Georgia PSC Docket # 
36498 

Georgia Solar Energy 
Industries Association 

Jun. 23, 
1203 

Louisiana Public Service 
Commission Re-examination 
of Net Metering Rules 

Louisiana PSC Docket # 
R-31417 

Gulf States Solar Energy 
Industries Association 

Aug. 29, 
2013 

DTE (Detroit Edison) 2013 
Renewable Energy Plan 
Review (Michigan) 

Michigan PUC Case # U-
17302 

Environmental Law and Policy 
Center 

Sep. 5, 
2013 

CE (Consumers Energy) 2013 
Renewable Energy Plan 
Review (Michigan) 

Michigan PUC Case # U-
17301 

Environmental Law and Policy 
Center 

Sep. 27, 
2013 

North Carolina Utilities 
Commission 2012 Avoided 
Cost Case 

North Carolina Utilities 
Commission Docket # E-
100, Sub. 136 

North Carolina Sustainable 
Energy Association 

Oct. 18, 
2013 

Georgia Power Company 2013 
Rate Case 

Georgia PSC Docket # 
36989 

Georgia Solar Energy 
Industries Association 

Nov. 4, 
2013 

PEPCO Rate Case (District of 
Columbia) 

District of Columbia PSC 
Formal Case # 1103 

Grid 2.0 Working Group & 
Sierra Club of Washington, D.C. 

Apr. 24, 
2014 

Dominion Virginia Electric 
Power 2013 IRP 

Virginia SCC Case # 
PUE-2013-00088 

Environmental Respondents 

May 7, 
2014 

Arizona Corporation 
Commission Investigation on 
the Value and Cost of 
Distributed Generation 

Arizona Corporation 
Commission Docket # E-
00000J-14-0023 

Rábago Energy LLC (invited 
presentation and workshop 
participation) 

Jul. 10, 
2014 

North Carolina Utilities 
Commission 2014 Avoided 
Cost Case 

North Carolina Utilities 
Commission Docket # E-
100, Sub. 140 

Southern Alliance for Clean 
Energy 

Jul. 23, 
2014 

Florida Energy Efficiency and 
Conservation Act, Goal 
Setting – FPL, Duke, TECO, 
Gulf 

Florida PSC Docket # 
130199-EI, 130200-EI, 
130201-EI, 130202-EI 

Southern Alliance for Clean 
Energy 

Sep. 19, 
2014 

Ameren Missouri’s 
Application for Authorization 
to Suspend Payment of Solar 
Rebates 

Missouri PSC File No. 
ET-2014-0350, Tariff # 
YE-2014-0494 

Missouri Solar Energy 
Industries Association 

Aug. 6, 
2014 

Appalachian Power Company 
2014 Biennial Rate Review 

Virginia SCC Case # 
PUE-2014-00026 

Southern Environmental Law 
Center (Environmental 
Respondents) 
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Aug. 13, 
2014 

Wisconsin Public Service 
Corp. 2014 Rate Application 

Wisconsin PSC Docket # 
6690-UR-123 

RENEW Wisconsin and 
Environmental Law & Policy 
Center 

Aug. 28, 
2014 

WE Energies 2014 Rate 
Application 

Wisconsin PSC Docket # 
05-UR-107 

RENEW Wisconsin and 
Environmental Law & Policy 
Center 

Sep. 18, 
2014 

Madison Gas & Electric 
Company 2014 Rate 
Application 

Wisconsin PSC Docket # 
3720-UR-120 

RENEW Wisconsin and 
Environmental Law & Policy 
Center 

Sep. 29, 
2014 

SOLAR, LLC v. Missouri 
Public Service Commission 

Missouri District Court 
Case # 14AC-CC00316 

SOLAR, LLC 

Jan. 28, 
2016 (date 
of CPUC 
order) 

Order Instituting Rulemaking 
to Develop a Successor to 
Existing Net Energy Metering 
Tariffs, etc. 

California PUC 
Rulemaking 14-07-002 

The Utility Reform Network 
(TURN) 

Mar. 20, 
2015 

Orange and Rockland Utilities 
2015 Rate Application 

New York PSC Case # 
14-E-0493 

Pace Energy and Climate 
Center 

May 22, 
2015 

DTE Electric Company Rate 
Application 

Michigan PSC Case # U-
17767 

Michigan Environmental 
Council, NRDC, Sierra Club, and 
ELPC 

Jul. 20, 
2015 

Hawaiian Electric Company 
and NextEra Application for 
Change of Control 

Hawai’i PUC Docket # 
2015-0022 

Hawai’i Department of 
Business, Economic 
Development, and Tourism 

Sep. 2, 
2015 

Wisc. PSCo Rate Application Wisconsin PSC Case # 
6690-UR-124 

ELPC 

Sep. 15, 
2015 

Dominion Virginia Electric 
Power 2015 IRP 

VA SCC Case # PUE-
2015-00035 

Environmental Respondents 

Sep. 16, 
2015 

NYSEG & RGE Rate Cases New York PSC Cases 15-
E-0283, -0285 

Pace Energy and Climate 
Center 

Oct. 14, 
2015 

Florida Power & Light 
Application for CCPN for Lake 
Okeechobee Plant 

Florida PSC Case 
150196-EI 

Environmental Confederation 
of Southwest Florida 

Oct. 27, 
2015 

Appalachian Power Company 
2015 IRP 

VA SCC Case # PUE-
2015-00036 

Environmental Respondents 

Nov. 23, 
2015 

Narragansett Electric 
Power/National Grid Rate 
Design Application 

Rhode Island PUC Docket 
No. 4568 

Wind Energy Development, 
LLC 

Dec. 8, 
2015 

State of West Virginia, et al., 
v. U.S. EPA, et al. 

U.S. Court of Appeals for 
the District of Columbia 
Circuit Case No. 15-1363 
and Consolidated Cases 
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PREFACE 

"I must admit that I possess no ins.linct by which to know the 'rea
sonable' from the 'unreasonable' in prices and must seek some con
scious design for decision." Justice Jackson, dissenting, Federal Power 
Commission v. Hope Natural Gas Co., 320 U.S. 591 at 645 (1944). 

Public utilities, including railroads, conduct their business under 

a legal duty to supply satisfactory service at rates that are "rea

sonable" and not "unduly discriminatory." But what attributes 

must their rates possess in order to meet this twofold standard of 

validity? This is a question with which I have long been con· 
cerned from the standpoint of an economist, alike in the uni
versity classroom, as a public official, and as a participant in dis

puted rate cases. Having written from time to time on particular 

aspects of this many-sided question, I am now surveying the 
subject in a more comprehensive manner. But the survey is 

not a descriptive treatise on public utility rates or rate regulation. 
Instead, it is designed to complement the existing treatises by 

centering attention on the basic criteria of reasonable rates rather 
than on the many problems of application and administration. 

In writing this book it has been my hope to make some contribu· 
tion toward bridging the wide gap which unfortunately exists 

in this country between the thinking of the academic economists 
and that of the actual rate makers and rate regulators with respect 

to the goals of rate-making policy. As an economist, my own 

views are naturally colored by those of my profession. But I have 
tried to present these views in a form understandable to readers 

outside this profession, and with an awareness that rate-making· 

practice must be governed partly by considerations foreign to the 

more abstract types of utility rate theory. 
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viii PREFACE 

The major theme of the entire book, first set forth in Chapter 
II and developed in the following chapter, can here be stated 
briefly. Reasonable public utility rates, like reasonable prices in 
general, are rates designed to perform with reasonable effectiveness 
multiple functions as instruments of social control. But a system of 
rates that would be best designed to perform any one of these fu nc
tions is unlikely also to be the best that could be designed to per
form any of the others. Hence, to a substantial extent, sound rate
making policy is a policy of reasonable compromise among partly 
conflicting objectives. 

A word is in order as to the division of the twenty chapters 
into three major parts. The textbooks on public utility economics, 
as well as the actual rate cases before courts and commissions, 
draw a primary distinction between the criteria of reasonable rate 
levels and the criteria of reasonable rate structures or rate differ
entials. This is an important distinction, and I have followed it 
in devoting Part Two to the former subject and Part Three to 
the latter. But cutting right across this distinction, the chapters of 
Par_t One (except for Chapter IX) will first review possible alter
native or complementary standards and measures of reasonable 
or optimum rates that are germane to the whole field of rate 

r makin~. The resulting thn;e!old divisi~n of subject matter_ lead;) 
) ~~petitiOn of earlier matenal in lat~.L~ 
\ ~· But I trust that the insight to be gained from the crossj 
Lcjassification is worth its necessary cost. 

In illustrating the basic principles of public utility rate making, 
I have cited examples from different utility industries including, 
on occasion, the railroads. For the most part, however, I have 
been concerned with the more nearly monopolized types of utility 
enterprise, and especially with the electric utilities, with whose 
problems I have had the most experience. It was my early intention 
to include a special chapter on that most frustrating of all current 
public utility problems-the regulation of natural-gas rates. But 
a tentative draft of such a chapter left me so dissatisfied that I 
have hopefully pqstponed publication pending further study. 

I am indebted to so many public utility specialists for con
ferences and correspondence which have influenced the writing 
of these chapters that any attempt to express this debt here 
would be almost hopeless. But it gives me pleasure to thank par· 

PREFACE IX 

ticularly the following friends who have kindly read chapters 
in manuscript and who have given me the benefit of their sug
gestions and criticisms: Mr. John Alden Bliss, Mr. ~ordon R. 
Corey, Professor James L. Dohr, Professor Ro~Jert Etsner, Mr. 
Franklin]. Leerburger. Mr. 0. Townsend Mad1tllan, Mr. Hubert 
Nexon, Mr. Maurice R. Scharff, Professor William S. Vickrey, 
and Mr. Joseph L. Weiner. To Mr. Raymoud]. Dixon, Editor _of 
the Columbia University Press, I also express my keen appreCia
tion for his expert and painstaking editorial work in the prepara
tion of the manuscript for publication. 

Finally, I owe a debt of gratitude to the Ford Foundation and 
to the Columbia University Council for Research in the Social 
Sciences for grants-in-aid that have permitted me to secure leaves 
from teaching duties-leaves without which the completion of 
this study would have been postponed indefinitely. 

Columbia University 
October 10, 1960 

JAMES C. BONBRlGHT 



Docket No. 160186-EI 
Principles of Public Utility Rates 

Exhibit KRR-3, Page 9 of 226

0 
0 
0 
0 
-.......! 

CONTENTS 

PART oNE. Basic Standards of Reasonable Rates 

I. The Public Utility Concept 

u. The Public Interest as the Assumed Goal of Rate 
Making 

m. The Role of Public Utility Rates 

IV. Cost of Service as the Basic Standard of Reasonableness 

v. Value of Service as an Ancillary Standard 

VI. Competitive Price as a Norm of Rate Regulation 

VH. Social Principles of Rate Making 

VIU. Fairness versus Functional Efficiency as Objectives of 
Rate·Making Policy 

IX. Rate·Level Standards and Rate-Structure Standards 

PART Two. Fair-Return Standards of a .:. 
Reasonable Rate Level 

x. Criteria of a Fair Return 

XL The Rate Base: Cost or Value 

3 

66 

82 

93 

109 

121 

135 

147 

159 



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 10 of 226

0 
0 
0 
0 
CX> 

xii 
CONTENTS 

XII. The Rate Base: Actual Cost with or withom Adjust· 
ment for Price-Level Changes 172 

XIII. The Rate Base: Allowances for Depreciation under 
an Actual-Cost Standard 

XIV. The Rate Base: Replacement Cost as an Alternative 
Standard 224 

xv. The Fair Rate of Return 

PART THREE. The Rate Structure 

XVI. Criteria of a Sound Rate Structure 

XVII. Marginal Costs, Short-Run and Long-Run 

xvm. Fully Distributed Costs 

XIX. Discrimination, Due and Undue 

xx. The Philosophy of Marginal-Cost Pricing 

Publications Cited in Footnotes 

Table of Cited Cases 

Index 

337 

s6g 

420 

,-. 
' 

PART ONE 

Basic Standards of Reasonable Rates 



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 11 of 226

0 
0 
0 
0 
<D 

I 

THE PUBLIC UTILITY CONCEPT 

This is a study of the standards of reasonable or optimum prices 
~.applied, or proposed for application, to that limited but vitally 
1\mportant class of business enterprises called "public utilities." 

Since the relevant standards must depend in part on the special 
character of the enterprises under review, a foreword on this 
character is in order. But the foreword will be brief, since it is 
designed merely to supplement the more extensive discussions 
in the general treatises on public utility law and econo:;m~l!.::·c~s-.. _ _.:..... 

The term "public utility" is one of popular usage rather than 
of precise definition, and writers are not uniform in extending its 
scope to newer types of regulated enterprise, such as radio and 
television broadcasting.1 For present purposes, however, the ex
tension of the public utility concept need not concern us, since 

, the basic principles of reasonable rates can best be developed by 
reference to the traditional public utilities-to those enterprises 
that have long been subject either to outright public ownership 
or else to government regulation of prices and of services. In the 
United States the control has usually taken the form of regulated 
private ownership, and this is the form that will be assumed 
throughout most of our discussion of price policy. It should not 

1 The American judicial opinions on the constitutionality of price-fixing statutes 
have used the phrase "business affected with a public interest" more frequently 
than the term "public utility" as a designation of a type of enterprise subject to 
special regulation. There has been a tendency to use the former phrase in a 
broader sense, restricting "public utility" to an enterprise enjoying special grants 
of authority and operating under an obligation to serve all applicants without 
"undue discrimination." Statutes sometimes apply special-purpose definitions, as 
does the Federal Public Utility Holding Company Act of 1935, which restricts 
the term "public utility company" to a company doing a gas or electric business. 
In Wall Street parlance, though not in law, the railroads are not classed as "public 
utilities." 
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4 THE PUBLIC UTILITY CONCEPT 

be inferred, however, that an economic theory of public utility 
rates which is valid under private ownership becomes invalid 
under public ownership, and vice versa. On the contrary, the es· 
sential principles, as developed in these chapters, apply with 
modification under both forms of organization. 

For the purpose of this study an enterprise is not regarded as a 
public utility unless the regulation to which it is subject includes 
direct control of its rates of charge for services. But governmental 
price control alone is not enough to confer public utility status 
upon an enterprise or an industry. By a generally, though not 
universally, accepted linguistic convention, there is the further 
requirement that the primary purpose of the regulation must be, 
ostensibly at least, the protection of the public in the role of 
consumers rather than in the role either of producers or of tax
payers.2 For this reason if for no other, milk production was not 
converted into a public utility industry by the passage of state 
and Federal milk-price control laws; and the same statement ap
plies to coal production under the former Guffey Act or to agri
culture under the Federal farm-product price supports. To be 
sure, defenders of these price-support laws have often contended 
that they are really in the long-run interests of the consumers. But 
the defense comes from spokesmen for the producers. 

Most public utilities can be divided conveniently into two 
major classes: ( 1) those enterprises which supply, directly or in
directly, continuous or repeated services through more or less 
permanent ph_ysical connections between the plant of the supplier 
and the premises of the consumer; and (2) the public transporta
tion agencies. The most important members of the first class are 
the enterprises supplying electricity, gas, water, and telephone 
communication. The transportation agencies are sometimes di
vided into (I) the "steam" railroads along with competing forms 
of intercity public transportation, and (2) the local transit systems. 
:rranspo~tation, however, presents problems of unusual complex
Ity ~nd IS the~efore often reserve~ for special treatises that pay 
detailed attention, among other thmgs, to the highly competitive 
nature of modern transport.8 This book will cite illustrations of 

""Pro.tection of co?sumers against exploitation at the hands of Natural-Gas 
co~pan~es was the pnmary aim of the Natural Gas Act." Phillips Petroleum Co. v. 
Wtsconsm, 347 U.S. 671, 68~ (19!)4). 

• One reason why transportation is so frequently treated as a separate mbject 

THE PUBLIC UTILITY CONCEPT 5 

rate-making problems in the railroad or local transit fields. But 
the systematic development of principles will have primary 
reference to the nontransport utilities, and especially to the elec
tric companies. The reason for this narrowed .emphasis lies in the 
closer approach to monopoly enjoyed by these latter companies 
along with the telephone systems. 

Despite the distinction just drawn between the transportation 
agencies and the nontransport utilities, even most of the latter 
utilities do a transportation business if we use ''transportation" 
in a broad sense to include what are more frequently called 
"transmission" and (in gas and electricity parlance) "distribu
tion." True, a local utility company may have a production or 
manufacturing department, as does an electric company which 
generates its own power or a gas company which manufactures 
its own gas. But the transmission-distribution phase of the 
business is a vital part of most public utility systems and may 
constitute the major component of the total cost of service. More
over, even though the entire utility system is usually subject to 
regulation, it is likely to have derived its recognized utility status 
from the department of the operations concerned with dte trans
fer of the gas, or the electricity, or the telephone messages from 
one location to another. 4 The economic significance of this fact 
will be noted in a later paragraph in this chapter. 

"PRIVATE" BUSINESS VERSUS BUSINESS 

"AFFECTED WITH A PUBLIC INTEREST" 

\Ve have already in effect defined a public utility as any enter
prise subject to regulation, including price regulation, of a [ype 
designed primarily to protect consumers. And in order to come 
still closer to traditional usage, we may amend the definition so 

is that not all forms of transport fall within the public utility category. This 
statement applies obviously to the unregulated, private trucking business. But 
even the regulated carriers by road or water enjoy the use of public highways and 
1vaterways, the services of which are not •old on a compensatory ba>is. 

• The more clearly entrenched public utility status of the transmission aspect 
of a regulated industry is illustrated by the pending controversy as to the extent 
and nature of jurisdiction by the Federal l'ower Commission over natural-gas 
production as distinct from pipeline transmission. In the field of electric power 
supply, companies producing power merely for sale at the bus bar have sometimes 
contended-! think, on occasion and in some jurisdictions, successfully-that their 
busine" was not subject to regulation by state public service commissions. In 
Great Britain, the firn step toward the complete nationalization of the electric 
power industry was the nationalization of the main transmission system, the "grid." 
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as to make it apply only to those enterprises subject to regulation 

as a matter of long-run policy rather than as a temporary expedient 

in wartime or in some other emergency. But what are the special 

attributes of an enterprise, or of an industry of which the enter

prise is a member, that give it "utility status" even in a country 

that has gone as far as has the United States in its reliance on 

the "automatic forces" of market competition for protection of 

consumer interests? 
Down to the decade of the 1930s, the question just raised was 

often discussed as a legal problem-specifically, as a problem in 

constitutional law. Except in times of emergency, state and Federal 

legislatures were held by the Supreme Court of the United States 

to have no power to impose price restrictions on ordinary business 

enterprises. Statutes imposing such restrictions were held void 

as violations of constitutional guaranties of property rights, in

cluding the guaranties of the Fifth and Fourteenth Amendments. 

But exception was made of certain types of business said to have 

been "dedicated to a public use" or "affected with a public inter

est," and these types included the railroads and the familiar 

municipal utility companies. A layman might suppose that a 

list of all businesses affected with a public interest would be very 

long and that it would exclude only the producers of frivolous 

or luxury goods, which the community could very well do with

out. In fact, however, the early Supreme Court rulings were much 

more restrictive and did not go very far beyond the traditional 

public utility field in recognizing legislative power to fix prices 

or to impose upon private businesses restrictions not merely de

signed to protect "health, safety, and morals."" 

Perhaps the most plausible way to rationalize these early legal 

cases, which seem to deny any public interest in the production 

of vitally important goods and services, is to infer that what the 

courts were denying was the public importance of any single 

producing firm or enterprise rather than the public importz•nce 

of an entire industry. But this rationalization would not fit all 

• For a review of the earlier judicial pronouncements on "business affected with 
a public interest," see "Rate Regulation," by Felix Frankfurter and Henry M. 

Hart, Jr., Encyclopaedia of the Social Sciences, Vol. XIII (New York, 1934). The 
article cites other literature on the subject, including Walton H. Hamilton's 
distinguished paper on "Affectation with Public Interest," 39 Yale Law journal 
tOS!f-11 U (t92!f-30). 

r 
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the cases; and it would be cogent only under the assumption of 

competition among many producers, no on~ of which ha~ a 

sufficiently large share of the market to make Its output or pnce-

fixing policies a matter of general concern. . . . . 
Today, however, any attempt to explain the early JUdtoal dis

tinctions between a public and private business has little more 

than historical interest, since the Supreme Court has now changed 

its own position, as indicated by the famous N ebbia case of '934·6 

Legislative proposals to place a given industry under price reg~la

tion may now be considered on their merits from the standpmnt 

of economic and social policy, and without serious danger of 

upset by reason of conflict with the older, traditional legal doc

trines. But this does not solve the problem; it merely shifts the 

emphasis from considerations that have seemed of special i~

portance to lawyers and judges to considerations that seem vahd 

to persons unindoctrinated in legal lore. 

ESSENTIAL NATURE OF THE SERVICE 

AND PUBLIC UTILITY STATUS 

The preceding paragraphs have followed custom in defining 

a public utility as any enterprise actually subject to regulation as 

a public utility. But this definition begs a question that must 

now receive attention: why certain types of enterprise are, or 

should be, singled out for this treatment whereas others are free 

from direct price control and from related types of regulation 

except, perhaps, in a period of emergency such as a war. Modern 

writers generally agree that no simple or single answer will suffice. 

The economic and social forces that have imposed regulation, 

say, on the electric power companies are multiple and complex. 

• Nebbia v. New York, •91 U.S. 502 (1934), upholding the constitutionality of 
a New York State statute creating a milk control board with power to set minimum 

and maximum retail prices. Speaking for the Court, Justice Roberts conceded 
that "the dairy industry is not, in the accepted sense of the phrase, a public utility." 
But he declared that the legislative power of price regulation is not limited to a 
public utility, and he also stated: "Many other decisions show that the private 

character of a business does not necessarily remove it from the realm of regula
tion of charges or prices .... The guaranty of due process demands only that 
the law shall not be unreasonable, arbitrary, or capricious, and that the means 
selected shall have a real and substantial relation to the object sought to be 

attained." Justice McReynolds wrote a vigorous dissent, concurred in by Justices 
Van Devanter, Sutherland, and Butler, in which he adhered to the older phi

losophy. 
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8 THE PUBLIC UTILITY CONCEPT 

Moreover, they are not precisely the same as the forces that have 
imposed somewhat similar regulation, say, upon the interstate 
railroads. 

Nevertheless, two attributes of a public utility business have 
received emphasis in the textbooks, and they will be discussed in 
turn. The first is the special public importance or necessity of 
the types of service supplied by utility enterprises; the second 
is the possession by utility plants of technical characteristics 
leading almost inevitably to monopoly or at least to ineffective 
forms of competition. As Clemens neatly puts it: "Necessity and 
monopoly are almost prerequisites of public utility status." 7 

As to the character of public utility services considered as a 
group, few persons would deny that they are essentials of modern 
living rather than mere luxuries or conveniences. A well-func
tioning transportation system, for example, is a matter of life-and
death importance to the nation. Especially in a large city, even 
a temporary stoppage of electric power service is serious, and a 
prolonged cessation would be disastrous. This recognized public 
importance of adequate utility service, available without delay 
at reasonable rates and without unjust discrimination, certainly 
helped to account for the public demand for regulation even in 
a period of American history which was notably unfriendly to
ward "government interference with business." 

But what the recognized importance of public utility service 
fails to account for is the restriction of regulation to services 
which, however essential they may be to the life of a community 
or the whole nation, are no more so than are the supplies of 
many commodities and services produced and distributed by 
unregulated business. Granted that electric power and telephone 
service are necessities of modern living rather than mere luxuries, 

'.Eli W. Cl~mens, Economics and Public Utilities (New York, tgr,o), p. 25. Earlier 
wn~ers. so~ettnJes. stressed the specia~ privileges usually accorded to public utilities 
as JUS!Ifymg speCial regulauons-pnnleges including the power to take private 
property under the law of eminent t!otnairi and the right to me the public streets. 
But cur~ent. writers, w~ile cor~ceding a relationship between possession of privilege 
and subjection to spectal ~ut!es, no longer view this relationship as one of cause 
and effect. Indeed, even m early years, the courts did not limit their list of 
"b.u~inesses a~ected wit~ a publ!c interest" to those businesses enjoying legal 
pnvlleges deme_d w ordmary. busmessmen. See, e.g., Chief justice Taft's opinion 
for the Court Ill Wolff Packing Co. v. Court of Industrial Relations of Kansas, 
262 U.S. 522 (1923), distinguishing three classes of business "clothed with a public 
interest" justifying some public regulation. 

THE PUBLIC UTILITY CONCEPT 

so also are food, clothing, and housing. Yet the prices of these 
essential products are not subject to peacetime control of a pub
lic utility nature, with the partial exception of housing rentals 
in limited areas and under assumed conditions of abnormal 
scarcity. Indeed, if the supply of electric power is a necessity, so 
also must be the supply of the turbines, the generators, and t~e 
boilers needed for the production of this power. Yet the electnc 
equipment companies are not treated as public utilities and are 
left as free to determine their own price policies as are other 
"private" industrial companies. 

What must justify public utility regulation, then, is the ne
cessity of the regulation and not merely the necessity of the 
product. Indeed, one may go further and note that modern 
public policy is far from satisfied with regulation limited to the 
protection of consumers in securing essential types and amounts 
of service at fair prices. Instead, it extends to the encouragement 
of abundant use of service, especially of electric service, stimulated 
by promotional rates that are nevertheless high enough to dis
courage wasteful consumption. The theory of public utility rate 
making would be a very limited and rather dull subject if it 
were merely a theory of the proper pricing of economic necessities- .. 

What has just been said may seem so obvious as to be hard!)' 
worth mentioning. Indeed, 1 would not have stressed the point 
but for its bearing on the criteria of "reasonable" utility rates. 
One sometimes .reads the contention that charges for public 
utility services should not be based on the ordinarily accepted 
standards of cost pricing, since these services are essentials of 
living and hence should be made freely available even to persons 
who cannot afford to pay the costs of production. \Vhat this con
tention ignores is the very weak correlation between necessities 
versus luxuries on the one hand and utility services versus non
utility products on the other. If the prices chargeable for all 
necessities were to be based on standards of ability to pay rather 
than on standards of cost pricing, then a reorganization of the 
country's entire price system would be in order. 

The above-noted reference to essentiality of service as an ear· 
mark of a public utility should be distinguished from a related 
point of a more subtle character to be found in some of the 
literature, namely, the assertion that public utility services have 
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10 THE PUBLIC UTILITY CONCEPT 

a peculiarly social or community value, not reflected by the prices 
that individual consumers are willing to pay for them. This 
"social-value" theory will be discussed briefly at the end of this 
chapter and treated in more detail in Chapter VII. But whatever 
its merits, I feel sure that it has been of only secondary influence 
in the American and British development of public utility regula
tion. 

NATURAL !'viONOPOLY AND PUBLIC UTILITY STATUS 

It is the general consensus of economists that the primary, even 
though not the sole, distinguishing feature of a public utility 
enterprise is to be found in a technology of production and 
transmission which almost inevitably leads to a complete or par
tial monopoly of the market for the service. Public utility regula
tion, if chosen in preference to outright public ownership, is 
therefore said to be a substitute for competition. Whether or not 
it should be a closely imitative substitute is quite another ques
tion, and one reserved for discussion in Chapter VI. 

This "natural-monopoly" theory of public utility regulation 
reflects an old and orthodox point of view. Properly qualified, 
I believe it to be sound. But it must be expressed today with 
more caution than would have been deemed necessary in earlier 
years. For, as modern economists have shown, the differences be
tween a competitive industry in a realistic sense of competition 
and a monopoly, natural or unnatural, are far less sharp and less 
simple than was once assumed. Close approximations to "pure" 
or "perfect" competition are thought to be rarely if ever found 
in manufacturing or trading industries. On the other hand, even 
public utilities may face severe competition, typically of a sub
stitute-product type,s with respect to a large fraction of their 
services-sometimes with respect to the major fraction. 

It follows that the traditional distinction between monopolistic 
public utilities and competitive private enterprises is an over
simplification, since the true distinctions are those o[ degree 
rather than of kind. In attempting to draw such a distinction, 
moreover, one should not overlook the possibility that some im-

. 
8 T~.e term "~w_n~polistic competition" has been applied to this type of competi· 

tlon: monopoh~t1c beca~se each firm has a monopoly of a significamly distinct 
type of commodity or service. See Edward Chamberlin, The Theory of Monopolistic 
Comj>elition, 6th eel. (Cambridge, Mass., 1950). 
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portant industrial companies have avoided regulation, not be
cause they have been more competitive than most utilities but 
rather because of the recognized difficulties of an extension of 
effective regulation to the manufacture of commodities. Efficient 
regulation of the American steel industry, or even of the alumi
num industry, would present far more serious problems than 
has regulation of the electric power utilities or of the telephone 
companies.9 Reliance on a certain degree of competition, fortified 
by antitrust laws, may therefore be deemed the lesser evil. 

ECONOMIES OF LARGE-SCALE PRODUCTION 

AND NATURAL MONOPOLY 

The familiar statement that a public utility is a "natural mo
nopoly" is meant to indicate that this type of business, by virtue 
of its inherent technical characteristics rather than by virtue of 
any legal restrictions or financial power, cannot be operated with 
efficiency and economy unless it en joys a monopoly of its market. 
So great are the diseconomies of direct competition that, even if 
it gets an effective start, the competition will probably not long 
persist if only because it will lead to the bankruptcy of the rivals. 
But even if the competition is long lived, as has occasionally 
happened when the rivalry has taken a restrained form, it is 
wasteful of resources because it involves unnecessary duplication 
of tracks, of cables, of substations, etc.l 0 

• Professor Wilcox makes the further point that public utilities deal directly with 
small consumers and hence are not faced so generally with the "countervailing power" 
that even large manufacturing companies face. Clair Wilcox, Public Policies to· 
ward Business, rev. ed. (Homewood, Ill., 1960), p. 541. 

Note that in Great Britain, the Conservative Government, in 1954, denational· 
ized the steel industry, which had been nationalized along with other activities 
by the previous, postwar Labor Government But it has not expressed any intent 
to denationalize electricity, gas, or railway transport. Arthur R. Burns, Compar· 
alive Economic Organization (New York, 1955), p. 245· 

Few American economists, even among those who have insisted upon a serious 
decline of competition among the country's great industries, have looked for a 
solution to an "extension of the public utility concept." Instead, most of them 
have sought means of securing more effective, "workable competition." The dismal 
experiments with the N.R.A. Codes in the 1930s, which embodied some fair-price 
i<leas akin to those of utility regulation, would be enough to give pause to further 
experiments in the same direction. 

10 With the electric power business in the United States and Canada, the most 
usual form of duplication within recent years has been that between publicly 
owned and privately owned electric plants. In some of the cities formerly receiving 
this duplicate service, such as Seattle, Wash., and Ottawa, Ont., rates were unusually 
low-a fact which might be cited as justifying a community in abandoning reliance 
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What then are the special characteristics of a public utility 
enterprise or plant which give it a natural monopoly character 
not conceded to other industries? An answer frequently given is 
that public utilities operate under conditions, or "under the 
law," of decreasing costs, whereas competitive enterprises operate 
under conditions either of constant cost or else of increasing 
cost. This means that the larger the output of a utility plant per 
day or per month or per year, the lower will be the cost of pro
duction and distribution per kilowatt hour, or per thousand 
cubic feet of gas, or per passenger mile, etc. Consequently, only 
a company enjoying a monopoly of the supply of !lervice in a 
given area can operate at maximum economy. 

This rationale of the natural monopoly status of the public 
utility industries was given currency, years ago, by the late Pro
fessor Henry C. Adams, 11 and has been repeated, with many 
variations, down to this day. Properly qualified, it remains valid. 
But a restatement is required. For, taken alone, the well-known 
economies of large-scale enterprise are by no means peculiar to 

the utility business. Instead, they are enjoyed by utilities in com
mon with many unregulated types of enterprise, including steel 
companies, automobile companies, and chemical companies. Com
pared to some of the giant manufacturing companies and man
ufacturing plants, most utility systems are of a small-scale nature 
if measured by any of the conventional units of size. 

What favors a monopoly status for a public utility is not the 
mere fact that, up to a certain point of size, it operates under 
conditions of decreasing unit cost-an attribute of every business, 
including a farm or a hand laundry. Nor is it even due to any 
indefinite extension of the declining-cost portion of a curve re· 
lating unit costs of production to scale of output. It is due, rather, 
to the severely localized and hence restricted markets for utility 
services-markets limited because of the necessarily close con
nection between the utility plant on the one hand and the con· 

on rate regulation and in returning to public competition as a superior alternative. 
In view of the fact, however, that the public systems in Seattle, in Ottawa, and 
elsewhere have subsequently taken over the private systems ami seem to have 
benefited by the resulting economies of a monopoly, these examples cannot be 
cited in support of direct competition. 

11 See Joseph Dorfman, ed., Relations of the State to Industrial Action (New 
York, tgc;{). which reprinu two articles by Professor Adams. On p. 110 he is quoted 
as declaring: "The control of the State over industries should be co·extensive with 
the application of the law of increasing returns." 

I 
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sumers' premises un the other. As a deterrent to. successful. com
petition, this market restriction is far more ser~ous than IS the 
case with manufacturing companies which can shtp thetr ~roducts 
throughout a wide region or even througho';lt the nauon. ~n 
automobile plant may be large enough to enjoy th.e full econom1es 
of large scale without requiring more than a fraction of the. A~er· 
ican car market to sustain full-capacity output. But a gas dtstnbu· 
tion system in Yonkers, N.Y., or an electric distribution ~ystern in 
Evanston, Ill., has a market limited to the load of one .clt~. E~en 
if permitted to supply the. ent~re load, the local. dtstn~uuo~ 
system will stiJI be etJO'a<Ted m fatrly small-scale busmess. V\ ere It 

o o • I 
compelled to share its limited market with two or more nva 
plants owning duplicate distribution networks, the total cost of 
serving the city would be materially higher. . . 

The reader may note that Yonkers is served by the g1gant1c 
Consolidated Edison Company, which also supplies gas and elec· 
rricity to much of the area of ~ew York City, and that. Evanston 
is one of many cities served by the Commonwealth Edtson Com· 
pany, which also carries the eutir~ Chi~·ago ~leetrical .loa~. But 
<Trowth in size through au extensiOn of terntory, wlule It may 
~esult in substantial economies of scale, is no adequate substitute 
for the opportunity of a utility to cultivate intensively whatever 

area it does serve. 
What has just been said about the interplay of the factors of 

economies of scale and of localized markets points to the sig· 
nificance of the fact, already noted earlier in this chapter, that 
public utility companies are essentially tra.nsportation or rran.s
mission agencies. The technology of electnc, gas, or telephmuc 
transmission is such as to require a close connection between the 
plant on the one hand and the consumers' homes or factories on 
the other. This is even true, though less rigidly so, for a railroad 
plant. Not all forms of transportation are so strictly localized
not ocean shipping, for example, nor truck transport. But for 
this very reason, these two forms of transportation have a less 
well established utility status.12 

u Compare the significance attached by a British econ~mist to the fact .t~at 
public utilities are 5uppliers of service, and not (or not stmply) of commodtlles. 
J. F. Sleeman, British Public Utilities (London, '9'\3)• Chap. 2. Along somew~at 
similar lines, H. S. Houthakker cites non transferability and nonstorability of servtce 
as the two basic features of the market for electric supply which give it a special 
place from the point of view of price policy. "Electricity Tariffs in Theory and 
Practice," 61 Economic journal 1-25 at 2 (1951). 
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14 THE PUBLIC UTILITY CONCEPT 

ARE PUBLIC UTILITY SERVICES NECESSARILY PRODUCED AT 

DECREASING UNIT COSTS? 

One further point about the monopoly attributes of a public 
utility should be emphasized in this chapter because of its im
portant bearing on measures of desirable or "optimum" rates of 
charge. The point concerns the assumption, sometimes accepted 
by American writers as if it were axiomatic, that a public utility, 
by virtue of the very characteristics which put it into this category 
of enterprise, supplies service under conditions of decreasing 
unit cost with increasing rates of output. For example, a 50 per 
cent increase in the annual output of electric power (other things 
equal, including price levels, load factors, and number of cus· 
tamers) may result in an increase in total cost of only, say, 25 
per cent. In consequence, the incremental cost of the service
the unit cost of supplying more of it-will be lower than the 
average cost. And this excess of average over incremental or mar· 
gina! cost is thought to prevail, not merely as a short-run phe
nomenon when existing plant capacity is temporarily redundant, 
but even as a long-run or chronic phenomenon exemplifying the 
economies of large-scale output. The implications of this supposed 
cost differential for policies of rate making, which will be dis
cussed at length in Part Three, will be apparent to anyone familiar 
with modern price theory. 

Stated as a general tendency or typical situation applicable to 
most types of utilities in the United States in the present stage 
of their expansion, this assumption that a utility operates on the 
declining-cost portion of a long-run unit-cost curve may be valid, 
although the available data in support of any such generalization 
are rather sketchy because of the currently inadequate state of 
public utility cost analysis. But the point to be stressed here does 
not concern the question of general tendency or typical situation. 
It concerns rather what seems to be a widespread assumption 
that a public utility must be producing on the declining-cost 
segment of a unit-cost curve in order to justify its claim to accept
ance as a natural monopoly. This assumption is quite unwar
ranted. It ignores the point that, even if the unit cost of supplying 
a given area with a given type of public utility service must in· 
crease with an enhanced rate of output, any specified required 
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rate of output can be supplied most economically by a single 
plant or single system. . 

By way of illustration, let us assume a regwn served by one 
electric utility which generates its own power. in local plant.s. 
Three fourths of the generation is from economtcal hydroelectnc 
plants at production costs (including capital .charges on ~~vest
ment) of, say, %¢ per kilowatt hour. . But smce. n~ ad~ttwnal 
water power is available within econom1cal transmiSSIOn distance, 
the remainino· one fourth of the generation is by steam plants at 
a cost of, say,"%¢ per kilowatt hour in an area of high fuel prices. 
Under these assumptions, the marginal or incremental cost (>f 
power generation will be %¢ per kilowatt h.our,. whereas the 
average cost is only 3% mills. In short, power IS bemg produced 
under conditions of increasing unit cost. The increasing-cost be
havior will be further emphasized if we also assume that, as more 
steam power is produced to meet the growing requireme~ts of 
the area, even this power becomes more and more expens1ve to 
generate and transmit because of the absence of adequate con
densing water or of good sites near the distribution .network. !o 
be sure, the increasing-cost tendency of the company s prod~ct.!On 
department may be offset, or more than offset, by ~he dechm.ng: 
cost behavior of its distribution system. But there IS no a pnon 
O'round for the assumption that the offset will be complete. Con
:eivably, the total kilowatt-hour costs of electric power in the 
area under review may rise as the rate of output increases, even 
assuming, as we do, no change in general price levels. 

This hypothetical example of an electric utility company sup
plying power under conditions of increasing unit cost, irrespective 
of any change in price levels, may seem farfetched as an example 
applicable to this country today, although it may now apply to 
the Tennessee Valley Authority with its increasing reliance on 
steam power. But even when applicable, it does not belie the 
assumption that any given area can be supplied more economically 
by a public utility monopoly than by two or more companies 
operating in direct competition. For, on the one hand, the single 
company can secure the maximum advantages of economies of 
scale and of density, while on the other hand it is no more sub
ject to the diseconomies of enhanced output resulting from scarcity 
of water power and of other natural resources than would two or 
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THE PUBLIC UTILITY CONCEPT 

more companies if called upon to supply the region with the 
same total output. 1s 

The current literature on electric power rates in Great Britain 
and France reveals no such general tendency as one finds in the 
American literature to take for granted long-run trends of de
creasing costs with increasing rates of output. In France available 
water-power resources have been pretty well exploited, and ad
ditional output must come largely from thermal plants. In Eng
land, where water power has always been of minor importance, 
emphasis has been placed on the increasing-cost character of 
coal supply and also on the difficulties of securing desirable sites 
and good condensing water for new power plants. (Hence the 
vigor with which the British government is now pushing the 
development of atomic-power plants.) 

What the parallel situation may be in the future with electric 
power in this country is a question on which I venture no opin
ion, although the limited opportunities for further water-power 
development and even the scarcity of good condensing water 
(in some areas) are well recognized. It may be that, with expected 
further increases in demand for power, economies of scale can 
still more than offset limitations of sites and of raw materials. 
Moreover, the coming of atomic power may <;hange the situation. 
But with natural gas, the increasing-cost tendencies of the produc
tion end of this wasting-asset industry threaten to outpace the 
economies of large-scale transmission and distribution. Whether 
or not the American railways, as a whole, reflect a type of industry 
still subject to long-run decreasing costs is a controversial ques
tion, to which a confident answer is precluded by lack of adequate 
data.U The telephone utilities, at least by their own contention 

"In the economic textbooks, which usually discuss economies and diseconomies 
of scale under assumptions of competing firms, no one of which produces more 
than a small portion of the output of an entire industry, the above-noted dis
tinction between simultaneously operative economies and diseconomies of scale 
can be expressed with less confusion. The diseconomies of the type illustrated by 
the scarce water-power resources are referred to as "external disecononlies''-i.e., 
as diseconomies external to any one firm in the industry; whereas the economies 
enjoyed by a monopolistic utility company through its ability to make use of 
larger generating equipment and of a more capacious distribution network are 
referred to as "internal economies"----economies internal to a given firm or com
pany. But when a single firm enjoys a monopoly, the distinction between the 
firm and the whole industry disappears or, at least, becomes blurred. 

"One must distinguish here between the question whether the railroads today, 
with their existing plant and equipment, are capable of handling additional 
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and under the usual assumptions of the textbooks, arc subject to 
increasing unit costs if the telephone subscriber or station rather 
than the telephone call is taken as the unit of measurement. But, 
so far as I am aware, the telephone industry, despite its vast facil
ities for statistical and economic research, has never seen fit to 
publish elaborate studies of its cost functions; and until these 
studies have been made, a degree of skepticism is justified. 15 In 
any event, a telephone company does nut present a standard 
example either of a firm or of an industry subject to "the law of 
increasing costs," since the character of the service rendered to 
any one subscriber changes significantly with a change in the 
number of other subscribers.16 

COMPETITION OF SUBSTITUTE SERVICES AS AN ALTERNATIVE 

TO RATE REGULATION 

This brief discussion of the reasons that account for rate reg
ulation of public utility companies in nearly all countries which 
have adhered to private ownership should not ignore a minority 
position expressed in this country, some years ago, by a group 
of economists with a strong antipathy toward "government inter
ference with business." While their views have won but little 
favor either among other economists or with the general public, 

traffic at relatively low incremental costs, and the very different question whether 
railroads could enjoy further economies of scale even if they were not redundant 
with respect to the present, peacetime traffic. As to the first question, an affirmative 
answer is clearly indicated for American railroads as a whole. As to the latter 
question, my colleague Professor Vickrey has made studies on the basis of which 
he estimates that long-run marginal costs for freight transport on American rail
roads are materially below average costs-perhaps only So per cent of such costs. 
William S. Vickrey, "Some Implications of Marginal Cost Pricing for Public 
Utilities," 45 American Ecorwmic Review, Proceedings 605-620 at 614 (May, 1955). 
But he has necessarily relied on very inconclusive data. 

10 The telephone companies refer, quite persuasively, to the increasing-cost 
factor of their switching apparatus as the number of subscribers in each area 
increases. But there is a possible decreasing-cost offset in the cable and wire 
systems outside the telephone exchanges. There is the further question how the 
costs per station will respond to an increase in the number of stations in any given 
area, as distinct from an increase in the number of stations accompanying an 
extension of this area. 

•• Telephone company spokesmen insist that what they call "the value of the 
service" increases with an increase in the number of potential connections with 
other customers. This contention is more plausible for business users than for 
residential subscribers. I have heard several of these latter subscribers assert vigor
ously their wish that they could avoid being bothered with so many potential 
connections! 
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they are nevertheless entitled to careful attention as pointing to 
serious limitations of orthodox rate regulation.n 

The contention of these economists has been that the assumed 
monopoly status of a public utility is an illusion, or at least a gross 
exaggeration. True, there seldom exists that primary form of 
competition illustrated by two electric companies vying with each 
other for the patronage of the same customers. But what does 
exist is the competition of substitute services or products. For 
many purposes, the use of electricity is alternative to the use of 
gas, oil, or coal. Moreover, the large industrial and commercial 
customer has a feasible option to produce his own electricity if 
the power company will not quote him a favorable rate. Similarly, 
communication by telephone must compete with possible com
munication by telegram, by post, or by direct contact. 

Those writers who have stressed this point of view would 
concede that there are limited uses and amounts of a utility 
service for which the consumer may have no feasible substitute. 
This is notably true, for example, of electricity for lighting, where 
gas, even if available and even if provided by a rival utility com
pany, must be dismissed as obsolete. But the contention is that 
the high potential profits from a modern utility business do not 
lie in a policy of high prices designed to exploit the most urgent 
uses of service. On the contrary, they lie in a policy of low "pro
motional" prices, of the type that will maximize profits by a 

"The late Professor Philip Cabot of the Harvard Business School took the lead 
in presenting this point of view during the late 1920s and early 1930s. My incom
plete references include: "Public Utility Rate Regulation," 7 Harvard Busin.ss 
Review ~57-266, 413-422 (19~9); "Ethics and Politics," Allan tic Monthly, Nov., 1929, 
pp. 686-6g4; "Four Fallacious Dogmas of Utility Regulation," 7 Public Utilities 
Fortnightly 719-729 (1931); "The Dangers of Rigid Rate Structures," 12 Public 
Utilities Forl?lightly 183-191 (1933); "Rate Making and Rate Regulation," Amer· 
ican Bar Association }oumal, Oct. 11, 1932. For a similar point of view, see the 
testimony of the late President A. T. Hadley of Yale before the New York State 
Commission on the Revision of the Public Service Commissions Law, Hearings, 
Vol. II (1930), pp. 722-753· 

The views of these economists, to the effect that utility rate regulation is both 
unnecessary and undesirable, bear a partial resemblance to the views expressed 
by those later writers who declare that rate regulation by public service commis· 
sions is ineffective because of its acceptance of a "static" cost·price standard of fair 
rates rather than a dynamic, competitive standard under which promotional rate 
reductions take the lead and under which unit-cost reductions resuh from in
creased rates of output. See, e.g., an address by Leland Olds, former Chairman of 
the Federal Power Commission: "The Economic Planning Function under Public 
Regulation," 48 American Economic Review, Proceedings 553-561 (May, 1958). But 
these latter writers insist on the need for "public yardstick" plantS as a means of 
impelling private company managements to seek adequate profits by a policy of 
low pricing and of volume output. ' 
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heavy volume of sales. Thus, even the small user of electricity 
for lighting and for minor appliances will be protected, without 
government regulation, by the self-interest of a company in 
setting rates low enough to encourage bountiful consumption 
for uses less urgent or subject to feasible substitutes. 

The writers who thus insist upon the competitive character 
of a modern utility business do not limit their objection to regula
tion to the claim that it is unnecessary. Instead, they have urged 
that it is positively harmful since it must result, at least in the 
long run, in utility rates higher than would prevail with un· 
regulated private ownership. Regulation of the traditional type 
purports to restrict companies to a standard "fair rate of return" 
on invested capital or on property "values." Hence, it is believed 
to stifle the initiative and the risk taking inherent in an effort by 
management to maximize profits through cost reductions and 
through the promotion of heavy volumes of sales. If free to set 
its own rates, an intelligently managed, profit-seeking comp'any 
will be led to make experimental rate reductions in the hope th~t. 
perhaps after a delay of one or more years, the resulting increase 
in the demand for the service may yield higher profits than ever. 
But if subject to regulation, the same company will hesitate to 
make a rate cut, since the anticipated increase in demand is 
far from a certainty, and since the company will not long be 
permitted to enjoy the benefit of the increase even if it should 
be realized. Moreover, under regulation in actual practice, a vol
untary decrease in rates is not easily and quickly reversed even 
if the resulting rate of return should prove disappointing. 

These are forcible arguments, if not against all feasible forms 
of regulation then agaimt the more orthodox forms. They will 
be discussed again in Chapter XV, "The Fair Rate of Return." 
But the question now to be raised is why these arguments have 
failed to carry widespread conviction. A really adequate answer 
will not be attempted here, since it would involve a detailed re· 
view of the actual histary of corporate rate-making policy in this 
country under the influence of different forms and degrees of 
regulation including, in some areas, the almost complete absence 
of regulation.1A But two partial answers will be suggested. 

"The extent to which regulation has actually restrained utility profits b largely 
a matter of surmise. A recent report by the Federal Power Commission enumerates 
six states in which there is still no commission regulation of electric rates. or only 
a limited form of regulation. Stale Comrniuion }uriJdiction and Regulation of 
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The first answer is that, in actual experience, even those public 
utility managements that have been completely or relatively free 
from rate regulation of the "fair profit" type have not generally 
espoused a philosophy of low pricing designed to maximize long· 
run profits by the encouragement of widespread use of their 
services.19 Instead, they have acted in much the same way as have 
the m_anagements of the more rigidly regulated companies, by 
reve~l~ng a marked degree of skepticism as to the alleged price 
elastlcny of the demand for their products. On occasion, to be 
sure, laxly regulated private companies have made drastic rate 
reductions on their own initiative rather than on order from a 
public service commission. But these reductions may be attributed 
to the example of adjacent publicly owned plants or to the fear 
of public-plant competition. The famous and oft-cited example 
of the late Henry Ford's dramatic cut in automobile prices, fol· 
lowed, rather than preceded, by a cut in production costs, has not 
found many imitators in the public utility field. One may per· 
haps add that it has not been widely imitated in other fields nor 
even often repeated in automobile production. 

Of more interest for the theory of public utility rate making is 
a .second r.eason why any proposal to rely on competition has 
fatl~d to. wm more converts. The point is that public utility com
pames, lf free from rate regulation, would seldom be under 
c~mpetitive ne~~ssity to make general rate reductions in harmony 
~uh opportumtles of cost reduction. Instead, they would be more 
hkely to follow the policy of rate discrimination, otherwise known 
as "charging what the traffic will bear," thus enjoying at one and 
th_e same time the commercial advantages of a high price policy 
with respect to services for which the demand is inelastic, and of 
a low price policy with respect to services for which the avail
ability of substitutes makes the demand highly elastic. 

For this practice of price discrimination the mechanism of 

E_lectric an~ G'?" ~om_panies (W_ash.ington, D.C., 1954). But In some of these states 
city regulatiOn ts stgmficant; whlle m some states with commissions having nominal 
p~:er ~o re~ulate, a~tual regulation has been notoriously ineffective. 

Thts pomt of vtew was cxpresscct by Commissioner Lewis Goldberg of the 
Ma.ssach~setts Department of ~ublic Utilities in taking issue with Presictent Had
ley s de~t~l of the need f_or stnct rate regulation. New York State Commission on 
the ReviSion of the P.u~hc Service Commissions Law, Hearings, Vol. II (! 930), pp. 
81~:817. The ~ommtsswner stre~ed his belief that, in actual practice, public 
~ttl~ty compames have based thetr rate·making policies on short·nm proftt ob· 
lectJves. 

f 
' 
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modern utility rate structures is admirably adapted. Through 
block rates, sometimes applied both to the "demand" charges and 
to the "energy" or "commodity" charges, favorable terms can 
be offered to large consumers who have a feasible option to 
generate their own electric power, while stiffer terms can be 
offered to small consumers. Still other devices of differentiation 
are available, such as special, low rates for services designed for 
special use. Not all of these differentials, to be sure, need be 
discriminatory in character. Indeed, all of them can be so ad· 
ministered as to conform to cost·of·service standards rather than 
to value-of-service standards. But an unregulated public utility 
is under no such limitation in the use of these instruments of 
monopoly power. 

Let it not be supposed from the foregoing remarks that all forms 
and practices of rate discrimination are to be condemned as 
agaimt the public interest. On the contrary, wise resort to dis· 
crimination of a value-of-the-service character is an essential tool 
of rate-making policy with respect to unsubsidized utilities that 
supply services at incremental costs lower than total average costs. 
But this very fact enhances the need for regulation. For it pre· 
eludes the adoption of the proposal, sometimes made by persons 
who have not considered its logical consequences, to leave public 
utility companies the complete freedom to set their own rates 
subject only to a statutory mandate to avoid discrimination. Liter
ally construed, the imposition of such a mandate would be fatal 
to private ownership. To be sure, even the traditional public 
utility laws are sometimes carelessly said to forbid discrimination. 
I~ fa~t, _ho~ever, what th_ey forbid is merely "undue" or "unjust" 
chscnmmatwn, thus placmg upon commissions the major burden 
of interpreting and policing these ambiguous terms. 

As already noted, the arguments against rate regulation have 
never won widespread support in their application to the so-called 
"municipal utilities" such as the electric power companies and 
the telephone companies. But arguments for much less restrictive 
standards of regulation have been receiving increasing attention 
and support with respect to the railroads. Largely because of the 
competition from the newer rival forms of transport, the railroads 
as a whole have been unable to earn rates of return that are 
adequate when measured by any of the conventional tests of 
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adequacy. Even if completely free from rate control, only a few 
of them could expect to enjoy excessive rates of profit. Under 
these circumstances, and for the purpose of enabling them to 

compete more effectively with road, water, and air carriers, it 
has been proposed to amend the Interstate Commerce Act so as 
to permit them to set their own rates within a presumably wide 
band of minimum and maximum tolerable rates set by the Inter
stale Commerce Commission. Even within these limits, however, 
the Commission would still have the duty to enforce the rule 
against "unjust discrimination." 20 

The merits of this proposal will not be discussed in this mon
ograph on public utility rates, since only a transportation specialist, 
with an intimate knowledge of the technicalities of the different 
forms of transport, including a knowledge of their cost {unctions, 
is competent to have an expert opinion on its merits. In its favor 
is the argument that substitute-service competition is more nearly 
all-pervasive for intercity transportation than it is for the local 
utilities. But if the proposal should be adopted by an act of 
Congress, one may guess that pan of the trouble associated with 
the enforcement of reasonable rates under the current standards 
of the Interstate Commerce Commission would be transferred to 
the problem of redefining and reapplying the rules against "un
just discrimination." In any event, the need {or some form of 
government regulation will remain. 

PUBLIC UTILITY SERVICES VERSUS "sOCIALIZED" SERVICES 

The emphasis placed by the legal and economic literature on 
the distinction between a public utility and an unregulated "pri
vate" business has unfortunately tended to obscure another aspect 
of "th~ public utility concept" that is quite as important from 
the standpoint of rate theory. The fact is that a public utility 
enterprise is nonetheless a "business" even though subject to 

"'This was a proposal of the controv.-rsial ··weeks Report": R.cf;ort of tile 
Pre.tidentio.l Advisory ~ommittee ~" Trar!~f'?rt Policy at1d Organizatio11, April, 
.~9.55: Its recommendat1~n un maxmJUm·muumum rate control was designed to 
hnllt regulatory authonty of the Interstate Commerce Commission to determina

tion of reasonable minimum or maximum rates with no change in existing pro
visions making undue discriminations and preferences unlawful." In Great Britain 
under railway nationalization, the freedom of the public corporation, called the 
British Transport Commission, in the fixation of railroad rates, has been made 
much more extensive, since the amended Transport Act seems to have gone far 
toward eliminating the old rule against "unjust discrimination." See Otto Kahn· 
Freund, The Law of Catriage by Inland Transport, sd ed. (London, 19s6). 
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regulation and even when directly owned and operated by the 
government. This statement, at least, is in accord with the spirit 
of the concept both in British and in A.merican usage. Stated 
more concretely and without the many qualifications required 
for ~trict accuracy, public utility services are designed to be sold 
at cost, or at cost plus a fair profit.21 

The thrust of this statement will be apparent if we compare 
the services supplied, say, by a municipally m,·ned electric plant 
with other services supplied by the same city-for example, tile 
construction and maintenance of streets and sidewalks. ln all 
probability, the electricity will be sold at rates yielding a total 
revenue at least equal to cost including debt-service charges. 
Moreover, while the specific rate structure will not Lear any 
very close relationship to the relative costs of different classes and 
amounts of service, a cost relationship will be present to an im
portant degree. In short, the rates will be designed in accord 
with the old legal maxim, "Let the beneficiary Lear the burden." 

Not so with the city streets, nor with its parks, its zoological 
garden, its public schools, its health services, or its police system. 
These services are also cost! y to render, but the costs will be met 
directly or indirectly by taxation; and even the taxes will not be 
designed with any serious attempt at apportionment in relation 
to benefits received. The public schools, for example, are not 
only tuition free but are subject to compulsory attendance, and 
the payment o[ school taxes is not lightened for persons without 
children or for parents who choose to send their children to pri
vate schools. In short, the schools are not operated as a business, 
not even as a public utility business. They are "socialized" in a 
sense quite different from that which we have in mind if we 
refer to the "socialization" of an electric utility plant through 
municipal or state ownership. Only if a city, !taviug taken over 
a private electric plant, were to abandon the effort to make it 
financially self-supporting in favor uf free service, or of service 

"'"Within a more coulpl"ehrnsive legal framework, the public utility <hssifica
tiun is designed on the one hmH.I to t.listinguish industries best conducted as 
monopolies and on the other hand tu :t>Surc that these itlllusuies will not, under 
normal eonditiom, look to government funds for support, but that they will be 
required to >ell their services and look fur support only to those who ·ue the 
actual users." Martin G. Glaeser, Pu/Jlic Utilities i11 Americun Capitalism (New 
York, 1957). p. 8. Glaeser adds that city water supply presents a marginal case in 
which "the public utility classification limits the spread of a legal framework of 
collectivist economics." 
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supplied on an ability-to-pay basis, would it have socialized the 
electric service as it has socialized schools and public hospitals. 
In that event the city's electric department would have ceased 
to be a public utility. 

H_aving drawn this sharp distinction between a public utility 
servic~ ~nd _a fu_lly "socialized" service, we must of course hedge 
the distmcuon m a manner required of nearly all attempts to 
classify ~ocial insti.tutions. On the one hand, even private utility 
compames and railroads are sometimes required or induced to 

viol~te "~usi?ess" or "economic" principles by supplying free 
service to mdigent people, or by operating trains that fail to cover 
even their out-of-pocket costs, or by adherence to rate schedules 
designed to deal gently with low-income consumers. On the other 
hand, services supplied directly by government run the whole 
gam~t £:om those rendered completely without charge (public 
vaccmauon) to services rendered at high profits (a European 
tobacco monopoly). Moreover, linguistic convention applies the 
~erm "p~blic utility" to a type of enterprise traditionally supply· 
m~ s~rviC~ at _cost or at cost plus a profit, even though the cost 
pnnop~e IS vwlated in a given instance; for example, the New 
York City subway system, which has not even been coverinO' its 

• t 0 

operatmg expenses to say nothing of interest costs on the invested 
capital. 

Despite these qualifications, the distinction just drawn between 
·a public utility service and a completely socialized service is basic 
to. th~ prevailing theories of reasonable public utility rates. For, 
wah Important reservations, these theories are variations of the 
major theme that the consumers of public utility services 
(I) should be free to take whatever types and amounts of service 
they are ready to pay for but (2) in return therefor should be 
required to pay rates not seriously out of line with costs of ren
dition. 

This book would be a very different work both in its develop
ment of rate _theory and in ~ts conclusions on wise public policy if 
~he a~thor did not accept: m the main and with important qual
Ificatw~s, th~. orthod~x VIew that those services presently known 
as public uuhty services should be sold on a cost principle. But 
the reader sh<;mld be warned that this view is not universally 
accepted. Among those who have apparently rejected it is Pro
fessor Horace M. Gray, whose article on "The Passing of the 

THE PUBLIC UTILITY CONCEPT 

Public Utility Concept" should be familiar to every student of 
public utilities.22 Gray believed that the concept had become 
outmoded partly because of the failure of regulation to accom
plish the very objectives which it purported to accomplish, namely, 
to serve as an effective substitute for competition. But he also 
insisted that a cost-price standard of rate making is inappropriate 
for application to electric power supply or to the other vital 
services now largely supplied by private enterprise on "business 
principles." 23 Social and national objectives, he believed, should 
supersede the limited objectives of a fair-profit or of a cost-price 
philosophy of rate making. At least, so I interpret his readiness to 
move away not only from private corporate ownership in its 
present form but also from the public utility concept as applied 
to a plant owned and operated directly by an agency of the govern
ment.24 The merits of this "social theory" o£ price fixing, to which 
I would dissent except in special situations, will receive a brief 
discussion in Chapter VII. 

,. 16 journal of Land and Public Utility Economics 8-20 (1940). Reprinted in 
Readings in the Social Cotttrol of Industry (Philadelphia, 1942), pp. 28o--317. 

"The reader should note carefully this twofold nature of Gray's devastating 
attack on the public utility concept in action. Gray himself fails at times to main
tain a sharp distinction, since his article merges criticism number one (that regula
tion has failed to accomplish what it pretends to accomplish) with criticism 
number two (that even its pretense is shoddy). As to the first point, it was written 
with the lessons of the experience of the 1920s in mind, with their disgraceful 
episodes of holding-company finance and with a type of rate regulation seriously 
crippled by the Supreme Court's pronouncements on the "fair value" rule of 
rate making. But in 1935 came the Public Utility Holding Company Act and in 
1944 came the Hope Natural Gas case, 320 U.S. 591, in which the Supreme Court 
accepted a very different, and less restrictive, philosophy of rate regulation. These 
and other developments associated with the "New Deal" helped to give a new 
lease of life to private ownership! But a recent book under Professor Gray's co
authorship indicates his continued hostility to regulated private monopoly and 
his support of limited degrees of competition even among utilities. Walter Adams 
and Horace M. Gray, Monopoly in America (New York, 1955), Chap. 3· 

"How far Professor Gray would carry the departure from this concept under 
public ownership I am not able to say. Under Congressional mandate, the Tennes
see Valley Authority, e.g., still adheres in the main to public utility principles as 
to its sale of power, though not as to its supply of navigation or Hood control 
services. As to the nationali<ed British public utilities, Sleeman writes: "In gen· 
era! the commercial view of public utility undertakings still prevails strongly, and 
the 'social service' elements considered above are merely modifications on a pre
dominantly commercial pattern." British Public Utilities, p. 278. To the same 
effect, see the Report of the Committee of Inquiry into the Electricity Supply In· 
dustry Presented by the Minister of Fuel and Power to Parliament by Command 
of Her Majesty, Jan., 1956, Cmd: 9672, p. 139: "We attach great importance there
fore to the industry being run on business lines. It should have one duty and 
one duty alone: to supply electricity to those who will meet the costs of it and 
to do so at the lowest possible expenditure of resomces consistent with the 
maintenance of employment standards at the level of the best private firms." 
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THE PUBLIC INTEREST AS THE 

ASSUMED GOAL OF RATE MAKING 

The introductory chapter, on the public utility concept, has 

stressed t~e point that this concept itself carries with it important 

implications for rate-making policy. Thus, an assertion that the 

supply of telephone service or of electric power should be treated 

as a public utility implies that the service should be offered for 

sale instead of being given away and that the sale prices should 

bear a fairly definite relationship to cost, or to cost plus a fair 

return typically well below the point of monopoly profits. In 

other words, the so-called "theory of public utility rates" already 

starts with certain presumptions about the relevant principles 
of price determination. 

We now tum directly to a study of these principles. But the 

principles cannot be derived from ifi~ pul)fi(i, utility concept as 

a corollary is derived from a proposition in geometry. For in the 

first place, the concept is too indefinite; in the second place, it is 

sufficiently flexible to bring within its purview many divergent 

standards of reasonable rates; and in the third place, it admits of 

exceptions or deviations based on so-called "social considerations" 

of a type discussed in Chapter VII, "Social Principles of Rate 

Making." These possible exceptions are properly considered on 

their merits instead of being ruled out on the "jurisdictional" 

ground that their acceptance would violate the logic of the public 

utility philosophy.1 Only if the "social considerations" are deemed 

1 
T~e literature on public utilitie~, whicl: includes its full share of efforts by 

cla.s Interests to pract1ce the an of mHuencmg people, has many examples of at. 

tempts to destroy the force of unwelcome proposnls by an appeal 10 the in

exorable logic of some basic social philosophy which the opponent may ubavow 

r 
I 
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so pervasive that. they cease to be thought of as exception~ or 

·'deviations does the public utility concept become a handicap 

:~ather' than a useful tool of economic thought, as Professor Horace 

M. Gray seems to have considered it in an article noted in the 

preceding chapter. 

PUBLIC·INTEREST OR SOCIAL·WELFARE CRITERIA 

OF REASONABLE RATES 

As used in this book and in most of the treatises on public 

utility economics, "the theory of rates" is a normative, no~ a. pos

itive, study. Its task is the systematic development of pnnCiples 

of rate-making policy, the complete or qualified observ~nce of 

which would subserve "the public interest" or "the soc1al wei· 

fare." In its acceptance of a norm or goal by which to appraise t.he 

relative merits of alternative rates, it is in the same class With 

other purposive theories, such as a theory which defines optimum 

rates as whatever rates will maximize corporate profits, or such 

as would be a theory of electric rates designed to minimize the 

charges for service supplied to residential customers. But it is 

almost unique in the extreme vagueness of its ultimate. verb.al 

norm and in the highly indirect and unprovable relauonslup 

between changes in utility rate-making policies and effects on 

social welfare, however defined.2 Indeed, one is tempted to say 

that the so called star~dard of public interest is not a real standard 

at all; that, instead, it is a mere form of words of highly emotional 

at his peril. Thus, a project of public ownership, such as that of the Tennessee 

Valley Authority, is attacked as "creeping socialism." And thus the New York 

NaturJI (;as and Oil Resources Committee objects to Federal control of the 

pric-es charged by natural gas producers-because the colllrol threatens the pro· 

durcn' oppot!utdtics tu tnakc money~ Oh,_ no~ llL'u.~;lse ·~d,lc pr.op<~~cd .~·~~ltro~s ar~. 

against the public interests and can bmc[tt no Otle (ortgmal ttal!cs). 1 he !Ss~e •• 

continues the cmnlniHL'e, "goes f&~r IJcyund gas. lt goes to the roots of Amcnca s 

greatness." Advertisement itt the :'~lew York Times, Ma~ch 10, .195~.' p. 36. 

'Ill1t even a maximmn-proftt sta!Hlartl of rate-makmK P?hcy >s by no '?':'>liS 
free from ambiguities. It can be deared of these ambigull!es only by factttwus 

definitions of "profits" and of applicable maxima that would convert it into a 

standard which no corp(Jrate management would be int<'rcstcd in following. The 

ambiguity applies notably, though by no meJns ,olely, to the assumed standard 

of maximum "long-run" profits. Ill the words of Profcs.<or Joel Dean, an expert 

011 the pricing policies of unregulated, intlusnial ~ntcrprises .. the modern ccono· 

mist's comeptiun of profit maximization as a practical objecuvc of pnvate enter· 

prise "has beLOUH! so geuera.l anJ su l~azy :hat it seems to encompass most of 

man's aims in life." 1\laHagt'Ttal Eco!tomtn (:"cl" York, '9:,•). p. 28. 
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content, invoked as an instrument of persuasion by people who 

~a~e at _heart much more immediate interests in public utility 

tanffs----mterests often, but not always, of a self-seeking nature. 

At least as applied to prevailing conceptions of public interest 

or social welfare in this country at the present time, such a be

littling statement would go too far. 3 But it has sufficient validity 

to suggest the formidable problem faced by any economist or 

rate specialist who undertakes to appraise alternative proposed 

measures of reasonable rates from a public-interest standpoint

the problem of developing less indefinite, less controversial, and 

more nearly objective goals of rate making that nevertheless make 

sense when viewed as instruments of sound public policy. 

This _serio_u~ handicap imposed upon any social-welfare theory 

of. pubhc utt!Hy rates by the indefinite nature of its assignment 

mtght be supposed to doom it at the outset to complete failure. 

Indeed, some such conclusion may be implied by those rate 

~xperts who reject any "theory" on the ground tint "rate making 

~san a~t, n?t a science." But the situation is not quite as frustrat

Ing as 1t mtght seem. Indeed, it is not as serious as that presented 

?Y other an? ?rander issues of wise economic policy, such as 

tssues of sooahsm versus capitalism. The reasons for this hope-

• ?~tensibly, at least, most of the disputes about public utility rate-making 

pohc1es ~hat come befo~e l~gislatures, courts, and regulating commissions in this 

country mvolve no bas1c disagreements about "ultimate human values'' or even 

about the proper economic organization of society. Instead, they appear to in

volve, for .the most part, controversies about means to the attainment of ends 

that all d1sp~tants would concede to be desirable. To this extent, they would 

support the VIeWs of the late Professor Henry C. Simons and of Professor Milton 

Fnedman,_ to. the effect that, in America today, there is general agreement on the 

larger obJeCtives of economic policy and that the real issues have to do with 

means, not with ends. Henry C. Simons, Economic Policy for a Free Society 'Chi· 

cago, 1948), p. 4o; Milton Friedman, Essays in Positive Economics (Chicago 1'
9

, 3
) 

pp. 4-7· . " • 

But in its app~ication to public utility problems, the statement that controversies 

are_ confined mamly to means rather than to ends requires two important qualifi· 

cauons. The first IS the obvious one that most of these controversies involve a 

clash of individual or class interests such as that between corporate stockholders 

who seek higher dividends and residential consumers who seek lower domestic 

rates. Each ~ide. invokes pu~Jic interest issues as weapons to throw at the enemy. 

'I he real ~bjectlves of the diSputants are, in a sense, directly opposed to each other, 

although Ill ano.ther sense they are the same (or are "symmetrical") in that each 

side ts out for !~self, as in a football game. The second qualification, suggested 

~y the soctal. phtlosophy of John De1vey, is that we live in a means-ends con

tinuum, not m a world which neatly divides goals of action into instrumental 

g?als ~nd ultimate ends. This point of view, unfortunately too seldotn recog· 

mzed m standard economiC theory, is implicit throughout the following pages. 

! 
I 
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ful conclusion are fairly obvious, but they may nevertheless be 

worth a brief summary. 

In the. fi_r~.ti?l~fe •. pJiblic ut~li~y e'm10mics l]lay usefully accept 
as ''giv~n·~-'t~b~~- bas,ic' conceptions or sociaf welfare that prevail 

irt the country and iri the time period under review. At least in. 

\\!estern Europe and in the United States, this would mean, 

among other things, the identification of the public interest with 

the welfare of the people in the community or nation, the state 

being regarded merely as an instrument for the attainment oE 

this welfare. 
In the second place, and related to the first point, the public 

utility economist is justified in going a long way toward the ac

ceptance, as final for his restricted assignment, of widely held 

goals of economic policy that a social scientist or social philosopher 

might properly regard as subjects for intensive and critical analy

sis. A vitally important example of such a goal is that of "consumer 

sovereignty," under which the allocation of the community's 

scarce resources is made to depend on consumer choices or pre£er

·ences rather than on governmentally determined decisions as 

to relative needs or national interests. This goal is basic to the 

whole modern theory of public utility prices and forms the under

lying rationale': . .c:>f a cost-price standard of utility rates. But it is 

no more fundamental to the theory of utility rates than to the 

theory o£ economic organization in general. Hence the author 

even ofa Jar~~ treatise on public utility economks is under no 

()bligC:ttion;.tq.,pf~~~JI.t eJthei·ari' e1aborate defense or an elaborate 

critique of the stand'ard. Instead, he is justified in limiting his 

inquiry to the question whether and to what extent the special 

character of public utility services calls for departures from the 

basic standard of consumer sovereignty in favor of rates designed 

to attain social objectives (say, national defense) that may not be 

attained if the service is offered for sale at cost of production. 

In the third place, public utility rate theory has a great ad

vantage over broader theories of sound economic policy because 

its interest is limited to those highly restricted goals effectively 

attained by programs of rate controL By and large, the task of 

rate making or rate regulation isthat of adapting utility rates 

to a largerec()~omic en~ironment~nduHing a ul1iverse of non

utility price~ 'a~d Wages. dh which'''mes'e rates have only a limited 
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repercussion. This means that the role of public utility rates 
is severely limited, though by no means completely predeter· 
mined, by the country's general price and wage system. To be 
sure, any grandiose scheme for the economic reorganization of 
society would include changes in the pricing of services now 
classified as public utilities. lcldi!'ed, a socialist, concerned to carr,y 
..W:.~ym:n:=!?XE;t;,gr~dually ro the wholesa·le nationalization of 

· \Vith a p~ogram for subsidized, pub-
. thetaie~maklng·polides involved 

..... ~ ...... ¥..,~·· ..... ·~.., p£. socialist strategy; they 
~~~~'l~ubliLc utility rate theory in the ac-

The opportunity, enjoyed by public utility theory, to cut down 
social-welfare issues to more nearly manageable size by keeping 
within the restrictive bounds of its subject matter will be dis
cussed at length in the--lllil&:f!*tr, on the role of utility rates, 
as well as in .... ll~lr~n social theories of rate making. But 
one possible example of such an opportunity may serve here as an 
illustration. It concerns the question whether or not public uti!· 
ity rates, like income taxation, should be based on the relative 
abilities of rich and poor consumers to pay for the service, thereby 
serving partly to offset inequalities in personal cash incomes. If, in 
answering this question, the public utility specialist were under 
obligation to pass judgment on the whole public policy of pro
grams of social control looking toward reduction of personal
income differentials, he would be carried hopelessly out of his 
field into a controversial area in which he has no special com
petence and about which he could probably say nothing not al
ready said more ably and succinctly by other writers. Yet, in ap
praising the merits of "ability-to-pay" criteria of reasonable utility 
rates, he is not completely silenced by a lack of professional com
petence in income-distributive philosophy in general. A signift
cant answer to the question just· raised-admittedly not con
clusive in all situations, yet persuasive for general rate-makino· 
policy-is,that. public. utilit~. ~ates are ineffective instruments b; 

,11~Bt~~·'l'~,,tn,tn~W.~z,~J~eq~athf~s. in income distributioh' and. that 
alternative mstruments (mcludmg public education, social secu
rity laws, progrtssive taxation, and possibly even some form of 
socialized medicine) are better designed to accomplish this ob-

,. 
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jective even on the assumption that the objective itself is desira
ble. Reasons for this conclmion arc snggestcd in Chapter VI I. 

ASSERTED RESTRiCTION OF PUBLIC UTILITY RATE THEORY TO 

"ECO:-IOMIC" PRII'Cll'LES 

Writers on general principles of public utility rates naturally 
welcome feasible opportunities to simplify their assignment by 
limiting attention to those objectives of rate-making policy, the 
attainment of which can be aided by fairly definite standards of 
optimum or reasonable rates. Thus, a study of rate theory may 
ignore, or dismiss with brief comments, political considerations, 
special statutory provisions, and important technical details or 
special situations that call for close consideration by persons en
gaged in the actual practice of rate making or rate regulation. 
These "practical" or legal issues do not lend themselves to use
ful generalizations. Moreover, they can be discussed more in
Lellig·ently by actual practitioners than by those professional 
economists on whom has fallen the rna jor responsibility for the 
development of general rate theory. 

But what must now be noted is the assertion, frequently found 
in the literature of rate theory, that this theory is concerned 
solely with economic principles of rate making, or solely with 
considerations of economic welfare. The significance of such state
ments requires notice in this chapter, since they raise the puzzling 
question how any public utility rates or rate-making policies 
could have an effect on individual or social welfare other than 
an economic effect. 

In the current publications on rate theory by academic econo
mists, the most frequent use made of this self-imposed restriction 
to "economic" principles is to absolve the economist from any 
professional concern for considerations of fairness or equity as 
between investors and consumers, or as among different classes 
of consumers. Instead, the merits of alternative rules of rate mak
ing are to be judged solely by reference to their functional ef
ficiency in getting the work of the world accomplished-in at
tracting capital to public utility enterprises, in supplying in
centives to high-grade management, in controlling the demand 
for the service, etc. Thus, a recent monograph by an academic 
economist on public utility rate discrimination, in its discus-
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sion of the controversial problem of capacity-cost allocation, de
clares that it will analyze the problem solely "from an economic 

point o~ view. Whether or not the various methods proposed 
could glVe resnlts that are 'just' or 'equitable' will not be dis

cussed." They are omitted, presumably, became they raise ethical 
questions, as to which an economist has no professional com
petence.• 

A different distinction between "economic" and "noneco

no~ic" .considerations ~f rat.e-making policy has been expressed 
or Imphed by other wnters Including, especially, those from the 
engineering professions. Here, "economic" principles of rate 

~aking are contrasted with "social" principles or social objec
tives. For example, rates of charge for electric service that fail to 
cover the out-of-pocket cost of supplying small consumers may 

be called "economically unsound" even by a writer who concedes 

tha~ they may never.theless be "socially desirable." Or again, a 

poh.cy of transportatlo~ rate control that may result in driving 
a high-cost transportatiOn agency out of business (perhaps the 

~oad hauler, or perhaps a branch railroad), while declared sound 

If ~udged s.~lely by "ec?~~mic" criteria, may nevertheless be op
posed for ( noneconomic ) reasons of national defense. 

The above-noted distinctions between so-called "economic" 
~nd "noneconomic" standards of rate making will be discussed 
m later chapters, especially in Chapters VII and VIII. But one 

may question the accuracy, without denying the convenience, of 
the use of the adjective "economic" as the term by which to 

c~aracterize th~ _distinctions .. For even a national-defense prin

~Iple or .an a.bil~ty-~~-pay p~mciple of rate-making policy is an 
economi~ .pnnCiple acc~rdmg to the most widely accepted mod

ern. defimtwn of ~conomics as "the study of the principles gov
ermng the allocation of scarce means among competing ends." 5 

. I .con~ess my own i~ability to find any consistency in the various 
distmctwns that wnters, including myself on occasion, have 

: R~lph Kirby Davidson, Price Discrimination in Selling Gas at~d Elutricit 
(Balttmore, 1955), p. 111, y 

'.In .thus defining economics, Profe!sor George J. Stigler adds the proviso that the 
obJectll•e of the al.:ocation of the scare• means must be "to maximize the attain· 
men~ of t~e ends, . The Theory of Price, tst ed, (New York, 1946), p. 12 • This 
prov~s~ mt_ght. posSibly. be held to exclude the objective of fairn~ss as an "eco
no'!nc o_bJe~llve. But It ~ould hardly exclude national defense or other so-called 
sonal obJecttves such as mcome redistribution or decentralization of population. 
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drawn between "economic" and "noneconomic" principles of 

public utility rates. "Economic" is perhaps best regarded as a 

term of convenience, the import of which must be derived from 
the context, as in a statement contrasting "economic" principles 

of rate making with "legal" principles. But the closest approach 

to consistency seems to me to lie in the use of the term "economic" 
to denote whatever general principles of rate making have been 

developed or systematized by professional economists, and de

fended by them as valid under simplified but useful assumptions 

both as to the fact situation and as to the normal role of utility 
rates. 6 

"REASONABLE" RATES VERSUS "OPTIMUM" RATES 

It is a general doctrine of American lah', almost universal in 

its application to public utility companies operating under special 

franchises or "certificates of convenience and necessity," that 
these 'companies are under a duty to offer adequate service at 
"reasonable1

' (or ('just. and. reasonable") rates. In addition, the 

governing state or Federal statutes require that, in its rates of 

charge as well as in its supply of services, a company must avoid 
"unjust" or "undue" discriminations or preferences among con

sumers. But the rule against undue discrimination is a mere· eX· 

tension of the mandate of reasonable pricing to reasonable price 
relationships, and it need not be distinguished for presen~ pur
poses.7 

'Compare I. M. D. Little's contention that the phrase "economic welfare" in· 
volves a misplac•ment of th• adjective. The proper distinction, he insists, is be· 
tween economic and noneconomic means of attaining human welfare. A Critique 
of We/faro Economics (Oxford, 1950), p. 6, 

1 See Chap. XIX. While some of the public utility statutes rest content with 
the requirement that rates be reasonable and not unjustly discriminatory, others 
go a certain distance toward prescribing or implying standards of reasonableness. 
The prescriptions may take the form of an enumeration of objectives of rate· 
control policy, as in the various amendments to the Interstate Commerce Act. Or 
they may take the form of a partial enunciation of measures or tests of reasonable 
rates which the regulating commission is instructed to follow or which it must 
"~a.ke into consid•ration" in reaching a rate decision. All of these statutory pro· 
vm.ons leave much room for "interpretation" by a commission, subject to the 
rulmgs of the appellate courts. 

In. a brilliant article on "Commissions, Rates, and Policies," 53 Harvard Law 
Rev1ew 1103-1144 ( 1940), Professor Robert L. Hale comments on opinions of the 
Supreme Court restricting the standards of lawful rates u11der the Interstate Com-
merce Act to " Uni.ted St~t"> .. J· Illinois ~~lllral R. R.. 
263 U.S. 515, 525 (1 · .•. · tl.S.,·tSg;tr:S~·-6tt;6g~.,;6S8 (lglJ!I); Iri 
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In many of the pages throughout this book, we shall have oc

casion to compare the criteria of reasonable rates established Ly 

s~atutes, courts, and commissions with those rate-making prin

Ciples that have had the support of economists. But what calls 

for present comment is the distinction between the traditional 

legal standard of reasonable rates or rate relationships, and the 

st~n.dard of "optimum" rates often set forth as the ideal of public 

uulJty rate theory. The law accepts results that are merely satis· 

factory, whereas economic theory seeks the conditions for the 
attainment of the ideal. 

A full treatment of the import of the legal rule of "reasonable

ne.ss" as applied to utility rates would go far beyond the scope of 

th1s study. But certain aspects of the subject are fairly elemen

tary. !!l,tlJ~. ,fir,s~. plac~, the. law of public utility rates is, for the 
most part, a law of rate regulation. Instead of prescribing a com

plete set of principles or measures of rates, it leaves primary re-

~ponsib~lity f~r. rate-making policies to the management of the 

.:.:~~~~pnse, pnvate or public, so long as the management keeps 

WHfi,ml .bounds set by public-interest or consumer-interest con

side~a~i?n~, Ot.tly r:rely will a commission feel called upon to take 
the ln!tlahve 111 dtctating the precise rates that a company must 

charge. Its usual action is that of deciding whether or not exist

ing or proposed rate schedules are reasonable or unreasonable.s 

, J a til I ···~~Jared: "The Act Was passed 
or the pr?tection of those who bear the rates. The standards iL establishes are 
t~ansportatwn standards, not criteria of general welfare." The term "transporta
tiOn standar.rls" was, and continues to be, ambiguous. But the statement that the 

;\ct. was destgne~ to serve limited purposes and not to accomplish unlimited ob
Jectives ?f pubhc we.lfare is quite in keeping with the position of economists as 

to th~ htnlted functwns properly assigned to public utility rates as instruments 
of SOCia) COntrol. 

.•.As a I m~tter of practice rather than of legal authority, state public service 

cotftf!l~ 1~~>lto• &l~•lpi'}Yat!l :·rompantes' •i!lllH\ 'iti'bre ·frt<edtlm In I de: 
:"''~"!tructure or rate design than in determining the general level of 

thetr ~rltti!S; · 
Under the Int.er;tate Commerce A_ct and some of the state utility statutes, 

cou.ns and com.m~sswns have thought m terms of a zone of reasonableness, within 

Wh1~h zone exmmg r.at~s n~ay not be disturb<·d by conunission fiat (barring a 
findmg. o~ Ull)USt d!_scnmmatiOn). But 1f the commission finds, "as a judicial fact,'• 
that e~Isl!ng rates l~•e o~Hstde this zone, it may, if it so chooses, set the precise new 
rates Instead of dnecung 1hc company to propose reasonable alternatives See 
Robert L. Hale, "Commissions, Rates, and Policies," cited in the preceding ·foot· 

note. For a general rreauncnt of the concept of a wne of reasonableness unde;-; 

th~ ~nterstate Commerce Act, see I. Leo Sharfman, The l;'j.·eerstate Commerce Corn-[,. 

mmwn, Vol. III n (New York, '936), PP· 417-421, 42!;.:.'~, 652. Unlike this act,) 
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Bm even if the scope of rate regulation were not so limited 

and even if the whole task of rate making were to fall upon 

regulating commissions, these commissions could not possibly 

hope to discover that particular rate structure, or even that particu· 

lar complex of rate-making criteria, which is better than any other 

when judged by any plausible tests of goodness. Satisfactory results, 

not ideal or optimum results, are all that can be expected of the 

ablest g-roup of rate makers. 
Unlike actual practitioners of rate making, the rate theorist 

seldom has the task of putting his theory into practice. Any at· 

tempts on his part to set up principles of optimum rates are 

therefore mere attempts to state conditions, the attainment of 

which would result in the best rates if the fact situation and the 

objectives of rate making were those which he postulates. But 

even the economist, if he wishes w get beyond highly artificial, 

simplified assumptions as to the role of utility rates, so as to 

participate with the practical rate experts in developing workable 

standards of rate design, will be compelled to abandon the goal 

of optimum rates in favor of less lofty and less precise standards 

of adequate performance. Like the courts or the public service 

commissions, the economist must then rest content with prin

ciples of reasonable rates, although his standards of reasonable

ness may differ materially from those accepted by the law or by 

popular opinion." 

RATES AND EFHCIENT PERFORI\fANCE OF FUNCTIONS 

The reasonableness of any public utility rates should be de· 

tennined primarily by standards of efficient performance of their 

accepted functions, The reader may well regard this statement 

as a mere truism. Yet, truism or not, it emphasizes an approach 

to rate-making problems not always reflected in the legal cases 

or in popular controversies. It implies that any rule of rate mak

ing, such as a rule that rates should be based on average cost, or 

on marginal cost, or on "value of the service" instead of cost, must 

be adjudged good or bad, reasonable or unreasonable, primarily 

by reference to its effectiveness in securing rates that will per-

the Natura~ ,,OJi~~ct of 1938 authorizes the Federal Power Commission to order 
a reduction In rates to "the lowest rcaso!lable rates." 

'For a discussion of important differences in emphasis, see Cbap. VIII. 
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THE PUBLIC INTEREST AND RATE MAKING 
form the proper functions of a price system when applied to 
public utility services. What these proper functions may be with 
respect to any given type of utility enterprise is a controversial 
question, for reasons to be discussed in the next chapter. But the 
controversy merely adds to the difficulty of a functional approach 
to rate theory without offering any rational alternative. 

A striking illustration of the difference between a functional 
and a nonfunctional appraisal of rate-making policy may be 
found in a comparison between the earlier opinions of the Su
preme Court upholding the "fair value" rule of rate making as 
a mandate of constitutional law, and the later opinions of the 
Court in rate cases beginning with, or shortly before, the Hope 
Natural Gas decision in 1944.10 True, even the old "fair value" 
rule lends itself to an interpretation under which a plausible, 
even if not convincing, case can be made in its favor on func
tional grounds-on grounds of the efficiency of the rule, when prop
erly applied, in enabling a company to attract capital during a 
period of price inflation.U But it was not so interpreted and so 
defended by the Supreme Court in the days when it was held to 
reflect the constitutional "law of the land." On the contrary, it 
was rationalized as an application of the general guaranties of 
property rights established by the Fifth and Fourteenth Amend
ments to the Constitution of the United States. Whether or not h was feasible of administration, or efficient as a means of enabling 
a corporation to attract needed capital, or conducive to manage
rial efficiency, or otherwise effective as a means by which to harness 
the profit-making objectives of private investors to the job of 
supplying the nation or the community with railroad and public 
utility services, were questions which, if deemed relevant at all, 
were not recognized as the controlling issues in the ruling opinions.12 

1° Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944). See also Chief Justice Stone's ruling opinion in the preceding rate case, Federal Power Commission v. Natural Gas Pipeline Co., 315 U.S. 575 (1942). uSee Chap. XIV. 
11 Compare the following critical comment on the nonfunctional approach to rate r.cgulation believed to have been current at least as late as 1938: "The entire machmery of present-day rate fixing bears little relation to the frequently-asserted purpose of regulation to provide maximum service at minimum costs. If, instead of attempting at great expenditure of time and money to ascertain what a utility is 'entitled to earn' (legalistically speaking), the accent were to be placed on the company's reasonable and essential needs, or 'costs,' including those of required 

THE PUllLIC INTEREST AND RATE ~IAKI:"JG 
A very different point of view is reflec.ted by. the written opin

ions of the justices in the Hope case, mcludmg both th.e con· 
currino· and the dissenting opinions. Justice Douglas, speakmg for 
the c~urt in sustaining the rate order of the Fed.eral Power 
Commission, threw major emphasis on evidenc~ tet~dmg to show 
that the prescribed rates were adequate t~ mamtau~ sound c_or-

. ·d' t Itl sl1ort he stressed the capttal-attracuon functton porate ere 1 • , • • of utility rates. Justice Jackson wrote a dtssent. But the diSSent 
itself was a brilliant example of another functional approach to 
rate theory. It stressed the exhaustible character of natu~al. gas 
as justifying special price policies designed to conserve a hmn.e~ 
natural resource for its more important uses. In short, Jusuce 
Jackson emphasized a conservation function_ of utilit_Y r.<~tes-a 
special form of the so-called "resource-allocauon funcuon to be 
discussed in the next chapter. . The following chapter, on the role of public utility rates, wtll 
develop further the thesis that the basic sta~dards of ~easonable 
rates should be primarily standards of functional effiCiency .. But 
just as the acceptability of a head~che t~blet must be determmed 
in part by reference to its undestred stde effects and not alone 
by reference to its effectiveness as an anodyne .• so also must_ the 
reasonableness of any given rates or rate policy be determmed 
in part by reference to its unintended conseque~ces. The ad
ministration of any standard or system of rate makmg has conse
quences, some of which are costly or otherwise harmful; a~d 
these consequences may warrant the rejection o~ on~ system m 
favor of some other system admittedly less effiCient 111 the per
formance of its recognized economic functions. Thus an elaborate 
structure of rates designed to make scientific allowance for the 
relative costs of different kinds of service may possibly be re-
~~pital,-;egulation would apparently be on its way toward a direct approach to this basic aim." Fir~al Repo•·t of the Telephor~e Rate a~1d Research Departmer~t, Federal Communications Commission, June •:,. 1938, muneographed, P· 23. Pre· pared under the direction of Carl I. Wheat. . . . The early failure of the supreme Court to appraise the n'"nts of .•ts faiT-Value rule and its other rules of rate control by reference to their practical. effictency may be explained in part on the ground that these early .rules w~re destgned, t;ot directly as tests of reasonable rates but rather as setttng hmns below wluch commission-imposed or statutory rates would be held to be so outr~geously low as to amount to "confiscation" of private property. In ac~ual pracuce, however, "reasonable" and barely "nonconfiscatory" rates became senously blurred. See my Valuation of Property (New York, 1937), Chap. 30. 
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THE PUBLIC INTEREST AND RATE MAKING 

jected in favor of a simpler structure more readily understood 
by consumers and less expensive to administer. And thus a system 
of rate regulation that would come closest to assuring a company 
of its continued ability to earn a capital·attracting rate of return 
may be rejected in favor of an alternative system that runs less 
danger of removing incentives to managerial efficiency. The art 
of rate making is an art of wise compromise. 

STANDARDS OF REASONABLE RATES INVOLVE REASONABLE 

RESOLUTIONS OF CONFLICTS OF INTEREST 

In the preceding paragraph, a crude analog)' was drawn be
tw.e~n the problem of developing standards of reasonable public 
uuhty rates and the problem of developing standards of ac· 
ceptable commodities, such as headache tablets. The rates, like the 
tablets, must be adjudged reasonable or unreasonable, satisfac
tory or unsatisfactory (in the light of available alternatives), not 
only by reference to their effectiveness in the performance of their 
intended functions but also by reference to the minimization of 
undesired side effects. 

But the determination of reasonable rates introduces one com
plication .. not ordinarily involved in standards for satisfactory 
commodities, such as headache tablets or automobiles. By and 
large, standards for these commodities are those of satisfaction 
t~ the person who swallows the pill or who buys the car. But prin

~f~!i~&;I~~~:J$:~~81'lfi:RI~.;Jates are ,designed partly to reso.lve conflicts 
~~~J~,~S~~. 'Hl.l;s'J:lg, <;lJffer~r:ltparties, .panicularly between investors 
~·~<\n::;'kgW a,.Ea~e,~e~nsa source of income and consumers to whom 
It means an item of expense. 

This interest-conflict aspect of rate making is emphasized m 
~he l~gal cases, which tend to associate, if not completely to 
Ide~t1fy, rates that are "reasonable" with rates that are fair or 
t;.~0~M~9 .. l?f~., a~ P~Ween buyers and sellers, and as among different 
d~sse~ of buyers. As will be noted in Chapter VIII, on fairness 
~nte~Ia (when distinguished from functional-efficiency criteria), 
~t. ~~~~es ~.roblems that defy s~ientific solution unless one accepts 
as given the standards of fairness prevailing in the community; 
and not even completely then because these standards are them
selves in conflict with one another. 

But while interest conflicts present serious difficulties, their 
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rational solution is not as hopeless as one might assume at first 
thought. For in the first place, notions of fairness, such as those 
based on good-faith performance of earlier promises, are them
selves partly utilitarian. In the second place, some of t.he most 
important principles of rate making, such as those designed to 
secure an optimum allocation of the country's scarce resou~ces as 
between the production of utility services and the production of 
alternative goods or services, are related only indirectly to cc:n
flicts of interest among different individuals. And in the third 
place, under systems of private or public ownership t.hat depend 
entirely on revenues rather than on taxes for finannal support, 
there is an important degree of harmony between the interests 
of consumers and of investors. This partial harmony justifies a 
public service commission in going far toward the acce~t~~1ce 

of the long-run interests of consumers as its sole responstbthty. 
With an important qualification,13 the legitimate interests of 111-

vestors may be regarded as amply protected by the allowance of 
rates sufficiently high to maintain corporate credit and hence tu 
assure the maintenance of adequate service. 

THE PUBLIC INTEREST AND "wELFARE ECONOMICS" 

No chapter on "the public interest" or on "maximtun social 
welfare" as the ultimate objective of rate-making policy can af
ford completely to ignore a restricted conception of economic 
welfare developed by that modern branch of economics called 
"theoretical welfare economics" or (quite illegitimately) simply 
"welfare economics." 14 In line with Western European tradition, 
this school of thought identifies the welfare of any given com
munity with the totality of the welfarcs of the individuals therein. 
Also in line with this tradition, it accepts the revealed choices or 

13 The "important qualification"' lies in the possible obligation of commissions 
to protect the interests of investors who may have committed their funds in 
reliance on rules of rate making no longer accepted. See pp. 155-158. 

1
"' Fur an introduction to the significance and principles of modern theoretical 

welfare emllomics, see Melvin W. Reder, Studies in the Theory of Welfare Eco
nomics (:-.;ew York, 1~J47); Kenneth Boulding, article on "Welfare Economics," in 
Bernard F. Haley, ed., A Survey of Cor1tetnporary Ecuno>nics, VoL II (Homewood. 
Ill .• '9!>~); I. :\I. D. Little, A Critique of Welfare Economics (O;.ford, 1950); J. 
de V. Graaff, Theoretical Welfare Ecmzomics (Cambridge, England, "l57)- See 
also the references on marginal-cost pricing in Chap. XX. The great classic on 
welfare economics in a uroader sense is A. C. l'ip;ou, The Eco>wmics of Welfare, 
4th ed. (London, 1932). But Pigou docs not refrain from making interpersonal 
comparisons. 



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 30 of 226

0 
0 
0 
1\.) 
CX> 
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preferences of individuals as determining the relative satisfactions 
derivable by these individuals from alternative forms of action. 
This acceptance of the preferred position as the position more 
conducive to individual welfare is what gave specious support to 
the contention, now no longer advanced, that welfare economics 
can pass judgment on economic welfare without taking any posi
tion on ethical values. 

Up to this point there is nothing esoteric in the welfare econo· 
mist's conception of economic welfare. \Vhat is esoteric, however, 
is his denial of any scientific basis by which one may make inter
personal welfare comparisons-by which one may decide whether 
an economic change which adds to the welfare of some individuals 
while detracting from the welfare of others will enhance or 
diminish net social welfare. This self-denial limits the welfare 
economist (of the more rigorous persuasion) to attempts to pass 
judgment on the welfare implications of those proposed changes 
in economic policy which, while benefiting some members of the 
community, will not be adverse to any other members. Needless 
to say, such a limitation is a serious impediment to the resolu
tion of controversies in the field of public utility rate making, 
since most of these controversies present a clash of interests 
among the parties to the dispute. And only to a minor extent is 
the impediment removed by the qualification, now generally 
accepted in welfare economics, that any proposed _economic 
change will contribute to total economic welfare if the individual 
beneficiaries, after being actually made to indemnify all the indi
vidual losers, will still remain net beneficiaries. 

For the reason just suggested, as well as because of the variety 
of oversimplified assumptions on which reliance must be placed 
to prove the validity of propositions as to what action will tend 
to enhance economic welfare, theoretical welfare economics has 
only a limited usefulness to persons concerned with practical 
problems of rate making or rate regulation. But "limited useful
ness" by no means implies trivial usefulness. On the contrary, a 
study of the norms of "optimum pricing" set forth by modern 
welfare economists should help materially in the development of 
practical principles of rate making. This statement applies notably 
to the analysis of marginal-cost pricing in the American and 
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If economics-a su bJ' ect to be dis-European literature of we are 
cussed in Chapter XX.15 

With this brief introduction to the problem of developing 
social-welfare or public-interest principles of utility rates, w_e now 
turn to the role that these rates are designed to play as mstru-
ments of economic control. 

•• But compare]. Wiseman, "The Theory of Public Utility Price--An Empty Box," 
9 N.S. Oxford Economic Papers 5~74 (1957). 
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THE ROLE OF PUBLIC UTILITY RATES 

The pr~vious chapter, on the problem faced by rate theory iu 

developmg social-welfare criteria of reasonable rates, has em

phasize~ the importance. of a functional approach. That is to say, 

~he merus of any established or proposed principles of rate mak

mg must be appraised primarily by reference to the estimated ef

fectiv~ness of the resulting rate schedules in performing the 

functiOns properly assigned to utility prices as instruments of 

econ~mic contro_l. \Vhat, then, are these functions? Two possible 

f~nctwns (a capl_tal-attraction function and a usc-rationing func

uon) were mentiOned casually as illustrating the functional ap

proach to the _law of_ publ.ic _utility rates taken by Justices Douglas 

and Jackson m the1r opm10ns in the Hope Natural Gas case.l 

But the subject now requires a systematic treatment-all the 

more so since it receives only incidental attention in the standard 

treatises. 

A partial explanation of the tendency of the literature to deal 

onl~ incidentally with the role of public utility rates may lie in 

a Widespread assumption that this role is fairly obvious and that 

the only rea~ly tough ~ro~lems lie in the development of policies 

of ra~e makmg and pnnC!ples of rate control designed to secure 

effecuve performance. 2 In fact, however, no such assumption is 

'P. 37, Jupra .• For a furth~r diocussion of the distinction between a functional 

an,d a nonfuncuon.al concepno~ of reasonable rates, see Chap. VIII. 

A further parual explanatiOn may lie in the tendency of the '-)" ·1· 
tr t' s t d h · · puu lC Utl lty 
• ea '"' o expoun t e pnnc1ples of rate control as they ha,·e been develop d 

tn the ~ase law. But legal thinking has not been highly analytical in its use e 
1 

economtc concepts; and it~ criteria of .reasonable or nondiscriminatory rates a~e 

.~-~· -~ot so much on nou?m of funcnonal efficiency a.- on traditional notions of 

equ.ny ~nd ~~.property ttghts. By way of example, note Professor I. L. Shari

man s vahd Cl'Htclsm of the Interstate Commerce Commission for its failure to 
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warranted, since the question of precisely what tasks should be 

assigned to public utility rates is highly controversial. 

THE ROLE OF THE PRICE SYSTEM 

The purposes served by the imposition of any given rate of charge 

for a specific public utility service, no less than the purposes 

served by a market-fixed price for a particular commodity such 

as a given grade of wheat, are largely (though not completely) 

predetermined by the fact that this rate is merely a tiny par.t _of 

a whole universe of prices, including prices for other commodities 

and services and prices for labor (wages) and for other ~actors of 

production. This same statement applies also to the enure sch~d

ule of rates charaed for different classes and amounts of serv1ce 
" . . 

by a great public utility enterprise like the Consolidated. Ed1son 

Company of New York or the Tennessee Valley Authoruy. For 

both of these enterprises, the function of rates is one of adapta

tion to the outside world of prices. "Reasonable" rates may there

fore be viewed as rates reasonably aligned with other prices, in

cluding the prices of the commodities and services supplied by 

the nonutility industries. 

But the nature of this function of adaptation or alignment can 

be understood only by reference to ~he larger part played by the 

nation's entire price system in the control of economic activity. 

A su.rvey of "the role of the price system" is therefore called for. 

But the survey will be brief and elementary, since a thorough 

review would cover a large part of the entire field of economics. 

THE DEFINITE ROLE OF PRICES II' A PURE-MARKET ECONOMY 

For reasons to be noted in the following section, it is impos

sible to make general but precise statements as to the functions 

performed by the many different kinds of prices in a "mixed 

economy" such as that of modern capitalism. This economy has 

at its command instruments of economic control, such as taxa

tion, subsidy, and rationing, partly alternative and partly supple

mentary to the forces of the market place-instruments that leave 

make articulate the economic rationale ol its '"primary policy ol >eeldng to tnake 

rates conform to worth of service.'' The 111/entc.de Cammen:e Commi.ssiou, \'ol. 

III B (New York, 1936), pp. 6gt-6g2. 
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considerable leeway for legislatures and administrators, influenced 

by their notions of public interest or by p~essure groups, to 

choose what role they wish different kinds of prices to play. Here, 

the precise functions of specific groups of prices are decided upon 

as a matter of policy, not just discovered by reference to the in

herent characteristics of the price system. Only under the fictitious 

assumption of a pure-market economy, operating without central 

direction, can one ascribe a definite role to the whole price sys

tem, symmetrical with respect to all component prices. Neverthe

less, there is a decided similarity between this archetypal role 

of prices in a pure-market economy and the modified roles played 

by specific prices in real life. 

In a pure-market economy, then, all goods are produced for 

sale rather. than for direct use or for free distribution; and all 

incomes are realized through the sale of these goods or else 

through the sale of the labor or the other "factors of production" 

that go into the making and delivery of the goods. Here, the role 

of prices is coterminous with that of the entire economic organi

:t:ation of society. It is characterized as that of controlling the dis

tribution of scarce resources among multiple and competing uses. 

If the resources were not scarce, there would be no need to 

"economize" their use by means of a price system. But since many 

resources are scarce, and since most of them have alternative uses 

(~~al for the production of electricity versus coal for the produc

tion of gas or of steel products, etc.), there is need for a complex 

of p~ices by means of w_hich shares of each such resource are ap

portioned among the different alternatives. 

This resource-distribution role of the price system is com

posed of many subroles, which can be classified and subclassified 

in various ways according to the purposes and convenience of the 

analyst. Th_e _si_mplest classification will serve present purposes: a 

threefold dJVISlon suggested by Professor Samuelson in his intro

ductory textb~ok on econom~cs. 3 Under this division, the price 

system determmes (a) what thmgs shall be produced, and in what 

amounts; (b) how they shall be produced, and by what producers; 

and (c) to whom they shall be distributed. Thus, in an unregu-

• Paul A. Samuelson, Economics, an Introductory Analysis, Sd ed. (New York, 

1955), P· .15. For a more elaborate sixfold classification, expanded from an earlier 

clas~tficatwn hy Fra11k H. Knight, ~e C. Lowell Harriss, The American Economy 
(Homewood, Ill., 1953), pp. 13-18. 
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lated, pure-market economy, the price system would determine, 

'))' f other things whether or not 6o-cycle alternat-
among m1 wns o ' 

1
. d · 

ing-current electric power shall be generated and supp Je. m_ a 

· nd at what rates of output; whether the generation m 
g1ven area a . 1 b 

this area shall be entirely by steam plants or enurely or part y y 

water power; and how the supply of the_ pow_er shall be appor

tioned as between industrial users and resJdentJal consumers, and 

as between rich consumers and poor consumers. I~ t~ese deter

minations, prices act both as an attracting force mo_uvatmg peo~le 

to produce for sale, and as a repelling force lead1~g prospective 

consumers to restrict their demands. These offsetting fo~ces are 

illustrated in the textbooks by the familiar tables and d1agrams 

of supply and demand. . 

In a pure-market economy, th.e p~ices that perform these vita~ 

functions of an economic orgamzauon are not themselves deter 

mined or even influenced, by any central authority. !nstead, they 

result from the interaction of buying, selling, pr~du~u.1g, and CO~l-
• • • • < • 1dividuals or groups of mdJVJduals, each 

surnlilg actJVltles 01 u , . . . 

seek.ina to maximize profits or gains on sale and to nunJmt7.e costs 

on pu;chase. But as a result of these intera~t~ons, there emerges 

a genuine economic system instead of a conditiOn of cha~s. . 

The nature of these interactions, even under the Sl~~~-~fied 

assumptions of pure competiLion, is complex, as the unmltlaLed 

reader would discover by studying even as skillfully clarified an 

exposition as that by Professor Sti~ler in his book on The Theo? 

of Price.4 But the resulting allocauon of resources among alterna 

tive uses is supposed to reflect a cond~tion_ called "cmm.mler 

sovereignty"-a crude phrase since the 1mphed analogy of the 

market place to the voting booth is_ ver:r loo~e. The _preferences 

of the consumers, expressed in the1r b1d pnces or m their re

sponses to asked prices, determine _the. ki?ds _and amount_s of 

products to be produced and also their dtstn~uuon among differ

ent persons or "spending units." But the vou~g power (or, mor_e 

accurately, the drawing power) o~ these d~fferent per~ons .Is 

weighted by their relative money mcomes-mcomes wh1ch, . m 

tum, are derived from the sale of products or of productiVe 

services at market-determined prices. 

How well the price system of a pure-market economy would 

• George J. Stigler, The Theory of Price, rev. ed. (1'-<ew York, 1952). 
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subserve the public welfare if it could be, and actually were, 
opera:ed under conditions of strict or perfect competition is a 
questwn of doubtful meaning, to which no confident answer can 
~e given if only beca~se it assumes a form of economic organiza
tiOn that never has extsted and never can exist. Any answer, more
over,_ would need to assume a standard of social welfare that at 
best _1s only p~ausible, ~ot axiomatic, and that would surely fail 
to W111 u.?quahlie_d pubhc acceptance. But having in mind a stand
ar_d of e~onomJC welfare" which identifies maximum welfare 
With max1mu~ satisfaction of individual consumer preference~. 
man~ eco_nom1sts ha~e declared that, with certain exceptions or 
quahficatwns, the pr1CeS that would result without regulation but 
unde~ pure or perfect competition would be the "ideal" prices. 
The Import of such a statement, however, might well mislead a 
layman, or even an economist himself. For no scientific proof (nor 
any co~~on-sense proof, for that matter) can be adduced for the 
proposltio~ that a~ u~mo~ified competitive-price system will lead 
to an optl~~m diStnbuuon of income among individuals and 
among famlites.6 

~espite ~ts li~it~tions, the familiar assertion that competitive 
pnces are, 111 a s1gmficant sense, "ideal" prices is of much interest 
to_ a student _of principles of public utility regulation. For it sup
piles the maJOr argument for a contention that the primary ob
Ject of rate regulation should be to secure, by deliberate price 
co~t~ol, those charges for public utility services that would pre
vat! 111 the _a?sence of regulation if the services were rendered 
u~der co~dltlons of competition. The merits of this contention 
will be discussed in Chapter VI, "Competitive Price as a Norm 
of Rate Regulation." 

op•t~h:~~:~~:~~~o;~n~~~~he relationship bet .... :_en competitive price conditions and 
• • · 1 wns was wntten by,\,nofessor A. C Pi ou of c b · !u. 

Umversny: The Ecotwtnics of Welfa'" -"th 1 (L -' i_~.:i.!:!,Qg . ~m r1< "." · · 1 ''S. e< · onuon, """"J· The ongmal cdt-
!:io~e:t:f fa~xpa~tled from an earlier "'?rk, was published in tg~o. Pigou's tr<lt· 
f q ~~Y~;s ha\e been much m01.hfied by later writers in the field of "wd-
c~~ed~~~o:~mtcs. But I .doubt ~·~ether the revisions of technique have kd 10 
P' • I o~ rate-makmg pohct('S notably different from those stwgested by 

tgou s ana .Y'" as revued by hnu in his later editions. The mote rc~ent litt·ta 
ture has la1d great :mphasis on tn:trginal wst, rather th•n average total cost. 
as a _measure of optanum rates. See Chap. XX. But the eneral h' 0 , · · 
marg1?al-cost pricth'ng is suggested in Pigou's treatise as well ~s in ea~ie~; 1';':t:.:.·tu~: 
on pttce or rate t eory. ' 
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THE FLEXIBLE !lOLE OF PRICES lN A MIXED 

CAPITA LIST ECONOMY 

In the theory of price determination under the assumption of 
a pure-market economy, the role o£ the price system is _rrede~er
mined by the very definition of this ec~nomy. Here, pnce _fixmg 
or price regulation would not be available, sa:, as an mstru· 
ment for the relief of drought-ridden farmers m Southwestern 
United States, or as part of a government program for the stimula· 
tion of industries deemed of critical importance for national de
fense, or for the purpose of discouraging the consumption of 
liquor through the imposition of heavy excise ta_xes. In short, 
specific prices or groups of prices are not determmed b_y ref:r
ence to specific price-making policies. Samuelson has thiS p_o~nt 
in mind in warning the reader that the failure of a compet1t1ve 
market economy to distribute goods on the basis of relative 
needs rather than on the basis of money demand is no sign of 
its failure to perform efficiently the functions that it is designed 
to perform.6 A charge of inefficiency on this score w~uid ?e _just 
as pointless as would be a complaint that a typewnter 1s mef
ficient because it fails to correct a typist's misspellings. 

Even when we turn to a mixed economy like that in the United 
States of today, an exposition of the role of prices in a pure
market economy fits the situation fairly well if not pressed too 
far-much better, in fact, than would any alternative simple 
exposition. For the economy of modern capitalism ~s not ~ope
lessly mixed, and the forces of the market place are stlil dommant 
in the determination of relative prices of commodities and 
services-even in the determination of the regulated prices 
charged by public utility companies. It is for this reason that '"c 
can stili refer use[ully to the role oE the price system as an or
ganic whole; and it is [or this reason that we can g(~ a loug way 
toward a derivation of the functions of any one pnce or group 
of prices, such as the functions of the rates charged l.Jy the Con
solidated Edison Company of ;-.lew York or by the Pennsylvania 
Railroad, by assuming that these functions are not fundamentally 
different from those performed by other prices, including the 
prices of wheat, of electrical equipment, or of laundry service. 

• Economics, p. !17. 
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THE ROLE OF PUBLIC UTILITY RATES 

The force of this statement will be brought out in the follow
ing pages, which distinguish four primary functions of public 
utility rates. For this fourfold classification of functions also re
flects the major functions performed by the unregulated prices 
of any one commodity or group of commodities. But the limita
tions of this statement will also be apparent as the discussion pro
ceeds. For a mixed economy has at its disposal a variety of eco
nomic controls ancillary or alternative to that of the price sys
tem, with the result that, in the performance of any given func
tion, price may merely assume some share in getting the desired 
result. What this share shall be is a question of policy that can
not be decided in the same way for all types of prices, or even 
fo~ ~11 public utility prices. It follows that the writer on public 
utihty rate theory, no less than the writer on any theory or 
program of reasonable or optimum prices in a mixed economy, 
c~nnot rest conte~t to take as "given" for his purposes the pre
Cise tasks to be assigned to the prices under review, limiting him
self to an attempt to secure prices best designed to perform these 
p~~determined tasks. On the contrary, he must assume responsi
bility for an. attempt to resolve controversies as to how programs 
of. ~ate mak1~g should cooperate with other policies of public 
ut1hty operatiOn and regulation in securing basic objectives of 
public policy. This problem of deciding precisely what role should 
be as~i?ned to pu.blic utility rates with respect to particular types 
of Utility enterpnses and under different schemes of regulation is 
one of the most difficult and most controversial issues of modern 
rate theory. 

THE FOUR PRIMARY FUNCTIONS 
OF PUBLIC UTILITY RATES 

Without here attempting. to answer the question what functions 
ought to be assigned to public utility rates, let us now review the 
main functions that these rates, in combination with other instru
ments. of soc~al control, are actually called upon to perform for 
A.mencan r~I!roads an~ public utilities, whether operated under 
duect pubh~ ownership or under regulated private ownership. 
These functiOns can be classified in different ways; indeed, a 
thorough analysis of the role of utility rates would call both for 
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subclassification and for cross-classification. But a study of the 
many controversies about standards of reasonable rates to be 
found in the literature and in the litigated rate cases leads me 
to distinguish four primary functions. The. significanc~ ~f the 
distinctions, for purposes of rate theory, lies m the assoCiatiOn of 
these different functions with different criteria and measures of 
reasonable or optimum utility rates. Indeed, the .standar~s of .ef· 
ficient performance of these functions are in partial conflict With 
one another, with the result that sound rate-making policies are 
necessarily policies of wise compromise. . 

In default of more clearly established terms, the four functiOns 
to be distinguished may be called, respectively, ( 1) the p~oduc~r
motivation or capital-attraction function; (2) the effiCie~cy~m
centive function; (3) the demand-control or consumer-ratwmn.g 
function; and (4) the income-distributive function. All have t.h~Ir 
counterparts in the role played by any unregulated com.petitive 
price or group of prices. For example, the pric~s charged for l~ats, 
viewed from the standpoint of the commumty or the natwn, 
have the economic tasks, operating in participation with the sour
rounding universe of prices, ( 1) of stimulating o~ encourag1~g 
the production and marketing of hats, \2) of rew~rdm~ or penaliz
ing hat makers and hat sellers for effiCiency or meffiClen.cy, (3) of 
restricting the effective demand for hats, thereby makmg overt 
hat rationing unnecessary, and (4) of transferring a compensatory 
amount of purchasing power from those who wear the hats to 
those who make and market them. But the relative importance 
of these four functions, as well as the accepted standards of good 
performance, may differ as between regulated utilit~ services .and 
commodities or services produced without regulation and m a 
highly competitive market. 

1. THE PRODUCTION-MOTIVATION OR CAPITAL·AlTRACTION 

FUNCTION 

One of the most obvious functions of prices in general is that of 
motivating and enabling persons to participate in the production 
and distribution of commodities or services for which they them
selves may have no direct use. This is also one of the most promi
nent and most widely recognized functions of public utility rates. 
Public utility companies are permitted to impose charges for 
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their services l_argely in order to induce and enable them to sup

ply these services and to make provision for their continuation 

and for their required expansion. If denied the opportunity to 

l~vy ~ompensatory charges, they could not long continue opera

tiOn m the absence of tax-financed subsidies. 

~his produ~tion-motivation function of prices gives rise to the 

capital-attraction standard of reasonable public utility rates. By 

this standa~d, "reasonable rates" are rates adequate to yield reve

nu~s that Will cover .all legitimate operating expenses plus a return 

on mvestme?t sufficient to maintain sound corporate credit and to 

attract requned amounts of new capital. Rates below this level 

are deemed deficient because, at least in the long run, they will 

not enab!e the company to live up to its obligations to serve the 
communuy . 

. I? public utility cases in which the general level of rates (as 

d1stmct from the rate structure) is at issue, the capital-attraction 

standard .of reason~ble rates tends to be acct>pted by commissions 

as the pnm~ry b~~1s for their decisions. Even the representatives 

of the pu~hc utility companies will usually base their requests 

for a rate mcrease or their opposition to a rate decrease on the 

ground of. need for credit-sustaining revenue. True, company 

counsel Will also assert their legal rights under constitution or 

statu~e and w!ll support these claims in part by considerations 

of faHness. to mvestors. But, especially in recent years, these col

lateral cla1_ms are seldom asserted except in defense of rate in

creases wh1ch the company also claims that it would need to se

cure solely in the long-run interests of its present and prospective 
consumers. 

lm~ressed not just with the desirability but with the utter 

n~cessity of command over capital as a means of corporate sur

VIVal ~nd grow~h, one might be tempted to accept the capital

attraction funcuon of rates, with its correlative capital-attraction 

sta?dard of a :~asonable return, as the only function that needs 

seno~s recogmuon as a criterion of reasonable rates. Any other 

functions, such as the three others already mentioned might be 

deemed ~urely incidental, .with the result that the whole theory 

a_nd pracuce of rate regulauon would be limited to the determina

tion of rates adequate to maintain the enterprise in sound finan-

THE ROLE OF PUBLIC UTILITY RATES 

cial health in the light of its needs for expansion. Indeed, oue 

sometimes reads in the literature of public service regulation 

statements that suggest this conclusion.7 • 

But no such conclusion would be justified, since the capital

attraction function is only one of several important functions of 

utility rates. Indeed, it is not even the most nearly indisp:ns~ble 

function, which is that of demand-control or consumer-ratwmng. 

But postponing discussion of this latter point, _let us no:v note 

reasons why efficient performance of the capaal-attractwn or 

production-motivation function cannot be acce.pted a~ the sole, 

or even as the overriding, objective of rate-makmg pohcy. 

In the first place, the nation or the comm_u~ity is un~er no 

compelling necessity to require its public uuhty ~nterpns~s to 

maintain and expand service on a self-financing basis. If desHed, 

deficiencies in revenues from the sale of service can be made good 

by tax-financed subsidies. Subsidized public utility and railroad 

enterprises, both privately and publicly owned, are by no means 

unfamiliar in American history. To cite two current examples, one 

may mention the heavy, though now great!~ ~educed, !'ederal .sub

sidies to the domestic airlines and the subsidiZed service provided 

by the New York subway system since its acquisition by the city 

government. In recent years, this sublvay system has not even cov· 

ered operating expenses despite an increase in fares from 5¢ to 10¢ 

and then to 15¢. 
To be sure, practical or theoretical reasons may justify a con

clusion that, save in unusual situations, resort to subsidies is un

desirable and that a public utility should be permitted and re

quired to charge rates sufficient to ma.intain _fi~ancial_ self-suffi

ciency. Indeed, with important qualifications, th1s IS the v1ew t~ke~ 

in the present book. But in any attempt to develop sound pnno

ples of rate making, the undesirability of subsidized services cannot 

properly be taken for granted as a starting point for the theory of 

'Thus a recently published book on electric rates declares: :·~ates for electric 

service are nothing more than price tags which the _electric uuluy places on ~h~ 

service it renders. As such, their ultimate purpose IS to provtde for the uulur. 

in the aggregate, sufficient revenue to cover all opera tin~ costs .. and earn a ~au 

return on the fair value of the property devoted to pubhc use. Russell E. c..ay· 

wood, ElectTic Utility Ratf Economics (New York. 1956), p. 22. llut Cay"'ood _hml· 

self later recognizes other objectives of rate-making policy, not merely anoliary 

to the objective of adequate over-all revenue.. 
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utility rates. Instead, the merits or demerits of a subsidy should be 
subject to careful analysis.8 

In the second place, even under the assumption that a public 
utility enterprise should be financially independent, the capital· 
attraction role of rates can reach only a certain distance in deter
mining standards of reasonable pricing. For, under conditions of 
regulated monopoly, various alternative schemes of rate mak
ing, if skillfully administered, may all suffice to attract the re
quired capital. This statement applies even to the determina
tion of adequate rate levels for reasons discussed in the chapters 
on rate-level determination. But it applies even more obviously to 
the determination of proper rate patterns or rate structures. The 
good or bad attributes of the rate relationships within a given 
public utility system-the relationship, say, between domestic 
and industrial electric rates, or between rates for on-peak and 
off-peak service, or between railroad coach fares and Pullman 
fares-are by no means limited to those attributes bearing on 
the company's ability to earn an adequate over-all rate of return. 

Finally, unless supported by standards of reasonable or opti· 
mum rates derived from other functions, the capital-attraction 
function offers only a standard of minimum rates. True, as in
voked in rate cases and in the literature, this function is usually 
construed to imply that reasonable rates are the lowest rates 
needed to maintain corporate credit and to permit the attrac
tion of necessary new capital. And this is a very sensible construc
tion in the normal situation. But one cannot derive this con
struction as a mere corollary of the proposition that public utility 
rates must be sufficiently high to attract capitaL One must look 
to other functions of rates, notably to the consumer-rationing 
function and to the income-distribution function, for a reason 
in favor of the lowest capital-attracting rates.o 

'This view may be contrasted with that expressed by Admiral Ben Moreell, 
then chairman of the board of the Jones 8< Laughlin Steel Corporation, when he 
declared: "I believe that all public power which is subsidi1ed by tax funds, whether 
on the federal, state, or local level, is economically and morally wrong." Quoted 
in Electrical World, May 12, 1958, p. 55· 

• In one important respect, the capital-attraction role of utility rates differs 
from the similar role played by unregulated, competitive prices. A private, non· 
utility producer is under no legal obligation to expand output beyond the point 
th~t .. he deems desirable on grounds of profit-maximization. But most public 
uulmes are under a legal duty to supply adequate service within their franchise 
territories. Hence, they lack. the freedom enjoyed by private businesses to base 
their expansion program on an estimate of profitability. 

f THE ROLE OF PUBLIC UTILITY RATES 

2. THE EFFICIE!'ICY·INCENTIVE FUNCTION 

Under unregulated competition, the price system is supposed 
to function in two ways with respect to the relationship between 
the price of the product and the cost of production. In the first 
place, the rate of output of any commodity will so adjust itself 
to the demand that the market price will tend to come into accord 
with production costs. But in the second place, competition will 
impel rival producers to strive to reduce their own production 
costs in order to maximize profits and even in order to survive 
in the strugg·le for markets. This latter, dynamic effect of com
petition has been regarded by modern economists as far more 
important and far more beneficent than any tendency of "atomis
tic" forms of competition to bring costs and prices into close 
alignment at any given point of time. 

In the regulation of public utility monopolies, the principle 
that rates should be set at levels designed to yield revenues cover
ing cost including or plus a "fair rate of return" may be re· 
garded as a substitute, thoug·h not a close substitute, for the 
tendency of prices and costs to come into accord under the 
forces of market competition. But where is the efficiency-incentive 
counterpart? 

Under prevailing methods of rate regulation, such incentives 
are, indeed, provided to a limited degree. First, private com
panies receive no guaranty of their ability to enjoy a "fair rate 
of return," with the result that they may be under more or 
less severe pressure to practice operating economies and to stimu
late growth of demand for service in order to earn the officially 
sanctioned rate. 10 Second, the standards of a commission-fixed 
"fair rate of return" are themselves somewhat flexible, and some 
commissions, in setting these rates, try to make allowance for 
supposed relative efficiency or inefficiency of operation and of 
financial plauning. And third, there is the so-called "regulatory 
lag"-the quite usual delay between the time when reported 
rates of profit are above or below standard and the time when 
an offsetting rate decrease or rate increase may be put into effect 
by commission order or otherwise. 

10 The significance of this no-guaranty situation is enhanced by the general re
fusal of commissions and courts to recognize past deficiencies or past excesses in 
corporate earnings as grounds for offsetting allowances in later rate cases. 
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But these incen tive·encouragement features of orthodox rate 

regulatio? are e?'"tr~mely cru~e, and one may suspect that they 

are very meffecuve m companson with the stimulation of direct 

and active competition. Whether or not the situation lends itself 

t~ mate~ial improvement, through the adoption of systematic 

differential rates of return based on estimates of relative ef. 

ficien.cy •. is a controversial question, about which something will 

be sa1d m Chapter XV, "The Fair Rate of Return." 

3· THE DEMAND·CONTROL OR CONSUMER·RATJONING FUNCTION 11 

. Although the capital-attraction function of public utility rates 

IS the one that has had the most influence in the determination 

o~ American principles of rate regulation, it is not the function 

g1ven first place by those modern economists who have written 

on rate:mak~ng theory. Instead, the function which they have 

emphasized Is that of "demand control" or "consumer ration-

'ng"12H h · · d · 
I · ere, t e pnce Is esiglled, not to induce production but 

.. u This functi?n of p~ice is often referred to in modern economics as a 

resour~e-allocatton funcuon"-the function of allocating scarce resources among 

compeung uses .. But .the latter term .seems to me to be unhappily chosen for the 

purpose of deugnaung the transacuons that it is designed to cover. Logically 

the effect of a. price on the d~stributi~n of incom.e among different persons is ~ 
resource-~llo~all~n effect. Yet, m practice, economms have distinguished between 

lncome·dmnbuuve effects and what they have called resource-allocation effects 

S~e·. e.g.: Abba P. Lerner, The Economics of Control (New York 1947) wh · 

d~sn':'gut~hes "The Optimum Distribution of Goods," given the indi~iduaJ.i~com~ 
dJStrJbunon (Chap. ~). from "The Optimum Division of Income" (Chap 

3
) 

"The difference in relative emphasis placed upon this function of price flllin · 

11_1arks perhap~ the major dis~inction between the outlook typical of the profes~ 
s10nal economist and that typtoal of popular and legal thinking. As recent writ 

have noted, neither the American public utility statutes nor the decisions of ~5 

public service commissions give primary attention to consumer-ratt'ont'ng e 

II · b' · . or re· 
source·a ?cattve o Jecttves. of. rate·makmg policy. Instead, the emphasis has been 

o~ ~ va~tety of other ObJectives such as those of capital attraction of inco 

diS~Tibuuon, and of "fairness" considerations. In commenting on ~ paper ~~ 
whtch I had referred to the consumer-rationing standard of utility rates, Pro

fessor Emery Troxel dedared that, under the rate-making policies of the Ten ssee 

Valley Authorit~ or. the Bonneville Administration, "the rationing standa~~ of 

P':ofessor Bonbnght s J?3-P•r does not operate." With these Federal projects, he 

satd,, .so much emphasts has been placed on the long-run maintenance of rate 

stab1lny that "the public pricing policy is not directed either to · · 
• h . a ratiOmng pur-

pose m s o':t ~enods _or t.? control _of efficient allocative (investment) limits in 

longer organtzatwnal Vtews. 47 American Economic Review, Proceedingl 404 
(M 

1957). 
ay, 

The sa~~e popular tendency to belittl_e or ignore resource-allocation objectives 

of economtc pohcy has heen found to eXIst outside the realm of ut'l't · 
Th p f . I 1 y economtcs, 

us . ro essor Melv_m W. Reder, referring to the modern economist's objection 

to bustnes~ monopol!e! on t_he ground that they tend to create a misallocation 

of productiVe resources (as dtstinct from the more familiar ground that they lead 
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rather to restrict or influence demand. When this function is per· 

formed efficiently, as is by no means always feasible in the regula· 

tion of utility rates, every potential consumer has the opportunity 

to receive forthwith, or after only a minimum delay, whatever 

type of service the utility enterprise undertakes to supply in his 

area, and in whatever amounts he is willing to buy at the sched

uled rates of charge. Thus public utility rates are designed to 

avoid the necessity for overt rationing by making the consumer, 

in effect, ration himself. 
In order to illustrate the high impona11ce of this rate-making 

function, let us assume that the council of a large city which 

directly owns and operates its electric power system is consider

ing a proposal to supply free electric service to all residents, and 

in whatever amounts each consumer requests. Let us also con

cede the financial feasibility of the proposal in view of the city's 

powers to pay operating expenses and fixed charges out of the 

proceeds of various taxes. What objections can be raised against 

this pleasant arrangement? 
There are several possible objections, including the criticism 

that the plan would be unfair to those residents who are subject 

Lo hiah taxes but who have little need for electric service-a criti· 
" cism relevant to the income-distributive function of utility rates. 

Hut another objection, even more serious, is that the offer of free 

to a bad income distribution) says: "But this complaint is almost exclusively a 

complaint of the professional economist; indeed, the lay public is scarcely aware 

of the existence of a resource-allocation problem, let alotte the role of the pricing 

system in its solution, and the implications of 'Monopoly' in connection with it." 

St1tdies in the Theory uf Welfare Eco110111ics (:-Jew York, 1947), p. 47· 

The rerent writings hy professiot1al economists ou urban transit problems have 

laid stress on the failure of public authorities to base their fare-fixing policies 

on demand-control objective,;. Thus Wilfred Owen '''rites: "Along IVith this failure 

o£ the urban transportation systen1 to meet the needs of modern communities, 

the possibilities of inAuencing transportation demand to bring it more nearly 

into balance with the supply of facilities have been almost completely overlooked." 

The Metropolitan Transportation System (Washington, D.C., 1956), p. 249· 

llut some recent economists hal'e insisted that the majority of their profession 

have overemphasized consumer-rationing or rcsource-allocative objectives of rate 

making and price fixing to the n~glect of other, assertedly even more important, 

objectives such as those ol income uistribution or income stability. With respect 

to farm-price controls, this criticism of the academic economists has been voiced 

sharply by Professor J. K. Galbraith: "Economic Preconceptions and the Farm 

Policy," 44 American Economic Review 4o-_02 (1954), It is also implied by writers 

who defend the application of a cost·price standarLI to the regulation of well-head 

prices of natural gas. See, e.g., Joel B. Dirlam, "Natura! Gas: Cost, Conservation, and 

l'ricing," 48 American Economic Review, Proceedings 49•-so> (May, 1958). 
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THE ROLE OF PUBLIC UTILITY RATES 

and unlimited service would surely result in wasteful use of elec
tric power. The waste would be most obvious with respect to the 
demand for industrial power, say, for the production of aluminum 
or for electrochemical industries. But in these days of modern 
electric appliances, it would be serious even with respect to do
mestic consumption, as the British have occasion to know in view 
of the prevailing below-cost charges for the peak-time use of elec
tricity for house heating.'a 

Faced with this prospect of an excessive demand for electric 
service in the absence of any charge therefor, our hypothetical 
city would be compelled either to abandon the proposal for free 
electricity or else to introduce complex restrictions as to the 
amounts, th~ ~imes, and the types of use. But the imposition 
of such restnctwns would be a very clumsy and ineffective instru
ment of economic control, and the case against it would be over
whelming save, perhaps, in a period of emergency. Under normal 
conditions, a far better practice is a resort to the "automatic 
rationing" of a price system. 

It remains to note an ambiguity in the terms "demand-control" 
or "c_onsumer-rationin.g" when used to characterize a specific 
function of rates or pnces. In its broadest sense, this function re
fers to any use made of prices as devices by which to affect the 
demand for the services to which the prices are attached or the 
demand for alternative or complementary services. Thus, if the 
city .council in our imaginary city, on receipt of reports from 
me~ICal experts o~ the amount of light needed to minimize eye
stram, were to deCide that every family "needs" to consume elec
tricity for lighting at the rate of 50 kilowatt hours per month, it 
would be resorting to a consumer-rationing standard of rate 
making if it should attempt to fix rates so as to encourao-e this 
~mount of. lighting use. A more familiar example of th; same 
mterpretatt~n of a consumer-rationing standard of price is the 
supply of city water to dwelling houses at less than cost when 
justified on the ground that a liberal use of water is in the interest 
of community health. 14 And at the other extreme, although out-

,. See Report of the Committee on National Policy for the Use of Fuel d 
Power Resources (The "Ridley Committee" Report), Cmd. 8647 London sa; 
1952; also I. M. D. Little, The Price of Fuel (Oxford, 1953). ' ' e ., 

"The desirability of ~ncouraging free household use of water for sanitary pur· 
pos~s has often been g1ven as a justification for nonmetered water service, es
peCially for the smaller users. In a defense of the use of meters, despite political 
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side the field of the public utilities, is the imposition of high 
excise taxes on liquor for sumptuary purposes rather than merely 
for revenue-raising purposes. 

But as the term is usually construed in price or rate theory, 
the "consumer-rationing" function does not refer to the use of 
prices by the government as a means of allocating commodities 
and services to different individuals on the basis of centrally de
termined needs. Instead, the prices are designed to let the con
sumer be the judge of his own needs or wants, subject, however, 
to the requirement of compensatory payment. This is the prin
ciple of consumer sovereignty, the most fundamental single prin
ciple of modern public utility rate theory. 

Under conditions of unregulated competition, prices are sup
posed to ad just themselves "automatically" in accord with this 
principle of consumer sovereignty. The desired result takes 
place because the competitive price is, in a sense, an indemnity 
price-a price, the payment of which by the consumer covers 
the costs (including the so-called "opportunity costs") incurred 
by those persons who supply the required "factors of production." 
Under regulated monopoly, there is no such automatic adjust
ment. Instead, the adjustment must be brought about by the aid 
of policies of rate regulation expressly designed for this purpose. 
This involves a system of modified cost pricing. But, as we shall 
note later, there are formidable difficulties in the way of a suc
cessful application of such a system-among them, the difficulty 
arising when rates sufficient to cover the incremental costs of the 
different services, considered separately, would fail to cover all 
the overhead costs. 

The prominence here given to the function of utility rates 
in restricting the demand for service to those demands for which 
consumers are ready to cover·costs of rendition may seem shock
ing to persons familiar with the emphasis placed by modern rate
making practice on so-called "promotional rates"-on rates ex
pressly designed to stimulate increased use of public utility serv
ices including, particularly, use of electric energy. This abundant-

resistance thereto, Mr. Harry E. Jordan, Secretary of the American Water Works 
Association, Inc., has declared that "when cities have gone from an unmetered 
to a fully metered basis the records show a reduction from one-third to one·half 
of the prior use per person." But he adds: "No one has suffered. No citizen has 
had to 'go dirty.' He simply stopped letting faucets drip and water run unneces· 
sarily." Letter to New York Times, Oct. 2, 1954· 
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sB THE ROLE OF PUBLIC UTILITY RATES 
use philosophy of rate making has won qualified acceptance 
among the private utility companies within the past twenty years. 
But it has been accepted with greatest enthusiasm by some of the 
spokesmen for public power, who have been charged by critics 
with carrying their enthusiasm to an irrational excess. 

The merits of this criticism could hardly be appraised intelli
gently without reference to specific claims on behalf of the public. 
power advocates. But in any case, there is no inconsistency be
tween the view that rate schedules should be promotional in 
character and the view that an important function of rates is that 
of preventing wasteful consumption.15 A promotional rate sched
~le is simply a schedule that lowers the price barriers against 
mcremental blocks of consumption. Only if these barriers are 
lowered to the point at which incremental use fails to cover in
cremental cost is there a violation of the consumer-rationing 
standard of rate making as here construed. In fact, a failure to 
low~r the barr~ers to this point with respect to those utility 
~erv1ces for whtch the demand is highly elastic indicates a de
parture from the consumer-rationing standard.1o 

4• THE INCOME-DISTRIBUTIVE FUNCTION 

All_ thre_e of the functions of public utility rates mentioned up 
to this pomt are tasks designed cooperatively to serve one com-

·"A p~blic utility may promote the use of a specific type of service, not only 
by lowenng_ the rate charged for this service but also by raising the rate charged 
for alternattve types of service, thus taking advantage of what economists have 
call~d "cross-elasticity of demand." For example, off-peak consumption of the 
servtce ~ay be e_ncouraged by a reduction in rates for off-peak uses combined 
with an Increase m rates for peak-time use, 
. "The problem of making util~ty rates perform most effectively a consumer· ration· 
mg r.o~e IS rendered extremely dtllicult by the paucity of reliable data on the price
el~mmy of dem~nd for different kinds of utility service, This problem is com· 
pltcated by _the t.nHuence_ on demand of variables other than the rates charged 
for the s~r~tces m question: by cha~ges in demand resulting from changes in 
consumers I~C?me, cha?ges tn the prtce of substitute or complementary services 
and cornrn?dtttes, and mcreases or decreases in advertising and in high-pressure 
salesmanshtp. _For example, in determining the extent to which electricity will 
be p~t to vanous h.o~sehold _uses, the form and level of the rates of charge can 
exernse ?nly a p~rtmpanng tnAuence along with the availability and the pricing 
of el.ecmcal eq~1pment and along with the promotional activities of the com· 
pany_•. commerct~l department. Some years ago, the manager of the Winnipeg 
Muntctpal Ele~tnc P~an.t told ~e that the effect of a drastic decrease in rates had 
proved. very dJSappom~t?g unul the household use of electricity was spurred on 
by an mtenstve adv~rtmng .program and by resort to an expensive and appealin 
showroom of electnc app!tances, located on Winnipeg's main shopping stree~ 

THE ROLE OF PUBLIC UTILITY RATES 59 

man goal of rate-making policy: the provision of the community 
with adequate kinds and amounts of public utility services, pro
duced in an economical manner. Thus, the rates charged for its 
services by a given public utility enterprise are designed (a) to 
determine the types and amounts of service that the enterprise 
must undertake to render, (b) to enable the enterprise to p<~Y 
operating expenses and to attract the capital needed in order to 
render this service, and (c) to encourage the management of the 
enterprise to meet the demand for service at a minimum cost ul 
production. 

But a fourth rate-making function must now be distinguished: 
that of transferring, in the form of a cash payment, a desir:J.blc 
amount of purchasing power from buyer to seller, from con
sumer to producer, from the penons who receive the benefits tu 
the persons who bear the bnrdem. This return flow uf cash is 
here regarded neither as a mere means of stimulating prcduc
tion nor as a mere means of limiting comumption, but rather 
as a means of income distribution or redistribution. 

In order ro distinguish this income-distributive function from 
the other three, let us assume, contrary to experience, that the 
demand for electric energy lJy domestic consumers would be t\11· 
affected by any change iu rates within a wide range-say, a range 
between 2¢ and 10¢ per kilowatt-hour. At either extreme or at 
any intermediate point, consumption per customer would stay 
fixed at 200 kilowatt-hours per man th. Let us also assume that 
even the 2¢ rate would yield revenues quite adequate to enable 
the company to attract needed capital and hence that any higher 
rate, at least up to 10¢ per kilowatt-hour, would also yield reve
nues adequate for this purpose-in fact, more than adequate. 

Under these assumptions, none of the rate-making functions 
so far discussed offers us a criterion of reasonable rates by which 
to prefer any rate between 2¢ and 10¢ over any other rate within the 
same wide range. For any one of these rates will meet equally well 
both the capital-attraction test and the consumer-rationing test. 
As tO the efficiency-incentive test, its relevance is doubtful to the 
problem here under review. \Ve must therefore look to a fourth 
standard of reasonable rates, the income-distributive standard. 
Under this standard, the question how much currency should be 
transferred from the consumer to the producer must be decided 
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6o THE ROLE OF PUBLIC UTIUTY RATES 

"on its own merits" and not merely because of the effect of the 

contemplated transfer on producer or consumer motivation. 

An answer to the question just raised calls for a relevant stand

ard of income distribution in the sale of public utility services. 

But, here, two quite different standards are sugrrested in the 

rate cases and in the literature on public utility ~ricing. They 

may be called the compensation standard and the quasi-tax 
or ability-to-pay, standard. ' 

Under the compensation standard, the outflow of cash from 

consumer to producer is designed merely to offset or counter

?alance the cost incurred by the producer in supplying the serv

ICe. The cons~me~ "_accounts'' to society, through the producer, 

for a d~aft on Its hmaed resources, thereby reducing his own op

portunity to p~rchase other commodities or services with a given 

m~om~. In this way public utility rates participate with other 

p~1ces m the task of making the relative money incomes of indi

VIduals determine their relative purchasing power, their relative 

".rea~ income." _But these rates are not des'igned to offset inequali

ties m money Incomes as among different consumers, or as be

tween consumers and producers. 

Under the quasi-tax version of the income-distributive func. 

t!on ~£-public _utility rates, the prices that consumers pay for pub

he uuhty services are not necessarily set at amounts designed to 

transfer _the cost of supply from producer to beneficiary; nor are 

they deszgned ~o offset th~ val~e of the service to the beneficiary. 

Instead, the pnce mechamsm zs here used as an occasion to make 

some slight correction for unequal distributions of money income 

between producers and consumers, or among different classes of 

consumers. Here, for the first time, ability to pay becomes directly 

relevant to the determination of a "reasonable'' rate.!; But th 
b'l' e 

a_ I uy-to-pay principle cannot be carried beyond severe limit~. 

smce any attempt to do so would lead to a breakdown iu the other 
functions of utility rates. 

In our hypothetical example of domestic service for which 

the demand is completely unresponsive to changes in price within 

a range from 2¢ to 10¢ per kilowatt-hour, the compensation 

"One sh<;>uld be on guard not to confuse an ability-to-pay standard of reasona-

ble ntes Wtlh a value-of·the·service principle. For a comment on th d' 
1

- • 

seep. 111, n, 5 , infra. e IS lnCtlOII, 
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version of the income-distributive function of rates would l'l'(luire 

that the rate be set at 2¢, since this price suffices to cover rmt 

including a capital-attracting nne of return. Even under a qua~i

tax version the same answer may be given if \,·e assume (a) that 

the corporate stockholders are richer than the domestic consumers 

and (b) that a uuiform rate must apply tu all of these _consumers. 

But if the stockholders are poor and the consumers nch, _then a 

1o¢ rate would he suggested by ability-to-pay considerauo11s ut 

reasonable rates. 
Very wisely, in my opinion, the standard literature on utility 

and railroad rate theory expressly or implicitly supports the 

compensation version rather than the quasi-tax version of the 

income-distributive function of utility rates. That is to say, these 

rates are not regarded as instruments for an attempted correction 

of personal-income disparities, save in highly special cases, and 

then only as makeshift devices.18 Taken as a whole, moreo:er, th_e 

actual practices of American rate regulation comport with tlus 

position of modern rate theory. But there is also no doub~ that, 

in actual practice, ability-to-pay consideratiom have maten~l in

fluellce in rate-making practice, although the extent uf thelf m

tluence is impossible to assess because their lack of a recognized, 

official standing in the law of rate making leads rate makers or 

rate regulators to mix them in vaguely with other considerations. 

In the regulation of the rates of private utility companies, which 

are held entitled to an opportunity to enjoy a "fair return" re

gardless of the income status of their customers,1u the influence 

of ability-to-pay factors is most potent in the design of the rate 

schedules as distinct from the rate levels. It accounts for the fail

ure of many rate schedules to recover full out-of-pocket costs for 

small consumptions of service; for the allowance by railroads and 

local transit companies of special fares (or, in extreme cases, free 

service) to classes of patrons with reputedly low incomes com

bined with reputedly high merits (clergymen); and for a pan 

of the public hostility toward proposals by economists for the 

imposition of higher local-transit fares in metropolitan cities 

"'See on this point, pp. 111-112, 116--117, infra. 

u But during the deprc5sion of the tgsos, income·distrihutivt' argutncnts \\·ere 

merged with "value-o(-scrvirc" arguments in support of utility rate reductions 

that were not expected to yield standard or conventional "lair rates of reiurn." 

Sec pp. 259-262, infra. 
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THE ROLE OF PUBLIC UTILITY RATES 

during rush hours and in rush directions-proposals quite justi
fied on cost-of-service principles.2o 

In closing this exposition of the income-distributive function 
of utility rates, let me warn the reader that neither popular nor 
legal thinking on standards of reasonable rates draws the clear-cut 
dis~in~.tion that.! hav_e at~~mpt~d to draw between the "compen
satwn. a~d the quast-ta~ verswn of this function. Indeed, popu
lar thmkmg ~etrays notwns of "fair pricing," derived perhaps 
fro~ the medtae:al conce~tions of "just price" (justum pretium), 
whtch do not mcely fit either of these two versions. It reveals 
itsel! in a contention that uniform rates should be charged for 
s~rvtces that are the same in some highly superficial or conven
tional sense, despite marked differences in cost of rendition: for 
example, un~form pric~s per kilowatt-hour of electric power re
gardless of ume of dehvery, or regardless of distance from the 
source of power, or regardless of density of the area to be served 
A striking example of this point of view was given me, som~ 
y_ears ago, by an official of the New York Farm Grange, who in
Sisted that every farmer in the state of New York, however re
m~t.e and _isolated, "has an inherent right" to enjoy electric 
uuhty s_ervlCe on _payment of the same rates paid by city dwell
ers. Thts contentwn, he felt, did not need to be proved valid 
on "econo~ic" -~ounds since it followed from "the very nature 
of th_e pubh_c ut_litty concept." Against such "natural-rights" points 
of vtew, soenttfic approaches to rate-making problems are im
potent weapons.21 

THE PROBLEM OF RECONCILING THE DIFFER
ENT FUNCTIONS OF PUBLIC UTILITY RATES 

Under a system of unregulated but perfect competition as ex
pounded by the classical treatises on economic theory, prices arc 
suppos~d. to per~orm all four of the aforesaid functions, in their 
compeuuve verswns, with optimum efficiency. So far from b · . . emg 
m confhct, t~e four functions are in perfect harmony. Indeed, 
no one functiOn can be performed except in cooperation with 
the others. 

"'See p. 346, n. 7• infra. 
"'For a further discussion of this point of view, see Chap. VIII. 
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Even in the regulation of rates to be charged by a monopolistic 
public utility, there is a large measure of harmony among the 
correlative functions assigned to the rate-making machinery. As 
will be noted in the following chapter, this workable degree of 
harmony is attained by programs of rate making based on modifi
cations of, and variations from, the principle of cost of service. 
Thus, rates based largely on cost may be designed, at one and 
the same time, (a) to make the enterprise self-supporting and to 
attract required new investment, (b) to restrict demand, and (c) 
to secure a return flow of cash consistent with the income-distribu
tive function of prices in its more defensible version (the com
pensation version). Even the efficiency-incentive function of prices 
can be given some recognition, through flexible features in regu
lation of the type suggested in an earlier paragraph. 

But in the determination of rate levels and rate structures for 
a regulated monopoly, a perfect harmony or perfect interaction 
among the various tasks assigned to these rates is impossible to 

secure. On the contrary, the functions are in partial conflict. By 
this I mean that the acceptance of rules or measures of reasonable 
rates designed exclusively to secure maximum efficiency in the 
performance of any single function would necessarily impair 
the efficiency of the same rates in the performance of some, at 
least, of its other functions. In consequence, the development of 
sound rate-making policies calls for a resort to wise compro
mise.22 It may also call for consideration of proposals to minimize 
the conflict among the various tasks imposed upon the rate-making 
machinery by resort, on occasion, to alternative or ancillary forms 
of economic control including the use of tax-financed subsidies 
on the one hand and excess-profits taxation on the other hand. 

The nature of these partial conflicts among the various pur
poses that public utility rates are designed to serve will be noted 
throughout the following chapters, which will also point to con
flicts among subdivisions of each function and not just among the 
four primary functions noted in the present chapter. But the 

"The fact that rate-making policy must seek to attain partly conflicting ob· 
jectives and hence that it must resort to wise compromises is well recogniled by 
the abler practical experts on utility rate making. L. R. Na~h. Public Utility 
Rate Structures (New York, 1933), p. viii: "A basic purpose of this book is to 
portray rate making not as an exact, scientific procedure but as a skillful balanc
ing of conflicting objectives." 
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THE ROLE OF PUBLIC UTILITY RATES 

fact that conflicts exist and that they create serious problems for 
the theory and practice of rate control may be illustrated here by 
two examples: first, that of a conflict between the capital-attrac
tion and the efficiency-incentive functions of utility rates; and 
second, that of a conflict between the capital-attraction and the 
consumer-rationing functions. 

The first type of conflict arises because, with a regulated mo
nopoly such as an electric power company or a telephone com
pany, financial experience strongly suggests that the type of regu
lation best designed to maintain corporate ability to raise capital 
is one which goes as far as feasible toward protecting the security 
holders against the risks of financial loss. In other words, maxi
mum security rather than the sporting chance of high gains is 
the most effective inducement for this type of investment. This 
view is accepted by modern rate regulation, which undertakes to 

supply the financial security within limits. But if regulation goes 
too far in an attempt to supply this security, there arises the 
serious danger of a loss of managerial incentive toward efficient 
operation. And some writers believe that American rate regula
tion has gone well beyond this danger point in its readiness to 
give the capital-attraction function priority over the efficiency
incentive function of the price system. 

The second type of conflict among functions of utility rates
that between the capital-attraction and the consumer-rationing 
functions-is of even more importance from the standpoint of 
rate theory. To be sure, performance of both of these functions 
calls for the acceptance of a cost-of-service standard of reasonable 
rates (or of reasonable minimum rates), with the result that there 
is a degree of harmony between the two functions. But the har
mony is not complete, since the cost relevant to the capital-attrac
tion standard is total experienced cost, whereas the cost most 
clearly relevant to the consumer-rationing standard is prospective 
incremental cost-the estimated additional cost of additional 
units of service. In consequence, the rates of charge that would be 
best designed to serve the one objective of rate making are not the 
most efficient rates for the attainment of the other objective. 
Standard public utility regulation is vaguely, though imperfectly, 
aware of this dilemma and attempts to meet it by discriminatory 
deviations from cost pricing of a "value-of-the-service" character. 

THE ROLE OF PUBLIC UTILITY RATES 
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IV 

COST OF SERVICE AS THE BASIC 

STANDARD OF REASONABLENESS 

I{ 

! I J tn' I ~ (' ~ ,• r •'- ' • 

V In stressmg th_e fact that public uti.lity rates,_ like other prices, 

are usually designed to perform muluple funcuons, the preceding 

chapter distinguished four functions as primary under modern 

} r~te regulation. But only casual attention was paid to the ques-

/ tw~ what measures of reasonable rates can be expected to secure 

/ sausf~ctory performance of these functions, together with the 

·< questwn whether rates best designed to perform any one function 

are also best designed to perform the others. A discussion of these 

\ two related questions constitutes the main subject of the remaining 
chapters. 

Most of the treatises on public utility economics, following 

th~ ca:e la_w on rate regulation, divide the subject of rate deter· 

minauon mto two parts. The first pan is concerned with the 

measures o~ a reasonable rate level for any one company or group 

of compames. The second pan is concerned with the principles 

of the rate structure or rate differentials. This distinction is es

sential for purposes of analysis, and it will be observed in Parts 

Two and Three of the present study. But it suffers the disad

vantage of cutting across certain basic standards of reasonable 

ra~es, such as the cost standard, which apply, though with vari

ations, both to rate levels and to rate relationships. In order to 

~mimi.ze this disadvantage, the present chapter and those that 

ImmedJat~ly follow will use a different breakdown of subject 

matter. First, separate chapters will be devoted to the two most 

frequently cited criteria of reasonable rates-cost of service and 

value of service. Then will come a chapter on the standard of 

COST OF SERVICE 

hypothetical competitive price-a standard often thought to em· 

body an ideal reconciliation of cost and value factors. In sharp 

contrast with the competitive-price norm is a group of related rate

making standards to be considered in Chapter VII, "Social Prin

ciples of Rate Making." Chapter VIII \dll reclassify the tests of 

reasonable rates by distinguishing between considerations of "fair

ness" or "equity" and considerations of "functional efficiency." 

Only in the last chapter of Pan One, a tramition chapter, will 

attention be turned to the distinction between rate-level standards 

and rate-structure standards. 

THE WIDESPREAD ACCEPTANCE OF A 

COST-PRICE STANDARD 

No writer whose views on public utility rates command respect pur

pons to find a single yardstick by sole reference to which rates that 

are reasonable or socially desirable can be distinguished from rates 

that are unreasonable or adverse to the public interest. A complex 

of tests of acceptability is required, just as would be the case with 

the tests of a good autOmobile, a good income-tax law, or a good 

poem. Nevertheless, one standard of reasonable rates can fairly be 

said to outrank all others in the importance attached to it by ex· 

pens and by public opinion alike-the standard of cost of service, 

often qualified by the stipulation that the relevant cost is necessary 

cost or cost reasonably or prudently incurred. True, other factors 

of rate making are potent and are sometimes controlling-espe· 

ciaily the so-called value-of-service factor in the determination of 

the individual rate schedules. But the cost standard has the widest 

.@nge of application. Rates found to be far in excess of cost are at 

least highly vulnerable to a charge of "unreasonableness." Rates 

found well below cost are likely to be tolerated, if at all, only as a 

necessary and tern porary eviL 
A cost standard of rate making has been most generally accepted 

in the regulation of the levels of rates charged by private utility 

companies. But even more significant is the widespread adherence 

to cost, or to some approximation of cost, as a basis of rate making 

under public ownership. Thus the great Hydro-Electric Power 

Commission of Ontario purpons to apply the principle of ''service 

at cost" in its charges for wholesale power supplied to the various 
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municipal distribution systems of the province. And thus most of 
the Federal power projects in the United States, including the 
Tennessee Valley Authority, purport to sell electric power at rates 
designed to cover operating expenses plus a compensatory return 
on allocable capital investment-one form of a cost-of-service stand
ard. To be sure, critics of these projects have insisted that, under 
proper accounting, revenues would be shown to fall short of full
cost coverage. But the mere fact that these allegations are generally 
denied by the responsible managements of the Federal agencies im
plies that these managements themselves concede the validity 9~ 
~t principle of rate I!laking'-

Lest the foregoing remarks be taken to imply an adherence to a 
cost stand~rd more rigid than the facts would justify, let me at once] 
note exceptions. In the first place, the principle is followed far~ 1 

more closely as a measure of general rate levels than as a measure) -
of individual rate schedules. In the second place, it is deliberately 
violated by those municipal power plants, said to be fairly numer
ous, that use the sale of electricity as a source of large profits for the 
city treasury. And in the third place, it has been waived to a minor 
degree through the use of indirect subsidies in support of rural 
electrification in the United States; and waived to a major degree 
through the use of heavy subsidies for rural electrification in the 
province of Ontario. One may also note the huge deficits incurred 
in the operation of the Canadian National Railways, and the failure 
of most metropolitan transit systems, in recent years, to charge 
fares that cover operating expenses plus fixed charges. 

Important, however, as are these and other deviations from a 
cost-price standard, they are generally treated as exceptions to the 
general rule of rate making. In Great Britain, even a Labor Gov
ernment that went much farther than did this country in the direc
tion of socialization, including socialized medicine, did not see fit 
to abandon the general criterion of service at cost when it national
ized its public utilities. Instead, it instructed the various boards, 
such as the British Electricity Authority, to undertake to realize 
total revenues sufficient to meet total outlays properly chargeable 
to revenue account, "taking one year with another." 1 

1 The British statutes governing the rates to be charged by the nationalized 
public utilities and r~ilroads do not expressly forbid sale of services at prices 
designed to yield revenues in excess of total costs. But they have been interpreted 
by British commentators as contemplating the provision of service "without mak· 
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THE THREEFOLD RATIONALE OF A 
COST-PRICE STANDARD 

Gg 

No doubt one of the reasons for the popularity of a cost-of-service 
standard of rate making lies in the flexibility of the standard itse\E. 
"Cost," like "value," is a word of many meanings, with the res~lt 
that persons who disagree, not just on minor d~tails but on ma_1or 
principles of rate-making policy, may all subscnbe to some verswn 
of the principle of "service at cost." The b~st known, t~ough not 
the most important, illustration of such a disagreement Ls that be
tween supporters of an "original-cost" basis of rate making and sup-
porters of a "reproduction-cost" basis.~ . . .. 

But before turning attention to alternative meamngs of c~st 
of service," let us first ask ourselves what reasons are advanced 111 

favor of any cost-price standard of rate making-of any stand~rd"' 
under which an attempt is made to transfer the cost of supply111g J.-
the service from the producer to the consumer, no more and no. less:.J, 
The answer is that there are at least three related, though not 1den- ', 
tical, reasons, each one associated with a different function of pub· \ 

lie utility rates.3 
• 

The first support for the cost-price standard is concerned w•.th 
the consumer-rationing function when performed under the pnn· 
ciple of consumer sovereignty. Under this principle, p~ten~ial con
sumers should be free to enjoy whatever kinds of service, m what
ever amounts, they desire as long as they are ready to indemnify the 
producers, and hence society in general, Eo~ the co~t~ of re~dition. 
Only in this way can the consumers be put m a posttwn, as 1t ~ere, 
to ration themselves by striking a balance between benefits rec~1ved 
and sacrifices imposed. If the rates were set at less than cost, enher 

ing, so far as possible, either a deficit or a surplus." William A. Robson, ed., 
Problems of Nationaliud Industry (New York, 1952), P· 335· . . .. 

• A more importam disagreement is that between those who Jdenuly _cost .o~ 
service" with some kind ol average or prorated total cost, and those who 1denttl~ 
it with differential or marginal or out·of-pocket cost. . . . 

• A fourth possible defense of a cost-price standard o.f utt!uy ~ates IS sug
gested by the British economist Professor W. Arthur Le":l' as ~pphcable t~ th~ 
British public corporations which now operate the maJor ':'tthty and raJ!wa} 
enterprises. These corporations, he declares, should make neither. a ~ass nor a 
profit after meeting all capital charges, because "to do otherwiSe Js • to ~on· 
tribme either to inflation or to deflation." Robson, ed., Problems of Natwnallzed 

Industry, p. 181. 
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overt rationing would be necessary or else service would have to 
be supplied in wasteful amounts. If the rates were set at more than 
cost, use of the services thus priced would be unduly restricted. 

But the pricing of public utility services at cost of production is 
supposed not only to bring about a proper control of demand; in 
addition, and at the same time, it is supposed to moth·ate and en
able the producing company to supply the service in the amount 
demanded, thereby avoiding the need for resort to tax-financed 
subsidies. That is to say, the sale of the service at cost will supply 
the company with necessary revenues to pay operating expenses 
and capital charges. For this purpose, to be sure, cost must be given 
a broader definition than is customary in the language of account
ing, since it must include allowance for a capital-attracting rate of 
return on investment. But a capital-attracting rate of profit is here 
considered a part of the necessary cost of service. 

The third defense of the cost-price standard is related to the 
income-distributive function of rates in the more generally ac
ceptable version that I have called, in Chapter III, the "compensa
tion version." Under this version, an individual with a given in
come who decides to draw upon the producer, and hence on society, 
for a supply of public utility services should be made to "account" 
for this draft by the surrender of a cost-equivalent opportunity to 
use his cash income for the purchase of other things. 4 

Of the four primary functions of rates set forth in the preceding 
chapter, the only one that may require a deviation from any kind 
of a cost-price standard is the management-incentive function, 
which calls upon the price system to impose penalties for inefficient 
management, and to award special profits for superior performance. 
But even this function could be subserved, in theory at least, by a 
factitious definition of cost to mean, not necessarily the cost of serv
ice actually incurred under the existing management, but rather 
an estimate of the cost that would be incurred under a management 
of standard efficiency. The application of such a hypothetical-cost 
criterion presents formidable practical difficulties. But American 

'.compare F. M. Taylor's discussion of price fixing in a socialist economy, in 
~h1c~ Taylor decl~res that, under socialism, prices should equal cost of produc
tion 1n order to gt~e meaning to any given income.allotment by the state to the 
individuals therein. "The Guidance of Production in a Socialist State," 19 Am•ri· 
can Economic Review 1-B (1929). 
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regulation has attempted a very limited an.d crud~ ap~l.ication 
through the acceptance of the doctrine that, m public utility rate 
cases, companies may secure reimburser_nent only for ·'prude~t'' 
or "legitimate" or "reasonable" operaung expenses and ra~Ital 
outlays. Some commissions, moreover, have purported to cons1der 
efficiency factors in their allowance of a fair rate of return.

5 

PARTIAL CONFLICT AMONG THE THREE 
OBJECTIVES OF A COST-PRICE STANDARD 

In view of what bas just been said, one might suppose that, with the 
possible exception of the managemen.t-effi~i~ncy function, all of the 
primary functions assigned to public utility rates c~uld ~e per
formed in complete harmony, since all of them agree m calhng for 
a cost-price measure of reasonable or optimum. rat~s. That is to 
say, when utility rates are fixed at costs, they will s.Imtll~an.eously 
serve effectively (a) to keep the demand for the service wllhm eco
nomic bounds without resort to overt rationing, (b) to enable and 
induce private capital to undergo the expenses of supplying what· 
ever service is thus demanded, and (c) to transfer from the con
sumer beneficiaries to the producing enterprise, and hence to the 
suppliers of the "factors of production," compensatory amounts. of 
purchasing power. This harmony of obje.cti.ves under a cost-pnce 
system of rate regulation would thus be similar to .the harmony of 
functions mpposedly performed by unregulated pnces when deter
mined under the forces of market competition. 

Unfortunately, however, the harmony attainable under a cost· 
price system of utility rates is far ~rom com~lete. 0~ the contrary, 
the functions are in partial confhct, someumes senously so. The 
major source of the conflict lies in the f~ct that a cost-pric.e standard 
is subject to many different interpreta~wns and ~hat the I~te~preta
tion which would best comport With any smgle obJeCtiVe of 
rate making is almost sure to be ill-adapted to the attainment of 
some of the other objectives. Some of the more serious dilemmas 
presented by different meanings of "cost of service" will be noted 
briefly in the following paragraphs. 

• See Chap. XV. 
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ENTERPRISER COSTS VERSUS SOCIAL COSTS 

A cost is always a cost of something to some individual or group 

of individuals. When cost of service 6 is offered as a measure of rea

sonable rates, the answer to the question, Cost to whom? may seem 

self-evident. Obviously, cost to the consumer is not the answer, 

since this cost is set by the very rates under review. Equally obvi

ously, cost to the vendor would seem to be the relevant cost, since 

this is the only cost for which the vendor has a claim to compensa

tion. Since the vendor is usually a private or public corporation, 

money costs to the corporation or "to the enterprise" would seem 

to be the proper criterion. Indeed, this is the interpretation gen

erally placed upon a "cost-of-service" standard of rate making. 

But if we view a cost-price standard of rate making, not merely 

as a means of enabling public utility companies to supply the re

quired services at minimum prices, but also as a means of con

trolling the demand for these services-the consumer-rationing 

function-the acceptance of the enterpriser's cost as the only rele

vant cost is justified only under one important assumption: namely, 

that this cost reflects, with tolerable approximation, the sum total 

of costs or losses imposed upon the entire nation or community 

by the construction and operation of the utility plant.7 If this as

sumption is valid, the consumers of the service, in indemnifying 

the public utility corporation or agency for money costs of produc

tion, are also indemnifying society for its total social costs. But if 

the assumption is invalid, then the theory of cost pricing faces a 

dilemma-that the payment of cost by the consumers to the corpo

rate producer does not constitute full payment of cost or losses by 
the consumers to the whole community. 

In the economic textbooks, the stock example of social costs of 

/production not typically borne, at least not fully, by the producing 

'This chapter will note only a few of the many distinctions between altern~
tive meanings of "cost of service." For a much more exhaustive treatment, see 

John Maurice Clark, Stu.dieJ in the Eco11omics of Overhead Costs (Chicago, 1g2
3
). 

~- See abo W. Arthur Lew1s, Overhead Costs (London. 19..49); Joel Dean, M<Hwgnial 
\ .•• _Ec:o.!'Q.!!lk~ .. .!95.!)

2 
Chap. 5· "Costs."···-· · ·--..... _ ......... ·--- ' ..... • 

'The distinction, familiar to accounting, between a "cost" and a mere "loss" 

becomes blurred in the concept of social cost. By referring to the adverse conse

quences of. purpo_'iv~ acti~n, social costs seeln to f<tll into the category of true 

costs. ll~.t ~~ the1r mclus1on of consequences that arc adverse to "innocent by

standers, e-cn though not to the actors, they see1n to fall into the category 
of losses and not of costs. 
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firm or corporation, is the example of smoke, smell, a~d nois: 

nuisances of plant construction and operation. Other unmdemm

fied losses suffered by society as a whole or by "innocent bystanders" 

may be stream pollution, encroachment on the area's water levels, 

fire hazards, and consumption of limited natural resources (such as 

fuel oil or natural gas used in the generation of electric power), 

purchased by the producer at current prices that fail adequately to 

reflect their long-run scarcity values.8 

But one must not assume that enterpriser costs always fall short 

of reflecting total social costs. Indeed, they may greatly exceed the 

net social costs of plant construction and operation, since they may 

include outlays by the public utility enterprise resulting in social 

benefits other than those derived from the use of the service. The 

most striking and important example of this possibility is that of a 

public utility plant constructed during a period of business depres· 

sion, such as the deep depression which prevailed in this country 

during the 1930s. During this period, the money outlays for pla_m 

construction did not even roughly reflect comparable net sooal 

costs, since these outlays went largely to the employment of labor 

and plant that would otherwise have remained idle. This fac~ was 

well recognized by the national administration under President 

Roosevelt and by Congress, which granted heavy subsidies and 

loans for the construction of multiple-purpose dams and other 

public works projects. 
The argument that enterpriser money costs are not even rough 

measures of the net social costs of producing public utility services, 

combined with the further argument that the prices which con

sumers will pay for services fail to measure the benefits received, 

forms the basis of those "social theories" of rate making to be dis· 

cussed in Chapter VII. This argument is not accepted by most 

economists as justifying the general abandonment of a cost-price 

system of rate making. But it has special force in particular situa· 

tions, or during a severe and prolonged business depression. \Vhen 

'In the economic literature, the classical discussion of the distinction be· 

tween social costs and private enterpriser costs is that by Professor A. C. Pigou, 

Economics of Welfare, 4th ed. (London, 1932), Chap. IX. For a recent monograph 

on the ~uhjcct, sec Professor K. William Kapp. Tlte Social Cosls of Private Enter

prise (Cambridge, Mass., 1950). The analysis o[ this interesting book is somewhat 

limited by its failure to recognize that enterpriser cost, while it may fall short 

of total social cost, may abo exceed net social cost. 
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these situations arise, they present rate theory with a serious di
lemma. As far as possible, the dilemma should be avoided by efforts 
to bring enterpriser outlays into closer conformity with social costs 
-for example, by government action to compel public utility com
panies to minimize smoke nuisance even at considerable cost to 
them and hence to their consumers. Also to be considered is the 
possible use of a system of special utility taxation, designed to raise 
or lower the company's tax bills in recognition of social-cost differ
entials. But the practical difficulties of measuring social costs are 
formidable obstacles to their overt recognition as factors in rate 
determination. 

TOTAL COSTS VERSUS COSTS OF SPECIFIC SERVICES 

Let us now resolve the question, Costs to whom? by assuming 
that the relevant costs are the money costs to the public utility en
terprise and turn to another question, Costs of what? Already this 
question is partly answered by the nature of the assignment, which 
is to measure the costs incurred in supplying public utility services. 
But any one company renders various kinds of service to many 
different consumers at many different rates of output and at dilier
ent times. This circumstance gives rise to the question '\'hether the 
significant costs are the particular costs of specific classes or units 
of service or whether the cost principle refers rather to a scheme of 
rate making designed to balance total revenues against total costs 
over some shorter or longer period of time. 

In the regulation of private utility companies, and even in the 
rate-making practices of publicly owned plants, the determination 
of general rate levels is likely to take precedence over the determi
nation of specific rate schedules; and there the most directly perti
nent costs are the total costs, including the overhead costs. In other 
words, the cost principle is taken to mean that rates as a whole 
should cover costs as a whole. But even so, the specific rates are also 
based in part on cost calculations, and the problem of measuring 
the costs of separate classes and amounts of service is one of the 
most controversial problems in public utility rate theory. 

We discuss this problem in Part Three, "The Rate Structure." 
For present purposes what is important to note is the fact that 
the sum of the costs specifically allocable to different classes and 
amounts of public utility service will not equate with the total 
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costs of supplying the services jointly, save u~der ~~nditions rarely 
met with in actual practice. To be sure, pubhc uuhty cost analysts 
have sometimes purported to apportion the total costs among the 
various classes of services so as to bring about the appearance of a~ 
equation between the whole and the sum of the _parts. But thts 
accomplishment is a tour de force of cost accounun_g, for reas~ns 
developed at length in Chapter XVIII. H~nce t_he~e IS an unavmd
able partial conflict between a cost-of-servtce ~nnct~le _of rate mak
ing as referring to total cost, and a cost-of-servtce pnnc_tple as refer
ring to the costs of specific classes and a~ou?ts of servtce. . 

Where the objective of rate regulatiOn IS that of secun~g the 
lowest level of rates consistent with the avoidance of a pubhc sub
sidy-and this is the primary objective of regulated p~iva~e m~ner
ship in America-the major emphasis of the cost cntenon IS _on 
total cost rather than on specific cost. In consequence, the destgn 
of the rate structure is based only in part on specific costs or cost 
differentials. But some modern economists, who lay great stress on 
the consumer-rationing function of utility rate making, would 
choose the other horn of the dilemma. That is to say, they would 
base utility rates on those costs that can be specifically a~signed _to 

definite types and amounts of service by a process of dtffere~ual 
or incremental cost analysis. If the rates thus fixed should fail to 
yield total revenues sufficient to cover total costs including a fair 
return, these economists would have the government make good 
the deficiency by tax-financed subsidies. 

SUNK COSTS VERSUS ESCAPABLE COSTS; ORIGINAL COSTS 

VERSUS REPLACEMENT COSTS 

In America, a long-standing controversy as to the proper inter
pretation of the cost-of-service principle of rate making has been 
that between supporters of an actual-cost or original-cost basis of 
rate control, and supporters of a reproduction-cost basis, often 
associated with a "fair value" rate base. According to the former 
doctrine, rate levels should be sufficient to cover actual operating 
expenses plus a "fair rate of return" on the actual, depreciated cost 
of the utility plant and equipment; according to the latter, rates 
should cover operating expenses plus a "fair rate of return" on the 
depreciated replacement or reproduction cost of the properties, 
calculated on the basis of current price levels. 
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Direct discussion of this controversy will be reserved for later 

chapters, since it is both involved and confused in its objectives. 

But what concerns us here is the related, but more fundamental, 

distinction between "sunk costs" and "escapable" or "avoidable" 

costs as measures of reasonable rates or prices. The distinction is 

of critical importance for rate theory in the light of the contention, 

advanced by some writers on price economics, that the only relevant 

costs for purposes of price determination are the escapable costs. 

"Sunk costs"-that is to say, costs which, having already been irre· 

trievably incurred, can no longer be avoided or minimized through 

a curtailment of output-are asserted to form no basis for rational 

future economic action. "In commerce," wrote a famous British 

economist, ''bygones are forever bygones." 9 

With a P.ublic utility plant, a large fraction of the costly action 

needed to supply any particular output of service or stream of serv

ices will have been taken, and irrevocably taken, long before the 

services are delivered and long before the rates of charge therefor 

~an feasibly be .set. These ''historical costs" should be completely 

:gnored accordmg to the opponents of "sunk-cost pricing." But 

their place, so it is argued, should be taken by estimates of replace

ment cost, of the cost that would be incurred to supply the service 

by a ~ew plant of modem design, constructed at prevailing levels 

of pnces. In short, the only cost of public utility services relevant 

for rate-making purposes is hypothetical replacement cost, not 
actual historical cost. 

For reasons to be discussed at length in the chapters on the com

petitive-price standard and on the rate base, I do not believe that 

~he arguments on behalf of replacement-cost pricing of utility serv

Ices are well taken. On the contrary, I am convinced that some 

version of an actual-cost basis of rate making, with its frank accept

ance of a sunk-cost price philosophy, is preferable for practical 

reasons a~d i~ by no means inferior for reasons of price theory. But 

the deficiencies of a sunk-cost standard of rate makino- should be 

recognized; and they are especially serious in the deter~ination of 

the individual rate schedules as distinct from the general rate levels. 

What, then, are these deficiencies? They are revealed most clearly 

by reference to the consumer-rationing function of public utility 

'W. Stanley Jevon8, The Thwry of Political Ecoi!OIII~, 4th ed. (London, 
19

1
1
), 

P· 164. 
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rates. In support ol this function, rates should be "_lade jus.t high 

enough to deter potential consumers from de~a~dmg services of 

types and in amounts for which they are unw1llmg to defray the 

costs of rendition. But for this purpose of demand control the rele

vant costs are those costs that can still be avoided by a restriction 

of output-in short, the escapable costs rather than the sunk costs. 

In a celebrated article on public utility and railway rate theory,10 

Professor Harold Hotelling illustrates this point by the example 

of a bridge which, despite a capacity far in excess of the total use 

that would be made of it even if it were toll free, is operated on a 

toll basis hi(J'h enough to cover total operating and capital costs. 

This action by the toll-bridge authority in covering all costs includ

ing sunk costs will result in an uneconomic curtailment o~ service, 

a curtailment that will have only a trivial effect in reducmg total 

costs since the major part even of the maintenance expenses is a 

function of time rather than of use. Hotelling therefore contends 

that, as long as the bridge has excess capacity, it should be kept 

toll free even though the operating and capital costs must be met 

by taxation. This means the abandonment of a cost-of-service 

standard of pricing in one sense of the term, the popular sense. But 

it means a transfer to another standard of cost pricing-the standard 

of incremental or marginal cost which, in the extreme example 

of the underused bridge, happens to be almost zero. The merits 

of this proposal will receive detailed discussion in Chapter XX and 

incidental attention in earlier chapters. 

SHORT-RUN COSTS VERSUS LONG-RUN COSTS 

Intermixed with questions of choice between sunk costs and 

escapable costs is the further question as to the period of time over 

which a cost·price system should attempt to equate rates on the one 

hand with costs on the other. Should the rates to be charged today 

be designed to equal the costs incurred today, or should a longer 

period of time-say a year or a cycle of four or five years-be chosen 

in which to keep rates on the average in line with costs on the aver

age? If rates (or, at least, minimum rates) are to be based on mar· 

ginal or incremental costs, should these cost increments be based on 

short-run or long-run assumptions as to the feasibility of a change 

""The General Welfare in Relation to Problems of Taxation and of Railway 

and Utility Rates," 6 Econometrica 242-269 Uuly, 1938). 



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 49 of 226

0 
0 
0 
~ 
-......J 

78 COST OF SERVICE 

in plant capacity in response to a change in demand for the service? 

These are formidable questions admitting of no simple answers. 

Among the reasons for their perplexing character is the fact that 

they present dilemmas of rate-making policy that cannot be re

solved by theoretical analysis because they do not represent choices, 

the adverse and favorable consequences of which can be balanced 

against each other in quantitative, mathematical terms. Conced

edly, for example, utility rates ought not to be too volatile and 

too unpredictable, as they would be if the attempt were made to 

let them respond to every shift in unit production costs. Conced

edly, also, they should not be too unresponsive to shifts in cost 

factors and in demand factors. But the problem of securing a wise 

compromise between excessive volatility and excessive s~ability 

must rely largely on "common-sense" solutions, with only limited 

help from economic analysis. l\fore will be said on this point in 

Chapters XVII and XX. 

COST PRICE AS A STANDARD OF COMPEN

SATION TO THE PRODUCER VERSUS 

COST PRICE AS A 5iTANDARD OF 

PAYMENT BY CONSUMERS 

Most discussions of the principle of reasonable pncmg, whether 

with respect to the prices of public utility services or with respect 

to the prices of ordinary commodities, tend to assume that the sale 

of the service or the commodity represents a two-way transaction in 

which the payment made by the buyer-consumer represents the 

very payment received by the vendor-producer. Under this assumed 

identity between price payable and price receivable, a "fair" price 

must be a price alike fair to the buyer and fair to the seller, just 

as would be the case in a barter economy in which so many arrows 

are offered in exchange for one bow. 

This tendency to assume an identity between the prices that con

sumers should pay for commodities and services and the prices that 

producers should receive as compensation for out lays and efforts 

in supplying the products persists throughout most of the law and 

literature of public utility rate making. But there is no such neces

sary identity; and on occasion, even American public utility and 
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. d distinctions between standards of rea-
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. roducers o service 
sonable compensatwbn to p e s The possibility of drawing this 
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. . . h h the mterposltiOn o ' 
disunctwn anses t roug · f purchase 

, · t the transactions o 
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~:7:::lc~n0~
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• 
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portauon Act o 
1

92D, uired to turn over 
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·' ds llnder this law, CongTess recognized that the _rates "" IC 
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. f . ble compensation or 

might yield revenues m excess o a reasona 

service rendered. 1~ 
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"If the public utlllly taxes were hg lice a'nd flre protccLion, that are 

treasury for those com of gavcrnme~t.' sue] a: pod business the Laxes could then 

imposed by the operation of the uttiHydp ~n alnhe service.' BuL American public 
'k ther cost of pro ucwg . 

be treated h e any o . 'm'ted ob'cctive. See PP· 4D2-4o6, mfra. 

utility taxation does not have Lhts h I i f r the distinction drawn by the 

.. With the Recap LUre Clause, t~~ grotuu for oconsutners to pay, and reasonable 

Transportation Act between reasona. e ria es. the practical necessity for uniform 
. f roducers to receiVe, ay rn . I 't 
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was believed that tanffs htgh enough . ta' the credit of their lower-cost 
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speaking thwugh Chref Justtce .? ~· eh their net prouuct furnishes more than 

standpoim of the shipper_ ev,';n L ~~~~Goose Creek R. Co. v. U.S., 263 U.S. 4:>?• 
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· e ting commentary o 

4B4 (tg•4)· ~or .an. lnter s Robert L. Hale, Freedom through Law (New 
problem whtch It tllusLrates, see 

York, 1952), PP· ~·~-5• 8: h between reasonable prices for consumers to pay ~nd 
Proposals LO drsungu!S d ccet've hwc been maue as a soluuon 

t. n for pro ucers LO r • . 

reasonable com~ensa 10 

1 blem alternative to the prevailing system of pa~ILY 
of the farm pnce-contro pr? h h' been adopted in England, were embodred 
pricing. Such proposals, whrc ave 
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Bo COST OF SERVICE 

The merits of a policy of rate making which distinguishes be
tween the standards of reasonable rates of charge for utility service 
and the standards of reasonable compensation to the producers of 
such service will be discussed in later chapters rather than in this 
preliminary chapter on cost-price standards. But the possible dis· 
tinction between the two standards is noted here because of its 
bearing on the relevant definition of cost of service as a basis of 
rate making. Insofar as a cost-price standard of rate making is 
designed to yield revenues adequate, but no more than adequate, 
to permit a company to recover its necessary operating expenses 
and to maintain sound credit, it must be interpreted in a manner 
consistent with this objective o£ rate-making policy. This means, 
among other things, (a) that the relevant costs are enterpriser costs 
and not social costs, (b) that the important equation is between 
total revenues and total costs rather than between the rate for any 
specific service and the cost of rendering this particular service, and 
(c) that "cost of service" must be interpreted somewhat broadly to 
include an allowance for a capital-attracting rate of return. It also 
means that a strong, even if not conclusive, case can be made for an 
original-cost basis of rate making rather than a replacement-cost 
or an escapable-cost basis-a subject reserved for later discussion. 

But insofar as the primary function of public utility rates is 
deemed to be that of optimum consumer rationing rather than that 
of producer motivation, a different conception o£ a cost-price stand· 
ard of rate making is suggested. Among other things, (a) enterpriser 
cost is not a good price determinant unless it is acceptable as a 
rough measure of social cost, (b) the most obviously relevant costs 
are incremental or marginal costs rather than average total costs, 
and (c) costs that are "sunk" in the sense that they cannot be avoided 
or even minimized by denying service to potential customers should 

in the "Brannan Plan" for the United States. Unrkr the plan, farm products 
were to be priced at free-market prices, but the income of farmers was to be 
stabilized and, if nelessary, fortified, by taxation. 

Henry George's single-tax doctrine, under. which the annual rental values of 
~>nimproved land would be completely or largely expropriated by government 
mstead of by landlords, rests on the same essential di.;tinction between the prices 
that consumers should pay for commodities or service• and the proceeds of sale 
that the owners of the "factors of production" should be permitted to retain. 
See Paul A. Samuelson, EconomicJ, 3d ed. (New York, 1g;,s). Chap. 2j, especially 
pp. 505-507, See also Kenneth E. Boulding, Economic AnalyJis, 3d ed. (New York, 
1955), section on "The Attack. on Economic Rent," pp. 724-725. 
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be excluded from consideration if their inclusion in the rates of 
charge would seriously restrict demand for the service. 

Rightly or wrongly, American rate-making policy has made only 
sparing use of the machinery of taxation a~d of boun.ty in an effort 
to reduce the conflict between rates destgned to y1eld adequate 
revenues to producers and rates designed to secure an optimum 
use of public utility service. Hence, regulation is compelled to ap
prove rates that will be tolerably acceptable for both of the above· 
noted functions of pricing (producer motivating and consumer ra
tioning) as well as for other functions. The prevailing American 
principles of rate making show the effects of this preference for 
compromise by a lack of sharpness in their details and by the ac
ceptance of blurred concepts and measures of cost of service. 

With this brief introduction to the nature and rationale of a 
cost-of-service criterion of public utility rates, we turn in the next 
chapter to the counterpart criterion, popularly called "value of 
service." 
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VALUE OF SERVICE AS 

AN ANCILLARY STANDARD 

Despite a Hexibility of definition which permits many variations in 

the meaning ol~ "co~t of service" designed to fit the special purposes 

~f r.ate. detennmauon, th~ very nature of a cost standard gives it 

hmnatwns that preclude Its acceptance as the sole measure o[ rea

sonable public utility rates. Among these limitations is the failure 

of the cost principle to give direct weight to the value of the service 

to the const~mers as distinct from the cost of production to the pro

duc~rs. ~hi!e the relevance of cost is generally conceded, the con

tentwn Is made that value should also be taken into account. This 

proposition is asse~ted to apply no less to the fairness of the prices 

charged for electnc power, telephone service, and railroad trans

port, than to the fairness of the price charged by a tailor for a suit 

of clo~hes or by a department store for a lady's hat. 

~nters on public utility rates who stress this position are not 

umform as to how they would incorporate both cost and value 

comp~nents in th~ ~ete~mination of specific rates. But perhaps the 

most frequent positiOn Is that a "reasonable" rate is one intermedi

ate between cost of production as the lower limit and "value" 1· 
h . 0 

t ~'serv1c.e as th_e upper limit, the precise point being set by "practi-

~al constderauons rather than by any scientific rule of rate mak
mg.l 

1 
Propositions. of. t~is character arc plausiiJJe only if "cost" is narrowlv tie· 

line~. so as to lunu tt to out-of-pocket cost or marginal cost the recei t of a 

~d~~~~~nal revenues being justified as reasonable cornpensatio~ for ovcr~cad co::~ 
mc ku mg or plus a fair_ rate. ?f profits. For statements of the position of leading 

'&~/~men dfor the puiJl!c uuluy companies, see L R. Nash, Economic• of Public 
1 

'
1
"'' ~ ·~·(New York, 1951), pp. 121-1u; Alexander Dow, Some Public Service 

Papers (Detroit, 1927), P· 211; Henry L. Doherty, in National Electric Light As-

VALUE OF SERVICE 

EXAMPLES OF VALUE-OF-SERVICE PRINCIPLES 

IN RAILROAD AND UTILITY RATE MAKING 

Postponing for later discussion the formidable problem o£ defining 

"value of service" so as to qualify it as a definite standard of rate 

making, let us first note examples of the actual use of a standard 

which, at least, goes under that name.2 The most prominent Ameri· 

can examples are those of railway freight rates. While both the 

class rates aud the special, "commodity" rates for freight shipments 

are designed to reHect cost differences to a limited extent, they are 

notoriously and openly based, for the most part, on the so-called 

value-of-service principle. In line with this philosophy, the charges 

per 100 pounds for the transportation of the more valuable com

modities between any given points are higher, often several times 

higher, than the comparable charges for the transportation of com

modities with a low value relative to their weight or bulk. These 

differentials are admittedly much greater than any which could bt: 

justified by the higher costs of handling and insuring the more 

valuable shipments. 

Among the nontransport utilities, perhaps the most overt resort 

to a value-of-service standard is that by the telephone industry, led 

by the Bell System. Under policies of rate making acquiesced in by 

most state public service commissions, a single telephone company 

serving an entire state will adopt a state-wide system of rates de

signed to yield adequate total revenues through the levy of higher 

charges on subscribers in larger cities than on subscribers for com

parable service in smaller conununities. In any given city, more

over, higher rates are quoted for business usc than for residential 

use. To be sure, both of these types of rate differentials can be, and 

have been, defended to some degree on strictly cost grounds-thr 

community-size differential on the ground that telephone switch-

sociation, Proceeding.~, May, tgto, pp. 291-321, reprinted in Edison Illuminating 

Company of Detroit, The Development of Scientific Uates for Electricity Supply 

(!Jetroit, 1915). 
'In the literature of public utility raLes, three terms, all referring to non cost 

stantlanls of rate making, are often med interchangeably or with only minor dif

fcrenc~s in tueaning: ··value of service"; "charging what (or in proportion to 

what) the traflic will Gear"; and "rate discrimination." The Iauer term is in favor 

among economists as a synonym for "value-of·service" pricing. But defenders of 

the practice in actual rate cases are loath to charactcriLe il by the invidious term 

"discrimination." See Chap. XIX. 
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ing costs increase more than in direct proportion to any increase in 

the number of subscribers; the kind-of-use distinction mainly on 

the ground that business telephone calls create more serious peak 

loads than residential calls. But the telephone companies them

selves do not rely on this defense alone in rate cases. On the con

trary, and particularly with respect to size-of-community differen

tials, their major emphasis has been on "value" considerations. In 

the larger communities, so the argument goes, telephone service 

is "worth more" than in smaller communities, since each subscriber 

has potential toll-free connections with more people. 

As to the electric and gas utilities at the prese~'time, the de

ficiencies and paucity of published cost analyses make it impossible 

to determine the effect of "value-of-service" principles on typical 

rate structures.3 Few persons, however, would deny that these prin

ciples have influence in the direction of rate differentials not com

pletely supported by cost differentials. The major influence is prob

ably to be found in what, from a cost standpoint, are excessively 

heavy discounts for large q uamities of electricity or gas-discounts 

offered even when the unit costs of supplying the larger quantities 
are not reduced by more favorable load [actors. 

All of the examples of value-of-service pricing so far offered 

are those concerned with the structure of the rates, with the rate 

differentials rather than directly with the general rate levels. In

deed, at least with respect to the relatively monopolistic nomrans

port utilities, rate-level determination has adhered far more closely 

to the principle of service at cost in the sense of total cost coverage 
plus or including a "fair rate of return."~ 

But with the railroads, the Interstate Commerce Commission has 

'A recent monograph by Ralph K. Davidson entitled Price Discrimination in 

Selling Gas and Electricity (Baltimore, 1955) concludes that current rate differentials 

are by no. means justified on a cost basis. Other experts have expressed the belief 
that Dav1dson grossly exaggerates the extent of the deviations of rates from 

costs. However this may be, one should not assume that a failure of relative rates 

to correspond closely to relative costs means that they must therefore necessarilv 

be based on value·of-service factors. Most rate patterns are to a material exten't 

the o~t~rowth of historical developments, of political pressures on public s~rvice 
co~m1sstons, of pop~lar ~rejudice, a~d of quest!onable theories of cost analysis. 
Th!s stateme~t apphes ahke to pubhcly and pnvately owned utility enterprises. 
It IS only fatr to a~d my conviction that the electric utilities, in recent years, 

have taken the .lead m closer approaches to a rational system of rate making, the 
greatest lag bemg that on the part of the railroads. 

'~ut so-cal~e~ val~e-of·"';rvice consiuerations have probably influenced public 
serv1ce commuswns m thetr findings as to what constitutes a "fair rate of re· 
turn." See p. 138, infra. 
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sometimes declined to sanction the full rate-level increases re

quested by the carriers, not on the ground that lower rates would 

suffice to yield a "fair rate of return," but on the ground of serious 

doubt whether the higher rates would yield higher net income, at 

least over the longer run.0 A refusal on these grounds is based on 

value-of-service considerations in one sense of this highly ambigu

ous term. 
A significant though vain attempt to invoke a "value" standard 

of reasonable rate levels in the interest of consumers was made by 

the Wisconsin Public Service Commission during the depression 

of the 1930s. In 1934 the Commission ordered the Wisconsin Tele

phone Company to reduce its rates, not on the ground that they 

were yielding a rate of return that would be judged excessive by 

tests applicable to normal years, but rather on the ground that some 

decrease in rates was called for in response to the reduction in gen

eral price levels and in consumer incomcs. 0 In an opinion speaking 

for the Commission, Chairman Lilienthal made the point that the 

depression had resulted in a decrease in the (money) 1111/ue of tele

phone service. But the Commission's order was overruled IJy the 

Wisconsin Supreme Court, which held that even a severe business 

depression did not deprive the utility company of a constitutional 

right to the enjoyment of an opportunity to earn a "fair rate of 

return." 
In thus using value-of-service language in partial defense of the 

rate-reduction order, Chairman Lilienthal doubtless hoped Lu se

cure support from an early, cryptic dictum by the Supreme Court 

in the famous case of Smyth v. A mes.7 In this dictum, the Court de-

'Sharfman, The lnt~rstate Commerce Commir>ion, VoL III B. (New York, 1936), 
Chap. XIV. Railways have complained bitterly against refusals w grant rate incr~ases 
on the ground that the increase would be ill-advised even from the applicant's point 
of view. The subject is an important one from the standpoint of •ound regulatory 
practice. I am deliberately slighting it, however, in this book, since it involv,.s 
an issue of legal jurisdiction rather than an issue of rate theory. 

'Seep. 201, ir!fra. 
7 Smyth v. Ames, 1og U.S. 466 at 546-547 (1898). For discussions of tlw possible 

meaning of the dictum, see my Valuation of Property (New York, 193;). pp. 
t !08--l!ID; Robert L. Hale, "Non-Cost Standards in Rate Making," sG Yale Law 

journal 56-67 (192fi); Eleanor Heyman, "Value of the Service; Its Various Meanings 

and Uses," g journal of Land and Public Utility Economic> 252-265 (1933); Henry 
H. Edgerton, "Value of the Service as a Factor in Rate Making," 32 Harvard l.aw 

Review 516-5~6 (1919); Hillyer Brown, "Value of the Service as a Ceiling on 
Public Utility Rates," 33 California Law Review 283-297 (1945); Clyde 0. Fisher, 
"Value of the Service and Public Utility Rates," 12 journal of Land and Public 

Ulility Economics 76-83 (1935). 
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clared in effect that a company supplying a public service might 
not be denied an opportunity to charge rates that would yield a 
"reasonable return on the fair value" of its property devoted to the 
public service. But it qualified this statement by declaring that the 
consuming public has an overriding right to enjoy service at rates 
no higher than "what the service is reasonably worth." 

Although this qualification of the "fair value" rule was repeated 
by the Supreme Court in later cases, its import remains a mystery. 
The mystery lies in the question how the Court could have assumed 

that any company, however greedy and however possessed of mo
nopoly powers, could coerce free men and women to buy its prod· 
ucts or services at more than they are worth. Obviously, "reason
ably worth" must have been used in a normative, not in a positive, 

sense; but the nature of the norm has gone undefined to this day. 

THE LACK OF A QUANTITATIVE DEFINITION 
OF VALUE OF SERVICE 

Before considering the merits of a value standard as a basis of rate 

making one must first ask just what the standard means. This is 
no easy question, since the term has been used loosely, without 
benefit of any formal definition. One reason for the looseness is 
that, except when applied in special situations, "value" does not 

lend itself to quantitative expression as a measure of reasonable 
rates. Under a cost standard, the price per unit of service is sup
posed to be made equal to the cost per unit. But under a value 

standard, as ordinarily construed, one cannot first find that the 

value of the service is, say, 2¢ per kilowatt-hour or 10¢ per tele· 
phone call and then set the rate at this value.8 

What has just been said is obviously true if "value" is taken to 

mean selling price or market value. For the price at which the 
service may be sold is the very point at issue in a rate case. But we 
are also in trouble, though of a different kind, if "value" here refers 
to the worth of the service to consumers as measured by the prices 

'Referring to the use of the standard in railroad rate regulation, Professor 
Sharfman writes: "The 'value of service' principle, as a basis for rate·making, 
provides at best a vague and indeterminate formula, rather easily construed as 
justifying any system of rates found expedient by the carrier. Taking the words 
in their most obvious sense, no rate can exceed the value of the service and still 
continue to be paid by the shipper." Sharfman, The lnle>stale Commerce Cam· 
mission, Vol. III B, pp. !jU-311.~. 
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that they would pay rather than go without. Thus defined, the 
value of any given class of service will be different for different 
customers, and also different for various amounts of service deliv· 
ered to any one customer. This variability in the values placed by 
different people on different amounts of any commodity or service 
at any one time is represented in the economic textbooks by "de
mand curves," which start with the relatively high prices that 

would be bid for small amounts of the product and which slope 
down to zero bid prices for redundant amounts. Of course, one 

might arbitrarily define "the value" of the service as the highest 
price for which any amount of service, however small, could be 
sold. But this definition would be useless for rate-making purposes. 

On the other hand, no specific intermediate price between the peak 
price and zero can be singled out as alone reflecting the value of the 
service,9 no more than can one intermediate point on the side of a 

hill be picked out as reflecting the height of the side. 
The fact that "value of the service" does not usually lend itself 

to quantitative expression as a measure of reasonable rates will be 

appreciated by anyone familiar with the use made of this type of 
standard in actual rate cases. Telephone companies, for example, 
insist that their service is "worth more" to subscribers in big cities 
than in little cities. But, to the best of my knowledge, they offer 
no evidence of rhe amounts of these values, city by city. The rela
tive "values," if such they can be called, would seem to have merely 
ordinal, not cardinal, magnitudes. And the same statement would 
appear to apply to value-of-service pricing by the other utility 

companies and by the railways. 

THREE DIFFERENT MEANINGS OF A 
VALUE-OF-SERVICE STANDARD 

The foregoing remarks justify the conclusion, reached by writers 
who are metin!lous in their use of economic terms, that "value of 

the service," when invoked as a criterion of reasonable rates or even 

• Except in a case in which the maximum rat~ of output is predetermined by 
limited plant capacity, in which ca~e the market-clearing price, as measureu 
by the marginal bid. might be said to represent "the value of th~, ~ervice." But 
in most cases in which rates "ate'S1iid10-·l:ie' fixed, on a value principle; tfie rate 
of output, so far from being predetermined, will depend on the amount of service 
demanded at the price to be fixed. 
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of maximum rates, is an inaccurate expression, and a misleading 
one unless the inaccuracy is clearly recognized. ·what, then, does 
the tenn really mean? The answer is that it has been used in a wide 
variety of senses. 10 But aside from its not infrequent use as a mere 
synonym for "fair price" judged by any standard or standards of 
fairness, the three alternative meanings that seem most significant 
are those set forth below. 

I. MOST PROFITABLE RATE OF CHARGE 

An earlier paragraph has suggested that, while "value of the 
service" might be defined as the highest price which any consumer 
would bid, if necessary, for any quantity of service, this definition 
would be useless for rate-making purposes. But a really significant 
price would be whatever price for a given service would yield maxi· 
mum profits to the public utility company-possibly an exorbi
tant price but also possibly only slightly above out-of-pocket costs 
depending upon the product's cost functions and on the price 
elasticity of demand for the service ("what the traffic will bear"). In 
economics, such a price is called "the monopoly price" on the as· 
sumption that the objective of a monopolist is to maximize his net 
earnings. To be sure, this price does not represent the value of the 
product, in a nice sense of the word "value," any more than a vari· 
ety of alternative prices at which the monopolist might be able to 
sell different quantities of his product. But business lingo lends 
some sanction to this use of words. Consistently with this usa"e a 
public utility company which sets its rates, whether deliberately,or 
through miscalculation, at levels higher than enough to yield maxi
mum profits could be said to be charging "more than its services 
are worth." 

The very fact that public utility rates are subject to regulation 
clearly disqualifies this version of the value-of-service standard as 
a. ~eneral criteria~ of reasonable rates. Rut if, for reasons of compe· 
tlt1on or of a declme in the prosperity of the community, a utility 
company is unable to earn a "fair rate of return" under any feasible 
level and pattern of rates, a plausible though far from conclusive 

"In !he article cite~ _in footnote. 7, Professor Robert L. Hale, after a study of 
the language of comml!l.'lloners and JUdges in rate cases, concludes that the term has 
been used. on occasion to refer to any noncost criterion of rate making. I may 
add . that It ha~ also been used to refer to some standards more appropriately 
ronstdered spectal trpes of a cast standard. 
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argument can be made for permission to exact whatever rates of 
charge will minimize the deficiencies in total revenues. This situa· 
tion, which presents the rate regulator with a serious dilemma, will 
receive attention in Chapter IX. 

2. RATE DISCRIMINATION 

At least in the literature of economics, the "value-of-the-service" 
principle is taken most frequently to mean that principle of rate 
design under which the differences in the prices charged by a given 
enterprise for its various products are based, not just on differences 
in the costs of production but also in part on differences in the rela
tive "price elasticities of demand." Products for which the demand 
will not be seriously curtailed by relatively high prices will be 
made to bear tl;lese prices. Products for which the demand will van
ish or fade if the prices are set far above out-of-pocket or marginal 
costs will be priced nearer to these costs. This practice is called 
"price discrimination" in economics; and it is widely prevalent 
among public utilities and railroads despite the legal restrictions 
imposed by the rules against "unjust discrimination." 

Viewed from the standpoint of the public interes!, the restrained 
use of this version of a "value-of-the-service" principle is defensible 
chiefly on the ground that it is a relatively harmless means o£ mak
ing good the deficiency in total revenues that would result from 
the sale of all public utility services at mere marginal or out-of
pocket costs. To be sure, sale of utility services at some kind of 
average costs is a possible alternative method o£ full-cost coverage, 
in some respects a superior method. Rut it is inferior in other re· 
spects since it will sometimes preclude the consumption o£ services 
for which consumers would gladly pay more than incremental costs. 
For a further discussion of the subject, the reader is referred to 
Chapter XIX. 

3· MARKET·CLEARING PRICE 

Public utility rate theory suggests a third possible meaning of the 
value-of-service standard, that of a market-clearing price-a price 
just sufficient to secure full but unrationed use o£ service in what· 
ever amounts are temporarily available in view of limited plant 
capacity. Such a standard would be applied by a toll-bridge author· 
ity if it were to set tolls just high enough to hold traffic within limits 
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of safety and without inordinate delays. Similarly, it would be ap
plied by a gas distribution company if, on facing a rapid growth of 
demand for natural-gas heating beyond the present capacity of its 
sources of supply,'it were to raise its rates for service up to the point 
at which no demand at these rates would long go unsatisfied.ll 

Readers familiar with the textbook expositions of the theory 
of a competitive price will recognize the similarity of this pos
sible market-clearing-price standard of rate regulation to the price
determining forces of an unregulated market, operating in "short
run" periods. But in actual practice public utility regulation makes 
very sparing use of the price system as a means of securing short
run adjustments between plant capacity and demand for service. 
More will be said on this point in the next chapter. 

This chapter has discussed briefly a number of possible noncost 
standards of reasonable rates that often go under the name of value
of-service standards because of their direct reference to the benefit 
or demand side of public utility service as distinguished from the 
cost or sacrifice side. More will be said about them in the chapters 
of Part Three, on specific rate schedules. But enough has been said 
here to suggest that, in one of several versions-especially the sec
ond one noted above-they play important though subordinate 
roles in the modern theory and practice of rate regulation. 

Why is the role subordinate to that of cost? The short answer is 
that the task of regulation is one of fixing values, not of finding 
them-of bringing the prices of public utility services into line 
with the prices of other products by relating the former prices to 
the costs of production. But this is an incomplete answer, and sup
plementary comments are called [or. 12 Three such comments will 
serve to close the chapter. 

11 While this practice would constitute a violation of cost pricing in any usual 
sense of the term, it would be consistent with a cost principle in a special sense. 
For a• long as there is an absolute limit to the number of customers who can 
be supplied, the granting of service to any one customer involves a social cost in 
the resulting necessity of denying the service to some other customer. What this 
other customer would pay for the service may be said to reflect the cost of the 
denial. Needless to say, however, it would not constitute a cost to the producer. 
See p. 393• infra. 

,. From the standpoint of economic theory, the major inadequacy of this reply 
lies in iu failure to answer the question why the adjustment of public utility 
prices to costs of producing the services should not take place, as it is supposed 
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First, cost of service is itself affected by the values that individuals 
place thereon and hence by the demands that they make for services 
of different kinds and in different amounts. By way of illustration, 
consider the practice of electric and gas utilities in charging higher 
rates for service supplied at peak-time hours or seasons than for oth· 
erwise identical service at off-peak periods. Differential pricing of 
this nature is quite justified-indeed, it is required-by strict cost 
principles since increments in the output of service during peak pe
riods impose additional capital outlays not imposed by increments 
in output produced at times when the plant is partly idle. llut these 
cost differentials would not exist except for differences in the con
sumer demand for service at different periods of time. 

Secondly, the lack of a coordinate status for cost and "value" 
factors in rate determination is also partly attributable to the 
lack of symmetry between the position of the producer and that of 
the consumer of public utility services. Unlike the situation pre
vailing in unreg·ulated business, the producer is under a duty 
(qualified, to be sure) to supply services to all applicants in its 
franchise territory at the approved rates of charge and in whatever 
amounts the applicants are ready to pay for. On the other hand, 
the consumer of public utility service, like the purchaser of ordi
nary commodities, has the option to take as little or as much service 
as he desires to take at the filed rates. Having this option, he will 
presumably refrain from buying any service at rates in excess of its 
value lO him. Under these conditions, any attempt to abandon a 
cost-of-service standard in favor of a value or benefit standard of 
rate making would have absurd results. Consumers to whom the 
service is of little value might then have the right to demand that 
the company supply it to them at this low value even though the 
cost of production might be ten times as high! 

Thirdly and finally, in actual rate cases the cost principle is al
ways given modified imerpretations which, while not converting it 
into a value principle, take indirect account of the effectiveness of 
the cost incurrence in contributing to the benefit of the consumers. 
Thus, in principle at least, costs arc subject to compensation only 

to take place without regulation hut under competition, indirectly throu!lh in· 
crea.<es an<l decreases in the output of the services rath<•r than by directly through 
price control. In short, why should not rq;u"'tion substitute output control for 
direct price control? On this point, see pp. 99 and 335· 
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if prudently incurred; and thus, with some exceptions, a "fair rate 
of return" is allowed only on those capital outlays still embodied 
in properties "used and useful in the public service." 13 The refusal 
of public utility law to guarantee against losses, combined with the 
allowance of an opportunity to earn a reasonable profit for success
ful risk taking, are also related, though in a very crude way, to the 
principle of payment for benefit received and not merely for costs 
sustained. Finally, the tendency of commissions to base the allow
ance for these capital outlays on the original construction costs of 
the plant and equipment, even if the properties have later been 
sold to the present accounting company at higher or lower prices, 
rests on the principle that the only capital entitled to compensa
tion is the capital usefully devoted to the service of the public. 

"'See pp. 173 and 214, infra. For a brilliant exposition of the relationship between 
the _cost principle _of r~te ma~i~g a_nd a value, or service-rendered, principle, see 
Justice Jacksons dtssentmg opnuon m Federal Power Commission v. Hope Natural 
Gas Co., 320 U.S. 59'· 628-66o (1944). 

VI 

COMPETITIVE PRICE AS A NORM OF 

RATE REGULATION 

Before turning in the next chapter to those unorthodox principles 
of rate making often called "social theories," we may consider the 
merits of a general standard of reasonable rates that has received 
at least verbal support both from public service commissions 1 and 
from public utility spokesmcn.2 This is the standard of the hypo· 
thetical competitive price. Regulation, it is said, is a substitute for 
competition. Hence its objective should be to compel a regulated 
enterprise, despite its possession of complete or partial monopoly, 
to charge rates approximating those which it would charge if free 
from regulation but subject to the market forces of competition. 
In short, regulation should be not only a substitute for rom petition, 

but a closely imitative substitute: 

1 "The purpose of regulatory policy, in the protection which it is designed to 
afford the consumer, is to simulate and substitute the effects of competition and 
give the consumer the benefit which he would derive from a system of com
petition." From National Association of Railroad and Utility Commissioners, Re
port of the Committee on Progress in Public Utility Regulation, Proceeding< of t/~r 
qd Convwtion (Washington, D.C., 1942), p. 369. !\!any commission opinions and a 
number of judicial dicta could be cited to the same effect. 

'"The justification for the regulation of utility rates being the absence of com
petition, regulation should aim to produce the same results as competition woul<l 
do if competition were economically desirable and feasible-neither more nor 
Jess." Brief for the New York Telephone Company in a case insisting upon its 
right, under the New York statutes, to receive the benefit of a "fair value" rate 
.Jase that gives weight to reproduction costs. New York Telephone Co. v. Public 
Service Commission, 142 N.Y. Supp. 569 (tg:;G). The brief cites, as supporting a 
competitive-price standard of reasonable pricing, Walter A. Morton, "Rate of 
Return and the Value of Money in Public Utilities," 28 Land Economics g•-131 
(1952) and Arthur H. Dean, "Provision for Capital Exhaustion under Changing 
Price Levels," 65 Harvard Law Review 1339 (1954). See also C. P. Guercken, "An 
Economic Appraisal of the Private Electric Utility Industry," 55 Public Vtilitie1 

Fortnightly 73g--754 (1955). 
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94 COMPETITIVE PRICE 

This is a most intriguing proposition in view of the contention, 

familiar to economists, that competitive prices are optimum prices. 

One of its possible virtues is that it may offer definite answers to two 

formidable sets of questions raised in the preceding chapters: fint, 

questions as to the relevant definitions of "cost of service" and 

"value of service"; and second, questions as to the respective roles 

of cost factors and of value or demand factors in price determina

tion. Should "cost," for example, be taken to mean original cost 

or replacement cost, marginal cost or average cost, sunk cost or 

escapable cost? Let these and similar questions be resolved by a 

study of the types of costs that govern competitive-price determina

tion. Should differences in rates of charge for different classes of 

service be based entirely on cost differences or should they depend 

in part on "value" differences (differences in the price elasticity 

of demand for the respective services)? Again, let the answer depend 

on the question whether firms producing multiple products under 

competition can and do practice price discrimination. And so on 

with respect to all of the other debated issues of rate-making policy. 

During the postwar years of inflated price levels, the defense of a 

competitive-price standard has come largely from spokesmen for 

investor interests or for the public utility companies, who object 

to an original-cost rule of rate making on the ground that it un

fairly deprives utility stockholders of the hedges against inflation 

said to be enjoyed by the owners of equities in unreg·ulated enter· 

prise. This is a forcible objection, the merits of which will be 

discussed in the chapters on the rate base and the "fair t·ate of re

turn." But one may surmise that the alternative of a competitive· 

price norm would lose its charm for many of these writers were 

they to face the full implications of its adoption. In a dynamic 

economy, unrestrained competition is supposed to be a pretty 

tough game, often leading to individual or corporate bankruptcy.3 

"Fairness," in the sense of protection against the loss of hard-earned 

savings, is not one of its many virtues. Be that as it may, the view 

that a regulated monopoly should be induced or coerced to charge 

whatever rates would prevail under competition is so frequently 

urged, and so plausible in its appeal to economists, that it deserves 

''.'No War,_ no strike, no depression, can so co111pletely destroy an established 

busmess or Its profit~, as new and better methods, equipment and materials in 

the hands of an enhghtenetl competitor." From a statement by the Society for 

t~e Advancement of Management, repeatedly quoted in the issues of the maga
zme Sy.rtems, 
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sharp analysis. By way of introduction, let us therefore assum~ its 

acceptance and ask what rules of rate control would be reqmred 

in order to put it into effect. 

ASSOCIATION OF COMPETITIVE PRICE 

WITH REPLACEMENT COST 

The popular conception of a competitive·p:ice standard_ o! rate 

making is much more primitive than any of 1ts_r~10re ~opht~ucated 

modern versions. But it is worth a brief exposition, smce 1t prob

ably still reflects the views of most practi~al rate mak_e~s who in

voke the standard. It is derived from a stmple expositiOn of the 

forces of competitive price determination to be found in the earlier 

textbooks on economics. 
Under competition, then, prices are supposed to be deter~ined 

proximate! y by the forces of supply and tle~1and, and at a pomt _set 

at the intersection of the curves represenung these two offsetttng 

forces. At any given time, the competitive market price. may be 

much higher or much lower than the unit cost. of product.wn: and 

especially the unit normal cost. But any such dtscrepancy mdtcat~s 

a state of disequilibrium, which will tend to he corrected, even tf 

the rate of demand for the product remains the same, by the ex

pansion or contraction of output on the part of _producers, acting 

under the attraction of profits or under the discouragement of 

deficits. Thus, there is a tendency for a competitive price to con:e 

into correspondence with normal cost of production; and .~hts 

normal cost is sometimes said to represent the ··normal value of 

the product as distinct from its current market value. . . . 

Under the competitive-price standard of rate regulauon, m 1ts 

popular form, the object of regulation is deeme~ to be that of 

making the prices charged for public utility servtces conform to 

normal costs or normal values. But under regulation, just as under 

competition, these normal costs are not set by tl~e actual or hist?ri

cal costs incurred by any given company by VIrtue of the pnces 

paid in the past for the construction or acquisition of plant and 

equipment. On the contrary, the relevant costs are supposed to be 

the current and prospective replacement costs, since these arc the 

only costs that would guide the action of competitive producers 

in their future decision.> to expand or contract their output. 

Thus, the competitive-price norm is brought to the support of 
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g6 COMPETITIVE PRICE 

a special version of the cost-price principle of rate making-a re
placement-cost version that came to be closely associated, even 
though not completely identified, with the "fair-value" rule of 
rate regulation discussed at length in Part Two of this book. In 
the academic field, its most vigorous supporter has been Professor 
Harry Gunn_ison Brown of_ the Unive~sity of Missouri, who for years 
wa~ed a valiant fight on Its behalf m the economic journals and 
agam.~t J~st~ce Brandeis's increasingly popular "prudent-in.,est
ment pnnople.4 

Properly qualified, the above-noted view of the nature of a com· 
petitive price, which led Brown and others to associate it with a 
price measured by replacement cost, cannot be said to have been 
discredited by modern price theory. But this theory has nnder· 
gone developments that throw grave doubt on the relevance of a 
replacement-cost basis of rate control in its familiar sense. 
. Among these developments has been one which distinguishes 
lmp_orta~t types _of. co~ petition and which therefore destroys the 
ea:l~er, s1mple d1stmcuons between competitive and monopolistic 
pncmg. !he modern defense of any competitive-price norm of 
r~te ma~m? therefore faces the necessity of defining the competi
tiOn wh1ch It seeks to emulate. Is the proposed model that of "pure" 
o.r "perfect" competition? Or is it one of those mixed kinds of prac
tlc.al or "workable" competition typical of large-scale industry in 
th1s country? 

Alth?ugh few writers outside of academic economics have yet 
re~~gmzed the ne~essity of ans":ering this question, those public 
utthty representatives and pubhc service commissioners who ex· 
~ress. approval of a competitive standard almost certainly have 
m mt.nd a type ~f competition associated with fairly large-scale in
dustnal compames, and not a type approximating the economist's 
concept of pure competition. Nevertheless, it will be worth while 
~rst to consid~~ the implications of the standard of pure competi· 
~wn---compeuuon bereft of monopoly elements-since this type 
Is the only one that has been claimed by economists to offer a 
model of optimum pricing. 

• See pp. u6-.23fi, infra. 

l 

COMPETITIVE PRICE 

THE STANDARD OF PURE OR 
STRICT COMPETITION 

97 

For present purposes, pure competition may be defined as competi
tion under which there exists no collusion among producers and un· 
der which no single producer controls a portion of the potential sup
ply sufficiently large to give him any appreciable influence over the 
market price of his product.5 It is "competition among the many." 
Here, unlike the situation of "competition among the few," each 
producer must accept the market price of his product as "given"; 
he has no opportunity to practice a "price policy." 

The principles of price determination under assumed conditions 
of pure competition, as set forth in the modern textbooks,6 are 
fairly complex, and I shaii not here undertake even a brief sum
mary. Instead, I propose to consider what rate-making criteria 
seem to be required by an attempt to make the rates that are in 
fact charged by a monopolized enterprise behave as if they were 
determined solely by the market forces of competitive supply and 
demand. 

RAT:ES SHOULD CORRESPOND TO PRODUCTION COSTS 

ONLY UNDER CONDITIONS OF EQUILIBRIUM 

It is an elementary principle of competitive-price theory that 
the influence on price of cost of production is indirect and that 
the cost-price relationship states merely a condition of static equi
librium. At any given time, prices are set by the offsetting forces 

• The terms "pure" and "perfect" competition are useu sometimes as mere 
synonyms but sometimes with distinctions. Those who draw a distinction use the 
former term to denote any competition completely devoid of monopoly elements, 
reserving the Iauer for competition which, in addition to its purity, has other 
attributes of "perfection," notably, perfect two-way mobility of the factors of 
production (including contractability and expansibility of plant capacity in im· 
mediate response to changes in demand), and perfect foresight (itself a dubious 
concept). See Edward Chamberlin, The Theory of Monopolistic Competition, lith 
ed. (Cambridge, Mass., 1950), p. 6; John Maurice Clark, "Toward a Concept of 
Workable Competition," go American Economic Review 241-256 (1940). As a 
norm of regulated monopoly pricing, "perfect competition" would make no 
sense. The objective of sound competitive rate·making policy should be to make 
the best use of whatever plant happens to be available in view of its noncol
lapsibility. And there is no point in assuming a greater degree of foresight than 
intelligent people can hope to enjoy at the time of a rate case. 

'See, e.g .. George J. Stigler, The Theory of Price, rev. e<.l. (New York, 195~). 
Part I. 
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g8 COMPETITIVE PRICE 

of supply and demand and are likely to be materially above or be

l~w t~eir normal production costs.7 While they are tending in the 

directiOn of these costs, the adjustment of prices takes time and 

synchronizes with an adjustment of output. This lag in the ad

justment process is not thought of as a defect of competition. On 

the c~ntrary: a temporary disparity between cost and price is an 

~ssenttal de.vtce whereby the forthcoming supply of the commodity 

IS brought mto harmony with the demand. 

~t follows that a revisio~ of the orthodox principles of rate regu

lat.wn w~uld be called form any strict application of a competitive

pnce philosophy. Instead of the principle that utility rate levels 

should be raised or lowered so as to yield operating expenses plus 

a normal.rate of profit, year after year, there must be substituted 

some rule of rate making which more closely emulates the com

petitive forces of supply and demand-forces under which rates 

wi~l .yield highly abnormal profits when there is a shortage of 

extstmg plant capacity, and under which rates will fall to mere 

sho:t·r~n increme~tal or marginal costs of service when plant ca

paoty Is temporanly redundant. This objective can no more be 

accomplished under a replacement-cost or "fair-value" rule of rate 

maki~g in its traditional form than under an original-cost or pru

dent-Investment rule. 

The drastic im.port .o.f this aspect of a strictly competitive-price 

s~and~rd of pubhc uuhty regulation will be apparent if we con

sider Its probable consequences, first, in a period of severe business 

depre~sion and: secondly, in a period in which the growth of plant 

capaoty has failed to keep pace with the demand for the service 

forthcoming at ".n~rmal" rates of charge. During a depression, the 

f~r~es of co~pettttve supply and demand, if operating under con

ditiOns of stnct competition, would soon bring rates down to tem

porary, marginal costs so low that the resulting revenues would 

probabl.y ba~~rupt companies capitalized in the manner typical 

of ~ubhc uuhty capital structures. On the other hand, during a 

~enod of plant shortage, rates might need to be raised drastically 

m order t~ .prec~ude the necessity for rationing or in order to avoid 

a long waitmg list of unsatisfied potential consumers. 

'See, e.g., Alfred Marshall, :rinciples of Economics, 6th ed. (London, 1910), 

~00~. ':'· At PP· 401-402 of th1s great classic is an interesting comment on the 

•~va 1d1.ty of . the as~umption that, under competition, the market price at any 

g1ven time w11l be hkely to approximate reproduction cost. 

r 
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IF MARKET-CLEARING RATES YIELD EXCESS PROFITS, 

A COMMISSION SHOULD COMPEL THE EXPEDITIOUS 

F.NHANCEI\IENT OF PLANT CAPACITY 

99 

Under the prevailing rules of public utility regulation, decisions 

as to the proper policies of plant expansion are seldom made by 

the regulating agency. Instead, they are made by the management 

of the public utility company, motivated partly by the expectation 

that the investment in the larger plant will at least pay for itself, 

but partly by the legal obligation to supply, without unreasonable 

delay, all services demanded at the scheduled rates of charge. 

This regulatory policy of leaving the responsibility for plant 

expansion in the hands of the corporate management would need 

to be abandoned, or at least modified, in an effort to make monop

oly pricing behave like competitive pricing. For as long as plant 

capacity is inadequate, competitive rates will yield excess profits 

-profits that will fall to normal (or to zero under some definitions 

of profits) as soon as the plant has been enlarged to proper size. As 

trustees for investor interests, corporate managements would 

therefore be under impelling pressure to retard plant expansion 

in order to continue the sale of services at their high, market

clearing prices. Nor would the obligation to satisfy all prevailing 

demand suffice as an offsetting pressure; for this very demand will 

be kept from becoming embarrassingly heavy by the establishment 

of the market-clearing prices. 

Thirty years ago, the point that the enforcement of a competi

tive standard of rate making must take place primarily through 

governmental control of the investment activities of a public util

ity company, rather than directly through control of rates under 

the rule of a "fair rate of return," was developed by Professor Bruce 

W. Knight in an article entitled "Why Not Regulate Investment 

Instead of Return?" 8 In a commentary on this article, published 

in the same periodical, I took issue with Knight's contention that 

such a change in the rules of regulation would be desirable and 

feasible. But there can be little doubt that control of investment 

would be required by a strict, competitive-price rule of rate making. 

'6 Public Utilities Fortnightly 406--419 (1930). Compare the proposals by Lerner 

and others for competitive-price simulation under outright socialism. A. P. Lerner. 

The Economics of Control (New York, '947)• especially Chaps. 5 to 7· 
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RATES WOULD BE REQUIRED TO EQUAL BOTH 

AVERAGE COSTS AND MARGINAL COSTS 

Under conditions of competition, both the prices and the out
puts of commodities are supposed to tend to reach an equilibrium 
position in which the prices are equal to average unit costs of pro
duction. But, in this same position, they are also supposed to equal 
their marginal or incremental costs-the additional unit costs of 
producing them at enhanced rates of output. That is to say, under 
competitive equilibria, average costs and marginal costs coincide.9 

But this requirement of correspondence of prices alike to average 
cost and to marginal cost presents a dilemma under monopoly
price regulation. For, if the monopoly is operating under condi· 
tions of d.ecreasing cost with increasing size-a condition often 
assumed to be characteristic of the public utility industries-it will 
be impossible to bring rates into accord with the average costs of 
the service without making some of these rates, at least, higher 
than marginal costs. One might as well attempt to draw a square 
circle! Hence, the very type of cost behavior that precludes the 
maintenance of actual competition in the public utility industries 
may also preclude the application of a standard of hypothetical 
competition. 

THE RELEVANT COSTS WOULD BE FUTURE COSTS, 

NQT "SUNK." COSTS 

Here we have the basis for the popular assumption that the 
competitive-price standard of public utility regulation calls for 
the fixation of rates at replacement costs rather than at levels that 
will yield a fair rate of return on the original costs of the utility 
assets. Under the assumed conditions of pure competition, the only 
costs that govern the actions of competing producers in their de
cisions to increase or decrease output are those costs that are still 

• Under the leadership of the gTeat British economist Alfred Marshall, com· 
petltive-price theory has developed the concept of multiple e'luilibria, under 
which the earlier simple division between short·run (or virtually instantaneous) 
and long-run price determinanu has been superseded by a recognition of a series 
of short, longer, and still longer runs, depending on the time required for more 
or less complete readjustments of plant capacity and of rate of plant output de· 
signed to meet prevailing demands, This complication will not be introduced in 
the present chapter, although it is important for utility-rate theory, especially so 
in raising the <jUestion whether the relevant marginal costs are long-run or short· 
run marginal costs. See Chap. XVII. 
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under the producers' control. A competitive price has no tendency 
to rise and fall in such a way as to cover costs of production already 
irretrievably incurred-not, that is, unless these sunk costs hap-
pen to coincide with anticipated esca~~ble c~sts. . 

However, this principle of competitiVe pnctng, charactenze~ by 
the aphorism that "in commerce bygones are forever bygones •. by. 
no means supports the replacement-cost or "fair-value" bas1s oE 
rate making in its orthodox, American sense. For, in th~ first place, 
replacement cost has here been identified with t?e estlmat:d cost 
of a substantially identical plant rather than with the estimated 
cost of replacing the service by the most economical modern .. su_b
stitute. And in the second place, the replacement-cost or £au
value" principle of rate making, in undertaking to ~ak~ total 
corporate revenues equal total replacement costs ~f serv1ce mclud
ing a fair rate of return, ignores the o_ther reqmrement of com
petitive-price equilibria-that the speCJfic rates should equal the 
marginal costs of the specific services. 

ALL RATE DISCRIMINATION WOULD BE OUTLAWED 

According to the treatises on price theory, the ~r~ctic~ of price 
differentiation based on "value" or demand-elast1oty differences 
rather than on cost differences would be impossible under condi
tions of strict or pure competition. This practice constitutes dis
crimination; and the power of a seller to discriminate, with profit 
to himself, is held to be limited to sellers possessing at least some 
degree of monopoly power. . . .. 

Even under existing regulation of railways and pubhc utilities, 
the law places limits on the right of a company to practice rate 
discrimination. But what the law forbids is merely certain types 
or degrees of discrimination which, for one reason or another, are 
deemed adverse to the public interest; for example, so-called "~er· 
sonal discrimination." No such distinction between just and llnJ ust 
forms of discrimination could persist in a thoroughgoing attempt 
to apply competitive-price theory to railway and utility rates. The 
whole practice of rate fixing based even in part on "what the 
traffic will bear" would have to be outlawed. 



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 61 of 226

0 
0 
0 
01 
c.o 

lOll COMPETITIVE PRICE 

THE RATES OF RETURN SHOULD CORRESPOND TO THE PROFIT· 

AND·LOSS DIFFERENTIALS OF A COMPETITIVE ECONOMY 

In a dynamic economy, the function of competition is by no 

means limited to that of bringing about a more or less gradual 

adjustment of prices to costs of production. An even more im

portant function is that of stimulating innovations and improve

ments in products and in techniques of production.10 To this end, 

competitive business is not business conducted strictly at cost, nor 

even at cost plus a ''fair" profit. Instead, it is business transacted 

at prices temporarily yielding very high rates of profit under ef

ficient or lucky promotion and management and yielding sub

standard returns or even operating deficits under inefficient or un· 

fortunate operation. 

Under any regulation designed to make the prices charged by 

regulated monopolies perform in the manner in which competi· 

tive prices are supposed to perform over the years, public service 

commissions would face the problem of setting these prices so as 

to approach the differential profit-and-loss status of competitive 

industry and so as to break away from the fairly standardized "nor

mal profit" status of orthodox regulation. This is a truly formida

ble assignment, and one which, to the best of my knowledge, has 

never been accomplished effectively. To be sure, schemes of dif

ferential returns, designed to reward highly efficient or highly suc

cessful performance, have been tried out from time to time, occa

sionally with fair success during periods of stable price levels. But 

even if experience with these schemes had been such as to warrant 

general adoption, their acceptance would provide a very weak imi

tation of the behavior of actual competition in a period of rapid 

technological development. Something far more radical would be 

imposed by the standard of simulated competition. 

10 
During his chairmanship of the Federal Power Commission, Leland Olds 

stressed this function of a competitive price and suggested that commissions 

should undertake to emulate it. "Regubtion," he wrote, "if it is to be a worthy 

substitute for competition, must similarly be able continuously to make it im· 

possible for a public utility to charge prices higher than it could charge if an 

efficient and economic competitor could reasonably be expected to enter the field 

and capture the market." 2oth Annual Report of the Federal Power Commission 

(1940), p. 13. As a m~ans toward the accomplishment of this objective, Mr. Olds 

has looked sympathetJtally on the use of Tennessee Valley Authority rates and 

other public-plant rates as "~ardstick rates." 
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Incomplete as is the foregoing summary o[ the ~ajar. i~plica

tions of a purely competitive-price standard of pubhc utilJt.Y rate 

making, it should suffice to indicate what drastic changes m the 

established principles of rate regulation would be called for by any 

thoroughgoing attempt to embody the standard in practice. Cer· 

tainly the standard does not comport with an original-cost or net

investment basis of rate control. But neither does it comport with 

the use of a fair-value or replacement-cost rate base in any fa

miliar or legally accepted sense of these terms. The popular as

sumption that a strictly competitive price is a price e~ual .to re

placement cost must be rejected, even as a rough approx•mauon. 

But what about a possible contention that all of our orthodox 

systems of regulation, whether of the original-cost or of the re

placement-cost variety, should be discarded in favor of a sch_e~e 

of rate control designed to simulate the forces of a competitiVe 

market? Such a contention has been made; but it must face for· 

midable objections. In the first place, there is the dilemma pre

sented by the fact that a condition of competitive-price equilibrium 

is one in which the price is simultaneously equal to average cost 

and to marginal cost (not to mention long-run and short-run varie

ties of each of these costs). In the second place, there are the seri

ous practical problems to be faced by a commission if required 

to dictate how far and how fast a company must go in expanding 

its plant-a necessity noted in an earlier paragraph. In the third 

place, there are the difficulties of corporation finance presented by 

any scheme of rate making yielding the highly variable rates of 

profit and loss characteristic of competitive industry in a dynamic 

economy. And in the fourth place, there are the problems that 

would be faced by consumers of public utility services in adapting 

themselves to the frequent and rapid changes in rates imposed by 

competitive responses to changes in current demand and supply. 

\Vhat these difficulties suggest is that the very characteristics of 

a public utility business which rule out reliance on actual com

petition as an automatic price regulator also rule out attempts 

closely to emulate the behavior of competition in the control of 

monopoly prices. Indeed, so far as concerns pure or strict com

petition, which is the standard now under review, modern econ

omists seem to be in g·eneral agreement that this "atomistic" type 

of competitive behavior is not even applicable to the large indus-
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trial companies. Here, the competition which must serve as an 
alternative to regulation or to public ownership is that of a mixed 
type, which Professor John Maurice Clark has called "workable 
competition." 11 

THE ALTERNATIVE STANDARD OF 
"WORKABLE" COMPETITION 

Mindful of the serious objections to a competitive-price standard 
of rate control when defined as a standard of strict or pure com· 
petition, we may now turn to the alternative standard of "realistic" 
or "workable" competition-the type of competition that prevails 
in real life and that characterizes industries which, because of their 
size and their relatively heavy capital investments, would seem 
most nearly comparable to the large public utility companies. As 
economists have pointed out, competition of this nature is far from 
"pure," since all large industrial companies possess important at· 
tributes of monopoly status. 

There is at least a fair prospect that, at some future time-say 
within the next two decades-standards of socially acceptable 
"workable competition," covering, among other things, rules of 
competitive price determination, may have been developed to the 
stage at which they can serve, with important qualifications, as 
norms of public service regulation. This stage, however, has not 
yet been reached, nor does its attainment appear to be just around 
the corner. There are three related reasons for this cautious con
clusion. 

In the first place, too little is known today as to the nature of 
price determination by unregulated industrial companies. It is 
generally agreed that the "administered prices" of large-scale in-

u "Toward a Concept of Workable Competition," 30 A mcrican Ecorzomic Re 
view 241-256 (1940). Paradoxical as it may seem, there is good reason to contend 
that, both with the public utilities and with heavy industry, a doscr approach to 
strictly competitive price determination could be attained under outright public 
ownership than under private ownership. Indeed, one school of socialists, the so
called "market socialists," has defended government ownership as making possible 
the realization of a system of "optimum prices" similar to that which economists 
have associated with pure competition. See, e.g., A. P. Lcrn~r. The Economics of 
Control, Chap. 7· These contentions, however, involve a dubious assumption: that 
the ideology of a socialist state and the attitudes of the aggressive typ<'s of people 
who would probably comrol such a state would be friendly to the principle of 
consumer sovereignty. 

COMPETITIVE PRICE 

dustry are far less volatile and far less responsive to the forces or 
short-run supply and demand than would be their behavior under 
pure competition. But this is a negative co~clusion;. as t~ the posi
tive factors in price determination, the subJect remams h1ghly con
troversial. 

In the second place, enough is known about modern industrial 
price policies to belie the assumption that these policies can be re· 
fleeted by the adoption of any simple, feasibly administered, rule 
of rate making such as the rule that rates should be based on re
placement cost of service. Indeed, these policies ?o not ~onfor~ to 
any single theory of price determination, coordmate with pncmg 
under pure competition. They are the outcome of a whole range 
of inter-firm relationships intermediate between strict competition 
and strict monopoly. \Vhen modern economists, in attempting to 

rationalize the price strategy of "competition among the few," are 
led into an elaborate mathematical analysis called "the theory of 
games," 12 their findings do not offer very promising material for 
decisions in rate cases! 

And in the third place, since the competition of the type sup· 
posed to govern unregulated industrial pricing has no claim ~or 
recognition as resulting in the socially optimum prices, emulation 
on the part of a regulating commission would be of doubtful wis· 
dom even if a fair job of mimicry were feasible. 13 One must re· 
member that the attempts by current economists to develop stand· 
ards of workable competition for the purpose of antitrust law 
administration are not attempts to create standards of optimum 
pricing. On the contrary, they are attempts to secure types of com· 

u John Von Neumann and Oskar Morgenstern, The Theory of Games (Prin~e
ton, 1944); J. D. Williams, The Compleat Stratepst (New York, 195~). The d•f· 
ferent price policies prevailing in different types .of •;nregulated . mdustry ~re 
presented and compared in l'rofcssor Walton Hanulton s book, Prtce ancl Prtce 
Policier (New York, 1938). In his Managerial Econumicr (:-lew York., 1951), PP· 40<T-

4o,, Professor Joel Dean notes important differences in price policies, no~ just .among 
different companies or industries but even in the same company wnh d1~erent 
products. He cites the pricing of the various DuPont products as a consp1cuou• 
example. The highly controversial nature of the theory of imperfect or imp~re 
forms of competition is illustrated in the discussion of "Concepts of Compeutwn 
and Monopoly" by Mesors. Clark., Weintraub, Machlup, Gordon, and Ackley at 
the Dec., 1954• annual meeting of the American Economic Association, pub· 
Jished in 45 American Economic Rroiew, Proceedings 45<r-490 (May, '955)· 

"On the other hand, as long as nonutility prices fail to represent pure com· 
petitive prices, the fixation of public utility rates at such prkes could not be 
claimed to yield optimum results. 
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106 COMPETITIVE PRICE 

peti_tive pricing goo~ ~nough to render price control unnecessary. 
Smce the com pet I t1 ve-price standard of rate regulation has so 

often been identified with the acceptance of a replacement-cost or 
"fair-value" principle of rate control, one may raise the question 
~o what. extent the _types of competition characteristic of large-scale 
mdustnal compames have actually brought prices into rough cor
respondence with current costs of production plus a normal rate of 
pro_fit on t~e d:preciated replacement costs of plant and equipment. 
Th1s question IS unanswerable in the absence of wide-scale and care
ful appraisals of industrial plant and equipment comparable to the 
tr~rnendously expensive "physical valuations" of the American 
railroads made by the Interstate Commerce Commission under the 
Valuation Act of 1913. I think it almost certain. however, that 
the correspondence would not be close.u 

Lest the reader of this chapter gain the impression that it is in
tended to deny the relevance of any tests of reasonable rates derived 
from the_th.eory or the behavior of competitive prices, let me state 
my convtctwn that no such conclusion would be warranted. On 
t~e. contrary, a study of price behavior both under assumed con
dttwns of pure competition and under actual conditions of mixed 
competition is es.~ential to the development of sound principles 

"D . h unng 1 e years since the Second World War, prior to the time of the 
rece~t stock-market boom, the stocks of many of the best-known industrial com
pa~r~ :old at ma~ket prices below their book values, values in tum presumablv 
we ~ ow depre~tated replacement costs. The steel industry offers a conspicuou~ 
examp e. In t~stl':"ony be.fore the Senate Banking and Currency Committee in 
1955• Mr. Ben1amw F. Fatrless, chairman of the United States Steel Corporation, 
wa'\ r~porterl to. have state_d that the current cost of building fully integrated 
stee ·pant capacHy from mtnes to finished product was on the order of $joo per 
to~, whereas the investor valuation of the plants, as measured by current securit 
pn~es, was only $56 per ton for the ten largest steel companies on the averag: 
In Its tg54 Annual Report to Stockholders, the ~farqurtte Ceme~t Manufacturin · 
C~m~~n~ stated that, in 19~3· it had earned g.G per cent on its "original-cos~ 
va .ue ut that th_ese earnmp represented a return of only 3.6 per cent on 
estm;,~te~. reproductiOn cost (after adjustments for additional tiepreciation charges 
on t IS 1gher cost). ::-lo doubt these and other examples of substandard returns 
based on replacement-cost tests could be matched by examples of superstandard 
returns. 

The Feb., 1955. issue of The Excha11ge, a monthly publication of the New 
York Stock Exchange, rep?rted that a study of 1,053 listed common stocks disclosed 
that 42 per cent were sellmg at less than_ their latest available book values. At the 
extremes among. the separately noted mdustrial stocks, Armour ami Com anv 
common ":as selhng at 68 per cent below book value, whereas International ~us{. 
ness Machmes common was selling at 588 per cent above book value. 
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of utility rate control. Not only that: any good program of public 
utility rate making must go a certain distance in accepting com
petitive-price principles as guides to monopoly pricing. For rate 
regulation must necessarily try to accomplish the major objectives 
that unregulated competition is designed to accomplish; and the 
similarity of purpose calls for a considerable degree of similarity 
of price behavior. 

Regulation, then, as I conceive it, is indeed a substitute for com
petition; and it is even a partly imitative substitute. But so is a 
Diesel locomotive a partly imitative substitute for a steam loco
motive, and so is a telephone message a partly imitative substitute 
for a telegraph message. \Vhat I am trying to emphasize by these 
crude analogies is that the very natme of a monopolistic public 
utility is such as to preclude an attempt to make the emulation of 
competition very close. The fact, for example, that theories of 
pure competition leave no room for rate discrimination, while 
suggesting a reason for viewing the practice with skepticism, does 
not prove that discrimination should be outlawed. And a similar 
statement would apply alike to the use of an original-cost or a fair
value rate base, neither of which is defensible under the theory 
or practice of competitive pricing. 

This chapter has been written under the assumption that the 
utility subject to regulation enjoys a monopoly, so that any emula
tion of competitive-price behavior would have to be imposed by 
governmental authority or adopted as a matter of policy. But this 
assumption is never strictly valid; and in the field of intercity 
transport, the degree of railroad monopoly has now become so 
limited because of road, water, and air competition, that the ac· 
ceptance of a competitive-price standard of rate control, in some 
sense of competition, would cease to be the acceptance of a mere 
make-believe. 'While the complete abandonment of rate regula
tion is even here out of the question, the development of new and 
less rigid standards of rate control seems necessary. In this de
velopment, more is to be said for standards suggested by modern 
ideas of "workable competition" than can be claimed for such 
standards with the more nearly monopolized utility companies. 

So far as concerns the electric power utilities, competition in the 
sense of rate making by a comparison of the performance of other 
utility enterprises, including public "yardstick" plants, has been 
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108 COMPETITIVE PRICE 

f~~ored by spokes~en for _consumer interests. This is not compe· 
t~tl~~ _as the t~r~ 1s used m e_conomics; but it has promising pos
slb!lmes for hmued and caut1ous use, and both the promises and 
the limitations will be noted in Chapter XV, on the fair rate of re· 
turn. 

VII 

SOCIAL PRINCIPLES OF RATE MAKING 

Despite the failure of the familiar rules of public utility regulation 
to result in the same rates that might be expected to emerge ''auto· 
matically" under actual competition, this failure does not neces· 
sarily imply a fundamental difference between the objectives of 
rate regulation and the recog·nized functions of a competitive 
price. In large measure, at least, the different results are imposed 
hy technical obstacles in the way of any attempt to compel natural 
monopolies to behave contrary to their nature. 1 Regulation can 
still be regarded as a substitute for competition-probably as an 
inferior substitute. 

But the statement that regulation is a substitute for competition 
would be accepted only with qualifications by any writers aware 
of its full implications, whereas it would be rejected sharply by a 
minority of writers on the ground that "public policy," and not 
merely technological or administrative difficulties, justifies delib· 
erate departures from "commercial" standards of reasonable utility 
rates.~ Both the qualifications and the wholesale rejection are based 

1 But regulation is deterred by notions of fni•· prileS and fair profits from go· 
ing even as far as technical difficulties would permit it to go in emulating the 
somewhat ruthless forces of competition. 

'For a strong defense of this minority position, see the article by Professor 
Horace M. Gray entitled "The Passing of the Public Utility Concept," noted on 
pp. 24-25, supra. A similar point of view was expressed by Mr. Louis P. Gold· 
berg, former member of the New York City Council, in a letter to the New York 
Times opposing further increases in subway fares designed to make the riders 
pay the full costs of transit. Times, Feb. 8, 1952. Subway service, he contended, 
is a "social service"--even more completely so than education, health, housing, 
libraries, etc. The costs of supplying this service, he concluded, should therefore 
be apportioned on social principles. 

I do not include among the advocates of "social" rate making those economists 
who contend that public utility rates should be set at marginal costs even if the 
resulting revenues would fail to cover total costs (see Chap. XX). For these econo· 
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110 SOCIAL PRINCIPLES OF RATE MAKING 

on a vari~ty of reasons often said to rest on "social" principles of 

rate makmg rather than on "economic" principles. Elsewhere 1 
have questioned the validity of such an antithesis between the ad

~ective "e.conomic'_' and. the adjective "social." a But we may here 

1gnore this verbal Issue m an effort to discover the in tended mean
ing of, and the reasons for, the distinction. 

THE MEANING OF SO-CALLED "SOCIAL" PRINCIPLES 

OF RATE MAKING 

~a~lier chapters ha:e cited a number of examples of "social" 

prmCiples ?f rate makmg, ~nd other examples will be noted pres

ently. ObviOusly, the term 1s used loosely and in a variety of senses. 

~y and large, however, it refers to any policy of rate control de

Signed to make the supply of utility services responsive to social 

needs and social costs, and rejecting as even tolerable measures of 

these needs and these costs the prices that consumers are able and 

willing to pay for the services and the money costs that the enter

prise must incur in their production.' An extreme form of this 

policy is that which views the welfare of the nation as an end in 

it,self rather than as .an expression for the welfare of the people 

who compose the nanon. But, at least in America and Western Eu

rope, such a point of view is not typical even of those who lay most 

stress on the distinctions between money values and social values. 

A .study ~[ the different statutes setting forth criteria of rate

makmg p~hcy, t?gether with a study of the rate cases coming be

for~ pubhc service commissions and courts, would reveal many 

d.ehberate departures from cost-price standards based on considera

tiOns often ca_J,led :·~oci~~,'' although critics might be unkind enough 

t? call them pohtJcal. Most o[ these departures are defended on 

either ?,r both of two different grounds: on the ground of "ability 

to pay, and on the ground of "diffusion of community benefits." 

Tmhist~ ahccept t~e logic of the principle that competitive prices arc optimum prices 
eu eresy IS not based th d · · · b · 

val • . . . .. . .?n ose •suncuons etween money values and social 
.ues .•mphclt m a soctal theory of public utility rates. 1 have emphasized this 

p~m~ In ~~ earlier ~.aper: "Major Controversies as to the Criteria of Reasonabl~ 
P bhc Uuhty Rates, 31 Amertcan Economic Review ProceedingJ s~g-389 ( ) 

'Pp. 31-33, supra. ' I 
194' · 

'See Hans Staudinger, "Social Rates in Electricity," Social Research Aug 0 
PP· •sg-•8•; also his "Planning in Electricitv"' Social Research Nov 

1 
'• ., 

193 '· 
439 But many f th · · 1 · ·' ' ·• 937• PP· 417-

,, 
0 e prmClp es cited by Staudinger as examples of social rate 

makmg seem to me to be justified on sound "'business"' grounds, 

SOCIAL PRINCIPLES OF RATE MAKING 1 11 

As a rule, the two grounds are merged in discussions of the actual 

practice of rate making. But they may be distinguished here for 

purposes of analysis. 

THE ABILITY-TO-PAY PRINCIPLE 

The "ability-to-pay" principle 5 is, of course, a transfer of a 

familiar canon of taxation to the realm of fair pricing. It refers 

to the contention that the rates of charge for public utility services 

should depend, in part, on the personal-income status of the con

sumers. This contention has had its most widespread influence on 

the rate structure rather than on the entire rate level of a pub] ic 

utility enterprise. But the practical difficulties in the a_dministra

tion of rate schedules which impose higher rates on nch people 

than on poor people, combined with a wholesome tradition against 

"personal discrimination," have sometimes led to the acceptanre 

of below-cost rate levels, available alike to rich and poor consumers, 

and defended on the ground that the service is of a general type 

urgently needed by persons of low income. This ddense :vas ~~~de 
for the long delay on the part of the City of New York m ra1smg 

the subway fare above 5¢ and is still made as one reason against 

any attempt to make the subway system self-sustaining by going 

above the present 15¢ fare. As to rate differentials based on ability

to-pay factors, one may note the special railroad passenger fares 

favoring deserving persons of reputedly low income (for example, 

ministers of the gospel); the rule on the Paris Metro permitting 

wounded veterans and parents of more than one child to ride at 

special, low fares; and, in some American jurisdic~ions, the sped~! 
rlectric rates for charitable establishments, hospttals, and pubhc 

housing developments.6 Among the electric and gas utilitirs, the 

'An ability-to-pay principle of rate makin.~ should no: l;e wnfuse<l with a 
value-of-the-service principle. To be sure, both principles mvolve forms of prtcc 
discrimination. But under the former principle, lower rates for the same kind of 
service should be charged to individuals of lower income regardless of the ques· 
tion whether or not the lower income corresponds to a higher "price elasticity of 
demand" for the service; whereas, under the latter prindpk, relative incomes of 
different classes of customers are taken into account only for their possible bear· 

Jng on relative elasticities of demand. Indeed, since wealthy c.onsumers may have 
feasible alternatives not available to poorer consumers, the pnces that they could 
be made to pay for a utility service might well be even lower than the prices 

that could be imposed on poorer consumers. . . . 
'The City of New York, which at first opposed a peuuon by the .cons?l"lated 

Edison Company asking leave to withdraw iu special low-rate classtficauons for 

gas and electricity supplied to public housing projects, was reported to have 
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1111 SOCIAL PRINCIPLES OF RATE MAKING 

tendency of commissions to hold the charge for very small rates of 

consumption to amounts that fail to cover even directly traceable 

costs has been defended in part on the assertion, denied by com

pany spokesmen, that small customers are typically poor customers.7 

THE DIFFUSION-OF-BENEFITS PRINCIPLE 

Taken by itself, the ability-to-pay principle of rate making rests 

merely on the contention (a) that public utility services are essen

tials rather than luxuries and (b) that persons of low income should 

not be deprived of essentials by any inability to pay the full costs 

of rendition. But what may be called the "diffusion-of-benefit" 

principle rests on a different rationale. According to this principle, 

the benefits derived by the community from public utility service 

are by no means limited to those persons who pay for the service 

either directly as consumers or indirectly as the purchasers of 

products made by the aid of their services. On the contrary, en

couragement of full use of the service is in the interest of the 

entire community or of the entire nation. Moreover, the maximum 

community benefits are by no means necessarily secured Ly sale of 

different types and amounts of service at relative money costs. 

Some kinds of service may properly be sold at less than cost, and 

other kinds at more than cost, for the purpose of attaining social 

benefits or avoiding social costs not attainable under the principle 

of "service at cost" in an ordinary sense. 

Diffusion-of-benefit arguments for breaches of a cost-price sys

tem of rate making are perhaps more frequently advanced in the 

field of transportation. Thus, in New York City and other metro

politan areas, the operation of the public transit systems on a sub

sidized basis has been defended partly as a means of relieving coil· 

gestion of street traffic by underloaded private automobiles. And 

thm, rapid-transit fares that disregard distance of travel have been 

defended as a means of encouraging decentralization of population. 

A similar argument has been made in support of the establishment 

of uniform, "blanket" electric rates over wide areas of an entire 

discontinued its opposition. New York Times, March 12, 1956. But in a case, 

still pending as this footnote is written, in which the Consolidated Edison Com· 

pany has sought leave from the Public Service Commission to abandon the prac

tice of "conj~~ctional billing" of adjacent buildings held in common ownership. 

strong opposmon has been forthcommg from the New York City Housing Au· 
thority. 

'See Hubert Havlik, Seroice Charges in Gas and Electric Rates (New York, 
1938), Chap. 5· 
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state or region. Related to rate policies of this nature has been the 

tendency of the Interstate Commerce Commission to take inter

mediate positions between one establishing railroad freight-rate 

relationships which preserve for nearer sources of market supply 

the natural advantages of lower transport costs, and one designed 

to put the potentially competing sources mo~e nearly on. a pa~ B_ 

as, for example, with citrus fruits from Flonda and Cahforma to 

the Northeastern markets. In a somewhat similar category belongs 

the same Commission's policy, much criticized by the railroads and 

by some economists, of forbidding railroads to make special rate 

reductions to meet road or water competition beyond whatever 

limited reductions will permit both types of carriers to maintain a 

"fair share" of the business-a noncompetitive notion of fair com

petition! 9 

Population-decentralization or industry-decentralization argn· 

ments for deviations from cost standards have often been associated 

with national-defense arguments, which have also been accepted 

as reasons for special subsidies (the merchant marine, the airlines, 

the early railroad land grants, etc.), justified on the ground that 

the national defense requires the construction of plants and the 

continuous operation of services that could not or should not be 

made to pay their full way by charges for peacetime consumption. 

Far less justifiable from the standpoint of an economist has been 

the use of national-defense arguments in support of requirements, 

imposed especially on railroads, to maintain noncost·recovering 

services, the burden of the resulting deficits falling either on the 

stockholders or else on the users of those other services that can 

be made to stand the loss. This practice amounts to a distorted use 

of social principles of rate making and would be criticized by many 

of the supporters of these principles.10 

Other benefit-diffusion arguments have had more or less influ-

•1. L. SharEman, The Interstate Commerce Commission, Vol. Ill D (~ew York, 

1936), PP· G56-693· . 
• See "Problem~ of the Railroads," Report of the Subcornm:ttee on Surface 

Transportation of the Committee on Interstate and Foreign Com.merce, April 30, 

1958. IJ. S. Government Printing Office, 19:;8. The TransportatiOn Act of 1958 

contains a provision adverse to the above-noted policy. . . 

""Common carriers cannot be expected to recover from peacetime fre1ght 

revenues the cost of maintaining their equipment or facilities in readiness for de· 

Eense needs; this should be financed by government from general taxation for de

fense, and not borne by carrier~ or shippers." Statement by D. E. G. Plowman, 

Vice President, Traffic, United Stares Steel Corporation, quoted by Railway Age, 

March 7• 1955. p. 10. 
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114 SOCIAL PRINCIPLES OF RATE MAKING 

ence on American rate-making policies. Among these we may note 
the Interstate Commerce Commission's reluctance to let railroads 
quote cost-justified discounts for full-trainload shipments-a re· 
Iuctance based on a desire to favor smaller-scale industrial com
panies; the familiar objections, based on health and sanitation 
grounds, against metered charges for city water supply; and a num
ber of plausible arguments in favor of rates designed to encourage 
the use of electricity rather than alternative forms of energy,u one 
such argument running in terms of relative fire hazards. The more 
ardent supporters of low-priced public power, both in this country 
and in England, have gone to great lengths in their enthusiasm 
for the bountiful use of electricity, regarding the growth in power 
consumption as the prime mark of industrial progress and of 
modem living.l2 

For obvious reasons, the most unrestrained advocates of social 
theories of rate making are not to be found among the representa
tives of the private utility companies. Yet even these representa· 
tives sometimes adduce social-benefit arguments on behalf of the 
rate-making policies which they favor. At a conference on tele
phone rates which I attended several years ago, an official of the 
Bell System used such an argument in defense of the System's policy 
of charging rates higher in larger cities than in smaller communi
ties, even beyond the point at which this policy could be justified 
strictly on grounds of relative costs. The benefit conferred by the 

11 See Hubert Havlik, Service Charges in GaJ at~d Electric Rates, pp. 115-119, re
ferring to the "public policy" that all buildings in a populated district should 
have electric service. In the first edition of his Electrical Ettgineering EconomicJ 
(London, 19~8), pp. 195-196, D. J. Bolton wrote: "The actual physical need for 
electricity, with iu absence from fumes, etc., is greatest in the dark and over
crowded rooms of those who are at present least able to afford it." 

u In an article on "The Price of Fuel," 6 N.S. Oxford Economic Papen 226-
242 (1~54), D: L ... ~unby refers to a_ memorandum by the British Electricity 
Authortty endmg with a paean of pra1se of electricity as 'one of the most power· 
ful_ tools yet devised by roan to rai~e his standard of life.'" Munby states that, 
wh1le the same Authonty defended !Is rate-making practices as in harmony with 
the principle of consumer choicE, the British Gas Council denied the ex.istence 
of such a harmony in the relationship between rates for electricity and rates for 
gas. 

In recent public statements. Mr. Philip Sporn, one of America's outstanding 
private-utility operators, has denied that the industrial progress of a nation should 
be identified with the development of cheap electric power. See his "Observations 
on Private. Versus Public Power," 53 _Public Utilities Fortnighlly 717-733 (•951)· 
But even 1f the cheap-power enthustasts are right, what is important is that 
stren~o~s efforts be made to ~inimbe the costs of producing and distributing 
electrtctty, not that the sale pnces be held below costs by tax·financed subsidies. 
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installation of any one telephone station, he noted, is not limited 
to the particular subscriber. Indeed, the interest of the whole com· 
munity demands the widest feasible access of families and of busi· 
nesses to the interchange of messages. This objective, he urged, can 
best be attained by a system of differential rates of charge that do 
not place too much emphasis on relative costs of service.13 

THE LIMITED RECOGNITION OF "sOCIAL" PRINCIPLES Of 

PUBLlC UTILITY RATES 

Many other examples of "social" principles of rate making could 
be found by an extensive study of the rate cases. Transportation 
rates, especially, would provide a rich field for exploration. Yet I 
think it fair to say, as was said in the introductory chapter of this 
book, that American rate making has adhered in the main to the 
standard of service at cost, and that even most of the departures 
therefrom have been due to administrative, historical, and busi
ness reasons rather than to "social" reasons.14 Indeed, if the social 
considerations were to become dominant, the enterprises to which 
they apply would cease to be public utilities in the accepted sense 
of the term. They would then become "socialized," like the public 
schools, the tax-financed or endowed universities, and (to a greater 
degree) the police, the courts, the navy, and the city-street depart
ments. 

"From the standpoint of the private telephone companies, thi• point of view 
has dangerous implications. For it seems to justify subsidiled telephone service, 
and arguments for subsidies are almost sure to be associated with arguments for 
public ownership. 

u Pp. 22-24, supra. The same general statement woultl apply to the rate-making 
practices of the nationalized British utilities, See J. F. Sleeman, British Public 
Utilities (London, 1953), who cites, as exceptions, numerous examples of "social" 
rate making. In a 195G report on electric rates by a government committee, the 
British Electricity Authority was criticized for deviations from "business prin· 
dples" including acceptance of "national-policy" reasons for its decision to carry 
insurance with British insurance companies instead of practicing self-insurance. 
Report of the Committee of Inquiry into the Electricity Supply Industry, Jan., 
1956, Cmd. 9672, pp. 7• 57· g6--jj7. The Committee declared that, if "political" ob· 
jectives are to govern electric-power policy, these objectives are the responsibility 
of the Ministry and of the Parliament, not of the Authority. It insisted that, if 
there were any need for a rural-electrification subsidy (which it doubted), the 
subsidy should be provided by Parliamentary grant, not by charges against non
rural consumers. Professor R. H. Coase notes the different philosophy of the 
earlier Committee on Land Utilization in Rural Areas (the "Scott Committee"), 
which insisted that the supply of electricity is an "essential service" and that it 
should be available at the same price to country people as to city people. 15 
The Manchester School 139 (1947)-
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But why should not the public utility services be socialized in 
the sense just mentioned, as has been urged by a minority of writ· 
ers? The short answer is that the reasons which justify their price 
regulation are not reasons which justify their socialization.u But a 
brief exposition of this answer is in order. For this purpose, it will 
be convenient to discuss separately the ability-to-pay factor in 
~ocial-pr_icing theory, and the benefit-diffusion factor, even though 
m practtce the two factors are often intermixed. 

CRITIQUE OF THE ABILITY·TO·PAY PRINCIPLE 

Taken by itself, the ability-to-pay argument for departures from 
a cost-price or competitive-price principle of utility rates stands on 
the same footing as would an argument for the differential pricing 
of all commodities and services of comparable necessity. What, 
then, are the reasons for its general rejection, even by those who 
support the analogous principle of taxation? 

. Aside from formidable difficulties of administration, the objec
tt~ns _are twofol_d: In the first place, to the extent that the ability 
prmople of pncmg were to accomplish its purpose, to that ex
tent it would convert unequal distributions of cash income into 
equal distributions of real income-a conversion that could not 
feasibly be confined to those cash-income differentials deemed un· 
~eserve_d or ~therwise socially indefensible. But in the second place, 

~f p~bhc pohcy favors a reduction in income discrepancies, this ob
Jecuve can be accomplished by alternative instruments of social 
control, including progressive taxation, social security, and free 
public education, more feasibly and less harmfully than by a sys
tem of discriminatory prices. In short, the more promising attack 
on the maldistribution of rash incomes lies in a more direct at
tack on the maldistribution or on its causes, not in the administra
tion of antidotes.16 

"T~is position is t.aken by Professor I. L Sharf!llan with respect to trans
portatiOn rates. See h1s The Interst~te. Commerce Commission, VoL Ill B (:-lew 
York, ~936), PP· 6g~g,. Sharfman mststs that transportation costs should enter 
the pnces of commodtues and should motivate the location of industries just as 
much as any other production costs. 

"Thi~ point of view, familiar to modern welfare economics and modern tax 
theory, IS develope_d at length by A. P. Lerner in his Economics of Control (New 
York, 1 ~4J), espeCially Chap. 4· Lerner stresses the point that if the prices of 
comm?d1t1es and .servu:es are made to deviate upward and downward from their 
(mar~mal) c~sts,. m an effort to offset differences in individual incomes, the eco
nomtc orgamza twn of society will lose efficiency because individuals will be under 
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To be sure, the above-noted objections to price discrimination 
in favor of low-income recipients have not deterred modern cap
italism from putting it into limited application in public housing, 
in hospital charges, in medical fees, in educational scholarships, 
and elsewhere. But in most of these situations, the benefit-diffusion 
consideration has also been prominent. With public housing there 
is the further point that rentals constitute a very large fraction of 
a low-income family budget, unlike the typical situation with pub
lic utility services. But if standard rates of charge for these latter 
services are beyond the means of the occupants of subsidized hous
ing, a persuasive case can be made for the assumption of a part of 
the charges by the housing authorities rather than for the conces
sion by the utility enterprise of substandard rates, lO be offset by 
surcharges imposed upon other customers. 

CRITIQUE OF THE DIFFUSION·OF·liENEFITS 1'1:11'ClPLE 

Taken alone, the case for the acceptance of ability-to-pay stand
ards of public utility rates is a very weak case save as a jury-rudder 
expedient under emergency conditiom. A far more persuasive case 
can be made for departures from cost pricing with respect to serv
ices, the performance of which serves important community needs 
in addition to those needs for whit:h it is feasible to exact a price. 
The extreme examples, of course, are those of government services 
financed entirely by taxation rather than by sale, and therefore 
ruled out of the public-utility category by very definition. But in
termediate examples can be found inside those enterprises tradi
tionally called public utilities-examples in which a plausible case 
can be made for relieving the regular consumers from the full pay
ment of those costs not incurred entirely for their benefit. Exam
ples of this possibility have already been cited. But we rn;1y add 
another example: that of a national-defense reason for a rule re-

an inducement to buy things that are offered to them at below-cost prices, '"""" 
thouRh they would prefer other, higher-priced things that could be produced at 
no higher social costs. 

But some recent economists hal'e suggested that the limited power of a state 
to effect a direct redistribution of income by taxation-a limit made serious by 
heavy revenue requirements of a modern state-may justify a partial resort to the 
price system to take care of the underprivileged. See, e.g., Ill a reel Boiteux, 5s 
ReVtJe ginerale de l'electricite 321 (1949). In his Welfare Economics and the Theory 
of the Stale (Cambridge, Mas.-;., 1952), p. 1~7. Professor William J. Baumol cites 
several references on the question whether rationing of incomes is better than 
rationing of commodities. 
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quiring an electric utility company to maintain, say, a 20 per cent 
stand-by reserve even if a 10 per cent reserve would be deemed 
quite adequate for peacetime purposes. Here a forcible argument 
can be made for a national-defense subsidy sufficient to offset the 
special, national-defense cost.17 Such a subsidy would not conflict 
with the old legal maxim, ''Let the beneficiary bear the burden." 
On the contrary, it would be in harmony with this maxim. 

Although social principles of rate making are usually advanced 
in support of lower public utility rates than would otherwise be 
warranted, the logic of these principles may work also in the other 
direction. For, as was noted in Chapter IV, the money costs of 
producing the service-the so-called enterpriser costs-may not 
cover losses imposed on innocent bystanders.18 Moreover, the act 
of supplying service to any given consumer may impose indirect 
burdens on other consumers. Striking examples of this are traffic 
congestion on streets and highways and passenger congestion in 
local buses or subway trains. When any one passenger crowds into 
a subway train at rush hours, he adds to the misery of the other 
passengers in addition to becoming a fellow sufferer. Under the 
logic of a social theory of rate making, under which the rates should 
cover the social costs, this cost-diffusion factor might be taken into 
account through the imposition of higher fares than would be 
warranted on cost principles in the ordinary sense.19 But popular 
opinion would not support any such use of the price system to re
lieve rush-hour congestion. 

11 See Benjamin S. Loeb, "Electric Power Supply and National Security; a Study 
in Public Policy," Ph.D. Dissertation, typescript, Columbia University, 1959. Re
produced by U.S. Atomic Energy Commission, Washington, D.C. 

"Referring to Great Britain, D. L. Munby writes: "The recent interim :report 
of the Committee on Air Pollution has estimated that the annual cost of pollution 
may be more than one hundred million pounds per year, apart from waste of fuel." 
6 N.S. Oxford Economic Papers 239 (1954), citing Cmd. go11, pp. oo-21. Compare 
a lower estimate for an earlier year cited by I. M. D. Little in The Price of Fuel 
(Odord, 1953), p. 79· On social versus private costs in the development of natural 
resources, see Joseph I. Fisher, "Natural Resources and Technological Change," 
29 Land &onomics 57-71 (1953). 

19 Here, however, the "social" theory of rates, while justifying a departure from 
the cost-price principle in its usual sense, is in harmony with a strict competitive
prin: theon for reasons suggest~d by Professor Frank H. Knight ill a now [amous 
article taking issue with a position once taken by Professor A. C. Pigou in the 
early editions of The Economics of Welfare. That is to say, if transit could be, 
and were. supplied by unregulated companies under conditions of strict competi· 
tion, their profit-maximizing objectives would lead them to charge differential 
fares that would preclude any excessive rush·hour use caused by the failure of 
each passenger to feel the hardship that his presence imposes on all other passen· 
gers. See Knight, "Some Fallacies in the Interpretation of Social Cost," 38 Quarterly 
Journal of Economics 582-&!6 (1923/24). 

SOCIAL PRINCIPLES OF RATE MAKING I I!) 

Neither the cliffusion·ol"-benefits argumellt for deviations from 
ordinary cost pricing, nor its counterpart, the diffusion-of-costs 
argument, can be ruled out on principle in public mility rate mak
ing, as can the simple ability-to-pay argument except as a make· 
shift device. To what extent, however, such deviations are justi· 
fied in actual practice is quite another question. The reasons for 
caution and skepticism in use are indeed forcible. First, there is 
the extreme difficulty of prophesying and measuring indirect so· 
cial benefits and social costs. Secondly, and in the absence of ob· 
jective tests, there is the certainty that exaggerated claims of com· 
munity benefits will be put forward by pressure groups. And 
thirdly, there is the question whether the indirect benefits from 
the production of any given public utility service will be greater 
than those that would result from the alternative production of 
other commodities and services offered for sale at market prices 
that do not take social benefits into account. Unless this question 
can be answered in the affirmative, a reduction of utility rates only, 
made in order to allow for social benefits, would result in a dis
LOrtion between these rates and other prices.l!O 

If the tone o( this chapter is somewhat less than enthusiastic 
for those views of rate-making policy said to be based on social 
principles, the coolness is not due to a belief that these views have 
no place in the theory or practice of public utility rate making. It 
is due, rather, to a conviction that those services now called public 
utility services belong in that great class of economic products, 
including both commodities <tnd services, ~hat can best be offered 
for sale instead o( being supplied without charge, and that can 
typically best be sold on the general principle of service at cost 
rather than at prices designed by a legislature or public service 
commission to accomplish some specific objective deemed by it to 
be in the public welfare.21 This conviction is supported by a recog
nition of the greater importance of socialized services in other 
sectors of a modem economy. Even aside from the terrific burdens 

"'In his Welfare Economics, p. 32, William J. Baumol makes the related point 
that, assuming a given level of output, the diverl(enre bctwem marginal social 
cost and marginal private cost need not cause competition to remit in a non
optimum allocation o£ resourc~s '" long as the diver~enre is of equal strength in 
al! industries. 

""The Court ne>er before h~s confided to our regulatory body the reshaping 
of our national economy." Justice Jackson, dissenting, New York v. United States, 
331 u.s. 284, 362 (1947)-



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 70 of 226

0 
0 
0 
(j) 
CX> 

120 SOCIAL PRINCIPLES OF RATE MAKING 

of national defense, the Federal, state, and local governments will 
be called upon to devote increasing shares of the total national in
come to the production of services, such as those in the fields of 
health, education, and recreation, that cannot feasibly be dis
tributed by the mechanism of the price system. In order to finance 
these needs for truly collective services, the tax system will be 
put under heavy strain, as indeed it is put today. Only for com
pelling reasons should the strain be enhanced by the inclusion in 
governmental budgets of vast appropriations for subsidized utility 
and transportation services. 

But the viewpoint just set forth merely expresses a general atti
tude, which is that of a rebuttable presumption in favor of so-called 
"business principles" of rate making.22 Even if modern rate-making 
policy continues to accept this presumption in the future, as it has 
in the past, it still faces the task of setting up conditions for suc
cessful rebuttal. This constitutes one of the most formidable as
signments of modern welfare economics-that of developing prin
ciples of social valuation and of social-cost determination. 

,. This is a very different attitude from that of those extremely "conservative" 
writers who appear to treat the presumption as conclusive. Thus a Task Force of 
the "Second Hoover Commission," in its report on Federal power policy, criticized 
the Federal administration for having used water resources and power·dcvelopmcnt 
projects, "which should be undertaken exclusively for economic purposes, to 
accomplish indirect social and political ends." Commission on Organization of the 
Executive Branch of the Government (1953-55), Task Force Report on Water 
Resources and Power, Vol. I (Washington, D.C., 1955), p. '3· 

VIII 

FAIRNESS VERSUS FUNCTIONAL 

EFFICIENCY AS OBJECTIVES OF 

RATE-MAKING POLICY 

Cutting right across that classification of rate-making criteria sug
gested by the titles of the last four chapters-cost of service, value 
of service, competitive price, and "social" principles-is a vitally 
important distinction between two general points of view from 
which a choice may be made in favor of any particular version of 
any one criterion. Looked at from the first point of view, the choice 
should depend on considerations of "fairness" or "equity" or "jus
tice"-fairness as between investors and consumers when the gen
eral level of rates is at issue; fairness as among the different classes 
of consumers when the rate relationships are under inquiry. Looked 
at from the second point of view, the choice should depend on a 
variety of "practical" or "economic" considerations only indirectly 
related to the equities of the specific parties--considerations per
haps best characterized as those of functional efficiency.1 

Thus, the reasonableness of a company's request for approval o[ 
an across-the-board increase in its rate schedules may be judged by 
reference to the question whether or not the increase is called for 
in simple fairness to the corporate investors, who have committed 
their capital to the enterprise in reliance on an opportunity to 

1 The first point of view is said to be derived from the medieval conceptiom of 
a "just price," justum pretium. See the article "Just Price," by Edgar Salin, in the 
Encyclopaedia of the Social Sciences, Vol. 8 (New York, 1932). He writes: "The 
just price, on the other hand, as a conception and as a doctrine is basically ethical 
rather than economic." While not completely devoid of economic content, "it 
recognizes no validity for economic activity as such nor independent economic 
norms. Its law is derived from theological doctrines and from the philosophy of 
mediaeval class society." 
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enjoy a fair rate of return. But it may also be judged by reference 
to the question whether or not an enhancement in earning power, 
fair or unfair, is required in order to maintain corporate credit 
and hence in order to enable the company to supply adequate serv
ice. And thus, the question whether or to what degree rates for 
off-peak electric service should be lower than rates for service sup
plied partly on the system peak can be viewed as a problem of 
equitable cost apportionment between the two classes of consum
ers. But it can also be viewed as a problem of establishing what
ever rate differentials are best designed to stimulate the optimum 
use of plant capacity as well as best designed to avoid the necessity 
of an uneconomical expansion of this capacity-a functional
efficiency problem. 

In railroad and public utility regulation, most contested rate 
cases are argued by the opposing parties from both points of view. 
But many of the opinions of courts and commissions-the earlier 
opinions more so than some of the recent ones-might seem to sup
port a popular assumption that the major concern of rate regula
tion is with the fairness of the rates. Indeed, fairness and reason
ableness are often used as interchangeable terms. Forty years ago, 
a writer with an engineering background well reflected not only 
this use of language but also this implied mode of thinking when 
he gave to his entire book on public utility regulation the title, 
What Is Fair? 2 

Today, despite the persistent use of the words "fair" and "rea
sonable" as mere synonyms, no responsible writer or public service 
commissioner would attempt to develop or appraise rules for the 
determination of reasonable rates by sole reference to standards of 
fairness or equity. Yet there remain important differences in the 
relative emphasis placed by different persons on fairness consider
ations as compared to other considerations, together with even 
more important differences in the accepted standards of fairness. 
By and large, expert opinion has tended to place more and more 
emphasis on "practical" or "efficiency" factors, restricting the fair
ness issues to such problems as those concerned with retroactive 
rules of rate making.a 

"William G. Raymond, What Is Fair~-A Study of Some Problems of Public 
Utility Regulation (New York, tgt8). 

1 My colleague Professor Ernest L. Williams calls my attention to the shift in 
the Interstate Commerce Act from a standard of reasonable rate levels expressed 

FAIRNESS VERSUS FUNCTIONAL EFFICIENCY 

The academic economists have gone farthest in this direction, 
some of them taking the position that issues of fairness are beyond 
their professional competence and concern.4 But even courts and 
commissions, which are naturally highly responsive to popular OI 

traditional ideas of equity among the parties to a rate case, have 
shown a tendency, though a lagging one, to shift their emphasis. 
Here, as was noted in Chapter II, the lead was taken by the Su
preme Court, which, in 1944, abandoned its earlier, legalistic test 
of fair rates in favor of the acceptance of a functional approach. 

At the risk of being subject to the prejudices of my profession, 
I am convinced that the modern tendency to view fairness criteria 
of reasonable rates as secondary criteria, to be accepted pri
marily as constraints on the application ol the so-called economic 
criteria, is a mark of progress in the development of rate-making 
policies designed to serve the public interest. But this means merely 
that fairness issues should be kept in their place. It does not mean 
that they should be cavalierly dismissed or even belittled. What 
these issues are, and what part they should play in the development 
of rate-making policies, are the questions discussed in the present 
chapter. 

in terms of fairness (Transportation Act of 1920) to a standard which emphasizes 
the adequacy of the rates from the standpoint of maintaining an efficient railroad 
system (Act of 1933). . . . . 

• For example, Ralph K. Davidson, whose mono~ap~ on rate dt~cmm~auon 
insists that it is concerned solely with "economic" cntena and not With fauness. 
Price Discrimination in Selling Gas and Electricity (Baltimore, tgo:;). p. III. An· 
other economist, reviewing Davidson's book, comments adversely on lawyers "vainly 
seeking equity where efficiency should have been the objective." H. S. Houthakker, 
46 American Economic Review 734-735 (1956). . 

The fairness of public utility rate levels was much disputed dur~ng the great 
depression of the 1930s, some writers insisting and others ~cnymg that, .on 
grounds of equity, these rates should be reduced in harmo.n~ .wnh the reducuon 
in personal incomes and in other prices. While favoring f\ex1b1ll~y: J. K. Galbr~H~, 
now Professor of Economics at Harvard University, took the pos1uon, charactensuc 
of economists, that "fairness" was not the main issue. "No longer," he declared, 
"is public policy toward monopoly power concerned merely with. fair prices .. 
It is also concerned with harmonious prices and harmomous pnce changes; the 
problem of prices which do not intensify and prolong fluctuations in the economy." 
"Monopoly Power and Price Rigidities," 50 Quartedy ]uumal of Ecurwmzcs 

474 (1936)· . ' . . 'd 'f . t b t Some modern "welfare economiSts,' assoCiating or 1 ent1 ymg argumen s a ou 
equity with arguments about income·distributive justice, have. denied that the 
issues are subject to rational solution on the ground that they mvolve a hopeless 
attempt to make interpersonal comparisons of satisfactions. See Kenneth E. Bould· 
ing's article on "Welfare Economics" in Bernard F. Haley, ed., A Survey of C~n· 
temporary Economics, Vol. II (Homewood, Ill., 1952), pp. 1-34. But other econormsts 
disagree, e.g., A. p, Lerner, Economics of Control (New York, 1947), Chap. 3· 
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THE BABEL OF CONFUSION AS TO WHAT 
CONSTITUTES "FAIRNESS" 

The broad distinction, noted above, between fairness standards and 
efficiency standards should not be taken to imply the existence of 
two alternative measures of reasonable rates, the one derived from 
considerations of fairness, the other derived from considerations 
of economics or of corporation finance. On the contrary, persons 
who think in tenns of equity or justice are likely to be as hope· 
Iessly at odds with one another as they are with persons who think 
in terms of social efficiency.5 A major part of the disagreement lies 
in the association of ''fair" treatment of individuals with "equal" 
treatment. But, in the first place, equality in one respect means 
inequality in others.6 And, in the second place, a decision on rates 
designed to put one set of persons on a par with another set will 
often make still others the victims of discrimination. 

Consider, for example, the fairness aspect of the question 
whether, in a period of price inflation, permitted rates of return 
should be raised in such a way as to give utility common stock· 
holders an offsetting increase in money income. Such a raise would 
put these stockholders more nearly on a par with the holders of 
stock in many industrial companies. But it would thereby give 
them an advantage over the recipients of incomes from investments 
in savings banks, in U.S. savings bonds, in annuities, and in life 
insurance policies, not to mention incomes from holdings in pre· 
£erred stock and in limited-dividend housing projects. No wonder 
that, quite aside from practical considerations of corporation 
finance, opinions differ as to the fair claims of public utility stock· 
holders.7 

Consider, again, the fairness of a proposal for uniform electric 

• "In the nat~re ?f the.ir fu~cti?ns, value-symbols and moral injunctions must 
suffer from log;cal mcomtste~ctes tf they are to be part of working ideologies. If 
they were quahfied to the pomt where they could be applied literally, they would 
lose their evocative force." Francis X. Sutton, et al., The American Dusiness Creed 
(Cambridge, Mass., 1956), p. 264. 

• One is reminded of the comments of Anatole France on the legal obligation 
of the poor under received ideas of social justice: "Ils y doivent travailler devant 
la majestueuse egalite des lois, qui interdit au riche comme au pauvre de coucher 
so us les ponts, de mendier dans les rues et de voler d u pain." Le Lys rouge (Paris, 
1894)· pp. 117-ll8. 

'Pp. ~7fr-274• infra. 
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rates throughout both urban and rural service areas-a proposal 
made, let us say, in the face of undeniable evidence that the unit 
costs of supplying the rural service are very much higher than 
the unit costs of city service. Here, to be sure, there may he plausi
ble practical grounds for rate uniformity if the costs of the rural 
service do not bulk too large in the total costs of supplying the 
whole area. But if the question is argued on grounds of f<Jirness 
among customers, opinions are likely to be widely divided. On 
the one hand, there is a strong tradition in support of the fairness 
of rate differentials based on cost differentials.~ But on the other 
hand, there is a widely held, conflicting belief in the "inherent fair
ness" of a rule of equal prices for services regarded as "the same" 
in some superficial sense and despite marked differences in cost 
of rendition. This popular preference for rate uniformity beyond 
the limits justified by the advantages of simple rate structures has 
been repeatedly noted by current economists, most of whom keenly 
regret its political appeal. Only under special circumstances can 
the demand for this spurious equality of trt'atment properly claim 
whatever merit can be claimed for ability-to-pay principles of pric
ing, or for those other "social" principles discussed in the preceding 
chapter. 

Of all of the many problems of rate making that arc bedeviled 
by unresolved disputes about issues of fairness, the one that de· 
serves first rank for frustration is that concemed with the appor· 
tionment among different classes of consumers of the dl'mand costs 
or capJcity costs-those costs of service that arc regarded as a func· 
don of required plant capacity and not ol rate of output in kilowatt· 
hours, cubic feet of gas, ton-miles of traffic, etc. Should the capacity 
costs be assigned to the different consumers on the basis of system 
peak responsibility, or of coincidental class demand, or of any one 
of the other thirty-odd proposed bases of assignmem to be found 
in the I iterature of rate theory? Here, notions of "fair apportion· 

• "Man's inborn sense of fairness and equity seems strangely satisfied if he be 
assured that he is paying for a unit of energy only what it has cost to generate 
and de!iYer it." A. C. Marshall and H. A. Snow, "Distribution Costs-Residential 
Servke," reprinted in Samuel Ferguson, Public Utility Papers (Hartford, Conn., 
1947), I. 3}4-3H1 at 3:;;,. Compare Professor J. K. Galbraith'• remark on farm sub· 
sidies: "In the Puritan ethos there is no such thing as a legitimate subsidy. If one 
must nevertheless he subsidized, how much more seemly to have it out of sight." 
"Farm Policy: The Current Position," 37 journal of Farrn Economics 292-304 at 300 
( 1955)· 
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ment" are almost sure to conftict with economists' convictions as 

to the relevant cost allocations. But these notions are themselves 

neither stable nor uniform; although they reveal a general tend

ency in favor of a fairly wide spreading out of the costs, as butter 

would be spread over bread in a well-made sandwich. Awareness 

of these unresolved conflicts about "fair" cost apportionment has 

led the British economist Professor W. Arthur Lewis to exclaim 

that, in rate determination, "equity is the mother of confusion." o 

THREE DIFFERENT TYPES OF 
FAIRNESS STANDARDS 

What can be done, if not to resolve the confusion to which Pro
fessor Lewis refers, at least to determine its sources and to mini

mize its frustrating influence on the theory and practice of rate 

making? Perhaps the best way to begin is to ask what "fairness" 

means when used in the context of a rate case. Just what does a 

contestant intend to assert, for example, when he opposes any rate 

or rule of rate making, not on grounds of difficulty of administra

tion or of ineffectiveness in attracting capital or of non promotional 

character, but simply on the ground that it is unfair? Unless one 

is ready to accept completely the cynic's position that a "fair rate" 

~eans whatever rate is in my self-interest, 10 this is no easy ques

tion. And the dictionaries are here of little help, since their rele

vant definitions of fairness merely put the reader into a dizzy 
merry-go-round of synonyms (equity, justice, etc.). 

~o be sure, we. can go a certain distance toward an answer by 
notmg that a findmg that rates are fair, as distinct from a finding 

~hat they are otherwise socially acceptable, implies a proper balanc

mg o~ the relative claims of the interested parties when these parties 

are VIewed, not as mere economic agents or factors of production, 

but as human beings entitled to respect for their own interests. In 
1 

Overht?d Costs (London, 1951), p. 2,. 
". Rde.rrwg t~ .the Electricity Consultative Councils in the organization of the 

nat!On.ahzed Bnt1sh electric power industry, a recent r~pon by a departmental 
commutee remarks: "They also have to fac~ criticism from the public who in 
general;, are averse to any changes in electricity tariffs, unless of course it is to their 
benefit. Report of the Committee of Inquiry into the Electricity Supply Industry 

Jan., 1 9~6, C~d. 9672, pp. 104-!05, But in Sutton et a/., The American Busines; 
Cree~, cue.d m footnote 5. the authors conclude that a gvod part of the business· 
man. 8 nouons ~f ''fairness" and ~~justice'• cannot be accounted for as mere re· 
llecttons of self-mterest. 
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the majority of cases, moreover, we are also correct in associating 

the fairness issue with the income-distributive effect of the rates 

and not directly with their producer-incentive or consumer-motiva

tion effects.11 But we are still uninstructed not only as to tests of 

a fair income-distributive effect but even as to the very meaning of 

the requirement that the effect be "fair." 
Any attempt to get much further with this mixed problem of 

semantics, social psychology, folklore, and ethics would go quite 

beyond the field of economics and even farther beyond the scope 

of a book on public utility rates. But one point is clearly revealed 

by a mere study of the rate cases: namely, that there are different 

conceptions or standards of fairness, only loosely related to one 

another and often in conflict with each other. Among these stand

ards, three types may be distinguished here because of their rele

vance to the theory and practice of public utility regulation. They 

may be called, respectively, (1) good-faith standards, (2) income

distributive standards, and (3) notional-equality standards.12 

1. GOOD·FAITH STANDARDS 

The meaning of "fairness" in business transactions is most 

clearly definable when referring to a moral obligation, which may 

also be a legal obligation, to avoid deception and to live up to 

previous commitments, expressed or implied. If judged by this test 

alone, any rule of rate making would be fair to investors, what· 

ever its merits or demerits on other grounds, if it conforms to the 

terms, on the faith of which the investment was originally made

fair no matter how onerous or how profitable these terms may 

prove to be in the light of hindsight. 
In the history of American public utility regulation, the most 

11 But income-distributive aspects of economic policy are not necessarily viewed 
in terms of "fairness" or "justice." They may be viewed, e.g., hedonistically, as 
a problem of securing that income distribution which will maximize total happi· 
ness-viewed in this manner by persons who purport to take no interest in the 

question whether actions that they approve, as contributing to maximum happi· 
ness, are •·fair" or Hunfair." Or, in the more n1odern manner, they n1ay !Je ap~ 

praised from the standpoint of over·all economic or social effects on community 
welfare----e.g., from the standpoint of the possible effect of a more nearly equal 

distribution of income in reducing the severity of business depressions, or in 
contributing to the elimination of tuberculosis. 

"In his book on The Seme of Injustice (New York, 1949), Edmond N. Cahn 
notes six popular demands viewed as cl~tnands for fairness or justice: equality; 
recognition of desert; respect for human dignity; conscientious adjudication; con· 
finement of government to its proper functiom; and fullilhnent of common expecta· 

tiuns. 
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conspicuous example of a line of cases in which this conception of 
fairness was put to the test (and, incidentally, found wanting) was 
that presented by the early 5¢ fare franchises granted to the street 
railways and to the rapid-transit companies. In the heydays of the 
"street car," operation under these franchises proved highly profit
able. But as a result of the rise in prices and wages during and 
after the First World War, the 5¢ fare first became unprofitable 
and then ruinous. As might have been expected, the corporate 
managements made a determined effort to secure relief from these 
outmoded obligations; and usually the relief was granted, either 
by the courts whenever they could find the franchise to have 
been noncontractual in character, or else by obliging state legisla
tures. In large part, this forgiveness even of contract obligations 
was justified on the "practical" ground that the companies could 
not otherwise continue in service. But there can be little doubt 
that the action was also influenced by appeals to the "injustice" of 
any attempts to enforce the letter of the early franchises. 

The 5¢ fare cases are exceptional in the history of American 
utility regulation. For the modern law of commission regulation 
does not predetermine the rates that a company must continue to 
cha.rge in fut~re years, nor does it even set up a precise formula by 
whiCh the fairness of these rates shall be redetermined from year 
to. ye~r. But t.his very lack of a definite understanding as to the 
cntena of a fair return, or as to the circumstances under which the 
company may assert a right to the enjoyment of such a return, has 
given rise to countless disputes between company spokesmen and 
consumer interests as to the implicit understanding or "reasonable 
expectation" under which capital was committed to the enterprise. 
One ~uch .d~spute concerns the claim, once frequently advanced by 
pubhc uuhty representatives, that a retroactive application of a 
prud~nt-investment rule of rate making, without compensation for 
ea~l.y ~nvesti~ents made on the faith of the more generous but much 
cntiCized fair-value rule, would be unfair to existing investors. 
Twenty-five years ago, when the fair-value rule was still held to 
represent the constitutionally imposed "law of the land," this claim 
~as conceded to have weight even by defenders of a prudent
mvestment rate base in principle. But the argument has now lost 
much of its force with the lapse of time and with the adaptation 
of the stock market to newer philosophies of rate making. 

r· 
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Good-faith standards of fairness have been invoked by consumers 
no less than by investors in support of rates that would otherwise 
be deemed indefensible. The appeal is likely to take the form of 
an insistence by a particular class of customers on the right to the 
continued enjoyment of low rates which, while originally justified 
by cost analyses or otherwise, have subsequently been made obso
lete by changed conditions including, particularly, changes in load 
factors or the disappearance of competition. The argument runs to 
the effect that the consumers were induced to locate their factories, 
or to abandon their isolated generating plants, or to convert their 
furnaces from coal burners to gas burners, in contemplation of the 
low, "promotional" rate and on the faith that this r~te would re
main in effect for the indefinite future. As a matter of legal doc
trine, such an argument has dubious standing in view of the gen
erally accepted principle that public utility rates are subject to re
vision if and when they become "unreasonable." But in the poli
tics of utility and railroad rate regulation, it is sometimes pressed 
with enough force to retard for years changes in rate structure other
wise clearly desirable. 13 Indeed, one of the strongest practical ob
jections to the pricing of special classes of service at rates only 
slightly above immediate incremental costs, even if these rate con
cessions would be required in order to attract the service, is that 
the low rates may create a vested interest in their continuance after 
the growth of demand has brought the incremental costs to a point 
equal to, or even above, the average costs.14 

13 In electric and gas rate making, commissions have sometimes approved a 
makeshift solution by permitting old customers to continue service at the old 
rates, new customers being subject to the higher, revised rates. But this action 
runs against a rival standard of fairness, the generally accepted principle adverse 
to "personal" discrimination. 

"Some years ago, a number of manufactured·gas companies found themselves 
in this position after they had stimulated widespread resort to residential space 
heating by the establishment of heating rates originally justified because of 
redundant plant capacity. In railroad rate regulation, a striking example of a 
similar situation was that of the low "commodity" rates that the transcontinental 
railro~ds put into effect for eastbound Pacific Coast lumber, at a time when 
the balance of railroad traffic was heavily in the westbound direction. Partly, at 
least, because of the low lumber rates, the balance shifted. But there was a long 
delay before the railroads succeeded in securing a corrective shift in their rate 
structures. See Marvin L. Fair and Ernest W. Williams, Economics of Trar~sjJOrta· 
tion, 1st ed. (New York, 1950), pp. 430-433. 
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ll. INCOME·DISTRIBUTIVE STANDARDS 

Sometimes supporting, sometimes conflicting with, good-faith 
or reasonable-expectation standards of fairness are other standards 
concerned directly with the income-distributive, or income-transfer 
effect of the rates-with the fairness (rather than with the mo· 
tivating and restraining efficiency) of the payment for the service 
due from the consumer and receivable by the producer. This is the 
effect distinguished in Chapter III as giving rise to one of the four 
major functions of public utility rates-the income-distribution 
function. There two rival standards for the effective performance 
of this function were set forth: the compensation standard, in which 
the payment is based on an indemnity principle, or at least on some 
measure 6£ fair payment not too far removed from that of in· 
demnity; and the "ability-to-pay" principle. Both of these princi
ples, frequently combined in indefinite mixtures, have had their 
influence on rate-making law and on its administration, and each 
of them has been defended, sometimes as an instrument for the ef
ficient performance of the work of the world, sometimes on 
grounds of "inherent fairness." The first principle supports a cost· 
price basis of rate making; the second would support whatever 
deviations from cost can feasibly be applied in order to minimize 
the burdens falling on those consumers with the lower incomes. 
The previous chapter has taken the position, held in common with 
many other economists, that the compensation principle of rate 
making is far preferable to an ability-to-pay principle, save under 
certain emergency conditions. But the other position has consider
able popular support. 

3• NOTIONAL-EQUALITY STANDARDS 

By these standards I refer to a popular tendency, already noted 
in an earlier paragraph, to assert the fairness of uniform rates for 
the same type of service despite significant differences in cost of 
rendition and perhaps, also, in elasticity of demand. Possibly this 
tendency is really a distorted reflection of an income-distributive 
standard. But it certainly fails to accord with any of the more 
general theories of proper income distribution. Instead, it accepts 
a specious egalitarianism. 

One example of the influence of this egalitarianism has already 
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been noted-the popular support given in this country to uniform· 
ity of rates throughout a wide area quite apart from considerations 
of simple administration and from difficulties in the way of reliable 
cost allocation. In a report on the electricity supply industry is
sued in 1956, 1 ~ a British departmental committee refers similarly to 
contentions by consumers that the nationalized power industry 
should levy the same charges throughout the country. From this 
position the Committee dissented, although it qualified its dissent 
by noting that, with a nationwide grid and with improvements in 
long-distance transmission, charges may become more nearly uni
form even on a cost basis. In an article on "The Price of Fuel" writ
ten in 1954, the British economist D. L. Munby insisted on the 
need to get coal prices away from a false equalization, made in dis· 
regard of important cost differences. 16 And in a recent book on 
British transportation rates, A. M. Milne regrets the existence of 
notions of fairness favoring the acceptance of "postal tariffs" for 
railroads, or at least of uniform mileage charges regardless of im· 
portant cost differentials. 17 In American railroad rate regulation, 
Professor SharEman and others have noted the conflict within the 
Interstate Commerce Commission itself between concepts of "equal 
treatment" in terms of formal rate uniformity despite cost differ
ences, and of "equal treatment" in the different sense of uniform 
adherence to cost standards.18 

From the standpoint of public utility rate theory, the most 
frustrating of all of these egalitarian notions is the one which tends 
to identify a "fair" charge with a charge related only to the cus· 

•• Cited in footnote 10. 
" 6 N. S. Oxford Economic Papers 2~1 (1954). Munby adds: "The politicians' 

aq!;ument that a gTOUp which has benditted for many years at the expense of the 
rest of the community has a prescriptive right to continue to benefit would pre
vent the rational usc of the price system at all." See also I. M. D. Little, Th~ 
Price of Fuel (Oxford, 1953). p. 49· 

11 A.M. Milne, The Ecouomics of luland Tran.1port (London, 1955), pp. 158-159• 
17fi-177· Along with other economists, Milne points out that uniformity of charges 
for first-class mail throughout an entire country, and regardless of distances, does 
not constitute a serious violation of the cost principle, since the major expenses 
here are for collection and delivery. Convenience is always a respectable ground 
for a disregard of minor cost differentials in rate making. On occasion, it may 
even be a valid ground for the disregard of major cost differences. 

"I. L. Sharfman, The lr:terstate Commerce Commission, Vol. III D (New York, 
1936), pp. 538-6g~. Among other examples of "formal uniformity" in rate making, 
Sharfman cites rates for shipments to the New York Port area denying to New 
Jersey any benefit of freedom from lightering costs; and a number of group rate 
cases including the milkshed cases. 
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tamer's intake of service as measured by energy-consumption, 
passenger trips, passenger miles, etc. Variations in charges by refer
ence to time of day, to "demand" charges, or to charges for "readi
ness to serve" are often resented as unfair even if they are entirely 
defensible-as is by no means always the case---<>n grounds of strict 
cost responsibility. A British rate expert, D. J. Bolton, has this 
point in mind when he writes that "many people's feelings o£ 
equity will be outraged by a method which, under any circum· 
stances, makes no charge for plant used, even in a purely off-peak 
period; or which makes a very large change in allocation for a very 
small change in load." 19 And in an earlier book on electric rates, 
G. P. Watkins had the same point in mind when he suggested 
that the so-called "Wright" form ofrate, which embodies a demand
cost factor in the energy charges, "is probably more acceptable to 
the public ... because it appears to be merely a modified kilo
watt-hour charge." 2o 

Enough has been said in this brief review of "fairness" aspects 
of rate regulation to suggest why their influence has been found 
so frustrating by economists and by many rate experts. In the first 
place, there are no uniformly accepted, measurable standards of 
fairness. "Equity," writes Professor Lewis, referring particularly 
to demand-cost allocations, "will support anything.'' 21 And Com· 
missioner Connole of the Federal Power Commission takes a simi
lar position in expressing a preference for the relatively objective, 
capital-attraction test of adequate rates as against a test based 
on some subjective consideration of fairness. "I emphasize 'ob
jective standard,' " he writes, "because any attempt subjectively to 
demonstrate concepts so abstract as justness and reasonableness 
suffers all too often from the legendary abuses of the old English 
equity courts, summarized in the familiar bromide that equity 
justice varies with the length of the chancellor's foot." 22 

But in the second place, some of the more widely held con· 
siderations of equity clash seriously, at times, with those criteria of 

1" Bolton, Electrical Engineering Economics, Vol. 2: Costs and Tariffs in Electricity 
Supply, 2<1 ed. (London, 1951), p. 140. Similar popular notions of equity havl' 
influenced the Federal Power Commission in its choice of arbitrary methods of 
capacity·cost apportionment in natural·gas rate cases. See p. 354. 11. 16, illfra. 

"'G. P. Watkins, Elutrical Rntes (New York, 1921), p. 53· 
Ill W. Arthur Lewis, Overhead Co<ls (London, 1949), p. 47· 
,. "Current Thoughts 011 Natural Gas Regulation," a talk before the New York 

Society of Security Analysts, Dec. 26, 1956. Mimeographed, p, 6. 
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functional efficiency which have been the primary concern of the 
economists and which ought to be one of the major concerns of 
regulation. Even the good-faith considerations dash at times, de· 
spite the impelling reasons for giving them due recognition. But 
more serious are those deterrents not only to rational practice but 
even to rational thinking set up by what I have called the notional· 
equality standards of equity. 

What, if any, contributions can public utility rate theory make 
toward the reduction in these conflicts among rival standards of 
fairness and between fairness standards and efficiency standards? 
At least at the present time, the major opportunity for contribution 
lies in a disclosure of the presence of these conflicts throughout 
the field of public utility regulation, in a careful analysis of their 
nature, and in an effort to bring them sharply to the attention of 
the interested public in general and of persons concerned with rate 
making or rate regulation in particular. I say "at least at the present 
time" because, even today, there persists a fairly general unaware
ness of the extent and significance of these conflicts, and a widely 
held tendency to assume an identity between the question whether 
rates are reasonable and the question whether they are fair. 

Whether or not the rate theorist should go further and take part, 
in his professional capacity, in controversies about rival standards 
of fairness is another question. The answer umally given by econo
mists is in the negative, on the ground that the question, being one 
of ethics, goes beyond their professional competence. But while 
this answer is a forcible one and justifies a warning by an economist 
that he is out of his special field in expressing views on equity, it 
does not carry the complete conviction suggested by its implied 
distinction between means and ends. For even standards of fairness 
are properly judged, at least in part, by their utilitarian values,23 

and this statement applies alike to good-faith standards and to 

'"Compare John Maurice Clark's observation that, under the modern wo~kmen's 
compensation laws, principles of incentives have modified older conceptions of 
fairness as to employers' liability for accidents. The Economics of Overhead Costs 
(Chicago, 1923), pp. 33-34· Despite economists' frec1uent denial tha~ considerations 
of fairness fall within their professional concern, a study of thetr expressed or 
implied attitudes on concrete issues of fairness makes it cleat t~at these attitu~es 
arc decidedly inAuenced by their profession. What distingmshes non-Marxtan 
economists, at least (I am not competent to comment on the Marxians), is not 
a readiness to take positions on economic policy in ruthless disregard of considera
tions of equity, but rather a tendency to tailor their own conceptions of equity 
so as to bring them more nearly into harmony with their own conceptions of 
economic efficiency. 
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standards of fair income-distribution. The really serious obstacle 
to rational solutions of questions of economic policy involving is
sues of fairness lies, not in the philosophical insolubility of any 
dispute about ultimate ends, but rather in human inability to 
predict remote consequences. But in making attempts at a predic
tion, an economist is entitled to use whatever training and experi
ence he may have in doing his fumbling best. 

In any case, one conclusion as to the proper role of fairness 
standards in the determination of reasonable rates seems to me 
to be clearly justified: namely, that this role, though essential, 
should be a subordinate one, in that considerations of fairness or 
equity, when calling for separate recognition, must be regarded 
as restraints against the unqualified acceptance of general prin
ciples of rate making based on considerations of maximum eco
nomic or social efficiency.24 

"'I doubt whether this conclusion would be justified if carried over from the 
field of price policy to the field of tax policy, in which income·redistributive oL· 
jectives properly receive much greater emphasis. See C. Lowell Harriss, "Sources 
of Injustice in Death Taxation," 7 National Tax Journal 289-308 (19!i4)· 

IX 

RATE-LEVEL STANDARDS AND 

RATE-STRUCTURE STANDARDS 

Problems as complex as those raised by modern price theory and 
rate regulation are best analyzed by the technique of cross-classifi
cation. Following this technique, the last chapter has cut across the 
previously discussed list of alternative criteria of reasonable rates in 
order to draw a distinction, familiar in the economic literature but 
not so often recognized in practice, between fairness conceptions 
of reasonable rates and economic-efficiency or social-efficiency con
ceptions. It is now time to turn to another distinction: that between 
the determination of a company's general level of rates, and the 
determination of specific rates or rate relationships. In the words 
of the late Chief Justice Stone, speaking for the Supreme Court 
in Federal Power Commission v. Natural Gas Pipeline Company,! 

The establishment of a rate for a regulated industry often involves 
two steps of different character, one of which may appropriately 
precede the other. The first is the adjustment of a general revenue 
level to the demands of a fair return. The second is the adjustment 
of a rate schedule conforming to that level, so as to eliminate dis
criminations and unfairness from its details. 

Following the order of precedence thus suggested by Justice 
Stone, the chapters of Part Two will be concerned with rate-level 
determination under the standard of a "fair return," while the 
chapters of Part Three will discuss the far more complex problems 
of rate-structure determination. But the distinction between rate
level and rate-structure problems is one of convenience rather than 
one of analytical logic. The really basic distinction is that between 

1 315 u.s. 575· 584 (1941). 
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an adequate-revenue or fair-return standard of reasonable rates 
and all other standards including those implied by rules against 
undue discrimination. Because the tests of a fair or capital-attract
ing rate of return are tests of adequate revenues from a public 
utility business in gross, or at least from a major division of that 
business, they are naturally associated with general rate "levels" 
rather than with specific rate differentials. The levels must suffice 
lO make rates as a whole cover costs as a whole, including (or plus) 
a proper allowance for interest and profits. But the ability of a com· 
pany to secure adequate over-all revenues depends on the structure 
of the rates as well as on their average height, as every management 
knows when it undertakes to improve its earnings by means of pro
motional rate reductions. Hence, even a so-called "revenue case," 
which involves a proposal for a fairly general increase or decrease 
in rate schedules designed to balance total revenues against finan
cial requirements, raises at least incidental questions about proper 
rate relationships. 

THE ASSUMED PRIORITY OF THE FAIR-RETURN STANDARD 

Writers on the principles of public utility rates naturally dislike 
to deal with fuzzy rules or measures of rate determination. They are 
therefore under pressure to state these rules with a precision and 
definiteness that belie their nature in application or even in care
fully expressed legal doctrine. This tendency is sometimes revealed 
in comments on the "fair-return" standard of reasonable utility 
rates. While all informed writers recognize that public utility 
companies are not guaranteed the enjoyment of a fair return, some 
of them have implied that neither statute laws nor public service 
commissions may impose rules of rate making which would deny 
a company whatever opportunity to enjoy such a return may be 
open to it in view of the potential demand for its services. Also, 
though less frequently, some writers have implied that the rates 
charged by any public utility must be deemed excessive, and hence 
subject to prompt reduction by voluntary action or by commission 
fiat, if the revenues therefrom are yielding more than a fair rewrn 
and give promise of so doing in the future. 2 

1 The fair-return standard probably has a firmer legal standing as a test of 
minimum rates than as a limitation on rate levels. Indeed, the standard was first 
developed in this country, in the form of the doctrine of a "reasonable return on 
fair value," as setting constitutionally imposed limits beyond which a legislature 
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This twofold assumption is not only convenient but almost 
essential for any simple exposition of rate theory developed under 
the constraint of a "budgetary" or fair-return standard. It fixes the 
status of this standard by giving it not just major importance but 
overriding priority. Strictly construed, it would predetermine not 
only the level but the pattern of a company's rates in the event that 
only one set of rates would yield the required net return, or in the 
event that one set would clearly come closer to this objective than 
any other set. Only if the company has redundant potential earning 
power, so that it could earn its allowed fair rate of return by any 
one of a variety of rate structures, would there then be room for the 
imposition of rules of rate making that contravene the objective 
of maximum profits or minimum deficits. 

Not only is the above-noted assumption convenient for purposes 
of analysis. In addition, its acceptance reRects, as a first approxima
tion, the actual practice of American rate regulation as applied to 

those public utilities enjoying a high degree of monopoly power
notably, the electric, gas, and telephone utilities. But it is never 
strictly valid either in legal doctrine or in practical application. 
And one need only look to the railroads for a situation in which it 
is far removed from the facts of life. To be sure, the railroads are 
now faced with such severe competition from road, water, and air 
carriers that most of them would probably fail to earn a conven
tional "fair rate of return" even if freed from all rate regulation. 
But one can hardly doubt that their earning power is further re
stricted by the application of commission-enforced rules of reason-

or legislative agency might not go in restricting a public utility's opportunity to 
charge compensatory rates. In some of its earlier opinions, the Supreme Court 
stated that, under ordinary conditions, "reasonable" rates might well be higher 
than those sufficient to yield a "fair rate of return." But the Court's views as to 
what remrn was fair were so liberal that public utility representatives at times 
publicly expressed their satisfaction with earnings insullici~n~ to yield the .c?n· 
stitutional minimum! See New York State, Report of CommusJon on the Reu1swn 
of the Public Seroice Commission Laws (Albany, 1930), Minority Report of Messrs. 
Walsh, Bonbright, and Adie, N.Y. Legislative Doc. No. 75 (1930), pp. 52-55. 

Modern public utility statutes, in setting forth general standards of rate control 
for observance by commissions, often include fair-return tesu as factors to be 
"considered." Thus the New York State law governing gas and electric rates per· 
mits the Commission to "consider all facts which in its judgment have any bearing 
upon a proper determination of the question although not set forth in the com· 
plaint and not within the allegations contained therein, with due regard among 
other things to a reasonable average return upon capital actually expended and 
to the necessity of making reservations of income for surplus and contingencies." 
L. 1910, Chap. 480, Sec. 72, as amended L. 1934, Chap. ua. 
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able or nondiscriminatory rates-rules that do not yield priority 
to any assumed fair-return standard. 

The full extent to which fair-return measures of reasonable rates 
may be made to give way, in practice, to other criteria of reason· 
ableness is doubtless obscured by the very flexibility of the measures 
themselves. Persons who have made a close study of the rate cases 
will almost surely recall cases in which commissions seem to have 
reasoned back ward, from their convictions as to what rates are rea
sonable to their findings as to what rate of return (or what rate base) 
is fair. But we may pass this point in taking note of open conflicts 
between the principle of a fair return and the principles governing 
specific rates or rate relationships-conflicts in which the latter 
principles sometimes emerge victorious. 

Let us first recall that the primary verbal rule of public utility 
law in America, so far as concerns the rates of charge for service, is 
the twofold rule that rates must be both "reasonable" in themselves 
and not "unjustly discriminatory" in relation to other rates charged 
by the same enterprise. Only indirectly may this rule invoke a test 
of reasonable rate levels. In its immediate application, it is a rule 
for the determination of specific rates or rate schedules; and at least 
as a matter of formal doctrine, it is not subject to the proviso that a 
company may charge "unreasonable rates," or rates that involve 
"undue discrimination," in the event that these otherwise forbid
den practices are an essential means of yielding adequate corporate 
revenues. a 

The most obvious possible conflic~ with the fair-return objective 
is that raised by various restrictions against rate discrimination, 
a subject reserved for discussion in Chapter XIX. While the law 
does not forbid all forms of discrimination, despite careless state
ments to the contrary in much of the literature, and while commis· 
sions may tolerate, as necessary for the maintenance of sound corpo
rate credit, forms or degrees of discriminatory rate making that 
they might otherwise forbid, there is a limit to this tolerance in 
that the discrimination must not be of a type which seriously in
jures customers in their competition with other customers. Dis-

• The Sup_reme Cou~t may. have. had this point in mind in the early history of 
rate regulauon when It qualified us famous fair-value rule of rate making by the 
statement tha_t a public utility may not exact from its customers charges higher 
than the services "are reasonably worth." Smyth v. Ames, 169 U.S. 466 at 546-547 
(t8g8). See pp. 85-86, supra. 

RATE LEVELS AND RATE STRUCTURES 139 

crimination of this character will be deemed "undue" or "unjust" 
and presumably would not be excused even as a necessary means of 
forestalling corporate insolvency. The same statement applies a 
fortiori to certain types of discrimination expressly outlawed with
out qualification by statute, notably so-called "personal discrimina
tion.'' 

As to the possible conflict between the fair-return standard and 
the requirement that each rate must be ''reasonable per se," with
out reference to any complaint of undue discrimination, the subject 
presents more difficulties from the standpoint of rate theory.• But 
the railroad rate cases supply examples of such a conflict, in the form 
of decisions by the Interstate Commerce Commission restricting 
the opportunity of railroads to make up deficiencies in the revenues 
received from highly competitive business by attempts to secure 
"unduly" high returns from noncompetitive or less competitive 
business.~ In other words, the right of the carriers to enjoy a fair 
return on their entire business is subject to their ability to secure 
these returns by means of rate schedules that are not "unreason
able" in the extent to which they share in the coverage of overhead 
costs, and not unjustly discriminatory in their relation to other 
rates available to competing shippers. 

SUBORDINATE POSITION OF THE FAIR·RETURN STANDARD 

IN THE REGULATION OF RAILROAD RATES 

The warning, expressed in the previous section, that the fair
return standard is not an overriding rule of rate making, applies 
in principle to public utility industries in general, including the 
so-called municipal utilities as well as the railroads. All of these 
utilities are under a mandate to charge specific rates that are both 

• The major theoretical diflicull'y is that of reconciling commission decisions 
restricting the opportunity of railroads or other public utilities w charge "dis
proportionately" high rates for noncompetitive service, with the acceptance by 
the same commissions of volue·of-service principles of rote classification-principles 
which recognize that the types of service for which there is a more inelastic de
maml may properly be called upon to pay larger shar~s of the overhead costs. It 
would seem that a rate may be found "unreasonable" on the gmund that it 
carries the value-of-service principle to excess. nut I doubt the existence of any 
definite rule by which to draw the line of tolerance. 

'In support of the position that rate-of-return standards must sometimes bow 
to specific-rate standards, not alone on the count of unjust discrimination but 
also on the requirement of "reasonableness per se," sec the "Lignite Case," 
Northern Pacific R. Co. v. North Dakota, 236 U.S. 085 ('9'5)· 
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"reasonable" and not "unjustly discriminatory"; and none of them 
can adduce either a constitutional or a statute-supported claim to 
a fair over-all return as exempting them £rom this twofold legal 
obligation. 

But in the actual practice of rate regulation, the fair-return 
standard comes much closer to clominam:e with respect to those 
utilities that enjoy a high degree of monopoly status than it does 
with respect to the transportation companies, including the rail
roads. Indeed, in the regulation of the railroads during the past 
quarter of a century, the fair-return standard has been so sub
merged under a combination of competitive conditions and statu
tory or commission-enforced rules governing the rate structure, 
that it can hardly any longer be deemed an operating principle of 
rate makiRg. Only in occasional years have the American railroads, 
taken as a whole, succeeded in earning on their invested capital 
or on their property "values" rates of income that would approxi
mate a "fair rate of return" under traditional tests of fairness. 0 

This striking difference between the railroad situation and the 
local-utility situation is not due tO any fundamental differences in 
the legal rules of rate making. It is due rather to the difference in 
the impact of these rules. With the local utilities, the fair-rewrn 
standard has been actually applied, not because it here enjoys a 
legal priority over all other rules but rather because its application 
has not often imposed an intolerable constraint on the pattern of 
the individual rates. But with the railroads, the conflict between 
the fair-return standard of aggregate rates and the accepted criteria 
of proper specific rates and rate relationships has been so severe 
that the former standard has had to give way, not just occasionally 
but chronically. 

Two circumstances in combination account for this difference be
tween the dominance of the fair-return standard in the regulation of 
the electric, gas, and telephone utilities, and the submerged status of 

'During the ten-year period 1949-1958, the reported ratios of net railway 
operating income to depreciated property investment for the line-haul, Class I 
railroads of the United Stales averaged g.68 per cent per annum, with a minimum 
of ~.76 per cent in 1958 and a maximum of 4.28 per cent in 1950. Association of 
American Railroads, Bureau of Railway Economics, A Rt:view of Railway Opera
tions in 1958 (1\lashington, D.C., 1959). What the rate of return might have been 
if applied to a "rate base" measured by current replacement costs but subject to 
full deductions for the obsolescence of railway transport as a whole is an Un· 
answerable question. 

l 
! RATE LEVELS AND RATE STRUCTURES 

the same standard in railroad regulation: first, the far more wide· 
spread and severe competition faced by the railroads; and secondly, 
the tendency of freight shippers to attach more importance to there
lationship between their rates and rates paid by competing shipper~ 
than they attach to their absolute rates.7 The first factor has put 
the railroads under special pressures to quote rates little higher than 
out-of-pocket costs for their highly competitive traffic and hence 
to make up [or the resultii1g revenue deficiencies by dispropor
tionately high rates for their less competitive traffic. But the second 
factor has put the Interstate Commerce Commission under special 
pressure to resist this tendency by the application of rules against 
undue discrimination. So serious has this situation become that a 
thorough overhaul of railroad rate regulation under the Interstate 
Commerce Act has been demanded, not just by the railroads but 
by many nonpartisan experts. A move in this direction was made 
by the Cabinet Committee Report of 1955, the "'Weeks Report," 
which proposed to give the railroads much greater freedom in set
ting competitive rates. Under its recommendations, the Interstate 
Commerce Commission would be deprived of its present powers 
to set the exact railroad tariffs and would be limited to the setting 
of upper and lower limits of "reasonable" rates, although remain
ing umkr the difficult duty of enforcing rules against "undue" 
discri Ill in at ion. 

For the reasons just sugg·ested, any author of a modern treatise 
on transportation rates in general and railroad rates in particular 
is under impelling pressure tO put the fair-return standard of rea
sonable rates in a subordinate, or at least in an uncomfortably un
settled, position.8 No long·er can he usefully assume, even as a 
rough approximation, that the determination of individual rates or 

'A possible third, contributory reason is suggested by the recent contentions of 
rate experts, led by Mr. John /IIden Bliss, that public utility rate stru.c~ures a;e far 
beUer designed than are railroad rate structures to meet cumpetllton Without 
sacrificing adequate returns. The superiority of the utility rates is believed to 
lie in their resort to multi-part pricing based on multi-pan cost functions. See 
the articles cited in Chap. X VI. footnote 22. 

• The later editions of Professor D. Philip Locklin's standard treatise on the 
Economics uf Tnznspurtatiotl, departing from the chapter sequence uf earlier edi
tions, put the chapter un fair return in the middle of the section on tariffs and 
without implying a dominant status in rate regulation. In their Economics of 
Transportation, rev. ed. (New York, 1959), Professors M. L. Fair and E. W. William• 
relegate their chapter "Railroad Rate Level and Financial Return" to the end of 
their study of railroad rates. 
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rate differentials, however important, is nevertheless a strictly set'
ondary problem, the solution of which is subject to a prior prin
ciple that rates as a whole shall be designed, as far as possible, to 
yield a fair return. Instead, one of his major problems-a frustrating 
one at that-is to suggest possible resolutions of the conflict be
tween fair-return standards and other rate-making criteria, or else 
to propose alternative forms of rate regulation that completely re
ject the fair-return philosophy. The alternative criteria include 
not only nonrevenue considerations but also revenue standards of 
a short-run or emergency character distinguished from those of a 
fair return in its usual sense. For example, in a recent general rate
level case brought by the railroads, Ex Parte 17 5 ( 1951 ),9 the Inter
state Commerce Commission's grave concern for the carriers' finan
cial needs led it to grant substantially the full requested propor
tionate rate increases despite forcible objections from certain classes 
of shippers, including the coal shippers, that were being forced to 
make good deficiencies in other parts of the railroad business, 
notably in the passenger business. But the financial needs empha
sized by the Commission were specific, short-run needs for equip
ment and plant, not revenue requirements as measured by the 
traditional standards of fairness or even of long-run financial health 
and vigor. 

But only incidentally is the present book concerned with trans
portation rates, and then mainly for purposes of comparison. In
stead, its primary interest is in rate control as applied to the more 
nearly monopolized public utility industries. Here, the conveni
ence of the assumption of priority for the fair-return standard 
outweighs its inaccuracy. Hence the chapters on fair return will 
come first, in Part Two, and <til but one of the l<tter chapters on 
rate structure (Part Three) will <tssume that this structure musL 

.• 297 I.~.C. 17 (1951). Compare the following statement by Mr. J. C. Kauffman, 
~1c~ P;es1dent and General Cou_nsel of the Chesapeake and Ohio Railway Company: 
Wllhtn my span of about th1rty-five years of railroad experience, I have never 

seen a charge that the railroad industry was making more than a fair return. Our 
problem is to_ find enough in~ome to live on, to sustain the railroads in their day
to-day operatmn and to prov1de funds for capital expenditures. We don't have to 
worry a~out their rate of return in the language of the public utilities, when we 
are earnmg about three a~d ~ half per ce?t on any fair evaluation of our property." 
Appearance for the Assoc1atmn of Amencan Railroads before the Interstate Com
merce Commission in hea~ing.' on a proposal for the creation of tax-equalization 
reserves for defense amortuatmns, Stenographer's Minutes, June 26, ,

95
6. 
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be designed under the constraint of a fair-return rule. The excep
tion is Chapter XX, which will discuss proposals by an important 
group of economists that public utility rates be based on marginal 
costs, regardless of the resulting effect on total revenues. 
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CRITERIA OF A FAIR RETURN 

As already indicated, a fair-return or fair-profit standard of reason· 

able rate levels is generally accepted throughout the United States 

as a controlling basis of rate regulation with respect to those pri

vately owned public utilities that have excessive potential earning 

power by virtue of their protected, monopoly status. But even 

when a fair-return standard is accepted in principle, and even if 

it were enforced in practice with much greater rigor than has been 

customary, 1 it would still be far from supplying a definite basis of 

rate control. For a mandate that the sought-for return shall be fair 

carries with it no instructions as to the criteria of fairness. The 

history of American rate regulation is in large measure a history 

of attempts by courts, legislatures, commissions, and economists to 

supply these criteria. But even today the subject remains highly 

controversial.2 

1 Commissions have. seldom attempted a rigorous, mechanical application of the 
fair-return standard through regular, periodic reviews of rate levels. Instead, they 
have tended to let the existing rate levels stand, subject to minor revisions in the 
rate pattern, until there appears to be an impelling reason for a new general rate 
case. The impulsion may come from the company in the form of a petition for 
authority to increase the rates, or else from consumer spokesmen in the form 
of a complaint that the existing rates are too high. But the ablest commissions will 
themselves take the initiative on behal! of consumers if their expert staffs are con
vinced that a review is called for. Even with these commissions, however, one 
should not assume that a rate hearing will at once be instituted if actual corporate 
earnings materially exceed the "fair rate of return" accepted as the basis of the 
last rate order. Quite aside from the recognized undesirability of too frequent 
rate revisions, commissions recognize the "regulatory lag" as a practical means 
of reducing the tendency of a fixed-profit standard to discourage efficient manage
ment. 

'A complete treatise on public utility rate regulation would not limit its dis
cussion of revenue requirements to the two components of these requirements con
sidered in this book-the fair return and the related problem of the annual allow
ance for depredation. In addition, a review and critique of commission allowances 
for all operating expenses would be called for. See, e.g., Eli W. Clemens, Economics 
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CRITERIA OF A FAIR RETURN 

Until a few years ago, any discussion of the subject from the 
standpoint of practical application necessarily included elaborate 
commentaries on the partly indeterminate, partly conflicting legal 
precedents established by the Supreme Court in the form of con· 
stitutional restrictions against the power of government to fix 
prices that would impair the profit-making opportunities of indi· 
vidual or corporate owners of private property. While these owners 
were held subject to rate regulation if engaged in a business "af· 
fected with the public interest," they were also held entitled to 
protection against regulation so stringent as to violate the injunc· 
tions of the Fifth and Fourteenth Amendments against the taking 
of property "without just compensation" or "without due process 
of law." In t8g8, in its famous dictum in Smyth v. Ames} the Su
preme Court established the fair-value rule as setting the normal 
limit below which rates, if imposed by legislative or commission 
fiat, would be held "confiscatory." But since "fair value," used in 
this context, is an ambiguous and confusing term, and since the 
norm of a "reasonable" or "fair" rate of return on this value is 
also indefinite, long articles and even large books were written by 
lawyers, economists, and valuation experts on problems of "inter
pretation." 4 

Fortunately for the cause of continued private ownership of 
American public utilities, this submergence of important practical 
issues of effective regulation by esoteric legal issues no longer pre
vails throughout the country in view of the notable change in the 
philosophy of the Supreme Court as reflected not only by its deci
sion, but by all of the five separate opinions of the justices, in the 
Hope Natural Gas case.5 While judicial precedents on the measure
ment of a valid rate base and of an adequate rate of return are still 

and Public Utilities (New York, 1950), Chaps. 6 am! 22; Emery Troxd, Economics 
of Public Utilities (New York, 1947), Chap. 1 L 

'11ig U.S. 466 (18g8). See pp. 163-166, infra. 
'A summary of the early rulings and opinions on "£air value" is contained in 

c,haps. ~o and 31 of ~y Valuation of Property (New York, 1937). John Bauer and 
Nat~amel Gold pubh~hed a monograph on the subject as a part o£ a series of 
studtes of legal valuauon prepared under my editorship. Public Utility Valuation 
f?r Purp~ses of Rate Control (New York, 1931)· In the more elaborate early trea· 
lues, enttre chapters were devoted to single components or "elements" of value 
such as "going val~e," land valuation, and the hypothetical replacement com of 
pavements over mams. See Robert H. Whitten, Valuation of Public Service Cor· 
porations, rev. ed. by Delo~ F. Wilcox, 2 vol. (New York, 1928). 

'Federal Power Commission v. Hope Natural Gas Co., 520 U.S. 591 (1944). 
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important, and while they are controlling in any one jurisdiction 
when set forth in definite terms, they no longer constitute an ela bo
rate "law of the land" as did the earlier rulings made under the 
influence of the fair-value doctrine. Moreover, since they are for 
the most part interpretive of statute law rather than of constitu
tional mandate, they are subject to change by statutory amend
ment. Hence, they will receive only incidental attention in these 
chapters, which discuss the criteria of an adequate return from the 
standpoint of the economic objectives of rate control and by refer
ence to common-sense considerations of fairness between investors 
and consumers. 

THE RELEVANT MEANING OF A "RETURN" 

Under the usual forms of American public utility regulation, a 
"fair return" represents the entire excess in operating revenues, 
over and above current operating deductions, [or which a commis
sion will make provision in a rate case as a component of the com
pany's annual revenue requirements. The operating deductions 
include allowances for depreciation and for nearly all taxes, not 
even excepting corporate income taxes. But the return in excess 
of these annual deductions does not coincide with corporate "net 
profit" or "net income" in an accounting sense, since it covers al
lowances for interest charges as well as for earnings on the stock 
equity. The published corporate earnings statements do not set 
forth the amount of return that a commission may have found 
"fair," nor even the precise return actually realized as measured by 
~ate-making technique. But the reported "net operating income" 
IS often an approximation of this latter figure. 

In orthodox practice-and most regulation remains orthodox 
in this respect regardless of its choice between "original-cost" and 
"fair-value" principles o£ rate making-the allowed-for return is 
arrived at as a multiple of two factors: the rate base, and the "rea
sonable" or "fair" rate of return thereon ,6 The rate base, or "valu-

• In this co~ntry the most significant recent departure from a rate-base measure· 
ment o[ a faa return has been that of the "operating-ratio standard," applied to 
th: ,rassenger-bus and motor-truck industries by the Interstate Commerce Com· 
m1ss10n and by some state commissions. See Alan Wright, "Operating Ratio--A 
Regul.~tory ~ool," 51 .Public ~tilities Fortnightly 24-29 (1953); Laurence S. Knap· 
pen, Transit Operatmg Ratto--Another View," !il Public Utilities Fortnightly 
485-497 (1953); Charles W. Knapp, "Economics of Transit Operating Ratio," sG 
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ation" as it was called in former years, represents the total quantum 
of invested capital or of property "values" on which the company 
is entitled to a reasonable rate of compensation. The "fair rate of 
return" reflects whatever annual, percentage rate is found appropri
ate in the light both of historical conditions and of conditions pre
vailing or anticipated at the time of a rate case. Thus, the accept
ance by a commission of a sum of $wo,ooo,ooo as the rate base, 
combined with a finding that 6 per cent constitutes a fair rate of 
return, will result in an allowance of $6,ooo,ooo per annum as the 
fair-return component of the company's revenue requirements. 
But since general rate levels are seldom revised annually and are 
likely to stay put for the indefinite future, the tariffs approved by 
the commission may be designed to yield a reasonable rate of return 
on the average, over the next few years. Under this objective, ac
count may be taken of future growth of capital investment and of 
net operating income as the company's plant and business exp;md.' 

Public Utilities Fortnightly 467-479 (1953);/liational Association of Railroad and 
Utilities Commiuionen, Report of the Special Committee to Study Principles of 
Rate Regulation in the Motor Dus Industry, Proceedhtgs, 64th Annual Convention 
(1952), pp. 461-470; and commission and court opinions noted in these citations. 
T~e. affecte~ industries have favored the newer technique since, as usually ad
mmtstered, It has conceded much higher profit-making opportunities than would 
the orthodox technique if applied under traditional standards of a fair percentage 
rate of return. But, to the best of my knowledge, the supporters have not yet 
. mcceeded in finding a convincing rationale of an operating-ratio standard, nor 
have they yet effectively answered ad-.rse criticisms such as those advanced by 
Mr. K.nappen in the article noted above, The situation now calls for a thorough 
and objective reexamination, made in the light of actual experience in attempted 
application. 

'Commission orders approving a rate·level increase or requirin~ a den ease arc 
usually based on findings that, in the light of recent realized earnings, the exist
ing rates would probably yield a deficient, or an exressive, rate of returu in the 
near future. As a guide to such a finding, a commission may first determine the 
return realized during some twelve-month period takl'n as a "tl'st veur." In <·stimat· 
ing the rate of return that may be earned during the next year: or during some 
other future period, the mmmission will accept convincing evidence of changes 
in operating expenses and in other operating deductions. Indeed, even in its fitid
ing of the rate of return already earned during the rest year, a commission may 
substitute pro forma operating revenues and operating deductions designed to 
reflect current financial conditions. Payroll cxpcuses, e.~ .. uwy be restated in terms 
of changed rates of wages. As to the rate base applicable to the test year, the usual 
procedure has been to accept some midyear rate base or some other average rate 
base in taking account of growth of plant investrnem during the very year under 
review. But in recent rate cases1 some commissions that accepL an ilttual~cost me.as
ure of the rate base have conceded a year-end rate base, presumably as a crude 
means of allowing for the so·called attrition factor during a period of price in
Ration. Discussion of these and other procedural details of rate control is beyond 
the scope of the present book. 

l CRITERIA OF A FAIR RETURN 

Obviously, any assumption of an approximate offset between these 
two variables is likely to be belied by actual experience. Partly in 
view of this likelihood, partly because changes in financial condi
tions may justify changes in the allowed rates of return, companies 
and consumer gwups are given the opportunity to institute a new 
rate case on a showing of plausible grounds therefor. 

FIVE AfA]OR CRITERIA OF A FAIR RETURN 

In line with the usual procedure of American rate regulation, the 
four following chapters will consider the measurement of the rate 
base, leaving for a later chapter a discussion of the tests of a reason
able percentage rate of return on whatever rate base is accepted in 
a given jurisdiction. nut by way of introduction, the present chap· 
ter will discuss briefly those major criteria of a fair or reasonable 
return by reference to which one may judge the merits of alterna
tive measures alike of the rate base and of the rate of return thereon. 
The main purpose of this introduction is to guard against a tend
ency, to which some of the early Supreme Court opinions unfor
tunately lent support, to treat rate-base measurement and rate
of-return measurement as if they were governed by different 
standards of fairness instead of being merely two steps by which to 
determine corporate revenue requirements . 

Let it be noted that the criteria under review are relevant, not 
just to the determination of the fair return in a given rate case but 
to the choice of an entire system of rate regulation applied with 
reasonable consistency over an extended period of years. What 
makes an allowed return fair in any specific rate case must be its 
fair conformity with the general principles applicable also in other 
years and under different conditions. Apart from such conformity, 
the fairness of the allowance at any one time is simply indetermi
nate. In an extreme case, for example, the allowance of a zero re
turn or even of an operating deficit during a period of business 
depression may be quite "fair" and quite consistent with the need 
for capital attraction if imposed under a scheme of regulation that 
concedes to investors adequate opportunities to enjoy what would 
orherwise be excessive profits in times of prosperity. On the other 
hand, an allowed return of 25 per cent on rhe cost or "value" of the 
corporate properties might be penurious if rate-making policy 
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should threaten to bring all profits to an end after the next several 
years. 

I. THE CAPITAL-ATTRACTION CRITERION 

~ecalling, then, that we are concerned with the principles by 

':h1eh to measure a fair return rather than with details of applica
tiOn to any one case, what criteria of fairness or effectiveness should 

govern the choice of these principles? Among these criteria, high 

plac_e, perhaps first place, must be given to that of capital-attracting 

effinency. Judged by this test alone, choice should rest with what

ever principles of rate control are best designed to permit well

managed, soundly financed public utility companies to attract 
needed capitaL8 

In view of the obvious plausibility of the capital-attraction 

st~~dard of a fair return, one may raise the question why its recog

nlt_wn has not gone farther than it has to date in resolving the more 

senous ~ontroversies about principles of measurement. A partial 

answer IS that, under favorable conditions, any of various systems 

of rate. control ca~ be so administered as to permit adequate capital 

~nancmg.e ~atenal scope for choice lies in the possibility of mak
~ng alternative schemes attractive to investors by the introduction 

mto .ea~h scheme of special attractions designed to offset special 

restnct10ns. Thus, any adverse effects of a system of regulation 

'"R~tes. whi~h enable the company to operate successfully, to maintain its 
finanCial mte~ny, to attract capital, and to compensate its investors for the risks 
assumed certamly cannot be condemned as invalid, even though they might pro
duce ~nl/ a meager return on the so-called 'fair-value' rate base." Federal !'ower 

C?rnm1ss10n v. _H~pe Natural ~as. Co;, 320 U.S. 591, 6o5 (1944). Elsewhere I have 
discussed the s1gmficance and hml!a!lons of this famous pronouncement: "l!tilitv 
Rate . Control Re~onside~ed in the Light of the Hope Na rural Gas Case," 

3
8 

Ar:encan Economzc Revzew, l'roce~di11g5 465-482 (May, 1948). 
The extent _of th~ room for ch01ce among alternative principles of rate control, 

any one of wh1ch ~1ght be expected to permit well-managed utility companies to 
attract needed c~pllal, depends partly on the readiness of regulation, assisted bv 
gener~l corporatiOn l~ws, to e.nforce compulsory financial reorganization as a~ 
eli'ec~1ve means by w~1ch t.o. brmg the .con~ractual interest and preferred-dividend 
r~unements of publtc uttlny companies mto conformity with the currentlv ap· 
phed rules _for the measurement of a fair re!llrn. for example, under a strictly 
enforced, fan-value rule. of rate m~king, permitted dollar earnings might well fall 
to such. low levels, dunng a_ per~od ~f price. deflation, that even well-managed 
compames would .suffer. a _seno~s uupatrment tn credit and hence in their ability 
to se~ve the pu_bh~. T~1s 1mpaumcnt might be cured by a sufficiently timely and 
drastiC reo_rgan!Zatt?n mvolvmg the enforced readjustment of the contract rights 
of th~ semor secunty holders. ~ut .no one familiar with the prevailing Jaw and 
practices _of c?rporano~ reo~gamzat10n could look with complacency 011 rules of 
rate makmg hkely to g1ve nse to the need for this kind of cure. 
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which denies to public utility stockholders direct protection against 

future price inflation may be offset by the concession of nominal 

rates of return more liberal than would otherwise be necessary. 

And thus, the deterrent effect of a rule of rate making which denies 

to a company the opportunity to amortize, through charges against 

consumers, the costs of property rendered useless by extraordinary 

obsolescence, may be counterbalanced by the allowance of returns 

on useful properties so liberal that investors are ready to take their 

chances of suffering for an uncompensated erosion of surplus, if 

and when the erosion takes place. 

2. THE MANAGEMENT-EFFICIENCY CRITERION 

In its analysis of the role of public utility rates, Chapter III dis

tinguished between the function of rates in enabling a public util

ity to secure the capital required for the supply of the service, and 

the function of the same rates in stimulating managerial efficiency. 

Both functions may be at issue in the determination of a fair return. 

For the amount of the allowed return may be designed, not just 

to enable a company to attract capital but also to reward efficiency 

and discourage inefficiency of management. 
More will be said about the management-efficiency criterion in 

Chapter XV. Here we merely note that an incentive standard of a 

fair return may come into conflict with other standards, especially 

with that of capital attraction. Such a conflict will become acute 

with respect to companies threatened with insolvency because of 

substandard earning power or of top-heavy capital structure for 

which the existing management, or some earlier management, has 

been at least partly to blame. In these situations, should commis· 

sions be especially lenient in their application of principles of rate 

control including allowances of a "fair return"? Or should they be 

rigorous in the enforcement of the general principles, possibly con· 

eluding that a "fair" rate of return for a poorly managed company 

is a very low return or even one expressed in red letters? Questions 

of this nature present serious dilemmas of rate-making policy. 

:J· THE CRITERION OF RATE-LEVEL STABILITY 

If public utilities were required to raise and lower their rates 

year by year, with the object of maintaining a fixed annual rate of 

return, the resulting necessary changes in rate schedules would 
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prove inconvenient alike to the consumers and to the corporate 
managements.1° Even more serious would be the countercyclical 
direction of the change in rate levels required by an attempt to 
offset a depression-created decline in the demand for the service 
by an increase in the unit rates of charge. From an economic point 
of view, the most reassuring thing to be said about such an attempt 
is that it would be likely to fail! 

The points just suggested raise one of the most difficult and most 
incompletely solved problems of fair-return determination. Most 
writers would probably agree that, during periods of prosperity, 
rates should be designed to yield profits sufficiently liberal to avoid 
the need for a countercyclical rate increase during a depression. 
But whether or not an attempt to secure cyclical flexibility in the 
right direction is desirable and feasible remains a highly contro
versial question. More will be said on this question in the chapter 
on rate of return; but the conclusions will be disappointingly un
certain. 

-!· THE CONSUMER-RATIONING CRITERION 

Earlier chapters have called repeated attention to a possible 
conflict between a capital-attraction standard of reasonable rate 
levels and the "consumer-rationing" function of specific rates or 
rate differentials. Under the first standard, rates as a whole should 
cover costs as a whole, including the so-called costs of capital. Under 
th~ second standard, each rate should be designed to encourage 
all consumption for which consumers are ready to pay escapable, 
marginal costs, and so as to deter any consumption for which con
sumers are not prepared to pay these costs. 

Economists, I think, would generally agree that no complete 
harmony between these two standards of rate making is possible. 
But those writers-and they are in the great majority-who do not 
accept proposals by Hotelling and other economists tO abandon a 
full-cost or fair-return principle would tend to favor whatever 
feasible measures of a fair return may result in the least serious 
discord with standards of optimum specific rates and rate relation
ships. 

10 Compare the Jaws governing the rate-making practice• of the nationalized 
British utilities, which call for the establishment of rates that will meet revenue 
requirementS, including fixed charges, "taking one year with another." See W. A. 
Robson, ed., Problem• of Nationalized Industry (New York, 1952), pp. 334-BB. 
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In earlier years several economists, led by Professor Harry Gun
nison Brown, defended the use of a reproduction-cost rate base as 
coming closest to a reconciliation between the principle that 
rate levels should be based on total cost of service and the 
principle that specific prices should be governed by specific costs or 
marginal costs, as they are supposed to be governed under compe
tition. This line of defense is no longer as widely voiced as was 

u B . formerly the case, for reasons stated in other chapters. ut It at 
least suggests one sought-for attribute of a fair-return program 
of rate control-the attribute of tolerable harmony with the de
mand-control or consumer-rationing objective of rate making. 

5· THE CRITERION OF FAIRNESS T•O INVESTORS 

All four of the criteria of a fair return so far suggested might be 
classified as criteria designed primarily in the interest of the con
suming public. But the very term "fair return" implies a standard 
of equity to investors not necessarily governed by considerations of 
consumer self-interests. Certainly this implication is borne out by 
the history of rate-making law. For the traditional rules of fair
return determination were originally developed by the courts as a 
means of protecting the private owners of public utility properties 
against "confiscatory" regulation. And even in th-ose jurisdictions 
which today deviate from some of the older rules, public utility 
companies have an undeniable right to challenge the fairness of 
the newer practices. 

But granting, as we must, that a "fair return" must be fair, we 
may still raise the question whether considerations of fairness to 
investors require the importation of special criteria, in addition 
to those criteria which would be justified solely in the long-run 
interests of the consumers themselves. A negative answer would, 
of course, greatly simplify the solution of problems arising in a 
rate case. And such an answer would at least be plausible, since it 
rests on the ground that most public utility companies, in order to 
render good service, must be able repeatedly to attract new capital 

uSee pp. 101, Jupra, and 224-237, infra. Compare the contentions of some Britisl• 
economists that the rates of the nationalized public utilities should be designed to 
cover, not the flxed charges imposed by the securities issued as compensation to 
the investors in the expropriated private companies, but rather computed interest 
on the appraised "values" of plant and equipment. References cited in Chap. XIV, 
foolllote 16. 
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CRITERIA OF A FAIR RETURN 

from investors who are free to commit their funds to any alterna

tive investments inc! uding the purchase of stocks in unregulated 

corporate enterprise. Market acceptability may thus be thought to 

become, at one and the same time, the test of fairness and of corpo
rate financial need. 

. Stated in terms of a very broad generalization, the point of view 

JUSt suggested may be accepted. But, at least under the prevailinu" 
A . o 

mencan types of rate regulation, the principle is subject to serious 

~ualifications-so much so that disputes about equity intermingle 

m a most confu.sed way \\lith disputes about functional efficiency. 

T~~ trouble ar~ses because of the likelihood that, after a public 

ut!luy ~orporatw_n has already become established as a going con

cern, with posseSSion of a large plant and with a fixed security struc

ture, rates of earning that will permit it to attract new capital on 

whatever terms the current market may require do not necessarily 

corr~spond t? rates of earnings that are fair to existing investors. 

Yet, many given rate case, the only return directly at issue is, not 

the return necessary to attract new capital but rather the return 

necessary to compensate the existing investors for capital already 

attracted or for the use of properties already acquired with this 
capital.I2 

Th~ situation wou~d be quite different if the principles of 

~men~an rate regulatiOn were so unchanging and so determinate 

m then measurement of a fair return that all public utility in

vestors could be deemed to have been put on constructive notice 

of the restrictive character of the regulation prior to their commit

m~m of capital. But neither of these assumed conditions has pre

vailed down .to da~e. ~n the first place, there have occurred impor

tant retroactive shifts m the "rules of the game"-shifts such as that 

from a "fair-value" rate base to an "actual-cost" rate base or from 

retirement-expense accounting to accrued-depreciation 'account

i?g. And _in the second place, the rules themselves, at any given 

tl~e and m any single jurisdiction, are too indefinite to predeter

~me the reas?n~ble expectancies of the purchasers of utility securi

ties except wuhm fairly wide limits. These purchasers are not in 

. "This is not to say that a capital-attracting rate of anticipated income on new 

~~vestment has no b~aring on a fair allowed rate of return on capital already in
•;ste~. But the beanns: must depend on. the indirect argument that existing, ca _ 
uve investments are fatrly compensated 1f permitted to receive whatever rates ~f 
return would currently induce free invesunents. 
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the happy position of the old lady who said that she always ordered 

hash in a public restaurant because she knew just what she was 

getting! 
The conclusion that indeterminate rules of rate making are 

largely responsible for disputes about the fairness of commission 

actions is suggested by the relative freedom from similar disputes 

enjoyed by publicly owned utility enterprises financed without 

pledge of government credit by the issuance of revenue bonds. 

Here, the income claims of the investors are definitely established 

in the contracts, which also contain mandatory provisions for what· 

ever increases in utility rates may be required to protect the debt 

service. Similar relative freedom from fairness questions has pre

vailed under private ownership with respect to companies that 

have issued fixed-dividend common stock, in the manner of the 

earlier British gas and electric companies. 

But in this country, regulatory policy, following common-law 

traditions, has insisted on retaining material flexibility as to the 

measurement of a fair return. Investors in utility securities, notably 

in common stocks, must therefore take their chances as to the effect 

of future rate cases, or even of future amendments to regulatory 

law, on the earning power of the companies in which they invest. 

Today, for example, they may hold stock in a company which, 

under a statnte law as interpreted by the courts, is entitled 10 

charge rates designed to yield a "reasonable" rate of return, not 

on the cost of its properties but on their present "fair value." But 

no one can assure them that the fair-value rule will be in effect 

five years from now. And even if that assurance were forthcoming, 

not even an expert could tell them how this vague, ambiguous rule 

wi11 be interpreted by a new commission or by a new set of appel
late j udge~. 13 

In the present, unsettled stage in the development of public 

utility rate theory and practice, this American policy of flexibility 

"'The ·unfea~ibility of any attempt to give to prospective purchasers of public 
mility securities definite and reliable information about the governing rules of 

rate re.gulation is appare~tly ~emgnized hy the (Federal) Securities and Exchange 
Commtsswn. For the reg!Stratton statements and prospectuses of public offerings 
of utility securities say little or nothing about the nature of these rules. Thus, 

a recent prospectus (Commonwealth Edison Company, April tr,, tg:;B. s5o,ooo,ooo 
issue of First Mortg"age 3% per cent Bonds), in referring to regulation, merely 
states the names of the commissions having jurisdiction over the company or 
its affiliates together with the types of regulation to which the companv is subject 
(rates, issuance of securities, etc.). · 
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CRITERIA OF A FAIR RETURN 

and indeterminacy may be defended on the ground that a policy 

which makes no positive commitments is better than one which 

makes the wrong commitments. But as long as the indeterminacy 

exists, issues of fairness, both to investors and to consumers, cannot 

be ruled out of controversies about the meaning and measurement 

of a fair return. The best prospect of minimizing these frustrating 

issues lies in the gradual development of more definite rules, which 

may become more and more firmly established as their application 

stands the test of experience. 

The points discussed in this introductory chapter 011 the criteria 

of a fair return repeat, with variations, the main theme, or "leit

motif," of this entire book on standards and measures of reasonable 

public utility rates. This theme runs to the effect that the standards 

of reasonable rates are multiple standards, and that all of them at 

times come into conflict with one another. It applies both to the 

criteria of reasonable rate levels and to the criteria of reasonable 

rate structure or rate differentials. In the determination of the rate 

levels, capital-attracting adequacy is properly considered a basic 

test of a fair return. But other criteria of reasonableness, notably 

the four others summarized in the preceding paragraphs, must also 

be taken into account, alike in the desig·n of the rate base and in 

the determination of formulas or principles for the measurement 

of a fair allowed rate of return on whatever rate base may be ac
cepted. 

XI 

THE- RATE BASE: COST OR VALUE 

The various objectives of rate-making policy reviewe~ in the pr~

ceding chapter are relevant to the entire determinauon ?f a fa1r 

;eturu in terms of dollars per annum. But the amount of this return 

is usually calculated through the application o[ a percentage rat.e 

II d rate '-ase \Ve now turn to the measurement of th1s V 
to a so-ca e u · . . · f 

'- 1 1u·t w1' dely disputed leo·al 1ssue 111 the Ius tory o 
rate uase-t te n s o d' 

American public utility regulation. But, for the 1~ost part, the IS· 

cussion will be analytical rather than legal ur lustoncal, am! the V 

der m ust turn elsewhere for a study of the case law and or a 
rea . 1 · d 
review o[ the actual American experience wuh regu atwn t~n er 

h ld "f · 1 e" do' ctrine of the Supreme Court-an expenence t e o a1r-va u . 

d · 1 h t · my opinion it constituted a senous threat to the so 1sma t a , 1n , . 

long-continued survival of regulated private ownerslnp.' . 

The general principles of measurement ~re usually subJeCt to 

1 ml.nor disputes with respect to plant newly constructed or 
on y .,- · H 

· 1 acquired in arms' lencrth transactions. ere, 
equ1pment new Y " . .. bl " 
actual, legitimate cost of plant and equipment, ''!th r.easona. e 

allowances for interest during construction and for wurkmg cap~tal, 

is the governing basis of calculation. But with the lapse of ttme 

between the dates of acquisition and the date u[ a rate case, th~ 

f r controversy widens. There now arise nttmerous plans1~lc 
room o . . 1 t t tes 
. unds for claims by opposing parties that the ongma -cos en r 

gro · · b ause the 
should be either disregarded or subject to reviSion: ec 

'Most of the case law referred to in this chapter is reviewed fin Chap.s 1o-it o~: 
. p 1 (N y rk ,937) See also the other re erences tn oo n 

my /'~~alto~ oih:o:J:c~se oe;ni:n ;xpres;ed above about the actual experienc~ o~ 
4 0 

.ap. ;der the fair-value doctrine is substantially the one that I e"pt~s~c( 
~egulatto.n uhr M' . 't R port of the Report of the CommiHion on the Rwwan 

m 1930 rn t " rnon Y e . . · d b c mmissioners Walsh, 
of the Public Service Comm1sswn Laws, a report stgne Y o 

Bonbright, and Adie, N.Y. Legislative Doc. No. 75 (tggo), PP· 334-4 10• 
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plant has been transferred to another company at a higher or )ower 
"acquisition cost"; because the assets have ceased to be "used and""' 
useful" in the public service; because these assets, even though still 
useful, have undergone ~epreciation in efficiency or in life expect
ancy; because a part of their costs has already been recouped by 
the comp~ny throug!1 amortizatio~ or depreciation charges allowed 
as op_eratmg deductiOns; because current replacemem costs would 
be higher or lower than historical costs; because increases or de
creases have taken place in the "general price level" and hence in 
"the va~ue o_f ~he dollar"-in short, because the original costs have 
lost their ongmal economic significance.2 

~~thin recent years, at least, the major division of practice and 
opmwn on these issues of asset "revaluation" has been between the 
position that, as long as the assets remain "used and useful" for their 
intended purposes, they should stay in the rate base at their oricrinal 
costs, _subject only to systematic annual deductions for physical and 
funcuonal depreciation; and the position that the costs should be 
written up or down so as to take account of major changes in con-

.' There is an obvious similarity between these problems of rate-base detennina
twn and problems of fixed-asset valuation in financial accounting. The similarity 
IS much closer under a? actual-cost or net-investment principle of rate control 
than. under a reprod~ctwn-cost or ""fair-value" principle. Indeed, the shift from 
a _fau-value to a net-mvestment principle is often characterized, aptly though not 
with complete accuracy, as a shtft from the realm of the appraisal engineer to 
th~ ~ealm of the accountant. Hence, appraisal engineers may nut welcome the 
shtft. But even under a net-investment standard of rate control, the similarity 
between rules of ~ccoun~ing ·:valuation" and rules of rate-making "valuation" does 
rw_t _rea~h the pomt ~f Identity, although it is being gradually increased through 
a. sluft Ill th~ acc~~ntmg rule; themselves as prescribed by commissions for applica
tion. to public utt~lty and ratlroad companies. The shifts are designed, sometimes 
to tlgh~en:, sometimes to depart from, those "generally accepted principles of 
accounting apphed to unregulated enterprises, so that the regularly recorded 
book values of the public utility assets can be used with minimum revisions as 
components of a rate base. 

In disputes between company representatives and commission staff experts as 10 
.~he proper measure o_f ~he rate base, both sides have sometimes appealed to 
, generally accepted pnnoples of accounting." Thus, companies seeking inclusion 
Ill the rate base of ~ny price at which ~hey may have acquired public utility plants 
from other compames, however much tn excess of original construction costs have 
produced e~~e.rt accounting witnesses to support their contention that 'arms' 
lengt~. acquiSltwn_ costs are the relevant costs for accounting recordation by the 
?cqutn~g enterpnse. (See P· .I75• infra.) And thus, some commission staff experts, 
m seekm.g to deny ~r restnct rate-base allowances for interest 011 work under 
const~Uction, have pom~ed to the _scant recognition given to such allowances not 
only m _standard fi~anoal accountmg but also in accounting for income-tax pur
poses. (See p .. q8, rnfra.) ~hat these. arguments overlook is the fact that, in un
regulated b~smess, accountmg valuatwns do not impose legal restrictions on cor
porate earnmg power. 

THE RATE BASE: COST OR VALUE 

struction costs or in general price levels. The first position is that 
of the "original-cost" or "net-investment" principle of rate making 
-a principle strongly espoused by the Federal Power Commission 
and now accepted, with or without qualifications, in the majority 
of jurisdictions. The second position is most frequently referred 
to as the "fair-value" principle-a principle no longer held legally 
mandatory throughout this country but still accepted in a consid
erable minority of states. 

But the prevailing tendency to identify any departure from a 
net-investment or actual-cost standard of rate making with a "fair 
value" standard, at least whenever the departure takes account of 
current construction costs or current price levels, is both inaccurate 
and confusing. For it seems to imply the existence of only two alter· 
natives, the one calling for a rate base measured by a historical 
record of depreciated cost, the other calling for a rate base designed 
to reflect, not the costs of the assets in any sense but rather what 
they are "fairly" or "really" worth at the time of a rate case. This 
loose and indiscriminate use of the ambiguous term "fair value" 
as an antonym for original cost conceals the presence of other sig
nificant alternatives, such as the adherence to an original-cost figure 
restated in terms of dollars of equivalent current purchasing power. 
It also obscures the prevalent use of "fair value" to mean, not a 
definitive measure of the rate base but rather an eclectic or com
promise standard, which somehow splits the difference between 
conflicting measures. 

In the hope of minimizing this confusion, the present chapter 
will consider the basic distinction between cost and value factors 
in rate-base determination and will stress the point that value con
siderations are by no means absent even under the so-called origi
nal-cost or net-investment principles of rate control. 

THE RATE BASE AS REPRESENTING CONTRIBUTED CAPITAL VERSUS 

THE RATE BASE AS REFLECTING THE VALUE OF THE ASSETS 

By way of noting the interplay between cost and value considera
tions in rate-base determination, let us return to those occurrences, 
already mentioned, that may be claimed to have impaired the 
"economic significance" of the unadjusted, original-cost data. A 
review of these claims suggests two, quite different conceptions of 
the nature of the alleged impairment. According to the first con-
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ception, the costs have lost sig·nificance because they no longer 

reflect, in terms of dollars of current purchasing power, the net 
financial sacrifice for which investors are still entitled to fair com
pensation under a cost-{Jf-service principle of rate control. Accord

ing to the second conception, these same costs have lost significance 

because they no longer reflect the current values of the assets de
Voted to the public service and hence because an allowed annual 
return thereon would not even crudely measure the annual service 

value or rental value of the assets to the consuming public. Thus, 

the first of these notions invokes an investor-sacrifice or cost
recoupment theory of a "fair return," whereas the second imports 

a somewhat roundabout version of a value-{Jf-the-servite standard. 
In actual rate cases, these two significant factors in rate-base 

determination are more often than not intermixed instead of 

receiving separate recognition. But they can be distinguished read
ily for purposes of analysis. Consider, for example, the now uni

formly accepted position that, even under an actual-cost type of 

rate base, a deduction should be made for the depreciation of de
preciable assets. If the deduction is defended as fair to investors on 

the ground that it represents a portion of capital investment which 
has already been recouped by operating deductions charged, in 
effect, against former consumers, the defense rests on an investor

sacrifice or cost-recoupment principle of a fair return. But if the 

deduction is defended on the ground that the assets have "in fact" 

s~ffered physical or functional depreciation, regardless of the ques
uon whether or not the company has been compensated for this 
depreciation by previous charges for services, the standard of cost 

recoupment is made tO give way to the ~tandard of consumer bene
fit. This same distinction is revealed by current arguments as to 

whether or not the rate base (or, alternatively, the nominal rate of 

;etu~) should contain a write-up for price inflation. If the write-up 
IS designed to protect the corporate stockholders against the "confis
cation" of a part of ,their original investment, measured in dollars 

o! current purchasing power, it implies a cost-recoupment prin
ciple of a fair return. But if it is justified on the legally more ortho

dox ground that a rate base should reflect the current values of the 
corporate assets as a source of service to the consumers, it invokes 

a consumer-benefit or value-of-service principle of rate control. 

Nor is the choice between these two points of view one of merely 
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academic interest. For on this choice must depend the question 
what kind of an allowance should be made for price inflation, or 

even whether any allowance at all is justified in a given situation. 

THE VICIOUS-CIRCLE OBJECTION TO A VALUE RATE BASE 

Fur almost half a century, clO\.,'n to the time of the Second World 

War, the fair value principle of rate regulation, distinguished from 
any version of a cost principle, was held to control both state and 

Federal regulation of public utility and railroad rates in a series of 

Supreme Court decisions setting forth the pri~ciple and prescri b
ing rules for its application in specific cases. Data on original costs 

of construction as well as on current reproduction costs were to be 
"considered" along with other data germane to an appraisal of 

property.3 "But the "fact to be found" was "value" or "fair value" 

(the terms were used interchangeably) at the time of the rate case, 

just as in a valuation for tax purposes or in a determination of the 

proper compensation payable tO the owner of property expropri· 
ated under the law of eminent domain. Indeed, the justices who 

'"rote the ruling opinions in the rate cases sometimes made cross 
references to the tax and condemnation cases, thereby implying 
that the meaning of the term "value" remains unaffected by the 

purpose of the valuation. 
Early in the history of the fair-value doctrine, critics of the Su

preme Court's decisions objected that the "value" of public utility 

properties, though acceptable for purposes of tax assessment or as 

a measure of compensation for a compulsory taking, cannot qualify 

<tS a valid rate base since this value necessarily depends on the earn· 

ings that the company will be permitted to derive therefrom-the 

'"We hold, however, that the basis of all calculations ~• to the reasonableness 
of rates to be charged by a corporation maintaining a highway under legislative 
sanction must be the fair value of the property being used by it for the convenience 
of the public. And in order to ascertain that value, the original cost of construe· 
tion, the amount expended in permanent improvements, the amount or market 
value of its bonds and stocks, the present as compared with the original cost of 
construction, the probable earning capacity of the propeny under particular rates 
prescribed by statute, and the sum required to meet operating expenses, are all 
matters for consideration, and are to be given such weight as may be just and 
right in each case. We do not say that there may not be other matters to be re· 
garded in estimating the value of the property. What the company is entitled to 
ask is a fair return upon the value of that which it employs for the public con· 
venience. On the other hand, what the public is entitled to demand is that no 
more be exacted from it for the use of a public highway than the services rendered 
by it are reasonably worth." Smyth v. Ames, 169 U.S. 466, 546-547 (1898). 
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very question at issue in a rate case.• Any attempt to test the fairness 
of the rates by reference to a valuation of the properties is an at· 
tempt to reason in a circle, or, if you like, to put the cart before 
the horse. "Fair value" should therefore either be renounced as a 
measure of the rate base, or else given a special definition, which 
distinguishes its meaning from that assigned to it in other legal 
appraisals, presumably identifying it with some kind of cost or with 
some "fair" figure derived from cost. This vicious-circle argument 
against a fair-value rule was based squarely on the charge of logical 
fallacy. It did not rely on those "practical" objections to reproduc
tion-cost methods of rate control. so frequently voiced by critics 
of these methods. 

This apparently unanswerable objection to a value rate base was 
repeated on many occasions, not only by economists but by legal 
commentators in the law reviews and elsewhere. As early as 1923, it 
was accepted by Justice Brandeis U ustice Holmes concurring) in 
his concurring opinion in the Southwestern Bell Telephone case,5 

which contained the famous phrase that "value is a word of many 
meanings." But although other justices, including Chief Justice 
Stone, later supported Justice Brandeis in this conclusion, the valid· 
ity of the circular-reasoning argument was not overtly conceded 
by the Court itself until 1944, when Justice Douglas gave it express 
recognition in an opinion speaking for the Court.6 One may there-

• This criticism was urged most vigorously, and perhaps with the m0$t telling 
ultimate effect on judicial thinking, by Professor Robert L Hale of the Columbia 
University Law School, who restated his position in his book, Freedom through 
Law (New York, 1952), Chap. 15, "The 'Fair Value' Fallacy in Rate·Making." 

• Southwestern Bell Telephone Co. v. Public Service Commission of Missouri, 
~62 u.s. 276, 289-312 (1923)· 

'Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944). At 
page 601 Justice Douglas wrote: "Rate·making is indeed but one species of price· 
fixing .... The fixing of prices, like other applications of the police power, may 
reduce the value of the property which is being regulated. But the fact that the 
value is reduced does not mean that the regulation is invalid. Block v. Hirsh, 256 
U .S._!M •.. .lb5-tl57 .(J92t); f'lebb.Ja .. v, .yew.Ygr~·.3.91._lJ,,§-..5,~~ ... jfF539 '(l'§i!:Uanll"' 
c:r5es cited. It does, however, indicate that 'fair value' is the end''pl'oaUc'Ci!f the 
process of rate·making not the staning point as the Circuit Court of Appeals held. 
The heart of the matter is that rates cannot be made to depend upon 'fair value' 
when the value of the going enterprise depends on earnings under whatever rates 
may be anticipated." 

In a footnote to the last quoted sentence, Justice Douglas citetl Institutional 
Investors v. Chicago, M., St. P. & P. R. Co., 318 U.S. 523, 540 (1943), lor a statement 
that the meaning of the word "value" is to be gatheretl "from the purpose for 
which a valuation is being made." 

None of the dissenting opinions in the Hope case took issue with Justice Douglas's 
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fore raise the question how the Court, while under the influence 
of its older and more tradition-minded members, cou.l~ hav.e c?n· 
tinued for so many years to deliver opinions a.n~ .dectsw.ns m tm· 
portant rate cases without squarely facing a cnuctsm of t~s under
lying premise so plausible and, if valid, so utterly devastaung. . 

To this question of judicial psychology and legal rea~onmg 
110 complete answer will be attempted her~. But a parual ~n
swer lies in the Court's success in sidestepptng an emba~assmg 
and diffimlt question of substantive law by resort to ruhngs on 
evidence that go a certain distance, at least, toward a recogni-

for rate-tion of the special character ljJjflifM"~~~ 
making purposes. Thus, in . . 1111. . . (later 
Chief Justice) Hughes referred to VICIOUS orc~lanty as a :eason 
for rejecting railroad-land valuations ~as~d induectly on esumat~s 
of corporate earning power. And for similar reas_ons, the Court m 
this and other rate cases gave little if any attenuon to the market 
prices of railroad or public utility securities a~ re~ect,ing the values 
of the underlying properties, despite a suggestiOn m Smyth v .. Ames 
that these prices ought to be taken into account. In short, :Vlule the 
Court talked about value, and while some of its actual rulings were 
predicated on value concepts, the data on which it laid most em· 
phasis as evidence or "elements" of value were records of actual 
co,ts or estimates of reproduction costs. The costs themselves, moi c
over, were not given that critical review of their relevance that a 
skilled apprai.ser would give to them if his interest were confined 
to t[Ieir possible bearing on the value of a property, say, for the 
purposes of a loan by an insurance comp~ny.8 ?n the co.ntrary, the 
cost data seem to have been accepted lll theiT own nght, as an 
index of a value which was fair rather than as evidence of a value 
which fair or unfair, actually existed. 

In ;ny event, the question why the Supreme Court waited so long 
conclusion that "value of the property," in its usual sense, ~~ disqualifted as a 
rate base. On statutory rather than constitutional grounds, Jusuce Ree~. conte~1<.led 
that the Federal Power Commission was untlrr a duty to adhere to trad!lwnal 
concepts of fair value ami earnings." But ev~n these c?ncept~. were those of a 
special rate-making value, the essentials of wluch. he belteved, had been worke~ 
out in fairnc•s 10 investo" and consumers by the time of the enactment of thu 

Natural Gas Act of 1938). 

tliJtfon,cor J>.-,,-.~.,,.. .. (New York, 1937) discusses in tletail the relevance 
of original costs and of replacement costs in proof of the value of property. See, 
especially, Chaps. 8 to 10. 
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before conceding, in language and not just in somewhat hazy rul-

ings on evidence, that "fair value" for rate-making purposes must 

be given a special meaning in order to avoid the circular-reasoning 

fallacy, has become of historical interest only. It now seems gener- Y 
ally agreed, at least by ali experts, that a "fair-value" measure of 

the rate base is not the same thing as a "fair-value" standard in 

taxation, in the law of damages, or in most other legal appraisals.9 

CAN VALUE BE DEFINED SO AS TO AVOID VICIOUS CIRCULARITY? 

Impressed with the force of the vicious-circle argument, many 

writers have gone beyond the point of insisting that rate-making 

value must be given a special iruerpr&.tation in order to qualify it 

as a plausible rate base. They have atlo asserted that the measure 

of a rate base is necessarily cost and not a value in any accurate 

sense. Consistently with this view, they have insisted that the famil

iar debates as to the merits of an actual-cost rate base versus a fair

value rate base should be convened into debates as to alternative 

standards of costs, including various types of replacement cost and 

various versions or modifications of actual cost. The whole philos

ophy of a fair-return standard of rate making, they have declared, 

is a cost-of-service philosophy. On no account, therefore, should it 

be compromised or confused by a backdoor introduction of value

of-service criteria of reasonable public utility rates in the guise of 
value standards of the rate base. 

Offered as a sound, general approach to the detennination of a 

'But in litigated valuations, there has been a backwash into the tax and con

demnation. cases of concepts of "fair value" developed in the early rate cases. In 

the v~luatton of railroad .properties, e.g., tax assessors have been prone to attach 

to esumates of reproductiOn costs, or to rate-case valuations derived from these 

costs, probative significance in disregard of the far lower commercial values of 

the properties as inferred from current stock and bond quotations or from 
capitalized earnings. 

~n the condemnat~on of private. utility system.s under programs of public owner

shtp, a somewhat dtlferent s!tuauon has prevatled. Even in jurisdictions, such as 

New York State, which apply a net-investment or actual-cost standard of rate 

cont~ol, condemnat.ion awards have been based largely on the much higher, repro

ductton·cost appratsals. As a result, the expropriation may become a source of 

large ~indfall profits to the inv~stors in the private company. See Lewis Orgel, 

ValuatiOn under the Law of Emtnent Domain, 2d ed, (Charlottesville, Va .. 
1953

), 

Chap. XVII. In ord~r to remove or reduce t.his source of windfall profits, the 

New. York State Legislature passed a law callmg upon the Public Service Com 

miss10n to certify to the condemnation appraisers the allowable amount of :Thil 
rate base. I have been told, however, that the appraisers have actually "paid ·but 
little attention to the certifications. 
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proper rate base, I believe that the above statement is vali.d. ~ut 

the statement must be revised, not only for reasons of soenufic 

accuracy but also for important reasons of practice: What it rig~tly 

asserts is that for practical reasons to be noted m the followmg 

chapters, "value of the property," in any definitive sense of the 

term "value," cannot qualify as an acceptable measure of the rate 

base. What it wrongly implies is that, in the determination of. the 

rate base, cost factors must entirely supersede value factors smce 

the latter factors are alleged to be completely ruled out by the 

vicious-circle fallacy. 
In fact, however, these factors are not thereby completely ruled 

out-not even under a net-investment principle.10 Thus, the gen· 

eral (though not uniformly applied) rule that the cost of property 

must disappear from the rate base whenever the property ceases to 

be of public service is a value principle: ~he cost is now ignor_ed, 

even if it has not been recouped by prevwus charges for serv1ce, 

because the property has ceased to have any value for its intended 

use. And thus, the reluctance of a commission to include in the 

rate base the price paid for public utility plants in a transfer from 

one company to another company, as distinct from original con· 

struction cost, again imports a value concept in its choice of the one 

cost rather than the other. That is to say, the cost entitled to a fair 

return is the cost incurred for the public benefit, not the price paid 

to buy out other financial interests. Finally, the principles for the 

allowance of depreciation, both as an operating charge and as a 

deduction from cost new in rate-base determination, become hope· 

lessly arbitrary unless they are related, however roughly, to the 

downward trend in the values of the depreciating fixed assets as 

they become older and more decrepit. In none of these situations, 

to be sure, does value supersede cost as a measure of the rate base. 

But in all of them, value factors either influence the choice of the 

relevant cost or else influence decisions as to the proper rates of 

amortization and dates of complete write-off. 

The vanity of attempts to apply cost-of-service principles of rate 

"That is, not ruled out under this principle in its modern interpretation. The 

only way to rule them out, or nearly out, would be to acc~pt rigorously an "un

requited sacrifice" rule of a fair return-a rule under wh•ch a company would 

be permitted to charge such rates as would ~ltimately indemnify ~t for all outlays, 

whether for capital account or for operatmg expenses, but wh1ch would never 

permit it to receive more than full indemnity. Such a rule, in my opinion, would 

be utterly impractical. 
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cont.rol in complete disregard of value factors was recognized by 
JustiCe Jackson in his brilliant dissenting opinion in the Hope 
Natural Ga.s case, 11 in which he denied the applicability of the 

prudent-investment theory to the production phase, as distinct 
from the transmission phase, of the natural-gas business. 

T~e prudent investment theory [he wrote] has relative merits in 
fixmg rates for a utility which creates its service merely by its in
ve~t~ent .. The amount and quality of service rendered by the usual 
~t!lny ~Ill, at least roughly, be measured by the amount of capital 
It puts. Into the enterp~ise. ~ut it has no rational application where 
there Is no such re~atwnsh1p between investment and capacity to 
serve .... The service one renders to society in the gas business is 
~eas~red by what. h~ gets out of the ground, not by what he puts 
mto It, and there IS hule more relation between the investment and 
the results than in a game of poker. 

But if one admits, as I think one must, that the net-investment 

principle of rate control is workable only if it can be made to pre. 

serve some degree of correspondence between the amount of the 

investment and the value of the corporate assets, how can this ad

mission be reconciled with the vicious-circle objection to a value 

rate base? The answer is that, for rate-making purposes, the values 
of the corporate assets must cease to be identified with their value 

as private property and hence as sources of income (or of cost sav

ing) to the corporation or to its investors. Instead, the relevant 
values must refer to the potential values of the assets as instruments 

for the production of service to the community of consumers. If 
these assets were not only utterly essential for the performance of 

the service but also uuerly irreplaceable, their value to the con

sumers would be set by whatever rates of charge for service the 

consumers would be willing to pay rather tha,n go without---set, in 

short, by what the traffic would bear. But if the assets are replace
able, their potential value to the consuming pllblic is limited by 
their replacement costs. . 

For practical purposes, we may define this "service value" of 

public utility assets in another way: as the value that these assets 

would have to the corporation if it were obliged to continue the 

rendition of the service at rates determined withoat reference to 

any principle of a fair return. Under this hypothesis, the assets are 

u Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 628 (194
4
). 

Quoted at p. 649. 
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worth to the company whatever amounts would indemnify it for 

their loss-a loss limited by the opportunity to replace the old 

assets with new assets, probably of a superior designP Such a hy

pothesis may seem meaninglessly artificial. Bu_t either. i~ or s~me 
similar hypothesis is necessary in order to avoid the VICJOUS·CJrcle 

difficulty. Otherwise, if a public service commission or. an appellate 

court were to value a public utility plant, for rate-makmg purposes, 

either at an exorbitant value on the one hand or at a zero value on 

the other hand, its very action would tend to make its findings of 

value come true, g·iven enough potential earning power to support 

the exorbitant valuation. 
Needless to say, the indirect admission of value elements even 

into a net-investment program of rate control is a far cry from the 

acceptance oE "value oE the property" as the .actual measure of the 

rate base. \Ve therefore still face the quesuon whether, under a 

service-value definition of the kind just suggested, the values of the 

corporate assets, as distinct from their costs, can qualify as a sound 

measure. This question, I suggest, requires two answers. The first 
is that the adoption of a value standard, thus construed, is not ruled 

out by the mere logic of the vicious-circle objection.13 But the sec

ond is that, in actual practice, the application of such a standard 

would be hopelessly unfeasible. For it w.ould require the acceptance 

of a replacement-cost-of-service principle of rate control.14 R~asons 

for denying the feasibility of this principle will be stated m the 

following chapters. 

THE CONFUSED MEANING OF "FAIR VALUE" IN ACTUAL 

RATE REGULATION 

The somewhat "difficult" interpretation of "fair value" sug

gested in the preceding section is the one required by any attempt 
to observe the fundamental economic distinction between "value" 
and "cost"~~ in. a valuation for rate-making purposes, while avoid-

" But the hypothesis must exclude from the valuation of the existing plant and 
equipment any allowance for a te":'porary value in excess of replacement cost 
based on the impossibility of imme<hate replacement. . 

'"It does, however, pose some difficult conceptual problems. ra1sed by the q~es· 
tion what required rate of output, and henc~ what requtrcd pl~nt rapaclly, 
should be assumed for the purpose of the appraiSal. 

"See pp. 226-230, infra. 
"'The "fundamental economic distinction" is not that between cost and market 

value,· since vendibility is not an essential attribute of value despite. t~e jingl.e 
that "The worth of a thing is the price it will bring." Instead, the dJS!lnCUon " 
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ing the pitfall of the vicious-circle fallacy. But, although this con
ception of value is implicit in Jome of the Supreme Court's ear
lier rulings and comments on the measurement of the rate base, 
it is certainly inconsistent with others. A similar statement ap
plies to the postwar rate cases in those jurisdictions which, for 
reasons of statute law or legal tradition, have continued to ad
here to a fair-value rule. Any attempt to rationalize the find· 
ings of "fair value" in these cases along the lines just suggested 
would involve the attempt to substitute the philosophy of an 
economic theorist for the philosophy of a legal practitioner. 
While there is implicit in this latter philosophy the same general 
distinction between value and cost that has been set forth in the 
preceding paragraphs, the distinction has been far less sharply 
drawn, so that it fails to reveal those uncomfortable dilemmas 
presented by uncompromising alternatives. 

What has just been said is stated more simply by the observation 
that, in actual practice as distinct from textbook theory, the "fair 
value" standard of rate. control is an eclectic or compromise stand
ard, which takes simultaneous account of conflicting measures on 
the ground that there is "something to be said" for each of them.1s 

between the actua.l or anticipated sacrific-e involved in producing or acquiring 
anr Sought-for ObjeCt, and the favorable importance or prh.eworthiness of the 
obl.ect ~om whatever sta~dpoint is accepted by the person making the valuation. 

ThiS &latement apph~s more clearly to some cases or to some jurisdictions 
than to others. At one ume the Supreme Court, under the influence of Justice 
Bu.tler, aeems to have .come close to the point of identifying "fair value" with 
e~umates of. r_eprodu_cnon cost of a substantially identical plant minus deduc
ttom for opm10n esttmates of "observed depreciation": McCardle v. Indianapolis 
Water Co., 27.2. U.S. 400 (tgllti), a position from which it receded in later cases. 
See my l'al~al1on of Property, Chap. 3'· In Ohio and perhaps in a few other 
states, ~he h1ghes~ state courts have, in effect, interpreted the governing statutes 
as makmg depreciated reproduction cost "the value for the purposes of the case." 
B~t the more usual position is that original cost and reproduction cost, along with 
still other data,. are "elements to be considered." The only definite requirement 
about reproduction cost is that it be "given some weight." See, e.g., Diamond State 
Teleg;aph Company, July 23, t954 (Delaware Suprem~ Court), 54 Public Utilities 
Fortmg.htly 393 (Sept. go, 1954). In_ New York State, the Court of Appeals has re· 
cently_ Interpreted a statute govermng transportation and telephone rates (but not 
electnc and gaa rates) as requiring a commission to take account of data on re
placement cost, But it has denied that such data are controlling. N.Y. Telephone 
Co; v; Public Service Commi.ssion, 309 N.Y. 5~ (lg56). Several years ago, the 
lllmo1s Supreme Court, reversmg the Illinois Commerce Commission held that a 
public utility is entit~ed. to a "fair·value" rate base which gives co~sideration to 
replacement costs. Illmou Bell Telephone Co. v. lllinois Commerce Commission 
414 Ill. 275 (1953). But the Commission's subsequent allowances for "values" in ex: 
ces~ ?f depreciated original costs have varied for reasons not made explicit in the 
opmwns. 
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But the basis of the compromise is itself usually left indefinite, with 
the result that even the expert, familiar with the decision by a par
ticular commission in the last rate case, cannot predict with confi
dence how the conflicting data will be resolved by the same commis
sion in a later case. 

Is this eclectic standard of rate control good or bad? Persons who 
like it praise it for its flexibility and for its refusal to be bound by 
codified rules that may prove embarrassing at later times. 17 Persons 
who dislike it condemn it for its confusion, its indeterminacy, and 
its invitation to endless controversy between corporate or investor 
interests and consumer interests. For reasons suggested in the next 
two chapters, 18 my own convictions support the latter position. 

"Persons who object to any fair-return limitations on public utility earnings 
naturally tend to prefer a "fair-value" rate base as the lesser evil becatJse of its 
very flexibility. This viewpoint was voiced by the late President Hadley of Yale, 
an eminent economist, in testimony before the New York Commission on the Re
vision of the Public Service Commission Laws, Hearings (Albany. 1930), II, 728-729. 
Asked whether, if compelled to choose, he would take a rate-making "valuation" 
based on original cost, or one based on reproduction cost, he replied: "! would 
select reproduction cost every time." One reason for this choice, he continued, is 
that "reproduction cost is not an exact thing. You don't know what it is .... Now, 
on the record of uncertainty-the inevitable uncertainty. it seems to me as [is?] 
an important value in the reproduction cost because the Conuni.sion is left to 
decide things for itself, and the Commissions of the Western St<~tes arc in gen('tal 
well-meaning men who will try not to do a thing that will hurt business. 1 think 
that is the saving clause in the reproduction system, the fact that it is frankly a 
makeshift, the fact that the results are almost necessarily guesswork, ~ml there· 
fore the Commission simply uses it as a general guide to prevent grave abuse~ 
and deddes the cases partly at least by its good business sense as far a~ the Ia•• 
will permit it." While President Hadley was here replying to a question about the 
relative merits of original cost and reproduction cost as measures of the rate base, 
his grounds for preferring the latter apply a fortiori to an undefined ant! flexible 
"fair-value" rate base. 

"I have presented these reasons in much more detail, and by reference to the 
actual history of attempts to apply the fair-value rule, in a minority report of a 
commission appointed to investigate the alleged breakdown of regulation in New 
York State. Cited in footnote 1 of this chapter. 
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WITH OR WITHOUT ADJUSTMENT FOR 

PRICE-LEVEL CHANGES 

As indicated in the preceding chapter, the primary economic issue 

in rate-base determination concerns the question whether or to 

what extent the rate base should comport with an investor-sacrifice 

or actual-cost principle of rate control as against a present-value or 

r~placement-cost principle. We now turn to the merits of this ques

tl?n. !he present chapter and the one immediately following 

Will discuss the nature and philosophy of an actual-cost rate base, 

whereas Chapter XIV will discuss the nature and philosophy of a 

replacement-cost or present-value rate base. 

But before comparing these two different principles of rate con

trol, we must again note the confus_ion imported into the compari

son by the factor of general price inflation, which became serious 

following the Second World War. This inflation has created a wide 

~p b~t.ween the recorded depreciated costs or book values of pub

he uohty assets and the current service values of these assets as 

based on their prevailing replacement costs. But this same inflation 

has also given rise to the plausible contention that, even under a 

strict actual-cost or cost-recoupment principle of rate control, either 

the rate base or else the allowed rate of return should be enhanced 

in order to make the capital costs incurred in early years commen

surate with the money income to be allowed on these costs in later 
years. 

The important point to note here is the vital distinction between 

these two objections to an unmodified original-cost type of rate 

base. Only the first objection calls for the rejection of actual-cost 
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principle of rate making in favor of a present-value or reproduc

tion·cost principle. The second objection calls merely for a restate

ment of original costs in the very interest of the cost-recoupment 

principle. The practical importance of this distinction can be illus

trated by an extreme, but by no means impossible, situation in 

which the (depreciated) replacement cost of the plant and equip· 

ment of a particular company has fallen below (depreciated) origi

nal cost even during a period of rising general price levels.1 Here, 

the acceptance of a rate base lower than original cost would be re· 

q uired under a present-value standard of rate making, whereas the 

acceptance of a rate base higher than original cost would be re

quired under a stabilized-dollar version of an actual-cost standard. 

By way of minimizing the confusion resulting from the twofold 

distinction (a) between an actual-cost and a present-value rate base, 

and (b) between an unadjusted actual-cost rate base and an adjusted 

annal-cost rate base, these chapters will first discuss the relative mer

its of the former alternatives under the simplifying assumption of 

a stable general price level. But since this assumption is not realistic 

under conditions prevailing today, proposals to make allowance 

[or price inflation or deRation even under an actual-cost rule of 

rate making will be considered brieRy toward the end of this chap

ter and will receive extended discussion in Chapter XV, "The Fair 

Rate of Return." 

GENERAL NATURE OF THE ACTUAL-COST 

STANDARD 

In its modem form, the actual-cost or net-investment standard may 

be defined as one which measures the rate base by a summation of 

the actual legitimate costs of plant and equipment devoted to the 

public service (including or plus allowances for interest during 

comtruction), with appropriate deductions for accrued deprecia-

'Jmtice Brandeis called attention to this possibility in his concurring opinion 

in Southwestern Bell Telephone Co. v. Public Service Commission of Missouri, 2lh 

t:.S. 27G, 289-312 (1923). Referring to the use of reproduction-cost standanls of 

rate making in the 18Hos and the early part of the twentieth century, he wrote: 

..At first reproduction cost was welcomed by commissions as evidence of present 

value. Perhaps it was because the estimates then in<.licated values lower than the 

actual cost of installation; for even after the price level had begun to rise, im· 

proved machinery and new devices tended far some years to reduce construction 

costs." P. 299. 
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tion and with reasonable allowances for working capitaJ.2 But this 
definition is obviously indefinite and is even subject to minor viola
tions in actual practice. In consequence, the amount of the rate 
base may be in dispute even among parties all of whom would ac
cept an actual-cost principle of rate contro).3 

A full and critical review of all of these disputes would fill a large 
volume and is beyond the scope of a book so largely limited to the 
basic criteria of reasonable rates. But at least four problems of 
application are of special theoretical interest, and they will be dis
cussed briefly if only to give to the type of rate base here under 
review enough definiteness to permit of a comparison of its eco
nomic merits with those of a present-value rate base. These prob
lems concern (a) the choice between "original" cost and subsequent 
"acquisition" cost, (b) the allowance for interest during construc
tion, (c) the inclusion or exclusion of capital outlays previously 
charged off as operating expenses under earlier accounting conven
tions, and-most important of all-( d) the allowances for deprecia
tion, both as an annual operating charge and as a deduction from 
cost new in the measurement of the rate base. 

• Thi8 definition conforms to general regulatory usage in recent years. The 
standard has been called by various names, used sometimes interchangeably, .arne· 
times with distinctions. "Original cost," in public-utility accounting, has now be
com~ a term of art. It means the co!! of an asset when first devoted to the public 
service rat~er tha? the cost to a transferee company. "Historical cost," though 
once used m ~pec1al senses, has now become a term lor any cost which, having 
already been mcurred, has now become a "matter of history." The "prudent-in
vestment" or "net-investment" principle seems now to be used interchangeably 
with the "actual-cost" principle despite earlier suggested distinctions. "Prudent" 
imports the requirement that the investment, in order to gain recognition in the 
rate ~ase: must have be_en prudently incurred in the light of foresight rather than 
of. h_mds.tght. See JustiCe BrandeiS's comment on this point in his concurring 
op1n10n m Southwestern Bell Telephone Co. v. Public Scnice Commission of Mis· 
souri, supra, note 1. "Net" means net of deductions either for capital investments 
already recouped from revenues charged to depreciation or amortization, or else 
for asset depreciation already sustained-an ob\·ious ambiguity. "Investment" re
f~rs to the capital funds contributed by the company to the public service as dis
unci from the current values of the assets acquired bv these funds. 

• A dispute of this nature was the basis of Justice 'Reed's dissent from the de· 
cision of the Supreme Court in Federal Power Commission v. Hope Natural Gas 
Co., 520 U.S, 591, 62o--624 (1944). While Justice Reed phrased his dissent as one 
in support of the traditional fair-value standard, he raised no objection to the 
Federal Power Commission's refusal to recogni1e replacement costs rather than 
origin~! ~os~s. Instead, he decline~ to go along with the Court in sustaining the 
CommiSSIOns rate order desplte 1ts refusal to include, as a legitimate item of 
actual capital cost, the $17,000,000 of well-drilling expenses and other outlays that 
~he co";lpany had previouslr "conservatively" charged to operating expenses under 
liB earlier accountmg pracuces. See pp. 18a-t8g, infra. 
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OIUGINAL CONSTRUCTION COST VERSUS SUBSEQUENT 

ACQUISITION COST 

Let us assume, as we must under the rate-making standard now 
before us, that the rate base of a company which seeks an increase 
in its rates is to be set at the depreciated actual costs of its properties 
(with adequate allowances for working capital), regardless of the 
question whether or not these costs reAect the present values of the 
assets. But let us also assume that the properties of the present 
company, while constructed at a cost of $6o,ooo,ooo, were later ac· 
quired by purchase from the original company in an arms' length 
transaction for a cash price of $75,ooo,ooo-a price paid in view of 
then anticipated earnings, and despite the existence on the vendor 
company's books of a depreciation reserve of $1 o,ooo,ooo at the 
time of the transfer. Under this assumption, which actual-cost fig
ure should govern the rate base-the $5o,ooo,ooo depreciated con
struction cost, or the $75,ooo,ooo acquisition cost?~ A mere resort 
to the definition of "actual cost" will not supply the answer, nor 
would the substitution of terms such as "historical cost" or "origi
nal cost" (in its traditional, nontechnical sense). For the $6o,ooo,ooo 
construction cost and the $75,ooo,ooo acquisition cost are equally 
actual, equally historical, and equally original (to the one company 
or to the other). 

Problems of this nature-usually complicated, however, by trans
actions between affiliated interests and by noncash purchases or 
mergers-were faced on a wide scale by the regulating commissions 
in the 1930s and 1940s, when, after inexcusable delays, they finally 

• I have discussed this issue at greater length in testimonv off~red on behalf of 
an industrial consumer in a case bdot·e the Maryland Public Service Con11nission 
involving rates charged by the Consolidated Gas and Electric Companv (now the 
Baltimore Cas & Electtic Company), tt·stinwnv later partly published under the 
title "Original Cost as a Rate Base," ~o Accvwtti"!f Review 441-447 (19<f:1). There 
is a considerable literature on the accounting aspects of the subject with incidental 
reference to rate making. For a disCLtssion of the subject frmn the standpoint of 
the accounting profession, sec James L. Dohr, "Power Price 1-'ixing," a series 
of articles in the June, July, and August issues of the ]ollnwl of Accountancy lor 
'945· For sharply opposing poims o£ view on rate-makin~ aspects, sec Homer Kripke, 
"A Case Study in the Relationship of Law and Accounting; Uniform Accounts 
too.:; and 107," r,7 Harvard Law Rettiew 433-478 and 693-727 (1944): and William 
A. Paton, ";\ccounting· Policies of the Federal Power Commission-a Critique," 77 
/ottmal of Accountar1cy 432-460 (1944). Finally, sec Federal Power Commission, 
Report on the Reclassi(icatioTI attd Original Cost of Elutric Plant of Public Utilities 
and LicenueJ (WaJhington, D.C., 19~0). 
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undertook to secure a wholesale reorganization of operating com· 
pany accounts following the financial and moral breakdown of the 
great holding-company systems. Led by the Federal Power Com· 
mission and by the more aggressive state commissions, the country's 
regulating agencies have come close to a settlement of the account· 
ing disposition of these dual costs. The basic property records are 
now kept at an "original cost" expressly defined as cost to the person 
(corporate or natural) first devoting the property to the public 
service. For the most part, this means actual construction costs. But 
the acquisition costs to the present accounting company are also to 
be recorded, and the difference between the two figures (with ad· 
justments for depreciation, the provisions for which are not clear, 
at least not to me) is to be charged (if acquisition cost is higher) 
or credited (if lower) to a special Acquisition-Adjustment Account 
-an account subject to later disposition, usually by fairly rapid 
amortization in the case of a debit entry. 

This accounting disposition of the problem, however, has not 
been conclusive for rate-making purposes; for the question remains 
whether the rate base must be governed entirely by what is now 
called the "original cost." There is the further question whether 
any excess in acquisition cost, even if included in the rate base, 
should be subject to standard rules of depreciation or whether it 
should be subject to special types of amortization. These problems 
are not easy ones, and only their barest elements will be discussed 
here. But the elements are important, and they have nQt always 
been recognized in the partisan debates on the issue. 

Our hypothetical case presents the problem in its simplest form 
in assuming not only that the $75,ooo,ooo transfer price was paid 
in cash but also that it represented an arms' length transaction be· 
tween strangers. We may add the further assumption that, viewed 
as a business transaction, the price paid for the properties by the 
present company was not extravagant in the light of the generous 
earnings that might have been anticipated under the influence of 
the then prevailing rules and practices of rate regulation. This be· 
ing the situation, what are the merits of a contention by the present 
company that, even under an actual-cost rule of rate making, it 
must be permitted to en joy a "fair" rate of return on the cost in· 
curred by it rather than on the cost to the vendor company? 

Subject to a qualification to be noted presently, I think that this 
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contention is without merit and that the relevant cost datum is the 
$5o,ooo,ooo depreciated original cost. True, the $7 5,ooo,ooo tra~s
fer price was also an actual cost-in fact, the ~nly cost .actually m· 
curred by "the present accounting company. But ~h1s co:t does 
not represent a contribution of capital to the pubhc serviCe. In
stead, it represents a mere purchase by the present company of 
whatever legal interests in the properties were possessed by t.he 
vendor. Even under an actual-cost standard of rate control, m· 
vestors are not compensated for buying utility enterprises from 
their previous owners any more than they ar~ co~~ensated. f.or 
the prices at which they may have bought pubhc utlhty secun~1es 
on the stock market. Instead, they are compensated for devotmg 
capital to the public service. The only capital so devoted was the 
original $6o,ooo,ooo, of which $w,ooo,ooo has already be~n. re· 
couped from revenues earmarked as allowances for dep~eoauon. 
The present company's claim is therefore merely a cl~1m to be 
standing in the vendor company's shoes. This conclusiOn ~"?~ld 
be equally valid if the figures were reversed and if the acqulSltiOn 
cost were to fall $25,ooo,ooo short of the depreciated original 
cost.~ 

The foregoing conclusion is subject to revision if the trans~er 
of the properties to their present corporate owner ":as a~ es~ent1~l, 
or at least a desirable, part of a program of integrauon, JUStified m 
the public interest for the purpose of securing operating efficiencies 
that would offset any unavoidable excess in acquisition costs over 
original costs. In such a situation, and in view of the failure of our 
prevailing public utility laws to provide for compulsory mer~ers, 
a claim by the present company that its purchase of the acquned 
properties was, in effect, a devotion of capital to the public serv· 
ice, cannot be dismissed as without merit. On the contrary, the 

• The unfairness, not to say the absunlhy, of a unHorm rule permitting a tra~•· 
feree of a utility plant to claim his purchase price ~s a measure .of ~ate·malung 
investment was noted by Judge Learned Hand, speakmg for the Clf<'Uit Co.urt of 
Appeals for the Second c:irwit in an accounting case hwolvin!( the valuatiOn of 
property acquired by the present company through a merger of two predecessors. 
If the rate base, he said, were to be set at the price paid by the .new. purchaser. 
then "the builder who dod not sell is confined [or his base to hts on.t~mal cosc 
he who sells can assure the buyer that he may use as a base whatever he P~Y~ m 

ood faith. If the builder can persuade the buyrr to pay more than the ongtnal 
~ost the di!Ierence becomes a part o[ the base and the .public •:lll.st r."Y ~.atcs. c~m· 
puted upon the excess. Surely this is a most undestrablc dmmctwn. Ntagara 
Falls Power Co. v. Federal !'ower Commission, 137 F (~d) 787, 79~ (•943)· 
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company may properly receive an opportunity to prove its claim, 
although difficulties of proof are serious. Proof should be more 
readily adduced with respect to mergers or acquisitions, the terms 
of which have first been cleared with the regulating commission 
after a full public hearing and investigation. 

There remains the question whether any excess in acquisition 
cost over original cost, if found includible in the rate base, should 
later be subject to depreciation or amortization through cost
recoupment allowances charged to annual operating expenses, or 
~hether any required amortization should be cleared through the 
mcome sta~ement ''below the line" (of operating deductions), 
thereby takmg place at the expense of the corporate stockholders. 
At least for purposes of accounting, the latter alternative has been 
chosen by the Federal Power Commission. As to the correlative 
tr~atment_ o~ the problem for rate-making purposes, something 
wtll be satd m the next chapter, on depreciation. 

INTEREST DURING CONSTRUCTION 

In a rate base measured by actual cost, there would be no occa
sion for an allowance for interest during construction if capital 
devote~ by the company to the public service were given an op
po~tu~uy to en joy a "fair rate of return" from the very moment 
of Its mvestment.6 Some commissions, indeed, have granted this 
opportunity by including directly in the rate base amounts ex
~ended o_n wor~ still under construction and hence not yet render
mg pubhc servtce. But unless these amounts are relatively small 
compared to the investments in completed plant, their immediate 
inclusion in the rate base would be a questionable departure from 
t~e general principle that the public utility consumers of any 
gtven year should pay a return only on the costs of those assets that 
are p~rfo:ming ~or them a useful service. In any event, the general 
~racuce IS to _wnhhold from the rate base major plant construc
tiOn costs unul the plant itself has become part of the "used and 
useful" property. 

.. 'This &ecti~n summarizes .th~. conclusions of a report, dated Aug. 25, 1952, entitled 
Interest dunng Construction that I submitted to Messrs. Arthur Andersen & 

Co., Public Accountants, The report was largelr a commentary on points raised 
by the Federal Power Commission in its opinion in the Northern Natural Gas 
case, decided June 10, 1952 (Docket Nos. G-1382, G-1533, G-1607). It was in· 
c~uded as par~ of a bro~hu~e ?Y Arthur Andersen & Company entitled "Prin
ciples Underlymg the Capttal!zauon of Interest During Construction," dated March 
1 • 195!· 
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As long as this withholding practice exists, as I think it should, 
at least in times of rapid plant expansion, there arises a need for 
some rate-making provision whereby the company may eventually 
receive an adequate compensation for its advance commitment of 
capital. The standard provision of this nature, and the one that I 
believe most satisfactory, is that of a "computed" allowance for 
interest during construction-an allowance not restricted to the 
contract interest, if any, that the company may pay on loans de
signed to finance the construction_ work. "Interest. during con
struction" is not a happy term for this allowance; but It has become 
traditional, and no clever phrasemaker has yet offered a convenient 

substitute. 
So far as I know, the propriety of some allowance of this type as 

a component of the rate base has been conceded by all commissions. 
But, several years ago, the standard form of its recognitio~ ~as 
challenged by the staff members of the Federal Power Co~m.•sswn, 
who insisted that the allowed rates of "interest" should be hmned to 

the low contract rates payable on borrowed funds instead of being 
set at rates, such as 5 or G per cent, typical of the usual "fair rate of 
return." The staff even intimated that, on grounds of "accounting 
principles," the compensation payable to companies for their com· 
mitment of capital in advance of any claim to a fair return should 
take the form of later enhancements in the allowed rate of return 
instead of taking the form of enhancements in the rate base. The 
relevant "accounting principles" were found to lie in the strict 
adherence of orthodox fixed-asset accounting to the principle of 
cost. While the failure of a company to earn any return on capital 
embodied in work in progress was conceded to justify more liberal 
later allowances of opportunities to make a profit, it was held not 
to constitute a "cost" in an accurate sense, at least not in any sense 

recognized in financial accounting. . 
This attempt by the Commission's experts to judge the ments 

of a practical rule of rate control by an appeal to ".g~neral prin~i
ples of accounting" gave some spokesmen for the uul.ny compan~es 
a dose of their own medicine.7 But to me, at least, It seems q ulte 

'1 refer particularly to auemp ts b')' expert witnesses for public utilit')' con~· 
panies to invoke "accepted principles of •. acco~n.ting" in .~up port of the recogm· 
tion of acquisition costs rather than of abortgmal costs as components of the 
rate base. Both sides in rate-case disputes have a tendency to find these "accepted 
principles" relevant when, but only \~hen. they comport with whatever rules of 
rate making they favor in the case at bar. 
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unconvincing, since it has little or no bearing on the really im
portant practical question-whether the provisions for compensa
tion on capital that has been tied up in work under construction 
should take the form of a rate-base enhancement or of a rate-of
return enhancement. Here, I think standard procedure is wise in 
accepting the former alternative, and for reasons quite apart from 
the academic question whether the allowance of interest during 
construction is regarded as a recordation of an actual cost, or al· 
ternatively as the allowance of a credit to the corporation for a 
temporary denial of opportunity to earn a return on cost.8 

As to the question whether the allowance for interest during 
construction should be based on percentage rates approximating 
contract interest on secure loans, or whether it should be based on 
a higher rate approximating an accepted ''fair rate of return," the 
answer should depend on the answer to the further question, 
Which comes closer to reflecting the "time discount" that the in
vestment market places on investments on which the anticipated 
return is subject to a material delay, as compared to investments 
that promise immediate income? To the best of my knowledge, 
no thoroughgoing study of this problem has ever been made. But 
the well-recognized market preference for early, and hence less 
uncertain, realization strongly suggests a time discount not lower 
than that reflected by a standard "fair rate of return." 

RECLASSIFICATION PROBLEMS IN STATEMENTS OF ORIGINAL COSTS 

One difficult problem in the "interpretation" of a net-investment 
standard of rate making may be illustrated by the most famous 
example of its occurrence in the history of American public utility 
regulation: the example of the Hope Natural Gas case of 1944.9 I 
mention it here as raising the question whether a capital cost, how
ever legitimately incurred, may properly be excluded from an 

'In my opinion, the latter interpretation is correct, since a failure to earn any 
return on the cost of a capital asset is not in itself a cost in a strict sense. As to 
the proposal to disallow rate·base enhancements in favor of a more liberal "fair 
rate of return," this would impose upon those persons w'ho must calculate the 
proper percentage rate the obligation of attempting to do indirectly, and without 
benefit of adequate accounting data, what the oven allowances for interest during 
construction do directly and systematically. Anyone who has faced the difficult 
problem of establishing a fair rate of return or of estimating "cost of capital" can 
hardly welcome a change in the rules of rate-base determination that would 
needlessly add to his difficulties. 

'Federal Power Commission v. Hope Natural Gas Co. ~20 U.S. 591 (1944). 
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actual-cost rate base on the ground that the company has already 
recouped the outlay from earlier customers, or at least has en joyed 
an adequate opportunity to secure recoupment. 

The reader may recall that, in the Hope case, the Supreme Court, 
expressly renouncing the fair-value doctrine in Smyth v. Ames, up· 
held the Federal Power Commission in its acceptance of original· 
cost data to the exclusion of replacement-cost estimates in the meas· 
urement of a rate base. And on this particular issue there were no 
dissents from the majority opinion by Justice Douglas. But in its 
summation of original costs, the Commission had excluded ap
proximately $17,ooo,ooo of outlays, mostly in the nature of well
drilling expenditures, which the Commission's own accounting 
rules would recognize as capital outlays but which the company. 
following the earlier practices of the natural-gas industry, had 
previously charged off as operating expenses. In reply to the conl
pany's argument that, regardless of their accounting disposition, 
these outlays represented actual costs of properties still used and 
useful in the public service, the Commission insisted that the costs 
had already been recouped, under the guise of current operating 
expenses, by charges for service imposed upon the earlier cus· 
tomers. 10 Hence, a later reclassification of the expenditures as 
items of capital investment, entitled to future compensation, was 
deemed improper, as involving the vice of double-counting against 
consumers. 

Justice Douglas's opinion did not pass directly on the merits of 
this issue, since it found the Commission's rate order to be fair 
regardless of possible infirmities in the technique of rate-base de
termination.u But two of the dissenting opinions (those by Justices 
Reed and Jackson) took sharp issue on this point; and both the 

10 In support of its contention that the outlays hat! already been recouped, 
the Commission stated that, during the period (18gB to 1923) for which the com· 
pany sought to reaccount for its plant costs, the averajle rate of earnings on its 
average invested capital (capital stock and surplus) was more than 15 per cent. 
But for reasons stated in pp. 21<>-212. infra, the enjoyment of excess earnings does 
not in itself prove capital-cost recoupment or return of capital. Justice Jackson's 
dissenting opinion is good on this point. 

11 Referring to his conclusion that the Commission's rate order was fair when 
judged by practical standards of corporate financial requirement and of reward for 
risks assumed, Justice Douglas declared: "In view of this disposition of the contro· 
versy we need not stop to inquire whether the failure of the Commission to add 
the $•7,000,000 of well·drilling and other costs to the rate base was consistent 
with the prudent-investment theory as developed and applied in particular cases." 
320 U.S. 591 at 6o5-&6 (1944). 
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legal and the practical merits of the issue remain unsettled to the 
present day. What made this issue, as presented in the Hope case, 
so difficult was that it raised the frustrating problem of the fairness 
of retroactive regulation, applied to a company hitherto subject 
to no Federal regulation and apparently to only limited state regu
lation. If the Hope Company's earlier practice of charging well
drilling outlays to operating expenses had been sanctioned by the 
Federal Power Commission and had been accepted by the Com
mission as a basis on which to account for capital costs and operat
ing costs in the determination of reasonable rates, its later attempt 
to restore the outlays to its capital accounts would clearly have 
been indefensible on the ground of double-counting.12 But such 
was not the situation in the Hope case, since the company had 
ceased "expensing" its well-drilling costs in 1923, five years before 
the passage of the Natural Gas Act. One may therefore seriously 
doubt whether its superseded accounting practices had actually 
resulted in the imposition upon earlier customers of higher charges 
than would have been imposed even if the later, superior form of 
accounting had been followed right from the beginning.13 In view 
of this doubt, one may question the fairness of the Commission's 
refusal to permit the retroactive reclassification of the well-drilling 
expenses, especially so since the very imposition of a net-invest
ment standard of rate control on a concededly well-managed com
pany which had long been free from any such strict regulation was 

a A situation like that just mentioned has applied to reclassification problems 
raised in other rate cases. Thus, in Illinois Commerce Commission v. Common· 
wealth Edison Company, April 13, 1933, 15 P.U.R. (N.S.) 404, the Commission 
disallowed, as part of the "true" cost of plant and equipment, approximately 
$4o,ooo,ooo of overhead costs incurred between 1908 and 1934 which, though other· 
wise properly included as a part of plant construction costs, had been treated 
as operating expenses by the company itself. "It would be improper," said the 
Commission, "to allow the company to capitalize on its books now any items (apart, 
of course, from mere accounting errors) which were charged to operating expenses 
and so reported in reports to the Commission for the period from July 1, 1913 
to the present." To the best of my knowledge, these disallowed overhead costs have 
never been restored to the Commonwealth Edison Company's plant accounts, with 
the result that the book costs of the company's present properties are said to 
understate their original costs. 

11 But the Federal Power Commission had some basis for an affirmative answer 
to this question because of the fact that, in a 1921 rate case, seven years prior to 
the passage of the (Federal) Natural Gas Act, the Public Service Commission of 
West Virginia had allowed the Hope Company's claim that its well-drilling ex· 
penses should be included among its current operating expenses. As of 1923 and 
thereafter, the same state commission required Hope to charge future expenses of 
this type to capital account. 
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itself a rugged-though, in my opinion, a justified-innovation in 
public policy. 

Aside, however, from questions of retroactive fairness, I believe 
that the Federal Power Commission was warranted in attaching 
far more weight to the manner in which a public utility company 
has accounted for its capital outlays than would seem to have been 
deemed proper by Justice Jackson in his dissenting opinion warn
ing against the tendency "to make a fetish of mere accounting." 
The very nature of an actual-cost or net-investment standard of 
rate making is such as to impose the necessity of making somewhat 
arbitrary, conventional distinctions between operating costs and 
capital costs.l4 In view of this necessity, rate regulation wisely 
places a high premium on consistency of accounting practice, for 
reasons analogous to those which also dictate adherence to reason
able consistency in income-tax accounting. 

THE DEDUCTION FOR ACCRUED DEPRECIATION 

Up to a ume ending, perhaps, in the middle of the 1930s, writers 
and commissions were not in agreement as to the propriety of any 
deductions for depreciation in the measurement of a rate base 
derived from actual costs rather than from estimates of current 
replacement costs. Some writers argued that the deduction from 
cost new of an allowance for the depreciation ("decline in value") 
of the corporate assets imports into a cost rate base a value ele
ment which has no business there. 

Today, this issue is closed as a matter of accepted practice. Ac
tual cost, no less than replacement cost, is now recognized as sub· 
ject to deductions for depreciation. But the question what consti
tutes a proper allowance for depreciation, both as an annual op· 
erating charge and as a negative component of the rate base, is 
still one of the most difficult and most controversial problems of 
rate-base determination under the actual-cost principle. Because 

"The special importance of these somewhat arbitrary distinctions between capi
tal outlays and operating costs lies in the fact that, even untler an actual·cost 
standard of rate making in its accepted form, public utility companies may not 
seek restitution from later consumers for deficiencies i11 revenues set·uretl from 
earlier consumers; nor, on the other hand, may reali1etl earnings in excess of an 
established "fair rate of return" be credited to the rate base as a return of capi
tal. See Professor R. L. Hale's significant treatment of this point in his article on 
"Utility Regulation in the Light of the Hope Natural Gas Case," 44 Colum/1ia 
Law Review 488-sso at 503-520 (1944). 
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of its involved character, its discussion will be reserved for the 

next chapter. But provisionally, the deduction for depreciation, 

under the actual-cost standard, may be defined as a deduction for 

that part of the capital costs of the fixed assets that has already 

been, or should have been, recouped from past revenues. 

THE TWO MAJOR ADVANTAGES OF AN 
ACTUAL-COST RATE BASE 

In introducing the chapters of this book on "reasonable-return" 

standards of rate control, Chapter X distinguished five different 

goals of rate-making policy by reference to which one might judge 

the relative merits, alike of alternative measures of the rate base 

and of alternative measures of a fair-percentage rate of return. An 

exhaustive study might now attempt to apply first the one test and 

then each of the others to an appraisal of the claims on behalf of 

an actual-cost rate base versus the claims on behalf of a reproduc

tion-cost or present-value rate base. But this procedure would be 

needlessly confusing, since it would involve endless detail which 

would draw attention away from the primary issues involved in 
the controversy. 

Stated briefly, the claimed superiority of an actual-cost standard 

of rate making lies in the two, closely related, virtues of admin

istrative feasibility and of capital-attracting or credit-maintaining 

efficiency. 1~ Also stated briefly, the claimed superiority of a re-

"The great classic in defense of the "prudent-investment" principle of rate 
making, which remains unrivaled by the later literature despite a number of 
statements whose validity woul<l now be challenged, is Justice Brandeis's minority 
opinion (concurring as to results) in Southwestern Bell Telephone Co. v. Public 
Service Commission, 262 U.S. 276, 290 (1923). "The thing <levorcd by the investor 
to the public use,'' he declared, "is not specific property, tangible or intangible, 
but capital embarked in the enterprise." The Justice found the legal basis for this 
position in what may be called a quasi-agency conception of a pt1blic utility com· 
pany. "The investor agrees, by embarking capital in a utility, that its charges to 
the public shall be reasonable. His company is the substitute for the state ilt the 
performance of the public service, thus becomi11g u public servam." [My italics.] 
Perhaps because the issue was not raised by the contesting parries, the opinion 
did not consider directly the question whether even the amoum of "the capital 
embarked in the ente<prise," as distinct from the fair value of the corporate as
sets, should be stated in terms of dollars of currently equivalent purchasing power. 
But Justice Brandeis minimized the weight of the price-inflation argument for a 
fair-value rate ba.1e by suggesting the likelihood of later price deflations, such as 
had previoudy occurred in American history. 

The Supreme Court's later renunciation of the fair-value rule in the Hope case, 
while going far toward accepting Justice Brandeis's economic and practical de-
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production-cost or present-value standard lies in its supposed per· 

formance of the function of a competitive price in controlling de· 

mand for public utility services so as to prevent wasteful overuse 

on the one hand and inadequate use on the other hand. Postponing 

the latter claim for the chapter on the replacement-cost principle, 

we may now consider the affirmative case in favor of actual cost. 

\/ 1. SUPERIOR ADMINISTRATIVE FEASIBILITY 

No program of rate regulation is self-executing. On the contrary, 

any such program must be administered; and the responsibility for 

its effective administration falls on a state or Federal public serv

ice commission. Among the most important virtues of an actual· 

cost rate is that of relative ease of administration in terms of speed· 

ier disposition of rate cases, definiteness of decision, and minimum 

expense to all parties and to the commission.16 It is a virtue re

luctantly conceded even by supporters of a "fair-value" rate base. 

To be sure, these supporters have rightly noted that even an actual

cost standard is by no means free from serious controversy-a con

troversy likely to shift from rate-base issues to disputes about the 

"fair" rate of return. But since the fair-value standard, in its cur

rently accepted version, accepts both actual-cost and replacement· 

cost data as so-called "elements of value," its acceptance merely 

adds new controversies. Moreover, as commissions and courts get 

more experience with the application of actual-cost rules of rate 

control, there is good reason to hope for a material reduction in 

sources Eor disagreement. 
What has just been said is not meant to imply that, in a jurisdic· 

tion operating under a fair-value rule, where a rate-level case re-

fense of the alternative "prudent-investment" rate base, did not follow his pro· 
posal to substitute an investment standard for a value standard as a test of con· 
stitutionally "confiscatory" rates. Instead, the Court seems 10 have left open the 
question what, if any, rate-making restrictions may be imposed upon a legi~la· 

ture or a public service commission by the due-process clause of the Constuu
rion of the United States. On this point see the separate opinion of Justices Black 
and Murphy. See also a later decision, Market Street Ry. v. Railroad Commission, 

324 U.S. 548 (1945), in which the Court declined ro up~t a Califor~ia commissi?n 
rare order which fixed a rate base below actual cost mu!Us convenrwnal deprecta· 
lion. 

"This great "practical" advantage of an actual·cost rate base over an appraised· 
value rate base was developed in much more detail, and with historical examples, 
in the Minority Report of the New York State Commission on the Revision of 
the Public Service Commissions Law (1930), a report in which I participated as a 
member of the Commission. See Chap. IX, note 1. 
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quires an expensive engineering reappraisal of plant and equip· 
ment, the sum total of rate cases held in any one year will neces
sarily impose upon commissions, and upon the disputants, more 
trouble and expense than would be imposed under an actual-cost 
rule. Indeed, the contrary situation is likely to prevail; for the dif· 
ficulties of an engineering valuation are so great that they dis· 
courage commissions and parties from engaging in rate cases, with 
resulting serious delays in needed rate revisions. 

V
1 

2. GREATER EFFECTIVENESS IN CREDIT MAINTENANCE 

In hearings before public service commissions, critics of the 
actual-cost principle have sometimes asserted that even its defend· 
ers can clairp nothing in its favor save the "practical" virtue of con
venient administration, In fact, however, this assertion is false. The 
primary advantage claimed for the principle is that of superior 
efficiency in enabling public utility companies to maintain their 
cr~dit and to secure needed new capital on terms most favorable 
to the consuming public. This claim rests on considerations of cor· 
poration finance, which demand the maintenance of a sound rela
tionship between corporate earning power and the annual revenue 
requirements imposed by fixed and quasi-fixed charges on out· 
standing securities. Since these charges depend on the amounts of 
outstanding bonds and preferred stock, they are far more closely 
related to the capital actually invested in the corporate properties 
than to the current reconstruction costs or present values of the 
corporate assets. 

\ .. / For reasons already noted in Chapters IV and VI, the basic criti· 
cism of an actual-cost principle from the standpoint of economic 
theory runs to the effect that historical costs are sunk costs and 
hence that they should be disregarded in price fixing, since they 
fail to set up a proper barrier by which to discourage excessive con
sumption of public utility service while permitting all worth-while 
consumption. Thi~ is a weighty criticism, and one that will again 
receive attention in Chapter XIV. But even if valid, it would not 
belie the offsetting superiority of an actual-cost standard when 
judged by the quite different criterion of capital-attracting ef
fectiveness. For, although actual costs will have become sunk costs 
at the time of a rate case, they are not sunk costs when first in
curred, and it is at this time that investors must balance, ex ante, 
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the expected future return on any proposed investment agai~st 
the presently required outlay of capital. In other words, what m· 
duces investment is the expectation of a return on (or return of) 
costs that will have become sunk as soon as the investors have made 
their commitments. Whatever scheme of rate regulation will put 
investors in a position to draw this balance between presen~ out· 
lay and anticipated future return with the most confidence IS t.he 
scheme most likely to permit a well-managed company to mam· 
tain sound financial health at a minimum "cost of capital" to the 
consumers. 

So clearly is the security structure of modern public utility c~m-
panies geared to an assumed earning power based on sunk c~~It.al 
investments that I very much doubt whether a so-called fair· 
value" rate base would win that widespread favor which it still 
enjoys within the industry and among profession~! inv~st~rs were 
it not for the conviction that it will always remam, as It IS today, 
the higher rate base or, at least, that it will ;eve~ fall b~lo_w a rate 
base measured Ly depreciated actual cost. 1 This conviction rests 

011 the belief that, because of the political power of the labor unions 
wmbined with other inflationary influences, the long-run trend 
of prices will continue upward, perio.ds of bus_iness recession con· 
stituting at most temporary interrupuons or shght reversals of the 
general trend. 

THE DANGER THAT ACTUAL COST WILL 
BE REJECTED IF HIGHER THAN 
REPRODUCTION COST 

Even some supporters of a reproduction-cost principle of rate con
trol have conceded that the actual-cost standard has the advantage 
of gTeater effectiveness in credit maintenance and hen~:e in capit~l
attracting efficiency. Their preference for reproduction cost hes 
in other directions. But two objections to an actual-cost standard 
must be noted in this chapter since they challenge actual-cost ad
vocates on their own ground of credit maintenance. The first ob· 
jection is that, during a period of price inflation, equity capital 

"The tendency of public utility spokesmen to support the fair-valu~ principle 
onlv when it leads to the establishment of a rale base at least as htgh as o~e 
derived from actual costs was noted by Justice Brandeis in his separate opinion Ill 

the Southwestern Bell Telepho11e case, supra, note 15. 
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cannot be secured in sufficient amounts under any system of rate 
making which fails to protect stockholders against further infla
tion. The second objection is that the original-cost principle will 
be publicly rejected whenever, for reasons of price deflation or 
of technological progress, its maintenance calls for the establish
ment of rates of charge for service higher than current replacement 
costs. These two objections are obviously related; but we may treat 
them separately, the second in the paragraphs immediately follow
ing. 

This objection runs to the effect that original-cost rate making 
is a deviation from competitive-price determination popular with 
the consuming public only as long as the deviation is in their favor. 
But let reproduction-cost appraisals fall in the future as they fell 
(or would have fallen had they come into widespread use) during 
the period of falling prices from the 187os to the 18gos, and the 
very persons who now so loudly proclaim the fairness and efficiency 
of the actual-cost tests will shift their position and join in a de
mand that public utility rates be set free from the bondage of in
flated historical costs. 18 Those rare stalwarts who demand con
sistency even of themselves will be hopelessly outnumbered by 
newer experts, by more recently appointed commissioners, and by 
other persons not bound by embarrassing prior commitments. 

More serious, perhaps, than the danger of an official reversion 
from a well-established actual-cost rate base to a lower, fair-value 
rate base would be the danger of competition from new, publicly 
owned utility systems, possessed of plant and equipment both more 
efficient to operate and less costly to construct. To persons who feel 
sure that this country will never again undergo a major decline 
in price levels, this danger may not seem serious. But there re-

11 
Writers ?n th~ history of rate regulation have often noted that, when the up

ward trend m pnces tended to make "fair values" higher than reported original 
costs-a tendency that became marked by the time of the First World War
various spokesmen for consumer interests and for company or investor interests 
shifted sides so as to maintain the more "practical" type of consistency-support 
for the lower or the higher rate base, respectively. When railroad rates in Nebraska 
were at issue in the litigation leading to the Supreme Court's pronouncement in 
Smyth v. Ames, 169 U.S. 466 (18g8), Mr. William Jennings Bryan, as counsel for 
the state, argued that, if the constitutionality of the rate statutes was to be tested 
by reference to any fair-return standard, this return should be related to current 
reproduction costs and not to the much higher corporate book values. These latter 
values, however, were said to have been grossly inflated through the practice of 
stock watering. 
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mains the danger that full recovery of the costs of old plant and 
equipment may be precluded by revolutionary developments in 
the technique of production, for example, in the field of atomic 
energy. The actual experience of the railroads, and the even sad
der experience of the electric street railways, are examples of such 
a danger. 

A completely reassuring answer to this objection is not possible 
in my opinion. Hence, one must put down to the debit of an actual
cost standard the distinct possibility that it may later become in
operative. For at least two reasons, however, I do not find these 
objections sufficient to condemn the standard. In the first place, 
even when the fair-value principle is in force, as it now is in Ohio 
and some other states, it may well later be renounced as unwork-
able or as contrary to the public interest. In the second place, the V' 
danger that an actual-cost rate base may be difficult to sustain in 
the face of falling prices or of technological progress, can be re-
duced, even though not avoided, by rapid cost-recoupment in the 
form of liberal allowances for depreciation. As to any danger 
that may still remain, it can be and should be allowed for in the 
concession to public utility companies of "fair rates of return" 
well in excess of interest on secure loans. More will be said on 
this point in Chapter XIV, which will stress the fact, well illus-
trated in the transportation field, that not even a reproduction-
cost or "fair-value" principle of rate making can survive more than 
a limited degree of extraordinary technological obsolescence. 

FAILURE OF AN UNMODIFIED ACTUAL-COST 
STANDARD TO SAFEGUARD STOCKHOLDERS 
AGAINST PRICE INFLATION 

For reasons already suggested in this chapter, and for other reasons 
to be discussed in Chapter XIV, the "practical" advantages of an 
actual-cost standard of rate making are so great, and the "theoreti
cal" advantages of a reproduction-cost standard are so dubious, that 
many writen predicted a general shift from the latter standard to 
the former following the renunciation of the "fair-value" doc
trine by the Supreme Court as a mandatory "law of the land." Up 
to a point, history down to date has confirmed this prediction; for 
the majority of states, including some that have adhered verbally 
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to a. "fair-value". r~le of rate making, have actually applied some 
verswn of an ongmal-cost rate base with little or no recognition 
of current reproduction costs.t9 

E~en today, however, the so-called "fair-value" rule of rate 
makmg ~as not yet suffered its oft-anticipated complete demise. 
Indeed, m several jurisdictions it has been restored to some meas
ur~ of its earlier vigor by the action of a commission, a court, or a 
leg1slat~re. But one would be naive in assuming that the partial 
r~~tora~wn has been based on any conversion of influential po
hucal mterests to a reproduction-cost or present-value theory of 
rate ma~ing as distin~t from an actual-cost theory. Almost certainly, 
the rev1val of the fan-value doctrine has been based on another 
consideration: namely, on the failure of the actual-cost standard 
in its traditional version, to make any direct allowance for th~ 
se~ious, continuing price inflation. Rightly or wrongly, many fair

~md:~ people have regarded this failure as grossly unfair to pub
he ut1hty stockholders, on the ground that it measures the stock
holder investment in terms of dollars that have lost their former 
significance. 

11 Attempted classifications of the state and Federal jurisdictions by reference to 
the accepted_ measure of the rate base are unsatisfactory because of the prevalence 
of co_mprom1se measures, because not all commissions have adhered to uniform 
practice: and because commissions, courts, and legislatures have played fast and 
loos~ with t.he t~rms "value" or "fair value" as standards of rate control. For a 
part1al class~fi~allon, ~ee. a. published report by the Federal Power Commission 
State CommiSSIOn ]unsdrctwn and Regulation of Electric and Gas Utilities June' 
1954· A more recent study of rate cases prepared by the public accounti~g firrd 
o~ A~thur Anderse~ & Co. finds that the commissions in 21 states and in the 
D1.st.nct of Colum~t~, together with the Federal Power Commission, "have ex
~hcilly adopted ong~nal co~t or investment as the rate base"; that the commis
stons of 7. state~, while subJeCt ~o statut~s imposing fair-value requirements, have 
~ctually g1ve.~ . sole or predonunat:t wetght to original-cost evidence"; and that 
tn 12 states fau value as defined m Smyth v. Ames is still the test of a lawful 
rate base_ ... although for various reasons original cost or investment has been 
adopted m a number of decisions." Return Allowed in Public Utility Rat c 
Supplement # 3 (tg5g). e ases, 

In New York State, because of an utterly irrational distinction in th 
stat~tory prov~sions as to the criteria of reasonable rates, gas and electric com~ 
pames a_re subject. to an actual-cost sta.ndard, whereas telephone and transportation 
c?mpames are subject to a standard whtch must give an unstated degree of considera
tton to _an undefine~ value of the property-a "value" prcsumabl some· 
how denved from estllnates of reproduction cost. New York T 1 h y c 
Pub!' s · C . . e ep one o. v 

tc ervtce omtmsswn, 300 NY 569 (tg<6} In 19• 7 th M · 1 · 1 · 
f 11 · .. " . ' · . ~ · ~ • e ame egts a· 

t~r~, o owmg a cour~ ~ectswn tmposmg a fair-value test, passed a bill pro-
vtdmg that the comm1ss10n, in fixing a rate base "shall not 1· 1 d 1 " 0 ' nc u e current 
va ue. n the other ha~d: the Minnesota legislature passed a Jaw making it 
mar:datory for ~.he_ commt.~st_on (which lacks control over gas and electric com
pames) to take fau value mto account. 
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Adoption of a fair-value measure of the rate base has been seen 
as the most expedient way by which to make amends for this fail
ure. For this purpose "fair value" is not identified with a repro
duction-cost rate base, since such a rate base would often confer 
upon the common stockholders enhancements in the dollar values 
of their equity securities far in excess of any increases in general 
price levels or in current "costs of living." But, in line with tradi
tions followed at times (though rejected at other times) by the 
Supreme Court, "fair value" has been interpreted to mean a rate 
base which, while derived in large measure from actual costs, gives 
some "equitable consideration" to estimates of depreciated replace
ment cost. And in this way, what goes under the name of the "fair
value" rule can really be turned into a liberalized version of the 
actual-cost rule, the liberalization taking the form of some equita
ble upward adjustment in the rate base as an offset to price infla

tion. 
The question whether or not any such offset is justified, either 

in fairness to corporate stockholders or as a necessary concession 
to the need to attract equity capital, presents an extremely com
plex problem. Its discussion will be deferred to Chapter XV, on 
"The Fair Rate of Return," since any desired adjustment for in
Ratio!). can be made through the percentage rate rather than through 
enhancements of the rate base. But what should be noted here is 
that, if such adjustments are to be applied to the rate base, they 
can be made more effectively through price-index revisions of an 
actual-cost rate base than through engineering revaluations of the 
public utility properties. Indeed, resort to reproduction-cost ap
praisals is an absurdly crude device by which to protect public 
utility stockholders against the impairment of their capital invest
ment or of their "real income" against price inflation: first, because 
the appraisals apply to the entire corporate property rather than 
to the common-equity interest therein; secondly. because the price 
changes that they record are changes in construction costs, not 
changes in cost-of-living indices; and thirdly, because their allow
ances for depreciation are not related directly to the actual de
preciation reserves. The import of this last statement will be noted 

in the following chapter. 

----
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XIII 

THE RATE BASE: ALLOWANCES FOR 

DEPRECIATION UNDER AN 

ACTUAL-COST STANDARD 

In an effort to explain, free from confusing complications, the gen
eral nature and claimed advantages of an actual-cost or net-invest
ment principle of reasonable rates, the last chapter has paid only 
casual attention to the most difficult problem of measurement
that of proper allowancesforctepfeaa:ti:on: We must now discuss 
tftls-pmbtem1fff6reTiffning, in the next chapter, to the reproduc
tion-cost or present-value theory of rate regulation. But in order 
to simplify a discussion that must remain somewhat complex in 
any event, we shall assume in~~L the e~iste!:J.£~_()J stable 
P!i~~~els, with a mere footnote reference to the importan-iques
tion whether, in periods of general price inflation or deflation, 
offsetting adjustments should be made in the allowances for ac
cruing and accrued depreciation.l Such adjustments would be re-

1 
See p. 275, infra. For a discussion of price-level adjustments in business-income 

determination, see Study Group on Business Income, report entitled Changing Con
cepts of Business Income (New York, '95•): James L. Dohr, "The Next Step in 
Depreciation Accounting," 8g journal of Accountancy 1 14-119 ( tg:,o); the same 
author's "Limitations on the Usefulness of Price Level Adjustments," 30 Accou1!t
ing Review •98--205 (1955); F. Warren Brooks, "Needed Reform for Utility Tax 
Depreciation," Public Utilities Fortnightly, Sept. 24, 1953, pp. 3-11. But in public 
utility rate making under the general philosophy of an actual-cost standard, there 
arises the need to avoid the introduction of price-level adjustments that would 
make the ~omm_o~ _stockho_lders the recipients of c~~ital gains ~nd losses resultin~ 
from the mflextbthty of Interest and preferred-dtvtdend requirements. 1 believe · 
that the most promising solution of this problem would lie in the application of ~ 
the price-index adjustments to the entire plant of a public utility company (and 
not merely to the common-stock equity in this plant), combined, however, with 
the creation of a consumer-equity account to which would be credited all dollar V 
write-ups in excess of those needed to restate the common-stock capital in dollars 
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uired under that modified version of an actual-cost rate base, 
q h' . l noted at the end of the last chapter, which restates Jstonca costs 
in dollars of equivalent purchasing power. But in other respe~ts, 
the relevant concepts and procedure of depreciation accounung 
would be the same as those to be discussed here, contrary to the 
requirements of a strictly construed reproduction-cost or present
value standard of rate making.2 

For convenience in exposition, this chapter is divided into three 
main sections. The first section discusses the meaning of "depre
ciation" as the negative term of the rate base~as t~e _amount to be 
deducted from actual or original cost new m arn~mg ~t. the de
preciated cost or net investment on which a pubhc ut1hty com-

of current purchasing power. A corresponding split-up of the depreciation reserve 

would also be required. . f d 1 
• But in "fair-value" jurisdictions, courts and commissiOnS play ast a~ . oos.e 

with the value concept, with the result that their Ireatment of deprec.tatiO~." 
often impossible to reconcile with any ba~ic :·the?ry" of reasonable pub~tc 

1 
ut~l_'~Y 

rates. In a letter to me commenting on thts situatiOn, ?"e of t~e _co~n~ry s ea. I ~ 
rate experts, with a wide experience as a witness in ~tfferent JU~ISdtctlons, wntes. 
"The subject is handled so loosely, erratically, and vanonsl_y ~y dtfferent regula~ory 
bodies that a general philosophical discussion o~ depreoatw_n would have little 
practical importance." Appraisers, he adds, sometimes start with a cost-n~w figure 
above original costs (either estimated reproduction c?sts or book co_sts_ adJUSted by 
price indices) and apply to this basic cost a deduction for depreoatlo~ equal to 
the depreciation reserve enhanced by the per cent by which the baste cost ex
ceeds the book cost. 

In so-called "fair-value" states, the most obvious departure from any practice 
consistent with a present-value or reproduction-cost rate b_ase _ha~ lain in the a!· 
most uniform acceptance of book costs, unenhanced by. p~tce mdtces, as t~e basts 
on which to calculate the annual allowance for depr~~'?twn as a_n _operatmg de
duction. See National Association of Railroad and Utthtl~s Commtsswners, Rep?rt 
of Committee on Rates of Public Utilities, 1954 Proceedtngs, PP· 1?,7- 199· ~otmg 
the general refusal of commissions to allow what has been called ~c~no~mc de
preciation." See also the separately printed 1954 Report _of the ~SS?Cl~~10n s Com
mittee on Depreciation which, in rejecting ~he :·economtc-d_epreCiatwn_ argument, 
notes that a public utility official, in advancmg It, had admitted. that, ~~ the eve~t 
of a decline in prices, his position would need to be "reconsidered. 53 Publte 
Utilities Fortnightly 556--557 (April 29, '954)· 

More recently, the public utility trade journals have hopefully ~eported a few 
rate cases which concede a company's claim for annual depreoatlon allowances 
based on higher costs than book costs. See Re Indian~ Telephone Co., 16 PUR 3d 

490 (1957); Iowa-lllinois Gas and Electric Co. v. Cny of ~ort Dodge, 2_48_ Iowa 
1201 20 PUR 3d ,59, 85 N.W. 2d 28 (1957); Texas Ratlroad Commtsswn v. 
Hou~ton Natural Gas Corp., 155 Texas 502, 13 PUR 3d go, 289 S.W. 2d 559 (1956). 

In earlier days, while still adhering to the "fair-value" doctnne m Smy_th. v. 
Ames, the Supreme Court held that a public utility is entitled to. a d~p.reCiatwn 
basis measured by the current value of its property rather than by Its ?ngmal cost. 
United Railways Co. v. West, 280 U.S. 234, 252-254 (1930). But when It_ renou~ced 
the value doctrine in the Hope Natural Gas case, it expressly overruled Its prevwus 
ruling on depreciation. 320 U.S. 591, 6o6--6o7 (•944)-
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pany is entitled to an opportunity to earn a "fair rate of return." 

The second section discusses the annual allowance for accruing 

depreciation as an operating expense or operating deduction. The 

third section returns to the rate base in order to note exceptions 

to the general principle set forth in the first section-the princi

ple which identifies "accrued depreciation" with recouped capital 

outlays. A more logical procedure would be to discuss first the 

depreciation allowance as an item of operating expense, since the 

concession of this allowance to the company is what justifies the 

deduction of accrued depreciation in the determination of the 

rate base. But I have chosen the present sequence in order to stan 

with the question raised first in the actual controversies about a 
proper rate base. 

MEANING OF DEPRECIATION AS A NEGATIVE 

TERM OF THE RATE BASE 

Except for a company operating with brand new plant and equip

ment, the actual or original cost of the public utility properties 

does not constitute the usual measure of the rate base under an 

"actual-cost" standard. Instead, the accepted measure (with allow

ances for working capital and for interest during construction) is 

·:~ost minus depreciation." An applicable definition of deprecia-

~i.on is therefore called for. 

Applied to property, depreciation is generally defined as decline 

in, or loss of, value; and this definition was formerly accepted by 

some accounting authorities as relevant to fixed-asset valuations in 

financial statements, although with the qualification that the term 

should refer only to those diminutions in value attributable to 

causes eventually leading to complete retirement-notably, wear 

and tear, action of the elements, obsolescence, and inadequacy,3 

Appraisal engineers have sometimes quoted the same or similar 

definitions as if they were also applicable to valuations based on 

estimated replacement costs. But in actual practice they have often 

used the term in another sense, as referring to a value differen

tial rather than to a loss in value over any given period of time 

'Se~ the se~eral definitions quoted by the Committee 011 Terminology of the 

Arnen;an Institute of Accountants in a report discussed below, pp. 2ot-202 • The 

committee noted the lack of uniformity as to what value-reducing forces should 
be recognized in depreciation accounting. 
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-to the difference between the lower value of the old and ob

solescent existing property, and the higher cost (and hence, the 

higher assumed value) of a hypothetical new property.~ 

Both of these related conceptions of depreciation in terms of a 

value decrement or value deficiency would have their place in the 

determination of a rate base designed to reflect the present value 

of public utility properties as distinct from their cost. If this value 

were to be derived from a record of actual construction cost, the 

allowance for "depreciation" should reflect any fall in value, not 

otherwise recognized, that may have taken place since the date of 

the construction. If, as is more plausible for older properties, the 

value were to be deduced from an estimate of current replacement 

cost-and the relevant replacement cost, despite some judicial 

opinions to the contrary, is the cost of a modern substitute plant 

-the deduction for "depreciation" should summarize the value 

inferiority of the existing property, including the inferiority due 

to liability to earlier retirement. This deduction, moreover, should 

be subject to a partial offset for any superior quality of the present 

plant over the hypothetical modern substitute-a superiority often 

claimed in the early railroad valuations, in the form of allowances 

J_pr road bed solidification. 
But when we turn to an actual-cost standard of rate control, 

there arises a serious problem of redefinition. For under this !at· 

ter standard, actual cost is accepted as a measure of the rate base 

on its own merits instead of being accepted only in proof of the 

"real value" of the property. What, then, is the relevance of a nega

tive term in the rate base, called "depreciation," which is so gen

erally treated as a value concept? 
Earlier writers sometimes answered this question by borrowing 

for rate-making purposes an accounting definition once suggested 

by a British authority, P. D. Leake. 5 Leake defined depreciation 

as "expired capital outlay"-in other words, as "expired cost"

thereby transferring the word from a value to a cost category. But 

this definition was a dodge rather than a solution, and the fact that 

•This distinction is discussed in my Valuation of Property (New York, 1937), 

Chap. 10, Its importance has been stressed by Professors E. L. Grant and Paul 

T. Norton, Jr., in their treatise Depreciation (New York, 1949). 
• Depreciation and Wasting Assets, gd ed. (London, 192o). The Interstate Com· 

merce Commission once defined depreciation as "lessening in cost value." Valua· 

tion Docket No. 2, TeKas Midland Railroad, 75 l.C.C. 1 at 1•5 (tgtS). But "cost 

value" is self·contradinory, as would be "weight·height," or "length-width." 
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it still enjoys some currency among accounting writers who must 
be aware of its spurious character illustrates the tenacity of con· 
venient though specious phrases. For cost does not "expire." What 
may be said gradually to expire is the economic significance of the 
asset as it grows older, in short, its utility or its value. "Expired 
cost" is therefore mumbo jumbo, and a reversion to the old asso· 
dation of depreciation with loss in value would be a far more 
sensible alternative.8 

Partly in view of the above-noted difficulties of reconciling the 
deduction for depreciation with the acceptance of a nonvalue rate 
base, some writers of earlier days denied the propriety of any de· 
duction.7 Original cost, they declared, is original cost-a purely 
historical datum; and it should not be discounted for depreciation 
unless the 'resulting rate base purports to reflect what the proper
ties are now "rea II y worth," contrary to the philosophy of a cost 
basis of rate control. 

Fortunately for the financial soundness of the public utility 
companies as well as for the efficiency of rate regulation in other 
respects, this view no longer prevails. Under a properly adminis
tered actual-cost or net-investment standard of rate control, the 
necessity of making allowances for accruing and accrued deprecia· 
~ion as operating charges and as rate-base deductions, respectively, 
IS now generally conceded. No doubt the income-tax laws, which 

:The current uniform systems of accounts prescribed for public utility enter· 
pnses ~~ the state and Federal commissions incorporate, with minor variations, 
a definition .proposed i~ t~e 1938 Report of the Special Committee on Depreciation 
of the Nat1onal AssoCiatlOU of Railroad and Utilities Commissioners: " •.. the 
loss in service value not restored by current maintenance incurred in connection wit~ the consumption. or prospective retirement of ntilit; plant in the course of 
serv1ce .f~om. causes wh1ch are kn?wn to be in current operation and against which 
the uuhty IS not protected by msurance." "Service value" is in turn defined as 
"the differe.~ce betwee.n the origi.nal cost and the net salvage value of the utility 
plants. . . . Taken hterally, thu last-quoted statement would identify "service 
value" with cost and hence would not make sen11e. l assume, however, that the 
statement was intended merely to designate the quantum of property to be af
fected by the depreciation account. 

'See my .valuation of Property (New York, 1957), Chap. 31, revising a view that 
I had p~ev1ously .taken in 27 Co!umbia Law Review 113-131 (•9•7)· Some of these 
ear!y w.rners demed the very existence of depredation as applied to a large, well· 
ma~!!lamed plant composed of a great number of assets due for retirement at 
vanous times. A brief critique of this. pla~t-immonality doctrine appears on 
PP· ~07-209 and 1127-1129 of the book JUSt clled; but the more recent literature 
appears to deem the doctrine unworthy even of discussion. The combined force• 
of inc?me taxation and of rapid technological progress have made it dearly in· 
defensJble. 
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have given public utility companies an incentive to take ~or t~x 
purposes deductions as liberal as the Internal R~venue Servtce will 
permit, have done much to change current atmudes, even on the 
part of the corporate managements." . 

As yet, the problem of rationalizing the modern prawce of d.e· 
predation accounting by means of formal definitions that _wil~ atd 
in the further development and improvement of the pracuce melf 
has not received a completely satisfying solution. Hut a promising 
;tpproach to such a solution has already won widesp~e~d ~~ce~t
ance, namely, in the identification of "accrued depreetauon Wtth 
an amortized cost only indirectly related to decline in value. The 
significance of this nonvalue definition will now be noted. 

ACCRUED DEI'RECIATION DEFINED' AS AMORTIZED COST 

AND NOT AS DECLINE IN VALUE 

v" Under an actual-cost philosophy as I construe it, the deduction 
for depreciation as a negative term of the rate base does not pu~pon 
to measure the loss in value actually sustained by the depreetable 
fixed assets since their dates of acquisition. What it represents is 
the amortized costs of the assets in the sense of that part of the 
costs which has already been charged, or which should have been 
charged, to previous periods of operation. "Cost minus ~e~recia
tion" is therefore a shorthand expression for costs remammg to 
be amortized by future charges to operation and hence indirectly 
by future charges against the consumers of public utility service. , 

This denial that depreciation here means fall in value is not 
tantamount to a denial of any important relationship between t'!e_ .... 
two concepts. As a matter of sound accounting and sound price_ fix· 
ing, the rates ;n which capital costs are-gradually transformed tnt? 
a series of charges to operating expense should be based on plaust· 
ble assumptions as to downward trends in asset values in_ the ~our~e. 
of their useful service lives. More will be said on thts pomt m 

• Rules of depreciation accounting accep_ted _in incOine-.tax. administr~tion are 
not binding, as a general rule, on compames In the puuhcatiO~ of rhe1r annual 
reports or on commissions in their calculations of revt;nue. requuem.ents for rate· 
making purposes. But the presence of wide and chrome differences I~ a "?urce ~f 
justifiable suspicion that either the one rule or the other may be mvahd. Th15 
suspicion, in my opinion, justly applies to the dist.inction curr~ntly drawn be· 
tween the diminishing-charge methods of cost amorllzatwn perm•tted under Sec· 
tion 167 of the 1954 Internal Revenue Code a_nd t~~ less rapi~ methods of de· 
predation still adhered to for purposes of pubhc uuhty accounung and rate con· 
trol. See pp. 218-222, infra. 
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the second section of this chapter. But even so, what is deducted 
sub nomine "depreciation" is the cost that has been, or should 
have been, amortized and not the actual decline in value, estimated 
with benefit of hindsight. 

Under a systematic and consistently applied program of rate 
regulation, this procedure of capital-cost amortization through an
nual charges to revenue account is by no means one of mere book
keeping. Instead, it is designed to afford a company an adequate 
opportunity to recoup from consumers its investments in fixed 
assets during their estimated useful-service lives. The deduction 
for depreciation makes the rate base portray the company's net 
investment in used and useful properties-that part of its gross 
investment which it is entitled to recoup in the future and on which 
it is meanwhile entitled to earn a "fair rate" of return. 

Were it not for qualifications to be discussed in the third sec
tion of this chapter, one might therefore correctly substitute "re
couped investment" for "accrued depreciation" as the thing to be 
deducted from cost new in the measurement of the rate base. Tern-

.. - porarily, these qualifications will be ignored for the sake of simple 
exposition. Hence, in this section and in the second section, we 
shall assume that the deduction for depreciation is to be meas
ured by the company's existing depreciation reserve, and that this 
reserve reflects whatever portions of the cost of existing plant and 
equipment have already been recovered by the company through 
charges for service imposed on previous customers. 

Not all company spokesmen have conceded the validity of the 
above-stated rationale of a deduction for depreciation in the meas
urement of the rate base.9 Some of them have insisted that any re-

'Even today, some public utility representatives oppose revisions in the uniform 
systems of public utility accounts requiring the showing of depreciation reserves, 
not on the liabilities side of the balance sheet but as a contra to property on the 
assets side-a showing that has the support of modern accounting authorities. 
See William A. Paton and William A. Paton, Jr., Asset Accounting (New York, 
1952), p. 399· The revision is opposed as lending credence to the deductibility of 
the reserve for rate·making purposes. 

A compromise between the deduction and the nondeduction of the depreciation 
reserve once gained some favor. Here, the rate base is set at undepreciated cost; 
but, in the determination of the annual revenue requirements for rate-making 
purposes, the consumers are credited with a notional rate of interest (typically 3 per 
cent) on the amount of the depreciation reserve. That part of, the gross costs of 
the properties reflected by the reserve is thus treated as if it had been financed 
by a consumer loan, instead of being treated as a cost already recouped from the 
customers. This procedure may still be followed in a few states. But its days are 
numbered since it rests on arguments of such a flimsy nature. 
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coupment of investment made possible by the allowance for ac· 
cruing depreciation as an operating charge is a mere recoupment 
by the corporation and not by its security holders. This conten
tion is quite true in the normal situation of continuous plant ex· 
pansion, since the revenues that cover the ~eprecia.tion charges ~re 
regularly reinvested in new plant and equipment mstead of. bemg 
paid back to stockholders or bondholders. But when the. remvest
ment takes place, the cost of the new property, whether m the na
ture of a replacement or of an improvement, is charged to plant 
account and added to the rate base. No net reduction in the rate 

base takes place. 
What has just been said would need modification if a company 

should find it necessary to set aside all or part of its depreciation
covering revenues in a special replacement-reserve fund made 
up of cash or of highly liquid securities yielding low r~tes ?f 
interest. But reserve funds of this nature are seldom reqmred m 
public utility finance and, if required, are properly treated as 
creating special situations. A more important qualification is that 
called for when a company cannot time its replacement and ex
pansion program so as to reinvest its retained revenues without 
material delay. As a result, the company may be in temporary 
possession of redundant liquid assets which it must hold until 
needed. Here again, some readjustment is called for in fairness to 
the corporate investors. But the readjustment does not require the 
nondeduction of the full depreciation reserve. Instead, it can take 
the form of an allowance in the rate base for "construction working 
capital" over and above the conventional allowance for operating 

working capital. 

THE ALLOWANCE FOR DEPRECIATION 
AS AN OPERATING EXPENSE 

Our provisional identification of accrued depreciation with re
couped capital outlays supplies a partial answer to the basic ques
tion raised near the beginning of this chapter-that of the rele
vance of a deduction for "depreciation" in the measurement of 
an actual-cost rate base. But it leaves unsolved another problem 
in depreciation accounting for rate-making purposes: the deter
mination of a proper annual allowance for accruing depreciation 
as an operating expense. This problem is still highly controversial 
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and will doubtless long remain so because of the absence of any 
single, "theoretically correct" solution and because the choice of 
a wise, workable solution must be based on a variety of partly 
conflicting considerations, the quantitative importance of which 
defies precise measurement. 

In one respect, however, the actual-cost principle greatly sim· 
plifies the task of securing a workable solution. For, properly ad
ministered, it minimizes the issue of fairness to investors because 
it permits a marked degree of coordination between the allow· 
ances for current depreciation as an operating deduction and the 
build-up of the reserve for accrued depreciation. With on~! im· 
portant qualification and with appropriate adjustments in the "fair 
rate of return," any method of amortization (say, group straight· 
line) can be made as fair to investors as any other (say, sinking 
fund). The important qualification is that the method which con
templates the faster recoupment is likely to be the one offering the . / 
greater assurance that the recoupment will actually take place. 
More will be said on this point in a later paragraph. 

THE DEPRECIATION ALLOWANCE VIEWED AS A 

TEMPORAL COST APPORTIONMENT 

On the general character and significance of the annual allow· 
ance for accruing depreciation, as distinct from its measurement, 
there is no longer room for serious dispute in the light of modern 
accounting theory. The allowance for any given year is but one 
step in a systematic and gradual transfer of capital costs into a 
series of charges to current operations during the estimated use
ful lives of the depreciable fixed assets. In this way, the attempt 
is made to apportion the costs of the a.~sets among the years dur
ing which they perform service instead of charging them in lumps 
either to the year of acquisition or to the year of retirement. Thus 
the cost of a depreciable fixed asset is treated as a prepaid expense, 
to be amortized through a series of subsequent charges against 
current revenues. 

This conception of the nature of depreciation allowances for 
rate-making purposes coincides with the modern view of deprecia· 
tion accounting as a tool of business-income determination.lO In 

10 More than twenty years ago, this position was taken by Professor Perry ~f:tson, 
in his Principles of Public-Utility Dep~eciation (Chicago, 1937). 
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a much-quoted report on the latter subject, the c.ommittee on Te~· 
minology of the American Institute of Accountmg expressed th1s 
view as follows: 

. h' h . 0 Depreciation accounting is a system of acco~nung ~ tc a1ms l 
distribute the cost or other basic value of tangtble capHal a.ssets, l.ess 
salvage (if any), over the estimated us~ful life ~f the umt (whtc~ 
may be a group of assets) in a systematic and rational manner. It ~s 
a process of allocation, not of valuation. Depreciation for. the year IS 
the portion of the total charge under such a system that. IS allocated 
10 the year. Although the allocation may properly take mto account 
occurrences during the year, it is not intended to be a measurement 
of the effect of all such occurrences.11 

The view, accepte~ by the Committee o~ Te~minolo~ with 
respect to financial statements and ~cc~pted tn tht.s b~ok wtth re· 
spect to rate regulation, that deprectat10n accountmg ts a form of 

,./ cost apportionment and not a process of ann.ual ~eappraisal, offers 
a useful approach to the problem under revtew.12 The further r~· 
quirement that the method of amortization must be syste~atiC 
rather than haphazard or rather than subject to the .co~vemence 
of the management, while not wholly free from ambtgmty, off~rs 
one step toward a solution by its exclusion of a number of Ill· 

advisable ways of accounting for retirements ?r replace~ents t~at 
were once practiced by public utility compames. But whtle rettre
ment accounting and replacement accounting would .be rul~d out, 
there would still remain room for choice among a nch vanety of 
alternatives, each expressible by curves of mathematical simplicity 
or elegance. . 

As to the basis of choice among these alternatives, the Com· 

u American Institute of Accountants, Accounting Research Bulletin, No .. 22 \New 
York, , 944), reprinted in the Institute's Accounting Trrmmology B~lldm:, No .. ' 
(New York, , 953). In an illuminating article on "Concepts of n.epreoauon, .Louts 
Goldberg of the University of Melbourne compares this conception of dcpr~c·a~lon 
with that previously expressed Lly the Institute of Chartered Accountants m Eng· 
land and Wales. 30 Tl1e Accounting Review 468-481 (•g;,,,).. . 

u But in one important respect the report of the ~omn~HLce on Termmology 
ms to me subject to serious criticism: namely, 111 tts fatlure to note th~t the 

~~~tinction between a cost allocation anrl a valuation b not that of an antithesis. 
Perhaps the Committee took this point for grant<:d. ~u'. 1 have see.n t~e repor~ 
cited as authority for the statement that, stnce depre~latwn accountmg ts a P.ro 
cedure of cost allocation, it thertfore cannot he t!estgnec.l t~ reflect the dechne 
·1 a t values between dates of acquisition and dates of retirement. Such a con· 
~11usi:~ is a non sequitur. Conceivably. the cost all~atio? itself may be based on 
plausible assumptions as to rates of asset-value c.letenoratlon. 
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mittee on Terminology was content to declare that the method 
of allocation, in addition to being systematic, must also be "ra
~ion~l." ~ut i~ did not supply any criteria of rationality, although 
It W1se~y 1mphed that any of various alternatives might be rational 
-possibly equally rational in the dim light of foreknowledge o[ 
future events and probable consequences. Other writers have dis
c~ssed at length criteria of rationality or reasonableness, either 
wah respec~ to standard financial accounting or with respect to 

rate r.egulatwn. 13 But the subject is highly involved, and what fol
lows IS designed chiefly to illustrate the difficulty of the problem 
and the need for further analysis in the light of actual experience. 

THE APPORTIONMENT OF COSTS ON 

RELATIVE-BENEFIT PRINCIPLES 

~pplied under an actual-cost philosophy of rate control, the 
rauona!e of the systematic transfer of capital costs originally 
~harged t~ plant account into a series of smaller charges to operat· 
mg c~sts ~s.a corol.lary of the principle that the costs of supplying 
public uuhty services should be borne, as far as feasible, by those 
custo~ers w~o derive a benefit from the particular outlays in 
q uestwn. It IS for this reason that the burden of reimbursing a 
company for the acquisition of capital assets is distributed over 
the periods during which customers will enjoy the use of these 

'•In its application to accounting for unregulated industries, the subject is di•· 
cussed by all the advanced treatises on accounting. See also E. L. Grant and Paul 
T .• ~otto?, _Jr., Depreciation (New York, 1949). These authors righ£1y in my 
opm1on InSISt on the i d te · h ' • n e rmtnate c aracter of depreciation accounting: pp 
39-40, 184, !J65. . 

b In rate regulation, the la.w an·d· practice of depreciation accounting are discussed 
Y the textbooks on pubhc utility economics or rate making. The lead in the 

mo~ern development Was taken by the New York and Wisconsin commissions 
dunng _th~ t93os, following two famous Interstate Commerce Commission Reports 
Deprectatton Charges of Telephone Companies (No. 147oo) and Deprcciatio~ 
Charges of Steam Railroad Companies (No. 15100), written by Commissioner East
man, II~ I.C.C. 295-411 (1926). A report on Depreciation-a Review of Legal •md 
A~c~~ntmg Problems, by the staii of the Wisconsin Public Service Commission 
( a !Son, ~93.3} was followed.' in '948· by a more elaborate Report of Committee 
o.n Deprccwtwn of the Nauonal Association of Railroad and Utilities Co 1 · _ 
swners (Washington DC ) Th' 1 m nts f • · ·• 1943 . ts llotab e document appeared several years 
a ter some •tate and Federal commissions had made depreciation accounting 
ma~datory under the uniform systems of accounts, thereby making obsolete the 
re~t~e.ment:expense ~c~ounting _hitherto so widely practiced by the notHelephone 
utthlles wah comml5ston sanctiOn. '936 is often cited as the year of the general 
change-over to depreciation accounting. 
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assets. By the time when the assets have ceased to perform a useful 
service, their costs should already have been fully recovered.u 

Since a "benefit rationale" is basic to the whole process of depre
ciation accounting, viewed as an instrument of rate regulation, one 
naturally looks to the same rationale for guidance as to a choice 
of a reasonable method or rate of cost amortization. Equal appor
tionments, one may assume, should be mat.le to years of equal 
benefit; heavier apportionments to years of heavier benefit. Or 
rather, the amortization of the costs should take place at such a 
rate that, in combination with the allowed fair rate of return on 
those capital costs that are still unamortized, plus the annual allow
ances for taxes imputable to those assets, it will impose annual 
burdens on consumers related as closely as feasible to the relative 
benefits conferred upon them by different years of use. In the de· 
termination of these relative benefits, account must be taken of 
the fact that the use of newer and more modern fixed assets will 
free consumers from the obligation to defray the heavier current 
operating expenses imposed by the retention of aged and obsoles
cent assets-expenses exclusive of depreciation allowances but in· 
elusive of all charges for current maintenance. 

This relative-benefit criterion of a sound basis of depreciation 
accounting for rate-making purposes presents serious conceptual 
difficulties quite aside from the obvious practical problems of ex 

ante measurement-difficulties that have not often been squarely 
faced in the literature. Indeed, the difficulties are probably in· 
soluble without resort to convenient fictions or hypotheses, the 
validity of which must rest on their workability for practical pur
poses of rate control. One way to envisage the problem is to view 
it as a search for rates of cost amortization that, together with the 
allowances for a fair return and for taxes, will be roughly cor
related with the annual rent values of plant and equipment-rent 
values which, in all probability, will gradually decline as the prop
erty grows older, contrary to the behavior of Oliver Wendell 
Holmes's "one-hoss shay." 

"As Dr. Terborgh points out, the replacement of asseu b likely to take place 
continuously, or in a series of steps, antedating the retirement of the assets. This 
gradual process of "degradation" is characteristic of electric generators, which are 
used less and less as they grow older, finally being relegated to the status of stand-by 
equipment. See George Terborgh, The Bogey of Economic Maturity (Chicago, 1945}. 
pp. 102-108. 
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But at best, since the cost apportionments must be made ex ante, 
subject only to a minimum of midstream revisions, any correla
tion between the resulting annual charges imposed on consumers 
for capital costs (depreciation plus fair return plus taxes) and the 
relative benefits derived by consumers from the use of older assets 
as compared to newer assets, must be extremely rough. Hence, the 
choice of any given method of depreciation accounting must not 
be premised on any assumption of a close adherence to a relative
benefit standard.lG 

An alternative rationale of the periodic assignment of deprecia
tion charges may be preferred to the one just suggested. But it 
amounts to a restatement of the same idea in a different form. 
Here, the.. annual allowance for depreciation is an allowance for 
an assumed, probable rate of decline in the service values of the 
assets-a decline typical of assets of the character and ages of the 
assets in question. Being systematic and standardized, this allow
ance cannot portray the many ups and downs in asset values be
tween dates of birth and dates of death. It therefore represents, not 
the actual changes in value from yea~ to year but a stylized allow
ance for a downward trend. But with all of its practical and con
ceptual deficiencies,16 this indirect association between annual 

"The absence of any such dose association is implicitly recognized by the ac· 
ceptance of rules of rate regulation that do not require an increase or decrea.se 
in· rate level!, year by year, designed to maintain a constant or completely stable 
rate of return for each year. While the revenues of any one year will wU<Jlly 
suffice to cover all operating deductions including the current allowance for de
preciation, and while the instability of these revenues is therefore usually re· 
fleeted only in the realized rate of return, or only in the reported net income, 
the apparent uniformity with which the consumers of a given year pay for the 
depredation allowance of the same year u merely a uniformity of an accounting 
convention-a convention which alone determines what part of revenues shall be 
deemed to constitute a recoupment of capital as distinct from that part which 
shall be deemed to constitute a return on capital. See p. !J6!J, infra. 

,. The major theoretical difficulty is that of securing an acceptable definition of 
"service value" applicable to a regulated utility. "Market value" is clearly dis
qualified except, arguably, for those very limited classes of public utility ;usets 
(such as truclta or office buildings) that continue to enjoy a significant sale value 
even after their acq11isition by the operating company. If the company were free 
from rate regulation' the value of the asset to its present owner (sometimes called 
"value to the going· concern') would be the relevant value. But, within limits, 
the value of an asset to a public utility company is whatever value a commission 
u willing to give it for rate-making purposes! Hence, as suggested in Chap. XI, 
some conception of value to the consuming public, or of value to a hypothetical 
company, is required. 

Despite conceptual difficulties, a value concept of the type just suggested is not 
merely useful but utterly indispensable for the rational management of public 

. I 

THE RATE BASE: DEPRECIATION 

charges for accruing depreciation and annual decrements in asset 
values seems to me to come closer to supplying a plausible "theory 
of depreciation accounting" than has any suggested alternative. 

r tv/11 SIN~!:i.Cf:FU~~' S~~' AND DIM~~~:~ING..C_~-~'?~ 
L APPOR~!O_JII~~!'!TS. 

A~~matic treatment of the subject of this chapter would ~g,.w
call for a-~~ of alternative methods of depreciati~oount
ing, including grobf.-!!iethods as well as unit~ methods, by 
reference to the somew vague . on of "rationality" sug-
gested in the preceding ~Such a treatment, however, 
would go far be e scope of thi~!he reader is there· 
fore refe to the special treatises on depr~ for an ex-
p · ton and critical appraisal of the different alternatives.: "'ftoM C ~.--;, 

;fJ brief comment is "-e in order aeo•-th~!IC!!EI!IIii. ~.ai~I+'~M!4!!8tfl1!!:"--'1 f 
«tlii~ll&&iJ on the relative merits of three different methods of sys- //.-
tematic cost amortization referred to as straight-line ap~rtion- J' Cj"' 
ment, interest procedure, and~iJl~~h;rje ~~!!_~s~ 4/ 
L~raightlineA.feth~(wnicli is tne on2 bow most g~nerauy 

f';.pplied by public utilities, amortizes the costs of assets (mmus net 
salvage) through equal annual charges over estimated service lives. 
Interest procedures, which include the sinking-fund method, be
gin with gentler charges, which are increased year after year as the 
asset approaches retirement. Decreasing-charge methods are illus· 

u~li~~-Qu· e aside from an~ use to be made of it i natic de· 
precii'tion accounting, it IS • to rational decis· o the timing of re
tirements and of replacements. A decisto an old or obsolescent asset ought 
now to be retired is tantamO)JA~-3 conclusion at. .. J..n the light of its limited 
efficiency, its prese!JJ-ser111cf" oolue u now less than its ni'!t-sal.y;~ge value. And a 
rational de~rrto buy a new asset (whether in the nature ~f a~· l.~cement or 
?f a?~ion). is tantamount to a conclusion that the asset will · orih at least 
JIB"Costl ·-. ... • 

·· "William A. Pat;)i~ll_nd William A. Paton, Jr., Asset~ounting, p. 268. The 
authors add a fourth c ry: production and re~e methods, which relate 
the periodic charge for depre · tion to rates of tee output during each period 
(say, electric energy output in · owatt·ho or to operating revenues. While 
these two related methods are subje t eoretical objections, their chief limita-
tions lie in the practical difficulties fit' king them keep step with the principle 
of (complete) cost amortization _)ldflng the eful service lives of the fixed assets. 
See the above-noted (f~tno~) Report of Co'm.Q.li~tee on. Depreci?tio.n, P.P· 62-6~, 
71-77. Despite these dtffi!=Jllhes, further study of th'?it:..:posslble apphcauon m pubhc 
utility accounting an!l'tate making, perhaps in combiila(.i?n with the more ortho
do" suaight·line a,.£counting, is warranted with special reference to the phenomenon 
of the busin~s/cycle. The study should consider the actual experience of the 
Canadian Patlfic Railway in part-way application. 
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trated by the declining-balance method and the sum-of-the-years
digits method, both of which now enjoy limited acceptance under 

the current income-tax laws. They impose larger annual write-offs 

in earlier years than in later years, whereas the interest-procedure 
methods impose smaller write-offs in the early years. 

The sinking-fund method, and not the straight-line method, 

is the one which, except for taxes, tends to impose upon consumers 

equal annual capital charges for the use of a fixed asset. For under 

this met-hod, when applied to rate regulation, the sum of the 

charge for return of capital (the annual depreciation charge) and 

.._the cha~ge for the retu~ on cap_ital (the "fair rajf of return") tends 

to am the same durmg the hfe of the asset~hile the sinking
fund method former y enjoye<i''Toiii'e'"fcl~~~ong commissions, it 

now has but little standing in comparison with the somewhat 

simpler and more conservative straight-line apportionments. 

Although a straight-line method is designed to impose equal 

annual depreciation charges during the lives of the assets, it actu

ally makes some allowance for declining annual rent values when 

used in conjunction with a rate base measured by depreciated cost. 

For, under this combination, the sum of the diminishing fair re

turn plus the constant depreciation charge grows smaller and 

smaller as the assets approach retirement. Thus, the failure of 

·straight-line expressly to recognize the intt~511iit gj time-discount 

factor in the decline of capital values over periods of time serves 

as an offset, in the nature of a countervailing fiction, to its ap

parent assumption that fixed assets will have undiminished annual 

ent values throughout their service lives.P" ut any precise offset 
11 

This statement assumes that the sinking-fund accumulations are base on a 
~ate of interest equal to t~a~ of the _allowed rate of return. But it ignores the 
mco~e-~ factor as an addtttonal capttal charge, a serious omission in these days 

ncome-tax ra OrK{Ills p011lt 1\ft. 6maen R. ~~'Via· 

........ -...._of the ommonwealth Edison Company, writes me a.s..ioll'OWs: "Federal 

mcome t~es ave strange effects upon carryi rges. For example, the 
l~vel-pr~mmm annual car 4 r es on an · ment in property with a 35.year 
hfe, whtch cap be depreciated on ing balance basis for Federal income 

tax _purposes, a_re approxi 9¥.!%. wh~ annual carrying charges on 
a~ mvestment\ m . mty: which cannot be so ~iated......a!"e about •¥.!% 
htgher or . IS companson assumes a 6~% return, a 52% in"Ci>iir~x rate 

o debt with a !llf.J% interest rate on the debt." ' 
. "T~e significance of the failure of straight-line to recognize the ... __ .__~

ume-ducount factor in asset valuation is illustrated by the valuation of property 

assu~ed to have a cons~ant annual rent value, as typified by an annuity certain. 
Constder, e.g., _the valuatiOn of a twenty-year, $1,000 annuity, valued on the basis of 

a 5 per cent mterest rate compounded annually. When first purchased, one year 

THE RATE BASE: DEPRECIATION 

would be purely coincidental, since there is no reason to infer a 

causal or statistical relationship between the phenomenon of time 

discount and the phenomenon of deteriorating annual rent values. 

j/ . ~the present time, income-tax co~sideratio~s are le~di~~ m~ny 

1~ public utilities ~o a~opt ~orne per~utt~d versiOn of _dimimshm~
.jj/, • charge depreciation m their de}'r~1P1Jion of taxable mcome. ThiS 
{(~;--z.practice will be discussed in ~~~ection of this chapter. But 

\

'?t some authorities have insisted that, quite aside from tax aspects, 

straight-line depreciation accounting fails to give adequate recog

nition to the typically sharp downward trend in annual rent values 

during the earlier and rosier years of useful service life-a trend 

.so marked that it is not ad~afely counterbalanced by the interest

factor offset noted above.~pplied to public utility rate control, 

this contention would imply~at diminishing-charge methods of 

cost amortization should be acce~d in the determination of the 

annual allowance for accruing depi'&;:~ation and hence in the fu

ture build-up of the depreciation reserv&.,-:[he validity of this con

tention cannot be proved or disproved s,~ere "depreciation 

theory"; 21 but it derives practical support from 3.n..a.,rgument, pres

ently to be noted, in favor of rates of amortization'wb..J,ch mini

mize the more serious danger of going too slow by running·tb.e less 

serious danger of going too fast. ~ ~ 
v "---

fore the first annuity payment, the annuity wlll, be worth $12462.21. In ten 
years, when half of its life has expired, the value wffi,fall to $7.721.73, about 62 
per cent of the initial value. Yet straight-line amorti:za.tion would reduce the 
value by 50 per cent, to $6.2!JI.lo. ·,,,, 

• This states the defense of diminishing-charge methods bf._ depreciation ac
counting in its most plausible form. But the more frequent for~f this defense 
completely ignores the fact that even straight-line methods give so recognition 
to declining-rent values through their countervailing failure to allow f the time
discount factor. The denial by some accounting authorities that this !at r factor 
has any bearing on the proper allowance for fixed-asset depreciation, as a item 
of operating expense, may perhaps be explained by the refusal of standar · · 
accounting to recognize interest requirements as a production cost. "' {11.,.; 

"'One of the country's distinguished authorities on depreciation draws t e fo -
lowing conclusions from theoretical and empirical evidence: "(1) It seems quite 
clear that the straight-line writeoff is a gravely retarded method of depreciation 
for productive equipment. Any realistic allocation procedure should get rid of at 
least one half of the initial value over the first third of the service life and at 
least two-thirds over the first half. (2) The straight-line method is apparently less 
retarded for buildings and structures than for equipment, how much less it is im
possible, on the basis of the available eviden~, ~" sa¥ ·:.Ge or h Realistic 
Depreciation Policy (Chicago, 1954), p. 47· ~~or an illuminating discussion of the 
most plausible assumptions as to the probable future rates of electric power plant 

depreciation, see Joseph Lerner, "Capital Costs of Private vs. Public Power for 

A.E.C.-a Review," 33 Land Economics ••3-126 (•957)-

-------- --------------
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"PilACliCAE'' CRIT~RIA OF CO T APPORTIONMENT 

el/rn~ r rw l!uJ - ~ J • 
:A:w:rt~the··y- · g nature of any attempt to 

rationalize the choice of a method of depreciation accounting by 
reference to some basic "theory" of temporal cost apportionment, 
such as a relative-benefit theory, one may be tempted to conclude 
that, within wide limits, any method of amortization is as good 
as any other. This conclusion, however, does not follow. For the 
relative merits of alternative methods are subject to appraisal in 
the light of criteria of usefulness other than those suggested by 
any assumed ideal standard of fairness among the consumers of 
different periods. The importance properly attached to other cri
teria is all the greater in view of the fact that most public utility 
consumers are fairly steady customers and hence that any chosen 
method of cost amortization, consistently followed, will to a ma
terial degree offset in a later period of time deficiencies or excesses 
of an earlier period. _ J, /.1-. o.f F;~ q,. 
~s1ae from the marked advantages of met o s o depreciation 

accounting that are relatively simple, understandable, and uni
form throughout the country, one may properly give weight to 
the criterion of conservatism from the standpoint of corporation 
finance. This criterion suggests that, as between two proposed 
methods of cost amortization, one of which undertakes (aster write
offs than the other during the early years of useEul service lives, 
any reasonable doubt may well be resolved in favor o[ the former v, 
unless, in consequence, the resulting temporarily higher rate lev- HQv/11 1 

els will be a serious deterrent to the development o[ a d~man~ 
for utility services commensurate with plant capacity.~ccept· 

- -----~---,A~-~-• B lification just noted may be important. In a brillianf ·~···· ~ 
the de p ~odem depreciation theory in America, Mr. Geo.Jge""U. May 
suggests that the dev'~nt of railroad transportation would- ·have been re
tarded had the railroads bee~uced or compelled to p~attie'e depreciation ac
counting from the beginning, witfr• ulting high>J:.--e:frly freight and passenger 
tariffs. Financial Accounting (New York, ·Cllap. 9· A possible reply is that, 
while early 'transport development w ..-P bly have been slower, it might 
also have be~ more rational a ore conducive later technological progress. 
But a confident apprais this historical issue is dered impossible by the 
virtual certainty t e adoption of systematic deprec · n accounting could 

\ 

not have ta ace except in company with many other chang · the direction 

\\' 

of "co ercial law and order"-d!anges in financial practice, in bu ethics, 
tn rules of rate regulation of a kind not associated with pioneer days. 

rom the standpoint of price economics, the danger of excessively rapid capital· 
cost amortization is that the resulting rates of charge for service may eventually 

THE RATE BASE: DEPRECIATION 109 

ance by consumers of a slightly higher current rate level may be a 
price well worth paying for lower rate levels in the long run. 

There are at least two reasons in support of this canon of con
servatism. The first is the more obvious one that a public utility 
company may be better protected in its opportunity to enjoy a 
complete recoupment of its capital investments, combined with a 
fair rate of return on the unrecouped portions, if the attempted 
rate of recoupment is fairly rapid during the earlier years of the 
service lives of its assets. If recoupment is delayed until obso
lescence has proceeded beyond a somewhat ill-defined limit, the 
traffic may no longer bear, nor public opinion tolerate, rates of 
charge [or service high enough to continue the procedure there
after. The experience of the railroads and of the street railways 
strikingly illustrates this danger. 

The second reason in favor oE liberal depreciation allowances 
during early years of service life concerns the effect o( the allow
ances on the replacement policies of the management. As guardians 
of the investor interests, a management will naturally be reluctant 
to replace obsolete equipment with new equipment, even if other
wise desirable, iE the accompanying retirement of the old assets 
will result in a reduction in the "valuation" of the company's 
properties Eor purposes of rate regulation. Hence, a management 
may be impelled to delay the replacement, against the dictates of 
sound economics, until the cost oE the old asset has been completely 
amortized. The danger of this drag on progressive technology will 
be reduced iE the assets are written down to minimum book values 
safely ahead o[ the dates on which they ought to be retired or rele
gated to stand-by service.~ 
become too low. That is, if these rates, when freed from the burden of fixed 
charget, should fall below marginal or incremental costs of production (including 
the costs of necessary increments of plant and equipment), wasteful overconsump· 
t'on would robabl result. p. 302, infra. One may also note the Keynesian 
argument t a rapt epreciation accounting, like rapid public debt amortization, 
constitutes a "disinvestment" adding to what Lord Keynes thought to be the 
danger of chronic unemployment. J. M. Keynes, The General Theory of Employ
mt:nt, lntt:rest, and Money (New York, 1936), p. 95· Compare the opposing views 
of Dr. George Terborgh. Tht: Bogey of Economic Maturity (Chicago, 1945). 

•This position wo1,1ld have been challenged by the late Mr. Samuel Ferguson, 
the distinguished Chairman of the Hartford Electric Light Company, who ex· 
pressed the fear that straight-line depreciation accounting, combined with the 
deduction of the resulting depreciation reserve in the measurement of the rate 
base, would tempt mana!l"ments to make unjustified, premature replacements. See 
his "Further Comments on the NARUC Report," u Journal of Land iT Public 
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One of the many practical virtues of an actual-cost standard of 
rate control, as distinct from a fair-value standard, lies in its com
patibility with a policy of regulation which resolves reasonable 
doubts about proper annual charges for accruing depreciation in 
favor of the more liberal charge. Under a fair-value rule, strictly 
construed, any excess in the depreciation reserve over "actual de
preciation," estimated in the light of hindsight, will result in a 
windfall benefit to the corporate investors even though the reserve 
reRects funds supplied by the consumers.24 But under an actual
cost rule, strictly construed, any reserve built up by customer con
tributions is deductible however far it may exceed the "actual de
preciation." The excess in the reserve becomes, in a sense, a "con
sumer equity," comparable to the consumer equity in publicly 
owned plants originally financed by bond issues that have already 
been paid off, in whole or in part, long before the plant has become 
obsolete. 

QUALIFICATIONS OF THE STATEMENT THAT 
''ACCRUED DEPRECIATION" REFLECTS 
RECOUPED INVESTMENT 

In the first section of this chapter, "depreciation" as the negative 
tenn of the rate base was first defined as amortized· cost and then 
associated with recouped investment. But the reader was warned 
that the association is not one of complete identity; and it now 
remains to discuss the reasons for the warning. 

The costs of fixed assets can be said to have been "amortized" 

Ulilily Economics !81-184 (May, 1945). But, as Emery Troxel notes, Ferguson's 
position lacks plausibility or factual support. Economic.< of Public Utilities (New 

York, •947)• p. 346. 
The point of view expres.~ in the text is similar to that often voiced with 

respect to depreciation accounting for unregulated business enterprise. That is 
to say, inadequate rates of cost amortization have been held responsible for undue 
delays in the making of economically desirable replacements. But with unregulated 
business, the asserted reluctance of management to replace an old asset prior to 
its accounting amortization is generally assumed to be irrational; whereas, with 
public uti ities, the corresponding reluctance of management to retire an asset 
in a manner adverse to the rate base is not irrational in the same sense. 

"'For the leading case illustrative of this result, see Board of Commissioners v. 
New York Telephone Co., 271 U.S. 23, !P-32 (rgz6), in which Justice Butler, speak
ing for the Supreme Court at a time when it was still adhering to the "fair-value" 
doctrine, declared: "By paying bills for service they (the customers] do not acquire 
any interest, legal or equitable, in the property used for their convenience or in 
the funds of the Company." 
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when they have been gradually written off the plant accounts (or 
credited to the depreciation reserve as a contra to the plant ac
counts) through a series of charges to current operations. But the 
costs thus amortized cannot be said to have been "recouped" un
less they have been matched by the receipt of revenues from the 
sale of the services. \Vhat part of these revenues shall be considered 
cost recoupment and what part income or return on investment 
cannot be answered with precision except in terms of accounting 
conventions.26 Under these conventions, all revenues in excess of 
those equal to current operating expenses, exclusive of depreda
tion, are considered available for recoupment. But not even these 
revenues are held to constitute a return of capital beyond the 
point at which they cover the current depreciation charges. Any 
additional revenues are treated as income-as a return on capital 
rather than as a return of capital. 

Accepting the above-noted conventional definition of "recouped 
investment," one may say that the depreciation reserve of a public 
utility company reRects capital already recouped if, but only if, 
it has been built up through charges to previous periods of opera
tion, in all of which periods the company has enjoyed revenues 
at least equal to its operating expenses including the depreciation 
charges. In other words, in no year must the company have suffered 
an operating deficit. 

But suppose that a company has suffered such a deficit, as have 
many of the railroads in years of poorer revenues. In that event, 
and under the actual-cost principle, should its entire depreciation 
reserve be deducted from cost new in the measurement of the rate 
base? Or should the deduction be limited to the cost that has al
ready been recouped? 

Partly, no doubt, because the Interstate Commerce Commission 
has not purported to apply a strict, actual-cost standard of rate con
trol, this question has not often been raised in the literature. But, 
in my opinion, the entire depreciation reserve should be deducted. 

111 The conventional nature of the distinction between the return of and the 
return on capital is emphasized by the refusal of the Committee on Terminology 
of the American Institute of Accountants to identify depreciation accounting with 
periodic asset revaluations. This refusal throws doubt on the meaning of a tradi. 
tiona! concept of property income as whatever ponion of the gross yield of prop
erty can be withdrawn without "impairing the capital." As my accountant col
league Professor James L. Dohr reminds me, "impairment of capital" is itself a 
convention. 

v 
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This conclusion is in harmony with the general principle, applied 
alike under a fair-value rule and under an actual-cost rule, that past 
deficiencies in corporate revenues do not give rise to valid claims 
for offsetting recoveries in later years. In refusing to grant such 
recoveries, rate regulation should and does recognize the resulting 
necessity of giving to companies the somewhat risky opportunity 
to enjoy higher rates of return than might otherwise be required 
in order to attract capital. But any resulting higher "costs of capi
tal" are well worth paying for as a means of avoiding the evils of 
capitalized deficits.2o 

THE DEPRECIATION RESERVE AS A MEASURE OF 

"ACCRUED DEPRECIATION" 

Under a systematical and well-administered program of actual
cost rate regulation, a public utility company's depreciation re
serve, as presented in its balance sheet, should reflect capital costs 
already amortized through previous charges to operation and hence 
already recouped unless the company has been unfortunate enough 
to have suffered operating deficits. But this is an ideal situation, 
and the ideal has not always been realized in actual practice. One 
reason for its nonrealization is that some commissions, including 
that of New. York State, have not been given the legal power to ap
prove or dtsapprove rates of depreciation for income-statement 
purposes, while other commissions possessing this power have 
lacked the funds or the will to exercise it. 

In these situations, the depreciation reserve per company ac· 
counts may not be a reliable measure of the costs that the company 
has already recouped, or has had the opportunity to recoup, from 
previous consumers. Its place should then be taken by a hypotheti· 
cal or pro-forma reserve, sometimes called "the reserve require
ment." This reserve requirement reflects the reserve that the com
pany would have built up had it embodied in its financial 
statements methods of depreciation accounting acceptable for rate· 
making purposes. Not all commissions, however, have made clear 
what methods they deem acceptable; and in this event they are 
~nder at least moral pressure to accept the method (if any) con
Sistently and carefully applied by the company in question, so long 
as it falls within the limits of recognized good practice. 

01 Compare pp. 92 and 167, supra. 

1 THE RATE BASE: DEPRECIATION 

TREATMENT OF PROPERTY RETIRED PREMATURELY BY 

VIRTUE OF EXTRAORDINARY OBSOLESCENCE 

In modern regulation, the allowances for "depreciation" both 
as operating expenses and as deductible reserves are designed to 

cover so-called functional depreciation including obsolescence and 
not merely physical deterioration or wear and tear. Hence the al
lowances must be based on estimates or plausible assumptions as to 
the effect of obsolescence on useful-life expectancies. But neither a 
corporate management nor a commission can hope accurately to 
predict, years in advance of the event, the dates as of which old 
properties may need to be retired for reasons of "extraordinary 
obsolescence." 

To a material extent, the harm arising from this lack of prophetic 
vision can be minimized by midstream re-estimates of remaining
life expectancies and hence by reasonable step-ups or step-downs in 
annual depreciation charges, so that the dates of complete amortiza
tion can be made to correspond fairly well to the dates of the actual 
retirement. This procedure is much more readily employed under 
"group methods" of depreciation accounting, whereby the prema
ture retirements of some assets are offset by the longevity of other 
assets in the same gToup. 

But there occasionally arise extreme cases of unexpected obsoles
cence, in which a company faces the necessity, or at least the eco
nomic desirability, of retiring expensive portions of its entire plant 
and equipment years before it has received a fair opportunity to 
recover its investment therein under a routine procedure of de
preciation accounting. Striking examples of this necessity have 
arisen in recent years in the gas industry, in which the distribution 
companies have abandoned their old manufactured-gas plants in 
favor of the purchase of the much cheaper natural gas from the 
newer pipeline companies. 

Under a strictly construed p_res~_nt-value ~heory_ of rate making, 
the fact that a company may have failed to recover its outlay in 
outmoded plant should not give it even a shadow of a claim to a 
recovery of this outlay from future consumers. Bu.t under an actual
cost or net-investment principle, the problem illustrated by the 
premature retirement of the manufactured-gas plant presents a 
dilemma. On the one hand, the cost principle suggests that a com-

.-
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pany should receive an opportunity to recover from later customers 
compensation for all capital outlays for which it has not yet re· 
ceived full compensation from earlier customers. Yet, on the other 
hand, the same cost principle has usually been held to entitle a 
company to compensation only for such capital outlays as reflect 
the costs of property still "u~_c:d.amlusdl11 in the public service." 

Faced with this dilemma, commissions have terided...:_wisely, in 
my opinion-to prefer the former alternative to the latter. Their 
precise rulings on this issue have not been uniform. But the New 
York Commission, which accepts a net-investment standard of rate 
control, has sanctioned the amortization as an operating expense, 
over a "reasonable" period of time, of capital losses incurred by 
gas-distribution companies in the premature retirement of manu
factured-gas plants accompanying conversion to natural gas.27 I 
do not understand, however, that it has also approved the inclusion 
of these losses, prior to their amortization, in the rate base under 
the guise of an "intangible asset." This compromise seems illogical; 
but it may be defended as a workable intermediate position be
tween the complete denial and the full-scale recognition of the 
claim of a public utility company to post-mortem compensation for 
capital costs on which it has not received a reasonable opportunity 
to secure full compensation prior to retirement. 

THE PROBLEM OF RETROACTIVE APPLICATION 

The acceptability of a company's depreciation reserve as the 
proper measure of the rate-base deduction for depreciation has 
been an especially acute issue when the reserve was built up, in 
whole or in part, before the company had come under the jurisdic
tion of the regulating commission, or else before the adoption by 
this commission of its present rules of depreciation accounting. 
This latter situation was one of general experience in American 
rate regulation. For in the 1920s and the early 1930s, most com
missions, influenced by shortsighted arguments of spokesmen for 
the gas and electric companies,28 had approved or acquiesced in a 

"'See the New York Commission's Cases !!JU13 (Feb. 2G, 1952); 15604 (Feb. tg, 
1952); t6t8g et al. (June 29, 1953). All of these cases concerned change-over to 
natural gas by the metropolitan gas companies. 

,.. As an outstanding exception, the American Telephone &: Telegraph Company 
has long practiced accrued-depreciation accounting on a straight-line basis and 
has made notable contributions to the development of this accounting through 
the application of actuarial techniques. But its well·deserved credit for this 
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modified version of retirement-expense accounting, which rested 
content with a relatively small "retirement reserve''-a reserve 
sufficient only to avoid the serious instability in annual reported 
operating expenses that would result from the immediate charge of 
all retirements to current operation. In the mid-1g3os, the com· 
missions prescribed uniform systems of public utility accounts re
quiring the practice of accrued-depreciation accounting of the 
character described in the second section of this chapter. This 
change left those companies that had practiced retirement-expense 
accounting with reserves grossly inadequate by the newer standards. 
There arose a serious problem of retroactive application. 

To the best of my knowledge, no writer has yet attempted a 
country-wide survey of the subsequent rate cases with the object of 
determining to what extent the burden of the required shift to 
depreciation accounting may have fallen on the corporate stock· 
holders or on the consumers. Indeed, such a study would necessarily 
be inconclusive, since so many factors other than rulings on de
preciation have determined commissions' rate-making policies.20 

But there is little reason to doubt that, in most jurisdictions, the 
burden has been shared by both of these interested groups. Fortu
nately, the problem has grown less and less serious with the passing 
years because of the gradual build-up of reserves equal, or nearly 
equal, to modern reserve requirements.30 

Although most problems of retroactive adjustment have been 

accomplishment was sadly marred by its insistence, for a period of years, that the 
reserves built up, in effect, by charges to its consumers were chronically far in excess 
of "actual depredation" and hence should not be deducted in the determina-
tion of the ''fair value" of its for rate-making purposes. See New York 
Telephone Co. v. 54 ( 

cannot properly assume that, during the 
practiced retirement·expense accounting, the consumers must have 
benefit• of any temporarily lower operating deductions. Regulation in these yean 
was very deficient in most areas and was seriously crippled by the unrealistic rul· 
ings of the appellate courts in rate-making valuations under the prevailing doc
trine in Smyth v. Ames. 

"'In one opinion, the citation of which escapes me, the Federal Power Corn· 
mission intimated that it would not deduct more than the actual reserve unless 
it should be grossly inadequate. In the Consolidated Edison Rate Case of t952, g6 
PUR NS 194, the New York Public Service Commission found the e!ectric·property 
depredation reserves grossly deficient and deducted the higher reserve require· 
ment in the determination of the rate base. But the Commission stressed the fact 
that, under its governing statute, it had not received any authority to prescribe 
the company's depreciation accounts. 
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concerned with inadequate depreciation reserves, the opposite 
situation has also arisen on occasion. Indeed, it arose in the famous 
Hope Natural Gas case.81 Before the Hope Company had come 
under the jurisdiction of the Federal Power Commission, it had 
enjoyed complete or partial freedom from rate regulation, with 
the result that the book values in its accounts exercised little or no 
control over its rates of charge for natural gas. Under a highly 
"conservative" accounting practice-a practice that may possibly 
have been due to its control by the Standard Oil Company of New 
Jersey-it had built up a depletion and depreciation reserve that 
the Commission found grossly excessive in the light of modern 
"reserve requirements." Declaring that the reserve, however ex· 
cessive, nevertheless represented contributions made by past con· 
sumers, Commissioner Scott favored its complete deduction from 
cost new in the measurement of the rate base. But the Commis· 
sian disagreed and deducted only the "reserve requirement" of 
$22,328,016, which fell short of the actual reserve by about 
$18,ooo,ooo. Taken in combination with other rulings, adverse 
to the company, the Commission's action on this issue seems to 
me to have been wise. But neither this action nor the alternative 
desired by Commissioner Scott can be rationalized by reference 
to ~ny grand "theory" of retroactive equities in rate regulation 
takmg place under a change in the rules of the game.s2 

THE DEPRECIATION OR AMORTIZATION OF 

ACQUISITION·ADJUSTMENT COSTS 

Since this chapter is concerned with the depreciation problem 
under an actual-costJlrinciple of rate making, it has taken for 
granted the acceptance of actual cost as a "depreciation base"--"-'· 
as• the capital cost to be amortized through ·systematic annualf 
charges to operations. But, as already noted in Chapter XII, "actual 
cost'' is ambiguous; and one source of ambiguity arises with respect · 
to property which, having been constructed to the order of the 
original operating company at a cost of, say, $1 o,ooo,ooo, has later 

"'3. f.P.C. 150 (1942). In the case on appeal, the Supreme Court did not take 
occaston to pass on the merits of this issue, Federal Power Commission v. Hope 
Natural Cas Co., 320 U.S. 591 (1944). 

., See Robert L. Hale, "Utility Regulation in the Light of the Hope Natural 
Gas Case," 44 Colum~ia Law Rroiew 488, 503-520 (1944); Henry F. Lippit II, "Net 
Investment Rate Makmg-the Deduction for Depreciation," 62 Haroard Latv Review 
1155-1179 (1949)· 
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been acquired by "the present accounting company" for, say, 
$12,ooo,ooo. Which cost is relevant as a measure of the rate base is V 
a question already discussed in this earlier chapter, which con· 
eludes that the appropriate answer depends on the reasons for and 
consequences of the transfer. We must now assume an answer to 

this primary question, since the answer governs any rational treat· 
ment of depreciation, at least for purposes of rate control. 

Let us first assume a decision that the only relevant cost for rate· 
making purposes is the original cost of $10,ooo,ooo. Under this 
assumption, $w,ooo,ooo should constitute the depreciation base; 
and the accounting disposition of the $2,ooo,ooo excess should have 
no recognized effect in a rate case. Even if the excess cost is gradu· 
ally amortized instead of being charged in a lump against some 
kind of a surplus account, the annual amortization charge should 
be against income, "beJ.o.w theline," and not against operation. 

If, on the other hand, tf;e' $\1~0o~;~o excess acquisition price (or 
any part thereof) has been held to be a proper component of the 
rate base, as reflecting capital devoted to the public service, it 
should then receive corresponding treatment in the manner in 
which it should be depreciated or (in other words) amortized. But 1 · 

how rapidly it should be amortized is a difficult question to answer 
with confidence unless the excess purchase price can be intelli· 
gently distributed to the various plant accounts, tangible and in· 
tangible. If this is not feasible, an arbitrary rate, such as character· 
izes accounting practice with respect to some intangibles, may be 
chosen. But in any event, the amortization should be treated as an 
operating charge for rate-making purposes-a conclusion which 
militates against a speed of amortization seriously burdensome to 

present consumers. 
It is my understanding that, for purposes of accounting, the 

Federal Power Commission has uniformly required the amortiza· 
tion of acquisition-adjustment-account debits over a "reasonable 
period of time" (typically 10 to 15 years)-not, however, by charges 
to an operating expense account.33 But it is also my understanding 

,. Federal Power Commission, Report on the Reclassification and Original Cost 
of Electric :/ant of Public Utilities and Licensees (Washington, D.C., 1950). See 
~!so the arucles by Messrs. Clader, Colbert, Dohr, Kohler, May, and Paton, cited 
tn footnote 33 of my own article, "Contributions of the Federal Power Commis· 
sion to the Establishment of the Prudent Investment Doctrine of Rate-Making," 
14 George Washington Latv Rwiew 136-•::;1 (1945). 
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that the Commission has not yet been compelled to decide a rate 
case in which acquisition-account allowances have been at issue. 
Pending a decision on rate-making aspects, the Commission's dis· 
position of the accounting question seems to me defensible 
only on the assumption that it is necessarily of a provisional char
acter. 

ALLOWANCES FOR INCOME TAXES UNDER DIMINISHI~G-CHARGE 

DEPRECIATION ACCOUNTING 

In the public utility field, the most recent important controversy 
about depreciation has concerned the accounting and rate-making 
effects of the provisions of Section 167 of the Internal Revenue 
Code of 1954, permitting business corporations, in calculating tax
able incoine, to use diminishing-charge procedures of depreciation 
accounting: specifically, a declining-balance method and a sum-of
the-years-digits method. These liberalized tax-accounting allow
ances were supported in the Congressional committee hearings 
partly on the ground that they would stimulate business to expand 
its capital investments, and partly on the ground that they come 
closer than straight-line depreciation accounting to a reflection of 
the rates at which most fixed assets actually depreciate in value 
from the dates of acquisition to the dates of retirement.34 But many 
public utility companies have chosen to stress the first point and to 
ignore the second. That is to say, they have fairly generally decided 
to take advantage of the diminishing-charge deductions for tax pur
poses, while resting content with straight-line depreciation pro
cedures for their financial statements and, presumably, for rate
making purposes.35 As a result, and since they are in an era of heavy 
plant expansion rather than in an era of stable equilibrium between 

"'Although these two grounds have often been cited as supplying two separate 
arguments in favor of the accelerated-depreciation provisions of the tax code, they 
can also be considered as complementary. That is to say, the provisions may 
have been incorporated in the belief that business corporations would be stimu
lated to undertake more rapid capital expansion if permitted to claim for tax 
purposes rates of depreciation equal to the rates at which their assets actually 
depreciate. 

11 I am informed that many of those industrial companies which use diminishing
charge methods of depreciation for Federal income-tax purposes use the same 
methods for their own financial statements. Failure of the public utilities to follow 
suit might be due to refusal by commissions to let them do so. But no serious 
attempts at persuasion on the part of the companies have yet come to my at
tention. 
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acquisitions and retirements, their current Federal income taxes 
are reduced by the accelerated rate of tax depreciation, where~s 
their annual allowances for depreciation as reported to the pubhc 
service commissions remain unaffected. 

By way of making accounting adjustments for this di_scr_epancy 
between their income reports for tax purposes and thea mcome 
reports for regulatory purposes, many public_u~ilities h~ve sought 
leave from the various public service commissiOns to mclude, as 
operating charges, the higher income taxes to which ~hey ~ould ~e 
subject were they to report taxable income on a stra1ght-h~e ~~s.Is. 
The excess in these "normalized" taxes over current tax hab!iltles 
is to be carried to a special deferred-tax account, against which t? 
charge any later, offsetting enhancements in_ income taxes. Th1s 
accounting procedure has already been sancuoned by the Federal 
Power Commission and by perhaps a majority of those state com-

. 1' h b. t 36 missions that have yet issued defimte ru mgs on t e su JeC · . 
But the really important issue is concerned with the rate-maki_ng 

aspects of this accounting problem, and here. each of_three maJor 
alternatives (along with some rather questwn-beggmg compr~
mises) has derived support from some commissions. The fi~st posi
tion, accepted in Pennsylvania, California, and elsewhere, IS that~ 
public utility company which elects to pay inc?me taxes o~ a d!
minishino--charge basis of depreciation accountmg may receive no 
allowanc; for any taxes beyond those for which it is actually liable 
in a given year. The second position is that a rate-ma~ing allowa?ce 
shall be made for :·normalized taxes" as an operatmg deducuon 
but that no offsetting deduction shall be made in the measurement 
of the rate base, since the account for deferred taxes is deemed to 
constitute a restricted surplus and not a reserve representing am_or
tized capital costs. The third position is that (both for rate-makmg 
and for accounting purposes) "normalized" taxes shall be accepted 
as operating deductions but that any excess in such tax allowances 
over actual taxes shall be credited to a special reserve account, the 

,. The periodical Public Utilities Fortnightly underta~es. to keep the r~ader up 
to date on commission treatment of accelerated dcpreclJttOn for accounung pur
poses as well as for rate-making purpo.•es. See, e.g., Owen Ely, "~.e:erred Ta.xes
How the Issue Is Working Out in Rate Cases," 62 Publzc Uttltt&es Fortnzghtly 

104_ 109 (July 17 , zgr,B). See also an address by F. ~>!· Beatty, Partner, Arthu~ 
Andersen & Co., before the New York Society of Sec.unty Anal_y~t~, ?,ct. 16, 1957· 
"Current Regulatory Status of Deferred Tax Accountmg for Utlhttes. 

~./ 
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amount of this _reserve being deducted from cost new in arriving 
at the rate base Just as is the ordinary depreciation reserve.ar 

!he ~econd _alte~native is the one most popular with the public 
utlhty mdustnes smce, from their point of view, it has the charm 
of imposing upon the consumers the obligation to pay deferred-tax 
allowances which, instead of being transmitted forthwith to the 
United States Treasury, are to be treated as capital investments 
entitled indefinitely to the enjoyment of a "fair rate of return" for 
the benefit of the corporate stockholders.as In this respect it has the 
same charm as that once possessed by the practice under which 
some public utilities would demand straight-line allowances for 
accruing depreciation while insisting on the deduction of nothing 
but a minimum "observed depreciation" in the measurement of 
the rate ~ase. Support for this position of the industry has been 
forthcommg from the Federal Power Commission 89 and from a 
few state commissions. But I have never seen a plausible defense 
~'!his. arrangement was proposed by the company and approved by the com· 

m1ss1o~ I~ the last Commonwealth Edison Company general rate case before 
the Ilhnou Commerce Commission: Docket 44391, June 18, 195s, 24 PUR 3d 209. In 
another case, the same commission, while not deducting the credit to deferred 
ta~es from ~he_ rate base, undertook to reach the same or similar results by an 
adJUStment. m Its rate-of-return allowance, a far less effective alternative. Re Peo
pl~s _Gas L1ght and Coke Co., 27 PUR gd 209 at 227 (1959). The Wisconsin Com
miSSion has held that amounts equal to the allowances for deferred taxes must 
be . ad_ded to the depreciation reserve-a position defended by its distinguished 
Ch1ef of Accounts and Finance, A. R. Colbert. 

88 Noting t~a~ his company was one of the first public utilities to use the sum
of_-the-years·dlglts ~ethod of depreciation for tax purposes, President Walker L. 
C~sler of. the Detroit. Edison Company said: "Consequently we have received and 
~Ill contmue to. rece1ve through tax deferrals the maximum possible amounts of 
mterest-free cap1tal. At the present time, through rapid amortization and ac
celerate_d depreciat~on, we have invested about $20 millions of interest-free capital, 
and th1s figure Will assume somewhat larger proportions." Brochure containing 
address of Nov. 7• 1956, to the New York Society of Security Analysu, Inc., New 
York City, p. 7· 

., The Federal P_o~~r Commission's position was first clearly set forth in Matter 
of Amere Gas Uu_ht1es Co.: 16 F.P.C. 88o (Aug. 29, 1956), where Commissioner 
Co_nnole. ~rote_ a v1gor~u.s d1ssent. The Commission had indirect legal support for 
th1s po~1t10n. m a deciSl~n of the Circuit Court of Appeals for the District of 
Columb1a: City of Detroit v. Federal Power Commission 230 F ("d) 8 ( ) I h h h · ' · • 

10 1
955 • a t oug t ~t ca~e de~lt with acc_el~rated amortization under Sec. 168 of the Tax 

Code, not with hberahzed deprec1atwn under Sec 167 Apart from 'ts t' h · . · · 1 assutnp ton 
t at It was under Cong~~sswnal mandate to give corporate stockholders the direct 
benefit _of the tax prov1s10ns, t~e Federal Power Commission itself seems to have 
entertamed doubts on the ments of the issue. For in a rulin of J 1 6 

1 
. . f - d . ' g u y 2, 195 ' re auve to accountmg or Joe era) mcome tax accruals under liberal'zed d · t' th d ft · · h b I eprec1a-1on. m~. _o s, a er clt~ng t e a ove-noted court decision as "completely con-

trolhng, 1t added that 'the extraordinary ability and willingness" f 1 . . . o natura gas 
compames to attract capital rn1ght lead it to call Congressional attention to the 
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of this claim to the enjoyment of a profit on funds not contributed 
by the corporate investors. The defense usually offered is that 
plant expansion financed by these funds enhances management 
costs and increases the risk factor. But management costs are 
covered in the allowances for operating expenses, not in the rate 
of return. And the risk factor (which may even be reduced, not 
increased, if the company is permitted to accrue a so-called deferred
tax reserve, as it will under Alternative Number 3) is properly 
taken into account in the allowance of a fair rate of return on 
capital contributed by the investors. Hence, there is no need to 
concede to stockholders a return on capital contributed, in effect, 
either by the taxpayers or by the consumers.~0 

As I see it, the only reasonable controversy as to the choice among 
the three above-noted alternatives is that between the view that, for 
rate-making purposes, companies should receive no allowances for 
taxes other than for actual current taxes, and the view that, if 
they practice liberalized-depreciation accounting for purposes of 
income taxation, they should receive an annual allowance for de
ferred taxes combined with a deduction of the resulting deferred-tax 
reserve from what would otherwise be the rate base. Here I am 
convinced that the weight of the argument lies with the latter 

question whether the incentive provided by Sec. 167 of the Internal Revenue 
Code is necessary or desirable for the natural-gas industry. 

Whatever interpretation may be placed on "intent of Congress," one might 
suppose that state commissions would not feel bound by this intent in develop
ing rules for the regulation of intrastate utility rates. Yet the utility companies 
have pressed the Congressional-intent argument on these commissions-not with
out success in some cases. Ironically, the accounting firm of Price, Waterhouse & 
Company is reported to have urged the Federal Power Commission to broaden its ac
counting treatment of deferred taxes so that the views of state regulatory com
missions shall not be superseded by Federal rules of accounting! 6o Public Utilities 
Fortnightly 872 (Nov. 21, 1957) . 

60 As supporting the adverse position just expressed, see City of Alton v. Com
merce Commission, 19 lll. 2d 76, 165 N.E. 2d 513 (1g6o), overruling a Commission 
rate-making order which conceded to a water company an operating deduction 
for deferred taxes without making an offsetting deduction in the determination of 
the rate base. In a very able opinion speaking for the Court, Justice Schaefer said: 
"The Commission's order therefore can hot stand. Funds generated by accruing 
deferred tax expenses, and any facilities fmanced out of these funds, must be ex
cluded from the rate base." 165 N.E. 2d 524. In this case the Court had at first 
adhered to the "flow-through" principle in denying to the company any rate-making 
allowance for taxes in excess of current tax liabilities. But it changed its ruling 
following a petition for rehearing filed by Arthur Andersen & Co., public ac
countants, as Amicus Curiae: Brief by Max Swiren, Esq. The final ruling permitted 
the Illinois Commerce Commission to apply what I have called Alternative Number 
3 to the problem under inquiry. 
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position,H and this for three reasons: first, that this position is in 
harmony with the modern tendency to regard straight-line depreci
ation as erring on the side of a retarded allowance for cost recoup
ment rather than an excessive allowance as was once often thought 
to be the case; secondly, that the very practice of taking rapid 
depreciation for tax purposes tends to reduce more rapidly the 
actual values of the depreciating assets-namely, their tax-saving 
values; and thirdly, that unless utility companies are permitted to 

set up reserves against so-called deferred taxes, thereby protecting 
themselves against the possible repeal of the diminishing-charge 
provisions of the present tax law, they are likely to exercise what 
has been held to be their option to ignore these provisions in favor 
of the orthodox straight-line tax accounting-an option adverse 
to the long-run interests of their consumers. Already, indeed, util
ity companies in Pennsylvania and elsewhere have exercised this 
option.*2 

Instead of ending this somewhat involved chapter with a sum
mary of its major conclusions, I return to the primary question 
raised at the beginning-the question as to the relevance of any 

"'The main argument for a commission's refusal to make any deferred-tax allow
ance in a rate case--for the so-called flow-through principle--is that, as long as 
the tax law remains unchanged and as long as additions to depreciable corporate 
assets exceed retirements, the "tax deferment" will be continuous and hence will 
amount, in effect, to a permanent 1ax saving. With qualifications this contention 
is correct in that a reduction in current taxes below what these taxes would be 
under straight-line accounting will not later be offset by an increase in these taxes 
beyond what they would be under straight-line. Robert Eisner, "Accelerated 
Amortization, Growth, and Net Profits," 6o Quartedy journal of EconomiCJ 533-
544 (195»): Sidney Davidson, "Accelerated Depreciation and the Allocation of 
Income Taxes," 33 Th£ Accounting Review 173-18o (1958). Dut under flow-through, 
the major benefit of the tax reduction would go to the earlier consumers, in the 
years in which the tax payments have been reduced, instead of being apportioned 
among consumers more nearly in proportion to their relative responsibility for 
payments for services resulting in eventual tax liabilities. As an argument against 
the accrual of a tax-deferral reserve, the permanent-deferral theory is suspiciously 
similar to the now discredited "plant immortality" theory of depreciation, men
tioned early in this chapter, which was once adduced by the utility industry as an 
argument against the deductibility of accrued depreciation from cost new in the 
determination of the rate base . 

.. But see Professor Ben W. Lewis's contention that commissions should have 
the power to deny to companies, for rate-making purposes, any income-tax allow
ances in excess of the taxes to which they would be subject if they were to choose 
accelerated depreciation in determining their tax liabilities. "The Duty of a 
Public Utility to Reduce Its Income Tax Liability by Using Accelerated Depre· 
dation," !15 Land Economics 104-114 (1959). 
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deduction for "depreciation" in the measurement of a rate base 
under an actual-cost standard as distinct from a present-value 
standard. These different standards require different rules for the 
treatment of depreciation and even require different definitions of 
"depreciation" as the amount to be deducted from cost new in the 
determination of the rate base. But it does not follow, \IS has some· 
times been stated or implied, that the allowance for depreciation 
under an actual-cost standard "has nothing to do" with the decline 
in the values of the depreciable assets. For even an actual-cost rate 
base, while not measured by the value of the property at the time 
of a rate case, should be indirectly related to this value and, espe· 
dally, should be kept from exceeding the value to a serious extent. 
The rules for depreciation accounting or capital-cost amortization 
summarized in this chapter are designed to serve this practical pur· 
pose. Hence, the annual allowances for depreciation as an operating 
deduction are properly designed to reflect the general downward 
trend in the service values of the depreciable fixed assets during 
their "irresistible march to the junk heap." To this extent, as in 
other respects noted in Chapter XI, an actual-cost standard of rate 
control is not a standard completely devoid of value concepts. 
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XIV 

THE RATE BASE: REPLACEMENT COST 

AS AN ALTERNATIVE STANDARD 

Bearing in mind the fact that, even when modified by price-index 
adjustments designed to restate past costs in terms of present dol· 
lars, the actual-cost basis of rate control is not a value basis, we now 
turn to the fundamentally different replacement-cost 1 or present· 
value principle. Let it be noted at the outset, however, that, when 
strictly interpreted, this principle refers to a paper theory rather 
than to any actually accepted, operative rule of rate making. Even 
so, the principle is worth reviewing if only to call attention to the 
superficial character of its resemblance to that ill-defined measure 
of reasonable utility rates which goes under the title of the "fair
value" standard. 

Chapter XII, on the actual-cost or net-investment standard, first 
undertook to define this standard in its modern form before con
sidering its claims for acceptance as a preferred basis of rate regula
tion. In turning to the alternative of replacement cost, the present 
chapter will follow, in part, a reverse procedure. First will come a 
brief exposition of the economic argument in favor of replace
ment-cost rate making; then a discussion of the relevant definition 
of replacement cost. This seemingly illogical sequence is dictated 
by the need to consider first the economic philosophy of the replace-

'In this chapter, following a widespread practice, I use "replacement cost" and 
"reproduction cost" as mere synonyms. Those writers who have drawn a distinc
tion have not been in agreement as to what the distinction should be. But there 
has been a tendency to associate "reproduction cost" with the cost of replacing 
the existing plant with a substantially identical new plant. An alternative distinc
tion, though one seldom drawn in rate-making literature, would be that between 
the cost of replacing the present output of service and the cost of producing ad· 
ditional units of service (reproduction cost). 
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ment-cost principle in order to find any rational grounds for a 
choice among alternative definitions of the principle, especially for 
a choice between the legally orthodox tradition in favor of the re
production cost of a substantially identical plant and the econo
mists' preference for cost of replacement by means of a modern, 
substitute plant. But the economic philosophy can be stated very 
briefly here, since it has already been discussed in Chapters IV and 
VI. 

ECONOMIC ARGUMENT FOR A REPLACEMENT-COST STANDARD 

Viewed, then, from the standpoint of price theory, the case for 
the replacement-cost principle rests primarily on its supposed ef
fectiveness in securing a proper allocation of the country's limited 
resources of labor, raw materials, and capital as between the pro
duction of public utility services and the production of other goods 
and services. The attainment of such an allocation is one of the 
major functions of prices in general, including public utility rates 
-the third of the four functions distinguished in Chapter Ill. 
According to the argument now under review, if public utility 
rates were set at levels higher than would be required by a replace
ment-cost standard, they would unduly restrict consumption of 
public utility services, since they would deter consumers from 
taking the full amounts of service for which they are ready to pay 
the costs of rendition as measured by current costs of production. 
On the other hand, if these rates were set below current replace
ment costs in compliance with the "false" standard of a return on 
actual cost, they would tend to stimulate a demand for excessive, 
wasteful consumption. The consumption would be wasteful be
cause the increased output required in order to satisfy the high 
demand could be produced only at a cost in excess of the price 
charged for the service. 

In thus serving to secure a well-balanced demand for utility serv
ices, replacement-cost pricing is supposed to be a better standard 
than actual-cost pricing, since it is said to reflect costs that are still 
escapable rather than outlays which, having already been made, 
cannot be avoided or minimized by any restrictions on future con
sumption. Even if, for reasons set forth in Chapter VI, this type 
of price control does not completely adopt the ideal norm of a 
competitive price, its supporters would claim that it comes as 
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close to this norm as does any feasible yardstick of monopoly pric· 
ing. 

Thirty years or more ago, the case for the replacement-cost 
principle, as just se't forth in a very sketchy and inadequate man· 
ner, was developed with great skill, and with particular reference 
to railroad rates, by Professor Harry Gunnison Brown of the Uni
versity of Missouri.2 Similar views have been expressed by later 
writers,8 but they have lacked both the incisiveness and the firmness 
of conviction that make Brown's earlier analysis a classic in the 
history of rate regulation. 

REPLACEMENT COST OF SERVICE AS THE RELEVANT COST 

Persons familiar with this economic defense of the replacement· 
cost princ_iple, as expounded by Brown and others, will need no 
reminder that the version of the principle on which it relies is quite 
different from the one formerly accepted by the Supreme Court 
under its interpretation of the "fair-value" rule and still appar· 
ently accepted in states that retain this rule even after its repudia
tion as a constitutionally imposed "law of the land." According 
to the orthodox legal doctrine, estimates of reproduction or re· 
placement cost are germane to a rate case only as evidence or "ele
ments" of the fair value of the properties devoted to the public 
use. But because of a widely shared confusion as to the precise 
relevance of a replacement-cost estimate as a possible index of the 
actual value of replaceable property-a confusion especially prom-

• See, e.g., his Transportation Rates and Their Regulation (New York. 1916); 
"Railroad Valuation and Rate Regulation," 33 Journal of Political Economy 505-
530 (1935) and 34 ibid. sao-soB (1936); "Economic Basi5 and Limits of Public 
Utilit.Y. Regulation," 53 Ameriron Bar Association Reports 717"""737 (1928). For a 
pracucmg lawyer's defense of reproduction-cost rate·making valuations similar to 
thai of Professor Brown's, see Frederic G. Do rely, "The Funcrion of Reproduction 
Cosl in Public Uliliry Valualion and Rale Making," 37 Harvard Law Review 
'73-200 (1923)· 

• Expressed usuall.y, however, in suppon of lhe conlention lhar public utility 
rates should be denved from a rale base which makes allowance for a major in· 
Balian in general price levels ralher !han in support of a srricl replacement·COSI· 
of-service basis of rate conlrol. See, e.g., \Villiam A. Paton and Howard C. Greer, 
"Uiilily Rates Musr Recognize Dollar Depreciarion," 5' Public Utilities Fortnightly 
333-356 at 335 (1953). "The inescapable facl," declare rhese wrirers, "is that ulility 
rales in general are so unjustifiably low that they stimu\ale more consumplion 
than can be provided by available facililics, rerarding lhe expansion of lhe 
services avidly sought by consumers, and hampering the full enjoymenl of whal 
could be supplied if charges were more nearly in line with loday's price level." 
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inent in valuations for different legal purposes including tax and 
condemnation cases as well as rate cases-reproduction cost has 
usually been taken to. mean the hypothetical cost of a substantially 
identical new plant!"' one of the same capacity and location, the 
same size and number of generating units (with electric utilities), 
the same motive power (with transportation utilities), the same 
type of telephone switch boards (with telephone utilities), etc., 
etc. The resulting "valuation" of the property is therefore an eco
nomically meaningless application of up-to-date prices to out-of
date properties. Rates derived from such a rate base do not reflect 
even a serious attempt to follow the general principles of com· 
petitive pricing in a dynamic economy. Nor do they avoid the ob· 
jection that the costs which they reflect are a form of sunk costs 
even though restated in terms of current unit prices. 

Defenders of the principle of replacement-cost rate control would 
doubtless reply that the criticisms just advanced apply, not to the 
principle itself but rather to its fallacious interpretation by tri
bunals and by engineering experts for the public utility com· 
panies.6 But critics of the whole philosophy of replacement-cost 

-.....rhe position of Justice Butler, speaking for the Court in McCardle v. 
I~· Water Company, 272 U.S. 400, 417 (lg>u). See my Valuation of 
Property (New York, 1937), pp. t 1 1184. For a differenl position sec the con· 

in 

u.s. 461, 
in rhe Hope Natuml Gas case, Justice Reed following footnote to his 
reference lo reproduction cosl as a relevant factor in rhe determinalion of fair 
value: "'Reproduclion cost' has been variously defined, but for rare-making purj
poses rhe mosl useful sense seems Ia be, rhe minimum amounl necessary lo create 
at the lime of rhe inquiry a modern plant capable of rendering equivalenl service 
See I Bonbright, Valuation of Property (1937) 15•· Reproduclion cost as lhe cosl 
of building a replica of an obsolescenl plan I is nol of real significance." 320 U L 
591, 622 (1944). Even in rhe earlv cases comn · · eclined 
re laceme · · r example, in its railroad ap· 
praisals under the Valuarion Acl of 1913, lhe Interstale Commerce Commission 
declined lo assume lhe replacement of ties wilh ourdaled kinds of wood such as 
bois d'arc. I. L. SharEman, The Inter1tate Commerce Commission, VoL III A (New 
York, 1935), pp. t6! et seq. 

In more recent public utility valuations on a replacement-cost basis, the appraisal 
engineers have offset, to a limited and indeterminate extenl, lhe fallacy of identical
reproduction-cos! appraisals by allowances for obsolescence far more liberal than 
!hose conceded in earlier years. But offsets of this kind cannot be reliable in the 
absence of eslimates bolh of lhe construclion costs and of the operating costs of 
modern, subslitule planls. 

'In 1942, one of rhese defenders, Mr. Joseph Jeming, described an actual a !tempi 
by a public urility company lo apply the reproduction-cost-of-service principle in 
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regulation, whose views I have supported for many years, may 
fairly raise the question why a fallacy so elementary hom the 
standpoint of appraisal theory can have persisted to this day among 
rate-making tribunals, almost sixty years after the Supreme Court, 
in its dictum in Smyth v. Ames, had referred to current costs of 
construction as one of the important "elements of fair value." In 
part, at least, the answer must lie in a recognition by practical
minded judges, commissioners, and experts, that estimates of the 
cost that would be incurred in replacing the service by means of 
a new type of plant if the existing plant were to disappear into thin 
air are altogether too speculative and too litigious for .purposes of 
feasible administration. When one considers, moreover, that the 
replacement might well take the form of a change in the very na· 
ture of the service, and not just of a change in the design and loca· 
tion of the plant-a change, say, from street cars to buses, from 
branch-line railroad service to common-carrier truck service, from 
house-heating by gas to heating by electrically operated heat pumps, 
etc.-one need not be surprised that the replacement-cost-of-service 
theory of rate making remains today a paper theory. What goes 
under the name of a replacement-cost or reproduction-cost princi
ple is a principle (if such it can be called) which, in its concessions 
to the real or supposed needs of feasible administration, loses the 
very charm'"'m:at"·It!ft~endear1d it to some of the academic e~QJJ,f4 
mists. 

a case concerned with the rates for manufactured gas "in a large metropolitan 
community"-! assume, Brooklyn. "Unfortunately for the complete development 
of the proposed principle of rate-making, the case was settled before any cross
examination in respect of these studies was conducted and before any rebuttal 
testimony was presented." "An Actual Application of the Reproduction-Cost-of· 
Service Principle in Rate Making," 18 journal of Land & Public Utility Economics 
188-203 (1942). See also Mr. Jeming's earlier article on the same subject in VoL 17 
of the same journal (1941), pp. 138-15o. 

It is by no mere coincidence that the company which proposed to make use of 
the replacement-cost-of-service principle was a manufactured·gas company, since 
technological progre .. in that area has been relatively slow. In electric power 
production, e.g., postwar improvements in efficiency accompanying the use of 
larger generating units are said to have kept pace with increases in the prices of 
labor and raw materials. See Mr. Philip Sporn's announcement of his system's 
decision to buy two 450 megawatt generators: American Gas & Electric Company 
news release of April 27, 1956. In the telephone field, compare the statement of 
Mr. George C. McConnaughey, Chairman of the Federal Communication Com
mission, that "by 1965 about so per cent of expenditures for new construction 
is expected to be in electronic categories." 58 Public Utilities Fortnightly 563 
(•gs6). 

v 
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IDENTITY BETWEEN A REPLACEMENT·COST-OF·SERVICE STANDARD 

AND A PRESENT-VALUE STANDARD 

Before discussing further the limitations of a replacement-cost
of-service principle of rate making, we may note that, in theory, 
the principle is the same as that of a correctly interpreted prese~lt
value basis of rate making. The present service value of the eXISt· 
ing plant of a public utility enterprise can be measured by the 
estimated cost of a modern, substitute plant minus an allowance, 
traditionally called "depreciation," for the value inferiority of 
the old plant including any inferiority due to higher operating 
costs. If the rate base were set at a value thus measured, the deduc
tion for depreciation would offset the higher operating ~xpe~~es 
of the existing plant. 6 In actual practice, however, pubhc utility 
properties are seldom valued in this manner for purposes of rate 
control. Instead, the valuation is based on a compromise between 
depreciated actual costs and engineering estimates of depreciated 
identical reproduction costs. Whether or not the resultmg per
mitted rates of charge for service are higher or lower than those 
rates which would be called for under a replacement-cost-of·service 
test must be a matter of almost pure coincidence. 

EVEN IF RATES WERE BASED ON REPLACEMENT COSTS OF 

SERVICE, THEY WOULD STILL NOT CONSTITUTE 

"OPTIMUM" PRICES 

Despite the strong probability that a replacement-cost-of-service 
principle will never become a widely accepted operative rule of 
rate making, a serious attempt to go as far in the direction of this 
principle as practical difficulties permit might still be worth mak
ing if the principle itself could qualify, in theory, as a principle of 
optimum resource allocation. In fact, however, it cannot so qualify, 
since it identifies reasonable rates with rates sufficient, in the ag
gregate, to cover total costs of service replacement including a 
capital-attracting rate of return on the hypothetical investment in 
a new plant. With a public utility or railroad system still operating 
at a scale at which further enhancements in rates of output can 

• See Maurice R. Scharff's discussion of the theory o[ replacement·COst appraisals 
in Technical Valuation, Jan., 1948, and in 114 Transactions of the American So
ciety of Civil Enginurs 907~25 (1949): also the articles by Joseph Jeming cited in 
the preceding footnote. 
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tak<: place with less. t~an a proportionate increase in operating and 
capital costs (conditiOns of decreasing unit costs), such rates will 
exceed the incremental or marginal costs of the service. Yet, under 
the economists' theory of optimum pricing, the important rela
tionship between prices and costs is an equality, under equilibrium 
conditions, between prices and marginal costs. Hence, if optimum 
resource allocation were to be accepted as the primary objective 
of rate-making policy, as the replacement-cost advocates insist, 
what would be required is not a mere transfer from an actual-cost 
standard to a replacement-cost standard, but rather a transfer from 
any standard of total cost to a standard of incremental cost. This 
transfer could be accomplished only by the aid of tax-financed sub
sidies ~s long as incremental costs are less than average total costs.7 

In view of this theoretical deficiency of a replacement-cost princi
ple of rate control, any claim that it may have for acceptance on 
grou?ds of resource allocation must be stated merely in terms of 
relatzve advantage. That is to say, the claim must rest on a conten" 
tion that the discrepancies between public utility rates and incre
mental costs of service, though unavoidable under any attempt to 
make rates as a whole cover costs as a whole, will be reduced if the 
latter costs ~re measured in terms of current costs of replacement 
rather than m terms of costs already actually incurred. 

The merits of such a claim cannot be inferred from any a priori 
theory of cost behavior or cost analysis. Instead, it would have to 
be put to an empirical test, the validity of which would be limited 
to the particular type of public utility under review. But if we 
accept provisionally the usual American assumption that most 
public_ utility enterprises, including most railroads, are even today 
operatmg under conditions permitting the enjoyment of further 
economies of scale, and if we also assume that current replacement 
costs of service would be higher than historical costs, the accept
a?ce ~fa replacement-cost principle might be a step in the wrong 
duecuon. 

'See Chap. XX. In a debate on the subject with Professor Brown in 1927 (see 
footnote. 11, infra), .1. argued that the logic of his position would call for support 
of margmal-cost pncmg rather than for support of his proposal to make railroad 
rates cover tot.al replace~e~t costs. ~rown's reply, if I understand it correctly, 
was that margmal·cost pncmg for rat!road services is financially impractical but 
tha.t repl.acement-cost _pricing comes as close to the ideal of competitive pricing 
as IS feasible under pnvate ownership. 
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THE RESOURCE-ALLOCATION ARGUMENT FOR REPLACEMENT COST 

IGNORES THE TAX FACTOR 

The claim on behalf of a replacement-cost standard, to the effect 
that it will secure a better allocation of resources than can the rival 
standard of actual cost, is further weakened by a factor seldom 
taken into account in debates about the relative merits of the two 
types of rate base, namely, the tax factor. Under our prevailing 
systems of state, local, and Federal taxation, a material fraction of 
the revenues received by the railroads and by the private utility 
companies from the sale of services must be paid out in taxes. For 
example, in the year 1956, the total taxes reported by the country's 
larger private electric power companies in their income accounts 
amounted to more than 21 per cent of gross revenues.8 In addition, 
special excise taxes have been imposed at times upon the purchase 
of electric service, telephone service, and passenger transportation 
tickets-taxes imposed directly on the consumer but collected and 
transmitted to the governments by the utility companies. 

Viewed from the standpoints of the consumers and of the com
panies that render utility service, the payment of these taxes is a 
part of the necessary costs of service. Viewed, however, from the 
standpoint of the nation or of the community, this payment cannot 
be relied upon to reflect, even in a rough and ready way, the social 
costs of service rendition-the burdens that the community as a 
whole could save by refraining from supplying the service. Yet the 
resource-allocation defense of replacement-cost rate control in
volves the assumption that the expenses incurred by the private 
producer of the service reflect social costs.9 

In the 1920s, when Professor Harry Gunnison Brown wrote his 
trenchant criticisms of an original-cost standard of rate making, 

'Federal Power Commission, Statistics of Electric Utilities in the United States, 
1956, Classes A and B, Privately Owned Companies, p. xv. 

'It might be argued that the inclusion of taxes in the prices charged for utility 
services will bring relative rates and prices into harmony with relative social costs. 
But this argument would require the dubious assumption of a close comparability 
between the tax components of public utility rates and the tax components of 
the prices of nonutility products. The prospective importance of atomic power, to 
be produced with atomic fuel supplied by the Atomic Energy Commission at prices 
not closely related to production costs, and to be aided by expensive government
financed research and by government liability of insurance, will throw even more 
doubt on the reliability of relative enterpriser costs as a measure of relative social 
costs. 
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he paid special attention to the danger that this standard would 
result in too high rates in a period of declining reproduction costs. 
For many years, however, replacement-cost valuations have been 
associated with high rather than low valuations, and the critics 
of the actual-cost principle have expressed the fear that the result
ing rates would be too low and hence would encourage wasteful 
consumption. But if this danger were really believed to exist de
spite the heavy prevailing levels of utility taxation, the remedy 
would not need to be sought for by the adoption of a replacement
cost principle of rate making. Instead, it could be secured far more 
easily and expeditiously by an increase in utility taxes! 

WHENEVER ECONOMIC CONDITiONS DISQUALIFY 

AN ACTUAL-cOST BASIS, THEY WlLL PROBABLY ALSO 

DISQUALIFY A REPLACEMENT-COST BASIS 

The rate-making philosophy presented by Brown and other 
economists on behalf of a replacement-cost principle of rate mak
ing, though failing in my opinion to support this principle, is much 
more effective in revealing both practical and theoretical limita
tions of the actual-cost principle. Under certain conditions these 
limitations, inherent in any sunk-cost standard of rate making, be
come fatal or, at least, too serious for toleration. But the point 
that I would now stress is that, in the recent experience of Ameri
can rate regulation, when these conditions have prevailed, the 
remedy has seldom if ever been found to lie in a resort to the 
replacement-cost standard. Instead, the sought-for remedy has taken 
the form of a departure from, or even of the complete abandon
ment of, any fair-return standard of rate making. Three episodes 
in the history of rate regulation will illustrate this point, although 
others will occur to the reader.10 The first concerns the regulation 
of railroad rates; the second concerns the regulation of natural
gas rates; the third concerns local-transit fares. 

In December, 1927, when railroad valuation by the Interstate 

,. The Supreme Court's review of the California Commission's unorthodox rate· 
making valuation of the Market Street Railway in San Francisco suggests another 
case in point. Here the Court sustained the rate order against the charge of 
unconstitutionality despite the Commission's refusal to concede a return either on 
actual cost or on replacement cost, its much lower valuation having apparently 
been based on the price that the City of San Francisco had bid for the property. 
Market Street Railwav Co. v. Railroad Commission, 324 U.S. 548 (t945). The facts 
were unusual and th~ ded!ion is of un~nain import as a legal precedent. 

THE RATE BASE: REPLACEMENT COST 

Commerce Commission was an extremely live issue, I presented a 
paper before the American Economic Association defending an 
"actual-cost" or "prudent-investment" measure of the rate base 
in preference to a rate base derived from estimated replacement 
costs.n (The railroad carriers themselves were staunchly supporting 
replacement-cost appraisals.) This paper was followed by several 
commentaries from other economists, including a dissent by Pro
fessor Brown, who came to the defense of replacement cost on 
grounds summarized in the preceding paragraphs. . . 

The subsequent history of the Interstate Commerce Commtsswn 
valuations would make a long story, and there is no need to relate 
it here. But what is important to note is that this history has be· 
lied both Brown's assumptions and mine. For in actual practice, 
rate regulation by primary reference to the standard of a normal 
"fair rate of return" on any rate base has proved unfeasible. Com· 
petitive conditions, combined with the early shortsightedness of 
the railroads in failing to amortize capital costs by reference to 
anticipated obsolescence, and aggravated by governmental sub
sidies to road, air, and water carriers, have prevented the railroads 
from earning a so-called fair return even on depreciated historical 
costs and have prevented the Commission from making a serious 
attempt to regulate rates on any such standard of a fair return. In 
short, the actual experience of the railroads has revealed the limita
tions of an actual-cost basis of rate control when applied to a highly 
competitive industry. But this same experience has also revealed 
the limitations of a replacement-cost standard. Indeed, railroad 
valuations, if based on current reproduction costs, would be even 
higher than those based on net investment, with the result that 
any attempt to apply such a standard would be even more clearly 
out of the question.12 This situation has created a·rate-making prob-

u "Railroad Valuation with Special Reference to the O'Fallon Decision," tB 
American Economic Review, Supplement t82-205 (1928). A revision of this paper 
was published under the title "The Economic Merits of Original Cost and Repro· 
duction Cost," 4t Harvard Law Review 593-622 (t928). 

uThat is to say, out of the question under an~ standard of replacement cost 
or reproduction cost that has ever been applied or that has any likelihood of being 
applied in the future. Under a "paper theory" ol replacement cost, as presented 
in some of the economic treatises, "reasonable" railroad rates might be dertved 
from estimates of the cost of replacing the service by whatever forms of transport, 
including possible new railroads of modern design and location, would justifiably 
be adopted il the nation's transport system were to be planned de novo. The 
acceptance of these rates would then give to the existing railroad properties values 
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THE RATE BASE: REPLACEMENT COST 

!em as yet unsolved. But the most widely discussed solutions in
volve the complete or partial abandonment of any fair-return test 
of reasonable railroad rates in favor of rates designed to meet the 
a~tual ~ompetition of rival forms of transport without too serious 
dtstortwns of the railroad rate structure.u 

For a second illustration of the failure of a replacement-cost 
standard to cure the deficiencies of an actual-cost standard, one 
may turn to the regulation of natural-gas prices by the Federal 
Pow~r Commission. In the Hope Natural Gas case, the Commission 
had mcluded in the pipeline company's rate base its actual net in· 
vestment in gas-producing properties. Although the Supreme 
Court accepted this disposition of the problem of allowing for the 
costs of gas at the wellhead, Justice Jackson wrote a brilliant dis
sent. 

!he prudent inve~t.ment ~heory [he wrote] has relative merits in fix
mg rates for a u.uluy wh1ch creates ils services merely by its invest
ment. · . : But. 1t has no rational application where there is no 
such relauonshtp between investment and capacity to serve,!~ 

Yet this conclusion did not lead the Justice to support a reversion 
to a r~place~ent-cost. or "fair-value" basis of price control. In
stead, 1t led htm to reJect any rate base as a sound determinant of 
the commodity component of the price of gas. The Commission, 
he said, should be left free 

based on capit.alized estim.ated earnings-values on which the railroad companies 
would be .:arnmg what mig~! ~e regarded, in a backhanded way, as a "fair rate 
of ~tun:; Compare. an e?•tonal in the March 8, 19!;4. issue of Railway Age, 
en~llled Suppose Ratlroadmg Were a New Industry." 

See Chap. IX, PP· tgg-qo, •v.pra; also former Interstate Commerce Commissioner 
Clyde B. Aitchison's article, "Fair-Return-on-Value-Theory in Rate Making L ses 
Force," 25 I.C.C. Practioners' journal 11-15 (Oct I957) Mr A'ttch' f 

0 

h I . ·• · · ISon re ers to 
I e ntentate Commerce Commission's rate decision in Ex Parte 206 as having 
comple~e.ly overt~r.own the "fair return on value" test of reasonable rates. Under 
competiiiV~ oo?d•tlons now facing the railroads, he declares, this test "has proved 
10 be a h Ill US IOn." 

In a~1 earlier draft of this chapter, I incautiously wrote that, today, not even 
any railroad manageme.nt would claim that railroad rates could feasibly be fixed 
at a level ~hat would y1eld a conventional "fair rate of return" on a reproduction 
cost appraisal. I was wrong! In t956, following a holding of the New York Court f 
Appeals that th.e .statutes gov~rning telephone and transportation rates requi~e 
:he state commuswn to t~ke mt? consi~eration estimates of reproduction costs, 
he New .York. Central Railroad, 1!1 seekmg leave to increase intrastate passenger 
~ares on us Hudson, Harlem, and Putnam Divisions, was reported to have set as 
Its goal a 6 per cent return on the "replacement value" of properties that had 
acually cost only a fraction of this value to construct. Washington Star 0 t 6 

"320 U.S. 591 at 649 (1944). • c · 9· 
1
95 · 
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to fix the price of gas in the field as one would fix maximum prices 
of oil or milk or coaL or any other commodity. Such a price IS not 
calculated to produce a {air return on the synthetic value of a rate 
base of any individual producer, and would not undertake to assure 
a fair return to any producer. The emphasis would shift from the 
producer to the product, which would be regulated with an eye to 
average or typical producing conditions in the field. 

This is not the place to discuss the merits of Justice Jackson's 
dissent in the Hope Natural Gas case, or the merits of the still 
highly controversial and difficult problem of natural-gas price 
regulation. His position is cited here merely as another example 
of the failure of a replacement-cost rate base to meet the practical 
needs of price control whenever the economic situation is such as 
to suggest the rejection of an actual-cost standard. 

For a third and final illustration we may turn to municipally 
owned transportation systems. The New York subway system will 
serve as a concrete example. At the current 15¢ fare the system is 
now running an operating deficit, and the present management is 
doing its best to retard the necessity of a further increase in fares 
by resort, partly, to cost-cutting devices resulting in impaired 
service outside of rush hours. Any attempt to make the system 
earn interest on the subway-incurred debt, or to earn "construc
tive" interest on original construction costs, would be generally 
conceded to be out of the question. In short, if one includes capital 
costs as a part of the costs of service, the system must be run at a 
heavy loss. But by the same token, any attempt to go beyond this 
point and to secure a return on the high hypothetical replacement 
costs of subway construction would be even more clearly hopeless. 
Yet no sane man proposes to shut the subways down, and few 
would contend that they ought to be shut down unless the subway 
riders are prepared to cover operating expenses plus a fair return 
or fair interest rate on the current "fair value" of the property.l5 

Again we come to the point of this discussion: that the serious 
limitations of an actual-cost standard of public utility pricing are 
unlikely to be overcome by a transfer to a replacement-cost stand· 
a rd. 

15 The New York. subway situation illustrates the theoretical limitations of the 
assumption, implicit in J·eplacement·cost rate theory. that puhlic utility services 
arc not worth rendering unless they can be made to yield revenues to cover total 
operating expenses plus a fair return. See Chaps. VII and XX. 
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THE RATE BASE: REPLACEMENT COST 

It. is perhaps by no mere accident that one looks in vain in the 
more recent economic journals for any elaborate defense of the 
replacement-cost theory of rate making such as was forthcoming 
in the 1920s and 1930s from the skillful pen of Harry Gunnison 
Brown. Brief statements leaning toward such a defense may still 
be found: 18 and the public utility trade journals such as Public 
Utilities Fortnightly still carry articles in support of a "fair-value" 
basis of rate control not clearly distinguished from a replacement· 
cost basis. But the emphasis is now on the failure of an unmodified 
actual-cost rate base to give stockholders protection against infta· 
tion. The more theoretical, optimum-resource-allocation argument 
is either left out or else remains very much in the background. 

This current loss of interest in replacement cost on the part 
of the academic economists has several possible explanations. 
Among the more probable ones, however, has been the emphasis 
attached by modern "welfare economists" to pricing based on mar· 
ginal costs, rather than on total costs or average costs, as a basis 
of sound resource allocation. Even today, to be sure, those econ
omists who would abandon total-cost pricing in favor of marginal· 
cost pricing are in a decided minority, if one may judge by a count 
of published articles on the subject. But their arguments have 
served to take the bloom off the replacement-cost standard as an 
asserted means of avoiding the defects of a sunk-cost basis of pric· 
ing. More promising ways of reducing these defects lie in the 
manipulation of utility taxation to this end and in the appropriate 
design of the rate structure. 

Among the actual or proposed measures of the rate base discussed 
""Of the recent statements in suppon of replacement-cost public utility pricing 

that have come to my attention, the most interesting ones are from British econ· 
omlsts who have urged that the nationalized utility and railroad industries, in· 
stead of being under Parliamentary mandate to charge rates designed to cover fixed· 
charge requirements on. debt incurred in the acquisition of properties from their 
former private owners, should be instructed to co~er "notional" interest and de· 
predation charges on plants valued on a replacement-cost basis. See W. Arthur 
Lewis, Ovt11'head Costs (London, 1949), Chap. a; the same author's chapter on 
"The Price Policy of Pulmt eorpoY:ttions," in ~ A. Robson, ed., Problems of 
Nationalized Industry (New York, 195K), Chap. to; A .... M. Henderson, "Prices and 
Profits in State Enterprise," 16 Review of Economic Studies 13-24 (1948-1949)· 
D. J. Bolton, the leading British expert on electric tariffs, concedes a theoretical 
case in favor of replacement-cost determination of total revenue requirements 
for the British Electricity Authority but feels that the resulting excess in revenues 
over contractual interest requirements would become the target for opposing 
demands from labor and from consumers. Electrical Engineering Economics, VoL 2: 
Cost5 and Tarifj5 in Electricity Supply, 2d ed. (London, 1951), pp. 42-45· 

THF RATE BASE: REPLACEMENT COST 

in the last three chapters, the two that seem to me to deserve high
est rating are the two versions of the actual-cost standard set forth 
in Chapter XII: the orthodox form of a net-investment r~te base, 
and a modified form in which the common-stock-equity com· 
ponent of the rate base is restated by the applicatio~ ?f a _price
index corrective-preferably, by a so-called cost-of-hvmg mdex. 
Under favorable conditions, either probably has a better chance 
of successful operation than has a rate base derived in lvhole or in 
pan from estimates of reproduction costs. f!nder t~nfavorable con· 
ditions, no rate base can be expected to y1eld satisfactory results, 
since reasonable rates cannot then be identified with rates de
signed to yield a "fair" rate of profits under any definite standard 
of fairness. 

In 1926 Dr. John Bauer, then as now a leading exponent of the 
prudent-investment principle, closed an. a~ticle in reply .to Pro· 
fessor Brown with a paragraph that bnlhantly summanzes the 
different philosophies underlying, respectively, the use of actual 
cost and the use of replacement cost as a measure of the rate base. 
'With Dr. Bauer's permission, I quote his statement in concluding 
these chapters on alternative measures of the rate base. 

Brown has his eves fixed constantly upon possible economic waste
and quite prope~ly. But he seems to think only or chiefly in terms 
of possible discriminati.on between. users, or m .retarded or over
stimulated use of serv1ce-all conJectural and 1mprobable conse· 
quences-while I see the waste chiefly in the periods of sp~culati.on and 
financial stagnation, in the cross-purposes between pubhc bod1es and 
the companies, the terrific direct costs of regulati?n, an~i the failure 
to achieve economies of operation and better serv1ce whiCh would be 
available through effective regulation and co-operation with the 
companies, but are lost through the incessant conflict and deadlock 
over rates. 17 

"John Bauer, "Rate Base for Effec~i~e and Non-Speculative Railroad . and 
Utility Regulation," 34 ]ounwl of Polt!lCal. Eco~~my 479-513 (1926). ~htle I 
would not go as far as Bauer here went tn mtmmmng Lhe resource-allocatl?n ob· 
jection to actual-cost pricing, I would emphasize even more than he dtd the 
failure of the replacement-cost standard to supply a reme.dy. Co?'pare Emery 
Troxel, "Valuation of Public Utility Property-A Problem 1n :Ellioent Resource 
Use and :Efficient Regulation," 23 journal of Bwiness of the University of Chicago 
J-21 (1950). 
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THE FAIR RATE OF RETURN 

As noted in Chapter X, the measurement of the rate base is merely 

the first step in the calculation of a fair return on the cost or 

"value" of the corporate property. The second step is the allow

ance of a "fair" or "reasonable" annual rate of return on this rate 

bas.e. Up to recent years, the percentage rate was usually arrived 

at m a much more casual or conventional manner than was the 

rate base, largely because of the absence of that specious aura of 

e~pertise and objectivity that has surrounded engineering valua

tions for rate-making purposes. Since the Second World War, how

ever, rate-of-return specialists have supplied a similar aura to 

their subject, with the result that, today, the most critical and con· 

troversial part of a general rate case is likely to be given over to 

the conflicting testimony and exhibits of the finance witnesses for 

the different parties and, sometimes, for the commission or its 

s~aff.1 The conflict is by no means limited to disagreements on ques

tiOns of fact or prophecy. It also extends to express or implied dis

agreements as to the very meaning of a "fair" rate of return or as 

to the relative weights that should be given to multiple standards 
of fairness. 

The present chapter will review briefly the basic controversies 

about the meaning and measurement of a fair rate of return.2 Only 
1 "I have been engag~d in a ?at of these rate cases, a great many of them, and 

I kn.ow that the most difficulty In all rate ca5es is the setting of the rate of return" 

Leslie M. Jones, Vi~e Preside~t and G~neral Coumel, Illinois Bell Telephone c~ .. 
at a h.eanng of Ctty Counc1l Commtttee on Utilities, Chicago, March 4 1gr• 
transcnpt. p. 121. ' ·"' 

'The ge~eral treatises on public utility economics or regulation have chapters 

on. the subJect .. For an excellent monograph on the earlier cases, see Nelson Lee 
Smllh, The Falr Rate of Return in Public Utility Regulation (New York 1 ) 

~llsworth Nichols, Ruling Principles of Utility Regulation: Rate of Return '(w9},~~ 
mgton, D.C., '955) is a compendium of relevant statements by coufls and com-

THE FAIR RATE OF RETURN 

incidentally, however, will it refer to pronouncements on the sub

ject by courts and commissions. Generally speaking, these pro

nouncements have been couched in language too broad to serve as 

dear-cut precedents. Commissions, particularly, have usually care

fully refrained from accompanying their "findings" as to a fair 

rate of return in any given case with a disclosure of the methods 

and presuppositions on the basis of which they have arrived at 

these findings. In consequence, a rate-of-return witness who him

self takes a definite position on some disputed issue of principle 

-say, on the choice between a historical-cost and a current-cost 

measure of the cost of debt capital-may later read the commis

sion's rate order and written opinion without being able to dis

cover whether or not his own views on the issue have carried con

viction to the tribunal to which they have been addressed. From 

the standpoint of one who hopes for progress in the development 

of more rational systems of rate regulation this is a frustrating ex

perience. 
In one respect the Supreme Court's renunciation of the fair

value rule of rate making as the law of the land has added to the 

complexity of the subject. Since this rule purported to set a single, 

country-wide standard for the measurement of the rate base, it 

was also taken to carry with it a uniform set of standards for the 

determination of a fair rate of return. But today the situation is 

different. For no longer is there a legal requirement of rate-base 

uniformity throughout the United States, with the result that the 

question arises whether a rate of return that would be fair if ap

plied to, and nnder the philosophy of, a net-investment rate base 

would also be fair if applied to, and under the philosophy of, a 

higher or lower fair-value rate base. This question is still subject 

to sharp dispute; and the dispute is all the more confusing because, 

at least in most states, a so-called "fair-value" rate base is a com

promise rate base, thereby lending itself to the application of am

biguous standards of a fair rate of return. 

missions. Numerous articles on rate of return have appeared in the periodical 

Public Uti!itie~ Fortnightly. See it~ index references to "Return." The quarterly 

Land Economzcs (formerly journal of Lnnd Economics) has articles on rate of 

return by Professors Walter A. Morton (May, 1952), E. W. Clemens (Feb., 1954), 

Lionel W. Thatcher (May, 1954), Fred P. Morrissey (Aug., '9.i5), and myself (Feb., 
1951), See also Paul L. Howell, "The Rate of Return in Air Transport," • 4 Law 

and Contemporary Problems 677-701 (Autumn, 1959). 
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For reasons already suggested in the preceding chapters, this 
chapter will attempt to clarify the relationship between rate base 
and rate of return by a threefold division of subject matter. The 
first section will discuss the determination of a fair rate of return 
when applied to an actual-cost rate base under assumed conditions 
of stable general price levels. The second section will remove the 
assumption of price-level stability in raising the question whether, 
even under an actual-cost philosophy of rate regulation, allow· 
ance should be made for price inflation through adjustments in 
the rate of return if not in the rate base. Finally, the third section 
will discuss the question what measures of a fair rate of return are 
consistent with the acceptance of a fair-value standard of rate 
making. 

THE FAIR RATE OF RETURN ON AN ACTUAL· 
COST RATE BASE: ASSUMPTION OF STABLE 
GENERAL PRICE LEVELS 

"COST OF CAPITAL" AS THE BASIC STANDARD OF A 

FAIR RATE OF RETURN 

The acceptance of an actual-cost measure of the rate base by no 
means completely predetermines, as a matter of "logical consist· 
ency," the applicable criteria of a fair annual rate of return. On 
the contrary, a variety of criteria would be applicable; and each of 
them might be made both fair and workable if applied with skill 
and with reasonable consistency over a long period of years. Among 
the possible alternatives would be any of several schemes for dif· 
ferential rates of return on invested capital designed to reward 
high managerial efficiency and to penalize inefficiency. 

Nevertheless, the basic principle of rate making implicit in an 
actual-cost measure of the rate base goes a considerable distance 
toward establishing the relevant tests of a fair rate of return. This 
principle is that of service at cost. Here, in contrast to any sup· 
posed norm of competitive pricing, "reasonable" rates of charge 
for public utility services are held to be rates sufficient, but no 
more than clearly sufficient, to cover the total costs actually and 
prudently incurred by a company in supplying these services. Even 
the fair-value rule of rate making, as interpreted by courts and 

THE FAIR RATE OF RETURN 

commissions, applies this principle in its allowance for operating 
expenses. But the actual-cost rule attempts to extend the principle, 
as far as feasible, to the allowed return over and above the annual 
operating deductions. That is to say, this allowance is itself de
signed to cover a part of the total costs of service, namely, those 
costs incurred by the company in securing the necessary capital. 
Thus the twofold rule that a public utility may charge rates de
signed to cover its operating costs plus a fair return is converted 
into the apparently simpler rule that the rates of charge shall 
cover the company's total costs including its costs of capital. 

This close association-! won't say complete identification-be
tween a fair rate of return and "cost of capital" under an actual
cost standard of rate regulation has the same general claim for 
acceptance as has an actual-cost measure of the rate base: namely, 
the claim of compliance with the requirement of credit mainte· 
nance and of corporate ability to attract capital on terms favor
able to the company and hence to its consumers. For a company 
that cannot meet its costs of capital, including its fixed charges 
plus "reasonable" dividend requirements, cannot long continue 
to supply adequate public utility service to a growing community 
-not, at least, without violation of express or implied commit
ments that it has already made in order to secure capital for the 
construction of its existing plant. In an extreme case, to be sure, 
failure to cover existing costs of capital may ultimately be cured, 
from the standpoint of the community, by a drastic financial re
organization under the N a tiona) Bankruptcy Act or otherwise. 
But the cure is costly, prolonged, and painful. 

With this introduction to the basic concept of a fair rate of 
return implicit in an actual-cost philosophy of rate regulation, we 
may now turn to problems of application. It will soon be apparent 
that the most formidable problem here concerns, not just the 
technique of measurement but the very meaning of "cost of capi
tal" when applied to that portion of a company's invested capital 
represented by its common-stock equity. 

Derivation of over-all "cost of capital" by the cost-of-capital 
formula. Even those public service commissioners and financial 
experts who derive their conclusions as to a fair rate of return in 
large measure from their estimate of "cost of capital" seldom com-



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 131 of 226

0 
0 
.....lo. 

N 
<D 

242 THE FAIR RATE OF RETURN 

pletely identify their conclusions with their estimates.3 More 
often than not, the estimated cost is offered as a minimum standard 
of adequacy, subject to a "judgment-made" additional allowance 
for possible error, for real but immeasurable items of cost, for 
"regulatory lag," and even perhaps as a reward for efficient opera
tion. More will be said on this point later. Meanwhile we may 
sketch very briefly the technique of estimating the so-called cost 
of capital as it has been developed by financial witnesses and by the 
expert staffs of a number of regulating commissions including, 
notably, the Federal Power Commission. This technique involves 
the use of the "cost-of-capital" formula. 

Under this formula, a utility company's total invested capital 
is expressed as 100 per cent and is divided into percentages repre
senting, respectively (a) the capital secured by the issuance of 
funded or long-term debt, (b) the capital secured by the issuance 
of preferred stock, and (c) the capital represented by the common 
stock.4 In harmony with familiar principles of corporation finance 
and with generally accepted principles of rate regulation, any 
capital investment reflected by retained earnings (earned surplus) 
is treated as a component of the common stock. 

This threefold division of the corporate capital by reference to 

• This discussion largely follows the more elaborate treatment that I gave the 
subject as a rate-of-return witness for the Commonwealth Edison Company in 
195~ and again in 1957 (Illinois Commerce Commission Cases 41130 and 44391). 

• Unless a utility company has heavy investments in non utility assets, this in· 
vested capital should approximate an actual-cost or net-investment rate base ex· 
cept for investment in plant under construction, for which adjustments are usually 
made by the temporary exclusion of the investment from the nte base combined 
with the later introduction into the rate base of an allowance for "interest during 
construction" after the plant has gone into service. But if the company has large 
investments in other business enterprises, there arises the problem of deriving a 
cost of capital fur the utility properties fmm an estimate of cost of capital to the 
corporation as a whole. A precise determination of this former, hypothetical 
cost is impossible; and the best practical solution may He in a presumption of 
equality between total cost of capital and cost of utility capital. The obvious 
deficiencies of this solution suggest one reason why American public utility com
panies are wisely restricted in their ownership of nonutility assets. 

With "composite" public utilities, such as those supplying electricity, gas, and 
steam heating, the usual, though not the universal, rule (Maryland has supplied 
one notable exception) has been that each major class of service must stand on 
its own feet financially. That is, deficient earning. from one class of service may 
not be made good by the allowance of an excess rate of return to another class. 
But the determination of differential "fair rates of return" for the different de· 
partments of a combined utility corporation, based on eslimated risk differentials, 
presents problems which would be hopeless except for resort to largely arbitrary 
solutions. 

THE FAIR RATE OF RETURN 

its major sources permits the analyst to compute separately the cost 
of the debt capital, the cost of the preferred-stock capital, and a 
cost or cost equivalent of the common-equity capital. The separa
tion is very helpful, since the costs of the two classes of senior capi· 
tal can usually be computed with a close approach to accuracy, 
leaving only the so-called cost of the equity component subject to 
major differences of opinion. 

Let us assume, for example, that the company in que5tion has 
a capital structure composed of 3 ~ per cent bonds to the extent of 
so per cent, of 4~ per cent preferred stock to the extent of 1s per 
cent, and of common stock (par value plus earned and capital sur
pluses) to the extent of 3S per cent. Let us also assume that an 
allowed return of 10 per cent on the common-stock capital is 
deemed adequate. The over-all cost of capital will then be com
puted as follows, in per cent: 

Per Cent of 
Total Capital 

Funded debt so% 
Preferred stock •s 
Common-stock equity 3S 
Over-all computed 

cost of capital 

Annual 
Cost 

sYz% 
4~ 

10 

Return on 
Total Capital 

L7SO% 
o.67s 
3·SOO 

The assumed capital structure. In the application of the cost· 
of-capital formula the first problem concerns the choice of the 
assumed security structure-an important choice since the com
puted over-all cost may be much lower when the debt ratio is high 
than when the common-stock equity is conservatively thick. Hav
ing in mind this differential, some analysts base their estimates 
on what they themselves accept as a "typical" or an "ideal" security 
structure without regard to the actual capitalization of the com· 
pany under review. Other analysts prefer to base their calculations 
on the capital structure as it now stands or as it is expected to stand 
in the not-distant future. 

In my opinion, the latter alternative is preferable in the usual 
case, since it does not put a company under the temptation to 
"trade on a thin equity" as a means of enhancing the earnings on its 
common stock. Indeed, the use of a hypothetical or "typical" cap-
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italization substitutes an estimate of what the capital cost would be 
under nonexisting conditions for what it actually is or will soon be 
under prevailing conditions. But if the existing security structure 
is clearly unsound or is extravagantly conservative, the rule must 
be modified in the public interest. Actual cost of capital may then 
be disqualified in favor of legitimate cost. 

It has sometimes been argued that, aside from income-tax differ
entials, over-all cost of capital cannot be materially affected by a 
corporation's security structure, since a difference in structure 
means merely a difference in the distribution of risks that are con
stant for the investment taken as a whole. This argument, however, 
has been belied by market experience, which indicates that, up to 
some ill-defined limit, utility companies can secure capital on more 
favorable terms by substantial senior-security financing. 5 It does 
not follow, however, that the public interest is served by resort to 
debt ratios high enough to minimize the cost of capital. Lower 
ratios may well be worth their higher costs by reducing the risks 
of financial adversities which would have a serious impact on the 
quality and expansion of the supply of public service. But the 
question where the line should be drawn between needlessly low 
and dangerously high debt ratios is subject to major differences of 
opinion. Thus, in postwar rate cases, the operating subsidiaries of 
the American Telephone and Telegraph Company have defended 
the objective of a one-third debt ratio for the consolidated system, 
whereas various noncompany witnesses (including myself on occa
sion) have argued that a somewhat higher debt ratio would be 
justified. 

Determination of the cost of senior capital. Having determined 
the appropriate capital structure, such as the one used above for 
purposes of illustration, the analyst usually finds no difficulty in 
computing the cost of senior capital with fair precision. Actual 

• !his, at least, is the concl~sion which I reached, several years ago, on the 
bam of a numb~r of comparative studies of the security yields of various electric 
or gas-and-electnc companies with different capital structures. I take it that most 
security analysts hold the same conviction. But this position has been sharply 
challenged by Professors Franco Modigliani and M. H. Miller, partly on theoretical 
grounds, partly by reference to earlier statistical studies: "The Cost of Capital 
Cot·I:'oration Finance and the Theory of Investment," 48 American Economi; 
Rev1ew 261-297 (1958). See also comments on this article by J. R. Rose and David 
Durand, a~? a reply. by the aut~ors: "_The Cost of Capital and the Theory of 
Investment, 49 Amencan Economic Rev1ew 6g8-669 (1959). The subject calls for a 
thorough re-examination. 
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fixed charges on the debt plus actual dividend requirements on 
the preferred stock. represent the annual cost in terms of dollars. 
The dollar figures are then convened into percentages of each 
type of capital as measured by the net contribution which the com
pany has received from the issuance of the bonds and of the pre
ferred stock. 

In rate cases, some rate-of-return witnesses have contended that 
the allowance for interest costs and for preferred-dividend re
quirements should be based, not on charges actually imposed by 
securities now outstanding, but rather on the hypothetical cost 
of doing senior financing under current conditions of the bond 
and stock market. As will be noted in a later section of this 
chapter, this position comports with the logic of a reproduction
cost theory of rate control; and it is arguably applicable even to a 
"fair-value" rate base which gives material, though not controlling, 
weight to reproduction-cost appraisals. 

But in a calculation based on an actual-cost standard of reason
able utility rates, the objective is to determine, not what the senior 
capital would cost if it had to be secured de novo, but rather what 
it really does or will soon cost in view of the fact that much of it 
has been secured at an earlier date and under market conditions 
differing from those prevailing today. For rate-making purposes, 
this actual or "experienced" cost is significant as indicating what 
the present company will need in order to meet its interest and 
preferred-dividend requirements. Hence, the estimated current 
costs of new bond money and of new preferred-stock money are 
directly relevant only as evidence of the probable costs of new 
senior issues that the company must contemplate in the near fu
ture for purposes of refunding or of new financing. 

When the cost of debt capital is taken to mean actual cost rather 
than hypothetical current cost, company witnesses have argued that 
this cost should include an allowance designed to amortize, over 
the lives of the outstanding bonds, any unamortized debt discounts, 
call premiums, and finance expenses on refunded bonds that have 
been. called prior to maturity for the purpose of interest savings. 
For mcome-tax purposes, these prematurity refunding costs are 
treated as an immediate loss rather than as a deferred charge; and 
accounting-minded witnesses have urged similar treatment for rate
making purposes. But the other position is defended on the ground 
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that the losses, net of tax savings, should be borne by later consum
ers and not by the stockholders, since these consumers will be the 
primary beneficiaries of the refunding action. 

Consistently applied, either of these alternative rules of rate 
making would be tenable and fair. For, if any losses from refund
ing operations are to fall on the stockholders, in the form of a 
resulting erosion of corporation surplus, the allowed fair rate of 

return can be made high enough to compensate stockholders for 
the risk of exposure to such losses in the future. But there is a 

practical ground for preferring the other alternative: namely, that 

a management may well hesitate to call high-yield bonds if the 

immediate financial loss must fall on the stockholders while the 
reduction in annual interest charges must be passed on to the con
sumers. 

The problem of estimating the so-called cost of the common

stock capital. The really critical problem in the determination 

of the over-all cost of capital is that of estimating the cost of the 

comm~n-stock component, or rather that of estimating a capital
attracting allowed rate of return which can be said to reflect cost 
in a very loose sense of that word. Here, the primary difficulty 

lies in the very nature of the common stock of ordinary business 

corporations, including most American public utility corporations; 
namely, in the absence of any express or implied commitment as 
to the rates of dividend. In this absence, the annual cost actually 

incu~red by a company in floating stock issues, whether by rights 
offenngs to old stockholders or by public offerings, is simply inde
terminate. Dividend payments are contingent on earnings; yet 

the allowable amount of earnings is the very objective of inquiry in 
a rate case. There thus arises a vicious-circle difficulty somewhat 
similar to that which precludes the acceptance of the commercial 

or market value of a utility property as a measure of the rate base. 

This. d!fficulty could be avoided if American rate regulation 
were w1lhng to follow the older British practice under which even 

the common s~ocks of public utility corporations would be subject 
to a fixed maximum annual rate of dividends, such as $4 per share 

or 10 per cent of par value.6 Each new issue of stock could then 

'Rob~rt H. Whitten, Regulation of Public Seruice Companie• in Great Britain, 
Append!x !· Vol. 1, Annual Reporr of Public Service Commission of New York, 
F1r!t Dtstn~t,. 1913. ~or proposed application to American regulation, see Arthur 
P. Becker, F1xed Dividends for All Public Utility Stock," u journal of Land & 
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be sold at the ]lighest price that it would command in the current 
market, and the resulting total annual "dividend requirements" 

could then be accepted as reflecting the company's costs of equity 

capital. In prosperous times, to be sure, the company should be 
given an opportunity to earn revenues in excess of these require
ments in order to protect the stability of its regular dividends and 
also, perhaps, in order to raise new capital. But all excess earnings 
would then be credited to a dividend-stabilization account or to a 

special proprietorship account representing "consumer equity." 
Wisely in my opinion, however, American practice has been ad

verse both to such a rigid limitation and such a quasi guaranty of 

distributable public utility earnings. Hence, a public service com

mission, in its allowance of a reasonable rate of return, lacks any 

predetermined measure either of required earnings or of required 

dividends on the common stock. 
In a number of rate cases, witnesses on rate of return have at· 

tempted to estimate what they have called the "historical cost" of 

a company's common-stock capital by retrospective studies of the 
market conditions prevailing at the times of the original flotations.7 

In this manner they have hoped to determine approximately what 

rates of earnings or rates of dividends the subscribers to the stock 
must have anticipated as a basis for their willingness to pay the 

subscription prices. These anticipated earnings or dividends would 

Public Utility Economic• 243-249 (1945). Dr. John Bauer has advanced a somewhat 
similar proposal in Transforming Public Utility Regulation (New York, 1950), 
Chap. X, "Establishing Definite Rates of Return." The really serious objection to 

all of these plans for a definitive rate of return lies in the danger of a resulting 
loss of managerial incentive. See pp. 262-265, infra. 

'The application of a historical-cost rather than a current·cost standard even 
to the common·stock capital derives support from justice Brandeis's dissenting 
opinion (concurring as to result) in Southwestern Bell Telephone Co. v. Public 
Service Commission of Missouri, 262 l! .S. 276 at 304-308 (1923). There the Justice 
insisted that a rule which would fix the return for capital raised in the past by 
the rate of return which happens to prevail today "opens the door to great hard· 
ships." The hardship objection, I may add, is particularly applicable to the initial 
investments in relatively young public utility enterprises which, while already 
enjoying good credit as "seasoned" enterprises, were of a speculative, promotional 
character in their early stages, Today, the natural-gas pipeline companies supply 
examples in point. 

In earlier years, a very crude way of giving recognition to the seasoning factor 
was through the allowance for "going value" as a component of the rate base. 
This allowance is now fortunately out of fashion. But its absence provides one 
justification for the commission practice of conceding "fair rates of return" suf. 
fidently liberal to permit the shares of well·established utility companies to attain 
market values substantially in excess of book values. 
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then be accepted as a measure of the company's current earnings 
requirements. But any attempt to surmise investor anticipations 
in different periods of past history is obviously wildly speculative; 
and so far as I am aware, the procedure is not in good repute with 
public service commissions. . 

Substitution of estimates of current cost of common-stock cap1tal 
for attempts to determine experienced cost. Aware of the absence 
of any specific dividend requirement or earnings requirement ac
tually imposed upon a public utility company in raising common
stock capital, many analysts, including the present writer, have 
substituted a so-called current-cost test for an actual-cost test. This 
they have done by defining the current cost as the rate of return 
on new common-stock capital, the anticipation of which would be 
required in order to attract this kind of capital to the company 
in question under prevailing market conditions.8 Thus, if a public 
utility could issue new common stock only on terms which would 
give subscribers thereto an expectation of earnings on subscription 
price on the order of IO per cent per annum, a 10 per cent rate 
would be taken to represent the current "costs of equity capital." 
This rate would then be applied to the common-equity component 
of the existing capital in deriving the company's "over-all cost of 
capital." 

The practical defense of this current-cost test of the cost of com
mon-stock capital, when combined with an actual-cost test of the 
cost of senior capital, is that a company which succeeds in establish
ing an earning power sufficient to cover both of these costs, year by 
year, will be able to meet its actual interest and preferred-dividend 

8 The term '"capital-attracting rate of return'" contains an ambiguity which I 
do not recall seeing discussed in the literature. When the analyst finds that the 
anticipation, say, of a 10 per cent return would attract new equity capital, ~oes 
he mean that the anticipation of a 10 per cent perpetuity would attract capttal? 
Or does he mean that the investor will be attracted by the expectation of a 10 

per cent return for the not-distant future, perhaps for the next few years, to be 
followed by whatever increase or decrease he thinks may result from later attempts 
of rate regulation to keep abreast of changes in the prevailing costs of capital? 
I suggest that he cannot mean the former, since he has no way of finding out 
what investors would pay for a nonexisting type of public utility security. He 
must, therefore, mean that investors are content to accept the expectancy of a 
1 o per cent return in view of their own surmises as to whether this return will go 
up or go down later on. In most periods, perhaps the most plausible assumption 
is that, under regulation subject to a flexible rate of return, investors accept the 
chance of a later increase in the allowed rate of return as an offset to the chance 
of a later decrease. 
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requirements while maintaining a dividend record on its c?mmon 
stock sufficiently attractive to permit it to issue more of this stock, 
from time to time, at prices, net of flotation costs, not less than the 
per-share book value of the old stock. In this ~ay it c~n fl?at re· 
quired amounts of bonds and preferred stock while keepmg Its cap· 
ital structure in balance by the issuance of new common stock at 
prices high enough to avoid "impairing the integrity" of the in· 
vestments of the old stockholders. 

Critics of this procedure, of whom there are many amo~g spoke~
men for the public utility investors, have made the pomt that ~t 
inconsistently combines actual-cost with current-cost ~ests o~ a fair 
rate of return.D Their contention is correct. But the mconsistency 
of the combination may well be deemed a virtue rather than a 
vice, on the ground that it is a necessary means of de~ling wit~ ~he 
"inconsistency" of American corporation finance m combmmg 
fixed-charge securities with common stock entitled to no specified 
rate of dividends. 

In one important sense, moreover, the transfer from an act~al
cost to a current-cost measure of the cost of common-stock capital 
represents only a modification, rather than a violation, of the actual
cost principle of rate regulation. For under the c~rrent-cost meas
ure, the market prices of the utility stocks are designed to be kept 
in a reasonable relationship to their book values and hence to the 
actual net costs, per share, of the corporate assets. "Reasonable 
relationship," of course, is question begging, and more _will be 
said on this point in later paragraphs. But, generally speakmg, t_he 
book values (with allowances for the probable need to underpnce 
new common-stock offerings) should set a floor to the market val
ues in periods of normal business conditions. 

For the reasons just suggested, the charge of "inconsistency" 
does not constitute a valid objection to the determination of a fair 
over-all rate of return which combines experienced cost of senior 
capital with estimated current cost of common-stock capital. But 
other objections cannot be brushed aside so readily; and the one 
that has greatest weight lies in the extreme difficulty of maki~g a 
reliable estimate of "current cost" in the sense of a current capital
attracting rate of return. Indeed, the only practical solution of this 

• See Leonard A. O'Connor, '"Some Critical Thoughts on Cost of Capital," 62 
Public Utilities Fortnightly 93-97 at g6 (July 17· 1958). 
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difficulty lies in the acceptance of a liberal estimate, or else (what 
really amounts to the same thing) in the allowance of a "fair rate 
of return" in excess of the rate derived by formula. Otherwise 
regulation under an actual-cost standard of rate making would 
seriously threaten the ability of utility companies to keep abreast 
of their vast requirements for new capital. 

Earnings-price ratios as evidence of current cost of equity capital. 
In estimating what anticipated or allowed rate of earnings on new 
common-stock capital will or would attract this new capital, the 
analyst has at his command two relevant types of statistical data: 
first, a several-years' record of earnings-price ratios both for the 
stock of the very company under review and for the stocks of com
parable utility companies; secondly, a similar record of dividend 
yields in terms of ratios of annual cash dividends to average annual 
market prices. 

Until very recently, at least, some analysts placed greater reliance 
on dividend yields as an indication of a capital-attracting rate of 
earnings than they placed on the earnings-price ratios. This pref
erence was based on almost conclusive evidence that the investment 
market was then placing much higher values on currently dis
tributed earnings than on reported retained earnings. Having this 
evidence in mind, the analyst might therefore first use the dividend
yield data to estimate what rate of dividends would need to be 
!J'aid on the stock of the company in question in order to make 
the stock worth at least its book value plus an allowance for under
pricing. He would then decide what rate of earnings on the 
common-stock capital would be reasonably called for in order ade
quately to support the required rate of dividends. 

But this procedure was seriously roundabout, and it has now lost 
most of its claim for acceptance save, perhaps, as a check method. 
For the more recent studies indicate that the market is now valuing 
public utility common stocks by reference to total per-share earn
ings, with no clear, consistent tendency to "discount" retained 
earnings.10 Earnings-price ratios therefore now deserve more at-

"See Fred P. Morrissey, "Current Aspects of the Cost of Capital to Utilities," 
62 Public Utilities Fortnightly 217-227 (Aug. 14, 1958). The newer attitude toward 
retained earnings is probably due in part to the growing importance attached by 
stockholders to the personal income-tax factor. It is doubtless also partly due to 
the postwar experience of a fairly steady increase in earnings and dividends per 
share resulting chiefly from the reinvestment of realized earnings. The earlier 
experience of the gas and electric companies, with their heavy erosions of surplus 
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tention than current dividend yields as evidence of capital-attract-

ing rates of return. . . 
These earnings-price ratios express the relauonshtp between the 

reported annual earnings per share and the quoted prices of the 
shares on the stock market. Usually, though not invariably, they 
are stated in concurrent form, in that the earnings of a given 
year will be applied to an average of the prices ?f the stock for t~a.t 
same year. Needless to say, they do not necessanly reflect the anuct
pated rates of earnings, and hence the prospect ~f a future flow ~f 
dividends, on the basis of which the market pnce of the stock IS 

supposedly established by the actions of buyers and sellers. Never
theless, especially when averaged over a period of several years, 
they are counted on to give some indication of a capital-attracting 
anticipated rate of earnings. For example, if the analyst finds that 
the stocks of a group of comparable utility companies have been 
selling, fairly consistently, at prices ranging around thirteen times 
reported concurrent earnings (equivalent to an earnings-price ratio 
of 7·7 per cent), he has a basis for a tentative inference that the stock 
of the company under review will also sell for about thirteen times 
its earnings after its earning power has been more or less well 
"established," following the rate case. If this inference is correct, 
the stock will sell in the neighborhood of its book value if its post
rate-case earnings come to 7·7 per cent of this book value. But there 
must be a step-up in the allowed rate of earnings to provide for 
the underpricing and stock-flotation expense involved in the issu
ance of additional capital stock. A 10 per cent discount for these 
last-named items is not infrequently held to be reasonable. This 
discount would bring the estimated minimum "cost of common
stock capital" to 8.55 per cent (7 ·7 per cent divided by o.go). 

A variant form of this earnings-price technique is sometimes 
deemed more reliable, especially when applied in a period of 
rapid expansion of utility capital. Here, the reported earnings per 
share are related, not to the price quotations on the stock market 
but rather to the prices, net to the company after underwriting 

;nd enforced capital write·downs coming as an aftermath of holdin~·company 
control, had given investors good reason to doubt whether reported retamed earn
ings would be forerunners of increased rates of divid.end. T~.e re.cen.t .ini.~iation by 
the Commonwealth Edison Company of the practice of capuahzmg a large 
share of its retained earnings by the issuance of annual stock dividends will give 
new interest to the study of the effect of regular stock dividends (as distinct from 
stock splits) on market prices. 
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fees and o~her flotation expenses, at which utilities have actually 
offered o~ Issued n~w stock through pre-emptive rights or through 
u_nderwntten pubhc offerings. These "earnings-net-proceeds" ra
~IOs have the advantage of reflecting in themselves any underpric
mg _and cost of financing actually incurred by the utility com
pan_Ies. They mu_st_b_e used with caution, however, in order to guard 
agamst the possibility that some new stock issues may have been 
deliberately underpriced tO the old stockholders beyond the dic
tates of successful financing. 

U~eful t~ the a?alyst as are both of the above-noted types of 
earnmgs-pnce rauos (the earnings-market-price ratio and the 
earnings-net-proceeds ratio), they have a serious limitation when 
offe~ed as evidence of a capital-attracting rate of return on equity 
capital. This limitation is due to the fact that securities are ration
ally _bought and sold, not directly on the basis of earnings already 
reahzed but rather on the basis of anticipated earnings. It follows 
that a current or recent earnings-price ratio of, say, 5 per cent, by 
no mea~s proves a readiness on the part of investors to accept 
such a shm rate of return on somewhat speculative common-stock 
commitments. Contrariwise, a current earnings-price ratio of 15 
per cent by no means proves that investors count on the continu
a~ce o_f such a h~ndsome rate of return as their price for the con
tnbuuon of equity capital. Hence, the analyst must consider, to 
the best of his ability, the extent to which investors may be "dis
counting" anticipated increases and decreases in corporate earn
ings per share. 

The difficulty faced by the analyst in estimating what allowed 
rate of return on a company's common-stock capital would bring 
the market value of the shares into accord with their book values 
has been greatly enhanced in recent years by the high premiums 
?ver book values commanded by many of the public utility stocks 
m the postwar market. "Growth stocks" like those of Florida Power 
~Light Company, Florida Power Corporation, and Houston Light
~ng_ a~d. Power Comp~ny (fast-growing companies operating in 
JUr~sdictwns notabl~ hberal toward utility investors) have been 
sellmg at from two Urnes to more than three times their book val
~es. Indeed, the co~mon stocks of the electric utility companies 
m general have at times sold at premiums averaging 6o per cent 
or more over the book values that purport to represent net capital 
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investment per share. These relatively high prices, which have re
sulted in current dividend yields as low as 2 per cent in extreme 
cases, and in earnings-price ratios as low as 5 per cent, almost cer
tainly reflect investor anticipation of a continued upward trend 
in earnings and dividends. 11 

The problem here under review can be restated as follows. It is 
the problem of deriving the current cost of common-stock capital 
to any given company from the earnings-price ratios of the stocks 
of otherwise comparable companies that themselves may be earn
ing, and expected to earn in the future, rates of return well in 
excess of their own costs of capitalP In such a situation, the shares 
will command premiums over book value based on the anticipa
tion of corporate ability to maintain excess earnings, not just on 
existing capital but on a capital to be enhanced partly by a re
investment of earnings and partly by the issuance of new stock at 
more than book value. 13 Needless to say, the current earnings-price 
ratios of stocks of this character do not represent "cost of capital" 
in any significant sense of that term. Indeed, if the allowed rates 

u In addition to the discussions of growth factor in the references cited in foot
note 2, see Charles Tatham's chapters on public utility stock valuation in Benjamin 
Graham and David L. Dodd, Security Analysis, 3d ed. (New York, 1951), supple
mented by his article on "The Growth Factor in Electric Utility Earnings," in the 
March, 1952 issue of The Analysts journal. 

"'This particular problem might be avoided by deriving the cost of equity capital 
from a record of earnings-price ratios and dividend yields of the stock of the 
very company in question. rather than from a set of comparable stocks, as long as 
this stock has been selling at prices not grossly in excess of book values. But the 
analyst then runs into another problem: that of determining to what extent the 
market prices of the stock of the company at bar may be based on an anticipa· 
tion of an increase or decrease in earning power resulting from commission action. 

"'A study of twenty of the largest electric utility operating companies in the 
United States indicates that, for the period from 1948 to 1956, average earnings 
per share increased at a rate equivalent to a constant annual increase of 4.6 per 
cent per annum (6.6 per cent for the shorter period, 1952-1956). The correspond· 
ing average increase in dividends per share was at the rate of 4·4 per cent (5.0 per 
cent for 1952-1956). Both computations were made after adjustments for stock 
splits and stock dividends. Testimony of James C. Bonbright, Commonwealth 
Edison Rate Case of 1957, Case 44391, Illinois Commerce Commission, Edison Ex· 
hibits 13.25 and 13.26. In my accompanying testimony I surmised that 6o per cent 
or more of the growth in per-share earnings was attributable directly to the factor 
of retained earnings (which had averaged about 30 per cent of earnings on the 
common stock for the companies under review), and that 40 per cent or less was 
due directly to increases in net capital investment per share resulting from 
stock offerings between the beginning and the end of the period. These offerings 
had yielded net proceeds per share averaging about 133 per cent of the pre-offering 
book values of the old stock. The twenty selected companies did not include 
growth-stock companies like those of Florida and Texas. 
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of ea~i~gs on. such stocks were to be permanently limited, by 
commissiOn actiOn or otherwise, to a rate of return on their book 
values equal only to their present earnings-price ratios, their mar· 
ket values could be expected to fall well below their book values. 

So far as I am aware, no adequate solution of the problem just 
s~t forth. has ever been offered. What makes the problem doubly 
dlffi~ult Is ~hat a?y constant, realized rate of return on public utility 
~uuy capital w~ll tend to be converted into a continuously increas
mg rate of earmngs and of dividends per share, given the mainte
nance by the company of a constant dividend-payout ratio (ratio 
of current dividends to current earnings) of less than 10o per cent, 
and absent any erosion of corporate surplus. Hence, the deficiency 
of current earnings-price ratios as measures of current costs of 
equity capital lies, not in the mere probability that these ratios 
reflect. a~ investor expectation of subsequent increases in earnings 
and d1v1dends per share, but rather in the probability that they 
reflect an anticipation of a rate of increase faster than that within 
the power of a company whose earnings are limited to its cost of 
capital. 

I conclu?e thi~ discussion ~f the difficulty of determining the 
c~st.of eqmty capital for any given company by expressing the con· 
V1ct10n that the only such cost that can be determined with con
fidence is a minimum or partial cost. That is to say, the analyst, 
by a study of earnings-price ratios and of other market data, may 
be able to reach a credible conclusion that the cost of common
stock capital comes to at least some specified per cent; but the ex
tent of the probable deficiency is necessarily a matter of surmise. 
Hence, if the minimum estimated cost is to be used in the deter
mination. of a computed "overall cost of capital," the resulting 
computation should be subject to a material, "judgment-reached" 
enhancement in order to give reasonable assurance of full-cost 
coverage. 

Should ~he allowed rate of return be designed to prevent the 
mark:t pnces of public utility equities from rising to substantial 
premwms above book values? A rigorous and literal application 
of a cost-of-capital measure of a fair rate of return in the above
o~tl~ned sense of this measure would mean an attempt by a com
missiOn to regulate rates of charge so as to maintain the market 
prices of utility equities on a par with their book values or rate-
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base values pi us some stipulated allowance for necessary underpric· 
ing. Yet a mere reference to any such attempt should suffice to sug
gest its absurdity. In the first place, commissions cannot forecast, 
except within wide limits, the effect of their rate orders on the 
market appraisals of the stocks of the companies subject to these 
orders. But in the second place, whatever the initial market ap· 
praisals may be, they arc sure to change not only with the changing 
prospects of earnings but with the changing outlook of a notori· 
ously volatile stock market. In short, market prices are beyond the 
control, though not beyond the influence, of rate regulation. More
over, even if a commission did possess the power of control, any 
attempt to exercise it in the manner just suggested would result in 
harmful, uneconomic shifts in public utility rate levels. 

This situation is recognized even by supporters of a cost-of
capital standard of a fair rate of return, who undertake to meet the 
difficulty in two ways. First, "current" cost of equity capital is 
rarely identified with spot cost. Instead, it is taken to mean a normal 
or average capital-attracting rate of return characteristic of the 
market of the past several years and typical of the market antici
pated in the not distant future. Secondly, the estimated "over-all 
cost of capital" resulting from the application of this normalized 
estimate of the current cost of the common-stock capital is seldom 
accepted as a full measure of a fair rate of return. On the contrary, 
as already noted, the computed over-all cost is usually taken as a 
minimum allowance, subject to a "reasonable" upward adjust· 
ment for good measure. 

It follows that the common stocks of public utilities which actu· 
ally succeed in earning a "fair rate of return" as derived by a cost· 
of-capital technique can be expected to command substantial pre
miums over their book values or rate-base values except in periods 
of a seriously depressed stock market-premiums well in excess 
of any customary allowance for the necessary underpricing of new 
stock offerings. And the question arises whether the prevalence of 
these excess premiums is persuasive evidence of a corporate earn· 
ing power higher than enough to give adequate assurance of con· 
tinued corporate ability to attract the desired amounts of new 
capital on terms that do not impair the integrity of the existing 

capital. 
In my opinion, the answer to this question is in the negative. 
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R~~ulation. ~s simply powerless to assure the purchasers of public 

uulny equities that future corporate earnings will suffice to main· 

tain market prices on a par with book values or with any other dol· 

lar figure. Lacking this power, regulation wisely concedes to the 

public utility industries opportunities for corporate earnings lib· 

era! enough to bring to substantial market premiums the stocks of 

those well~manag~d comp_anies that actually succeed in realizing 

these earnmgs fanly contmuously. But while the allowance of a 

rate ofre~~rn, du~i~g periods of business prosperity, liberal enough 

to let uultty equities command substantial premiums over their 

book values seems to me to be called for in the interest of long· 

run corpo~ate ability to meet capital requirements, the question 

what.co?stnutes a proper deg1·ee of liberality has not yet received a 

convmcmg answer. Indeed, I doubt whether a conclusive answer 

can ever be found under such an indefinite standard of a fair rate 

of return as that of a flexible rate designed to rise and fall with 

~hanges in the anticipated rates of income necessary to induce new 

mvestments of equity capital. 

THE ALTERNATIVE TEST OF A RATE OF RETURN EQUAL TO THAT 

EARNED ON INVESTMENTS IN OTHER ENTERPRISES OF 

CORRESPONDING RISKS 

·~s outline? in the preceding paragraphs, a cost-of-capital cri

tenon of a fau rate of return is a criterion of credit maintenance 

and c~pi~al-attracting adequacy. The so-called cost-of-capital for

mula IS Simply a useful aid in the estimate of rates of return the 

systematic allowance of which over extended periods of ti~e is 

designed to enable a '":ell-managed, soundly financed company to 

secure needed new capital on terms that are fair to the existing in
vestors. 

But the criterion of credit maintenance or capital-attracting 

sufficiency is by no. ~eans the only one that has enjoyed support 

from courts, commissiOns, and expert witnesses. One alternative or 

complementary standard, particularly, has received at least wide· 

spread verbal endorsement from the appellate courts, following 

its repeated approval by the Supreme Court: the so-called "com
parable-earnings" test. This test was first clearly set forth in the 

Bluefield case of 1923 Has applicable to a fair-value rate base. But 

"Bluefield Waterworks 8c Improvement Co. v. Public Service Commission, 262 
u.s. 679· 6glZ~95 (1923). 
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it has been repeated in later Supreme Court opinions, even in the 

majority opinion in the Hope case Ia in which Justice Douglas ap· 

parently deemed it also applicable to a net-investment rate base. 

Since the Bluefield case is often cited as the leading judicial pro· 

nouncement on rate of return, the pertinent part of the opinion 

in this case, written by Justice Butler, may be worth quoting: 

A public utility is entitled to such rates as will permit it to earn a 
return on the value of the property which it employs for the con· 
venience of the public equal to that generally being made at the 
same time and in the same general part of the coumry on investments 
in other business undertakings which are attended by corresponding 
risks and uncertainties; but it has no constitutional right to profits 
such as are realized or anticipated in highly profitable enterprises 
or speculative ventures. The return should be reasonably sufficient 
to assure confidence in the financial soundness of the utility, ant.! 
should be adequate, under efficient and economical management, to 

maintain and support its credit and enable it to raise the money 
necessary for the proper discharge of its public duties. A rate of re
turn may be reasonable at one time and become too high or too 
low by changes affecting opportunities for investment, the money 
market, and business conditions gene rail y. 

Here, as in the Hope case, are suggested not just one standard 

of a fair rate of return but two. In the first place, the rate must be 

equal to that currently earned on "investments" in other equally 

risky business enterprises. But, in the second place, it must also 

suffice to maintain the credit and the capital-attraeting ability of 

the very company whose case is at bar. And the question arises 

what should be done in the likely event that the rate indicated by 

the one test is higher or lower than the rate indica ted by the other. 

A severely literal construction of the Bluefield opinion would 

seem to require the acceptance of whichever rate of return happens 

to be higher in any given case. But this interpretation would run 

so contrary to common sense that it has not won acceptance. 

Faced with this problem of judicial interpretation, my own pre· 

ferred interpretation has been that the courts have not intended 

to set up two conflicting standards of reasonable utility rates. In· 

stead, the credit-maintenance ur capital-attraetion standard is pri· 

mary, while the comparable-risk standard is secondary and ancillary. 

That is to say, the fair rate of return is a rate, the allo~ance ~f 

which will permit the company in question to support Its credit 

"'Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 59 1 • at 6o3 (•944)· 
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and to raise required supplies of new equity capital on terms fair 
to the old investors; but this rate is necessarily related to the rates 
of return that investors, while still free to commit their capital 
on the competitive market, could expect to secure on investments 
in enterprises of comparable reputed risk. For the most part, such 
investments must take the form of the purchase of common-stock 
equities at prevailing prices on the stock market. What rates of 
return may be earned by the comparable corporations on their own 
invested capital, or on the appraised values of their assets, is of no 
direct concern. 

The above-suggested interpretation of the comparable-earnings 
test seems necessary in order to reconcile it with the other test in 
the Bluefi.eld case-the credit-maintenance test. But one must ad
mit that this interpretation is somewhat strained, and I am not at 
all sure that it reflects the actual thinking of the judges who have 
cited the Bluefield opinion as a legal precedent. An alternative 
interpretation, consistent with a present-value standard of reason
able rates rather than with an actual-cost standard, is that regu
lated enterprises should be permitted to earn on the current values 
of their corporate assets, as based on replacement-cost appraisals, 
rates of return similar to the rates actually being earned by un
regulated enterprises on the values of their assets, similarly ap
praised. But even this interpretation is a mere attempt by a lay
man to spell out a criterion which the Supreme Court itself has 
never undertaken to rid of its ambiguities. 

Quite aside, however, from these ambiguities, the comparable
earnings test can hardly qualify as more than an ancillary measure 
of a fair rate of return if only because it would impose upon the 
financial analyst the impossible task of finding a group of unregu
lated business enterprises, investments in which or by which are 
comparable to utility investments in their esteemed safety and in 
the cyclical behavior of their earnings. This does not mean that 
investments in all industrial companies are necessarily more risky 
than most public utility investments. Indeed, some of the coun
try's great industrial concerns may be so well entrenched in pres
tige, organization, and command over their market that their 
greater vulnerability, if it exists, to competition is more than off
set by their freedom from restrictive regulation. But the analyst 
lacks the means of balancing these offsetting factors. 
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One type of comparable-earnings test has a real, though limited, 
usefulness. The rate of return proposed as fair for any given com
pany may be compared to the rates actually earned by similar com
panies in the same jurisdiction or in other jurisdictions. But this 
kind of a comparison, while suggestive, is not conclusive in the 
absence of adequate reasons to assume that the realized earnings 
of the other companies fall within the range of a fair rate of re
turn. 

THE FAIR RATE OF RETURN IN A PERIOD OF 

BUSINESS DEPRESSION 

Most of the detailed development of rate-of-return analysis has 
taken place since the end of the last war and during a period of 
high prosperity interrupted only by short recessions that have not 
seriously affected public utility earnings. But this prosperity rna y 
not last forever; and the question may arise, as it did in the severe 
and prolonged depression of the 1930s, what rates of return will 
then be deemed "fair," or even whether the whole conception of 
a "fair" rate of return must give way to the exigencies of an eco
nomic emergency.16 Indeed, this question is pertinent at the pres
ent time and despite the lack of imminence of a severe depression. 
For the adequacy of allowed rates of profit during prosperity must 
depend in part on anticipated rates of profit or of deficit in de
pressions. 

So far as concerns the more or less regular ebbs and flows of 
business activity associated with an ordinary business cycle, the 
generally accepted princi pie of rate-of-return determination is 

"See E. M. Bernstein, Public Utility Rate Making and the Price Level (Chapel 
Hill, N.C., 1937); Ralph C. Epstein and John D. Sumner, "Effect of the Depression 
upon Earnings and Prices of Regulated and Nonregulated Industries," 26 American 
Economic Review, Supplement 36-45 (March, 1936); Ben W. Lewis, "State Regula· 
tion in Depression and War," 36 American Economic Review, Proceedings 384-404 
(May, 1946); David E. Lilienthal, "Regulation of Public Utilities during the De
pression," 66 Harvard Law Review 745-775 (March, 1933); J. D. Sumner, "Public 
Utility Prices and the Business Cycle: A Study in the Theory of Price Rigidity," 
21 Review of Economic Statistics 97-109 (1939); J. D. Sumner, "Public Utility Rate 
Making in Depression: A Comment," 52 Quarterly journal of Economics 713-717 
(1937); Donald H. Wallace, chapters on the structure of prices in regulated indus
tries, Part IV of Monograph No. 32, Economic Standards of Government Price 
Control, Temporary National Economic Committee (Washington, D.C., 1941); 
National Bureau of Economic Research, Regularization of Business Investment 
(Princeton, 1954), especially section by Edward W. Morehouse on "Regularization 
of Business Investment in the Electric Utility Industry," pp. 213-281. 
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fairly clear, although the practice gives rise to difficulties. With rare 
exceptions, public utility tariffs are not raised and lowered year 
by year with the object of maintaining a constant or stable rate of 
return on capital investment. Instead, they are set for the indefi
nite future, subject to revision possibly in a year or less but more 
probably only after a period of several years. When a rate case 
arises, a commission may set rates designed to yield a "fair rate of 
return" on the average for the next several years and not neces
sarily for the next twelve-month period. Minor variations above 
and below this figure, unless they are expected to persist or to grow 
wider with the passage of time, will be allowed to reverse them
selves in later years. 

But the occurrence of a rna jor business depression, such as the 
catastroptiic depression of the 193os, presents a quite different prob
lem, and one that simply cannot be solved in advance by the pres· 
ent fixation of rates designed to yield any predetermined fair av
erage rate of return, counting in the substandard returns (or even 
the deficits) that may possibly be realized during the next depres
sion, if and when it takes place. At least under the prevailing types 
of rate regulation, a commission, during a period of prosperity, is 
pretty well limited to two kinds of action designed to take account 
of depression possibilities of a severe nature: first, insistence on 
security structures sufficiently conservative in their use of debt 
capital to permit public utility companies to remain solvent dur
ing periods of substandard earning power; and secondly, approval, 
during prosperity, of rates of earnings on equity capital which 
will attract stock subscription from an investment market on warn
ing that even utility companies cannot expect to go through major 
depressions with unimpaired earnings and undiminished rates of 
dividend. 

Unfortunately, however, the investment market must rest con· 
tent with a warning of a very indefinite character, since the right 
of a public utility to an opportunity to earn a conventional ''fair 
rate of return" in the event of another severe business depression 
is subject to much uncertainty, and since no commission is in a 
position to commit itself in advance of the event. On the whole, the 
uti I ity companies were treated very liberally by courts and by most 
commissions during the 1930s, with the result that their rates of 
charge were either maintained about at predepression levels or 
else reduced only to a minor extent-in some cases voluntarily. But 
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only rarely did the utilities find it feasible or permissible to raise 
their rates in order to make up for loss of output; and any such 
violation of good economic sense is not likely to b~ countenanced 
in another depression. 

Among economists in the 1930s, the view w~s wide.ly he!~ that 
recovery from the business depression was. bem.g senou~ly mter· 
fered with by the distortion in price relauonshtp resultmg from 
the severe decline in the prices of flexible-price commodities in· 
eluding, notably, farm products, unaccompanied by any compara· 
ble decline in the "administered" prices of manufactured com· 
modities and in the charges for public utility and railroad services. 
This view influenced one of the country's leading commissions, 
that of Wiscomin, to institute a rate case in which it ordered the 
Wisconsin Te1ephone Company to reduce its rates on the order of 

10 per cent-a moderate reduction but one that could hardly have 
been supported by a fair-return rule of the orthodox type. But the 
order was annulled by the highest state court.H 

In more recent year:., business-cycle experts have become skepti· 
cal of proposals to combat a depression by enforced reductions of 
"sticky" prices, and attention has been turned. to other ~lterna· 
tives including the possibility of using the combmed machmery of 
regulation and taxation to encourage private utilities to mai~· 
tain their construction and equipment budgets even when thetr 
existing plants are partly idle because of a temporary drop in the 
demand for service.ts Unless a reversion to advocacy of price flex· 

"Wisconsin Telephone Co. v. Wisconsin Public Servire Commi~si?n, 232 W~s. 
, 74 , 2s7 NW 122 (1939), affirming ]0\Ver court reversal of commtsswn order tn 
Re Wisconsin Telephone Co., 13 PUR NS 224 ( 1 936). In thiS case before the c~nt· 
mission, a group of economists, including myself. support_ed a rate·rcductwn 
order, For other rulings on rate of return dur~n_g the deprc~swn of the 193os, s~e 
Ellsworth Nichols, Ruling Principles of Uttllly R~gulatwn: Rat.: of Re/u>ll 
(Washington, D.C., 1955). pp. 141-153. , . . 

"Sec a recent symposium of economists on PoliCieS to Combat pepres.!ton, a 
report of the National Bureau of Economic Research, New York (Pnnceton, 1956): 
But economic fashions may change again! As to_ ~ttcmpts t~ encm~rage adv~n·c·c 
construction of plant ant.! equipment by private utthty cump~nt~s dunng a _busmess 
depression, see Edward W. Morehouse's paper on "Regulanzatwn of Busmess l~t· 
vestment in the Electric Utility Industry," cited at ~h_e_end of f?otnote t6, sup111. 
Mr. Morehouse was not optimistic about the fea~tbt~Hy. of thts. cnc~~ragem~nL 
C e Michael Cart's stud• of the extent of Hex1b1hty m dectnc uuhty cap!lal 

ompar I r ' I 13 l ' ' I butlgeting: "The Planning of ln\'estment: A Study o Capita !H ~~t1ng lll t 1~ 
Electric Power Intlustry," 24 )oumal of Bustne.ss _7y-~;; ant.! ~~~-~~'" (19jl): Dunng 
the long tlepression of the •93os, the great c•pHal mvestments Ill elcctnc pow~r 
were those made by, or untlcr subventions from, the !etle~al government, notably, 
the hytlroelectric developments and the rural electrlficatton program. 
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ibility wins general support from economists, the likelihood of 
widespread public utility rate reductions in even a severe depres
sion will be remote. 

Today, the long period of sustained prosperity in America, in
terrupted by no recession worse than that of 1957-1958, has turned 
the interest of economists away from problems of depression eco· 
nomics. No doubt the widely held hope that severe depressions are 
a thing of the past helps to explain this lapse of interest. But op· 
timistic hope is far from certainty; and modern public utility 
rate theory suffers from its lack of progress in suggesting answers 
to the question what to do in anticipation of, and in the event of, 
a major business depression. The problem is by no means confined 
to that of the general level of public utility rates. It extenos to the 
determination of rational rate structures during periods of heavy 
idleness of labor and of plant capacity, when the relative money 
costs of supplying utility services are unreliable measures of rela
tive social costs. 

POSSIBLE ALLOWANCES FOR THE EFFICIENCY FACTOR 

Elsewhere in this volume, attention has been called to what is 
perhaps the most serious of all of the objections to a cost-of-service 
standard of reasonable public utility rates-to the objection that, 
as long as rates are fixed so as to assure even a company under 
mediocre management that it can cover its costs, including a "fair 
rate of return," and as long as any higher return is denied even to 
a company under exceptionally able management, there will be 
lacking under regulated private ownership a stimulus for efficiency 
comparable to the stimulus of actual competition. American ex
perience with regulated private ownership hardly justifies the un
qualified indictment that some writers have made against it on 
this score. But a plausible case, at least, could be made for the 
thesis that what has saved regulation from being a critical influ· 
ence in the direction of mediocrity and tardy technological progress 
has been its very "deficiencies" in the form of regulatory lags and 
in the form of acquiescence by commissions in fairly prolonged 
periods of theoretically "excessive" earnings on the part of com
panies whose public repute and whose comparative rates of charge 
for service have not made them vulnerable to popular attack. 

But while a situation of this kind may be tolerable, it suggests 
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the wisdom of more systematic and deliberate efforts on the part 
of regulating agencies to distinguish, somewhat as competition is 
supposed to do, in favor of companies under superior management 
and against companies under substandard management.19 The dis· 
tinction might take the form of an express and publicly recognized 
differential rate of return-a differential, for example, under which 
otherwise comparable companies might be allowed a 6 per cent 
rate of return under standard management, a 5 per cent rate under 
substandard management, and a 7 per cent rate of return under 
top-grade management. Objection might be raised to the substand
ard rate of return, on the ground that it would make bad matters 
worse.20 But one might hope that the restriction of a company, 
by virtue of a commission finding of inferior management, to a 
minimum rate of return measured, say, by a "barebones" estimate 
of cost of capital, would become so intolerable to the corporate 
stockholders that they would soon enforce a change of manage· 
ment. 

Proposals along these lines have often been made 21 but have 
10 See Dr. Charles S. Morgan's monograph on the subject entitled Regulation and 

the Managemwt of Public Utilities (Boston, 1923). The paucity of later studies 
does no credit to the modern theory and practice of public utility regulation. 

There is ground for the conviction that the opportunity of a well-managed 
utility to earn a return liberally adequate to attract capital is in the public interest 
as encouraging rapid technological progress and long-run policies of operation. 
See a suggestive, but self-serving, study designed to support this point of view, 
printed under the auspices of the American Telephone and Telegraph Company: 
Profit, Performance and Progress-A Study of Regulated and Non-Regulated In
dustry (May, 1959). 

110 See the opinion of Commissioner Eddy in a recent rate-increase application by 
the Rochester Telephone Company: Case 18837, New York State Public Service 
Commission, July 29, 1958, 24 PUR 3d 262. Here, the relatively high rates and 
asserted inferior service of the company were attributed, in part, to delay in con
version to dial service. Yet the resulting unhappy service situation, said Com· 
missioner Eddy, "can only be corrected by the expenditure of very large sums 
of money in the future-money which must be obtained in the marketplace in 
competition with other utilities." With some exceptions the Commission, on Mr. 
Eddy's recommendations, permitted the company to file the rate increases which 
it had requested. Commissioner Biach, dissenting, would have reduced the re
quested revenue increase on the ground that "The record in the proceeding shows 
that the Company's service in at least three of its exchange areas is of poor quality." 

In some jurisdictions a commission may lack the legal power to deny a rate 
increase upon grounds of poor service. See a comment on this point by Commis
sioner Cyrus J- Colter of the lllinois Commerce Commission, reported in 62 Public 
Utilities Fortnightly 41o-412 (Sept. 11, 1958). Compare Ellsworth Nichols, Ruling 
Principles of Rate Regulation: Rate of Return (Washington, D.C., 1955). Chap. 
20, "Efficiency of Operation and Management." 

"'-The best-known schemes designed to stimulate managerial efficiency have been 
the various versions or modifications of the former British Sliding-Scale-Dividend 
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never as yet made headway for a number of reasons, two of which 
deserve notice here. The objection most frequently raised is that, 
with most public utilities, there is an almost complete divorce be· 
tween stockholders and managers. Hence, if any system of bonuses 
and penalties is to be desired, it should be applied directly to the 
executive officers and not to the shareholders, who probably have 
no control whatever over financial or operating policy. 

This is a plausible argument. But it is not completely convinc
ing, since it oversimplifies the motivation of modern corporate 
management. A responsible management, while concerned to 
render good public service "for its own sake," properly regards it
self as representing the interests of its security holders and, particu
larly, of its stockholders. Success in maintaining a stable dividend 
record in the face of business recessions and in developing a net 
income that will permit a gradual growth in dividend payments as 
the business expands and as technology improves is almost cer
tainly a prized goal of many public utility executives. The psy
chology of loyalty and of approval applies even within the executive 
offices of the giant corporations. 

But a second objection to specific efficiency differentials in rate
of-return allowances is far more serious. It lies in the absence, at 
the present stage of public utility regulation, of adequate objective 
tests of relative efficiency in the performance of public services. 
Crude comparisons of the rates charged for service by different com
panies, in different areas, are altogether unreliable because of dif
ferences in operating conditions, in local costs of labor and fuel, 
in taxes, etc. Refined comparisons, which undertake to allow for 
these many differences, are more promising. But up to the present 
time, the technique of their development has not reached the 
stage of high trustworthiness. 

Until more headway in this development has been made, pro
posals for the systematic use of efficiency differentials in rate-of
return allowances would probably be premature. Meanwhile, how· 
ever, commissions, in cases requiring a determination of a fair rate 
of return, would be well advised to encourage the submission, both 

schemes, under which the allowed rate of dividends or rate of return varies in· 
versely with changes in a company's rate levels. See Irvin Bussing, Public Utility 
Regulatiotl a11d the So-Called Sliding Scale (New York, 1936). Aside from other 
deficiencies, these schemes have been brought to grief by the forces of price in· 
flat ion. 
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by the utility companies and by opposition parties, of relevant 
evidence on the performance record of the company under review 
as compared both to the performance of other utility enterprises, 
public and private, and to the performance of the same company 
in earlier years.~2 

Even if rate regulation will not find it feasible to make systematic 
use of differential rates of return as incentives to managerial ef
ficiency, it should at least take pains to avoid rules of rate making 
that positively penalize stockholders for efficient or otherwise de
sirable action by the management.23 An example of such a rule 
would be one which requires the removal from the rate base of the 
unamortized costs of assets prematurely retired because of ob
solescence, but which permits the retention of these costs in the 
rate base as long as the assets are not actually replaced by superior 
substitutes. Another example is that of a rule which allows recovery 
of the actual interest charges on high-interest-bearing callable 
bonds as long as these bonds remain outstanding, but which com
pels the company, if it chooses to call the bonds, to charge off the 
call premium and the unamortized debt discount as a loss rather 
than as a financial expense to be recovered in later years. Similar 
examples of rules or practices that create a head-on conflict be
tween managerial ilCtion in the consumer interest and action in the 
stockholder interest will occur to anyone familiar with American 
rate regulation. 

""The feasibility of attempts to devise and apply standards of relative efficiency 
in the operation (though doubtfully so in the construction) of different electrical 
utilities was affirmed by Professor Robert T. Livingston of the Columbia University 
School of Engineering in testimony before the New York State Commission on 
Revision of Public Service Commissions Law, 1930, Heari11gs, Vol. Ill, pp. 2414-
2423. The Fourth Annual Report of the Power Authority of the State of New 
York (year 1934) presented an engineering study comparing the costs of distribu· 
tion of electricity in various municipalities, some served by public plants, some 
by private companies. Si){nificant comparisons between rates charged by publicly 
and privately owned utility systems are made difficult by the relative freedom of 
the former systems, and of the interest on securities issued to finance these systems, 
from the burden of taxation. See Twentieth Century Fund, Electric Power a11d 
Govemmetlt Policy (:'l:ew York, 1948), esp. Chap. 7· But the attempted solution of 
difficult problems is the task of modern public utility regulation. 

"'Even under public ownership there is urgent need for devices of accounting 
control designed to reveal uneconomic practices that might otherwise appear to 
make a showing of good performance. As the late Professor A. M. Henderson 
remarked in a swdy of price policies for the British nationalized utilities, "No 
pricing policy can do much to ensure economical operation of state enterprises but 
at least it can avoid doing positive harm." "Prices and Profits in State Enterprise," 
16 Review of Eco11omic Studies 13-24 at 16 (1948-1949). 
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THE FAIR RATE OF RETURN ON AN ACTUAL· 
COST RATE BASE IN A PERIOD OF 
PRICE INFLATION 

All of the rate-of-return problems discussed so far in this chapter 
would be present in a dynamic economy even in a period of stable 
price levels. But most periods of American history have not been 
of this character. Instead, the period since the end of the 1930s has 
been one of more or less continuous inflation. Even if we measure 
this inflation by the relatively stable Bureau of Labor Statistics 
Index of Consumer prices, which comes as close as any well-known 
index to reflecting changes in "the cost of living," the dollar has 
lost about half the purchasing power that it possessed shortly be
fore the Second World War. Of even more significance for the 
problem at hand is the expectation, widely held among economists 
and businessmen, that the long-run trend of prices will continue 
upward, interrupted perhaps by short-run plateaus or even minor 
dips during times of business recession. The combination of this 
recent history and this present anticipation of rising prices has had 
a decided influence on accepted and proposed measures of a fair 
return: an influence in the direction of more liberal allowances, 
measured in terms of dollars, than would otherwise probably be 
conceded. But in many jurisdictions the influence has been in
direct and of uncertain import. 

A strictly applied, present-value basis of rate control would make 
full allowance in the rate base for any definitely established in
creases in the current construction costs of public utility properties. 
More will be said on this point in the third section of the present 
chapter. But what we are now concerned with is a different ques
tion: namely, whether or to what extent the common stockholders 
in public utility companies are entitled to the protection of their 
"real" income against a fall in "the value of the dollar" even un
der the general philosophy of an actual-cost principle of rate con
trol. Such protection could be given in either of two ways: (a) 
through an upward adjustment in the rate base of the type dis
cussed briefly at the end of Chapter XII, or (b) through an index
number enhancement of the nominal, percentage rate of return. 
But the choice between these alternatives, while not unimportant, 
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presents only a secondary question, on which I shall comment 
briefly in a later paragraph. The primary issue is that between 
those persons who contend, and those persons who deny, that the 
"fair return" to public utility companies is a return designed to 
compensate the corporate stockholders for any deterioration (or 
any major deterioration) in the purchasing power of the doilar 
that has occurred between the time of the original capital invest
ment and the time of a rate case. 

Needless to say, the affirmative side of this argument has been 
pressed with most force by spokesmen for stockholder interests 
and by public utility counsel and witnesses in rate cases. But it has 
also received considerable support from disinterested sources. As 
early as 1945, the late John E. Benton, speaking as counsel for 
the National Association of Railroad and Utilities Commissioners, 
declared that, in a severe inflation, an offsetting increase in the 
rate base or in the rate of return "would be required not only in 
justice to investors but in obedience to economic law .... In
vestors [he added] simply will not buy utility securities, if they find 
that progressive inflation operates to destroy progressively their 
right to receive just and reasonable compensation for the service 
their properties render." 24 

The above-cited remark by Mr. Benton illustrates the twofold 
character of the claim for inflation adjustments as presented by 
company witnesses in rate cases: considerations of "fairness" or 
"equity" as between consumers and investors; and considerations 
of financial necessity or expediency. To be sure, these claims are 
not independent of each other, since the question whether existing 
investors have a fair claim to indemnity for past inflation may be 
held to depend on the question whether uncommitted prospective 
investors are willing to supply new capital without receiving any 
protection against future inflation. Nevertheless, the answer to the 
one issue does not necessarily carry with it the answer to the other. 
Hence, the two questions may best be reviewed separately: first the 
question of capital-attracting necessity, then the question of fair· 
ness. 

.. From excerpts of an address of Dec. 4• 1945, quoted in a brochure on Th~ 
Impact of Inflation on Utility Earning Requirement by W. J. Hemnan, Rate 
Advisor, The Commonwealth !k Southern Corporation (New York), Sept. 1, 194B. 
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THE PROBLEM VIEWED FROM THE STANDPOINT OF 

FINANCIAL NECESSITY OR EXPEDIENCY 

Viewed from the standpoint of financial expediency, the argu
ment for inflation adjustments in the dollar returns allowed to 

public utility companies-an argument which should carry with 
it the admitted desirability of downward adjustments in the event 
of price deflation-rests on the contention that, unless the utility 
companies receive assurance of such adjustments in the future, 
they will not be able to raise adequate amounts of new capital, 
at least not on reasonable terms, in an investment market con
vinced of the probability of further inflation and of the unlikeli
hood of li!.ter deflation. 

The validity of this contention cannot be proved or disproved 
by a priori reasoning based on assumptions as to the actions of 
"rational" investors. But, in an article on the subject published in 
1951,2B I noted the failure of company witnesses and of other 
advocates of rate-making allowances for price inflation to adduce 
any convincing empirical evidence of the necessity of such ad just
ments as a means of preventing the sources of public utility capi
tal from drying up. Since the end of the Second World War, the 
public utility industries have raised huge amounts of new capital 
for plant expansion and improvements. Yet, in the face of rising 
price levels, they have secured most of this capital by the issuance 
of bonds, debentures, and nonparticipating preferred stocks-se
curities without any offsets for price inflation. Moreover, up to 
within the past few years, the bond financing and refinancing was 
done at interest rates made extremely low by the interest-pegging 
policies of the United States Treasury. 

To be sure, the demonstrated ability of the utility industries to 
do heavy bond financing during postwar years does not prove their 
ability to market adequate amounts of common stock without infla
tion protection, since the market for the bonds has come so largely 
from financial institutions, notably life-insurance companies and 
pension funds, with long-term liabilities fixed in dollars. But dur
ing this same period the utilities have also raised large amounts of 

•"Public Utility Rate Control in a Period of Price Inflation," 27 Land Economics 
t6-2JI (Feb., '95')· 
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common-equity capital.20 And success in equity financing has n?t 
been limited to companies operating in ''fair-value" states or m 
states (if any) that make express allowances for price inflation in 
their calculations of a fair rate of return. 

When my 195 1 article was written, the operating companies of 
the American Telephone and Telegraph Company system (The 
Bell System) were taking the lead in presenting .to com~nissi~ns 
applications for rate increases based, in part, on clau~s for mlla~10n 
adjustments. These claims continue to be press~d with much v1gor 
and with great skill in current rate proceedmgs. Yet the great 
success of the parent company in raising unparalleled amount.s of 
new equity capital since the end of the Second World War m1ght 
be cited as a refutation of any such claim when couched in terms 
of asserted financial necessity. For the annual rate of dividends was 
maintained at $9 during every year between 1921 and 1959, with 
neither a decrease to take accoum of the price deflation of the 
1930s nor an increase to take account of the subsequent inflation. 
While the stockholders have also received opportunities for supple· 
mentary gains through the occasional issuance of "rights," these 
supplements have not constituted full inflation offsets.27 

The above-noted postwar history of public utility finance still 
warrants the conclusion of my 1951 study to the effect "that the 
alleged necessity of safeguarding utility stockholders against price 
inflation as a means of auracting new equity capital has not yet 
been supported by convincing evidence." But even aside from ~he 
issue of fairness to investors, the bearing of this negative concluSIOn 
on the question whether some such safeguard is desirable is not as 
clear as one might take it to be. For even in those jurisdictions that 

.. Professor Fred P. Morrissey writes that "the utility industry has accounted 
for approximately 50 per cent of new equity issues in the. post-war ~~io~;-a trend 
likely to continue." "Current Aspects of the Cost of Capital to U!Ihtles,. 62. Pttb· 
lie Utilities Fortnightly 217-207 at 217 (Aug. q, 1958). In an. earhe_r arttclc m the 
same journal he presented tables on utility bond and stock 1ssues m recent years. 
"Dividend Policy and Reduction of Tax Liability," 59 ibid 15-22 (Jan. 3· ~958). A• 
to future needs for common·stock capital he said (p. 1 B): "If the predicted ex
pansion is achieved, it is likely that the utilities will be raising at least $6oo-$Boo 
million annually through stock issues under present methods .. " . . 

:n I am informed that, for the period 1941>-1957. the subscnpuon nghts to con· 
vertible debentures and to stock offered to stockholders of the American Telephone 
and Telegraph Company have had market values equal 10 an average annual ~alue 
of about $1.8o per share. This includes the more than $6 value of the 1956 nghts 
to acquire new stock at par ($100). 
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have not conceded any express inflation adjustments either in the 
rate base or in the allowed rate of return, most commissions have 
permitted the public utilities to earn returns sufficiently liberal to 
support a fairly continuous upward trend in the rates of dividends 
per share. This favorable trend has been due primarily to the com· 
bined effect of a material investment of earnings plus the issuance 
of new common stock at premiums over book value. In conse
quence, the owners of many utility stocks, even in original-cost 
jurisdictions, have not suffered a postwar impairment of their 
"real" income or a confiscation of their "real" capital, as have the 
holders of fixed-charge securities or of preferred stocks. Instead, 
both their annual dividends and the market values of their equities 
have more or less kept pace with their rising costs of living.28 

In view of this financial history, the question really at issue is 
that of a choice between a scheme of rate regulation expressly de
signed to make the dollar earnings on stock equities rise and fall 
with changes in general price levels, and the more familiar regula
tory practice which makes no direct provision for inflation but 
which undertakes to compensate stockholders for running the risks 
of inflation by the concession of what might otherwise be needlessly 
high "fair rates of return." On this difficult question I reserve fur· 
ther comment pending a discussion of the fairness issue. 

THE FAIRNESS ISSUE 

We come now to the question whether public utility companies 
are entitled to inflation adjustments in their return allowances on 
grounds of fairness as between investors and consumers, even as
suming that no such adjustments need be conceded for the sake of 
capital attraction and hence in the long-run interests of the con· 
sumers themselves. On this question my own position has not been 
free from doubt, in view of the fact that the holders of fixed-income 
investments, including investors in savings banks, U.S. Savings 
Bonds, and corporate bonds and preferred stocks receive no safe
guards against inflation. Of necessity, moreover, the burden of 
protecting the investors in utility stocks would fall upon all con
sumers of service, including those whose incomes do not rise with 

'"See Fred P. Morrissey, "Inflation and Public Utility Regulation," California 
Management Review, Vol. I, No. 4• 1959, pp. 74-88. This article is summarized in 65 
Public UtilitieJ Fortnightly 6115-627 (tg6o). · 
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rising price levels. There is the further serious question whether 
the extension of escalator provisions, already widely applied in 
union wage contracts, to public utility stockholders may not tend 
to accelerate the inflationary spiral. 

Not all writers, however, have shared the doubts on the issue 
that I have just expressed. Among the academic economists, Profes
sor Morton of the University of Wisconsin has not hesitated to de
nounce, as grossly unfair and as constitutionally confiscatory, the 
denial to public utility stockholders of income-earning opportuni
ties that make full allowance for experienced price inflation. In 
an article published in 1952,29 his strong plea for inflation adjust
ments designed to protect utility stockholders against the impair
ment of their "real" capital was presented with such skill and with 
such moral conviction that it should be read by everyone concerned 
with the problem. ·what makes the article of special interest is its 
concession, contrary to the position taken by other spokesmen for 
the public utility investors, that inflation protection is not required 
on grounds of financial expediency.30 

vVithout attempting to follow Professor Morton's reasoning, 
which insists on the traditional character of a common-stock invest· 
ment even in a regulated corporation, I may here state my own 
tentative position, reached in the light of his analysis and that of 
other, more recent writers. In my opinion, the holders of public 
utility common stocks have a strong claim for the protection of 
their "real capital" against price inflation in those situations in 
which they have already been given reasonable grounds to antici
pate such protection through the action or inaction of courts, 
commissions, and legislatures. If the situation were clearly other
wise-if subscribers to public utility common stocks had been on 

"Walter A. Morton, "Rate of Return and the Value of Money in Public Utili· 
ties," 28 Land Economics g1-131 (May, 1952). Professor Morton has subsequently de· 
fended his position in appearances as a company witness on rate of return in a. 
number of telephone rate cases. 

"'"We can now quickly dispense with the argument that inflation protection 
is required to attract capital. The need for such protection, we must agree with 
Professor Bonbright, has not been established. But we can go further and say that 
it cannot be established. However desirable such protection may be as a matter of 
fairness, it certainly is not necessary .... So long as the nominalistic historical 
cosH:OSt·Of·money method of rate-making prevails, nothing stands in the way of 
continuous expropriation of past investors by meam of a fall in the value of 
money. Furthermore, new inflated dollars will always be forthcoming at a sadsfac· 
tory current yield, except perhaps during times of galloping inflation." Ibid., 
pp. 1 q-118. In my own opinion, this was an incautious concession. 
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actual or constructive notice that, so far as concerns inflation or 
deflation, they would be treated exactly like bondholders or pre
ferred stockholders-their later claim for inflation adjustment 
would have no higher moral standing than would a claim for in
flation offsets in favor of these other security holders. In states that 
have adhered persistently to a fair-value rate base, the argument 
of reasonable anticipation can be urged with much force. But in 
states that have long adopted an actual-cost rule of rate making, 
this argument would need to be modified. Here the claim must 
rest, not on any asserted right to an inflation offset per se, but 
merely on the right of public utility stockholders to rely on the con
tinued application of whatever liberality, in rate-of-return allow
ances, the commissions have actually exercised in the past. As al
ready noted, these allowances have sufficed to create a material 
excess in the market prices of utility equities over their book values. 
A later reduction in the allowances, designed to bring market values 
into equality with book values, might well be held to violate rea
sonable expectations. 

The foregoing remarks on the fairness of claims for inflation pro
tection are concerned only with the asserted injustice of rules of 
rate making to be applied retroactively to stockholders who were 
justified in anticipating the application of more favorable rules. 
But what about the fairness of a denial of inflation protection even 
in the absence of problems of retroactive equities-even, for ex
ample, with respect to a new company, the prospective stockholders 
of which can be put squarely on notice that, in the future, regula
tion will adhere strictly to the convention of a stable dollar despite 
any rise or fall in price levels? This is a more difficult question, 
since traditional standards of financial ethics tend to support the 
freedom of individual investors to enjoy or suffer the consequences 
of their own negotiations, subject only to the proviso, embodied in 
the Federal Securities Act, that they shall be fully informed about 
the facts of their proposed investment. If these standards are 
deemed applicable to the problem now before us, a purchaser of 
common stock in a utility company who buys the stock on notice 
that he must take his chances of an impairment of his "real income" 
or of his investment values in the event of further inflation, has no 
more claim to restitution than has the buyer of a mining stock to 
the receipt of indemnity for a failure of the mine to produce gold. 
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If I understand Professor Morton's position, he would not accept 
this traditional standard of commercial morality when it comes to 
exposure of public utility stockholders to the "confiscation" of 
their property through price inflation. This position is worthy of 
respect. Yet those persons who take it seem to me to lack the 
strength of their own convictions when they fail to insist that the 
same standards of equity be applied, at least in the future, to the 
purchasers of creditor securities and of preferred stocks.31 The very 
public utility companies whose officials and expert witnesses com
plain of the unfairness of a system of rate control which tends grad
ually to confiscate the "real capital" of their common stockholders, 
continue to do most of their financing by public offerings of bonds 
and preferred stocks which are vulnerable to this form of "con
fiscation" by the express terms of the indentures or of the corporate 
charters. Indeed, during times of very low interest rates, utility 
companies have not hesitated to call bonds bearing higher rates 
whenever they have seen a financial advantage in so doing. 

For the reasons just suggested, I do not find the fairness aspect 
of the case for or against inflation protection as easy a problem as 
Professor Morton and other writers appear to find it when they 
insist, almost as if it were self-evident, that public utility common 
stockholders should receive protection against the gradual or sud
den impairment of their "real" capital through a fall in the value 
of the dollar. The problem is not easy because price inflation, by its 
very nature, is unfair and disorderly in its impacts on different 
classes of people, and because any attempt to save one particular 
class against its inequities runs the risk of imposing even more 
severe burdens on unprotected classes. It also runs the risk of add
ing fuel to the inflationary fire. 

11 The late Professor Sumner Slichter was one of the few responsible economists 
bold enough to have proposed that the U.S. Treasury be authorized to issue 
savings bonds payable, not in terms of a fixed number of dollars but rather in 
terms of a specified amount of purchasing power. Others have condemned the 
proposal as in danger of accelerating the inflationary spiral. Professor Morton 
suggests that insurance companies would probably not care to buy bonds payable 
in variable dollars, since their own liabilities are in fixed dollars. This may be 
true. But the fixity of liabilities on insurance policies and on annuities may be 
attributed to the unavailability to insurance companies of investments that pro· 
vide a sufficiently secure inflation hedge. Note, however, the recent proposals 
for the issuance by insurance companies of "variable annuities," like those of the 
College Retirement Equities Fund, to be based on investments in common stocks 
believed to offer protection against price inflation. 
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But the fairness issue is a close one-so close that I believe that 
the merits of proposals for systematic inflation adjustments on 
behalf of utility stockholders should be judged primarily on the 
basis of capital-attracting efficiency. While the experience down 
to date indicates that equity capital can be secured without such 
adjustments, it also suggests that this capital can be secured only 
by the concession of rates o£ return that offer to stockholders a kind 
of compensation for the very absence of protection. This being the 
probable situation, the provision of overt adjustments, whether 
in the rate base or in the rate of return, may prove the more satis
factory arrangement, alike to investors and consumers. The possible 
advantage of this latter arrangement is that the compensation for 
inflation would then be paid only if, and to the extent that, infla
tion actually occurs instead of being paid merely in contemplation 
of the danger that it may occur. But the only way to test this pos
sible advantage is by experiment; and the experiment, in my 
opinion, is well worth trying out in a number of jurisdictions. 
Perhaps the most promising opportunities in this direction lie in 
states in which stockholders are already accorded material but un
satisfactory safeguards against inflation by the crude device of a 
fair-value rule of rate making. 

SHOULD INFLATION ADJUSTMENTS BE MADE VIA 

THE RATE BASE OR THE RATE OF RETURN? 

If adjustment is to be made for inflation and deflation (whether 
as a matter of limited experiment, as I have suggested, or as a mat
ter of general policy, as Professor Morton insists), the question arises 
whether it should be made in the rate base or in the rate of return. 
Contrary to the views of some writers, my own preference would 
be for the former alternative as a means of avoiding the false ap
pearance of an excessive rate of return during a period of inflation. 
But for reasons already discussed in Chapter XII, this does not 
mean the adoption of a fair-value rule of rate making. Instead, it 
means the acceptance o£ a rate base measured by depreciated actual 
cost, restated, however, in terms of dollars equal in purchasing 
power to the purchasing power of the original capital contribu
tions. Moreover, the restatement should be confined to the com
mon-equity capital if the objective is that of maintaining the in-
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tegrity of the stockholders' investment. Acceptance of this objective 
would suggest that the index number by which to measure price 
changes should be neither an index of construction costs nor an 
index of wholesale prices but rather the Bureau of Labor Statistics 
Index of Consumer Prices-the closest available approach to a 
"cost-of-living" index. 

As Professor Morton points out in his above-noted article, stock
holder protection against inflation could be secured without any 
enhancement in the annual allowance for depreciation as an 
operating deduction. True, the latter allowance would then not 
suffice to let the utility company recoup its original capital invest
ment in dollars of equivalent purchasing power and might there
fore seem to subject the corporate stockholder to an erosion of his 
"real capital." But, from the stockholder's view, the erosion would 
be prevented by the nondeduction from the rate base of any allow
ance for accrued depreciation in excess of the "inadequate" depreci
ation reserve. The important question, therefore, is whether a 
larger dollar allowance for accruing depreciation, and hence a 
heavier build-up of the depreciation reserve, is not called for in 
order to secure a better balance between the claims of present and 
future consumers. And here, an affirmative answer would clearly 
be indicated were the issue not complicated by an income-tax law 
which refuses to recognize deductions for depreciation other than 
those based on dollar costs. 

With an actual-cost rate base, adjusted in the manner just sug
gested, rate-of-return determination would follow the same general 
principles suggested in the first section of this chapter. But the 
return on the common-equity capital (a capital enhanced by the 
index-number adjustment) would now be designed to bring the 
market prices of the stock into balance with the restated book 
values. There would still be a need for an excess of market value 
over revised book value sufficient to allow for underpricing as well 
as to allow a margin of safety. But there should no longer be a need 
to concede a rate of return high enough to send stock market prices 
to the high premiums over restated book values that they enjoy in 
the present stock market in comparison to their present book 
values. If such a concession were continued, and if the inflated book 
values should become a mere base on which to superimpose cor-
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resfJ?ndingly high excess market values, the experience would dis

cr~dn the whole attempt to provide stockholders with price-level 
adjustments. 

THE FAIR RATE OF RETURN ON A 

FAIR-VALUE RATE BASE 

It remains for this last section to consider what tests of a fair rate of 

return are .applicable to a "fair-value" rate base which gives im

portant_weight to reproduction-cost appraisals.32 This question has 

bee~ raised repeatedly in the postwar rate cases and has given rise 

to disputes. between ~hose who insist, and those who deny, that 

the concessiOn of a faiT-value rate base in excess of actual net in· 

vestment should be wholly or partly offset by a lower allowed rate 

of return. On this issue the positions of the various commissions 

~a~e ~ee_n far from uniform. It is my impression that, in fair-value 

junsdictwns, ~he general, though not universal, tendency has been 

to allow less hberal rates of return than would be allowed to com

parable companies subject to an actual-cost rate base.aa But in most 

cases, the differentials have not been large enough to result in a 

complete offset. 

As to the question whether, as a matter of "theory," the allowed 

rate of return on a relatively high, fair-value rate base should be 

lower than the rate allowed on an actual-cost rate base, no intelli-

• 
01 

For case citations, see Ellsworth Nichols, Ruling Principles of Utility Regula-
tion-Rate of Return (Washingto DC ) Th · 
A h d n, · ·• 195!'> · e pubhc accounting firm of 

rt ur An ersen &: Co. has digested the return allowances and the corresponding 

~pts an;
11 
amou~ts of the rate base for a great many cases decided since 1914 

':,""' owe_d 1n ~ub/ic U~ility Rate Cases, and two or more Supplements. ' 

In a case 111volvmg the Intrastate New York rates of a gas company that had 

rece~tly bee~ t~ro.us:h a rate case with respect to its operations in Penns Ivania 

(~ fatr-~alue Junsd1cllon, as distinct from New York which is an actual-cost jJrisdic. 

llon wnh respect to. gas and. electric companies), the company supported a higher 

~ate of return than 11 ha~ cla1med in Pennsylvania. Said the New York Commission· 

The r~a.s_o~for the var1ance in the claims before the respective commissions wa~ 
?0

:.exp t~n ~f ~e~ord, but presumably rests upon the commonly accepted general

tz_a 1on at t e au. rate of return on an original-cost rate base may be uite 

different from the fa1t rate of return on a fair-value rate base" p 1 · q G 
Co., Inc., Case •7Bt7, Adopted Dec. 17, 1957· . ennsy vama as 

A s~udy of rates of !eturn actua))y earned by tog electric utility companies finds 

that, m '%7• compames in fair-value jurisdictions averaged a 6 ~ 
on total capitalization as against a "·4• per cent average for th. 5 p~r clent return 

· f " ~ e ongtna ·cost com. 
pame!l-an eXoesJJ o tr, pet cent for the former class of companies. In 

1 
the 

excess came to about 12 per cent. Electrical If! orld M 8 
953· 

• ay 5, '95 • PP· 97-100. 
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gent answer is possible in the absence of a more definite rationale 

of the fair-value rule itself than is forthcoming from the opinions 

of the courts and commissions. But three, quite different, answers 

have been suggested by some of the recent rate cases, and these will 

now be discussed in turn. 

THE COUNTERVAILING-FALLACY PRINCIPLE 

For reasons suggested in the chapters on the rate base, many 

participants in public utility rate cases, including the present 

writer, regret the acceptance of a fair-value rule of rate making and 

would greatly prefer an actual-cost standard, either in its tradi· 

tional form or else revised by application of index-number adjust

ments to the equity capital. This aversion to fair value is true of 

some, though not of all, of those public service commissions that 

are nevertheless bound to the standard by legal mandate. 

Persons of this persuasion are naturally under strong temptation 

to go as far as the courts will permit in applying an antidote to the 

fair-value doctrine in the form of an offsetting rate of return. The 

perfect antidote, of course, would be a precise offset, with the result 

that a company which establishes a high, fair-value rate base would 

be allowed exactly the same annual dollar return to which it would 

be entitled on an actual-cost basis. But the patent subterfuge in

volved in this allowance suggests its rejection in favor of a partial 

offset. This procedure invokes a "countervailing fallacy'' principle 

of rate-of-return determination. That is to say, the assumed fallacy 

of a fair-value standard of rate making is to be counteracted, at 

least in part, by what would otherwise be the fallacy of conceding 

less than a capital-attracting rate of return.34 

Viewed even from the standpoint of persons who object to the 

fair-value rule of rate making, the wisdom of any such attempt to 

circumvent the rule by the introduction of an undisclosed "coun· 

tervailing fallacy" in the measurement of the percentage rate of 

return seems to me more than dubious. The serious vice of the 

procedure, of course, lies not in the mere resort to an offsetting 

"'But if one accepts the contention that, as long as the rate base is restricted to 

actual dollar costs, public utility stockholders are entitled to an enhancement in 

the percentage rate of return as a protection against inflation, it follows that this 

enhancement should be removed in the determination of a fair rate of return on 

a rate base which iuelf makes allowance for inflation. The use of a lower rate of 

return to offset the higher rate base is then entirely logical. 
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fallacy but rather in the lack of a frank and full disclosure. Indeed, 

if the _procedur~ were to be upheld by the appellate courts despite 

full disclosure, It could no longer be criticized as a circumvention 

of the fair-value law since the law itself would then have ceased to 

exist except as a meaningless and expensive legal rituaLs~ 

THE REPRODUCTION·COST PRINCIPLE 

If we accept reproduction cost, not just as one "element" of fair 

value but as the basic standard of rate control, it follows that the 

"!air rate of retur.n" should also be measured in terms of reproduc

tion cost and not m terms of those costs of capital which the present 

company is now incurring because it has done part of its financinlT 

in a market different from that now prevailing. This statement i~ 
subject to whatever qualification may be applied to the determina

tion of the reproduction cost of the property itself. As to this latter 

cost, it is customary, though not universal, to base the estimates 011 

prices prevailing on the average over a period of several years 

rather than on spot_ prices. A similar procedure of averaging might 

then apply to an estimate of the current costs of capital. But subject 

only to this qualification, the fair rate of return would depend on 

whatever anticipated rate would attract new capital to a new enter

prise. The most obvious deviation from the calculation applicable 

to an actual-cost rate base would be the substitution of current costs 

of debt and preferred-stock capital for the actual costs now incurred 

by the company by virtue of its outstanding contractual commit· 

mems to its senior security holders. Another deviation would be 

the substitution of a "typical" or "representative" capital structure 

for the existing structure unless this latter structure is itself deemed 
typical. 

,.For an approach to full disclosure, see Re Northwestern Bell Telephone Co., 

12 PUR 3d 233 (May 31: 1957). Here, the Nebra•ka State Railway Commission 

gr~ted} rate increase des1gned to produce $6oo,o67 additional earnings per annum, 

whtch would enable the applicant to pay reasonable dividends, meet its debt 

~barges, attract additional. capital and provide for additions and betterments to its 
mte~state plant and equipment." The resulting earnings, it declared, would be 

equtvalent to a rate, of return of 6.2 per cent on a book·value rate base, 
4

.6
4 

per 

cent on the compa?y s computed reproduction-cost rate base, 6.3 per cent on a book

value rate base With a lower allowance for working capital than that for which 

the company c~ntende~, and 6.5 per cent on a book-value rate base with no allowance 

at all for workmg cap~tall But t~e commission did not state which, if any, of these 

~our percentage ra.tes It deemed Important for the purpose of its decision, nor did 

It refer to any rulmg on the measurement of the rate base by the Nebraska courts. 

THE FAIR RATE OF RETURN 279 

But what becomes of the credit-maintenance test of a fair rate 

of return if the rate-base is to be derived from estimates of repro· 

duction cost and if the "fair rate of return" is to depend, not on the 

capital costs incurred by the present company but rather on the 

costs that would be incurred by a hypothetical, new company? The 

answer is that this test is no longer relevant. For, under a reproduc

tion-cost principle of rate making, regulation attempts to simulate 

the norm of competitive pricing; and a competitive price is not 

supposed to be based on the financial needs of any one producer. 

If the given firm cannot maintain good credit while charging such 

a price, it must either go out of business or undergo financial re· 

organization. To be sure, the Supreme Court did not express this 

position when it accepted the credit-maintenance test of a fair re· 

turn as one of the two tests applicable even under a fair-value 

rule.36 But this great Court has !lOt always taken pains to reconcile 

what it has said about a fair rate of return with what it has said 

about a rate base. 
At the time of writing this chapter (October, 1958), current in

terest rates are higher than they have been in earlier postwar years, 

with the result that public utility companies whose outstanding 

funded debt is still costing them only a trifle more than 3 per cent 

are now paying from 4 to 4% per cent for new debt capitaL Under 

the actual-cost principle of rate control, these higher current rates 

of interest would affect the fair rate of return on debt capital on!)' 

to the extent that they affect, or are anticipated soon to affect, the 

company's annual interest requirements. But under the reproduc

tion-cost principle of rate control, the effect would be immediate, 

subject to whatever time-period of averaging may be applied in 

"But the Ohio Supreme Court seems to have accepted this position in its interpre· 

tation of the regulatory law of that state. In rejecting appellants' argument, in a 

telephone rate case, that the dollar amount of the return should be based upon 

the company's actual "earnings requirement," the court said: "However, under the 

Ohio Statutes and the decisions of this court, the percentage return is to be re

lated not to the 'total capitalization' or to the 'net investment' but to the statutory 

rate base (reconstruction cost new less depreciation) so that neither the actual cap

ital of or net investment in this public utility nor its actual earnings requirements 

are really material in a proceeding of this kind." (Original italics). The court 

also indicated that, while consideration may be given to "what would reasonably be 

required" to provide for taxes, interest, dividends on stock, etc., this summation 

should be designed to measure the requirements of a hypothetical company with 

a property value equal to the statutory rate base of the company under review. 

City of Cleveland v. Public Utilities Commission of Ohio, 164 Ohio St. 441, 132 

N.E. 2d 216 (1956). 
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the estimate of reproduction cost. Against this enhancement in the 
current cost of debt capital there may be an offsetting reduction in 
the cost of common-equity capital if a study of the behavior of 
stocks o.f companies in fair-value jurisdictions proves the willing· 
ness of mvestors to accept lower percentage rates of earnings than 
they would accept for stocks of companies in actual-cost jurisdic
tions.87 

THE INFLATION·PROTECTION PRINCIPLE 

The competitive-price rationale of a fair-value rule of rate mak
ing still enjoys some support in the literature. But it was never 
t~ken ~ery seri~usly by most commissions and courts. And, espe
ctally s.mce the ume ~f the Hope Natural Gas case in 1944, emphasis 
has shtfted from a simulated-competition defense of the fair-value 
rule to the more "practical" argument that a rate base in excess of 
ac~~al dollar costs is called for as a means of protecting public 
utlhty st~c~holders against price inflation. Indeed, the tendency 
of commtsswns to set a so-called fair-value rate base which some

how ~ompro~ises between actual cost and estimated reproduction 
cost ts more m keeping with the latter objective than with the 
former. For it is consistent with the view that regulation is power
less to protect senior security holders against inflation and hence 
that only partial allowance should be made for increases in con
struction costs between the time of construction and the time of a 
rate case. 

To be su_re, t.h~ retention of the old fair-value rule is a very crude 
way of mamtammg "the integrity" of common-stock investments 
against a decline in the pmchasing power of the dollar. But it has 
the support of long-standing legal tradition, which an adjusted
actual-cost rule does not have. Moreover, its very indefiniteness 

"'Compariso~s of the ~arnings·price ratios and dividend-yields on the common 
•.toc~s of elect~1c c~mpames operating in fair-value jurisdictions, such as Pennsyl· 
~ama. a.nd Ohto,. w~th. th.e ratios on the stocks of comparable companies operating 
!n ongmal-cost junsd!Ctlons, such as New York, have supplied no conclusive ev· 
1dence that the market re!ls content with a lower current rate of return on the 
~onn~r class of stocks. One may suspect that the market "discounts" the supposed 
m~atton·hedge advantage of an investment in companies operating under the 
fatr·value rule because of serious doubt as to how the rule will be interpreted in 
t~e future, or even as. to how long it will continue to live against political opposi· 
llon from consume~ mterests. For example, bills to repeal the reproduction-cost 
mandate of the Ohw statutes have been introduced into the state legislature year 
after year. 

THE FAIR RATE OF RETURN 

gives it a charm in the eyes of those persons who believe in flexi
ble and noncommittal standards of reasonable utility rates. 

In any case, this alternative rationale of a fair-value rate base 
would call for the acceptance of essentially the same tests of a fair 
rate of return as those applicable to an actual-cost rate base revised 
by an index-number adjustment of the common-stock capitaL The 
senior-capital component of the over-all cost of capital would then 
be based on experienced cost rather than on hypothetical current 
cost, whereas the common-stock component would receive an al
lowed rate of earnings designed to keep the market prices of the 
shares, during periods of prosperity, from falling below their net 
rate-base values plus allowances for underpricing. But the rate o£ 
return should include no allowance for price inflation, realized or 
anticipated, since any such allowance would be incorporated in the 
rate base. 

HOW ARE FAIR RATES OF RETURN ACTUALLY DETERMINED 

BY PUBLIC SERVICE COMMISSIONS? 

Readers familiar with the actual practice of American rate regu
lation need no reminder about the uncertain relationship between 
the supposed "principles" of rate-of-return determination as set 
forth in this chapter and the considerations that actually lead com
missions to allow whatever rates of return they do allow in specific 
rate cases. In the opinions that accompany their rate orders, com
missions seldom attempt to disclose the reasons why they find, say, 
5.85 per cent fair in one case and 6.2 per cent fair in another.38 

Especially in fair-value jurisdictions, some of the decisions lead one 
to suspect that the commissions have first reached a conclusion as 
to reasonable revenue requirements in terms of dollars per annum 
and then have proceeded to translate these requirements into what
ever combination of a rate base and a percentage rate of return 
will be likely to pass muster with the appellate courts or with pub
lic sentiment. 

The most significant generalizations about rates of return under 

.. See, e.g., Re Michigan Bell Telephone Co., 20 PUR 3d 397 (Aug. 6, 1957), in 
which the Michigan Public Service Commission approved a rate increase designed 
to yield 6.6 per cent on a net investment rate base. In a dissent contending that 
a higher rate of return was justified, Commissioner Hunt remarked: "This 6.6 per 
cent is the return adopted by the majority opinion, but not on the basis of staff 
testimony. The ba.•h of the majority for arriving at this figure is not clearly stated 
in their opinion," 
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American regulation are those based on gross and net income re
ported as actually earned by the different classes of utility com· 
panies. During postwar years, the country's electric utilities, for 
example, have enjoyed a return averaging about 6 per cent on 
their invested capital, and a net income after dividends on pre· 
£erred stock averaging about 10 per cent on their common-stock 
capitaJ.SD But the ranges on both sides of the average have been 
fairly wide, and writers have sometimes classified the electric com· 
panies by reference to these ranges. Thus, average rates of return 
on invested capital have been higher in fair-value states than in 
actual-cost states, higher for small companies than for- very large 
companies, higher for utilities in fast-growing areas such as Florida 
t~an for 4,tilities in slower-growing areas like New England, and 
h1gher for companies under the jurisdiction of notably "liberal" 
commissions like that of Florida than for companies under strict 
commissions like that of Wisconsin.40 It is my impression-al
though I have seen no comprehensive statistical data to this effect
that there is a low correlation between relative rates of return on 
invested capital and relative prices charged for electric service. 
What correlation exists may possibly be negative 41-a situation 
whi_ch would .be '\~ell worth a careful study (a superficial study would 
be mconclusiVe) man effort to trace any cause-and-effect relation
ships. 

I close this last chapter on rate-level determination by suggesting 
that the real differences among the different jurisdictions are nOt 
based on the textbook distinction between an actual-cost principle 

• For the pe~iod 19411-1 ~56, ~~e r~te of return on the composite invested capital 
ot~ t~e U.S., p~tvate electnc uuhty mdustry, as derived from Federal Power Com
mlSsJOn' s~attsncs for Classes ~ and B companies, has averaged 6 per cent per an
num, "htle the rate of earmngs on the common-stock equity has averaged 10.4 per cent. Commonwealth Edison Company Rate Case 44391 before the illinois 
Commerc~ Commission (1957), Edison Exhibits '3·5 and '3·7· The computed re
tur~ on tnvested capital includes interest during comtruction; and the invested 
capttal for each year is taken as the mean of the year-end figures. 

For the telephone and gas utilities (pipelines and distribution companies) the 
ave~age rates of return on invested capital have been somewhat higher, at least 
dunng the past several years, 

"S7e the.~tudy _in the. Electrical World cited in footnote 33, supra; also Fred p, Mornssey, Relatton of Growth and Rate of Return for Utilities " 6o Pub/' Vtililies Fortnightly 361-373 (Sept. 12 , , 957). ' tc 
"See "Bills Are Lower with 'Fair Value,' '• '49 Electrical World, June 16 1 r.8 pp. 71-'74· ' 9o • 

THE FAIR RATE OF RETURN 
of rate making and a reproduction-cost or present-value or competi
tive-price principle. On the contrary, all the commissions admin· 
ister, with more or less efficiency or laxity, versions of, or minor 
deviations from, an actual-cost or sunk-cost standard of reasonable 
utility rates. True, there are important, perhaps critical, differ
ences in administration. But these are not differences in the basic 
theory of "reasonable" or "optimum" rates. They lie rather in 
different degrees of liberality in the rates of return that companies 
are allowed to enjoy on their actual capital investment; in the dif
ferences between painstaking and lax application of the require· 
ments that rates must be reasonable; in the extent to which the 
legally imposed rules of rate-base determination place a burden on 
effective and expeditious rate regulation; and in the degree to 
which and manner by which allowance is made for price inflation 
in the determination of a company's current revenue requirements. 
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The Rate Structure 
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XVI 

CRITERIA OF A SOUND RATE STRUCTURE 

Despite its recognized importance as a basis of rate control, the 
determination of revenue requirements under a fair-return stand
ard, which was the subject of the preceding chapters, by no means 
exhausts the issues of a rate case. For even if this standard were 
accepted as the master rule o£ rate making, overriding all conflict· 
ing rules such as that against unjust discrimination-an exalted 
status which, though sometimes claimed for it, it does not en joy 
in fact-there would still remain the question what specific rates 
will yield a fair return, together with the further question what 
rates and rate relationships should be chosen when a company's 
earning power is so high that any one of a variety of tariffs could 
be made to yield adequate over-all revenues.1 

1 As noted in Chap. IX, the Interstate Commerce Commission has given far 
more attention to rate relationships than to rate levels. nut the contrary emphasis 
has characterized the utility rate cases before the state public service commissions. 
As to the specific rates, the major concern of these commissions has been to protect 
the interests of the residential customers. In the words of Russell E. Caywood, "The 
thought is that the larger customer can protect himself, whereas the small customer 
requires the help of a third party." Electric Utility Rate Ecorwmics (New York, 
1956), p. 4· nut in recent years particularly, very large industrial customers have 
intervened actively in rate cases, not just with respect to the relative height of 
their rates, but also with respect to the form: e.g., in the Commonwealth Edison 
Company Rate Case of 1957-1958 before the Illinois Commerce Commission (Case 
No. 44391), 24 PUR 3d 209. 

Public utility counsel have sometimes argued that once a company's total revenue 
entitlements have been determined by a commission, the choice of a pattern of 
rates that will yield the allowed revenues should be left to the discretion of the 
management, which will then be in an impartial position to make a fair apportion· 
ment of burdens among its different classes of customers. This is only a half·truth 
argument: among other reasons, because a utility company is concerned not just 
to secure rates that will presently yield the approved "fair rate of return," but to 
develop a pattern of rates that will promote growth of earnings and that will pro· 
teet these earnings against business depressions. The better the utility management, 
the greater is this long·run concern. 

A much more plausible reason for caution on the part of a commission in over· 
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CRITERIA OF A SOUND RATE STRUCTURE 

We turn now to principles of rate making designed to throw 
light on these two other questions, but particularly on the latter. 
By what basic standards, for example, shall regulation pass judg
ment on a system of electric-utility rates which allows liberal dis
counts for incremental blocks of energy; or which levies higher 
charges, per kilowatt-hour, on residential consumers than on indus
trial customers; or which concedes lower rates for off-peak con
sumption than for consumption at peak-time hours or seasons? 
With the telephone utilities, does public policy justify the practice 
of the industry in setting higher rates (or service in larger commu· 
nities than for comparable service in small communities even 
when these differentials are not based on differences in cost 
of service? And what are the merits of the contentions, ad
vanced by some economists but enjoying no popular support, that 
rush-hour fares for local-transit service or commuter railroad serv· 
ice should be higher than fares at nonrush periods? These are mere 
random samples of the many practical issues falling under the sub
ject of rate structure. 

But rate-structure problems are far more complex than problems 
of a fair return even though the latter are by no means elementary; 
and they are even less amenable to solution by reference to definite 
principles or rules of rate making. In part, the complexity is due 
to the mass of technical detail, including the technology of meter
ing, involved in the design and administration of workable rate 
schedules for different types of utility enterprises. In part it is due 

riding the rate-pattern policies of a utility company is the one suggested many 
years ago by Dr. G. P. Watkins, in expressing regret that few American commis· 
sions had contributed substantially to the development of principles of electric· 
rate d~sign. "This situation," he wrote, "is perhaps partly due to doubt as to the 
p~ss~SS!on of adequate powers, but more fundamentally to the diffidence of com
mtsswners when confromed with a subject so complex, both theoretically and 
practi~al.ly, as that of ele~tric rates." Electrical RateJ (New York, 1921), p. 37· The 
cornmmtons that ~ave gtven the most attention to rate-structure principles are 
the stronger commissions, such as those of California, New York, anti \Visconsin 
which have the aid of relatively large expert staffs. ' 

A strong case can be made for the contention that, as far as feasible, funda
~ental. problems of rate-structu~e revision _should be handled in special proceed
I~gs, smce they _need far more ume for sattsfactory solution than can properly be 
gtven to them m what the Interstate Commerce Commission calls the "revenue 
cases." Referring to this situation in railroad rate cases, Professor Merrill J. Roberts 
writes: ''The general rate case as presently construed is a veritable farce. Its broad 
sweep virtually precludes even the most rudimentary consideration of the inti
mate demand and cost relationships that should govern pricing in specific markets." 
"Maximum Freight Rate Regulation and Railroad Earnings Control," 35 Land 
Economics 125-138 at 136 (1959). See also footnote 11 of Chap. XVIU. 
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to the inability of the rate maker to predict the effect of changes in 
rates on demand for the services and hence on costs of supply
due, in short, to ignorance of demand functions and cost functions. 
But in part-and this is the most serious theoretical difficulty-it is 
due to the necessity, faced alike by public utility managements and 
by regulating agencies, of taking into account numerous conflicting 
standards of fairness and functional efficiency in the choice of a rate 
structure. The nature o( some of these conflicts will be revealed as 
the discussion proceeds. But, by way of illustration, we may note 
the conflict between the desirable attribute of simplicity and the 
otherwise desirable attribute of close conformity to the principle of 
service at cost. Here, as with other clashes among various desiderata 
of rate-making policy, the wise choice must be that of wise compro
mise; and in reaching this compromise, the practical rate expert 
would look in vain to any general theory of public utility rates, 
at least in its present stage of development, for a scientific method 
of reaching the optimum solution.2 

In view of this complexity of subject matter, the present study 
will not undertake descriptions of the typical rate structures of the 
different types of public utilities; and the reader unfamiliar with 
these structures is therefore referred to the treatises for background 
material, in the absence of which the following discussion oE gen· 
era! principles may seem hopelessly abstract. 3 Even in its treatment 

1 Certain approaches toward a rational solution may be po,.,ihle. Note, e.g .• one 
economist's attempt to compare the additional costs of time-of.day metering as a 
device for differential electric rate making based on on-peak ''ersus off·peak use 
with the possible resulting savings in plant generating capacity. Ralph Kirby 
Davidson, Price Discrimirtlltion in Selling Gas and Electricity (Baltimore, 1955), 
pp. 182-195· But other "intangible" costs of time-of-day metering are not readily 
assessed. In its investigation of the nationaliled electric supply industry, a British 
inquiry commission concluded that, acting under statutory mandate to simplify 
rate stru~tures, the Electricity Boards had deviated too far from the principle 
of rate dtfferentiah based on service at cost. Report of the Committee of Inquiry 
i1ll0 the Electricity Supply Industry, Jan., 1956, Cmd. 9672, pp. 1<J4-105. Needless 
to say, however, the Committee supplied no formula by which to draw the line 
between too much and too little simplicity. 

'In addition to the treatment of rate structures in the general textbooks on public 
utility and transportation economics, see Caywood's book already cited in foot
note 1; J. M. l:lryam and R, R. Herrmann, Elements of Utility Rate Determination 
(New York, 1940); L. R. Nash, Public Utility Rate Structures (New York, 1933). 
For a significant critical monograph on modern utilit)' rate structures in the 
United States, see Ralph Kirby Davidson's study already cited in footllote 2. On 
many technical issues, no American treatise on electric utility rates can equal that 
by the distinguished British rate engineer, D. J. Dolton, Elccln'cal E11gineering 
Economics, Vol. II: Costs <lTld Tari[Js in Electricity Supply, ;d ell. (London, 1951). 
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of principles, these chapters are mere essays on the nature of the 
more controversial, largely unresolved, problems rather than at· 
tempts at systematic development. All of them have one theme in 
common: the thesis that the most formidable obstacles to further 
progress in the theory of public utility rates are those raised by 
conflicting goals of rate-making policy. 

CRITERIA OF A DESIRABLE 
RATE STRUCTURE 

Throughout this study we have stressed the point that, while the 
ultimate purpose of rate theory is that of suggesting feasible meas
ures of re~sonable rates and rate relationships, an intelligent choice 
of these measures depends primarily on the accepted objectives 
of rate-making policy and secondarily on the need to minimize 
undesirable side effects of rates otherwise best designed to attain 
these objectives. No rational discussion, for example, of the rela
tive merits of "cost of service" and "value of service" as measures of 
proper rates or rate relationships is possible without reference to 
the question what desirable results the rate maker hopes to secure, 
and what undesirable results he hopes to minimize, by a choice 
between or mixture of the two standards of measurement. Not only 
this: the very meaning to be attached to ambiguous, proposed 
measures such as those of "cost" or "value"-an ambiguity not 
completely removed by the addition of familiar adjuncts, such as 
"out-of-pocket" costs, or "marginal costs," or "average costs"-must 
be determined in the light of the purposes to be served by the 
public utility rates as instruments of economic policy. This is a 
commonplace; but it is a commonplace which, so far from being 
taken for granted, needs repeated emphasis. 

What then, are the good attributes to be sought and the bad 
attributes to be avoided or minimized in the development of a 
sound rate structure? Many different answers have been suggested 
in the technical literature and in the reported opinions by courts 
and commissions; and a number of writers have summarized their 
answers in the form of a list of desirable attributes of a rate struc
ture, comparable to the "canons of taxation" found in the treatises 
on public finance. The list that follows is fairly typical, although 
I have derived it from a variety of sources instead of relying on any 
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one presentation. The sequence of the eight items is not meant to 
suggest any order of relative importance. 

1. The related, "practical" attributes of simplicity, understand
ability, public acceptability, and feasibility of application. 

2. Freedom from controversies as to proper interpretation. 
~ Effectiveness in yielding total revenue requirements under 

the fair-return standard. r 

4· Revenue stability from year to year. .,/ 
5· Stability of the rates themselves, with a minimum of unex- . 

pected changes seriously adverse to existing customers. (Com· 
pare "The best tax is an old tax.") 

6. Fairness of the specific rates in the apportionment of total 
costs of service among the different consumers. 

7· Avoidance of "undue discrimination" in rate relationships. 
8. Efficiency of the rate classes and rate blocks in discouraging 

wasteful use of service while promoting all justified types 
and amounts of use: 
(a) in the control of the total amounts of service supplied by 

the company: 
(b) in the control of the relative uses of alternative types of 

service (on-peak versus off-peak electricity, Pullman 
travel versus coach travel, single-party telephone service 
versus service from a multi-party line, etc.). 

Lists of this nature are useful in reminding the rate maker of 
considerations that might otherwise escape his attention, and also 
useful in suggesting one important reason why problems of practi
cal rate design do not readily yield to "scientific" principles of 
optimum pricing. llut they are unqualified to serve as a base on 
which to build these principles because of their ambiguities (how, 
for example, does one define "undue discrimination"?), their over
lapping character, and their failure to offer any rules of priority in 
the event of a conflict. For such a base, we must start with a simpler 
and more fundamental classification of rate-making objectives. 

THREE PRIMARY CRITERIA 

General principles of public utility rates and rate differentials 
are necessarily based on simplified assumptions both as to the objec
tives of rate-making policy and as to the factual circumstances un-
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der which these objectives are sought to be attained. Attempts to 
make these stated principles subserve all special objectives and 
cover all specific conditions would be hopeless. Writers on the 
theory of rates are therefore at liberty to base their analyses on the 
acceptance of those objectives which are of wide application and 
the attainment of which may be aided by whatever tests or measures 
of sound rate structure the analyses suggest. 

Among these objectives, three may be called primary, not only 
because of their widespread acceptance but also because most of the 
more detailed criteria are ancillary thereto. They are (a) the reve· 
nue-requirement or financial-need objective, which takes the form 
of a fair-return standard with respect to private utility companies; 
(b) the fair-cost-apportionment objective1 which invokes the prin· 
ciple that· the burden of meeting total revenue requirements must 
be distributed fairly among the beneficiaries of the service; and (c) 
the optimum-use or consumer-rationing objective, under which 
the rates are designed to discourage the wasteful use of public 
utility services while promoting all use that is economically justi
fied in view of the relationships between costs incurred and benefits 
received.4 

In actual rate cases, these three criteria of reasonable rates and 
rate relationships, and particularly the last two, are by no means 
always sharply distinguished. But the distinction may be illus
trated by the imagined example of a request, submitted to a regu
lating commission by a group of consumers, that an electric com
pany be ordered forthwith to abandon its present, somewhat elabo
rate, schedule of class rates, block rates, and two-part or three-part 

• These three criteria correspond to three of the four "primary functions" of utility rates set forth in Chap. HI. The function ignored for present purposes, that of encouraging managerial efficiency, is omitted because of its more direct bearing on the desirable criteria for a fair over-all rate of return. See pp. 262 ff., supra. Professor John Maurice Clark had in mind essentially the same three criteria in writing: "The chief purposes of a rate system should be to earn a reasonable total return, to develop the utmost use of facilities so long as every service pays at least its differential cost, and to distribute residual costs fairly according to the responsibility of different users for the amount of these costs." 
Studies in the Economics of Overhead Costs (Chicago, 1923), p. 322. Professor Donald H. Wallace added a fourth possible objective: that of benefiting specific classes of customers, such as customers of substandard income or a submerged in· dustry. Temporary National Economic Committee, Investigation of Concentra· tion of Economic Power, 76th Congress, gd Session, Monograph No. g2: Economic Standards of Government Price Control (Washi!1gton, D.C., 1941), pp. 475-478. This fourth objective comes under the heading of "social" principles of rate making 
llll 1 have used the term in Chap. Vll. 

CRITERIA OF A SOUND RATE STRUCTURE 
tariffs in favor of a uniform kilowatt-hour rate _£or all. customers 
throughout its franchise territory. Almost. ce~tamly this propos~) 
would be held subject to the threefold obJect~on: (a) ~hat no um· 
form rate however high, could be made to y1eld a fa1r return on 
the comp~ny's invested capital; (b) that, even if it cot1ld do ~o, rate 
uniformity despite lack o£ cost uniformity in the supply o£ d1fferent 
types of service would impose unfair burdens on the _consun~ers of 
the less costly services; and (c) that, quite aside fro~1~ m_ unfauness, 
the uniform rate would result in a serious undenmhzauo~l o£ plant 
capacity because it would cut down the demand f.or serv.Jces (espe
cially, for off-peak services) that could be ~upp~1ed at. lllcrement 
costs materially below average unit costs, .wh1le stnn~datmg a waste
ful demand for services that can be supplied only at mcrement costs 
higher than the average. . . 

Some modem writers who confine then attentiOn to wl~at they 
call the "economic" principles of public utility rates have Ignored 
the second o£ these three standards of rate making in their develop· 
ment of these principles, on the ground that fairness questions are 
beyond the competence of professional economists.~ Ins_tead, th.ey 
have centered attention on the third standard, often With speoal 
reference to its application under the const~aint _o£ a ~evenue
requirement standard. But a refusal to recogmze f;un1ess 1ss~es as 
relevant to the design of a sound rate structure would so far dJvor.ce 
theory from practice that these issues will not be completely 1g· 
nored in the discussion that follows. 

In the remainder of the present chapter as well as in all of the 
following chapters except Chapter XX ("The Phil~sophy ?f 
Marginal-Cost Pricing"), principles of rate str~cture w~ll b~ dIS· 
cussed under the assumption that they are destgned p~1manly. to 
subserve the three above-noted objectives of rate-makmg pohcy. 
But in order to avoid extreme complexities, we shall make three 
further simplifying assumptions, all of which are implicit in much 
of the literature on public utility rates. 

In the first place, we shall impute an unqualified priority to the 
"fair-return" standard of reasonable rate levels despite the fact, 
noted in Chapter I X, that no such priority is accorded either by 
legal doctrine or by rate-making practice. That is t? say, we shall 
assume that the rates o£ any given utility enterpnse, taken as a 

• See Chaps. II and VIII. 
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whole, must be designed as far as possible to cover costs as a whole 
including (or plus) a fair return on capital investment. 

In the second place, we shall assume the availability of a wide 
range of alternative rate structures, any one of which could be 

made to yield the allowed fair return on whatever capital invest

ment is required in order to supply the demand for service. This 

assumption, which implies that the utility enterprise in question 
enjoys a substantial degree of monopoly power, permits us to center 

attention on a choice among rate structures, any one of which 

would be equally fair to investors and equally effective in main
taining corporate credit. 

And in the third place, except for incidental references, we shall 

rule out all of those so-called "social" principles of rate making, 

discussed in Chapter VII, which may justify the sale of some utility 
services at less than even marginal or out-of-pocket costs. 

IMPORTANCE AND LIMITATIONS OF THE 
PRINCIPLE OF COST OF SERVICE 

Without doubt the most widely accepted measure of reasonable 

public utility rates and rate relationships is cost of service. In the 

literature, this measure is generally given a dominant position even 

by writers who insist upon, or reluctantly concede, the necessity 

for deviations from cost in the direction of value-of-service prin

ciples or of various "social" objectives of rate making. In actual 

practice there is usually an obvious, marked degree of correlation 

between the relative charges for different amounts and types of 

service and the relative costs of rendition. To be sure, local transit 

rates, with their customary flat fares regardless of distance and 

(even more important) regardless of time of travel come close to 

providing an outright exception. But intercity railroad rates, de

spite their many familiar departures from cost principles e and 

despite their notorious failure to accord well with any other sane 

principles of rate making, bear important partial correlations with 

'Referring to railroad rates, the Interstate Commerce Commission said: "Costs 
alone do not determine the mnimum limils of rates. Neither do they control the 
contours of rate scales or fix the relations between rates or between rate scales. 
Other factors along with costB muu be considered and given due weight in these 
aspects of rate making." ~62 I.C.C. 6g3, quoted by Justice Douglas in New York 
v. United States, 331 U.S . .if4, !128 (•947)· 
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relative costs. Thus, by and large, Pullman fares are much higher 

than coach fares; charges for the shipment of ten tons of any given 

class of freight are much higher than charges for the shipment of 

one ton; and freight rates from New York City to points in Cali

fornia are far higher than freight rates from New York City to 

Albany. Electric utility rates deviate from a cost standard much 

less than railroad rates. But it is a testimony to the prestige of this 

standard that, whenever actual or proposed electric tariffs are criti· 

cized for their asserted unfairness, the criticism usually takes the 

form of the contention that the rate relationships fail to conform 

to cost relationships. When this complaint is made before a public 

service commission, the defenders of the rates are likely to feel in 

a much stronger position if they can meet it on its own ground, 

without having to rely on value-of-service arguments in support of 

preferential rates to favored classes of customers. 
The basic reasons in mpport of a cost-of-service standard of pub

lic utility rates and rate relationships have already been discussed 

at length in the early chapters of this book, particularly in Chapter 

IV. Here we may recall that the defense rests both on considera

tions of fairness as among the different customers and on considera

tions of optimum utilization or "consumer rationing." As to the 

issue of fairness, a cost-price standard probably en joys more wide

spread acceptance than any other standard except for the even 

more popular tendency to identify whatever is fair with whatever 

is in one's self-interest. As to the issue of optimum utilization, this 

same standard (or, at least, a standard of the same name) comports 

with the "consumer sovereignty" principle, under which public 

utility consumers should be encouraged to take whatever types of 

service, in whatever amounts, they wish to take as long as they are 

made to indemnify the utility enterprise for the costs of rendition. 

NECESSARY DEVIATIONS FROM A COST-OF-SERVICE STANDARD 

In view of what has just been said, one might suppose that "the 

theory" of public utility rate structures or rate differentials would 

call for the acceptance of no basic principle of reasonable or non· 

discriminatory rates other than a mere extension of the very prin

ciple already accepted in the determination of entire rate levels, 

namely, the principle of service at cost. Just as, under the fair

return standard, rates as a whole should cover costs as a whole, so 
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the rates for any given class of service (passenger versus freight, 
residential versus commercial, etc.) should cover the costs of sup
plying that class, and so the rates charged to any single customer 
within that class should cover the costs of supplying this one 
customer. Under this assumption, the theory of rate structures 
would be reduced to a mere theory of cost determination through 
the aid of modern techniques of cost accounting and cost analysis. 

Unfortunately, however, no such simple identification of "rea
sonable" rates with rates measured by costs of service is attain
able; and this for several reasons, three of which will now be 
distinguished. The first of these reasons may be called "practical," 
whereas the other two are theoretical and are based on the non
additive character of the costs attributable to specific classes and 
units of service. 

Excessive complexity of cost relationships. The "practical" rea
sons lie in the extreme difficulties of cost-of-service measurement 
together with the fact that, even if all specific costs could be meas· 
ured, they would be found too complex for incorporation in rate 
schedules. Most public utility companies supply many different 
kinds of service even when they confine their activities to nothing 
but electricity, or gas, or telephone service, etc. In a very real sense, 
moreover, the supply of any one type of service to thousands of cus· 
tamers at different locations constitutes the supply of a different 
product to each customer. Equally truly, service rendered at any 
one time is not the same product as is otherwise comparable service 
rendered at another time. 

But these millions of different service deliveries by a single pub
lic utility company are produced in combination and at total costs, 
most of which are joint or common either to the entire business or 
el.~e to some rna jor branch of the business. Under these circum
stances, the attempt to estimate what part of the total cost of 
operating a utility business constitutes the cost of serving each 
individual consumer or class of consumers would involve a hope
lessly elaborate and expensive type of cost analysis.7 For this reason 

1 John Alden Bliss has 'ent me a qumalion from a repon by :\lex Dow, former chairman of the Detroit Edison Company, to the effect that his company had been obliged to reply on the one hand to the customer who thinks that rates should be uniform per kilowatt-hour and on the other hand to the man "who wantli us to determine so exactly the cost of service to each customer that our power plants and distribution systems would become merely unavoidable pre· Iiminaries to the operation of a meter department." The TNEC Monograph No. 
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alone the most that can be hoped for is the development of tech
niqu:s of cost allocation that re_Hect ?nly the major, more stable, 
and more predictable cost relauonships. 

But even if, through the miracles of electronic computers and 
of modern techniques of mathematical analysis, all significant cost 
differentials could be measured without inordinate expense, they 
would then be found far too numerous, too complex, and too vola
tile to be embodied in rate differentials. Stability and predictability 
of the charges for public utility services are ~esirable _attribut~s; 
and up to a certain point--or rather, up to ~n mdet:rrnmate pomt 
-they are worth attaining even at the sacnfice of mce attempts to 
bring rates into accord with current production costs. In~eed, un· 
less rate-making policies are sufficiently stable to permit. a co~
sumer to predict with some confidence what his charges will be tf 
he decides to equip his home or his factory to take the contemplated 
service and then to buy the service, a cost-price system of rate _mak· 
ing will be self·defeating when viewed as a means of secunng a 
rational control of demand. 

These practical considerations leading to the design of rate struc· 
tures that ignore many cost differentials are illustrated by ~he 
general uniformity of rates for gas, electricity, telephone serv1ce, 
and water supply throughout an entire city, despite _distances from 
source of supply, differences in density of populatiOn,_ and other 
differences that may have a material bearing on relative costs of 
service. Indeed, in some parts of the country, the rates of large 
electric power systems are uniform, or almost uniform, throughout 
the state no distinction being made between urban and rural 
areas. C;itics of this "blanket rate" policy may well be right in 
insiSting that it carries the principle Of Unifor~ity t•OO far.B flut the 
criticism is leveled merely against an excessrve disregard of cost 
differentials in rate making. 

Failure of the sum of differential costs to equate with total costs. 

32, cited in footnote 4, supra, quotes at page 4.1 !rom an. opi?ion lly. ~hairman Maltbie of the New York Public Service Comm1ss•on readlflg In part. In every business, there is always a large percentage of custome~s, who are :erved at less than cost, for the reason that it has been found impracucable to dev1se and. a~pl Y a system of cost accounting and computation which would carry out the pnnc1pl_e llterally; and if it were done, it would result in such an elaborate and comph· cated schedule of rates that the public could not understand it and few could 
apply it." 

• See Chap. VII, pp. 112-113. supra. 
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We come now to a further limitation of the cost-of-service prin
ciple of rate structures-this one of critical concern when the rates 
must be made to yield a fair over-all return. It lies in the nonaddi
tive character of the costs allocable, on a cost responsibility basis, 
to specific classes and quantities of utility service. In view of this 
failure of "the sum of the parts to equal the whole," the require
ment that rates as a whole shall equal costs as a whole cannot be 
reconciled with a requirement that each consumer shall pay only 
the costs for which he, and no one else, is causally responsible; nor 
can it be reconciled with a requirement that each major class of 
consumers shall pay rates designed to cover the costs of serving that 
class, no more and no less. In consequence, save under circum
stances that could occur only by rare coincidence, one of the two 
cost principles-the total-cost principle or the specific-cost prin
ciple-must give way. And, under the assumption of this chapter, 
the principle that must yield is that of service at cost as a measure 
of particular rates and rate relationships. 

In stressing this probable conflict between the over-all-cost stand
ard of entire rate levels and the specific-cost standard of the rate 
structure, the literature on rate theory has attributed it primarily 
to the distinction between average cost and incremental or margi
nal cost-a distinction familiar to the economic textbooks on the 
theory of price determination. This distinction will now be noted, 
although a second distinction will receive attention later. The 
point is that, when multiple products, or even multiple units of the 
same product, are produced jointly or in common, by an organi
cally whole productive process, the only costs allocable solely to 
any given product or amount of product are differential costs. They 
are measured by a comparison between the total costs of the entire 
operation with the given output included, and the total costs with 
that output excluded.D 

The most familiar and most significant form of a differential 
cost is incremental cost-the increment in total cost that will result 
from superimposing the production of the particular amount and 
type of product under inquiry on the other production. A special 

'Under limited conditions, however, it is permissible to regard the net cost 
of one product, among a complex of jointly produced products, as measured by 
the total cost of producing the whole complex minus the proceeds of the sale 0~ 
all the other products. These other products are then treated as by-products in 
the strictest sense of this term. 

CRITERIA OF A SOUND RATE STRUCTURE 299 

type of incremental cost, important for the theory of public utility 
rates, is marginal cost-a concept subject to various definitions but 
here best defined in a loose way, as the incremental cost, per unit, 
of producing a relatively small increment of a given productYrB~ 

/these differential · r inal costs are nonadditive ( 

except un er special conditions. For the determma 10 the co~~ * 
of any particular type and amouritcic)7lrp~r;;~Tu~emec~nB.nue ,, ,; 
production of the rest of the output, an assumption which is shifte }-
~he~ the costs of other types and amounts of output are und ~ 
mqmry. / 

What nas just been said as to the nonadditive nature of differen
tial or incremental costs applies to all public utility companies 
which produce services of different kinds for many different people 
and in many different amounts. With an electric utility company, 
for example, the only cost specifically allocable to the residential 
service, and not to any other service, is the excess in total cost over 
what would be the cost of supplying all services other than resi
dential. And the same statement would apply to an attempt to 
measure the cost that a company has actually incurred, or would 
incur in the future, in supplying a particular amount of service to 
any single consumer. The usual assumption is that, if the incre
mental costs of all services, separately measured, were added to
gether, they would fall materially short of covering total costs-an 
assumption based on the belief that most public utility enterprises 
operate under conditions of decreasing costs with increasing out
put. When this assumption is valid, it implies that a public utility 
company cannot cover its total revenue requirements without 
charging more than incremental costs for at least some of its services. 

The nonadditive character of the costs specifically allocable, on 
a cost-responsibility basis, to the different classes and amounts of 
public utility services has often been disguised by the acceptance 
of elaborate full-cost apportionments which begin with total costs 
and apportion these costs among the various classes of service as 
one might divide a pie among the members of a dinner party, 
leaving no residue for the kitchen. These "fully-distributed-cost" 
apportionments are especially familiar in the railroad field, where 

10 Marginal cost is sometimes defined as the increase in total cost resulting from 
the production of one additional unit of the product, But a one-unit margin is 
too narrow for most rate-making purposes. 
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they have been made under formulas developed by experts in the 
Interstate Commerce Commission. One such apportionment seems 
to indicate that the railroads of the United States, taken altogether, 
have been suffering annual losses of many millions of dollars per 
year on their passenger business. The usefulness of these appor
tionments is a debatable subject, which will be discussed in Chap
ter XVIII. But, in any case, their merits must rest on a claim that 
they represent, not a finding of the costs definitely occasioned by 
this class of service rather than that, but rather a fair or equitable 
division of total costs or else a statement of relative, not absolute 
costs. Even the cost analysts who make these full-cosr apportion
ments recognize this fact implicitly when they concede, as they 
usually do, that a company may find it profitable to sell some classes 
of service at less than their imputed costs.11 

The "cost" used as a measure of total revenue requirements is 
not the same kind of cost as the "cost" most clearly relevant to the 
design of the rate structure. The source of the previously discussed 
discrepancy between the total costs of an entire utility business and 
the sum of the costs causally allocable to the particular amounts 
and types of service lies in the distinction between average total 
costs and incremental or marginal costs. Whenever this discrepancy 
prevails, which it will do if the public utility company is operating 
under conditions of decreasing unit cost with increasing rates of 
output, rates set at incremental cost would tend to fall short of total 
costs. But we must now note another reason why the sum of the 
costs attributable to the specific services of a public utility company 
may fail to reflect the total costs of running the entire business. 

u Public utility companies have sometimes invoked a marginal or incremental 
cost principle in defense of special rate concessions to very_ large cmtom~rs, t~e 
defense resting on the contention that the revenues from th1s favored serv1ce wdl 
cover, or more than cover, all additional costs of its production. The weakness 
of this defense lies not, as sometimes asserted, in the invalidity of the incre· 
mental cost principle, but rather in a company's ~nsymmetrical proposal to. base 
the preferential rate on incremental cost while basmg the other rates on res1d~al 
cost. Even this latter proposal may be justified in special case~;. but the pract.lce 
constitutes a form of rate discrimination, not a form of cost pncmg. Its reasonmg 
has been rejected as a defense against the charge of unlawful discrimination un~er 
the provisions of the Robinson·Patman Act. See Herbert F. Taggart, Cost ]usttfi· 
cation, Michigan Business Studies, Vol. 14, No. 3 (Ann Arbor, 1959), PP· 538-539: 
"The differential cost approach to cost justification is totally unacceptable. This 
means that a cost cannot be ignored merely because a given cost category would 
not be changed by the acquisition or loss of a certain customer or order or quan
tum of production." See also Frederick M. Rowe, "Cost. Justificati~n of Price 
Differentials under the Robinson-Patman Act," 59 Columbta Law Revtew 584-617 
at 594 (1959). 
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This reason lies in the important distinction between historical or 
"sunk" costs and anticipated or "escapable" costs. A company's 
total revenue requirements, as measured under a fair-return stand
ard, depend on liabilities and quasi liabilities for the payme~t of 
operating expenses and capital costs already partly predetermmed 
by earlier transactions, including earlier purchases of plant, land, 
and other resources. On the other hand, the costs most clearly 
relevant to the determination of specific rates, at least under an 
optimum-utilization objective of rate-making. p_oli.cy, are those 
anticipated costs that can still be escaped or mmtmtzed by a con
trol of output. This important distinction between the two types 
of cost is drawn most sharply when the revenue requirements are 
determined under an original-cost rule of rate making.12 But the 
distinction remains, though in a blurred status, even under a so
called "fair-value" rule as actually applied by courts and commis
sions. 

In short, then, there are two quite different sources of possible 
conflict between a cost-price system of reasonable rate levels and a 
cost-price system of specific rates and rate relationships. But, if 
the revenue requirements of the company are lower than would 
be the requirements of a new company, as they are likely to be dur
ing a period of rising construction costs and rising site values, the 
Lwo sources of conflict may result in a partial offset. It is with this 
possibility in mind that some economists, who view with ~egret the 
necessity of charging public utility rates in excess of margmal costs, 
have tended to favor an original-cost type of rate base during a 
period of price inflation. 

THREE WAYS BY WHICH TO RECONCILE THE COST-OF-SERVICE 

PRINCIPLE OF INDIVIDUAL RATES WITH THE MANDATE OF A 

FAIR OVER·ALL RETURN 

For the reasons just suggested, rates based merely on specific or 
incremental or marginal costs might well suffice, on occasion, to 

yield adequate, or even more than adequate, total revenues under a 
fair-return standard. But the general principles of public utility 
rates dare not rely on such a convenient harmony. Instead, they 

"See pp. 75-77, supra. In Chap. I of his Economics of S~l':e;s' ComJ!etition (Balli· 
more, 1952), Professor Fritz Machlup stresses the imposslinllty of a ratlona~ allo
cation of the historical costs of standard accounting when the assumed objecuve 
is to determine the specific costs of producing any given product among a com
plex of products. 
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must apply to situations in which a public utility company, in order 
to cover its operating expenses plus a fair return, must charge more 
than incremental costs for much of its service-more, that is, than 
any costs definitely assignable to specific renditions of service on a 
cost-responsibility basis. In these situations, which are usually 
assumed to be typical of American railroads and public utilities, 
the problem then becomes that of devising rules of rate design 
under which there can take place a recovery of total revenue re· 
quirements without too severe disregard of principles of equitable 
cost apportionment, and with a minimum sacrifice of standards of 
optimum utilization of service. 

Some of the modern literature of rate theory approaches this 
problem by treating a rate as composed of two parts: a minimum 
rate, called a "price," and a surcharge, called a "quasi tax." 13 Sub· 
ject to important reservations, the "price" component should be set 
at marginal cost-at the specific cost that can be imputed on a causal 
basis to a relatively small increment of service. The surcharge, on 
the other hand, is a charge in excess of specific cost and is designed 
to yield an appropriate share of the unallocable total costs. 

The significance attached to this somewhat artificial distinction 
between the price component and the surcharge component of a 
utility rate lies in the different functions performed by the two 
elements. In setting a minimum rate, the "price" is deliberately 
designed to create a barrier against wasteful or distorted use of the 
service in question. That is to say, up to this point any tendency 
of the rate to restrict consumption is deemed a desirable tendency. 
On the other hand, the surcharge is imposed merely for the sake 
of yielding necessary income to the company, and insofar as it also 
operates further to restrain the use of the service, this result is re
garded as an undesirable side effect.u Hence, the problem faced by 

"'For example, Marcus Fleming, "Optimal Production with Fixed Profits," 
Economica, Aug., 1953. pp. 215-236. The conception of railroad rates as a form 
of tax insofar as they exceed out·of·pocket cost, and especially insofar as they 
are based on "value·of·service" considerations, has had a long tradition. Langdon 
recalls that the Interstate Commerce Commission expressed this point of view in 
its first Annual Report, 1 I.C.C. Rep. 31 (1887). Jervis Langdon, Jr., "Regulation 
of Competitive Business Forces: The Obstacle Race in Transportation," 41 Cornell 
Law Quarterly 57-92 at 86, note 165 (1955). 

"This statement must be qualified in recognition of the requirement that if a 
surcharge is imposed on any one service, counterbalancing surcharges must also 
be imposed on alternative services in order to avoid distortionate substitutions. 
See Chap. XIX. 
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rate theory is that of suggesting rules for the determination of sur· 
charges, over and above marginal costs, that will yield the required 
total revenue with the minimum of incidental harm in the form 
of curtailment of service otherwise worth rendering. But "mini
mum harm" cannot be identified with minimum curtailment of 
consumption in terms of physical intake such as kilowatt-hours, 
cubic feet of gas, or passenger miles. For, if the curtailment applies 
to service for which potential consumers would be willing to pay 
only slightly more than mere incremental costs of production, the 
loss of benefits is less serious than that resulting from equal curtail
ment of service which potential consumers would value at far 
more than marginal cost. 

The problem of determining what surcharges will impose the 
least serious harm in the form of curtailments and distortions of 
use of service when the rates as a whole must yield total revenue 
requirements is perhaps the most complex and most difficult prob· 
!em of modern rate theory. Not only does it require for its solution 
highly involved mathematical analysis; in addition, the application 
of this analysis depends on a knowledge of cost functions and of de
mand functions that practical rate makers simply do not and cannot 
possess. How far these refinements of theory may lend themselves 
to practical use in the future is a question on which I venture no 
opinion. But certain elementary aspects of the problem can be dis· 
cussed without reference to the tools of mathematics; and they will 
be discussed in Chapter XIX, on rate discrimination. 

Broadly speaking, if one assumes that ideal rates, viewed from 
the standpoint of the optimum use of service, would be rates set at 
marginal cost, there are three alternatives, or rather types of alterna
tives, by which one might seek to approach this optimum while 
imposing rates designed to meet tOtal revenue requirements.15 

Under the first alternative, rates for different types of service would 
be made directly proportional to marginal cost. each rate exceeding 
the correlative marginal cost by the minimum fixed percentage 
necessary to cover total costs, say 20 per cent. Under the second 

"'A fourth alternative would be the apportionment of the burden of the cost 
residues, over and above marginal costs, by reference to some ''social" principle 
of rate making in line with the fourth possible criterion of a sound rate structure 
mentioned by Professor Wallace in the article already cited in footnote 4· Dut the 
application of these social principles would not be consistent with the acceptance 
of marginal or out·of·pocket costs as setting the lower limits of utility rates. 
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alternative, rate differentials would be designed to cover cost dif
ferentials as between substitute classes of service. Under the third 
alternative, rates would be deliberately "biased" through the im
position of higher surcharges, relative to marginal costs, for those 
types and amounts of service for which the demand is relatively 
inelastic, and through the concession of lower surcharges (or even 
of relief from any surcharge) for types and amounts of service for 
which demand is relatively elastic. This last-named practice is an 
application of the familiar "value-of-the-service" principle of rate 
making, otherwise known as the principle of charging what the 
traffic (or what the market) will bear. 

Before turning to another aspect of the problem of rate making 
raised by a failure of rates based on incremental or marginal costs 
to yield adequate total revenues, let me note that the "synthetic" 
approach just outlined, according to which the rates are conceived 
of as built up by the superimposition of appropriate surcharges on 
minimum rates set at marginal costs, is not in widespread use in 
actual rate making. Instead, the rates are more likely to be derived 
in part from apportioned total costs, with marginal or out-of-pocket 
costs serving only to set the lower limits below which no rates will 
be fixed under a value-of-service principle. The nature and signifi
cance of these fully apportioned costs will be discussed at length 
in Chapter XVIII. 

AGGREGATE CLASS COST AS A RATE·MAKING STANDARD 

INTERMEDIATE BETWEEN TOTAL COST AND MARGINAL COST 

In order to draw the distinction between total costs and specific 
costs in its sharpest form, we have so far contrasted these costs at 
their extreme ends. That is to say, we have identified total costs 
with a company's entire revenue requirements, whereas we have 
identified specific costs with the incremental costs of a very small 
output of service-marginal costs. But we must now consider the 
possible relevance for rate-making purposes of costs intermediate 
between grand-total costs on the one hand and marginal costs on 
the other. These intermediate costs are illustrated in the railway 
field by the distinction between the costs of passenger service and 
the costs of freight service, or by the distinction between the costs 
of the Eastern Division and the costs of the Western Division. In 
the electric power field, they are illustrated by the costs of supply-
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ing major classes of customers, such as domestic, commercial, indus
trial, street lighting, electric railway, and rural. Each of these major 
classes can be divided into numerous subclasses for purposes of 
cost analysis. But we may ignore this complication in raising the 
question whether public utility rates should be designed to make 
domestic consumers as a group pay for domestic-service costs as 
a whole, and so on through the entire list of service classes. 

This is a controversial question, among other reasons because it 
raises the further question as to the relevant definition of group or 
class costs. Here economists and utility cost analysts are likely to 
differ. The analysts have tended to identify class costs with some 
"reasonably" or "fairly" apportioned share of the total costs; 
whereas most economists would define the cost of serving any one 
class of consumers in terms of differential costs. Thus, for a rail
road company, the only costs which economists would consider 
allocable to the passenger business and not the freight business 
would be whatever costs the railroad would save by dropping this 
business or avoid by refraining from taking it on. So also, to an 
electric company, the only cost that can be assigned definitely and 
solely to the supply of the residential service is the cost of adding 
this service to the other services, or alternatively the saving in cost 
that would result from closing down the residential-service depart
ment while continuing to supply industrial power, street-lighting 
service, etc. These two types of differential costs may differ widely 
in amount; but we. may accept incremental costs as the more signifi
cant type with respect to an expanding public utility business. 

Having defined a class cost as an increment cost, albeit a cost of 
a very large increment, we now face the question whether this is a 
cost to be covered, as a minimum, by the revenues received from 
the sale of all services falling within this class. Consistency with 
the full-cost principle of entire rate levels (unless this principle is 
adhered to merely for reasons of financial necessity) requires an 
affirmative answer. That is to say, just as each individual consumer 
should pay rates at least sufficient to cover the costs allocable ex
pressly to him, so also the domestic consumers as a group should 
pay rates at least sufficient to cover the incremental costs of supply
ing that group. Failure to meet this standard of intermediate-cost 
coverage would involve internal subsidies, contrary to the spirit of 
financial self-sufficiency. 
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MAJOR CRITERIA OF A SOUND RATE 
STRUCTURE ILLUSTRATED BY AN 
IMAGINARY EXAMPLE OF ELECTRIC
UTILITY RATE MAKING 

Despite the early warning that the reader must look elsewhere for 
concrete examples of public· utility rate structures, I have thought 
it worth while to close this chapter with an imaginary example of 
an electric-utility enterprise which starts business with a tariff of 
the simplest form and which faces the need to practice various 
forms of rate differentiation in pursuit of the objectives of rate
making policy already set forth. Steam generation of power is 
assumed. The example is grossly oversimplified, and instead of fol· 
lowing the actual historical trends of American electric-rate design, 
it is deliberately tailored for illustrative purposes. In order to fol
low the simplifying assumption of a rigid, fair-return standard of 
entire rate levels, we shall suppose that the company, which might 
be a municipally owned "public corporation," is under a mandate 
to secure a 6 per cent rate of return on capital investment but seeks 
to attain this goal by a fair apportionment of total costs among the 
different consumers and by resort to rate differentials designed to 

encourage the optimum use of its service. 

I. THE INITIAL TARIFF: UNIFORM RATE PER KILOWATT-HOUR 

Commencing business at a time when electric supply has but 
little use other than for illumination, with the anticipated result 
that use of service will be fairly homogeneous, our company de· 
cides in favor of a completely uniform, single rate of charge. This 
rate, of course, must equal the average total cost of service, in
clusive of the 6 per cent rate of return. But there remains a choice 
as to the unit of service to which the uniform rate shall be applied. 
Among a variety of alternatives, three receive closest considera
tion: a uniform charge per customer; a uniform charge per unit 
of energy (kilowatt-hour); and a uniform charge per unit of the 
customer's maximum monthly kilowatt demand. 

Uniformity of charge per customer (say, $1o per month for any 
desired quantity of service) has charm in avoiding metering costs. 
Nevertheless, it is soon rejected because of its utter failure to 
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recognize either cost differences or value-of-service differences be
tween large and small consumers. The choice between a uniform 
rate per kilowatt-hour and a uniform rate per kilowatt of maxi
mum demand presents a nicer problem, especially so since the en
gineering consultants disagree as to whether the total costs of the 
business will vary more nearly with changes in output of energy 
or with changes in customers' maximum loads. But the decision is 
finally in favor of the kilowatt-hour charge, not so much for rea
sons of cost analysis as for reasons of the greater familiarity, and 
hence the greater public acceptability, of a charge based on amount 
of service in a popular sense of this term. There is the additional 
consideration that, if no charge whatever is made for off-peak con
sumption of energy, consumers will waste the service by careless· 
ness in turning off their lights-a serious source of loss to the com· 
pany since fuel costs in these early days of the industry are high 
because of the inefficiencies of available prime movers. 

Accordingly, the company commences business with a rate of 
20¢ per kilowatt-hour for any amounts of service to any consumers 
located within its franchise area. The 20¢ rate represents the esti
mated average total costs of electric service inclusive of the 6 per 
cent rate of return. 

2. THE INTRODUCTION OF QUANTITY DISCOUNTS THROUGH 

RESORT TO A BLOCK-ENERGY RATE 

By an amazingly good stroke of luck, the 20¢ rate per kilowatt
hour actually yields the estimated 6 per cent rate of return. But it 
obtains this yield in the face of serious deficiencies from the stand
point of the two other major objectives of rate-making policies. In 
the first place, in treating the total cost of the business as if it 
varied directly with changes in the kilowatt-hour output of energy 
-a grossly false assumption-it violates the most widely accepted 
canon of fair pricing, the principle of service at cost. In the sec
ond place, the uniform rate is so high relative to incremental costs 
that it discourages customers from increasing their consumption 
even though they would be ready to pay follow-on rates well in 
excess of incremental costs. 

In order to meet these deficiencies, the company decides to in
troduce a practice familiar in the marketing of commodities at 
retail, the practice of quantity discounts. However, it departs from 
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the traditional form of this practice by the use of block-energy 
rates.l6 For the first 25 kilowatt-hours of use per month, a consumer 
is charged 20¢ per kilowatt-hour as before. For the additional en
ergy up to 50 kilowatt-hours per month he is charged to¢ per 
kilowatt-hour. Finally, for all consumption in excess of 50 kilowatt
hours per month he is allowed a 5¢ rate. The lower rates for the 
second and third blocks are justified partly on cost grounds and 
partly on value-of-service considerations. As to the cost grounds, 
it is believed that an increase in consumption per customer will 
result in a less than proportionate increase in cost of service, chiefly 
because, within any presently contemplated limits of use, it will 
not require any expansion of the present capacity of the distribution 
system. 

3• THE INTRODUCTION OF CLASS RATES: DISTINCTION BETWEEN 

INDUSTRIAL CONSUMERS AND RESIDENTIAL CONSUMERS 

The change from a uniform rate per kilowatt-hour to a block 
rate which allows quantity discounts proves to be a material im· 
provement in actual practice. By reducing its rates for increased 
consumption the company is able to earn its required 6 per cent 
rate of return even without any increase in charges to small cus
tomers. Despite this fact, the change leaves much to be desired. 
The chief deficiency of the new tariff lies in its failure materially 
to improve the company's system load factor. Even at the terminal 
block rate of 5¢ per kilowatt-hour, electricity is put to only limited 
use except for lighting. As a result, the company's expensive plant 
lies largely idle except for a few hours in the evening. What is 
needed, therefore, is some change in the tariff designed to en
courage off-peak use of power. At the present time in the com
pany's development, before the days of many tempting electrical 
appliances for household use, the most promising source of off
peak use lies in the industrial consumer, who may possibly be 
induced to stop using his own steam engine and, instead, to buy 
electric power during the daytime in order to· drive his machinery. 

1' "This type of rate specifies certain prices per kilowatt-hour for various kilowatt
hour blocks, the price per kilowatt-hour decreasing for succeeding blocks." Cay
wood, Electric Utility Rate Economics, p. 43· The block-meter rate has almost 
completely superseded the step-meter rate, which applies to a customer's entire 
consumption of energy the same rate per kilowatt-hour decreasing with increases 
in consumption. 
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But the only hope of encouraging widespread industrial purchase 
lies in the concession of rates low enough to induce factories not 
only to use electric power but also to purchase this power from the 
company instead of producing it in their own generating plants. 

In order to meet this situation, the company decides to split its 
service into two classes: residential and small commercial service 
(which we shall also call residential for convenience) and indus
trial power service. The residential rates are reduced 20 per cent 
so that they are now 16¢ for the first block, 8¢ for the second block 
and 4¢ for the third block. But the industrial power rates are still 
lower-let us say 4¢ per kilowatt-hour for monthly consumption 
up to to,ooo kilowatt-hours, 3¢ from to,ooo to so,ooo kilowatt
hours, and 2¢ for all consumption in excess of so,ooo kilowatt-hours. 
While, at least from a superficial standpoint, the grant of lower rates 
to power users may be said to constitute discrimination against the 
residential users, the discrimination-if so it may be called
will actually operate to the advantage of the residential users them
selves since they will receive a rate reduction that could not other
wise be given them. 

4· THE INTRODUCTION OF A TWO-PART RATE FOR INDUSTRIAL 

POWER: A DEMAND CHARGE AND AN ENERGY CHARGE 

As already noted, the introduction of the low, industrial-power 
rate was designed to find useful, compensatory work for plant ca· 
pacity that had been almost idle except during the evening hours. 
This objective, it was hoped, might be attained by the concession 
of below-average-cost rates to the one major group of customers 
that could be expected to use the service largely during the off· 
peak hours. To a material degree, moreover, these hopeful ex· 
pectations have proved justified. The new industrial load has in
creased the system load factor from 15 to 25 per cent, so that an 
85 per cent plant idleness has been reduced to a 75 per cent idle
ness, a striking improvement. Again, as in the shift from step two 
to step three, the change has been for the better. 

But it is still far from good enough, especially so since the class
rate differentiation has one serious flaw: namely, in its identifica
tion of industrial use with off-peak use, and of residential use with 
on-peak use. True, in an early stage of electric-appliance history, 
the latter identification was not too far from reality. But much of 
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the industrial-power use now overlaps the peak of the residential 
use, with the result that a material fraction of the industrial power 
has to be supplied at high, peak-time costs. Indeed, some industrial 
consumers confine most of their outside purchases of power to 
seasons and hours when the utility plant is operating close to full 
capacity, relying on their privately owned generating plants to pro
duce their base-load power. 

What is needed, therefore, is an industrial-power rate which 
makes a nicer distinction among different consumers than the 
mere distinction between larger and smaller consumers. For this 
purpose the company, taking its lead from a famous British elec· 
trical-utility engineer, Dr. John Hopkinson, introduces a two-part 
rate composed of an energy charge and a demand charge.17 The 
demand charge for each industrial-power consumer is based on the 
maximum (3o-minute period 18) demand of this customer during 
the previous twelve months, as measured in terms of kilowatts 
(rather than kilowatt-hours) by a maximum-demand meter. For 
any one month, the customer's bill is made up of the sum of the 
energy charge and of the demand charge. As a result, the consumer 
with the higher load factor pays a lower charge per kilowatt-hour 
than the consumer of the same amount of energy at a lower load 
factor. 

The full rationale of this Hopkinson, two-part rate is far from 
simple. But the rationale usually given (although it will serve only 
as a first approximation) is that the two-part rate distinguishes be
tween the two most important cost functions of an electric-utility 
system: between those costs that vary with changes in the system's 
output of energy, and those costs that vary with plant capacity and 
hence with the maximum demands on the system (and subsys
tems) that the company must be prepared to meet in planning its 
construction program. 

But, whatever its rationale from the standpoint of cost analysis, 
the introduction of the two-part industrial-power rate results in an 
improved use of existing plant capacity; and it gives such promise 

"See Caywood, Electric Utility Rate Economics, pp. 48-50, l59· 
u This period may vary from fifteen minutes to one hour or more. The use of 

a substantial period of time rather than a more nearly instantaneous period is 
said to have a twofold rationale: first, that electrical generation and distribution 
systems can stand heavy overloads for short periods; secondly, that the longer the 
period, the higher is the probability of coincidence between an individual em· 
tamer's peale and the system or subsystem peale. 
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of increased power revenues, with only minor increases in the to
tal costs of serving this class of business, that the company finds it 
feasible again to reduce its residential rates. The favorable effect 
of the demand charge on the power revenues is expected to result 
chiefly from three responses on the part of existing or potential 
power customers: first, from a tendency of existing customers to 
spread their loads over a longer period in order to minimize their 
demand charges, instead of bunching them during short periods 
likely to coincide with the heavy loads of other customers; sec
ondly, from the deterrent effect of the demand charge on those in
dustrial customers who, although operating their own private 
power plants, have hitherto relied on the company to carry their 
peak loads; and thirdly, from the fact that the two-part rate, which 
works to the advantage of a consumer with a high load factor, will 
offer the more favorable terms precisely to those consumers who 
are in the best position to resort to private generating plants if 
unsatisfied with the rates charged by the central station. 

To be sure, the Hopkinson two-part rate, in the form here en· 
visaged, is subject to one serious criticism in making the demand 
charge depend on the maximum demand of the individual cus· 
tomer at any time of day or season, rather than on his demand at 
the time of the system or distribution peak. But as to this objection, 
discussion will be reserved for Chapter XVlll. 

5· THE INTRODUCTION OF AN OVERT OR CONCEALED THREE-PART 

RATE: CUSTOMER CHARGE, ENERGY CHARGE, AND 

DEMAND CHARGE 

As already noted, the two-part Hopkinson rate is based on the 
assumption that one part of the total costs of an electric-utility 
business is a function of the output of energy of the system whereas 
another part is a function of plant capacity and hence of all costs 
related to this capacity. But this twofold distinction overlooks the 
fact that a material part of the operating and capital costs of utility 
business is more directly and more closely related to the number 
of customers than to energy consumption on the one hand or maxi
mum kilowatt demand on the other hand. The most obvious ex· 
amples of these so-called customer costs are the expenses associated 
with metering and billing. For residential customers these latter 
expenses may amount to $1 a month per customer. For industrial 
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power users, the metering and billing expenses may be much 
higher. In addition, moreover, each industrial power user is likely 

to have expensive transformer and switching equipment devoted 
exclusively to his use. The capital costs and maintenance costs of 
such equipment are properly included as a customer cost (or, per
haps more accurately, as an individual demand cost rather than a 

system demand cost), in that they reflect a cost imposed by the in
dividual customer even if and when he consumes no power what· 
ever. 

Having in mind these customer costs, our company decides to 

make a more or less direct allowance for them in its rates for charge 
of service. As to its residential rate, it first contemplates a customer 

charge o£ $1 per month, which would be added to the kilowatt
hour charge as a part of the monthly bill. However, this proposal 
meets with such opposition on the part of customers, who contend 
(erroneously but bitterly) that it is an attempt to charge them 

:·somethi_ng for nothing," that the company modifies its plan by 

mtroducmg a $1.50 minimum monthly bill. Unlike the overt cus
tomer charge, this minimum bill permits the customer to consume 
up to 10 kilowatt-hours of energy without further payment. From 

the standpoint of cost analysis, it is decidedly inferior to an un
qualified customer charge. But this inferiority is held to be out

~eighed by its greater palatability from the standpoint of the pub
he taste. 19 

As to the industrial power rate, the unpopularity of an outright 

c~stomer charge is not so serious, since power customers are sophis
ticated purchasers of electric energy. Nevertheless, even here the 
char~e is incorporated in a minimum demand charge. The intro

ductiOn of. the _(concealed) customer charge is significant chiefly 
for the residential consumer. Here it reduces the number of con

sumers who, because of their small use of energy, impose an out
of-pocket loss on the company. 

The additional revenues_ derived from the minimum charge, 

"See Huber~ F .. HavHk, Service Ch~rg_eJ i_n GaJ aud Electric Rates (New York, 
1938). In constdenng the proposed ehmmatwn of a s~rvice charge in the nature 
of. a_ customer ch~rge, the Missouri Commission said: "It is puerile for our com
mJsston ~o enter mto the many scient!fic principles of rate making which support 
the se~V!ce. ch~rge when the suppor_ung public is unable or refuses to com pre· 
?end Jts snenu~c structure. Its contmuance is and will continue ro result in in
jury to the busmess of ?e~endant." Stanley v. Harvey Elec. Lt. & Pr. Co., PUR 
1921 _E •. 681. But a commtsswn has some responsibility toward the education of the 
publtc tn a matter of thi! kind. 
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combined with the saving in expenses resulting from the aban
donment of service by those unprofitable consumers who decline 
to pay this charge, makes possible a reduction in the block·energy 

rates. The company decides to apply this reduction entirely to the 
tail-end block in order to promote the use of electricity by residen
tial consumers. While the resulting rate for energy in excess of 

so kilowatt-hours per month is well below the average rate for 
residential consumption, it is justified on economic grounds in 
that it at least covers incremental costs, so that the residential con

sumer of large amounts o£ service is not enjoying an overt subsidy. 
The low terminal rate is further justified by the probability that 
the residential consumer who uses unusually large amounts of elec

tricity will be using most of the excess for nonlighting equipment 
operated at off-peak hours. Unfortunately, this assumption that the 
larger use means a higher degree of off-peak use will be belied in 
many individual cases-especially so because the amount of use 

depends indirectly in part on the size of the consumer's residence. 
But the company, after considering an allowance for this size-of· 

house variable, perhaps by resort to a fixed monthly charge based 
on number of rooms, decides against the proposal-partly in view 
of its obvious theoretical infirmities and partly in view of its un
popularity.20 

6. DIFFERENTIAL RATES FOR INDUSTRIAL POWER 

BASED ON VOLTAGE DIFFERENCES 

The last revision in rate design to be introduced in this imagi
nary illustration takes the form of a rate differential to industrial 

consumers based upon differences in voltage at which they will 
accept alternating--current power from the electric company's trans
mission or distribution system. For reasons of economy, the com
pany must transport its power from its central stations at high 

voltages, which must be stepped down to safe and workable voltages 
at or near the customer's premises. But it is feasible to grant to 

industrial consumers several options as to the voltage at which 
they shall receive the power from the company's substations or 
transformers. Hence, if a given industrial consumer is willing to 

accept the power at high voltage, he is properly given a discount 

"'Aside from th" poor correlation between any index of preswnptivc customer 
load and actual load, such an allowance would fail to motivat~ a consumer to keep 
down his actual peak. C. P. Watkins, Eleclrical Rates (New York, 19~ t ), pp. 56-64. 
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in his demand charges, or in his energy charge, or both, the amount 
of which should be designed to pass on to him the cost saving 
which he confers upon the company. With this object in mind and 
in view of the layout of its transmission and distribution system, 
the company offers to its industrial consumers an option of three 
voltages, which we may call "high," "low," and "medium." The 
company's basic rate (both in the form of demand charges and of 
energy charges) is the rate for low-voltage consumption. Its rates 
for medium-voltage and high-voltage consumption are derived 
from this basic rate with the object of coming as close as feasible 
to the principle of "rate differentials equal to cost differentials." 

COMMENTS ON THE RATE STRUCTURE SUGGESTED ABOVE 

The preceding paragraphs have suggested only a few of the many 
forms of rate differentiation practiced by modern electric utility 
enterprises, whether privately or publicly owned. They are de
signed to illustrate five important types of rate differentiation: 
namely, quantity discounts through block rates; class rates; two
part rates; three-part rates; and rates for alternative types of service 
related in such a way as to make the differences in charges equal 
the differences in costs of rendition. Our illustration ignores the 
fact that the classes of service, instead of being limited to two, are 
likely to be as many as ten or more; that a company may offer 
special rates for completely off-peak service including off-peak 
residential water-heating service; that industrial power is sold sub
ject to many detailed terms including terms which make allow
ance for differences in the power factor; 21 and that special charges 
may be imposed by which to reimburse a company for the con· 
struction or installation of expensive equipment needed only to 
serve a specific user of the service. 

Nevertheless, even as it stands in this oversimplified form, our 
illustration suggests the complex nature of the problem of rate 
design when this problem is envisaged as that of securing revenues 
which will yield a fair return by means of rate differentials that 
will not only fairly apportion total costs among the different con-

11 Caywood, Electric Utility Rate Economics, pp. sg--66. Bolton. Costs and Tariffs 
in Electricity Supply, devotes Part IV of hh book to this elusive factor in alternat· 
ing-current electric supply and to forms of tariffs designed to penalize industrial 
users for power factors that are costly to the supplier, chiefly in compelling it to 
maintain excess capacity. 
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sumers, but will also secure the optimum amount of use of each 
type of service and of all the services taken in the aggregate. Seek
ing the closest feasible approach to the accomplishment of these 
three partly conflicting objectives, the rate maker has at his com
mand a wide variety of schemes of differential rate making which 
he must apply, not singly but in combination. The choice of the 
best combination is unavoidably in the nature of a compromise, 
since the particular combination that he chooses is bound to be 
worse in some respects than many of the combinations which he 
rejects. 

In the United States, for example, most companies, whether of 
their own volition or through coercion by regulating commissions, 
impose no maximum-demand charge on residential consumers. 
Moreover, they usually impose no customer charge except in the 
concealed and distorted form of a small minimum monthly charge. 
This rejection of overt multipart rate making as applied to resi
dential use has pretty well restricted residential rate differentia
tions to the device of the quantity discount in the form of a block
energy rate-a very crude device when judged either from a cost 
standpoint or a value-of-service standpoint. 

With all their deficiencies, the rate design typical o£ the Ameri
can electric utilities is probably superior to that o£ any other regu· 
lated business in this country.22 Along with improved engineering 
technology and with the development and promotion of electrical 

• The superiority of so-called public utility principles of rate making, specifically 
of electric rate making. over traditional railroad-tariff principles was recognized 
many years ago by Professor John Maurice Clark in an article quoting a state· 
ment by Henry L. Doherty, a leading gas-company executive, that "Perhaps no 
other one factor has contributed so much to the success of the electrical business 
as the study of the rate problem." Clark, "Rates for Public Utilities," t Amerie<m 
Economic Reuiew 473-487 (tgt t). ln recent years, and under the pressure of com
peting forms of transportation, this superiority has been recognized by the more 
progres~ive railroad executives. Thus, John W. Barriger, Jr., now President of the 
Pittsburgh and Lake Erie Railroad, insists that the railroads must "price their 
products to attract mass utilization of their facilities. The electric utilities are 
the outstanding example of the public and social benefits-as we!l as the economic 
and financial soundness-of such pricing." Super-Railroads for a Dyuamic Ameri· 
can Economy (New York, 1956): p. vi. 

The primary claim for the superiority of electric·rate principles lies in their far 
less sweeping resort to "value-of-service" considerations, combined with their more 
thoroughgoing recognition of multiple cost functions as typified by the distinc
tions between customer costs, energy costs, and capacity costs. Because rail road 
tariffs are based so largely on a uniform rate per ton or per hundred pounds for 
any given commodity and any given movement, with few distinctions for volume 
except the e](tremdy crude distinction between carload and less-than-carload ~ates, 
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appliances, it shares the credit for the amazing success of the in· 
dustry in reducing rates or keeping them from rising materially 
during a prolonged period of price inflation. But it is far from 
ideal, and practical rate makers will do well to consider seriously 
its alleged infirmities viewed from the standpoint of its critics 
among the academic economists. 

Two of these alleged infirmities, which are really tied together, 
are, first, the allowance of quantity discounts said to be greatly in 
excess of any discounts defensible on cost-of-service principles, and 
secondly, the imposition of demand charges which penalize con· 
sumers for high individual demands even though these demands 
come at hours or seasons that fall well off the peak loads imposed 
on the system as a whole or even on any major part thereof. More 
will be said on these points in Chapter XVIII. 

shippers are under no inducement to cooperate with railroads in loading cars to 
their full capacity, not to mention their lack of inducement to supply full-trainload 
lou. Major credit is due to Mr. John Alden Bliss, a transportation economist, for 
calling attention to the superiority of utility-rate design over railroad-rate de
sign. See, e.g., "The Picture Is So Different with a Two-Dimensional Price," The 
Analysts journal, Aug., 1954, pp. 89-95; "Maybe the Utilities Have Got Something 
in the Way They Make Rates," Railway Age, Aug. 18, 1952; "A Model of Make
or-Buy Competition," Contributed Paper (F2) for the Third Annual Meeting of 
the Operations Research Society of America, June 3 and 4• 1955; "A Short Survey 
of Non-Linear Pricing Forms," Contributed Paper (D5) for the Eighth National 
Meeting of the same society, Jan. 9 and 10, 1956; "Some Comments on Tobacco
North Carolina Points to Southern Points (Rail)," I.C.C. Practitioners' journal, 
Dec. 1951, pp. 281-301. 

XVII 

MARGINAL COSTS, SHORT-RUN 

AND LONG-RUN 

For reasons already indicated in the preceding chapter, the mar
ginal costs of public utility services, as distinct from a_ver~ge total 
costs, are of such significance for sound rate determmatwn that 
some economists have gone so far as to propose their acceptance 
as measures of rates even when, in consequence, the resulting reve· 
nues will fail to cover total costs and must therefore be supple
mented by a tax-financed subsidy. The merits of this unorthodox 
proposal will be discussed briefly in Chapter XX, the last chapter.1 

But even under the traditional principle that "rates as a whole 
should cover costs as a whole," marginal cost, or one of its ap· 
proximate synonyms such as incremental cost or out-of-pocket 
cost,2 plays an important role in the design of the rate structure. 

'In a more logical sequence, Chap. XX. on unqualified marginal-cost pricing, 
would come first and would then serve as a basis on which to discuss the more 
complicated and confusing role to be played. by. marginal cost a~ a ~easure_ of 
minimum rates and as a factor in the detennmatwn of rate relatwnslups subject 
to the requirement that rates as a whole must cover cost.s as a whole. Son~e.w~at 
reluctantly, however, I have reversed this procedure in v1ew of the. unfam1ha~1ty 
of marginal-cost pricing philosophy to persons other _than ac~denuc eco~~miSts. 
Incidentally, the relative simplicity of the_ t_heory o_f stnct margmal·cost pncm~ a~ 
compared to the theory of "optimum pncmg s~bject. to a bu_dg~tary constramt_ 
is a spurious simplicity, which the price theor~st gams by w1shmg some of h1s 
most embarrassing problems upon the tax theonstl . . . 

• "Out-of-pocket cost," itself an ambiguous term, IS the po~ul~r paru~l equ1va· 
lent of "marginal cost," especially in railroad _parlance. ~ut 11 IS sometimes u~ed 
to refer merely to the additional cash outlay 1mposed d1rectly by the producu~n 
of additional output, whereas "marginal cost" also includes a~•Y enhance~ents Ill 

noncash costs (such as depreciation due ~o wear and tear of equipment) a~tnbutable 
t an increase in rate of output. An 1mportant study by Professors V. ilson and 
:.ose concludes that the Interstate Commerce Commission has in practice (though 
not often in language) identified "out-of-pocket" cost w~th average varia_ble cost 
regardless of the question whether this latter cost remams constant or mcreases 
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In fact, it may play a dual role: first, in setting a lower limit below 
which no rates will be fixed, not even in order to promote the use 
of service which could not otherwise find a buyer; and secondly, 
in serving as a basis for relative rates, subject to deviations of a 
value-of-service nature. 

More will be said of these two uses of marginal-cost estimates in 
the two following chapters. But in the present chapter we must take 
account of the fact that "marginal cost" is itself a highly ambigu
ous term, with the result that proposals to base minimum rates or 
rate relationships on marginal costs mean different things to differ· 
ent people. The most important ambiguity is that suggested by the 
distinction between "short-run" and "long-run" marginal costs. 
Indeed, this distinction is of critical import, for most of the really 
spectacular differences between incremental and average costs of 
public utility services are those which apply only when the former 
costs are taken to be of a short-run variety. 

The first section of this chapter, which follows immediately, will 
therefore discuss the distinctions between the two types of mar
ginal cost. Most of these distinctions would apply, with modifica· 
tions, to short-run versus long-run incremental costs in general 
and not alone to costs of increments so small that they are called 
"marginal." The second section will then turn to the relative 
merits of short-run and long-run marginal costs as a basis of mini
mum rates. Here it will be noted that, in most public utility cost 
analyses, major importance has been attached to the longer-term 
version. 

DISTINCTION BETWEEN SHORT-RUN AND 
LONG-RUN MARGINAL COSTS 

GENERAL NATURE OF THE DISTINCTION 

In its general sense, the "marginal cost" of a given commodity 
or service refers to the increase in total cost of production im· 
posed by a relatively small ("marginal") increase in rate of output. 

with an increase in the volume of traffic. In consequence, the Commission may 
well have accepted estimates of out·of·pocket costs, when olkred in support of 
special reduced rates designed to meet competition, that were lower than mar· 
gina! costs. G. Lloyd Wilson and ]. R. Rose, "'Out·of-pocket' Cost in Railroad 
Freight Rates," 6o Quarterly ]ou.mal of Economicr .H&-560 (1946). One may sur
mise that awareness of this likelihood partly accounts for the Commission's tradi· 
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Usually this increase is expressed in 1erms of an incremental c_ost 
per unit of increased output. Thus the marginal cost o[ producmg 
electric energy may be 1¢ per kilowatt-hour, whereas the average 
cost may be 2¢. 

But the amount of the marginal cost, and its relationship to 
average cost, will depend on many fanors, one of \dtich is that of 
the assumed duration of the enhanced rate of outpw. To an clec· 
tric company, for example, the auditional unit cost uf a 5 per cent 
increase in its output of energy may be one figure if the enhance· 
ment in output is to last five minmes, another figure it it is lU 

continue for five months, and still another figure if it is to be main
tained for five years. 

Any number of time-duration distinctions may therefore affect 
an estimate of the marginal costs of a specific kind of utility serv
ice. But by a convenient though partly arbitrary convention, econ
omists have applied the words "short-run" or "short-term" to mar
ginal costs estimated under the assumption that the enhanced rate 
of output will be temporary and will hence be accomplished solely 
by an increase in the rate of utilization of the existing plant and 
equipment; whereas they have applied the words "long-~un" or 
"long-term" to marginal costs estimated under the assumptton that 
the enhancement in rate of output will continue indefinitely and 
hence will be accomplished by an appropriate increase and adapta· 
tion of plant capacity.3 Shortness of time is associated with absence 
of change in plant and (heavy) equipment partly because a sud
den, unanticipated demand for an increased output can be satis
fied, if at all, only by a more intensive utilization of the present 
plant, and partly because a demand for a merely temporary increase 
in output, even if it could be anticipated long in advance of its 
occurrence, would not be likely to warrant a plant expansion. 

tiona! reluctance to allow railroads to quote competith'c rates only slightly above 
calculatet! out-of-pocket costs. . . . 

• This distinction is drawn in nearly all textbooks on economic analp1s aiJ<l ,. 
portrayed by geometric curves of the type developed by Jacob Viner in his. cele
brated article on "Cost Curves and Supply Curves," 3 leitscltrift filr Nattonal· 
vkonomie 23-46 (1931), reprintetl in George J. Stigler anti Kenneth E. Boulding, 
eds., Readings in Price Theory (Chicag-o, '9:)2). For an excellent short exposition, 
see George J. Stigler, The Theury of Price, re:. etl. (New York, 19:;2), Chaps. 6 t? 10; 
also The Theory of Marginal Cost ar1d Eleetnc Rates, an So·page brochure on Euru· 
pean rate making published by the Organization for European Economic Coopera· 
tion (Paris, 1908). 
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CHARACTERISTICS OF SHORT·RUN MARGINAL COSTS 

Exclusion of "constant" or "fixed" costs. Reserving a closer 

analysis of long-run marginal costs for later paragraphs, let us first 

note the special characteristics of the short-run version. The most 

outstanding characteristic lies in the vital distinction drawn here 

between constant costs and variable costs. In short-run analysis 

the capital costs of plant and equipment are treated as constant 

and hence are excluded for the purpose of the estimate. Indeed, 

even a large share of the costs which accountants call operating ex

penses is treated in the same way, on the ground that many of 

these costs do not vary, at least not materially, with changes in the 

rate of plant utilization. This exclusion of a g-ood part even of 

the operating costs applies notably to a portion, usually the major 

portion, of the operating-expense deduction for annual deprecia

tion (in reality a capital cost), since only a minor part of this de

preciation is deemed to be affected by the degree of use made of 
the equipment. 

It is primarily because of these exclusions of large shares of the 

total costs of supplying utility service from estimates of short

run margina I costs that the Iauer costs are often found to con

stitute mere fractions of average total costs. Thus, if an electric 

utility company is now operating with a plant of excessive capacity, 

a substantial increase in rate of output of energy may impose al

most no additional cost except for an increase in cost of fuel

an increase of, say, ~ to %¢ per kilowatt-hour as compared to 

average total cost of perhaps 2Yz¢. Indeed, if the supply of power 

comes from a hydroelectric plant of redundant capacity and with 

no opportunity to store the water for future use, the short-run 

marginal cost of the power may be practically zero. Leaving the 

plant idle and letting the water run over the spillway would re
sult in almost no saving whatsoever. 

Relationship between short-run and long-run marginal costs de

pends upon the current relationship between rate of output and 

plant capacity. Because short-run marginal costs exclude many 

components of total costs on the ground that, for the purposes of 

the analysis, these components must be deemed constant, one 

might assume that the former costs would always be relatively low 

-lower than either long-run marginal costs or average total costs. 

MARGINAL COSTS 

Indeed, this assumption is implicit in some of the American treat· 

ment of railroad and utility rate making, which refers to "mere" 

incremental or out·of·pocket or marginal costs as if they were in· 

variably lower than "fully allocated" costs. But no such assumption 

would be justified. For short-run marginal costs may be lower than, 

equal to, or higher than long-run marginal costs. And the same 

statement would apply to a comparison with average total costs. 

In the economic theory of price determination, it is a basic 

principle that, when a plant is of the optimum size for the rate of 

output which it is called upon to deliver (that is, when the size of 

the plant is such as to minimize the total cost of continuous pro· 

duction at this rate of output), short-run and long-run marginal 

costs will coincide.4 At this optimum size, the additional cost of 

producing a small enhancement in rate of output by a slightly 

greater utilization of the present plant will be just equal to the 

additional cost of producing this same enhancement with the aid 

of an increase in plant capacity. The increase in capital costs in 

the Iauer case would be precisely offset by the greater increase in 

the operating costs in the former case. 
But if an existing plant is put under a strain to produce serv

ices beyond the rate of output for which it is well adapted, the re

sulting disproportionate increase in the variable operating costs 

may more than offset the fixity of the capital costs; and short-run 

marginal costs, even though still devoid of any capital costs, may 

nevertheless exceed long-run marginal costs. 

With an electric utility plant, three developments in combina

tion are likely to be largely responsible for this tendency of the 

variable costs sooner or later to increase much more than in pro

portion to the increase in rate of output. In the first place, the en

hanced output must be supplied by those less efficient, obsolescent 

turbogenerators that would otherwise be kept in stand-by reserve. 

Fuel cost per kilowatt-hour will therefore increase. In the second 

place, stand-by reserve will be reduced to and past the danger point 

-a situation giving rise to an economic cost, although this cost, 

'This is not to say that, for any desired rate of output, the plant of most eco

nomical size is necessarily a plant operating at its minimum unit cost at this rate 

of output. For, "when a firm is operating subject to, say, economics of scale, it is 

most economical to build a plant whose minimum cost comes at au output larger 

than is desired and 10 operate it at less than this minimum cost output." Stigler, 

The Theory of Price, p. 141. For practical illustratiom, sec D.]. Bolton, Electrical 

Engineering Economin, Vol. I, 3d ed. (LOttdon, 1950), especially Appendix III. 
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when estimated in advance, must be expressed in probabilistic 
terms and may never get into the records of the company's ac
countants. And in the third place, the quality of the service is likely 
to deteriorate through voltage drops-another economic cost, 
though one of an intangible nature, which may be partly imposed 
on the company in the form of impaired good will and impaired 
standing with a public service commission. But only the first of 
these three elements of the short-run marginal costs of service pro· 
duced by an overworked plant can usually be expressed in terms 
of mills or cents per kilowatt-hour. Hence, a statistical or account· 
ing study of the behavior of operating costs of a given plant in 
response to changes in rates of output is almost certain to ignore 
important tendencies toward disproportionate increases in these 
costs as output approaches the upper physical limits of plant ca
pacity.5 

From what has been said it follows that the familiar phenomenon 
of extremely low short-run marginal or incremental costs-low in 
relationship both to long-run marginal costs and to average total 
costs-is a phenomenon of redundant plant capacity. 

Meaning of short-run marginal costs when a plant is operating 
at the upper limit of its capacity. Public utility plants are not often 
called upon to produce services up to the very limits of their 
physical capacity. As a rule, advance provisions will have been 
made to increase plant capacity before the growth in consumption 
of service has encroached too seriously on emergency reserves. But 
let us suppose that the upper limit has indeed been reached and 
that any further increase in the rate of output of service would be 
either literally impossible or else utterly out of the question for 
reasons of safety. Under this assumption, what is the current, short· 
run marginal cost of utility service? 

'"In the continued attempt to minimize load shedding up to and over its maxi· 
mum safe capacity, risks of widespread failures of supplies had unavoidably to be 
taken." British Electricity Authority, Third Report and Accounts (195t>-195•), 
p. g. What has just been said may be a partial explanation of the results of a 
number of empirical studies, notably those by Professor Joel Dean, which tend to 
show a horizontal (constant) short·run marginal cost curve for a given plant 
throughout any actually experienced range in the rate of output. Another reason 
for the observed horiiontality may be the paucity of data on the operating costs of 
plants that were being pushed close to the upper limits of their capacity. See 
Joel Dean, Managerial Economics (New York, 1951), Chap. 5· Compare J. Johnston, 
Statistical Cost Analysis (New York, 1g6o), section on electricity generation, pp. 
44-73· 
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Here, if "marginal cost" is given its usual meaning, as referring 
to the marginal cost incurred by a company in producing the serv· 
ice, the question just raised is meaningless; for no increase in out· 
put is feasible at any additional cost. But, for purposes of rate mak· 
ing, an alternative concept and measure of marginal costs may 
now take the place of marginal production costs: namely, the mar· 
gina! social cost necessarily involved when the supply of any 
amount of the scarce service to those consumers to whom the serv
ice is rendered means the denial of this same amount of service to 

those potential consumers who are thereby excluded.6 Under 
familiar assumptions of resource allocation, this cost would be 
measured by the "market-clearing" price for the scarce service 
-by the price, say 10¢ or even $1 per kilowatt-hour for electricity, 
that would just suffice to bring demand into equality with potential 
supply. While such a price would not reflect marginal cost of pro· 
duction to the utility company, it would approximately measure 
"marginal exclusion cost" and hence would have much the same 
claim for acceptance, as a measure of rates, that short-run marginal 
cost of the ordinary variety would have with respect to a plant 
operated at less than maximum possible load. 

Volatility of short-run marginal costs. In view of the above· 
noted characteristics of short-run marginal costs, it should hardly 
be necessary to add that these costs are typically of a highly vola
tile nature. Let the current rate of output be even slightly below 
the maximum output permitted by plant capacity (after an ade· 
quate allowance for emergency reserve), and marginal cost of serv· 
ice may be a mere fraction of average cost. But let the output in
crease to a rate only slightly in excess of that for which existing 
capacity is safely adequate, and marginal cost may jump to some 
multiple of average costs and to another multiple of long-run mar· 
gina! costs. As will be noted in the second section of the present 
chapter, it is this volatility which most seriously impairs the use· 
fulness of short·run marginal or incremental costs as measures of 
minimum rates or as a basis of sound rate differentiation. 

'See. ~illiam Vickrey, "Some Objections to Marginal-Cost Pricing," 56 Journal 
of Poltt1cal Economy 218-238 at 231 (1948). 
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CHARACTERISTICS OF LONG-RUN MARGINAL COSTS 

Indefiniteness of the term except when strictly defined. As al
ready noted, what distinguishes long-run from short-run marg·inal 
cost is that the former cost is measured under the assumption of a 
sustained increment in the rate of output-sustained for a period 
sufficiently long to require, or at least to justify, a change in the 
capacity and design of the plant and equipment. This means that 
those capital and operating costs which are treated as constant, 
and hence are excluded, in short-run cost analysis, are here treated 
as variable. 

• But unless the term is restricted to what may be called the 
"limiting ,case," it cannot be distinguished sharply from short-ru11 
marginal cost. For, at the current rate of output, the present plant 
may have an excess capacity with respect to some of its component 
parts while having no more than an adequate capacity with respect 
to others. Thus, an electric company might find it economical to 

supply for the next several years a 10 per cent increase in its out
put of energy by means of a 10 per cent increase in the capacity of 
its turbogenerators but with no enlargement whatever of its dis
tribution network. Or a railroad might sustain indefinitely a 1 o 
per cent increase in its freight traffic by a corresponding increase in 
rolling stock, together with a minor enlargement and improvement 
of its classification yards, but with no enhancement in its line-haul 
capacity. To make things even more complicated, one must recog
nize the likelihood that a given increase in rate of output might 
feasibly be mpplied at first by very minor adaptations in plant 
and equipment, to be followed by major adaptations in later periods 
-perhaps after much of the older equipment is in urgent need 
of replacement. 

Aware of this lack of sharpness in the distinction between shon
run and long·-run cost functions, economists have sometimes sou)J;Ilt 
to give greater precision to the term "long-run marginal cost" by 
making it refer to those cost increments which would result from 
a shift from an indefinite! y continuous rate of output accomplished 
by means of a plant of optimum design and capacity for that rate, 
to an indefinitely continuous higher rate of output to be accom
plished by means of a plant of optimum design and capacity for 
this higher rate. This definition premises a "run" so extremely 

MARGINAL COSTS 

long that the plant management has the opportunity to ca_rry out all 
of those adaptations to the changed rate of output wh1ch would 
be economical under a given technology and under a given set of 
prices for the various "factors of production." 7 

But useful as is this tighter, "limiting-case" definition of long
run marginal cost for purposes of price theory, its acceptance would 
severely reduce its usefulness as a tool o[ practical rate making. 
For, in actual practice, the more significant marginal costs are 
those costs which can be expected to persist, not forever or even for 
twenty years, but rather for those shorter periods that are within 
the horizon of today's rate makers. As a rule, these are the incre
ments in costs that may be anticipated to result, during the next 
several years, fJom increases in rates of output to be accomplished 
by whatever plant additions and improvements will be warranted 
in view of the actual layout and actual capacity of the present 
plant. There would be little point, for example, in basing today's 
railroad passenger rates on the long-run marginal or incremental 
costs of passenger service if these costs were to be estimated without 
recognition that an increase in this service may require little or no 
increase in right of way or in trackage for a long time to come, if 
ever. For, with most American railroads, partial plant redundancy 
is not just temporary but chronic, perhaps permanent. 

The upshot of these comments on the indefinite meaning of 
long-run marginal cost is that, when used as a practical standard 
of rate making, the concept should be defined only in general terms 
and should be left for whatever nicer definition may be required 
in the light of the particular rate-making problem. Applied, for 
example, to a rapidly expanding utility enterprise such as a mod
ern electric or telephone utility, long-run marginal cost may prop
erly be associated more closely with its stricter definition than 
would be warranted with respect to a declining or slowly growing 
business, such as that of a railroad. 

Qualification of the principle that all costs are deemed variable. 
\Ve have already noted that a special characteristic of short-run 

7 Thus long-run marginal cost, strictly defined, is a concept of a stationary state. 
Bur Professor John Maurice Clark doubts whether, even if the process of chanv;~ 
were to be stopped in such an imaginary stale, there could be a return ol capital 
LO the point that it would reach i[ starting anew. ''Some forms of n•pital cannot 
be shifted without loss, no matter holY much time is allowe<l for the piecemeal 
tramfer of the depreciation fund; a railroad embankment, for instance, or a tllll· 

nel." Prefnce Ia Social Economics (New York, 1936). p. 280. 
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marginal cost determination lies in its distinction between "con

stant" and "variable costs" and in its complete exclusion of the 

former c_osts as com~onents of marginal cost. This statement may 

seem to Imply that, m long-run cost analysis on the other hand all 

costs, including all capital costs, should be deemed variable, so ;hat 

the whole distinction between constant and variable costs should 
disappear. 

Properly interpreted, the above-suggested inference is correct. 

But the inference must be qualified, since it appears to be be lied 

by the frequent ~ractice of cost analysts in distinguishing between 

constant and vanable costs in their estimates even of long-run in

cremental or marginal costs. 

The ~rst qualification is that the variability of all costs is not 

nece~san~y a~sume~ except in that very long-run marginal-cost de· 

termmauon m. wh1ch there is time for the complete adaptation of 

plant and e~~1pment to any change in rate of output. If this ex

~reme de~nt~wn. of a long·run marginal cost is not accepted, and 

If. the O~JectJve Is to estimate the increments in cost, say, that a 

given. railroad would incur during the next five years if it were 

to ~n J0 Y a 5 per cen~ increase in its volume of traffic during this 

peno~, the assumpuon that some important items of cost will 

remam almost u~affected by the increment in traffic-say, the costs 

of the land for nght of way-may be quite plausible. 

!he second qualification, although often not clearly distin

gmshed from the first, is of a different nature. It is called for in 

r~cognitio? of the practice by some cost analysts of treating a 

given po~u?n of th~ total costs as if it were constant and of treating 

the re.mammg portwn as if its variability with rate of output were 

of a lmear character. This artificial distinction between so-called 

const~nt costs _and _so-called (proportionately) variable costs may 

permit approximations of nonlinear cost functions in linear terms. s 

:erhaps the leading examples of this practice are those used in 

railroad cost analysis. Thus, the Cost Section of the staff of the 

'See P· 3~8, in[ra. This technique is illustrated by D. J. Bolton with reference 

to the relauonshtp between the capital cost and the K VA ca ·
1 

f 
former substatio He dd . "Th fi pact Y 0 a trans-

) . h' . n. a s. e rst step, therefore, in simp!ifving the cost 

re atwns 1p w~ll ~sual!y be to express the cost as the sum of twa' com onents 

one of whtch ts dtre~tly proportional to the chosen variable and the oth~r inde~ 
pen~ent. of tha~ ~anable." Electrical Engineering Economics, Vol. 2 : Costs and 

Tanffs m Electrtctty Supply, 2d ed. (London, 1951), p. 125 , 
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Interstate Commission, in its estimates of the "long-run out-of· 

pocket costs" of railroad full-carload-lot freight traffic, "takes the 

out-of-pocket costs at 8o per cent of the total operating expenses, 

rents and taxes, plus an allowance for the cost of the long-run 

variable capital investment taken at 4 per cent (after income taxes) 

on all the equipment and about half the road property." 9 That 

is to say, 20 per cent of the operating expenses at any given rate of 

traffic density, and about half of the assumed 4 per cent capital 

costs of the road property, are treated as if they will not increase 

with small increments in traffic. In consequence, a 1 per cent in

crease in traffic would be assumed to increase operating expenses, 

etc. by o/to of 1 per cent, to increase the annual capital cost of the 

equipment by 1 per cent, and to increase the annual capital cost 

of the road property by % of 1 per cent. Referring to this pro

cedure of long-run out-of-pocket cost analysis in 1954, Mr. Ford 

Edwards, who directed the development of the procedure in the 

late 1930s, writes: "The long-run rail freight out-of·pocket costs 

in the aggregate, as computed by the Cost Section, run to some two· 

thirds of the rail carriers' total revenue requirements, including 

the going rate of return and the passenger and LCL deficits when 

they occur. This leaves about one-third of the aggregate revenue 

requirements from freight to be apportioned as 'burden' on a value

of-service basis." 10 

I stress the above-noted distinction between so-called "constant" 

and "variable" costs even in long-run marginal-cost determination 

because of the pronounced tendency of recent writers on cost 

analysis to insist that no costs of producing utility or railroad serv

ices will fail very long to respond to changes in rates of output.11 

This insistence might be taken to discredit any long-run marginal 

cost analysis which makes use of the concept of constant costs. But 

no such wholesale condemnation of the practice would be war

ranted, since it would fail to recognize the convenience of the 

mathematical device of a "pseudo constant cost," for purposes of 

rough approximation. 
Long-run marginal costs may vary with changes in rates of out-

• Quoted from Ford K. Edwards, "Transportation Costs, Value·of·Service and 

Freight Rates," 21 I.C.C. Practitioners' Journal 494-510 at 494 (1954). 

"Ibid at 494-495. 
uSee, e.g., H. A. A. De Mel verda, "The Illusion of Fixed Costs," International 

Economic Papers, No.2 (London and New York, 1952), pp. 155-177. 
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put measured alo11g more than one dimensiotz. Although, with the 
two qualifications noted in the preceding paragraphs, all produc· 
tion costs of utility services must be deemed variable in the long 
run, it by no means necessarily follows that all of these costs vary 
with changes in rates of output or volumes of service measured 
in the same units, along one single dimension. In electric and gas 
utility cost analysis, for example, all or nearly all of the total 
operating and capital costs of production are often divided into 
three categories: those costs held to vary with the number of cus· 
tamers (customer costs); those costs held to vary with the supply 
of energy ("energy" or "volumetric" or "commodity" costs as meas
ured in kilowatt-hours or in cubic feet of gas); and those costs held 
to vary with the maximum load imposed on the utility system 
(demand-related costs or capacity costs). But some cost analyses 
make use of a much finer and more detailed breakdown of cost 
functions. 

A brief review of multidimensional, "functional-cost analysis" 
will be presented in the following chapter. But I mention the sub
ject here merely in order to note the fact that marginal costs, espe· 
cially though not exclusively those of the long-run variety, are by 
no means necessarily limited to marginal energy costs or to any 
other singly measured unit costs.12 Thus, the long-run marginal 
costs of electriC power supply at time of system peak may include 
allowances for marginal capacity cost, marginal energy cost, and 
marginal customer cost. And even estimates of short-run marginal 
costs may include allowances for costs other than energy costs, such 
as costs of meter reading and billing, which vary with number of 
customers. 

MARGINAL COSTS OF PEAK VERSUS OFF-PEAK SERVICE UNDER 
SHORT-RUN AND LONG-RUN COST ANALYSIS 

Unfortunately for the purpose of simple exposition, the distinc· 
tion between short-run and long-run marginal cost, seldom very 
sharp at best, is further complicated by a situation that will re· 
ceive much attention in the next chapter: that of a plant which 
operates chronically at, or close to, full capacity at certain times 
of day, week, or season but which has partly idle capacity at other 

"'See p. 1119 of Vickrey's article already cited in footnote 6, 
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times. Here, the incremental or marginal cost of the off-peak serv· 
ice is of the character which we have called "short run" in that it 
embodies no incremental capacity cost. Btu here the plant re
dundancy is periodic and may even be permanent, since any in
crease in off·peak consumption may never catch up with whatever 
increase in plant capacity is provided in order to keep pace with 
increases in peak loads. 

Even so, however, one may draw a distinction here between 
short-run and long-run marginal cost determination, although the 
distinction is now of a "mixed" nature. As to any clearly and perma
nently off-peak service (off-peak with respect to every part of a 
utility plant), so-called short-run analysis is the only applicable 
analysis. No component of plant capacity cost or capital costs should 
here be included in the estimate of marginal cost of service. But 
as to the peak-time service, there is a significant distinction between 
short-run and long·run marginal cost. Under short-run analysis, 
the marginal cost even of peak service includes only the incre· 
mental operating costs and excludes all capital costs or "capacity 
costs." But, for reasons already noted in the discussion of short· 
run marginal costs, these incremental operating costs may pos
sibly be very high since they will include the incremental cost of 
production by the use of relatively inefficient equipment and since 
they may even include the "hazard costs" of operation with inade
quate reserves or with temporary overloads. On the other hand, 
the long-term marginal costs of service supplied at times of system 
peak will include ·full allowances for whatever increments in ca
pacity costs may be warranted in order to add to the supply of this 
type of service. 

In the following chapter we shall note that the allocation of ca-
pacity costs respectively to on-peak and off-peak service illustrates 
a "limiting case" of joint-product pricing under conditions of pure 
competition-the case in which the one product (peak-time serv
ice) is the main product and the other product (off-peak service) 
is a by-product in its strictest, most extreme sense. Here, under the 
principles of competitive pricing, the price of the by-product would 
cover only its separable costs and would not share even to a slight 
extent in the coverage of the common costs. 
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COMPLICATION OF PLANT INDIVISIBILITIES 

One further complication of long-run marginal-cost determina
ti_G? .is. that which arises because of the literal or practical indi
VlSlbihty of some of the "factors of production"-particularly, of 
some of the larger units of plant and of heavy equipment. 

In the simpler expositions of the behavior of the costs of a busi
ness enterprise in response to increases in rates of output, continu
ously rising output curves and total-cost curves are assumed
curves in which total cost rises smoothly with, though not neces
~arily propo.rtionate~y to: ~he increasing rates of output. With rap
Idly e~pandmg ~ubhc utihty systems, this assumption of continuity 
~ay give a suffiCiently close approximation to the real-life uptrends 
m total costs to serve the purposes of rate determination. But at 
times the discrepancies between this assumption and actual cost 
behavior become serious enough to be of concern to the rate 
maker. These are times when plant expansion, either as a matter 
of utter necessity or as a matter of good economy, takes place in 
fairly large jumps. 

The classic example of such a jump is that of a railroad which 
expands its line-haul capacity by shifting from a single to a double 
track. But many similar examples apply to the expansion of the 
urban utilities. Thus, in order to take advantage of the recorrnized 
economies. of large-scale turbogenerators, an electric co~pany 
may plan Its program of expansion so that its output will first 
encr.oach o~ its reserv~s pe.nding the completion of a gigantic gen
eratmg unit, after which time the reserve may be excessive for the 
?ext year or m.or.e. ~nd thus a telephone, electric, or gas company, 
m order to mmimize the long-run costs plus the inconveniences 
of ne.twork installations involving the tearing up of city streets, 
may mstall all at once distribution capacity adequate for an esti
mated growth in load over the next several years. 

U?der these circumstances of a "jumpy" program of plant ex
pan~wn, how does on.e measure the marginal costs of supplying the 
service? If the question concerns the determination of short-run 
m~rginal.costs, the .answer is relatively simple. Marginal costs of 
this type Ignore capital costs in any event, regardless of the rate of 
expans.ion. He.nce, ~fan electric utility company has just put into 
operatiOn a gigantic turbogenerator which makes its power ca-
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pacity temporarily excessive, marginal cost will drop correspond
ingly, only to rise again as the increase in plant utilization shifts 
from one of redundancy to one of shortage of reserve capacity. If 
utility rates were to follow these changes in short-run marginal 
costs, they too would rise and fall like waves-clearly an impractical 
situation. 

But if our concern is to determine long-run marginal costs-in
cremental unit costs that may be expected to remain relatively sta
ble despite temporary changes from situations of plant overcapacity 
to plant undercapacity-the problem is not so easy. Here, one must 
attempt some estimate of average incremental costs per unit ~ 
output over the life of the indivisible asset. This possible solution 
is fraught with difficulties. But so, for that matter, is the solution 
of any problem of long-run utility cost imputation. 

SHORT-RUN VERSUS LONG-RUN MARGINAL 
COSTS AS MEASURES OF MINIMUM RATES 

Having noted in the preceding section the very striking differences 
that are likely to prevail at any given time between short-run and 
long-run marginal costs, we may now consider the relative im
portance that should be attached w these two types of cost in the 
design of the rate structure. The question takes on a sharper form 
when raised under a proposal that all rates be fixed at mere mar
ginal cost-a proposal to be discussed in Chapter XX-than it 
does when raised subject to the constraint that rates as a whole 
must be made to cover total costs. But we may discuss the question 
here under the assumption of this constraint and with reference to 
the use of marginal cost or incremental cost as a measure of mini
mum rates. Unfortunately, no simple answer to this question of 
choice is acceptable, since it presents one of the many dilemmas 
of rate-making policy. 

THE CASE FOR SHORT-RUN MARGINAL COSTS 

The argument in favor of short-run marginal costs as a basis of 
minimum rates can be stated briefly by the proposition that the 
costs which should govern the rates to be charged at any given 
time are the costs that actually prevail at this time and not the costs 
that will or would prevail on the average during an indefinite 
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period in the future. These current costs are governed by the rela· 
tionship between the present output of service and the present 
capacity of the plant. If this capacity is temporarily excessive, the 
rates for services in elastic demand should be brought down toward 
the temporarily low marginal costs in order to encourage consum
ers to make full use of the excess as long as it lasts. On the other 
hand, if plant capacity is inadequate, rates should be raised tern· 
porarily to the high short-run marginal costs of services in order to 
put the limited capacity to its most urgently demanded use and in 
order to avoid any oven rationing of service or any waiting list of 
unsatisfied potential customers. 

If the present capacity of the utility plant and equipment hap
pens to be optimum for the existing output of service, the problem 
of a proper choice between the two types of marginal cost will not 
arise, since under this condition the two costs will coincide. But 
when capacity and output are not in ideal balance, which is likely 
to be either a chronic or a frequently recurring situation, rates 
should then be related to the temporarily and "abnormally" high 
or low marginal costs, partly for the purpose of adapting the cur
rent demand for service to available supply and partly for the pur· 
pose of encouraging a speedier upward or downward adjustment of 
plant capacity to the anticipated future demand. 

This view that utility rates should approximate short-run mar
ginal costs, at least to the maximum extent permitted by the re
quirement that rates in the aggregate must cover total costs, is in 
accord with the view that public utility rate making should accept 
competitive-price standards of reasonable rates and rate differen
tials. For, under the theories of pure or perfect competition, prices 
are supposed to tend to come much more quickly into accord 
with short-run marginal costs than into accord with long-run mar
ginal costs. 

THE CASE FOR LONG-RUN MARGINAL COSTS 

Even defenders of short-run marginal costs as the proper meas· 
ures of minimum utility rates and rate relationships would con
cede the practical objections to cost determinations of such a vola
tile, extremely short-run character that changes in rates could not 
feasibly be made to keep pace with changes in costs. Public utility 
and railroad rate making, especially when subject to regulation 
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by administrative commissions, is a notoriously expensive and 
cumbersome procedure, with the result that new rates ~a?not _he 
made to supersede old rates with anything_ like ~he rap1d1ty Wl~h 
which an unregulated enterprise may find It feas1ble to change Its 
quoted prices. . . 

B t the defenders of long-run margmal·cost or mcremental-cost u . 
rate making would uot be satisfied with this minor .conc:sslOn to 
the need for a leisurely procedure of rate regulation. For they 
would insist on the need for even greater stability in rate levels 
and in rate structure than that which would be imposed by the 
duration of a rate case. This asserted need rests on the view that 
the rates which play the major role in controlling the typ_es and 
amounts of use of public utility services are those rates wh1ch are 
expected to prevail over a considerable period of ti1~~-probably 
over the next several years. It is these longer-run, annopated rates, 
when compared with anticipated prices for. substit.ute pr~ducts or 
services on which individuals must rely m makmg rattonal de
cisions 'whether to install oil-heating or gas-heating furnaces; 
whether to buy gas ranges or electric ranges for the kitchen; 
whether to locate an aluminum-reduction plant near the source 
of hydroelectric power on the St. Lawrence River or to locate it 
instead near the source of low-cost steam-electric power in the Ohio 
Valley, etc., etc Once these commitments have_ been made, the 
demand for utility services consequent thereon wdl be largely p~e
determined by the consumers' investment in equipment a~d will 
depend only to a minor extent on any temporary changes Ill rates 
of change. In other words, the demand for public u~ility services 
is likely to be much less elastic in the short-run than m the longer 
runP 

To be sure, the rate schedules 'now on file are likely to have a 
t> on the relatively low elasticity of short-run demand curves, see Stigk~. Til• 

Theory of Price, p. 47 . In support of long·run marginal ~ost as a fac~or tn rHe 
making, see Donald H. Wallace, "Joim and Overhead Cost and . Ratlway Rate 
Policy," 4s Quarterly jouma! of Economics ;183.-6.'9 (1934) ... cun~lntssloner Joseph 
B. Eastman of the lmerstate Comnterce Comm1sswn sa1d; Wh1le some shtppers 
gain a temporary advantage [mm unstable and unpubhshed rates, the greater 

Se [ good a nd the long-run good of all require that [he transportation [actor pre n · bl " R I · f T in the cost of doing business be known and pre<hcta e. . egu 11twn o rans· 
portnlion Agencies, Sen. Doc. No. 152, 73d Co~gress, 2d. Sesst~n (1934), P· •~: But 
on the allegedly exaggera[ed value of stable pnces, sec hedenck V. Waugh, Do_es 
the Consumer Benelh from Price Stability?" 58 Qunrter/1• fourunl of Economzcs 
602-614 (1944)· 
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decided effect on those decisions oE potential customers which will 
govern their future uses oE utility services. But this effect will de
~end primarily on ~onsu~ers' assumptions that the currently pub
lished rates, even If subject to fractional increases or decreases 
as a result of a new rate case, will not undergo a change in their 
ge?eral orders _of magnitude or in their general relationship to the 
pnces of substitute services or commodities. 
!~ view of the above-noted importance attached to existing 

uuhty rates as indicators of rates to be charged over a somewhat 
extended period in the future, one may argue with much force that 
the cos~ relations~ips to which rates should be adjusted are not 
those highly volatile relati~nships reflected by short-run marginal 
costs but rathe: those relauvel y stable relationships represented by 
long-_run margmal costs. The advantages of the relatively stable and 
predictable rates in permitting consumers to make more rational 
long-run provisions for the use of utility services may well more 
than offset the admitted advantages of the more flexible rates that 
would be required in order to promote the best available use of 
the existing capacity of a utility plant. 

The history of railroad and utility rate regulation in this coun
try ~.~uld supply nu~:rous examples of the dangers of especially 
low Incremental cost rates which, at the time of their establish
me?t, seemed well justified by their compensatory character but 
whtch, at a later time, failed to cover even their ou t-oE-pocket 
c?sts.u What happened here is that the low rates, originally de
signed to promote greater use of a temporarily redundant plant 
helpe~ to stimulate_ demand to such an extent that the plant be~ 
came madequate, with the result that the incremental or marginal 
costs of the service rose to levels equal to or even above average 
total costs. Such a situation arose in New York State and elsewhere 

"On the danger of p~omotional rates based on temporarily low incremental 
~os~, see Hubert F. ~avhk, Servzce Charges in Gas and Electric Rates (New York. 
93 )• PP· ;5g--6o. Thts danger was emphasized by Milo R. Maltbie durin his 

chatrmanshtp of the New _York Public Service Commission, e.g., in N.Y. c!ntral 
R.~. Co. Rates (Co';Ilmutatwn Fares), Case 6533, P.U.R. tg32 c 7r,. Mr. John Alden 
!hss, a. tran~portatlon economist, calls my attention to a classic example of this 

anger ~~- ratlroad rate making: namely, to James J. 'Hill's low eastbound lumber 
rates, w I~h finally created a new eastbound peak and a consequent need t 
haul empties. westbound. "Such low rates," writes Mr. Bliss, "are difficult to cor~ 
rect, ~ven WI~hout presuming regulation." The influence of vested interests in 
estabhshed railroad-rate relationships is discussed by Professor 1 L Sh f 
The Interstate Commerce Commission Vol 111 B (New York 1 6) · · 66 ar man, ' · • 93 • pp. 7 et seq. 

MARGINAL COSTS 335 

with respect to the manufactured-gas companies, which at one ti~e 
offered sharply reduced rates to users oE the gas for house heatmg 
in order to put to fuller use plants that had been mad~ redundant 
by the competition of electricity. Even before the commg oE natu
ral gas, house-heating use in some areas had enhance~ t~e demand 
for manufactured gas beyond the capacity oE the existmg plants, 
with the result that the heating rates ceased to be compensatory. 
The companies sought, and finally secured, permission from the 
public service commission to raise these rates; but only after a 
considerable delay, during which time consumer spokesmen com
plained that they had installed gas furnaces "on the faith" oE the 
persistence of the favored rates. 

But one should not conclude from the foregoing remarks that 
the danger from rates based largely on temporarily low, short-run 
marginal costs is a danger never worth running. Inde~d, something 
can be done to minimize the danger through the Issuance by a 
public utility company and by a regulatory agency of clear-cu_t 
warnings that especially low rates, designed to make the best feasi
ble use of temporarily excessive plant capacity, are subject to can
cellation on very short notice. Thus, during the I93os, the On
tario Hydro-Electric Power Commission, which supplies the Prov
ince of Ontario with most oE its electric power and which was then 
faced with a gross excess in water-power capacity, granted phe
nomenally low temporary rates to industries which used the power 
to heat boiler water and to serve other "low-grade" purposes. In
deed, the familiar American use of low rates for "interruptible 
power" (interruptible within limitati~ns) and _of still l_o"':er ~ates 
for ''dump power" (interruptible with few If any hm1tauons) 
serves the same general purpose. 

As to the possible use of a high short-run marginal cost as a 
measure of rates when the existing capacity of a utility system will 
not suffice to supply all service that would be demanded at "nor
mal" rates of charge, the practical and political objections to this 
practice have been deemed so serious that resort to overt rationing 
or to the policy of first come, first served has been the accepted 
alternative. For reasons suggested in an earlier chapter,'~ these ob
jections seem to me not merely serious but almost Eatal if the 
public utility in question is operating under private ownership. 

"Pp. g8-gg, supra. 
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I conclude this cha~te~ with ~~e opinion, which would prob
abl~ represent the maJonty pos1t10n among economists, that, as 
sett1~g a g.eneral basis of minimum public utility rates and of rate 
relauonslups, the more significant marginal or incremental costs 
are those .of a relatively long-run variety--of a variety which treats 
even .capital costs or "capacity costs" as variable costs. Short-run 
m~rgmal ~osts should not be ignored. But they should be used 
with caution, and with special warnings of the liability of rates 
based thereon to cancellation or revision on short notice. 

XVIII 

FULLY DISTRIBUTED COSTS 

As already noted in Chapter XVI, writers on the economic princi· 
pies of public utility rates have suggested that, when the rates of 
any given utility enterprise must be made to cover total costs of 
production even though the enterprise is operating under condi
tions of declining unit costs (of unexhausted economies of scale), 
each individual rate should be made up of two components: a mini
mum price set at the marginal cost of the service, and a surcharge 
or quasi tax designed to contribute some appropriate share of those 
additional revenue requirements which would fail to be covered 
if all rates were to be held down to their minima. While even the 
surcharge would not be independent of marginal cost, its relation
ship thereto would not necessarily be a simple one and might well 
be deliberately "biased" by value-of-service considerations. The 
same idea is implicit in the more popular but cruder assertion that 
public utility and railroad rates should be set somewhere between 
"cost of service" (that is, out-of-pocket or marginal costs) as a lower 
limit and "value of service" (that is, what the traffic or market 

will bear) as an upper limit. 
In actual practice, however, rate structures are seldom built up 

in this two-step manner. Instead, if based on any comprehensive 
cost analysis at all (which appears to be true in only a tiny minority 
of cases) they are derived analytically, not synthetically, from ap· 
portioned total costs of service. Thus, with an electric utility com· 
pany, the analyst may first distribute total annual costs among nine 
classes of service, more or less: residential, commercial, industrial 
power, street lighting, etc. He may then redistribute the costs of 
each class among the units of service within this class, distinguish
ing among customer units, energy units (kilowatt·hours), and 
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maximum-demand units (kilowatts). The first apportionment is 
supposed to indicate the aggregate revenues that would be due 
from each class of service if rates were to be based solely on costs 
of production. The second apportionment is supposed to serve as 
a guide to the determination of the pattern of each class rate-a 
pattern that may be composed of a minimum monthly charge per 
customer, a set of declining block-energy charges, and (for larger 
consumers) a set of declining.block-demand charges: 

Even those experts who make and defend these apportioned 
total costs in rate cases before public service commissions or courts 
seldom, if ever, offer them as final measures of reasonable rates 
and rate relationships. Instead, they concede that rates which 
deviate substantially from the cost apportionments may be justified 
by a variety of noncost considerations. This concession goes to the 
point of recognizing the validity and compensatory character of 
"competitive" or "promotional" rates, such as one for large indus
trial ~ower, which fail to cover the very costs which the analysts 
have Imputed to the class of service in question. 

But there remains the question what, if any, significance should 
be attached to these fully distributed costs even as guides, or even 
as points of departure for rate determination, in view of the ad
mitted fact that they fail to mark the dividing line between com
pensatory and noncompensatory charges for particular classes or 
quantities of service. And to this question the customary answers 
are woefully inadequate. The reply most frequently offered is that 
cost of service is only one of several factors to be considered in rate
structure determination. But this assertion, while quite valid, is 
also quite beside the point. For the question at issue concerns the 
doubtful meaning and significance of apportioned total costs and 
not the weight to be given to a clearly defined specific cost as a 
basis of rate making. 

Mindful of the widespread failure of the cost analysts themselves 
to.supply a really satisfactory answer to this critical question, and 
mmdful also of the notorious disagreements among the experts as 
to the choice of the most rational method of overhead-cost alloca· 
tion-a disagreement which seems to defy resolution because of the 
absence of any objective standard of rationality-public utility 
managements and public service commissions have often denied 
or doubted the value of comprehensive total-cost apportionments 
even as useful guides to rate-structure design. Their doubt is forti· 
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lied by recognition of the heavy expense and time-consuming char· 
acter of any thoroughgoing cost analysis as well as by an awareness 
of the danger that unsophisticated participants in a rate case may 
be under the illusion that the apportioned costs mean what they 
seem to mean. 

This adverse or skeptical attitude of many public utility com
panies and public service commissions toward fully distributed cost 
apportionments may well be justified.1 But one should not con· 
demn the procedure too hastily, for it is not devoid of at least a 
plausible rationale. What, then, is this rationale? This is the pri
mary question for discussion in the present chapter. 

FULLY DISTRIBUTED COSTS AS FIRST 
APPROXIMATIONS OF MEASURES OF 
REASONABLE RATES 

Fully distributed cost analysis is of many different types, and only 
within limits do these types have the same rationale. B11t common to 
most of them when used as a basis of rate making is the view that the 

1 The extent to which electric companies make such apportionments for their 
private use, or in order to have them available if they should be demanded by 
a commission, is not a matter of record. But comprehensive apportionments have 
been presented officially in only a tiny fraction of the rate cases. In Re Pacific 
Gas and Electric Co., Oct. 15, 1952, g6 PUR NS 493· 529-530, where the company 
presented an analysis of class costs of Electric service, the California Commission 
remarked: "Here for the first time in recent years in a formal rate case the Com· 
mission has before it functional cost computations to aid in the determination 
of proper rate levels." Yet this commission is a recognized leader in its review of 
rate structures. One of the most elaborate cost-apportionment studies was made 
in Re Consolidated Edison Co. of New York, Inc., 96 PUR NS 194, a case instituted 
in May 29, 1946, and not decided until July 14, 195•! Even here, however, the 
"allocations were concerned primarily with the allocation of cost between different 
classes of service rather than the rate structure within each class." (Separately 
printed opinion, p. 269). In a now-pending electric rate case of the same com· 
pany, the New York Commission has ordered the company, over its objections, to 
make a comprehensive cost breakdown. But in 1953 and 1958 (24 I'UR 3d 2og. 
214), the Commonwealth Edison Company successfully resisted intervenors' ap
peals to the Illinois Commerce Commission for a ruling requiring a similar break· 
down. See n. 11, infra. In Matter of Suspension of Rates of the Union Electric 
Co., Case LJ,039• July 16, '959· the Missouri Public Service Commission said: "Cost 
analyses ... which depend on arbitrary bases of apportionment of investment and 
expenses ... are subject to erroneous assumptions and conclusions and merit 
only limited consideration .... " Two recent decisions declining to require cost 
analyses in support of rate·increase applications are Produce Terminal Corp. v. 
Illinois Commerce Commission, 414 Ill. 582, 112 N.E. od 141 (t953); and City of 
Pittsburgh v. Pennsylvania Public Utility Commission, 171 Pa Super 187, go A 2d 
6o7 (1952). But the Federal Power Commission uses full-cost apportionments in 
setting or approving wholesale rates of natural·gas pipeline companies. See p. 1354, 
n. 16, infra. 
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apportioned costs are useful as first approximations of reasonable 
rates-approximations based on the provisional assumption that 
rate relationships should depend entirely on cost relationships. 
Carefully to be excluded, therefore, are all noncost factors-factors 
such as those based on statutory mandates (for example, a mandate 
that preferential rates must be given to residential consumers); or 
on political or social considerations (for example, considerations fa
voring low rates for churches or for low-rental housing); or on the 
vested interests of existing customers who may have acted in re· 
liance on the continuance of the old rates; or, above all, on value
of-service differentials. While all of these factors are arguably en
titled to some weight in the design of the rate structure, their recog· 
nition is beyond the purview of the cost analyst, who should seek 
to confine his estimates to the determination of the behavior of 
costs in response to the changes in rates of output of various serv
ices, without incorporating "value judgments" about the bear
ing of this observed behavior on the fairness or reasonableness of 
the charges for the service. 

But what, then, is the meaning of total-cost apportionments 
which admittedly do not reflect differential or incremental costs 
and which therefore fail to mark the dividing line between com· 
pensatory and noncompensatory charges for different types of serv
ice? The only plausible answer, in my view at least, is that these 
apportionments should be designed to reflect relative differential 
or incremental or marginal costs, not absolute costs.2 If, for ex
ample, the apportionment of the total annual costs of supplying 
electric utility services were to impute .1is,ooo,ooo of these costs 
to residential service and $:~,soo,ooo to small-commercial service, 
this imputation should imply that the incremental costs of the 
former class of service, whatever they may be, are much greater 
than the incremental costs of the latter. And it may even be de-

'Supporters of fully distributed cost apportionments have sometimes defended 
them as measures of relative rather than absolute costs. In R~ Consolidated 
Edison Co., July q, 1952, the New York Public Service Commission said: "Cost 
of service studies, even when they include all classes of service, are not acceptable 
as representing absolute, precise values; they are. rather, relative indications of 
costs." 96 PUR NS 194 at 395· For this reason, the Commission belittled any 
studies limited to a single class of service. Compare Donald M. Henry's statement 
that, while cost apportionments are "more or less arbitrary," they have some value 
as showing relative changes in costs of the same classes of service over periods of 
time: "What is the Cost of Service: What is Equitable Allocation?" g3 Gas Age, 
May 4• '944· pp. 51Hlo and 106, 
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signed to indicate (although by no means all cos~ analy~cs are so 
designed) that the former incremental costs are twtce as ~tgh as the 
latter. But what it should not be assumed to assert lS that the 
respective sums of $5,ooo,ooo and $2,5oo,ooo per annum represent 
the respective annual costs of the two classes of service. These costs, 
were they to be measured, would be differential costs and hence, 
save under exceptional conditions, would be nonadditive.. . 

Fully apportioned costs, then, should reflect cost relauonshtps, 
not absolute costs. But beyond saying that the relationships should 
be among incremental or marginal costs, one cannot generalize 
as to their precise nature, since in this respect the analyses are not 
uniform. A relationship of direct proportionality suggests itself 
and is perhaps the most generally useful one for rate-making pur· 
poses.3 But it is rejected sharply, for example, by the Cost Sec· 
tion of the Interstate Commerce Commission in its apportionment 
of so-called "constant costs" or "burden." 4 

The particular cost relationship apparently sought for by most 
cost analysts is one that would measure those rate relationships 
which could be called "completely nondiscriminatory." These 
hypothetical, cost-related rates could then be used as poi~ts of 
departure from which to derive actual rates which would mcor· 
porate desirable types and degrees of discrimination while avoid
ing discrimination that could be deemed "unjust" or "undue." 

• Sec p. 375, infra. . , " 
• Interstate Comn1erce Commission, Bureau of Accounts and Cost Fmdmg, Ex· 

planation of Rail Cost Finding Procedures and Principl~s Relating. to. the Us~ of 
Costs," Statement No. 4• p. 54; Samuel A. Towne, Chief, Cost Fmdmg Section, 
I.C.C., "Cost Level Guides to Rate Making," 21 I.C.C. Practitioners' Journal 6g7-
707 (1 954); Ford K. Edwards, "Transportation Cost<, Valuc·of·Servicc and Freight 
Rates," ~· I.C.C. Practitioners' Journal 494-510 (1954); Edwards, "Cost Analy· 
sis in Transportation," 3i American Economic Review, Proceedit~gs. 44~-461 (May, 
1947). Dudley F. Pegrum discu~ses t~e uses m~de of. these fully dl,'~nbuted ~.osts 
in an article on "The Economtc Basts of Pubhc Pohcy for Motor I ransport, 26 
Land Economics 244-263 (1952). And see the reference to them by Justice Douglas, 
speaking for the supreme Court in New York v. United States, 331 U.S. 284, 316 
(tg

4
-) footnote 21: "The sum of the out·uf·pocket costs plus a pro rata distribu· 

tion
1 ~f the constant or fixed costs is referred to as fully distributed costs." In a 

leading rate case, Northern Pacific R. Co. v. North Da.kota 236 y.s. 585, ,597 
(1915), the Supreme Court said: "The outlays that excluSively pertam to a given 
class of traffic must be assigned to that class, and the other expenses must be 
fairly apportioned. It may be difficult to make such an apportionment, but when 
conclusions are based on cost the entire cost must be taken into account." This 
oft·quoted statement is very confusing from the standpoint of cost analysis. For 
the apportionment of "the other expenses" in such a way as to portray true 
costs, instead of being "difficult," is literally impossible. 
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Unfortunately, however, and for reasons to be discussed in the 
following chapter, no rate relationships can be made completely 
nondiscriminatory as long as all or some of the rates must be set 
above marginal costs in order to yield adequate revenues. And this 
fact may explain some of the disagreements among the experts as to 
the more rational formulas for the apportionment of total costs 
among different units of service. One such disagreement, which will 
receive attention in this next chapter, concerns the question 
whether rates for different kinds of service, in order to avoid the 
attribute of discrimination, must be made directly proportional 
to marginal costs, or whether they should be based instead on dif
ferences in marginal costs. Here, the choice is that between the 
horns of a dilemma. 

TWO MAJOR TYPES OF FULLY DISTRIBUTED 
COST ANALYSIS 

1. THE DOUBLE·STEP TYPE 

Despite an ambiguity due to its failure clearly to define "relative 
costs," the above exposition of fully distributed costing goes about 
as far as one can go toward expressing the basic philosophy of the 
practice. For more explicit expositions, one must distinguish dif
ferent types of analyses. By all means the most important distinc
tion is that between those total-cost apportionments which super· 
impose a distribution of admittedly unallocable cost residues on 
estimates of incremental or marginal costs, and those other ap· 
portionments which recognize no difference between true cost 
allocation and mere total-cost distribution. 

The first, or double-step, type might also be called the "rail
road type" because of its application to railroads (and other trans
portation agencies) by the Cost Section of the Interstate Com
merce Co~mission. The Cost Section distinguishes between (di
rectly) vanable costs and constant costs in a manner noted in the 
preceding chapter. The variable costs alone are assigned to the 
different units of freight traffic as representing "long-run out-of· 
pocket costs"-a term with a meaning here not distinctly differ
ent from that of the economist's "long-run marginal costs.'' There 
remains a residue of total costs, or total "revenue requirements" 
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which, since it is found to behave as if it were constant over sub
stantial variations in traffic density, is strictly unallocable on a 
cost-finding basis. Nevertheless, because the Cost Section has felt 
impelled to make some kind of a distribution oE total costs, it has 
apportioned this residue, which it sometimes calls "burden," among 
the units of carload traffic on a basis (partly ton, partly ton-mile) 
which is concededly quite arbitr<1ry from the standpoint of cost 
determination. In recent years, this burden (which includes allow· 
ances for revenue deficiencies in the passenger business and in 
less-than-carload freight traffic!) has amounted to about oue third 
of those total revenue requirements which the carload freight busi
ness is supposed to be called upon to meet. 

Since this book is concerned only incidentally with railroad 
rates, it will.not attempt to a!lalyze the methods by which the staff 
of the Interstate Commerce Commission has estimated out-of
pocket costs and apportioned re~idue costs. Suffice it to say that the 
usefulness of the latter apportionment is questionable. But in any 
event, full credit should be given to the Cost Section for its ex· 
press and oven recognition oE a vital distinction too often ignored 
in utility-cost analyses: namely, that between a cost allocation de
signed to reflect tbe actual behavior of costs in response to changes 
in rates of output of different classes of utility service; and a mere 
cost apportionment which somehow spreads among the classes and 
units of service even those costs that are strictly unallocable from 
tbe standpoint of specific cost determination.~· 

2. THE SINGLE-STEP TYPE 

We turn now to a type of fully distributed cost analysis which, 
unlike the "railroad type," draws no distinction between cost allo· 
cation and cost apportionment: the single-step type.6 It might be 
called the "public utility" type because of the considerable use to 
which it has been put in gas and electric utility rate cases. Here 

'But, in the actual design of rate structures, the local public utilities have made 
far better use of theit cost analyses, despite deficiencies, than the railroads and 
the Interstate Commerce Commission have made of whatever analvscs have been 
at their command. ' 

'See Russell E. Caywood, Electric Utility Rate Eco1wmics (New York, 19!;6), 

Chap. 11; L R. Nash. Public Utility Rate Stnutures (New York, I!J33), Chap. 11; 

and the much more elaborate treatment by D. J. Bolton, Electrical Engineering 
Economics, Vol. 2: Costs and Tariffs in Elect1'icity Supply, 2d rev. ed. (London, 
1951), Chaps. 4 to 8. 
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no attempt is made, first to determine out-of-pocket or marginal 
costs and then to superimpose on these costs "reasonably dis· 
tributed" residues of total costs. Instead, all of the total costs are 
treated as variable costs, although these costs are divided into costs 
that are deemed to be functions of different variables. Moreover, 
whereas in Interstate Commerce Commission parlance "variable 
cost" means a cost deemed to vary in direct proportion to changes 
in rate of output, in the type of analysis now under review "varia· 
ble cost" has been used more broadly, so as to cover costs which, 
while a function of some one variable (such as output of energy, 
or number of customers), are not necessarily ·a linear function. 

As already noted in an earlier paragraph, the more familiar cost 
analyses of utility enterprises or utility systems divide the total 
costs among a number of major classes of service, such as residential, 
commercial, industrial power, street lighting, etc. This "grand 
division" permits many costs to be assigned in their entirety to 
some one class, such as street lighting, or at least to be excluded 
completely from some important class or classes. High-tension 
industrial power service, for example, would not be charged with 
any share of the maintenance costs or capital costs of the low-tension 
distribution lines. But the major portions of the total costs of a 
utHity business are common or joint to all, or nearly all, classes 
of customers; and these costs must somehow be apportioned among 
the various classes and then must somehow be reapportioned 
among the units of service in order to report unit costs that can 
serve as tentative measures of reasonable rates. 

The general basis on which these common costs are assigned to 
differently measured units of service will be illustrated by the fol
lowing highly simplified problem of an electric-utility cost analysis. 
But before turning to this example, we must distinguish two sub
types of analysis, both of which belong to the single-step type rather 
than to the double-step type. 

In the first subtype, the analyst (following the practice of rail
road analysis in this particular respect) distributes both total 
operating costs and total annual capital costs (including an allow
ance for "cost of capital" or "fair rate of return") among the differ
ent classes and units of service. Here, an apportionment, say, of 
$5,ooo,ooo of the total costs to residential service as a class would 
include an allowance of perhaps 6 per cent as the cost of whatever 
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capital is deemed to have been devoted to the service of the resi
dential consumers. 

But in the second subtype, which I take to be the one more 
frequently applied, only the operating expenses and not the "cost 
of capital" or "fair return" are apportioned directly among the 
various classes of service. To be sure, the capital investments in 
(or, alternatively, the estimated "fair values" of) the plant and 
equipment are apportioned among the different classes, as are also 
the gross revenues received from the sales of the different services. 
But any resulting excess of revenues received from a given class 
of service over the operating costs imputed to this class is reported 
as a "return" realized on the capital investment attributed to the 
same service. Thus, during any given year (a) if the revenues from 
the residential service are $7 ,ooo,ooo, (b) if the operating expenses 
imputed to this class of service come to $5,ooo,ooo, and (c) if the 
net investment in (or value of) the plant and equipment deemed 
devoted to this service amounts to $3o,ooo,ooo, the cost analyst 
will report that residential service, in the aggregate, has yielded a 
return of $2,ooo,ooo or G% per cent. Other services will show 
different rates of return, some probably much lower and some 
higher. 

There are obvious reasons of convenience for this practice of 
excluding "cost of capital" from the direct apportionment of an
nual costs among the different classes of service-notably, the avoid
ance of the controversial question what rate of return should be 
held to constitute "cost of capital" or "fair rate of return." But the 
practice is likely to be misleading, since it may seem to support a 
conclusion that, as long as the revenues from any class of service 
cover the imputed operating expenses plus some return on capital 
investment, however low, the rates of charge for this service are 
compensatory. Needless to say, any such inference would be quite 
unwarranted. 

For the reason just suggested, I shall assume the use of the first 
subtype of fully distributed cost apportionment in the following 
simplified example. That is to say, an allowance for "cost of capital" 
will be assumed to be included directly in the cost apportionment. 



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 183 of 226

0 
0 
.....lio. 

00 
.....lio. 

FULLY DISTRIBUTED COSTS 

THREE-PART ANALYSIS OF THE COSTS OF 
AN ELECTRIC UTILITY BUSINESS 

In order to simplify the exposition of a typical fully apportioned 
cost analysis, let us assume the application of the analysis to an 
electric utility company supplying a single city with power gener· 
ated by its own steam-generation plant. Let us also assume the 
existence of only one class or type of service, all of which is supplied 
at the same voltage, phase, etc. to residential, commercial, and in
dustrial customers. This latter assumption will permit us to center 
attention on the most controversial aspect of modern public utility 
cost analysis-the distinction among costs that are functions of out
puts of the same service measured along different dimensions. 

Since the company under review is supplying what we are here 
regarding as only one kind of service, we might suppose that the 
problem of total cost apportionment would be very simple; indeed, 
that it would be limited to a finding of the total annual operating 
and capital costs of the business, followed by a calculation of this, 
total in terms of annual cost per kilowatt-hour of consumption./ 
In fact, however, the problem is not so simple. For a statement of 
costs per kilowatt-hour would ignore the fact that many of these 
costs are not a function of kilowatt-hour output (or consumption) 
of energy. A recognition of multiple cost functions is therefore 
required. 

The simplest division, and the one most frequently used (with 
subdivisions) in gas and electric rate cases, is a threefold division 
of the total operating and capital costs into "customer costs," "en
ergy" or '.<volumetric costs," and "demand" or "capacity" costs.7 If 
this threefold division of costs were to have its counterpart in the 

T Other cost breakdowns, such as those allowing for the power factor, for voltage 
differences, for distances between points of generation ami points of consumption, 
and for the customer-density factor, have been used to a limited extent. Compare 
Vickrey's selection of six parameters in order to approximate the response of the 
operating costs of the New York City Rapid Transit System to various changes 
in service and traffic: Train miles; car miles; maximum number of cars in service; 
number of passengers carried; number of passengers carried during the peak hour; 
and the layout of the system, consisting of the number of route miles, number of 
stations, etc. William S. Vickrey, The Revision of the Rapid Transit Fare Structure 
of the City of New York. Technical Monograph No. Three, Finance Project, 
Mayor's Committee on Management SuHcy of the City of New York, Feb .. 1g52 , 
P· s. 
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actual rates of charge for service, as it actually does have in some 
rates, there would result a three·pan rate for any one class of 
service. For example, the monthly bill of a residential comumer 
might be the sum of a $1 customer charge, a $5 charge for 250 kilo
watt-hours of energy at 2¢ per kilowatt-hour, and a $2 charge for a 
maximum demand of 2 kilowatts during the month at the rate of 
$1 per kilowatt-a total bill of $8 for that month. But our present 
interest lies in the measurement of costs of service, and only in
directly in rates that may or may not be designed to cover these 
costs. Let us therefore consider each of the three types of cost in 
turn, recognizing that this simplified classification is used only 
for illustrative purposes; costs actually vary in much more complex 
ways. 

I, THE CUSTOMER COSTS 

These are those operating and capital costs found to vary with 
number of customers regardless, or almost regardless, of power 
consumption. Included as a minimum are the costs of metering and 
billing along with whatever other expenses the company must 
incur in taking on another consumer. These minimum costs may 
come to $1 per month, more or less, for residential and small com· 
mercia! customers, although they are substantially higher for large 
industrial users, who require more costly connections and metering 
devices. \Vhile costs on this order are sometimes separate! y charged 
for in residential and commercial rates, iu the form of a mere "serv
ice charge," they are more frequently wholly or partly covered by 
a minimum charge which entitles the consumer to a very small 
amount of gas or electricity with no further payment. 

But the really controversial aspect of customer-cost imputation 
arises because of the cost analyst's frequent practice of including, 
not just those costs that can be definitely earmarked as incurred for 
the benefit of specific customers but also a substantial fraction of 
the annual maintenance and capital costs of the secondary (low
voltage) distribution system-a fraction equal to the estimated 
annual costs of a hypothetical system of minimum capacity. This 
minimum capacity is sometimes determined by the smallest sizes 
of conductors deemed adequate to maintain voltage and to keep 
from falling of their own weight. In any case, the annual costs of 
this phantom, minimum-sized distribution system are treated as 
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customer costs and are deducted from the annual costs of the 
existing system, only the balance being included among those 
demand-related costs to be mentioned in the following section. 
Their inclusion among the customer costs is defended on the 
ground that, since they vary directly with the area of the distribu
tion system (or else with the lengths of the distribution lines, de
pending on the type of distribution system), they therefore vary 
indirectly with the number of customers. 

What this last-named cost imputation overlooks, of course, is 
the very weak correlation between the area (or the mileage) of a 
distribution system and the number of customers served by this 
system. For it makes no allowance for the density factor (customers 
per linear mile or per square mile). Indeed, if the company's entire 
service area stays fixed, an increase in number of customers does 
not necessarily betoken any increase whatever in the costs of a mini
mum-sized distribution system. 

While, for the reason just suggested, the inclusion of the costs of 
a minimum-sized distribution system among the customer-related 
costs seems to me clearly indefensible,8 its exclusion from the de
mand-related costs stands on much firmer ground. For this exclu
sion makes more plausible the assumption that the remaining cost 
of the secondary distribution system is a cost which varies continu
ously (and, perhaps, even more or less directly) with the maximum 
demand imposed on this system as measured by peak load. 

But if the hypothetical cost of a minimum-sized distribution sys· 
tern is properly excluded from the demand-related costs for the 
reason just given, while it is also denied a place among the cus
tomer costs for the reason stated previously, to which cost function 
does it then belong? The only defensible answer, in my opinion, is 
that it belongs to none of them. Instead, it should be recognized as 
a strictly unallocable portion of total costs. And this is the disposi· 
tion that it would probably receive in an estimate of long-run mar
ginal costs. llut the fully-distributed cost analyst dare not avail 

• This is in accord with the views of Hubert F. Havlik: Service Charges in Gas 
and Electric Rates (!'ew York, 1938), Chap. 8 and Appendix A. Allocation, in 
whole or in part, would be at least theoretically possible if a customer·density 
parameter were added to the three traditional cost components. See G. P. Watkins, 
Electrical Rates (New York, tg••), p. 212. But if this factor were embodied, not 
only in cost analysis but in the resulting rate differentials, rates would not be 
uniform throughout a given community and hence would violate a generally ac· 
c;epted tradition. 
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himself of this solution, since he is the prisoner of his own assump· 
tion that "the sum of the parts equals the whole." He is therefore 
under impelling pressure to "fudge" his cost apportionments by 
using the category of customer costs as a dumping ground for costs 
that he cannot plausibly impute to any of his other cost categories. 

2. THE ENERGY COSTS 

The energy-cost component of this threefold division of total 
annual costs is supposed to consist of those costs which would vary 
with changes in ronsumption of energy, measured in kilowatt
hours, even if the number of customers should remain constant 
and even if there were no change in maximum load upon the sys· 
tern or subsystem as measured by kilowatts or kilovolt amperes. 9 

The most obvious costs of this character are fuel costs, although a 
small portion even of these costs may be regarded as demand-related 
on the ground that some fuel is required in order to maintain a 
"spinning reserve." But other operating costs may also be deemed 
to vary with output of energy and hence with consumption of 
energy, including whatever depreciation of the equipment may 
be regarded as a function of use rather than of obsolescence and 
aging. 

Reduced to costs per kilowatt-hour, the imputed energy costs 
may be only a fraction of total average costs. It is this relative 
smallness which is often held to justify a company in conceding 
very low rates for off-peak or interruptible services, on the ground 
that these services impose upon the company little or no additional 
capacity costs. 

The treatment of energy costs as a separate cost function is sub
ject to one serious deficiency: namely, in its assumption that the 

'Estimates of the ratio of energy-related costs to total costs of electric supplv 
(including capital costs) have ranged from ¥J down to only h· Referring to Brit·· 
ish conditions, Bolton writes: "More accurate costing has shown that, on the 
average, only one-quarter of the total costs of electricity supply are represented 
by coal or items proportional to energy, whilst three·quarters arc represented by 
fixed costs or items proportional to power, etc." D. J. Bolton, Costs and Tal'i[Js in 
Electricity Supply (London, 1951), p. !>9· But he notes tl¥o practical reasons, 
among others, why this situation does nut justify a corresponding dominance of 
demand charges rather than energy charges in electric rate structures: (a) that the 
effective power demand imposed upon the system by any given individual is very 
difficult to determine, and (b) that a pure demand·charge rate would probably 
lead to a more serious waste of energy than a pure energy rate would lead 10 
a waste of power capacity, The latter reason invokes a "value·of·service" or 
"demand-elasticity" principle of rate making rather than a cost principle. 
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cost to the company of producing any given amount of energy, 
measured in kilowatt-hours, is independent of the system load 
factor. For such an assumption may be belied by the fact that the 
turbogenerators which carry the company's base load wiiJ be much 
more efficient than those generators which are relied upon to carry 
the peak loads. Hence, the cost analysis may be in danger of over
stating the relative energy costs of off-peak service and of under
stating the relative energy costs of on-peak service. Recognizing 
this danger, the analyst may undertake to offset it by imputing to 
the peak-time consumers a lower capacity cost than would other
wise be deemed justified-a capacity cost based on a steeply written
down net investment in, or appraised value of, those older, less 
efficient turbogenerators that will be operated only for a few hours 
per day. 

3· THE CAPACITY COSTS OR DEMAND COSTS 

We come now to that category of costs, the treatment of which 
has made a nightmare of utility cost analysis.1° For the problem 
which it presents is that of imputing joint costs to joint producri 
or by-products, and not merely that of distributing those common 
but non joint costs which vary more or less continuously with num
ber of consumers or with rates of output. 

Here, as with the other two categories of cost, there is no general 
agreement as to what items or portions of total costs should be 
included among the demand-related costs, perhaps because cost 
functions are far too complex to be reflected by the arbitrary, 
three-way classification of customer, energy, and demand. But we 

••In addition to the references already cited in footnote 6, see the two technical 
reports (K/T 106 and 109) on demand-related cost allocations by special commit· 
tees of the British and Allied Industries Research Association, 15, Savoy Street, 
London, W.C. 2, dated 1943 and 1945 respectively; W. Arthur Lewis, Overhead 
Costs (London, 1949), Chaps. 1 and 2; Ralph Kirby Davidson, Price Discrimination 
in Selling Gas and Electricity (Baltimore, 1955), Chap. 8; and a series of discus
sions on "Peak Loads and Efficient Pricing" in the Quarterly journal of Economics 
by Professors Jack H.ir~hleifer, H. S. HoiJthakker, and Peter Steiner: 71 Q.].E. 
585-610 (1957); 72 tbtd. 451-468 (1958). In one of these articles, Professor 
Hirshleifer refers to a masterly theoretical treatment of the subject by Marcel 
Boiteux, a distinguished engineer of tlectricite de France: "La Tarification des 
demandes en pointe: Application de Ia theorie de Ia vente au co(Jt marginal." r. B 
Revue gt!nerale de l't!lectricite 3>1-339 (1949). This article, with modifiCations, h·~s 
been translated: "Peak-Load Pricing," go The ]ottnwl of lltHi11css of the University 
of Chicago 157-179 (196o). 
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may ignore this Jack of agreement in order to turn attention to the 
far more critical problem of apportioning whatever costs have been 
found to be demand related. Suffice it to say that this category of 
costs includes the rna jor part of the total allowance for deprecia
tion, for property taxes, and for return on investment, together 
with a substantial part of the operating and maintenance expenses. 
Whether or not corporate income taxes should also be included, on 
the ground that they tend to vary with the earned return on invest
ment in plant and equipment and hence indirectly with the capac
ity of the plant, is a question sometimes debated in the rate cases. 
But we may here pass this question with the note that the asserted 
correlation must be far from close. 

Assuming, then, that an estimate has been made of total capacity 
costs, probably expressed in terms of costs per annum, the question 
now arises as to the proper apportionment among, or allocation to, 
services supplied at different load factors and at different times of 
day or season. These services share responsibility in different de
grees, if at all, for the creation of the system and subsystem peak 
loads and hence indirectly [or the capacity costs that must be in
curred in advance in order to meet these loads. 

In attempting to assess these relative responsibilities, the analyst 
is offered a wide variety of alternative formulas of apportionment, 
each of which has received support from some rate experts. Testify
ing before the Illinois Commerce Commission in a recent rate 
case, Vice President Gordon Corey of the Commonwealth Edison 
Company noted the existence of twenty-nine such formulas.u Most 
of them have no claim whatever to validity from the standpoint of 
cost d~termination, and only a dubious claim to acceptance as com
promise measures of reasonable rates. Hence they will not be Te
viewed in this book. But, for iilustrative purposes, we may mention 

u Case No. 41130 before the Illinois Commerce Commission, Objections of Com· 
monwealth E~!Son Company to Motion of City of Chicago, Dated September 15, 
'953: Respectmg Cost of Service s:udies. In this brief the company stated that the 
makmg. of a complete class-of:servtce cost study would require detailed analyses to 
determme the proper apportiOnment of over 6,aoo different kinds of costs which 
the company had segregated according to functions or activities that r:1use such 
co~ts ~o be incurred. As a witness for the company in this case, 1 supponed its 
ObjectiOns to a class-cost analysis an the ground thut, in order to be of anv value 
!ts preparation and. cr~tique would be formidably time consuming am{ would 
mtroduce controverSial 1ssues not essential to the timely solution of what was es· 
sentially a "revenue" or "rate-level" case. 
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three formulas that receive special attention in the latest American 
treatise on electric rates, by Mr. Russell E. Caywood of the West 
Penn Power Company.l2 

The first is the peak-responsibility formula. Here, the entire 
capital costs are imputed to those services that are rendered at the 
time of system (or subsystem) peak (probably at the time of the 
annual peak) and in proportion to the kilowatt demand imposed 
at this time-an integrated demand rather than an instantaneous 
demand, measured over some short period such as thirty minutes 
or longer. Service rende'Ted completely off-peak would be assigned 
no responsibility whatever for the capacity costs. 

The second formula is called the "noncoincidental-demand" 
formula. 13 Like the first, it apportions capacity costs entirely on 
the basis of kilowatts of load rather than on the basis of kilowatt
hours of energy. But it apportions these costs in proportion to the 
maximum demands of the different classes and of different indi
vidual consumers of service even though some of these demands, so 
far from coinciding with the peak load of the company, may J;>e 
completely off the system peak. This type of cost apportionmerh, 
whatever merit may be claimed for it as a basis of rate making on 
grounds of "fairness," or on grounds of presumptive value-of
service considerations, is not really a cost analysis at all and should 
not be allowed to masquerade as such. Yet precisely this method 
of apportionment is said to have a wider currency than does any 
alternative method in American rate making. 

The third formula is called the "average-and-excess-demand" 
method by Caywood, who points out that it reaches the same result, 
though by a different mathematical technique, as that reached by 

u Electric Utility Rate Economics (New York, 1956), pp. 156-167. 
'".Economists have been particularly critical of this method. In the words of 

Professor W. Arthur Lewis, referring to attempts by rate engineers to offset iu 
obvious infirmities by allowances for the different diversity factors of different 
groups of consumers, "no amount of correction can alter the fact that the stand
ing costs of the undertaking are related not, to the maximum rate at which the 
individual consumer takes, but to the amount he takes at the time of the station 
peak." Overhead CoJtJ (London, 1949), p. 511. (But this sentence should have been 
amended to include not only station peak but distribution-system peak, which 
may be an even more critical factor.) ln industrial-power rate making, the use of 
noncoincidental demand as the basis of the demand charge has been defended on 
the ground that the resulting two-part, Hopkinson rate follows the cost behavior 
of an isolated, private steam plant. Caywood, Electric Utility Rate Economics, p. 32, 
But thi• is a value·of·service argument and is not germane to an analysis of the 
costs actually incurred by the public utility company itself. 

\ 

\ 
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another method called the "Greene method." Here, the assumed 
cost of that portion of the company's plant capacity which would 
be needed even if all consumers were taking their power at 100 per 
cent load factor is apportioned among consumers in proportion to 
their average loads-that is, in proportion to their kilowatt-hour 
consumption of energy during the time period in question. But 
the assumed cost of the excess in actual plant capacity over this 
lower, hypothetical capacity is apportioned "by applying the non
coincidental peak method to the difference between maximum 
loads and average loads." 

Like other formulas which, overtly or in effect, apportion a part 
of the capacity costs among kilowatt-hours of energy rather than 
emirely among kilowatts or kilovolt amperes, the "average-and
excess-demand method" has a cenain degree of justifiable support 
from the standpoint of cost analysis. This support lies in the fact 
that, when the extent of coincidence between the maximum load 
of any given consumer and the peak system load cannot be meas
ured or prophesied directly, one may be justified in assuming a 
greater probability of coincidence if the customer is operating on 
a high load factor than if he is operating on a low load factor. Thus, 
the maximum load of a 100 per cent load-factor consumer is certain 
to coincide at some point of time with system peak, whereas the 
maximum load (or, for that matter, even the entire load) of a 10 

per cent load-factor customer may be entirely off the system peak. 
But when resort must be had to these "stochastic" or "probabilistic" 
methods of capacity-cost imputation, no general formula is worthy 
nf much respect. Instead, empirical studies of the relationship be
tween load factors and coincidence factors for different uses of 
service (air conditioning, water heating, elevator operation, etc.) 
are required. Such studies have been made by a number of com· 
panies, notably, by the Philadelphia Electric Company under 
the direction of its distinguished rate engineer, Mr. Constantine 
Bary.14 

"See, e.g .. ".Economic Significance of Load Characteristics as Applied to Modern 
Electric Service," presented at 55d Annual Meeting, Association of Edison lllumi
nating Companies, Jan., 1938; "Coinddence·Factor Relationships of Electric-Service 
Load Characteristics," Transactions, American Institute of Electrical Engineers, 
Vol. 64, 1945; "Load-Structure of a Modern Electric Utility System," Electric Light 
and Power, May, 1954; "Load Characteristics of 'Small Light and Power' cus
tomers-Their Economic Significance.'' Electric Light and Power, Oct. 15, 1955: "Dol· 
Iars ~n~ Sense o_f .Electric House Heating," presented at 75th Annual Meeting, 
AssoCiation of .Edison llluminating Companies, Nov,, 1909· 
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Limitations of the various capacity-cost apportionment formulas. 

Of the three formulas just described, the one that would probably 

come closest to receiving support from the economists, at least 

viewed from the standpoint of cost analysis, is the system-peak re· 

sponsibility method. At least there would be general agreement 

that, with qualifications noted in the footnote below,15 the cost to 

a company of rendering any type of service which can be counted 

upon positively to stay off the system (or subsystem) peak does not 

include any capacity cost. Whether or not the rates actually charged 

for such a service should nevertheless attempt to recover parts of 

the company's capacity costs because of "value-of-the-service" fac· 

tors, or else because of a widely held view that even oft-peak users 

and interruptible power users should make some fair contribution 

to the costs of a plant which confers upon them a benefit, is another 

question-a question which, while related to that of cost imputa· 

tion, is by no means necessarily tied thereto. 16 

But what, then, makes capacity cost allocation or apportionment 

such a highly controversial problem? The answer lies in the fact 

that capacity costs, instead of being ordinary overhead costs, com

mon to different kinds of amounts of service, are joint costs-the 

costs of producing services which are joint products when they are 

rendered at different periods of time. So important for the purpose 

"If an electric power station were constructed for the sole purpose of supplying 
a peak demand occurring, say, only one hour per day, less efficient and hence less 
expensive turbogenerators (possibly with gas turbines) "'ould be installed for the 
sake of maximum economy. Hence, when stations are designed to supply a 24·hour 
variable load, the additional costs of the more efficient generating units are 
theoretically chargeable to off-peak use. Moreover, with run·of·the-river hydro· 
electric plants the system peak load is not necessarily the load encroaching most 
seriously on capacity. 

"The cost apportionments used by the Federal Power Commission in its de· 
termination of reasonable rates for natural-gas pipeline companies, such as those 
which treat so per cent of the capacity costs as a dctnand cost and 50 per cent 
as a volumetric cost, would be utterly ridiculous if viewed as attempts at actual 
cost determinations. See, e.g., Matters of Atlantic Seaboard Corporation and Vir· 
ginia Gas Transmission Corporation, 11 F.P .C. 43 at r,G ( 1952). These apportion
ments can be justified, if at all, only on "fairness" or "v~!ue-of-service" considera
tions. Unfortunately, the Commission is bound by the provisions of the Natural 
Gas Act, which compel it to make arbitrary cost apportionments by restricting 
its rate-making jurisdiction to the sale of gas for resale, as distinct from sales 
made directly to industri~l customers. On the general subject of gas-cost allocation, 
see Hans Nissel, "The Impact of Cost Allocations upon Future of the Natural 
Gas Industry," 66 Public Utilities Fortnightly !)\2-524 (1g6o): Larry Shomacher, 
"Is FPC Gas Cost Allocation Equitable?" 50 Public Utilities Fortnightly 68o-688 
(•952): Ott Eckstein, ":\atural Gas and Patterns of Regulation," 36 Harvard 81lsi

ness Review 126-136 (1958); and Ralph Kirby Davidson's book cited in n. 10. 
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of the present inquiry is this distinction between joint production 

and merely common production of multiple products that a brief 

digression on the subject is in order. 
]oint costs ru distinguished from nonjoint common costs. Many 

years ago, the importance of the distinction between joint costs and 

nonjoint common costs was brought dramatically to the attention 

of the academic economists by a now famous debate on railroad 

rates between Professor Frank W._ Taussig of Harvard University 

and Professor A. C. Pigou of Cambridge University.l7 Writing for 

the Quarterly journal of Economics, Professor Taussig had taken 

issue with those earlier writers who had attributed the familiar 

railroad practice of "charging what the traffic will bear" ("value· 

of-service" rate making) to the possession of monopoly power. This 

practice, he contended, was quite in keeping with the recognized 

principles of joint-product price determination under conditions 

of strict competition. For even under competition, the relative 

prices of joint products are not based on relative costs of production. 

Instead, the price differentials are based on differences in relative 

demands for the respective products. 
Classical examples of joint products are that of cotton fiber and 

cotton seed, and that of beef and hides. These sets of products are 

produced in more or less fixed proportions, with the result that 

much of the costly action needed in order to produce any given 

amount of the one (beef) will also go a long way toward the produc

tion of a corresponding amount of the other (hides). In competitive 

equilibrium, the prices of the joint products in the aggregate will 

equal their combined costs of production, But aside from the fact 

that each product will be priced at least at its separable costs of 

production (since otherwise its production would not be brought 

to completion), the respective prices will not be based on respective 

costs. 18 Instead, the sharing of the joint costs will depend emirel y 

17 27 Quarterly journal of Economics 378-384, 535-538, 687-694 (1913). Profe~sorJ 
Pigou amplified his argument in his The Ecorwmicr of Welfare, 4th ed. (London, 
19~2), Chap. 18, "The Special Problem of Railway Rates." For a much cited later 
article on the subject, see Donald H. Wallace, "Joint and Overhead Cost and Rail· 
way Rate Policy," 48 Qttarterly journal of Economics 583-619 (1934). 

"But the marginal cost of a by· product (in its extreme fonn) is determinate for 
reasons to be noted presently. In theory, it is possible to determine the marginal 
costs even of joint products if these products, so far from being ptoducable only 
in fixed ratios, can feasibly be produced in varying proportions. The marginal 
cost of Product A is then the increase in total cost resulting from the output 
of an additional unit of this product, output of the other products being kept 
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on the relative forces of demand. Hence, from the standpoint of 
cost analysis (though not from the standpoint of competitive price 
determination), a joint cost is an unallocable cost. 

These classical principles of joint-product pricing were believed 
by Professor Taussig to be widely applicable to railroad rate mak
ing. Thus, he argued, passenger service and freight service might 
be considered joint products, as might also be lumber-transport 
service and wheat-transport service, etc. And the familiar practice 
under which the charges for the tran&port of high-valued commodi
ties would be several times as high as charges for the transport of 
low-valued commodities was, therefore, in his opinion, quite con· 
sistent with competitive-price theory. 

To this position Professor Pigou took sharp exception. While he 
conceded t.he existence of some examples of jointness in the pro· 
duction of different kinds of railroad service, he believed that these 
examples were very limited and that they did not include those 
cited as such by Professor Taussig. The most outstanding example, 
he said, was that of the forward and return haul of a railroad train. 
But passenger and freight service are not joint products, since the 
addition by a railroad of another passenger train or passenger car 
does not reduce the cost of adding freight trains or freight cars
quite the contrary, in fact, if the road is being operated close to the 
limit of its line-haul capacity. And the same statement applies to 
the transportation of different kinds of freight. 

Pigou therefore concluded that the familiar ·"value-of-service" 
rate-making practices of the railroads belong, for the most part, in 
the category of monopolistic price discrimination and not in the 
category of competitive price determination under conditions of 
joint production. And on this main issue, Pigou's position rather 
than Taussig's has won general acceptance among the economists, 
although later rate experts have attributed to the multiple freight 
and passenger services of a typical railroad system more widespread 
elements of jointness (particularly, "time jointness") than Pigou 
was ready to concede. 

co~stant. See the article "Cost" by Jacob Viner, in 4 Encyclopaedia of the Social 
s.oe.ncn 466-475 a~ 47~: .But such "~ne" measurements of marginal cost are of 
hmtted usefulne~. m _utthty rate malung, at least in its present stage of develop· 
ment. Moreover, whtle cases of absolutely fixed proportiOns may be nonexistent 
the proportion in which some products are produced may be variable only withi~ 
very narrow limits and at great expense." National Bureau of Economic Research 
Committee on Price Determination, Cost Behauior nnd Price Policy (New Yorlt: 
1943), P· 177. 
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Capacity co.st.s of utility .seroice.s a.s a kind of joint co.st.s. Electric 
and gas companies do not supply the particular examples of joint 
products and joint costs emphasized by Pigou with respect to trans· 
portation companies, namely, those of forward and backward h~ul. 
But they supply many examples of another, and even more 1m· 
portant, kind of joint production, that of "time joint~ess.". !~is 
factor of jointness is especially prominent for the electnc ~uhues, 
since electricity cannot feasibly be stored for future use either by 
the producing company or by the consumer. Hence, electricity sup
plied at any given time is, in a significa~t sense, a ~ifferen.t product 
from electricity supplied at any other ume. And smce, with excep· 
tions that we may here overlook, an increase in plant capacity, if 
made for the purpose of enhancing the rate of output in any one 
period of time (say, between 5 P.M. and 10 P.M. during the win· 
ter, or between to A.M. and 4 P.M. during the summer), is also 
available for an enhancement in the rate of output at other times, 
services rendered at different times of day, week, or year are true 
joint products. This being the case, any apportionment of capacity 
costs, say, as between morning service and evening service, or as 
between winter service and summer service, or even as between all 
services rendered in the year 1959 and all services rendered in the 
year 1g6o, is a partly arbitrary apportionment from the standpoint 
of cost determination, however justified or convenient or rational 
it may be from the standpoint of reasonable rate determination. 

In the determination of rate differentials) an "ideal" apportion
ment of capacity co.st.s would be whatever apportionment would 
result in an approximation to a 100 per cent .system load factor. 
Were it not for circumstances to be noted below, an "ideal" 

19 

structure of utility rates would solve the problem of cost imputa· 
tion as between on-peak and off-peak service by preventing the 

"Not quite ideal, however, since an electric utility company needs time to shut 
down its generating units for major repairs. In its 1957-1958 rate case before 
the Illinois Commerce Commission, the Commonwealth Edison Company stated 
that its seasonal load cuHe had now become so relatively level (due largely to its 
summer air·conditioning load) that it was planning its equipment overhauling 
"so that the sum of the following items remains constant for each month of the 
year: (1) the monthly peak load, (2) the capability of units scheduled to be out 
for overhauling in that month, and (~) limitations on. capa~ity due. to tempera· 
ture of circulating water." Testimony of Murray Joshn, Vtce Prestdcnt, Ed1son 
Exhibit 2, I.C.C. Case No. 44391. In consequence, "Edison's load pattern has ma· 
terially changed, so that, currently, each month's peak load is as important as the 
annual system peak load in determining capacity requirements." Company's Reply 
Brief. p. ~8. 
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problem from arising. A skillfully designed system of rate differen· 
tials would so distribute the burden of paying for capacity costs 
among consumers of services rendered at different periods of time, 
that the company's load valleys would be raised and its peaks would 
be lowered to the level of a plain. These differentials would he 
based on relative demands, on market-clearing forces rather than 
on cost analysis. 

In actual practice, modern public utility rate making has gone 
a certain distance toward the realization of this ideal through the 
use of rates (such as those for interruptible power or for controlled 
water heating) which give to consumers a financial incentive to 
take their service at what is to them less conveniem times of day, 
week, or season.20 But it has not gone full way in this direction; 
nor can it be expected to do so, although further progress may be 
hoped for as a result, among other things, of further refinements 
in the art and science of rate making and in the promotion of new 
uses of service. 

The most obvious restriction against valley-filling policies of 
differential rate making is that imposed by the limited potential 
demands for off-peak services-demands so limited that plant ca
pacity would not be fully utilized even if off-peak rates were cut to 
bare incremental energy costs. This limitation may well apply to 
most electric systems during the dead of night, during holidays, 
and possibly even during seasons of the year intermediate between 
periods of maximum winter loads and maximum summer loads. 

But even if an electric company were able to keep its plant run· 
ning at full capacity through the entire year by cutting its charges 
for what would otherwise be off-peak service to bare energy costs, 
it might still not be warranted in doing so. For, as long as the com-

10 A book on electric rate making in Switzerland states that, in that country, 
tariff policy has stressed its role as the most effective means of regularizing con· 
mmption. Newer uses of power have been so well developed that the December 
evening peak has become "only a minor peak." Pierre Dcvanterv, Les P1ix de 
N!e.ctriciU (Lausanne, 1950), p. 105. But, as the more perspicacious writers on 
uuhty rales have long pointed out, "The practical improvements resulting from 
scientific rate systems have come not so much from limiting peak demands by 
penalizing them with heavy charges as from developing off-peak business by freeing 
it from the burden of overhead." John Maurice Clark, The Economics of Overhead 
Costs (Chicago, 1923), p. 328, citing examples and referring to Watkins, Electrical 
Rates (New York, 1921), p. u. Bolton, taking a similar position, writes: "Of the two 
ways of improving system load factor, namely, by raising the individual load factor 
and by increasing the diversity, there can be little doubt that the second holds 
out far greater possibilities." Casts and Tariffs in Electricity Supply, p. 87. 
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pany operates under conditions of declining unit costs, it m usi 
charge more than incremental or marginal costs for some of its 
services in order to cover its total costs. And off-peak service is likely 
to be among those services that can best stand a charge of this 
nature, 

At first thought one might assume that the price elasticity oE 
demand for services at unpopular periods oE time would always be 
high, with the result that these services should be offered for sale 
at "bargain" prices only slightly above their marginal costs. But 
this assumption would overlook the fact that the demand for cer
tain amounts of off-peak service is a "convenience" demand-a de· 
mand that is highly inelastic over substantial but limited ranges of 
output. Hence, a company may well be justified in making no 
general concessions for nighttime service even though it may offer 
special, incentive rates for electricity to be used at night solely 
for the use of water heating. 

The continued presence of peaks and valleys in pub lie utility 
plant utilization gives qualified support to the system-peak responsi
bility principle of capacity-cost allocation. Regardless of the reason 
for the persistence of peaks and valleys in the load curves of utility 
systems, as long as they persist they raise the problem of cost impu
tation as between on-peak and off-peak service. This problem is 
soluble under familiar principles of joint-cost imputation subject 
to a number of simplifying assumptions. The reason why it is solu
ble, despite the general principle that joint costs are unallocable 
costs from the standpoint of cost analysis, is that we now have that 
"limiting case" of joint production in which one of two products, 
the off-peak service, is a by-product in the strictest sense of that 
term, whereas the other product, the peak-time service, is the main 
product. Under this condition, no longer does the increase in ca
pacity costs incurred in order tO increase the output of the main 
product have to its credit any useful accomplishment in enhancing 
the further output of the by-product. For the plant is already re
dundant with respect to the by-product. Hence, at the margin, the 
by-product is costless save for its separable costs (energy costs and 
possible customer costs), and the main product is chargeable with 
the entire incremental capacity costs. Whether or not the by
product should nevertheless be sold at a profit over incremental 
cost, in order to help cover the company's total reve11ue require-
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ments, is a problem of rate making, not a problem of cost analysis. 

. So far, then, the argument supports the system-peak responsibil

Ity formula of capacity-cost allocation. But the argument applies 

o?ly to the allocati~n of incremental capacity cost-to the cost per 

kilowatt of enhancing the capacity rather than to the average cost 

per k~lowatt of total capacity. To the extent to which this average 

cost e1ther exceeds or falls short of incremental cost, it is unalloca

ble on any principle of cost analysis. Unfortunately, this fact is 

ignored by fully distributed cost analysis of the public utility type. 

Necessary use of stochastic methods by which to assign responsi

bility for capacity costs. The unqualified acceptance of a system

peak responsibility principle of capacity-cost apportionment (in 

so far as the average cost per kilowatt of capacity can be accepted as 

an approximation of incremental capacity cost) would imply that 

rates for off-peak service, if designed to cover only those costs alloca

ble to this service, should include no allowance whatever for de. 

mand-related costs. And this statement would seem to apply to rates 

for seTvices rendered at times that are only slightly off the system 

(or subsystem) peak, no less than to rates for services rendered at 

times when the system is operating at a mere fraction of its total 
capacity. 

But the only costs that are directly relevant as measures of rates 

to be charged in the future are costs that will prevail in the future; 

and these costs must be estimated subject to the limitation that 

peaks and valleys in future loads are far from completely predict

able. Hence utility rates, in so far as they are cost determined 

must include charges for the probability that the service to which 

~hey a~ply will be taken at the time of the system peak-a probabil

Ity which may be far lower if the service will be taken, say, at 

3 A.M. daily than if it will be taken in a period which, during the 

past year or two, has been off system peak by only, say, 5 per cent. 

It follows that the sharp distinction between charges for completely 

and surely off-peak service and charges for completely and surely 

o_n·peak s~rvi~e will not serve all the purposes of rate making. Divi

siOns of time mto three or more periods, such as those observed in 
Europe, may be justifi.ed,2I 

.. "French ~ate .~xperts .. h.ave sanctioned a threefold division into "heures creuses," 

.. heures plemes,. a?d I epoq~e de Ia pointe." Marcel Boiteux and Paul Stasi. 

. Sur Ia detennmauon des pnx de revient de developpement dans un systeme 

mterconnecte de production-distribution," Report, Congres de Rome, Sept., 
1952

, 
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So far as I am aware, the fully distributed cost apportionments 

of the type familiar to American gas and electric rate making do 

not attack directly this necessity of expressing costs, particularly 

capacity costs, in probabilistic terms. For they usually purport to 

reflect costs that have actually occurred in some past, test year, 

apportioned in the light of loads that have actually be_en e~peri· 

enced during that year. Hence, only to the extent to which history 

can be expected to repeat itself can these cost analyses be accepted 

as measures of those cost relationships which should receive weight 

in rate making to apply during future months or years. 

In actual rate determinations, as distinct from special-purpose 

cost analyses which can make use of elaborate recording meters for 

testing purposes, the need to rely heavily on probability inferences, 

even of a pretty tenuous nature, in the design of the rate structure 

is greatly enhanced by the extreme crudeness of the accepted Amer· 

ican devices for metering the individual consumers. Thus, most 

electric companies now use only watt-hour meters and no demand 

meters for residential and small commercial service; ami even for 

large industrial power, the most frequently used demand meters 

are limited to the measurement of the customer's maximum de

mand during a giveu period of time (one month, one year, etc.), 

making no recorded distinction between those relatively harmless 

high individual loads which occur when the utility system has 

redundant capacity, and those very costly loads which coincide 

with system peak. 
Handicapped by this absence of recording demand meters, and 

by the partial absence of any demand meters, a company must base 

its charges for different classes and different amounts of service on 

assumptions as to typical relationships between energy consump· 

tion and maximum loads, as well as between maximum loads and 

coincidence factors, that are sure to be wildly false in many cases. 

Thus, with the residential rate on a purely block-energy basis (sub· 

ject only to a minimum monthly charge), any cost-based defense of 

Union lnternationale des Producteurs et Distributeurs d'tnergie tlectrique. The 

British Technical Report (KfT tog), already cited in footnote 10, would meet this 

problem by an "improved method" for allocating demand-related costs to different 

classes of consumers under which (a) no account is taken of demand or con· 

sumption during "off-potential peak" periods; and (b) the allocation is to be 

based jointly on the consumption and the highest demand of the individual com· 

ponent loads within the potential-peak periods. This is a modified version of the 

"average-and-excess-demand method" (the "Greene Method'), already described. 
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lower charges for additional blocks of energy must rest on the as· 
sumption that the larger uses are increasingly off-peak uses-an 
assumption that was plausible in the earlier days when the main 
load was a lighting load but which is less tenable today.22 The util
ity companies themselves are aware of this fact, and some of them 
have sought to minimize the deficiencies of noncompensatory ter
minal block-energy rates by the obviously crude device of a "stop· 
p~r" provision, which .prevents the consumer's average charge per 
kilowatt-hour from gmng below a certain minimum. 

The great convenience and high popularity of residential rates 
based wholly on energy consumption (save for a modest minimum 
bill), combined with the economy of a simple and inexpensive 
watt-hour meter, probably justifies the continued use of this type 
of rate for traditional amounts of household consumption. But 
with the industry's drive toward the "fully electrified home," which 
uses electricity in large amounts for cooling in summer and for 
heating in winter, more elaborate metering devices will probably 
be called for. For this purpose the use of "time of day" and "time 
of season" differential energy rates, which has had more of a vogue 
in Europe than in America, may be well worth considering.2a Here, 
use of service would still be metered in terms of kilowatt-hours 
rather than partly in terms of kilowatts of maximum demand. But 
the watt·hour meters may have two or three separate dials, by 
which to record the consumptions in different periods of time. 

Special problems of capacity cost allocations to industrial power. 
Even if the allocation of capacity costs were not complicated by 
variations in the load curve of an electric power system during the 
day, week, and season of the year, the problem of rational alloca
tion, and the related problem of rational rate making, would still 
~e far from sim.ple. For there would remain the problem of imput
mg to the servtces rendered during any given year proper shares 

.. A lo~d·curve study of residential consumption by groups of customers using 
no electric ranges or water heaters is reported to have found that: "There is " 
slight general in.creasc in annual load factor with increasing kwhr use. but this does 
not mean that mcreasing usage always improves annual load factor. Some adder! 
loads raise load f~ctor, while oth~rs pull it down." Electrical 'world, Nm·. 2 4. ,95H, 
pp. 8g-g2, reportwg on the findmgs of the Load Research Committee of the As· 
sodation of Edison Illuminating Companies. 

'"In Chap. to of his book already cited in footnote 10, Davidson '"!\1\ests this 
ty~e ~f rate ~s .preferable to the .familiar Hopkinson-type rate. But amon.'l' the 
obJeCtiOns to tt •s the danger that 1ts sharp breaks will create .wrges in the loads 
imposed on a power station or on a di~tribntion line. 
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of the capital costs incurred in the construction of plant and equip· 
ment designed to supply service for many years in advance. In order 
to be assignable to the services rendered during any one year, these 
construction costs are convened into terms of annual costs-costs 
composed of allowances for annual interest or "fai~ re~urn" plus 
allowances for annual depreciation. But the conversiOn 1s necessar
ily largely arbitrary.24 A cost analyst's statement, for ex~mple, that 
the total demand-related or capacity costs of an electnc company 
have come to $12,5oo,ooo (or $25 per kilowatt of capacity) during 
the past year does not report a cost that could have been saved if the 
plant had been shut down for this year; nor does it _report a.cost that 
was incurred merely and solely to supply the servtce reqUired dur
ing this one year. Instead, it is an estimated or assumed average 
annual cost. And it would continue to be of an average character 
even if it were derived from an incremental cost of plant construe· 
tion per kilowatt as against an average cos~. . . . . 

In order to illustrate the seriousness of this hmuatwn of the typt· 
cal cost imputation, let us assume that, because of a regular, five· 
year business cycle in the area served by the company, the plant 
capacity that is required in order to supply the demand for power 
during the two years of high prosperity will be unavo~dably re· 
dundant during the remaining three years. What allocation or ap
portionment of annual capacity costs should be made under this 
assumption? The logic of the peak-responsibility method of capac
ity-cost imputation would require that all of this cost be imputed 
to the service rendered during the two prosperous years and that 
none of it should be assigned to the service of the other years-not 
even to the peak-time service of these years. 

Indeed, just this kind of anticipatory cost imputation would be 
required if annual changes in system loads were regular and pre
dictable. In fact, however, the changes are neither regular nor 
predictable, with the result that the cost analyst is pretty well lim
ited to an attempt to report annual capacity costs based largely on 
such conventions as straight-line depreciation and on assumptions 
of uniformity in the annual allowances for "fair return." 

In actual practice the serious consequences of these theoretical 
limitations imposed upon the cost analy.H by the practical necessity 

.. On the arbitrary character of depreciation as an annual capital cost. see pp. 
tgg->rto, supra. 
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of converting capital costs of construction into annual capacity 
costs have been greatly reduced by the remarkable upward secular 
trend in the demand for many utility services including, notably, 
electric service. Hence even business depressions have not brought 
about many very long standing periods of plant redundancy
periods during which even the system peak falls for a long time 
far below plant capacity. 

Yet the situation just mentioned-the arbitrary character of con
versions of plant costs into annual costs or annual "rent values"
gives rise to serious problems on occasion, notably with respect to 
cost allocations or apportionments used in the support of rates for 
large-scale industrial power. Consider, for example, a 'large steel 
company with immediately prospective power requirements so 
large that the utility company, in order to supply these require
ments, must add 5o,ooo kilowatts of otherwise unneeded capacity. 
Assume that the maximum load of this large customer coincides 
wi~h ~yste~ peak and that, in accord with the "peak-responsibility" 
PJ.?n~Iple, Its annual charges for power during the following year 
Will mclude 100 per cent of those interest charges, depreciation 
allowances, property taxes, etc., which constitute the annual costs 
of 5o,ooo kilowatts of capacity. Such charges might be supposed to 
con~t~tute full in.demnity for the cost to the utility of installing the 
add~uonal capacity. And so they will if the steel company keeps on 
paymg these charges, year after year, until the utility's investment 
in this capacity has been completely amortized. 

But now let us suppose that, after the first year or two, the steel 
company cuts its demand for power to a maximum demand of 
25,ooo kilowatt-hours, or even shuts down its plant completely and 
m.oves to another location. In this event, the utility may find itself 
with a generating capacity in excess of its needs for several months 
or years to ~orne, not to mention any investment in ancillary equip
ment that IS no longer useful except for its possible salvage value. 
Should this possibility be actually experienced, the utility would 
not have been indemnified for the cost which it has incurred ex
pressly in order to serve the particular customer and which it would 
not have incurred otherwise. 

Public utility companies often seek to minimize these dangers of 
a~ unexpected drop in industrial-load requirements by the imposi
tiOn of minimum, "billing demand" charges in excess of charges for 
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the maximum demands imposed upon them by an industrial cus
tomer during any given twelve-month period. But the industrial 
consumers are not fond of these charges, since they quite naturally 
desire to maintain the maximum freedom to cut their power costs 
if their volume of business declines. Moreover, except under some 
special contracts between the industrial user and the utility com
pany, the obligation of the consumer to continue the payment of 
a11y charges for service will cease, or will have only a limited dura
tion, if it is ready to abandon the taking of service altogether. In 
consequence, the rates of charge for service rendered to a gigantic 
user of power, regardless of the formula used in the determination 
of his annual demand charges, may well result in less than barely 
compensatory rates when measured in the light of hindsight. If 
based on advance estimates of "cost of service" these rates should 
therefore incorporate an appropriate allowance [or the risk factor 
-for a risk factor well in excess of that which would be appropriate 
in an estimate of the cost of supplying the more stable, residential 
service. 

The unpredictability of future demands for certain types of 
utility services presents another problem alike for cost analysis and 
for rate determination: namely, the problem of an unpredictable 
change in the system load curve. It is this complication, more than 
any other, which may account for the reluctance of most Ameri
can cost analysts to apply a system-peak responsibility formula of 
capacity cost allocation. 

Assume, for example, that at the present time, the utility's system 
peak occurs on winter evenings, when the residential load is at its 
peak and when the industrial power load is negligible. On this 
assumption, one may argue that all incremental capacity costs 
should be charged against residential service as a matter of cost 
analysis, even if "rate-making policy" should dictate a rate structure 
which relieves residential users of some of these costs and throws 
the burden onto other users. But assume that, at some unpredicta
ble time in the near future, demand for industrial power (a de
mand, by the way, which is said to be inelastic except for voracious 
power-using industries such as aluminum producers) is very likely 
to outpace the demand for residential service and that, in conse
quence, the system peak may quickly change from a winter resi
dential peak to a summer power peak. Under this assumption, the 
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analyst may hesitate to impute to the residential users full responsi
bility for being currently on a system peak that may shift over 
to the industrial-power load in another year. 

To be sure, some writers who defend strict peak-responsibility 
methods of cost allocation, for purposes both of cost finding and of 
actual rate making, would deny that any such hesitation is justified. 
Let both the analyst and the rate maker, they argue, consider only 
those cost relationships that will prevail in the immediate future, 
without undertaking the hopeless and useless. task of guessing what 
these relationships may be in the next year or in the next ten years. 
And this argument has much force. But it also has those limitations 
that were noted in the preceding chapter as basic to all short-run 
marginal-cost determination: namely, in its failure to recognize the 
practical desirability of "dampers" on excessive rate fluctuations 
and hence the practical desirability of types of cost allocation which 
measure cost in terms of longer-run rather than of very short-run 
variables. Indeed, if rapid and unpredictable shifts in system load 
curves were held to require equally rapid shifts in those cost alloca
tions that are used as a basis of rate making, then the whole meth
odology, and not merely the detailed technique, of functional cost 
analysis would need to be changed. For in that event, the relevant 
methodology would be one of short-run cost analysis, which treats 
all capacity costs as constant costs and which therefore bases any 
distinction between on-peak and off-peak use entirely on differen
tial energy costs of base-load versus peak-load generators. 

Reduced to practical terms of rate-making policy, the question 
here at issue is whether services which are now supplied on system 
peak, and which will almost surely continue to be so supplied for 
the very near future (regardless of any proposed changes in rates), 
~hould ?e charged today as if they were expected to remain on peak 
mdefimtely; or whether services that are presently off peak should 
nevertheless be made to pay some share of those capacity costs for 
which they are like! y to become responsible in the next several 
years. To this question neither the general theory of cost analysis 
nor the general theory of rate making can supply a conclusive an
swer. At least at the present stage in the development of both the
ories, action must therefore be based largely on "judgment." 

This chapter began by raising the question what, if any, signifi
cance should be attached to fully distributed cost apportionments as 

FULLY DISTRIBUTED COSTS 
points of departure for public ut.ility rate maki~g.' As a provisio~al 
answer, it suggested that the sigmficance must hem whatever claim 
can be made for the apportioned costs as indices, not of absolute 
costs but of relative differential or incremental or marginal costs. 
It then distinguished two types of full:cost apporti~.nme~t, t~e 
double-step (or "railroad") type and the smgle-step (or public util
ity") type, and proceeded to give major attention ~o the ~atter. A 
tentative opinion on the merits of this second type IS now m ?rd~r. 

In my opinion, these merits are so dubious that they fully. Justify 
the skepticism with which utility cost analysis has been rece1ved ~y 
public utility companies and public service com~i~sion~. The bas1c 
deficiency of this analysis lies in its failure to d1stmgmsh between 
actual cost finding and mere cost apportionment-between those 
costs that can be imputed to specific classes or units of service by 
differential cost analysis and those other costs that should be 
deemed unallocable from the standpoint of cost determination 
even if they are somehow apportioned as a provisional step in rate 
determination. This failure seems to me critical. 

Amon9 the more. specific defic.ienc~e~ of the typical fully dis
tributed cost analysis of the public uuhty type, three seem to me 
especially serious. In the first place, the capacity costs or demand
related costs are usually derived from book values of plant and 
equipment that reflect sunk costs in dollars of ori.gin.al investme~t, 
not costs that can be said to vary, except in a very md1rect way, w1th 
present and future increases in plant capacity. In the~ry, this par
ticular objection might be met by the use of appraised current 
values of the utility plant and equipment rather than by the use of 
book values. But if the appraised values were of no better quality 
than the "fair values" that are accepted as measure of the rate base 
in states applying a fair-value rule of rate making, their advantage 
over book values would be at least dubious. 

In the second place, the cost analyst, faced with the necessity of 
apportioning all of his costs among three or four arbitrarily se~ected 
functional-cost categories, faces dilemmas such as that noted m the 
section of this chapter on customer costs. He is therefore bound to 
be impaled on one horn of a dilemma; and one may suspect th~t ?e 
chooses whatever impalement he believes to be less harmful m 1ts 
consequences for sound rate making in view of noncost considera-
tions. 

And in the third place, most analysts, unwilling to follow the 
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implications of joint-cost and by-product cost analysis in their treat· 

ment of demand-related costs, accept some compromise formula of 

app~rtionment, ~uc~ as one which imputes capacity costs in pro

portion to noncomc1dental maximum class demand. Here, too, one 

"?ay suspect t~at the c~oice of the formula depends, not on prin

cip~es of cost ~mp.utatwn but rather on types of apportionment 

which tend to JUstify whatever rate structure is advocated for non
cost reasons. 

What has just. b~en said, however, is by no means meant to imply 

that cost analysis Is useless for rate-making purposes. On the con

trary, it is utt.erly essentiaP~ But the really important analyses are 

not those which a~tempt to apportion total capital an~ operating 

costs among the different classes or units of service. Instead, they 

are t~e analyses designed to disclose differential, or incremental, or 

margmal, or escapable costs-costs which are not ordinarily deriv

able from total costs and which cannot be added together so as to 
equal this totai.26 

It is. ~hese costs which should be the primary object of study of 

the uuluy cost analyst. Whether or not, in addition, some kind of 

apportionment of unallocable cost residues is also wont{ making 

along the lines followed by the staff of the Interstate Commerc~ 
Co.m:nission, is a secondary question, on which I venture no present 
opmwn. 

In short, then, a thorough re-examination of the whole philoso

phy ~f modern public utility cost analysis has long been overdue. 

If this country ;'ere Great Britain, the appointment of a govern

mental commissiOn to make such a re-examination would be called 
for. 

• In. '?48, Major H. J. Flagg, Executil•e Officer of the Board of Public Utility 
Comm1ss1oners of the ~tate _o~ _Ne"! Jersey, wrote: "One may venture a guess that 
scar.cely a dozen el~tnc ut1ht1es m the United States have any but the vaguest 
nol!on of t~e r~lauve cos~s--or productivity in terms of net earnings-of the 
sev~ra! class1~cauons of thea business. Many utilities really do not know whether 
~.hetr Industrtal load ~nder present rates is a desirable form of business or not." 
What ~f. the Industr~al .Load?", 130 Electrical World, Aug. 28, 194s, p. 82. But 

the tradllwr,tal !,ully d1stnbuted cost apportionments warrant little more than "the 
vaguest not1.o~. As far back as 1921, Dr. G. P. Watkin• wrote: "Were cost ac
countants "!'lhng to (?r expected to) deal with less than total expenditures, so far 
as t~ey cl.a1m to obtam the actual cost of a particular good or senice, their true 
servtce m1ght be more dearly perceived and therefore greater." Electrical R t 
p. 118, a es, 

'"Compare a similar view expressed by some recent cost accountants with es 1 
to t~e cost determination of manufactured products. R. Lee Brummet, o11:,:.:~ 
Costmg (Ann Arbor, 1957), esp. Chap. 5· 

XIX 

DISCRIMINATION, DUE AND UNDUE 

THE LEGAL RULE AGAINST UNDUE DISCRIMINATION 

One of the most nearly universal obligations imposed by 

Federal and state laws alike on railroads and on other public 

utilities is the obligation to furnish service and to charge rates 

that will avoid "undue" or "unjust" discrimination among 

shippers or customers, actual or potentiai.l Early writers often 

cited this obligation as a unique attribute of a business "affected 

with a public interest." In later years the legal right of even a 

"private" business to practice discrimination in the pricing of 

commodities has been materially restricted in this country, no

tably so by the Robinson-Patman Act provisions of the antitrust 

laws.2 But the latter restrictions are much more limited in scope, 

although more severe in their application within this scope, than 

are the antidiscrimination standards of the public utility laws. 

The legal obligation of public utilities to avoid unduly dis

criminatory rate relationships is distinguished from the equally 

general obligation to charge rates, each of which is "just and 

reasonable" in itsel£.3 Needless to say, these two basic mandates 

are related; and a commission's finding of undue discrimination 

between rates is likely to go hand in hand with a finding that at 

1 "The principal evil at which the Interstate Commerce Act was aimed was 
discrimination in its various manifestations." Sew York v. United State~. 331 U.S. 
284, 296 (1947), citing Louisville & Nashville R. Co. v. United States, 282 U.S. 

740, 749-750 (1931). 
• Corwin D. Edwards, The Price Discrimi.tatio11 Law: A Review of Experience 

(Washington, D.C., 1959); Herbert F. Taggan, Cost justification (Ann Arbor, 
Mich. 1959); Frederick M. Rowe, "Cost Justification of Price Diff~rentials under 
the Robinson-Patman Act," 59 Columbia Law Review 584-616 (1959). 

• Interstate Commerce Commission v. Alabama Midland Railway Co., 168 U.S. 

14_4, 172-175 (1897)· 
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least one of these rates is also "unreasonable." But not necessarily 
so; for undue discrimination may be held to exist between two 
rates, neither of which would be found "unreasonable per se" 
-possibly because the one rate may lie near the bottom of a 
"zone of reasonableness" whereas the other may lie nearer the 
top. In this event, the remedy may take the form of an increase 
in the former rate, of a decrease in the latter, or of a mutual ad
justment} 

Readers of the treatises and the case law on public utility and 
railroad rates will often come across bald statements to the effect 
that, in these regulated industries, the practice of rate discrimina
tion is unlawful. In fact, however, such statements are grossly 
inaccurate. What the law forbids is merely "undue" or "unjust" 
discrimination.5 To be sure, the statutes also declare to be "un· 
just" without qualification a certain overt type of discrimination 
that had a disgraceful early American history, particularly in rail
road rate making: namely, so-called "personal discrimination," 
whereby different customers are charged different rates for sub
stantially the same service, rendered under similar conditions." 
But beyond this point the legislatures have been content with 
general language forbidding "undue or unreasonable" preferences 
or prejudices, leaving the task of interpretation to the commis
sions, subject of course to review by the appellate courts.7 

In view of this situation, one might suppose that the commis
sions and courts, in their efforts to interpret and apply the rules 

. :In ~eclamation cases under the Interstate Commerce Act, a shipper must prove 
InJUry m order to recover compensation under the sole count of unjust discrimina
tion, but not in order to recover for the payment of unreasonable rates. 

'New York v. United States, 331 U.S. 284, 305 (1947), quoting United States v. 
Illinois Central Railroad Co., 263 U.S. 5'5• 521 (1924). The statutes use other 
terms, such as "unjustu or .,undueu or "unreasonabJeH <#preferences" or "ad· 
vantages" or "prejudices." But the tribunals bring them all under the heading of 
unjust discrimination. 

'The recent relaxation of the British rules against unjust discrimination in 
railway transport rates does not even except personal discrimination. See Alastair 
M. Milne, The Economics of Inland Tramport (London, 1955), p. 52, referring to 
Sec. 21 of the Transport Act, 1953. See also J. P. Carter, "Personal Discrimination 
in Transportation: A European Technique," 47 American Economic Review 372-
381 (1957)· 

'"Whether a preference or advantage or discrimination is undue or unreasonable 
or unjust is one of those questions of fact that have been confided by Congress 
to the judgment and discretion of the Commission." Manufacturers Railway Co. 
v. United States, 246 U.S. 457• 481 (1918). To the same effect, Swayne & Hoyt, Ltd. v, 
United States, 300 U.S. 297, 304 (1937), quoted in New York v. United States, 331 
u.s. 28{, 347 (1947)· 
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against undue discrimination, would have taken pains to develop 
two clear-cut distinctions: first, a precise distinction between dis· 
criminatory and nondiscriminatory relationships among rates for 
different classes and quantities of service; and secondly, a definite 
set of standards by which to draw the line between those practices 
of discrimination that are forbidden and those other practices 
that are approved or, at least, tolerated. Indeed, precise! y this 
double-jump method of arriving at a decision on the merits of a 
complaint of unjust discrimination is revealed or suggested in 
some of the rate cases-notably, in cases upholding the challenged 
rates despite an overt or implied admission of their discrimina· 
tory character.8 

By and large, however, the tribunals have shared a popular 
feeling that "discrimination," as a practice of rate making, is an 
odious term. They have therefore been reluctant to characterize 
as "discriminatory" any rates which they find lawful. Approval is 
more likely to be expressed by a finding of "no undue discrimina
tion," without any commitment as to whether discrimination of 
even a due type was found to exist. 

This tendency to treat "undue discrimination" as if it were 
one word has been encouraged by the failure of the rate regulators 
to observe any single and definitive distinction between dis
criminatory and nondiscriminatory rate differentials. At times, 
the cases suggest a distinction similar to that drawn by economists, 
in deeming "discriminatory" any rate .differential not based on 
a cost differential. But at other times "discrimination" has been 
used as a mere synonym for any kind of rate differentiation; 9 

whereas at still other times it has become a convenient, shorthand 

'See ManufactUrers Railway Co. v. United States, 246 U.S. 457. 481-482 (1918), 
letting stand a rate impliedly discriminatory. In the 19305 several electric utility 
companies sought commission approval of an "objective rate plan" initiated by 
the Commonwealth and Southern Corporation as a means of shifting to a lower 
level of rates without temporary loss of revenue pending the development of an 
enhanced demand for the service. Enjoyment of the lower rates was temporarily 
limited to consumers whose monthlv bills under these rates would not be less 
than their bills for the previous ye~r. Not all commissions approved. But even 
those that did admitted in words or by implication that the plan was discrimina· 
tory. William F. Kennedy, The Objective Rate Plan (New York, 1937). 

'This appears to be its use under the Robinson· Patman Act despite some 
cryptic language suggesting a distinction by Representative Utterbach in the Con
gressional hearing• on the bill. Thus, the Act treats a cost difference as justifica
tion for discrimination, not as proving the absence of discrimination. See the refer· 
ences cited in footnote 2. 
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term for undue discrimination-for what has been called "dis
crimination in a legal sense." The Interstate Commerce Com
mission, for example, has never to my knowledge declared that 
"value-of-the-service" rate making, which it has always sanctioned, 
constitutes discrimination.10 Yet this practice is regarded as the 
very essence of discriminatory monopoly pricing by the academic 
economists, even by those economists who defend it as in the 
public interest. 

In view of this confusion of language, something is to be said 
for the proposal to drop the word as a tool of public utility rate 
making or else to let it refer to any difference between rates of 
charge for physically simil_ar types of service. But even if this pro
posal should win general acceptance, there would still be a need 
to understand the significance of the distinction that economists 
have attempted to draw, although with only partial success, be
tween discriminatory and nondiscriminatory rate relationships. 
In the remainder of this chapter, we shall first discuss the nature 
of the distinction and shall then turn to the problem of setting 
practical limits between "due" and "undue" forms and degrees of 
discrimination. 

ECONOMIC MEANING OF PRICE OR RATE DISCRIMINATION 

In the literature of economics, one of the cardinal attributes 
of prices under assumed conditions of "perfect competition" is 
that of a uniform price for any one product at any given time and 
place. This uniformity precludes not only the price higgling that 
still characterizes many European markets but also the systematic 
practice of price differentiation designed to impose different 
charges on different groups of persons depending on differences 
in their capacity and willingness to pay. A purely competitive 
price is the same to the rich and the poor, to the powerful and 
the powerless, to the person who finds the product barely worth 
buying and to the person who would pay ten times the prevailing 
price rather than go without. 

"For a possible exception, see the New York Harbor Case, 47 I.C.C. 64g, 736 
(1917). Utility representatives tend to deny that "value-of-service" pricing is "dis
criminatory." See, e.g., L. R. Nash, The Economics of Public Utilities (New York, 
1931), p. 458. An opinion in a telephone rate case by the New Jersey Commission 
holds that failure to recognize relative "value-of-service" in exchange areas of 
different sizes would constitute (unjust) "discrimination." Re West Jersey Tele· 
phone Co., 91 PUR NS gg, 41 (1951). 
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This pressure, exercised on all sellers in a strictly competitive 
market, to sell any given product at a uniform price may be im
posed more or less effectively even upon a monopolist unless he 
can divide the market for his product so as to prevent ready trans
fer among buyers. Otherwise, if the monopolist should attempt 
to discriminate, say, by selling lead pencils to general customers 
at 10¢ each while selling them to school children at only 5¢, there 
might arise a resale market beyond the seller's control, in which 
adults could buy pencils directly or indirectly from school chil
dren at less than 10¢. 

But with many commodities and, particularly, with many per
sonal services, transfer of the product among buyers is either im
possible or inconvenient. Here the monopolist has the power, if he 
so chooses, to maintain substantial price differemials among dif
ferent consumers or consumer groups. Not only does he possess 
this power; he will find it profitable to exercise it if, without too 
much expense and popular ill will, he can divide his customers 
into those who, at a uniform price, would have a relatively high 
elasticity of demand for the product, and into those who, at this 
same price, would have a relatively low elasticity. The profitabil
ity of the practice lies in the monopolist's ability to en joy what 
would otherwise be the inconsistent advantage of doing a rela
tively large volume of business at a low unit rate of profits, and 
of doing a relatively small volume at a high rate. And public 
utilities, save when constrained by regulation or by public opin
ion, are in an especially favorable position to profit by this prac
tice because of their monopoly status, their ability to prevent or 
restrict transfer of their services among consumers, and their 
tendency to operate at unit costs which decline as their rates of 
output increase. 

If the term "price discrimination" were to be limited to the 
narrow meaning 11 given to it in the preceding paragraphs, it 

u The outstanding modern analysis of price discrimination is by Mrs. Joan Robin
son, The Eco11omics of Imperfect Competition (London, 1948), Chaps. 15 and 16. She 
uses the term in the narrow sense, to refer to "the act of selling the same article, 
produced under a single control, at different prices to different buyers." P. '79· For 
the classical treatment of discrimination in its welfare aspects, sec A. C. Pigou, 
The Economics of Welfare, 4th ed. (London, 1932), Chap. '7· Though supposedly 
impossible under perfect competition (by very definition of this latter term), price 
discrimination is a recognized practice under the competition of the actual market 
place. See, e.g .. Eli W. Clemens, "Price Discrimination and the Multiple-Product 
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would apply only to the type of practice forbidden without quali
fication by the various public utility statutes and by Section 2 of 
the Interstate Commerce Act, namely, to the practice of charg
ing different rates to different customers for substantially the same 
product. Hence, a broader definition is needed in order to cover 
"discriminatory" rate differentials for different types and quanti
ties of service. But attempts by economists to supply this extended 
definition have run into difficulty and have never attained com
plete success. 

Among economists there would probably be general agreement 
that the practice of exacting different charges for different classes 
of service rendered at the same marginal costs constitutes dis
crimination, and equally general agreement that failure to im
pose higher charges for services rendered at markedly higher 
marginal costs is also discriminatory. But if Service A (say, low
tension electric power) costs more to supply than Service B (say, 
high-tension power), just what price relationship between the two 
services can then qualify as nondiscriminatory? Here, two differ
ent answers have been suggested: the one that the rates must be 
proportional to marginal costs; the other that the differences in 
rates must be equal to the differences in these costs. 

Of course, if all rates were to be set precisely at marginal costs, 
both of these suggested conditions of nondiscriminatory relation
ship would be met. 12 And this is the situation supposed to pre
vail under perfect competition, since prices in competitive 
equilibrium are equal both to average and to marginal costs. But 
particularly with public utilities, which must often charge rates 

Finn," 19 Review of Economic Studies 1-11 (195<>-1951), reprinted with allera· 
tions in Richard B. Heflebower and George Stocking, ed., Readings In Indu5trial 
Organilation and Public Policy (New York, 1958). The history of railroad and 
public utility rate making would give strong support to the thesis that the condi· 
tion most conducive to discrimination is not that of thoroughgoing monopoly but 
rather that of lopsided competition. See G. P. Watkins, Electrical Rates (New York, 
1921), p. 199· 
"'~ow ever, there would remain the. question whether the relevant marginal 

cost IS of a short·run or a long-run vanety. If one were to accept the price rela· 
tionships of perfect competition as setting the norm of nondiscriminatory prices, 
the short-run cost would be the more nearly relevant, although this cost would 
i~self tend to come into accord with long-run cost under conditions of competi· 
tmn. See pp. 331-332 of Chap. XVII. But in the regulation of public utility rates, 
th.e "practical" identification of nondiscriminatory rates with rates properly 
ahgned with long-run marginal costs may be justified for reasons set forth in 
Chap. XVII and again to be discussed in Chap. XX. 

DISCRIMINATION, DUE AND UNDUE 375 
substantially higher even than long-run marginal costs in order 
to cover their revenue requirements, the two answers just sug· 
gested are in conflict, and the choice between them presents a 
dilemma. Let us consider each choice in turn. 

Discriminatory rates sometimes defined as rates not propor· 
tiona/ to marginal cost. Under the proportionality definition, 
which has been favored by some economists, 13 the rates of a public 
utility company would be said to be nondiscriminatory if all of 
them were to exceed the marginal costs of supplying the respec
tive services by some uniform percentage-say, by a 20 per cent 
minimum necessary to make total receipts cover the company's 
total revenue requirements. These hypothetical rates might then 
be used as points of departure by reference to which a rate maker 
might calculate whatever degrees and types of discrimination are 
deemed necessary or desirable on "value-of-the-service" principles 
of rate making. 

As a practical, first-approximation standard of nondiscrimina
tory internal rate relationships, this standard is probably more 
widely applicable than any proposed alternative. Rates based 
thereon would go a considerable distance toward accomplishing 
the economic objectives of a "cost-price" system of rate making. 
For they would impose equal charges for services of equal costs, 
and higher charges for services of higher costs. And they would 
avoid the most significant form of discrimination, namely, value
of-service rate making. 

Nevertheless, the proportionality definition has obvious de
ficiencies. For it would embrace some rate relationships that have 
the same distorting influences in affecting consumer choice among 
alternative services which economists associate with the practice 
of discrimination. The nature of these distortions will be noted 
in the following paragraphs. 

"For example, by George J. Stigler, The Theory of Price, rev. ed. (New York, 
1952), pp. 214-215; Tibor Scitovsky, Welfare and Competition (Chicago, 1951), 
p. 41o; Ralph K. Davidson, Price DiJcrimination in Selling GaJ and Electricity 
(Baltimore, 1955), p. 23 (but compare his different implied definition on p. u); 
A. M. Henderson, "Prices and Profits in State Enterprise," 16 Review of Economic 
Studies 13-24, 23 (1948-1949). The proportionality definition is dearly the better 
choice with respect to the price relationship between services for which the 
demand is not interdependent. It is deficient when applied to complementary 
products (such as phonographs and phonograph records) and to substitute products 
(such as beef and mutton). 



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 198 of 226

0 
0 
~ 

c.o 
Q) 

DISCRIMINATION, DUE AND UNDUE 

Alternative definition of discriminatory rates: rate differentials 
not equal to cost differentials. One of the major objectives of 
sound public utility and railroad rate-making policy is that of 
bringing rates for substitute services into proper relationship, so 
that consumers or shippers will not be led to make an economi
cally "distortionate" choice between alternatives. This objective 
requires that equally costly services be sold at the same rates of 
charge. And it would also seem to require that when services are 
substituted for each other in fixed physical ratios (one coach trip 
versus one Pullman ride between New York and Chicago; one 
multi-party telephone versus one single-party telephone; one sup· 
ply of off-peak electric power versus an equal supply of on-peak 
power; etc.), the differences in charges should be equal to the 
differences in costs. But as long as rates, while higher than mar· 
ginal costs, are made proportional thereto, the. price differentials 
will exceed the cost differences-an excess which may lead many 
consumers to make an "uneconomic" choice of the less costly 
alternative. 

Recognition of this situation has led some writers to reject the 
proportionality definition of nondiscriminatory rates in favor of a 
cost-differential definition. 14 This point of view seems to have 
been accepted by the Cost Section of the staff of the Interstate 
Commerce Commission as a reason for its refusal to apportion 
railroad cost residues (excesses of total costs of railroad operation 
over estimated long-run out-of-pocket costs of specific classes of 
traffic) among the units of traffic (tons and ton-miles) in fixed per
centages of the allocated out-of-pocket costs. 15 

,. For example, Donald H. Wallace, "Joint and Overhead Cost and Railway 
Rate Policy," 48 Quarterly journal of Economics 583-619 (1934); David G. TyndaJI, 
"The Relative Merits of Average Cost Pricing, Marginal Cost Pricing, and Price 
Discrimination," 65 Quarterly journal of Economics 342-372 at 343 (1951); Philip 
Locklin, Th~ Economics of Transportation, 4th ed. (Homewood, Ill., 1954), p. 142. 

"'See the references to the Interstate Commerce Commission cost apportion· 
ments in footnote 4 of Chap. XVIII. In earlier days, before the Class Rate In· 
vestigation, Docket 28,300, the Cost Finding Section of the Commission's staff pro· 
.rated constant costs in a fixed percentage of variable costs. But it now adds a 
uniform, pro rata allowance for "burden" (constant costs) to each ton (for terminal 
costs) and ton-mile (for line-haul costs). As a result, "it limits the differences in 
the fully distributed costs for any two shipments in the commodities hauled a 
given distance to the differences in the out-of-pocket costs, and it is the latter 
expenses which reflect those transportation conditions which have a bearing on 
costs." Samuel A. Towne, Chief, Cost Divi..'lion, J.C.C. Practitioners' journal, May, 
1954· p. 702. 
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Unfortunately, however, the cost-difference standard of non· 

discriminatory rate relationship can be given only a very limited 
application and is quite inapplicable to the general design of a 
rate structure. For the different services of any railroad or public 
utility company are not limited to su bstitutiom iu pairs or in any 
fixed physical ratios. Instead, they offer many different types of 
substitutions and at ratios that depend in part on relative rates 
of charge. This being the case, any attempt to make differences 
in rates for all classes and quantities of service equate with differ· 
ences in costs between some alternatives (such as alternatives be
tween more or less of the same kind of service) would frustrate at· 
tempts to accomplish the same objective with respect to other 
alternative.> (such as alternatives between equal quantities of dif· 
ferent grades of service). Moreover, such an attempt would throw 
an impossibly heavy burden of residue costs on the purchasers of 
the smaller quantities and on the less expensive grades of service. 

Complete avoidance of discrimination is therefore impossible 
when rates in the aggregate are above marginal costs. Impressed 
with the difficulties just suggested, some of the more recent writers 
on price or rate theory have concluded that, as long as the prices 
charged by any given enterprise must exceed marginal costs, com
plete avoidance of discriminatory relationships among these prices 
is simply impossible.16 And this is the view accepted in the present 
book. A certain amount of discrimination, of internal price dis
tortion, would therefore be unavoidable even for an enterprise 
which would prefer to avoid it and which has neither the need 
nor the desire to practice value-of-service rate making as a means 
of maximizing profits. 

In view of this somewhat frustrating situation, and not merely 
because some practices of discrimination are positively desirable, 
the law is indeed well advised to forbid only those uiscriminatiom 
which are "undue." This means that the attempt should be made 
to outlaw or minimize those price relationships which have a 
serious distortion effect on relative use of services, even at the 
ex~ense of ac~epting other discriminatory price relationships 
which are less likely to have such an effect. In electric utility rate 

."Joel ~ean, Manager~a.l Econvrnic> (New York, 1951), pp. ;,o,f-512; William 
Vtckr~y, Some I'!lphcatwns of Marginal Cost P1icing for Public Ctilities," 4r, 
A men can Economrc Revtew, Proceedir1gs 6os-{)•o (May, 1 95 5). · 
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making, for example, lower rates for industrial power than for 
residential service, even if not based on comparable cost dilferen· 
tials, will hardly lead consumers to reduce their residential con
sumption in favor of an increase in their industrial power load. 
The two services are noncompetitive, and there is no good reason 
to assume the existence of a high "cross-elasticity" of demand for 
them.11 On the other hand, off·peak and on-peak electric services 
are, to some extent, alternative products. Hence, the relationship 
between on-peak and off-peak rates for similar classes of service 
may be a matter of special importance with respect to its substitu· 
tion effects. 

VALUE·OF·SERVIGE RATE DISCRIMINATION 

Most discussions of the merits and demerits of rate discrimina
tion are not concerned primarily with those discriminatory rela
tionships which are simply unavoidable under any full-cost system 
of rate making. Instead, they are concerned with that deliberate 
policy of rate differentiation known as "value-of-service" rate mak· 
ing or, in railroad parlance, as the practice of charging "what the 
traffic will bear." Here, the apportionment of the burden of cov· 
ering any excess in total costs over marginal costs (or "out-of
pocket" costs) is deliberately "biased" so as to impose on the 
services in relatively inelastic demand (services of high "value" in 
popular speech) higher surcharges, over and above marginal costs, 
than would be imposed by any rule of apportionment based ex
clusively on cost relationships. 

The most familiar use of the value-of-service principle is found 
in railroad rate making, where higher rates are charged for the 
shipment of goods of higher value, the rate differentials being far 
greater than those which could be justified by any cost differen
tials.18 Among the nontransport utilities, this principle is perhaps 
. ""Cross:elasticity of .demand" refers to the tendency of an increase (or decrease) 
m the pnce of any gtven product to result in an increase (or decrease) in the 
deman.d for a ~ubstitute product. Thus, an increase In the price :.f gas may lead 
to an tncrease m the demand for electricity, absent any change in !.he price of the 
latter product. 

10 See the study on Value of Service dated Nov., 1959, prepared by the staff of 
the Interstate Commerce Commission. The readiness of the Commission to accept 
the ~alue of the shippe~ commodity as an index of the value of the transportation 
servtce has been a subject of much comment and of some speculation as to ra· 
tiona! e .. Certainly the correl~tl?n between the two "values" must be poor. It 
seems hkely that the Commuswn has been aware of this poor cotrelalion but 
has tended to support a commodity-value standard of rate classification on its own 
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most openly avowed by the telephone companies, which adduce it 
as the rna jor defense of their practice of charging for local service 
higher rates in larger cities than in smaller communities. 19 But 
electric and gas rate making is also admittedly under the influence 
of the principle, although the lack of any really satisfactory 
differential-cost analysis in these industries precludes quantitative 
statements as to the force of this influence in the determination 
of class rates and block rates. 

From the standpoint of a corporate monopoly with the assumed 
objective of profit maximizing, the case for this type of discrimi· 
nation is obvious, although the most profitable extent of the prac
tice is by no means easily determined. Even from the standpoint 
of the public interest, the argument in its favor is dear enough 
under the assumption that some discrimination is utterly essential 
in order to meet revenue requirements. 

But the more interesting and important question concerns the 
desirability of value-of-service rate making even for an enterprise 
which could cover its total costs of production, including a 
capital-attracting rate of return, by basing its rates entirely on 
cost differentials. Here the advantage must lie in the resort to 
discrimination as a means of encouraging the maximum economic 
use of a company's services consistent with the so-called "full-cost" 
requirement. For this purpose, the rate structure imposes the 
higher surcharges, over and above marginal costs, on classes and 
quantities of service for which demand is relatively unresponsive 
to price changes. 

Ideally, this type of discrimination might permit a company 
to cover its total costs without repressing the demand for any 
service for which consumers would be ready to pay at least mar
ginal costs-to pay what rate makers have called "compensatory" 
rates. In practice, this ideal is unattainable; for the only feasible 
types of discrimination are crude types, which must necessarily 

merits and not merely as a presumptive measure of service value. But the recent 
competition of motor, water, and air transport has hit this standard hard, and 
its clays as a major basis of railroad rate structure may be numbered. In an un· 
published paper, my colleague Professor Joel Dean suggests that the imposition 
of higher charges for more valuable shipments (over and above imur1mce·cost dif· 
ferentials) is particularly bad for the railroads since the trucks, being faster on 
delivery, have a special quality·of-servioe advantage in the transportation of high· 
valued commodities. 

'"See pp. Bs-84, supra. 
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impose relatively high charges for classes and quantities of service, 

for portions of which the demand is highly elastic.2o But discrimi
nation need not be "ideal" in this respect in order to be less re
pressive of economical demand than would a rate structure based 
entirely on cost relationships. 

Value-of-service rate discrimination versus joint-product pric
ing. Before turning to the question what restrictions should be 

imposed upon a utility company's freedom to practice rate dis
crimination of a value-of-service character, we must first emphasize 

the distinction between this practice and the. practice of joint

product pricing. This distinction was drawn in the previous chap

ter with special reference to railroad rate making. But it is so 
often ignored, despite its high importance for rate theory, that a 
further reference to it is in order. 

Unlike price discrimination, joint-product price differentia
tion is a phenomenon characteristic of the strictest forms of com

petition. In one respect the two practices are akin, in that the 

price relationships of the joint products-cotton fiber and cotton 
seed, hides and meat, superior cuts of meat and inferior cuts, etc. 

-depend on demand relationships and are not determined solely 
by cost relationships.21 But they differ in that the joint-product 
relationships are designed to "clear the markets" for the joint 

produ_cts in view of largely fixed ratios of feasible output. Thus, 
the ~Ifferent charges for the different cuts of meat will adjust 
relative demands so that no meat is wasted, not even the inferior 
cuts. 

On the other hand, value-of-service rate discrimination, instead 
of adapting relative rates to unavoidable relative scarcities of the 
different types of service, curtails the output of the service in less 

elastic demand without bringing this output into an optimum 

balance with the available output of the service in more elastic 

demand. This procedure may be justified for reasons already suo-
gested. But the justification must lie in the choice of the less:r 

evil-in the view that the resulting repression in the demand for 

."" l_n ~igou:s t-;rm.s, _this. amounts to the statement that the only feasible dis
cnmmauon IS d1scnmmauon of the "third degree," The Economics of Wdfarr 
Cha~;. 17. Perhaps the closest practical approach to completelv nonrepressive form: 
of dlScri~inatio~ in public utility rates may be found in skillfully designed block 
rate. makmg, whach allow lower rates to a given consumer for successive blocks of 
se~1ce. See Da~idso?, Price Discrimination in Selling Gas and Electricity, Chap. 2 . 

For a quahficatwn, see footnote 18 of Chap. XVIII. 
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the service discriminated against, while unfortunate, will be less 

unfortunate than the repression in the demands for one or both 
services that would result if both were priced above marginal cost 
but without reference to "what the traffic will bear." 

Thus, if railroad traffic is not evenly balanced between for

ward and backward hauls, the principle of joint-product pricing 
requires the imposition of differential charges in favor of the 

lighter traffic. But this differential is not discriminatory at all; 

on the contrary, uniform pricing would be discriminatory even 
though commissions and courts have not often so regarded it. 22 

Or again, if an electric plant is operating near its full capacity, 

the imposition o£ higher charges for on-peak than for off-peak 
service would actually be required in order to avoid discrimina
tion. 

I stress this point in the present chapter because many of the 

practices of rate differentiation which are called discriminatory 

in popular parlance are nondiscriminatory in an economic sense. 
By the same token, many of the rate uniformities widely accepted 

in current public utility regulation, such as the use of "blanket" 
electric rates throughout large areas within which costs of service 

differ markedly, are discriminatory from the viewpoint of an 
economist. Again we come back to the poilll that the law, so far 

from completely forbidding, actually approves or even requires 
discrimination of many types and degrees.~3 

THE PROBLEM OF DISTINGUISHING BETWEEN DESIRABLE AND 

UNDESIRABLE RATE DISCRIMINATION 

Even if the sole object of public utility rate making were as

sumed to be that of maximizing the profits of a given company, 

"'On the tendency of the lntentate Commerce Commission to forbid or re•trict 
the quotation of low, return-haul rates, see Marvin L. Fair and Ernest W. \¥illiams, 
The Ec01wmics of Transportatior~, rev. ed. (New York, 1959), pp. 6oo-6o1. At times 
the Con1mission has even required that the rates be lower in the direction of the 
greater volume of traffic. I. L. Sharfman, The Interstate Commerce Commissiou, 
Vol. Ill B (:-lew York, 1936), pp. 57D-57'· 

"'Compare the statement by M. A. Adelman that the Robinson· Patman Act, al
though called an antidiscrimination law, consistencly enforces discrimination iu 
that it declines to go beyond severe limits in validating price differences justified 
by cost differences. For it (a) expressly forbids discounts to buyers who avoid 
brokerage costs, (b) permits the Federal Trade Commission to set maximum quan
tities for discounts regardless of savings in cost, and (c) imposes what Adelman 
regards as a hopeless burden of proof of cost differelltials. "The Consistency of the 
Robinson-Patman Act," 6 Stanford Law Review 1-22 (1953). 
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the question how far it would pay this company to "bias" its rela
tive rates of charge by rate differentiation of a value-of-service 
characte~ would be a question of great practical difficulty. To be 
sure wnters on the theory of monopoly pricing have offered for· 
m~l a~swers based on simplified assumptions. But their direct ap· 
phcauon would require a knowledge of demand and cost func
tions which rate makers simply do not and cannot possess,2t 

Even more formidable are the problems raised by the question 
to what extent, and subject to what restrictions, the practice of 
this kind of discrimination is in the public interest. Here too, 
theoretical answers have been offered by recent economists.2~ They 
~ake the form of a statement of conditions for "optimum rates sub
jec~ to a budgetary constraint"-subject, for example, to the re
quuement that the rates of any one company must yield total 
revenues equal to total operating expenses plus a "fair return" on 
ca~ita~ investment. But just as with the problem of price deter
m~nat~o~ for the purpose of securing maximum profits, so with 
thts dtstmct though related problem, their application would call 
for unattainable information about elasticities of demand and 
supply. ~oreover: t~ey depend for their validity on the accept
ance of htghl_Y arufictal s_tandards of social welfare. At the present 
sta?e of thetr formulatiOn, they can hardly serve as practical 
gutdes to the rate maker or rate regulator in his attempt to draw 

01 The problem o~ ?timati~g price elasticity of demand is especially intractable, 
Professor Ernest W1l!•~ms writes: "Unfortunately, little is known in a quantitative 
way. about the el.ast!City of ~emand for the railroad freight service. Since it is a 
denved demand. Jts analys~s 1s fraught with the utmost difficulty." "Railroad Rate 
Levels and Earnmg Power m an Era of Competitive Transport," 2 5 Land Economics 
-!PS-41.3 at 409, (194~). On the ~lastidty of demand for electricity, see D. J. Bolton, 
Electrtcal Engmeermg Economics, Vol. 2: Costs and Tariffs in Electricity Supply 
2d ed: (London, 1951), Chap. 1; Hubert F. Havlik, Service Charges in Gas and 
Electnc Rates. (New York, 1938), Appendix C, "The Relationship between Rates 
and ~onsu~pttm~·:: Samuel Ferguson, "Do Rate Reductions 'Per Se' Bring Increased 
~se? , :':bl1c U~tltt~ Papers (Hartford, Conn., 1947), II, 757-778; H. S. Houthaltker, 
Electnc11y Tanffs m Theory and Practice," 61 Economic journal 1- ( ) 
"'Marcus Fleming, "Optimal Production with Fixed Profits," 20 N ~t ;~g~o.mica 

215;-23~ \Aug., 1953); .M~~cel Boileux, "S~r Ia gestion des monopoles publics astreints 
a I ~uthbre. budg~ta!Te, 24 Econometnca 22-40 (1956). For a closely related prob· 
!em m taxa~10n, see F. P. A. Ramsey, "A Contribution to the Theory of Taxation" 
37 Econ?m!c. ]ourrz.al 47-61 (1927). The general conclusion, based on simplifi~d 
assumptiOns mcludmg assumed independent demands for the various erv'ce · 
that rates should be proportional to the demand elasticities of the vario~s 

1

e 
5

: 

15 

at these r t A )' ed ')' s rvtces a ~· PP I to utt tty rates, Ramsey's article implies that the surcharg 
above m~rgmal cost~ should diminish in th~ same proportion as the demand f:~ 
each servtce. I take 11- that these two proposllions are essentially the same. 
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lines between "due" and "undue" forms and degrees of price 
discrimination. 

How, then, should these lines be drawn in practice? Much of 
the entire literature on railroad rates might be viewed as a dis· 
cussion of this extremely complex question.26 But all that will be 
attempted here is a suggestion of a number of partial, tentative 
answers applicable even to the nontransport utilities. 

First, the legitimate role of the value-of-the-service principle 
is a role limited in its application to a public utility company 
which must charge rates in excess of marginal costs in order to 
meet revenue requirements. Hence, this principle has its most 
clear-cut defense for companies with chronically redundant plants, 
as is the case with most American railroads.27 

Secondly, as a wise, practical rule, value·of·service rate differen· 
tials should not often be permitted unless they can be expected to 
result in lower rates even for those consumers who are discrimi· 
nated against. The possibility of such a happy result was illus· 
trated in the concluding section of Chapter XVI. It arises when 
special, low rates are granted for types or quantities of service 
which could not otherwise be attracted but which will make some 
contribution to total revenue requirements over and above mere 
incremental costs. True, utility rate theory offers no positive 
proof that discrimination should stop at the point just suggested. 
Conceivably, the public interest might be served by a decrease 
in the rates for services in highly elastic demand even at the ex
pense of necessary increases in the rates for services in inelastic de
mand. But considerations of income-distributive fairness would 
be likely to weigh against any such arrangement. 

Thirdly, permission to discriminate in favor of some uses of 
service that could not otherwise be attracted should seldom be 
granted in the absence of good evidence that the favored rates will 

., For a review of tile case law on unjust discrimination, see Isaac B. Lake, 
DisCTimination by Railroads and Other Public Utilities (Raleigh, N.C., 1947). 

11 The principle also applies to companies in a position to enjoy long·run econ· 
omies of scale. Tel~phone companies are not supposed to be in this position, at 
least not tf the unll of output is taken to be a telephone station rather than a 
telephone m~ssage: T.his fact has. led some writers to question the validity of the 
value.of·servtce pnnc1ple as apphed to telephony. But the telephone industry rests 
its defense on what amounts to a "social" theory of reasonable rates-a theory 
based on the importance to the community of indhidual access to the telephone. 
See pp. 1 14-115, supra. 
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cover, not just those short-run incremental costs due to a tem

porary redundancy of plant capacity, but rather those "long-run" 

mcremental costs (including incremental capital costs) which can 

be expected to persist for the indefinite future. Otherwise, there 

arises the danger, noted in Chapter XVII, that the favored cou

sumers will secure a kind of vested interest in the maintenance 

of their preferential rate relationships even after the economic 
excuse for this preference has ceased to be valid.2s 

Fourthly, even if a utility company, by the skillful practice of 

~iscri~ination, could and would thereby reduce all of its rates, 

mcludmg the rates which it charges to those consumers who are 

discriminated against, the practice should nevertheless be for

bidden if it would seriously prejudice the competitive business 

relationships between these consumers and those other consumers 

who would receive a preference. This maxim, which is based on a 

reco~niti~n of th~ high importance of rules of "fair competition," 

ap_rhes with speCial force to transportation rates. But it also ap

plies to nontransport utility rate making with respect to relative 

charges to competitive businesses for larger and smaller amounts 
of electric, gas, telephone, and water-supply services. 

At least in rate regulation under the Interstate Commerce An 

a finding of unlawful discrimination among rates is said to b~ 
contingent on a finding of competitive injury, actual or potential, 

exce~t for the absolute statutory taboo of Section 2 against charges 

of different rates to different persons for a "like and contem

poraneous service in the transportation of a like kind of traffic 

under substantially similar circumstances and conditions." 29 1 am 

no~ s~re whether a. similar statement would apply to the laws re

stnctmg the practice of discrimination by the utilities. But no 

• On_ ~ested·interest claims against rate increases, see the Interstate Commerce 
Comr;nus1on_ staff report on Value of S~roice, Nov., 1959; Antioch Milling Co. v. 
P_u,bhc Servtce Company of Northern lllmois, 4 Ill., 2d 200, 123 N.E. 2

d 301 (
1954

) 

ClUng other cases; Southern Pacific Co. v. Interstate Commerce Commission 21 ~ 
U.s .. 433 (1911). It is my distinct impression that vested-interest arguments 'have 
ca~ted much more weight with commissions than with the appellate courts. 

And except for long· a~~ short-haul discrimination. See I. L. Sharfman, The 
Interstate Commerc: Commtmon, Vol. III B (New York, 1ggg), p. 529, But Sharfman 

notes tha.t ~~ occaston, the C~m~ission has suggested that a rate mav be "undul 
pre.ferenttal merely because It IS so low as to throw an unjust b~rdcn on th~ 
ent1re complex of oth~r traffic. And see New York v. United States 

33
, us 8 

308 (1947) for an indication that the assertion cited in the text s'hould ~t ·,• 4; 
be quahficd. eas 

\ 
\ 
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one can doubt that the competitive-injury injustice of "unjust 

discrimination" is the injury that receives major emphasis by 

courts and commissions. 
In the railroad rate cases, which offer the bulk of the cases on 

undue discrimination under public utility law, the decisions con

cerned with fair versus unfair competitive relationships among 

rates for different types of traffic and for different points of origin 

and destination seem confusing and inconsistent. A discussion of 

these decisions is a major task of the treatises on transportation 

rates. Here let me note merely that the Interstate Commerce Com

mission has only occasionally permitted railroads to quote lower 

rates for freight shipments in trainload lots than for single car

load shipments despite substantial economies in the former type 

of traffic.30 This means that the Commission, probably desiring 

to make some limited use of railroad rates as a positive device by 

which to discourage the growth of dangerously larg·e-scale busi

ness, has actually made mandatory a certain degree of discrimi

nation in favor of the smaller shipper. The wisdom or lack of 

wisdom of this rule, which is similar to a well-known provision 

of the Robinson-Patman Act,31 is a question beyond the realm of 

utility rate theory. 

Enough has been said in this very elementary chapter on the 

character, the advantages, and the abuses of rate discrimination to 

suggest reasons why the law of rate making, no less than the litera

ture on utility rate theory, recognizes alike the justification for 

the practice and the need for its strict limitation. To the econo

mist, this practice is viewed as a means of minimizing the harm

ful effect that would otherwise result from the acceptance of a 

so-called full-cost standard of rate making. But the harm can only 

be reduced thereby, not completely avoided. In the next and final 

chapter, we shall therefore turn to a proposed alternative system 

of rate making designed in principle to outlaw, and not merely 
to restrict, d iscrimi nation. 

"'Sec American Bound Bale Press Co. v. A.T. & S.F. Ry. Co., 32 l.C.C. 4:;8, 463-464 
(tgq); Sharfman, The Interstate Commerce Comnzissiul!, Vol. III B, p. 5'4· 

"The provision authorizing the Federal Trade Commission to place limits on 
quantity sales entitled to further discounts by virtue of cost savings. 
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THE PHILOSOPHY OF 

MARGINAL-COST PRICING 

With only minor exaggeration, this entire book may be viewed 
as an attempt to play variations on a main theme first expressly 
set forth in Chapter III, "The Role of Public Utility Rates." 
This theme runs to the effect that utility rates, like other prices, 

1 
are designed to perform multiple functions as instruments of 

1 economic control. To a high degree, these functions can be per
\ formed in harmony; necessarily so, indeed, since they are partly 

complementary. But the hannony is Ear from complete, for the 
most efficient performance of any one function would require the 
acceptance of a system of rates not also best designed to perfo_rm 
any of the others. In consequence, one of the most frustratmg 
problems of rate theory and of practical rate making is t.hat of 
suggesting and applying principles of workable compromiSe. 

Among these conflicts of rate-making objectives, one of the 
most serious is that between the usually accepted principle that 
the rates of any public utility, in the aggregate, should cover its 
total costs of service, including fixed charges or a "fair return," 
and the also widely approved principle that specific rates should 
be based on the costs of specific amounts and types of service. For 
reasons stated ~n Chapter XVI, these two goals of rate-making 
policy are incompatible except under a somewhat rare coincidence 
in corporate operation and finance. In the absence of such a 
coincidence, any attempt to attain them both completely would 
be as hopeless as would be an attempt to draw a square circle. 

How has rate-making practice undertaken to face this dilemma? 
In the main, except when circumstances have made the gap be-

' PHILOSOPHY OF MARGINAL-COST PRICING 387 

tween the two objectives too wide to jump, it has done so by a 
somewhat qualified grant of priority to the first goal-that of a 
level of rates adequate for financial self-sufficiency. Even here, 
cost-of-service criteria of specific rates and rate relationships have 
received "due consideration." But these criteria have been rele
gated to a subordinate position, yielding precedence to the total
cost standard partly through overt deviations of a value-of-service 
nature, partly through loose "interpretations" of cost of service 
in terms of ill-defined and arbitrary "fully distributed" costs 

i ' ~~:~~r than in fir ~f~5rential or i~cre~ental or m~~inal 

1 .. .!. a Acc~ng, at least "for the purpose of diSCUSSIOn, the tradtttonal 
l. · 

1 
\ priority of the full-cost-coverage goal of rate-making policy, the 
i four preceding chapters have considered methods of rate differen-

I 
I 
I 

'\ tiation designed to permit the attainment of this goal with the 
';least harmful departures from the principle of specific cost pric
J in g. These methods include the limited but substantial resort to 
/price discrimination. But while, under most conditions, their 
/ skillful application may bring about a reasonable degree of har
i mony between the two above-noted criteria of a sound rate struc-

\

.ture, the results are bound to be far from ideal. Indeed, in some 
situations: including those now ~aced by the American railroads 

\and, po~s1bly, by the natural-gas mdustry, the results may becomY; /. ~tr~ 
\~lmost mtolerable. ... . -··· -·- ---~. ·· ....... --- __ ,. -:; 

-Impressed-with--,;;th ~h; theoretical and practical difficulties of ;1} 
any attempt to secure a sound structure of individual rates subject ' 
to the constraint that rates as a whole must cover costs as a whole, 
one important group of modern economists has proposed to seek,_ 
riddance from this constraint. Let all rates be set at marginal costs. 
But if the resulting revenues should fall short of meeting total 
financial requirements, let the deficiency be made good by a tax
financed subsidy. On the other hand, if the total revenues should 
prove excessive, as they may well do if current unit costs of addi
tional plant are far in excess of the unit costs of the existing plant,• 
let at least a large part of the excess be recaptured by the com- . 
munity or by the nation through special taxation or else throug~ 
outright public ownership. .J 

What these economists here propose is a narrowing of the role 
of public utility rates as instruments of economic control. Re-
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lieved of any obligation to supply whatever funds may be re
quired in order to maintain the credit of the enterprise as a go
ing concern, rates can now be designed as single-purpose, pre
cision instruments by which to control the demands of consumers 
for services of different kinds and in different amounts.1 Even 
here, to be sure, rates will play an ancillary role in helping to 
finance the enterprise. But they need no longer be tailored with 
this subsidiary function in mind, since their deficiencies in this 
respect can be made good by another powerful instrument of 
economic control-that of taxation. 

We may restate this proposed limitation of the role of public 
utility rates by saying that these rates should be called upon to 
perform only those functions which they will perform when de
signed as if. their sole purpose were to control the effective de
mand for the services. But an even more restricted role is con
templated by those more thoroughgoing marginalists whose view 
will be set forth in the next section. For, in their concern to use 
utility rates as devices by which to secure the optimum utiliza
tion of an existing utility plant, however excessive or deficient 
may be its present capacity in relation to the potential demand 
for its services, they would apply a short-run measure of marginal 
costs--a measure which may seriously detract from the usefulness 
of rates in the determination of the demand for and supply of 
utility services over extended periods of time. 

Before turning to the basic philosophy of marginal-cost pricing, 
we may comment briefly on its recent history.2 The underlying 
idea is by no means new and is derived from the well-known 
principles of competitive-price determination developed in Eng
land by Alfred Marshall and other "neoclassical" economists of 
the late nineteenth century.3 Under perfect competition as de-

1 A French authority on marginal-cost pricing writes: "Vu sous ce jour, le prix 
n'a pas pour objet de remunerer les depenses du producteur au nom d'un quel
conque principe d'c!quite, mai.! de motiver Ies decisions a venir des consommateun 
de telle manitre que celles-ci ne causent pas dans l'eoonomie de depenseo; irra
tionelles." M. Boiteux, "La Tarification des demandes en pointe: Application de Ia 
thc!orie de Ia vente au cofit marginal," 58 Revu~ g~nerale d'electricite 321-559 at 

323 (1949)· 
"This history down to 1950 is well presented by Nancy Ruggles, "The Welfare 

Basis of the Marginal Cost Pricing Principle," 17 Review of Economic Studies 29-46 
( 19{9-1950); "Recent Developments in the Theory of Marginal Cost Pricing," ibid 
107-126. 

• But Hotelling, in an article cited in footnote 6 below, gives to a French engineer, 
Jules Dupuis, the primary credit for developing the principle in its application to 
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fined by these economists, the prices of all products "tend" to 
come into equality with their average unit costs of production, in 
that such an equality is one of the conditions of static equilibrium. 
But these prices also "tend" to equal marginal costs, both of short
run and of long-run varieties. There is no inconsistency among 
these multiple conditions of equilibrium as long as the products 
in question are produced at unit costs that either stay constant 
despite a change in the rates of output, or else increase with in
creases in output.4 But if any product should be produced un
der a condition of decreasing unit costs, the maintenance of per
fect competition is impossible. 

Public utilities belong to a group of industries which are sup
posed to operate under the latter condition, at least in the typical 
case-a fact often cited as accounting for the need for their regu
lation as a substitute for competition. But the very condition 
which rules out actual competition also rules out any attempt to 
secure by regulation all of the good attributes of competitive 
prices including those of an equilibrium position in which prices 
are simultaneously equal to a whole variety of costs including 
average total costs, short-run marginal costs, and long-run mar
ginal costs. 

As already indicated, public opinion, insofar as it has been 
made aware of the very existence of the dilemma between a full
cost principle of competitive pricing and a marginal-cost prin
ciple, has tended to accept the former principle and to reject the 
latter. Indeed, until well into the twentieth century, the wisdom 
of this choice was not seriously challenged, head on, by the pro· 
fessional economists, most of whom accepted for public utility 
services, as for commodities in general, the traditional precept, 

public works: "De Ia mesure de l'utilit~ d~ travaux publics," Annales d~• pants d 
chaust!es, ~nd Series, Vol. 8, 1884. An English translation appears in No. 2 Interna
tional Economic Papen 85-110 (1952). 

• One might suppose that, if a finn is producing under conditions of increasing 
unit rost, marginal 005ls will exceed average costs. And so they may if the average 
costs are an average of total cosu defined and measured as a regulating oommissi~n 
would do for purposes of determining corporate revenue requirements under a fair
return standard of rate making. But under the theory of a competitive price, the 
total costs of production are defined as the costs to an enterpriser who must buy or 
rent all of his factors of production, including land sites, water rights, rights to use 
the public street•. etc., in a cunent, competitive market. In consequence, any excess 
earnings which might otherwise go to the enterpriser because of an ability to sell 
his product at a marginal cost in excess of average cost are obligingly gobbled up 
by landlords and by other recipients of rents or quasi rents. 
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"Let the beneficiaries bear the burden." Objections to this stand
ard of financial self-sufficiency, while not completely ignored, were 
met with proposals for "practical" solutions, such as that for a 
type of rate base which hopefully would bring the average total 
costs of public utility services within a tolerable range of long
run marginal costs; 5 or such as that for the adroit use of rate dis
crimination designed to bring down toward marginal costs the 
charges for those classes and quantities of service for which the 
demand is unusually responsive to changes in price. 

In 1937, however, this cautious-some writers would even say 
timid-attitude of the academic economists was sharply chal
lenged by Professor Harold Hotelling, then at Columbia Uni
versity, in one of the most brilliantly written articles in the history 
of utility rate theory.6 In a sense, the economic philosophy of this 
article was orthodox in that it accepted a competitive-price rather 
than a "social-value" standard of rate making. But in another 
sense it was heretical, in that it regarded the marginal-cost attri
bute of a competitive price as more important for the purpose at 
hand than the average-cost attribute. This unconventional prefer
ence was based largely on the belief that the price system is al
most uniquely qualified to perform the function of resource al
location or consumer rationing with maximum efficiency, 
whereas, in a regulated monopoly operating under conditions of 
decreasing cost with increasing output, it is not well qualified to 
perform the other functions of a competitive price (those other 
functions set forth in Chapter III, on the role of public utility 
rates) except in an auxiliary manner. 

Both in this country and in Europe, Hotelling's thesis soon 
attained fame among the academic economists and led to a sub
stantial flow of monographs and articles, some supporting his 
position and some defending the traditional principles of "full
cost" pricing.7 The number of his unqualified supporters has been 

• See p. 230, n~ 7, supra, referring to an early debate between Professor Harry Gun
nison Brown anti myself on the relative merits of an original-cost or a reproduction-
cost rate base. V 

• "The General Welfare in Relation to Probl~ of Taxation and of Railway and 
Utility Rates," 6 Econometrica 242-269 (1938}. See also his later note, replying to 
Professor Ragnar Frisch, on "The Relation of Prices to Marginal Costs in an 
Optimum System,'· 7 ibid. 151-16o (1939~Hotelling had presented his main thesis 
at a m~eting of the Econ?metric Societ.Y ·n J?e~ember, 1933· though I believe not 
with h1s newer mathematical proof of Its ahduy. 

7 See the articles and books noted by Na, cy Ruggles in her previously cited re-

' \j 

lqj[ 
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very small. But this fact by no means belies the significance of 
his contribution to the theory of public utility rates. For he has 
substantially influenced the development of this theory, even on 
the part of those writers who still insist that "rates as a whole 
should cover costs as a whole." 

It is a most disturbing commentary on the lack of communica
tion in America between writers on the economic theory of public 
utility rates and persons engaged in the actual practice of rate 
making or rate regulation that few of these latter persons are famil
iar with, or interested in, the philosophy of marginal-cost pricing. 
Partly in the hope of bringing this philosophy to the attention of 
the practitioners, I close this book with the following elementary 
exposition and appraisal. 

SHORT-RUN MARGINAL-COST RATE MAKING 

For reasons already stated in Chapter XVII, the significance of 
the distinction between marginal-cost and average-cost pricing is 
far greater when the former alternative is taken to mean pricing 
based on short-run marginal cost than when it is taken to mean 
pricing based on a persistent or chronic or long-run marginal cost. 
While the broad distinction is significant even under the latter 
interpretation, it is revolutionary only under the former. We shall 
therefore first consider the case for marginal-cost pricing in its 
former, uncompromising sense-the sense accepted by Hotelling. 
A technical treatment of its rationale would be an elaborate pro
cedure, involving mathematical analysis based on a host of simpli
fying assumptions. But a general idea of the argument in its favor 
is easily presented-all the more so here since it is implicit in the 
more familiar acceptance of "out-of-pocket cost," the popular 
version of marginal cost, as a measure of minimum rates. 

By way of illustration, let us borrow Hotelling's example of a 
very simple type of public utility plant, that of a toll bridge for 
motor vehicles. The bridge, let us say, is owned and operated by 
a public authority, which has financed its construction by the sale 

view (footnote 2) of the literature. Compare, e.g., the defense of full·cost pricing by 
Professor R. H. Coase with the qualified support of marginalism by Professor Wil
liam S. Vickrey: Coase, "The Marginal Cost Controversy,'' 13 N.S. Economica 16g 
(1946); Vickrey, "Some Objections to Marginal-Cost Pricing," 56 journal of Political 
Economy 218 (1948). For a significant book on the subject by a socialist economist, 
see Burnham P. Beckwith, Marginal-Cost, Price-Output Control (New York, 1955). 
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of revenue bonds. In line with the traditional principle that public 
utility rates must cover total costs, the toll must be set at the mini
mum deemed necessary to pay the annual maintenance costs of the 
bridge plus fixed charges, which are here composed of interest 
charges plus amortization. Ignoring for simplicity the limited pos
sibilities of differential tolls, let us assume that the required toll is 
$I per crossing. This toll reflects the average total cost of the 
service. 

Now let us note the economic harm done by this orthodox at
tempt to base utility rates on the financial principle that "every 
tub should stand on its own bottom." Assume, first, that the bridge 
has a capacity at least sufficient to accommodate all traffic forth
coming on a toll-free basis. On this assumption, the levy of the $I 
toll is economically unsound, since its deterrent effect will prevent 
the bridge from being put to its fullest feasible use. Indeed, on the 
only slightly inaccurate assumption that even the maintenance 
costs of the bridge will not be affected by the amount of use, the 
imposition of any toll whatever is unsound.8 All of the costs being 
"sunk costs," they should have been paid for, directly or indirectly, 
entirely by taxation, just as are city streets and sidewalks. 

But what about the situation that will probably arise, sooner or 
later, when the bridge traffic, especially if stimulated by freedom 
from tolls, threatens to become too congested for safe handling by 
the present bridge? When this time arrives, a toll should be im-

• This statement requires qualification since it makes the simplifying assumption 
that, up to some definite point of "serious traffic congestion," the qualltyJof the 
bridge-crossing service remains unaffected by the traffic. In fact, however, this 
quality, as measured by speed, comfort, and safety, will deteriorate gradually with 
increases in traffic, since each additional driver will get in the way of other drivers. 
As long as the bridge remains toll free, every user therefore imposes a cost upon 
other users which he is not required to defray. This means that the marginal social 
cost of bridge service then exceeds the cost imposed upon any one user. In theory, 
there should be a toll sufficient to deter use of the bridge by anyone to whom the 
value of the service is not sufficient to warrant the extra traffic congestion which he 
imposes on other users. See a much cited discussion of this point by Professor Frank 
W. Knight, taking- issue with a position previously held by Professor Pigou: "Some 
Fallacies in the I~terpretation of Social Cost," g8 Quarterly journal of Economics 
582~ (1924), reprinted in Knight, The Ethics of Competition (New York, 1936). 
The subject is very important in the field of highway-transportation economics and. 
as will be noted later, has an important bearing on rate-making policies for local 
transit. See Martin Beckmann, C. B. McGuire, and Christopher B. Winsten, Studies 
in the Economics of Transportation, a series of studies for the Cowles Commission 
(New Haven, Conn., 1956). Telephony presents a situation reverse from that here 
mentioned in that the addition of another telephone subscriber may add to the 
"value" of the service enjoyed by the other users. 
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posed. But the amount of the toll should be in no way determined 
or limited by the authority's financial needs. Instead, it should 
be made high enough to preclude serious traffic congestion by lim
iting the use of the bridge to those persons who are ready to pay 
the potential "market-clearing" price for this use. In an extreme 
situation in which an unexpected or unprovided-for growth in po
tential demand for river crossings makes the present capacity of 
the bridge grossly inadequate, a toll as high as, say, $10 might well 
be required. This toll should be removed completely if and when 
a later enlargement or duplication of the bridge again makes the 
capacity redundant. 

But would not the imposition of this market-clearing toll violate 
the very principle of marginal-cost pricing which Hotelling has 
advanced as a general substitute for pricing based on average total 
cost? The answer is no, although the definition of "marginal cost" 
must here be extended so as to give it a relevant meaning without 
sacrifice of its economic significance. For, if the bridge traffic has 
now reached its uppermost limit, the marginaL social cost of per- 1 f ,/ 
mitting any one vehicle to use the bridge is measured by the value va I~ '(, 
of the opportunity of use that must be denied to the highest ex- ';L )f 1/ 
eluded bidder. This bidder is the potential user who is barely de~l\ JV,( ,';,. j 
terred by the obstacle of the $10 toll. In other words, the relevant r I I 

marginal cost, instead of being a _production <;ost, !s here a~ ? 
~usion cost as measured by the Jllar~nal value of the service. ' 

t:aierWfiiers have eraGOrated on otelling's bridge illustration 
by noting the "economic distortion" that may result from the 
imposition of different tolls on different bridges or highways de
signed to meet separate tests of financial self-sufficiency, project by 
project.9 Where optional routes are available for trucks and passen
ger cars, the resulting mixture of high-toll, low-toll, and no-toll 
routes is almost sure to lead to serious economic wastes, because it 
motivates the road users to base their choices on relative money 
costs that do not reflect relative social costs. 

But the toll-bridge illustration is merely a simple example of 
the asserted advantages of marginal-cost pricing over full-cost pric
ing applicable to all public utilities-applicable, in short, to a 

'Particularly William S. Vickrey, "Some Implications of Marginal Cost Pricing 
for Public Utilities," 45 American Economic Review, Proceedings 6o5-62o (1955). 
Professor Vickrey has become the leading American authority on marginal-cost 
pricing in its application to public utilities. 
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vitally important group of noncompetitive industries with respect 
to which the gap between the two types of pricing is especially wide 
and especially menacing. To be sure, marginal costs even of a short
run variety are less likely to be merely trivial for these other utili
ties than for toll bridges. Moreover, opportunities for rate discrimi
nation as a means of full-cost recovery are likely to be much better. 
But the general principle still applies. And, as to the use of discrimi
nation as a device by which to jump the gap between average-cost 
and marginal-cost standards, Hotelling cites some unhappy conse
quences of the attempts by railroads to make these jumps as failing 
to justify any complacency toward this device for the attainment of 
essentially inconsistent advantages. 

In recent years, many railroad properties, including rights of 
way, tracks, and passenger terminals, have become redundant as a 
result of the growth of competing forms of transportation, com
bined with technological progress in signalling, etc., with respect 
to main line hauls. This redundancy, moreoVI~r, may last for a long 
time-some of it as long as the structures remain standing. Mean
while, attempts to put the existing properties to their best available 
use are seriously handicapped by the largely hopeless attempts of 
the railroads to secure a "fair return" thereon and by the pressure 
upon the. Interstate Commerce Commission to sanction rates de
signed to yield such a return.10 Professor Hotelling's proposal 
would meet this situation by a general reduction of railroad rates 
to short-run marginal costs. This reduction would apply to entire 
railroad rate levels instead of being confined to a discriminatory 
and distortionate reduction of those particular rates that must be 
reduced in order to meet the immediate and direct competition of 
the road and water carriers. Any resulting fair claims by railroad 
investors for restitution for this retroactive change in rate-making 
policy would be cared for, presumably, by a government-financed 
indemnity. 

10 The seriousn~ss of the handicap can be appreciated when one recognizes that, 
if a railroad or \u-tility company were entitled to annual changes in rate levels 
designed to yield a stable "fair rate of return" on the net ittvestment in, or so
called value of, its property, year after year, it would need to raise rates during 
years of depression and lower them during years of prosperity-a viciously cyclical 
procedure. Indeed, the Interstate Commerce Commission actually gave the rail
roads permission to make emergency rate-level increases in the depression period of 
the 1930s. Marvin L. Fair and Ernest W. Williams, Jr., Economics of Transporta
tion, rev. ed. (New York, 1959), p. 576. 
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CRITIQUE OF PROPOSAL TO FIX RATES AT 

SHORT-RUN MARGINAL COSTS 

395 

Reserving for a later section a discussion of the much milder 
proposal to base rates on marginal costs of a long-run character, 
let us now consider critically the merits of the far more drastic 
proposal to base rates on short-run marginal costs.11 Already some:} 
of the more serious objections have been noted in Chapter XVII, 
which discusses the relative merits of the two major types of margi
nal costs as measures of minimum rates. 

First, let us recall that, with most public utilities, the really sig
nificant choice is not a simple choice between marginal cost and 
average cost as the basis of rate making. To be sure, the assumption 
that the rate maker faces this dire dilemma is not too far from real
ity in the toll-bridge example, since here the practical opportunities 
for rate differentiation are severely limited. Hence the bridge ex
ample presents an unusually forcible case for the adoption o£ 
marginal-cost pricing or, at least, for the abandonment of any 
attempt to make each particular bridge rest on its own financial 
foundations. But with railroads and most other utilities, there 
exists a wide variety of plausible rate structures, including those 
which resort to multi-part rate making, block rate making, and 
various forms of discriminatory pricing. Most of the rate structures 
now in effect are subject to material improvement with advances 
in the technique of rate design but without abandoning the total
cost principle. While none of them can be expected to have all 
of the consumer-rationing advantages of unqualified marginal-cost 
pricing, neither can they be assumed to result in economic losses of 
the order of magnitude of those suggested by an attempt to make 
a particular toll bridge financially self-sufficient through a uniform 
charge of so many cents or dollars per vehicle per crossing. Unfor
tunately, however, the measures of the relative gains and losses of 
marginal-cost pricing versus any given type of discriminatory, full-

1.1 For one of the most well-balanced critical appraisals of marginal-cost pricing, 
both of the short-run and the long-run varieties, see Robert W. Harbeson, "A 
Critique of Marginal Cost Pricing," 31 Land Economics 54-74 (1955). Harbeson 
comments on one criticism not discussed in this brief chapter: that the supporters 
of marginal-cost pricing for regulated monopolies ignore the supposed failure of 
unregulated prices to come into accord with marginal costs under the most widely 
prevailing types of competition, namely, "imperfect" or "monopolistic" competition. 
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cost pricing that are suggested by economic theory are impossible 
to apply in terms of present factual knowledge. 
... Secondli • .JVe must consider whether or not the almost undeni
ably superior efficiency of short-run marginal-<:ost pricing as a 
means of securing the optimum utilization of a plant of temporar-

J J / ily redundant capacity 12 warrants the surrender or impairment of y (ttl,,' cf" all of the other important functions of utility rates, even the func
~- tion of aiding in the control of the demand for and supply of utility 

services in the longer run. By and large, the major influence exer
cised on consumer demand for utility services by any current rates 
of charge for these services is an influence ba~ed on the expectation 
that these rates indicate, at least in a general way, the rates that will 
remain in effect over a considerable period of time. For it is the an
ticipated, fairly long-run costs of service which a potential con
sumer wisely takes into account when he faces a decision whether 
to commute from New Jersey to New York despite the daily pay
ment of tolls on the George Washirt&ton Bridge; or whether to 
equip his home with an electric range' or with electric space heat
ing; or whether to locate his aluminum plant on the St. Lawrence 
River rather than in the state of Washington. Once having become 
dependent on the services required for the operation of expensive 
complementary equipment, the consumer's responsiveness to tem
porary changes in rates of charge will probably be very limited. In 
short, the price elasticity of demand for utility services can be 

~ texpected to be much greater in the fairly long run than in any very 
.....--/'- short period of time. But if utility rates were to be made as volatile} 'i. 

as would be required by the mandate of conformity to short-run Jl 
marginal costs, they would deprive consumers of those expectations 
of "reasonable continuity" of rates and of rate relationships on 

"'Even this claim of superiority must be conceded only on the assumption that 
the better-than-nothing use of temporarily excess capacity will not materially inter
fere with possible emergency use. Instant readiness to serve may well be the best 
use of idle capacity. Professor Eli W. Clemens had this point in mind in doubting 
the wisdom o'f proposed attempts by electric utilities to encourage three-shift factory 
loads by the ~ncession of very low rates for off-peak industrial service. 23 Southern 
Economic journal 92--93 (1956). Resort to three shifts, he recalled, was one of the 
major ways by which the country avoided a menacing power shortage during the 
Second World War. "One day's loss of lives," he added, "constitutes quite a lot of 
marginal disutility." To the same effect, see Emery Troxel, "Reserve Plant Capacity 
of Public Utilities," 26 Land Economics 145-161 (1950), quoting at p. 150 from a 
significant book by the South African economist, Professor W. H. Hull, entitled 
The Theory of Idle Resources (London, 1939)-
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which they must rely in order to make rational advance prepara
tions for the use of service. 

Thirdly, and closely related to the objection just mentioned, 
there is the probability that short-run marginal-cost rate making 
would deprive utility managements of an almost essential guide to 
intelligent decisions as to the needs for plant expansion. Under 
prevailing systems of rate making, managements base their esti
mates of future service requirements on a projection of past growth 
trends in the consumption of different classes of service. Their 
provisional assumptions that these same trends will persist in the 
future are premised on the expectation, not necessarily that rates 
will stay fixed, but at least that they will remain in fairly stable 
relationship to the prices of other products. But if current rates 
were to rise and fall with changes in current marginal costs, the 
resulting unpredictability of future demands might seriously hand
icap managements in timing their programs of construction.13 

In his defense of short-run marginal-cost pricing, Professor Hotel
ling argued that the construction and expansion of public utility 
plants and of other public works are seriously retarded by the tradi
tional and fallacious assumption that the economic justification of 
a proposed project depends on a finding that it can be made to 
yield revenues at least sufficient to cover its total operating and 
capital costs. This assumption, he declared, ignores the failure of 
the anticipated revenues to reflect those benefits that will accrue to 
consumers in the form of "consumers' surplus"-benefits measured 
by the excess in the highest prices that consumers would be willing 
to pay for different amounts of service rather than go without, over 
the prices that they will be required to pay under any feasible 
system of more or less uniform prices. While this point certainly 
suggests a complicating factor in a cost-benefit analysis of a large 
public-works project, it is not a convincing argument for the gen-

,. But my colleague Professor Vickrey, who has kindly read this chapter in man~
script, disagrees sharply. "Far from making the timing of constructiOn more dif
ficult," he writes, "fluctuating rates would provide an instrument whereby demand 
could be adjusted to supply, so that the consequences of an unexpectedly large 
surge in demand, or failure of supply due, say, to drought, would be much ~ess 
disastrous. Therefore a much smaller margin of excess demand to protect agamst 
these contingencies would be necessary. At the other end of the scale, excess ca_pacity 
provided by overoptimistic planning would be utilized mor~ fully so _that mistakes 
in this direction would be less wasteful also. Compare Ontano Hydro m the depres
sion." I have cited the Ontario Hydro experience in an earlier chapter, p. 335· 
supra. 
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era! abandonment of a financial self-sufficiency test of utility plant 
expansion. For, if consumers' surplus is to be included in a calcula· 
tion of the benefits derivable from any proposed expansion, then it 
must also be included on the cost side of the cost-benefit balance 
sheet, in the estimate of the "opportunity costs" of public utility 
plant construction--<:osts which may include the withholding of 
economic resources from the construction of plants designed to 
produce other products, the sale of which would also yield a con· 
sumers' surplus.14 

In the fourth place, we must consider the question whether the 
claimed advantages of short-run marginal-cost pricing as a means 
of improving utility rate structures, even if substantial, would still 
be great enough to warrant the required resort to tax-financed 
subsidies. The most popular objection to subsidies is based on 
the declared unfairness of a system of rates which requires non
consuming taxpayers to subsidize the beneficiaries. But quite aside 
from any such considerations of income-distributive justice, there 
are serious political objections to wholesale extensions of public 
subsidies: namely, that legislative grants of subsidies come so 
largely through the efforts of pressure groups and of regional inter
ests which are under little impulse to weigh the benefits to them
selves against the costs to other people. Even so, of course, many 
subsidized public projects will be justified, since many of them will 
have great social value even though their benefits are not of the 
type that can be made vendible except, perhaps, to a limited degree. 
But a general proposal to bring the country's railroad and other 
public utility systems into this category for the sake of the possible 
benefits of short-run marginal-cost pricing s~ems to me too por· 
tentous politically to deserve favorable consideration. 

Finally, and apart from any general objections to a scheme of 
rate making which taxes nonbeneficiaries for the benefit of the 
beneficiaries, there is another reason for a refusal to impose upon 

"The traditional cost-benefit analyses of public-works projects by the U.S. Corps of Army Engineers and the other government agencies include no allowances for consumeu' and producers' surpluses as such, although they t\lke account of the same phenomena in their estimates of indirect henefits. A pioneering study of public-project evaluation by Otto Eckstein seems to support the conclusion that, on the whole, the traditional analyses follow techniques tending to result in over· optimistic conclusions as to the ratios of benefits to costs. Water-Resource Develop· menl (Cambrid~, Mass., 1958). See also John V. Krutilla ancl Otto Eckstein, Mul· tiple Purpme River Development (Baltimore, tgGB). 
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the country's existing tax system a part of the burden .now born.e 
with only moderate efficiency by its price system. Th1s reason IS 
that the only forms of taxation still available to carry the extr~ 
load are of a highly imperfect nature, with t~e resul~ that_ the addi
tional taxes might have mo~ serious repressive or d1stortm~ effects 
on the nation's economy than full-cost-recovery rate makmg has 
on the outputs and prices of utility services. In his article. in 1938, 
Hotelling recognized this danger and proposed to meet It by the 
use of certain taxes arguably not subject to shifting, such as tax~s 
on land-site values, inheritance taxes, and income taxes. But m 
view of the critical subsequent rise in the nation's tax burdens, any 
hope of finding additional sources o~.~ublic _subsidies in the form 
of yet unused taxes that are "neutral m theu effect on the alloca· 
tion of the country's economic resources seems extremely remote. 
Certainly neither the corporate nor the individual income. ~ax 
could any longer be regarded as such a source. The most promlSlng 
alternative might well be the resort to a widely spread excise t~x, 
such as a sales tax, the use of which would permit the reduc~1?n 
of the wide gaps between the rates and the marginal costs of utlhty 
services in exchange for a slight increase in the narrower gaps b~
tween the prices and the marginal-production costs of commodi· 
ties and services throughout ·a much larger sector of the economy.

15 

THE ALTERNATIVE STANDARD OF 
LONG-RUN MARGINAL COSTS 

One may summarize the foregoing criticisms of the proposal to 
base utility rates on short-run marginal costs by saying that, m 
giving sole consideration to one very limite? though_ i_mp?rtant 
function of prices, that of securing the opumum u11hzauon of 
whatever plant capacity exists at a particular time, it would sur· 

u The sales tax or some similar, widely applied, excise tax, o~ce so largely op· posed by economists in ~iew of its regressive character, has regamed status am~ng many economists, who recognize the serious distortion effects of the cu~ren~ htgh income taxes and of other taxes of a designedly progressive nature .. But m vtew of the nation's need 10 devote far more of its resources to no~vend1ble prod~cts of hi h social value, such as in public education, health servtce, a~d r~crea~10n-a ne~d so persuasively argued by Professor John Kenneth Galbral!h tn ~Is The A(fiuent Society (Boston, 1958), one may doubt the wi~dom. ~f resot~ to exciSe taxes in order to subsidize the production of ~endible pubhc utility servtces. !~deed, the mere cost of administering such taxes might offset whatever value they mtght other· wise have in securing a better allocation of resources. 
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render other functions of even greater importance including, par
ticularly, that of the long-run control of the demand for and supply 
of utility services. Mainly for this reason, I take it, the proposal 
has won little support even from those economists who are most 
impressed with the shortcomings of full-cost standards of rate 
making. 

But another version of the marginal-cost principle has enlisted 
more sympathetic interest among academic economists: the prin
ciple of rate making based on long-run marginal costs. As yet, at 
least, even this far milder version has made no appeal to the legis
latures or rate-making practitioners of this country or of England. 
But on the European continent it has made some headway among 
the administrators of the nationalized railroads and utilities.l 0 And 

in France the principle has already been put into partial appli
cation, particularly by the electric power system (Eiectricite de 
France).17 . 

The basic distinction between short-run and long-run marginal 
cost has been discussed at length in Chapter X VII and need not be 
restated here. Advocates of either type of cost as a measure of rea
sonable rates accept, as the primary objective of rate-making policy, 
an optimum-allocation or consumer-rationing objective even if its 
realization calls for the surrender of the traditional principle of 
financial self-sufficiency. But the long-run marginalists emphasize 
the need for a relatively stable and conti.nuous level or trend of 
rates, in the belief that the rates which have the most important 
effects on the demand for and provisions for utility services are 
rates that may be expected to persist over a considerable period of 

"See The Theory of Marginal Cost and Electricity Rates, published by the Or
ganization for European Economic Co-operation (Paris, 1958). 

"See Thomas Marschak, "Capital Budgeting and Pricing in the French Na
tionalized lndus~ries," 33 journal of BusineJs of the University of Chicago 133-156 
(tg6o). The engmeer-economists of these industries-notably Mr. Marcel Boiteux, 
Vice President in charge of economic studies, £lectricite de France-have been in 
adrance of illl)' other writers in their contributi,ms to the principles of rate making 
based on marginal cost. In addition to the articles cited in footnotes 10 and 21 of 
Chapt~r XVIII, footnote 25 of Chapter XIX .. and footnote t of the present chapter, 
see Botteux, "La Vente au coOt marginal," Revue franraise de /'energie, Dec., tgo;6; 
"Le Tarif vert d'£lectricite de France," ibid., Jan., 1957; "Les Tarifs de Ia concession 
d'alimentation generale d'E.D.F.," in a later issue of the Revue for 1957. See also 
Gabriel Dessus, "The General Principles of Rate· Making in Public Utilities," trans
lated, International Economic Papers, No. 1, s-•• (1951); Dessus and Fleurquin, 
"Les Tarifs de gaz et d'electridte et !'orientation du consommateur," r.S Revue 
d'tconomie politique 513-546 (1948). 
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time. Hence, the most important marginal costs for purposes of 
rate control are the normal or persistent marginal costs rather than 
the very short-lived marginal costs that may fall almost to zero in 
some brief period of time, only to rise to several times average total 
costs soon thereafter. For this purpose, however, "long-run" mar· 
gina) costs must be given a flexible and frankly indefinite interpreta· 
tion, since any attempt to fix rates today by reference to cost func
tions that may not materialize, say, for twenty-five years or more 
would be utterly foolish. In short, the costs that should be covered 
by the rates are the marginal costs that are "permanent" in the 
sense used by a dentist when he refers, optimistically, to a perma· 
nent rather than a temporary filling. 

Although long-run marginal-cost rate making must rest its claim 
for acceptance primarily on its asserted superiority from the stand
point of optimum resource allocation, it has an important second· 
ary advantage over the short·run alternative in requiring far less 
drastic departures from the orthodox requirement of full-cost 
pricing. As noted in Chapter XVII, this conclusion follows from 
the very definition of long-run marginal cost-a definition which 
treats all costs as varying with rates of output, even the so-called 
fixed costs. Indeed, with utility enterprises that have already at
tained the major economies of large scale, rates set at long-run 
marginal costs may be sufficient, or more than sufficient, to yield 
total revenue requirements. Under these conditions, the proposal 
to adopt marginal-cost pricing of the type now under review would 
not conflict with the maintenance of the traditional principle that 
rates in the aggregate must cover total costs. But down to the present 
time, both the theory and the practice of utility cost analysis are 
too primitive and too meager to supply an answer to the question 
how prevalent such conditions may be.1s 

The very reasons, however, which make the proposal to set util
ity rates at long-run marginal costs more "practical" than the pro
posal to ad just rates to short-run changes in marginal costs also 
constitute reasons for doubting its net advantages over full-cost 

,. In an unpublished study based on Interstate Commerce Commission data for 
tgg6, the resulu of which he presented at the meeting of the Econometric Society 
in Montreal, Sept., 1954, Professor William S. Vickrey has estimated that, for Ameri
can railroads as a whole, long-run marginal costs of freight service may well con· 
otitute from 75 to So per cent of average total costs. He notes that, as his study was 
based on cross-section comparisons at different actual densities of traffic, "it 
represents the extreme long-run end of the spectrum of marginal costs." 
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pricing as a generally applicable basis of rate control. Its best claim 
for serious consideration can be made in those situations in which 
the traditional attempt to make "rates as a whole cover costs as a 
whole" must be judged hopeless or intolerably wasteful in the 
light of experience. A verdict of this nature would almost surely 
apply to the city rapid-transit systems and may well apply to the 
entire American railroad industry, taken as a whole. The intercity 
railroads are vainly struggling to earn capital-attracting rates of 
return against the competition of heavily subsidized alternative 
forms of transport. Their chances of survival might be better if 
all of their rates, and not merely the rates for commodities or routes 
that face direct competition, could be brought down to levels set 
by standards of marginal costs over an extended period of time. 

But one must not assume that marginal-cost rate making, 
whether short-run or long-run, offers a general solution of all of 
those rate-making problems raised by the inability of a utility to 
cover its full costs by the sale of its services. For there are many 
possible explanations of this inability other than the presence of a 
gap between marginal costs and average total costs. The local 
transit systems, for example, face competition from drivers of 
private cars, each of whom gets in the way of the others by adding 
to the traffic congestion. Under these conditions, subway fares 
should probably be set at les.~ than marginal costs if the lower fare 
will serve to diminish congestion on the surface. A somewhat simi
lar situation prevails on the railroads, which must compete with 
road and water users whose marginal private costs of using public 
highways and waterways understate the marginal social costs of 
maintenance and expansion. For these reasons, as well as for the 
reason that national-defense considerations may require the main
tenance of railway facilities that are excessive for peacetime use, the 
marginal-cost-pricing philosophy of rate making is subject to im
portant deviations in the direction of "social" principles of rate 
making. 

MARGINAL-COST PRICING AND 
PUBLIC UTILITY TAXATION 

Even though marginal-cost pricing may never win, or deserve to 
win, such widespread and unqualified acceptance as to supersede 

PHILOSOPHY OF MARGINAL-COST PRICING 

the traditional principle of full-cost coverage for entire rate levels, 
it may nevertheless have increasing influence of an indirect nature 
as it gains in familiarity, in theoretical development, and hopefully 
in the prestige of successful partial application in France and else
where in Europe. One possibility-remote, I fear, for the immedf-l., 
ate future-is that it may influence utility and railroad taxatio.J 
in a downward direction. This possibility calls for a comment. But 
the comment will be brief, since the subject of taxation is far be
yond the scope of the present book. 

In a study made in the early 1920s,18 Dr. Herbert D. Simpson of 
Northwestern University concluded that the history of American 
railroad and utility taxation could be divided into four stages. The 
first stage, which was in the development period of the canals, turn
pikes, and railroads, was one of "reverse taxation"-of outright gov
ernmental subsidy. The second stage was that of complete or par
tial tax exemption. In this period, which ended around the middle 
of the nineteenth century, proposals to tax the r<!ilroads were re
garded as "radical." The third stage was that of attempted uni
formity of taxation-a uniformity that proved impossible to achieve 
because of the difficult problems of utility property-tax assessment. 
The fourth and final stage was that of special types of utility taxa· 
tion, many of which discriminated harshly against the utility com
panies as compared to other taxpayers. Thus, said Dr. Simpson, 
"the pendulum in this field of taxation has swung from outright 
subsidy and exemption at one extreme, through the uniformity 
period, and over to high and discriminatory taxes at the other ex
treme." 

When Dr. Simpson wrote, he believed that the time was ripe for 
a return to a policy of uniformity, although this uniformity might 
best be approached by modification of the special utility taxes 
rather than by the inclusion of utility properties under general
property taxation. And his view may well have reflected the general 

"Manuscript of lecture on "Taxation of Public Service Companies" published in 
Herbert B. Dorau, ed., Malerials for the Study of Public Utility Economics (New 
York, 1930), pp. 471-490. Professor Harold M. Groves divides utility-tax history into 
three periods: those of (a) subsidy, ending at the end of the nineteenth century, 
(b) neutrality, ending with the depression of the 193os, and (c) "special burdens" 
from 1930 to date. Financing Government, 5th ed. (New York, 1958), p. 336. One 
tax expert whose name escapes me writes that public utility companies "are taxed, 
for the most part, as though the regulating commissions do not exist; tax author
ities and regulators scarcely seem aware of their conflicting purposes." 
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trend of American tax philosophy at that time. But there soon took 

place a tendency to revert to discriminatory taxation. This tendency 

may have been stimulated by a growing belief that utility rate regu

lation, handicapped by the Supreme Court's current rulings on a 

"fair-value" rate base and by the growth of uncontrollable holding 

companies, was proving impotent to prevent utility companies 

from earning excessive profits. Taxation was therefore looked upon 

as a device by which to offset the shortcomings of regulation. 

Since the Second World War, this excuse for high utility taxation 

has lost most of its force. But its place has been taken by the legisla· 

tive recognition of the utility companies as unusually convenient 

and stable sources of revenue for hard-pressed government treas· 

uries. Hence, utility services have been subject to special taxes, 

including excise taxes some of which are charged directly to the 

consumer, the others being charged to them indirectly ~hrough 

their inclusion as legitimate operating deductions whenever rates 

are readjusted by public service commissions. 

At the present time, the sum total of local, ~tate, and .Federal 

taxes paid by the utility companies amounts to a substantial frac

tion of their gross revenues. For the private e Iectric companies in 

the aggregate, this fraction was reported as l(l per cent in 1957 but 

came to 25 per cent or more for specific companies. For telephone 

companies the ratio of taxes to operating revenues has been even 

higher, on the order of 30 per cent. Typically, somewhat more than 

half of a utility's tax bill is for Federal corporate income taxes. But, 

under a rule laid down by the Supreme Court in the 192os,20 allow

ance for these taxes is also included in a commission's calculation 

of a company's total rev~nue requirements. 

Assuming, as it seems plausible to assume, that this complex of 

utility taxes imposes a proportionately higher tax burden on. t_he 

prices of utility services than nonutility taxes impose_ on non~tihty 

commodities and services, there tends to result a mtsallocation of 

economic resources-an allocation of inadequate resources to the 

production of electricity, railroad transportation, etc. An~: to 

the extent to which utility services are produced under conditiOns 

of declining unit costs, this discrimination compounds the short· 

comings of a rule of rate making which requires a utility company 

to recover its total costs by charges for its various services. Indeed, 

"Galveston Electric Co. v. Galveston, z58 U.S. ~88, ~99 ( 1922). 

. ' 
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the most practical way to avoid or minimize these shortcomings 

may well be through tax discrimination in the opposite direction. 

But im~onant as is the likelihood that, on the whole, utility 

taxes are higher than they should be, relative to the taxes embodied 

indirectly in the prices of nonutility commodities and services, 

even more important is the high probability that these taxes dis

criminate against the supply of particular types of utility services. 

The most outstanding example of this situation is that in the field 

of. transportatio~J, _where the heavily taxed railroads must compete 

\~Ith other, s_ubstdt~ed forms of transportation. As long as this situa

tion of subs1dy extsts for road, water, and air carriers, sound eco

nomic policy dictates a closer approach to symmetry by the grant 

of complete or partial tax exemption to the railroads. 

I dose this book by ralSlng one other serious question about 

utility taxation in its relation to rate-making policy. It concerns 

th~ marked differences between the high taxes imposed upon the 

pnvate electric utilities of this country and the relative freedom 

~rom taxes or tax equivalents enjoyed by the electric plants operat

mg under Feder.al, state, o~ loc~l ownership. Needless to say, op

ponents of pubhc ownership bitterly resent this tax differential. 

But even those who, like the present writer, favor a substantial but 

limited number of publicly owned electric systems, such as that of 

the Tennessee Valley Authority, cannot fail to be concerned with a 

ta~ situation that makes so difficult any fair comparison between 
pnvate-plant and public-plant performance. 

By all n_1~ans the most desirable way by which to secure greater 

compara_bii.ny of pe.rformance would be substantially to reduce, if 

not .to ehmtnate, pnvate utility taxation. But if the only politically 

feasible way to secure equalization is to raise the tax burden im

posed on the services of the public plants, there then arises a di

le~ma, and the choice of the less seriously penetrating horn is not 
easily made. 

I~ earlier y~ars, when the country's great Federal hydroelectric 

pro~ects were m their development stages, tax exemption of these 

proJects seems to me clearly to.have been the wiser choice. To

day, when. thes~ public projects are now full-fledged going con

cerns, _the Issue Is far I~ss clear. There still remains one strong argu

ment m favor of continued tax exemption: namely, that the coun-
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try as a whole may benefit from the presence of a limited number 
of tax-free plants which can serve as experiment stations in develop· 
ing and supplying the demand for power by means of promotional 
rates lower than those with which a tax-burdened enterprise can 
afford to experiment. The Tennessee Valley Authority's experi
ence in the widespread promotion of a house-heating load may be 
of this nature. But when public plants receive a high tax advantage, 
whether for this purpose or any other, they lose much of their value 
as yardstick plants against which to measure private-plant perform
ance. Moreover, freedom of public plants from the Federal taxa
tion imposed on private utilities gives to public ownership a fac
titious advantage over private ownership, viewed from the self
interested standpoint of a local community, that must interfere 
with an unbiased appraisal of the relative merits of the two forms 
of organization from the standpoint of the nation. My present, 
tentative, opinion is that the weight of the argument favors at
tempts to put publicly and privately owned electric power systems 
more nearly on a par, tax-wise, by a combination of a heavier public 
tax load and a lighter private tax load. But this is not a book on 
public utility taxation or on public ownership. and the questions 
raised here demand thoroughgoing separate studies. 
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Acquisition adjustment account, 175·'78. 
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123 n. 4 

Brandeis, J usticc Louis D .. 96, 164, 173 J 
n. 1, 174 n. 2, 184 n. 15, 227 11. 4• 247_..~= 
"·7 .~ "Brannan Plan" of farm-product pnce 
supports, 8o "· u 



Docket No. 160186-EI 
Principles of Public Utility Rates 
Exhibit KRR-3, Page 222 of 226

0 
0 
1\.) 
1\.) 
0 

British Electricity Authority: cost stand
ard of rate levels, 68, 115 n. 14, 236 n. 
16, gu n.5 

British nationalized railroads: relaxation 
of rules against discrimination, u n. 
10, 370 n.6 

British nationalized utilities, 11 n. g, 16; 
rates of charge, 68, 114 n. 12, 115 n. 14, 
265 n. zg, zSg n. 1 

British utility companies: former sliding
scale dividends, 26g n.11 

Brooks, F. Warren, tg2 n. 1 
Brown, Harry Gunnison, g6. 155, :26, 

231·233· 2g7 
Brown, Hillyer, 85 n. 7 
Brummet, R. Lee, g68 n. 26 
Bryan, William Jennings, 188 n. 18 
Bryant, J. M., 28g n. g 
"Burden": apportionment of, by Inter

state Commerce Commission, 341 
Burns, Arthur R., 11 n. g 
Business affected with a public interest, 

3 n.1, 5-7 
Business cycle: rate adjustments in, 363-

364; see also Depression 
"Business" principles v. "social" princi

ples of rate making, 22-25, tog-120 
Bussing, Irvin, 264 n. 21 
Butler, Justice Pierce, 170 n. 16, 210 n. 

24, 227 n. 4• 257 
By-product pricing, 2g8 n. g. g55 n. 18, 

g5g 

Cabot, Philip, 18 n. 17 
Cahn, Edmond N., 127 n. 12 
California rule on deferred income-tax 

accounting, 21g 
Canadian National Railways: subsidized 

aervices, 68 
Canadian Pacific Railway: depreciation 

accounting, 205 n. 17 
Capacity costs, see Demand costs and 

demand charges 
Capital-attracting rate of return, 70; am

biguity of term, 248 n. 8; see also Cost 
of capital 

Capital-attraction function of rates, 4g-
52; in confl'ict with efficiency-incentive 
function, 64 

Capital budgeting, 261 n. 18 
Capital impairment: depreciation allow

ance to avoid, 211 n. 25; fair rate of 
return to avoid, 270 

Carter, J. P ., g7o n. 6 
Caywood, Russell E., 51 n. 7, 287 n. 1, 

g10n.17, gt4n.21, 34gn.6, 352 
Chamberlin, Edward H., 10 n. 8, g7 n. 5 

INDEX 

Circular-reasoning fallacy in a "value" 
rate base, 163·168 

Cisler, Walker L .• uo n. gS 
Clark, John Maurice, 14 n. 6, g7 n. 5. 104, 

tgg n. 23, 2g2 n. 4• 3'5 n. u, 325 n. 7• 
g58 n. 20 

Class costs as basis of class rates, 304-305, 
3g4-3g5. ggg n. '· g44-345 

Clemens, Eli W., 8, 147 n. 2, 23g n. 2, 
g73 n. 11, 3g6 n. 12 

Coase, R. H., 115 n. 14, 3g1 n. 7 
Coincidence factor in measurement of 

demand costs, gto n. 18 
Colbert, A. R., 217 n. gg, 220 n. g7 
Colter, Commissioner Cyrus J., 26g n. 20 
Commission regulation: eliectiveneas of, 

tg n. 18, 48 n. t; use of different rate 
bases, tgo n. tg; allowed rates of re
turn, 281-282 

Commodity costs: see Energy charges and 
energy costs 

Commonwealth Edison Co., tg, 220 n. 37, 
242 n. 3· 287 n. 1, ggg n. 1, g51, 357 
n. tg 

Competition among public utilities: un
feasibility of direct, 10; as affecting 
standards of reasonable rates, 107·108 

Competitive price: as an optimum price, 
46; as a norm of rate control, gg-toS; 
as precluding discrimination, 101, g72-
373: as calling for rates based on mar
ginal-costs, g88-ggt 

Complementary products, pricing of, 
g75 n. tg 

Composite public utilities, rates of re
turn to, 242 n. 4 

Condemnation cases, valuation in, 166 
n. 

Conflicting functions of utility rates, 62-
65, t2g-tg5. 386 

Conflicts of interest in rate making, gS-gg 
Conjunctional billing, 112 n. 6 
Connole, Commissioner William R., tg2 
Conservation of natural resources as an 

objective of rate control, g7 
Consolidated Edison Co., tg, 111 n. 6; de

preciation reserve, 215 n. go; cost analy
sis, ggg n. 1, g4o n. 2 

Constant costs, see Variable and constant 
(fixed) costs 

Constitutional restrictions on rate regu
lation, g-7, g7 n. 12, tg6 n. 2, 148, 184 
n. '5· 2g2 n. 10, 256-257 

Consumer equity, 247 
Consumer-rationing function of utility 

rates, see Resource-allocation function 
of utility rates 

INDEX 

"Consumer sovereignty" as a rate-making 
principle, 29, 45· 57. 2g5 

Consumers' surplus, gg7 
Control of demand as a function of util

ity rates: see Resource allocation func
tion of utility rates 

Corey, Gordon R., 2o6 n. 18, 55' 
Cost, types of:enterpriser, 72, So; social, 

72-74; marginal, 75; original, 7 5· 174 
n. 2; escapable, 75-77; sunk, 75-77: his
torical, 76, 174 n. 2; long-run, 76-78; 
short-run, 76-78; exclusion, go n. 11, 
ggg; normal, g5; actual, 174 n. z; ac
quisition, 175; replacement, 224 n. 1; 
reproduction, 224 n. 1; differential, 2g7-
goo; incremental, 2g8-goo; out-of
pocket, g17 n. 2, g27; volumetric, 346; 
customer, g47; energy, 34g; capacity, 
g5o; demand, g5o 

Cost apportionments, see Full-cost ap
portionments 

Cost of capital: as a component of rea
sonable rates, 50, 70; as the measure 
of a fair return, 240-250; current v. 
experienced cost, 244-250 

Cost of service, as a measure of reason
able rates: 2g-25, 66-81, 125, 2g2-go6; 
as discouraging efficiency, tg, 70·71, 
262-265; v. "social" principles, 22-25, 
tog-120; under public ownership, 67-
68; deviations from, 68, 82-g2; three
fold rationale, 6g-7o; ambiguities of, 
6g-8t; v. value of service, 82-g2; mar
ginal v. average cost, g86-402 

Cost t·ecoupment: depreciation reserve 
as a measure of, 184, tgS-tgg, 210-216 

Countervailing power of monopolies, 11 
n.g 

Credit-maintenance test of a fair return, 
152-15g. 240-256; see also Capital
attracting rate of return 

Cross elasticity of demand, 58 n. 15, g78 
Customer charges and customer costs, 

gtt-gt2, g47-g4g 
Customer-density factor in rate making, 

348 n. 8 
Cyclical flexibility in rate of return, 15g-

154 

Davidson, Ralph Kirby, 32 n. 4· 84 n. g, 
12g n. 4, 28g n. 2, g5o n. to, g54 n. 16, 
g62 n. 23, g75 n. 13, 38o n. 20 

Davidson, Sidney, 222 n. 41 
Dean, Arthur H., gg n. 2 
Dean, Joel, 27 n. 2, 72 n. 6, 105 n. 12, g22 

n. 5, 377 n. tS 

Debt discounts and expenses: amortiza
tion, 245-246, 265 

Decentralization of population as an ob
jective of "social rate making," 1 12 

Declining-balance methods of deprecia
tion accounting, 205-2o6, 218-222 

Decreasing unit costs as a public-utility 
attribute, 11-16, g86-ggo 

Deferred-tax reserves, 218-222 
Demand costs and demand charges, 125-

126, gog-g11, gso-g66 
De Melverda, H. A. A., g27 n. II 
Depreciation, as a deduction from the 

rate base: 162, 173-174· tg2-22g; plant 
immortality theory, tg6 n. 7; actual 
reserve v. reserve requirement, 212 

Depreciation, as an operating expense: 
199-210; allowances for price inflation, 
1g2 n. 1, tgg n. 2, 275; arbitrary nature 
of the allowance, 202 n. tg, g6g; mid
stream readjustments, 204, 21g; retro
active application, 214-216 

Depreciation, different meanings: tg4-
tgg; as loss in value, 1g4; as a differ
ential value, tg4-1g5; as expired cost, 
1g5; at amortized cost, tg7-1gg; as re
couped investment, tgS-tgg; under a 
replacement-cost standard, 227 n. 4 

Depreciation reserve funds, tgg 
Depression: rates during a business, 61 

n. tg, 85, gS, 25g-262, g6g 
Dessus, Gabriel, 400 n. 17 
Detroit Edison Co., deferred tax account-

ing, 220 n. gS 
Devantery, Pierre, g58 n. 20 
Dewey, John, 28 n. g 
Differential costs, 2g7-goo, goon. 11, gtg 
Diffusion of benefits as basis of social 

principles of rate making, tt2-114, 117· 
ug 

Diminishing-charge depreciation ac-
counting, 205-207. 218-222 

Dirlam, Joel B., 55 n. 12 
Discrimination in rates: 20-22, Sg-86, 

36g-g85; defense of, 64, Sg, go4, ggo; 
deemed impossible under pure com
petition, too, g72-g73; impossibility of 
complete avoidance, 342, g77-g78; for
bidden only if "undue," g6g-g72, g81-
g85; personal, g70-374; defined, g72-
g78: distinguished from joint-product 
pricing, g8o-g8t; third-degree, g8o 
n. 20 

Dividend yields as evidence of fair rate 
· of i'l!rvrn. 250-251 

Dodd, David L., 25g n. 11 
Doherty, Henry L., 82 n. 1, gt!) n. 21 
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Dohr, James L, 175 n. 4• 192 n. 1, 111 
n.25, 217n.33 

Dorety, Frederic G., 226 n. 2 
Dougla5, Justice William 0., 37• 42, 164, 

157, 341 n. 4 
Dow, Alexander, Sa n. 1, 2g6 n. 7 
Dump power, 335 
Dupuis, Jules, 388 n. 3 
Durand, David, 244 n. 5 
Dynamic rate making, 53 

Eamings-net·proceeds ratios: at meas
ures of cost of equity capital, 251-252 

Earnings-price ratios: as measures of coat 
of equity capital, 250-254; in fair-value 
juri!ldictions, 28o n. 37 

Eastman, Commissioner Joseph B., 333 
n. 15 

Eckstein, Ouo, 354 n. 16, 398 n. 14 
"Economic depreciation," 193 n. 2; see 

also Depreciation 
Economic rent as factor in pricing, 8o 

n. 12, g8g n. 4 
Economics, defined, 3 2 
"Economic" v. "social" principles of rate 

makipg, 31-32, 10g-12o 
"Economic welfare": undefined meaning, 

3' 
Economies of scale, ll·l7: internal v. 

external, •6 n. 13 
Eddy, Commissioner Spencer B., 263 

ft,IO 

Edgerton, Henry H., 85 n. 7 
Edwards, Corwin D., 36g n. 2 
Euwards, Ford K.., 327 
Efficiency incentive function of utility 

rates, !'>3·54• 262-265; see also Mana
gerial efficiency 

Eisner, Robert, 222 n. 41 
Eluticity of demand for utility services, 

18·20, 58 n, 15, 333, 382; in long and 
short run, 333·334, 395 

Electricite de France, 350 n. 10, 4oo; see 
alw France 

Electric rate structures, 306·3•6; block 
energy rates, 307·so8; step·meter rates, 
308 n. 16; residential rates, go8·309, 311· 
313, 361·362; uemand charges, sog·311, 
.!149 n. g, 354·355; industrial rates, sog-
3"· 362·368; customer charges, 311· 
313; minimum bills, Sll•; voltage dif· 
ferentials, 313·314; power factor ad· 
justments, 314 n. 21; superior to rail
roau rates, 315 n. 22; multipart rates, 
315 n. 22; off·peak rates, 328·329, 354· 
358-g6o, 396 n. U; incremental C081 

rates, 334-335; interruptible service. 

INDEX 

335; lime of day charges, 362; stopper 
rates, 362; billing-demand charges, 364; 
objective rates, 371 n. 8 

Electric utility cost analyses, 346-g66 
Ely, Owen, ug n. 36 
Eminent domain: valuation in, 166 n. 9 
Energy charges and energy cost.s, 309·311, 

34g•35° 
Enterpriser costs v. social costs, 72·74• 8o 
Epstein, Ralph C., 25g n. 16 
Equity as a standard of reasonable rates: 

see Fairness criteria of reatonable rates 
Escapable coats, 75·77; see also Sunk costs 
Essentiality of service and public utility 

status, 7-10 
Ethical principles of reasonable rates, 

121·143; distinguished from "eco
nomic" principles, 31; see also Fairness 
criteria of reasonable rates 

Exclusion costs as soda! coats, go n. 11, 

sg3 
Experimental rates, 400 
External v. internal economies and dis

economies of scale, 16 n. 13 
Extraoruinary obsolescence: treatment 

in rate cases, 213·214 

Fair, Marvin L., 12g n. 14• 141 n. 8, 381 n. 
2~, 394 n. w 

Fairness criteria of reasonable rates: as 
distinguished from efficiency criteria, 
g1·32, 121·134; confused notiom of fair
ness, 124·126; good-faith standards, 
127·12g; income·distributive standards, 
130; notional equality stanuards, 130· 
132; as affecting cost apportionments, 
132 n. 1g, 312, 354 

Fair rate of return, 238-283; legal rules, 
238·23g, 256·258; on an actual-cost rate 
base, 240·2.76; rost-of-capital test, 240-
256; assumed security structure, 243· 
•H; cost of senior capital, 244-246; cost 
of common-stock capital, 246·254; ratio 
of market prices to book values, 254· 
256; comparable-earnings test, 256·258; 
<luring a depression, 259·262; allowance 
for efficiency, 262-265; allowance for 
price infiation, ~66-276; on a fair value 
rate base, 276·283; as allowed in actual 
cases, 281-283 

Fair-return standards of reasonable rate 
levels, 147·158; nonpriority over other 
standards, 136·142; 293; as basis of 
minimum rates, 136 n. 2; doubtful ap· 
plication to railroads, 1g9-142; four 
criteria of fair return, 151·158 

Fair value as the rate base, 15g·J7l, 224-

INDEX 

237; vicious-circle fallacy, 163·166; re· 
definition required, t66-t6g; confused 
meaning, 16g-171; relation to replace· 
ment cost, 229; see also Replacement 
cost 

Federal income taxes, 149, 218·222, 404 
Federal Power Commission: cost alloca· 

tions by, 132 n. tg, 354 n. 16; treatment 
of acquisition costs, 175·178, 217·218; 
use of original-cost rate base, 164 n. 6, 
174 n. g; interest during construction, 
178 n. 6; reclassification of capital ac
counts, 18o·183; depreciation allow· 
ance, 216; use of cost-of-capital for· 
mula, 242 

Ferguson, Samuel, ~og n. 23, 382 n. 21 
Fisher, Clyde 0., B5 n. 7 
Fisher, Joseph 1., 11 8 n. 18 
Fixed costs: see Variable and constant 

(fixed) co.s ts 
Fixed dividend companies, 157, 246 
Flagg, H. J ., 368 n. 25 
Fleming, Marcus, 302 n. 13, 382 n. 25 
Flow-through principle of income-tax ac· 

counting, 222 n. 41. 
France, Anatole, 124 n. 6 
France, utility rates in, 16, 350 n. to, 

g6o fl. 21, 400 "· '7 
Frankfurter, Felix, 6 n.!) 

Friedman, Milton, 28 n. 3 
Frisch, Ragnar, 390 n. 6 
Full-cost apportionments, 337-368; arbi· 

trary nature, 75; dubious rationale, 
2gg-3oo, 338·342, s66·368; as first ap· 
proximations of fair rates, 33g; for 
railroads, 341; doublc·step type, 342· 
343; single-step type, 343·345; electric 
company illustration, 346-366; cus
tomer costs, 347·348; energy or volu· 
metric costs, 34g-g5o; capacity costs (de
mand costs), 351·366; joint v. common 
costs, 355-359; defense of peak-respon· 
sibility principle, 359·36o; use of sto· 
chastic methods, 360-362; alloc•tions 
to industrial power, 362-366 

Fully electrified home, 362 
Functional approach to rate making, 3!j· 

!l8, 121·134 
Functional cost analysis, see Multipart 

costs and rates 
functions of utility rates, 48-65, 386-3g1 

Galbraith, J. Kenneth, 5511.12, 123 n.4, 
125 n. 8, 39g n. 15 

Games, theory of, 105 
"Generally accepted principles of ac

counting," 16o n. 2. 

George, Henry, 8o n. to 
Glaeser, Martin G., 23 '" 21 
Going value, 247 n. 7 
Gold, Nathaniel, 148 11.4 
Goldberg, Commissioner Lewis, 20 n. tg 
Goluberg, Louis, 201 n. 11 
Gort, Michael, 261 n. 18 
Government ownl'rship: sre Public o\~li· 

ership 
Graaff, J. <le \' .. 3~ 11. 1.1 
Graham, Benjamin, 253 tl. 11 
Grant, E. L., 195 n. 4• 202 tl. 13 
Gray, Horace M .. 24-25, 27, tog n. 2 
Great Britain, the "grid system" in, 5 n. 4; 

set also entries beginning British 
Greene methou of demand-cost alloca· 

tion, 353• 361 n. 21 
Greer, Howard C., 226 "· 3 
Group methods of depreciation account· 

ing, 213 
Groves, Harold M., 403 n. 1g 
"Growth stocks," 252 
Guercken, C. P ., g3 fl. 2 
Guffey coal price law, 4 

:~l~~r~o::I:U~-~3:i:::~· 3: snn~~7;9·~.~1~-.. ---

s5 n. 7• 88 n. 10, 164 tl. 4· 183 n. 1~: ~· 
216n.32 _,/ 

Hamilton, Walton H., 6 n. 5 
Hand, Judge Learned, 177 n. 5 
Harbeson, Robert W., 395 n. 11 
Harriss, C. Lowell, 44 n. 3· '34 n. 24 
Hart, Henry M., Jr., 6 n. 5 
Havlik, Hubert, 112 fl. 7• 114 n. 11, 312 

n. 1g, g34 n. q, 348 n. 8, 382 n. 24 
Henderson, A. M.. 236 n. 16, 265 fl. 23, 

275 n. 13 
Henry, Donald M., 340 n. 2 
"Herbert Committee," 126 n. to, 28g n. 2 
Herrmann, R. R., 2 8g 11. 3 
Heyman, Eleanor, 85 71. 7 
Hirshleifer, Jack, 350 n. 10 . 
Historical cost, 76, 174 n. 2; see alsu Ong· 

ina! cost 
Holuing companies. 25 fl. 23, 21) 1 n. 10 
Holding Company Act, 3 "· • 
Hoover Commission~ Second, 120 n. 22 

Hopkinson-type rate, 310, 3')2 II. 13, 
362 11. 23 ' 

Hote!ling, Harol<l, 77• 390·394 ~: 
Huuthakkcr, H. S., 13 n. 12, 123 n. 4• 

350 n. 10, 382 r1. 24 
Howell, Paul L., 239 n. 2 
Hughes, Chief Justice Charles Evans, 165, 

215"·28 
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0 
0 
1'\.) 
1'\.) 
1'\.) 

Hunt, Commissioner, 181 n. ~8 
Hull, W. H., ~¢ n. 12 

Idle capacity for emergency use, 396 n. 1a 
Illinou, "fair value" rule in, 170 n. 16 
Impairment of capital, su Capital im-

pairment 
Imperfect competition, 104·106, ~95 n. 

11: see also Workable competition 
Incentive, see Managerial efficiency 
Income-distributive norms of fair rates, 

58-62, 130 
Income taxes: as an allowable expeme, 

149• 404; under diminishing-charge de
preciation accounting, 218-2u 

Increasing-cost tendencies in utility in
dustries, 14·17, 38g n. 4 

Increasing returns in utility industries: 
see Decreasing unit costs as a public· 
utility attribute 

Incremental costs, 298-3oo; as basi! of 
rates, ug, 300 n. 11, 334; see also Mar· 
gina! coscs 

Indivisibillties in cost analysis, 330-331 
Industrial-power rates, 362-~66 
Inflation allowances in rate making, 94, 

124, 184 n. 15, 266-276 
Interest during construction as a rate

base component, 173, 178-180 
Internal v. external economies and dis

economies of scale, 16 n. 13 
Interpersonal comparisons in welfare eco

nomics. 40 
Imerruptible power, 335• 354 
Interstate Commerce Act: proposed 

amendments, 22, 141; rate-making 
standards, 33 n. 7; "transportation" 
standards, 34 n. 7; zone of reasonable· 
ness, ~4 n. 8; former Recapture Clause, 
79; unjun discrimination, 36g·372, 384; 
reclamations, 370 n. 4 

Interstate Commerce Commission: on 
value-of-service rate making, 86 n. B, 
~71 n. 8, 378 n. 18; on social principles 
of rates, t14·1t6; on subordination of 
fair-return standard, 135-142; on de· 
predation, 19511.5. 202 n. 13, 211; on 
valuation, 233-234; on cost apportion· 
menta, 299·300, 326-327, 341·342, 344· 
376; on meaning of discrimination, 372; 
on return-haul rates, 381 n, 22, 3B4 n. 
29; on vested imerests in old rates, 
384 n. 28 

Jackson, Justice Robert H., 37, 42, 92 n. 
'3: 119 Pl. 21, t68, t81·t83, 234 .• 35 

Jemmg, Joseph, 227 n. 5· n9 n. 6 

Jevons, W. Stanley, 76 n. 9 
Johnston, J ., 311 n. 5 

INDEX 

Joint coslll: distingui.!thed from common 
cosu, !155·!57: capacity rosu as joint 
costs, 368; joint-cost pricing dutin· 
guished from price discrimination, !18o· 
381 

Jones, Leslie M., 238 n. 1 
Jordan, Harry E .. 57 n. 14 
Joslin, Murray. !157 n. 19 
Just price (ju•tum prdium), 62, 121 n. 1 

Kahn·Freund, Otto, u n. 20 
Kapp. K. William, 73 n. 8 
Kauffman, J. C., 142 n. g 
Kennedy, William K., 371 n. 8 
Keynes, John Maynard, 209 Pl. 22 
Knapp. Charles W ., 149 n. 6 
Knappen, Laurence S., 149 n. 6 
Knight, Bruce W., 99 
Knight, Frank H .. H 11. 3· 11B 11. 19 
Kripke, Homer, t75 n. 4 
Krutilla, John V., 398 n. 14 

Lake, Isaac B., 383 n. 26 
Langdon, Jervis, Jr., 302 n. 13 
Leake, P. D., 1g5 
Lerner, Abba P., 54 n. 11, 99 n. 8, 104 n, 

11, 11611. 16, 123 n. 4 
Lewis, Ben W., 222 n. 42, 259 n. 1G 

-' Lewis, W. Arthur, 6g n. 3· 72 n. 6, 126, 
132, 236 n. 16, 350 n. 10, 352 n. 13 

Lilienthal, David E., 85, 259 n. 16 
Lippit, Henry F., II, 216 n. ~2 
Little, I. M. D .• 33 n. 6, 39 n. 14, sG n. ·~· 

u8 n. 18, 131 n. 16 
Livingston, Robert T., 265 n. 22 
Load factors in cost analysis, 357-362 
Locklin, D. Philip, 141 n. 8, 376 11. 14 
Loeb, Benjamin, 118 n. 17 
Long· and short-run costs in rate deter· 

ruination, ;7·78, 100 n. g, 331-336 
Long·ru n marginal costs, 3 18·336; de

lined, 319, 324·325; as measures of min· 
imum rates, 332·336; as basis of actual 
rates, 399-402 

Long-run out-of-pocket costs, 327 
"Lowest reasonable rates" as standard 

under Natural Gas Act, 35 n. 8 
Low-rent housing, electric rates for, 117 

McConnaughey, George C., 228 n. 5 
McGuire, C. B., 392 n. B 
Machlup, Friu, 301 n. 12 
Maine, rejects "value" rate base, 190 n. '9 
Maltbie, Milo R., 297 n. 7• 334 n. 14 

INDEX 
Managerial efficirnq·: danger of impair· 

ment under regulation, 19·20, 53'54• 
64; allowances for, in lair rate of re· 
turn, 262·265 

Marginal costs, 317-336, g86-4o2; a.s meas· 
ures of optimum rates, 46 n. 5· 77, 236, 
s86·402; defined, 2gg; distinguished 
from out-of-pocket costs, 317 n. 2; am
biguous nature, 318, 324; long-run v. 
short-run, 3•8-336; on-peak and off· 
peak service, 326-330; complication of 
indivisibilities, 330·331; as seuing min· 
imum rates, 331·336; may exceed aver· 
age costs, 389 n. 1; objections to rates 
set at, 395·402; and utility taxation, 
402·406 

Market-clearing rates, 87 11. g, 8g-go, 358 
Market socialism, 104 n. 11 
Market value of utilitv securities as a 

tneasure of rate base,' 163 n. 3, t6r, 
Marschak, Thomas, 400 n. 17 
Marshall, A. C., 125 11. 8 
Marshall, Alfred, g8 11. 7• 100 n. 9· 388 
Maryland Commission on rate of return, 

242 n. 4 
May, George 0., 208 n. 22, 217 t!, 33 
l\lilk production: not a utility. 4; subject 

to price control, 7 
Miller, M. H., 244 n. 5 
Milne, Alastair l\1., 131, 370 n. 6 
Minimum bi!ls, 312-313 
Minnesota, adopts "fair value" rate base, 

190 n. 19 
Modigliani, Franco, 2-14 n. 5 
Monopolistic competition, 10 n. 8; sa 

also Imperfect competition; Workable 
compL'tition 

l\loreell, Admiral Ben, 52 n. 8 
Morehouse, Edward W., 261 11. 18 
Morgan, Charles S .. 263 n. 19 
Morgenstern~ Oskar. 105 n. 12 

Morrissey, Fred P., 239 n. 2, 250 Pl. to, 

209 n. 26, 270 n. 28, 282 n. 40 
Morton, Walter A., 93 n. 2, 239 n. 2, 271· 

275 
Motor vehicle rates, 149 n. 6, 341 n. 4 
Multipart costs and rates, 141 n. 7, 30!J· 

3'3· 327·328, 346·366; su aifo Full-cost 
.. apportionments 
Munby, D. L., 114 n. 12, ttB n, 18, 131 

'--Nash, L. R., 63 n. 23, 82 n. 1, 28g n. 3· 
343 n. G, 372 Tl. to 

National Association of Railroad and 
Utility Commissioners: on competitive 
price as rate-making norm, 93 n. 1; on 
uwtor~bus rates, 1r;o n. 6; on depreda~ 

tion, 1!)6 u.fi, 20211.13, 205 n. 17, 209 

n. ~~ 
National-defense goals of rate making. 32, 

113,11/·118 
Natural Gas An of 1988, 4 n. 2, 35 n. 8 
Natural·gas rates, ~ "· 4; well-head pric

ing, 37• 168; cost apportionments, 132 n. 
tg, 354 n. 16 

Natural monopoly and public utility sta· 
tus, 10-13 

Neighborhood effects. su Social princi-
ples of pricing 

Net·investment rate base. 161, lj4 "· 2 
New Deal and rate regulation, 2~ n. 23 
New York (state), Commisdon on Revi-

sion of Public Service Commi55ion 
Laws: 20 rL 10, 137 n. 2. 159 n. It 171 
n. 17, 265 n. 22 

:-.:cw York (state), Power Authority: dis· 
tribution-cust study, 265 "· 22 

New York (state), Public Service Cum· 
mission: on dt':prcciation, 212; on ex· 
traordinary obsukscence, 214; on cost 
analysis, 339 n. 1, 34011.2 

New York (state), statutes: on reasonable 
rates, 137 11. :l; on condemnation values. 
166 "· g; on telephone rates, 170 n. 16, 
tgu n. 19 

New York Central Railroad: claim fur 
return on a "value'' rate base, 234 n. 13 

New York City, subway fares, 24, 23:, n. 
15, 346 n. 7 

Nichols, Ellsworth, 238, 261 n. 17 
Nissel, Hans, 354 n. t6 
Noncoincidental demand-cost allocations, 

gtG, 352, 368 
Normal cost, normal value, 95 
"Normalized" allowances for income 

taxes, 218·222 

Norton, Paul T., Jr., 195 n. 4• 20• ''· '3 
N.R.A. Codes, 11 n.g 

"Objective" rate plan, 371 n. 8 
Observed depreciation, 17011. 16 
Obsolescence, 189, 194; extraordinary, 

2 •3·••~: .<e< also Depreciation 
O'Conner, Leonard A., 24911.9 
Off-peak rates, 328·329, 354· 358·3:,g; as 

affected by notions of equity, 122, 132 
Ohio law: on rate u£ return, 279 rL gG; 

un rate base, qo n. tG 
Olds, Leland, 18 n. •7· 102 n. 10 
Ontario H-;dro-Eiectric Power Commis· 

siou: rat~s based on "service at cost," 
67; incrcmcntai·COSt pricing during de
pression, 335, 397 n. '11 

I 
j 
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Operating expenses: commission control 
of, 147 n. 2 

Operating·ratio test of reasonable rates, 

149 n. 6 
Optimum plant capacity: coincidence of 

short-run and long-run marginal costs, 
321; not capacity of minimum unit 
costs, 321 n. 4 

Optimum v. reasonable rates, 33-35 
Orgel, Lewis, 166 n. 9 
Original cost: as rate base, 75·77· 161-

162, qo n. 16, 173-191, 301; defined, 
174 n. 2; distinguished from acquisi
tion cost, 175·17S; advantages of, 1S4-
1S7; objections to, 1Sg-191 

Ottawa, Ont., former duplication of elec
tric service, 11 n. 10 

Out-of-pocket costs, 317 n. 2, 327 
Output control as alternative to rate 

control, 99 
Overhead costs: three methods of appor

tionment, 301-304, 337-36S; see also 
Full-cost apportionments 

Owen, Wilfred, 55 n. 12 

Paton, William A., '75 n. 4• 205 n. '7, 
217 n. 33· 226 n. 3 

Peak responsibility formula: see System
peak-responsibility cost allocation 

Pegrum, Dudley F., 341 n. 4 
Pennsylvania, rule on income-tax ac

counting, 219, 222 
Peoples Gas Light and Coke Co., income

tax accounting, 220 n. 37 
Personal discrimination, 12911, 13; no 

longer forbidden in Great Britain 
22 n. 20; outlawed, 139, 370, 373.374: 
3S4; see also Discrimination in rates 

,) l'igou, A. C., 39 n. 14, 46 n. 5. 73 n. S, 
!IS n. Ig, 355"357• 373 n. II, 3So n. 20 

"l'l~nt immortality" theory of deprecia
tion, 196 n. 7• 222 n. 41 

Plowman, D. E. G., 113 n. 10 
Political factors in rate making, S4 n. 3· 

110 
Power Authority, see New York (state), 

Power Authority 
Power factor: allowances for in rate mak

ing, 314"·21, 346n.7 
Price elasticity of demand, see Elasticity 

of demand for utility services 
Price-index adjustments to rate base or 

rate of return, 191, 192 n. 1, 224, 266-
276 

Price system, role of the, 43 .4s 
Producers' surplus, 39S n. , 4 

INDEX 

Production and revenue methods of de
preciation accounting, 205 n. '7 

Production-motivation function of rate•: 
ue Capital-attraction function 

Promotional rates, 57-5S, 33s 
Prudent-investment principle of rate 

control, 16S, 233; defined, 174 n. 2; de
fended by Justice Brandeis, 1S4 n. 15 

Public interest as goal of rate making, 26-

41 
Public ownership: rates under, 3-4, 67-6S; 

tax exemption, 405·406 
"Public policy" in rate making, 45· 47-

4S, 109 
Public utility: defined, 3-5; concept of a, 

3-25; a business, not a socialized serv
ice, 22-25; alleged "passing" of the con
cept, 24-27 

Pure competition: distinguished from 
perfect competition, 97 n. 5; as norm 
of rate control, 97-104 

Quantity discounts in rate making, S4, 

307·30S 
Quasi-agency theory of the original-cost 

principle, 1S4 r1. 15 

Railroad rates: proposed freedom from 
regulation, 22; application of value
of-service principle, S3-S5, 37S n. 1S; no 
longer subject to fair-return standard, 
•39-142, 232-234; inferiority of rate 
structure, '4'"·7• 315n.22; limited 
use of cost standard, 294 n. 6; contro
versy on joint-product principles, 35;1-

356; rules against unjust discrimina
tion, 36g-3S;;; return-haul charges, 381 
n. 22; trainload rates, 3S;1; proposals 
for marginal-cost pricing, 394· 39S, 
401 tl •• s 

Railroads: a type of public utility, 3-5; 
subject to decreasing unit costs, 16, 
401 n. t8; low returns on in vesttnen t, 
140 n. 6; depreciation accounting, 202 
n. 13, 211·212; cost apportionments, 
326-327, 341; subject to tax discrimina
tion, 405 

Ramsey, F. !'. A., 3S2 n. 25 
Rate base, 159-237; constitutional issues, 

14S-149• 163·166; defined, 149-150; cost 
or value, 159-171; jurisdictional differ
ences, 190 n. 19; exclusion of non utility 
assets, 242 n. 4 

Rate discrimination: see Discrimination 
in rates 

Rate-level and rate-schedule standards, 
distinguished, 63, 66-67, , 35., 43 

INDEX 
Rate of return: see Fair rate of return 
Rates, theory of, see Theory of rates 
Rate structures: incremental or marginal 

problems of equity, 127·129, 156-157• 

214•216 
"Return" on rate base, 149-150; see al.w 

Fair rate of return 
costs as measures of minimum rat~s, 
82 n. 1, 331-336; as influenced by "so
cial" principles, 109·120; and rate 
levels, 135-143; basic criteria, 2S7-316; 
extent of regulation, 2S7 n. 1; cost
price standards, 294-305; electric rates, 
306-316; multipart rates, 309-312, 346-
347; as based on cost allocations, 337-
342; value-of-service discrimination, 
36g-3S5; marginal costs as measures of 
optimum rates, 3S6-4o2 

"Revenue" cases, 351 n. 11 

Ridley Committee, 56 n. 13 
Roberts, Justice Owen J.. 7 n. 6 
Robinson, Joan, 373 n. 11 
Robinson-Patman Act: rules against 

Raymond, William G .. 122 n. 2 
Reasonable rates, distinguished from 

optimum rates, 33-35; from rates free 
from unjust discrimination, 36g-

price discrimination, 300 n. 11, 37' n. 

g. 381 n. 23, 3S5 
Role of the price system, 43·4S 
Role of utility rates, 48-65, 3S6-391 
Room charges in electric rates, 313 
Rose, J. R., 24411. 5· 31S n. 2 
Rowe, Frederick M .. 369 n. 2 
Ruggles, Nancy, 38S n. 2, 390 n. 7 
Rural electric rates, 62, 6S 
Rush-hour transit services, 61-62 

370 
Recapture Clause of Transportation Act 

of 1920, 79 
Reclamation cases under Interstate Com-

merce Act, 370 n. 4 
Reclassification of capital costs in meas

urement of rate base, JSo-1S3 
Reder, Melvin W., 39 n. 14, 54 n. 12 
Reed, Justice Stanley F., 165 n. 6, 174 n. 

3· 1S1, 227 n. 4 
Regulation: reasons for, 7-22; as substi-

Salin, Edgar, 121 n. 1 
Samuelson, Paul A., 44• 47• Son. 12 
Schaefer, Justice, 221 n. 40 
Scharff, Maurice R .• 229 n. 6 
Scitovsky, Tibor, 375 r1. 13 
Scott, Commissioner, 216 
"Scott Committee," 115 n. 14 
Seattle, Wash.: electric service, former 

duplication of, 12 n. 10 
Second Hoover Commission, 120 n. 22 
Service value of corporate assets, 166-

tute for competition, 93· 106-10S, 109-
110; see also Commission regulation 

Regulatory lag, 242; as an incentive to 
efficiency, 53• 147 n. 1, 262 

Replacement cost: nature of, 75-77; as 
measure of competitive price, 95-96, 
106; as measure of actual value of as
sets, 226-229; synonymous with repro
duction cost, 224 

t69, 204 n. t6 
.. Sharfman, I. Leo, 34 n. S, 42 n. 2, S6 n. S, ~ 

116 n. 15, 131, 227 n. 4• 334 n. 14· 3S1 n. 

Replacement-cost principle of rate mak
ing, 76-77, 95-96, 224-237, 233 n. 12; 
supported by British economists, 155 
n. 11, 236 n. 16; replacement cost of 
service as the relevant cost, 226-22S; 
fails to measure optimum rates, 229· 
232; does not avoid defects of original
cost principle, 232-235 

Resource-allocation function of utility 
rates: 37• 54-5S, 292, 302-304, 3S6-4o5; 
emphasized by economists, 54 n. 12; 
alleged overemphasis, 55 n. 12; as 
ground for replacement-cost pricing, 
225-226; as justifying rate discrimina
tion, 303-304, 37S-3S1; as calling for 
marginal-cost pricing, 3S6-402 

Retirement-expense accounting, 201, 

214·215 
Retroactive rules of rate making and 

22, 3S4 n. 29 
Shomacher, Larry, 354 n. 16 
Short-run marginal costs, 31S-323; exclu· 

sion of constant costs, 320, 366; vola
tility of, 323; of off-peak service, 32S· 
l\29; as measures of minimum rates, 
331-332; as measures of optimum rates, 
391-399; see also Long- and short-run 

costs 
Simons, Henry C., 2S n. 3 
Simpson, Herbert D., 403·404 
Single' tax, Son. 12 
Sinking-fund qepreciation accounting, 

205·206 ' 
Sleeman, J. F.,' 13 n. 12, 115 n.14 
Slichter, Sumner, 273 n. 3' 
Sliding-scale rate regulation, 263 n. 21 
Smith, Nelson Lee, 23S n. 2 
Smoke nuisance as a social cost, 73· 11S n. 

.s 
Social costs, 72-74, So, 110, uS 
Socialist rate making, 30, 70 n. 4• 104 n. 11 
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Socializ~d v. public utilily servic~s. tl·25, 
ll9 

Social principl~ of pricing, tog·uo; 
limited application to utilities, 9·10, 
22·25, 115·116; dutinguished from eco· 
nomic principle~, 32; defined, IIO·tll; 

ability·to·pay standard of, 111·112; 
diffusion-of-benefits principle, 112·115; 
in telephony, 114·115, 383 n. 27 

Social valuation, 120, 898 n. 14 
Sporn, Philip, 114 n, 12, 228 n. 5 
Stable rates, desirability of, 333·335, 366, 

396-397 
Stasi, Paul, g6o n. 21 
Statutory standards of reasonable rates, 

33"·7· 137"·2 
Staudinger, Hans, 110 n. 4 
Steiner, Peter, 350 n. 10 
Step-meter rates, goB n. 16 
Stigler, George J., 32 n. 5• 45• 97 n. 6, 319 

n. 3, 321 n. I, 333 n. 13, 375 n. 13 
Stochastic methods of cost apportion

men l, 353· 360·362 
Stone, Chief Justice Harlan F., 135, 227 n, 

4 
Stopper rates, 362 
Straight-line depredation accounting, 

205•208 
Study Group on Business Income: infia· 

tion adjustments in depreciation ac· 
counting, 192 n, 1 

Subsidized utility services, 51, 65; in 
rapid transit, 24; in depression, 73: 
national-defense arguments for, 1 18; 
ethics of, 120 n. 22, 125 n. 8; under 
conditions of declining unit costs, 386· 
402 

Substitute services, pricing of, 375 n. 13, 
376·377 

Sumner, John D., 259 n. 16 
Sum-of·the·years digiu depreciation ac· 

counting, 218 
Sumptuary prices, 57 
Sunk costs, 7.'\·77: deemed an improper 

measure of reasonable rates, 77, i25· 
2 26, 392; not a competitive·pri;::e de· 
termiuant. tOO· IOJ; not excluded by 
fair-value rate base, 227 

Supreme Court of the United States: on 
"affectation with a public interest," 
5'"7; on fair·value rate base, 25 n. 23, 
148·149, 163·166; shift to functional 
approach, g6·s7: on value of service 
as upper limit of rates, 85-86; later re
jection of fair-value rule, 164; on de· 
predation, 210 n. 24, 215 n. 28; on fair 
rate of return, 256·l58, 279; on cost 

INDEX 

allocations, 341 n. 4; on discrimina
tion, 3fi9n.3, 37on.5 and "·7• 371 
n.B 

Sutton, Francis X., 124 n. 5 
Swiren, Max, 211 n. 40 
Switzerland, electric ratet in, 358 n. 20 
System-peak responsibility cost alloca· 

tion. 3~2, 359·360, 364·366 

Taft, Chief Justice William H., 811. 7, 
79 "· 12 

Taggart,. Herbert E., 369 n. 2 
Tatham, Charles, '53 n. 11 
Taussig, Frank W ., 355·356 
Taxes, public utility: designed to dis· 

tinguish fair selling price from fair 
compensation, 78-Bo, 387; as causing 
uneconomic resource allocationJ 231~ 
232, 404·406; as offset to deficient regu· 
lation, 404; discriminatory, 405·406 

Taylor, F. M., 70 n, 4 
Telephone companies: subject to increas· 

ing unit casts, 16· 1 ,, 381 Tl. 27; depre
ciation accounting, 202 n, 13, 214 n. 
28; obsokscence through electronics. 
228 n.5; "' also American Telepho11e 
8c Telegraph Co. 

Telephone rates: value-of-service prin
ciple, 1 i n. 16; lluring depression of 
the 1930s, 8s-86, 261; social principles, 
114, 383 n. 27, 392 n. 8; in New York 
State, 170 n. 16, 190 n. 19; for company 
supplying inferior service, 263 n. 20 

Tennessee Valley Authority: limited 
hydro power, 15; rate policies, M n. 
12; rates designed to cover costs, 68; 
rate comparbons made difficult by tax 
exemption, 405·406 

Terborgh, George, 203n.14, 20711.21, 
2t19 n.n 

Test year in measurement of revenue 
requirements, 105 n. 7 

Thatcher, Lionel W., 239 n. 2 
Theoretical welfare cwnomics, see Wel

fare economic!!~ 
Theory of games, 105 
Theory of rates: meaning, 27 ·31; rest ric· 

tion to "economic" principles, 31·33; 
as based on "welfare economics," 39· 
41 
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The Specter of Straight Fixed/Variable Rate Designs 
and the Exercise of Monopoly Power

By Jim Lazar

Introduction

A number of electric utilities have proposed what is 
called “straight fixed/variable” rate design (SFV), 
in which all costs claimed to be “fixed costs” are 
recovered in a fixed monthly charge, and only 

those costs that are considered “variable” are recovered 
on a per kilowatt-hour (kWh) basis. While most have 
focused only on distribution costs, a few have gone further, 
proposing that generation and transmission investment-
related costs be included in monthly fixed charges.1

In accounting terms, the only truly “fixed” costs are 
interest and depreciation. All other costs, including the 
shareholder return, associated income taxes, labor, and rev-
enue-sensitive costs are technically “variable” costs — they 
change from month to month and from year to year. Utilities 
often define “fixed costs” very loosely, including these other 
costs, as well as all distribution costs and sometimes even 
some generation-related costs in this category.

High fixed charges provide utilities with stable revenues, 
but have many adverse impacts on electric consumers and 
energy policy. We discuss some of these below.

Disincentives to Public Policy Goals

Energy Efficiency
Given a defined electric revenue requirement, a higher 

fixed charge results in a lower per kWh rate. Table D-1 
shows an illustrative example, comparing a utility with a 
typical customer charge of $7.00/month and a $.10/kWh 
energy charge with one imposing a $57/month customer 
charge, but only a $.05/kWh energy charge. Both have the 
same bill — $107.00/month — for the average customer, 
but the higher customer charge results in a 44% larger bill 
for a typical apartment dweller or other small user, and a 
savings of 29% for a very large home.

The impact of this on customer-driven energy efficiency 

1 For example, Madison Gas and Electric in 2014 proposed 
a $57/month fixed charge, and Hawaiian Electric Company 
proposed a $55/month fixed charge, plus an additional $16/
month for customers with photovoltaic systems. The MG&E 
proposal was resolved with a $19/month customer charge, 
and the HECO proposal was significantly modified to a $25 
monthly minimum bill, and a lower credit of only $0.18/
kWh for excess solar energy exported to the grid from new 
PV installations.

can be quite dramatic. A high-efficiency air conditioner 
or window replacement that might have a 5-year payback 
period for the consumer at $.10/kWh would have a 10-year 
payback at $.05/kWh. Many consumers will be hesitant to 
invest in energy efficiency if the savings are smaller. 

Competitive Impact on Renewable Energy 
Development

The same adverse effect can result for customer renew-
able energy development. A customer who might invest in 
a solar photovoltaic system when they can avoid $.10/kWh 
in the utility rate may be able to put together a combination 
of tax incentives and financing to make this an attractive 
investment. At $.05/kWh, it is much less likely. At the same 
time, a low-use (high efficiency plus on-site solar) custom-

Table D-1

Example of Fixed Charge Effect

Rate Design Typical Rate SFV Rate Difference 

Customer Charge   $7.00   $57.00  

Energy Charge   $0.10   $0.05   

Customer Bills kWh/month   

Average Customer 1000  $107.00   $107.00  0%

Apartment Dweller 500  $57.00   $82.00  44%

Extra-Large Residence 2500  $257.00   $182.00  -29%
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er considering going off the utility grid would have a much 
stronger incentive to do so. The cost of their storage bank 
would only need to compete with the high fixed cost attrib-
utable to the average customer, but since they produce much 
of their power on-site, they would need a smaller than aver-
age storage capacity to store a portion of their power needs. 
The customer, of course, would then be obligated to supply 

Table D-2

Low-Income Household Usage
Average 2009 household electricity usage (kWh) by status above or below 150% of poverty

Energy Information Administration, 
Residential Energy Consumption Survey 
Reportable Domain

Above 
150% 

Poverty Level

Average Usage (kWh) Sorted by Income Level

At or Below 
150% 

Poverty Level
All 

Households

Percentage Difference 
Between Average KWH 

Low-Income and 
Non-Low-Income 

Households

Connecticut, Maine, New Hampshire, Rhode Island, Vermont 8,453 5,920 7,940 -30.0%

Massachusetts 7,364 5,353 6,967 -27.3%

New York 7,039 5,431 6,578 -22.8%

New Jersey  9,155 6,760 8,902 -26.2%

Pennsylvania 10,733 8,992 10,402 -16.2%

Illinois 10,771 9,430 10,392 -12.5%

Indiana, Ohio 11,559 10,224 11,220 -11.6%

Michigan 9,206 7,508 8,695 -18.4%

Wisconsin 8,827 7,961 8,672 -9.8%

Iowa, Minnesota, North Dakota, South Dakota 11,288 8,198 10,719 -27.4%

Kansas, Nebraska 10,800 10,030 10,633 -7.1%

Missouri 13,775 13,602 13,740 -1.3%

Virginia 15,088 11.237 14,442 -25.5%

Delaware, District of Columbia, Maryland, West Virginia 14,437 12,711 14,100 -12.0%

Georgia 15,452 13,823 14,917 -10.5%

North Carolina, South Carolina 14,717 12,620 14,045 -14.2%

Florida 15,679 12,358 14,858 -21.2%

Alabama, Kentucky, Mississippi  16,307 12,915 15,236 -20.8%

Tennessee  15,766 13,512 15,132 -14.3%

Arkansas, Louisiana, Oklahoma 14,852 13,560 14,392 -8.7%

Texas 15,157 11,816 14,277 -22.0%

Colorado 7,745 5,752 7,439 -25.7%

Idaho, Montana, Utah, Wyoming 11,349 13,126 11,753 15.7%

Arizona 14,970 11,218 14,105 -25.1%

Nevada, New Mexico 10,580 9,643 10,369 -8.9%

California 7,256 5,732 6,888 -21.0%

Alaska, Hawaii, Oregon, Washington 12,841 11,726 12,570 -8.7%

Total 11,734 10,692 11,320 -14.2%

all his/her power needs. Losing a customer permanently 
further exacerbates the lost revenue issue.

Low-Income Households
The vast majority of low-income households use below-

average amounts of electricity, and will pay higher bills with 
an SFV rate design. Table D-2 shows an analysis prepared 
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by the National Consumer Law Center that examines the 
usage of low-income households. It shows that households 
below 150% of the federal poverty level use between 9% 
and 30% less electricity than the average of all households.

However, there are some low-income households 
with high electricity usage, including large (sometimes 
multigenerational) households, but in most cases this 
is the result of low levels of energy efficiency that can 
be addressed with programmatic conservation. In 
general, low-income advocates, consumer advocates, and 
environmental advocates favor addressing the special needs 
of these families with specific programmatic approaches or 
direct financial assistance, rather than setting a base rate 
design that favors high-users.2 

Apartment and Urban Dwellers
Multi-family housing residents also have below-average 

usage and are adversely impacted by high fixed charge 
rate designs. These residents typically have below-average 
dwelling size, below-average residents per household, 
and below-average usage. They are also quite obviously 
cheaper to provide electric distribution service to — since 
they are close together and many customers are served by 
a single distribution transformer. As we discuss in Chapter 
IV, this has many impacts on the cost of utility service and 
appropriate rate design.

SFV Can Cause a 15% Increase in 
Electric Consumption

When Madison Gas & Electric originally proposed a 
$69/month customer charge, it also proposed reducing the 
per kWh rate from $.14/kWh in winter and $.15/kWh in 
summer to about $.04/kWh. Using the economic principle 
of elasticity (higher prices result in a lower quantity 
demanded), and applying a moderate elasticity factor of 
-0.2 (a 1% increase in price results in a 0.2% reduction in 
usage), The Regulatory Assistance Project estimated that the 
proposed rate design could result in about a 14.5% increase 
in usage over time.3 The expectation is that consumers 
would raise thermostats, defer efficiency investments, and 
be less attentive to simple things like turning off unused 
lights. 

Other Potential Adverse Impacts
A utility with a high fixed monthly charge may invite 

several kinds of undesirable and even dangerous behaviors 
by consumers. 

The first of these is informal master-metering, where 
more than one household is served through a single meter. 
This can happen when houses are divided into a primary 
residence and an accessory dwelling unit (mother-in-law 
apartment). However, if the monthly fixed charge is low, 
the owner will normally have a second meter installed for 
the second dwelling so that both occupancies pay for their 
own electricity. These type of “ohana” (extended-family) 
units account for as much as 15% of the housing stock in 
parts of Hawaii. 

The second is more dangerous: connecting multiple 
dwellings together with less-than-utility-grade wiring. This 
is very common in some countries, and creates safety risks 
for residents and reliability risks for the electric distribution 
system (see photo from India).

Third, high fixed monthly charges may result in some 
seasonal consumers completely disconnecting service 
during part of the year. This actually increases costs for 
utilities, since they must handle the customer service call 
twice. At the same time it inconveniences the consumer. 
The electric distribution system is unchanged during 
this period when service to individual customers is 

Risky connections in Delhi, India

2 Testimony of John Howat, National Consumer Law Center, 
Wisconsin PSC Docket No. 3270-UR-120.

3 For an explanation of how rate design and elasticity affects 
usage, see Lazar, J. (2013). Rate Design Where Advanced Me-
tering Infrastructure Has Not Been Fully Deployed, Appendix A. 
Montpelier, VT: The Regulatory Assistance Project. Available 
at: www.raponline.org/document/download/id/6516
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suspended. Some utilities have responded by imposing 
high reconnection charges when the customer initiates 
service, but this may also adversely affect rental properties 
where move-in / move-out changes of service are common, 
and often involve lower income consumers. As in other 
situations involving low-use customers, the electric 
distribution system is not changed by the coming or going 
of an individual consumer.

Principle: Customers Should Be Able to Connect 
to the Grid at Reasonable Cost

Based on the discussion in the early chapters of “Smart 
Rate Design for a Smart Future,” we derived our first 
principle of electricity pricing:  

A customer should be able to connect to the grid 
for no more than the cost of connecting to the grid: 
This should reflect only those costs to the system that the 
addition of the customer adds, such as billing and metering, 
not the distribution infrastructure.

The Foundation of Regulation 
Is the Prevention of the Exercise of 
Monopoly Power

The imposition of a fixed charge for the privilege of 
being a customer is almost non-existent in the competitive 
world. Oil refineries, hotels, airlines, and supermarkets 
have significant fixed costs, including building and 
equipment. Even their labor costs do not vary directly 
with sales volumes. But all of these recover all their 
fixed and variable costs through volumetric prices. In a 
competitive environment, it is essentially impossible to 
charge a customer for the privilege of being a customer. 
In fact, we find quite the opposite — special discounts 
offered to attract new customers, to try to build a business 
relationship that will then continue over time.

The original purpose of public service company 
regulation was to prevent the exercise of pricing power 
by businesses that had a local monopoly over service. The 
earliest of these were the regulations imposed on overnight 
lodging in medieval England, while the modern framework 
of utility regulation in the United States began with 
railroads and associated businesses.

Munn vs. Illinois
One landmark case involved a grain elevator operator 

who owned the only facilities that farmers could use to load 
their products onto the railroads. The alternative was to 

haul the grain a long distance, not an easy proposition in 
the era of horse-drawn wagons. 

In Munn v. Illinois, the US Supreme Court ruled that 
businesses “affected with the public interest” could be 
subject to regulation by states. In that decision, the Court 
stated:

“In countries where the common law prevails, it has 
been customary from time immemorial for the legislature 
to declare what shall be a reasonable compensation under 
such circumstances, or perhaps more properly speaking, to 
fix a maximum beyond which any charge made would be 
unreasonable.”4

This principle evolved over time to give state utility 
regulators the authority to fix the specific tariffs for electric 
service, and most state laws require that these be “fair, just, 
and reasonable” or similar subjective legislative criteria. 
This prevented the exercise of monopoly pricing power 
over consumers who had no other utility available to them.

Where utilities are allowed to impose high fixed monthly 
charges, this becomes an exercise of monopoly pricing 
power. As Charles Cicchetti, former chairman of the 
Wisconsin Public Service Commission, recently stated with 
respect to the Wisconsin Electric Power Company proposal 
to recover its generation, transmission, and distribution 
investment-related costs in fixed monthly charges:

“WEPCO invokes mostly outdated and previously rejected 
logic in an attempt to convince the Commission to let it use its 
utility monopoly and mostly very limited customer choice to 
force customers to absorb risks in an unjust and unreasonable 
manner, which is contrary to economic and public policy 
objectives.”5

Imparting to Natural Monopolies the 
Pricing Discipline That Is Imposed By 
Competitive Markets

Another important role of utility regulation is to impart 
to natural monopolies (as electric distribution utilities are 
generally categorized) the same pricing discipline that 
competitive firms experience, so that they endeavor to 
minimize costs and maximize customer satisfaction. If 
utilities are allowed to recover their system costs in fixed 
charges for the privilege of being a customer, much of this 
discipline is lost. Conversely, if they recover their costs in 

4 Munn v. Illinois, 94 U.S. 113 (1877)

5 Testimony of Charles Cicchetti, Wisconsin Public Service 
Commission, Docket No. 05-UR-107 (2014), p. 25.
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the per kWh price, they must compete with alternatives to 
electricity consumption from the utility, including energy 
efficiency and customer self-generation. This discipline 
helps to hold costs down for all consumers.

Universal Service Policies
Universal access to electricity service has long been 

recognized as desirable for social, health, safety, and other 
reasons. In the United States, electric utilities expanded 
service to urban areas and to large businesses in the late 
years of the 19th century, but at the time of the great 
depression most rural areas were still without electric 
service because the cost to expand distribution systems was 
not profitable. 

The Congress responded by creating the Rural 
Electrification Administration (REA, now the Rural Utility 
Service or RUS) to help expand electricity to rural areas.6 
Lyndon Johnson’s first campaign for Congress in 1936 
had as a key campaign issue to secure electricity service 
for rural Texas; he came from an area now served by the 
Pedernales Electric Cooperative, headquartered in Johnson 
City. The REA provided interest-free loans and grants 
to help make universal service to smaller communities 
possible. The electrification of these communities was 
viewed as important to help these communities survive and 
prosper.

The United Nations Secretary General’s Advisory Group 
on Energy and Climate Change7 has set a goal to extend 
basic electricity service to 99% of the population of the 
world. The definition of “basic” service includes provision 
of lighting (so that students can continue their studies after 
sunset) and refrigeration (to reduce food-borne illness). 
The level of consumption is 50 kWh per month per person 
to meet these basic needs. In the United States and other 
developed countries, the “basic” needs level of service is 
higher than the developing world figure used by the UN, 
on the order of 300–400 kWh/month/household. 

SFV rate design strikes directly at universal service, 
because it makes electricity service, even for the most basic 
and essential uses, unaffordable to low-income households. 
It does this (even if they are densely located in urban areas 
where distribution costs are very low), by averaging their 
cost of service with suburban and rural areas where per 
customer distribution costs are very different. In effect, 
under SFV pricing, low-income households are made to 
subsidize higher-income, higher-usage households.

Regulate Price Where Competitive Market 
Does Not Exist to Set Price 

Finally, a key role of utility regulation is to set prices 
where a competitive market does not exist to impose prices 
on suppliers. Electricity distribution service remains such 
an area of commerce in nearly all communities in the 
United States. The role of the regulator is to implement 
prices equivalent to what would be charged by a 
competitive market, were one present.

As we discuss below, in other competitive markets the 
monthly charge for “connection to the system” is usually 
zero, and even where it is greater than zero it is normally 
very small.

The Relationship Between Fixed Costs 
and Fixed Charges

Utilities often argue that the majority of their costs 
are fixed, and extrapolate from this that these fixed costs 
should be recovered in fixed charges. This is lacking in both 
economic foundation and accounting principles:

Just because a cost is fixed in the short run does 
not mean it should be recovered in a fixed charge.

Utilities often assert that most of their costs are “fixed” 
and should be recovered in fixed charges. While interest 
and depreciation expense are fixed in the short run, 
virtually every other cost is variable even in the short run. 

Even if a cost is “fixed” it does not mean it should be 
recovered in a fixed charge. Investments in power plants 
are made to provide a supply of electricity, and the costs 
should be recovered in proportion to how much of that 
production a customer uses (this is discussed in Chapter V 
of the main text, when considering the various dimensions 
of usage that are measured and priced). Transmission 
facilities are built to connect remote power plants to 
the communities needing power, and are essentially an 
alternative to building those power plants directly in the 
community. 

The decision to build distribution systems is made where 

6 For detail on the RUS, see: http://www.rd.usda.gov/about-rd/
agencies/rural-utilities-service.

7 Energy for Sustainable Future, the Secretary-General 
Advisory Group on Energy and Climate Change, United 
Nations Industrial Development Organization, 2010. 
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there is a sufficient market to justify the cost, not based on 
how much each individual consumer will use or how many 
consumers will be served. Nearly every utility has a “line 
extension policy” that dictates where the utility will build 
distribution facilities, and under what circumstances the 
customers seeking service must pay for the line extension.  
A circuit serving 10 large customers, each using 100,000 
kWh/month will attract investment as easily as a circuit 
serving 1,000 customers each using 1,000 kWh/month. All 
of these investments have elements of fixed costs, but this 
does not mean they should be recovered in fixed charges.

Utility labor costs are often thought of as fixed in 
the short-run, but during the 2008 economic crisis 
some utilities reduced staffing by as much as 10% to 
preserve earnings in the face of sharp reductions in 
industrial activity. In a financial crisis, maintenance is 
deferred, customer service quality is impaired, and even 
administrative costs are cut. 

There is a sound argument that individual customers 
should pay the direct costs of their customer-specific 
costs. Historically, this has been interpreted by many 
utility regulators as the cost of meters, service drops, meter 
reading, billing, and collection. These costs are normally 
calculated in the range of $5–$10/month, but even the 
meter reading, billing, and collection costs are variable 
costs that are a function of how often bills are rendered. 
The additional cost of smart meters is justified by many 
benefits beyond the simple measurement of usage (see 
Chapter IV of the main text), and this additional cost is not 
properly considered customer-related. The primary reason 
for monthly billing is not to collect the $5–$10/month 
in customer-specific costs, but to collect the $50–$150/
month in electricity usage charges; if usage were very small, 
quarterly billing would be adequate. Thus, even these 
monthly billing costs are related to usage. 

A recent posting by Severin Borenstein, professor and 
director emeritus of the University of California Energy 
Institute, addresses this in detail, and utterly discredits 
the suggestion that fixed costs should translate into fixed 
charges. He states:

But the mere existence of system wide fixed costs doesn’t 
justify fixed charges. We should get marginal prices right, 
including the externalities associated with electricity 
production. We should use fixed charges to cover customer-
specific fixed costs. Beyond that, we should think hard about 
balancing economic efficiency versus fairness when we use 
additional fixed charges to help address revenue shortfalls.8

A cost-based fixed charge recovers those costs that vary 
with the number of customers. 

The debate in rate design as to what costs belong 
in the monthly customer charge often follows on the 
related debate in cost allocation as to which costs are 
customer-related in nature. While some regulators have 
allowed distribution infrastructure costs to be classified as 
customer-related, most have directed that only customer-
specific costs be classified as customer-related, and it 
follows that only those customer-specific costs be included 
in the monthly fixed customer charge.

These issues were heavily debated in most states during 
the PURPA proceedings of 1978–1982, and most states 
resolved these issues in favor of a narrow definition of 
customer-related costs. Most regulators have adhered to 
these principles since.

For example, the Illinois PUC recently ruled that the 
mere fact that costs are “fixed” in some short-term sense 
should not guide rate design:

“The Companies’ proposed SFV rate design diverges from 
cost-causation, substituting its “fixed” cost designation for 
cost causation as the determinative allocator. …

“By failing to send proper price signals, the Companies’ 
proposed rate design denies consumers who conserve 
the benefit of their actions, and punishes customers who 
are frugal. The proposed SFV charges are indifferent 
to efficiencies in usage and demand. In contrast, the 
Commission has recognized that lower monthly customer 
charges and higher volumetric charges can advance energy 
use conservation and efficiency policy objectives by providing 
a greater price signal.

“The Commission finds that Staff’s and Intervenor’s 
arguments in favor of assigning demand-based costs to 
volumetric charges are consistent with energy efficiency and 
the avoidance of cross subsidies.”9 

Calculated Example
It is relatively straightforward to calculate an example of 

how customer-related costs translate into customer charges 
that are cost-based, and recover only customer-specific 
costs in per-customer fixed charges; see Table D-3.

8 Borenstein, S. (2014, November 3). What’s So Great 
About Fixed Charges? See https://energyathaas.wordpress.
com/2014/11/03/whats-so-great-about-fixed-charges/

9 Illinois Commerce Commission, People’s Gas, Docket 14-
0224, 2015.
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Table D-3

Calculated Example
Calculation of Per-Customer Costs

Service Drops . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Meters  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000

Subtotal Rate Base  . . . . . . . . . . . . . . . . . . . . . . . $200,000

Allowed Return With Taxes  . . . . . . . . . . . . . . . . . . . . 12%
Allowed Return  . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000
Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . $8,000

Subtotal Capital Costs  . . . . . . . . . . . . . . . . . . . . . $32,000

Meter and Service Maintenance  . . . . . . . . . . . . . . . $5,000
Billing and Collection Costs . . . . . . . . . . . . . . . . . $25,000

Subtotal Operating Costs . . . . . . . . . . . . . . . . . . . $30,000

Total Customer-Related Costs . . . . . . . . . . . . . . . . $62,000
Customers Serviced . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Annual Cost/Customer . . . . . . . . . . . . . . . . . . . . . . $62.00
Monthly Cost/Customer . . . . . . . . . . . . . . . . . . . . . . $5.17

How Competitive Markets Address 
The Fixed Cost/Fixed Charge Issue

A principal purpose of regulation is to impose on natural 
monopolies the same discipline that competitive firms face 
in setting unregulated prices. Every business has costs that 
are fixed in the short run, and every profitable firm recovers 
these in a manner that enables them to attract customers 
and price their product effectively to address competitive 
pressure. In almost all cases, the result is that fixed costs are 
recovered volumetrically.

Gasoline
American consumers spend about the same proportion 

of their income on gasoline as on electricity, but gasoline 
trades in a competitive, largely unregulated market. 
The entire gasoline supply stream involves immense 
investments that are at least as “fixed” as electric utility 
distribution systems. Oil wells involve huge drilling 
expense. Oil tankers are very expensive. Oil refineries 
cost billions of dollars to build. The pipeline network 
that brings the crude oil to the refineries, and the product 
pipelines that move finished products from the refineries 
to the communities where it is consumed are fixed assets. 
Even the local oil terminal, tanker trucks, and service 
stations or mini-marts involve extensive investment. 

These costs are all recovered in a single price per 
gallon of gasoline at the pump, and no attempt is made 
to impose a separate “subscription” charge from the usage 
charge, or to separate out (itemize or unbundle) the cost of 
gasoline. Customers compare stations based on the ultimate 
price per gallon (and other factors, including brand, 
convenience, and real or perceived differenced in quality) 
on a basis that combined all fixed and variable costs into a 
single price per gallon. 

Think about which of the two pricing approaches in 
Figure D-1 is most useful to you in making a gasoline 
purchase decision comparing two gas stations.

Groceries
Consumers spend even more of their budget on 

groceries than on gasoline or electricity. Like gasoline, 
the grocery supply chain is immense, bringing products 
from around the globe to a supermarket near where 
we live. Supermarkets do not charge admission fees 
and, except in dense urban areas, provide free parking 
completely independent of how much a customer spends. 
However, prices are slightly different depending on how 
the customer “connects to the grocery grid.” A large chain 
like Kroger, Albertson’s, or Wal-Mart has lower prices than 
a neighborhood mini-mart — but the customer incurs 
the cost of traveling to the supermarket to secure those 
lower prices. In essence, they bear the cost of connecting 
to the “grocery grid” at a more centralized point. But in 
both cases the fixed (and variable) costs of the grocer 
are reflected in the per-unit prices of their products. We 
discuss membership stores such as Costco and Sam’s Club 
separately. 

Figure D-1

Unbundled vs. Bundled Pricing for Gasoline

Crude Oil . . . . . . . . . . $2.237

Tanker to Refinery . . . $0.114

Refinery Capital . . . . . $0.213

Refinery Operating . . . $0.235

Product Pipeline . . . . . $0.113

Terminal Rack . . . . . . $0.023

Truck to MiniMart . . . $0.114

MiniMart Profit  . . . . . $0.217

State Taxes . . . . . . . . . $0.349

Federal Taxes . . . . . . . $0.184
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Hotels
Large hotels often involve tens of millions of dollars 

of investment (into the billions for destination mega-
resorts.) They recover these costs on a per-room per-day 
basis. But they employ sophisticated pricing models in 
doing so, varying pricing based on demand for rooms, 
season of the year, and with discounts for large-volume 
buyers (convention rates). We will not defend the lack of 
transparency in hotel pricing, but will note that search tools 
like Hotwire, Priceline, and Trivago have made it possible 
for individual consumers to receive many of the pricing 
advantages that larger buyers achieve. 

The dynamic pricing for hotel rooms (and for airline 
tickets and rental cars) has been the foundation on which 
many proposals for electric dynamic pricing (see discussion 
in main paper) have been based.

Making Electricity Pricing Comparable 
To make electricity pricing comparable to that for 

gasoline, groceries, or hotel rooms would not actually 
be very difficult. First, different prices based on where 
the customer connects to the grid would be developed; 
most utilities already have these, with separate rates for 
customers served at secondary, primary, and transmission 
voltage. Next, the prices for all electricity would be on a 

Membership stores like Costco and Sam’s Club 
DO charge a “membership fee” for customers to gain 
admission. They do this for a simple reason: to reduce 
the number of “shoppers” versus “buyers” in their stores, 
in order to increase the volume of product that can be 
sold from a given store size.

In essence, these stores provide consumers an 
opportunity to “connect to the grid” at a wholesale level, 
rather than a retail level. 

However, even for these stores, the membership fee 
reflects a very small portion of annual revenues, about 
2%–4%; for an electric utility that would equate to a 
customer charge of $2/month to $4/month, based on an 
average monthly bill nationally of about $100/month.

But even the membership fee may be rebated. Costco 
has two membership tiers, $55/year and $110/year for 
“Executive” membership. The Executive membership 
comes with a 2% annual rebate on purchases — and 

Membership Discount Stores: They DO Charge to “Be a Customer”

is marketed by Costco to their larger consumers. Most 
Executive members receive rebates that approximate or 
exceed their annual membership dues.

In addition, virtually every product available from 
a membership store is also available (generally in 
smaller package sizes) at supermarkets or discount 
stores like Target and Wal-Mart, without a membership 
fee. Consumers who do not buy enough to justify the 
membership fee can easily avoid it, unlike electric 
consumers who do not have a realistic alternative to the 
electric utility service. 

The electricity service equivalent would be if a 
customer built their own connection to the utility at the 
primary voltage level — and then would pay a much 
lower price (as large industrial consumers do) for their 
service. Customers that connect to the grocery grid at the 
“distribution” level of their neighborhood supermarket 
pay slightly higher prices than at warehouse stores.

volumetric basis, but differentiated by time of day, season 
of year, geographic zone, and with dynamic elements that 
would raise prices when electricity is scarce and discount 
it when it is at risk of being wasted. This is discussed in 
Chapter V of the main tect.

The Experience with Telecom
Some analysts point to the telecommunications industry 

as an example in which consumers pay high monthly 
fixed charges for cellular “plans” and pricing is not 
volumetric. This is somewhat inaccurate, and the history 
of telecommunications deregulation is instructive for some 
potential pitfalls of high fixed-charge pricing for electricity.

Prior to 1980, telephone companies were integrated 
providers of local and long-distance phone service. Each 
long-distance call contributed a few cents per minute to the 
local carrier, and this allowed the per-month rates for basic 
telephone service to be very low. 

When long-distance competition began in the 1980s, 
customers needed to use “dial-around” systems to reach 
competitive services. They would dial a local number 
to a competitive carrier, dial in additional information, 
and the competitive carrier would connect the call to the 
destination city and place a local call there to make the 
connection. Large companies installed sophisticated “least 
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cost routing” systems to do this automatically. These had 
a modest impact on the financial health of local exchange 
carriers (traditional phone companies).

Later, federal policy required local exchange carriers to 
allow customers to choose their long-distance carrier. At 
that time, an “access charge” was imposed at the federal 
level to compensate local carriers for a portion of the lost 
revenues, “termination fees” were imposed so the receiving 
phone company received compensation for delivering the 
connection at the receiving end, and long-distance prices 
dropped sharply.

This proved inadequate to replace all of the lost margins, 
and local exchange carriers petitioned state regulators to 
sharply increase their monthly fixed charges. In many 
parts of the county, the combined effect of the local rate 
design and the federal access charges raised the monthly 
fixed charge for telephone service from about $6/month to 
$30/month or more. The result has been dramatic: local 
exchange carriers have lost more than half of their customer 
access lines.

Does this mean that customers are making and receiving 
fewer calls? Certainly not. Or are less able to transmit 
documents, or access data services? Hardly. All of these 
services have moved to competitive suppliers, and in parts 
of the country local exchange carriers are abandoning 
territory and facing financial distress. The local exchange 
carriers have effectively priced themselves out of traditional 
markets with high fixed charges.

Figure D-2

Number of Wireline Telephone Access Lines 
in the United States
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Some of these carriers have been successful by building 
fiber optic systems to deliver high-speed Internet, 
television, and other content. By bundling services 
together, they have built viable business models. But other 
competitors have entered the market to provide low-cost 
basic telephone service. 

• Tracfone provides cellular service for as little as $7/
month, including voice, text, voicemail, and even 
Internet service — on a pay-per-minute basis, with 
approximately 1,000 minutes per year provided on 
an “annual plan” available through discounters. Other 
prepaid cellular companies include Virgin Mobile, 
Cricket, and Consumers Cellular.

• Straighttalk provides both cellular and voice-over-
internet-protocol (VOIP) service, with unlimited 
calling for $10–$15 per month, marketed through 
Wal-Mart stores.

• Magic-Jack provides VOIP service for as little as $50/
year with unlimited calling for those with broadband 
Internet access.

• Skype provides local and long-distance unlimited 
VOIP service for as little as $25/year, including video 
communication and video conferencing.

• Federally subsidized “lifeline” phone service for 
low-income households is migrating from fixed line 
to cellular service, in part to avoid high fixed-line 
charges.

Many telephone services are now offered on a fully 
bundled “all-you-can-eat” basis. These are attractive 
to high-use customers, and sometimes chosen by less 
knowledgeable small users. But competitive firms offering 
service with very low fixed fees are widely available. 

Addressing Revenue Stability Concerns

Electric utilities companies are concerned about rate 
design in part because under traditional volumetric rate 
design declining sales results in declining profits. This is a 
real issue. A study prepared on one electric utility showed 
that a 2% decline in sales would result in a 24% reduction 
in net earnings. 

There are many ways to address revenue stability issues, 
and high monthly fixed charges are probably the worst 
option from a customer impact perspective. A discussion of 
several alternatives follows.
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Reserve Accounts
Some regulators, primarily 

municipal utility authorities, 
create specific reserve accounts 
to be drawn on when sales 
are below expected levels (or 
sometimes when expenses 
are above expected levels). 
These are quite common for 
hydroelectric-based utilities, 
where there are wet years and 
dry years and the power supply 
costs can vary dramatically.

All of these approaches leave 
the basic utility rate design 
unaffected. The total cost of 
service can still be reflected 
in an easy-to-understand 
volumetric price. The utility’s 
revenue is augmented when 
sales fall below expected levels. 
Other approaches are less 

desirable from an energy efficiency and customer impact 
perspective, but may also provide utility revenue stability.

Demand Charges
Some utilities have proposed implementing demand 

charges on residential and small commercial consumers 
to recover a portion of revenues based on the customer’s 
highest hourly usage during a month. These types of rate 
designs are common for large commercial consumers. 
These are less appropriate for small users, because a 
customer’s highest hourly usage may be a poor predictor 
of their monthly or annual usage, or of the demand they 
place on the grid during peak hours and therefore the 
costs incurred to serve them. For example, an apartment 
dweller may have an electric water heater, coffee pot, hair 
dryer, and range all operating for a short period in the 
morning, creating a short-duration peak demand of 10 
kilowatts, when their average consumption is less than 1 

Revenue Regulation
Most utility regulators set prices for electricity, and let 

revenues float as sales volumes deviate from assumed levels. 
An alternative, revenue regulation (or “decoupling”), works 
differently: the regulator sets an allowed level of revenue 
and periodically allows minor adjustments in prices to 
ensure the utility recovers the allowed revenue. More than 
half of the US states have employed some form of this, as 
shown in Figure D-3.

Incentive Regulation
A number of regulators have adopted various forms of 

incentive regulation to reward utilities for strong efforts 
to achieve energy efficiency. These “performance-based 
regulation” (PBR) frameworks can reward any number of 
desired utility performance indicators, including lower 
sales per customer. It is also possible to combine a PBR 
mechanism with decoupling.11

Weather Normalization
Utility sales vary with weather and, for many, this is 

the single largest driver of month-to-month net income. 
A weather adjustment simply adjusts prices periodically, 
usually monthly, to address abnormal weather. These are 
relatively common for natural gas utilities.

Table D-4

Impact on Earnings of Sales Decline for Illustrative SW Electric Utility10

% Change 
in Sales Pre-tax

Revenue Change Impact on Earnings

After-tax
Net 

Earnings
% 

Change
Actual 
ROE

5.00% $9,047,538 $5,880,900 $15,780,900 59.40% 17.53%

4.00% $7,238,031 $4,704,720 $14,604,720 47.52% 16.23%

3.00% $5,428,523 $3,528,540 $13,428,540 35.64% 14.92%

2.00% $3,619,015 $2,352,360 $12,252,360 23.76% 13.61%

1.00% $1,809,508 $1,176,180 $11,076,180 11.88% 12.31%

0.00% $0 $0 $9,900,000 0.00% 11.00%

-1.00% -$1,809,508 -$1,176,180 $8,723,820 -11.88% 9.69%

-2.00% -$3,619,015 -$2,352,360 $7,547,640 -23.76% 8.39%

-3.00% -$5,428,523 -$3,528,540 $6,371,460 -35.64% 7.08%

-4.00% -$7,238,031 -$4,704,720 $5,195,280 -47.52% 5.77%

-5.00% -$9,047,538 -$5,880,900 $4,019,100 -59.40% 4.47%

10 Presentation of W. Shirley, Arizona Corporation Commission, 
April 15, 2010.

11 See, for example, Performance-Based Regulation for EU 
Distribution Utilities. (2014). Montpelier, VT: The Regulatory 
Assistance Project. Available at: www.raponline.org/
document/download/id/7332
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Figure D-3

Decoupling12

September 2014

12 Source: Natural Resources Defense Council, http://www.
nrdc.org/energy/decoupling/.

kilowatt. The utility gets the benefit of all of the units in 
that apartment building having diversity in their loads — 
meaning that all of the appliances are not running at the 
same time throughout the building. 

Because apartments typically have lower demands 
than single-family homes, this rate form is less hostile to 
small users than a high fixed charge. But demand charges 
normally bill each customer based on their individual 
demand, not on their contribution at the time of the system 
peak, the circuit peak, the class peak, or even the peak 
of the customers sharing the same line transformer. In 
this way, they are inefficient rate forms. (See discussion of 
residential demand charges in Chapter IV.)  

The only distribution system component that is sized to 
individual customer demands is the final line transformer; 
therefore, the only cost that can be justified to be included 
in a demand charge based on individual customer peaks 
is that of the transformer. The remainder of the system is 
sized based on the combined coincident demand of many 
customers on the circuit or the entire grid during extreme 

periods. While a demand charge based on the contribution 
of each customer to the system coincident peak demand 
would be one way to recover these costs, it would be 
poorly understood and could create highly volatile bills. A 
time-varying energy charge is a more easily understood way 
to achieve the same goal.

Connected Load Charges
Several utilities impose separate monthly fixed charges 

on customers of different size, often measured by the size 
of the electrical panel being served. This provides utilities 
with a stable amount of revenue each month to cover 
the cost of the grid connection, and also imposes higher 
charges on customers with larger potential usage. If the 
connected load charge is limited to the costs that are sized 
to individual customers — the line transformer and service 
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drop — then it meets the first rate design criteria, that a 
customer should be able to connect to the grid for no more 
than the cost of connecting to the grid.

An example of this type of charge is the residential rate 
design of Manitoba Hydro in Canada. Their rate design 
is intended to capture customers with electric heat, who 
impose much higher capacity costs on the distribution 
transformers that serve them. Table D-5 shows the 
Manitoba Hydro rate.

Table D-5

Manitoba Hydro Residential Electric Rate

Standard Residential Tariff No. 2014-01

Monthly Basic Charge: NOT Exceeding 200 Amp $7.28 

 Exceeding 200 Amp $14.56 

Plus
Energy Charge:  7.381c/kWh

Note: Minimum monthly bill is the basic charge

Summary

This appendix has addressed the concept of high 
monthly fixed charges to recover electric utility distribution 
costs. This is a hotly contested rate design issue, and it 
is inevitable that different regulatory bodies will reach 
different conclusions. The key principles that we have 
sought to detail are:

• Customers should be able to connect to the grid 
for no more than the cost of connecting to the grid: 
Only very local distribution costs, such as the final 
line transformer and service drop, are “fixed costs” of 
individual customers connecting to the grid.

• Competitive industries do not impose fixed charges 
on customers, but instead bundle all costs into a per-
unit cost; since one purpose of regulation is to impose 
on monopoly utilities the pricing discipline that the 
market imposes on competitive businesses, regulators 
should seek to minimize fixed charges in electricity 
tariffs.

• Other types of fixed charges, such as residential 
demand charges, are generally inappropriate, and 
should give way to time-differentiated energy charges.

The Regulatory Assistance Project (RAP)®

Beijing, China  •  Berlin, Germany  •  Brussels, Belgium  •  Montpelier, Vermont USA  •  New Delhi, India

50 State Street, Suite 3  •  Montpelier, VT 05602  •  phone:  +1 802-223-8199  •  fax:  +1 802-223-8172

www.raponline.org

Docket No. 160186-EI 
Smart Rate Design 

Exhibit KRR-4, Page 12 of 12



What’s so Great about Fixed Charges?
Posted on November 3, 2014 by Severin Borenstein 

There’s a lot of talk in California these days about imposing fixed monthly charges on residential electricity bills.  
The large investor-owned utilities in California have small or no fixed charges,[1] instead collecting all of their 
revenue from households through usage-based charges, called volumetric pricing.  (And those volumetric prices 
increase steeply with your monthly usage, the “increasing-block pricing” approach that I discussed in 
September.)

Interestingly, one of the three natural gas distribution companies in California has a fixed charge, but the other 
two don’t  (SoCal Gas has a charge that is about $5/month.  Feel free to chime in if you know how this difference 
came to be.)  Most other electric utilities in the U.S. do charge some fixed monthly fee for being hooked up to 
the electric grid.

Fixed monthly charges at regulated 
and muni utilities (randomly selected outside CA)

Fixed charges are often justified based on the utility having fixed costs.  The connection seems logical at first 
glance, but when you look closer it’s more complicated.

Fixed costs fall roughly into two types: customer-specific and systemwide.  When having one more customer on 
the system raises the utility’s costs regardless of how much the customer uses – for instance, for metering, 
billing, and maintaining the line from the distribution system to the house – then a fixed charge to reflect that 
additional fixed cost the customer imposes on the system makes perfect economic sense.  The idea that each 
household has to cover its customer-specific fixed cost also has obvious appeal on ground of fairness or equity.

Page 1 of 12What’s so Great about Fixed Charges? |

1/12/2017https://energyathaas.wordpress.com/2014/11/03/whats-so-great-about-fixed-charges/

Docket No. 160186-EI 
Fixed Charges 

Exhibit KRR-5, Page 1 of 4



Customer-specific fixed costs from 
things like metering, billing, electric drop to house

But much of the utility fixed costs that are being discussed are systemwide – such as maintaining the 
distribution networks in residential neighborhoods.  These costs wouldn’t change if one customer were to drop 
off the system.  In other words, running the system as a whole has certain unavoidable costs and someone has 
to pay them.  There isn’t much guidance, based on economics or equity, about who should pay, because there is 
no “cost causation” as it is termed in the utility world.   In particular, the statement I have heard a number of 
times recently that “the utility should cover fixed costs with fixed charges” has no basis in economics when it 
comes to system fixed costs.

Before we discuss how to pay for system fixed costs, let’s step back and remember where economics does 
provide a valuable guide, that is, in setting the price of an incremental or marginal kilowatt-hour.  The price for 
a marginal kilowatt-hour should reflect the full “societal” marginal cost of providing that electricity, meaning 
that it should include the industry’s marginal production costs plus the marginal externality costs imposed on 
others outside the production process, like the cost of greenhouse gases that are released.  The idea is that if 
you don’t place a value on the good that is at least as great as the full cost of producing it (including the 
pollution it creates), then society shouldn’t allocate resources to produce it for you.

If you don’t think about it too hard, you might conclude that if the marginal (or volumetric) price just covers 
marginal cost, then what is left over is fixed costs, so fixed charges “should” cover fixed costs.

But there are at least three good reasons to think harder about it.

First, the marginal cost that the utility faces is less than the full marginal cost it imposes on society when it 
produces electricity because the utility does not have to pay the full social cost of the pollution it produces — 
including NOx, particulates, and greenhouse gases.[2]

If the utility charges a price that covers the full marginal cost including all the externalities, but doesn’t itself 
actually have to pay for those externalities, then it generates extra revenue.  That revenue can go towards 
covering fixed costs.   That lowers the fixed charge necessary to cover costs while at the same time setting 
appropriate marginal prices.[3]
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Second, as everyone who studies electricity markets knows (and even much of the energy media have grown to 
understand), the marginal cost of electricity generation goes up at higher-demand times, and all generation gets 
paid those high peak prices.  That means extra revenue for the baseload plants above their lower marginal cost, 
and that revenue that can go to pay the fixed costs of those plants, as I discussed in a paper back in 1999.

The same argument goes for transmission lines, where price differentials between locations mean that the 
transmission line generates revenue above its marginal cost (which is effectively zero), and can go to pay the 
fixed costs of transmission lines.  In fact, the fixed costs of generation and transmission should generally be 
covered without resorting to fixed monthly charges.

The same is not true, however, for distribution costs.  Retail prices don’t rise at peak times and create extra 
revenue that covers fixed costs of distribution.  That creates a revenue shortfall that has to be made up 
somewhere. Likewise, the cost of customer-specific fixed costs don’t get compensated in a system where the 
volumetric charge for electricity reflects its true marginal cost.

But unlike customer-specific fixed costs, there isn’t a strong fairness or economic efficiency argument for 
recovering fixed distribution costs – which are not customer-specific — through a fixed monthly charge.

Programs subsidizing high-efficiency light bulbs, refrigerators and washing machines may be a great idea, but 
they still create fixed costs that ratepayers have to cover

And then there are sunk losses from the mistakes of the past, such as expensive nuclear power plants and high-
priced contracts signed during the California electricity crisis.   And don’t forget ongoing expenses that are not 
directly part of the electric utility function, like energy efficiency.  Someone has to pay for those subsidies on 
new refrigerators and clothes washers.[4]

That brings us to the third reason to think hard about fixed charges: fairness and distributional considerations.  
If customer A uses 10 times more electricity than customer B, should they pay the same share of the system 
fixed costs?  And, by the way, customer A is on average wealthier than customer B.  My informal poll suggests 
most people think customer A should pay more.

Page 3 of 12What’s so Great about Fixed Charges? |

1/12/2017https://energyathaas.wordpress.com/2014/11/03/whats-so-great-about-fixed-charges/

Docket No. 160186-EI 
Fixed Charges 

Exhibit KRR-5, Page 3 of 4



But any approach that is based on usage amounts to raising the volumetric price further, after we have already 
raised it to reflect the real externalities.  Doing that encourages inefficient substitution away from electricity.  
Yes, there can be such a thing as too much energy efficiency investment (take a look at the cost of retrofitting 
windows).  Nor does it really help society when high marginal prices incent households to install solar just to 
shift fixed costs to others.  And, of course, Max recently blogged about how high marginal electricity prices 
discourage EVs.

And that’s where it can make sense to resort to fixed monthly charges to cover at least part of the shortfall.   
Fixed charges may be the least bad way for utilities to balance their books without setting volumetric electricity 
prices so high that they unreasonably distort behavior.

But the mere existence of systemwide fixed costs doesn’t justify fixed charges.  We should get marginal prices 
right, including the externalities associated with electricity production.  We should use fixed charges to cover 
customer-specific fixed costs.  Beyond that, we should think hard about balancing economic efficiency versus 
fairness when we use additional fixed charges to help address revenue shortfalls.

I tweet energy news articles, and the occasional research article, nearly daily @BorensteinS

—————

[1] PG&E and SDG&E have no fixed charge, SCE’s is $0.99/month.  All three have a small minimum bill, less than 
$10,  which is binding on extremely few customers.

[2] What’s that you say? that California utilities already have to cover their GHG emissions in the state’s cap-and-
trade market? Oh please.  First, the utilities are given free permits to cover most of their emissions.  Second, the 
regulatory agency (CPUC) has said publicly that it will not allow GHG costs to raise residential rates.  And, finally, 
do you really think the current price in the cap-and-trade market of $12/ton – an amount that will lead to 
virtually zero change in production or consumption behavior — covers anything like the full cost of the GHG 
emissions?  It’s less than one-third of the U.S. government’s estimate of the true externality cost  (which I think 
is likely still too low).

[3] Of course, if we ever get to actually charging polluters for their emissions, then this source of extra revenue 
to the utility will go away.  That will still be a happy day for me.

[4] Please, save the comments arguing that energy efficiency programs pay for themselves.  They may save 
society as much or more in energy resource costs as they cost the utility, but when it comes to rate making, the 
money for those programs comes from ratepayers, and energy efficiency programs don’t justify a volumetric 
rate increase on economic grounds.
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FOLD

All rates effective with January 2017 billing

Important information about a change to 
Duke Energy Florida’s 2017 residential rates

Residential Service (RS-1, RSL-1, RSL-2)
Customer charge  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . $8 .76 per month
Energy charge

First 1,000 kWh  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  6 .736¢ per kWh
All kWh above 1,000   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  8 .098¢ per kWh

Fuel charge
First 1,000 kWh  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  3 .377¢ per kWh
All kWh above 1,000   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  4 .377¢ per kWh

Asset Securitization Charge
All kWh  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  0 .287¢ per kWh

Residential Service Time of Use (RST-1) (Closed to new customers as of 2/10/10 .)
Customer charge  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  $16 .19 per month*
Energy charge

On-peak  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 17 .122¢ per kWh  
Off-peak .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  2 .615¢ per kWh

Fuel charge
On-peak  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  4 .573¢ per kWh
Off-peak .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  3 .245¢ per kWh

Asset Securitization Charge
All kWh  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  0 .287¢ per kWh

* For most residential customers . Where an advance special meter payment is made,  
the charge is $8 .76 .

Residential Seasonal Service (RSS-1)
You can reduce your customer charge from $8 .76 per month to $4 .58 per month if you  
are gone for at least three months during the billing periods of March through October  
and do not use more than 210 kWh per month (or 7 kWh per day) . All other charges as 
stated in otherwise applicable rate schedules still apply . 

Lighting Service (LS-1)
This service is available from dusk to dawn with various automatically controlled  
light fixtures.
Fixture and maintenance charge  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . Depends upon fixture type
Customer charge (per line of billing)

Metered   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . $3 .42 per month
Unmetered  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . $1 .19 per month

Energy charge  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 2 .584¢ per kWh
Fuel charge   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  3 .494¢ per kWh
Asset Securitization Charge   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 0 .044¢ per kWh

Billing Adjustments (BA-1)
All the energy charges listed above include the following amounts for energy conservation 
(ECCR), environmental (ECRC) and purchased power capacity (CCR) which includes the 
nuclear cost recovery clause:

Residential – RS-1, RSS-1, RSL-1, RSL-2 and RST-1:
 ECCR   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  0 .317¢ per kWh
 ECRC   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  0 .151¢ per kWh
 CCR   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  1 .294¢ per kWh
 

Lighting – LS-1:
 ECCR   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  0 .105¢ per kWh
 ECRC   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  0 .144¢ per kWh
 CCR   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  0 .203¢ per kWh
 

Our residential rates as of January 2017

Safe, reliable, cleaner energy at a fair price is important to you - our customers .  
It is important to us, too . 

Duke Energy Florida’s electric rates are set by the state . As a regulated utility,  
Duke Energy Florida’s rates cover the costs necessary to produce and deliver  
reliable power to the company’s 1 .7 million customers who rely on electricity  
as part of their daily lives .

The Florida Public Service Commission has approved Duke Energy Florida’s annual 
price changes, related to costs for fuel, purchased power, nuclear, environmental 
controls and energy efficiency measures, starting with January 2017 billing.  
Residential customers will see rate changes resulting in an increase of less than  
4 percent or $4 .39 per month on a 1,000-kilowatt-hour (kWh) bill .

The  efficiency upgrades to the Hines Energy Complex, which serves all Duke Energy 
Florida customers, have been delayed . Therefore, the 49 cents per 1,000-kilowatt-
hour (kWh) increase to residential customer electric rates previously approved by 
the Florida Public Service Commission to go into effect in  November billing for the 
first part of the project will be postponed until later in 2017. You will receive more 
information about this project prior to it going into service.

Duke Energy has also received Florida Public Service Commission approval to 
recover the costs related to purchasing the Osprey Energy Complex starting with 
February 2017 billing . The addition of the clean natural gas plant will help support 
long-term growth and future energy needs in a cost-effective manner . Residential 
customers will see an additional increase of about 1 percent or $1 .45 per  
1,000 kWh starting with February billing . After the February change the monthly 
residential bill for 1,000 kWh will be $117 .10 .

In March, we anticipate a change to the Asset Securitization Charge . While the 
total dollars collected in rates will stay relatively constant, the customer rate may 
change, at least twice a year, due to fluctuations in sales. The required formula-
based true-up process adjusts for the difference between the estimated and actual 
amounts collected. We have previously projected the charge will drop slightly in 
March . More information will be provided to you at that time . We work hard on 
behalf of our customers to ensure safe, reliable, cleaner energy 24/7 . We are 
leveraging innovative technology across our Florida service territory to upgrade the 
energy grid, improve reliability and help customers become more energy efficient - 
all while keeping energy costs below the state and national averages .  

You can help reduce your electric bill by managing your energy use . Duke Energy 
provides free home energy audits and tips for customers . Visit duke-energy .com 
or call 1 .877 .574 .0340 .  

©2016 Duke Energy Corporation  163099  11/16   30956-I-0115
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Notice how we’ve presented the 
January 2017 residential rates so 
you can clearly see the costs for 
the first 1,000 kWh as compared 
to the costs per kWh above 1,000 .  
To help you better understand the 
bill, we’ve provided the definitions 
below of the items included in most 
residential bills . 

This bill belongs to a sample customer who  
uses 1,500 kWh of electricity each month . RSL-1/2  091 Residential Load Management 

BILLING PERIOD..01/01/17 TO 01/30/17   30 DAYS
CUSTOMER CHARGE 8.76
ENERGY CHARGE
FIRST 1000 KWH 1000 KWH @ 6.736¢ 67.36
ABOVE 1000 KWH 500 KWH @ 8.098¢ 40.49

FUEL CHARGE
FIRST 1000 KWH 1000 KWH @ 3.377¢ 33.77
ABOVE 1000 KWH 500 KWH @ 4.377¢ 21.89

ASSET SECURITIZATION CHARGE
 1500 KWH @ .287¢ 4.31

TOTAL ELECTRIC COST 176.58

ENERGYWISE HOME (Load Management) CREDIT 11.50CR

GROSS RECEIPTS TAX 4.23

MUNICIPAL FRANCHISE FEE   6% 10.16

MUNICIPAL UTILITY TAX    10% 13.43

TOTAL CURRENT BILL 192.90

TOTAL DUE THIS STATEMENT 192.90

1
2

3

4

5

6

7

8

For more information about Duke Energy rates, visit  
duke-energy.com/rates . 

3

Breakdown of the new 2017 monthly bill statement

1 Customer charge: A fixed monthly amount to cover the cost 
of providing service to your location . This charge is applicable 
whether or not electricity is used .

2 Energy charge: All the costs, other than fuel, involved in 
producing and distributing elctricity .  

 Fuel charge: This includes the actual cost of fuel used to 
produce electricity . The company’s two largest fuel sources 
are natural gas and coal . Fuel costs are passed through from 
fuel suppliers to customers with no profit to the company. This 
charge is adjusted annually to reflect changes in the cost of fuel.

4  Asset Securitization Charge: The result of a bond issuance 
process put in place to lower the cost of the company’s retired 
nuclear plant . This saves customers more than $800 million over 
the next 20 years – or approximately $2 per month per 1,000 
kWh – compared to traditional cost recovery methods .

5  EnergyWise® Home program credit: EnergyWise Home is a 
free program that offers qualified participants a credit of up to 
$147 a year depending on their monthly energy usage and the 
appliances enrolled in the program .    

6  Gross receipts tax: Collected in accordance with Florida state 
statutes, this tax is assessed on all electric public utilities and 
paid directly to the state . Duke Energy Florida does not keep 
these tax monies.    

7  Franchise fee: This is a fee that we collect to compensate  
communities for using their rights of way . The entire fee is sent 
back to the local community; Duke Energy Florida does not keep 
any franchise fees . Fees vary by community .  

8  County/municipal utility tax: In accordance with state law,  
a county/municipality may levy a tax on the purchase of  
electricity within that area. This tax is paid directly to your 
county/municipality . Duke Energy Florida does not keep any  
of these taxes.
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Forty-Seventh Revised Sheet No. 8.201
FLORIDA POWER & LIGHT COMPANY Cancels Forty-Sixth Revised Sheet No. 8.201

Issued by: S. E. Romig, Director, Rates and Tariffs
Effective:  January 1, 2017

RESIDENTIAL SERVICE  

RATE SCHEDULE:  RS-1 

AVAILABLE: 

In all territory served.

APPLICATION:

For service for all domestic purposes in individually metered dwelling units and in duplexes and triplexes, including the separately- 
metered non-commercial facilities of a residential Customer (i.e., garages, water pumps, etc.).  Also for service to commonly-owned 
facilities of condominium, cooperative and homeowners' associations as set forth on Sheet No. 8.211, Rider CU.

SERVICE:

Single phase, 60 hertz at available standard distribution voltage.  Three phase service may be furnished but only under special 
arrangements.  All residential service required on the premises by Customer shall be supplied through one meter.  Resale of service is not 
permitted hereunder.

MONTHLY RATE:

Customer Charge: $7.87

Non-Fuel Charges:
  Base Energy Charge:
   First 1,000 kWh 5.562 ¢ per kWh
   All additional kWh 6.562 ¢ per kWh
  Conservation Charge See Sheet No. 8.030
   Capacity Payment Charge See Sheet No. 8.030
  Environmental Charge See Sheet No. 8.030
  

Additional Charges:
   
  Residential Load Control
  Program (if applicable) See Sheet No. 8.217 
  Fuel Charge See Sheet No. 8.030
  Storm Charge See Sheet No. 8.040
  Franchise Fee See Sheet No. 8.031
  Tax Clause See Sheet No. 8.031
   
  

Minimum:  $7.87

TERM OF SERVICE:

Not less than one (1) billing period.

RULES AND REGULATIONS:

Service under this schedule is subject to orders of governmental bodies having jurisdiction and to the currently effective "General Rules 
and Regulations for Electric Service" on file with the Florida Public Service Commission.  In case of conflict between any provision of 
this schedule and said "General Rules and Regulations for Electric Service" the provision of this schedule shall apply.
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ELECTRIC SERVICE TARIFF: 

RESIDENTIAL SERVICE 
SCHEDULE: “R-22” 

PAGE EFFECTIVE DATE REVISION PAGE NO. 

1 of 2 With Bills Rendered for the Billing Month of January, 2016 Original 2.10 

AVAILABILITY: 

Throughout the Company's service area from existing lines of adequate capacity.  

APPLICABILITY: 

For all domestic uses of a Residential Customer in a separately or commonly metered dwelling unit. A 
Residential Customer hereunder is defined in the Company’s Rules and Regulations for Electric Service.   

TYPE OF SERVICE: 

Single or three phase, 60 hertz, at a standard voltage. 

MONTHLY RATE: 

 
WINTER - For the Billing Months of October through May 
Basic Service Charge.....................................................................................................................$10.00 

First 650 kWh……………………………………………………………………………5.6582¢ per kWh 
Next 350 kWh……………………………………………………………………………4.8533¢ per kWh 
Over 1000 kWh………………………………………………………………………….4.7641¢ per kWh 

SUMMER - For the Billing Months of June through September 
Basic Service Charge..……………………………………………………..………….....……………..$10.00 

First 650 kWh……………………………………………………………………………5.6582¢ per kWh 
Next 350 kWh……………………………………………………………………………9.3983¢ per kWh 
Over 1000 kWh………………………………………………………………………….9.7273¢ per kWh 

 
Minimum Monthly Bill:  $10.00 Basic Service Charge plus Environmental Compliance Cost 
Recovery, plus Nuclear Construction Cost Recovery, plus Demand Side Management Residential 
Schedule, plus Municipal Franchise Fee. 

ENVIRONMENTAL COMPLIANCE COST RECOVERY: 

The amount calculated at the above rate will be increased under the provisions of the Company's effective 
Environmental Compliance Cost Recovery Schedule, including any applicable adjustments. 

NUCLEAR CONSTRUCTION COST RECOVERY: 

The amount calculated at the above rate will be increased under the provisions of the Company's effective 
Nuclear Construction Cost Recovery Schedule, including any applicable adjustments. 

DEMAND SIDE MANAGEMENT SCHEDULE: 

The amount calculated at the above rate will be increased under the provisions of the Company's effective 
Demand Side Management Residential Schedule, including any applicable adjustments. 
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SCHEDULE: “R-22” 

PAGE EFFECTIVE DATE REVISION PAGE 

 2 of 2 With Bills Rendered for the Billing Month of January, 2016 Original 2.10 

FUEL COST RECOVERY: 

The amount calculated at the above rate will be increased under the provisions of the Company's effective 
Fuel Cost Recovery Schedule, including any applicable adjustments. 

MUNICIPAL FRANCHISE FEE: 

The bill calculated under this tariff will be increased under the provisions of the Company's effective 
Municipal Franchise Fee Schedule, including any applicable adjustments. 

SENIOR CITIZEN - LOW INCOME ASSISTANCE: 

Qualifying customers certified by the Company will be eligible for a monthly bill discount of up to $18.00 
monthly at their primary residence. This discount will be applied to the customer’s pre-fuel monthly bill 
amount.  To qualify, the customer must be 65 years of age or older with total household income of 200% 
of the federal poverty level or less per year, provided that the electric service account is individually 
metered and in said customer's name.  There shall be no net credits nor shall there be any carry-over 
credits. 

MULTIPLE SERVICE: 

Where two or more dwelling units are served through a common meter, the Basic Service Charge and 
each appropriate kWh block in the above monthly rate shall be multiplied by the number of separate 
dwelling units so served. 

The minimum monthly bill under this option shall be $10.00 Basic Service Charge times the 
number of dwelling units served plus Environmental Compliance Cost Recovery, plus Nuclear 
Construction Cost Recovery, plus Demand Side Management Residential Schedule, plus 
Municipal Franchise Fee.  Billing under this provision shall be designated "R-22-M". 

BUDGET BILLING OPTION: 

The Customer may be offered the option of being rendered a budget bill which has the effect of leveling 
the Customer's monthly billing amount. Details of this billing option are on file in each Company office and 
with the Georgia Public Service Commission. This option is available only for separately metered dwelling 
units. 

TERM OF CONTRACT: 

One (1) year, unless customer selects another Residential tariff for which they qualify. 

GENERAL TERMS & CONDITIONS: 

The bill calculated under this tariff is subject to change in such an amount as may be approved and/or 
amended by the Georgia Public Service Commission under the provisions of applicable riders and other 
schedules. 

Service hereunder is subject to the Rules and Regulations for Electric Service on file with the Georgia 
Public Service Commission. 
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Breakdown

Water Bill Estimator

Home My Account Understand My Bill Rates

Rates

Utilities across the country are facing challenging times - increasing fuel prices, increasing environmental 

regulations, and extreme weather. JEA is faced with some of those same challenges, but we are doing 

everything we can to keep rates low and stable. 

Currently our prices are below average for the state. And you may not realize it, but your JEA bill is about 

12% less today than it was six years ago, when adjusted for inflation. In 2015, customers received a credit 

on their bill for the third year in a row. We were able to gain substantial savings on the fuel we use to 

generate electricity, so we are again returning those savings to you.

January 2016 Fuel Charge Decrease
On January 19, 2016 the JEA Board approved a Fuel Charge decrease of $6.85 per megawatt hour with an 

effective date of February 1, 2016. This reduction translates to a 5.56% decrease in the electric portion of a 

1,000 kWH a month residential customer’s bill and lowers JEA electric rates to the 2008 level. Commercial 

customers should receive a 6-9% decrease depending on rate class.  

Read the transcript

If you are unsure of what the terms below mean, please reference our Glossary of Electric Terms or our 

Glossary of Water and Sewer Terms.

Residential electric rates

This rate is designed for all residential customers. There is no demand charge, as it is 

incorporated into the energy charge. Customers in this class include single family homes, 

Page 1 of 2Rates | Understand My Bill | My Account | JEA

1/12/2017https://www.jea.com/My_Account/Understand_My_Bill/Rates/
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Create a jea.com account

My JEA Utility Tracker

JEA is a municipal or community-owned utility. Our rates are designed to cover the cost of operating your 

electric, water and sewer business and to pay down the debt for money borrowed to expand and improve 

the pipes and wires we use to send electricity and water to your home, and for the pipes to collect and 

remove sewer from your home. Our rates also cover current state and federal regulations. There are 

additional regulations that could have an impact on rates in the next decade, because compliance with these 

regulations could cost JEA up to $1 billion.

Utility service is a complicated and costly business. We want you to know that we work hard to be 

responsible stewards of your business and the environment, while bringing you the most reliable service 

possible.

Effective Dates of Rates:
• Electric Base: January 1, 2012

• Electric Fuel: November 15, 2016

• Water and sewer: October 1, 2012

individually metered apartments, and some common areas at apartment complexes and home 

owner associations.

Basic Monthly
Charge

Energy Rate
per kWh

Fuel Rate
per kWh

Environmental
Rate per kWh

Total Rate
per kWh

$5.50 $0.06988 $0.03250 $0.00062 $0.10300

Plus the following taxes and fees as determined by the city or county:

Duval County Atlantic Beach

3% Franchise Fee 

2.5641% Gross Receipts Tax 

10% Public Service Tax 

6.5574% Franchise Fee 

2.7322% Gross Receipts Tax 

5% Public Service Tax 

Baldwin Clay County

6.5574% Franchise Fee 

2.7322% Gross Receipts Tax 

10% Public Service Tax 

6.5574% Franchise Fee 

2.7322% Gross Receipts Tax 

4% Public Service Tax on usage 

over 500 kWh 

Orange Park St. Johns County

6.5574% Franchise Fee 

2.7322% Gross Receipts Tax 

10% Public Service Tax 

2.5641% Gross Receipts Tax

Residential water, sewer and irrigation rates

General Service electric rates (Small commercial)

General Service Demand electric rates (Large commercial)

General Service Large Demand electric rates (Industrial)

Commercial water, sewer and irrigation rates

Multi-family water, sewer, and irrigation rates

Page 2 of 2Rates | Understand My Bill | My Account | JEA

1/12/2017https://www.jea.com/My_Account/Understand_My_Bill/Rates/
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   Nineteenth Revised Sheet No. 6.0 
   Cancels Eighteenth Revised Sheet No. 6.0 

ISSUED BY: Jeff Sprague, Manager         DATE EFFECTIVE: 10/01/2015 
 Pricing & Rates 

 RATE SCHEDULE RS 
RESIDENTIAL SERVICE 

Rate RS 
Page 1 of 1 

 RS   Residential Service | Sheet No. 6.0  
 
Available: 
 

In all territory served by Lakeland Electric 
 
Applicable: 
 

To all electric service provided to single family homes, mobile homes, or apartments where such energy usage is 
exclusively for residential purposes.  Also, for energy used to service commonly-owned facilities in condominium 
and cooperative apartment buildings subject to the following requirements. 
1. 100% of the energy used is exclusively for the Customer’s benefit. 
2. None of the energy is used in any endeavor which sells or rents a commodity or provides service for a fee. 
3.  Each point of delivery will be separately metered and billed. 
4. A responsible legal entity is established as the Customer to whom a bill can be rendered. 
5.    Beginning January 1, 2016 new solar electric systems interconnected with Lakeland Electric shall take service 

under Rate Schedule RSD.  Existing customers as of this date may maintain service under this rate scheduled 
through December 31, 2025. 

Character of Service: 
 

A-C; 60 Hertz; single phase 3 wire; 120/240 volts or 120/208 volts. 
 
Limitation of Service: 
 

Standby service or resale not permitted under this rate schedule. 
 

Net Rate per Month: 
 

Customer Charge: $9.50 
Energy Charge: 
 0 to 1,000 kWh  5.085¢ per kWh  

                1,001 to 1,500 kWh  5.646¢ per kWh  
 above 1,500 kWh  6.207¢ per kWh  
 
Minimum Bill: Customer charge, plus Adjustments. 
 
Adjustments: 
 Fuel charge, as contained in Schedule BA-1 

City Utility Tax or Surcharge, taxes, surcharges, and fees as contained in Schedule BA-2 
Environmental Compliance Cost Charge as contained in Schedule BA-3 
Smart Grid Project Implementation as contained in Schedule BA-5 

Payment:  
Net bills are due when rendered and are delinquent thirty (30) days after the billing date. 

 Terms and Conditions:   
1. All Service hereunder will be supplied at one location through one point of delivery and measured through 

one meter.  
2. Service hereunder is subject to the rules and regulations for electric service as adopted by Lakeland 

Electric from time to time and on file with the City Clerk.  
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 Ninth 
Eighth

RESIDENTIAL ELECTRIC SERVICE
RATE SCHEDULE RS

Availability:

Monthly Rate:

6.418¢
7.418¢

Gross Receipts Tax:

Municipal Tax and Orange County Public Service Tax:

Minimum Bill:

Terms of Payment:

Limita on of Service:
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Residential Electric Rates

Standard Rate Plan

Monthly Fees

Customer Charge $7.41 - single phase;  $25.94- three 
phase

Usage Rates

Energy Rate (non-fuel) $0.06857 per kWh

Fuel and Purchase Power Charge Rate (ECRC) $0.02974 per kWh

Effective Billing Rate $0.09831 per kWh

Optional Nights & Weekends Pricing Plan See more information

Monthly Fees

Customer Charge $7.41 - single phase;  $25.94- three 
phase

Off-Peak Usage Rates (7 p.m. to 7 a.m. weekdays, weekends and holidays)

Energy Rate (non-fuel) $0.02886 per kWh

Fuel and Purchase Power Charge Rate (ECRC) $0.02587 per kWh

Effective Off-Peak Billing Rate $0.05473 per kWh

On-Peak Usage Rates (7 a.m. to 7 p.m. weekdays, Monday-Friday)

Energy Rate (non-fuel) $0.16839 per kWh

Fuel and Purchase Power Charge Rate (ECRC) $.0.3688 per kWh

Effective Peak Billing Rate $0.20527 per kWh

> Return to main utility rates page

Detailed information about City of Tallahassee Utilities rate applicability or availability, discounts, penalties, etc. can be found at the Municipal Code Corporation (MCC).

Rates listed are applied to all utility bills rendered on and after January 1, 2017.

Contact Info
Utility Customer Service

435 North Macomb Street

Tallahassee FL 32301

850-891-4968

Maps and Directions

Contact Us

Page 1 of 1Residential Electric Rates | Your Own Utilities

1/12/2017https://www.talgov.com/you/you-customer-helpful-rates-res-elec.aspx
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STATE OF ILLINOIS 
 

ILLINOIS COMMERCE COMMISSION 
 
North Shore Gas Company   : 
       : 
Proposed general increase in gas rates. : 14-0224 
(tariffs filed February 26, 2014)   : 
       : 
The Peoples Gas Light and Coke Company : 
       : 
Proposed general increase in gas rates.  : 14-0225 
(Tariffs filed February 26, 2014)   : (Consol.) 

 

 

ORDER 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

January 21, 2015 
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STATE OF ILLINOIS 
 

ILLINOIS COMMERCE COMMISSION 
 
North Shore Gas Company   : 
       : 
Proposed general increase in gas rates. : 14-0224 
(tariffs filed February 26, 2014)   : 
       : 
The Peoples Gas Light and Coke Company : 
       : 
Proposed general increase in gas rates.  : 14-0225 
(Tariffs filed February 26, 2014)   : (Consol.) 

 

ORDER 

 

I. INTRODUCTION/ PROCEDURAL HISTORY  

On February 26, 2014, North Shore Gas Company (“North Shore” or “NS”) filed 
with the Illinois Commerce Commission (“Commission”), pursuant to Section 9-201 of the 
Public Utilities Act (the “Act” or “PUA”) (220 ILCS 5/9-201), the following revised tariff 
sheets: ILL. C.C. No. 17, Title Sheet and ILL. C.C. No. 17, Sheet Nos. 6-10, 18, 27, 42, 
58, 66, 77, 89, 114, 124, 135.1.  This tariff filing embodied a proposed general increase 
in gas service rates, revisions to the service classifications, riders and terms and 
conditions of service.  The tariff filing was accompanied by direct testimony, other exhibits, 
and other materials required under Parts 285 and 286 of Title 83 of the Illinois 
Administrative Code (the “Code”), 83 Ill. Adm. Code Parts 285 and 286.  

On February 26, 2014, The Peoples Gas Light and Coke Company (“Peoples 
Gas”, “Peoples” or “PGL”) filed with the Commission, pursuant to Section 9-201 of the 
Act, the following revised tariff sheets: ILL. CC. No. 28, Title Sheet and ILL. C. C. No. 28, 
Sheet Nos. 5-9, 16, 19, 28, 42, 59, 68, 78, 95, 120, 140, 151.1.  This tariff filing embodied 
a proposed general increase in gas service rates and revisions of other terms and 
conditions of service.  The tariff filing was accompanied by direct testimony, other exhibits, 
and other materials required under Parts 285 and 286 of the Code.   

Notices of the proposed tariff changes reflected in these rate filings were posted in 
North Shore’s and Peoples Gas’ (the “Utilities” or “Companies”) business offices and 
published in secular newspapers of general circulation in the Utilities’ respective service 
areas, as evidenced by publishers’ certificates, in accordance with the requirements of 
Section 9-201(a) of the Act and the provisions of 83 Ill. Adm. Code Part 255.  

The Commission issued a Suspension Order for North Shore’s tariff filing on March 
19, 2014, which suspended the tariffs to and including July 25, 2014, and further initiated 
Docket 14-0224.  On July 9, 2014, the Commission issued a Resuspension Order that 
suspended these tariffs to, and including, January 25, 2015.  However the deadline for 
Commission action is January 20, 2015. 
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The Commission issued a Suspension Order for Peoples Gas’ tariff filing on March 
19, 2014, which suspended the tariffs to and including July 25, 2014, and initiated Docket 
14-0225.  On July 9, 2014, the Commission issued a Resuspension Order that suspended 
these tariffs to, and including, January 25, 2015. 

On April 1, 2014, North Shore and Peoples Gas each filed motions for protective 
orders in their respective Dockets, pursuant to Section 4-404 of the Act and 83 Ill. Adm. 
Code §§200.190 and 200.430.  On April 14, 2014, the Administrative Law Judges (“ALJs”) 
held an initial status hearing and, received the oral motion of Commission Staff (“Staff”) 
to consolidate these cases and also orally approved a case schedule and data request 
response time schedule.  On April 15, 2014, the Attorney General of the State of Illinois 
(the “Attorney General” or “AG”) filed a response to North Shore’s and Peoples’ motions 
for a protective order.  On May 7, 2014, the Utilities each filed a motion for entry of case 
management plan and schedule, pursuant to Section 10 101.1 of the Act and 83 Ill. Adm. 
Code §§ 200.190, 200.370, and 200.500.  On August 8, 2014, Staff filed a motion to strike 
portions of the rebuttal testimony of the Utilities’ witness Ms. Christine M. Hans and NS-
PGL Ex. 26.3 in its entirety.  On August 20, 2014, the Utilities filed a response to Staff’s 
motion to strike portions of the rebuttal testimony of Ms. Christine M. Hans and NS-PGL 
Ex. 26.3.  On August 27, 2014, Staff filed a reply in support of its motion to strike portions 
of the rebuttal testimony of Ms. Christine M. Hans and NS-PGL Ex. 26.3.  On September 
2, 2014, the ALJs denied Staff’s motion to strike portions of the rebuttal testimony of Ms. 
Christine M. Hans and NS-PGL Ex. 26.3.   

On September 4, 2014, Staff filed a motion for leave to file instanter the rebuttal 
testimony of Daniel G. Kahle, Dianna Hathhorn, and Janis Freetly.  On September 10, 
2014, the ALJs granted Staff’s motion for leave to file instanter.  On September 15, 2014, 
the Attorney General filed a motion to strike certain testimony of Utilities’ witness Ms. 
Debra Egelhoff.  On September 17, 2014, the Utilities filed a response to the Attorney 
General’s motion to strike certain testimony of Utilities’ witness Ms. Debra Egelhoff.  On 
September 19, 2014, the Administrative Law Judges granted in part and denied in part 
the Attorney General’s motion to strike certain testimony of Utilities’ witness Ms. Debra 
Egelhoff.  On October 17, 2014, Staff filed a motion for administrative notice of Peoples 
Gas’ Qualifying Infrastructure Plant Surcharge Rider (“Rider QIP”) information Sheet No. 
9 and its supporting schedules and future Rider QIP informational Sheet Filing Nos. 10, 
11, and 12 and their supporting schedules.  On October 27, 2014, the Utilities filed a 
motion to correct the transcript of September 22-23, 2014 hearings.  On October 29, 2014, 
the Utilities filed a response to Staff’s motion for administrative notice relating to Rider 
QIP information sheets and supporting schedules.  On October 29, 2014, the AG filed a 
motion to correct the transcript of September 22-23, 2014 hearings.  On October 29, 2014, 
the AG filed a Motion to re-open the record of the People of the State of Illinois and admit 
into evidence a data request response from Docket No. 14-0496.  Wisconsin Energy 
Corporation, Integrys Energy Group, Inc., Peoples Energy, LLC, The Peoples Gas Light 
and Coke Company, North Shore Gas Company, ATC Management Inc., and American 
Transmission Company LLC, Docket No. 14-0496.  On October 30, 2014, the AG filed a 
revised version of that motion.  On October 31, 2014, the Utilities filed a response to the 
AG’s October 30th motion.  On November 3, 2014, Staff filed a reply in support of its 
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motion for administrative notice.  On November 3, 2014, the AG filed a reply in support of 
its October 30th motion.   

On November 5, 2014, the Administrative Law Judges granted Staff’s motion for 
administrative notice with certain additional rulings.  On November 5, 2014, the 
Administrative Law Judges granted the AG’s October 30th motion. On November 10, 
2014, the Administrative Law Judges granted motions to correct the transcript filed by the 
AG and the Utilities.   
Petitions to Intervene 

Petitions to Intervene were filed or appearances were entered on behalf of the AG; 
the Citizens Utility Board (“CUB”); the Retail Energy Supply Association (“RESA”); 
Merchandise Mart, the University of Illinois, Abbot Laboratories, Inc., AbbVie, Inc., and 
Ford Motor Company (collectively the “IIEC”); the Environmental Law and Policy Center 
(“ELPC”), (collectively, the AG and ELPC are “AG-ELPC”) and the City of Chicago (the 
“City”), (collectively, the City, CUB and IIEC are “City-CUB-IIEC” or “CCI”). 
The Evidentiary Hearing 

The evidentiary hearing was held September 22, 2014 and September 23, 2014, 
at the offices of the Commission in Chicago, Illinois.  At the evidentiary hearings, the 
Utilities, Staff, and certain Intervenors entered appearances and presented testimony.  
The following witnesses testified on behalf of the Utilities: Dennis M. Derricks, Assistant 
Vice President, Regulatory Affairs, Integrys Business Support, LLC, North Shore and 
Peoples Gas (NS Exhibit (“Ex.”) 1.0, PGL Ex. 1.0, NS-PGL 17.0, NS PGL Ex. 33.0); Lisa 
J. Gast, Manager, Financial Planning and Analysis, Integrys Business Support, LLC (NS 
Ex. 2.0, PGL Ex. 2.0, NS-PGL Ex. 18.0, NS-PGL Ex. 34.0); Paul R. Moul, Managing 
Consultant, P. Moul & Associates (NS Ex. 3.0, PGL Ex. 3.0, NS-PGL Ex. 19.0, NS-PGL 
Ex. 35.0); Kevin R. Kuse, Senior Load Forecaster, Integrys Business Support, LLC (NS 
Ex. 4.0, PGL Ex. 4.0); Christine M. Gregor, Director, Operations Accounting, North Shore 
and Peoples Gas, Integrys Business Support, LLC (NS Ex. 5.0, PGL Ex. 5.0 REV, NS-
PGL Ex. 20.0); Sharon Moy, Rate Case Consultant, Regulatory Affairs, Integrys Business 
Support, LLC (NS Ex. 6.0, PGL Ex. 6.0, NS-PGL Ex. 21.0, NS-PGL Ex. 36.0); John 
Hengtgen, Consultant, Hengtgen Consulting, LLC (NS Ex. 7.0, PGL Ex. 7.0, NS-PGL Ex. 
22.0 REV, NS-PGL Ex. 37.0); Mark Kinzle, General Manager, District Field Operations, 
North Shore Gas Company (NS Ex. 8.0, NS-PGL Ex. 31.0, NS-PGL Ex. 45.0); David 
Lazzaro, General Manager, District Field Operations, The Peoples Gas Light and Coke 
Company (PGL Ex. 8.0 2nd REV, NS-PGL Ex. 23.0 2nd REV, NS-PGL Ex. 38.0); John 
J. Spanos, Senior Vice President, Valuation and Rate Division, Gannett Fleming, Inc. (NS 
Ex. 9.0, PGL Ex. 9.0); Noreen E. Cleary, Assistant Vice President, Total Compensation, 
Integrys Energy Group, Inc. (NS Ex. 10.0, PGL Ex. 10.0, NS PGL Ex. 24.0); John P. 
Stabile, Tax Director, Integrys Business Support, LLC (NS Ex. 11.0, PGL Ex. 11.0, NS-
PGL Ex. 25.0 REV, NS-PGL Ex. 39.0); Christine M. Hans, Manager, Benefits Accounting, 
Integrys Business Support, LLC (NS Ex. 12.0, PGL Ex. 12.0, NS-PGL Ex. 26.0, NS-PGL 
Ex. 40.0); Tracy L. Kupsh, Director, Operations Accounting IBS, Integrys Business 
Support, LLC (NS Ex. 13.0, PGL Ex. 13.0, NS-PGL Ex. 27.0, NS-PGL Ex. 41.0); Joylyn 
C. Hoffman Malueg, Rate Case Consultant – Regulatory Affairs, Integrys Business 
Support, LLC (NS Ex. 14.0, PGL Ex. 14.0, NS-PGL Ex. 28.0, NS-PGL Ex. 42.0); Debra 
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E. Egelhoff, Manager, Gas Regulatory Policy, Integrys Business Support, LLC (NS Ex. 
15.0, PGL Ex. 15.0 REV, NS-PGL Ex. 29.0 REV, NS-PGL Ex. 43.0 REV);  Thomas L. 
Puracchio, Manager, Gas Storage, Integrys Business Support, LLC (NS Ex. 16.0, PGL 
Ex. 16.0, NS-PGL Ex. 30.0, NS-PGL Ex. 44.0); James G. Robinson, General Manager – 
Customer Relations, Integrys Business Support, LLC (NS-PGL Ex. 32.0, NS-PGL Ex. 
46.0). 

The following witnesses testified on behalf of Staff: Dianna Hathhorn, Accountant, 
Accounting Department, Financial Analysis Division, Illinois Commerce Commission 
(Staff Ex. 1.0, Staff Ex. 6.0), Daniel Kahle, Accountant, Accounting Department Financial 
Analysis Division, Illinois Commerce Commission (Staff Ex. 2.0, Staff Ex. 7.0); Janis 
Freetly, Senior Financial Analyst, Finance Department, Financial Analysis Division, 
Illinois Commerce Commission (Staff Ex. 3.0, Staff Ex. 8.0); William R. Johnson, 
Economic Analyst, Rates Department, Financial Analysis Division, Illinois Commerce 
Commission (Staff Ex. 4.0, Staff Ex. 9.0), Brett Seagle, Gas Engineer, Energy 
Engineering Program, Safety and Reliability Division, Illinois Commerce Commission 
(Staff Ex. 5.0, Staff Ex. 10.0). 

The AG’s witnesses were: David J. Effron, Consultant (AG Ex. 1.0, AG Ex. 7.0); 
David E. Dismukes, PH.D., Consulting Economist, Acadian Consulting Group (AG Ex. 2.0 
Corrected (“C”), AG Ex. 8.0); Roger D. Colton, Principal, Fisher Sheehan & Colton, Public 
Finance and General Economics (AG Ex. 4.0C, AG Ex. 10.0); Sarah Pickett, 
Administrative Assistant, Center for the Advancement of Science Education, Museum of 
Science and Industry (AG Ex. 5.0); Nathaniel Doromal, a software engineer in the finance 
industry (AG Ex. 6.0). 

AG-ELPC’s witness was: Scott J. Rubin, Consultant (AG/ELPC Ex. 3.0, AG/ELPC 
Ex. 9.0). 

IIEC’s witnesses were: Brian C. Collins, Consultant and Associate, Brubaker & 
Associates, Inc. (IIEC Ex. 1.0, IIEC Ex. 3.0); Amanda M. Alderson, Consultant, Brubaker 
& Associates, Inc. (IIEC Ex. 2.0). 

City-CUB-IIEC’s witness was: Michael P. Gorman, Consultant and Managing 
Principal, Brubaker & Associates, Inc. (City-CUB-IIEC Jt. Ex. 1.0, City-CUB-IIEC Jt. Ex. 
2.0). 

The above references to testimony are intended to include the attachments 
thereto, whether given separate exhibit numbers or not.  All parties were given the 
opportunity to cross-examine witnesses.  On November 10, 2014, the ALJs marked the 
record “Heard and Taken”. 
Rulings on Motions  

A status hearing was held April 14, 2014, where Staff made a motion to consolidate 
these Dockets, as noted above.  On April 14, 2014, after considering all of the parties’ 
arguments, the ALJs entered a Protective Order for these dockets.  On April 14, 2014, 
the ALJs issued a notice of schedule.  On August 11, 2014, the ALJs granted Staff’s 
motion to consolidate these dockets.  On September 2, 2014, the ALJs denied Staff’s 
motion to strike portions of the rebuttal testimony of Ms. Christine M. Hans and NS-PGL 
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Ex. 26.3.  On September 10, 2014, the ALJs issued a notice of ALJ’s ruling granting 
Staff’s motion for leave to file instanter the rebuttal testimony of Daniel G. Kahle, Dianna 
Hathhorn, and Janis Freetly.   

On September 19, 2014, the ALJs issued a notice of ALJ’s ruling granting in part 
and denying in part the AG’s motion to strike certain testimony of Utilities’ witness Ms. 
Debra Egelhoff.  On November 5, 2014, the Administrative Law Judges granted Staff’s 
motion for administrative notice, with certain additional rulings.  On November 5, 2014, 
the Administrative Law Judges granted the AG’s October 30th motion.   
Post-Hearing Briefs 

On October 21, 2014, the Utilities, Staff, the AG, City-CUB, City-CUB-IIEC, ELPC, 
and IIEC, each filed Initial Briefs (“Init. Br.” or “IB”). On November 6, 2014, the Utilities, 
Staff, the AG, City-CUB, City-CUB-IIEC, ELPC, and IIEC each filed Reply Briefs (“Rep. 
Br.” or “RB”).  On November 7, 2014, per direction of the ALJs, the Utilities submitted a 
draft Proposed Order.   

On December 5, 2014, the ALJs issued their Proposed Order.  On December 16, 
2014, Briefs on Exceptions (“BOE”) were filed by the Utilities, Staff, the AG, City-CUB-
IIEC, ELPC, and IIEC.  On December 23, 2014, Reply Briefs on Exceptions (“RBOE”) 
were filed by Utilities, Staff, the AG, City-CUB-IIEC, and ELPC.   This Order considers all 
of the positions and arguments set out in the briefs on exceptions and reply briefs on 
exceptions listed above. 
II. TEST YEAR (UNCONTESTED) 

The Utilities proposed calendar year 2015, the twelve months ending December 
31, 2015, as the test year.  NS Ex. 6.0 at 5; PGL Ex. 6.0 at 5.  The Utilities submitted 
evidence that the forecasted 2015 test year data were based on careful analyses and 
appropriate adjustments.  NS Ex. 5.0 at 4-5; NS Ex. 6.0 at 5; PGL Ex. 5.0 REV at 4-5; 
PGL Ex. 6.0 at 5.  The proposed test year is reasonable NS Ex. 6.0 at 2; PGL Ex. 6.0 at 
2, is uncontested, and is approved. 
III. REVENUE REQUIREMENT 

A. North Shore 

Companies’ Position 
North Shore’s final proposed base rate revenue requirement (as revised in its 

rebuttal testimony) is $88,181,000, or $89,778,000 if costs recovered as Other Revenues 
($1,597,000) are included, and North Shore states that its proposed revenue requirement 
is just and reasonable based on the testimony and other exhibits in evidence.  e.g., NS-
PGL Ex. 21.0 at 3; NS PGL Ex. 36.0 at 3, fn. 1; NS-PGL Ex. 21.1N, lines 1, 5, 10, and 
11, column (‘‘col.”)[G]. 

At each of the direct and rebuttal testimony stages, North Shore presented pie 
charts and additional information showing the drivers of the net changes in their 
distribution costs of service and revenues forecasted for 2015 versus the levels expected 
in 2015 under the rates approved in the Companies’ 2012 rate cases.  NS-PGL IB at 10. 
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Staff’s Position 
The revenue requirement schedules attached to Staff’s Initial Brief use the Peoples 

Gas’ surrebuttal revenue requirement, and North Shore’s rebuttal revenue requirement, 
as their starting point.  To the extent that Staff’s proposed adjustments were rejected or 
only partially accepted by the Companies and reflected in the Companies surrebuttal 
revenue requirement, Staff’s proposed adjustments are shown either in total or in part as 
an adjustment to the Companies’ surrebuttal revenue requirement. Staff’s proposed 
adjustments that were accepted in total by the Companies and therefore are reflected in 
the Companies’ surrebuttal position are not shown as an adjustment on Staff’s Initial Brief 
Revenue requirement schedules. 

Staff recommends a revenue requirement of $86,798,000 as reflected on page 1 
of Appendix A to Staff’s Initial Brief. Staff recommends an increase to base rates of 
$3,460,000 and an increase of $84,000 to other revenues for a total increase of 
$3,544,000 (4.26%).  Staff’s overall recommended increase is $2,980,000 less than the 
$6,524,000 increase requested by North Shore in rebuttal. 
AG’s Position 

Notwithstanding their objection to the uncertainty of the 2015 test year as 
described in part III.C below, the AG recommends reducing the proposed revenue 
requirement (see NS-PGL Ex. 36.0 at 3:56) of North Shore Gas by $7.506 million, as 
shown at AG Exhibit 7.1, page 1 (Schedule DJE NS A) at the bottom of the “AG Proposed 
Adjustments” column.  This proposed adjustment is not meant to oppose (or support) any 
adjustment proposals offered by other parties in this proceeding on which the AG has not 
commented. 

More generally the AG questions the propriety and need of a rate increase for 
either Company.  As it considers the Companies’ claims that they require significant rate 
increases, the Commission typically assesses the claimed needs of shareholders within 
the context of rate of return evaluation.  The rate-making process under the Act, i.e., the 
fixing of ‘just and reasonable’ rates, involves a balancing of the investor and the consumer 
interests.  Citizens Utility Board v. Illinois Commerce Comm’n, 276 Ill.App.3d 730, 658 
N.E.2d 1194 (1995); citing Camelot Utilities, Inc. v. Illinois Commerce Comm'n, 51 
Ill.App.3d 5, 10, 365 N.E.2d 312 (1977).  In the landmark case Bluefield Waterworks 
Improvement Co. v. Public Service Comm’n of West Virginia, 262 U.S. 279 (1923), the 
U.S. Supreme Court established that a utility’s rates should reflect the opportunity – not 
a guarantee – to earn a return on its used and useful property when a commission sets 
rates.  The Bluefield Court further held that a utility has no constitutional right to profits 
such as are realized or anticipated in highly profitable enterprises or speculative ventures. 
Id.  The Court specified that the return 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 raise the 
money necessary for the proper discharge of its public duties. Id. at 693.  Investors 
holding interests in regulated public utilities understand that these companies are 
dedicated to serving the public and therefore, the investors’ possible returns may be 
limited.  Id. at 692-693.   
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Illinois courts have adopted the Bluefield standards and applied them to the 
regulation of utilities in Illinois:  “‘The rate making process under the act, i.e., the fixing of 
just and reasonable rates[,] involves a balancing of the investor and the consumer 
interests.’” Illinois Bell Telephone Co. v. Illinois Commerce Comm'n (1953), 414 Ill. 275, 
287, 111 N.E.2d 329, quoting Federal Power Comm'n v. Hope Natural Gas Co., 320 U.S. 
591, 603 (1944).  Similarly, the Illinois Supreme Court earlier established that a just and 
reasonable rate must be less than the value of the service to consumers. State Public 
Utilities Comm'n ex rel. City of Springfield v. Springfield Gas & Electric Co., 291 Ill. 209, 
216, 125 N.E. 891 (1919). The Appellate Court elaborated on this pronouncement in 
Camelot Utilities, Inc. v. Illinois Commerce Comm'n, 51 Ill.App.3d 5, 10, 365 N.E.2d 312 
(1977), wherein the Court declared that it is the ratepayers’ interest which must come 
first: 

The Commission has the responsibility of balancing the right 
of the utility's investors to a fair rate of return against the right 
of the public that it pay no more than the reasonable value of 
the utility's services. While the rates allowed can never be so 
low as to be confiscatory, within this outer boundary, if the 
rightful expectations of the investor are not compatible with 
those of the consuming public, it is the latter which must 
prevail. 

Camelot Utilities, 51 Ill.App.3d at 10; Citizens Utility Board v. Illinois Commerce Comm’n, 
276 Ill.App.3d 730, 658 N.E.2d 1194 (1995).   

As it balances the interests of Integrys Energy Group, Inc.’s (“Integrys”) 
shareholders and the Companies’ customers in this rate case, the Commission must 
consider the financial well-being of the customers these monopoly companies serve – 
just as it considers the claimed earnings requirements of investors.  In so doing, the 
Commission should be mindful of the economic challenges facing low-income populations 
residing in the Companies’ respective service territories.  AG witness Roger Colton 
presents a thorough and detailed analysis demonstrating that a substantial proportion of 
Chicago-area ratepayers cannot afford to pay their natural gas bills even under current 
rates, let alone under the massive rate increases being proposed by the North Shore and 
Peoples utilities.   

For example, the City of Chicago, which represents the entirety of Peoples’ service 
territory, has 270,000 of its residents, or 10% of the City’s population, living on income 
that is less than 50% of the Federal Poverty Level.  More than 20% of the City’s population 
lives at or below the Federal Poverty Level, while more than a third live on income below 
150% of the Federal Poverty Level.  Nearly half of all Chicago residents live with income 
below 200% of the Federal Poverty Level.  AG Ex. 4.0 at 23-24.   

Similarly, North Shore’s service area has 80,000 people living at or below 200% of 
the Federal Poverty Level.  Nearly as many people are in extreme poverty, below 50% of 
the Federal Poverty Level, (12,513) as live at the upper range of this population (13,217 
between 175% and 200% of Federal Poverty Level).  Nearly 30,000 people live below 
100% of the Federal Poverty Level.  Of all people in the North shore service territory, 14% 
live with income below 200% of the Federal Poverty Level.  AG Ex. 4.0 at 24-25. 
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Unfortunately, the huge burden that these rate increase proposals could impose 
on North Shore and Peoples residential customer bases is not limited to those falling 
under official poverty definitions.  Colton’s testimony documents a “self-sufficiency 
income” standard for Chicago area households, using the self-sufficiency standards that 
were developed for Illinois by the Center for Women’s Welfare at the University of 
Washington, based on periodic data-based analysis of the low-income and working 
populations throughout Illinois.  AG Ex. 4.0 at 19.  The self-sufficiency standard defines 
the level of income needed to maintain a minimum level of living without assistance.  A 
person living on a self-sufficiency income does not live comfortably:  he has no savings, 
spends nothing on recreation, does not make capital repairs to his housing or 
transportation and buys nothing on credit.  While the 2014 Poverty Level for a three-
person household is nearly $19,800 per year, the self-sufficiency standard is closer to 
$60,000 per year.  So a person could have income three times the Federal Poverty Level, 
and still have inadequate income to be self-sufficient.  AG Ex. 4.0 at 22-23.  In 2009, the 
year in which the first self-sufficiency study was prepared for Illinois, the self-sufficiency 
wage ranged from a low of $23.97 per hour (West Side of Chicago) to a high of $29.31 
per hour (DuPage County).  The geographic area making up the North Shore and Peoples 
services territories have the highest self-sufficiency standards in the state of Illinois, i.e., 
it takes more money to live a “no-frills” existence in these areas than anywhere else in 
the state.  AG Ex. 4.0 at 22; AG Ex. 4.1, Schedule RDC-8. 

The great difficulty which many people will face if the proposed rate increases and 
rate designs are approved is shown on Schedule RDC-12 of AG Ex. 4.1.  With the median 
income in Chicago (below which level 50% of the population lives) at $47,653, at least 
50% of Chicago’s population lives below the self-sufficiency income for the North Side 
($61,871), the West Side ($56,137) and the South Side ($56,267).  AG Ex. 4.0 at 27.  In 
the North Shore service territory, with the exception of one community, the median 
income for the lowest 20% of the population is not high enough to meet that region’s self-
sufficiency standard.  In four of North Shore’s communities the median income for the 
second lowest 20% of the population is a mere $30,000, and in five more North Shore 
communities the median income is between $30,000 and $50,000, well below the self-
sufficiency standard.  AG Ex. 4.0 at 28.   

Given the harsh realities of the economic circumstances under which so many of 
North Shore and Peoples ratepayers live, it is hard to escape Colton’s conclusion that a 
substantial number of these utility consumers cannot afford to pay their natural gas bills 
even under current rates.  AG Ex. 4.0 at 28.  Increasing rates pursuant to the North 
Shore/Peoples plan will make the unaffordability of natural gas delivery service not just a 
monthly risk but an inescapable reality for even more of these ratepayers. 

Finally, Colton’s examination of the North Shore/Peoples rate proposal impacts on 
low-use customers evaluated the risks facing Integrys relative to the burdens and risks 
facing customers described above.  In order to examine whether the utilities had made 
an attempt to balance the interests of ratepayers and investors, during discovery in this 
proceeding the AG asked both North Shore and Peoples to provide the Attorney 
General’s Office with each presentation or written materials provided as part of an agenda 
item made to the Integrys, North Shore or Peoples Board of Directors regarding low-
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income issues.  The response provided by the utilities was that no such presentations, 
agenda items or materials existed.  AG Ex. 4.0 at 29-30.  Additionally, the AG asked the 
utilities to provide a copy of each presentation or agenda materials presented to the 
Integrys, North Shore or Peoples Board of Directors on customer service, credit or 
collection issues.  The answer was the same:  no such materials existed.  AG Ex. 4.0 at 
30.  The financial risks facing its customers do not appear to have played a significant 
role in the utilities preparation of these rate increase requests.   

Statements made by Integrys, the parent company of North Shore and Peoples, 
to the investment community, however, show considerable attention was given to the 
financial risks facing the companies and their investors.  Company witness Moul stated 
that he did not engage in a balancing of interests in setting his common equity return 
recommendation, explaining that he considered only “investors” assessment of overall 
risk,” which, he stated, includes “business risk” and “financial risk.”  AG Ex. 4.0 at 30, 
citing PGL Ex. 3.0 at 3, 7.  Moul further testified that both utilities are riskier because they 
are smaller, have high operating ratios, have greater variability in earned returns and have 
experienced a decline in internally-generated funds,  AG Ex. 4.0 at 31, citing PGL Ex. 3.0 
at 8-10, and therefore a higher equity return would be justified.  AG Ex. 4.0 at 31, citing 
NSG Ex. 3.0 at 13 and PGL Ex. 3.0 at 13. 

Despite these risks, Integrys recently told investors that the company could 
increase its consolidated earnings in the range of 4% to 6% per year on an average 
annualized basis “for the foreseeable future.”  AG Ex. 4.0 at 31.  Increases in the price of 
propane and supply shortages have accelerated natural gas conversions through the 
respective utility service territories.  Id.  In the Fourth Quarter 2013 Earnings conference 
call, one Integrys executive reported that “fourth quarter and full year 2013 consolidated 
financial results were at the higher end of expectations we set in our third quarter earnings 
conference call last November and were significantly better than our financial results for 
the same periods in 2012.  Our utilities performed well and continue to be the core of our 
earnings.”  AG Ex. 4.0 at 32.  Integrys good performance was reported to be “based solely 
on our strong utility growth” as “regulated businesses are our core…and provide the vast 
majority of our earning and our growth.”   AG Ex. 4.0 at 32. 

Colton’s examination of Integrys’ own assessment of its utility companies’ financial 
performance leads him to conclude that there has been no attempt to balance ratepayer 
interests against the optimistic projections of growth and prosperity offered for North 
Shore and Peoples. AG Ex. 4.0 at 33.  If the Companies have failed to balance their need 
for a fifth rate increase in six years against the needs of their struggling ratepayers, then 
the Commission must perform that balancing itself. 
Commission Analysis and Conclusion 

Upon a thorough review of the record, the Commission finds that the appropriate 
revenue requirement for North Shore is $86,955,000.  The Commission is cognizant of 
the need to balance the interests of rate payers entitled to fair and reasonable rates with 
the financial requirements of the Companies. The Commission concludes that the 
adjustments to the revenue requirement reflected in this Order are supported by the 
evidence.  
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B. Peoples Gas 

Companies’ Position  
Peoples Gas’ final proposed base rate revenue requirement (as revised in its 

rebuttal testimony and slightly reduced in its surrebuttal testimony) is $680,801,000, or 
$697,407,000 if costs recovered as Other Revenues ($16,606,000) are included, and 
Peoples Gas states that its revenue requirement is just and reasonable based on the 
testimony and other exhibits in evidence.  E.g., NS-PGL Ex. 36.0 at 3; NS-PGL Ex. 36.1P, 
lines 1, 4, 9, and 10, col. [G]. 

At each of the direct and rebuttal testimony stages, Peoples Gas presented pie 
charts and additional information showing the drivers of the net changes in their 
distribution costs of service and revenues forecasted for 2015 versus the levels expected 
in 2015 under the rates approved in the Utilities’ 2012 rate cases.  The Peoples Gas 
rebuttal information was not significantly changed by the surrebuttal revenue requirement 
reduction.  NS-PGL IB at 12. 
Staff’s Position 

Staff recommends a revenue requirement of $667,945,000 as reflected on page 1 
of Appendix B to Staff’s Initial Brief.  Staff recommends an increase to base rates of 
$69,405,000 and an increase of $1,674,000 to other revenues for a total increase of 
$71,079,000 (11.91%).  Staff’s overall recommended increase is $29,462,000 less than 
the $100,541,000 increase requested by Peoples Gas in surrebuttal. 
AG’s Position 

Notwithstanding their objection to the uncertainty of the 2015 test year as 
described in part III.C below, the AG recommends reducing the proposed revenue 
requirement (see NS-PGL Ex. 36.0 at 3:56) of Peoples Gas by $56.728 million, as shown 
at AG Exhibit 7.2, page 1 (Schedule DJE PGL A) at the bottom of the “AG Proposed 
Adjustments” column.  This proposed adjustment is not meant to oppose (or support) any 
adjustment proposals offered by other parties in this proceeding that the AG has not 
commented on. 
Commission Analysis and Conclusion 

The Commission finds that the appropriate revenue requirement for Peoples Gas 
is $671,631,000.  As the Commission acknowledged in the preceding section of this 
Order, it is very cognizant of the need to balance the interests of ratepayers entitled to 
fair and reasonable rates with the financial requirements of the Companies. The 
Commission concludes that the adjustments to the revenue requirement reflected in this 
Order are supported by the evidence.  

C. Proposed Reorganization 

Companies’ Position 
The Utilities note that the proposed acquisition by Wisconsin Energy Corporation 

(“WEC”) of the ultimate parent company of the Utilities, Integrys, is pending before the 
Commission in Docket No. 14-0496.  That is the proper forum for any proposals relating 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 14 of 215



to whether, or on what terms, the reorganization should be approved.  220 ILCS 5/7 204.  
NS-PGL IB at 13. 

The Utilities and Staff agree that no adjustment to the Utilities’ revenue 
requirements is warranted by the reorganization, provided that Staff proposes one very 
minor change to one amortization period, as discussed in Section V.C.4 of this Order.  
The Utilities emphasize that there is no proposal by Staff or any intervenor, nor any basis 
in the evidence in the record, for any revenue requirement adjustments or other changes 
to the Utilities’ proposals in the instant cases based on the proposed reorganization, and 
Staff agrees, with that minor exception.  The Utilities add that the AG is trying to use the 
proposed reorganization as secondary support for some of its proposed adjustments, and 
that CCI, which presented no evidence on this subject, for the first time in its Initial Brief, 
made proposals relating to the proposed reorganization, but those proposals relate to the 
reorganization as such and are not proposed adjustments to the Utilities’ revenue 
requirements.  NS-PGL IB at 15-16; NS PGL RB at 13-16. 

AG witness David Effron noted the June 23, 2014 announcement of the proposed 
WEC Integrys transaction, which referred in part to anticipated “operational and financial 
benefits”.  AG Ex. 1.0 at 4-5.  Mr. Effron did not point to anything in the merger 
announcement (or any other information) that identified any specific potential benefits that 
would or might result in net savings by the Utilities in relation to their distribution costs of 
service in 2015 (or at any specific time).  In fact, he went on to state in part: “It is unclear 
the extent to which the Companies’ costs of service will be affected by the ‘operational 
and financial benefits’ referenced in the merger announcement or the extent to which 
these benefits should be incorporated into the determination of the Companies revenue 
requirements and rates.  The Companies should describe and quantify the expected 
operational and financial benefits of the proposed merger in their Rebuttal testimony and 
should explain why it would or would not be appropriate to incorporate those expected 
operational and financial benefits into the determination of their test year revenue 
requirements.”  Id. at 5.   

Again, while no adjustments have been proposed based on the proposed 
transaction, the Utilities state that the evidence would not support any adjustment, in any 
event.  In rebuttal testimony, the Utilities stated in part: 

The proposed transaction is the acquisition of the ultimate 
parent company of the Utilities, Integrys Energy Group, Inc., 
by Wisconsin Energy Corporation (“WEC”).  The Utilities are 
not being directly acquired by WEC.  The proposed 
transaction is subject to approval by the Commission and 
several other state and federal governmental entities.  
Whether all of the required approvals will be received is 
unknown.  With respect to Illinois, the application for approval 
that must be filed with the Commission under Section 7-204 
of the Public Utilities Act has not yet been filed.  In addition, it 
is possible that future regulatory approvals, if obtained, will be 
subject to conditions.  Thus, whether the transaction will close, 
whether it will be subject to conditions, the substance of the 
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conditions, if any, and when the transaction will close are 
unknown.   

NS-PGL Ex. 17.0 at 10. 
The Utilities point out that Staff agrees that no revenue requirement adjustments 

should be made based on the proposed reorganization (subject to the minor amortization 
item noted earlier).  In rebuttal testimony, Staff discussed materials that were filed in 
Docket No. 14-0496 as well as data request responses of the Utilities in the instant cases 
relating to the proposed reorganization.  Staff Ex. 6.0 at 23-25 and Attachment B.  Staff 
witness Dianna Hathhorn concluded, based on her analysis, as follows: 

Q. Is it reasonable that the Companies’ 2015 test years do 
not reflect future costs savings for the Reorganization? 
A. Yes, in light of the fact that the Reorganization is not 
guaranteed and even if it is approved, the conditions and 
timing of its approval cannot be known, it is reasonable that 
future cost savings are not reflected in this rate proceeding. In 
addition, based on the information provided by the Companies 
as to their current expectations with respect to the 
Reorganization, it is also reasonable that the Companies’ 
2015 test years do not reflect future cost savings from the 
Reorganization due to the expected timing of the closing of 
the Reorganization and Integrys’ expectation of savings and 
shareholder benefits to earnings occurring outside of the test 
year. 

Id. at 24- 25. 
The Utilities note that Ms. Hathhorn added that, under some circumstances, if 

savings were realized sooner than expected, it is her understanding that the Commission 
could investigate and enter a temporary order fixing a temporary schedule of rates (under 
220 ILCS 5/9 202), and that the Commission could condition its approval of the 
reorganization on a sharing of savings or other conditions (under 220 ILCS 5/7 204).  Staff 
Ex. 6.0 at 25.  The Utilities argue that those legal points are not pending and need not be 
briefed here, but, without discussing specifics of the scope of the Commission’s authority 
and the procedures through which and grounds upon which it may act, it is correct that 
the Act contains provisions regarding interim rate orders (220 ILCS 5/9 202) and 
conditions upon approvals of a reorganization (220 ILCS 5/7 204).  NS-PGL IB at 15; NS-
PGL RB at 17-18. 

The Utilities note that Staff also has pointed out that the Utilities are not proposing 
to include in their costs of service in these cases the acquisition premium or costs incurred 
to approve the reorganization, even though such costs would be incurred in 2015, the test 
year, if the reorganization is approved.  Staff IB at 5.  In addition, the Utilities note that 
Staff explained that the Act contains not only provisions for conditions upon approvals of 
a reorganization (220 ILCS 5/7 204), but also provisions regarding interim rate orders 
(220 ILCS 5/9 202) and requests for investigations of rates (220 ILCS 5/9 250), which 
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could address the hypothetical situation of net costs savings occurring after the 
reorganization closes.  Staff IB at 4 7. 

The Utilities point out that AG witness Mr. Effron, in his rebuttal, speculated that 
the proposed reorganization might lead to cost savings, but that he neither proposed, nor 
presented facts supporting, any adjustment to the Utilities’ revenue requirements based 
on the proposed reorganization, except that, in relation to his proposed adjustments to 
Integrys Customer Experience (“ICE”) project costs, he speculated that the proposed 
reorganization, if approved, might lead to cancellation of the ICE project.  See AG Ex. 7.0 
at 22-25; NS-PGL IB at 7; NS-PGL RB at 14.  In addition, the Utilities note that Mr. Effron 
offered conjecture that the proposed reorganization might lead to lower overall costs, and 
that the AG in briefing added the argument that the reorganization might also indirectly 
support his proposed adjustments to the Utilities’ employee levels.  The Utilities argue 
that the AG’s speculation lacks any valid factual basis, and that any such issues belong 
in the other Docket.   

The Utilities state that their witness Mr. Derricks in his surrebuttal: (1) discussed 
Ms. Hathhorn’s rebuttal testimony, largely agreeing with it; (2) pointed out that Mr. Effron’s 
rebuttal testimony’s speculation is speculation, as also shown by several data request 
responses of Mr. Effron; (3) pointed out that Mr. Effron’s rebuttal’s speculation does not 
make sense given the timeline of the proposed reorganization and other facts, e.g., that 
the transaction, if approved, is not expected to close until Summer 2015; and, moreover, 
(4) noted that speculation about hypothetical future cost reductions that might offset the 
needed rate increases is unwarranted, because the reality is that Peoples Gas is 
experiencing a significant increase in paving costs that is not reflected in its proposed 
revenue requirement.  NS-PGL Ex. 33.0 at 5-8; NS-PGL Ex. 33.1.  See also NS-PGL 
Cross Ex. 3 (additional data request responses of Mr. Effron); NS-PGL Ex. 38.0 at 8; NS-
PGL Ex. 38.2 (regarding Peoples Gas’ paving costs, showing they are almost $8 million 
over the forecast for the first eight months of 2014). 

The Utilities state that, for example, Mr. Effron admitted that he did not review any 
information from past transactions regarding the amount of time that elapses between 
when a transaction closes and when a net decrease in expenses, if any, first occurred.  
NS-PGL Ex. 33.0, 6:129 – 7:149 (citing and quoting data request responses of Mr. Effron). 

The Utilities state that Mr. Effron’s failure to examine when net savings occur after 
a transaction (if they do) is even more problematic than the above may suggest, because 
he also did not take into account Staff’s point that the Utilities are not proposing to include 
in their costs of service in these cases the acquisition premium or other costs to be 
incurred to approve the reorganization, even though such costs would be incurred in 
2015, the test year, if the reorganization is approved.  Staff IB at 5.  Such costs, if 
considered and applied here, would increase, not decrease, the Utilities’ test year costs.  
The Utilities are not proposing to include any such costs, which would not be appropriate 
in the current cases, but they do note that it is well established that costs incurred to 
achieve savings may be recovered through rates.  NS-PGL IB at 15, fn. 12. 

Thus, the Utilities summarize that Mr. Effron speculated about net savings, while 
not analyzing any information regarding when they might occur, and while ignoring the 
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costs that will be incurred to achieve those savings, which costs would include significant 
costs in 2015. 

The Utilities contend that speculation is not a lawful basis for a Commission 
decision.  See, e.g., Ameropan Oil Corp. v. ICC, 298 Ill. App. 3d 341, 348, 698 N.E.2d 
582, 587 (1st Dist. 1998) (“speculation has no place in the ICC’s decision”); Allied Delivery 
System. Inc. v. Illinois Commerce Comm’n, 93 Ill. App. 3d 656, 667, 417 N.E.2d 777, 785 
(1st Dist. 1981) (“The speculation indulged in by the Commission is clearly an 
unsatisfactory and unacceptable basis for its decision.”) 

The Utilities also contend that the AG’s position is inconsistent.  The AG has 
previously, and successfully, opposed the Utilities’ use of an end of year rate base in 
future test year rate cases, rejecting the Utilities’ argument that an end of year rate base 
would better reflect higher levels of investment as the rates being set remain in effect 
after the test year, on the grounds that other cost factors may increase or decrease after 
the test year.  See, e.g., North Shore Gas Co./The Peoples Gas Light and Coke Co., 
Docket Nos. 12-0511/12-0512 (Consol.), Order at 26 (June 18, 2013).  However, the 
Utilities note that in the instant proceeding, the AG conjectures about post-reorganization 
net cost savings that may or may not occur, and that would not be expected to occur in 
2015, while ignoring all other factors influencing the Utilities’ costs of service, such as the 
costs of the reorganization itself, costs to achieve savings, and increased paving costs, 
the third of which is an already occurring known fact that is not reflected in Peoples Gas’ 
revenue requirement.  NS-PGL RB at 15-16. 

The Utilities note that CCI presented no evidence on this subject and yet, CCI, in 
its Initial Brief (at 5), claimed that the Commission lacks sufficient information about 
whether the rates set in the current cases will remain appropriate under the changed 
conditions that may prevail after the reorganization closes in summer 2015, assuming 
approval of the reorganization.  CCI does not oppose use of the 2015 test year.  Id.  
However, CCI now proposes that the Commission in the current cases, not in the 
reorganization docket, impose a list of cost and revenue tracking, reporting, and filing 
requirements and even dividend limitations.  Id. at 6-7. 

The Utilities contend that CCI’s proposals have no factual basis in the evidence, 
and to adopt them would be unlawful, for multiple reasons.  To begin with, CCI purports 
to support its proposal to impose reorganization related requirements in the instant cases, 
rather than in the reorganization approval Docket, based on arguments that have no basis 
in fact or law.  NS-PGL RB at 16. 

The Utilities contend that those assertions come out of left field and are baseless 
and incorrect.  220 ILCS 5/7 204 is exactly the provision of the Act that governs the 
conditions that may be imposed upon approval of the proposed reorganization, and ICC 
Docket No. 14 0496 is the sole Docket in which the Commission is considering and can 
and must consider such issues.  220 ILCS 5/7 204 does not permit such issues to be 
litigated in multiple dockets, and to do so would cause duplicative litigation and could 
result in inconsistent outcomes.  Moreover, Staff witness Ms. Hathhorn did not contend 
that any reorganization related requirements could or should be imposed in the instant 
cases.  The opposite is true.  Furthermore, CCI points to no deficiency in 220 ILCS 5/9- 
202 and 220 ILCS 5/9-250, which Staff has cited, and in fact CCI itself cites.  CCI IB at 7.  
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CCI’s assertion that the record in Docket No. 14-0496 “is not certain to contain sufficient 
evidence” has no foundation.  Discovery is occurring in that Docket, as has been 
referenced here.  See, e.g., AG Cross Ex. 11.  Moreover, Staff and intervenor testimony 
in that Docket is not even due until November 20, 2014 (and, on certain issues, not until 
November 26, 2014).  CCI does not even attempt to claim that, much less explain why, it 
could not make the same proposals in the reorganization Docket.   There is no factual or 
legal basis for imposing any reorganization related requirements in the instant cases.  NS-
PGL RB at 16-17. 

The Utilities further contend that, in addition, and perhaps even more importantly, 
CCI’s specific list of proposed requirements itself lacks any basis in the evidence.  CCI 
did not make any of those proposals until CCI’s Initial Brief.  No other party made any 
such proposals.  No witness supported CCI’s proposals, and no witness had the chance 
to oppose them.  There was no discovery or cross examination regarding CCI’s 
proposals.  NS-PGL RB at 17. 

The Utilities contend that, thus, to approve CCI’s list of proposals in the instant 
cases: (1) not only would contravene 220 ILCS 5/7-204; but (2) it would be contrary to the 
Commission’s basic duty to decide these cases based on the evidence in the record and 
the applicable law, 220 ILCS 5/10-103; 220 ILCS 5/10-201(e)(iv)(A); and (3) it also would 
be contrary to due process, due to the lack of affording the Utilities notice and a fair 
opportunity to be heard regarding CCI’s proposals, See, e.g., Quantum Pipeline Co. v. 
Illinois Commerce Comm’n, 204 Ill. App. 3d 310, 709 N.E.2d 950 (3d Dist. 1999).  The 
due process violation would be even worse than the above discussion indicates, because 
it is not only the Utilities’ rights that would be violated.  Wisconsin Energy Corporation and 
four of the six other applicants in Docket No. 14-0496 are not parties to the instant cases.  
Their due process rights will be violated if requirements are imposed here based on the 
proposed reorganization.  Moreover, other parties might intervene in that Docket that are 
not parties here, and, if so, their due process rights will be violated as well.  NS-PGL RB 
at 17-18. 

Finally, the Utilities contend that CCI’s proposals lack merit even on their face.  
Several of the proposals involve cost and revenue and other information tracking and 
reporting, but CCI does not discuss any of the Utilities’ existing obligations, such as their 
duty to file an annual ICC Form 21, and, again, CCI does not explain why the 
reorganization Docket could not handle any valid concerns on this subject.  CCI goes 
even farther, urging the Commission to order the Utilities to file new rate cases by a date 
certain or defined in relation to the reorganization.  Here, too, CCI does not explain why 
any concerns could not be handled in the reorganization Docket and/or under Sections 
9-202 and 9-250.  Moreover, the Utilities have a legal right to determine when they will 
file rate cases, Lowden v. Illinois Commerce Comm’n, 376 Ill. 225, 231, 33 N.E.2d 430, 
434 (1941), so it is only under Section 7-204 in the reorganization Docket, as a possible 
condition of approval, that the Commission could address such a proposal, although, 
again, the Commission also would have Sections 9-202 and 9-250 available as measures 
to investigate and change rates.  CCI goes still farther, by urging the Commission to limit 
post-reorganization dividends, which is a breathtakingly irresponsible proposal with no 
factual or legal basis, and which would be an additional due process violation in its own 
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right by directly affecting the rights of investors with no notice or opportunity to be heard.  
CCI’s proposals must be rejected.   

The test year in this case is 2015.  The Utilities contend that there is nothing in the 
record that supports any suggestion that the proposed reorganization might lead to net 
savings in 2015.  The evidence is to the contrary.  Moreover, any such issue belongs in 
the reorganization Docket.   

The Utilities argue that the proposed reorganization, in terms of approval and 
possible conditions, is not a part of the instant cases, is not a basis for any adjustment in 
the instant cases, and must and will be addressed in Docket No. 14 0496, not here.  The 
AG’s conjectures and CCI’s proposals must be rejected.  NS-PGL IB at 13; NS-PGL RB 
at 19.   
Staff’s Position 

Section 9-201(c) of the PUA provides in part that “[i]f the Commission enters upon 
a hearing concerning the propriety of any proposed rate or other charge, classification, 
contract, practice, rule or regulation, the Commission shall establish the rates or other 
charges, classifications, contracts, practices, rules or regulations proposed, in whole or 
in part, or others in lieu thereof, which it shall find to be just and reasonable.” 220 ILCS 
5/9-201(c). Based on the circumstances of the proposed merger and this proceeding’s 
record described below, it is reasonable that (i) the Companies did not provide any 
information in this docket about future cost savings regarding the proposed merger and 
possible acquisition of the ultimate parent company of the Companies, Integrys by WEC 
(“Reorganization”); and (ii) the Companies’ proposed rates, which are based upon 2015 
test years, do not reflect future costs savings of the Reorganization. Staff Ex. 6.0 at 24-
25. In Staff’s view, because the Reorganization is not guaranteed, and even if it is 
approved, the conditions and timing of its approval cannot be known; it is reasonable that 
future cost savings are not reflected in this rate proceeding.   

The AG recommended that the Companies describe and quantify the expected 
operational and financial benefits of the Reorganization. AG Ex. 1.0 at 4-5.  Companies’ 
witness Derricks responded generally that the Reorganization is subject to future 
regulatory approvals, and the conditions and timing are unknown. NS-PGL Ex. 17.0 at 
10.  Since the filing of the Companies’ rebuttal testimony, the Companies filed their 
Application for the Reorganization in Docket No. 14-0496.  The Companies’ responses to 
discovery concerning the Reorganization’s effect on the 2015 test year revenue 
requirement are included in Attachment B to Staff Ex. 6.0.  

Staff witness Hathhorn testified concerning the timing of the pending rate cases 
with the Reorganization and whether it was reasonable that the Companies’ proposed 
rates do not reflect future costs savings from the Reorganization. Staff Ex. 6.0 at 24. In 
the Fact Sheet filed in Docket No. 14-0496, as part of the filing requirements under 
Section 7-204A(a)(2)(ii) (Staff Ex. 6.0, Attachment B), Integrys states that the expected 
closing of the transaction is summer 2015.  The Companies are not requesting cost 
recovery of the acquisition premium, i.e., the price above book value, or the costs incurred 
to accomplish the Reorganization (Docket No. 14-0496, Petition at 13), although these 
costs are expected to be incurred within the 2015 test year.  The Reorganization is 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 20 of 215



expected to have potential long-term synergy savings. (Attachment B.) The Fact Sheet 
states further that the combination is accretive to earnings per share in the first full 
calendar year after closing, likely 2016 based on the expected closing date.   

In light of the fact that the Reorganization is not guaranteed, and even if it is 
approved, the conditions and timing of its approval cannot be known, it is reasonable that 
future cost savings are not reflected in this rate proceeding.  In addition, based on the 
information provided by the Companies as to their current expectations with respect to 
the Reorganization, it is also reasonable that the Companies’ 2015 test years do not 
reflect future cost savings from the Reorganization due to the expected timing of the 
closing of the Reorganization and Integrys’ expectation of savings and shareholder 
benefits to earnings occurring outside of the test year.  Staff Ex. 6.0 at 24.   Under some 
circumstances, however, if the Reorganization is approved and savings are realized 
sooner than expected, the rates derived from this proceeding may need to be adjusted. 
220 ILCS 5/9-250.  Further, should information become known that would materially 
change these expectations, the Commission has the authority to investigate the 
Companies’ rates and/or enter a temporary order fixing a temporary schedule of rates 
under Article 9 and to condition its approval of the Reorganization on the appropriate 
sharing of savings or to require compliance with other conditions to reflect the 
Reorganization’s impact on rates. 220 ILCS 5/9-202. 

Finally, based on the information provided by the Companies in this proceeding, 
Staff’s finance expert witness, Janis Freetly, testified that there is no need to adjust Staff’s 
recommended rate of return on rate base due to WEC’s proposed acquisition of Integrys. 
At this time, it is unknown if the reorganization will occur and if so, how the reorganization 
will affect the Companies’ rate of return. Staff Ex. 8.0 at 21.  Should information become 
known that would materially change the rate of return on rate base, however, the 
Commission has the authority to investigate the Companies’ rates under Article 9 as 
discussed above, and to condition its approval of the reorganization on a revised rate of 
return on rate base should the merger impact that set in this proceeding pursuant to 
Section 5/7-204(f) of the PUA. Id. 
AG’s Position 

As AG witness David Effron noted in direct testimony, the recently (June 23, 2014) 
announced acquisition agreement between Integrys – the parent of North Shore and 
Peoples Gas – by Wisconsin Energy Corp makes reference to “operational and financial 
benefits” that are “clear, achievable and compelling” and states that the transaction will 
be “accretive to Wisconsin Energy's earnings per share in the first full calendar year after 
closing.”  AG Ex. 1.0 at 4-5.  The anticipated closing for the merger is the summer of 
2015, which is the middle of the future test year in this proceeding.  The extent to which 
the Companies’ costs of service will be affected by the “operational and financial benefits” 
referenced in the merger announcement, or the extent to which these benefits should be 
incorporated into the determination of the Companies’ 2015 revenue requirement in this 
proceeding, is completely unclear.  Id. at 5.  The lack of clarity around North Shore’s and 
People’s future should raise the question of whether the notion of deciding a 2015 
revenue requirement in this proceeding is even coherent.   
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Mr. Effron advised in direct testimony that “[t]he Companies should describe and 
quantify the expected operational and financial benefits of the proposed merger in their 
Rebuttal testimony and should explain why it would or would not be appropriate to 
incorporate those expected operational and financial benefits into the determination of 
their test-year revenue requirements.”  Id. at 5.  Rather than complying with Mr. Effron’s 
suggestion, the Companies only cited uncertainties regarding the scheduled July 2015 
closing of the proposed transaction in their rebuttal testimony and in discovery responses.  
See, e.g., NS-PGL Ex. 17.0, at 10 (“[t]he proposed transaction is subject to approval by 
the Commission and several other state and federal governmental entities. Whether all 
of the required approvals will be received is unknown.  In addition, it is possible that future 
regulatory approvals, if obtained, will be subject to conditions”); see also Staff Ex. 6.0, 
Attachment B, PGL response to Staff data request DGK 30.01 (“there are too many 
uncertainties for the Utilities to have an expectation regarding this subject”).  In light of 
the numerous uncertainties around the pending merger, it is thus difficult to understand 
how the Commission can set a test-year revenue requirement based on 2015 expenses. 
Mr. Effron advised in rebuttal testimony that: 

[g]iven that mergers and acquisitions frequently result in 
decreases to expenses, the expense increases being 
forecasted by the Companies seem especially speculative in 
the circumstances, as the merger should enable the 
Companies to, at a minimum, avoid such increases.  . . .  The 
merger is forecasted to close in the summer of 2015. The 
inability or unwillingness of the Companies to quantify the 
operational and financial benefits calls into question the 
reliability of the forecasted costs for 2015, the test year in this 
case and the first year that the rates established in this case 
will be in effect. It is entirely possible that the merger will 
generate cost savings well beyond the mitigation of the 
expense increases that I have addressed. In effect, the 
Companies are asking the Commission to base rates on costs 
that may not comport with the post-merger reality. Given the 
uncertain effects of the merger, the Commission should 
question whether any rate changes are appropriate at this 
time. 

AG Ex. 7.0 at 24-25.  The AG echoes Mr. Effron’s suggestions in urging the Commission 
to consider whether there should be any rate changes at this time of great uncertainty for 
2015. 
CCI’s Position 

The Companies have asked the Commission to approve proposed rate increases 
based on a 2015 Test Year.  The 2015 Test Year is presented as representative of the 
period the rates determined in this case will be in effect.  See, e.g., PGL Ex. 5.0 at 2.  The 
rates set in this proceeding will remain in effect until NS-PGL elects to file another rate 
case, or until the Commission orders an examination of NS-PGL’s rates for other reasons.  
Currently, the Companies are under no obligation to resubmit their comprehensive costs 
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and revenues for regulatory scrutiny within a definite period.2  In the past, the Companies’ 
rates have remained unreviewed in a rate proceeding for as long as a dozen years 
(between Dockett No. 95-0032 and Docket Nos. 07-0241/02422 (Consol.).   

At the same time, the Companies are also applicants seeking Commission 
approval of the acquisition of NS-PGL’s parent company (and indirectly of the 
Companies) by a Wisconsin utility holding company.  NS-PGL Ex. 17.0 at 10.  If approved, 
the proposed reorganization would close in the middle of the 2015 Test Year being used 
in this case to set rates.  NS-PGL Ex. 33.0 at 7.  The effects of the reorganization (if 
approved) on the Companies’ costs of service are unknown.  Indeed, the potential 
changes to NS-PGL’s costs of service are not addressed in this proceeding.  The 
Companies avow a near-total lack of knowledge about potential changes in the 
Companies’ costs of service.  They suggest that it is possible that future regulatory 
approvals, if obtained, will be subject to conditions. NS-PGL Ex. 33.0 at 3.  “[W]hether the 
transaction will close, whether it will be subject to conditions, the substance of the 
conditions, if any, and when the transaction will close are unknown.”  Id. 

There can be no doubt the transaction, if it closes in 2015, will have some effect 
on the Companies’ costs during the 2015 test year and going forward, effects that are not 
considered in this rate proceeding.  Predictably, intervenors in this case (non-parties to 
the proposed reorganization transactions) have even less access to information about 
plans for, and the costs of, integrating affected entities, systems, and operations.   

As a result, the Commission lacks adequate information to reach an informed 
conclusion about whether rates determined on a (pre-reorganization) 2015 Test Year will 
be appropriate under the changed conditions that a reorganization would engender.  The 
proposed reorganization may cause significant (but currently unquantified) changes in the 
Companies’ costs of service -- in the Test Year and beyond.  See AG Ex. 7.0 at 475-481.  
It is not certain that the rates approved in this proceeding will remain just and reasonable 
under the changed circumstances of a reorganization.  See Staff Ex. 6.0 at 25 (“Staff is 
aware of the fact that under some circumstances, if the Reorganization is approved and 
savings are realized sooner than expected, the rates derived from this proceeding may 
need to be adjusted.”)   

Notwithstanding these concerns, CCI do not oppose use of the 2015 test year.  
However, that lack of opposition exists only because (a) no superior basis for future rates 
is currently available and (b) CCI expect that the Commission will use its regulatory 
authority to appropriately qualify its 2015 Test Year rate determinations.  The 2015 Test 
Year in this case reflects circumstances the Companies are working actively to alter 
dramatically, during the Test Year. The focus of the reorganization proceeding, moreover, 
is structural realignment, not ratemaking, and it cannot reasonably be expected to provide 
a quantitative basis for tariff rate decisions.  Accordingly, the Commission must act to 
assure timely re-examination of the Companies’ rates, in the new circumstances of a 
reorganization the Commission may approve almost immediately after rates are fixed 
using pre-reorganization cost data.  The Commission’s Staff expert has recognized the 
potential for harm to ratepayers.   

Coordinating Commission orders in this rate case and in the pending 
reorganization proceeding will be a challenge for the Commission.  However, the risks or 
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burdens of that challenge should not fall on the Companies’ customers, who did not 
initiate either the proposed rate changes or the proposed reorganization.   

To enable timely investigation of the appropriateness of the Companies’ rates 
under the changed conditions of a reorganization, the Commission should order an 
appropriate combination of the following prudent actions to protect ratepayers:   

○ order the Companies to report any significant change in their costs 
of providing regulated services, and any significant change in amounts 
allocated to the Companies from other affiliates, so the Commission can 
assess the appropriateness of possible orders to show cause why NS-PGL 
rates should not be reduced;  
○ order the Companies to separately track and record all costs, 
whether expenses or investments, associated with the reorganization 
(including costs attributable to transitions to common accounting, computer, 
and other management systems, to mergers of organization structures, and 
consolidation of operations), so that the Commission can assure that costs 
unrelated to the Companies’ provision of regulated services are not included 
in regulated rates; 
○ order the Companies to report their actual costs and revenues, with 
costs attributable to the reorganization excluded and separately stated, with 
a view to prompt investigation (through show cause proceeding or otherwise 
-- §§ 9-250; 9-202), if indicated, of whether the Companies’ approved rates 
continue to be just and reasonable;  
○ order the Companies to file new rates by a date certain (or within a 
specified period after the reorganization) that reflect (through an appropriate 
test year) the changed conditions occasioned by the reorganization;  
○ order the Companies (a) to limit any post-reorganization dividend 
pay-outs from the Companies to any affiliates to a level representative of 
pre-reorganization pay-outs and (b) to report any dividend pay-outs to the 
Commission within 30 days of such pay-outs; and 
○ order the Companies to report to the Commission, within 14 days of 
the change, any changes by credit rating agencies to their credit ratings of, 
or their recommendations concerning, the Companies or any affiliates. 
The Commission should not rely solely on conditions or other protective measures 

that may be ordered in the reorganization proceeding.  See Staff Ex. 6.0 at 25.  The 
Commission must act in this case, especially because the record in that case is not certain 
to contain sufficient evidence on ratemaking issues to support directives that fully protect 
the Companies’ ratepayers.  
Commission Analysis and Conclusion 

The Commission agrees with Staff that the pending merger case, Docket No. 14-
0496, is the more appropriate place to evaluate merger conditions and cost savings 
arising from the merger.  Although the merger is very likely to occur, imposing conditions 
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or requiring concrete savings commitments in another docket in advance of the 
acquisition is impractical and unwise.  
IV. RATE BASE  

A. Overview/Summary/Totals 

1. North Shore 

North Shore’s rebuttal testimony presented an average rate base of $219,786,000, 
reflecting adjustments proposed by Staff and Intervenors that the utility agreed with or 
accepted in whole or in part and certain updates.   

Staff recommends a rate base of $218,599,000 which is $1,187,000 less than the 
rate base requested by North Shore.   

2. Peoples Gas 

Peoples Gas’ surrebuttal testimony presented an average rate base of 
$1,759,289,000, reflecting adjustments proposed by Staff and intervenors that the utility 
agreed with or accepted in whole or in part and certain updates.   

Staff recommends a rate base of $1,670,732,000 which is $88,557,000 less than 
the $1,759,289,000 rate base requested by Peoples Gas in surrebuttal.   

B. Potentially Uncontested Issues (All Subjects Relate to NS and PGL 
Unless Otherwise Noted) 

1. Gross Utility Plant 

a. 2013 Plant Balances 

The Companies’ direct cases provided actual plant balances for 2011 and 2012, 
six months actual data and six months forecasted data for 2013, and forecasts for 2014 
and 2015 plant balances.  In response, CCI witness Mr. Gorman noted that Peoples Gas’ 
actual distribution plant balance as of December 31, 2013, was less than the forecasted 
level reflected in the Companies’ forecast for December 31, 2013, and recommended that 
the Companies develop a forecasted rate base reflecting the 2013 actual data.  Mr. 
Gorman did not address North Shore’s actual 2013 plant balances, which exceeded its 
forecasted 2013 balances.  In rebuttal testimony, the Companies partially agreed with Mr. 
Gorman’s recommendation, and made an adjustment to each Utility’s respective net utility 
plant balances and Accumulated Deferred Income Taxes (“ADIT”) to reflect the actual 
plant, accumulated depreciation and ADIT for calendar year 2013 as compared to the 
‘6&6’ forecast balances.  Mr. Gorman did not further address this issue in rebuttal 
testimony.  No witness or party contested the updated 2013 figures.  The Commission 
approves the Companies’ updated 2013 plant balances.   

b. 2014 Plant Balances (other than PGL AMRP Additions 
and associated items addressed in Section IV.C.1.a) 

The Companies provided forecasts for 2014 plant balances.  In response, CCI 
witness Mr. Gorman and AG witness Mr. Effron presented their respective proposals to 
adjust the 2014 forecast (in Mr. Effron’s case, focusing specifically on Accelerated Main 
Replacement Program (“AMRP”) additions, costs of removal associated with the AMRP 
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additions, and costs of removal associated with other plant additions).  In rebuttal 
testimony, the Companies updated their forecasted 2014 plant balances.  Mr. Gorman 
did not further address this issue in rebuttal testimony.  In his rebuttal testimony, Mr. Effron 
dropped his general costs of removal adjustment, but presented revised adjustments for 
AMRP costs and the associated costs of removal, as discussed in Section IV.C.1.a.  Staff 
rebuttal witness Ms. Hathhorn proposed to adopt Mr. Effron’s direct testimony proposal, 
subject to it being updated and corrected, although she did not present testimony on the 
actual merits of the proposal, other than brief speculation.  CCI’s Initial Brief (at 8) 
confirmed that it was not proposing any adjustment to 2014 plant balances.  Thus, apart 
from the 2014 AMRP costs and associated costs of removal, the Companies’ 2014 plant 
balances as updated in rebuttal are uncontested (subject to a slight correction of Peoples 
Gas’ figure in surrebuttal that is uncontested, discussed in Section IV.B.1.c.vii, below).  
The Commission approves the Companies’ updated 2014 plant balances, subject to the 
updates discussed in Section IV.C.1.a of this Order.   

c. 2015 Forecasted Capital Additions  

(i) In General 

The Companies provided forecasts for 2015 plant balances to be included in rate 
base.  The forecasted 2015 plant additions (as revised in rebuttal, where applicable) are 
uncontested.  The Commission approves the Companies’ forecasts for 2015 plant 
balances.   

The Companies noted that, pursuant to 83 Ill. Adm. Code § 285.6100, Peoples 
Gas identified major capital projects added to rate base since Peoples Gas 2012 as a 
project with a cost greater than the lower of 0.2% of net plant or $10,000,000.  Peoples 
Gas’ net plant at December 31, 2012, was $2,131,077,763, and, thus, a major project is 
one that costs more than $4,262,000.  Peoples Gas identified six major capital projects: 
(1) AMRP, (2) Calumet System Upgrade Project, (3) 2015 casing remediation project, (4) 
2014 Gathering System Pipe Replacement project, (5) 2015 Gathering System Pipe 
Replacement project, and (6) the LNG Control System Upgrade.  These projects, 
discussed below, are uncontested as to 2015.   

The Companies further noted that pursuant to 83 Ill. Adm. Code § 285.6100, North 
Shore identified major capital projects as a project with a cost greater than the higher of 
0.2% of net plant or $1,000,000.  North Shore’s net plant at December 31, 2012, was 
$263,103,698, and, thus, a major project is one that costs more than $1,000,000.  North 
Shore identified three major capital projects: (1) Wildwood/Gages Lake, (2) Grayslake 
Gate Station, and (3) Casing Remediation Program.  These projects, as discussed below, 
are uncontested as to 2015.   

2014 AMRP costs are discussed in Section IV.C.1.a of this Order.  The other major 
capital projects are discussed below, including both 2014 and 2015 costs.   

(ii) Calumet System Upgrade (PGL) 

Peoples Gas has reduced its Calumet System Upgrade costs to reflect the updated 
cost of work that will be completed in 2014, reducing the 2014 expenditures from $43.1 
million to $36.3 million.  Peoples Gas noted that of this reduced amount, $15.0 million will 
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be in service in 2014 and the remaining $21.3 million will be accounted for as construction 
work in progress at December 31, 2014.  These costs are not contested.  The 
Commission approves the costs associated with Peoples Gas’ Calumet System Upgrade 
project, subject to the updates discussed in Section IV.C.1.a of this Order.   

(iii) Casing Remediation (PGL) 

Peoples Gas forecasted capital additions in 2014 and 2015 of $10 million for the 
casing remediation program.  These costs are not contested.  The Commission approves 
the costs associated with Peoples Gas’ Casing Remediation project.  

(iv) Gathering System Pipe Replacement Project (PGL) 

Peoples Gas presented two major capital projects for 2014 and 2015: the 2014 
Gathering System Pipe Replacement Project and the 2015 Gathering System Pipe 
Replacement Project.  Peoples Gas noted that these projects exceeded the major capital 
project threshold of $4,262,000.  Peoples Gas forecasted capital costs of $5,525,000 for 
the 2014 Gathering System Pipe Replacement Project, to be expended during calendar 
year 2014 and capital costs of $6,000,000 for the 2015 Gathering System Pipe 
Replacement Project, to be expended during calendar year 2015.  These costs are 
uncontested.  The Commission approves the costs associated with Peoples Gas’ 2014 
and 2015 Gathering System Pipe Replacement Project.   

(v) LNG Control System Upgrade (PGL) 

Peoples Gas forecasted capital additions for its Liquefied Natural Gas (“LNG”) 
Control System Upgrade Project of $8,800,000, to be expended during calendar year 
2014.  This item was not contested.  The Commission approves the costs associated with 
Peoples Gas’ LNG Control System Upgrade Project.   

(vi) LNG Truck Loading Facility (PGL) 

Companies’ Position 
Peoples Gas states that it has withdrawn its proposal to develop an LNG Truck 

Loading Facility to be added to rate base in the 2015 test year.  This issue is not 
contested.  However, Staff requests the Commission to rule in this docket that the 
Companies should, prior to developing any potential LNG Truck Loading Facility or 
entering into any contracts related to the sale of LNG from such a facility, make a filing 
seeking approval under 220 ILCS 5/7-102.  The Companies argue that such a ruling 
would be premature, as there is no LNG Truck Loading Facility proposed for consideration 
in front of the Commission.  The Companies also maintain that there is insufficient 
evidence in this docket to make such a determination.   

Staff’s Position 
Staff notes that in rebuttal, Peoples Gas witness Thomas Puracchio stated 

Peoples Gas reserves the right to construct and operate a LNG Truck Loading Facility 
and to seek recovery through rates in the future.  Staff reiterated its recommendation that 
Peoples Gas receive Commission approval pursuant to Article 7 of the Act to construct 
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and operate the LNG Truck Loading Facility in Staff Witness Mr. Seagle’s rebuttal 
testimony.  In surrebuttal, Mr. Puracchio stated the issue of what activities require 
Commission approval are a legal matter that Peoples Gas will address in briefs rather 
than in testimony.   

Staff argues that Section 7-102 (A)(g) states:  
Unless the consent and approval of the Commission is first 
obtained or unless such approval is waived by the 
Commission or is exempted in accordance with the provisions 
of this Section or of any other Section of this Act:   
(g) No public utility may use, appropriate, or divert any of its 
moneys, property or other resources in or to any business or 
enterprise which is not, prior to such use, appropriation or 
diversion essentially and directly connected with or a proper 
and necessary department or division of the business of such 
public utility; provided that this subsection shall not be 
construed as modifying subsections (a) through (e) of this 
Section.  

220 ILCS 5/7-102(A)(g).  Staff argues that Section 7-102(A)(g) requires that, among other 
things, Companies only use their property in a manner which is directly related to the 
business of providing utility services.  The purpose of these provisions of the Act is to 
assure both that ratepayers are adequately served by the utility and that the utility 
receives reasonable return for its services.  Village of Hillside v. Ill. Commerce Comm’n, 
111 Ill.App.3d 25 (1st Dist. 1982).   

Staff argues that despite Peoples Gas’ willingness to withdraw its request for cost 
recovery, the Commission should require Peoples Gas to seek approval pursuant to 
Section 7-102 of the PUA (220 ILCS 5/7-102) prior to initiating the construction of a LNG 
Truck Loading Facility or entering into contracts to sell LNG by means of the LNG Truck 
Loading Facility at its Manlove Underground Gas Storage Field.   
Commission Analysis and Conclusion 

Staff witness Seagle recommended the Commission reduce Peoples Gas’ rate 
base, regarding a LNG Truck Loading Facility, by $4,000,000.  In rebuttal, Peoples Gas 
withdrew its proposal to develop an LNG Truck Loading Facility to be added to rate base 
in the 2015 test year.  This issue is not contested.  Requiring Peoples Gas to seek 
approval pursuant to Section 7-102 of the Act prior to initiating the construction of a LNG 
Truck Loading Facility or entering into contracts to sell LNG by means of the LNG Truck 
Loading Facility is premature. 

(vii) Reclassification of Costs to Plant in Service (PGL) 

Peoples Gas noted that an adjustment to reclassify certain costs from operations 
and maintenance (“O&M”) expenses to Plant in Service was inadvertently omitted from 
Peoples Gas’ rebuttal revenue requirement, and updated its adjustment accordingly to 
reflect the reduction to O&M expense offset by derivative depreciation expense and 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 28 of 215



income taxes on Plant in Service.  This adjustment is uncontested.  The Commission 
approves Peoples Gas’ coordinated adjustment to rate base and O&M expenses.   

(viii) Wildwood/Gages Lake (NS) 

North Shore forecasted capital additions for its Wildwood/Gages Lake project of 
$2,400,000 for 2014 and 2015.  These costs were not contested.  The Commission 
approves the costs associated with North Shore’s Wildwood/Gages Lake project.   

(ix) Grayslake Gate Station (NS) 

North Shore forecasted capital additions for its Grayslake Gate Station project of 
$6,525,000 for 2014 and 2015.  These costs were not contested.  The Commission 
approves the costs associated with North Shore’s Grayslake Gate Station project.   

(x) Casing Remediation (NS) 

North Shore forecasted capital additions for its Casing Remediation project of 
$6,250,000 for 2014 and 2015.  These costs were not contested.  The Commission 
approves the costs associated with North Shore’s Casing Remediation project.   

(xi) Locker Room (NS) 

North Shore withdrew the Locker Room project from this rate case.  The calculation 
of the resulting plant reductions as presented in North Shore’s rebuttal testimony is 
uncontested.  The Commission approves North Shore’s plant reductions for this project.   

d. Original Cost Determinations as to Plant Balances as of 
December 31, 2012 

The Companies and Staff agree to the original cost determinations of 
$443,539,000 for North Shore and $3,285,370,000 for Peoples Gas as of December 31, 
2012.  They agreed that the following language should be included in the Findings and 
Ordering Paragraphs of the Commission’s final Order.  That language is: 

It is further ordered that the $443,539,000 original cost of plant 
for North Shore at December 31, 2012 and the 
$3,285,370,000 original cost of plant for Peoples Gas at 
December 31, 2012, as presented in Staff Exhibit 1.0, are 
unconditionally approved as the original costs of plant. 

The Commission approves that language, which appears in the Findings and Ordering 
Paragraphs, below.   

2. Accumulated Provisions for Depreciation and Amortization 
(including new depreciation rates and including derivative 
impacts other than in Section IV.C.1.a) 

The inclusion of Plant in Service in rate base is subject to reduction for the 
associated applicable Accumulated Provisions for Depreciation and Amortization.  The 
balances for accumulated depreciation and amortization, subject to derivative impacts, if 
any, as presented by the Companies, are $200,691,000 for North Shore and 
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$1,245,048,000 for Peoples Gas, based on actual per book data and projected data as 
applicable.  This subject is uncontested, apart from derivative impacts, if any, of the items 
discussed in Section IV.C.1.a below.  The Commission approves the balances for 
accumulated depreciation and amortization, subject to derivative impacts.   

The Companies note that the depreciation rates used in these cases are new rates 
based on a study supported by independent expert Companies witness John Spanos.  
The Companies explain that this reflects the Commission’s past direction that the 
Companies prepare a new study every five years.  The new rates are uncontested.  The 
Commission approves the new depreciation rates provided by the Companies.   

3. Cash Working Capital (other than Section IV.C.2) 

The Companies explain that cash working capital (“CWC”) is the amount of funds 
required to finance the day-to-day operations of a utility.  The Companies note that CWC 
usually is calculated using a “lead/lag study”, which is a study of the applicable cash flows, 
and that is how it has been calculated in the instant cases.  The Companies note that the 
CWC figure is independently calculated for the test year, so it is not an average.   

The final CWC calculations presented by the Companies based on their lead/lag 
studies as updated in rebuttal (North Shore) and surrebuttal (Peoples Gas) are 
$(1,721,000) for North Shore and $10,783,000 for Peoples Gas.  The Companies and 
Staff agree on the calculation of CWC, subject to the item in the next paragraph of this 
Order, and agree that the final balances of CWC will be established using the applicable 
final inputs ultimately approved in this proceeding.   

This subject is uncontested with the exception of the “expense lead” for other post 
employment benefits (“OPEB”) expenses, discussed in Section IV.C.2.a below, and 
derivative impacts on the inputs to the CWC calculation, if any, of contested operating 
expense adjustments.  Therefore, the Commission approves the final CWC calculations 
presented by the Companies, subject to the determination of the OPEB expense lead 
issue and the derivative impacts, if any, of rulings on contested issues that affect the final 
inputs to the CWC calculations.   

4. Materials and Supplies, Net of Accounts Payable 

Consistent with the Commission’s Orders in the Companies’ recent rate cases, the 
Companies presented the 13-month average balances of materials and supplies, net of 
accounts payable, based on actual per book data and projected data as applicable.  The 
13-month averages (net) for test year 2015 are $1,928,000 for North Shore and 
$15,302,000 for Peoples Gas.  This subject is uncontested.  The Commission approves 
the Companies’ 13-month average balances of Materials and Supplies, net of accounts 
payable.   

5. Gas in Storage 

Consistent with the Commission’s Orders in the Companies’ recent rate cases, the 
Companies presented the 13-month average balances of Gas in Storage based on actual 
per book data and projected data as applicable.  The 13-month averages for test year 
2015 are $6,238,000 for North Shore and $47,405,000 for Peoples Gas.  This subject is 
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uncontested.  The Commission approves the Companies’ 13-month average balances of 
Gas in Storage.   

6. Budget Plan Balances 

The Companies note that Budget Plan Balances may be a component (reduction) 
of rate base when they provide a source of capital.  The Companies presented the 13-
month average balances of Budget Plan Balances based on actual per book data and 
projected data as applicable.  The 13-month averages for test year 2015 are $831,000 
for North Shore and $10,847,000 for Peoples Gas.  In addition, the Companies accepted 
Staff’s recommended adjustment to reflect the use of the Commission’s ordered interest 
rate of 0% to be paid on customer deposits as the rate at which budget payment plan 
balances will accrue interest.  This subject is uncontested.  The Commission approves 
the Companies’ Budget Plan Balances and the use of the interest rate of 0% to be paid 
on customer deposits.   

7. Accumulated Deferred Income Taxes 

The Companies note that inclusion of Plant in Service in rate base is subject to 
reduction for the applicable associated ADIT.  The final ADIT balances presented by the 
Companies are $(79,725,000) for North Shore and $(520,978,000) for Peoples Gas, 
adjusted for deferred taxes associated with incentive compensation and Net Operating 
Losses (“NOLs”), as discussed below.  This subject is uncontested with the exception of 
ADIT as a derivative impact of the items discussed in Sections IV.C.1.a and IV.C.3 below.  
The Commission approves the final ADIT balances as presented by the Companies.   

a. Incentive Compensation 

The Companies have agreed to remove, from rate base, the ADIT related to the 
capitalized incentive compensation costs previously disallowed by the Commission.  This 
is not contested.  The Commission approves removal from rate base of the ADIT related 
to the capitalized incentive compensation costs previously disallowed by the Commission.   

b. Net Operating Losses 

The Companies and Staff agree that the stand-alone federal NOLs and the related 
federal deferred tax assets (“DTAs”) balances at the end of calendar year 2014 and test 
year 2015 are zero, and, therefore, the average rate bases used for the test year should 
not include any NOLs or DTAs.  These items are not included in the Companies’ rate 
bases.  This subject is uncontested and is approved by the Commission.   

c. Derivative Impacts (other than in Section IV.C.1.a) 

The Companies note, and the Commission agrees, that the only contested issues 
related to ADIT are the derivative impacts on ADIT of the items discussed in 
Sections IV.C.1.a and IV.C.3 below.   

8. Customer Deposits 

The Companies note that Customer Deposits may be a component (reduction) of 
rate base when they provide a source of capital.  The Companies’ original projected 
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balances of Customer Deposits were $(1,996,000) for North Shore and $(23,657,000) for 
Peoples Gas, based on actual per book data and projected data as applicable.  In 
addition, the Companies accepted Staff’s recommended adjustment to reflect the use of 
the Commission’s ordered interest rate of 0% to be paid on customer deposits.  This 
subject is uncontested.  The Commission approves the Companies’ Customer Deposit 
balances and the use of the interest rate of 0% to be paid on customer deposits.   

9. Customer Advances for Construction 

The Companies note that Customer Advances for Construction may be a 
component (reduction) of rate base when they provide a source of capital.  The 
Companies proposed a credit balance for this item of $562,000 for North Shore and a 
credit balance of $1,494,000 for Peoples Gas, based on actual per book data and 
projected data as applicable.  This subject is uncontested.  The Commission approves 
the Companies’ Customer Advances for Construction credit balances. 

10. Reserve for Injuries and Damages 

The Companies note that the Reserve for Injuries and Damages may be a 
component (reduction) of rate base when it provides a source of capital.  The Companies 
proposed a credit balance of $1,082,000 for North Shore as the projected balance for the 
Reserve for Injuries and Damages at December 31, 2014, and December 31, 2015.  North 
Shore noted that it is not projecting any amounts assumed to be reimbursed by insurance 
companies.   

For Peoples Gas, the Companies proposed a credit balance of $7,615,000 as the 
projected balance at December 31, 2014, and a credit balance of $7,613,000 as the 
projected balance at December 31, 2015, for an average of $7,614,000.  Peoples Gas 
noted that beginning in 2012, amounts related to claims that were expected to be 
reimbursed from insurance companies were recorded by increasing the reserve for 
injuries and damages and recording an offsetting accounts receivable from the insurance 
company.   

This subject is uncontested.  The Commission approves the credit balances for 
2014 and 2015 for North Shore and for Peoples Gas.   

C. Potentially Contested Issues (All Subjects Relate to NS and PGL 
Unless Otherwise Noted) 

1. Plant 

a. 2014 AMRP Additions (including derivative impacts on 
Accumulated Depreciation and Accumulated Deferred 
Income Taxes) and Associated Cost of Removal (PGL) 

Companies’ Position 
Peoples Gas argues that its 2014 AMRP costs and the associated costs of removal 

should be adopted.  As background Peoples Gas explains that in fiscal year 1981, 
Peoples Gas decided to replace its predominantly cast iron and ductile iron main system 
with cathodically protected steel and plastic main.  In that year, cast iron and ductile iron 
main represented 3,450 miles out of the total of 4,031 miles of main in Peoples Gas’ 
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distribution system, or 86%.  A 1981 study recommended replacement in certain soil 
types by 2030, but updates to the study concluded it would be reasonable and prudent to 
complete all main replacement by 2050.  Peoples Gas later determined, however, that 
acceleration of the program would be beneficial, and the Commission agreed.   

In the Companies’ 2009 rate cases, Docket Nos. 09-0166/09-0167 (Consol.), the 
Commission approved a rider that, in brief, would allow Peoples Gas to recover 
incremental costs of accelerating its cast iron and ductile iron main replacement program.  
The Commission found that the benefits of accelerating the program include increased 
safety for the public and Peoples Gas crews, construction and Operating and 
Maintenance cost savings, creation of jobs, reduction in environmental impacts, and 
increased functionalities.  In 2013, Section 9-220.3 of the Act, 220 ILCS 5/9-220.3, was 
enacted to allow rider recovery of qualifying infrastructure plant, which includes (but is not 
limited to) accelerated main replacement costs.   

Peoples Gas details that there are four main system upgrade goals for AMRP: (1) 
to retire 1,870 miles of cast iron/ductile iron gas distribution mains, (2) to upgrade 
approximately 300,000 service pipes, (3) to relocate gas meters from inside of customer 
facilities to outside, and (4) to upgrade the gas distribution system from a low pressure to 
a medium pressure system.  Peoples Gas adds that it uses a Main Ranking Index (“MRI”) 
to decide which mains to replace.  The Companies state that AMRP is coordinated with 
the City of Chicago and has extensive management oversight.  Peoples Gas notes that 
their primary witness related to the AMRP, David Lazzaro, is a General Manager of 
District Field Operations for Peoples Gas, is a highly experienced engineer, and is 
responsible for all gas distribution utility field operations in the Peoples Gas Central 
District, including customer service, distribution system maintenance, and construction.   

Peoples Gas notes that the AG, in direct testimony, proposed huge reductions in 
the forecasted 2014 AMRP additions (including the associated costs of removal), i.e., a 
reduction in the 2014 AMRP additions of a gross $172,651,000, plus another $27,391,000 
for the associated costs of removal (the adjustments also have derivative impacts on 
accumulated depreciation, ADIT, and depreciation expense).  According to Peoples Gas, 
this proposal was based on simply extrapolating from data on actual costs from January 
through May 2014.   

Peoples Gas explains that Mr. Effron’s education is in economics, business 
administration, and accounting.  He has spent over 25 years as a regulatory consultant.  
Before that, he worked for two years as a “supervisor of capital investment analysis and 
controls” for the conglomerate Gulf & Western Industries and before that for two years as 
a consultant and staff auditor at an accounting firm.  Peoples Gas states that Mr. Effron 
is not an engineer and he does not appear to have any experience managing a utility 
capital project or any other infrastructure project. 

Peoples Gas argues that Mr. Effron’s direct testimony proposal made no sense 
and was wrong, because, among other things, his simplistic extrapolation from the first 
five months of 2014 failed to take into account the effects of the unusually cold winter 
weather on the pace of construction, failed to take into account plans to remediate those 
delays, and failed to take into account the annual construction cycle, basically missing 
the peak construction season.  According to Peoples Gas, Mr. Effron’s proposal also 
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included errors in calculating the derivative impacts (the accumulated depreciation, ADIT, 
and depreciation expense impacts) associated with his recommended reductions.   

Peoples Gas notes that, in contrast, the Companies, in their rebuttal testimony, 
presented updated reduced costs of the 2014 AMRP additions (and addressed the 
associated costs of removal) that: (1) reflected the slowed pace of construction in the 
beginning of the year; (2) took into account the contractors’ plans to remediate some, but 
not all, of the delays; and (3) factored in the construction cycle.  Peoples Gas contends 
that these are the only reliable numbers in the evidentiary record for these costs.  In 
addition, Peoples Gas maintains that CCI accepts the Companies’ figures, as presented 
in rebuttal testimony, for the 2014 plant balances.   

Peoples Gas argues that although Mr. Effron’s rebuttal testimony significantly 
reduced his recommended adjustments, he continued to propose to reduce Peoples Gas’ 
2014 AMRP costs by a gross $65,877,000 plus another $17,231,000 for associated costs 
of removal (the adjustments also have derivative impacts on accumulated depreciation, 
ADIT, and depreciation expense).  This proposal is based on simply extrapolating from 
data on actual costs from January through July 2014.  Peoples Gas points out that as a 
result, the AG’s rebuttal proposal does not cure the fundamental flaws of the earlier 
simplistic extrapolation, although the addition of two months of data to his extrapolation 
reduced the size of his recommended adjustment.  Further, the Companies’ witness noted 
that: (1) data for August 2014 further showed that Mr. Effron’s proposal was 
unreasonable, i.e., August 2014 AMRP expenditures were $38.5 million; and, (2) 
expected expenditures for the four remaining months of the year are $25 million to $30 
million per month.  Peoples Gas also states that, setting aside the merits of the primary 
proposed adjustments, the derivative adjustments Mr. Effron calculated in rebuttal were 
less inaccurate than those in his direct testimony proposal, but they still were incorrect.  
Peoples Gas mentions that Staff agrees with the Companies’ corrections to the AG’s 
calculations of the derivative impacts.   

Peoples Gas notes that while the AG’s briefing (like its cross-examination at the 
evidentiary hearing) focuses on confirming the correctness of figures for actual capital 
expenditures on AMRP for January through August 2014, the capital expenditure 
“actuals” do not support the AG’s proposals.  Peoples Gas emphasizes that the numbers 
it presented in rebuttal testimony take into account the delays due to weather, the contract 
plans to reduce some of those delays, and the construction cycle.  In addition, Peoples 
Gas notes that while the AG’s rebuttal proposal is based on capital expenditures through 
July 2014, the AG’s Initial Brief shows that in August 2014, actual AMRP capital 
expenditures were $38,465,000, which is $6,349,000 above the budgeted figure for that 
month, $32,116,000.  However, as the Companies emphasize, even though August was 
more than $6 million above the budget for that month, the AG made no modification to 
reduce its proposed adjustments.  Peoples Gas contends that the August data is 
consistent with Peoples Gas’ rebuttal figures, not the AG’s proposal.  Peoples Gas further 
states that the AG’s arguments also effectively ignore the contractors’ plans to make up 
in part for the delays earlier in the year, and disregard the Companies witness’ testimony 
regarding opportunities that developed after the revised budget was prepared.   
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The AG also argues that according to Companies witness Mr. Lazzaro’s testimony, 
the expected AMRP expenditures for the last four months of the year are $25 million to 
$30 million per month, which are contrary to the revised budget’s figures for those months.  
However, Peoples Gas emphasizes that the AG’s argument again ignores the fact that 
August 2014 expenditures were more than $6 million over the revised budget, ignores the 
contractors’ plans to make up in part for the delays earlier in the year, and disregards Mr. 
Lazzaro’s testimony regarding opportunities that developed after the revised budget was 
prepared.  Further, Peoples Gas notes that the AG complains that when the Companies’ 
witness Mr. Lazzaro testified about the opportunities that developed after the revised 
budget was proposed, he did not explain them in more depth.  In response, Peoples Gas 
emphasizes that this was cross-examination, and the AG did not ask Mr. Lazzaro to do 
so.  Rather, the AG stopped its cross-examination of Mr. Lazzaro at that exact point.   

Peoples Gas contends that the AG’s proposal to adjust costs of removal 
associated with AMRP based on January through July 2014 actual costs lacks merit for 
the same reasons as the proposal to reduce AMRP costs, with one exception.  Peoples 
Gas explains that here, inconsistently, the AG points to the fact that August 2014 data 
also was under the revised budget, and Peoples Gas argues that the AG cannot have it 
both ways.  The AG cannot claim that the August removal costs being almost $1 million 
under the budget supports its proposal, while the August AMRP costs being over $6 
million over the budget somehow is irrelevant and does not undercut its proposal.   

In addition, Staff’s own cross-examination exhibit shows that August 2014 AMRP 
additions were $27,364,786.36.  Staff Group Cross Ex. 1 at Peoples Gas’ response to 
Staff data request (“DR”) DLH 34.04.  Peoples Gas argues that the evidence supports the 
Companies’ rebuttal figures and negates the AG’s proposal and the Staff witness’ 
speculation. 

Peoples Gas notes that Staff witness Ms. Hathhorn’s rebuttal testimony stated that 
Staff would support the direct testimony version of the AG’s proposal, subject to the AG’s 
direct testimony proposal being updated and corrected.  In addition, Peoples Gas offers 
that Staff provided no testimony that addressed the merits of any version of the AG 
proposal, apart from Staff’s speculation that Peoples Gas’ rebuttal’s reduced figures did 
not appear attainable.   

Peoples Gas finds that Staff’s support of the AG’s proposal is based primarily on 
figures for QIP additions (which includes both AMRP additions and the uncontested 
revised costs of the Calumet project), less retirements.  Peoples Gas adds, however, that 
Mr. Effron’s rebuttal proposals are based on his analysis of capital expenditures (not 
additions), and do not factor in retirements.   

Peoples Gas claims that Staff’s discussion, by focusing on additions and not 
expenditures, fails to take into account the large amount of 2014 AMRP expenditures that 
already have been incurred but have not yet been recorded as additions.   

Peoples Gas states that on October 17, 2014, Staff filed a motion that the 
Commission take administrative notice of an existing filing relating to September QIP 
additions and related data and certain future filings relating to QIP additions and related 
data.  The Companies filed a response on October 29, 2014, in which they did not object 
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to Staff’s motion but they expressed concerns with how the information might be used by 
the Commission and regarding its selectivity (providing update information regarding one 
area of costs but no others, such as paving costs, which are increasing).  Staff filed a 
reply on November 3, 2014, that accepted the Companies’ caveats about use of the 
information and did not discuss the subject of selectivity.  On November 5th, the 
Administrative Law Judges granted Staff’s motion, and incorporated certain caveats.  The 
Companies state that the data in the attachment to Staff’s motion does not support the 
AG’s proposal.   

As well, Peoples Gas argues that Staff’s assertion that the Companies are using 
their concern about the cap in Rider QIP as a reason to include an excessive amount of 
2014 AMRP and associated removal costs in rate base is incorrect.  Peoples Gas 
contends that the AG and Staff are using Rider QIP as a failsafe to argue that the 
Commission should not worry about excessive rate base reductions here because the 
rider will fix them.  Peoples Gas emphasizes that the Companies are not arguing that 
anything about the rider means that the Commission should approve any rate base figure 
that the evidence shows to be too high, but that the Companies are arguing that the facts 
in evidence show that their rebuttal figures are the only reliable figures.   

Peoples Gas notes that the AG’s witness also has suggested that, if his proposed 
adjustment to 2014 AMRP and associated removal costs turns out to be incorrect, then 
the mechanism of Rider QIP will correct for the error.  According to Peoples Gas, the Staff 
witness appeared to accept that reasoning.  Peoples Gas argues that this reasoning is a 
highly problematic over simplification.  If the Commission reduces the 2014 AMRP costs 
and related removal costs as urged by the AG (and Staff), and it turns out that 2014 costs 
are higher than Mr. Effron speculated they will be, then the amount of QIP investment 
that Peoples Gas can make and recover under Rider QIP while staying within the annual 
average revenue cap in 2015 (and in all subsequent years until new base rates are set 
and in effect) will be reduced.  As a result, that could potentially adversely impact future 
QIP projects, mainly the AMRP, unless Peoples Gas was to file another rate case.   

Peoples Gas submits that there is only one reasonable set of figures for 2014 
AMRP additions and the associated costs of removal, which are reflected in the 
Companies’ rebuttal testimony.  Peoples Gas contends that the reduced 2014 AMRP 
costs figures (including the removal costs), as reflected in rebuttal testimony, should be 
adopted.   

The foregoing discussion of Peoples Gas’ position is subject to the alternative 
proposal made by the utility in its Brief on Exceptions, in the interests of narrowing the 
issues.  Peoples Gas, in the alternative, proposed to update the 2014 AMRP costs, and 
the associated costs of removal (and the Calumet system upgrade project costs), based 
on (1) the actual additions and removals data through November 2014 filed by the Utilities 
and made part of the record in this case pursuant to a Staff motion granted by the 
Administrative Law Judges and (2) Peoples Gas’ estimates for December 2014 as of its 
rebuttal testimony.   
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Staff’s Position 
Staff recommends that the Commission adopt the AG’s revised adjustment to 

Peoples Gas’ 2014 AMRP additions that also qualify as Rider QIP additions, so that rate 
base is set at a reasonable level, rather than the Company’s forecast which appears 
unattainable.  Staff notes that the amount of AMRP additions included in rate base will be 
adjusted to actual costs through the Rider QIP surcharge.  Therefore, Staff finds that the 
primary impact of the 2014 AMRP Additions adjustment will be its impact on base rate 
revenues for purposes of the future Rider QIP cap.   

Staff maintains that while the Company did reduce its 2014 forecasted additions 
for AMRP and the Calumet Pipeline Project in rebuttal testimony, the record shows that 
the Company’s forecast is still not reasonable.  Peoples Gas has added approximately 
$51 million in additions through August 2014.  Staff asserts that the Company would need 
to place in service more than double that amount in September through December 2014 
in order to attain its forecast of $173 million.  The Company would have to invest more 
than $100 million in just three months to hit its forecast.   

Staff adds that Rider QIP contains a revenue cap at Section 9-220.3(g) of the Act, 
which limits increases billed under Rider QIP to an annual average of 4% of base rate 
revenue, not exceeding 5.5% in any given year.  The Company is concerned that if the 
appropriate 2014 AMRP additions amount is not included in the approved base rate 
revenue, the amount of QIP investment that can be recovered under Rider QIP after new 
rates become effective as a result of this proceeding (2015 and subsequent years) will be 
impacted.  Staff emphasizes that everything from this case which impacts base rate 
revenues will affect the new Rider QIP revenue cap, not just the level of Rider QIP 
additions allowed in rate base.  Further, the existence of the cap is not adequate 
justification to allow rates that include an unreasonable amount of rate base.  Base rate 
revenues should determine the cap.  The Company’s position would flip that and have 
the cap determine base rate revenues.  Staff concludes that this proposal by the Company 
is neither just nor reasonable.   

In its Brief on Exceptions, Staff discussed the updated evidentiary record reflecting 
the October 2014 AMRP plant additions, and noted that since the ALJs granted 
administrative notice, the November and December 2014 data may be considered by the 
Commission in deciding this issue.   
AG’s Position 

The AG explains that in order to determine the forecasted test-year utility plant 
included in rate base, the Companies began with the actual balances of plant for 2013 
and then adjusted those balances for forecasted additions to and retirements from plant 
for calendar years 2014 and 2015.  Peoples Gas included actual and forecasted 2014 
QIP additions in its 2015 test-year rate base, and depreciation on those 2014 QIP 
additions in 2015 test-year expenses.  However, Peoples excluded its 2015 QIP net 
investments, which will be recovered in 2015 through Rider QIP, from any test-year 
calculations.  AG witness Mr. Effron sought to estimate actual PGL AMRP capital 
expenditure for 2014 as reasonably and accurately as possible.  Through his estimation, 
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Mr. Effron found that PGL’s forecast of total 2014 AMRP capital expenditure is inflated 
and must be reduced. 

The AG notes that in a discovery response prior to Mr. Effron’s rebuttal testimony, 
Peoples Gas provided figures on actual AMRP expenditure (which includes additions plus 
construction work in progress, or “CWIP”) for January through July of 2014, which made 
the average monthly expenditure for those seven months approximately $14.3 million, 
translating to a twelve-month total of $171.559 million.  Meanwhile, Peoples is forecasting 
a total of $237.436 million in 2014 AMRP capital expenditure.   

The AG states that Mr. Lazzaro confirmed during cross-examination that for all 
seven months of January through July, 2014, the actual amount of AMRP expenditure 
was below the budgeted amount.  The AG continues that high spending in August 2014 
can be understood because summer is the “peak” season for construction, but summer 
is now over, and we should not expect that actual spending in the final four months of 
2014 will equal budgeted capital expenditure.  The AG maintains that in light of the 
Company’s poor track record of actually spending up to its budget on the AMRP program, 
the Commission should not give weight to the Company’s optimistic projections for the 
remaining months of 2014.   

The AG continues that in light of this large discrepancy between actual spending 
and budgeted spending, Mr. Effron thus proposed reducing the 2014 AMRP expenditures 
included in PGL’s test-year rate base accordingly, from the Company’s forecast of 
$237.436 million to the more reasonable forecast of $171.559 million – a downward 
adjustment of $65.877 million.  He also proposed correspondingly reducing the PGL 2015 
test-year depreciation expense by $2.365 million which include Mr. Effron’s adjustment 
to 2014 forecasted cost of removal.   

The AG explains that there is no risk to PGL of any possible under-measurement 
of its 2014 AMRP capital expenditure, because, as Peoples indicated in testimony, if 
actual 2014 QIP additions are greater than the amount approved in base rates through 
this proceeding, Peoples Gas will recoup the difference through the first Rider QIP filing 
after base rates pursuant to this proceeding go into effect in early 2015, so the Company 
faces no risk of under-recovery.   

The AG asserts that doubling down on the Company’s overly optimistic projections 
for the remainder of 2014 shown at AG Cross Exhibit 9, Mr. Lazzaro stated in surrebuttal 
testimony that it is expected that the expenditures for the rest of the year will be $25.0 to 
$30.0 million per month without giving any justification for the claim.  Asked during cross-
examination to reconcile these vastly disparate figures, Mr. Lazzaro indicated that PGL 
did not learn any new information between the times of the August 12 discovery response 
and the September 12 surrebuttal testimony that caused the Company to increase the 
budgeted AMRP spending amounts.  On the other hand, he indicated that some projects 
were included that allowed the Company to do additional work later in the year based on 
opportunities presented by the City and based on weather.  The AG contends that Mr. 
Lazzaro did not, however, attempt to explain these alleged “opportunities” in any more 
depth or show how the budgeted amounts as of August 12 could double or more than 
double in just a month’s time.  The AG submits that the sudden and drastic change in the 
Company’s forecasted AMRP monthly expenditures lacks credibility and should not serve 
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as a basis for the Commission to approve the Company’s forecast.  The AG asserts that 
if the August 12 budget is difficult to believe, the “$25.0 to $30.0 million” forecast in Mr. 
Lazzaro’s surrebuttal testimony is even more outlandish.  The AG concludes that the 
Commission should approve Mr. Effron’s downward adjustment to 2014 AMRP capital 
expenditure to be included in rate base.   

Further, the AG states that Mr. Effron proposes modifying the cost of removal 
related to 2014 QIP property in line with his proposed modification to forecasted 2014 
AMRP additions.  As of rebuttal testimony, Mr. Effron proposed reducing the PGL forecast 
of $34.353 million of 2014 AMRP cost of removal to $17.122 million, in line with the actual 
AMRP cost of removal for the first seven months of 2014.  The rate base effect of this 
adjustment is $10.136 million.   

In surrebuttal testimony, AG witness Mr. Lazzaro suggested that, similar to his 
arguments on 2014 AMRP expenditures, the expenditures related to AMRP cost of 
removal will also increase to reflect the peak months of construction in 2014 and thus no 
adjustment is appropriate.  The AG argues, however, for the same reasons as estimated 
AMRP capital expenditures lack credibility, his statement on the related cost of removal 
cannot be taken seriously.   

Mr. Lazzaro confirmed during cross-examination that for all seven of the months 
of January through July of 2014, the actual cost of removal shown on PGL Exhibit 38.1 
was below the actual cost of removal shown on AG Cross Exhibit 9.  He also agreed that 
the actual cost of removal for August 2014 was approximately $1 million below the 
budgeted cost of $3.2 million.  The AG argues that in light of the Company’s consistent 
discrepancies between actual and budgeted cost of removal for AMRP, the Commission 
should approve Mr. Effron’s proposed downward adjustment to 2014 AMRP cost of 
removal.   

In summary, the AG states that the total rate base effect of Mr. Effron’s proposed 
adjustment to PGL’s forecasted 2014 AMRP additions is to reduce test-year rate base by 
$72.843 million.  Additionally, Mr. Effron’s proposal reduces PGL’s 2015 test-year 
depreciation expense by $2.365 million.  The AG offers that in light of the Company’s 
consistent failure to spend up to budgeted amounts, the Commission should not simply 
take the Company’s promises of late-year 2014 spending at face value.  
Commission Analysis and Conclusion 

The Commission approves Peoples Gas’ proposal to update the 2014 AMRP costs 
and the associated costs of removal, and the Calumet system upgrade project costs, as 
proposed in the Utilities’ Brief on Exceptions.  The “middle ground” proposal was accepted 
by both the AG and Staff in their Reply Briefs on Exceptions.  The proposal is based on 
a reasonable methodology of annualizing actual data on net plant additions for January 
through November of 2014 that was entered into the record as well as Peoples Gas’ 
December 2014 costs as previously estimated in its rebuttal.   

The Commission has acknowledged the importance of the Peoples Gas AMRP 
project, has prioritized the acceleration of the program, and notes the varied benefits for 
customers that will arise out of this program.  Pursuant to 220 ILCS 5/9-220.3, Peoples 
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Gas is entitled to allowed rider recovery of qualifying infrastructure plant, including 
accelerated main replacement costs, but the 2014 costs at issue will become part of rate 
base here, and no longer recovered under the rider. 

Peoples Gas will recover its actual prudent costs of AMRP additions by use of an 
adjustment through Rider QIP.  However, although the revenue cap restriction on Rider 
QIP that will be set in this case pursuant to Section 9-220.3(g) of the PUA does not 
prohibit Peoples Gas from filing for rate recovery under a traditional rate case should the 
cap restriction begin to influence Peoples Gas’ AMRP progress, this Order in its ruling on 
the subject of rate case expense amortization, Section V.C.4 of this Order, assumes that 
the Commission will approve the proposed WEC-Integrys transaction in the pending 
reorganization approval Docket and, further, will approve a proposed commitment not to 
file for rates that will be effective for before two years from the closure of the transaction.  
If the reorganization is approved, therefore, Peoples Gas might be precluded from filing 
for rate recovery to alleviate the restrictions placed on Peoples Gas’ AMRP progress by 
the revenue cap.  Thus, it is essential to approve the most reasonable figures for these 
costs, which are found in the Peoples Gas updates. 

2. Cash Working Capital 

a. Other Post Employment Benefits (OPEB) lead 

Companies’ Position 
The Companies explain that CWC essentially is the amount of funds (positive or 

negative) required to finance the day to day operations of a utility, and that the CWC 
requirement is included in each of the Companies’ rate bases for ratemaking purposes.  
To determine the CWC requirement, a lead-lag study analyzes the differences between 
the revenue and collection lags and the expense leads of a utility in order to measure and 
quantify the impact and timing of the utility’s cash flow.  The Companies further explain 
that three broad categories of leads and lags are considered in such a study: (1) lag times 
associated with the collection of revenues owed to the utility; (2) lag and lead times 
associated with the collection and payment of what are commonly called “pass-through” 
taxes and “energy assistance charges”; and (3) lead times associated with the payment 
for goods and services received by the utility.  The Companies state that, in order to 
determine the leads and lags in the CWC analysis, the Companies utilized data from the 
Companies’ Accounts Payable, Customer Service, Payroll, General Ledger, and Tax 
Systems, as well as records from the Companies’ bank accounts.  As discussed in 
Section IV.B.3 above, the Companies’ CWC figures are not contested, apart from the 
figures for the OPEB lead and any derivative impacts of contested operating expense 
adjustments that affect the applicable inputs to the CWC calculations. 

The Companies state that, based on an analysis of payments to a trust for OPEB 
during calendar year 2012 (the last full year for which data was available at the time the 
CWC lead-lag studies were prepared), the Companies calculated lead expenses of 
negative 66.64 days for North Shore and negative 99.09 days for Peoples Gas.   

The Companies note that the use of a lead-lag study to calculate the Companies’ 
CWC requirement is not contested.  However, Staff contests the Companies’ OPEB 
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expense lead, arguing that the Companies’ cash payments for OPEB during calendar 
year 2012 were not made in accordance with “normal practice,” and that a payment date 
of December 18, 2012, is more reasonable than the Companies’ January 9, 2012, 
payment date.  Based on this adjustment, Staff argues that the OPEB CWC factor should 
be adjusted to a positive lead of 170.00 days for North Shore and a positive lead of 169.91 
for Peoples Gas.   

The Companies argue that Staff’s proposal to reject the actual cash flow data from 
2012 relating to the OPEB leads and to substitute hypothetical later payments is flawed, 
inconsistent with the Staff position adopted by the Commission in prior rate cases, and 
one-sided.  The Companies assert that their OPEB leads are based upon the most recent 
calendar year data that were available at the time the lead-lag studies were conducted, 
and that in accordance with customary practice, the Companies considered the timing of 
all of the payments made during the year and dollar weighted them, resulting in proposed 
negative lead values of 66.64 for North Shore and 99.09 for Peoples Gas.   

The Companies argue that Staff’s adjustment is based solely on its subjective 
opinion that a payment made at the end of the year is more appropriate than a payment 
made at the Company’s discretion, when funds were available.  The Companies note that 
Staff admits that the OPEB trust payments did not have specific due dates.  According to 
the Companies, Staff bases its adjustment on a limited historical view of the Companies’ 
OPEB payments, arguing that, based on payments made in 2013 and pending payments 
in 2014, it appears the normal practice is to pay in December.  The Companies contend 
that in two out of the last three full calendar years, the Companies made OPEB payments 
very early in the year.  The Companies argue that Staff’s assertion that the Companies’ 
OPEB trust payments were inconsistent with “normal practice” is unsupported and based 
on a subjective and selective evaluation of the Companies’ historical practices, and that 
Staff’s adjustment should be rejected.   

The Companies further note that Staff’s position is inconsistent with its position 
taken in Docket Nos. 12-0511/12-0512 (Consol.), during which Staff argued that the 
OPEB lead should be set at the intercompany billing lead. Docket Nos. 12-0511/12-0512 
(Consol.), Order at 80; NS-PGL Ex. 22.0 REV at 6-7.  In the instant proceeding, the 
Companies note, Staff does not propose to continue the use of the intercompany billing 
lead, but instead bases the adjustment to the OPEB Expense Lead on the cash flows 
provided by the Companies during calendar year 2012 as adjusted by Ms. Hathhorn.  This 
adjustment results in lead changes from negative to positive, resulting in a decreased 
CWC.  The Companies argue that Staff has offered no valid justification for this 
inconsistency.   

Further, the Companies argue that Staff bases its adjustment on an inapposite and 
irrelevant Commission Order in an unrelated docket.  The Companies explain that 
Ms. Hathhorn cited to the Commission’s final Order in an Ameren Illinois Company (“AIC”) 
docket, Docket No. 13-0192, arguing that the Commission previously ruled that CWC 
factors should be calculated based on payment due dates rather than internal policies.  
According to the Companies, this argument is unsupported and unrelated to the issue of 
OPEB trust payments made in the absence of any specific due dates.  In ICC Docket No. 
13-0192, the Commission examined challenges to AIC’s payment of pass-through taxes 
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based on billing dates rather than collection dates, in contravention of statutory due dates 
or due dates prescribed by municipal ordinances.  Ameren Illinois Company d/b/a Ameren 
Illinois, Docket No. 13-0192, Order at 15-20 (Dec. 18, 2013).  In adopting the proposals 
propounded by Staff and various intervenors, the Commission noted that “AIC’s practice 
of remitting pass-through taxes earlier than required increases rate base by increasing 
CWC.”  Id. at 19.  The Companies emphasize that, in clear contrast to the AIC docket, 
the OPEB trust payments at issue in the instant proceeding have no required due date, 
either through statute, municipal ordinance, or prior Commission decision, and argue that 
Staff’s reliance on Docket No. 13-0192 as support for its adjustment is misplaced and 
should be rejected. 

The Companies further point out that the lead-lag studies are based on data that 
consists of hundreds of thousands of cash transactions, and that Staff has shown no 
sound reason to modify only the OPEB lead payment dates, particularly when that would 
result in significantly reducing the cash working capital available to meet day-to-day 
operational needs.   

The Companies contend that Staff’s proposal also is incorrect because the OPEB 
liability already is a rate base deduction, meaning the lead should be zero days, and 
making Staff’s proposal a double-counted reduction to rate base, although the Companies 
recognize that the Commission did not adopt their view that the lead should be zero days 
in Docket Nos. 12-0511/12-0512 (Consol.).   

Finally, the Companies argue that Staff’s proposal is one-sided.  Customers have 
the benefit of the actual payment date in the form of reduced OPEB expenses that 
resulted from the actual payment date (the “early” payment according to Staff) being 
included in the calculation of operating expenses in the Companies’ revenue 
requirements.  OPEB expenses, all else being equal, are reduced by contributions to the 
OPEB trust and the earnings on the assets resulting from those contributions.  According 
to the Companies, the Staff position would deny the Companies the time value of the 
actual payment date, while giving customers the benefit of the actual payment date, which 
is unfair and unreasonable. 

The Companies note that, in its Initial Brief, CCI expressed support for Staff’s 
position based wholly on Staff arguments.  The Companies conclude that Staff’s proposal, 
as supported by CCI, should be rejected and that the Companies’ CWC figures should 
be approved.   
Staff’s Position 

Staff and the Companies agree on the methodology to update CWC for the final 
revenue requirements ordered by the Commission in the instant cases, and for all leads 
and lags except for the expense lead for pension and OPEB.  Appendices A and B to 
Staff’s Initial Brief, use an OPEB payment date in December, rather than January as used 
by the Companies, because the OPEB December payment date appears more 
reasonable in light of past payments by the Companies.  This results in an OPEB positive 
lead of 170.00 days in the CWC calculation for North Shore, rather than a negative 
expense lead of (66.64) days, and a positive lead of 169.91 days in the CWC calculation 
for Peoples Gas, rather than a negative expense lead of (99.06) days, because it is not 
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reasonable to base the 2015 future test year on the early payment date that occurred in 
2012.   

The Companies opine that because the OPEB payments do not have a statutory 
due date, a payment cannot be deemed early or late.  Staff disagrees and points to the 
historical OPEB payment activity.  Staff’s position is that basing the expense lead for 
OPEB in the CWC calculation based upon the Companies’ past payment practice for 
OPEB for one of the last six years is not prudent or reasonable.  Staff asserts that the 
early OPEB trust fund payments of $7.5 million for North Shore and $67.5 million for 
Peoples Gas, combined with the payment made so early in the calendar year, actually 
creates a negative lead or a revenue lag.  Staff maintains that the Companies’ position 
creates a higher CWC and rate base than is necessary when using their customary 
payment practice.   

Staff notes that the Commission has previously ruled that CWC and rate base 
should not be increased when Companies pay expenses earlier than necessary.  For 
instance, in Docket No. 13-0192, AIC proposed that the expense leads for its pass-
through taxes be set based on the amount of time AIC holds the funds before remittance.  
However, in Docket 13-0192, Staff, the AG and CUB proposed that the calculation be 
instead based on when the taxes are due, consistent with prior Commission Orders in 
Docket Nos. 12-0001, 12-0293, 11-0721, and 12-0321.  Staff submits that the 
Commission agreed with Staff, the AG and CUB: 

The Commission agrees with Staff and AG/CUB that their 
proposal is consistent with recent Commission Orders and will 
protect ratepayers from incrementally higher rates attributable 
to the utility’s practice of remitting taxes earlier than they are 
due.  As Staff points out, AIC’s practice of remitting pass-
through taxes earlier than required increases rate base by 
increasing CWC. 

Docket No. 13-0192, Order at 19. 
Staff reasons that the AIC Order addressed pass-through taxes having a statutory 

due date while in this proceeding, the OPEB payments do not have a statutory due date.  
But, like AIC, the Companies are proposing an earlier payment date than required that 
unnecessarily and unreasonably increases rate base.  Staff continues that because the 
OPEB trust fund payments do not have a set due date, the CWC factor should be based 
on the Companies’ normal payment policy date of December, consistent with the 
Commission’s position that early payments should not result in increased rate base to 
rate payers.   
CCI’s Position 

CCI supports Staff witness Ms. Hathhorn’s proposal to use a December payment 
date for OPEB rather than a January payment date (as proposed by the Companies) in 
calculating the related CWC requirement.  As Ms. Hathhorn noted, in four of the last six 
years, the Companies made their largest OPEB payment in December.  CCI states that 
in only one of the past six years was the Companies’ largest OPEB payment in January.  
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CCI argues that assuming an anomalous January payment date instead of a 
December payment date serves to increase the Companies’ rate base.  CCI stresses that 
the Commission must carefully examine the record evidence in considering when the 
Companies are most likely to actually make their OPEB payment in the 2015 test year.  
According to CCI, the manifest weight of the evidence points to a December payment 
date as the most reasonable for ratemaking purposes.   

CCI concludes that the Commission should approve Ms. Hathhorn’s proposal to 
use an OPEB positive lead of 170.00 days in the CWC calculation for NS and a positive 
lead of 169.91 days in the CWC calculation for PGL.   
Commission Analysis and Conclusion 

The Commission agrees with Staff and CCI and approves an OPEB positive lead 
of 170.00 days in the CWC calculation for North Shore and a positive lead of 169.91 days 
in the CWC calculation for Peoples Gas.  Considering the historical OPEB payment 
activity and the lack of a required payment date, the Commission finds that it is not 
reasonable to base the 2015 future test year on the early payment date that occurred in 
2012.  It is the Commission’s position that CWC and rate base should not be increased 
when utilities pay expenses earlier than necessary.   

3. Retirement Benefits, Net 

Companies’ Position 
The Utilities recognize that the Commission, in the Utilities’ 2007, 2009, 2011, and 

2012 rate cases, found that: (1) the Peoples Gas pension asset (and the North Shore 
pension liability or asset, as applicable) should not be included in the calculation of rate 
base; and (2) the Utilities’ OPEB liabilities nonetheless should be included in the 
calculation; and (3) that the Docket Nos. 09-0166/09-0167 (Consol.) Order was affirmed 
on appeal on this subject.  North Shore Gas Co./The Peoples Gas Light and Coke Co., 
Docket Nos. 09-0166/09-0167 (Consol.) (Jan. 21, 2010).  While the Utilities agree with 
the Commission’s past findings that, if a pension asset is excluded, then a pension liability 
also should be excluded, the Utilities respectfully request that the Commission reconsider 
whether to include Peoples Gas’ pension asset in the instant proceeding, and, 
alternatively, whether to include specific pension liabilities in rate base or to exclude 
amounts related to pensions.  Also, the Commission should reject Staff’s proposal to 
exclude the Peoples Gas pension asset from rate base while including the North Shore 
pension liability, which is contrary to the Orders in Docket Nos. 07-0241/07-0242 
(Consol.) and Docket Nos. 09-0166/09-0167 (Consol.).  North Shore Gas Co./The 
Peoples Gas Light and Coke Co., Docket Nos. 07-0241/07-0242 (Consol.) (Feb. 5, 2008) 

Using average rate base, as updated in rebuttal testimony, North Shore’s pension 
liability is $(8,000), and Peoples Gas’ pension asset is $17,350,000.  NS-PGL Ex. 22.9N, 
line 11, col. (G); NS-PGL Ex. 22.9P, line 11, col. (G).  

The Utilities explain that the Commission’s past decisions to exclude the Peoples 
Gas pension asset (and, when applicable, North Shore’s) from rate base were based on 
findings that the asset is, or at least has not been shown not to be, the product of 
customer-supplied funds.  E.g., Docket Nos. 07-0241/07-0242, Order at 36.  The Utilities 
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note that Staff advances that same position in the instant cases, while the AG simply 
proposes to apply the prior Commission decisions.   

The Utilities argue that the Commission should reconsider approving inclusion of 
the pension asset(s) in rate base for several reasons.  First, the premise that customers, 
by paying utility bills, should be treated as if they had paid for the utility’s assets, is 
incorrect as a matter of law.  Customers pay for service, not for the property used to 
render it.  Board of Pub. Utility Commissioners, et al. v. New York Tel. Co., 271 U.S. 23 
(1926).  Second, the pension asset is part of the utility’s balance sheet and, with respect 
to defined benefit plans, the utility owns the assets via the trust that holds the assets, with 
the employees being the beneficiaries of the trust.   

Third, the rates on which customers’ bills are based reflect the accrual of pension 
expense.  The Utilities submit that although Staff claims that customers paid for the 
pension asset (and the AG does so implicitly by citing past Orders to that effect), Staff 
does not explain how customers supposedly pay for the pension asset, and, specifically, 
does not refute the fact that the bills customers pay are based on the accrual of pension 
expense.  The Utilities assert that a pension asset exists when cumulative funding 
exceeds the cumulative amount of recognized pension expense.  The Utilities contend 
that customers did not pay for the excess by which cumulative pension funding exceeds 
cumulative recognized pension expense, which means that they did not pay for the 
pension asset.  In addition, the Utilities state that the rates upon which customers’ bills 
are based reflect the accrual of pension expense.  The Utilities note that Staff simply 
argues that pension assets are created with funds supplied by customers, and that the 
Utilities have not provided evidence to distinguish this case from prior Commission 
rulings, yet fails to provide any new evidence to support its claims. 

Fourth, the Utilities maintain that normal operating revenues of a utility include 
amounts collected through rates to repay the utility’s cost of capital, and the portion of 
amounts collected from customers that end up as net income is retained earnings, and 
thus is part of shareholders’ equity, to the extent it is not paid out in dividends.  The Utilities 
note that Staff admitted that the pension asset is funded by normal operating revenues.  
The Utilities emphasize that the evidence demonstrates that funds from normal 
operations include repayment of the utility’s cost of capital, so the utility’s use of that 
repayment for pension funding does not mean that the funding is not capital of the utility.  
In addition, the Utilities contend that Staff’s reasoning is inconsistent.  When the subject 
at hand is whether incentive compensation costs should be recovered, and the metric is 
net income, Staff contends, and the Commission has agreed, that the metric is 
“shareholder-oriented”.  Yet, here, where it has been shown that the prepayment of 
pension expense is a reduction to net income and retained earnings, Staff contends that 
the funds in question are customer-supplied.   

Fifth, the Utilities argue that cumulative pension contributions have exceeded 
cumulative recognized Generally Accepted Accounting Principles (“GAAP”) pension 
expense.  The Utilities note that Staff has not disputed this point.   

The Utilities find that in the instant proceeding, Staff has only offered a limited 
response to the Utilities’ point regarding the normal operating revenues of a utility, 
asserting that the facts between the instant proceeding and the prior Commission Orders 
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are unchanged and that the Utilities’ arguments are based solely on theoretical 
contributions.  However, the Utilities argue, Staff continues to fail to provide a sound 
reason those particular points are incorrect or do not support the inclusion of the pension 
assets in rate base.  Thus, the Utilities contend that the Commission has sufficient 
grounds for reconsidering this issue and note that the decision should be based on the 
evidence in the record of the instant Dockets.  220 ILCS 5/10-103; 220 ILCS 
5/10-201(e)(iv)(A). 

The Utilities note that the AG’s Initial Brief did not respond to or dispute any of the 
Utilities’ points in detail; instead, the AG asserted that the adjustments made by its witness 
were in accordance with the Commission’s previous findings in the past relevant dockets.  
In addition, the Utilities note that although CCI did not address this issue in testimony, 
CCI argues that the Commission should adopt the proposal to properly account for 
pension assets, which are ratepayer funded.  CCI simply refers to the past Commission 
decisions on this topic, and adopts the propositions of Staff and the AG.   

Finally, while Staff espouses adherence to the prior Orders as to exclusion of 
Peoples Gas’ pension asset from rate base, Staff’s rebuttal inconsistently argues for 
subtracting the North Shore pension liability, even though that same Staff proposal was 
rejected in the prior Orders.  More specifically, Staff made the same proposal in the 
Utilities’ 2009 rate cases, and the Commission’s Order in Docket Nos. 09-0166/09-0167 
(Consol.), Order at 36-37 rejected it, just as had occurred in the Utilities’ 2007 rate cases, 
and Staff has not provided any change in circumstances or any basis for a different 
outcome here.  Even the AG’s witness opposes the inclusion of the North Shore pension 
liability in the rate base calculation if the Peoples Gas pension asset is excluded.   

Accordingly, the Utilities assert that the Commission (1) should approve the 
inclusion of Peoples Gas’ pension asset and North Shore’s pension liability in rate base, 
or, alternatively (2) should exclude the Peoples Gas pension asset and the North Shore 
pension liability, the latter being as ordered in Peoples Gas 2007 and Peoples Gas 2009 
when one utility had a pension asset and the other had a liability. 

Finally, if the Peoples Gas pension asset is not included in rate base, then the 
Utilities respectfully contend that consistency of reasoning would require removal of the 
OPEB liabilities from rate base, although the Utilities acknowledge that the Commission 
rejected that contention in past rate cases.   
Staff’s Position 

Staff submits that disallowances from rate base for the Companies’ pension assets 
and related ADIT are required because the Companies have not demonstrated that they 
were created with anything other than ratepayer funds.  The Commission has repeatedly 
held that shareholders are not entitled to a return on ratepayer-supplied funds.  Staff 
states that the Companies’ criticisms of prior orders of the Commission and Appellate 
Court do not diminish those rulings.   

Staff asserts that Peoples Gas acknowledges that the Commission ruled that its 
pension asset should not be included in rate base in its last four general rate cases, but 
continues to argue that inclusion is warranted.  Staff notes that North Shore has also not 
had a pension asset in the last four rate cases.  However, Peoples Gas states that its 
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additional grounds for inclusion in rate base in its Docket Nos. 12-0511/12-0512 (Consol.) 
were not explicitly addressed by the Commission’s final Order.  Staff responds that 
Peoples Gas mischaracterizes the Commission’s final Order in its 2012 rate case which 
specifically sets forth all of Peoples Gas’ claims for its position (Docket Nos. 12-0511/12-
0512 (Consol.), Order at 80-82) and the Commission’s conclusion shows that it rejected 
those claims (Id. at 90).  Staff adds that the Commission is not required to make a 
particular finding as to each evidentiary fact or claim made by a party. United Cities Gas 
Co. v. Illinois Commerce Comm’n, 47 Ill.2d 498, 501 (1970).   

Peoples Gas criticizes Staff’s reliance on the Appellate Court decision arising out 
of Docket Nos. 09-0166/09-0167 Cons. (“2009 Court Opinion”) because the Commission 
and Court did not specifically refute all the Company’s points made in Docket Nos. 11-
0280/11-0281 (Consol.) and the 2012 rate cases.  Staff offers that while there are still 
appeals outstanding on the 2011 and 2012 rate cases, the 2009 Court Opinion which 
rejected the Company’s pension asset arguments is still good law.   

Staff contends that the evidence presented by the Companies in this case simply 
does not distinguish this case from prior Commission rulings on the same subject.  The 
Companies provided no evidence that the contributions were made from any source other 
than normal operating revenues (i.e. direct unequivocal contributions from shareholders 
creating a “pension asset”).  The Companies state only that contributions to the pension 
plan “would be first funded from operating cash flows.  If operating cash flows are 
insufficient, the cash requirements are funded with short-term debt; short-term debt would 
be replaced as needed by long-term debt and equity to maintain our capital structure. 
Thus contributions are ultimately funded by capital.” Attach. B to Staff Ex. 1.0  

Staff submits that prior orders reject any inclusion of a pension asset in rate base 
for anything other than a specific contribution from shareholders. In Docket Nos. 09-
0166/09-0167 (Consol.), the Commission denied inclusion of Peoples Gas’ pension asset 
in rate base because there was no evidence in the record it was created with shareholder 
funds:  

The Companies have given us no reason to overturn our 
decision from their last rate case.  Although the Companies 
state that the pension asset was created with shareholder 
funds, no evidentiary support was provided.  The Commission 
finds no support in the record to allow for the inclusion of 
Peoples Gas’ pension asset in rate base which in turn would 
allow shareholders to earn a return on ratepayer supplied 
funds.  

Docket Nos. 09-0166/09-0167 (Consol.), Order at 36.  The Illinois Appellate Court upheld 
this order, stating: 

The central issue before us remains whether the 
Commission’s decision to exclude the pension asset, which it 
found consisted of consumer-supplied funds, from Peoples 
Gas’ rate base was against the manifest weight of the 
evidence.  Both the Staff’s and the People’s expert witness 
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testified the pension asset constituted customer-supplied 
revenues and, therefore, should be deducted from the rate 
base calculation.  

… 
Based on the record before us, we find the Commission’s 
decision with regard to the pension asset deduction is not 
clearly against the manifest weight of the evidence.  
Accordingly, we see no reason to disturb the Commission’s 
findings.  

Peoples v. Illinois Commerce Commission, Nos. 1-10-0654, 1-10-0655, 1-10-0936, 1-10-
179, and 1-10-1846 and 1-10-1852, Consolidated, Appellate Court (First District-Fifth 
Division) September 30, 2011, at 42-43, par. 69-71. 

Staff adds that the Commission denied inclusion of the pension asset in the 
subsequent two North Shore/Peoples Gas rate cases.  See generally, North Shore Gas 
Co./The Peoples Gas Light and Coke Co., Docket Nos. 11-0280/11-0281 (Consol.), Order 
at 33 (January 10, 2012); Docket Nos. 12-0511/12-0512 (Consol.), Order at 90. 

Staff mentions that in three separate gas rate cases, Docket No. 08-0363, Docket 
No. 04-0779, and Docket No. 95-0219, Northern Illinois Gas Company d/b/a Nicor Gas 
Company sought to increase utility rate base for the amount of a prepaid pension asset.  
In all three cases, the Commission found that the pension asset was created by ratepayer-
supplied funds, not by shareholder-supplied funds.  The Commission concluded that 
ratepayers should not be denied the benefits associated with the previous overpayment 
for pension expense which ratepayers funded.  Accordingly, the Commission concluded 
that the pension asset should be eliminated from rate base.   

Likewise, in Docket No. 11-0767, the Commission ruled that Illinois American 
Water Company’s proposal to include a pension asset in rate base was not substantively 
different than those the Commission had considered, and rejected, in past rate case 
decisions.   

Staff states that the only time the Commission has allowed a return on pension 
plan payments was the identification of a specific contribution from shareholders, not a 
theoretical contribution as the Company argues here.  It is undisputed that the Company 
has an expected pension contribution of $0 for the test year.  Additionally, the return on 
the specific pension payment previously approved by the Commission was a debt return, 
not the cost of capital. Commonwealth Edison Company, Docket No. 05-0597, Order on 
Rehearing at 28-29 (Dec. 20, 2006).  Staff asserts as well that while the Electric 
Infrastructure Investment and Modernization Act (“EIMA”) does allow an investment 
return on a pension asset recorded in FERC Account 186 to be included in rates, that is 
specifically authorized in EIMA and does not apply to Peoples Gas.   

Staff notes that the Companies argue that the more cash Peoples Gas or North 
Shore contributes into the trust, the lower the pension costs that Peoples Gas or North 
Shore has to record and ultimately recover from customers through rates.  Staff responds 
that this argument fails to acknowledge that the Companies will receive the full amount of 
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actuarially determined pension expense in the revenue requirement.  In other words, 
Staff’s proposed adjustments do not disallow the costs for the annual pension expense.  
However, Peoples Gas states that it made no contributions into the qualified pension plan 
during 2013 and 2014 and the Companies updated actuarial reports reflect zero employer 
contributions for the year 2015 for both Companies.  Staff explains that its adjustments, 
which do not affect the amount to be recovered by the Companies in operating expenses, 
would have no effect on future pension contributions.   

The Companies state that their argument for pension asset inclusion in rate base 
would be consistent with the current exclusion of their OPEB liabilities from rate base 
(”symmetry argument”).  Staff claims that the Companies’ position to include pension 
assets in rate base has no bearing on the proper exclusion of an OPEB liability from rate 
base.  

Staff details that OPEB liabilities represent other post-employment benefits that 
had not been paid out to the OPEB trust by the end of the year and for which the utility 
has already received recovery from rates.  Rate base is properly reduced by these OPEB 
liabilities to recognize that such costs are already recovered from ratepayers by their 
inclusion as an operating expense.  Staff states that it would not be reasonable to allow 
shareholders a return on this cost-free source of capital to the Companies.  Staff argues 
that the Companies’ symmetry argument does not take this into account and that the 
Commission has also rejected this argument in the past.   

Staff explains that in Docket Nos. 07-0241/07-0242 (Consol.) both Peoples Gas 
and North Shore excluded their OPEB liabilities from rate base, i.e., neither utility reduced 
rate base for the OPEB liabilities.  Peoples Gas also had a pension asset, which the 
Company did not include in rate base. Peoples Gas argued for symmetrical treatment; 
that is, excluding both its pension asset and OPEB liability from rate base. The 
Commission instead found that the pension asset should be excluded from rate base and 
that the OPEB liabilities should be reflected as a reduction to rate base: 

The Commission agrees with the positions asserted by GCI 
and Staff.  Their arguments are persuasive and fully 
supported by the evidence.  Further, they have each 
established that the treatment we are being urged to assign 
to this item today, is the same the treatment that we adopted 
in a number of previous decisions.  On all these grounds, the 
Commission accepts that a rate base deduction of $7,094,000 
($4,074,000 net of related deferred taxes) is required for the 
North Shore accrued OPEB liability and a rate base deduction 
of $55,653,000 ($31,570,000 net of related deferred taxes) is 
required for the Peoples Gas accrued OPEB liability in the 
determination of the Companies’ rate bases.  See GCI Ex. 2.0 
at 13. 
Further, we note that the underlying rationale for these 
adjustments is that such funds are supplied by ratepayers and 
not by shareholders such that shareholders are not entitled to 
earn a return on these funds.  Accordingly, the undisputed 
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record showing that Peoples Gas and North Shore 
contributed $15,278,614 and $1,862,247, respectively, to the 
pension plans during the test year, does not change the 
treatment of the OPEB liability.  Nor are we convinced that 
such contributions should impact shareholders, given that 
these funds were provided by ratepayers through the 
collection of utility revenues.  We observe no discussion of or 
opposition to this particular recalculation that the Companies 
propose on basis of their contribution, however, it appears to 
the Commission that recognizing these contributions is 
inconsistent with, the theoretical basis that we are applying 
here, i.e., these contributions are ratepayer-funded. 
The Commission finds that the Companies’ OPEB liabilities 
will be deducted, and, for the reasons provided by Staff, 
Peoples Gas’ contributions of $15,278,614 and North Shore’s 
contributions of $1,862,247 to the pension plan should not be 
incorporated into the calculation of the rate bases.  

Docket Nos. 07-0241/07-0242 (Consol.), Order at 36.  Staff states that the Commission 
ruled in the same manner in the last two North Shore/Peoples Gas cases, Docket Nos. 
11-0280/11-0281 (Consol.) and Docket Nos. 12-0511/12-0512 (Consol.):  

The Commission agrees with both Staff and GCI concerning the 
adjustments to rate base made to account for net retirement benefits.  
Staff witness Ebrey agreed with GCI witness Effron’s approach which 
removed the Companies’ respective net pension assets from rate 
base, but kept the OPEB liabilities in rate base.  Staff and GCI’s 
adjustments are supported by the evidence and remain consistent 
with the Commission’s conclusions about the pension asset in the 
2007 and 2009 PGL rate cases.  Those decisions both concluded 
that the accrued OPEB liability should be reflected in rate base but 
that the pension balances should not be recognized in the 
determination of rate base.   

Docket Nos. 11-0280/11-0281 (Consol.), Order at 33.  
The Commission finds that the Companies’ pension assets 
should not be included in rate base for the reasons stated in 
its past Orders.  The Commission concludes, however, that 
the OPEB liabilities should be included in rate base, to be 
consistent with the prior rulings on the pension assets.  

Docket Nos. 12-0511/12-0512 (Consol.), Order at 90.  
In surrebuttal testimony, Peoples Gas states that if its pension asset is not included 

in rate base, then North Shore’s pension liability should not be included.  Staff argues that 
similar to OPEB liabilities, the Companies’ position to include pension assets in rate base 
has no bearing on the proper exclusion of a pension liability from rate base.  Pension 
liabilities represent pension costs that have not been paid out to the pension trust by the 
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end of the year but for which the utility has already received recovery through rates. Staff 
submits that rate base is properly reduced by these pension liabilities to recognize that 
such costs are already recovered from ratepayers by their inclusion as an operating 
expense.  Staff surmises that it would not be reasonable to allow shareholders a return 
on this cost-free source of capital to the Companies.   

The Companies state that the pension assets are included in their balance sheets 
and that they own the assets via the trusts that hold the assets.  Staff argues that it is not 
relevant who owns the assets of the pension trust fund because ownership is not 
determinative of ratemaking treatment.  For example, contributed plant may be owned by 
a utility, but a utility does not get a return on contributed plant from a customer.  Staff 
notes that the determining question is whether the pension assets were created with 
funds from shareholders or ratepayers.  Further, Staff states that no evidence of outside 
discreet shareholder funding of the pension contributions has been presented by the 
Companies.   

Staff reiterates that a large number of Commission orders have concluded that 
financing a pension asset with internally generated funds does not permit a utility a rate 
base return on that asset.  Staff argues that the Company is seeking to collect monies 
from ratepayers and then charge those ratepayers with a return on investment of those 
monies.  What is relevant is that under Illinois law for ratemaking purposes a public utility 
may not receive a return on investment from ratepayers for ratepayer-supplied funds.  
City of Alton v. Illinois Commerce Comm’n, 19 Ill. 2d 76, 85-6, 91 (1960); DuPage Utility 
Co. v. Illinois Commerce Comm’n, 47 Ill. 2d 550, 554, 558 (1971); Central Illinois Light 
Co. v. Illinois Commerce Comm’n, 252 Ill. App. 3d 577, 583 (3rd Dist., 1993); see also, 
Business and Professional People for the Public Interest v. Illinois Commerce Comm’n 
(“BPI II”), 146 Ill. 2d 175, 258 (1991). Staff reasons that the Commission has consistently 
rejected the attempts of other Companies to receive a return on ratepayer-supplied funds 
and should do so again here.  See, Citizens Utility Board v. Illinois Commerce Comm’n, 
166 Ill. 2d 111, 132 (1995) (Commission is unauthorized to depart drastically from 
practices established in earlier orders); Mississippi River Fuel Corp. v. Illinois Commerce 
Comm’n, 1 Ill. 2d 509, 514 (1953) (long-term consistent actions by the Commission are 
entitled to great weight and may be equal in force to a judicial construction).   

Staff recommends a disallowance of the Companies’ pension asset and related 
ADIT from rate base.   
AG’s Position 

The AG explains that the “Retirement Benefits, Net” rate base entry, as shown on 
the Companies’ Schedule B-1, consist of two components.  The first is the prepaid 
pension asset.  The pension asset is mainly the effect of contributions to the pension fund 
being in excess of the periodic pension cost, or pension income, accrued pursuant to 
Statement of Financial Accounting Standards 87.   

The second component is primarily the accrued liability for future post-retirement 
OPEB, mainly health care costs. Pursuant to Statement of Financial Accounting 
Standards 106, the Companies must accrue for the payment of future post-retirement 
benefits other than pensions.  To the extent that the accruals are greater than the actual 
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cash disbursements, accrued liabilities will be reflected on the Companies balance 
sheets.  The AG states that PGL and NS offset the accrued liability for OPEB against 
prepaid pensions in the calculation of the “Retirement Benefits, Net” that they include in 
their rate bases.   

The AG maintains that in the Companies’ recent rate cases, how to treat these 
benefits has been an issue.  In Docket Nos. 07-0241 and 07-0242, the Companies did 
not take account of the accrued pension and OPEB balances in the determination of rate 
base.  In response to testimony by Staff and intervenors proposing to deduct the accrued 
OPEB liabilities from rate base, the Companies responded that if the accrued OPEB 
liabilities are deducted from rate base, then the prepaid or accrued pension balances 
should also be recognized.   

In Docket Nos. 09-0166, 09-0167, 11-0280, 11-0281, 12-0511, and 12-0512, the 
Companies offset the accrued liability for OPEB against prepaid pensions in the 
calculation of the “Retirement Benefits, Net” included in their rate bases.  The AG argues 
that this was, in substance, the same treatment that the Companies are presenting in the 
current cases.  The AG states that in all of these cases, the Commission found that the 
accrued OPEB liability should be deducted from rate base but that the pension balances 
should not be recognized in the determination of rate base.   

Consistent with the Commission’s findings in all recent cases, AG witness Effron 
eliminated the pension balances from rate base, but treated the accrued liability for post-
retirement benefits other than pensions as rate base deductions.  He also eliminated the 
accumulated deferred income taxes related to the prepaid or accrued pensions. The net 
effect of this adjustment, updated in Mr. Effron’s Rebuttal testimony to reflect updates 
addressed in the Companies’ Rebuttal testimony, are based on the average 2015 
balances.  The AG states that the effect of these adjustments is to reduce PGL 
“Retirement Benefits, Net” by $17,350,000 and related accumulated deferred income 
taxes by $6,881,000, resulting in a net reduction to the PGL rate base of $10,469,000.  
With regard to NS, the effect of Mr. Effron’s proposed adjustment is to reduce the 
“Retirement Benefits, Net” by $8,000 and to reduce the related accumulated deferred 
income taxes by $5,000, which results in a net reduction to the NS rate base of $3,000.  
The AG submits that these adjustments should be adopted by the Commission.   
CCI’s Position 

CCI recommends that the Commission adopt the adjustment proposed by both 
Staff witness Hathhorn and AG witness Effron to properly account for pension assets, 
which are ratepayer-funded.  Mr. Effron’s “Retirement Benefits, Net” was identical to Ms. 
Hathhorn’s “Pension Asset Adjustments,” and both are in line with the Commission’s prior 
holdings.  See e.g. Docket Nos. 12-0511/12-0512 (Consol.), Order at 90, Docket Nos. 11-
0280/11-0281 (Consol.) Order at 33, Docket Nos. 09-0166/09-0167 (Consol.) Order at 
36.  CCI reasons that consistent with the Commission’s previous orders, in the absence 
of evidence dictating a different result, the Commission should exclude the Companies’ 
pension assets from rate base.   
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Commission Analysis and Conclusion 
Consistent with past Commission decisions, the Commission maintains that 

accrued OPEB liability should be deducted from rate base but that pension balances 
should not be recognized in the determination of rate base.  The Commission agrees with 
Staff and the AG and finds that Peoples Gas’ pension asset should be excluded from rate 
base for the reasons stated in its past Orders.  Further, the Commission agrees with North 
Shore and the AG and finds that North Shore’s pension liability should also be excluded 
from rate base as it was in the 2007 and 2009 rate cases.   
V. OPERATING EXPENSES 

A. Overview/Summary/Totals 

North Shore states that its final properly calculated base rate operating expenses 
(per its rebuttal testimony) are $74,635,000, including income taxes and reflecting the 
Staff and intervenor adjustments that it adopted or accepted in whole or in part in order 
to narrow the issues and certain updates.  Peoples Gas states that its final properly 
calculated base rate operating expenses (per its rebuttal testimony as slightly revised in 
surrebuttal) are $570,562,000, including income taxes and reflecting the Staff and 
intervenor adjustments that it adopted or accepted in whole or in part in order to narrow 
the issues and certain updates.   

Staff recommends total operating expenses before income taxes of $67,000,000 
for North Shore and $506,894,000 for Peoples Gas.   

B. Potentially Uncontested Issues (All Subjects Relate to NS and PGL 
Unless Otherwise Noted) 

1. Other Revenues 

In rebuttal and surrebuttal testimony, the Companies updated the proposed other 
revenues figures.  These figures are not contested.  Therefore, the Commission approves 
the Companies’ updated figures for these revenue amounts, subject to any derivative 
impacts, if any.   

2. Resolved Items 

a. Incentive Compensation 

The Companies have three different incentive compensation plans:  (i) an 
Executive Incentive Compensation Plan; (ii) an Omnibus Incentive Compensation Plan, 
consisting of various stock plans; and (iii) a Non-Executive Incentive Compensation Plan.  
The Companies submitted evidence of the benefits provided to customers by their 
incentive compensation plans, in particular metrics contained within their Non-Executive 
Incentive Compensation Plan and the operational metrics contained within their Executive 
Incentive Compensation Plan.  No party has opposed the recovery of the costs related to 
the Companies’ Non-Executive Incentive Compensation Plans.  This issue is not in 
dispute.  The Commission approves the recovery of the Companies’ expenses for their 
Non-Executive Incentive Compensation Plans. 

Only for the purposes of narrowing the issues in this proceeding and without 
waiving any rights to contest such amounts in future proceedings, the Companies do not 
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object to an adjustment removing their Omnibus Incentive Compensation Plan expenses 
from the test year operating expenses, consistent with the recommendations made by 
Staff, the AG, and CCI.  This issue is not in dispute.  The Commission approves an 
adjustment removing the costs of the Omnibus Incentive Compensation Plan expenses 
($1,455,000 for Peoples Gas and $245,000 for North Shore) from the Companies’ test 
year operating expenses.   

With respect to the Executive Incentive Compensation Plan, only for the purposes 
of narrowing the issues in this proceeding and without waiving any rights to contest such 
amounts in future proceedings, both the Companies and CCI have agreed not to contest 
proposed disallowances to portions of the Companies’ Executive Incentive Compensation 
Plan expenses as calculated by Staff.  This disallowance is consistent with the adjustment 
proposed by the AG.  This issue is not in dispute.  The Commission approves an 
adjustment removing $4,216,000 for Peoples Gas’ and $655,000 for North Shore’s 
Executive Incentive Compensation Plan operating expenses.   

b. Executive Perquisites 

Only for the purposes of narrowing the issues in this proceeding and without 
waiving any rights to contest such amounts in future proceedings, the Companies do not 
object to an adjustment removing the amounts forecasted for executive perquisites 
included in test year operating expenses, but only for the amounts forecasted for these 
items in the 2015 test year – $44,000 for Peoples Gas and $7,000 for North Shore.  This 
is not contested. The Commission approves an adjustment removing these amounts from 
the Companies’ respective operating expenses.   

c. Interest 

(i) Budget Payment Plan 

In rebuttal testimony, the Companies accepted Staff’s adjustments of interest 
expense on budget payment plans based on the December 18, 2013, Commission ruling 
setting the 2014 rate of interest to be paid at 0%.  This subject is uncontested.  The 
Commission approves Staff’s adjustments.   

(ii) Customer Deposits 

In rebuttal testimony, the Companies accepted Staff’s adjustments of interest 
expense on customer deposits based on the December 18, 2013, Commission ruling 
setting the 2014 rate of interest to be paid at 0%.  This subject is uncontested.  The 
Commission approves Staff’s adjustments.   

(iii) Synchronization (including derivative 
adjustments) 

In rebuttal testimony, the Companies accepted Staff’s adjustments to interest 
synchronization.  This subject is uncontested.  The Commission approves Staff’s 
adjustments.   
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d. Lobbying 

In rebuttal testimony, the Companies accepted Staff’s adjustments to disallow 
certain inadvertently included lobbying-related expenses.  This subject is uncontested.  
The Commission approves Staff’s adjustments.  

e. Fines and Penalties 

In rebuttal testimony, the Companies accepted Staff’s adjustments to remove fines 
and penalties expenses.  This subject is uncontested.  The Commission approves Staff’s 
adjustments.   

f. Plastic Pipefitting Remediation Project (PGL) 

In rebuttal testimony, the Companies accepted Staff’s adjustment to disallow 
inadvertently included costs associated with the Plastic Pipefitting Remediation Project.  
This subject is uncontested.  The Commission approves Staff’s adjustments.   

3. Other Production (PGL) 

The Companies’ proposed Other Production expense for Peoples Gas is not 
contested.  The Commission approves the Companies’ Other Production expense.   

4. Storage (PGL) 

The Companies’ proposed Storage expense for Peoples Gas is not contested.  
The Commission approves the Companies’ Storage expense.   

5. Transmission 

The Companies’ proposed Transmission expense is not contested.  The 
Commission approves the Companies’ Transmission expense.   

6. Distribution 

The Companies’ proposed Distribution expense is not contested.  For Peoples 
Gas, this includes the three-year amortization recovery of costs associated with the 
Section 8-102 of the Act two-phase AMRP investigation as ordered in Docket Nos. 12-
0511/12-0512 (Consol.).  This subject is uncontested.  The Commission approves the 
Companies’ Distribution expense.   

7. Customer Accounts – Uncollectibles 

The Companies proposed that the net write-off method be used.  Additionally, the 
Companies proposed that the bad debt expense at present rates as adjusted would be 
the average of the actual write-offs for calendar years 2010-2012, which was $22,648,000 
for Peoples Gas and $1,105,000 for North Shore (and addressed the allocation of 
recovery between base rates and Rider UEA-GC, Uncollectible Expense Adjustment – 
Gas Costs).  Staff agreed that its previously proposed adjustment to uncollectible 
expense and any resulting adjustments were not necessary and withdrew its proposed 
adjustment to uncollectible expense.  The Commission approves the Companies’ 
Customer Accounts – Uncollectible expense.   
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8. Customer Accounts – Other than Uncollectibles 

The Companies’ proposed Customer Accounts – Other than Uncollectible expense 
is not contested.  The Commission approves the Companies’ Customer Accounts – Other 
than Uncollectible expense.   

9. Customer Services and Information 

The Companies’ proposed Customer Services and Informational Services 
expense is not contested.  The Commission approves the Companies’ Customer Services 
and Informational Services expense.   

10. Administrative & General (other than items in Section V.C.3) 

The Companies’ proposed Administrative and General (“A&G”) expenses are not 
contested with the exception of items addressed in Section V.C.3 of this Order.  The 
Commission approves the Companies’ A&G expenses.   

11. Depreciation Expense (including derivative impacts other than 
in Section IV.C.1.a) 

The Companies’ proposed Depreciation expenses are not contested except for the 
impacts of the 2014 AMRP costs discussed in Section IV.C.1.a of this Order.  The 
Commission approves the Companies’ Depreciation Expense (including derivative 
impacts other than in Section IV.C.1.a of this Order).   

12. Amortization Expense (including derivative impacts) 

The Companies’ proposed Amortization Expense is not contested.  The 
Commission approves the Companies’ Amortization Expense (including derivative 
impacts).   

13. Rate Case Expense (other than amortization period in Section 
V.C.4) 

Section 9-229 of the PUA provides: 
Consideration of attorney and expert compensation as an 
expense.  The Commission shall specifically assess the 
justness and reasonableness of any amount expended by a 
public utility to compensate attorneys or technical experts to 
prepare and litigate a general rate case filing.  This issue shall 
be expressly addressed in the Commission’s final order. 

220 ILCS 5/9-229.  The Appellate Court in Illinois-American Water held that Section 9-229 
requires the Commission to “‘expressly address’ the basis for its findings” – i.e., include 
“explanation or discussion” – as to the justness and reasonableness of a public utility’s 
rate case expenses in its final order.  Illinois-American Water, 2011 IL App (1st) 101776 
at ¶¶ 47-48.  Based on the guidance provided by the court in Illinois-American Water, as 
confirmed by the ComEd decision, the Commission has stated that a public utility must 
provide detailed information concerning what actual expenses have been or will be 
incurred, by whom, for what purpose and why such expenses were necessary in order 
for the Commission to make an informed determination regarding the justness and 
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reasonableness of recovering rate case expenses from customers.  See Docket Nos. 12-
0511/12-0512 (Consol.), Order at 174; In re Charmar Water Co., et al., Docket Nos. 11-
0561 – 11-0566 (Consol.), Order at 19 (May 22, 2012); In re Charmar Water Co., et al., 
Docket Nos. 11-0561 – 11-0566 (Consol.), Order on Rehearing at 14 (Nov. 28, 2012).   

North Shore and Peoples Gas take the position that the evidentiary record contains 
substantial evidence demonstrating that their revised proposed rate case expenses for 
this rate case – $1.947 million for North Shore and $2.945 million for Peoples Gas – are 
just and reasonable.  NS-PGL Ex. 21.0 at 14-15; NS-PGL Exs. 21.3N, 21.3P; NS-PGL 
Ex. 36.0 at 13; NS-PGL Exs. 36.4N and 36.4P; Staff Ex. 7.0 at 16 and Scheds. 7.06N, 
7.06P.  The Utilities assert that the record evidence is more than sufficient for the 
Commission to specifically assess the justness and reasonableness of those expenses 
as required by Section 9-229 of the Act, 220 ILCS 5/9-229.  Staff agrees with the 
Companies on the total amount of rate case costs introduced into the record to support 
the recovery of their rate case expenses and that the amounts sought by the Utilities were 
just and reasonable.  This issue is uncontested.   

The Commission finds that for each of the attorneys and technical experts for 
which recovery of rate case expense is sought, the Utilities provided detailed information 
concerning the nature and scope of their engagement, their hourly rates, what services 
they performed in support of the rate case, why those services were necessary, and what 
their actual expenses have been or will be incurred.  Detailed invoices were provided that 
identified who was performing the work, what work or tasks were performed, when and 
for how long, and the fees and costs associated with that work.  Further, the record 
evidence demonstrates that the rates negotiated with the attorneys and experts were 
reasonable in light of their experience working on rate cases generally and for the Utilities 
specifically, the market rate for such services, discounts and other cost protections such 
as “not-to-exceed” provisions provided, and the necessity and level of difficulty of the work 
to be performed.  The record evidence also established that the Utilities review the 
invoices and have other safeguards in place to ensure that there is no “double-counting” 
for the costs of work performed by Integrys Business Services (“IBS”) personnel and that 
the time spent performing work by outside counsel and experts is reasonable and not 
duplicative.  Moreover, while not determinative of the issue, the Commission notes that 
no party opposed recovery of the final revised amounts of rate case expenses sought by 
the Utilities, and that Staff testified it had reviewed the record evidence and found the 
amounts requested to be just and reasonable based on the facts and circumstances of 
this rate case.   

Additionally, the Commission finds that the evidence in the record supports the 
conclusion that the amounts of rate case expenses not actually shown to have been 
expended by the time of the hearing are reasonably likely to be expended by the end of 
the rate case.   

Further, the Commission approves the recovery of $521,000 for North Shore and 
$786,000 for Peoples Gas for their approved but unrecovered prior rate case expenses 
from their 2009 and 2011 rate case rehearings and their 2012 rate cases, as well as 
$118,000 for North Shore and $180,000 for Peoples Gas for their appeal costs from their 
2012 rate cases.   
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The total rate case costs are detailed in NS-PGL Exs. 36.4N and 36.4P and are 
uncontested.  However, the time period over which these rate case expenses will be 
amortized is contested.  The Utilities request that these expenses be amortized over two 
years for ratemaking purposes.  Staff proposes instead that the amortization period be 
changed to 2.5 years based on the proposed Reorganization pending approval in Docket 
No. 14-0496.  This issue will be addressed below in Section V.C.4.   

14. Taxes Other Than Income Taxes (including derivative impacts) 

The Companies’ revised proposed Taxes Other Than Income expense is not 
contested.  The Commission approves the Companies’ Taxes Other Than Income 
expense.   

15. Income Taxes (including derivative impacts) 

In rebuttal (North Shore) and surrebuttal (Peoples Gas) testimony, the Companies’ 
revised the proposed Income Taxes expense.  These expenses are uncontested except 
for derivative impacts of contested items.  The Commission approves the Companies’ 
Income Taxes expenses.   

16. Reclassification of Costs to Plant in Service (PGL) 

The Companies acknowledged in response to a Staff data request that they 
inadvertently omitted in Peoples Gas’ rebuttal revenue requirement an adjustment to 
reclassify certain costs from O&M expense to Plant in Service.  In surrebuttal testimony, 
the Companies’ corrected this omission to show the reduction to O&M expense offset by 
derivative depreciation expense and income taxes on Plant in Service.  This corrected 
Reclassification of Costs to Plant in Service is not contested.  The Commission approves 
the Companies’ Reclassification of Costs to Plant in Service.   

17. Gross Revenue Conversion Factor 

The Companies’ Gross Revenue Conversion Factors (“GRCFs”) are not 
contested.  The Commission approves the Companies’ GRCFs.     

18. Other 

As ordered by the Docket Nos. 12-0511/12-0512 Order on Rehearing, the 
Companies provided a status report in testimony at each stage of the rate case 
proceeding to identify any pending adjustments which required further instructions to 
calculate the impact of federal NOL on current and deferred income taxes.  As indicated 
in Section IV.B.7.(b) of this Order, the Companies and Staff agreed that the stand alone 
federal NOLs and the related federal DTAs balances at the end of calendar year 2014 
and test year 2015 are zero.  Therefore, there are no pending adjustments to be identified 
that require further instructions to calculate the impact of federal NOLs on current and 
deferred income taxes. 

The Companies accept Staff’s adjustments to Invested Capital Tax (“ICT”), and 
thus there are no contested issues concerning the calculation of ICT.  The Commission 
approves the final invested capital tax figures (including derivative impacts) based on the 
revenue requirement findings in the final Order.   

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 58 of 215



There are no other issues related to operating expenses that are required to be 
discussed here.   

C. Potentially Contested Issues (All Subjects Relate to NS and PGL 
Unless Otherwise Noted) 

1. Test Year Employee Levels 

a. Peoples Gas 

Peoples Gas’ Position 
Peoples Gas argues that its forecasted 2015 test year employee level should be 

approved but notes that the AG proposes an adjustment to this level based on the AG’s 
assertion that the number of employees has been relatively steady through 2012 and 
2013 and there is no discernible upward trend in the number of employees.  The AG 
proposes a reduction to 1,319 full time equivalent (“FTE”) employees, which would reduce 
the forecasted test year operation and maintenance expense by $1,904,000 and related 
payroll taxes by $129,000.  Peoples Gas argues that the AG’s adjustment is unsupported 
and should be rejected.   

Peoples Gas forecasted an increase in its headcount from 1,306 FTE employees 
at the end of 2013 to 1,356 employees at the end of 2014 and throughout the entire 2015 
test year.  According to Peoples Gas, this forecast was based on an increased need for 
employees to address stricter standards of compliance with pipeline safety rules as well 
as increased work on AMRP.  Peoples Gas states that although the AG’s witness Mr. 
Effron admitted that he does not dispute that Peoples Gas will be hiring new employees 
from time to time he argued that the AG’s significant adjustment is justified by the 
supposition that other employees will be simultaneously retiring or leaving for other 
reasons.   

Peoples Gas contends that it has provided ample evidence to justify its increased 
test year employee levels – for example, Peoples Gas noted that a number of positions 
related to pipeline safety compliance and AMRP work have been recently filled.  
Additional detail regarding these positions, including identification of the pool of workers 
from which the positions are filled, was provided in the Companies’ rebuttal testimony.  
Peoples Gas also identified thirty-three positions for which interviews were currently being 
conducted.  In surrebuttal testimony, the Companies noted that approximately twenty 
positions will be filled by Utility Workers who graduated from the Power for America 
training program at Dawson Technical Institute in Chicago in September 2014.  Peoples 
Gas states that it has created a well-founded expectation that members of the Power for 
America training program will be hired for permanent employment.   

Peoples Gas counters that the AG allegations that Peoples Gas failed to indicate 
that students in the program had actually already started are unfounded and demonstrate 
a misunderstanding of the Dawson Technical Institute training program.  Peoples Gas 
explains that graduating students are hired for a six-week internship program through the 
company with the goal of full time employment following the conclusion of the internship.  
Peoples Gas states that the AG’s criticism is misplaced because Peoples Gas rightfully 
did not want to provide a premature update at the time of the hearings.  Peoples Gas 
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argues that the AG’s adjustment does not take into account the recent additions to the 
Peoples Gas workforce, nor does it acknowledge the positions that are currently being 
filled.  As explained by the Companies’ witness Mr. Lazzaro, these Utility Workers 
participate in a six-week long internship through Peoples Gas, wherein the workers are 
assigned to a district shop and are evaluated by management staff, supervisors, and 
peers.  As noted by Mr. Lazzaro, Peoples Gas seeks to hire those individuals who 
successfully complete the internship program as full-time utility workers.   

Peoples Gas states that during the evidentiary hearings held on September 23, 
2014, the AG entered certain cross-exhibits into the record reflecting Peoples Gas’ actual 
employee levels as of December 2013 and July 2014.  In doing so, the AG noted that the 
actual total FTE employee count as of December 2013 was 1,299.5, while the actual total 
FTE employee count as of July 2014 was 1,314.6.  Although the AG correctly identified 
the actual employee levels for Peoples Gas in July 2014, the Companies emphasize that 
the AG’s adjustment does not take into account Peoples Gas’ planned hiring activities – 
in particular, the probable hiring of approximately 20 of the utility workers graduating from 
the Dawson Technical Institute training program, as identified and discussed in 
surrebuttal and in cross-examination.  Peoples Gas asserts that it has clearly identified 
planned hiring practices in the near future, including the probable number of qualified and 
trained FTE employees. 

Peoples Gas states that during the evidentiary hearings in this proceeding, the AG 
also introduced a discovery response related to certain proposed FTE employee 
commitments proposed in the WEC-Integrys transaction docket, Docket No. 14-0496.  
This discovery response indicated that testimony filed in the separate WEC-Integrys 
transaction docket, by a witness that has not appeared in the instant proceeding, 
committed to maintaining an overall minimum number of FTE employee positions in 
Illinois for two years after the closing of the transaction, showing 1,294 FTE employee 
positions through Peoples Gas within that minimum.  This discovery response was 
additionally relied upon by CCI in its Initial Brief.  The Companies argue that this 
information does not support the AG’s nor CCI’s proposed adjustments to headcount 
levels.  As an initial matter, the WEC-Integrys transaction is subject to approval by the 
Commission and several other state and federal governmental agencies, and, if 
approved, it is not expected to close until Summer 2015.  As such, the proposed 
commitment is subject to the proposed transaction, which has not yet been approved.  In 
addition, the proposed commitment identifies a minimum number of FTE employee 
positions, but the response itself makes clear that the proposed commitment is for 1,953 
FTE employees in Illinois, and not for the breakdown shown among Peoples Gas, North 
Shore, and IBS.  The Companies emphasize that this point was acknowledged by the 
AG.  The information from the WEC-Integrys transaction docket simply reflects a 
proposed commitment to maintain at least 1,953 FTE employees in Illinois – it does not 
preclude Peoples Gas from maintaining the forecasted 1,356 employees, for which 
Peoples Gas has identified a need.  Moreover, the public announcements and data 
request responses do not indicate that employment levels would be decreased although 
potential reductions may occur due to natural attrition.  The Companies argue that the 
Commission should reject this discovery response as not probative as to the proceeding 
at hand. 
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Peoples Gas states that although CCI did not address this issue in the rebuttal 
testimony of its witness, Mr. Gorman, CCI’s Initial Brief reiterates the position expressed 
by the CCI witness in direct testimony.  Like the AG, CCI relies upon Peoples Gas’ 
historical employee levels, arguing that Peoples Gas’ employee levels be reduced to 
match the Company’s May 2014 actual levels.  In addition, CCI also wholly disregards 
the evidence related to Peoples Gas’ current and planned hiring practices.  

Peoples Gas indicates that Staff agrees with Peoples Gas’ forecasted employee 
levels, and notes that the adjustment proposed by the AG and CCI do not take into 
account Peoples Gas’ recent and planned hiring.  Peoples Gas concludes that the 
Commission should reject the adjustments proposed by the AG and CCI, and should 
adopt Peoples Gas’ test year employee level.   
Staff’s Position 

Staff submits that the Commission should reject AG witness Effron’s and CCI 
witness Gorman’s proposals to reduce the number of projected test-year employees 
based on analyses of historical trends.  Staff maintains that while their analyses are logical 
to some extent, their arguments do not consider the Companies’ recent hiring and do not 
refute the Companies’ testimony regarding planned additional hiring.   
AG’s Position 

Peoples Gas is forecasting 1,356 FTE employees for the 2015 test year.  The AG 
states that despite this lofty goal, PGL’s average level of FTE employees was around 
1,302 in the first five months of 2014.  This level is below the average actual FTE 
employment level of 1309.6 from the last six months of 2013.  Additionally, the actual 
number of FTE employees in April and May of 2014, 1,298.5, was slightly lower than the 
average FTE employees in the first three months of 2014, 1,305.5.  The AG states that 
the PGL employment level rose from May to July of this year, but only to 1,314.6.  
Moreover, as PGL witness Lazzaro confirmed in cross-examination, in each and every 
month from January through July of 2014, the actual FTE employment level was below 
the authorized level.   

The AG asserts that in light of these trends, it is difficult to find credible the 
Company’s forecast that it will actually fill its authorized employment level of 1,356 FTE 
employees by the end of 2014.  Mr. Effron thus proposed in rebuttal testimony that PGL’s 
test-year FTE employee level should be reduced to 1,319, the average for June and July 
of 2014.  Mr. Effron’s proposal would reduce PGL’s test-year operation and maintenance 
expense by $1.904 million and related payroll taxes by $129,000.   

The AG notes that in rebuttal testimony filed August 4, 2014, PGL witness Mr. 
Lazzaro stated, identically to Mr. Kinzle’s rebuttal statement, that PGL’s employee count 
at any moment is only a snap shot in time that does not reflect existing and future 
additions to employee count.  Mr. Lazzaro then stated that Peoples has taken measures 
toward filling 33 open positions, bringing actual headcount up to forecasted test-year 
headcount and rendering Mr. Effron’s proposed adjustment moot.  The AG states that Mr. 
Lazzaro cited, for example, twenty utility workers from Dawson Technical Institute who 
will begin internships with the Company in September 2014.  In cross-examination, 
though, Mr. Lazzaro admitted that the internship is merely a six-week evaluation by 
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management and peers; permanent employment is not guaranteed.  The AG continues 
that at no point during his surrebuttal testimony (filed September 12) or his cross-
examination and re-direct examination (September 23) did Mr. Lazzaro indicate that the 
20 Dawson Technical Institute students who purportedly would be starting work during 
September 2014 had actually already started.   

The AG states that Mr. Lazzaro also referred in his rebuttal testimony to seven 
technician openings and nine supervisor openings (including three openings that will arise 
soon due to pending retirements) for which interviews are allegedly in process.   The AG 
argues that given PGL’s track record of not filling authorized employment levels the 
Commission should give a second or third thought to simply taking the Company’s word 
that it will fill these openings.  Moreover, even if the Company did fill the openings, attrition 
is also a significant consideration at Peoples Gas, as it is at North Shore.  The Company 
hired 21 utility workers from Dawson Technical Institute in April 2014, but the number of 
Peoples Gas FTE employees decreased from 1,304.5 at the end of March 2014 to 1,298.5 
employees at the end of April 2014 and then to 1,296.5 at the end of May 2014.  Mr. 
Lazzaro admitted during cross-examination that attrition at the Company is generally 
positive.  He also admitted that eight employees left the Company during July of 2014 
due to some retirements and possibly a termination.  The AG maintains that it is clear that 
the Company has to constantly hire more than attrition just to keep employment levels 
from falling.  The AG continues that even if the Company had proven that it will hire 
enough new employees to fill currently authorized openings (which it has not), it must 
also show that it will additionally hire enough to keep up with attrition. 

The AG concludes that in light of Peoples Gas’ poor track record of filling 
authorized employment levels, Mr. Lazzaro failed to show with credible evidence that 
Peoples Gas will make new hiring net of attrition that will bring Peoples’ 2015 test-year 
employment up to 1,356.  The AG believes that the Commission should adopt Mr. Effron’s 
downward adjustment.   
CCI’s Position 

CCI submits that even though the utility forecasts an increased level of employees, 
PGL has seen a decline in its actual number of employees.  For the period February 2014 
to May 2014 the actual number of employees declined by 10.  Furthermore, PGL actually 
has 60 fewer employees as of May 2014 (1,296) than it forecasted for May 2014 (1,356).  
PGL forecasts that it will employ 1,356 employees in the 2015 test year.  CCI notes, 
however, that the record shows that during the historical period July 2013 through July 
2014, PGL has never achieved its forecasted/authorized level of employees (1,356 
employees) in any month of that period.   

CCI states that PGL’s actual employee levels have shown a decline (rather than 
the forecasted increase), they have persistently been less than forecasted by the PGL, 
and the Companies’ projected merged staffing levels (for reorganization case 
commitments) are less than forecasted by PGL for setting rates.  CCI proposes that the 
employee levels forecasted for the 2015 test year be reduced by 60 employees.  That 
adjustment represents the difference between the actual May 2014 full-time employee 
levels and the full-time employee level PGL previously forecasted for the 2015 test year. 
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CCI argues that its proposed test year employee level of 1,296 employees actually 
exceeds (by two) the number of PGL employees the Companies have suggested will be 
kept in Illinois if their proposed reorganization (in Docket 14-0496) is closed.  CCI asserts 
that this adjustment will reduce the PGL 2015 test year operating and maintenance payroll 
expense by $4 million.   
Commission Analysis and Conclusion 

The Commission agrees with Peoples Gas and Staff and approves Peoples Gas’ 
forecasted 2015 employee levels.  Peoples Gas offered detailed evidence regarding its 
current and planned hiring practices, and identified specific positions that are due to be 
filled.  The Commission finds that the adjustments to Peoples Gas’ forecasted 2015 FTE 
employee levels, as made by the AG and CCI, are unwarranted.   

b. North Shore 

North Shore’s Position 
North Shore contends that its forecasted 2015 test year employee level should be 

approved.  North Shore notes that the AG proposes an adjustment to North Shore’s 
forecasted 2015 test year employee level based on its assertion that the number of North 
Shore employees has been relatively steady through 2012 and 2013 and there is no 
discernible upward trend in the number of employees.  The AG proposes that North 
Shore’s 2015 test year payroll expense be reduced to reflect a January 2014 through May 
2014 average employee count of 166 FTE employees, which would reduce the forecasted 
test-year operation and maintenance expense by $670,000 and related payroll taxes by 
$48,000.  North Shore argues that the AG’s adjustment is unsupported and should be 
rejected.   

North Shore forecasted an increase in its headcount to 178 FTE employees 
throughout 2014 and 2015.  In support of this forecast, North Shore noted that the 
proposed adjustments to the test year employee headcount do not take into account 
existing and future additions to employee count.  North Shore provided evidence 
demonstrating that interviews were being conducted to fill thirteen open positions, and 
that an additional two positions were anticipated to be filled in the fourth quarter of 2014.  
In addition, North Shore noted that the increased employee levels are necessary and 
reasonable, as the company’s current employee levels has forced it to operate at levels 
below the budgeted headcount, resulting in an inefficient reliance on overtime and 
contractors to supplement its workforce.   

During the evidentiary hearings held on September 22, 2014, the AG entered 
certain cross-exhibits into the record reflecting North Shore’s actual employee levels as 
of December 2013 and July 2014.  In doing so, the AG noted that the actual total FTE 
employee count as of December 2013 was 164.7, while the actual total FTE employee 
count as of July 2014 had decreased to 163.68.  Although the AG correctly identified the 
actual FTE employee count for North Shore, North Shore argues that these numbers do 
not take into account North Shore’s expressed planned hiring goals for 2014.  North Shore 
emphasizes that it is currently interviewing candidates for 13 open positions, four of which 
are for internal company construction inspector positions.  North Shore states that it has 
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clearly identified a need for additional FTE employees in specific positions that fill core 
functions of the utility.   

North Shore notes that during the evidentiary hearings in this proceeding the AG 
also introduced a discovery response related to certain proposed FTE employee 
commitments proposed in the WEC-Integrys transaction docket, Docket No. 14-0496.  As 
discussed with respect to Peoples Gas, this discovery response identifies a proposed 
commitment that is subject to approval of the WEC-Integrys proposed transaction.  
Moreover, the AG acknowledged that the proposed commitment as stated in the 
discovery response identifies a commitment for 1,953 FTE employees in Illinois, not for 
the breakdown among Peoples Gas, North Shore, and IBS.  The AG further admits that 
the North Shore commitment is for a minimum of 166 FTE employees, which equals the 
number of employees forecasted by the AG.  However, North Shore argues that the AG 
attempts to explain this fact away by arguing that the company-based employee figures 
must be based on some carefully calculated expectation for the test year.  North Shore 
asserts that the AG introduced this data request, as issued in a separate docket by a 
witness that is not participating in the instant proceeding, and then attempts to explain 
away the numbers by assuming that there is some unknown, unidentified calculation that 
assumes that North Shore will not hire nor maintain additional employees to meet its 
forecasted 2015 test year FTE employee count.  North Shore argues that the AG does 
not, and cannot, provide any evidence to rebut North Shore’s prudent and reasonable 
2015 forecasted employee levels, and that the Commission should reject the AG’s 
adjustment.   

North Shore adds that although CCI did not address this issue in the rebuttal 
testimony of its witness, Mr. Gorman, CCI’s Initial Brief reiterates the position expressed 
by the CCI witness in direct testimony.  The Companies state that, like the AG, CCI relies 
upon North Shore’s historical employee levels, and wholly disregards the evidence 
related to North Shore’s current and planned hiring practices.   

Finally, North Shore notes that Staff agrees with North Shore’s forecasted 
employee levels, and maintains that the adjustment proposed by the AG and CCI do not 
take into account North Shore’s recent and planned hiring.   

North Shore concludes that the Commission should reject the adjustments 
proposed by the AG and CCI, and should adopt North Shore’s test year employee level. 
Staff’s Position 

Staff argues that the Commission should reject AG witness Effron’s and CCI 
witness Gorman’s proposals to reduce the number of projected test-year employees 
based on analyses of historical trends.  According to Staff, while their analyses are logical 
to some extent, their arguments do not consider the Companies’ recent hiring and do not 
refute the Companies’ testimony regarding planned additional hiring.   
AG’s Position 

North Shore Gas is forecasting 178 FTE employees for the 2015 test year.  The 
AG states that North Shore indicated in a discovery response and confirmed during the 
cross-examination of Mr. Kinzle that the Company’s actual FTE employee level as of the 
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end of December, 2013 was 164.7.  As Mr. Effron noted in direct testimony, North Shore’s 
actual FTE employees was stable at around 166 in the first five months of 2014.  He 
further observed that the number of employees has been relatively steady through 2012 
and 2013 and there is no discernible upward trend in the number of employees.  Mr. 
Effron proposed reducing North Shore’s test-year FTE employee level to 166.  

In rebuttal, Mr. Effron noted that his proposed test-year level of 166 is actually 
higher than the actual number of North Shore FTE employees in June and July of 2014 
– 163.68.  The June and July 2014 actual FTE employment level at North Shore actually 
declined from levels prevalent at the end of 2013 and in early 2014.  Mr. Effron’s 
recommendation for the 2015 test-year employment level is “conservative” in favor of the 
Company.  The AG states that Mr. Effron’s proposal would reduce North Shore’s test-
year operation and maintenance expense by $670,000 and related payroll taxes by 
$48,000.   

In rebuttal testimony filed August 4, 2014, North Shore witness Mr. Kinzle argued 
that North Shore’s employee count is only a snap shot in time that does not reflect existing 
and future additions to employee count.  He further stated that North Shore intends to 
hire additional employees in 2014, including thirteen in September and two more in the 
fourth quarter, which (after the departure of one summer intern), would theoretically bring 
North Shore’s FTE employee count to 178 by year-end 2014.  The AG states, however, 
that Mr. Kinzle admitted during cross-examination that, despite filing surrebuttal testimony 
in September of this year, he did not provide any update on the status of those purported 
thirteen new hires.  Mr. Kinzle also admitted that historically, the Company’s employee 
attrition is positive, and the net effect of new hires versus attrition is zero, which implies 
that any new hires that are actually effected in the latter part of 2014 may very well be 
balanced by an equal amount of employee departures.  The AG adds that the Company 
also had an opportunity to provide a further update on the status of the purported thirteen 
new hires during re-direct examination, but declined to do so.   

The AG finds that in light of North Shore’s poor track record of filling authorized 
employment levels, Mr. Kinzle failed to show with credible evidence that North Shore will 
make new hiring net of attrition that will bring the Company’s 2015 test-year employment 
up to 178.  The AG states that the Commission should adopt Mr. Effron’s downward 
adjustment.   

The AG adds that in Docket No. 14-0496, the ICC proceeding for the merger 
application of Integrys and WEC, the Joint Applicants stated in a discovery response that 
they commit to preserve employment level in Illinois of 1,953 FTE employees for two 
years after the proposed July 2015 merger closing.  The AG explains that the discovery 
response states that the commitment of 1,953 FTE employees is in the aggregate, and 
not for each company, but the company-based employment figures used to construct the 
aggregate commitment are telling, as they must be based on some carefully calculated 
expectation for the test year.  The North Shore figure is equal to Mr. Effron’s 
recommendation for the test year.  Also, the Peoples figure in the Docket No. 14-0496 
discovery response is below Mr. Effron’s recommendation for the test year in this 
proceeding.  According to the AG, these figures provide an additional reason for the 
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Commission to adopt Mr. Effron’s downward adjustment to the Companies’ forecasted 
test-year employment levels. 

Furthermore, the AG submits that while Staff witness Kahle stated in his rebuttal 
testimony that he opposes Mr. Effron’s proposal to reduce test-year employee levels 
because the proposal does not take into account planned additional hiring and recent 
additional hiring, he admitted that his only bases for this position were Mr. Lazzaro’s 
testimony about PGL’s plans for 21 additional hires before the end of this year and a 
discovery response not in the record.  The AG argues that accepting the Companies’ 
claims about future actions at face value is simply not a reasonable basis for agreeing 
with their positions.   

The AG claims that Mr. Kahle had access to extensive data when he formulated 
his recommendations on this topic.  He admitted that North Shore’s actual FTE 
employment at the end of July 2014 was below the level at the end of December 2013 
and that for each and every month of January through July, 2014, the actual FTE 
employment level was below the authorized level.  Mr. Kahle also confirmed Peoples’ 
actual FTE employment levels were under authorized FTE employment levels for each 
and every month from July 2013 through July 2014.  Mr. Kahle then admitted that, while 
he was aware of these discrepancies at the time he formulated his rebuttal testimony, he 
merely considered current employee levels and the companies’ plan, and did not project 
any history of actual budget differences in formulating his position.  The AG maintains 
that in light of Mr. Kahle’s failure to carefully analyze the credibility of the Companies’ 
claims using available evidence, the Commission should not accept his recommendation. 

The AG concludes that the Commission should adopt AG witness Effron’s 
proposed adjustments to the test-year FTE employment levels of North Shore Gas from 
the Company’s forecast of 178 down to a more reasonable level of 166.   
CCI’s Position 

CCI claims that NS has seen a decline in its actual number of employees for the 
period August 2012 to May 2014 and adds that NS actually had 12 fewer employees as 
of May 2014 (165) than it had forecasted for May 2014 (177).  NS forecasts that it will 
employ 177 employees in the 2015 test year.  However, CCI claims that the record shows 
that for the historical period July 2013 through July 2014, NS has never achieved its 
forecasted/authorized level of 170 employees (in 2013) and 177-178 employees (in 2014) 
in any month of that time period.   

CCI argues that historically NS employee levels appear to be declining, have 
actually been less than forecasted by the Company, and are projected to be less than 
forecasted by NS following the proposed reorganization.  CCI proposes that the employee 
levels forecasted for the 2015 test year be reduced by 12 employees which is the 
difference between the actual May 2014 full-time employee levels and the full-time 
employee levels NS previously forecasted for the 2015 test year.  CCI states that its 
recommended employee level of 165 is actually only one employee less than the 
Companies have suggested will be kept in Illinois, for NS, in the event the reorganization 
proposed in Commission Docket 14-0496 is closed.  This adjustment will reduce the NS 
2015 test year operating and maintenance payroll expense by $1 million.   
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Commission Analysis and Conclusion 
The Commission agrees with North Shore and Staff and approves North Shore’s 

forecasted 2015 employee levels.  North Shore offered detailed evidence regarding its 
current and planned hiring practices, and identified specific positions that are due to be 
filled.  The Commission finds that the adjustments to North Shore’s forecasted 2015 FTE 
employee levels, as made by the AG and CCI, are unwarranted.   

2. Medical Benefits 

a. Peoples Gas 

Peoples Gas’ Position 
The Companies state that the AG fails to provide any credible basis for its attempt 

to reject the Companies’ medical benefits costs which are properly based on an 
independent actuarial report.  Throughout the record, the Companies have provided 
evidence explaining how the Companies’ figures are based on an independent actuary 
report, and detailing the supporting calculations that were supplied to Staff and 
intervenors.  The Companies state that independent actuarial reports have regularly been 
relied upon by the Commission in numerous rate cases, for many years.  The Companies 
note that AG witness Mr. Effron argued for use of the most current actuarial study to set 
pension expense in Illinois Power Co., Docket No. 91-0147, 1992 Ill. PUC Lexis 97, 177-
178 (Feb. 11, 1992).  The Companies assert that Mr. Effron was successful in that case 
and the Commission there found arguments against use of the study “too speculative” 
just as it should do so here.   

The Companies indicate that while Mr. Effron argued against rejection of an 
actuarial study in Illinois Power Co., in the current cases he and the AG argue that the 
independent actuary report that was used to provide the foundation of the Companies’ 
forecasts is not enough.  The Companies state that Mr. Effron has provided no credible 
evidence that explains why the independent actuary’s figures should not be relied upon 
by the Commission and has not articulated any way in which the actuarial report is flawed.  
The Companies argue that this is critical because they are not claiming that an actuarial 
report can never be rejected, but rather that sufficient grounds must be presented before 
rejecting a traditionally accepted report that has been supported in the evidence.   

The Companies continue that Mr. Effron’s position rests on nothing more than his 
personal opinion that based on the rate of medical cost increases from 2012 to 2013, the 
independent actuary’s estimate of how medical benefits costs will increase by 2015 must 
be unreasonable.  The Companies argue that this is not a valid basis for rejecting the 
independent actuary report and reducing medical benefits costs, and merely speculation.   

The Companies maintain there is no credible or relevant evidence supporting 
Mr. Effron’s opinion, and the AG points to no independent evidence suggesting a lower 
rate of medical benefits costs increases.  The AG has not presented any valid reason to 
reject the independent actuary’s figures, which are based on trend information, properly 
reflects changes in numbers of employees, and are consistently and correctly calculated.   

The Companies add that Staff also opposes the AG’s proposed medical benefits 
adjustments and shares nearly identical sentiments with the Companies.  The Companies 
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continue that the AG had the opportunity to cross-examine Staff witness Mr. Kahle 
regarding the reasonableness of the Companies’ proposed medical benefits figures that 
were based on the independent actuary’s figures.  However, the AG’s questions 
essentially assumed away the independent actuary report, which makes them irrelevant 
and of no probative value.   
AG’s Position 

The AG states that PGL is forecasting an increase in medical benefits costs from 
$9,059,000 in 2012 to $13,892,000 in 2015, an increase of 53%.  AG witness Effron 
testified that while medical costs did increase, those amounts are nowhere near the 
average annual rate of increase from 2012 to 2015 projected by PGL.  The AG asserts 
that the forecasted 2015 medical benefits costs of $13,892,000 in 2015 still represents 
an increase of 43% over the actual 2013 medical benefits costs.  The AG claims that 
while it may not be unreasonable to expect some increase in medical benefits costs from 
2013 to 2015, the Companies were unable to justify a forecasted increase of 43% over a 
two-year period is reasonable.   

The AG argues that in order to recognize a normalized amount of Medical Benefits 
expense in the test year, Mr. Effron applied a reasonable annual escalation factor to the 
actual 2013 medical benefits costs to project the 2015 test-year costs.  The Companies 
explained that they applied certain escalation rates in response to the AG’s discovery.  
According to NS Exhibit 12.0, Page 6, North Shore escalated 2013 medical cost per FTE 
employee by 4.9% for 2014 and 8.0% for 2015 to determine the projected rate for 2015.  
In Data Request PGL AG 1.51, the Companies were asked to provide supporting 
documentation for the projected 8% increase from 2014 to 2015. The response was 
provided in a one-sheet attachment titled “2013 rate development methodology and 
assumptions,” with three lines showing an “Annual trend” of “8.5%, 6% prescription drug, 
and 5% dental.”  The cover sheet explained that the 8% trend was a blend of the 8.5% 
and the 6% prescription drug escalation rates.  In Mr. Effron’s opinion, this is not adequate 
justification for an increase of 8% from 2014 to 2015.  Accordingly, he recommended that 
a more reasonable and data-based annual escalation rate of 4.9% be applied to the actual 
2013 medical benefits for two years to project the 2015 test-year medical benefits 
expense.   

The AG explains that the effect of Mr. Effron’s proposed modification to the 
projection of PGL 2015 test-year medical costs is to reduce test-year medical benefits 
costs by $3,239,000.  This adjustment was modified in Rebuttal testimony to incorporate 
employee increases from 2013 to 2014 for Peoples Gas.  A similar adjustment to IBS 
medical benefits charged to Peoples Gas was also made.  On his Ex. 7.2, Schedule DJE 
PGL C-2, Mr. Effron adjusted the projected increase in Peoples Gas benefits to reflect an 
increase of the employee complement of 1.8% in 2014 over the employee complement 
in 2013.  On his Ex. 7.2, Schedule DJE PGL C-3, he adjusted the projected increase in 
IBS medical benefits charged to Peoples Gas to reflect an increase of 1.4% above the 
wage rate related increase in labor charged from IBS to Peoples Gas.   

The AG states that in response to these adjustments, NS/PGL witness Hans 
offered several criticisms of Mr. Effron’s proposed adjustments, but no substantive 
justification for the magnitude of the increases being forecasted by the Companies.  The 
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only explanation provided is that the forecasts are based on estimates from the 
Companies’ actuaries.  The AG asserts that statement in no way explains why the 
Companies are forecasting an increase in medical benefits of 43% for PGL over that two 
year period, an increase of 52% from 2013 to 2015 for North Shore, and a 31% increase 
for their affiliate, IBS, over the same period.  The AG continues that Ms. Hans offers no 
explanation of any factors or trends that could reasonably account for increases of those 
magnitudes.  Ms. Hans describes the process for calculating medical benefits expenses 
but she does not explain why the excessive increases should be incorporated into the 
determination of test year medical benefits expenses.   

The AG concludes that Mr. Effron’s more reasonable forecast of Medical Benefits 
for the test year should be adopted by the Commission. 
Commission Analysis and Conclusion 

The Commission agrees with Peoples Gas and finds that it provided extensive 
evidence supporting approval of its medical benefits costs.  The Commission has relied 
upon actuarial reports during rate cases in the past and absent a proven flaw in such a 
report, which the AG has failed to mention, the Commission will not ignore such a report.  
The Commission rejects the AG’s proposal and adopts Peoples Gas’ proposed medical 
benefits expense.     

b. North Shore 

Company’s Position 
The Companies state that the AG’s arguments as to North Shore’s medical 

benefits costs parallel the AG’s arguments as to Peoples Gas medical benefits costs, lack 
any valid basis, and should be rejected for the same reasons.  See Section V.C.2.a of 
this Order.   
AG’s Position 

The AG states that like the adjustment to Medical Benefits for Peoples Gas, Mr. 
Effron’s adjustment to North Shore’s forecasted test year level is significantly and 
inexplicably overstated.  NS is forecasting an increase in medical benefits costs from 
$1,329,000 in 2012 to $1,927,000 in 2015, an increase of 45%.  Based on the response 
to DR NS AG 1.42, the medical costs actually decreased from $1,329,000 in 2012 to 
$1,271,000 in 2013.  Thus, the forecasted 2015 medical benefits costs of $1,927,000 in 
2015 represent an increase of 52% over the actual 2013 medical benefits costs.  The AG 
asserts that while it may not be unreasonable to expect some increase in medical benefits 
costs from 2013 to 2015, Mr. Effron testified that he did not believe that a forecasted 
increase of 52% over a two-year period is reasonable.   

Once again, he recommended that a reasonable escalation factor be applied to 
the actual 2013 medical benefits costs to project the 2015 test-year costs.  North Shore’s 
forecasted 2013 medical cost per FTE employee was escalated by 4.9% for 2014 and 
8.0% for 2015 to determine the projected rate for 2015.  Again, no additional supporting 
documentation was forthcoming from the Company in response to the aforementioned 
DR PGL AG 1.51.  The same aforementioned one-sheet attachment titled “2013 rate 
development methodology and assumptions,” with three lines showing an “Annual trend” 
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of “8.5%, 6% prescription drug, and 5% dental” was provided.  Again, as Mr. Effron noted, 
this is not adequate justification for an increase of 8% from 2014 to 2015.  He therefore 
recommended that an annual escalation rate of 4.9% be applied to the actual 2013 
medical benefits for two years to project the 2015 test-year medical benefits expense.   

The AG states that the effect of Mr. Effron’s proposed modification to the projection 
of NS 2015 test-year medical costs results in a $528,000 to 2015 test-year medical 
benefits costs and results in a reduction of $418,000 to medical benefits costs charged to 
2015 test-year operation and maintenance expenses.  In Rebuttal testimony, Mr. Effron 
noted that there has been no increase in the North Shore employee complement since 
2013, and, therefore, no modification of his proposed adjustment to the North Shore test-
year medical benefits expense is necessary.  He added that even though there has been 
a slight increase in the number of IBS employees in 2014 over 2013, there has been no 
increase in the IBS labor expense allocated to North Shore in 2014.  As benefits expense 
should follow the labor expense, Mr. Effron testified that no increase in IBS medical 
benefits should be charged to North Shore.   

The AG maintains that the Commission should adopt AG witness Effron’s more 
reasonable representation of forecasted Medical Benefits expense in the PGL and NS 
test years.   
Staff’s Position 

Staff argues that the Commission should reject AG witness Effron’s proposed 
adjustment to reduce the amount of projected direct medical benefit costs and medical 
benefits allocated from IBS based on applying an inflation factor to historical costs.  Staff 
asserts that Mr. Effron’s linear analysis does not allow for consideration of the Companies’ 
projected increases in the number of employees or the Companies’ independent study of 
claims.   

Staff states that should the Commission determine to reduce the number of 
projected test-year employees, however, there should be a related reduction in projected 
direct medical benefit costs.   
Commission Analysis and Conclusion 

The Commission agrees with North Shore and finds that it provided extensive 
evidence supporting approval of its medical benefits costs.  The Commission has relied 
upon actuarial reports during rate cases in the past and absent a proven flaw in such a 
report, which the AG has failed to mention, the Commission will not ignore such a report.  
The Commission rejects the AG’s proposal and adopts North Shore’s proposed medical 
benefits expense.   
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3. Other Administrative & General 

a. Integrys Business Support Costs 

(i) Labor 

Companies’ Position 
The Companies state that their cost figures reflect properly forecasted IBS labor 

costs cross-charges.  The Companies note that AG witness Mr. Effron’s proposals to 
reduce the level of these costs are inconsistent and without merit.  The Companies proffer 
that while the issue to be addressed should be whether the forecasted level of IBS labor 
costs to be cross-charged in 2015 is reasonable, the AG proceeded as if the true issue 
was determination of the level of costs or the IBS headcount as of some point in 2014.  

The Companies maintain that Mr. Effron’s proposals were based on his analysis 
of data from 2012, 2013, and the first four months of 2014.  However, he used one method 
for Peoples Gas (his figure is based on the 2013 expense level with a wage increase level 
based on two years of the average wage increase level from 2012 to 2015) and a different 
one for North Shore (his figure is based on the 2013 expense level with a wage increase 
level based on one year of the average wage increase level from 2012 to 2015).  He also 
did not take into account any other factors that impacted labors costs between 2013 and 
2015.   

The Companies contend that Mr. Effron’s direct testimony proposal ignored the 
three primary reasons that these labor costs were forecasted to increase: (1) the 
increased services provided to the Companies and the requisite increases in IBS labor to 
provide those services, (2) increased FTE employees at IBS, and (3) a proper shift in the 
allocation percentages.  The Companies note that Mr. Effron’s rebuttal proposal did not 
correct for any of the above flaws in his direct testimony proposal.  In fact, during rebuttal, 
the only change made by Mr. Effron was to correct for his using incorrect allocation 
percentages, and to calculate the Peoples Gas figure by escalating 2013 costs based on 
the rate of increase in the first six months of 2014.   

The Companies state that the AG points to the percentage increases in cross-
charged labor costs from 2012 to 2013, but the AG does not show how that is relevant. 
According to the Companies, the issue is 2015.  The AG argues that Mr. Effron’s proposal 
is reasonable as to North Shore on the grounds that the actual labor expense in the first 
four or six months of 2014 was lower than in the same period of 2013, and that it is 
reasonable as to Peoples Gas on the grounds that, while the actual labor expense in the 
first four months of 2014 was higher than in the same period of 2013, the rate of increase 
in those four months was less than was forecasted.  Again, the Companies note that the 
issue is 2015.   

The Companies assert that the AG’s repeated reliance in cross-examination and 
later in briefing on data extrapolated from specific and limited periods from 2012, 2013 
and 2014 simply serves to confirm certain mathematical calculations that reflect the 
increase in costs between specific years.  The Companies note that the AG entered 
several cross-exhibits into the record, purportedly in support of the AG’s claim that the 
forecasted test year amounts of labor expense charged by IBS to North Shore and 
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Peoples Gas is excessive and unjustified.  However, the Companies contend that these 
cross-exhibits simply reflect cost information, and nothing more.  The Companies explain 
that this financial information is not relevant to the forecasted 2015 costs, and does not 
provide any support for the AG’s inconsistent and meritless proposals.   

Finally, the Companies maintain that neither of the AG’s arguments takes into 
account the three points noted above from the rebuttal of Companies’ witness Ms. Kupsh 
regarding why the 2015 costs are forecasted to be higher.  The AG’s response to this 
subject is circular.  Additionally, the AG admits that Mr. Effron’s proposals did not 
“explicitly” address those three points, but claims that his looking at data from 2012, 2013, 
and the beginning of 2014 somehow implicitly took them into account.  That argument 
assumes, without any identified factual basis, that that data fully reflects those three 
factors. 

The Companies add that Staff opposes the AG’s proposals and recommends that 
they not be adopted.  The AG attempts to weaken Staff’s testimony, but all the AG 
demonstrates is that Staff witness Mr. Kahle, in concluding that the 2015 forecasted level 
is reasonable, did not perform an “independent analysis” of whether the three factors cited 
by Ms. Kupsh already have resulted in increases, and did not assess whether the costs 
have been increasing in the recent past.   

The Companies contend that, as a result of the AG’s deficiencies in evidence and 
lack of meritorious proposals, the Companies’ well-supported figures should be adopted, 
as both the Companies and Staff contend.   
Staff’s Position 

Staff submits that the Commission should reject AG witness Effron’s proposed 
adjustment to reduce the amount of IBS O&M cross charges for labor for both Companies.  
Mr. Effron’s analysis increases historical costs by a general wage increase factor.  The 
Companies demonstrate three factors that account for the additional increases: an 
increase in direct charges from IBS related to increased services; an increased number 
of employees; and a change in the allocation percentages based on the increased 
number of employees and total spending.  Staff finds that while Mr. Effron’s analysis is 
logical, it does not refute the Companies’ testimony supporting the increases.   

Staff states that should the Commission determine to reduce the number of 
projected test-year employees, however, there should be a related reduction to cross 
charges for labor for both Companies.   
AG’s Position 

The AG argues that the forecasted test year amounts of labor expense charged by 
IBS to North Shore and Peoples Gas is excessive and unjustified.  The 2015 test-year 
O&M expense includes $7,630,000 of labor expense charged by IBS to North Shore, an 
amount that AG witness Effron testified was unreasonably high and unsupported.  He 
explained that the forecasted $7,630,000 expense represents an increase of 17% over 
the actual 2012 expense.  NS/PGL witness Tracy Kupsch did not dispute that calculation.  
But based on the response to Data Request NS AG 1.51, the actual IBS cross-charged 
labor expense to North Shore decreased from $6,521,000 to $6,330,000 in 2013.  The 
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AG notes that the response to Data Request NS AG 7.05 shows the cross-charged labor 
expense to NS in the first four months of 2014 was actually less than the expense in the 
corresponding period in 2013.  Based on this actual experience, the projected increase 
in labor expense to the 2015 test year is clearly overstated and should be modified.  The 
AG continues that AG Cross Ex. 2 shows that the IBS labor charged to North Shore was 
forecasted to increase by approximately 8.8 percent from 2013 to 2014.   

AG witness Effron recommended that the actual 2013 expense be used as a base 
to project the 2015 test-year labor expense, and further that the 2014 IBS labor expense 
charged to North Shore be assumed to be the same as the 2013 expenses.  The AG 
asserts that this assumption should be considered a conservative one because the 
expense in the first six months of 2014 was actually lower than the expense in the first 
four months of 2013.   

The AG states that the actual labor expense in 2013 was $6,331,000.  The 
response to Data Request NS AG 3.01 shows that the forecast of 2015 cross-charged 
labor expense includes the effect of $740,000 of wage rate increases from 2012 to 2015.  
This translates into an average increase in wage rates of 3.78% per year.   Application of 
this increase to the assumed 2014 labor expense of $6,331,000 results in a projected 
2015 labor expense of $6,570,000.  This is $1,060,000 less than the $7,630,000 of labor 
expense forecasted by NS. The AG believes that the NS test-year operation and 
maintenance expense should be adjusted accordingly. 

For Peoples Gas, the forecasted PGL 2015 test-year O&M includes $45,781,000 
of labor expense charged by IBS.  The AG states that this forecasted labor expense 
amount, too, is unreasonable.   Mr. Effron explained that the forecasted $45,781,000 
expense represents an increase of 21% over the actual 2012 expense, a number NS/PGL 
did not dispute.  But based on the response to DR PGL AG 1.59, the actual IBS cross-
charged labor expense to PGL increased by only 0.5% from 2012 to 2013, well below the 
rate of increase forecasted by PGL.  The AG states that the response to DR PGL AG 7.07 
shows an increase in the cross-charged labor expense to PGL in the first four months of 
2014 over the corresponding period in 2013, but at a lower rate than the increase 
forecasted by PGL from the actual 2013 labor expenses to 2014.  The AG argues that 
based on this actual experience, the projected increase in labor expense to the 2015 test 
year is overstated and should be modified.   

Mr. Effron testified that the actual 2013 expense be used as a base to project the 
2015 test-year labor expense charged to Peoples, similar to his adjustment for North 
Shore.  The actual labor expense in 2013 was $37,895,000.  The response to Data 
Request PGL AG 3.10 shows that the forecast of 2015 cross-charged labor expense 
includes the effect of $4,281,000 of wage rate increases from 2012 to 2015.  This 
translates into an increase of 3.79% per year.  Application of this increase in both 2014 
and 2015 to the actual 2013 labor expense of $37,895,000 results in a projected 2015 
labor expense of $40,818,000 charged to PGL.  This is $4,963,000 less than the 
$45,781,000 of IBS labor expense forecasted by PGL.    

The AG notes that the Companies’ witness Ms. Kupsh disagreed with Mr. Effron’s 
proposed adjustments to IBS cross-charged labor expenses.  First, she stated that Mr. 
Effron did not allow for increased services provided to Peoples Gas and North Shore from 
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IBS.  Second, she stated that he did not consider increased FTE employees at IBS.  Third, 
she stated that he did not consider shifts in the allocation percentages based on utility 
inputs.   

The AG asserts that these criticisms were invalid.  While Mr. Effron agreed that he 
did not explicitly address each of the listed factors in his direct testimony, he did look at 
the actual increases in IBS cross-charged labor from 2012 to 2013 and the IBS cross-
charged labor in the available months in 2014 compared to the corresponding period in 
2013.  Mr. Effron explained to the extent that the factors cited by Ms. Kupsh actually 
affected the IBS cross-charged labor expenses, the effects of those factors are implicitly 
included in the actual expenses in 2013 and 2014 to date.  The AG notes that Ms. Kupsh’s 
analysis fails to explain why actual increases in IBS cross-charged labor expenses have 
so far been significantly less than the increases forecasted by the Companies.   

The AG contends that the cross-charged labor expense to North Shore in the first 
four months of 2014 was actually less than the expense in the corresponding period in 
2013, and the cross-charged labor expense to Peoples Gas increased in the first four 
months of 2014 over the corresponding period in 2013, but at a lower rate than the 
increase forecasted.  Based on the updated response to Data Request NS AG 16.04, the 
cross-charged labor expense to North Shore in the first six months of 2014 was still less 
than the expense in the corresponding period in 2013. The cross-charged labor expense 
to Peoples Gas in the first six months of 2014 was 5.19% greater than the expense in the 
corresponding period in 2013, only 1.4% more than the increase related to changes in 
wage rates.  The AG submits that regardless of the underlying reasons for the increases 
in cross-charged labor being forecasted by the Companies, those increases simply are 
not taking place.   

The AG adds that while Staff witness Daniel Kahle testified that he endorsed the 
Companies’ IBS-charged labor forecast, he admitted that he did not perform any 
independent analysis to determine whether those three factors cited by the companies 
have actually resulted in increases to IBS cross-charged labor expense.  He also admitted 
that he did not assess whether the available evidence or data from discovery indicates 
that the actual IBS cross-charged labor expenses have been increasing in the recent past.   

The AG notes that Mr. Effron did, however, make one modification to his proposed 
adjustments to IBS-charged labor Peoples Gas (but not North Shore).   As the actual 
increase in cross-charged labor expense to Peoples Gas in the first six months of 2014 
was slightly greater than the increase related solely to wage rate changes, he instead 
used the actual six-month increase of 5.19% to project the cross-charged labor expense 
for 2014 and 2015.  That results in a proposed reduction of $3,851,000 to labor cross 
changed from IBS to Peoples Gas.   The AG explains that as the cross-charged labor 
expense to North Shore in the first six months of 2014 was less than the expense in the 
corresponding period in 2013, there was no need to modify his proposed adjustment to 
cross-charged labor expense to North Shore.   
Commission Analysis and Conclusion 

The Commission agrees with the Utilities and Staff and finds that the Utilities have 
provided sufficient evidence in support of their forecasted IBS labor costs cross charges.  
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The Commission also acknowledges that the AG analysis does not take into account 
various factors that impacted the increase in labor costs between 2013 and 2015 such as 
the increased services provided to the Utilities and the requisite increases in IBS labor to 
provide those services, the increased FTE employees at IBS, and a shift in the allocation 
percentages.  The Commission finds that the record supports the Utilities’ forecast and 
rejects the AG’s proposals.   

(ii) Benefits 

Companies’ Position 
The Companies state that the AG’s proposed adjustments to medical benefits 

cross-charged by IBS in all but one respect parallel the AG’s arguments as to Peoples 
Gas’ and North Shore’s medical benefits costs, lack any valid basis, and should be 
rejected for the same reasons.  See Section V.C.2.a of the Companies’ Position above.   

The Companies state that the new item that is added here by the AG is that Mr. 
Effron originally included a component in his proposed adjustments relating to the 
percentage of IBS medical benefits costs cross-charged to the Companies.  However, 
after the Companies pointed out that Mr. Effron had not used the right percentages, he 
corrected his adjustments as to this aspect in his rebuttal.  The Companies submit that 
the final paragraph of the AG’s Initial Brief’s discussion seems to suggest this aspect still 
is contested, but that it not the case.   

The Companies contend that their figures should be adopted and notes that Staff 
agrees.   
Staff’s Position 

Staff argues that the Commission should reject AG witness Effron’s proposal to 
apply allocation percentages from 2013 to 2015 projected costs.  Staff claims that 
percentages used to allocate 2015 projected costs should be based on the allocation 
base, such as the number of employees, approved by the Commission, for the period in 
which the costs are incurred.   
AG’s Position 

The AG states that the test-year O&M expenses for both companies include 
employee benefit costs billed from IBS.  IBS benefits billed are included in total employee 
benefits expense.  The NS 2015 test-year IBS benefits billed expense is $1,868,000, and 
the PGL 2015 test-year IBS benefits billed expense is $11,250,000.  The 2015 IBS 
benefits allocated to NS represent 6.6% of the total 2015 IBS benefits expense of 
$28,300,000.  The 2015 IBS benefits allocated to PGL represent 39.8% of the total 2015 
IBS benefits expense.   

The AG explains that AG witness Effron proposed to adjust the forecasted IBS 
benefits expense allocated to NS and PGL in two separate adjustments.  First, he 
modified the forecast of medical benefits expense.  Second, he proposed modifying the 
percentages of IBS benefits expenses charged to NS and PGL.   

Mr. Effron’s proposed adjustment to the forecast of IBS medical benefits costs is 
similar to the adjustments to NS and PGL medical expenses.  According to NS and PGL 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 75 of 215



Exhibits 12.1, IBS medical benefits costs are forecasted to increase from $9,808,000 in 
2012 to $12,552,000 in 2015, an increase of 28%.  But based on the response to Data 
Request PGL AG 1.53, the medical costs actually decreased from $9,808,000 in 2012 to 
$9,554,000 in 2013.  Thus, the forecasted 2015 medical benefits costs of $12,552,000 in 
2015 represent an increase of 31% over the actual 2013 medical benefits costs.  The AG 
argues that while it may not be unreasonable to expect some increase in medical benefits 
costs from 2013 to 2015, it is unreasonable to forecast an increase of 31% over a two-
year period in light of the data.   

The AG states that Mr. Effron recommended that a reasonable escalation factor 
be applied to the actual 2013 medical benefits costs to project the 2015 test-year costs.  
Mr. Effron recommended that a 4.9% annual escalation rate be applied to the actual 2013 
medical benefits for the purpose of projecting the 2015 test-year medical benefits 
expense.  Mr. Effron’s proposed modification to the projected IBS 2015 test-year medical 
costs reduces test-year medical benefits costs to $10,513,000 for the 2015 test year.  The 
AG maintains that this is $2,039,000 less than the medical benefits costs projected by the 
Companies for IBS.   

The second adjustment relates to the percentages of IBS benefits expenses 
charged to NS and PGL.  NS Exhibit 12.2 and PGL Exhibit 12.2 show the allocation of 
IBS benefits expenses to NS and PGL.  Both of these exhibits show increases from the 
actual 2012 allocation percentages to the forecasted 2015 allocation percentages, with 
the greatest increases taking place from 2013 to 2014.  The AG states that in Data 
Requests AG NS 1.48 and AG PGL 1.56, the Companies were asked to explain the 
forecasted increases in the allocation percentages from 2013 to 2014.  The Companies 
provided a brief description of the method used to allocate IBS benefits expenses to NS 
and PGL and also provided what they described as the actual allocation ratios for 2013, 
stating that the allocation percentages from IBS to NS and PGL have not changed 
significantly from actual 2013 to forecast 2014.   

The AG asserts that the allocation percentages for 2013 in the responses to DRs 
AG NS 1.48 and AG PGL 1.56 are inconsistent with the actual allocation percentages in 
the responses to Data Requests AG NS 1.45 and AG NS 1.53.  In the response to AG 
NS 1.48, the Company stated that the allocation percentage for NS in 2013 was 6.5%.  
The actual allocation percentage in the response to AG NS 1.45 is 5.7%.  According to 
the AG, the forecasted allocation percentage of 6.5% for 2014 is a significant increase 
from the actual 2013 allocation percentage, which NS has not explained.    

In the response to AG PGL 1.56, the Company stated that the allocation 
percentage for PGL in 2013 was 39.0%.  The actual allocation percentage in the response 
to AG PGL 1.53 is 34.1%.  The AG states that the forecasted allocation percentage of 
39.0% for 2014 is a significant increase from the actual 2013 allocation percentage, which 
PGL also has not explained.   

The AG asserts that the actual 2013 allocation percentages for 2013 represent 
decreases from the actual 2012 allocation percentages.  The AG notes that the Company 
had forecasted decreases from 2012 to 2013, but the actual decreases were greater than 
forecasted.  The Companies have not justified the jumps in the allocation percentages 
from 2013 to the forecasted 2014 allocation percentages, which approximate the 
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forecasted 2015 test-year allocation percentages.  The AG contends that the forecasted 
2015 test-year allocation percentages should be modified.   

The AG explains that to reflect the actual activity AG witness Effron recommends 
that the actual 2013 allocation percentages be used to allocate the IBS benefits expense 
to NS and PGL.  The actual 2013 allocation percentages are 5.7% for NS and 34.1% for 
PGL.   

The AG notes that NS/PGL witness Kupsh disagreed with Mr. Effron’s proposed 
adjustments to IBS cross-charged benefits expenses.  She opined that the 2013 actual 
allocation percentages and the forecasted 2015 allocation percentages that Mr. Effron 
relied on in his direct testimony to quantify his proposed adjustments were not stated on 
comparable bases.  She stated that using comparable bases, the actual allocation 
percentage for North Shore in 2013 would be 6.2%, rather than 5.7%, and the actual 
allocation percentage for Peoples Gas in 2013 would be 37.4%, rather than 34.1%.      

The AG states that Mr. Effron agreed that the actual percentage allocation factor 
in 2013 should be calculated on a basis consistent with the calculation of the allocation 
factor for the 2015 test year, and modified his calculation of the adjustment to the 2015 
IBS cross-charged benefits accordingly.  When combined with the adjustment to the 
Medical portion of the Benefits, the adjustment to the allocator results in adjustments of 
$1,258,000 for PGL and $228,000 for North Shore.   

The AG asserts that the Companies failed to justify use of a percentage allocator 
that is inconsistent with actual activity and submits that Mr. Effron’s adjustment should be 
adopted by the Commission.   
Commission Analysis and Conclusion 

The Commission agrees with the Companies and Staff and finds that for the same 
reasons discussed in the Commission Analysis and Conclusion section in Section V.C.2.a 
of this Order, the AG’s proposed adjustments to medical benefits expense, including 
medical benefits cross-charged by IBS, should be rejected.   

(iii) Postage 

Companies’ Position 
The Companies state that the AG’s proposed adjustments to the Companies’ 

forecasted cross charged postage expense are incorrect and should be rejected.  The 
AG’s proposal considers only a flat postage rate increase, and ignores the expected 
increase in volume of mail, which is driven by the ICE project.  The Companies note that 
Staff also opposes the AG’s postage adjustments.   

The Companies state that the AG calls the forecasted 2015 level of this expense 
“unexplained”, but this is nothing more than the AG seeking to define away the expected 
increases in postage rates and volume of mail as explanations.  The Companies maintain 
that the AG admits that those two factors could increase the expense level, although the 
AG claims that the Companies did not sufficiently explain how they will result in the 
forecasted levels.   
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The Companies add that the AG seeks to diminish the fact that Staff witness 
Mr. Kahle agrees with the Companies’ figures and opposes the AG’s proposed 
adjustments, by pointing to the fact that he did not do an “independent analysis” of the 
likelihood of the volume increases.  The Companies maintain that does not alter the fact 
that Mr. Kahle’s review led him to conclude that the Companies’ figures should be 
approved.  Additionally, Mr. Kahle’s rebuttal testimony made clear that he had reviewed 
the Companies’ support for the increases.   

The Companies contend that the AG cannot ignore the effect of the expected 
increases in postage rates and the increase in the volume of mail on the Companies’ 
forecasted cross charged postage expense.  The Companies submit that their figures 
should be adopted.   
Staff’s Position 

Staff argues that the Commission should reject AG witness Effron’s proposal to 
reduce postage expense charged to the Companies from IBS.  Staff notes that Mr. Effron 
considers the amount of the proposed increase to be unreasonable, but does not make 
an argument against the Companies’ rationale for the proposed increase.  The 
Companies propose increasing postage expense because of an expected increase in the 
volume of mailings as well as a postage rate increase.  According to Staff, the Companies’ 
rationale is reasonably based on the support provided for the increase.   
AG’s Position 

The AG explains that IBS allocates postage expense to both NS and PGL.  NS 
test-year operation and maintenance expenses include $914,000 of postage expense 
allocated from IBS.  PGL test-year operation and maintenance expenses include 
$4,799,000 postage expense allocated from IBS.   

The AG states that AG witness Effron proposed to adjust the test-year postage 
expenses based on the Companies’ unexplained and inflated forecasted 2015 postage 
expense.  For NS, the allocation represents an increase of 38% over the actual postage 
expense of $648,000 in 2013.  The forecasted 2015 postage expense for PGL represents 
an increase of 20% over the actual postage expense of $4,170,000 in 2013.  The AG 
asserts that projected increases of this magnitude over two years are not reasonable.  Mr. 
Effron noted that while it would not be unreasonable to include a small allowance for 
increases in postage rates from 2013 to 2015, allowances should be no more than 10%, 
based on annual increases in postage rates in recent years.  Mr. Effron calculated that 
escalating the actual 2013 postage expense by 10% would result in a reduction of 
$201,000 to the NS forecasted 2015 test-year postage expense and $212,000 to the PGL 
forecasted 2015 test-year postage expense.     

The AG notes that NS/PGL witness Kupsh disagreed with the AG-proposed 
postage expense adjustments.  She claimed that Mr. Effron did not allow for increases in 
volume, such as increases related to ICE project-related volume.  But Ms. Kupsh never 
explained how the increases in volume will result in the specific increases in postage 
expense that the Companies are now forecasting.  The AG adds that Ms. Kupsh cites 
factors that could potentially increase postage in volume, but she does not show how 
such increases in volume would lead to the magnitude of increases reflected by the 
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Companies in their forecasts of 2015 test-year postage expenses.  The AG states that 
Ms. Kupsh appears to be claiming that the projected increases are reasonable because 
that is what the Companies forecasted.  The AG contends that the Companies simply did 
not provide the necessary detail and document the forecasted increases in postage 
expenses to justify the forecasted increases.   

The AG notes as well that Staff witness Kahle endorsed the Companies’ forecasts, 
but conceded during cross examination that he simply relied on the Companies’ numbers 
and conducted no independent analysis of his own.  The AG submits that Mr. Effron’s 
well-supported adjustments, based on actual data, should be adopted by the 
Commission.   
Commission Analysis and Conclusion 

The Commission approves the Utilities’ forecasted cross charged postage 
expense.  The Commission agrees with the Utilities and Staff that the effect of the 
expected increase in postage rates and the increase in the volume of mail on the Utilities’ 
forecast cannot be ignored.  The AG has provided no evidence supporting its proposed 
adjustments to the Utilities’ forecasts.   

(iv) Legal (NS) 

North Shore’s Position 
The Companies state that the North Shore legal budget was developed through 

consultation of the business team and the legal department, based not only on historical 
legal expenses but also expected future requirements and demands for services.   

The Companies contend that the AG’s proposed adjustment should not be 
adopted.  The AG proposes to adjust the forecasted legal expenses cross-charged to 
North Shore, essentially on the grounds that this cost has been flat and that the 
Companies did not provide sufficient data to support the forecast, and Staff agrees.  The 
Companies state that places no weight on how the forecast of this item was developed 
and that the North Shore figure should be approved.   
Staff’s Position 

Staff finds that the Commission should adopt Mr. Effron’s proposed adjustment to 
legal expenses.  AG witness Effron proposes to reduce projected legal expenses for North 
Shore.  Staff states that Mr. Effron cites not only to historical trends, but also to the lack 
of a defined rationale for the projected increase.   
AG’s Position 

AG witness Effron proposed an adjustment to the legal expense charged by IBS 
to North Shore.  Mr. Effron explained that NS test-year operation and maintenance 
expenses include $618,000 of legal expense allocated from IBS.  This represents an 
increase of 61% over the actual legal expense of $383,000 in 2013.  In response to Data 
Request NS AG 1.55, NS explained that the increase is based on the assumption that 
outside legal fees will increase because they have remained flat since 2008.  Mr. Effron 
noted that this is hardly a justification for the steep increase NS projected.  The AG asserts 
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that if anything, the alleged rationale seems like more of an explanation of why there 
should be a forecast of no increase in legal fees.   

The AG explains that in order to reflect actual data, and in light of the absence of 
any valid explanation for the assumed increase, AG witness Effron recommended that 
test-year legal expenses reflect the average actual legal fees for the years 2012 and 2013 
which approximates the five-year average for the years 2009 through 2013.  The average 
actual legal expense for 2012 and 2013 was $446,000.  The AG notes that this is 
$172,000 less than the 2015 test-year legal expense forecasted by NS.   

The AG notes that NS/PGL witness Kupsh disagreed with the proposed 
adjustment.  She argued that the legal services budgets are based on consultation 
between the business team and the legal department, and that the 2015 budget is based 
upon assumptions regarding the expected demands and requirements of North Shore for 
legal services, as well as reasonable forecasts of the costs of those services.   Again, 
however, no actual data or computations were discussed or revealed to justify a 61% 
increase in this expense item.  As Mr. Effron noted, the Companies’ explanation is no 
more than a description of the process that is used to forecast legal expenses.  The AG 
finds that Mr. Effron’s proposal to use an average of actual legal expense for 2012 and 
2013 should be adopted by the Commission.   
Commission Analysis and Conclusion 

The Commission agrees with the AG and Staff and finds that the Utilities have not 
provided sufficient evidence justifying their forecasted legal expenses cross-charged to 
North Shore.  The Utilities argued that the IBS legal expense allocated to North Shore 
was developed based on historical legal expenses and expected future requirements and 
demands for services but provided no explanation of what the expected future 
requirements and demands for services represent or why they result in the forecasted 
escalation in expense.  The Commission adopts the AG’s proposed adjustment to the 
legal expense charged by IBS to North Shore.   

(v) Integrys Customer Experience (“ICE”) Project 

(a) Return on Assets and Depreciation 

Companies’ Position 
The Companies explain that the ICE project is scheduled to go into service fully in 

2015.  This project will unify the Companies’ customer information systems with those of 
other Integrys companies, providing significant benefits to customers, including, among 
other things,  improved efficiency, productivity, and standardization of internal delivery, 
and improved and enhanced billing, collections, call center and service related offerings.  
The Companies state that they provided evidence supporting the portions of the 
forecasted ICE project costs allocated to the Companies.  The Companies note that in 
direct testimony, Companies’ witness Ms. Gregor described the Companies’ established 
budgeting and forecasting processes, and overviewed the careful steps through which 
the 2015 forecasts were prepared, starting from the foundations of the approved 2014 
budget prepared in the Fall of 2013.  The Companies further claimed that these processes 
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resulted in the forecasted 2015 financial statements that an independent Certified Public 
Accountant, Deloitte & Touche LLP, confirmed were prepared in accordance with the 
applicable accounting rules (in accordance with 83 Ill. Adm. Code § 285.7010).  The 
Companies offer that Ms. Gregor also discussed all significant variances in operating 
expenses from 2012 to forecasted 2015, noting, among other things, that the second 
largest factor in the increase in the category of Customer Accounts expense was the 
combination of increased call center costs and costs of the ICE project.   

The Companies add that in direct testimony, Companies’ witness Ms. Kupsh 
discussed the IBS budgeting and forecasting process, which parallels those of the 
Companies, and variances in the IBS costs cross-charged to the Companies from 2012 
to forecasted 2015, noting that the third largest factor was the ICE project.   

The Companies submit that AG witness Mr. Effron proposes to reduce the portion 
of forecasted 2015 ICE project depreciation and capital investment costs cross-charged 
to the Companies using simple math, extrapolating from costs from certain months at the 
beginning of 2014 and then multiplying by them to reach an annualized figure which he 
uses to estimate 2015 costs.  However, the Companies state that his proposal (1) 
arbitrarily ignores the forecasted expenditures and plant in service activity, (2) ignores the 
fact that IBS only bills the Companies for assets that are in service, and (3) while work on 
the project began in 2012, only a small portion of the ICE project was in service in the 
months of 2014 on which his proposal is based, making the data from which Mr. Effron 
extrapolates completely unrepresentative of 2015 costs.   

Staff also rejects Mr. Effron’s proposed adjustments, noting the expected in service 
date of the full ICE project and the lack of factual support for Mr. Effron’s proposal.  The 
Companies assert that at the evidentiary hearing the AG cross-examined Staff witness 
Ms. Hathhorn about the fact that the Companies’ 2015 forecasts do not reflect any cost 
savings resulting from the ICE project, but the evidence shows that to be correct.  Ms. 
Hathhorn pointed out that the Companies have been expending money on their portions 
of the ICE project from 2012 to now and will continue spending through 2015, that the 
project as a whole will go into service in 2015, and that savings are not expected to occur 
until 2016.   

The Companies contend that the AG essentially just wishes away the above facts. 
The AG points to data from the first four months and the first six months of 2014, without 
even considering the above facts, including, among others, the fact that only a small 
portion of the ICE project was in service in those months, meaning that the costs then do 
not reflect the costs when the project is in service in 2015.  The AG notes that Mr. Effron 
claimed that his looking at the data from the first six months of 2014 somehow implicitly 
incorporated the above facts.  The Companies argue that the first half of 2014 data does 
not take into account that the costs are charged to the Companies only to the extent the 
project is in service. 

The Companies also note that in Mr. Effron’s rebuttal, he added raw speculation 
to the implied effect that, if the WEC-Integrys transaction proposal is approved, then the 
ICE project might be cancelled.  The Companies hold that issue belongs in ICC Docket 
No. 14-0496, not here.  The Companies argue that Mr. Effron cited no relevant facts to 
support his speculation, and it does not make sense.  The ICE project work already is 
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well along, even though only a small portion of the project is in service.  For example, the 
project is approximately 90% complete with respect to coding and some system tests 
have started.  The project is expected to be in service fully in 2015.  The WEC-Integrys 
transaction, if approved, is expected to close in Summer 2015.  The Companies contend 
that Mr. Effron’s conjecture lacks logic and is not a proper basis for a Commission 
decision.  

The Companies note too that, on October 30, 2014, the AG filed a “Motion to Admit 
New Information”, which sought to add to the evidentiary record a copy of the Companies’ 
DR response (“DRR”) AG 3.05 from the reorganization case, Docket No. 14-0496.  The 
Companies state that the Motion offered panoply of assertions and innuendo relating to 
the ICE project costs issue.  The Companies note that they filed their objections to the 
Motion on October 31st, as per the schedule ordered by the ALJs and that the AG filed a 
reply on November 3rd that contained additional assertions and innuendo.  The Motion 
was granted on November 5th. 

The Companies incorporate their objections to the Motion, including their 
objections under Ill. R. Ev. 401 and 403.  In their Reply Brief, the Companies stated that 
they believe it is not fair or proper to expect them to anticipate and address in briefing 
what the AG may claim in its Reply Brief based on reorganization case DRR AG 3.05.  
The Companies further state that the Commission must base its decision on the evidence 
in the record and in accordance with the applicable law, including due process principles, 
but the Companies have not had notice and an opportunity to submit evidence responding 
to what the AG’s Reply Brief will claim in relation to that DRR. 

The Companies contend that the existing evidentiary record and DRR AG 3.05 
itself in context show that whatever the AG may claim based on the DRR, it does not 
provide any basis for questioning the 2015 forecasted ICE project costs, nor for adopting 
AG witness Mr. Effron’s proposed adjustments.  The Companies note that the AG already 
argued for a scenario in which the ICE project goes ahead as scheduled but costs less 
than forecasted, and alternatively for a scenario in which the project is cancelled, as 
previously discussed.  The Companies contend that the AG now, in an apparent effort to 
exhaust all options, appears to plan to argue for a scenario based on older, non-updated 
information reflected in DRR AG. 3.05. 

The Companies assert that at the evidentiary hearing on September 23rd, the AG 
showed Companies witness Ms. Kupsh AG Cross Ex. 8.  AG Cross Ex. 8 consists of: (1) 
the Companies’ data request response to Staff data request DLH 35.01 in the instant rate 
cases and (2) the Joint Applicants’ response to AG data request 2.13 in Docket No. 14-
0496.  DR DLH 35.01 asks about DRR AG 2.13.  The Companies further note that at this 
time, counsel for the Companies explained that Companies witness Lisa Gast, as to 
whom cross-examination had been waived, was the affiant for DRR DLH 35.01.   

The Companies state that as can be seen in AG Cross Ex. 8, reorganization DRR 
AG 2.13 related to an exhibit the Joint Applicants filed in the reorganization Docket.  That 
exhibit was offered to meet the requirement of Section 7-204(a)(7) of the PUA that, in 
brief, the reorganization applicants provide a five year forecast showing the utility’s capital 
requirements.  The Companies explain that DR AG 2.13 is focused on a single item (an 
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assumption) in JA Ex. 4.1.  Reorganization data request AG 3.05 is a follow-up to data 
request AG 2.13, and data request AG 3.05 also relates to that same item in JA Ex. 4.1. 

The Companies contend that AG Cross Ex. 8 (in DRR DLH 35.01) explains, 
however, that the information in JA Ex. 4.1 that is referenced in reorganization DRR AG 
2.13 was derived from the Companies’ 2013 Long Term Financial plans prepared in 
Spring 2013, and that the assumptions used in those plans were based on budget data 
from Summer and Fall 2012.  Further, the Companies assert that AG Cross Ex. 8 (in DRR 
DLH 35.01) also explains that, since then, an updated forecast was developed, and that 
the 2015 test year data used by the Companies in these rate cases reflects the updated 
forecast, which includes the forecasted costs (and the absence of savings) in 2015.   

The Companies emphasize that the AG considered asking that Ms. Gast be called 
for cross-examination on this subject, but the AG ultimately agreed with the Companies 
that the AG would move AG Cross Ex. 8 into evidence and not call Ms. Gast as a witness.   

The Companies state that the AG’s October 30th Motion brought up assertions 
about possible savings in 2015 due to the ICE project.  The Companies’ October 31st 
response explained, among other things, that reorganization case DRR AG 3.05 itself 
showed a forecast of no savings in 2015.  DRR AG 3.05 did refer to costs that would not 
be incurred in 2015 if the ICE project continued, but the Companies’ forecasts reflect that 
the ICE project is continuing, and thus they include no such avoided costs. More 
specifically, the attachment to reorganization Docket DRR AG 3.05 (on page 1) is dated 
September 17, 2012.  The attachment (on page 2, et seq.) refers to “Hard O&M Benefits” 
and “Avoided” costs, but it shows no “Hard O&M Benefits” until 2016.  The attachment 
shows “Avoided” Costs beginning in 2013, but “Avoided” costs are not savings; rather, 
they are costs that IBS has not incurred but which it would incur if it did not implement the 
ICE project.  The Companies note that the AG’s November 3rd reply did not make any 
further assertions about possible savings. 

Thus, the Companies state that the AG’s Reply Brief presumably is going to argue 
from reorganization case DRR AG 3.05, which followed up on information that AG Cross 
Ex. 8 already has explained is based on budget data from Summer and Fall 2012 and 
thus does not reflect the later information reflected in the Companies’ 2015 rate case 
forecasts.  The Companies assert that the rate case data have been provided by the 
Companies to address the forecasted 2015 test year.  Reorganization case DRR AG 3.05 
necessarily will be inconsistent, because the two sets of information were prepared at 
different points in time.  The Companies contend that DRR AG 3.05 is no basis for 
approval of the AG’s proposed adjustments to the ICE project costs.   
AG’s Position 

Test-year expenses include depreciation and return on assets (“ROA”) related to 
IBS hardware and software for the ICE project.  The AG states that as shown in the 
response to Staff Data Request DLH 5.07, Attachment 1, the budgeted depreciation and 
ROA on the ICE project is forecasted to increase from $11,000 in 2012 to $1,378,000 in 
2015 for NS and from $56,000 in 2012 to $7,263,000 in 2015 for PGL.   

According to the AG, the problem with this forecast is that the depreciation and 
ROA related to the ICE project are not increasing as forecasted.  The Companies 
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provided updates of the actual ROA and depreciation on the ICE project in 2014 through 
June, and these updates show little change in the rate of expense from the first four 
months of 2014.  Based on the actual experience in the first half of 2014, the annualized 
ICE ROA and depreciation from IBS to North Shore is $124,000, and the annualized ICE 
ROA and depreciation expense from IBS to Peoples Gas is $652,000.  The AG argues 
that this compares to forecasted expenses of $1,378,000 to North Shore and $7,263,000 
to Peoples Gas for the 2015 test year.   

The AG notes that Mr. Effron updated his adjustments based on the actual 
expenses for the six months ended June 30, 2014.  On Schedule DJE NS C-4 attached 
to his Rebuttal testimony, Mr. Effron calculated a reduction of $1,254,000 to 2015 test-
year ICE depreciation/ROA allocated from IBS to NS.  On Schedule DJE PGL C-4, Mr. 
Effron calculated a reduction of $6,611,000 to 2015 test-year ICE depreciation/ROA 
allocated from IBS to PGL.  The AG asserts that the updates based on additional 
information in 2014 do not result in significantly different annualized levels of expenses 
for the adjustments proposed in Mr. Effron’s direct testimony.   

The AG adds that NS/PGL witness Kupsh criticized Mr. Effron’s proposed 
adjustment to forecasted 2015 ROA and Depreciation related to the ICE program, arguing 
that his calculations are inaccurate and inappropriate.  In his Rebuttal testimony, Mr. 
Effron noted that Ms. Kupsh claims that his calculations are inaccurate, but does not cite 
any errors or inconsistencies in the calculations.  The AG counters that while Ms. Kupsh 
may disagree with Mr. Effron’s proposed adjustments that does not mean that his 
calculations are erroneous. 

The AG continues that Ms. Kupsh further asserted that the proposed adjustments 
are inaccurate because they ignore forecasted expenditures and plant-in-service activity.  
The AG states that to the extent expenditures and plant-in-service activity have actually 
affected the cross charges for ROA and depreciation on the ICE project, such factors are 
implicitly incorporated into the adjustments Mr. Effron is proposing.  The AG maintains 
that the Companies are forecasting substantial increases in the ROA and depreciation on 
the ICE project, but so far, based on the actual experience in 2014, there is little evidence 
that such increases are actually taking place.   

Ms. Kupsh claims that the only accurate measures for the ICE ROA and 
depreciation expenses are the Companies’ forecasted 2015 test-year expenses.  The AG 
contends, however, the actual experience does not provide any indication that the actual 
level of expenses is increasing to anything like the level of expenses forecasted by the 
Companies.  According to the AG, the Companies simply failed to provide evidence that 
justified the forecasts.  The AG states that ICE ROA and depreciation expenses included 
in test year operation and maintenance expense should be modified, consistent with AG 
Effron’s proposal.   

The AG states as well that in the Companies’ application for merger proceeding, 
Docket No. 14-0496 (“Merger docket”), the Joint Applicants, which include both Peoples 
Gas and North Shore, provided on October 22, 2014 a data request response (DRR AG 
3.05) with a Confidential Attachment 1, following the completion of the evidentiary 
hearings and filing of the Initial Briefs in the instant docket.  The AG explains that the 
Response and Attachment detail how future costs of the ICE project will be incurred and 
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notes the information shown on Attachment 1 to the Response differs significantly from 
information provided by the Companies in the instant consolidated docket.  The AG states 
that the response to DRR 3.06 in the Merger docket also confirms that the forecasted ICE 
expense numbers provided in this rate case are entirely inconsistent with data supplied 
in the Merger docket.  The AG submits that this discovery in the Merger docket contradicts 
everything the Companies have stated about both the amount of allocated costs and the 
timeline of when costs and benefits of the ICE project will be incurred.  The AG concludes 
that the Companies have failed in their burden of proving that their 2015 test year forecast 
of these amounts is reliable and that the Commission should reject the impact of the 
Companies timeline and require an appropriate balancing of costs and benefits of the ICE 
project.   
Staff’s Position 

Staff does not support the AG proposed adjustments for the Companies’ ROA 
related to IBS hardware and software and other non-labor expenses for the ICE Project.  
Staff notes that ICE is a consolidated IBS customer system, scheduled to go in service in 
2015 and that Mr. Effron’s calculations use annualized 2014 expenses to adjust the 2015 
test year.  Ms. Hathhorn testified that it does not appear that annualizing the historical 
costs of this project is appropriate.  Staff finds that Mr. Effron’s analysis does not account 
for the fact that the Companies forecast the ICE system to be placed in service in 2015 
and placing the asset into service will trigger the larger depreciation and ROA charges 
from IBS at that time.  Staff adds that Mr. Effron also provided no evidence to the contrary 
that the majority of the non-labor expenses will begin in 2015 as the software goes in 
service.  

Staff mentions that the AG also called into question whether or not the increased 
ICE costs would be incurred due to the announced acquisition of Integrys by WEC.  The 
AG opines that the ICE project would be a likely target for operational and financial 
benefits referenced in the announcement of the acquisition.  Staff maintains that the rates 
in the instant proceeding must reflect only test year costs, and anticipated savings outside 
the test period are not allowed in rates at this time.  Staff discussed at the evidentiary 
hearing the Integrys Board of Directors’ approval of the ICE document provided in 
discovery, confirming the 2015 in service date, and that savings are projected for 15 
years.  Staff recommends the Commission reject the AG adjustments for the ICE project. 
Commission Analysis and Conclusion 

The Commission agrees with the Utilities and Staff and finds the record evidence 
supports their position.  The Commission further finds that the AG’s proposal does not 
consider the Utilities’ forecasted expenditures and plant in service activity and that IBS 
only bills the Utilities for assets that are in service.  The AG’s proposal also fails to 
consider that while work on the project began in 2012, only a small portion of the ICE 
project was in service in the months of 2014 on which Mr. Effron’s proposal is based.  The 
Commission notes as well that issues and speculation related to Docket No. 14-0496 do 
not provide reasonable grounds for rejecting the more recent forecasts of ICE project 
costs.   
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(b) Non-Labor 

Companies’ Position 
The Companies state that the evidence supports their forecasted 2015 “non-labor” 

costs cross-charged to the Companies in relation to the ICE project.  The Companies 
disagree with AG witness Mr. Effron’s attempt to reduce the Companies’ forecasted costs.  
The Companies point out that Mr. Effron’s proposal is based on looking at costs from only 
the first four or six months of 2014, yet he assumes they are fully representative of the 
2015 costs.   

The Companies state that Mr. Effron’s proposal fails to discuss relevant facts and 
lacks a factual foundation as did his first two ICE-related adjustments.  The Companies 
add that Staff agrees that the AG’s proposal lacks merit.   

The Companies also note that AG witness Mr. Effron suggested that the proposed 
WEC TEG transaction somehow means that there is a chance the ICE project will be 
cancelled but this is merely a conjecture that lacks any sound basis.  The Companies 
contend that the AG’s proposed adjustments should be rejected.   
Staff’s Position 
 See preceding section for the discussion of Staff’s position on both the ICE Project 
Return on Assets and Depreciation as well as Non-Labor adjustments.   
AG’s Position 

The AG states that in addition to the ROA/Depreciation-related expenses, Mr. 
Effron also proposed to adjust the forecasted 2015 test-year non-labor ICE expenses.  
Once again, based on the information provided by the Companies, the forecasted 
increases in the ICE Non-Labor expenses are not taking place at the forecasted rates.  
Updates of the actual expenses in 2014 through June mirror the activity documented 
during the first four months of 2014.  The AG asserts that based on the actual experience 
in the first half of 2014, the annualized non-labor ICE expenses from IBS to North Shore 
is $252,000, and the annualized non-labor ICE expenses from IBS to Peoples Gas is 
$1,352,000.  This compares to forecasted expenses of $1,504,000 to North Shore and 
$9,058,000 to Peoples Gas for the 2015 test year. 

The AG maintains that Mr. Effron’s updated adjustment calculated a reduction of 
$1,252,000 to 2015 test-year non-labor ICE expenses allocated from IBS to NS based on 
annualized data from the first six months of 2014. On Schedule DJE NS C-4, attached to 
his Rebuttal testimony, he calculated a reduction of $1,252,000 to 2015 test-year non-
labor ICE expenses allocated from IBS to NS.  On Schedule DJE PGL C-4, he calculated 
a reduction of $7,706,000 to 2015 test-year ICE depreciation/ROA allocated from IBS to 
PGL.  The AG notes that the updates based on additional information in 2014 do not 
result in significantly different annualized levels of expenses from those presented in Mr. 
Effron’s direct testimony.   

The AG adds that NS/PGL witness Ms. Kupsh offered a similar criticism of Mr. 
Effron’s proposed adjustment to forecasted 2015 other non-labor ICE expenses that will 
be cross-charged from IBS to NS and PGL.  She claims his calculations are inaccurate 
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and inappropriate.  However, Ms. Kupsh does not cite any errors or inconsistencies in the 
adjustment calculations, but instead claims that Mr. Effron ignored forecasted operation 
and maintenance expenses for ICE.  The AG states that Mr. Effron did not ignore the 
forecasts of operation and maintenance expenses for ICE.  Rather, the actual data 
supplied by the Companies shows that other non-labor ICE expenses are not increasing 
as forecasted.  The AG asserts that the Companies are forecasting substantial increases 
in the non-labor ICE expenses, but there is little evidence that such increases are actually 
taking place.  As with the ROA and depreciation on the ICE project, this actual data should 
not be ignored.   

The AG mentions that Ms. Kupsh claims that the only accurate measures for the 
non-labor ICE expenses are the Companies’ forecasted 2015 test year expenses.  
However, the actual experience does not provide any indication that the actual level of 
expenses is increasing to anything like the level of expenses forecasted by the 
Companies.  The AG submits that other reasons exist that justify a modification of the 
Non-Labor ICE expense forecast such as the announcement of the acquisition of Integrys 
by WEC.  That announcement made reference to “operational and financial benefits” that 
are clear, achievable and compelling and states that the transaction will be accretive to 
Wisconsin Energy's earnings per share in first full calendar year after closing, with 
anticipated closing for the merger in the summer of 2015.  In his rebuttal testimony, the 
AG finds that Mr. Derricks did not dispute the potential for “operational and financial 
benefits” but, rather, cites uncertainties regarding the closing of the transaction.   

The AG continues that Mr. Effron testified that while it is not 100% absolutely 
certain the acquisition of Integrys by Wisconsin Energy Corp. will close exactly as 
planned, based on experience, he stated that he believes it is more likely than not that 
the acquisition will take place.  Assuming that the acquisition does close, the AG finds 
that it would seem that the increased costs associated with the ICE project would be a 
likely target for the “operational and financial benefits” referenced in the announcement 
of the acquisition, in that the savings could be achieved by simply avoiding increases in 
expenses rather than having to eliminate expenses that are already being incurred.  The 
AG contends that the increases associated with the ICE ROA/depreciation and other non-
labor expenses are by no means certain to the extent that they should be incorporated 
into 2015 test year operation and maintenance expenses.   

The AG concludes that for all of these reasons, the Commission should adopt Mr. 
Effron’s ICE adjustments, which are rooted in data that reflects actual annualized 
experience for the 2014 period.  The Companies simply have not provided credible 
evidence that the significant jump in ICE expenses forecasted for the 2015 test year are 
likely to occur – particularly in the midst of a likely corporate acquisition.  
Commission Analysis and Conclusion 

The Commission finds that the record evidence supports the views of the Utilities 
and Staff.  The Commission also finds that the AG’s proposal lacks factual support.  The 
AG’s proposal is based on costs from only the first four or six months of 2014 but states 
that it is fully representative of the 2015 costs.  The Commission disagrees.  Further, 
issues and speculation related to Docket No. 14-0496 do not provide reasonable grounds 
for rejecting the more recent forecasts of ICE project costs.   
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b. Advertising Expenses 

Companies’ Position 
The Companies note that in rebuttal, they accepted a total of $25,000 of Staff’s 

proposed downward adjustment to advertising expenses for North Shore Gas and 
Peoples Gas, but rejected Staff’s proposed adjustments removing $4,000 of expenses 
for North Shore and $51,000 of expenses for Peoples Gas because those remaining 
challenged expenditures were recoverable under Section 9-225 and were also 
recoverable as charitable expenditures under Section 9-227.  The Companies add that 
although CCI did not submit evidence on this issue, it supports Staff’s position.   

The Companies hold that Staff’s (and CCI’s) primary contention is that these 
expenditures proposed for removal are “of a promotional, goodwill or institutional nature” 
under Section 9-225 of the Act and, therefore, not recoverable.  The basis for Staff’s and 
CCI’s argument that these “advertising expenditures” are not properly recoverable is that 
the Companies classified them, for accounting purposes, under the Companies’ Account 
909 – Informational and Institutional Advertising.  As those “advertising expenditures” are 
classified in Account 909, Staff and CCI derive the notion that these expenditures are 
simply used to put the Companies’ name in a philanthropic light. 

The Companies explain that Section 9-227 of the Act provides for recovery as an 
operating expense of donations “for the public welfare or for charitable, scientific, 
religious, or educational purposes, provided that such donations are reasonable in 
amount.”  Section 9-225 of the Act addresses advertising expenditures and identifies 
several categories that “shall be considered operating expenses for gas or electric 
Companies.”  220 ILCS 5/9-225(3).  The Companies assert that the expenditures that 
Staff seeks to disallow support the sponsorship of charitable events including: the 
Chicago Children’s Choir, the Chicago Public Library Foundation, the Children First Fund, 
Friends of Holstein Park, the Hispanic Heritage Organization, the Museum of Science and 
Industry, Red Moon Theater, Children of Purpose, Preservation Foundation of Lake 
County, the University Center of Lake County, and the Waukegan Public Library and other 
similar events.  The Companies contend that the funding of those charitable events 
supports a range of cultural and educational activities for charitable organizations within 
Chicago and Cook and Lake Counties.  Further, the Companies note that for most of the 
sponsorships of those charitable events, the Companies use their presence at the events 
to provide information about the Companies’ energy efficiency and energy assistance 
programs.  As a result, the Companies contend that “promotion” of utility energy efficiency 
and energy assistance programs is not “promotional advertising” for which recovery is 
prohibited, but is a form of permissible and recoverable advertising under Section 
9-225(3)(a), (e) and (i) of the Act, 220 ILCS 5/9-225(3)(a), (e) and (i).  Further, the 
Companies submit that support of charitable events is recoverable under Section 9-227 
of the Act, 220 ILCS 5/9-227.  Thus, the Companies assert, the expenditures that Staff’s 
testimony proposed to disallow, other than the amounts accepted by the Companies’ 
rebuttal and surrebuttal, are expenditures that are recoverable under Sections 9-225 and 
9-227.   

The Companies contend that contrary to Staff’s assertions, the Companies’ 
“advertising expenditures” are not of a promotional, goodwill or institutional nature, but 
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instead are recoverable expenses that are charitable in nature under Section 9-227 of the 
Act (220 ILCS 5/9-227) or are recoverable as expenditures supporting the promotion of 
the Companies’ energy efficiency and energy assistance programs under Section 9-225 
of the Act (220 ILCS 5/9-225).  The Companies presented detailed descriptions of the 
“advertising expenditures” demonstrating the charitable purpose and nature of the 
expenditure.   

Further, the Companies assert that Staff’s contention that these expenditures 
should not be recoverable lacks merit, as Staff’s theory that Section 9-225 requires or 
warrants disallowance of costs that put the Companies “in a philanthropic light” is not 
supported by the language or past interpretations of Section 9-225.  The Companies 
contend that such a theory essentially would read Section 9-225 to mean that if the 
Companies spend money on a good purpose that benefits customers or communities, 
unless the Companies do it anonymously, then the costs should be unrecoverable.  As a 
result, the Companies argue, the Staff theory is both unreasonable and counter-
productive.  The Companies also contend that the Staff theory reads Section 9-225 in a 
manner that is inconsistent with the express allowance of charitable contributions costs 
recovery under Section 9-227 of the Act, 220 ILCS 5/9-227.  The Companies note that 
the Commission previously rejected the Staff’s argument that an expenditure for a 
charitable purpose under Section 9-227 that puts the Companies’ name in a “philanthropic 
light” should not be recoverable.  Docket Nos. 12-0511/12-0512 (Consol.), Order at 164.  
The Companies assert that the Commission rightly determined that the nature of the 
expenditure is the determinative factor for rate recovery. Id.  Further, the Companies 
argue that the particular accounting entry of these expenditures under Account 909 - 
Informational and Institutional Advertising also is not determinative of recovery.  The 
Commission ruled in Docket Nos. 12-0511/12-0512 (Consol.) that: 

…the Commission believes the nature of the expense is more 
important and declines to adopt Staff’s position that these 
expenses can not be considered as charitable contributions 
because the Companies initially recorded them as advertising 
expenses. 

Docket Nos. 12-0511/12-0512 (Consol.), Order at 164.    
The Companies also maintain that, in following the Commission’s direction in 

Docket Nos. 12-0511/12-0512 (Consol.), the Companies significantly changed their 
processes for distinguishing expenditures that were charitable in nature from other 
expenditures.  The Commission in Docket Nos. 12-0511/12-0512 (Consol.) said that the 
Commission: 

…believes the Companies must be more careful in 
distinguishing sponsorship and institutional expenditures that 
are allowable for charitable purposes and those that are 
allowable advertising expenses. 

Docket Nos. 12-0511/12-0512 (Consol.), Order at 164.    
The Companies note that Staff argues that the Companies were not “more careful” 

in distinguishing the nature of expenditures, contrary to the direction of the Commission 
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in Docket Nos. 12-0511/12-0512 (Consol.).  However, the Companies state that they 
greatly expanded the process for screening and categorization of charitable, sponsorship 
and institutional expenditures and developed more detail descriptions of the informational 
and institutional “advertising expenditures” made under Account 909.   

The Companies indicate the following changes to their process to distinguish these 
“advertising expenditures.”  The Companies have created a more detailed review process 
for requests for the Companies’ participation in a charitable, sponsorship or institutional 
event, to better insure that such expenditure is for a rate-recoverable purpose.  The 
Companies explain that they first determine if a particular request goes to a rate 
recoverable-purpose such as an educational, safety, environmental, charitable, human 
and health services, or community development.  If the Companies determine that: (1) 
such expenditure would fulfill a strategic purpose, whether for the charitable institution, 
the community and/or customers, (2) such expenditure will further build the Companies’ 
relationship with that charity, the community, and/or customers, (3) the requestor has a 
strong reputation, including the strength of its management and board, (4) there is a need 
for a contribution/spending, and (5) such expenditure will be impactful in achieving the 
charity’s, community’s, or customers’ needs, then the expenditure has met the necessary 
screening criteria for potential funding.  The Companies also review the funding request 
to determine: (1) if there are multiple funding sources; (2) does the Companies’ 
participation enhance the possibility of other entities funding the educational, safety, 
environmental, charitable, human and health services, or community development need; 
(3) is the funding request realistic for the goal; and (4) what is the Companies’, its 
employees’, and their retirees’ involvement with the requestor and goal.   

The Companies state that, once the decision has been made to fund the request 
for sponsorship and spending, the expenditures are classified into one of two categories: 
(a) sponsorships or expenditures where information and education related to safety, 
energy efficiency, energy assistance, and/or billing and payment options are 
communicated to customers and the community; and (b) sponsorships or expenditures 
where community services are enhanced and benefited for charitable purpose.  Last, the 
Companies provide expanded descriptions of the expenditure/charitable funding, the 
organization that is being supported, the nature of the expenditure and cause or program 
being promoted or advanced.  The Companies explain that these changes are a direct 
result of Docket Nos. 12-0511/12-0512 (Consol.) and serve to distinguish recoverable, 
charitable expenditures from non-recoverable expenditures under Account 909.   

The Companies state that they expect additional guidance for the classification of 
expenditures related to charitable spending pending the outcome of the ongoing 
rulemaking concerning the rate case treatment of charitable contributions in Docket No. 
12-0457.   

The Companies note that Staff argues that the expenditures should not be 
recoverable as Staff and the other parties would not have the opportunity to adequately 
and timely review the expenditures for compliance with Section 9-227.  The Companies 
strongly assert that this contention is nonsense, and that Staff has had no issue 
contending that the “advertising expenditures” should not be recoverable.  The 
Companies state that the “advertising expenditures” that Staff seeks to disallow were 
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brought to the attention of all of the parties in the Companies’ direct testimony.  Further, 
the Companies assert that full and expanded descriptions of the expenditures were 
provided in discovery and included in the Companies’ rebuttal exhibits.  The Companies 
contend that they have identified the recoverable nature of the “advertising expenses” 
early in this docket and have modified and highlighted their processes and procedures as 
to those expenditures in response to Docket Nos. 12-0511/12-0512 (Consol.).  The 
Companies submit that Staff’s proposed adjustments should be rejected as they lack any 
sound factual basis, are contrary to the evidence, and are contrary to Sections 9-225 and 
9-227.   
Staff’s Position 

Staff maintains that the Commission should adopt Staff’s rebuttal adjustment to 
eliminate advertising expenses that are of a promotional, goodwill or institutional nature.  
Staff’s adjustment includes promotional or goodwill natured costs for support of events; 
expenditures for employee apparel and event “premiums”, e.g., pens, pencils, mini-
flashlights and travel mugs; and expenditures to provide funding of events for charitable 
organizations.   

Staff explains that the issue of advertising expenses that are of a promotional, 
goodwill or institutional nature are addressed in Section 9-225 of the Act which expressly 
states in part: 

In any general rate increase requested by any gas or electric 
utility company under the provisions of this Act, the 
Commission shall not consider, for the purpose of determining 
any rate, charge or classification of costs, any direct or indirect 
expenditures for promotional, political, institutional or goodwill 
advertising, unless the Commission finds the advertising to be 
in the best interest of the Consumer or authorized as provided 
pursuant to subsection 3 of this Section.  220 ILCS 5/9-225(2).   

Section 9-225 of the Act defines goodwill or institutional advertising as: 
[A]ny advertising either on a local or national basis designed 
primarily to bring the utility's name before the general public 
in such a way as to improve the image of the utility or to 
promote controversial issues for the utility or the industry.  220 
ILCS 5/9-225(1)(d). 

Staff notes that the Commission adopted identical Staff adjustments to eliminate 
advertising expenses that were of a promotional, goodwill or institutional nature in the 
Companies’ 2007, 2009 and 2011 rate cases.  Docket Nos. 07-0241/07-0242 (Consol.), 
Order at 41; Docket Nos. 09-0166/09-0167 (Consol.), Order at 81; and Docket Nos. 11-
0280/11-0281 (Consol.), Order at 47.  In the Companies’ 2012 rate case, Staff made an 
identical proposal, but the Commission did not adopt a portion of Staff’s proposed 
adjustment that the Commission determined to qualify as charitable contributions.  Docket 
Nos. 12-0511/12-0512 (Consol.), Order at 164.   
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Staff holds that the Commission should not allow the Companies to include 
advertising that is of a charitable nature in rates in this proceeding.  In the Companies’ 
2012 rate case, the Commission stated the Companies must be more careful in 
distinguishing sponsorship and institutional expenditures that are allowable for charitable 
purposes and those that are allowable advertising expenses.  Docket Nos. 12-0511/12-
0512 (Consol.), Order at 164.  In spite of the Commission’s direction, the Companies have 
continued to record expenditures that are of a promotional, goodwill or institutional nature 
that might be allowable for charitable purposes as advertising expenses.  If the 
Companies request recovery of charitable costs as advertising expenditures under the 
guidelines provided by Section 9-225 of the Act, the Companies should not be permitted 
to reclassify expenditures during the proceeding to ask for recovery under Section 9-227 
of the Act as Staff (and other parties) would not have the opportunity to adequately and 
timely review the expenditures for compliance with Section 9-227.  Staff argues that the 
Commission should disallow for recovery through rates determined in these proceedings 
the sponsorship expenditures that have been recorded as advertising that do not meet 
the requirements under Section 9-225 of the Act.   

Further, Staff finds that allowing the Companies to file a rate case with charitable 
costs for Staff to review as advertising expenses, and then allowing charitable costs to be 
included in rates as advertising, would give no meaning to the prohibition of promotional, 
goodwill, and/or institutional advertising required of the Commission by Section 9-225 of 
the Act.   
CCI’s Position 

CCI notes that Staff witness Mr. Kahle identified claimed advertising expenses that 
are of a promotional, goodwill or institutional nature and should be disallowed.  Mr. Kahle 
identified two categories of advertising expenses for which recovery is not appropriate: i) 
Account 909 – costs for support of events; and ii) Account 909 – sponsorships of 
community events.  The Companies accepted a portion of Mr. Kahle’s adjustment, but 
did not accept the portion related to event sponsorships.  CCI supports Staff’s 
recommended disallowance.   

CCI notes that the Companies claimed that their sponsorships promote awareness 
about special events and projects that serve the customers in communities in the 
Companies’ service territories and should be recoverable.  As Mr. Kahle noted, however, 
last year the Commission warned the Companies to be more careful in distinguishing 
sponsorship and institutional expenditures that are allowable for charitable purposes and 
those that are allowable advertising expenses. Docket Nos. 12-0511/12-0512 (Consol.), 
Order at 164.  CCI explains that this is an important distinction, as Section 9-225 of the 
Public utilities Act expressly prohibits recovery of advertising expenses incurred for 
promotional, political, institutional or goodwill advertising.  The legislature defined such 
goodwill or institutional advertising as “advertising… designed primarily to bring the 
utility’s name before the general public in such a way as to improve the image of the utility 
or promote controversial issues for the utility or the industry.”  220 ILCS 5/9-225(1)(d), 
5/9-225(2).  CCI states that the expenses at issue are not properly recovered as 
advertising expenses because their primary purpose is to improve the Companies’ 
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images.  CCI believes that the Commission should adopt Mr. Kahle’s adjustment to 
exclude Goodwill and Institutional Advertising from recovery.   
Commission Analysis and Conclusion 

The Commission agrees with the Utilities and approves the Utilities’ Advertising 
Expenses of $4,000 for North Shore and $51,000 for Peoples Gas.  Staff and CCI seek 
to disallow the Utilities’ “advertising expenditures” that go to charitable purpose: (1) in the 
case of North Shore Gas: the American Legion, Children of Purpose and the University 
Center of Lake County and (2) in the case of Peoples Gas: the Museum of Science and 
Industry, the Red Moon Theater, the Hispanic Heritage Organization and others.  The 
Commission finds that the Utilities have established that these expenditures and the 
organizations are charitable in nature and therefore recoverable under Section 9-227.  
Further, the Commission finds that the Utilities have responded to the Commission’s 
directions in Docket Nos. 12-0511/12-0512 (Consol.) and that the Utilities have taken the 
necessary steps to better classify and distinguish these types of charitable expenditures 
from nonrecoverable “advertising expenses.”  The Commission notes that the rulemaking 
on charitable expenditures in Docket No. 12-0457 should provide further guidance in the 
classification and distinguishing of expenditures.   

c. Institutional Events 

Companies’ Position 
The Companies note that Staff proposes to disallow $203,000 of Peoples Gas’ 

sponsorship of institutional events and $10,000 of North Shore’s sponsorship of 
institutional events, on the theory that the costs are for promotional, goodwill advertising, 
and thus are barred from recovery under Section 9-225 of the Act.  The Companies add 
that although CCI did not submit evidence on this issue, it supports Staff’s position.   

The Companies contend that they have demonstrated that their expenditures for 
institutional events: (1) support local charities, (2) serve as a means for the charities to 
raise contributions, (3) allow for dialogue between the charities and the Companies so 
they can better serve the community, and (4) foster cross-collaboration between the 
Companies and the community so the Companies can better serve their customers.  The 
Companies argue that charitable expenditures are recoverable under Section 9-227.   

The Companies claim that, contrary to Staff’s argument that these institutional 
expenditures are recorded as institutional events and are therefore, promotional in nature 
and not recoverable, these institutional event expenditures support the charitable 
organizations’ public missions and are recoverable.  The Companies indicate that these 
expenditures support institutional events of the Chicago Police Memorial Foundation, the 
Adler Planetarium, the Chicago Children’s Choir, the Chicago Public Library Foundation, 
Connections for Abused Women and their Children, Chicago Sinfonietta, the Chicago 
Urban League and along with other charitable institutions’ events.   

The Companies explain that each of the institutional events where recovery is 
sought has a description of the nature of the event, the charitable institution holding the 
event, and a description of the purpose of the expenditures.  Further, the Companies 
assert that the same screening criteria as discussed with regards to Advertising Expenses 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 93 of 215



are used to assess making the expenditure.  The Companies contend that Staff makes a 
blanket dismissal of the expenditures labeled “institutional events”, indicating they are 
simply promoting goodwill, where in reality, supporting these institutional events help 
support those charitable organizations’ public missions.  The Companies contend that the 
claim that the Companies have not shown the sponsorships are not promotional is 
incorrect, and, moreover, for the claim to be correct, the meaning of the term promotional 
would have to be stretched beyond the language and the reasonable and fair 
interpretation of Section 9-225.   

The Companies add that Staff and CCI argue that these expenditures should not 
be recoverable because they put the Companies’ names in a “philanthropic light” or 
improve the image of the Companies.  The Companies agree that if the institutional 
expenditures were solely for promotional or goodwill advertising within Section 9-225(2), 
then the expenditures should not be recovered.  However, the Companies note, the 
Commission previously has rejected the “philanthropic light” argument, which seeks to 
redefine funds spent on charitable purposes.   

Further, the Companies contend that Staff’s claim as to “misclassification” of these 
institutional expenditures as a means of disallowing the costs should be rejected.  The 
Companies assert that, similar to the contested Advertising Expenses, the nature of the 
expenditure should determine its recoverability, not the accounting classification.  The 
Companies explain that these institutional events: 1) support local charities; (2) serve as 
a means for the charities to raise contributions; (3) allow for dialogue between the 
charities and the Companies so they can better serve the community; and, (4) foster 
cross-collaboration between the Companies and the community so that the Companies 
can better serve their customers.  The Companies emphasize that this same set of issues 
regarding institutional expenditures was addressed in Docket Nos. 12-0511/12-0512 
(Consol.) and the Commission rejected similar Staff challenges, ruling that: 

The Companies have provided sufficient evidence to show 
that these contributions were made to support fundraising 
events for local charities and communities in the Companies’ 
service territory and not primarily to promote the Companies 
or foster goodwill towards the Companies. 

Docket Nos. 12-0511/12-0512 (Consol.), Order at 169. 
The Companies argue that an institutional event expenditure that goes to a 

charitable purpose, such as fundraising for a charitable institution or community group is 
recoverable.  The Companies add that merely because an expenditure is classified as 
spending for an institutional event does not lead to its disallowance. Docket Nos. 12-
0511/12-0512 (Consol.), Order at 169.  The Companies assert that the actual nature of 
the expenditure, in this case as presented by the Companies for support of charitable 
institutions and community groups within each Utility service territory, determines the 
recoverability.    

To support the Companies position, the Companies note that, similar to changes 
in descriptions and processes as to “advertising expenditures” under Account 909, the 
Companies have: (1) expanded the descriptions of the nature of the institutional event, 
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(2) specifically identified the charitable institution holding the event and (3) have provided 
expanded descriptions of the purpose of the institutional event spending.   

The Companies maintain that as in Peoples Gas 2012, the Companies have made 
the necessary showings, and Staff’s adjustments should be rejected.  The evidence 
shows that the costs in question are recoverable.   
Staff’s Position 

Staff states that the Commission should not allow the Companies to recover, 
through rates set in this proceeding, miscellaneous general expenses for “institutional 
events annual fund-raising support” because the costs are either of a promotional, 
goodwill or institutional nature, not necessary to provide utility service to ratepayers, and 
are therefore barred for cost recovery under Section 9-225 of the PUA.  Support of fund-
raising events, while promoting good corporate citizenship, are of a promotional and 
goodwill nature which presents the Companies’ names before the general public in a way 
as to improve their image.  Staff maintains that these expenditures are not necessary to 
provide utility service and provide no direct benefit to ratepayers.  The Act requires costs 
“designed primarily to bring the utility’s name before the general public in such a way to 
improve the image of the utility or to promote controversial issues for the utility or the 
industry” to be excluded from rates.  220 ILCS 5/9-225(1)(d) and 9-225(2). 

In the Companies’ most recent rate cases (Docket Nos. 12-0511/12-0512 
(Consol.)), Staff made an identical proposal which the Commission adopted, except for a 
portion that the Commission determined to qualify as charitable contributions.  Staff 
submits that in this proceeding, however, the Commission should adopt Staff’s entire 
adjustment for the same reasons discussed above in section C.3.b for Advertising 
Expenses.  Staff emphasizes that expenditures which are of a promotional, goodwill or 
institutional nature, which are recorded as miscellaneous general expenses, should not 
be considered for the purpose of determining rates pursuant to Section 9-225 of the Act.   

Staff continues that allowing the Companies to file a rate case with expenditures 
which are of a promotional, goodwill or institutional nature for Staff to review as 
institutional events, and then allowing promotional, goodwill or institutional costs to be 
included in rates as institutional events, would give no meaning to the prohibition of 
promotional, goodwill, and/or institutional advertising required of the Commission by 
Section 9-225 of the Act.   
CCI’s Position 

CCI finds that the Commission should adopt Staff witness Mr. Kahle’s adjustment 
to reduce the Companies’ proposed test year expenses to exclude expenses incurred for 
institutional events that are of a promotional, goodwill or institutional nature.  The 
expenses at issue are for tickets or tables at meals where the Companies received 
promotional recognition.  The Companies weakly defended these expenses as being 
charitable in nature, but did not contest that they received public recognition, as well as 
tangible benefits such as food and entertainment, for their support.  The Companies’ 
intentions to support the organizations described in Mr. Moy’s testimony are laudable, 
and the Companies can continue to give that support, even without ratepayer recovery.  
However, CCI asserts the benefits the Companies receive from these contributions 
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cannot be ignored, and ratepayer recovery is not permitted for costs designed primarily 
to bring the utility’s name in a philanthropic light or to improve the image of the utility.  220 
ILCS 5/9-225(d).  CCI holds that these challenged costs are not necessary for the 
provision of safe and adequate utility service, and they should be excluded from rates.  
CCI states that accepting the Companies’ statements of their belief in the importance of 
supporting these institutions, their shareholders should be happy to fund the costs of 
participating in these events without recovery of such expenses in rates.  CCI concludes 
that to protect ratepayers and to comply with the governing statutory constraints, the 
Commission should adopt Mr. Kahle’s adjustment. 
Commission Analysis and Conclusion 

The Commission agrees with the Utilities and approves the Utilities’ Institutional 
Events expenditures of $203,000 for Peoples Gas and $10,000 for North Shore.  The 
Commission rejects Staff’s proposed disallowance of $203,000 of Peoples Gas’ 
institutional event spending and $10,000 of North Shore’s institutional event spending 
and finds that those institutional event expenditures made by the Utilities are recoverable.  
The Utilities have presented sufficient evidence identifying those institutional events’ 
spending as contributions made to support local charities and community groups and not 
primarily to promote the Utilities and enhance its goodwill in the community.  The 
Commission concludes these institutional event expenditures are not barred under 
Section 9-225 and are recoverable under Section 9-225 and 9-227.   

d. Charitable Contributions 

Companies’ Position 
The Companies note that Staff proposes to disallow $28,000 of Peoples Gas’ 

charitable contributions and $1,000 of North Shore’s charitable contributions.  The 
Companies state that Staff proposes to disallow those charitable contributions as those 
contributions are either to: (1) organizations outside of the Companies’ service territory or 
(2) universities and colleges outside of the State of Illinois.  The Companies add that Staff 
indicates that, for a charitable expenditure to be recovered by a utility in accordance with 
Section 9-227, the expenditures must be directed to charitable organizations within a 
utility service territory or providing some type of education benefit within a utility service 
territory.  The Companies mention that, in support of their argument, Staff and CCI cite 
the Commission’s decision in Docket Nos. 12-0511/12-0512 (Consol.) that held that a 
utility must show a charitable donation benefit customers in its service territory in order to 
recover those expenses.  Docket Nos. 12-0511/12-0512 (Consol.), Order at 167.  The 
Companies state that although CCI did not submit evidence on this issue, it supports 
Staff’s position.  

The Companies explain that Section 9-227 of the Act, 220 ILCS 5/9-227, expressly 
allows recovery of donations made by a public utility for “…the public welfare or for 
charitable scientific, religious, or education purposes…” as the amounts are reasonable.  
The Companies note that the overall reasonableness of the amounts of the charitable 
contributions is uncontested.  Further, Section 9-227 limits the power of the Commission 
to establish rules disallowing charitable contributions, stating in part:  
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In determining the reasonableness of such donations, the 
Commission may not establish, by rule, a presumption that 
any particular portion of an otherwise reasonable amount may 
not be considered as an operating expense. The Commission 
shall be prohibited from disallowing by rule, as an operating 
expense, any portion of a reasonable donation for public 
welfare or charitable purposes. 

Nonetheless, the Companies assert that Staff seeks to maintain the requirement 
(in substance, a rule) disallowing charitable contributions outside a utility’s service 
territory.  The Companies state that in Docket Nos. 12-0511/12-0512 (Consol.), the 
Commission ruled that:  

The Commission notes that a utility is not precluded from 
recovering expenses for charitable contributions simply 
because the organization receiving the donation is outside the 
utility’s service territory. However, the utility must show that 
the donation will provide a benefit to customers in its service 
territory to recover these expenses. 

Docket Nos. 12-0511/12-0512 (Consol.), Order at 167.   
Further, the Companies detail that the Commission also ruled in Docket Nos. 12-

0511/12-0512 (Consol.) that charitable expenditures to colleges and universities outside 
of the State of Illinois were not recoverable.  Docket Nos. 12-0511/12-0512 (Consol.), 
Order at 167.  The Companies disagree with the Commission’s ruling in Docket Nos. 12-
0511/12-0512 (Consol.), noting that Section 9-227 does not include such a restriction.  
The Companies respectfully request that the Commission reconsider its approach to 
these contributions in light of the statutory requirements applicable to recovery of 
charitable contributions as an operating expense.  Statutorily, restrictions on the 
recoverability of charitable contributions under Section 9-227 are based on: (1) the 
recipient of the charitable contribution - entities that provide contributions to public 
welfare, or scientific, religious or educational purpose and (2) whether the donations are 
a reasonable amount.  The Companies argue that the contributions at issue meet these 
criteria.   

The Companies state that many of the out-of-service territory contributions that are 
challenged by Staff are related to utility employee matching gifts where the Companies, 
match, dollar-for-dollar, up to a certain level gifts to charitable institutions.  Many of these 
contributions are individually small charitable contributions that are in communities where 
the Companies’ employees live or coincide with the educational institution that an 
employee attended.  Further, the Companies assert that strengthening the overall 
network of charitable institutions in northern Illinois and surrounding areas is beneficial to 
the Companies’ service territory in general.  In addition, the Companies contend that out-
of-state universities and colleges do provide graduates that work for the Companies.   

The Companies add that CCI argues that charitable contributions are discretionary 
utility spending and not necessary for the provision of safe and reliable utility service.  
Further, CCI contends that charitable contributions “force” utility customers to support 
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organizations that an individual customer may not otherwise support.  The Companies 
argue that CCI’s argument should be disregarded, as CCI’s two conditions as to the 
“necessity” of the expenditure or the “forcing” of customer expenditure are not elements 
of the statutory requirement for rate recovery of a charitable expenditure and instead 
amount to an attempt to overrule the statute.  The Companies state that the statutory 
requirement for recoverability of utility charitable expenditures indicated in Section 9-227 
is: 

…whether a rate or other charge or classification is sufficient, 
donations made by a public utility for the public welfare or for 
charitable scientific, religious or educational purposes, 
provided that such donations are reasonable in amount. 

220 ILCS 5/9-227.   
The Companies assert that Staff and CCI ignore that Section 9-227 expressly 

allows recovery of donations made by a public utility for “…the public welfare or for 
charitable scientific, religious, or education purposes…” as the amounts are reasonable 
and the reasonableness of the amounts is uncontested here.  The Companies contend 
that although particular occurrences of employee contributions may vary over time, the 
overall expected total level of contributions, as indicated in each Utility’s C-7 filing is 
reasonable for the future test year of 2015.  The Companies emphasize that Section 
9-227 limits the power of the Commission to establish rules disallowing charitable 
contributions. 

The Companies argue that the statutory standard for recovery of expenditures 
under Section 9-227 is clear, and notes that no party has argued that the particular 
expenditures do not go to a charitable purpose.  Further, the Companies state that no 
party has argued that the overall amount of charitable expenditures is unreasonable.   The 
Companies contend that Staff’s position is contrary to Section 9-227 both in terms of its 
provisions regarding what is recoverable and in terms of its provisions limiting 
disallowance by rule.  The Companies assert that the charitable organizations where Staff 
is seeking a disallowance of expenditures are all entities that provide contributions to 
public welfare, or scientific, religious or educational purpose.  The Companies note that 
these charitable organizations include, for example, food banks and a wide range of 
educational institutions.  The Companies hold that as these organizations contribute to 
the public welfare, or scientific, religious or educational purpose and the specific level of 
expenditures are not argued as unreasonable, these expenditures should be recoverable.  
The Companies argue that the Staff position proposes a ruling that would be unlawful and 
should be rejected.  However, the Companies assert that even if Staff’s position could be 
lawful, the evidence here supports recovery.   
Staff’s Position 

Staff maintains that the Commission should adopt Staff’s rebuttal adjustment to 
reduce test year expenses for charitable contributions for which there is no tangible 
evidence of benefit to ratepayers in the Companies’ service territory.  Staff’s adjustment 
eliminates contributions made to organizations outside the Companies’ service territory 
and colleges and universities outside of the State.   
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Staff notes that in the Companies’ most recent rate case, the Commission 
accepted the portion of Staff’s proposed adjustments to disallow contributions made to 
organizations outside the Companies’ service territory and to colleges and universities 
outside of the State of Illinois. Docket Nos. 12-0511/12-0512 (Consol.), Order at 166-167. 
CCI’s Position 

CCI supports Staff witness Kahle’s adjustment to the Companies’ contributions to 
universities outside Illinois and to other organizations outside the Companies’ service 
territories.  Contributions for charitable and other statutorily permitted purposes are a 
discretionary expense not necessary for the provision of safe and reliable service.  CCI 
states that these contributions essentially force all of a utility’s ratepayers to support 
organizations chosen by utility management, even if the goals and objectives of those 
organizations conflict with those of individual ratepayers.  

CCI explains that though Section 9-227 of the PUA allows recovery of reasonable 
contributions, the Commission has noted that, in order for a contribution to an 
organization outside of a utility’s service territory to be recoverable, the utility must show 
that the donation will provide a benefit to customers in its service territory. Docket Nos. 
12-0511/12-0512 (Consol.), Order at 164.  Additionally, the Commission has voiced its 
concern that, particularly in the current economic climate, “every dollar will make a 
difference” to ratepayers.  Accordingly, the Commission concluded that claimed charitable 
contributions must be closely examined.  Ameren Illinois Co. d/b/a Ameren Illinois, Docket 
No. 11-0282, Order at 31 (January 10, 2012).  

CCI finds that while the Companies are free to continue making contributions to 
any organizations they choose, the Commission should, as it has in the past, limit 
recovery of those contributions to those that benefit the Companies’ ratepayers.  CCI 
submits that Mr. Kahle’s adjustment is reasonable and should be adopted by the 
Commission.   
Commission Analysis and Conclusion 

The Commission agrees with Staff and CCI and finds that the charitable 
contributions made by the Utilities related to matching the Utilities’ employee gifts to out-
of-state universities and colleges are not recoverable.  Staff’s adjustment eliminates 
contributions made to organizations outside the Companies’ service territory and colleges 
and universities outside of the State.  Staff’s adjustment comports with numerous past 
Commission rulings on the recovery of the Companies’ charitable contributions for which 
there is no tangible evidence of benefit to ratepayers in the Companies’ service territory.   

e. Social and Service Club Membership Dues 

Companies’ Position 
The Companies note that Staff proposes to disallow $44,000 of Peoples Gas’ 

social and service club membership dues and $17,000 of North Shore’s social and service 
club membership dues.  The Companies note that although CCI did not submit evidence 
on this issue, it supports Staff’s position.  The Companies state that Staff proposes to 
disallow those social and service club membership dues by arguing that they are a 
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promotional and goodwill practice and not necessary in providing utility service.  The 
Companies offer that Staff references Peoples Gas’ direct coordination with the City of 
Chicago Aldermanic offices and the City’s Department of Water Management in its 
ongoing AMRP project as a reason the “indirect” contacts and related expenditures for 
social and service clubs should not be included in the test year.  In addition, Staff asserts 
that certain portions of these dues are lobbying expenses, and therefore not recoverable.  
The Companies contend that Staff is incorrect that the expenses are not appropriate and 
support utility service to customers. 

The Companies argue that their expenditures on social and service clubs provide 
benefits to customers in an indirect way by allowing the Companies to work with various 
external stakeholders within their service territories.  The Companies assert that the 
membership in these social and service clubs allow the Companies to interact with other 
business and governmental entities to develop contacts, exchange ideas, coordinate 
current projects and plan future projects.  Further, the Companies submit that these 
memberships provide important interactions with other business and governmental 
entities within the Companies’ service territories.  The Companies hold that they provide, 
maintain and continue to develop vital infrastructure within their service territories.   

The Companies note that while the City of Chicago Aldermanic offices and the 
City’s Department of Water Management are key stakeholders where Peoples Gas has 
direct, routine and beneficial interactions, there are more stakeholders than just those 
groups.  The Companies explain that the social and service club memberships expose 
the Companies to a wider group of parties with wider interests from across the 
Companies’ service territories, and that social and service club memberships can provide 
opportunities for broader interactions that allow for better coordination, identification of 
issues, and can help improve the Companies’ service to its customers. 

The Companies state that Staff and CCI argue that certain of these social and 
service club membership expenditures are not necessary for utility service.  The 
Companies disagree with this as a ground for disallowance.  The Companies contend 
that these expenditures for social and service club memberships enhance the ability of 
the Companies’ personnel to interact with stakeholders in the Companies’ service 
territories and help identify challenges, risks, and opportunities to improve the 
Companies’ services to its customers.  The Companies further note that Staff argues that 
certain of these expenditures are unnecessary, as the Companies already have direct 
contacts with stakeholders in the Companies’ service territories.  The Companies contend 
that although they have direct contacts with a variety of stakeholders in the Companies’ 
service territories, the advantage that the social and service club memberships bring is 
the ability to interact with a wider group of business and governmental entities.  The 
Companies submit that Staff’s argument that the Companies’ expenditures for social and 
service clubs memberships provide no customer benefit should be rejected.   
Staff’s Position 

Staff argues that the Commission should adopt Staff’s rebuttal adjustments to 
remove social and service club membership dues which are promotional or goodwill in 
nature.  While these social and service club membership dues may promote good 
corporate citizenship, they are not necessary in providing utility service.  Staff asserts that 
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ratepayers should not be burdened with the expense of the Companies participating in 
these organizations, and these nonessential expenses should be removed from the 
Companies’ test year operating expenses.   

Staff submits that in the Companies’ 2007, 2009, 2011 and 2012 rate cases the 
Commission accepted Staff’s proposed adjustments to remove certain social and service 
club membership dues. Docket Nos. 07-0241/07-0242 (Consol.), Order at 41-42; Docket 
Nos. 09-0166/09-0167 (Consol.), Order at 41; Docket Nos. 11-0280/11-0281 (Consol.), 
Order at 46; and Docket Nos. 12-0511/12-0512 (Consol.), Order at 119. 
CCI’s Position 

CCI argues that the Commission should adopt Staff witness Mr. Kahle’s 
adjustment to remove certain social and service club dues that are promotional and 
goodwill practice in nature.  CCI states that participation in these organizations is not 
necessary for the provision of safe and reliable service.   

CCI explains that in the past the Companies have accepted Staff’s adjustment to 
social and service club dues.  Docket Nos. 12-0511/12-0512 (Consol.), Order at 119; 
Docket Nos. 11-0280/11-0281 (Consol.), Order at 46; Docket Nos. 09-0166/09-0167 
(Consol.), Order at 41; Docket Nos. 07-0241/07-0242 (Consol.), Order at 42.  However, 
in this case, the Companies continue to seek recovery for these costs, arguing that the 
networking opportunities and exchange of ideas afforded by participation in social and 
service clubs facilitates interactions with businesses and municipalities who are affected 
by the Companies’ construction programs.   

CCI notes that the Companies assert that all of their social and service club 
membership dues are recoverable costs.  CCI argues that with regard to the provision of 
regulated services the Companies already provide direct channels of communication with 
the businesses and municipalities that are members of such organizations.  Moreover, 
according to the Companies, each utility establishes and uses its organization’s customer 
service and planning department.  Such organizational mechanisms for interacting with 
customers and governmental agencies are already in place, and they are paid for by 
ratepayers.   

CCI claims that networking is simply not a recoverable cost of providing service 
under the PUA, nor should it be.  If the Companies continue to find merit in the networking 
opportunities afforded by participating in these social and service clubs, then their 
shareholders should bear those costs.  CCI submits that the Commission should adopt 
Mr. Kahle’s reasonable adjustment.   
Commission Analysis and Conclusion 

The Commission agrees with Staff and CCI and adopts Staff’s proposed 
disallowance of social and service club membership dues in the amount of $44,000 for 
Peoples Gas and $17,000 for North Shore.  The Utilities claim that these expenditures 
provide benefits to customers in an indirect way by allowing the Companies to interact 
with other business and governmental entities to develop contacts, exchange ideas, 
coordinate current projects, maintain and continue to develop infrastructure within its 
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service territories.  The Commission disagrees and finds that these expenditures are not 
recoverable.   

4. Amortization Period for Rate Case Expenses 

Companies’ Position 
The Companies note that Staff proposes to change the amortization period for rate 

case expenses from two years to two and one-half years, based on the premise that the 
Commission, if it approves the proposed WEC-Integrys transaction in Docket No. 
14-0496, may approve a condition proposed there by the joint applicants regarding when 
the Companies’ next new rates may go into effect.   

The Companies state that Staff’s proposal is too speculative to adopt, because it 
assumes approval in that Docket of both the proposed reorganization and that specific 
proposed condition, as well as approval of the transaction by the applicable out of state 
regulatory authorities.   

The Companies’ contend that their proposal to amortize rate case expenses over 
two years should be adopted.  The two year amortization period is based on what the 
Companies have experienced in their most recent rate cases.  Furthermore, the two year 
period is the same period approved in the Companies’ 2012 rate cases.  Docket Nos. 12-
0511/12-0512 (Consol.), Order at 170, 175.   
Staff’s Position 

Staff argues that the Commission should take administrative notice of the 
Companies’ filing in Docket No. 14-0496 and amortize rate case costs over a period of 
two and one-half years.  Staff states that in their merger filing the Companies committed 
that any further requests to change base rates would become effective no earlier than 
two years after the reorganization transaction closes and that the base rates resulting 
from the instant proceeding would remain “…unchanged for two and a half years or so 
after they are approved by the Commission.”  Staff adds that new rates in the instant 
proceeding would go into effect on or before February 1, 2015 and that the reorganization 
transaction will not close until July 2015 at the earliest.  According to Staff, a July 2015 
closing means that the Companies’ next base rates would go into effect no earlier than 
July 2017, that is, two and a half years from when a Commission order is issued in the 
instant proceeding.   

Staff acknowledges that while the outcome of the merger case is unknown, Staff 
cannot recall a merger petition which was denied.  Staff asserts that the Commission 
should consider the history of merger approvals and adopt two and one-half years as the 
minimum period for which base rates resulting from the instant proceeding will be in effect.   
CCI’s Position 

CCI submits that Mr. Kahle’s proposal to amortize rate case expense over two and 
a half years, as opposed to the two years proposed by the Companies, is imminently 
reasonable given the Companies’ own proposal that, after the instant case, new rates will 
not go into effect any earlier than July 2017.  The Companies have made that commitment 
in the pending reorganization case filed by the Companies (and other joint applicants), 
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should the reorganization be approved.  CCI continues that while it cannot be known for 
certain whether the reorganization will be approved, the Commission must set just and 
reasonable rates in this proceeding based on the evidence in this record.  CCI maintains 
that evidence suggests that it is possible, if not likely, that new rates will not take affect 
for at least two and a half years and the Companies have presented no evidence to 
propose that new rates will be effective any earlier.   

CCI adds that with approval of PGL’s Rider QIP tariff, the Companies are no longer 
subject to the substitute natural gas (“SNG”) related requirement for biennial filings.  220 
ILCS 5/9-220.3(h).  In the past, in the absence of a time-specific filing requirement, the 
Companies have delayed filing a new case for more than a decade (between Docket Nos. 
95-0031/95-0032 and Docket Nos. 07-0241/07-0242).  CCI states that here the 
Companies have simply made a bald assertion that a two-year amortization period should 
be approved.  Given the evidence that has been presented on this issue, Mr. Kahle’s 
proposed amortization period is the most reasonable and should be adopted; the short 
amortization period proposed by the Companies is unsupported, presents a distinct 
possibility of over-recovery, and should be rejected.   
Commission Analysis and Conclusion 

The Commission agrees with Staff and CCI and adopts two and a half years as 
the amortization period for rate case costs.  Although a two-year rate case amortization 
period was just approved in the Utilities’ last rate case in 2012, the Commission is 
reluctant to grant the same two-year period pending the outcome of ICC Docket No. 14-
0496.  Two and a half years is the earliest the Utilities may file another rate case if their 
merger request in the aforementioned docket is approved.  The Utilities’ proposal for a 
two-year amortization period would allow them to over-recover rate case expense, if the 
proposed reorganization is approved.  Based on the Utilities’ stated objectives and 
proposal, as noted in the merger docket, as well as the likelihood that the merger will 
occur, the minimum amortization period that is appropriate is two-and-a-half years.   

5. Peer Group Analyses 

AG’s Position 
The AG sponsored the peer group analyses of economist Dr. David E. Dismukes, 

Ph.D., who is the Director of the Center for Energy Studies and a Professor at Louisiana 
State University.  Mr. Dismukes prepared a peer group comparison of the Companies’ 
O&M and A&G costs, relative to that of 17 other Midwestern natural gas local distribution 
companies (“LDCs”) that all have at least 50,000 customers.  Mr. Dismukes used 
historical expense data from each utility company’s state regulatory commission filing for 
each of the ten years 2004 through 2013.  The AG explains that the purpose of this peer 
group comparison is to provide regulators with an objective, empirical measure of a 
utility’s prior and current cost performance relative to other comparable Companies.  Mr. 
Dismukes standardized expense data relative, first, to number of customers, and second, 
to volume of throughput, is a standard method in peer group analyses of utility cost 
performance.   
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The AG submits that Mr. Dismukes found that North Shore’s O&M costs per 
customer in the most recent year, 2013, are estimated to be 13 percent higher than the 
peer group average and 191 percent higher than the “best performing company” in the 
sample, where the “best performing company” is defined as the one with the absolute 
lowest unit cost in each year over the past decade.  North Shore’s O&M expenses per 
customer have increased relative to the regional utility average over time.  North Shore’s 
A&G costs per customer in the most recent year (2013) are estimated to be 125 percent 
higher than the peer average and 1,232 percent higher than the “best performing 
company” in the sample.  North Shore’s A&G costs per customer experienced significant 
growth between the 2007-2010 time period, growing at an annual average rate of about 
15.2 percent.   

The AG notes that switching the focus to costs per volume, North Shore continues 
to look inefficient.  In 2013, North Shore is estimated to have O&M costs that are 15 
percent above the regional peer average, and 181 percent higher than the best 
performing utility included in the peer group.  In 2013, North Shore Gas’s A&G costs per 
Mcf were 120 percent higher than the peer average and were orders of magnitude higher 
than the best-performing company in the peer group.  North Shore’s trend in A&G cost 
per Mcf was a significantly higher growth rate than the peer group from 2007-2010.   

The AG states that in summary Mr. Dismukes found that North Shore has current 
A&G costs (normalized either per customer or per volume) that are beyond a reasonable 
range, which he defined based on his expertise to mean within two standard deviations 
from the peer group average.   

Mr. Dismukes also found that Peoples Gas’ O&M costs per customer in 2013 are 
estimated to be 140 percent higher than the peer average and 520 percent higher than 
the best performing company in the sample.  Peoples Gas consistently shows higher-
than-average O&M costs per customer that are also growing at a much faster rate (an 
average of 9.7% annually since 2008) than any of the other Companies in the regional 
peer group (3.4% annually since 2008 on average).  Peoples Gas’ A&G costs per 
customer in 2013 are estimated to be 155 percent higher than the peer average and 1,407 
percent higher than the best performing company in the sample.  While Peoples Gas has 
seen relatively flat to decreasing A&G cost-per-customer trends since 2005, these costs 
have been and continue to be considerably higher than the regional peer group average.   

The AG continues that normalized per volume, Peoples Gas’ costs look even 
worse.  Peoples Gas is estimated to have 2013 O&M costs per Mcf that were 164 percent 
higher than the regional peer average and 543 percent higher than the best-performing 
regional peer utility for that year.  Considering Peoples Gas’ trend over time, its O&M cost 
per volume is clearly growing at a much faster rate than O&M cost per volume in the peer 
group.  In 2013, Peoples Gas’s A&G costs per Mcf were 167 percent higher than the peer 
average and were orders of magnitude higher than the best-performing company in the 
peer group.  PGL’s trend in A&G cost per Mcf was relatively flat over time, even while its 
absolute levels of costs were significantly higher than the peer companies.   

The AG states that Mr. Dismukes found that Peoples Gas has current O&M costs 
(whether normalized per customer or per volume) that are well beyond the “reasonable 
range” (defined statistically as described above for North Shore) compared to the peer 
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group average.  Mr. Dismukes also found that Peoples Gas has current A&G costs (per 
customer or per volume) that are beyond the “reasonable” statistical boundary.   

The AG argues that the only witness from North Shore or Peoples Gas to address 
Mr. Dismukes’s findings was NS/PGL witness Mr. Dennis M. Derricks.  In rebuttal 
testimony, Mr. Derricks suggested that the 17 other Companies included in Mr. 
Dismukes’s peer group should not be treated as “peers” (despite that they are also in the 
Midwest Census Region and serve at least 50,000 customers) because Mr. Dismukes 
did not show that the other companies have comparable service territories, comparable 
systems, comparable sizes, and comparable state and local regulations.   

Mr. Derricks also pointed to the fact that some of the companies in the peer group 
are combined gas and electric Companies.  In surrebuttal testimony, Mr. Derricks similarly 
suggested that Mr. Dismukes’s rebuttal analyses do not provide information that the 
Companies in the alternative ‘peer groups’ have comparable service territories (including 
having comparable customer bases over time), comparable systems, and comparable 
state and local regulations.  He also argued that none of the Companies in Mr. Dismukes’s 
rebuttal peer group analysis include only an urban area like Peoples Gas.  He added that 
Mr. Dismukes did not provide information as to the peer Companies’ (1) accounting 
policies regarding expensing versus capitalization, (2) gas distribution system 
characteristics, or (3) applicable state and local regulations.  Finally, Mr. Derricks argued 
that Mr. Dismukes has not normalized the delivery data in his cost-per-volumes analyses.   

The AG notes that Mr. Derricks did not explain why an all-urban area like PGL’s 
service territory might necessarily, for that reason, have higher operating expenses.  Mr. 
Derricks did not explain how state and local regulations applicable to Peoples Gas or 
North Shore might drive up operating expenses relative to the effect of state and local 
regulations in other jurisdictions.  He did not make any attempt to explain how Peoples 
Gas or North Shore might significantly differ in their accounting policies or gas distribution 
system characteristics from the other peer companies or how any such differences could 
drive differences in operating expenses.  The AG continues that while anything is certainly 
possible, Mr. Derricks made no attempt to show how any of the Companies’ immutable 
characteristics are likely to make them outliers in normalized spending with respect to the 
peer group.   

The AG asserts that to address some of Mr. Derricks’s objections, Mr. Dismukes 
repeated his analysis with two alternative peer groups: first, a group of nine other LDCs 
in the Midwest and/or Northeast census regions that serve large metropolitan  areas with 
populations of at least two million; and second, a group of 17 other LDCs in the Midwest 
and/or Northeast census regions that serve at least 250,000 customers and reported at 
least 10 percent high priority mains,  for at least five years over the past decade.  Mr. 
Dismukes’s analysis with the large metropolitan area peer group did not significantly alter 
his findings with respect to PGL’s unreasonably high O&M cost position or the historical 
trends thereof.  He did find, though, that PGL’s A&G costs were only 23% higher than the 
peer average per customer and only 27% higher than the peer average per Mcf, down 
from 155% and 167% higher in the original analysis.   

The AG explains that Mr. Dismukes’s analysis with the high priority mains peer 
group showed that Peoples Gas’ O&M cost-per-customer performance was competitive 
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with the large utility high priority mains peer group average during the period spanning 
2003 to 2006.  He found that People’s O&M cost performance has deteriorated since 
2006, relative to the other large Companies that have high shares of leak-prone pipes.  
By 2012, PGL’s O&M cost performance per customer was 64 percent above the high-
priority mains peer average, and 226 percent above the best-performing company in the 
group.  Per Mcf, the Peoples Gas O&M cost performance was initially better than the peer 
group average until 2007, at which time its O&M costs per Mcf performance began to 
deteriorate relative to the high-priority-main peer group.  Since 2007, Peoples Gas’ O&M 
costs per Mcf rank 14th and 16th out of 18 companies in the group.   

The AG states that looking at PGL’s A&G costs relative to the high-priority main 
peer group, Mr. Dismukes found that the Company’s A&G costs per customer averaged 
over 75 percent higher than the peer average for the past decade and around 20 percent 
higher in 2012.  Peoples Gas’ 2012 A&G costs per customer were also about 580 percent 
higher than the best performing company in the sample.  Normalized by volume, PGL’s 
A&G cost performance was 21 percent higher than the high-priority sample average and 
740 percent higher than the best performing peer utility in the sample.  Peoples Gas’ A&G 
cost-per-volume trends over time are comparable to those discussed in Mr. Dismukes’s 
direct testimony analyses.   

In conclusion, the AG states that whether looking at his original peer group sample 
or focusing on peer groups that might arguably, under the most charitable interpretations 
of PGL’s objections, be more appropriately selected for comparison with Peoples Gas, 
Mr. Dismukes still found that Peoples Gas is a high-cost utility.  Mr. Dismukes 
recommended that, in light of the higher-than-reasonable O&M and A&G expense levels 
he found to be endemic at North Shore and Peoples Gas, the Commission should accept 
the O&M and A&G expense recommendations offered by Mr. Effron.  Mr. Dismukes 
argued that his analysis shows that there are likely considerable accumulated 
inefficiencies embedded in the Companies’ test-year projections that need to be 
eliminated.  He further argued that Mr. Effron’s proposed reductions to test-year operating 
expense at both Companies would assist in bringing the Companies’ costs more in line 
with the ‘reasonable range’ by reducing the discrepancies between the Companies and 
their peers.   

The AG notes that Mr. Derricks observed several times in his testimony that Mr. 
Dismukes did not propose specific line-item adjustments to the Companies’ test-year 
expenditures.  The AG submits that Mr. Dismukes’s explanation for the appropriate use 
of his findings speaks for itself.  While the AG presented statistical analysis by Mr. 
Dismukes showing the inefficiency of NS and PGL, the AG maintains that it also 
presented compelling personal testimony of PGL customers who experienced firsthand 
the Company’s inefficiency.  The AG submits that Mr. Dismukes’s findings, together with 
the wastefully inefficient service experienced by the Peoples Gas’ two consumer 
witnesses, provide further support for the proposed adjustments to operating expenses 
made by Mr. Effron.   
Companies’ Position 

The Companies state that, ostensibly in support of AG witness Mr. Effron’s 
proposed adjustments to O&M and A&G expenses, AG witness Dr. Dismukes presented 
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what he claimed are “peer” group analysis of the Companies’ O&M and A&G expenses.  
The Companies note that neither Dr. Dismukes nor Mr. Effron tied the “peer” group 
analysis to any of Mr. Effron’s specific proposed adjustments.  Further, Dr. Dismukes did 
not himself propose any adjustments.  The Companies maintain that his analyses are 
incomplete and they are not a reliable basis of support for any of Mr. Effron’s O&M and 
A&G expense adjustments, for numerous reasons.   

The Companies submit that when Mr. Effron’s specific adjustments to O&M and 
A&G expenses are considered, it is clear that they rely on specific points about the 
Companies, i.e., their test year employee levels, increases in medical benefits expenses, 
and the challenged IBS cost items.  However, Dr. Dismukes’ testimony simply does not 
address those items in any direct or meaningful way. 

The Companies state that the AG acknowledges that Dr. Dismukes did not 
propose any specific adjustments, but the AG claims that his analyses nonetheless 
support Mr. Effron’s proposed O&M and A&G expenses adjustments.  The AG, like Dr. 
Dismukes, makes no attempt to explain how the analyses tie to any of those specific 
adjustments.  For example, the AG does not explain how assertions that the Companies’ 
costs are high compared to their “peers” somehow supports the hypothesis that the 
Companies will have fewer employees in 2015 than they have forecasted, or that the 
independent actuary overestimated the increases in medical benefits costs in 2015.  

The Companies also mention that Dr. Dismukes’ analyses expressly are limited to 
O&M and A&G expenses.  They do not take into account overall costs of service, because 
they do not include any of the categories of customer expense or the return of and on 
plant and other capital investments.  The Companies state that he presented no 
comparison of overall costs of service of the Companies versus other companies.   

As well, the Companies find Dr. Dismukes’ analyses look at data from 2004 to 
2013, but the test year in the current cases is 2015.  Moreover, he never addresses the 
fact that the Commission reviewed the Companies’ costs of services in their 2007, 2009, 
2011, and 2012 rate cases.   

The Companies continue that Dr. Dismukes failed to show to any reasonable 
degree that the “peers” are peers of the Companies for cost comparison purposes in the 
current cases.  He did not show, among other things, that they have comparable service 
territories (including whether they have comparable customer bases over time), 
comparable systems (such as the prevalence of inside or outside metering), or 
comparable state and local regulations under which they operate.  Many of the “peers” 
are combined gas and electric companies (which could result in common cost being 
reduced), none is an essentially all urban utility like Peoples Gas, and he did not examine 
the state and local regulations under which the “peers” operate.  Regulations matter, as 
has been discussed with respect to restoration expenses, for example.  He also did not 
show that they have comparable accounting policies such as for when expenses are 
capitalized or accounting for service company expenses.  The Companies state as well 
that he did not look at whether any of the “peers” had a rate freeze or other rate increase 
prohibition in place during the period he studied.   
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The Companies note that the AG attempts to defend the contention that the “peer” 
companies are in fact peers, however the AG’s arguments fail.  Dr. Dismukes should be 
expected to show that the “peer” Companies are in fact peers, and the AG fails to refute 
Mr. Derricks’ criticisms.  For example, the AG claims that Mr. Derricks did not show that 
it matters that Peoples Gas has an all urban service territory unlike all of the “peers” nor 
how state and local regulations might drive up operating expenses.  The Companies state 
that is not correct.  As Mr. Derricks pointed out, regulations matter, as has been discussed 
with respect to the City of Chicago’s regulations and restoration expenses.  The 
Companies note that in the instant cases, the Companies’ direct testimony supported a 
forecasted $16,780,000 increase as of 2015 in Peoples Gas’ distribution expenses 
compared to the 2012 level due primarily to changes in Chicago Department of 
Transportation Regulations that went into effect in the second half of 2012 or 2013, and 
further changes that became effective in 2014.  The Companies maintain that this 
increase is uncontested.  Additionally, in surrebuttal the Companies pointed out that 
paving costs (which reflect regulatory requirements) are running nearly $8 million over 
the forecast as of August 2014, an increase that was not reflected in Peoples Gas’ 
proposed revenue requirement.  In the Companies’ 2007 rate cases, the Commission 
approved (with modifications) updated rebuttal amounts for Peoples Gas’ resurfacing 
costs in the City of Chicago.  Docket Nos. 07-0241/07-0242, Order at 40.  Also with 
respect to whether the peers have similar accounting policies, or gas distribution systems, 
the AG tries to reverse the burden of proof, by claiming that the Companies have to 
disprove that the “peers” are comparable to the Companies, rather than Dr. Dismukes 
having to show they are comparable in the first place.   

The Companies submit that a significant part of Dr. Dismukes’ analyses is based 
on costs per volume of gas delivered, but he did not explain how that is a relevant or 
meaningful criterion, and he has not normalized that delivery data.  The AG’s Initial Brief 
suggests that looking at costs per volume is a standard method, but the AG does not 
deny that Dr. Dismukes did not normalize the delivery data.  Finally, the Companies 
contend that Dr. Dismukes did not identify any specific expense of either utility that he 
claims is imprudent, inefficient, or excessive.   

The Companies note that the AG questions Mr. Derrick’s qualifications as a 
statistician, and notes that he has not published papers or taught courses on peer group 
analysis, and that the development of the Companies’ operational budgets is not his 
responsibility area.  However, Mr. Derricks has an engineering degree, an MBA, and 23 
years of experience working for companies.  He is not an academic, so his not publishing 
papers or teaching courses is not an indictment.  The AG does not explain how his not 
being one of the employees tasked with developing operational budgets undercuts his 
criticisms, and the AG has been unable to refute those criticisms. 

The Companies continue that the AG discusses at great length the individual 
complaints of two Peoples Gas customers.  The treatment of each and every customer 
matters, but the AG never shows that discussing the circumstances of two customers 
bears in any meaningful way on the issues in these rate cases.  Neither customer has 
filed a complaint with the Commission.   
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Commission Analysis and Conclusion 
The Commission agrees with the Utilities and finds that the Peer Group analyses 

conducted by Dr. Dismukes do not provide reliable support for the O&M and A&G 
expense adjustments proposed by the AG.  The Commission further agrees with the 
Utilities and finds that Dr. Dismukes’ analyses are not tied to any of AG witness Mr. 
Effron’s specific proposed adjustments and do not bear on his specific proposals.  Dr. 
Dismukes also did not identify specific expenses of the Utilities that are imprudent, 
inefficient, or excessive.  As well, there are questions about whether the peers identified 
in the analyses are actually peers of the Utilities.  The Commission finds that the analyses 
conducted by Dr. Dismukes do not provide independent support for the O&M and A&G 
expense adjustments proposed by the AG.   
VI. RATE OF RETURN 

A. Overview 

Companies’ Position 
Each of the Companies propose modest increases in their overall rates of return 

on rate base.  Peoples Gas proposes an increase from 6.67% to 7.21% based on a capital 
structure comprised of 50.33% common equity at a cost (a rate of return on common 
equity or “ROE”) of 10.25%, 46.51% long-term debt at a cost of 4.32%, and 3.16% short-
term debt at a cost of 1.19%.  North Shore proposes an increase from 6.72% to 6.89% 
based on a capital structure comprised of 50.48% common equity at a ROE of 10.25%, 
38.94% long-term debt at a cost of 4.13%, and 10.58% short-term debt at a cost of 1.06%.  
NS-PGL IB at 94-95. 

Only Staff and CCI have addressed directly the Companies’ cost of capital 
arguments.  The Companies’ capital structures are not disputed.  The Companies and 
Staff are in agreement on North Shore’s long-term debt costs.  The Companies and Staff 
disagree, however, on the Companies’ short-term debt costs and Peoples Gas’ long-term 
debt costs.  Staff proposes substantially lower rates of return on rate base, 6.54% for 
Peoples Gas and 6.23% for North Shore, by virtue of its proposal to reduce the 
Companies’ ROE from 9.28% to 9.00%.  CCI proposes a slightly smaller reduction in the 
Companies’ ROE – from 9.28% to 9.15%.  (CCI did not address short-term or long-term 
debt costs in its briefs.)  NS-PGL IB at 105. 

The legal standards governing a public utility’s entitlement to a fair and reasonable 
return on its investment are well established and familiar.  The Commission summarized 
these standards in one of the Companies’ recent rate cases thus:  

A public utility has a constitutional right to a return that is 
‘reasonably sufficient to assure confidence in the financial 
soundness of the utility and adequate, under efficient and 
economical management, to maintain and support its credit 
and enable it to raise the money necessary for the proper 
discharge of its public duties.’  The authorized return on equity 
‘should be commensurate with returns on investments in other 
enterprises having corresponding risks.  That return, however, 
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should be sufficient to assure confidence in the financial 
integrity of the enterprise, so as to maintain its credit and to 
attract capital.’ 

Docket Nos. 09-0166/09-0167 (Consol.), Order at 89-90 (citations omitted).  Accord 
Docket Nos. 12-0511/12-0512 (Consol.), Order at 181-182. 
Staff’s Position 

Staff submitted the testimony of Ms. Janis Freetly regarding the Companies’ cost 
of common equity, capital structures, and overall weighted average costs of capital 
(“WACC”).  Staff agreed with North Shore’s proposed embedded cost of long-term debt 
of 4.13%.  Staff contested the cost of long-term debt for Peoples Gas, and proposed a 
4.26% embedded cost of long-term debt.  Staff also contested both Companies’ costs of 
short-term debt and costs of common equity.  Staff proposed a 0.74% cost of short-term 
debt for North Shore and 0.91% for Peoples Gas.  Staff’s estimate of the rate of return on 
common equity for both Peoples Gas and North Shore is 9.05%.   
CCI’s Position 

Though disputes remain regarding the Companies’ cost of debt, the principal 
cause of the Companies’ excessive proposed rate of return is a result-oriented approach 
exemplified in the flawed cost of common equity estimate presented by the Companies’ 
witness Paul Moul.  See NS-PGL Ex.  34.0 (Gast) at 3:43-5:99 (cost of debt) and generally 
PGL Ex. 3.0 (Moul), NS-PGL Ex. 9.0 (Moul), NS-PGL Ex. 35.0 (Moul) (re cost of equity). 

B. Capital Structure 

Companies’ Position 
As shown in their respective cost of capital schedules, the Companies and Staff 

agree on the following capital structures.  NS-PGL Exs. 18.1N & 18.1P; Staff Ex. 8.01.  
No party disputed these structures. 

  
  

Peoples Gas North Shore 

Common Equity 50.33% 50.48% 

Long-Term Debt 46.51% 38.94% 

Short-Term Debt 3.16% 10.58% 

 
According to the Companies, these structures are similar to their currently 

authorized ones.  Docket Nos. 12-0511/12-0512 (Consol.), Order at 182.  According to 
Staff, these structures “reasonably balance the cost advantage of tax deductible interest 
expense that comes from employing debt as a source of capital against the financial 
strength needed to raise capital under most capital market conditions that comes from 
employing common equity as a source of capital.”  Staff Ex. 3.0 at 3-4; Staff Ex. 8.0 at 2. 
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Staff’s Position 
Staff accepted the Companies’ proposed capital structures.  Staff IB at 43; NS-

PGL IB at 95-96. 
Commission Analysis and Conclusion 

The Commission finds that the Companies uncontested capital structure is 
supported by the evidence and is hereby adopted. 

C. Cost of Short-Term Debt 

Companies’ Position 
The Companies estimate their 2015 costs of short-term debt to be 1.06% for North 

Shore and 1.19% for Peoples Gas based on forecasts published by the credit rating 
agency Moody’s.  NS-PGL Ex. 18.0 at 4 (table); NS-PGL Exs. 18.2N & 18.2P.  The 
Companies argue that the credit rating agency interest rate forecasts the Companies 
relied on to estimate their costs in 2015 are verifiable and unbiased, and that these types 
of forecasts are “used by investors to formulate their expectations for the future.”  NS-
PGL Ex. 35.0 at 2.  The Companies state that such forecasts are an eminently reasonable 
basis to predict their costs in the future.  NS-PGL IB at 96. 

The Companies argue that Staff’s proposed short-term debt costs should be 
rejected because they are based on historical “spot day” measurements to forecast 
capital costs in a future test year, which is arbitrary and unreliable.  Id.  The Companies 
point out that Staff itself recognized that relying on historical data “will necessarily be 
arbitrary” because the analyst must choose the historical timeframe for the data.  See 
Staff Ex. 3.0 at 28.  Basing a forecast on historical data will produce the “correct” result 
only by chance.  Id. at 28.  Recognizing that spot data “is exposed to inefficiencies from 
a number of sources” on any given day, the Commission has asked to be informed of “the 
conditions or financial climate of the spot day and whether any of these might cause 
material market inefficiencies.”  Docket Nos. 09-0166/09-0167 (Consol.), Order at 125-
126.  Staff did not attempt to make this showing with respect to its spot day interest rate 
measurements. 

The Companies dispute Staff’s positions that “current” interest rates are better 
predictors of future interest rates than published forecasts like Moody’s, and that it is 
impossible to forecast interest rates because such forecasts are too often “inaccurate.”  
See Staff Ex. 3.0 at 4; Staff Ex. 8.0 at 4.  The Companies argue that the fallacy of Staff’s 
position is that the accuracy of forecasts can be determined only with hindsight.  A 
forecast represents the best estimate by the forecaster with the information then 
available.  The fact that intervening events cause future rates to differ from a forecast 
does not render the forecast inaccurate when it was made.  The Companies explain that 
nothing that depends on future events can be forecasted “with certainty” because no one 
can know “with certainty” what the future events will be, but this does not mean that 
forecasts are not accurate based on the information available when they are made.  NS 
PGL IB at 97. 

The Companies argue further that all Staff’s “random walk” theory proves is that 
on any given day, it is impossible to know whether intervening events will cause a forecast 
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to be wrong on the high side or the low side or by how much.  If a forecast’s performance 
in hindsight is truly random, as Staff claims, then there is no reason to believe that today’s 
forecasts are either too low or too high.  What is important is the forecast’s credibility and 
objectivity.  Id. at 98. 

The Companies point out that Staff did not challenge the credibility or objectivity of 
the Moody’s short-term debt forecasts on which the Companies relied.  PGL Ex. 20.0 at 
9.   Staff instead points to variance in the forecasts of 10-year Treasury yields for the 
fourth quarter of this year as evidence that interest rate forecasting is not reliable.  Staff 
Ex. 8.0 at 5-6.  The Companies state that Staff’s evidence does not prove its conclusion.  
Rather, the variation is a product of Staff’s arbitrary selection of forecasts, namely “the 
most easily obtainable sources Staff was able to access in the limited time available.”  Id. 
at 5 n.4.  The fact that two of the four forecasts Staff selected were significantly different 
than the other two suggests that more inquiry was required to determine the reliability of 
the outliers.  Had it engaged in that inquiry, the Companies argue that Staff could have 
determined whether the Forecasts.org and EconomicOutlookgroup.com forecasts (2.28% 
and 3.50%, respectively) were reliable, as compared to the Freddie Mac and Survey of 
Professional Forecasters (“Survey”) forecasts (2.60% and 2.80%, respectively).  NS-PGL 
IB at 98. 

Finally, the Companies argue that Staff’s objection to the use of interest rate 
forecasts for debt costs in a future test year is flatly inconsistent with Staff’s reliance on 
forecasts in its cost of equity analyses, including (1) the “expected” quarterly dividends of 
the proxy group of delivery Companies used in its DCF model (Staff Ex. 3.0 at 10-11 & 
Sched. 3.04); and (2) gross domestic product (“GDP”) inflation and GDP growth forecasts 
from the Energy Information Administration (“EIA”), Global Insight and the Survey (Id. at 
16) used in its CAPM model.  Forecasts from credible and objective sources are reliable 
for the purpose of establishing a utility’s cost of capital in a future test year.  NS-PGL IB 
at 98-99. 

The Companies thus maintain that the record strongly supports basing the 
Companies’ short-term debt costs on Moody’s forecasts instead of a short-term debt rate 
selected by Staff on a single data several months ago. 
Staff’s Position 

According to Staff, the cost of short-term debt is 0.74% for North Shore and 0.91% 
for Peoples Gas.  Staff Ex. 8.0, 2-3, Sch. 8.01.  The interest rate on short-term debt for 
both North Shore and Peoples Gas is based on commercial paper rates at the time of 
borrowing. To estimate the Companies’ cost of short-term debt, Staff started with the June 
12, 2014, 0.24% annual yield on 30-day A2/P2 nonfinancial commercial paper. (Staff Ex. 
3.0, 5.)  Then, Staff added the annual percentage cost of bank commitment fees to the 
annual commercial paper yield.  Staff divided the amount in fees by the updated average 
2015 balance of short-term debt projected to be outstanding to derive the commitment 
fees in percentage terms.  For North Shore, adding the resulting 50 basis points to the 
0.24% commercial paper yield produces a cost of short-term debt of 0.74% (0.24% + 
0.50% = 0.74%). (Staff Ex. 8.0, 2-3.)   For Peoples Gas, adding the resulting 67 basis 
points to the 0.24% commercial paper yield produces a cost of short-term debt for Peoples 
Gas of 0.91%.   
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The Companies’ calculation for North Shore is 1.06% and for Peoples it is 1.19%.  
The parties agree that the Companies relied on forecasted commercial paper rates to 
estimate the cost of short-term debt for each of the Companies.  Staff states that the 
Companies’ interest rate forecasts have not been accurate.  For example, in its 2011 rate 
cases, the Companies forecasted that the 30-day A-2/P-2 commercial paper rate would 
average 1.95% in 2012.  In contrast, the 30-day A-2/P-2 commercial paper rate averaged 
0.46% that year, which changed little from the January 2011 rate of 0.38%.  In its 2012 
rate cases, the Companies forecasted that the 30-day A-2/P-2 commercial paper rate 
would average 0.79% in 2013.  In contrast, the 30-day A-2/P-2 commercial paper rate 
averaged 0.30% that year, even lower than the March 2012 rate of 0.45%.  Staff Ex. 3.0 
at 4.   

In summary, Staff argues that the Companies’ proposal to base the cost of new 
short-term debt issues on interest rate forecasts should be rejected in favor of recent 
actual short-term interest rates because the latter have proven to be more accurate 
predictors of future interest rates than the former.  Staff Ex. 8.0 at 3-4.   
Commission Analysis and Conclusion 

The Commission finds that Staff’s predictions of the cost of short term debt are 
reasonable, supported by the evidence, and are hereby adopted.  Staff’s predictions have 
been far more accurate in recent years than the Companies’.  The short term interest 
rates which the Companies have urged us to incorporate in their rate structures relying 
on estimates by forecasting services have consistently overstated the actual interest rates 
that existed in the market place during the periods in question.  The Commission finds 
that the cost of short term debt for North Shore should be .74%. The cost of short term 
debt for Peoples should be .91%. 

D. Cost of Long-Term Debt 

Companies’ Position 
North Shore (Uncontested) 
A utility’s forecasted cost of long-term debt is comprised of two components, the 

“embedded” cost of pre-existing debt issuances and the forecasted cost of issuances 
expected to occur during the test year (if any).  North Shore’s 2015 long-term debt cost 
forecast is 4.13%, and is based entirely on existing issuances because North Shore plans 
no new issuances in 2015.  NS Ex. 2.3.  The Companies and Staff agree on a long-term 
debt cost of 4.13% for North Shore.  Staff Ex. 3.0 at 6-7; NS-PGL Ex. 2.0 at 7. 

Peoples Gas 
Including the forecasted costs of its planned issuances in 2015, Peoples Gas 

originally forecasted its cost of long-term debt to be 4.72%.  PGL Ex. 2.3.  Due to the 
actual pricing of certain debt and newer forecasts, however, Peoples Gas’ proposed long-
term debt cost fell from 4.72% (PGL Ex. 2.3) on direct to 4.32% (NS-PGL Ex. 34.2P) on 
rebuttal.  The late August price of Peoples Gas’ Series BBB, 4.21% was lower than both 
the Utility’s forecasted price of 4.72% and Staff’s 4.66% based on the June 11, 2014 
actual rate.  NS-PGL Ex. 34.0 at 3. 
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Staff proposed a 4.36% cost for Peoples Gas’ long-term debt based on the June 
11, 2014 spot day yield on A-rated bonds.  Staff Ex. 3.0 at 6-7.  The Companies argue 
that Staff’s approach is inconsistent and arbitrary.  NS-PGL IB at 100.  While Staff agreed 
that the actual pricing of issuances should be used as it became known, Staff applied the 
3.90% cost Peoples Gas obtained on its Series VV municipal bond remarketing in July to 
the Series WW municipal bond remarketing Peoples Gas does not expect to make until 
August 2015.  Staff used the actual cost of Peoples Gas’ Series VV remarketing as the 
forecasted cost for its Series WW remarketing instead of adjusting “current” municipal 
bond yields from Vanguard “for the difference in years to maturity on the proposed new 
issuances,” as Staff did on direct.  Compare Staff Ex. 8.0 at 7 with Staff Ex. 3.0 at 6-7. 

The Companies note that this inconsistent mixing of methods avoided any changes 
to Staff’s initial position based on June 11, 2014, actual interest rates.  NS-PGL IB at 100; 
see Staff Ex. 8.0 at 7.  The Companies argue that absent a sufficient rationale for the 
change, which has not been presented here, the Commission should insist on 
consistency of method in the highly complex area of corporate finance, which is the 
subject of many theories and data sources.  Indeed, forecasting the cost of debt is itself 
“highly dependent on analyst judgment as to the inputs, and therefore subject to 
manipulation.”  Docket Nos. 09-0166/09-0167 (Consol.), Order at 123.  For these 
reasons, the Companies urge the Commission to adopt their proposed long-term debt 
forecasts, even though the result will be a slightly lower cost for Peoples Gas (4.32% 
instead of 4.36%). 
Staff’s Position 

The Companies and Staff agree that 4.13% is a reasonable estimate of North 
Shore’s embedded cost of long-term debt for average 2015. Staff Ex. 3.0 at 6; NS Ex. 2.0 
at 7.  The Companies and Staff do not agree on the embedded cost of long-term debt for 
Peoples Gas, due to the Companies’ use of forecasted interest rates for the anticipated 
2015 issuances.    

Staff and the Company agree on the interest rates for all long-term debt issues 
except those planned for 2015. Staff Ex. 8.0 at 7, Sch. 8.02P.  Peoples Gas completed 
the pricing for the Series BBB bonds in August, with the actual interest rate set at 4.21%, 
after Staff filed its rebuttal testimony.  NS-PGL Ex. 34.0 at 3.  Hence, the interest rate for 
the Series BBB on line 12 of Staff Schedule 8.02P should be changed from 4.66% to 
4.21% to reflect the actual interest rate.  This change reduces the embedded cost of long-
term debt for Peoples Gas from 4.36% to 4.26%. Attachment A. 

The interest rates for the planned 2015 issuances should be based on recent 
actual interest rates.  For the tax exempt Series WW planned to be issued in 2015, Ms. 
Freetly used the actual 3.90% interest rate that the Company recently obtained on the 
similar tax exempt Series VV.  Staff Ex. 8.0 at 7, Sch. 8.02P, line 13. For the non-tax 
exempt Series CCC planned issuance for 2015, Ms. Freetly used the current yield on 30-
year A-rated corporate bonds of 4.66%.  Staff Ex. 3.0 at 7; Staff Ex. 8.0 at 7; Sch. 8.02P, 
line 14.) 

Forecasted interest rates should not be used for estimating the cost of the planned 
2015 issuances of long-term debt for Peoples Gas.  Academic research has shown that 
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forecasters’ predictions of future movements of interest rates are inaccurate.  Indeed, one 
financial text states, “forecasting interest rates is a perilous business.  To their 
embarrassment, even the top experts are frequently wrong in their forecasts.”  Forecasts 
are frequently wrong even in the direction, let alone the magnitude and timing, of future 
interest rate changes.  For example, the November 1, 2013 Blue Chip forecasts that 
Company witness Moul relied on (NS and PGL Ex. 3.12, 2) is already proving to be 
inaccurate.  Blue Chip forecasted increasing yields from the fourth quarter 2013 through 
the second quarter of 2014.  However, the actual yields have fallen over that time period.    
Commission Analysis and Conclusion 

The Commission finds and concludes that 4.13% is a reasonable estimate of North 
Shore’s embedded cost of long-term debt for average 2015 and is supported by the 
evidence.   

The Commission finds that Staff’s estimate of the cost of Peoples’ long term debt 
is compelling and supported by the evidence.  While the Commission agrees that it is 
unlikely that current interest rates for long term debt will continue to be available in 2015, 
the Commission also believes that predicting the direction, magnitude, or timing of future 
interest rate changes with accuracy is not possible.  The Commission observes that the 
record demonstrates that professional forecasting services relied on by the Companies 
have consistently over estimated future rates in recent years.  Current interest rates have 
proven to be better predictors of future interest rates than professional forecasters.  
Therefore, the Commission concludes that the appropriate estimate of Peoples cost of 
long term debt should be 4.26%  

E. Cost of Common Equity 

Companies’ Position 
The Commission “is charged by the legislature with setting rates which are ‘just 

and reasonable’ not only to the ratepayers but [also] to the utility and stockholders.”  BPI 
II, 146 Ill. 2d at 208-209.  Ratesetting by the Commission “involves a balancing of the 
investor and consumer interests.”  Citizens Utility Board, et al. v. Illinois Commerce 
Comm’n, 276 Ill. App. 3d 730, 736, 658 N.E.2d 1194 (1994) (quoting Illinois Bell Tel. Co. 
v. Illinois Commerce Comm’n, 414 Ill. 275, 287, 111 N.E. 2d 329 (1953)). 

The Companies are entitled to fair and reasonable returns on their investment, 
returns that are “reasonably sufficient to assure confidence in the financial soundness of 
the utility and adequate, under efficient and economical management, to maintain and 
support its credit and enable it to raise the money necessary for the proper discharge of 
its public duties.”  Bluefield Water Works & Improvement Co. v. Public Service Comm’n 
of the State of West Virginia, 262 U.S. 679, 693 (1923).  The returns authorized by this 
Commission “should be commensurate with returns on investments in other enterprises 
having corresponding risks.  That return, moreover, should be sufficient to assure 
confidence in the financial integrity of the enterprise, so as to maintain its credit and to 
attract capital.”  Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591, 603 
(1944).  This Commission “fully embraces the principles set forth” in Bluefield and Hope.  
Consumers Ill. Water Co., Order at 41, Docket 03-0403 (April 13, 2004). 
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The Commission has recognized that its decisions directly affect the Companies’ 
credit ratings and the capital costs that they pass on to their customers: 

We are cognizant that the Commission’s ratemaking 
decisions are increasingly important to the Companies’ ability 
to maintain investment grade credit ratings and reasonable 
capital costs.  Indeed the quality and direction of regulation, in 
particular the ability to recover costs and earn a reasonable 
return, are among the most important considerations when a 
credit rating agency assesses utility credit quality and assigns 
credit ratings. . . .  [S]tate commissions play a critical and 
relevant role in defining the market for utility capital, and we 
understand that this Commission’s decisions play a larger role 
in setting the Companies’ actual capital costs.  The bottom 
line impact of setting a rate of return too low, unless 
warranted, could have a deleterious [effect] on a utility’s ability 
to deliver quality service as well as higher credit costs that will 
make their way to each ratepayer[’]s bill. 

Docket Nos. 11-0280/11-0281 (Consol.), Order at 137 (emphasis added).  Accordingly, 
“[a]llowing a utility the opportunity to recovery fully its costs of service, including its costs 
of capital, is in the long-term interests of customers, because this is necessary in order 
for the utility to be able to provide adequate, safe, and reliable service over time at the 
least long term cost.”  Id. at 5. 

Understood properly, the courts’ admonishment that the Commission balance 
customer and investor interests in ratemaking does not mean, as the AG argues, that the 
Commission can consider adjustments to a utility’s ROE in order to reduce rates paid by 
low income customers.  AG IB at 6-7.  The Companies argue that supportive ROE 
decisions are in the interest of both customers and shareholders by maintaining the 
Companies’ financial strength and their access to capital at reasonable cost.  The 
Commission, however, has many ways to address customer impact, such as its policies 
on energy efficiency and customer matters such as bill payment   NS-PGL RB 82. 

Traditionally, the Commission has established the utility’s authorized return on 
equity by employing financial models designed to estimate a firm’s market cost of equity.  
In recent cases, however, the Commission has recognized that the financial models have 
theoretical limitations and are “highly dependent on analyst judgment as to the inputs, 
and therefore are susceptible to manipulation.  Although these models provide the best 
information of what we need for the purposes at hand, their limitations require that we 
also consult general financial market information to ensure that the model results 
presented us are…reasonable rates of return on equity based on the models that we 
deem appropriate for our consideration.”  Docket Nos. 09-0166/09-0167 (Consol.), Order 
at 123.  More recently, the Commission reiterated that it will consider current market 
conditions and trends, including the returns recently authorized for other Companies, in 
addition to the financial model results, “provided the data are verifiable and unbiased.”  
Docket Nos. 12-0511/12-0512 (Consol.), Order at 205.  Such general market data 
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“provide relevant comparative information” for the Commission’s assessment of the 
parties’ cost of equity evidence.  Id. 

Earlier this year, the Federal Energy Regulatory Commission (“FERC”) reached 
similar conclusions, rejecting the “mechanical application” of the DCF model and 
expanded its “zone of reasonableness” inquiry to include results from the Risk Premium, 
CAPM and Expected Earnings approaches as well as “record evidence of state 
commission-approved ROEs.”  Martha Coakley, Mass. Attorney Gen., Docket No. EL11-
66-001, 147 FERC ¶ 61,234 (2014), at 142 148 

The “verifiable and unbiased” evidence of general market conditions and trends in 
this case uniformly lead to the conclusion that the Companies’ cost of equity will be higher 
in 2015 than it was in 2013, when the Commission last set the Companies’ rates.  Stellar 
stock market performance and increasing strength in the leading economic indicators 
point to an improving economy.  PGL Ex. 3.0 at 20-21.  Treasury and utility bond yields 
are projected to rise due to the Federal Reserve’s tapering of its program to support the 
economy in response to the 2008 financial crisis.  Id. at 28, 31-32; NS-PGL Ex. 19.0 at 
11-12. 

Consistent with these leading economic indicators, forecasted returns for the 
Delivery Group are projected to average 10.50%, which is substantially higher than the 
Companies’ current authorized return of 9.28%.  NS-PGL Ex. 19.0 at 4-5.  This forecasted 
growth is consistent with growth in the average authorized returns for natural gas 
Companies from 9.68% in 2013 to 9.71% in the first half of 2014.  Id. at 3.  Indeed, the 
average return in the second quarter of 2014 was 9.84%.  CCI Ex. 2.0 at 5 (table). 

The Companies find Staff’s continued objections to the consideration of ROEs 
authorized for other Companies “grossly exaggerated” for at least three reasons.  First, 
Staff’s position is contrary to this Commission’s and now FERC’s pronouncements that 
other authorized returns should be considered as “indicators” to ensure that the return set 
in an individual case meets constitutional standards.  Second, the Companies’ evidence 
of other returns was restricted to 2013 and 2014 and therefore captured “market 
fundamentals that are closely aligned with the present.”  NS-PGL Ex. 35.0 at 4.  The 
Companies’ evidence was also based on a large sample, which encompassed the 
diversity of risk characteristics and minimizes the effect of any given factor.  Id.  Neither 
Staff nor CCI disputed that the Companies’ risk characteristics are reasonably similar to 
natural gas distribution companies generally.  Third, credit ratings among Companies are 
“tightly clustered” and do not represent a likely source of variation in authorized returns.  
The same is true for flotation costs, as few commissions adjust for them.  Id. at 4-5. 

For all of these reasons, the Commission should continue its practice of 
considering general market conditions and trends, including recent authorized returns for 
other Companies, in its assessment of the parties’ positions on the Companies’ 
authorized return and the evidence underlying those positions.  Doing so does not mean, 
as Staff and CCI claim, that the Commission would be basing its ROE decisions on such 
data.  NS-PGL IB at 102-104. 

Moreover, the Companies explain that Staff’s own contextual information in the 
form of various calculations of a cost of equity for the U.S. market “as a whole” should be 
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rejected.  NS-PGL RB at 82-83.  Staff claims that a 9.0% ROE for the Companies is 
“representative of the return investors can earn on other investments of comparable risk 
because the overall U.S. market cost of equity is anywhere from 8.80% to 9.52%.  Staff 
IB at 57-58.  Staff fails, however, to explain how the Commission is to use this 
measurement to determine the return on investments of risk comparable to the 
Companies, other than the unsupported claim that the “market as a whole” is riskier than 
gas distribution Companies.  Id. at 58.  

Moreover, Staff did not explain how these published measurements of the “market” 
cost of equity deviated so dramatically from Staff’s own calculation of the “expected rate 
of return on the market” for purposes of its CAPM model.  NS-PGL RB at 83.  Based on 
a DCF analysis on the firms in the S&P 500 Index, Staff calculated that cost to be 12.43%.  
Staff Ex. 3.0 at 17.  By comparison, the Companies calculated the total return on the 
market of U.S. equities to be 10.90%.  PGL Ex. 3.0 at 33. 

The Companies argue that the most direct calculation of investments of risk 
comparable to the Companies is Mr. Moul’s Comparable Earnings model, which 
estimates “the returns realized by non-regulated firms with comparable risks to a public 
utility.”  PGL Ex. 3.0 at 35.  Using six categories of comparability of risk to the Delivery 
Group and reviewing both historical and forecasted returns for non-utility companies, Mr. 
Moul calculated a 10.30% ROE for investments of comparable risk to the Companies, 
which is very close to his recommendation based on his other models.  Id. at 37. 

The Companies conclude that all of these considerations support an increase of 
the Companies’ ROE to 10.25%.   

Proxy Group Analysis 
Because the Companies’ stock is not publicly traded, their cost of equity must be 

estimated using mathematical models applied to a proxy group of publicly-traded 
companies with investment risk similar to that of the Companies.  NS Ex. 3.0 at 4.  Mr. 
Moul based his 10.25% ROE recommendation using three market-based mathematical 
models based on a proxy group of publicly-traded gas and electric distribution Companies 
(the “Delivery Group”):  the Discounted Cash Flow (“DCF”) model, the Capital Asset 
Pricing Model (“CAPM”) and the Risk Premium (“RP”) model.  Mr. Moul developed inputs 
to the models based on his independent evaluation of the types of historical, current and 
forecasted information that is readily available to and routinely relied upon by investors 
and financial analysts.  Mr. Moul presented the following calculations of the Companies’ 
market cost of equity: 
Model   Cost 
DCF   9.71% 
RP   11.50% 
CAPM   9.62% 
Average  10.25% 
PGL Ex. 3.0 at 6. 

Staff accepted the Companies’ Delivery Group for the purpose of running its cost 
of equity models.  Staff Ex. 3.0 at 9, 18.  CCI, however, used a different proxy group 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 118 of 215



comprised of all but two of the Delivery Group companies.  One company was properly 
excluded because it became an acquisition target in the time between the Companies’ 
and CCI’s analyses.  CCI also excluded Laclede Group because it is pursuing an 
acquisition of another company.  CCI did not justify this exclusion, pointing only to the fact 
that a credit rating agency had placed the company on watch for potential downgrade.  
See CCI Ex. 2.0 at 9-10.  CCI did not provide any evidence that Laclede Group’s proposed 
acquisition impacted the company’s fundamentals.  NS-PGL Ex. 19.0 at 18. 

The weight of the evidence favors the use of the Delivery Group to estimate the 
Companies’ cost of equity.  CCI’s reliance on a different proxy group was not justified and 
therefore its analyses are not comparable to those of the Companies or Staff.  
Accordingly, the Commission should disregard CCI’s analyses.  

DCF Analysis 
The DCF model expresses the value of an asset as the present value of future 

expected cash flows discounted at the appropriate risk-adjusted rate of return, which for 
common stock is the dividend yield plus future price growth.  NS Ex. 3.0 at 14.  Mr. Moul 
used a six-month average dividend yield for the Delivery Group, adjusted by three 
generally accepted methods to reflect investors’ expected cash flows, and averaging the 
three adjusted values.  Id. at 15-16.  For the investor-expected growth rate, Mr. Moul 
evaluated an array of historical and forecast growth data from sources that are publicly 
available to, and relied upon by, investors and analysts.  Id. at 17-18.  He focused on 
forecasts of earnings per share growth because empirical evidence supports it and 
because they are most relevant to investors’ total return expectations.  Id. at 18-20.  He 
selected 5.25% to reflect improving business conditions.  Id. at 20.   

Mr. Moul then applied a financial leverage adjustment to his DCF results because 
they are based on market prices of the Gas Group’s stock, which imply a capital structure 
with more equity and less financial risk, but are applied to utility book values, which imply 
a capital structure with less equity and more financial risk.  Id. at 22-25.  

The Companies argue that Staff’s and CCI’s DCF model results are too low to be 
credible, and are the result of inappropriate or biased inputs, as well as unsupported 
methodologies. 

Staff’s Failure to Adopt Mr. Moul’s Dividend Yield is Unsupported 
In response to Mr. Moul’s renewed criticism of Staff’s continued reliance of spot 

day stock prices to develop its DCF dividend yield, Staff chose not to defend its practice.  
Instead, “in order to reduce issues in this proceeding,” Staff stated that would “adopt” Mr. 
Moul’s “6-month average dividend yield of 3.89%.”  Staff Ex. 8.0 at 11.  Staff thus implied 
that it was conceding to the dividend yield that Mr. Moul used in his DCF model, but this 
was not the case.  Mr. Moul actually used a dividend yield of 4.00% “to reflect the 
prospective nature of the dividend payments.”  PGL Ex. 3.0 at 16; see PGL Ex. 3.6.  The 
Companies state that Staff did not explain, much less justify, why it did not “adopt” Mr. 
Moul’s actual dividend yield.  NS-PGL IB at 107. 

Staff Makes Unsupported Departures From Its Prior DCF Methodologies Resulting 
in Reduced Results 
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The Companies note that the Commission has been troubled in the past by Staff’s 
departures from established methodologies that result in lower costs of equity through the 
models.  For example, in the Companies’ 2009 rate cases, the Commission rejected 
Staff’s DCF result because Staff had departed from its constant-growth version of the 
model without justification.  Peoples Gas 2009 Order at 124-125.  The Companies argue 
that in this case, Staff has once again departed from past practice without sufficient 
explanation and the result is a lower DCF result. 

In prior cases, including the Companies’ last four rate cases, Staff has based its 
DCF growth component on security analyst forecasts of earnings per share (“EPS”) 
growth for the proxy group.  Peoples Gas 2012 Order at 198 (Zacks and Reuters); 
Peoples Gas 2011 Order at 126 (Zacks); Peoples Gas 2009 Order at 104 (Zacks); 
Peoples Gas 2007 Order at 78 (Zacks, Yahoo and Reuters).   In this respect, Staff’s 
approach has been consistent with that of the Companies, though they have not 
necessarily agreed upon which forecasts to use in a given case.   

In this case, however, Staff calculated its DCF growth rate differently.  First, Staff 
did not rely on Zacks and/or Reuters EPS growth forecasts as it did in the past.  Instead, 
it relied on the group of four published EPS growth forecasts identified by Mr. Moul, which 
included Zacks but not Reuters.  Instead of averaging the Value Line EPS growth forecast 
with the other EPS growth forecasts, however, Staff first averaged that forecast with Value 
Line growth forecasts for several other parameters in order to arrive at an average Value 
Line growth forecast.  Staff Ex. 3.0 at 9.  This average Value Line growth forecast of 
4.47% was over 100 basis points lower than the Value Line EPS growth forecast of 
5.58%.  See PGL Ex. 3.8.  Staff then averaged its average Value Line growth forecast 
with the EPS growth forecasts from I/B/E/S First Call (4.87%), Zacks (5.10%) and 
Morningstar (4.70%) to arrive at its DCF growth rate of 4.77%.  Had Staff simply averaged 
the four EPS growth forecasts, its DCF growth rate would have been 5.06%.  PGL Ex. 
3.0 at 19.   

By contrast, Mr. Moul considered both historical and forecasted growth data and 
did not simply average selected values.  Because “[e]arnings per share growth is the 
primary determinant of investors’ expectations regarding their total returns in the stock 
market,” Mr. Moul focused on EPS growth forecasts.  With the EPS growth forecasts 
ranging from 4.70% to 5.58%, Mr. Moul selected a DCF growth component of 5.25% to 
reflect improving business conditions.  PGL Ex. 3.0 at 19-21. 

Staff did not claim that the Value Line EPS growth forecast was biased, inaccurate 
or otherwise faulty.  In fact, when Mr. Moul objected to the mishmash nature of Staff’s 
DCF growth component, Staff witness Ms. Freetly agreed to exclude the Value Line 
growth forecasts for book value per share, cash flow per share and percent retained to 
common equity.  Staff Ex. 8.0 12.  She insisted, however, on blending the Value Line EPS 
growth forecast with the Value Line growth forecast for dividends per share (“DPS”).  Id. 
at 12.  By averaging the much lower DPS rate (3.92%) with the EPS rate (5.58%), Staff 
reduced the Value Line component to 4.75% and its DCF growth rate from 5.06% to 
4.82%.  Id. at 13:237. 

Staff claims, without citation to the record, that it has used forecasted DPS growth 
rates in the DCF model “when available from Staff’s growth rate sources.”  Staff IB at 51.  
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Yet Staff can identify only one instance from over 23 years ago.  Id., citing Order, Docket 
No. 90-0169 (Mar. 8, 1991).   

Staff also claims that it “usually relies on growth rates from Zacks and Reuters for 
the DCF model, which do not provide projected growth in dividends per share; they only 
publish growth in earnings per share.”  Id.  If this is true, then it must also be true that 
Staff does not use DPS growth forecasts for the growth component of the DCF model. 

Additionally, the Companies argue that Staff introduced a double counting issue 
into its DCF model because the forecasted dividend yield for the Delivery Group is already 
included in the DCF model.  Had Staff limited its averaging to the EPS forecasts, its DCF 
growth rate would have been 5.11% instead of 3.89%.  NS-PGL Ex. 19.0 at 8.  
Coincidentally, had Staff followed its longstanding practice and relied on the Zacks EPS 
growth forecast (a Reuters forecast is not in the record), its DCF growth rate would have 
been 5.10%.  Id. 

Mr. Moul’s Leverage Adjustment is Methodologically Sound 
Consistent with his past analyses presented to this Commission, Mr. Moul has 

included a “leverage” adjustment in his DCF and CAPM models.  PGL Ex. 3.0 at 21-26, 
30-31.  The Companies acknowledge that the Commission has not accepted this 
adjustment, but the Companies continue to urge its consideration because its underlying 
logic is unassailable. 

The leverage adjustment is necessary to correct the measurement error that 
occurs when a market cost of equity that is based on the market value capital structure 
of the Delivery Group is applied to the Companies’ book value capital structure.  The 
market cost of equity assumes a capital structure with more equity, about 60%, and less 
risk that the Companies’ book value capital structures, which include about 50% equity.  
PGL Ex. 3.9.  If the Delivery Group’s market cost of equity is 10.25% as estimated by  

Mr. Moul, then the Companies would have to recover 10.25% times the market 
value of their equity to earn their market-based return.  But because of the regulatory 
practice of applying the market-based cost of equity to the utility’s book-value capital 
structure, the Companies by definition cannot earn their market-based return. PGL Ex. 
3.0 at 22. 

The leverage adjustment makes the Companies’ market cost of equity applicable 
to their book value capital structures by accounting for the lower equity ratios and higher 
risk in those structures.  In this case, the DCF return of 9.25% must be adjusted upward 
by 46 basis points to allow the Companies to earn their market cost of equity applied to 
their market value capital structures.  Id. at 25- 26.  Likewise, the CAPM beta must be 
adjusted upward from 0.69 to 0.75.  Id. at 30-31. 

Staff and CCI raise a number of familiar but unfounded objections to the leverage 
adjustment.  First, Staff and CCI argue that Companies are allowed to earn a return only 
on the amount actually invested in providing utility service and the leverage adjustment 
would provide a return on amounts that are not invested in the Companies, contrary to 
Illinois law.  Staff IB at 62-63; CCI IB 24-25.  The Companies claim that this is pure 
sophistry.  The Companies are not trying to earn on dollars that they have not invested; 
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rather, they are trying to earn the full cost of equity that is associated with their book value 
investment.  NS-PGL RB at 87. 

Second, Staff speculates that correcting the leverage mismatch between market 
returns and book value capital structures would result in a “never ending upward spiral” 
in utility market values and authorized ROEs.  Staff IB at 62-63.  The Companies argue 
that there is no basis for Staff’s assertion that the “investor required return” is exactly the 
product of the authorized return and the book value of the utility’s equity.  If that was true, 
“then a stock price would always equal the firm’s book value.”  NS-PGL Ex. 35.0 at 7.  Of 
course, this is not true, as demonstrated by the prevalence of natural gas utility stocks 
trading at multiples of book value; the average multiple over the last 56 years is 1.72.  Id. 
at 7-8.  Clearly, authorized natural gas utility ROEs are not routinely set at Staff’s notion 
of the “investor required return,” and the result has not been a “never ending upward 
spiral” of market values and ROEs.  NS-PGL RB at 87. 

Third, Staff argues that a firm can have only one level of “intrinsic” risk.  Staff IB at 
66-67.  The Companies do not disagree.  However, the Companies state it is undeniable 
that if the market priced the Companies’ equity assuming their book value capital 
structures, the cost would be higher than it is when the market assumes their market 
value capital structures.  NS-PGL Ex. 19.0 at 15.  A firm’s financial risk as perceived by 
the market changes when the firm’s capital structure changes.  Id. at 16.  The market will 
perceive more financial risk with an equity ratio of 50% than with an equity ratio of 60%.  
Id. at 17. 

CCI Failed to Support Its Use of a Non-Constant Form of the DCF Model 
In addition to two versions of the constant growth form of the DCF model, CCI 

presented a non-constant growth version.  In the Companies’ 2010 test year rate cases, 
the Commission rejected Staff’s reliance on a non-constant growth form of the DCF 
model, noting that the constant growth model “has been favored by the Commission for 
years.”  Docket Nos. 09-0166/09-0167 (Consol.), Order at 124.  The Commission found 
that Staff had not justified its departure from prior practice. 

In contrast to the constant growth version of the DCF model, which assumes one, 
steady rate of future dividend growth, Staff’s non-constant growth model assumes 
multiple stages of growth on the theory that, given the large difference between the near-
term growth rates for the Gas Group and the expected long-term growth of the overall 
economy, the continuous sustainability of the near-term growth rates for the Gas Group 
is unlikely.  Staff, however was unable to demonstrate the unsustainability of the analyst 
growth rates it relied on which we must assume took into account indicators of below 
average growth associated with the Gas Group, including earnings retention rates and 
risk/return. Id.   

In addition, the Commission rejected “Staff’s position that the non-constant growth 
form of the model must be used any time it can be claimed that analyst growth rates are 
not sustainable.  Rather we will require a more robust showing that application of the 
constant model is appropriate.”  Id. at 125. 

The Companies argue that CCI did not attempt to make this “more robust showing” 
required by the Commission for its non-constant growth model.  To the contrary, Mr. 
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Gorman testified that his constant growth model “is a reasonable reflection of rational 
investment expectations over the next three to five years.”  CCI Ex. 1.0 at 21.  He included 
a non-constant form of the model simply to reflect an “outlook of changing growth 
expectations.”  Id. at 21. 

The Companies argue that for this reason alone, the Commission should disregard 
CCI’s non-constant growth DCF model.  NS-PGL IB at 109-110.  If another reason was 
needed, the result of this model – 8.65% -- is far too low to be credible, even by CCI’s 
own evidence of 2014 year-to-date gas utility ROEs, which average over 100 basis points 
higher.  See CCI Ex. 2.0 at 5 (table). 

Many Of CCI’s DCF Results Are Far Too Low To Be Credible 
The Commission has in the past rejected DCF results that are “anomalous.”  

Peoples Gas 2007 Order at 92.  Many of CCI’s constant growth DCF rates for Delivery 
Group companies are so anomalous that they undercut the credibility of his DCF results.  
See NS-PGL Ex. 19.0 at 18 (table). 

“It is a fundamental tenet of finance that the cost of equity must be higher than the 
cost of debt by a meaningful margin to compensate for the higher risk associated with 
common equity investment.”  NS-PGL Ex. 19.0 at 18-19.  The six-month average yield on 
Baa-rated public utility bonds is 4.98%.  Id. at 19.  Even under Mr. Gorman’s 30-year 
historical average equity risk premium of 3.80% (which is much lower than the more 
recent premiums in excess of 5.00%), his DCF results for 6 of the Delivery Group 
companies are far below the minimum expected cost of equity of 8.78%, much less the 
average 2014 authorized gas utility ROE of 9.71%.  CCI Ex. 2.3.  The Companies thus 
argue that these results should be disregarded. 

CAPM Analysis 
The CAPM determines an expected rate of return on a security by adding to the 

“risk-free” rate of return a risk premium that is proportional to the non-diversifiable, or 
systematic, risk of the security.  This model requires three inputs: (1) the risk-free rate of 
return, (2) a “beta” that measures systematic risk, and (3) the market risk premium.  For 
the risk-free rate of return, Mr. Moul used historical and forecast yields on 20-year 
Treasury bonds and selected a mid-point of 4.25% based on current forecasts and recent 
trends.  NS Ex. 3.0 at 30-31.  For the beta measurement of systematic risk, he used the 
average Value Line beta for the Gas Group, adjusted using the Hamada formula to reflect 
the application of this market-based measurement to the utility’s book value capital 
structure used in ratemaking. NS Ex. 3.0 at 29-30.  Mr. Moul developed his market 
premium of by averaging forecast data from Value Line and the S&P 500 Composite and 
historical data from Ibbotson Associates, all of which are sources routinely used by 
investors, analysts and academics. NS Ex. 3.0 at 31-32. 

The Companies argue that the Commission should reject Staff’s CAPM result of 
9.27% for two reasons.  First, it is based on historical spot day interest rates as of October 
31, 2013, which have no relation to what interest rates are likely to be in 2015.  Second, 
Staff’s unique “beta” measurement of systematic risk is biased because it uniformly 
results in lower CAPM results.  NS-PGL IB at 111-113. 
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According to Staff, an interest rate, stock price or other datum from a single day in 
the recent past is a better predictor of what that data point will be in the future than the 
forecasts made by governmental and commercial analysts on which investors and 
analysts routinely rely.  The Companies note that it is undeniably true that few if any 
forecasts are exactly right in hindsight.  Staff provided no evidence that information from 
a single day in the past provides a more accurate prediction than forecasts do when they 
are made.  Logic and common sense dictate otherwise.  All that a given day’s interest 
rate reflects is the cost of a certain type of debt capital on that day.  The Companies 
conclude that it says nothing about what that cost of capital will be in the future.  Id. at 
112. 

Again, the Companies argue that under the Commission’s prior decisions the 
question is whether the data in question are “verifiable and unbiased.”  Peoples Gas 2012 
Order at 205.  Here, Staff rejected interest rate forecasts published by Blue Chip in favor 
of historical spot day rates.  The Companies posit that the credibility and objectiveness of 
the Blue Chip forecasts is undisputable: 

Blue Chip does not actually make forecasts of interest rates itself.  Rather, Blue 
Chip conducts a monthly survey of noted economists from academic institutions, banking, 
brokerage, business consulting, financial institutions, investment advisory firms, and 
rating agencies.  Presently, there are forty-eight (48) contributors to the Blue Chip survey.  
Blue Chip takes the results of its monthly surveys and publishes the consensus of these 
individual forecasts.  The major attributes of Blue Chip are its independence, the influence 
it has on investors’ expectations of future interest rates, and the objectivity of the survey 
that encompasses the wide range of viewpoints obtained from a broad sample of 
renowned economists. NS-PGL Ex. 35.0 at 3.  Staff did not challenge these attributes of 
the Blue Chip forecasts, which were also used in CCI’s CAPM model.  See CCI Ex. 1.0 
at 29.  The use of such “verifiable and unbiased” data in determining the Companies’ cost 
of equity is entirely appropriate and superior to relying solely on historical spot day data 
to establish that cost in a future test year.  NS-PGL IB at 112. 

For this reason alone, the Companies conclude, the Commission should reject 
Staff’s CAPM model.  Alternatively, it should be adjusted to incorporate either Mr. Moul’s 
Blue Chip-based risk-free rate of 4.25% or Mr. Gorman’s rate of 4.30%.  PGL Ex. 3.0 at 
32 33; CCI Ex. 1.0 at 29. 

Furthermore, as the Companies have noted in prior cases, Staff is not content to 
rely on the “betas” – the theoretical measurement of the systematic risk of the Delivery 
Group – published by well-recognized sources like Value Line.  In addition to the Value 
Line betas, Staff in this case used betas published by Zacks but adjusted them downward 
because “[s]ome empirical tests of the CAPM suggest that the linear relationship between 
risk, as measured by the raw beta, and return is flatter than the CAPM predicts.”  Staff 
Ex. 3.0 at 20.  Staff also averaged in a “regression beta” of its own creation.  The 
Companies argue that there is no need for this additional beta measurement and it is not 
a data point on which any investor relies.  By contrast, Value Line betas are routinely 
relied on by investors and thus used in the actual pricing of stocks by the market.  NS-
PGL Ex. 19.0 at 13.  Accordingly, both the Companies and CCI relied on Value Line betas 
alone.  CCI Ex. 1.12. 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 124 of 215



The Companies state that of more concern is the fact that the Staff betas are 
routinely lower than the published betas.  NS-PGL Ex. 35.0 at 7 (table).  Thus, the only 
purpose served by Staff’s lower beta, according to the Companies, is to reduce Staff’s 
CAPM result.  In this case, had Staff relied solely on the published betas, its CAPM result 
would have been 9.71% instead of 9.27%.  NS-PGL Ex. 19.0 at 13.  If Staff had based its 
CAPM on the Value Line betas as the Companies and CCI did, the result would have 
been 9.82%.  Id. at 13.  Thus, even if there was some value in using multiple beta models 
(see Staff Ex. 8.0 at 14-15), Staff’s “multiple source” approach is invalid because of its 
downward bias. 

Risk Premium 
The Risk Premium model measures the cost of equity by determining the degree 

to which equity has more risk than corporate debt, and adding that “equity risk premium” 
to the interest rate on long-term public debt.  NS Ex. 3.0 at 25.  Mr. Moul estimated a 
5.25% prospective yield on A-rated utility bonds based on historical and forecasted yields. 
NS Ex. 3.0 at 26.  Mr. Moul determined an equity risk premium of 6.25% by analyzing 
results for S&P Public utilities and then adjusting those results based upon the results of 
his fundamental risk analysis in comparing the results for the S&P Public utilities to the 
Gas Group. NS Ex. 3.0 at 26-28.  Mr. Moul’s risk premium analysis thus provided a cost 
of equity of 11.50%. NS Ex. 3.0 at 25. 

Staff contends that the Risk Premium model is unreliable because the true mean 
of the market risk premium is unobservable and the result is influenced by the choice of 
historical period.  The Companies respond that it is not necessary to establish the true 
mean because the risk premium approach is designed to align the risk premium with the 
level of forecasted interest rates. The risk premium rises as interest rates decline and the 
risk premium falls as interest rates increase. Mr. Moul’s risk premium analysis is dynamic 
and does not rest upon a single risk premium that might be represented by the “true 
mean.”  NS-PGL Ex. 35 at 6.  Second, Mr. Moul did not arbitrarily select any particular 
period to measure the risk premium with historical data. Rather, he used all available and 
reliable data in order to avoid the introduction of a particular bias into the results.  Id. 
Staff’s Position 

Staff witness Janis Freetly’s estimate of the investor-required rate of return on 
common equity for Peoples Gas and North Shore is 9.05%. Staff’s revised investor-
required rate of return was derived by taking the average of Staff’s revised 8.82% DCF 
estimate and 9.27% CAPM estimate results. Staff Ex. 8.0, Sch. 8.01.  Ms. Freetly began 
her analysis with the data that the Companies’ witness Mr. Moul used in his DCF and 
CAPM analyses while correcting the most significant flaws in those analyses.  She applied 
both models to Mr. Moul’s sample, the “Delivery Group.” Staff Ex. 3.0 at 8. 

DCF Analysis 
DCF analysis assumes that the market value of common stock equals the present 

value of the expected stream of future dividend payments.  Because a DCF model 
incorporates time-sensitive valuation factors, it must correctly reflect the timing of the 
dividend prices that stock prices embody.  The companies in the Delivery Group pay 
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dividends quarterly.  Therefore, Ms. Freetly applied a quarterly DCF model. Staff Ex. 3.0 
at 8-9. 

In order to reduce issues in this proceeding, Ms. Freetly revised her DCF analysis 
in rebuttal testimony. Staff Ex. 8.0 at 11-13.  While Staff does not agree with Mr. Moul’s 
position that stock prices measured over a longer time period are superior for measuring 
the investor-required rate of return on common equity, Ms. Freetly adopted Mr. Moul’s 6-
month average dividend yield of 4.00%.  In addition, Ms. Freetly agreed to exclude the 
Value Line projected growth rates for book value per share, cash flow per share and 
percent retained to common equity from the growth rate used in her DCF analysis; 
although, Mr. Moul had testified in his direct testimony that he considered those growth 
rates in his own analysis before he disowned them in his rebuttal testimony. 

Staff supports a revised investor-required rate of return on common equity for 
Peoples Gas and North Shore of 9.05%.  Staff witness Ms. Freetly began her analysis 
with the data that the Companies’ witness Mr. Moul used in his DCF and CAPM analyses 
while correcting the most significant flaws in those analyses.  She applied both models to 
Mr. Moul’s sample, the “Delivery Group.”  Staff Ex. 3.0 at 8.   

However, Staff argues that despite Mr. Moul’s protestations to the contrary, the 
Value Line projected growth in dividends per share (“dps”) should not be ignored.  As Mr. 
Moul indicated, the Delivery Group average Value Line projected growth rate of earnings 
per share (“eps”) is higher than the Delivery Group average Value Line projected growth 
rate of dps.  DCF theory holds that dividend growth will equal earnings growth when the 
payout ratio is constant.  NS-PGL Ex. 19.0 at 8.  He then indicates that Value Line projects 
declining dividend payout ratios for the Delivery Group.  Id. at 10.  Staff states that this 
explains why Value Line’s forecasted eps growth rate exceeds its forecasted dps growth 
rate.  If the lower payout ratio persists, long-term dividend growth will eventually converge 
to the level of earnings growth.  This is because growth is directly related to the earnings 
retention ratio: Growth = Rate of Return on New Investment x Earnings Retention Rate. 

Nonetheless, Staff argues that this higher long term earnings growth cannot be 
achieved without slowing near term dividend growth.  Because the DCF is a dividend 
discount model rather than an earnings discount model, ignoring the slowing in the growth 
of dividends that is necessary to increase the earnings retention rate, leads to an upwardly 
biased estimate of the investor-required rate of return on common equity. 

Significantly, Mr. Moul did not contest the economic rationale for including dps 
growth in DCF analysis described in the preceding paragraph.  Rather, he alleged that 
Ms. Freetly’s proposal to include growth in dividends per share in the DCF growth rate is 
a first for Staff and is therefore a departure from Staff precedent in past rate cases. (NS-
PGL Ex. 35.0, 5.)  However, Staff points out that it has used growth in dividends per share 
in the DCF model when available from Staff’s growth rate sources.  See e.g. Docket No. 
90-0169, Order at 97 (March 8, 1991).   

Using the data presented by Mr. Moul on NS and PGL Ex. 3.8, Ms. Freetly first 
calculated the average Value Line growth projection by averaging the growth in eps and 
dps.  She then computed the average of the growth rates from I/B/E/S First Call, Zacks, 
Morningstar and the average Value Line growth projection.  The resulting growth rate 
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estimate is 4.82%.  Hence, Staff’s 8.71% DCF cost of common equity estimate was 
derived by adding the 4.82% growth rate to Mr. Moul’s 3.89% dividend yield. 

In Staff’s Reply Brief, Staff agreed that Mr. Moul’s actual dividend yield was 4.00%, 
not the 3.89% that Ms. Freetly used in her rebuttal testimony.  NS-PGL IB at 107.  
According to Staff, adding the 4.00% dividend yield to Staff’s 4.82% growth rate produces 
a DCF cost of equity estimate of 8.82%.   

CAPM Analysis 
The CAPM requires the estimation of three parameters: beta, the risk-free rate, 

and the required rate of return on the market.  For the beta parameter, Ms. Freetly 
supplemented Mr. Moul’s Value Line betas with the Zacks betas and betas calculated 
using a regression analysis that the Commission has routinely adopted for the CAPM.  
Staff states that, because the Zacks beta estimate and the regression beta estimate are 
calculated using monthly data rather than weekly data (as Value Line uses), Ms. Freetly 
averaged the Zacks and regression results to avoid over-weighting betas calculated from 
monthly returns.  She then averaged that result with the Value Line beta, which produced 
a beta for the Delivery Group of 0.64.  Staff Ex. 3.0 at 17-21. 

For the risk-free rate parameter, Ms. Freetly used the 3.66% yield on thirty-year 
U.S. Treasury bonds on October 31, 2013.  Staff Ex. 3.0 at 15-17. 

Finally, for the expected rate of return on the market parameter, Ms. Freetly 
conducted a DCF analysis on the firms composing the S&P 500 Index.  That analysis 
estimated that the expected rate of return on the market equals 12.43%.  Staff Ex. 3.0 at 
17.  Inputting those three parameters into the CAPM, Staff’s CAPM estimate of the cost 
of common equity for the Delivery Group is 9.27%.  Staff Ex. 3.0 at 21; Sch. 3.06.   

Staff points out that the Companies insist that the estimation of the risk-free rate 
should be based on forecasts rather than spot yields.  NS-PGL Ex. 19.0 at 11-12. 
However, Staff argues that interest rates are constantly adjusting, and accurately 
forecasting the movements of interest rates is problematic, as discussed previously.  In 
contrast, current U.S. Treasury yields, which Staff used to estimate the risk-free rate, are 
set directly by investors and reflect all relevant, available information, including investor 
expectations regarding future interest rates.  Consequently, Staff states that investor 
appraisals of the value of forecasts are also reflected in current interest rates.  Staff 
concludes that the Commission should continue to rely on current, observable market 
interest rates rather than the projected rates that Mr. Moul used in his analysis.  Staff Ex. 
8.0 at 13-14. 

According to Staff, the Companies falsely contend that the interest rate forecasts 
are “verifiable and unbiased” and superior to relying solely on spot day data to establish 
the cost of equity in a future test year. (NS-PGL IB, 112.)  Staff contends that the 
Companies’ claim that the interest rate forecasts it relied upon are “unbiased” is 
demonstrably false.  Also, Staff argues that there is no valid justification for disregarding 
investor expectations imbedded in objective, observable current market data in favor of a 
proxy for those expectations imbedded in speculative projections.  Staff states that the 
forecasts Mr. Moul advocates are merely proxies for investor expectations.  Proxies are 
a source of measurement error in cost of common equity estimation.  Therefore, Staff 
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argues proxies should only be used when the market factor in question is not directly 
observable. 

Staff states that the Companies did not present any evidence that the Value Line 
betas are superior to Staff’s.  Because there is no inherently superior beta estimation 
methodology, multiple approaches result in less bias than merely relying on the higher 
Value Line betas.  Hence, Staff concludes that the Commission should remain consistent 
with its past findings that use of multiple beta sources is beneficial to reduce measurement 
error and adopt Staff’s beta in this proceeding.  Staff IB at 53-55. 

Leverage Adjustment 
Mr. Moul argues that in order to apply a measurement of a return measured based 

on a firm’s market-value capitalization compared to a book-value capitalization, the 
measurement must be adjusted before it is applied to the firm’s capitalization measured 
based on book value.  NS-PGL Ex. 19.0 at 17.  His argument is effectively an espousal 
of fair-value rate making, which entails estimating the fair, or market, value of a utility’s 
property and then applying a market ROE to that value.  See., e.g., Union Electric Co. v. 
Illinois Commerce Comm’n, 77 Ill.2d 364, 374-375 (1979).  Section 9-210 of the Act put 
an end to fair-value ratemaking.  220 ILCS 5/9-210 (“For purposes of establishing the 
value of public utility property, when determining rates or charges, or for any other reason, 
the Commission may base its determination on the original cost of such property.”).  Mr. 
Moul’s “leverage” adjustment would reverse that practice.  The problem is that market to 
book ratio based adjustments to ROE would have the Commission fruitlessly “chase” 
market value.  That would occur because market value is an inverse function of required 
rate of return and a direct function of expected cash flow.  For example, if investors reduce 
their required rate of return, the market value will increase.  If the Commission increases 
its authorized rate of return in reaction to that increase in market value, the utility’s cash 
flow will increase, which in turn will lead to an even higher utility market value, which by 
Mr. Moul’s reasoning would, necessitate an even greater upward adjustment to the 
authorized rate of return.  These reactions -- investors reacting to the increased 
authorized ROR by raising market value and the Commission reacting to the increase in 
market value by raising the authorized ROR -- are mutually reinforcing, resulting in never 
ending upward spiral in both. Staff Ex. 8.0 at 17-20.   

Another problem with the leverage adjustment is that it would boost authorized 
rates of return in response to successful diversification into non-utility businesses.  Ms. 
Freetly used a hypothetical example to illustrate this phenomenon:  a company that 
includes two business segments of equal book value and equal risk – a regulated gas 
delivery company that is expected to earn exactly the investor-required return and an 
unregulated segment that is expected to earn more than the investor-required return. 
Investors (i.e., the market) would value the gas delivery segment equal to its book value 
because, at that price, investors would expect to earn exactly the return they require.  
However, investors would be willing to pay more than book value for the unregulated 
segment because of its higher-than-required earnings.  Thus, the market value of the 
company as a whole would be bid up beyond its book value until the expected return 
equals the required return.  Mr. Moul’s argument suggests that the authorized return on 
rate base for the regulated gas delivery segment should be increased beyond the required 
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return due to the excess expected earnings of the unregulated segment, which would, in 
turn, create excess earnings in the regulated gas delivery segment, pushing the market 
value higher still in a never-ending upward spiral.  Staff Ex. 8.0 at 18. 

Mr. Moul erroneously argues that if the results of the DCF, which are based on the 
market price of the companies analyzed, are used to compute the weighted average cost 
of capital based on a book value capital structure used for rate setting purposes, the utility 
will not recover its risk-adjusted capital cost because market value capital structures 
generally reflect less risk than book value capital structures.  His argument suggests that 
when a company’s market value exceeds its book value, the risk of a company increases 
if the capital structure is measured with book values of capital rather than market values 
of capital.  Such a notion is without merit. The intrinsic risk level of a given company does 
not change simply because the manner in which it is measured has changed.  Such an 
assertion is akin to claiming that the ambient temperature changes when the 
measurement scale is switched from Fahrenheit to Celsius.  Mr. Moul has confused the 
measurement tool with the object to be measured.  Specifically, capital structure ratios 
are merely indicators of financial risk; they are not sources of financial risk.  Financial risk 
arises from fixed, contractually required debt service payments; changing capital structure 
ratios from a market value basis to a book value basis does not affect a company’s debt 
service requirements; thus, it does not change the company’s risk. 

As noted in a corporate finance textbook by Brealey, Myers and Allen, there are a 
variety of ways to define leverage and there is no law stating how it should be defined.   
In any case, it is not appropriate to compare book value capital structures with market 
value capital structures any more than it would be appropriate to compare alternative 
measures of financial risk.  Consequently, when assessing the relative financial risk of 
Peoples Gas and North Shore to the Delivery Group, Ms. Freetly compared the 
Companies’ FFO interest coverage ratio to the Delivery Groups’ FFO interest coverage.  
She did not compare the Companies’ FFO interest coverage ratio to the Delivery Group’s 
RCF to total debt ratio. 

Further, the Staff’s ratio analysis indicates that both North Shore and Peoples Gas 
have less financial risk than the Delivery Group.  Hence, an upward adjustment to the 
cost of common equity for the Delivery Group is unwarranted. Staff Ex. 3.0 at 30-32.  

Mr. Moul also argued that the Value Line betas cannot be used directly in the 
CAPM because they are derived based on market value.  Hence, he unlevered and 
relevered the Value Line beta estimates for each of the companies in the Delivery Group 
for the book value common equity ratios using the Hamada formula. NS Ex. 3.0 at 29.  
His leverage adjustment is simply wrong because it relies on a comparison of two different 
measures of financial leverage: book value capital structures and market value capital 
structures. Staff Ex. 3.0 at 32. 

Contrary to Mr. Moul’s assertion, it is appropriate for the Commission to apply a 
market value derived cost of equity to the book value of common equity, even if the 
Companies’ market value differs from its book value.  Book value represents the funds a 
company receives from investors through security issuances on the primary market (i.e., 
transactions directly between a company and its investors) and reinvestment of earnings.  
Book value does not adjust to reflect changing investor assessments of the level or 
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riskiness of future cash flow; it only measures how much money the company has 
invested in assets that serve its customers. 

In contrast, the market value is the price investors are willing to pay each other for 
a security on the secondary market.  That is, market value is set by transactions between 
investors rather than transactions between the company and its investors; therefore the 
market value of a company’s securities has no direct bearing on the amount of funding 
the company has to invest in assets.  Cost of common equity analysis uses market value 
data because market data continuously adjusts to reflect investor return requirements as 
they are continuously re-evaluated.  

The market value of a stock would grow to exceed its book value only if investors 
expected to earn a return above their required return.   If that is the case, the market value 
will adjust upward until the expected return once again matches the required return.  Thus, 
the market value always reflects the investor-required return, regardless of the book 
value.  That is why it is appropriate, indeed necessary, to use a market-based cost of 
common equity for regulatory rate setting.  Similarly, book value always represents the 
funds available to the company to invest in assets serving its customers, regardless of 
the market value.  That is why it is appropriate and necessary to use a book value rate 
base for regulatory rate setting.  The application of the market required return to the book 
value rate base simply takes the return investors demand to earn from a dollar invested 
in the common equity of a company, given the amount of risk in the common equity of the 
company and the current price of risk, and applies it to the number of common equity 
dollars invested in the rate base of the Companies. Staff Ex. 8.0 at 18-19. 

Taken together, eliminating the inappropriate leverage adjustments to his DCF and 
CAPM estimates would produce a cost of common equity of 9.22% [(9.25% + 9.19%)/2].  
Incorporating a more appropriate growth rate estimate in Mr. Moul’s DCF analysis 
produces a cost of common equity of 9.00% [(8.82% + 9.19%)/2].  These corrected costs 
of equity estimates are significantly lower than the 10.25% he recommends for both 
Companies and is consistent with Staff’s recommendation. 

The Commission has properly rejected the use of leverage adjustments in several 
prior proceedings.  Docket Nos. 01-0528/01-0628/01-0629 (Consol.), Order at 12-13 
(March 28, 2002); Docket Nos. 99-0120/99-0134 (Consol.), Order at 54 (August 25, 
1999); Docket No. 94-0065, Order at 92-93 (January 9, 1995).  In fact, Mr. Moul 
presented, and the Commission rejected, the exact same leverage adjustment, based on 
the same arguments, in the Companies’ 2007 and 2009 rate cases. Docket Nos. 07-
0241/07-0242 (Consol.), Order at 95-96; Docket Nos. 09-0166/09-0167 (Consol.), Order 
at 128-129.  The Commission’s Order from the 2007 rate case quite clearly sets forth, in 
great detail, the reasons such a leverage adjustment should be rejected once again in 
this proceeding: 

In the Commission’s judgment, the book value capital 
structure reflects the amount of capital a utility actually utilizes 
to finance the acquisition of assets, including those assets 
used to provide utility service.  In establishing the overall or 
weighted average cost of capital, the proportion of common 
equity, based on the book value capital structure, is multiplied 
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by market-required return on common equity.  The 
Commission has used this approach in establishing utility 
rates for at least twenty-five years. (e.g., Ameren Order, 
Docket Nos. 06-0070/06-0071/06-0072 (Consol.) at 141) 
(“[t]he Commission observes that it has repeatedly rejected 
arguments in favor of using market-to-book ratios as the basis 
for establishing cost of common equity”).  Market value is not 
utilized in this calculation because it typically includes 
appreciated value (as reflected in its stock price) above the 
Companies’ actual capital investments….  
 
Further, the Companies have failed to establish why a 
mismatch between the financial risk reflected in the book 
value and market value capital structures is problematic.  If 
the Companies were correct that regulatory commissions, 
including this one, have been understating the market-
required return on equity for twenty-five years, then the market 
values of common equity for Companies would not have 
remained well above the book values during that time.  A 
practice of routinely understating the market-required return 
on common equity would have surely driven down the market 
values of common equity to near book value, but that has not 
happened.  Accordingly, the Commission does not agree that 
an adjustment to the market required return on common 
equity is necessary to reflect the difference in financial risk 
between book value and market value capital structures.  
Therefore, we reject the Companies’ financial leverage 
adjustment to their DCF results and their proposal to impose 
a similar leveraging adjustment to the betas used in their 
CAPM analysis.   

Docket Nos. 07-0241/0242 (Consol.), Order at 95-96.  
CCI’s Position 

Overview 
Mr. Moul proposes a 10.25% cost of common equity for the Companies.  The 

Companies’ proposed cost of equity is more than 100 basis points higher than any other 
expert estimate in the record.  Staff’s expert Janis Freetly concluded that a 9.05% cost of 
equity is appropriate.  CCI’s expert witness, Michael Gorman, recommends a 9.15% cost 
of common equity.  Mr. Gorman’s analyses identified that return on equity as fair 
compensation for the Companies’ investment risk and as adequate to preserve the 
Companies’ financial integrity and credit standing.  CCI Ex. 1.0 (Gorman) at 2.  Mr. 
Gorman’s recommended return satisfies the criteria of the U.S. Supreme Court’s hallmark 
Bluefield Water Works and Hope Natural Gas decisions: 5 returns that are adequate to 
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(a) maintain financial integrity, (b) attract capital on reasonable terms, and (c) 
approximate returns on investments in other firms of comparable risk.   

Mr. Gorman’s risk-based estimate of the Companies’ market cost of common 
equity is reasonable and should be adopted.  To avoid excessive rates for the Companies’ 
delivery service customers, the recommendation of the Companies’ witness, Mr. Moul 
must be rejected.   

The Companies’ Investment Risk 
Mr. Gorman began his cost of equity analysis with an assessment of utility industry 

investment risk, credit standing, and stock price performance.  He concluded that “the 
market continues to embrace the utility industry as a safe-haven investment, and views 
utility equity and debt investments as low-risk securities.”  CCI Ex. 1.0 at 5.  The market 
views the Companies similarly, with credit rating agencies characterizing their business 
risk as “Excellent” and finding their financial risk “Significant,” but also noting their cash 
flow from “low-risk regulated gas distribution operations.”  CCI Ex. 1.0 at 7-8.   

Accurate, risk-based estimates of the Companies’ market-required return, as 
quantified by the DCF and CAPM models relied upon by this Commission, would reflect 
that unchallenged market perspective.  The estimates of Mr. Gorman and Ms. Freetly do 
so.  Mr. Moul’s outlier recommended estimate does not.   

CCI’s Cost of Equity Analyses 
To develop his recommended cost of equity estimate, Mr. Gorman performed three 

versions of the Discounted Cash Flow (“DCF”) model analysis, and a Capital Asset 
Pricing Model (“CAPM”) analysis.  Because shares in the Companies are not publicly 
traded, Mr.  Gorman’s model analyses used a proxy group of publicly traded companies 
that have investment risk similar to NS-PGL.  CCI Ex. 1.0 at 11.  With two exceptions, Mr. 
Gorman’s proxy group is the same as the proxy group used by the Companies’ witness 
and Staff.  Mr. Gorman omitted two firms because of their involvement in significant 
merger and acquisition activity, which affects their underlying fundamentals.  CCI Ex. 1.0 
at 12, 13.   

DCF Analyses 
For his DCF analyses, Mr. Gorman used distinctive growth inputs to reflect 

changes in growth expectations across near-term, transition, and long-term periods.  The 
DCF method uses stock price, dividends, and a growth estimate to estimate the market-
required return.  Mr. Gorman conducted separate constant growth analyses using (i) 
consensus analysts’ growth projections, and (ii) a sustainable growth estimate based on 
an internal growth methodology, and his third DCF analysis was a multi-stage model that 
used (iii) near-term, transition, and long-term growth estimate inputs.  See CCI Ex. 1.0 at 
14-15 and 17-27.  The results of Mr. Gorman’s DCF models are shown Table 2 of CCI 
Exhibit 1.0 at 27: 

Constant Growth DCF Model (Analysts' Growth)  8.50% 
Constant Growth DCF Model (Sustainable Growth)  9.50% 
Multi-Stage Growth DCF Model     8.65% 
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Mr. Gorman concluded that the high end of this range was unreasonable, because 
the underlying growth rate far exceeded the current consensus of industry analysts and 
economists, regarding the expected pace of long-term growth in the overall economy.  
CCI Ex. 1.0 at 27, 43.  These forecasts included, for example, projections published by 
“Blue Chip Financial Forecasts,” U.S. EIA in its “Energy Outlook,” and the Congressional 
Budget Office.  CCI Ex. 1.0 at 25-27.  Mr. Gorman determined that the midpoint of the 
range of his DCF results represented the best estimate of the Companies’ current market 
cost of equity.  CCI Ex. 1.0 at 27.   

CAPM Analysis 
Mr. Gorman’s final analysis used the CAPM method, which estimates the cost of 

equity by adding a market risk premium, as modified by a measure of firm specific risk 
(beta), to a risk-free rate.  Mr. Gorman conducted his CAPM analysis using Treasury bond 
returns as the risk-free rate, an average of historical and forward-looking market risk 
premium estimates, and the proxy group’s average Value Line beta.  The results of this 
analysis defined a cost of equity range with a midpoint of 9.24% (rounded to 9.25%).   

Recommended Return 
Mr. Gorman’s recommended cost of common equity is 9.15%, the approximate 

midpoint between his DCF (9.0%) and CAPM (9.25%) estimates.  CCI Ex. 1.0 at 33.  By 
comparing the Companies’ key credit rating financial ratios at his recommended equity 
return level (see CCI Ex. 1.0 at 34-36) with established ratings criteria, Mr. Gorman 
determined that the Companies’ financial integrity is maintained.  Based on the most 
recent S&P Financial Ratio Credit Metric Methodology, the Companies have “Excellent” 
business risk profiles.  In addition, the Companies enjoy a “Significant” financial risk 
profile, which is more favorable than the “Aggressive” profile most Companies have.  CCI 
Ex. 1.0 at 34.  In particular, Mr. Gorman’s analysis of the key financial benchmark ratios 
in S&P’s credit rating review showed that, at his recommended 9.15% return on equity 
and using NS-PGL’s proposed capital structures, the Companies’ financial credit metrics 
are supportive of their current investment grade utility bond rating.  CCI Ex. 1.0 at 36.  

The Companies’ witness Mr. Moul recommends a 10.25% cost of equity.  His 
analyses produced a cost of equity estimate of that magnitude only by incorporating 
adjustments and approaches (discussed below) that the Commission has consistently 
rejected, and which are not consistent with industry norms.  Specifically, Mr. Moul’s DCF 
analyses incorporate a leverage adjustment and an unsustainable growth rate. His CAPM 
analysis incorporates a leverage adjustment into the beta, and it uses an arbitrary market 
risk premium.  In addition, he offers a discredited Risk Premium analysis, which itself 
incorporates an arbitrary risk premium estimate.  See generally CCI Ex. 1.0 at 37-51.   

Mr. Moul’s DCF analysis results are artificially inflated by a leverage adjustment of 
46 basis points.  PGL Ex. 3.0, at 25-38.  That leverage adjustment has the effect, if not 
the purpose, of allowing the Companies to earn the Commission-determined equity return 
on an appreciated stock price paid in secondary markets, rather than on the actual 
investment used to provide regulated utility service -- viz., the Companies’ book value 
rate base.  See 220 ILCS 5/9-211 (rates may be set using only investment actually used 
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to provide service).  Secondary market transactions consist of stock market transactions 
among shareholders and provide no incremental investment devoted to utility service.   

Moreover, any theoretical basis for the adjustment is dubious.  Despite claiming to 
capture the cost of using a market value (as opposed to book value) capital structure, Mr. 
Moul acknowledged: “I know of no means to mathematically solve for the 0.46% leverage 
adjustment by expressing it in the terms of any particular relationship of market price to 
book value.”  PGL Ex. 3.0 at 25-26.  As Mr. Gorman observed, even “if those [Mr. Moul’s 
leverage] arguments had any theoretical validity, they lack a factual basis and are also 
inconsistent with relevant industry practices.”  CCI Ex. 1.0 at 40.   

Mathematically, the Companies’ proposed leverage adjustment is the same as 
applying the unleveraged market required return to an inflated rate base.  CCI Ex. 1.0 at 
40.  That is clearly unlawful, because a regulated utility is allowed its authorized rate of 
return only on amounts actually used to provide utility service.  220 ILCS 5/9-211.  “Market 
value is not utilized in this calculation because it typically includes appreciated value (as 
reflected in its stock price) above the Companies’ actual capital investments.” Docket 
Nos. 07-0241/07-0242 (Consol.), Order at 96; 220 ILCS 5/9-211.   

Mr. Moul’s DCF analysis also uses an excessive growth rate (5.25%) that outpaces 
the expected growth rate of the economy whose demands the Companies serve (4.70%).  
CCI Ex. 1.0 at 44.  “Both practitioners and academics recognize that a long-term 
sustainable growth rate for use in a DCF model cannot exceed long-term projections of 
U.S. economic growth.”  CCI Ex. 1.0 at 44.   

Mr. Moul’s CAPM analysis also incorporates an improper leverage adjustment, 
applied in that analysis to the Companies’ already (inconsistently) adjusted Value Line 
beta.  CCI Ex. 1.0 at 47, 48; CCI Ex. 2.0 at 13: Table 2.  The Companies’ CAPM analysis 
is further corrupted by Mr. Moul’s use of a market risk premium calculated as the average 
of a flawed historical estimate and a flawed prospective estimate.  His historical risk 
premium selectively averaged historical returns during subjectively determined (and 
unexplained) periods described as having high or low interest rates.  Mr. Moul’s testimony 
does not provide details underlying the derivation of his projected market premium from 
unspecified S&P and Value Line data.   

The Commission has routinely rejected reliance on Risk Premium analyses like 
that Mr. Moul offered:   

The Commission will not consider the results of the 
Companies’ Risk Premium model that only the Companies 
have employed.  We have repeatedly rejected this model as 
a valid basis on which to set return on equity. Our view 
remains unchanged. 

Docket Nos. 09-0166/0167 (Consol.), Order at 128.   
Because the Commission has consistently rejected the use of risk premium 

analyses, the Companies’ Risk Premium analysis and estimate serve only to add a high-
end data point, to increase the average of Mr. Moul’s cost of equity estimates.  Without 
this additional estimate, the average of Mr. Moul’s estimates would decline by more than 
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60 basis points.  The analysis also uses an arbitrary risk premium estimate that is not 
shown to be appropriate for the Companies.  CCI Ex. 1.0 at 44.   

Notwithstanding the Commission’s routine rejection of Risk Premium analyses like 
that Mr. Moul offered, Mr. Moul criticized Mr. Gorman for not offering one.  Although Mr. 
Gorman rejected this criticism, he also performed a balanced, reasonable risk premium 
analysis to demonstrate the unreasonableness of Mr. Moul’s Risk Premium analysis 
result.  CCI Ex. 2.0 at 1-2.  Mr. Gorman’s Risk Premium analysis yielded a return on equity 
range of 8.85%-9.50% with a midpoint of 9.15%.  Id. at 28.  This is substantially below 
Mr. Moul’s Risk Premium equity return estimate of 10.39%.  NS-PGL Ex. 19.0 at 25.  

Mr. Moul also used the Comparable Earnings approach as a “check” on the results 
obtained using his other methods. PGL Ex. 3.0 at 3.  However, for the reasons Mr. 
Gorman explains in his testimony, the comparable earnings approach does not accurately 
measure the required return for the investment risk of the Companies.  See CCI Ex. 1.0 
at 50-51.   

Moreover, though Mr. Moul claimed to select companies using parameters that 
represent similar risk traits for the public utility and the selected comparable risk 
companies, Mr. Moul purposefully eliminated perhaps the most significant risk trait -- the 
regulated returns of public Companies.  PGL Ex 3.0 at 36.  All the companies in Mr.  
Moul’s Comparable Earnings analysis are non-regulated.  PGL Ex. 3.0 at 36.  As Mr. 
Gorman noted, the fact that Companies are regulated is a key factor in S&P’s rating of 
the business risk of public utilities as “Excellent.”  S&P states specifically: 

We view PGLC’s business risk profile as excellent, reflecting 
our assessment of the regulated utility industry risk as ‘very 
low’ and  a ‘very low’ country risk because the company’s 
operations are based in the U.S. 

CCI Ex. 1.0 at 7. 
Furthermore, basing the allowed return for a regulated Illinois utility on a selection 

of unregulated companies, even as a “check,” would violate the spirit, if not the express 
wording of Section 9-230 of the Illinois Public Utility Act.  220 ILCS 5/9-230.  That 
provision is intended to preclude any distortion of a utility’s rate of return by consideration 
of the risk of an unregulated enterprise -- in particular, affiliates.  Although Mr. Moul does 
not use unregulated companies affiliated with the Companies, the distorting effect of 
these unregulated entities’ business activity risks would affect the allowed return for 
regulated Companies.   

Mr. Gorman recommends that the Commission determine that a 9.15% cost of 
common equity is reasonable and appropriate for setting the Companies’ rates in this 
proceeding.  Staff recommends a lower cost of equity (9.06%) that is comparable to Mr. 
Gorman’s.  In stark contrast to the Companies’ inflated estimate (more than 100 basis 
points higher than any other in the record), the CCI and Staff recommended returns are 
mutually supporting.   Eliminating Mr. Moul’s inflating adjustments from the Companies’ 
analyses would yield a return on equity in the range of 8.85% to 9.50%.  That range 
encompasses both CCI’s and Staff’s recommended returns.  CCI Ex. 1.0 at 37; Staff Ex. 
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3.0 at 2.  For the reasons discussed, the Commission should adopt the Mr. Gorman’s 
well-supported 9.15% cost of common equity for the Companies.   
Commission Analysis and Conclusion 

In determining the cost of equity the Commission is required to analyze the values 
derived from financial analysis tools commonly employed in making this determination.  
The parties presenting evidence on this issue are the Companies, Staff and CCI.  Staff 
and CCI obtained similar results, the Companies numbers are substantially higher.   

DCF analysis is a measure of the value of a company today, based on projections 
of how much money it's going to make in the future. Essentially the DCF value is the 
average of the present value of dividends plus a growth estimate for a group of similar 
companies.  Individual analysts use different sources to find what they believe to be 
appropriate data based upon their backgrounds and experience.     

Staff’s expert, Ms Freetly, incorporated the dividend yield calculated by the 
Company expert at 4.00%.  She then averaged projected earnings per share and 
dividends per share data for similar companies from four reporting sources including the 
Value Line projection relied upon by the Companies.  This produced an average growth 
factor value of 4.82 %.  Combining dividends and average growth projections produced 
a DCF value of 8.82%  

CCI’s expert began his cost of equity analysis with an assessment of utility industry 
investment risk, credit standing, and stock price performance.  He concluded that the 
utility industry continues to be considered a safe-haven investment and that utility equity 
and debt investments are perceived as low-risk securities. 

The CCI expert conducted three separate DCF analyses using: consensus 
analysts’ growth projections, a sustainable growth estimate based on an internal growth 
methodology, and a multi-stage model that used near-term, transition, and long-term 
growth estimate inputs.  His analysis of dividends and projected growth produced a value 
of 9.0% 

The Companies expert on the other hand used a higher 5.25% growth factor 
reflecting “improving business conditions.”  The Commission also notes that this growth 
factor is higher than the 4.7% growth of the economy as a whole.  Mr. Moul, the 
Companies’ expert also used an upward “financial leverage adjustment” conflating book 
and market values to massage the DCF value in an upward direction.  The Company 
derived DCF value was 9.71%.  

The Companies have on many prior occasions attempted to convince the 
Commission that using a financial leverage adjustment to transform market to book value 
ratios is appropriate.  This technique is produces a higher DCF value. The Commission 
has repeatedly rejected this manipulation:   

. . . the Commission does not agree that an adjustment to the 
market required return on common equity is necessary to 
reflect the difference in financial risk between book value and 
market value capital structures.  Therefore, we reject the 
Companies’ financial leverage adjustment to their DCF results 
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and their proposal to impose a similar leveraging adjustment 
to the betas used in their CAPM analysis. 

Docket Nos. 07-0241/0242 (Consol.), Order at 95-96; See also Docket Nos. 09-0166/09-
0167 (Consol.), Order at 128-129.  

CAPM Analysis 
Another tool is CAPM analysis. The parties CAPM analysis produced values 

roughly consistent with their individual DCF results.  CAPM determines an expected rate 
of return on a security by incorporating three variables: a) the risk-free rate of return; b) a 
“beta” that measures systematic risk; and c) the market risk premium.   

For the risk free rate the Companies value was 4.25%, based on its expert’s 
assessment of the midpoint of historical and forecast yields of 20 year treasury bonds.  
The Companies’ inputs, at the very least, minimize the significance of the last several 
years of substantially lower interest rates that continue to be in effect at this time. For its 
beta measurement of systematic risk, the Companies employed the average Value Line 
beta for the Gas Group, “adjusted (upward) to reflect the application of this market-based 
measurement to the utility’s book value capital structure used in ratemaking”.   

In other words, the two of the Companies’ CAPM inputs are derived by selecting 
only higher interest rates and applying a Commission rejected leverage adjustment 
technique to the beta measurement.  The Company also uses a risk premium value higher 
than Staff or CCI. Its bottom line CAPM number is 9.62%.  

Staff’s beta parameter averaged weekly Value Line betas with an average of 
monthly betas from Zacks and betas calculated using a regression analysis that the 
Commission has routinely adopted for the CAPM. These calculations produced a beta for 
the Delivery Group of 0.64.  Staff points out that in the past the Commission has accepted 
Staff’s beta number derived from several sources in order to reduce measurement error 
that might arise from a single source beta as proposed by the Companies.  

For its risk-free rate parameter, Staff’s expert, Ms. Freetly, used the 3.66% yield 
on thirty-year U.S. Treasury bonds on October 31, 2013.  For the expected rate of return 
on the market parameter, Staff used a DCF analysis on the firms composing the S&P 500 
Index generating an expected rate of return on the market of 12.43%.  Inputting those 
three parameters into the CAPM, Staff’s CAPM estimate of the cost of common equity for 
the Delivery Group is 9.27% 

CCI’s CAPM used Treasury bond returns as the risk-free rate, an average of 
historical and forward-looking market risk premium estimates, and the proxy group’s 
average Value Line beta.  The results of this analysis defined a cost of equity range with 
a midpoint of 9.24% rounded to 9.25%, almost identical to Staff’s value.   

The Commission finds that Staff’s CAPM value of 9.27% is reasonable and 
supported by the record.  The Commission finds that the Companies CAPM value is not 
appropriate.  
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Risk Premium Analysis  
The Companies also uses a risk premium value that incorporates questionable 

assumptions.  First, the Companies used historical and forecasted yields to estimate that 
the prospective yield on A rated corporate bonds should be 5.25% rather than the very 
recently observed rate of 4.54%.  Their equity risk premium value of 6.25% represents 
the spread between common stocks in the S&P 500 and the yield on long term 
government bonds.  Adding the two numbers produces a value of 11.50%.   

Staff notes the S&P index is composed largely on non-rate regulated industrial 
concerns whose required rate of return exceeds the cost of equity for gas Companies.  
Staff argues against the use of the S&P 500 to estimate the expected return on equity for 
NS and PGL. The Companies are much lower risk companies than the overall market 
average.  The risk premium for the overall market will be larger than that of an A-rated 
public utility, like NS and PGL.  Therefore, adding that larger risk premium to the base 
bond return produces an overstated cost of equity estimate.  The Companies’ Mr. Moul 
effectively uses a cost of equity estimate for the overall market as an estimate for the 
lower risk NS and PGL.  

Moreover, this Commission has routinely rejected risk premium analysis as a valid 
basis for determining return on equity.  See e.g. Docket Nos. 09-0166/09-0167 (Consol.), 
Order at 128-129..  CCI argues that the Companies only use this Commission rejected 
technique to add a high-end data point, increasing the average of their cost of equity 
estimates.   

The Companies also argued that comparable earnings of other companies could 
be used as a measure of required return.  Unfortunately, the “comparable” companies 
used in their analysis don’t include any other regulated Companies whose risk profile and 
earnings are lower than other types of businesses.  The Commission finds this a 
comparison between apples and oranges.  

The Commission finds that Staff’s revised cost of common equity of 9.05% is 
reasonable and supported by evidence and analysis.  The Commission notes that Staff’s 
bottom line conclusion is supported by CCI’s very similar determination, derived using the 
same methods with different inputs.  The Commission rejects the Companies’ significantly 
higher determination based in part on improperly biased input values and analytic tools 
that the Commission has repeatedly rejected.  

F. Weighted Average Cost of Capital 

Commission Analysis and Conclusion 
Based on the evidence in the record and the applicable legal principles, the 

Commission approves as just and reasonable an overall rate of return (weighted average 
cost of capital) for North Shore of incorporating Staff’s recommended capital structure 
and costs of short-term debt, long-term debt, and common equity, equals 6.26% for North 
Shore and 6.56% for Peoples Gas.  The record consistently demonstrates that Staff’s 
recommendations are based on valid application of sound financial theory, while the 
higher recommendations of the Companies are not.   
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North Shore Gas Company
Percent of Weighted

Amount Total Capital Cost Cost
Long-term Debt $79,784,000 38.94% 4.13% 1.61%
Short-term Debt $21,678,000 10.58% 0.74% 0.08%
Common Equity $103,435,000 50.48% 9.05% 4.57%
Total Capital $204,897,000 100.00%
Weighted Average Cost of Capital 6.26%

The Peoples Gas Light and Coke Company
Percent of Weighted

Amount Total Capital Cost Cost
Long-term Debt $864,589,000 46.51% 4.26% 1.98%
Short-term Debt $58,805,000 3.16% 0.91% 0.03%
Common Equity $935,610,000 50.33% 9.05% 4.55%
Total Capital $1,859,004,000 100.00%
Weighted Average Cost of Capital 6.56%  

VII. OPERATIONS 

A. AMRP Main Ranking Index and AG-Proposed Leak Metric(s) 

Peoples Gas’ Position 
Peoples Gas states that the evidence establishes that: (1) Peoples Gas prudently 

uses its MRI to make decisions about which mains to replace; (2) the “peer group” 
analyses presented by AG witness Dr. Dismukes relating to replacement trends and leak 
trends are flawed; and (3) Dr. Dismukes’ vague proposals to add one or more 
“performance metrics” related to leaks as conditions of recovery of costs of efforts to 
reduce leaks are not only unnecessary, but they could be counter-productive by diverting 
resources away from their best use.   

Peoples Gas witness, David Lazzaro, an experienced engineer in replacing cast 
iron and ductile iron mains, explained that Peoples Gas utilizes criteria according to its 
MRI, which guides it in making appropriate decisions about targeting which mains to 
replace.  Mr. Lazzaro discussed in detail the development and use of the MRI.  He also 
described the processes for management oversight of the AMRP and coordinating with 
the City of Chicago.   

Peoples Gas states that AG witness Dr. Dismukes suggested that one or more 
additional metrics related to leaks be adopted for the AMRP, but his proposals were vague 
and ill-conceived (not an accurate measure of the effectiveness of the AMRP), 
unnecessary given the current leak control measures in place, and, if adopted, could be 
counter-productive.  Companies witness Mr. Lazzaro, in his rebuttal testimony, explained 
in detail why Dr. Dismukes’ original proposal, of new metrics related to corrosion related 
leaks, was poorly designed and unnecessary, and why the MRI is what should continue 
to be used.  Companies witness Mr. Lazzaro, in his surrebuttal testimony, explained in 
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detail why Dr. Dismukes’ vague rebuttal proposal, of new metrics related to a broader 
range of leaks, also was poorly designed and unnecessary, and why the MRI is what 
should continue to be used.   

Peoples Gas states that adding new metrics, as AG witness Dr. Dismukes 
proposed, simply is a bad idea.  As Companies witness Mr. Lazzaro explained: 

Q I mean, let's put it simply: Why don't you want to add 
those metrics as metrics for the program? 
A Well, we have currently in place procedures that grade 
and monitor the leaks that we have in our system, the ICC 
safety staff is aware of these pipeline safety staff is aware of 
these procedures and they audit the process annually, and 
opposed to any metrics that would take away the resources 
whether they're staff or dollars to focus on something that I 
don't think would help us with our replacement, considering 
we have the Main Replacement Program already. 

Tr. at 130.   
Peoples Gas states that the AG acknowledges that it has no objection in principle 

to Peoples Gas using the MRI.  Further, the AG and its witness failed to identify anything 
in the MRI to which they object.   

Peoples Gas contends that the AG’s arguments in its briefs are devoted mostly to 
defending Dr. Dismukes’ analyses, but provide essentially no factual support for his or 
the AG’s vague proposals.  The evidence does not provide any credible basis for rejecting 
the testimony of the Mr. Lazzaro, an experienced engineer, in favor of that of 
Dr. Dismukes, an economist, regarding whether new metrics should be adopted.  Peoples 
Gas argues that the AG and Dr. Dismukes refer to cost recovery-related proposals 
adopted in three cases in New Jersey, but do not appear to advocate those same exact 
proposals here, do not show that circumstances are similar here, and provide no evidence 
that those proposals would be suitable, or cost-effective, as to Peoples Gas.   

Peoples Gas concludes that the AG’s vague proposals on this subject are ill 
advised and should not be adopted.   
AG’s Position 

The AG explains that AG witness Mr. Dismukes prepared a series of analyses that 
examine Peoples Gas’ historic pipeline replacement and leak trends, as well as a 
comparison of those trends to the midwestern LDC peer group.  The purpose of Mr. 
Dismukes’s leak analysis is to examine how effective, from an empirical perspective, 
Peoples Gas has been in replacing leak-prone or “priority” mains and services, as well as 
in reducing its corrosion-related leaks under its AMRP.  His analysis expands upon the 
statistics discussed by PGL witness Lazzaro in his direct testimony.  Mr. Dismukes’ 
analysis of Peoples Gas’ replacement and leak trends spans a relatively long time period, 
and includes the years in which Peoples Gas did not have an infrastructure replacement 
cost recovery mechanism, the years in which Rider ICR was in place, as well as those 
years after Rider ICR was reversed through a court appeal.  Mr. Dismukes utilized data 
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taken from PGL’s annual reports filed with the U.S. Department of Transportation, 
Pipeline and Hazardous Materials Safety Administration (“PHMSA”), Office of Pipeline 
Safety (“OPS”).   

The AG states that the share of mains composed of cast iron fell by a few 
percentage points from 2009 to 2013, even as PGL’s leaks have been rising over that 
time span.  

Looking at historical replacement rates of leak-prone mains, Mr. Dismukes found 
that Peoples Gas’ replacement rate of leak-prone main has decreased since 1991, on a 
relative basis.  In fact, Peoples Gas’ replacement rate reached its lowest relative level 
during the period 2009-2011, being 88 percent less than the replacement rate observed 
almost twenty years earlier.  Meanwhile, midwestern LDCs, after an up-and-down trend 
(relative to 1991 levels) over the past two decades, have been replacing priority mains 
over the past two years at rates that are over 1.5 times their 1991 levels.  Peoples Gas, 
on the other hand, while increasing its relative replacement rates over the past two years, 
has not done so at levels comparable to regional Companies.   

Mr. Dismukes also found that, while a peer group of midwestern LDCs has attained 
a leak rate due to corrosion of around 50% or 60% of 1991 levels for the past decade-
plus consistently, PGL’s leak rate due to corrosion has been consistently (except for 
2011) above the 1991 leak rate for the past seven years.  Corrosion-related leaks are 
currently at levels that are 79 percent higher than those reported by Peoples Gas, on 
average, during the 1999-2006 period.   

Mr. Dismukes recommended in direct testimony that given PGL’s poor recent 
performance on reducing corrosion-related leaks, the Commission should consider 
adopting additional performance metrics that examine Peoples Gas’ trends in reducing 
corrosion related leaks.  Mr. Dismukes also pointed to several proceedings in the New 
Jersey Board of Public utilities (“NJBPU”) wherein the NJBPU adopted leak performance 
metrics tied to a utility’s allowed rates of return on infrastructure investment “trackers” or 
riders or tied the metrics to the allowance of recovery for the utility’s leak-reduction efforts.   

The AG submits that in rebuttal testimony, PGL witness Lazzaro argued that Mr. 
Dismukes should have addressed leaks with the seven other PHMSA leak cause codes 
(Natural Forces; Excavation Damage; Other Outside Force Damage; Material / Welds; 
Equipment; Incorrect Operations; Other).  Mr. Lazzaro argued that following the new 
PHMSA regulations on Distribution Integrity Management Programs (“DIMP”) issued in 
2010 and enforced in 2011, Peoples Gas re-categorized many of its leaks as Corrosion 
related.  Mr. Lazzaro did not explain, however, why the DIMP rule would not have affected 
other midwestern Companies similarly or why the increase in Corrosion-related leaks that 
Mr. Dismukes found began in 2007.  Mr. Lazzaro argued that any performance metric for 
the AMRP should also consider Natural Forces- and Other-related leaks.  He also argued 
that the MRI already used by Peoples Gas for prioritizing main replacements takes these 
three cause codes into account.   

Mr. Dismukes expanded his leak analyses in his rebuttal testimony to consider the 
two additional PHMSA leak cause codes mentioned by Mr. Lazzaro.  AG Exhibit 8.5 
shows the results of his analysis on Natural Forces-related leaks, which increased 
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substantially for PGL relative to peers from 2005, the first year data was collected for this 
leak category, through 2008.  This category of leaks then began to decline for PGL until 
2012, but then increased in 2013 to a level higher than any previous year. Meanwhile, the 
peer midwestern companies have consistently had leaks at similar levels since 2005.   

AG Exhibit 8.6 shows the result of Mr. Dismukes’ analysis on Other-classified 
leaks, which showed that PGL’s Other leaks were relatively high in the 1990s, then 
dropped considerably in 1999 and 2000 and continued to decline since 2001, with a slight 
increase in 2013. This trend is similar to that of the regional Companies.  The AG states 
that there is no evidence that leaks in the Natural Forces or Other categories were 
suddenly re-classified to the Corrosion category from 2011 onward.   

The AG continues that there is no reason to think that the possible change in 
PHMSA reporting in 2011 had any material impact on Peoples Gas’ overall leak trends, 
which Mr Dismukes found were still upward in recent years.  AG Exhibit 8.7 shows Mr. 
Dismukes’ study of a composite of Corrosion, Natural Forces, and Other leaks over 1991-
2013.  Peoples Gas’ leaks across these three categories were relatively high in the 1990s, 
dropping significantly in 1998 and staying at similar levels until 2007 and 2008, when the 
Company experienced a significant relative increase in its composite leaks.  The regional 
Companies also had relatively high leaks until 1997, when relative composite leaks 
started to decline and have remained fairly constant until 2009, when they again started 
to decline on a relative basis.   

While the AG does not object in principle to PGL’s use of its MRI, the Dismukes 
proposal goes beyond PGL’s private, voluntary use of the MRI and requests that the 
Commission implement performance metrics that would be used as a basis for denying 
or allowing recovery of expense for leak reduction efforts, similar to the NJBPU case 
discussed at page 21 of Mr. Dismukes’ direct testimony.  The AG submits that the 
Commission could set performance metrics for leak reductions based on the recent trends 
observed in the midwestern peer group (for example, Peoples could be required to reduce 
its leaks with all three of the aforementioned cause codes to 50% of 1991 levels, as the 
peer group average has done for the past several years, as shown in AG Exhibit 8.7) and 
deny cost recovery for those leak reduction efforts to the extent that Peoples fails to meet 
the targets.   
Commission Analysis and Conclusion 

The Commission agrees with Peoples Gas and finds that the record does not 
support imposing any additional metrics on Peoples Gas’ main replacement program, 
whether for operational purposes or as conditions of recovery of costs of leak reduction 
efforts.  Peoples Gas provided evidence from an experienced engineer supporting the 
continued use of its MRI.  The Commission finds that the evidence does not support the 
AG’s proposals for new metrics and that their adoption would not prove useful and cost-
effective enough for the Commission to impose them.   

B. Pipeline Safety-Related Training (Uncontested) 

The Companies and Staff agree that this Order should include a Findings and 
Ordering Paragraphs’ paragraph that specifies, for Peoples Gas, the test year amounts 
of certain pipeline-safety related training.  The agreed language is as follows: 
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(x)  The test year amounts of test year pipelines safety-related 
training for Peoples Gas are: $11,355 for Corrosion-NACE 
Levels 1 and 2 Certification; $80,500 for 49 CFR Parts 191 
and 192 Training; $0 for Construction Inspection; $6,300 for 
all other pipeline safety-related training, totaling $98,135. 

The agreed language is proper and it is incorporated in the Findings and Ordering 
Paragraphs section of this Order. 
VIII. COST OF SERVICE 

A. Overview 

The Companies prepared embedded cost of service (“ECOS”) studies to develop 
and implement their rate design proposals.  With few exceptions, the Companies’ ECOS 
studies are substantially identical to those presented, and approved by the Commission, 
in the Companies’ recent rate cases.  They slightly modified how they allocated 
Uncollectible Expense and the Miscellaneous Revenues in Account 495.   

Staff states that the Companies’ ECOS studies identify the revenues, costs, and 
profitability for each class of service and are a partial basis for the Companies’ proposed 
rate design.  Generally, the Companies prepared the ECOS studies utilizing three major 
steps: (1) cost functionalization; (2) cost classification; and (3) cost allocation of all the 
costs of the utility’s system to customer classes.  Staff witness Johnson testified that he 
had no objection to the Companies’ proposed ECOS studies to assign costs to the various 
functions and rate classes.   

AG/ELPC witness Scott Rubin recommended the Commission use the results of 
the Companies’ ECOS studies as a guide to the allocation of costs among the customer 
classes and that the results of those studies should be used as a guide to designing rates.   

IIEC witness Brian Collins takes issue with the Companies’ proposed ECOS 
studies and proposes various adjustments.   

B. Embedded Cost of Service Study 

1. Allocation of Demand-Classified Transmission and 
Distribution Costs 

Companies’ Position 
The Companies proposed to allocate demand-classified transmission and 

distribution (“T&D”) costs using an average and peak (“A&P”) methodology.  The 
Companies assert that A&P is an accepted approach to such T&D cost allocation, and it 
is consistent with the Commission’s orders in the Companies’ five most recent rate cases.  
IIEC proposed a coincident peak (“CP”) allocator for demand-classified T&D costs.  Staff 
opposed IIEC’s proposal and supported the A&P methodology.  AG/ELPC opposed IIEC’s 
proposal.   

The Companies noted that IIEC is correct that they have supported a CP allocator 
for demand-classified T&D investment in past cases.  However, the Companies explained 
that, in Docket Nos. 07-0241/07-0242 (Consol.), the Commission rejected that approach 
after considering arguments from the Companies and others supporting a CP allocator.  
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The Commission concluded that the Companies had not “overcome the Commission-
established and long-standing tradition of A&P methodology for allocating distribution 
costs.”  Docket Nos. 07-0241/07-0242 (Consol.), Order at 199; also see NS-PGL Ex. 28.0 
at 4.  Subsequent to that case, to limit the scope of contested issues, the Companies 
have used the A&P allocator.  The Companies further explained that the A&P allocator is 
recognized as an acceptable methodology for demand-classified costs.  For example, the 
NARUC states at pages 27-28 of its Gas Distribution Rate Design Manual (June 1989) 
that the A&P demand allocation method is a commonly used demand allocator for natural 
gas distribution Companies and that this method tempers the apportionment of costs 
between the high and low load factor customers.   
Staff’s Position 

Staff argues that the Commission should accept the Companies’ proposed ECOS 
studies.  These ECOS studies use largely the same cost allocation methodologies that 
were approved in the Companies’ 2009, 2011, and 2012 rate cases.  They are acceptable 
guidance for determining rates in this case.   

Staff acknowledges that IIEC witness Collins disagrees with the Companies’ 
proposed A&P cost allocation methodology for allocating T&D mains.  He instead 
proposes that the CP cost allocation methodology be used.  Mr. Collins provides two 
reasons why the A&P cost allocation method should be rejected.  First, he states that the 
A&P cost allocation method double counts the “average” component of demand.  Second, 
he opines that the A&P cost allocation method does not appropriately reflect how costs 
are incurred by the Companies.   

Staff details that Companies Witness Hoffman Malueg explained that the 
Companies have been using the A&P allocation methodology since Docket No. 07-
0241/07-0242 (Consol.).  She also stated that while IIEC witness Collins continually 
asserts that the Companies’ T&D system is designed to meet peak day demand, the 
Companies explained repeatedly in data responses to the IIEC that peak day demand, 
while being the primary factor, is not the only factor the Companies consider when 
designing the system.  With respect to Mr. Collins’ contention that the A&P allocator is 
double counting, Ms. Hoffman Malueg disagrees with this concept and states that 
demand costs are attributable to both average use as well as peak demand.  To align 
with this theory, the A&P demand allocation method mathematically combines average 
usage and peak demand to appropriately allocate capacity costs based upon that cost 
causation method.  Ms. Hoffman Malueg further explains that the A&P demand allocation 
method also mathematically weights the portion of the allocator that is to be based upon 
average demand by the system load factor, further aligning the theory that it is premised 
upon.   

Staff witness Johnson explained that Mr. Collins’ argument fails to recognize that 
the A&P allocator serves two distinct purposes, to reflect class contributions to the system 
average and to the system peak.  Accordingly, the A&P appropriately considers both 
average and peak demands in the allocation process.   
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Staff continues that the Commission addressed this double counting argument by 
the IIEC in Docket No. 04-0476, Illinois Power Company’s proposed general increase in 
natural gas rates.  The Commission concluded that: 

While the IIEC argues that the A&P method improperly double 
counts average demand in allocating T&D plant costs, the 
Commission believes that when allocating T&D plant costs an 
emphasis on average demand is appropriate. The record 
demonstrates that the A&P method relies upon class average 
demands and class coincident peak demands, which by 
definition are numerically larger than the associated 
averages. 

Illinois Power Company, Docket No. 04-0476, Order at 64-65 (May 17, 2005).  
Additionally, in Central Illinois Public Service (“CIPS”) and Union Electric (“UE”) 

proposed general increase in natural gas rates, the Commission stated:  
Furthermore, the Commission finds that the argument that the 
A&P method double counts average demand is not a 
sufficient basis for rejecting that approach. In fact, the 
Commission believes that when allocating demand costs it is 
the A&P method’s emphasis on average costs rather than 
peak costs that justifies its adoption. 

Central Illinois Public Service Company (AmerenCIPS) and Union Electric Company 
(AmerenUE), Docket Nos. 02-0798/03-0008/03-0009 (Consol.), Order at 98 (October 22, 
2003). 

In response to Mr. Collins’ argument that the A&P cost allocation method does not 
appropriately reflect how costs are incurred by the Companies, Mr. Johnson explained 
that the A&P allocates costs by both peak demands and average demands.  The peak 
demand component recognizes that a T&D system is sized to meet maximum annual 
demands.  However, there is also an average demand component because meeting peak 
demands is not the sole factor that shapes investment in a T&D system.  Another factor, 
but not the only factor, is the economic motivation to construct a T&D system.  This is 
more appropriately reflected by average demands than peak demands.  This is because 
year-round demands are necessary to generate sufficient revenues to justify investment 
in a T&D system.  These year-round demands are reflected in the average demand but 
not the peak demand portion of the A&P allocator.   

Staff adds that other factors are safety and reliability.  Safety and reliability 
investments are more appropriately reflected in average demands.  Safety and reliability 
are important, not just only for the peak day, but for every day of the year that gas is 
consumed which is what the average demand component reflects.   

Staff notes additionally that there is strong precedent in Illinois for using the A&P 
demand allocator.  The Commission typically uses this allocation methodology for the 
distribution costs of gas companies. In CIPS and UE’s proposed general increase in 
natural gas rates, Docket No. 04-0476, the Commission concluded: 
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The allocation method that properly weights peak demand is 
the A&P method, the same method that the Commission 
adopted in CIPS’ and UE’s last gas rate cases.  The A&P 
method properly emphasizes the average component to 
reflect the role of year-round demands in shaping 
transmission and distribution investments.   

Docket Nos. 02-0798/03-0008/03-0009 (Consol.), Order at 98. 
Staff states that the Commission also accepted the use of the A&P allocation 

methodology in Nicor Gas’ 2004 rate case.  Northern Illinois Gas Company, Docket No. 
04-0779, Order at 102 (September 20, 2005) and Nicor Gas’ most recent rate case 
Docket No. 08-0363.  The Commission subsequently directed Peoples Gas and North 
Shore to employ the A&P demand allocation methodology to allocate the distribution 
costs in Docket Nos. 07-0241/07-0242 (Consol.).  Docket Nos. 07-0241/07-0242 
(Consol.), Order at 199.  Since then, the Companies have employed the A&P demand 
allocation methodology in their COS studies.  In each case, the A&P methodology was 
approved by the Commission.   

Staff notes that AG/ELPC witness Rubin also disagrees with IIEC’s proposal to 
eliminate the A&P allocator.  Mr. Rubin indicated his understanding that the Commission 
has used the A&P method consistently for the Companies since at least 2007, and IIEC 
witness Collins does not present any new arguments or a compelling reason to change 
this well-established allocation method.  Mr. Rubin also reviewed the rebuttal testimony 
of Companies' witness Hoffman Malueg and agrees with her criticisms of Mr. Collins' 
testimony on this issue and concluded that IIEC failed to show that the Companies' use 
of the average and peak method is improper.   
IIEC’s Position 

IIEC argues that the ECOS studies proposed by the Companies are flawed 
because they allocate the demand classified T&D costs (both rate base and expenses) 
using the A&P allocation method which allocates costs in part by using a volumetric 
allocation factor (average demand) and fails to recognize a customer component for any 
portions of its main costs.  The Companies support their choice of the A&P method not 
because it is superior or more respected than the CP method; rather, the Companies use 
the A&P method in hopes to limit the contested issues in this proceeding.  IIEC notes too 
that the Companies have previously recommended that capacity related T&D system 
costs be allocated using the CP method in Docket Nos. 07-0241/07-0242 (Consol.). 
Docket Nos. 07-0241/07-0242 (Consol.), Order at 199.  IIEC asserts that the Companies 
have not presented any technical evidence that supports the use of the A&P method for 
allocating the Companies’ capacity related T&D system costs.   

IIEC argues that although the Commission has previously approved the A&P 
method for the Companies, the Commission has also approved the use of the CP method 
for allocating capacity or demand related T&D costs in previous Companies’ rate cases, 
notably Docket No. 90-0007 and Docket No. 91-0586.  In fact, the Commission Staff 
supported the CP allocation method in Docket No. 90-0007.  IIEC maintains that because 
the Commission and its Staff have previously shown support for allocating demand 
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related T&D costs on the CP method, there is no clear precedent for the A&P cost 
allocation method.  Determining whether a cost allocation method is appropriate should 
be based on the evidentiary record in the instant proceeding.  While it is true that this 
Commission has previously approved the use of the A&P method, the Commission is not 
bound by its prior determinations assuming there is sufficient evidence in the record to 
support the adoption of a new position, or in this case an old position, by the Commission.  
Mississippi River Fuel Corp. v. Commerce Comm’n, 1 Ill. 2d 509, 116 N.E. 2d 394, 396-
397 (1953).  IIEC asserts that the record in the instant proceeding provides information 
not previously available to the Commission in prior rate cases when determining the 
appropriateness of the CP cost allocation method for the Companies’ systems.  IIEC 
states that the evidentiary record in the instant proceeding supports the use of the CP 
method for allocating T&D system capacity or demand costs.  The CP allocator matches 
the classes’ system peak capacity required on the system peak day with the costs 
incurred by the Company to meet those classes’ peak day demands, thus best reflecting 
cost causation.   

IIEC states that the record contains: (1) a detailed explanation and illustration of 
how the A&P double counts average demand and the resulting detrimental effects to both 
residential non-heating and large volume users; (2) an illustration of how the A&P 
allocation factors result in unbalanced cost allocation to the classes; and (3) an illustration 
of how the A&P allocation factors, when applied to the Companies’ system peak day 
capacity, result in capacity shortfalls for certain classes.   

First, IIEC states that a significant issue with the A&P demand allocator is the fact 
that it double counts the “average” component of demand.  Average Demand is counted 
twice in the allocation of demand costs, once in the coincident peak allocation and then 
again in the average demand allocation.  The double counting results in an over-allocation 
of costs to higher load factor customers such as residential non-heating customers and 
industrial customers.   

IIEC explains that there are two steps in the process of calculating the A&P factors 
for the customer classes.  The first step determines the average demand component.  
The second step determines each class’s contribution to the system’s peak demand.  It 
is in the second step where the double counting takes place.  Double counting occurs 
because the A&P method considers both the average demand and the entire peak 
demand, which also includes average demand.   

IIEC states that because class average demand constitutes a larger percentage of 
the coincident demand for high load factor customers it adversely affects the S.C. 4 class 
more than any other class.  For PGL, class average demand constitutes 34% of coincident 
demand for the S.C. 4 class, versus 23% or less for the other classes.  For NS, class 
average demand constitutes 60% of the coincident demand for the S.C. 4 class, versus 
23% or less for the other classes.   

IIEC continues that the A&P method double counts the service classes’ 
contributions to average demand, and the Companies’ method in this case is no 
exception.  Ms. Hoffman Malueg argues that simply because average demand values are 
smaller than coincident peak demand values that should not imply that the Average and 
Peak demand allocation method should be discredited because it is ‘double counting’.   
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IIEC responds that Mr. Collins does not argue that average demand is double counted 
because average demand is smaller than coincident peak demand.  Mr. Collins argues 
that average demand is double counted by the A&P cost allocation formula because 
average demand is a subset of demand contained within coincident peak demand.   

Average demand is a subset of coincident peak demand, where Coincident Peak 
Demand can be expressed as Coincident Peak Demand = (Average Demand + Peak 
Demand in Excess of Average).  Said simply, the A&P cost allocation formula double 
counts average demand because average demand is weighted by the system load factor, 
and then weighted again by (1 - the system load factor) because Average Demand is a 
subset of Coincident Peak Demand.  By using the A&P demand allocation methodology 
to allocate capacity costs to customer classes, average demand is always given 100% 
weight in the capacity allocation factor regardless of the system load factor.   

IIEC adds that average demand is given considerably more weight in the allocation 
of T&D capacity cost than are coincident peak demands, which are the primary load 
characteristic that explains cost causation.  The result of double counting Average 
Demand is that Average Demand will always be given 100% weight in the A&P demand 
allocation formula despite the fact that Average Demand is not considered in the design 
of the Companies T&D system capacity.  It is peak demand in excess of average that 
drives the capacity of the T&D systems needed to meet the coincident peak day demands 
of the Companies’ customers.  IIEC argues that the CP method is appropriate because it 
reflects how the T&D system is designed and therefore reflects cost causation.   

Second, IIEC maintains that coincident demand best reflects cost causation.  IIEC 
explains that Gas distribution T&D systems are designed based on the design day 
demand or the coincident peak demand requirements of its customers.  The design of the 
system allows the Companies to offer firm uninterrupted service to all customers every 
day of the year, including the day the system peak day demand occurs.  IIEC asserts that 
average demand is not a factor in the design of the system as confirmed by the 
Companies in their response to IIEC Data Requests 6.01 and 6.12.  If the Companies 
designed their systems based on average day demands then it would not be guaranteed 
the Companies would have adequate capacity to meet the customers’ coincident 
demands on the system peak day.   

IIEC continues that while average demand is certainly a factor considered in 
identifying the variable cost of operating the system, the actual physical size of the T&D 
mains, compressors, and related equipment is based on customers’ contributions to the 
system peak day demand.  Further, average demands do not describe the main size or 
system capacity that is necessary to provide firm uninterruptible supply of service to all 
customers every day of the year.  The system’s capacity must be sized for peak day 
demand, assuring all customers utilization of their entitlement to that capacity to receive 
firm, uninterrupted, supply of gas every day of the year, including the day of the peak 
demand.   

Based upon this, IIEC argues that the Companies’ proposal fails to meet the cost 
of service principle of cost causation.  The Companies state the most important principle 
underlying an ECOS study is that cost incurrence should follow cost causation.  
Therefore, according to the IIEC, the A&P method is inappropriate for ratemaking in this 
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proceeding because it does not appropriately reflect how the costs associated with T&D 
mains, including both rate base and expenses, are incurred by the Companies.  As a 
result, the A&P allocation method creates an unbalanced allocation of T&D costs among 
customer classes.   

As an illustration of such unbalanced cost allocation resulting from the A&P 
method, IIEC witness Collins focused on distribution main costs.  Distribution main 
capacity allows customers that need firm service to receive firm service every day of the 
year, including the day of peak demand.  As such, customers need an amount of capacity 
entitlement equal to their coincident peak day demand that allows them to receive firm 
service every day of the year.  IIEC adds that the actual usage of this capacity entitlement 
throughout the year then is a function of the customers’ load factor.  

IIEC explains that the A&P method assigns a significantly different distribution 
main net plant cost per unit of coincident demand to each customer class, even though 
all classes have equal rights to firm distribution capacity on the system peak demand day.  
The per unit cost for distribution main net plant is significantly higher for the Companies’ 
higher load factor customers, specifically the Non-Heating S.C. 1 Residential and S.C. 4 
Large Volume Demand Service, than it is for low load factor customers.  IIEC argues that 
under the A&P allocation method, customer classes that more efficiently utilize the T&D 
system are allocated a premium, on a per unit of coincident demand basis, for distribution 
main net plant in their rates as compared to lower load factor customer classes.   

IIEC states that the above illustration also demonstrates the tempering that Ms. 
Hoffman Malueg refers to when she explains that the A&P demand cost allocation 
methodology provides “compromise” and “tempers” cost apportionment between high 
load factor and low load factor customers.  Such temperament allocates a higher per unit 
cost for distribution main net plant to the high load factor customers than it does the low 
load factor customers.  IIEC maintains that the A&P method misassigns cost to the high 
load factor customers that should be assigned to low load factor customers under proper 
cost-causation principles.  However, when costs are assigned to the classes using the 
CP method, all classes are allocated the same per unit cost of distribution main net plant, 
resulting in a balanced allocation of costs. 

IIEC submits that with the A&P cost allocation method, costs are shifted between 
classes based on load factor, or how they utilize the system peak day capacity.  By 
introducing load factor and volume into the cost allocation process, the A&P method 
results in rate impact mitigation by misallocating costs in the cost allocation process.  IIEC 
argues that rate impact mitigation should not occur in an ECOS study.  A proper ECOS 
study should properly measure each class’s cost causation.  The CP method measures 
costs appropriately because it is based on cost causation.  After costs are allocated to 
classes using a proper ECOS study, rate impact mitigation is then best addressed through 
revenue allocation and rate design.   

IIEC offers that another illustration of how the A&P allocation method does not 
properly allocate T&D main capacity costs across customer classes is to compare the 
A&P allocation of the total system peak day capacity to each class, with the amount of 
actual capacity that is needed by each class on the coincident peak day.  The illustration 
shows the residential non-heating and Large Volume Demand classes are over allocated 
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system capacity using the A&P allocation method.  As a result, the Non-Heating S.C. 1 
Residential and S.C. 4 Large Volume Demand customers subsidize the cost of capacity 
to other classes that have a shortfall in capacity needed on the Companies’ system to 
meet their peak day demand requirements.  However, when system peak day capacity is 
allocated to classes based on the CP method, all classes are allocated enough system 
peak day capacity to meet their coincident peak day demands.  IIEC states that in the 
case of PGL, use of the A&P allocator allocates 11% more capacity to the Non-Heating 
S.C. 1 Residential class and the S.C. 4 Large Volume Demand Service class than is 
necessary to meet their peak day demands.  In the case of NS, use of the A&P allocator 
allocates 8.8% to the Non-Heating S.C. 1 Residential class and 34.6% to the S.C. 4 Large 
Volume Demand Service, again in excess of what is necessary to meet their peak day 
demands.   

Third, IIEC states that a proper cost allocation method should reflect how costs are 
actually incurred on the Companies’ T&D systems.  IIEC argues that a utility’s selection 
of a particular cost allocation method should be based on whether that allocation method 
appropriately reflects class cost causation and results in rates that provide accurate price 
signals to its customers.   

IIEC emphasizes that the most important principle underlying an ECOS study is 
that cost incurrence should follow cost causation.  Because rates should reflect cost 
causation, the costs used in setting rates should be allocated to classes based on how 
the classes cause the costs to be incurred by the Companies.  IIEC asserts that the cost 
allocation method should be consistent with cost causation.   

IIEC maintains that T&D systems are designed to meet the demands of customers 
and not their gas throughputs or usages; therefore, allocating the costs of the T&D system 
based on demand is appropriate.  Further, a utility’s T&D main investments must meet its 
customers’ demands and a utility incurs the cost to construct and operate T&D mains to 
meet its customers’ peak day demands.  This is exactly why IIEC witness Collins believes 
the CP method is an appropriate cost allocation method for allocating T&D related capital 
costs and expenses, because the CP method allocates costs based on how they are 
incurred, using customer peak demands and not annual throughput.   

IIEC states further that allocating costs based on how they are incurred is 
consistent with the NARUC Gas Distribution Rate Design Manual (June 1989) which 
states at page 20: 

Historic or embedded cost of service studies attempt to 
apportion total costs to the various customer classes in a 
manner consistent with the incurrence of those costs.  This 
apportionment must be based on the fashion in which the 
utility’s system, facilities and personnel operate to provide the 
service.   

IIEC Ex. 1.0 at 15-16. 
NARUC recognizes that demand or capacity related costs can be allocated to 

classes based on two factors: (i) peak day demands, and (ii) the number of customers.  
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The NARUC Gas Distribution Rate Design Manual states the following at pages 23 and 
24: 

Demand or capacity costs vary with the size of plant and 
equipment.  They are related to maximum system 
requirements which the system is designed to serve during 
short intervals and do not directly vary with the number of 
customers or their annual usage.  Included in these costs are: 
the capital costs associated with production, transmission and 
storage plant and their related expenses; the demand cost of 
gas; and most of the capital costs and expenses associated 
with that part of the distribution plant not allocated to customer 
costs, such as the costs associated with distribution mains in 
excess of the minimum size.  

Id. at 16. 
IIEC notes that the Companies cite the NARUC Manual as well in support for their 

use of the A&P method stating the Manual finds the Companies’ allocation method 
provides compromise and tempers cost apportionment.  But the Companies fail to cite 
further support in the Manual for their use of the allocation method while IIEC states that 
it cites language from the Manual supporting its position on use of an allocation factor 
that accurately reflects cost causation.  IIEC argues while the Companies’ proposed A&P 
method is one found and used in the Manual, their additional support for its use is tepid 
at best.   

IIEC contends that it is the peak day demand which drives the costs incurred in 
order to design, construct, implement and maintain a T&D system that is adequate to 
provide firm service throughout the year, including the peak day, to all customers that 
want firm service.  T&D systems are sized based on peak day demands to ensure that 
firm gas supply can be delivered every day of the year and because cost causation is 
driven by peak demand, T&D related costs should be allocated based on peak demand.  
IIEC claims that as the NARUC manual correctly observes demand and capacity costs 
vary with the size of plant and equipment and do not vary with annual usage.  Therefore, 
they should not be allocated on the basis of a method that considers average demand or 
volume.   

IIEC states that if the T&D system can meet the peak day demand of its customers 
it stands to reason it can meet the demand of its customers on every single day of the 
year.  The only way daily needs can be met is through a system that is designed to meet 
the peak day demand.  If the peak day demand can be met, all daily demands will be met 
as well.   

IIEC states that in Docket Nos. 07-0241/07-0242 (Consol.), the Companies 
advocated for the use of the CP method to allocate T&D mains to customer classes.  The 
Companies’ witness Ronald J. Amen found the CP method to be the most appropriate 
indicator of cost causation and argued against the use of the A&P method.    

IIEC argues that using the A&P allocation method to allocate capacity related costs 
based on perceived benefits resulting from year round use of the Companies’ T&D 
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systems is not based on cost causative factors.  Benefits are in the eye of the beholder 
as there are not objective measures to define or determine to what extent particular 
customers derived such benefits.  In stark contrast, cost-causation is based on the T&D 
system’s engineering and an understanding of the drivers that determine a utility’s costs.  
IIEC concludes that the Coincident Demand allocation method best represents cost 
causation on the Companies’ T&D systems.   
Commission Analysis and Conclusion 

The Commission agrees with the Utilities and finds that although both the CP and 
the A&P method are acceptable ways to allocate demand-classified T&D costs, the A&P 
method of cost allocation is supported by the record and consistent with the method of 
allocation adopted in previous rate cases.  The Commission holds that IIEC has not 
shown that the CP method is preferable in this case.  The Commission finds that the 
Utilities’ use of the A&P method for demand-classified T&D costs is reasonable and is 
approved.   

2. Allocation of Small Diameter Main Service Costs 

Companies’ Position 
The Companies assert that they do not delineate between small and large 

diameter distribution mains in their ECOS studies, nor is it appropriate to do so.  The 
Companies explained, and it is undisputed, that all of the Companies’ customers take 
service from all the various sized mains in the system.  Specifically, except for Peoples 
Gas’ negotiated contract rates (S.C. Nos. 5, Contract Service for Electric Generation, and 
7, Contract Service to Prevent Bypass), all service classifications take service directly 
from mains smaller than four inches and from mains that are four inches and larger.  
Moreover, the Companies stated that they operate their systems in an integrated manner, 
which enhances system reliability for all customers.  The Companies explained that their 
ECOS studies have a class-based structure.  That is, the Companies allocate costs to the 
customer classes and not individual customers or ad hoc groups within the classes.  For 
the Companies, the customer classes are the service classifications and rate groups 
within the service classifications for which the Companies design rates.   

The Companies state that IIEC’s proposal to consider moving the three customers 
taking service directly from smaller diameter mains to another service class is flawed 
because these customers do not qualify for S.C. No. 2, which is available only to 
customers using a monthly average of 41,000 therms or less.  None of the three 
customers are eligible for S.C. No. 2 and all are properly on S.C. No. 4.   

The Companies’ witness Ms. Hoffman Malueg explained that selectively allocating 
only certain main costs to S.C. No. 4 is incompatible with the class-based nature of the 
ECOS studies.  The Companies’ ECOS studies allocate costs to the customer classes 
(S.C. No. 4 is such a class), based on class characteristics and not based on individual 
customer characteristics or ad hoc group characteristics within the classes.  The number 
of customers taking service from various main sizes in a given class is irrelevant.  Ms. 
Hoffman Malueg explained that the ECOS studies are not intended to extract for or 
allocate specific costs to individual customers.   
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The Companies claim that they do not allocate distribution mains to customer 
classes within their ECOS studies based on customer counts.  The fact that there are 
only three S.C. No. 4 customers out of 180 (total within both Companies) taking service 
directly from a main smaller than four inches has no relevance in the ECOS studies.   They 
argue that IIEC apparently seeks only to look at customer counts as relevant for S.C. No. 
4 for certain mains, but, if customer counts are appropriate for S.C. No. 4 and for certain 
size mains, does fairness dictate that customer counts become a factor for all size mains 
and other facilities, for all service classifications?  The Companies state that making a 
single, selective exception to the class-based nature of the ECOS studies may be 
feasible, but it is not feasible to begin making exceptions for all particular costs that may 
fit IIEC’s theory.  
Staff’s Position 

Staff explains that IIEC witness Brian Collins proposes to delineate the costs of 
mains smaller than 4 inches and allocate those costs to all classes except for the S.C. 
No. 4 class. He states that because all but three S.C. No. 4 customers do not utilize mains 
smaller than 4 inches in receiving service, this adjustment reflects cost causation.  

Staff continues that the Companies’ engineering witnesses, David Lazzaro and 
Mark Kinzle respectively stated that smaller diameter mains support service to the S.C. 
No. 4 customers.  In fact, the Companies design and operate their systems in an 
integrated manner. The fact that a customer is directly served by a main that is four-
inches, or greater, does not mean that smaller diameter pipe is not useful, or in some 
instances, necessary, in serving that customer.  Staff maintains that operating the system 
as an integrated whole enhances the reliability of service to all customers. For example, 
smaller diameter mains may backfeed the larger diameter main and support service to 
the S.C. No. 4 customer.  A backfeed refers to an alternate flow path for the gas.  Staff 
states that this may be important when an outage occurs, resulting from, for example, 
required maintenance activity or third party damage to the Companies’ facilities.   

Staff adds that Companies witness Hoffman Malueg states that all service 
classifications portrayed in the Companies’ ECOS studies receive service directly from 
all sizes of distribution mains.  The only purpose of delineating between small and large 
distribution mains within the Companies’ ECOS studies would be to segregate costs such 
that they can be allocated to the service classifications differently.  However, because all 
of the Companies’ service classifications are served from all sizes of distribution mains, 
there is no reason to delineate distribution mains within the ECOS studies.  Additionally, 
the Companies’ witnesses Mr. David Lazzaro and Mr. Mark Kinzle within their rebuttal 
testimonies explain that the Companies’ distribution systems are an integrated network 
of various main sizes.  Staff reasons that simply because a customer is directly served by 
a large distribution main does not preclude the fact that a small distribution main is useful 
in providing service to such customer.  Given these reasons, Staff asserts that it is not 
appropriate to delineate between small and large distribution mains within the Companies’ 
ECOS studies.   

Staff mentions as well that AG/ELPC witness Rubin also addressed this issue and 
disagreed with the IIEC’s proposal.  Mr. Rubin stated that the IIEC ignores the fact that 
customers in the S.C. No. 4 class are served by mains in the 4 inch and smaller category, 
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as the Companies indicated in several data request responses.  Mr. Rubin opined that 
there was no factual support for IIEC’s position on this issue.   
IIEC’s Position 

IIEC argues that another flaw in the Companies’ cost of service study is the 
Companies’ failure to distinguish between small and large distribution mains. IIEC 
proposes to delineate the costs of the mains smaller than 4 inches and allocate those 
costs to all classes except for the S.C. 4 class.    

IIEC states that the Companies do not delineate between small and large 
distribution mains and argue that because all of the Companies’ service classifications 
are served from all sizes of distribution mains, there is no reason to delineate distribution 
mains within the ECOS studies.  IIEC witness Collins argues this is not true.  The 
Companies’ system of mains is akin to the branches of a tree; the gas flows from the 
largest diameter mains into successively smaller sizes of mains.  Large volume customers 
cannot be served by the smaller diameter mains, because mains with small diameters 
simply do not have sufficient capacity to supply those customers’ needs.   

IIEC maintains that its interest in this issue lies in the fact that only 3 customers 
out of 180 customers in the Companies’ S.C. No. 4 class are served by mains less than 
four inches.  The Companies’ cost of service studies show net plant balances of $1.03 
billion for PGL and $117 million for NS in FERC Account 376 - Distribution Mains.   These 
plant balances include the cost of all distribution mains regardless of their diameter and 
the costs in these balances are distributed to all service classes on the basis of the inferior 
A&P allocation factors.  IIEC reasons that in distributing main costs in such a manner the 
Companies’ cost of service studies allocate the cost of 2-inch and 3-inch mains to 
customers that bear no responsibility for the Companies’ investment in those mains, 
ignoring the principles of cost causation.  It is not appropriate to allocate the costs of 
mains smaller than 4 inches serving only 3 S.C. No. 4 customers based on the combined 
load characteristics of all 180 S.C. No. 4 customers to the entire S.C. No. 4 rate class.  
Under such circumstances the cost of small mains should be delineated and those costs 
assigned to the customer classes other than S.C. No. 4.  

IIEC states that the Companies’ claim that smaller mains do in fact support the 
Companies’ service to S.C. No. 4 customers.  The Companies’ witnesses argue the 
Companies design their systems in an integrated manner and the fact that a customer is 
directly served by a main that is four inches or greater does not mean that smaller 
diameter pipe is not useful and, in some instances, necessary, in serving that customer.   
They cite an example of this small diameter pipe’s usefulness by suggesting the smaller 
diameter mains may backfeed the larger diameter main and support service to the S.C. 
No. 4 customer.   

IIEC argues that Companies witnesses Mr. Lazzaro and Mr. Kinzle failed to 
support their backfeeding arguments with any credible examples of the actual necessity 
or the feasibility of such backfeed.  In order to replace gas from larger pipes, the smaller 
diameter pipes would have to operate at a greater pressure than normal operating 
pressure to accommodate the increased volumes as a result of any such backfeed.  IIEC 
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maintains that due to the safety concerns, it is unlikely that backfeeding can occur in all 
circumstances or for long periods of time.   

IIEC submits that neither Mr. Lazzaro nor Mr. Kinzle responded to Mr. Collins’ 
question of safety or feasibility in their surrebuttal testimony.  Neither witness provided 
any detail as to how often the smaller diameter mains are used to backfeed larger pipes 
that serve S.C. No. 4 customers or for what periods of time the smaller diameter mains 
can be safely used to backfeed.  Neither witness indicates whether backfeeding has 
occurred on the system peak day.  Finally, while backfeeding may be an ancillary service 
provided by the smaller diameter mains, backfeeding does not reflect normal operation 
of the system and is not mentioned by the Companies as a consideration in designing the 
T&D systems.  IIEC claims that the arguments of the Company witnesses do not provide 
justification for allocation of 4-inch main cost to the S.C. No. 4 class.   

IIEC notes that Company witness Hoffman Malueg argues the 3 S.C. No. 4 
customers taking service from smaller mains ought not to receive a different cost of 
service than the other 177 S.C. No. 4 customers, nor should all the S.C. No. 4 customers 
receive no allocation of smaller diameter main costs when some customers (3 of 180) 
directly receive service from those mains.  Ms. Hoffman Malueg further argues Mr. Collins’ 
proposal is a selective exception to the class-based nature of the ECOS studies and not 
feasible to begin making exceptions for particular costs.   

IIEC reiterates that only 3 customers out of 180 customers in Companies’ S.C. No. 
4 class are served by mains less than four inches.  IIEC proposed in its rebuttal testimony 
that the Companies move the 3 customers who receive service from mains smaller than 
4 inches to another service class if in fact those customers do not meet the qualification 
for service under the S.C. 4 tariff.  If this were done, there would be no customer in the 
S.C. No. 4 class served by 4 inch mains and reallocation of those costs to other rate 
classes would be appropriate.  In the alternative, the Companies should directly allocate 
the specific smaller than 4 inch main related costs used to serve these 3 customers to the 
entire S.C. 4 class.  IIEC maintains that from a cost causation standpoint, either of these 
approaches is more appropriate than the Companies’ proposal to allocate all mains 
smaller than 4 inches based on the combined load characteristics of all 180 customers in 
the S.C. No. 4 class.  

IIEC submits that despite the protest of feasibility, identifying and allocating these 
costs is possible, especially in light of the fact there are only 3 S.C. No. 4 customers 
served by small mains.  In fact, other Companies do directly allocate the costs of mains 
smaller than 4 inches used to serve a small number of its largest customers.  IIEC 
concludes that Mr. Collins’ adjustments to the allocation of small mains should be 
adopted.   
Commission Analysis and Conclusion 

The Commission agrees with the Utilities and finds that selective exceptions to the 
class-based nature of the ECOS studies are not appropriate in this instance.  Customers 
in all the service classes (except for certain Peoples Gas negotiated rate customers) take 
service from all the different sized mains on the Utilities’ systems.  The ECOS studies are 
not intended to extract for or allocate specific costs to individual customers.  Delineating 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 155 of 215



mains by size within the ECOS study would be inconsistent with this approach, no matter 
how implemented.  The Commission finds that the Utilities’ decisions not to make 
delineations in their ECOS studies based on main diameter are reasonable.   
IX. RATE DESIGN 

A. Overview 

Companies’ Position 
The Companies prepared ECOS studies to develop and implement their rate 

design proposals.  NS Ex. 14.0; NS Exs. 14.1-14.8; PGL Ex. 14.0; PGL Exs. 14.1-14.8. 
The Companies assert that with few exceptions, the Companies’ ECOS studies are 
substantially identical to those presented in the Companies’ recent rate cases.  Id.  They 
have slightly modified how they allocated Uncollectible Expense (NS Ex. 14.0 at 17-18; 
PGL Ex. 14.0 at 18-19) and the Miscellaneous Revenues in Account 495 (NS Ex. 14.0 at 
21-22; PGL Ex. 14.0 at 22-23).   

The Companies’ witness Ms. Egelhoff testified that the proposed rate designs were 
intended to and would accomplish the following six major objectives:  (1) recover the 
revenue requirement, (2) better align rates and revenues with underlying costs, (3) send 
proper price signals regarding the costs recovered through the rates, (4) provide more 
equity between and within rate classes, (5) reflect gradualism considering test year 
revenue requirements, and (6) address the S.C. No. 2 distribution block structure and 
sizes.  NS Ex. 15.0 at 6; PGL Ex. 15.0 REV. at 6. 
Staff’s Position 

The Companies propose greater recovery of fixed costs through fixed charges.  
The Companies consider all of their costs recovered through base rates as fixed.  Peoples 
Gas’ classes are S.C. No. 1 Residential Heating and Non-Heating, S.C. No. 2 General 
Service, S.C. No. 4 Large Volume Demand Service, S.C. No. 5 Contract service for 
electric generation, S.C. No. 7 Contract service to prevent bypass, and S.C. No. 8 
Compressed Natural Gas Service.  North Shore’s classes are the same as Peoples Gas 
except North Shore does not have a No. 8 Compressed Natural Gas Service class.  The 
Companies also propose changes to various miscellaneous charges.   

Staff recommends the Commission: (1) begin the process of adjusting the 
Companies’ rate designs away from a straight fixed variable (“SFV”) based rate design 
for the S.C. No. 1 Residential Heating and Non-Heating classes and the S.C. No. 2 
General Service class; (2) accept the Companies’ proposed rate design for Peoples Gas 
and North Shore’s S.C. No. 4 Large Volume Demand Service rate class; (3) accept the 
Company’s proposed  rate design for Peoples Gas’ S.C. No. 8 Compressed Natural Gas 
Service; and (4) accept the Companies’ proposed Service Activation Charges, 
Reconnection Charges, and Second Pulse Data Capability Charges. Staff Ex. 4.0 at 4-5. 
AG’s Position 

In their last distribution rate cases (Docket Nos. 12-0511/12-0512 (Consol.)), PGL 
and NS proposed to establish separate rates and customer classes for residential heating 
and non-heating customers, which was approved by the Commission.  The proposal 
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stemmed from the Commission’s order in the Companies’ 2011 cases that required the 
Companies to prepare cost-of-service studies that separated low-use residential 
customers from higher-use residential customers.  AG/ELPC Ex. 3.0 at 6. 

The result of separating heating and non-heating customers into different classes 
was a substantial reduction in the bills for non-heating customers, due to the significantly 
lower demand-related costs of serving those customers.  The increases in Heating 
customers’ customer charges that flowed out of the Heating/Non-Heating bifurcation, 
however, have been unnecessarily and inequitably amplified by the Companies’ 
obsessive march toward increasing the amount of revenues recovered through the fixed 
customer charge.  For example, Peoples Gas and North Shore residential heating 
customer charges have risen by nearly 200% and 179%, respectively, since 2007, the 
year PGL/NS began filing a steady stream of rate cases under its then new parent 
company, Integrys Energy Group.  In fact, the Companies filed five rate cases over a 
seven-year period in their quest to increase profits and achieve the goal of maximum 
recovery of revenues through the customer charge.  In 2007, the PGL customer charge 
was $9.00.  Today for heating customers it stands at $26.91.  In this case, Peoples Gas 
seeks to increase that charge another 43%, to a proposed $38.50.  For North Shore 
customers, customer charge rates have increased from $8.50 in 2007 to the current 
$23.75.  North Shore seeks to increase that charge another 24%, to a proposed $29.55 
for heating customers. 

Back in 2007, PGL and NS recovered, respectively, 27% and 28% of the 
residential revenue requirement through the customer charge, with variable per therm 
charges covering the remainder of the delivery service portion of the bill.  In that year, 
PGL’s flat monthly charge for both heating and non-heating customers was $9.00.  See 
Docket Nos. 07-0241/07-0242 (Consol.), Schedule E-2, page 10 of 371.  Today, it is 
$26.91 for heating customers.  For North Shore, the residential customer charge was 
$8.50 in 2007 for both heating and non-heating customers.  See Docket No. 07-0241, 
North Shore Gas Co. – Proposed Increase in Delivery Service Rates, Schedule E-2, page 
8 of 261. Today it is set at $23.75 for heating customers. The bottom line is that Peoples 
Gas and North Shore customers pay the highest rates in the state – both in terms of the 
customer charge and per therm charges.  PGL’s and NS’s extraordinary request to seek 
43% and 24% increases in the Residential Heating customer charge, respectively, 
threatens to exacerbate that reality.  

High customer charges mean the Companies’ lowest users bear the brunt of rate 
increases, and subsidize the highest energy users.  The Companies’ claims that all costs 
are fixed is belied by their own cost studies, which identify significant operational costs as 
tied to demand of natural gas.  Steadily increasing customer charges diminish the 
incentives to engage in conservation and energy efficiency because a smaller portion of 
the bill is subject to variable usage charges and customer efforts to reduce usage.  
AG/ELPC Ex. 3.0 at 15, 20-21. 

The Commission should reject the Companies’ unsupported claim that customer 
charges must be raised to ensure cost recovery.  AG witness Rubin’s proposed rate 
design (1) corrects the inequitable cross-subsidization of high users by low users of 
natural gas that occur when more and more costs are recovered through the flat customer 
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charge; (2) reflects the Companies’ minimal risk of recovering their authorized revenue 
requirement in light of the guaranteed revenue recovery that the Companies enjoy 
through decoupling, uncollectibles and infrastructure riders; and (3) furthers the public 
policy goals of promoting energy efficiency and conservation through higher variable 
charges.  It should be adopted by the Commission. 
ELPC Position 

The ELPC intervened in this case in order to address one important issue, Peoples 
Gas’ proposal to increase its fixed monthly charge for residential heating customers by 
43.1%.  The Commission should reject this proposal because it sends customers the 
wrong price signals regarding energy efficiency and it reduces customers’ benefits from 
efficiency.  While ELPC acknowledges that the Company should recover some of its fixed 
costs through fixed charges, the current allocation ratio already allows the Company to 
recover an adequate percentage.  This issue has sparked ongoing debate in Illinois, but 
the Commission succinctly addressed the issue in a recent 2013 report to the General 
Assembly that recommends shifting revenues out of the fixed charges back in the variable 
charges.  As set forth below, the evidence in this docket supports those findings. 
City-CUB’s Position 

The Companies have made efforts to increase their fixed cost recovery by 
increasing the customer charge in each of their last four rate proceedings.  See Docket 
Nos. 12-0511/12-0512 (Consol.), Order at 227; Docket Nos. 11-0280/11-0281 (Consol.), 
Order at 188 (“The trend in the Companies last three rate cases has been to request 
substantial increases in the customer charge, which may impact low use customers in 
excess of their cost of service or their contribution to demand-related costs.”).  Peoples 
Gas currently recovers about 55% of total base rate revenues from fixed charges, (PGL 
Ex. 15.0 at 11), and North Shore Gas currently recovers about 67% of total base rate 
revenues through fixed customer charges, (NS Ex. 15.0 at 11).  The Companies’ 
proposed rate designs in this proceeding continue their incessant campaign to move 
toward greater fixed cost recovery.  The Companies propose to recover 90% of non-
storage related fixed costs through the customer charge for residential non-heating 
customers (S.C. No. 1 NH) for both Companies, (NS Ex. 15.0 at 11; PGL Ex. 15.0 at 11), 
and for residential heating customers the Companies’ proposed rate designs would allow 
NS to recover 80% and PGL 75% of their designated (non-storage related) “fixed costs” 
through fixed monthly charges.  PGL-NS Ex. 29.0 at 4.   

The Companies’ proposal departs from recent decisions by the Commission that 
rejected proposals to move further toward an SFV rate design through increased 
customer charges.  See, e.g. Commonwealth Edison Co., Docket No. 13-0387, Order at 
75 (Dec. 18, 2013); Ameren Illinois Co., Docket No. 13-0476, Order at 101-102 (March 
19, 2014).   

Instead of seeking to increase the fixed charges that customers face, the 
Commission’s ComEd RDI Order stated its policy support for correctly returning to cost-
causation based rate design.  Both Staff and AG/ELPC witnesses oppose the Companies’ 
continued pursuit of a self-serving SFV design.   
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CUB/City recommend that the Commission adopt the AG/ELPC proposed rate 
design that allocates any revenue requirement increase to the S.C. No. 1 volumetric 
charges and caps the customer charge at the current percentage of revenues, for both 
heating and non-heating customers.   

B. General Rate Design  

1. Allocation of Rate Increase 

Companies’ Position 
The Companies used their ECOS studies to allocate revenue requirements and 

develop rates.  As in prior cases, the Companies set cost-based rates for each service 
classification.  The Companies stated that their ECOS studies and the descriptions of 
their rate designs are detailed and specific enough that it would be straightforward to 
derive rates from the revenue requirements the Commission approves.  IIEC proposed 
an “across-the-board” increase (IIEC Ex. 1.0 at 24), i.e., each service classification should 
receive the same percentage of the revenue deficiency as the overall system deficiency, 
regardless of what the ECOS studies show.  The Companies opposed IIEC’s proposal 
for several reasons.   

First, the Companies stated that the premise for IIEC’s allocation proposal is its 
two proposed changes to the Companies’ ECOS studies.  The Commission should reject 
both proposals.  Second, the Companies claim that IIEC has failed to provide support for 
an across-the-board increase or to address how these resulting costs should be used to 
set rates and that the IIEC has failed to offer any rates and bill impacts that would result 
if such an allocation were approved. In addition, the proposal would not result in cost-
based rates for any service classification and would create cross-subsidization across 
service classifications. NS-PGL Ex. 29.0 REV at 21-22.  Third, despite IIEC’s citing the 
importance of cost causation in the ECOS studies, the Companies stated that it is 
incongruous for IIEC to ignore the ECOS studies to design rates.  Fourth, the Companies 
argued that the Ameren case cited by IIEC does not support its proposal.  In Central 
Illinois Light Company d/b/a AmerenCILCO, et al., Docket Nos. 07-0585 et al., Order 
(Sept. 24, 2008), the Commission approved an across-the-board increase because of the 
unique circumstances of that electric utility’s transition from a legislatively mandated rate 
freeze.  The Commission stated that it was “reluctant to return to full cost based rates 
after less than one year. The rate shock that would result from returning to full cost based 
rates would likely lead to another redesign docket.”  The Commission further stated that 
it “certainly does not mean to suggest by this decision that cost based rates have fallen 
out of favor. Indeed, cost based rates, as we affirmed in our recent decision in Docket No. 
07-0566, continue to be the Commission‘s preferred rate design methodology.” 
AmerenCILCO at 280.   
Staff’s Position 

The Companies state that if the Commission approves a revenue requirement 
other than that proposed by the Companies, they will make the necessary adjustments to 
the appropriate ECOS studies’ accounts and allocators based on the findings in the 
Commission order in this proceeding.  Assuming that the Commission approves the 
Companies’ proposed rate design, the resulting allocation of the revenue requirement by 
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rate and customer class from the ECOS studies will then be used to set charges as 
discussed in the direct testimony of Companies witness Egelhoff and by using the 
formulas reflected in the supporting rate design work papers. Staff Ex. 4.0 at 25. 

Staff has no objection to the Companies’ proposal to re-run the ECOS studies and 
adjust the rate design based upon the Commission’s final Order. Id.  The IIEC states that 
due to the flaws in the Companies’ cost of service studies, it proposes an across the board 
increase. IIEC Ex. 1.0 at 24. 

The Companies disagree with IIEC’s proposed across the board increase.  The 
Companies state that they primarily base their rate design on the ECOS study. NS-PGL 
Ex. 29.0 REV at 21. Mr. Collins states that this across-the-board approach is supported 
by the modified cost of service studies sponsored by his colleague, Ms. Amanda M. 
Alderson.  IIEC Ex. 1.0 at 25. However, these cost of service studies contradict Mr. 
Collins’ argument for an across-the-board increase because they show that each service 
class causes different allocations of the proposed revenue deficiencies.  
AG’s Position 

AG/ELPC witness Rubin dismisses IIEC’s proposed across-the-board increase.  
Mr. Rubin states the IIEC witness Collins is the only witness who recommended any 
changes in the study. His changes are not appropriate, as they are neither supported by 
the facts nor consistent with the Commission's standard practice. Moreover, even if one 
of his recommendations were properly supported, that does not render the study itself to 
be flawed.  AG/ELPC Ex. 9.0 at 13. The AG/ELPC also stated that another IIEC witness 
(Ms. Alderson in IIEC Exhibit 2.0) had no trouble using the Companies' cost models to 
produce new results using Mr. Collins's assumptions. Thus, there is no basis for 
concluding that the Companies' cost-of service studies are "flawed" or unable to be 
modified to produce reliable results. Id. 
IIEC’s Position 

IIEC is recommending an across-the-board increase for PGL and NS.  Each 
service classification should receive the same percentage of revenue deficiency as the 
overall system deficiency shown for each Company, respectively, regardless of what the 
Companies’ ECOS studies show as the revenue deficiency for each individual service 
classification. IIEC Ex. 1.0 at 24.  Based on the results of the modified Companies’ cost 
of service studies performed by IIEC witness Alderson (IIEC Ex. 2.1) using the CP 
allocation for T&D related capacity costs as well as utilizing the small mains adjustment, 
an across-the-board increase is reasonable and results in moderate increases for all 
classes.  

The Companies contend that allocating the same revenue deficiency to each 
service classification gives no regard to the results of the ECOS studies, which provide 
the portrayal of cost causation by service classification. NS-PGL Ex. 28.0 at 12.  However, 
IIEC has shown how the Companies’ ECOS study results are flawed and while the 
Companies may claim they “portray” cost causation, IIEC has illustrated how they in fact 
do not assign costs in a cost causative manner.  The system average increase is 
appropriate when a cost study is flawed and does not provide reliable results. IIEC Ex. 
3.0 at 17. 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 160 of 215



Alternatively, if the Commission does not approve of an across the board increase 
for all Peoples’ rate classes, the IIEC supports a revenue allocation for Peoples based on 
the results of IIEC’s cost of service study that includes both the CP allocation of demand 
costs and the small mains adjustment shown in IIEC Ex. 2.1.  This would result in the 
S.C. 1 class receiving 82% of the system average increase approved by the Commission 
for Peoples.  The S.C. 2, S.C. 4, and S.C. 8 classes would receive approximately 138%, 
118%, and -78% of the system average increase approved by the Commission, 
respectively.  IIEC continues to recommend a system average increase for NS’s rate 
classes. 

An Across-the-Board Increase Supports the Principle of Gradualism 
Comparing the results of the IIEC modified Companies’ cost of service studies 

presented in IIEC Exhibit 2.1 to an across-the-board increase, shows an across-the-board 
increase is reasonable because it results in moderate increases for all classes. IIEC Ex. 
3.1.  Reflecting gradualism prevents any one class from experiencing rate shock. 

Gradualism reflects a gradual change in rates to move toward cost of service over 
time, as opposed to drastic changes in rates to move immediately to cost of service. IIEC 
Ex. 3.0 at 18.   

Company witness Egelhoff argues that IIEC fails to provide support for an across-
the-board increase or address how the resulting costs should be used to set rates. NS-
PGL Ex. 29.0 at 21.  As stated previously, the system average increase is appropriate 
when a cost study is flawed and does not provide reliable results. IIEC Ex. 3.0 at 17.  An 
across-the-board approach has previously been approved by the Commission in Docket 
No. 07-0585 in which the Commission granted Ameren Illinois Companies an across-the-
board increase for both electric and gas rates. Id. at 18.   

Companies’ witness Hoffman Malueg argues in addition to failing to provide 
evidentiary support for an across-the-board increase, Mr. Collins failed to consider the 
impacts upon cost classifications within the ECOSSs, which in turn would have impacts 
upon rate design. NS-PGL Ex. 28.0 at 252-254.  However, IIEC has considered that fact 
and would expect that the resulting revenue allocation from an across-the-board increase 
by rate and customer class would be used to set the charges using the Companies’ 
proposed rate design formula.  IIEC Ex. 3.0 at 18-19.  IIEC argues the Company would 
have to use the same process to design rates under its proposal as it would if the 
Commission approves rate increases to the classes that differ from the Companies’ 
proposal.   
Commission Analysis and Conclusion 

The Commission rejects both of IIEC’s proposed changes to the ECOS studies, 
and that makes IIEC’s rate allocation proposal moot.   

In addition, the cost of service studies contradict Mr. Collins’ argument for an 
across-the-board increase.  They show that each service class causes different 
allocations of the proposed revenue deficiencies.  The Commission finds that IIEC has 
failed to provide adequate support for an across-the-board increase.  Its proposal would 
not result in cost-based rates for any service classification and would create cross-
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subsidization across service classifications. The proposal fails to address how his 
proposal would impact the recovery of cost based storage costs recovered under Rider 
SSC, Storage Service Charge, as well as the determination of baseline uncollectible 
amounts by service classification that are reconciled under Rider UEA. 

2. Fixed Cost Recovery 

Companies’ Position 
The principal rate design issue in this case is the type of charge -- fixed or 

volumetric -- through which the Utilities should recover non-storage demand-classified 
distribution costs.  The Companies contend that their proposals strike an appropriate 
balance between recovering all fixed costs in fixed charges, which is driven by the fact 
that fixed costs do not vary with gas use, and moving gradually to such a rate design, 
recognizing that the Companies’ Rider VBA, addresses the inevitable over- and under-
recovery that results from recovering fixed costs in variable charges.  NS-PGL IB at 123-
127. 

Staff and intervenors advocate placing more fixed cost recovery in variable 
charges as a “traditional” rate design, citing recent electric utility orders as support for 
moving more fixed cost recovery to variable charges, arguing that their rate designs 
promote energy efficiency.  They also cite certain of the Companies’ riders as a reason 
to have less fixed cost recovery in fixed charges, and claim that the Companies’ rates 
result in low use Service Classification (“S.C.”) No. 1, Small Residential Service, 
customers subsidizing high use S.C. No. 1 customers.   

The Companies noted that Staff and intervenors refer to “SFV” rate design 
repeatedly.  The Companies explained that SFV is merely a term describing a rate design 
under which all fixed costs are recovered in fixed charges.  NS Ex. 15.0 at 13; PGL Ex. 
15.0 REV. at 13.  Contrary to at least one intervenor’s claims (City/CUB IB at 7), the 
Companies have not proposed an SFV rate design, nor are their current rates based on 
an SFV rate design.  NS-PGL Ex. 29.0 REV. at 4.  The Companies’ witness Ms. Egelhoff 
did state that, absent the Companies’ decoupling mechanism (Rider VBA), which is under 
Illinois Supreme Court review, SFV is the appropriate rate design.  NS Ex. 15.0 at 13; 
PGL Ex. 15.0 REV. at 13.  An SFV rate design is not before the Commission in this case.   

Demand Costs Are Fixed Costs 
The Companies explained that demand-classified costs (e.g., storage, land, 

structures and improvements, mains, compressor station equipment and measuring and 
regulating equipment) are fixed costs.  The costs of this type of investment do not vary 
with customer usage or even if the customer’s demand day requirements change.  NS 
PGL Ex. 43.0 REV. at 4.  When North Shore or Peoples Gas installs a main to serve a 
residential customer, the cost of that main, included in setting the revenue requirement 
that will underlie rates in this 2015 test year case, will not change from day-to-day or year-
to-year simply because the customer uses more or less gas on the peak day or any other 
day.  Id. at 5-6.  The Companies contrasted the demand costs with, for example, the 
quantity of gas that the Companies purchase to serve customers, which does vary with 
usage.  For demand costs, the amount included in base rates in the test year is the same 
whether a customer consumes 0 therms or 100 therms and will not change even if the 
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customer class’ peak day usage increases or decreases.  Id.  The Companies 
acknowledged that the way to recover demand costs is often contested, but, citing an 
authoritative NARUC source, the costs are clearly fixed.  NS-PGL Ex. 29.0 REV. at 8.   

The Companies also explained that the example of the demand of different size 
homes does not support Staff’s and intervenors’ arguments.  There is no support for their 
premise that the cost of the main is different because a customer’s home is 1,000 square 
feet and another customer’s home is 4,000 square feet.  The costs incurred to serve a 
community containing either size home would be comparable.  In the example given and 
considering not just a single home but a community with like-sized homes, the same size 
main and services would be used to supply each community. The Companies’ explained 
that the size of the service and the cost to install would be the same for both size homes.  
NS-PGL Ex. 38.0 at 8; NS-PGL Ex. 45.0 at 4. 

The Companies posited that the question is, in the absence of a demand charge, 
whether to recover these fixed costs in a customer charge, a distribution charge, or both.  
(The Companies noted that a demand charge would be a way to recover demand costs.  
However, Staff, confusingly, refers to “distribution\demand charges.”  Staff IB at 95, 100.  
They are not the same.  NS-PGL Ex. 29.0 REV. at 14.)  The Companies’ rate design, in 
this and prior cases, generally recovers the demand costs in both fixed and variable 
charges, with gradual movement towards placing recovery of these fixed costs in fixed 
charges.  See, e.g., NS Ex. 15.0 at 11, 16; PGL Ex. 15.0 REV. at 11, 16.  The problem 
with Staff and intervenor proposals to place all S.C. No. 1 demand costs in variable 
charges is that it necessarily presumes that usage affects demand costs.  (Staff also 
makes proposals for other service classifications that stem from the same arguments.)  It 
is correct that system peak day usage drives the size of demand-related infrastructure 
(NS-PGL Ex. 29.0 REV. at 7), but it is false that day-to-day usage causes any change to 
these costs.  Under the Staff and intervenor proposals, when a customer uses more gas 
-- on a peak or other day -- he pays more towards demand costs, and when he uses less 
gas, he pays less towards demand costs.  Yet, the same main or regulator is still in base 
rates and still supporting service to that customer.  Id. at 7-8.  For these reasons, for a 
rate class that does not include a demand charge, a fixed charge, like the customer 
charge, is a much better cost causal rate design than a variable charge, like the 
distribution charge. 

Energy Efficiency 
Companies’ witness Ms. Egelhoff stated that one of the Companies’ rate design 

objectives is to send proper price signals regarding the costs that are the subject of the 
rates being set in these cases.  They achieve this by proposing to move more fixed cost 
recovery into fixed charges.  The price signal conveyed to customers is the cost to serve 
them, i.e., how much gas the customer uses does not affect the cost to deliver gas to that 
customer.  The Companies contrast this accurate price signal with the erroneous price 
signals that the Staff and intervenor proposals would send, namely that the more gas 
customers use the more it costs the Companies to provide them delivery service.  Stated 
differently, Staff and intervenor proposals falsely tell customers that lower usage reduces 
the Companies’ costs to provide delivery service.  NS-PGL Ex. 29.0 REV. at 3-4.  The 
Companies contend that the purpose of rate design is not to manipulate customer 
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behavior but, inter alia, to recover the revenue requirement and better align rates and 
revenues with underlying costs.  

Ms. Egelhoff explained that energy efficiency is addressed through other means.  
The Companies’ energy efficiency programs, under Section 8-104 of the Act and that the 
Commission most recently approved in Docket No. 13-0550 and before that in Docket 
No. 10-0564, are designed to achieve statutorily-required energy efficiency goals, through 
customer participation in the approved programs.  Ms. Egelhoff stated that the 
Commission approved a budget and the Companies recover the costs of their programs 
under their Rider EOA, Energy Efficiency and On-Bill Financing Adjustment.  The Illinois 
General Assembly and the Commission intend that costs related to conservation and 
energy efficiency measures occur within the context of the Companies’ approved Section 
8-104 plans and not through rate design that sends incorrect price signals. NS-PGL Ex. 
29.0 REV. at 10.  Through the Section 8-104 programs and providing for volumetric cost 
recovery under Rider EOA, the Commission provided a clear signal as to how the 
Companies are to implement and recover costs for their energy efficiency programs.  The 
Companies’ gas distribution service to residential customers in single family homes and 
multi-family buildings is entirely driven by fixed costs.  The mere presence of the customer 
for a particular account drives the nature of the cost of the utility service (e.g., the meter 
and main) to that premises.  NS-PGL Ex. 29.0 REV. at 11. 

The Companies also showed that customers have ample incentives to reduce gas 
use.  Under their proposals, a large portion of a typical S.C. No. 1 heating customer’s 
annual bill before taxes would be derived from variable charges such as supply and 
distribution (approximately 60% for Peoples Gas and 70% for North Shore).  Id. at 9.  
Also, under any rate design, gas costs remain one of the largest portions of an average 
residential heating customer’s annual bill, with the cost of gas constituting approximately 
40% for Peoples Gas and 55% for North Shore.  NS-PGL Ex. 29.0 REV. at 9-10.  The 
Companies cited the Commission’s conclusions in a Nicor Gas case, “[t]he portion of fixed 
costs that are currently recovered through a volumetric charge are in fact fixed costs, and 
thus cannot be conserved.  Moving a greater percentage of fixed cost recovery to fixed 
charges rather than volumetric charges provides a more stable revenue stream and 
sends a better price signal to the consumer.”  Northern Illinois Gas Company d/b/a Nicor 
Gas Company, Docket No. 08-0363, Order at 91 (Mar. 25, 2009). 

Rider Mechanisms 
The Companies acknowledged that the various riders that Staff and intervenors 

cited provide stability for customers and the Companies.  For example, Rider VBA is a 
rate design mechanism designed to prevent over- or under-recovery of the Companies’ 
Commission-approved revenue requirement.  Docket Nos. 11-0280/11-0281 (Consol.), 
Order at 163.  Rider UEA, Uncollectible Expense Adjustment, is designed to provide 
recovery (not over- or under-) of the Companies’ uncollectible amount (bad debt).  220 
ILCS 5/19-145.  Rider SSC, Storage Service Charge, does the same for base rate storage 
costs and was needed to support unbundling that the Commission required for certain 
transportation programs. Docket Nos. 11-0280/11-0281 (Consol.), Order at 229.  
However, these mechanisms do not support rates that are not founded on sound cost 
causation principles.  They are not (contrary to Staff’s analogy (Staff IB at 100)) 
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comparable to EIMA.  Rider VBA, for example, does not provide for the recovery of any 
costs outside of the approved revenue requirement, nor does it allow adjustments based 
on actual costs being more or less than the approved revenue requirement.  Under EIMA, 
the reconciliation is far more than a simple true-up of amounts billed to customers to an 
approved revenue requirement.  EIMA looks at all actual non-fuel costs in its 
reconciliation.  With some limits, the EIMA process takes into account higher or lower 
costs.  NS-PGL Ex. 29.0 REV. at 6.  Movement away from fixed cost recovery in fixed 
charges thus has much less of an effect on the electric Companies’ ability, under EIMA, 
to recover its revenue requirement than it does on gas Companies. 

Low Use/High Use Customers 
The AG argues that the Companies’ rate design proposals would create intra-class 

subsidies (with low use customers subsidizing high use customers) and are unfair to low 
income customers.  AG IB at 83-84, 92-97.  The Companies contend that the AG 
arguments fail for two fundamental reasons.  NS-PGL RB at 108-110.   

First, the cross-subsidization argument is premised on not recognizing that 
demand costs are fixed costs.  Indeed, the Staff and intervenor proposals could result in 
high use customers subsidizing low use customers.  NS-PGL Ex. 43.0 REV. at 9.   

Second, the AG equates low use customers with low income customers and their 
arguments are predicated on taking general data about the city, county, state or other 
region and applying it to the Companies’ customer bases to categorize customers as low 
income.  Neither the Companies nor the AG have income information about the 
Companies’ customers.  The AG witness used general data to draw conclusions, and 
tried to explain away utility data that were contrary to his theory.  The Companies only 
have Low Income Home Energy Assistance Program (“LIHEAP”) and percentage of 
Income Payment Program (“PIPP”) customer-specific data to identify North Shore’s and 
Peoples Gas’ low income customers.  The data Peoples Gas provided AG witness Mr. 
Colton show that an average Peoples Gas low income (i.e., LIHEAP and PIPP) S.C. No. 
1 heating customer uses more (not less) gas than the typical such customer (1,258.60 
therms versus 1,066.62 therms).  NS-PGL Ex. 29.0 REV. at 22, 24.  The AG witness tried 
to dismiss these data by saying they were a function of what he considers the Companies’ 
inappropriate definition of low income customers.  AG Ex. 4.0C at 11; AG Ex. 10.0 at 9-
10.  The AG’s witness ignored the customer-specific data Peoples Gas provided, which 
contradicted his theory that low income customers are low use customers, and instead 
claimed the data were flawed because they did not use his definition of low income.  NS-
PGL Ex. 43.0 REV. at 11. 

The Companies responded to the Commission’s concerns about distinguishing low 
use and high use residential customers by proposing S.C. No. 1 non-heating (sometimes 
identified by “NH”) and heating (sometimes identified by “HTG”), which the Commission 
approved.  S.C. No. 1 NH rates accurately reflect the lower costs of serving these lower 
use customers who place less demand on the system.  The Companies do not have 
service classifications based on customer’s income, nor do they agree that subsidizing 
low use customers on the premise that it may be beneficial to low income and elderly 
customers is a sound rate design.  However, low income customers’ needs are addressed 
through targeted assistance programs that are available irrespective of a customer’s 
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usage levels.  Even low income customers with higher than average use may be eligible 
for assistance.  The Companies also offer energy efficiency programs and on-bill 
financing programs to all customers, encouraging them to adopt energy efficiency 
measures and practices.  NS-PGL Ex. 29.0 REV. at 23. 

The Companies’ S.C. No. 1 rate design takes low use and high use customers into 
account through the heating and non-heating rate design.  The fact that the bill impacts, 
in percentage terms, are higher for low use customers than for high use customers is not 
evidence of inappropriate intra-class subsidies, but rather is evidence of simple 
mathematics:  the percentage effect of an increase in the fixed customer charge will be 
greater for a low use customer, compared with a high use customer, because the increase 
is applied to a smaller bill. 
Staff’s Position 

The Commission should accept Staff’s and the AG’s recommendation to begin 
moving away from SFV-based rate design.  The Commission’s recent Orders in ComEd 
(Docket No. 13-0387) and Ameren Illinois (Docket No. 13-0476) make it clear that SFV-
based rate designs should be re-examined and rate design should reflect traditional rate 
design principles, which more closely align customers’ bills with the ECOS study.  The 
Commission is actively reevaluating how rate design can be utilized to ensure that 
customers are responsible for the demands they place on the system and that rate design 
maximizes conservation efforts. 

Staff witness Johnson explained that traditionally, rate design aligned customer 
charges with the ECOS study customer costs and aligned per therm distribution charges 
with the ECOS study demand costs.  Staff Ex. 4.0 at 20.  The Companies’ proposals to 
increase fixed cost recovery through fixed charges (NS Ex. 15.0 at 9 and PGL Ex. 15.0 
REV at 9) is a SFV-based or modified SFV rate design that shifts recovery of some of the 
ECOS study demand related costs to the customer charge and away from the per therm 
distribution charge.  The result reduces the effect of increased usage on the customers’ 
bill.  When a customer charge is based upon all of the ECOS study customer costs and 
part of the ECOS study demand costs, the resulting per therm distribution charge is lower 
than it would have been if all demand costs were recovered through the distribution 
charge.  The Companies’ rate design can encourage increased consumption through 
lower per therm distribution charges rather than discouraging it through higher per therm 
distribution charges.  Thus, the price signal for ratepayers to conserve is weakened.  Staff 
Ex. 4.0 at 20. 

Staff witness Johnson recommends the Commission move away from a SFV-
based rate design.  In Docket No. 13-0387, the Commission adopted adjustments to 
ComEd’s SFV-based rate design in Docket No. 13-0387, which moved away from SFV-
based rate design through lower fixed cost recovery. Staff Ex. 4.0 at 16.  The rate design 
the Commission approved in the ComEd case set customer charges based upon the 
ECOS study’s customer costs and demand charges based upon the ECOS study’s 
demand costs. Docket No. 13-0387, Order at 68.  

Additionally, in Ameren Illinois Company’s (“Ameren”) most recent revenue neutral 
electric rate design case (Docket No. 13-0476) the Commission directed Ameren to 
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maintain the current percentage of fixed cost recovery through fixed charges (44.8%) for 
the DS 1 residential class, even though the Company requested an increase to 50% fixed 
cost recovery through a modified SFV rate design, with the expectation that the issue 
would be revisited in Ameren’s next rate design proceeding.   

One of the main drivers the Commission noted behind its rejection of the AG’s 
proposal to move away from SFV-based rates and significantly reduce the fixed cost 
recovery through fixed charges in the Ameren case was the potential to create rate shock 
for a significant number of electric space heating customers.  While such concerns could 
have been addressed by a phased-in approach, the record was insufficient to implement 
such an approach.  Therefore, the Commission did not adopt the AG’s proposal, yet still 
rejected Ameren’s proposal to increase fixed cost recovery through fixed charges in its 
proposed modified SFV rate design.  Docket No. 13-0476, Order at 102.  

The Commission subsequently granted rehearing in Docket 13-0476 to provide the 
Commission with additional evidence about the bill impacts of moving away from an SFV 
rate design for residential customers.  Ameren Illinois proposed adopting a SFV rate 
design for the DS-1 class customer charge to recover 44.8% of the DS-1 revenue 
requirement from the monthly non-volumetric charges.  The AG proposed a rate design 
through which the Company would recover approximately 28% of its revenue requirement 
through the non-volumetric charges.  Docket No. 13-0476, Order on Rehearing at 40 
(September 30, 2014).  The Commission reiterated its support for a discontinuation of the 
shift toward a greater SFV rate structure: 

The Commission ultimately accepted Staff’s proposal that continues the 
movement away from a SFV rate design and shifts to a rate design that decreases the 
fixed customer charge and increases the variable charges, while protecting against the 
potential for significant bill impacts, as initially contemplated in the original Docket No. 13-
0476 March 19th Order. Docket No. 13-0476, Order on Rehearing at 42. 

These recent Commission orders adopt rate designs that move away from a SFV-
based rate design and instead align customers’ bills with the cost of service (i.e., customer 
charges based upon ECOS study customer costs and distribution/demand charges based 
upon ECOS study demand costs). Id. at 19.  It is clear the Commission is considering 
how rate design can be utilized to ensure that customers are responsible for the demands 
they place on the system and that rate design maximizes conservation efforts.  
Additionally, the Commission is weighing the effects of the EIMA on revenue stability in 
the electric industry and the gradualism needed in adjusting SFV-based rate design 
because of potential rate shock. Id. 

Peoples Gas and North Shore have implemented Rider VBA which stabilizes the 
distribution revenue requirement approved by the Commission in the Company’s most 
recent rate proceeding.  Peoples Gas has also implemented Rider QIP, which allows the 
Company to recover a return on, and depreciation expense related to, the Company’s 
investment in qualifying plant because the Company’s last rate case.  Peoples Gas, 
ILL.C.C. No. 28, Sheet No. 130-138.2.  Both of these riders are rate recovery mechanisms 
that mitigate concerns regarding revenue stability. Id. at 19-20. 
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The Companies’ ECOS studies take functional costs and further classify them by 
cost causation into commodity related, demand related, and customer related.  Each 
class is then assigned commodity, demand, and customer related costs.  Adoption of the 
Companies’ rate design would create inconsistency between how costs are caused and 
how revenues are collected.  For example, the Companies’ proposed SFV-based rate 
design recovers some demand related costs, such as distribution mains, through the 
customer charge and therefore shifts cost recovery from a per therm basis to a per 
customer basis.  Staff Ex. 4.0 at 21. The inconsistency arises because assigning demand 
related costs to the customer charge assumes each customer in the class contributes 
equally to the class demand. There is no evidence in the record to support this 
assumption. Furthermore, that assumption is inconsistent with the way demand costs are 
allocated among the customer classes. Demand related costs are allocated among 
customer classes based on demand, not based upon the assumption that each customer 
contributes equally to demand. 

AG/ELPC witness Rubin also recommends that the Commission reject the 
Companies’ proposals to move closer to straight fixed-variable rate design.  He states 
that moving towards SFV rate design would create inequities and cross-subsidies within 
the residential space heating class.  He also concludes that SFV rate design is 
unnecessary, given the use of other rate mechanisms to achieve revenue stability, and 
that it is contrary to the State’s energy efficiency policies. AG/ELPC Ex. 3.0 at 3. 

The Companies’ responded that all of their costs (ECOS study customer and 
demand costs) are fixed and that fixed costs should be recovered through the customer 
charge for S.C. No. 1 and S.C. No. 2 classes.  Companies’ witness Egelhoff states that 
the Commission has endorsed policies in several rate proceedings to increase the fixed 
cost recovery through fixed charges.  With respect to demand costs alone, Ms. Egelhoff 
states that demand costs, by definition, are driven by customer demand on the peak day.  
NS-PGL Ex. 29.0 REV at 7.  The infrastructure that is put in place to handle the demand 
will cost the same regardless of the amount of demand that is placed on the system at 
any given time.  Id. at 8. 

Ms. Egelhoff’s statement misses the point. The relevant question here is not the 
cost of the infrastructure built to meet demand but rather who should pay for it. If demand 
costs are recovered through the customer charge, all customers are assumed to cost the 
same for the Companies to serve them.  Staff Ex. 9.0 at 7.  If demand costs are recovered 
through the distribution charge, the recovery method assumes the costs are not the same 
for all customers to serve them. If demand costs are recovered through the distribution 
charge, that assumes that customers with higher usage will have higher peak demands 
and be more costly to serve than small use customers. While this latter assumption may 
not be true in each and every case, it is more reasonable than the Companies’ proposed 
rate design’s implied assumption that all customers within a class cause the utility to incur 
the same amount of demand costs.  

Staff also observed that the Companies’ approach does not encourage 
conservation as much as Staff’s rate design, which recovers a greater share of costs 
through variable charges and thereby increases the financial incentive for customers to 
adopt conservation measures.  Although gas costs comprise a portion of a customer’s 
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total monthly gas bill, the customer is still concerned about the total bill.  Recovering 
distribution demand costs on a per therm basis increases the incentive to conserve.  In 
contrast, the Companies’ rate design recovers some of the demand costs on a per 
customer basis instead of a per therm basis.  This causes the distribution charge to be 
lower compared to if all of the demand costs were recovered on a per therm basis.  Thus, 
the price signal for ratepayers to conserve is weakened. Staff Ex. 9.0 at 8. 

A recent ruling by the 2nd Circuit Court of Appeals upheld a Commission tariff that 
permitted Peoples and North Shore Gas to reconcile over or under recovery of revenues 
resulting from deliveries being higher or lower than anticipated. The result of this ruling is 
that the Commission can provide a mechanism for revenue stability that lowers the 
monthly customer charges and increases the volumetric charges. Such a change can 
decrease energy use by providing a greater price signal without affecting the overall bill 
to an average retail customer. 

The Commission has recognized that lower monthly customer charges and higher 
volumetric charges (per therm distribution charge) can decrease energy use by providing 
a greater price signal.  Staff’s rate design proposal, which lowers the customer charge 
and increases the volumetric charge compared to the Companies’ proposals, encourages 
energy conservation to a greater extent than the Companies’ proposal would. Id. 
AG’s Position 

In their last distribution rate cases (Docket Nos. 12-0511/12-0512 (Consol.)), PGL 
and NS proposed to establish separate rates and customer classes for residential heating 
and non-heating customers, which was approved by the Commission.  The proposal 
stemmed from the Commission’s order in the Companies’ 2011 cases that required the 
Companies to prepare cost-of-service studies that separated low-use residential 
customers from higher-use residential customers.  AG/ELPC Ex. 3.0 at 6. 

The result of separating heating and non-heating customers into different classes 
was a substantial reduction in the bills for non-heating customers, due to the significantly 
lower demand-related costs of serving those customers.  The increases in Heating 
customers’ customer charges that flowed out of the Heating/Non-Heating bifurcation, 
however, have been unnecessarily and inequitably amplified by the Companies’ 
obsessive march toward increasing the amount of revenues recovered through the fixed 
customer charge.  For example, Peoples Gas and North Shore residential heating 
customer charges have risen by nearly 200% and 179%, respectively, since 2007, the 
year PGL/NS began filing a steady stream of rate cases under its then new parent 
company, Integrys Energy Group.  In fact, the Companies filed five rate cases over a 
seven-year period in their quest to increase profits and achieve the goal of maximum 
recovery of revenues through the customer charge.  In 2007, the PGL customer charge 
was $9.00.  Today it stands at $26.91.  In this case, Peoples Gas seeks to increase that 
charge another 43%, to a proposed $38.50.  For North Shore customers, customer 
charge rates have increased from $8.50 in 2007 to the current $23.75.  North Shore seeks 
to increase that charge another 24%, to a proposed $29.55.AG/ELPC Ex. 3.0 at 25. 

Back in 2007, PGL and NS recovered, respectively, 27% and 28% of the 
residential revenue requirement through the customer charge, with variable per therm 
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charges covering the remainder of the delivery service portion of the bill.  In that year, 
PGL’s flat monthly charge for both heating and non-heating customers was $9.00.  See 
Docket No. 07-0242, Peoples Gas Light & Coke Co. – Proposed Increase in Delivery 
Service Rates, Schedule E-2, page 10 of 371.  Today, it is $26.91 for heating customers.   
For North Shore, the residential customer charge was $8.50 in 2007 for both heating and 
non-heating customers.  See Docket No. 07-0241, North Shore Gas Co. – Proposed 
Increase in Delivery Service Rates, Schedule E-2, page 8 of 261. Today it is set at $23.75 
for heating customers. The bottom line is that Peoples Gas and North Shore customers 
pay the highest rates in the state – both in terms of the customer charge and per therm 
charges.  PGL’s and NS’s extraordinary request to seek 43% and 24% increases in the 
Residential Heating customer charge, respectively, threatens to exacerbate that reality.  

While changes in rate design are intended to be revenue-neutral in impact, the 
practical reality is something different.  In both the current and past rate cases, OAG 
expert Scott Rubin has repeatedly demonstrated in testimony that high customer charges 
mean the Companies’ lowest users bear the brunt of rate increases, and subsidize the 
highest energy users.  He has also demonstrated that the Companies’ claims that all costs 
are fixed are belied by their own cost studies, which identify significant operational costs 
as tied to demand of natural gas.  In addition, steadily increasing customer charges 
diminish the incentives to engage in conservation and energy efficiency because a 
smaller portion of the bill is subject to variable usage charges and customer efforts to 
reduce usage.  AG/ELPC Ex. 3.0 at 15, 20-21. 

As discussed further below, the Commission should reject the Companies’ 
unsupported claim that customer charges must be raised to ensure cost recovery.   
City-CUB’s Position 

The Companies’ proposed rate design would require low-use/low-demand 
customers to subsidize high-use/high-demand customers.  AG/ELPC Ex. 9.0 at 6.  In fact, 
despite the proposed revenue requirement increase in this case, under the Companies’ 
proposed rate design, some high use customers would see a decrease in their total 
distribution bill.  AG/ELPC Ex. 3.0  at 15.  PGL-NS claim that, under their proposed rate 
design, approximately 65-70% of an “average” residential heating customer’s annual bill 
would be derived from variable charges.  PGL-NS Ex. 43.0 at 6.  However, the “average” 
low-use customer uses far less gas than the Companies’ average customer, and low-use 
customers’ resulting bills are much smaller.  For those low-use customers, the amount of 
revenue derived from variable charges is far lower than for the class average customer, 
and the percentage of their bills attributable to fixed monthly charges is much greater.   

In this delivery services rate proceeding, the Commission has jurisdiction to set – 
and should consider – only the portions of the customers’ bills related to delivery services.  
Instead, the Companies’ witness relies on comparisons and commentary respecting 
customers’ total bills, which include commodity charges.  This inappropriate comparison 
thus inflates the calculated amount of charges that vary for any given consumer, and 
deflates the calculated percentage of charges imposed through fixed monthly charges, 
especially for low-use/low-demand customers.  Thus, (a) the actual relationship between 
proposed charges and cost-causing factors and (b) the impact of the proposed delivery 
service charges on customers are each distorted.  The Companies’ emphasis on total 
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bills is an easily-perceived attempt at misdirection.  The Commission should focus its 
review of customer bills on the portion of those assembled charges that is under the 
Commission’s jurisdiction.  

Within the residential service class, each customer in that class pays exactly the 
same fixed charge for demand-related costs under the Companies’ proposed design.  
AG/ELPC Ex. 9.0 at 2.  For the residential heating class, the Companies’ ECOSS 
allocates demand costs only at the class level.  Within the class, the Companies propose 
to spread demand costs uniformly across all customers, regardless of each customer’s 
actual demand.  Staff Ex. 9.0 at 4.  The result is that low-use customers subsidize high-
use customers in that class. 

Even if one ignores the legislative policy of keeping gas utility service accessible, 
(220 ILCS 5/1-102(d)(viii)), the Companies’ ECOSS justifies collecting a maximum of 63% 
of the total cost of service through the customer charge.  AG/ELPC Ex. 3.0 at 15-16.  
However, to reach that 63% figure, one must accept the Companies’ fiction that their 
demand costs are “fixed.”  But the Companies’ ECOSS and the demand charges the 
Companies impose in other rate classes confirm that demand charges are not fixed.  PGL 
Ex. 14.0 at 8; PGL Ex. 15.0 at 9, 10, 16, 19.  Despite this limitation from their own study, 
which accepts their peculiar definition of “fixed” costs, the Companies propose to collect 
75% or 90% of their revenues through fixed charges.  PGL Ex. 15.0 at 12; 15.  The 
Companies claim that this rate treatment of “fixed” costs -- which are inconsistently 
identified in their cost-causation based ECOSS -- does not produce the adverse effects 
detailed by other witnesses in this case.  However, the Companies’ claims are not 
validated by the record evidence or by common sense. 

SFV Rates Abandon Cost Causation And Give Inaccurate Price Signals 
The collective peak demands and energy needs of customers cause gas 

distribution facilities to be installed.  Utility witnesses testify to the fact that a primary 
consideration in system design is to meet design day demand that may vary from year-
to-year.  In addition, Staff confirms that “[d]emand related costs service the peak demand 
of the system.”   

Accordingly, PGL-NS admit that there are good reasons for allocating the cost of 
distribution mains based on demand and usage.  Id. at 3.  As AG/ELPC witness Mr. Rubin 
observed, “[i]t makes no sense to say that the cost of serving residential customers is 
based, in part, on demand and energy usage; but then to design rates that ignore demand 
and energy usage.”  AG/ELPC Ex. 9.0 at 3.   

A traditional rate design is more consistent with this cost causation relationship, as 
it is correctly defined by and recognized in the Companies’ cost of service study.  The 
Companies’ proposed SFV rate design diverges from cost-causation, substituting its 
“fixed” cost designation for cost causation as the determinative allocator.  Ms. Egelhoff 
claimed that the costs to install and maintain service needed to meet the demands of 
residential customers are likely to be the same by customer.  This testimony is based on 
the belief that “demand-related costs do not vary by … the amount of demand [of] 
individual customers” whose collective demand is the cause of the Companies’ demand 
costs.  However, for most customers within a class, demands bear a pretty close 
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relationship to annual usage.  AG/ELPC Ex. 9.0 at 3, 7.  The Companies’ recommended 
rate design is aptly captured in AG/ELPC witness Mr. Rubin’s restatement of the 
Companies’ methodology:  “well, we can’t have precise demand metering, so let’s just 
assume that every customer’s demand is exactly the same.”  Id. at 7. 

The Companies recover demand-related costs through demand-based charges in 
classes where customers have demand meters.  The absence of demand meters in the 
Residential classes does not change the nature of those costs or why those costs are 
incurred, simply how they can be measured.  Staff offers the illustrative example of a 
customer with a 4,000 square foot home paying the same amount for distribution mains 
as a customer with a 1,000 square foot home, even though the 4,000 square foot home 
customer “would use a larger share of distribution main capacity for its gas requirements.”  
Staff Ex. 9.0 at 5.  Honoring cost causation would require that the Companies’ rates 
recognize that difference in what is used to provide service to those customers.  As Staff 
witness Mr. Johnson observes, the Companies’ proposal for a modified SFV rate design 
raises consistency issues.  Under an SFV design, ECOSS-identified demand related 
costs, such as the cost of distribution mains, are labeled “fixed” and recovered through a 
uniform customer charge for all customers in the class.   

The Commission has recognized the existence and effect of intra-class subsidies 
in the Companies’ existing rate designs.  Docket Nos. 12-0511/12-0512 (Consol.), Order 
at 218.  The Commission’s response was to approve a separation of non-heating 
customers from the rest of the residential class, as a means of recognizing the type of 
usage and demand cost differences the Companies’ SFV proposal would ignore.  Id. at 
6-7.  Ms. Egelhoff admits that the “fixed” costs that the Companies refer to are driven by 
customer demand and “can increase or decrease.”  PGL Ex. 8.0 REV. at 5; PGL-NS Ex. 
29.0 at 7.  If the costs of distribution facilities are collected based on customers’ energy 
consumption or demand, then customers who consume more would pay most of any 
increase in demand costs, consistent with the correlation between usage and demand.  
Staff Ex. 9.0 at 4, 7. 

Under a rate design that respects cost causation, demand-related costs should be 
collected (as causation suggests) through a demand charge, or through an energy charge 
if demand metering is unavailable.  Id. at 5. 

In any case, there is no revenue stability justification for the Companies’ proposed 
rate design.  The SFV design is proposed despite the existence of Rider VBA, which acts 
as a decoupling mechanism for S.C. Nos. 1 and 2 and reduces the Companies’ financial 
risk of under-recovery of revenues.  PGL-NS Ex. 29.0 at 5; Staff Ex. 4.0 at 19.  The ICC 
has also reported that, because of Rider VBA, “the Commission can provide a mechanism 
for revenue stability that lowers the monthly customer charges and increases the 
volumetric charges.  Such a change can decrease energy use by providing a greater price 
signal” to customers.  Id. at 20 (quoting Report to the Illinois General Assembly 
Concerning Coordination Between Gas and Electric Utility Energy Efficiency Programs 
and Spending Limits for Gas Utility Energy Efficiency Programs at 23 (Aug. 30, 2013)). 

In addition to Rider VBA, PGL has also implemented Rider QIP, which allows PGL 
to recover a return of and on the Company’s investment in qualifying plant. The 
Companies also enjoy recovery of storage costs through Rider SSC.  Further, PGL is 
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essentially guaranteed a designated level of revenues for uncollectible accounts through 
Rider UEA.   

SFV pricing, which the Companies advocate, fails to send customers an accurate 
signal about the costs associated with serving peak demands for natural gas.  AG/ELPC 
Ex. 9.0 at 2.  Acknowledging that fact, PGL-NS witness Ms. Egelhoff, referring to her 
proposed rate design, testified “I don’t expect [customers] to change their behavior based 
on that message.”  Tr. at 138 (Sept. 23, 2014).   

However, for that signaling effect, Ms. Egelhoff relies on charges that comprise a 
fraction of the total bill of an average PGL customer, and even less of a low-use/low-
demand customer’s bill.  PGL-NS Ex. 29.0 at 9-10 (calculating that the cost of gas 
constitutes approximately 40% for Peoples Gas average residential heating customer’s 
annual bill).  In her testimony, Ms. Egelhoff identified the storage service charge, Natural 
Gas Savings Program, environmental charge, Uncollectible Expense Adjustment – Gas 
Cost adjustment, Volume Balancing adjustment, Qualified Infrastructure Plan charge, and 
taxes as variable components of a customer’s bill.  PGL-NS Ex. 43.0 at 6.  However, Ms. 
Egelhoff admits that these charges comprise less than half the total bill of even the 
average Peoples Gas customer, let alone a customer with lower usage than average.   

By failing to send proper price signals, the Companies’ proposed rate design 
denies consumers who conserve the benefit of their actions, and punishes customers 
who are frugal.  The proposed SFV charges are indifferent to efficiencies in usage and 
demand.  In contrast, the Commission has recognized that lower monthly customer 
charges and higher volumetric charges can advance energy use conservation and 
efficiency policy objectives by providing a greater price signal.  Staff Ex. 9.0 at 8-9.   

The Companies’ Proposed Rate Design Undermines Legislative And Commission 
Policies Supporting Energy Conservation And Efficiency 

The Companies also offer the false hope of encouraging conservation through their 
proposed rate design.  Ms. Egelhoff claimed that customers’ incentives to conserve are 
provided through required energy efficiency programming and that incorporating 
conservation into rate design is improper because it is “contrary to cost causation 
principles.”  PGL-NS Ex. 43.0 at 7.  However, the Companies’ proposal violates cost 
causation principles by failing to “properly recognize that customers with different 
demands impose differing costs on the system.”  Staff Ex. 9.0 at 5.  The assumption 
behind Staff’s and AG/ELPC’s proposed rate design is more reasonable than the 
Companies’ implied assumption that all customers within a class cause the utility to incur 
the same amount of demand costs.  Id. at 7.  

Ms. Egelhoff’s claim further ignores the General Assembly’s explicit directive to 
encourage energy efficiency.  Section 8-104 of the PUA makes clear the General 
Assembly’s interest in reducing the amount of natural gas delivered to utility customers 
and reducing the cost of utility bills that customers pay.  The Companies’ proposed rate 
design undermines the statutory programs by reducing the amount of a customer’s bill 
that the customer has control over.  The Commission has already recognized that 
reducing the fixed charges of customers can reduce overall natural gas usage, as 
envisioned by the General Assembly in creating the 8-104 energy efficiency programs.  
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(Report to the Illinois General Assembly Concerning Coordination Between Gas and 
Electric Utility Energy Efficiency Programs and Spending Limits for Gas Utility Energy 
Efficiency Programs at 24 (Aug. 30, 2013)). 

Despite the proposed reduction in customers’ ability to control their bills through 
favored conservation and efficiency actions, the Companies claim that SFV rate design 
provides a benefit in reducing the volatility of customers’ bills.  That is, customers would 
pay a fixed monthly charge that is unaffected by variations in weather or other conditions.  
In addition to ignoring the inflated charges incurred during the summer period, the 
Companies never establish why reducing customer bill volatility should be the objective 
of good rate design.  Moreover, if some customers do value bill stability, they can 
voluntarily enter into a budget billing plan that achieves this end.  Compelling all 
customers to accept (without choice) stable – but high – bills that include subsidies for 
other users is not a defensible Commission policy.   

For these reasons, CUB and the City recommend that the Commission adopt the 
rate design proposal of AG-ELPC, as the most equitable, fair, and appropriate based on 
the facts in this record. 

Peoples Fails to Justify Charging $38.50 per Month for the Fixed Charge 
Peoples Gas proposes increasing its fixed customer charge for residential heating 

customers from the current $26.91 per month to $38.50 per month – a 43% increase. To 
state the obvious, this means that Peoples customers would pay $38.50 per month before 
using a therm of gas. Moreover, according to AG/ELPC Witness Rubin’s calculations, 
“annual bill impacts would range from bill reductions (for a few thousand very high-use 
customers) to increases in excess of 30% (for the more than 30,000 customers using less 
than 250 therms per year).”  Given this impact on customers, the Commission should set 
the bar very high in terms of what Peoples must show to justify this revenue shift. 

Peoples Gas states its objective is a desire to “better align revenues with 
underlying costs.” PGL Ex. 15.0 at 9.  As the major reason for doing this Witness Egelhoff 
asserts, “Recovering fixed costs through a variable distribution charge sends an incorrect 
price signal to customers that the more gas they use the more it costs the Companies to 
provide them delivery services.” Peoples Ex. 29.0 at 3.  In essence, Ms. Egelhoff argues 
that Peoples wants to correct customers notion that the more gas they use, the higher the 
cost of service.   

Peoples argues that putting “fixed cost” in a variable charge sends the wrong price 
signals.  Its rate design moves more of the fixed cost recovery from variable charges into 
fixed charges. ELPC submits that this answer is nonsensical.   

One thing clear from the record is that this is not about helping customers or 
changing customer behavior.  Normally, one would expect the company to argue that if it 
sends customers the right message (price signal) then we can expect customers to 
change their behavior.   

Peoples argues that fixed costs should all be recovered through fixed charges.  
Both AG/ELPC Witness Rubin and Staff Witness Johnson dispute the assertion that 
usage charges are fixed:  
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A gas distribution system is designed to serve the anticipated 
peak demands and energy requirements of all customers. 
Very little if any of that investment is actually "caused" by a 
single customer. When we talk about the principle of cost 
causation, we're actually talking about a fair way to allocate 
shared costs among customer classes and customers.  

AG/ELPC Ex. 9.0 at 2.  Rubin further notes that there is a question of fairness between 
customer classes, because if residential customers increase their usage more of the cost 
of a gas main should then be transferred to that customer class. Id. at 3-5.  Thus, you 
want to send the correct price signal to members of that class. 

Staff witness Johnson in his testimony emphasized that long term, fixed costs 
increase when customers use more gas.  Holding down usage, ultimately translates to a 
less costly system.  In essence, Peoples defines fixed costs in a very narrow and 
inaccurate way that the facts do not support.  

The Commission Recently Issued a Report to the General Assembly Concluding 
that Rate Design Should Encourage Efficiency 
The issue of rate design and the Companies desire to shift revenue into fixed 

monthly charges is not unique to Peoples and has been a significant issue in a number 
of states in recent years, including Illinois. The ICC recognized the importance of this 
issue and addressed it directly in the ICC Report to the General Assembly Concerning 
Coordination Between Gas and Electric Utility Programs and Spending Limits for Gas 
Energy Efficiency Programs, August 30, 2013 (“Energy Efficiency Report”).  The 
Commission reaches a conclusion that the gas companies can reach their savings targets 
by shifting revenue from the fixed customer charge to the volumetric charge. Report at 
22.  The Commission conclusion lies in direct contradiction to Peoples’ proposal in this 
proceeding. 

The Report does an excellent job of analyzing the issue Peoples poses in this 
proceeding.  In terms of the proper rate design moving forward, the Commission argues 
that revenue should be shifted back from fixed charges to volumetric charges going 
forward:  

The importance of these findings is that increasing the 
volumetric distribution charge by even 10% (the distribution 
charge is approximately 40%-50% of the bill) could lead to a 
0.4%-0.5% short term reduction and 0.88%-1.1% long-term 
reduction in gas use over what it would be with the lower 
volumetric price19. Because altering the volumetric charge 
does not affect the average cost of delivery service to retail 
customers (it does affect the costs to individual customers but 
on average a customer pays the same amount), these 
additional savings can be achieved without increasing the 
budget limitations. If prices and weather are similar to what 
was experienced in 2009, one should expect that increasing 
the volumetric distribution charge by 10% would achieve a 
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usage reduction that is about half of the May 31, 2015 goal of 
0.8%. 

Id. at 24.  Hence, the Report’s conclusion directly contradicts Peoples request. 
The legislature’s general directive is that public utilities must furnish service that 

protects the public, “and as shall be in all respects adequate, efficient, just, and 
reasonable.” 220 ILCS 5/8-10.1.  Read in its totality, the Public Utilities Act stresses the 
value of efficiency, and Ms. Egelhoff’s reading that the Commission should not consider 
the rate design effect on efficiency contradicts the letter and spirit of the law.  The 
legislature’s point is that it has set efficiency targets that the utility should meet for the 
protection of Illinois customers; it did not set the targets in a vacuum and the Commission 
would not have taken the position that it should use rate design to affect efficiency in the 
Report if it believed this contradicts the Public utilities Act. 

Peoples Demonstrates No Revenue Issues and Decoupling Guarantees its 
Revenues 
AG/ELPC witness Rubin asserts that the main reason that a utility would need to 

collect more revenue through the customer charge stems from uncertainty over cost 
recovery that generally stems from a decline in sales. AG/ELPC Ex. 3.0 at 17.  In fact the 
record reflects that few if any Companies have ever had greater revenue certainty, or face 
less risk.  Rider VBA adjusts PGL’s revenue collections for any changes in consumption 
as compared to the forecasted amount.” Id at 18.  Rider SSC assures Peoples it will 
collect all of its storage related costs, and Rider UEA guarantees Peoples will collect all 
of its uncollectibles. Id.   

In addition to the revenue adjustments above, Rider QIP, approved in Docket No. 
13-0554, allows Peoples to collect an immediate return on its infrastructure investments 
through Rider QIP. Id.  Combined with the revenue adjustment above, Peoples has more 
than enough certainty without increasing its fixed charge.   

Peoples Fixed Charges Currently Exceed Reasonable Levels 
Peoples has already received a number of increases to its fixed customer charge, 

as this charge has increased from $9.00 per month in 2007 to the current $26.91 per 
month in 2014.  The following table sets out the recent history: 

 

 North Shore 
current 

North Shore 
proposed 

Peoples Gas 
current 

Peoples Gas 
proposed 

2007 $8.50 $16.00 $9.00 $19.00 
2009 $13.50 $19.90 $15.50 $23.30 
2011 $17.80 $24.75 $19.50 $28.21 
2012 $22.00 $27.70 $22.25 $32.83 
2014 $23.75 $29.55 $26.91 $38.50 
% increase total 179% since 

2007 
 199% since 

2007 
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Simple math indicates the Commission has allowed Peoples to increase its 
customer charge by 179% in only seven years, which raises questions about the tone of 
Peoples’ testimony in terms of the need to correct a dire problem.  In fact, the record 
indicates the opposite situation; the Commission has shifted too much revenue to the 
fixed monthly charge and it needs to reverse the trend. 

Under present rates, PGL’s customer charges collect approximately 62% of non-
storage revenues from heating customers and 81% from non-heating customers.  The 
proposed changes would raise those percentages to approximately 75% heating and 90% 
non-heating. Id. at 15. Instead, ELPC recommends that the ICC adjust Peoples’ fixed 
charges consistent with the recommendations made by AG/ELPC Witness Rubin.   

The exact amount of the customer charge depends on whether the Commission 
grants Peoples a rate increase, and if so what amount it approves.  Mr. Rubin proposes 
a rate design that collects approximately 52% of non-storage revenue from HTG 
customers through customer charges and 73% from NH customers. Id. at 24. Based on 
this recommendation, even if the Commission grants Peoples its full proposed revenue 
increase, the HTG customer charge would remain at $26.91.  If the Commission 
determines that Peoples has not met its burden regarding the rate increase, “[T]he rates 
should be scaled back proportionately so that the HTG customer charge would be 
designed to collect between 50% and 52% of non-storage revenues and the NH customer 
charge would be designed to collect approximately 73%-75% of non-storage revenues.” 
Id. at 24-25.  This recommendation is in line with the finding in the Commission’s Report 
that a 10% shift of revenue from fixed charges to variable would send the correct price 
signals on efficiency. 

Peoples Proposed Shift of Revenue to Fixed Costs is not Just and Reasonable 
As set forth above, Peoples analysis regarding fixed costs fails to correctly analyze 

the true nature of Peoples’ sunk costs in the delivery system.  More than that though, 
Peoples’ proposal violates fundamental fairness principles.  As Mr. Rubin asserts, “Giving 
PGL’s customers more control over their natural gas bills by reducing the customer 
charge gives customers an important incentive to reduce their energy usage.” AG/ELPC 
Ex. 3.0 at 21. Given the legislature’s desire to promote energy efficiency, the Commission 
should ensure that Peoples’ rate design does not reduce the value of efficiency.  The 
current customer charge of $26 per month already reduces customer benefits from 
efficiency and an increase to $38.50 speaks for itself. 

The Illinois Commerce Commission recently ordered ComEd to reduce its fixed 
charges and increase its variable rates to better protect low-usage customers The 
Commission should take similar action in this proceeding as well. 
Commission Analysis and Conclusion 

The principal rate design issue in this case is the type of charge -- fixed or 
volumetric -- through which the Companies should recover non-storage demand-
classified distribution costs.  The Companies contend that virtually all of their costs are 
fixed costs which should be recovered through fixed charges---primarily the customer 
charge.  The Companies assert that because in their analysis these costs do not vary 
with gas use, rate design should gradually evolve to reflect this. 
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The Companies argue that all demand-classified costs (e.g., storage, land, 
structures and improvements, mains, compressor station equipment and measuring and 
regulating equipment) are fixed costs.  The Companies contend that the costs of this type 
of investment do not vary with customer usage or even if the customer’s demand day 
requirements change.  In other words they seek approval for a rate design that increases 
the percentage of fixed costs and reduces the percentage of variable costs.   

The Companies contend that SFV is merely a term describing a rate design under 
which all fixed costs are recovered in fixed charges.  The Companies’ proposed rate 
designs in its recent cases have moved progressively closer to an SFV rate design 
although they insist that they are not proposing SFV rate designs.  

The Companies’ revenue recovery is virtually guaranteed through the existence of 
Rider VBA, which acts as a decoupling mechanism for S.C. Nos. 1 and 2 and reduces 
the Companies’ financial risk of under-recovery of revenues.  In addition to Rider VBA, 
PGL has implemented Rider QIP, which allows PGL to recover a return of and on the 
Company’s investment in qualifying plant, further mitigating any concern about the 
Companies’ revenue stability.  The Companies also enjoy recovery of storage costs 
through Rider SSC.  Further, PGL is essentially guaranteed a designated level of 
revenues for uncollectible accounts through Rider UEA, which provides monthly 
adjustments to customers’ bills for over or under collection of PGL’s actual uncollectible 
expenses.   

The record demonstrates that the Companies’ ECOS studies take functional costs 
and allocate them by cost causation into commodity related, demand related, and 
customer related.  Each class is then assigned commodity, demand, and customer 
related costs.  Residential customers do not have demand meters.  Demand related costs 
for classes other than residential customers are allocated based on demand, rather than 
the assumption that each customer contributes equally to demand.  Staff and the 
Interveners argue the Companies’ rate design would create inconsistency between how 
costs are caused and normally allocated and how revenues are collected for the 
residential classes.   

The principal debate is about how the small residential service revenue 
requirement and the general service revenue requirement should be allocated in the 
absence of demand meters.  The Companies’ rate design, in this and prior cases, 
generally seeks to recover the demand costs in both fixed and variable charges, with 
gradual movement towards placing recovery of all of these costs as fixed charges.  The 
Companies strongly insist that it is false that day-to-day usage causes any change to 
these costs.  Therefore for a rate class that does not include a demand charge, a fixed 
charge, like the customer charge, is a better cost causal rate design than a variable 
charge, like the distribution charge. 

The Companies’ proposed SFV-based rate design shifts a greater percentage of 
cost recovery from a per therm basis to a per customer basis.  Assigning demand related 
costs to the customer charge assumes each customer in the class contributes equally to 
the class demand.  The Companies assert that it is peak demand that determines system 
cost and that that cost is essentially the same no matter how much or how little gas an 
individual customer uses.  To the contrary, Staff and the Intervenors assert that there is 
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no evidence in the record to support this assumption.  They argue that usage is a 
reasonable proxy for demand and that demand type charges should be allocated on that 
basis.  

Staff contends the relevant question here is not the cost of the infrastructure built 
to meet demand but rather who should pay for it.  If demand costs are recovered through 
the customer charge, all customers are assumed to cost the same for the Companies to 
serve them.  If demand costs are recovered through the distribution charge, the recovery 
method assumes the costs are not the same for all customers to serve them and that 
customers with higher usage will have higher peak demands and be more costly to serve 
than small use customers.  As Staff notes, while this may not be true in each and every 
case, it is more reasonable than the Companies’ proposed rate design’s implied 
assumption that all customers within a class cause the utility to incur the same amount of 
demand costs. 

The Companies’ rationale for its design is that it allocates costs to cost causers.  
Staff and the Interveners argue that this is incorrect.  Moreover, the net result of the 
Companies proposal is to reduce the effect of increased usage on the customers’ bill.  
The Companies’ rate design encourages increased consumption through lower per therm 
distribution charges.  Thus, the price signal for ratepayers to conserve is weakened.  
Allocating these costs per customer, also penalizes low usage customers whose bills are 
higher on a per therm basis than high use customers.  

Under the Staff and Intervenor proposals, when a customer uses more gas -- on a 
peak or other day -- he pays more towards demand costs, and when he uses less gas, 
he pays less towards demand costs.   

This Commission has recognized that SFV rate designs are inconsistent with 
energy conservation. See Energy Efficiency Report.  In Docket No. 13-0387, our Order 
adopted adjustments to ComEd’s rate design in Docket No. 13-0387, which moved away 
from SFV-based rate design through lower fixed cost recovery.  Similarly, in Docket No. 
13-0476 this Commission rejected a requested increase in fixed cost recovery through a 
modified SFV rate design.  Docket No. 13-0476, Order on Rehearing at 42 (September 
30, 2014). 

In Docket Nos. 12-0511 and 12-0512, this Commission ordered PGL and NS to 
establish separate rates and customer classes for residential heating and non-heating 
customers resulting in a substantial reduction in the bills for non-heating customers, due 
to the significantly lower demand-related costs of serving those customers.   

In this case, Peoples Gas seeks to increase the heating gas customer charge from 
$26.91 to $38.50, a 43% increase.  North Shore seeks to increase that charge from 
current $23.75 to $29.55, an increase of 24%. 

Under present rates, PGL’s customer charges collect approximately 62% of non-
storage revenues from heating customers and 81% from non-heating customers.  The 
proposed changes would raise those percentages to approximately 75% heating and 90% 
non-heating. Id. at 15.  
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The exact amount of the customer charge depends on the amount of the rate 
increase.  Mr. Rubin proposes a rate design that collects approximately 52% of non-
storage revenue from HTG customers through customer charges and 73% from NH 
customers.  Id. at 24. Based on this recommendation, even if the Commission grants 
Peoples its full proposed revenue increase, the HTG customer charge would remain at 
$26.91. 

It is patent that high customer charges mean the Companies’ lowest users bear 
the brunt of rate increases, and subsidize the highest energy users.  Steadily increasing 
customer charges diminish the incentives to engage in conservation and energy efficiency 
because a smaller portion of the bill is subject to variable usage charges and customer 
efforts to reduce usage.   

The Commission rejects the Companies’ claim that customer charges must be 
raised to ensure cost recovery.  The Commission finds that SFV based rates that assume 
that non-storage demand related distribution costs should be allocated on a per customer 
basis are inconsistent with the public policies of attributing costs to cost causers, 
encouraging energy efficiency and eliminating inequitable cross-subsidization of high 
users by low users of natural gas.   

Although Staff and Intervenors agree on the shift away from SFV based rates, they 
disagree on the percentage of fixed costs.  Consistent with the more conservative rate 
design proposed by Staff, the Commission directs that Staff’s proposed S.C. No. 1 
Residential Non-Heating, S.C. No. 1 Residential Heating, and S.C. No. 2 General Service 
rate designs, as discussed in Sections IX.C.2.a, IX.C.2.b., and IX.C.2.c., respectively, be 
approved. Any increase in non-storage demand-classified distribution costs beyond the 
revenue provided by Staff’s proposed customer charges should be collected through 
volumetric charges.  The Commission finds that the Companies’ risk of not recovering 
their authorized revenue requirement are minimal in light of the guaranteed revenue 
recovery that the Companies enjoy through decoupling, uncollectibles and infrastructure 
riders. 

C. Service Classification Rate Design 

1. Uncontested Issues 

a. Service Classification No. 8, Compressed Natural Gas 
Service (PGL) 

Companies’ Position 
Peoples Gas proposed to set S.C. No. 8, Compressed Natural Gas Service, at 

cost.  PGL Ex. 15.0 REV. at 10.  North Shore does not have a comparable service 
classification.   
Staff’s Position 

North Shore does not currently have a Compressed Natural Gas Service class.  
Peoples Gas is proposing to set the S.C. No. 8 Compressed Natural Gas Service class 
at cost. PGL Ex. 15.0 at 19. Seventy-five percent of total customer costs are recovered 
through the customer charge under the Company’s proposal compared to the current 
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50%. The Company is taking a gradual approach for bill impact reasons.  Staff Ex. 4.0, 
62. The revenues in total from all charges will recover the full cost to serve the customers.  
The S.C. No. 8 class is available to any customer for gas to be used as compressed 
natural gas to fuel a vehicle. Id.   

Staff has no objection to Peoples Gas’ rate design proposal for the S.C. No. 8 rate 
class.  Staff opined that it is important that the S.C. No. 8 rates reflect the full class cost 
of service so customers can make informed decisions concerning their use of natural gas 
in vehicles and their possible purchases of natural gas vehicles. Id. at 63.  No other party 
provided written testimony addressing the S.C. No. 8 class. 
Commission Analysis and Conclusion 

The Commission finds that Peoples Gas’ rate design for its compressed natural 
gas service classification is appropriate and reasonable.  It is proper to set this service 
classification at cost.  The proposal is uncontested.  The Commission approves Peoples 
Gas’ proposed S.C. No. 8 rate design. 

b. S.C. No. 5 Contract Service for Electric Generation and S. 
C. No. 7 Contract Service to Prevent Bypass 

North Shore and Peoples Gas proposed no changes to S.C. Nos. 5 and 7, and 
they exclude these classes from consideration because the revenues from these 
customers are based on negotiated rates rather than the ECOSSs.  NS Ex. 15.0 at 8 9, 
19; PGL Ex. 15.0 REV. at 8-9, 19.   

The Commission finds that the Companies’ proposals not to revise these service 
classifications are appropriate and reasonable.  The proposals are uncontested.  The 
Commission approves no changes to S.C. Nos. 5 and 7. 

2. Contested Issues- North Shore and People Gas 

a. Service Classification No. 1, Small Residential Service, 
Non-Heating  

Companies’ Position 
The Companies stated that, consistent with the rate design objectives and 

principles applicable to fixed cost recovery, they each proposed to continue to set S.C. 
No. 1 NH at cost.  NS Ex. 15.0 at 10; PGL Ex. 15.0 REV. at 10.  North Shore and Peoples 
Gas each proposed to recover 90% of non-storage related fixed costs through the 
customer charge with all remaining non-storage costs being recovered through a flat 
distribution charge.  Each would continue to recover storage-related costs under Rider 
SSC.  NS Ex. 15.0 at 11; PGL Ex. 15.0 REV. at 11.  The Companies contend that their 
proposals are consistent with the Commission policy for gas Companies of gradually 
increasing fixed cost recovery in fixed charges.  To retreat from this gradual movement, 
as AG/ELPC and potentially Staff proposed, exacerbates the extent to which a customer’s 
bill does not reflect the costs it causes the Companies to incur.  The Companies also 
stated that the IIEC’s flawed across-the-board increase should be rejected. 
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Staff’s Position 
The Commission should have the Companies begin the process of moving away 

from SFV-based rate design.  By assuring that the S.C. 1 NH class’ customer charge 
reflects ECOS study-based customer costs only, the Commission can start the movement 
away from SFV-based rates for North Shore and Peoples Gas and ensure that customers 
are instead paying for the ECOS study-based costs they cause.  

The Companies propose fixed customer charges for North Shore and Peoples Gas 
that recover 90% of non-storage related fixed costs through the customer charge. The 
Companies also propose a flat distribution charge per therm for sales and transportation 
customers. NS Ex. 15.0 at 11; PGL Ex. 15.0REV at 11.  

Staff witness Johnson found that the Companies’ total customer charge revenues 
derived from their proposed customer charges reflect approximately 97% of the total 
ECOS study-based customer costs for the Companies.  Therefore, under the Companies’ 
proposal, customers in the S.C. No. 1 NH class would pay for ECOS study-based 
customer costs in the customer charge and ECOS study-based demand costs in the 
single block distribution charge.  This methodology is consistent with the rate design the 
Commission approved for ComEd in Docket No. 13-0387 and favored in Ameren Docket 
No. 13-0476.  Therefore, Staff witness Johnson has no objection to the proposed 
customer charge and flat distribution charge recommended by the Companies.  They both 
recover their individual ECOS study-based costs. Staff Ex. 4.0, 26-27, 45. 

However, Mr. Johnson’s agreement with the Companies’ proposed customer 
charge and flat distribution charge is not an acceptance of the Companies’ theory for their 
proposed SFV-based rate design with 90% fixed cost recovery.  If North Shore’s total 
customer charge revenues derived from the proposed customer charge ($15.80) are 
greater than the customer costs found on the final Commission approved ECOS study in 
this proceeding, then the final customer charge should be lowered to recover ECOS 
study-based customer costs only.  Likewise if Peoples Gas’ total customer charge 
revenues derived from the proposed customer charge ($16.70) are greater than the 
customer costs found on the final Commission approved ECOS study in this proceeding, 
then the final customer charge should be lowered to recover ECOS study customer costs 
only.  Any remaining revenues for either Company would be collected through the flat 
distribution charge. Id. at 27.  Staff’s proposed rates, which are based upon the 
Companies’ proposed direct testimony revenue requirement (Staff Ex. 4.0 at 24.), can be 
found at Staff Ex. 4.0, Schedule 4.01N and Schedule 4.01P. 

In rebuttal testimony, the Companies opposed Staff’s conditional approval that the 
Companies’ total customer charge revenues derived under the Companies’ proposed rate 
designs and the final Commission approved ECOS studies should not result in more than 
customer cost recovery through the customer charge.  Companies witness Egelhoff 
stated that all of the Companies’ costs recovered through base rates are fixed.  NS-PGL 
Ex. 29.0 REV at 15. 

Staff witness Johnson responded that the Companies’ position reflects the overall 
disagreement on whether the customer charge should recover only customer costs 
(traditional rate design) or include costs related to customer demands (100% SFV or SFV-
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based).  As Staff discussed in direct testimony, the Commission is moving away from an 
SFV-based rate design and back to a more traditional rate design approach, i.e., all 
demand-related costs are recovered through the variable charge and all customer-related 
costs are recovered through fixed charges. The Commission’s recent Orders make it clear 
that SFV-based rate designs should be re-examined and rates should reflect traditional 
rate design principles, which more closely align customers’ bills with the ECOS study. 
Docket No. 13-0387, Order at 75; Docket No. 13-0476, Order at 101 (March 19, 2014); 
Staff Ex. 9.0 at 12. 

Staff witness Johnson opined that a traditional rate design approach more closely 
aligns rates with cost causation principles. As discussed under the Fixed Cost Recovery 
section above, if demand costs are recovered through the customer charge, all customers 
are assumed to cost the same to serve.  If demand costs are recovered through the 
distribution charge, the cost to serve each customer is based upon usage.  While both 
cost recovery methods are not exact, recovering demand costs through the distribution 
charge takes into consideration that customers do place different costs on the system. Id.  
AG’s Position 

Peoples Gas and North Shore propose to substantially increase the customer 
charges for both heating ("HTG") and non-heating ("NH") customers and to reduce the 
per-therm distribution charges for both classes.  In particular, Peoples Gas proposes the 
rate increases for Non-heating Residential customers as shown in the following tables: 

  

PGL Rate Present PGL Proposed % Increase 
NH customer charge $13.60 $16.70 + 22.8% 
NH volumetric charge 
(including VBA) 

$0.43626 $0.24087 - 44.8% 

 

North Shore Rate Present PGL Proposed % Increase 
NH customer charge $13.65 $15.80 + 15.8% 
NH volumetric charge 
(including VBA) 

$0.27292 $0.13748 - 49.6% 

 
AG/ELPC Ex. 3.0 at 14, 25.  Under present rates, PGL’s Non-Heating customer 

charges collect approximately 81% of non-storage revenues.  For North Shore, the 
Company’s Non-Heating customer charges under present rates recover 80% (NH) of non-
storage revenues.  The proposed rate changes would increase those percentages to 
approximately 90% for both Companies. 

AG/ELPC rate design witness Scott Rubin analyzed the Companies rate design 
and found it lacking in many regards.  First, the Companies own cost studies reveal that 
there are significant demand –related costs, that is, costs that are impacted by customer 
demand for natural gas.  Such costs should never be recovered through fixed customer 
charges. AG/ELPC Ex. 3.0 at 15. Mr. Rubin’s uncontested analysis for PGL's NH 
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customer class shows that approximately 7% of the cost of serving the class is demand-
related.  AG/ELPC Ex. 3.0 at 16.  This means that 93% of the NH cost of service is 
customer related.  Again, this is the theoretical maximum amount that should be collected 
through the NH customer charge.  For North Shore, approximately 7% of the cost of 
serving the Non-Heating Residential class is demand-related.   This means that 93% of 
the NG cost of service should be collected through the Non-Heating customer charge.  
AG/ELPC Ex. 3.0 at 27.   

Using PGL's actual billing data for the test year, Mr. Rubin determined that the 
range of impacts is very diverse – and unwarranted – for the Companies’ NH customers.  
As shown on AG/ELPC Ex. 3.3, the impacts range from annual increases approaching 
20% (customers using 25 therms or less per year) to sizeable bill reductions for those 
customers using more than 200 therms per year.  AG/ELPC Ex. 3.0 at 22.  Once again, 
validating the classification of higher-use NH customers might eliminate some of these 
bill reductions, but there will remain customers at the high end of the class whose annual 
bills would be lower under PGL's rate design than they are now, even though PGL is 
proposing nearly a 10% increase in revenues collected from the NH class. 

For NS NH customers, the impacts range from annual increases approaching 15% 
(customers using 25 therms or less per year) to sizeable bill reductions for those 
customers using more than 200 therms per year.  Id.  at 28. Once again, validating the 
classification of higher-use NH customers might eliminate some of these bill reductions, 
but there will remain customers at the high end of the class whose annual bills would be 
lower under the NS rate design than they are now. 

To remedy these cross-subsidization inequities between low and high users, Mr. 
Rubin recommended that PGL and NS should move toward collecting no more than 75% 
of their respective Non-Heating class revenues, from the customer charges.  Under the 
Companies’ proposed revenue requirements, Mr. Rubin’s proposed rate design would 
collect approximately 73% of PGL Non-Heating (non-storage) revenues and 78% of North 
Shore Non-Heating revenues through the customer charges.  This change will start the 
process of restoring the Companies’ residential customer charges to more traditional 
levels.  Further, Mr. Rubin’s proposals will rationalize the rate design, consistent with the 
Companies’ own cost studies, give customers more control over their bills (thereby 
ensuring consistency with the State's energy efficiency goals), and start to alleviate some 
of the impacts of the rate design on low-income customers that AG witness Colton 
discusses in his testimony.  His proposed rates are: 

 

Rate Present AG/ELPC 
Proposed 

% Increase 

PGL NH customer charge $13.60 $13.60 0.0% 
PGL NH volumetric charge 
(including VBA) 

$0.43626 $0.64901 + 48.8% 

NS NH customer charge $13.65 $13.65 0.0% 
NS NH volumetric charge 
(including VBA) 

$0.27292 $0.30634 + 21.5% 
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AG/ELPC Ex. 3.0 at 24, 29.  Again, assuming 100% recover of PGL's proposed 
revenue requirement, the AG/ELPC-proposed rate design would collect approximately 
73% of PGL’s Non-Heating non-storage revenues and 78% of North Shore Non-Heating 
non-storage revenues through the customer charges.  Id. at 24, 30.  If approved, this 
change would start the process of restoring PGL's residential customer charges to more 
traditional levels.   

In the very likely possibility that the Commission determines that Peoples Gas 
should receive a lower rate increase than Peoples Gas requested, the rates shown in the 
above table should be scaled back proportionately so that the PGL Non-Heating customer 
charge would be designed to collect approximately 73% to 75% of non-storage revenues, 
and the NS Non-Heating customer charge would collect approximately 75% to 78% of 
non-storage revenues.     

Coupled with the approval of the AG/ELPC proposed Residential Heating rate 
design discussed below, these rates will rationalize the Companies’ overall Residential 
rate design, give customers more control over their bills (thereby ensuring consistency 
with the State's energy efficiency goals), and start to alleviate some of the impacts of the 
modified SFV rate design approved to date by the Commission has had on low-income 
customers that AG witness Colton discusses in his testimony.  The policy reasons that 
support Mr. Rubin’s proposed Non-Heating rate design related to the Company’s lack of 
risk in revenue recovery are further discussed below in the Residential Heating section of 
the Brief below, and will not be repeated here. 

AG/ELPC witness Rubin is proposing that PGL and NS move toward collecting no 
more than 50% of its heating revenues, and no more than 75% of its non-heating 
revenues from the customer charges.  AG/ELPC Ex. 3.0 at 22, 29.  Mr. Rubin states that 
under PGL’s proposed revenue requirement, the 50% and 75% results can be 
approximated by keeping PGL’s heating and non-heating customer charges at their 
existing amount.  Thus, the increase would be collected solely through increases in the 
volumetric charges. Id. at 22. 

For NS, Mr. Rubin states that under North Shore’s proposed revenue requirement 
the effects on larger-use heating customers might be severe if the change were made in 
one step, so Mr. Rubin recommends the residential customer charges should remain at 
their existing amounts.  Id. at 29. 

Mr. Rubin’s proposed Non-Heating Residential rate design, should be adopted by 
the Commission. 
Commission Analysis and Conclusion 

The Commission finds that the Companies’ proposed increases in the customer 
charges pursuant to its SFV based rate design are inconsistent with public policy as 
discussed in Section IX, B 2 (Fixed Cost Recovery) of this order.  The Commission finds 
that IIEC’s proposal for an across the board increase in rates is not supported by the 
evidence. Staff’s proposal to move away from SFV based rates is reasonable and 
supported by the record   
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The Commission accepts Staff’s rate design proposal for this customer class, 
which reflects a more traditional rate design whereby customer charges recover 
embedded cost-of-service (“ECOS”) study customer costs and distribution charges 
recover ECOS study demand costs.  Therefore, customer’s bills are more closely aligned 
with the ECOS study.  The customer charges for the S.C. No. 1 Small Residential Service, 
Non-Heating class should be set to recover the final Commission approved ECOS 
studies’ customer costs.  The remaining, non-storage related demand costs, would be 
recovered through a flat distribution charge on a per therm basis.  

b. Service Classification No. 1, Small Residential Service, 
Heating 

Companies’ Position 
The Companies stated that, consistent with the rate design objectives and 

principles applicable to fixed cost recovery, they each proposed to continue to set S.C. 
No. 1 HTG at cost.  NS Ex. 15.0 at 10; PGL Ex. 15.0 REV. at 10.  North Shore proposed 
to recover 80% and Peoples Gas proposed to recovery 75% of non-storage related fixed 
costs through the customer charge with all remaining non-storage costs being recovered 
through a flat distribution charge.  Each would continue to recover storage-related costs 
under Rider SSC.  NS Ex. 15.0 at 12; PGL Ex. 15.0 REV. at 12.  The Companies contend 
that their proposals are consistent with the Commission policy for gas companies of 
gradually increasing fixed cost recovery in fixed charges.  To retreat from this gradual 
movement, as AG/ELPC and Staff proposed, exacerbates the extent to which a 
customer’s bill does not reflect the costs it causes the Companies to incur, i.e., customer 
usage would drive fixed cost recovery but usage does not drive the Companies’ 
incurrence of those fixed costs.   
Staff Position 

Staff urges the Commission to accept Staff’s proposal to set the S.C. No. 1 Heating 
classes’ customer charges to recover ECOS study customer costs and set distribution 
charges to recover ECOS study demand costs. 

North Shore is proposing to increase the recovery of fixed costs in its SFV-based 
rate design to recover 80% of non-storage related fixed costs through the customer 
charge, compared to the current 68% fixed cost recovery, with all remaining costs being 
recovered through a flat distribution charge.  The monthly customer charge would 
increase from $23.75 to $29.55 and the distribution charge would decrease from 10.385 
cents per therm to 7.133 cents per therm.  This is applicable to both sales and 
transportation customers. NS Ex. 15.4.  Peoples Gas is proposing to increase the 
recovery of fixed costs in its SFV-based rate design to recover 75% of non-storage related 
fixed costs through the customer charge, compared to the current 61%  fixed cost 
recovery, with all remaining costs being recovered through a flat distribution charge.  The 
monthly customer charge would increase from $26.91 to $38.50 and the distribution 
charge would decrease from 18.885 cents per therm to 14.919 cents per therm.  This is 
applicable to both sales and transportation customers. PGL Ex. 15.4. 

Staff witness Johnson’s assessment of the Companies proposal found that North 
Shore’s proposed customer charge would recover approximately $51,355,507 in total 
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annual customer charge revenues while the ECOS study identifies only $43,452,183 in 
customer costs for the S.C. No.1 HTG class.  He found Peoples Gas’ proposed customer 
charge would recover approximately $303,291,027 in total annual customer charge 
revenues while the ECOS study identifies only $254,928,725 in customer costs for the 
S.C. No.1 HTG class.  Staff Ex. 4.0 at 28.  Mr. Johnson opined that these proposals are 
inconsistent with the Commission’s recent orders, which adopt rate designs that move 
away from an SFV-based rate design and instead align customers’ bills with the cost of 
service (i.e., customer charges based upon ECOS study customer costs and 
distribution\demand charges based upon ECOS study demand costs). Id. at 29.  Staff’s 
proposed rate design which sets customer charges based upon ECOS study customer 
costs and distribution charges based upon ECOS study demand costs would consist of a 
$25 monthly customer charge and 11.544 cents per them distribution charge for North 
Shore and a $32.35 monthly customer charge and 22.063 cents per therm distribution 
charge for Peoples Gas. NS-PGL Ex. 29.0 REV at 17-18. Staff’s proposed rates are 
based upon the Companies’ proposed direct testimony revenue requirement. Staff Ex. 
4.0 at 24. 

Moreover, Staff found that because the Companies’ proposed customer charges 
are based upon all ECOS study customer costs and part of the demand costs, the 
resulting lower distribution charge results in those customers that are incurring greater 
demands on the system to not paying their fair share.  This occurs because under the 
Companies’ proposal, demand costs are recovered through the customer charge, thereby 
shifting cost recovery from a per therm basis to a per customer basis.  The lower-use 
heating customers in effect would subsidize the larger-use heating customers.  

Finally, in order to reflect the proper price signal and encourage energy 
conservation, the distribution charge should reflect all demand related costs so that those 
customers who place greater demands on the system pay for those demands.  

In the rebuttal stage of this proceeding the Companies stated that all of their costs 
recovered through base rates are fixed and that the cost of having infrastructure in place 
to handle that demand does not vary based on a customer’s use.  NS-PGL Ex. 29.0 REV 
at 17. 

Recent Commission Orders indicate a movement away from SFV-based rate 
designs, especially for those Companies with cost recovery mechanisms in place (like the 
Companies’ Rider VBA) that provide revenue stability.  Staff’s rate design proposal makes 
a similar movement while taking rate impacts into consideration. Staff Ex. 9.0 at 14. 

AG/ELPC witness Rubin is proposing that PGL and NS move toward collecting no 
more than 50% of its heating revenues, and no more than 75% of its non-heating 
revenues from the customer charges.  Mr. Rubin states that under PGL’s proposed 
revenue requirement, the 50% and 75% results can be approximated by keeping PGL’s 
heating and non-heating customer charges at their existing amount.  Thus, the increase 
would be collected solely through increases in the volumetric charges. Id. at 22. 

For NS, Mr. Rubin states that under North Shore’s proposed revenue requirement 
the effects on larger-use heating customers might be severe if the change were made in 
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one step, so Mr. Rubin recommends the residential customer charges should remain at 
their existing amounts.  Id. at 29. 

Staff witness Johnson stated that it is not clear how Mr. Rubin derived the 
percentages of 50% and 75% for heating and non-heating, respectively.  Mr. Rubin states 
that PGL’s ECOS study shows that 64% of heating costs are customer related and 93% 
of non-heating costs are customer related.  Id. at 16. He also states that NS’ ECOS study 
shows that 67% of heating costs are customer related and 93% of non-heating costs are 
customer related.  Id. at 27.  He emphasizes that these are the maximum amount of costs 
that should be collected through the customer charge because the percentages from the 
ECOS studies assume that it is proper to recover all distribution-related costs that are 
classified as customer-related through the customer charge.  He argues that traditionally 
NS and PGL collected a portion of those customer-related distribution costs through a 
volumetric charge.  Id. at 16, 26-27.  Staff argues that Mr. Rubin has not provided any 
type of evidence to justify that the distribution-related costs that are classified as 
customer-related should just be classified as distribution-related. Staff Ex. 9.0 at 24. 

Staff also stated that it is also not clear whether the 50% and 75% figures are 
based upon Mr. Rubin’s assumption that the ECOS study distribution-related costs 
recovered through the customer charge should be recovered through the volumetric 
charge or are based upon some other reason. Therefore, Staff witness Johnson stated 
that he continues to recommend that the Commission accept Staff’s rate design proposal 
as set forth in direct testimony. Id.  
AG’s Position 

As noted by AG/ELPC witness Rubin, the Companies’ proposed changes to 
residential heating rates, in particular, are inequitable and inconsistent with both the 
Companies’ own cost studies and public policy goals related to conservation and energy 
efficiency.  As noted in the Rate Design Overview section above, Peoples Gas and North 
Shore residential heating customer charges have risen by nearly 200% and 179%, 
respectively, since 2007, the year PGL/NS began filing a steady stream of rate cases 
under its new parent company, Integrys, and are the highest in the state by a long shot.   
Both PGL and NS want to increase the amount of revenue they receive from customers 
through non-variable charges.  Peoples Gas is proposing to increase its Heating revenues 
recovered in this case by another 17.3%, but proposes an increase in the PGL customer 
charge of 43.1%.  

Under present rates, PGL's residential Heating customer charges collect 
approximately 62% (HTG) of non-storage revenues.  The proposed rate changes would 
increase those PGL percentages to approximately 75% (HTG).  Id. at 15.   

Similarly, North Shore seeks to increase its overall Heating revenues by 5.2%, but 
increase the NS customer charges by more than 24%.  AG/ELPC Ex. 3.0 at 25.  Under 
present rates North Shore collects approximately 68% of non-storage revenues through 
the customer charge.  The proposed North Shore rate changes would increase this 
percentage to approximately 80% (HTG) for North Shore customers 

The proposed changes are significant and would result in customer bill impacts 
being very different from the class average rate increase.  Specifically, low-use customers 
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would see much greater than average increases, while high-use customers would have 
increases much lower than average, and in some cases even decreases in their total 
distribution bill.  AG/ELPC Ex. 3.0 at 15, 25.  As Mr. Rubin explained, PGL's proposals 
are not consistent with either sound rate design principles or reasonable cost-of-service 
principles. 

First, as Mr. Rubin noted, a significant portion of the cost of serving heating 
customers is demand-related costs.  In classes that have demand meters, demand-
related costs are collected from customers in proportion to each customer's actual 
demand.  In classes without demand meters (like the residential classes), however, the 
fairest way to recover those demand-related costs is in proportion to a customer's usage 
of gas.  For the PGL HTG class, the cost-of-service study shows that 37% of the non-
storage cost of service is demand-related.   This means that, under PGL's own cost-of-
service study, there is no justification for collecting more than 63% of the cost of service 
through the customer charge.  PGL's existing rates already recover 62% of residential 
revenues through the customer charge, so there is no justification for a substantial 
increase in that charge.  Id. at 15-16.  For the NS HTG class, the cost-of-service study 
shows that 33% of the non-storage cost of service is demand-related.  This means that, 
under North Shore's own cost-of-service study, there is no justification for collecting more 
than 67% of the cost of service through the customer charge.  North Shore's existing rates 
already recover 68% of residential revenues through the customer charge, so there is no 
justification for a substantial increase in that charge. 

Moreover, the percentages from the cost-of-service study assume that it is proper 
to recover all distribution-related costs that are classified as customer-related through the 
customer charge.  Traditionally, PGL (and many other gas companies) collected a portion 
of those customer-related distribution costs.  Thus, based on PGL's own cost study, 63% 
would be the maximum theoretical amount of cost that should be collected through the 
customer charge for HTG customers.  Id. at 16.  When viewed through facts specific to 
this case, such as the Companies’ guarantee that it will recover its revenue requirement 
through Rider VBA and other previously identified riders, as well as public policy goals 
that seek to encourage conservation and energy efficiency, even this 63% level is 
excessive.   

Public Policy Goals Support Rejection of the NS/PGL Rate Design Proposals. 
Of course, the Companies have made no secret of why they seek to recover more 

revenues through the Residential customer charge.  When a utility's sales are declining, 
as appears to be the case with PGL now (at least based on its forecasted test year data), 
the utility would like to collect more of its revenues through the flat, non-usage based 
customer charge.  Conversely, when a utility's sales are increasing – as was the case for 
PGL and many gas Companies for several decades -- the utility prefers to have more 
revenues collected through volumetric charges.  Moreover, because natural gas usage is 
primarily weather-sensitive, the Companies seek to eliminate risk by ensuring a 
consistent amount of revenues through the flat monthly customer charge.  Id. at 17.  Past 
Commission orders have responded to utility company claims that revenue stabilization 
is needed through ever-increasing customer charges.  Recently, the Commission has 
begun to re-think that policy.  In the recent Commonwealth Edison Company rate design 
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proceeding, for example, the Commission rolled back the amount of revenues recovered 
through the customer charge for ComEd, noting in particular that because there is little 
risk of non-recovery of costs for ComEd because of its adoption of formula rates, a 
lowering of the percentage of revenues recovered through the customer charge was 
justified.  

In the instant docket, PGL and North Shore have virtually no risk of not recovering 
their respective revenue requirements going forward.  The Companies have three rate 
mechanisms in place that essentially assure PGL that it will recover approximately the 
same annual level of residential revenues each year.  Rider VBA adjusts PGL's revenue 
collections for any changes in consumption as compared to the forecasted amount.  This 
is achieved through an annual reconciliation that ensures that the Company receives the 
revenue requirement for the residential and small commercial customer classes (the vast 
majority of its customer base) that was established in the last rate case.  That is, if 
revenues in a given class fall below the previously established revenue requirement set 
by the Commission, surcharges are assessed through Rider VBA in April through 
December of the following year.   

Similarly, Rider SSC essentially assures Peoples Gas that it will collect its storage-
related costs, not only by adjusting for actual vs. projected payments for storage within 
the residential customer class, but even permitting the shifting of costs among classes for 
differences in storage utilization.  Id. at 18.  In addition, the Company is essentially 
guaranteed a designated level of revenues for uncollectible accounts through Rider UEA.  
This rider provides for monthly adjustments to customers' bills for any over- or under-
collections of PGL's actual uncollectible accounts expense.  Id.    

The Companies also have begun implementing a new monthly revenue adjustment 
mechanism called Rider QIP.  PGL’s Rider QIP was approved by the Commission’s final 
Order in Docket No. 13-0534 and became effective January 1, 2014.  Rider QIP allows 
PGL (and North Shore) to collect a return of and on qualifying infrastructure investments, 
as defined in new Section 9-220.3 of the Public Utilities Act.   

This new rider will ensure that PGL's costs for new distribution facilities in its AMRP 
program are collected from customers as the facilities are completed, rather than having 
to wait for the filing and completion of a new distribution rate case.  Id. at 18-19. 

The existence of all of these ratemaking mechanisms are important because they 
remove any concerns Peoples Gas and North Shore otherwise may have with revenue 
stability.  There simply is no need to have high customer charges to enhance annual 
revenue stability when Riders VBA, SSC, UEA, and QIP already provide the Companies 
with those assurances.  This revenue stability is consistent with the Commission’s recent 
finding in the aforementioned ComEd rate design case.   

Other state commissions have considered the amount of risk of revenue recovery 
in assessing the need for high customer charges.  Mr. Rubin noted that the Minnesota 
Public utilities Commission assessed revenue recovery risk when considering a revenue 
decoupling mechanism (like Rider VBA) and the residential customer charge for another 
natural gas utility.  In CenterPoint Energy Resources, Docket No. G-008/GR-13-316 
(Minn. PUC June 9, 2014), that commission rejected the utility's request for a large 
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increase in the customer charge (from $8.00 to $12.00) and set the customer charge at 
$9.50 for all residential customers (heating and non-heating).  That commission stated: 
"full revenue decoupling achieves a revenue-stabilization objective that might otherwise 
be accomplished by an increased customer charge.  Both effectively reduce revenue 
volatility for the Company, protecting its ability to recover fixed costs from unexpected 
usage variations caused by weather or other factors.  Given the protection provided by 
revenue decoupling, the Commission will not approve the Company's proposed increase 
…"  Id. at 51. 

The ICC, too, has also recognized that Rider VBA and high fixed charges are 
redundant ways to address the issue of revenue stability.  In its August 30, 2013 Energy 
Efficiency Report, the Commission stated that because of Rider VBA, "the Commission 
can provide a mechanism for revenue stability that lowers the monthly customer charges 
and increases the volumetric charges.  Such a change can decrease energy use by 
providing a greater price signal" to customers.  In other words, because of the various 
adjustment riders in PGL's tariff, it is no longer necessary (assuming for the sake of 
argument that it ever was necessary) for PGL to have high customer charges.  The issue 
of revenue stability is addressed through the riders; it does not need to be addressed 
again through the rate design.  AG/ELPC Ex. 3.0 at 20. 

Other policy implications should be considered by the Commission when 
examining the customer charge issue in this case.  The Illinois General Assembly, in its 
passage of Section 8-104 of the Public utilities Act, made clear its interest in reducing the 
amount of natural gas delivered to utility customers and reducing the cost of utility bills 
that customers pay.  Specifically, Section 8-104(c) requires specific reductions in the use 
of natural gas on an annual basis.  As AG/ELPC witness Rubin aptly testified, moving 
even closer to SFV rates, as Peoples Gas proposes, undermines this public policy 
objective by reducing the amount of the customer bill that can be reduced through 
conservation and energy efficiency.  AG/ELPC Ex. 3.0 at 20.  Giving PGL’s customers 
more control over their natural gas bills by reducing the customer charge gives customers 
an important incentive to reduce energy usage.  

In the aforementioned ICC Energy Efficiency Report, the Commission recognized 
that moving away from SFV rates could help the State meet its energy efficiency goals. 
The Commission, in particular, recognized that reducing the customer charge while 
increasing variable charges could reduce overall natural gas usage and assist in the 
achievement of statutory natural gas usage reduction goals in a cost-effective manner.  
The Commission stated: 

The importance of these findings is that increasing the 
volumetric distribution charge by even 10% (the distribution 
charge is approximately 40%-50% of the bill) could lead to a 
0.4%-0.5% short term reduction and 0.88%-1.1% long-term 
reduction in gas use over what it would be with the lower 
volumetric price. Because altering the volumetric charge does 
not affect the average cost of delivery service to retail 
customers (it does affect the costs to individual customers but 
on average a customer pays the same amount), these 
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additional savings can be achieved without increasing the 
[energy efficiency program] budget limitations. If prices and 
weather are similar to what was experienced in 2009, one 
should expect that increasing the volumetric distribution 
charge by 10% would achieve a usage reduction that is about 
half of the May 31, 2015 goal of 0.8%.  

Id. at 24.  Thus, the Commission agreed that enabling customers to have more control 
over their natural gas bills serves the statutory goal of reducing natural gas consumption 
in a cost-effective manner. 

The Companies’ Rate Design Proposals Result in Inequitable Cross-Subsidies 
As noted by AG witness Rubin, the Companies’ proposed rate design would further 

shift the burden of revenue collections onto low-use residential customers – an inequity 
that the Commission has sought to eliminate in recent orders.  In discovery, the 
Companies provided Mr. Rubin with actual billing data for each month of the test year for 
each of its residential customers.  The data set consists of more than 7 million records for 
Peoples Gas and more than 1 million records for North Shore.  AG/ELPC Ex. 3.0 at 4.  
Using PGL's actual billing data for the test year, Mr. Rubin determined that for Heating 
customers, annual bill impacts would range from bill reductions (for a few thousand very 
high-use customers) to increases in excess of 30% (for the more than 30,000 customers 
using less than 250 therms per year).  While some of the impacts for very low-use 
customers might be eliminated if those customers turned out to be Non-Heating 
customers, there would remain increases in the range of 25% or more for tens of 
thousands of customers using between 250 and 750 therms per year.   

The impacts for NS Heating customers are similar to those observed for Peoples 
Gas.  Using North Shore's actual billing data for the historical 2012-2013 year, Mr. Rubin 
determined that for HTG customers, annual bill impacts would range from bill reductions 
for more than 24,000 customers (about one in every five customers) to increases in 
excess of 15% (for the more than 7,000 customers using less than 500 therms per year).  
While some of the impacts for very low-use customers would be eliminated if those 
customers were NH customers, there would remain increases in the range of 25% for 
PGL Heating customers and 10% or more North Shore customers for tens of thousands 
of customers using between 250 and 750 therms per year.  AG/ELPC Ex. 3.0 at 22, 28. 

Roger Colton, a lawyer and economist who has analyzed the impact of utility rates 
on low-income customers for state agencies, federal agencies and private Companies for 
more than 20 years, offered testimony on the impact of the North Shore and Peoples Gas 
rate increase proposals on low-use ratepayers, particularly their effect on low-income gas 
customers.    

Colton’s testimony examines the impact on low-use ratepayers of North Shore’s 
proposal to increase its fixed monthly customer charge by 24% and Peoples’ plan to 
increase its own customer charge by 43%, as well as the unfairness of the rate design 
plans proposed by each utility, which compel low-use customers to subsidize high-use 
customers.  He recommends that both of these proposals be rejected as unreasonable 
given that these charges impose disproportionate risks on segments of the Companies’ 
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customer base that on average use far less gas than other customers and thereby place 
far less demand on North Shore’s and Peoples’ gas delivery systems.  He proposes that 
the Commission instead approve the cost-based rate design proposed by AG witness 
Scott Rubin (AG/ELPC Ex. 3.0) and reduce the monthly customer charge, rejecting the 
Straight-Fixed Variable rates that have unfairly allocated North Shore’s and Peoples’ 
delivery costs and thwarted consumers attempts to control their electric bills.   

Colton makes these recommendations in view of statements made by the 
Companies to the investment community that their financial condition is far more secure 
than has been represented to this Commission. AG Ex. 4.0 at 31-32.  In light of those 
claims, Colton explains how the need to balance the interests of ratepayers and utility 
shareholders dictates that low-use customers should not be forced to bear the normal 
operating and financial risks faced by public utility companies, either through an unfair 
rate structure or through the recovery of questionable or excessive utility costs.  AG Ex. 
4.0 at 32-33. 

Colton first reports on the fact that the fixed monthly customer charges imposed 
on North Shore and Peoples ratepayers are outliers in the Illinois utility industry, as noted 
earlier in this portion of the Brief.  Even at current rates, North Shore and Peoples have 
the highest customer charges in the state of Illinois, at $23.75 and $26.91 respectively. A 
customer of one of these Companies is being asked to spend these amounts even if they 
do not consume a single therm of natural gas.  AG Ex. 4.0 at 5-6. 

AG witness Colton noted that fixed customer charges of this size, combined with 
the Companies’ regressive rate design, impose disproportionately higher percentage 
increases on low-use customers.  Peoples’ residential non-heating customer bills will be 
impacted in inverse proportion to how much gas they use: 

PGL Non-Heating Customers, 
% Ave. Consumption Effective Increase  Average Annual Dollar Impact 
50%      +7.6%     +$16.80 
75%      +5.0%    +$12.19 
150%        -0.6%    - $ 1.74 

Similarly, Peoples residential heating customers are more burdened by the 
Company’s proposal if they use less gas: 

PGL Heating Customers,  
% Ave. Consumption Effective Increase Average Annual Dollar Impact 
25%      +19.2%    +$103.24 
50%    +12.2%   +$89.44 
150%       +2.3%   +$34.19 

The same relationships hold under the North Shore proposal: 
NS Non-Heating Customers, 
% Ave. Consumption Effective Increase  Average Annual Dollar Impact 
25%      +11.1%   $21.71 
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50%      +7.8%    $17.69 
150%       +0.4%   $  1.35 
NS Heating Customers,   
% Ave. Consumption Effective Increase  Average Annual Dollar Impact 
25%      +12.3%    $59.71 
50%       +7.2%   $49.84 
150%        +0.7%   $10.34 

The effective result of these regressive proposals is that non-heating customers 
with one-sixth the consumption of higher use customers (25% vs. 150%) will pay multiple 
times more in absolute dollars on an annual basis.  Heating customers with one-sixth the 
consumption of higher use customers (25% vs. 150%) will pay not just more in absolute 
dollars annually, but multiple times more.  AG Ex. 4.0 at 9. 

The impact of these pricing structures on low-income customers, Colton observes, 
is particularly egregious.  Low-income customers tend to be, in general, low-use 
customers,   because low-income customers tend to live in substantially smaller housing 
units than do higher income customers.  Colton presented data from the U.S. Department 
of Energy’s 2009 Residential Energy Consumption Survey for the Midwest Census 
region, which includes Illinois, showing that natural gas consumption increases as income 
increases, and that higher incomes lead to occupation of larger sizes of housing units.  
AG Ex. 4.0 at 11-12; AG Ex. 4.1, RDC-5, p.1-3. 

Colton’s ultimate conclusion is that the Companies’ proposed rates and rate 
designs, if adopted by the Commission, will have a disproportionate impact on low-use 
customers, many of whom tend to be low-income customers as well, not only because 
they will absorb a higher percentage of the proposed rate increases the less they 
consume, but also because they will pay more in absolute dollars.  Mr. Colton’s findings 
are yet another reason why the Companies’ Residential Rate Design proposals should 
be rejected. 

AG/ELPC Witness Rubin’s Rate Design Should Be Adopted by the Commission 
To remedy cross-subsidization inequities between low and high users, Mr. Rubin 

recommended that PGL should move toward collecting no more than 50% of HTG 
revenues from the customer charges.  Under PGL's proposed revenue requirement, 
these results can be approximated by keeping PGL's customer charges at their existing 
amounts.  Thus, the increase in PGL's proposed increases in the HTG and NH revenue 
requirements would be collected solely through increases in the volumetric charges.   

Mr. Rubin calculated the impact on customer rates of the AG-proposed rates, as 
is described on AG/ELPC Exhibit 3.3 and 3.4.  It can be seen that lower-use customers 
in each class receive modest rate increases, while those customers who use more gas 
see greater impacts on their bills, consistent with cost-causation principles.    

Again, assuming 100% recover of the Companies’ proposed revenue 
requirements, the AG/ELPC-proposed rate design would collect approximately 52% of 
PGL’s Heating non-storage revenues and 64% of North Shore’s Heating non-storage 
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revenues through the customer charges.  If approved, this change would start the process 
of restoring PGL's residential customer charges to more traditional levels.  Similar to what 
was proposed in the Residential Non-Heating section above, in the very likely possibility 
that the Commission determines that Peoples Gas should receive a lower rate increase 
than Peoples Gas requested, the rates shown in the above table should be scaled back 
proportionately so that the HTG customer charge would be designed to collect between 
approximately 50% and 52% of non-storage revenues for PGL Heating customers and 
approximately 64% of non-storage revenues for North Shore Heating customers.  
Approval of the AG/ELPC proposed rate design will rationalize the rate design, give 
customers more control over their bills (thereby ensuring consistency with the State's 
energy efficiency goals), and start to alleviate some of the impacts of modified SFV rate 
design that has been approved to date by the Commission has had on low-income 
customers that AG witness Colton discusses in his testimony.  It should be adopted by 
the Commission. 

The Companies’ Criticisms of AG/ELPC Witness Rubin’s Proposed Rate Design 
Should Be Rejected by the Commission 
In her Rebuttal testimony, Ms. Egelhoff claims that SFV pricing "sends the most 

accurate price signals about the cost of delivery service" to customers NS-PGL Ex. 29.0 
at 3.  The Companies are wrong on that point.  As noted by AG witness Rubin, SFV 
pricing, and other pricing schemes that move toward SFV pricing like the Companies' 
proposals in this case, fail to send customers an accurate signal about the costs 
associated with serving peak demands for natural gas.  Under SFV pricing, each 
customer in a class (for example, each residential heating customer) would pay exactly 
the same amount for demand-related costs, even though the customers' demands are 
vastly different.  This phenomenon was highlighted in the examples of the tremendous 
diversity within the residential class, discussed above and in Mr. Rubin’s Direct testimony.  
AG Ex. 9.0 at 2. 

The Companies claim that essentially all of the Companies' costs are fixed and 
should be recovered through fixed charges (NS/PG: Ex. 29.0 at 7, 11), that assertion is 
inaccurate.  A gas distribution system is designed to serve the anticipated peak demands 
and energy requirements of all customers.  Very little if any of that investment is actually 
"caused" by a single customer.  When discussing the principle of cost causation, AG 
witness Rubin explained, ". . . we're actually talking about a fair way to allocate shared 
costs among customer classes and customers."  AG Ex. 9.0 at 2. 

When the Companies allocate costs among customer classes in a cost-of-service 
study, they recognize the shared nature of these common costs.  The Companies allocate 
those costs to each customer class in a way that we find to be fair to all customers.  For 
example, as NS-PGL witness Hoffman Malueg discusses in her rebuttal testimony (NS-
PGL Exhibit 28.0), there are good reasons for allocating the cost of distribution mains 
based on the average and peak approach which recognizes that mains serve both peak 
demands and annual energy usage.  That is, the allocation of a shared cost (or facility) 
uses energy usage and/or peak demand to have each customer class pay its fair share 
of jointly used facilities.  AG Ex. 9.0 at 3. 
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As AG witness Rubin explained, that same principle needs to apply when rates are 
designed.  It makes no sense to say that the cost of serving residential customers is 
based, in part, on demand and energy usage; but then to design rates that ignore demand 
and energy usage (as SFV rates would do).  

Under SFV pricing, each residential customer would pay exactly the same amount 
toward the cost of mains.  In contrast, under a rate design that mimics the way in which 
costs are fairly allocated to classes (which is what is meant by cost causation), rates 
would recognize that the "cost increase" (a shorthand expression for the increase in costs 
allocated to the class) was caused by just one customer.  If the costs of mains are 
collected based on a customer's energy consumption or demands, then the customer 
whose consumption doubled would pay most (or ideally all) of the cost increase.  That is 
exactly what happens under a traditional rate design that collects demand-related costs 
either through a demand charge (when demand metering is in place) or through an energy 
charge (when demand-metering is not feasible).    

A rate design that is consistent with the cost-of-service study's allocation 
methodology – provides a fair result to all customers.  The customer who caused the 
residential class's cost allocation to increase bears the responsibility for those increased 
costs.  Other customers, whose demands and energy usage did not change, are not 
asked to subsidize the high-use / high-demand customer.    

The Companies propose greater movement toward SFV pricing.  This would have 
the effect of requiring lower-use / lower-demand customers to provide tremendous 
subsidies to higher-use / higher-demand customers.  In contrast, the rate design Mr. 
Rubin proposes for the residential classes tries to mimic the way in which costs are 
allocated to the residential class, so that subsidies among residential customers are 
minimized.   

NS/PGL witness Egelhoff further suggests that “SFV rate design reduces the 
volatility of customers' bills.”  NS/PGL Ex. 29.0 at 4.  But this is not a legitimate reason to 
move toward SFV rates.  First, Ms. Egelhoff assumes that customers want their bills to 
be the same all year.  There is no evidence that is the case.  Even if one assumes they 
do, then they can enroll in a budget billing plan.  Mr. Rubin points out that, in fact, not all 
customers want this.  Some customers want their gas bills to be low in the summer 
because they incur other expenses in the summer (such as increased electricity costs for 
air conditioning, or increased child care costs when school is out).  Second, Ms. Egelhoff 
confuses leveling a customer's bill with subsidizing customers through the rate design.  It 
is one thing to offer a customer the option of spreading their annual bill over 12 months.  
It is quite another to relieve high-use customers of the cost of serving them by having low-
use customers pick up the tab.  SFV pricing does not just "reduce the volatility of 
customers' bills"; it also requires low-use customers to pay costs that are incurred to serve 
higher-use customers.  It is grossly unfair and can result in tremendous cross-subsidies 
within a class.   

In the Companies’ last case, part of this unfairness was corrected when the 
Companies separated non-heating customers from the rest of the residential class.  The 
rates for those very low-use customers were reduced dramatically as a result of their no 
longer being required to subsidize the demand-related costs of high-use heating 
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customers.  The inequity of SFV-type rates, however, remains within the residential 
heating class.  Lower-use heating customers are subsidizing the bills of higher-use 
heating customers, as Mr. Rubin demonstrated in his direct testimony and as described 
earlier in this Brief.  Moreover, the level of subsidy increases under the Companies’ 
proposal to move even closer to SFV rates by significantly increasing the customer 
charge.   

Other criticisms of AG/ELPC witness Rubin’s proposed rate design fall flat.  Ms. 
Egelhoff asserts that because "irrespective of a customer's demand on the peak day, 
lower usage on other days would reduce the customer's contribution to demand cost 
recovery" NS/PGL Ex. 29.0 at 8.  As pointed out by AG/ELPC witness Rubin, Egelhoff's 
criticism is valid, but she fails to finish the thought.  It is true that the rate design method 
Mr. Rubin uses is imprecise because it assumes that peak demand is strictly proportional 
to annual energy usage.  Clearly, that is not exactly precise.  But Ms. Egelhoff fails to 
compare this imprecision to her support of SFV rates.  An SFV rate design wrongly 
assumes that the demand-related costs for all residential customers are exactly the same.  
Mr. Rubin’s approach is imprecise because of the limits of current metering technology 
and other implementation factors.  Ms. Egelhoff's method just assumes away the problem 
and is inconsistent with reality.  As Mr. Rubin explained, we know that for most customers 
within a class, demands bear a pretty close relationship to annual usage.  It is not exact, 
but a customer who averages 200 therms per month is going to have much higher peak 
demands than a customer who uses only 200 therms in an entire year.  That is certain.  
AG/ELPC Ex. 9.0 at 7-8. 

Finally, Staff witness William Johnson has recommended that the fixed cost be set 
at approximately 65%, based on a strict allocation of demand-related costs to variable 
charges.  Staff Ex. 4.0 at 46-48. While this is an improvement over the NS/PGL proposals, 
it does not go far enough in recognizing other public policy considerations related to rate 
design, such as equity (avoidance of cross subsidies from low users to high users) and 
public policy goals related to promoting conservation and energy efficiency. 

Staff witness Johnson complained in his Rebuttal testimony that it is unclear how 
Mr. Rubin derived the figures of 50% and 75%, respectively, for fixed cost recovery in 
heating and non-heating rates (Staff Ex. 9.0 at 24), and why some customer costs should 
be recovered through variable charges, rather than the customer charge.  But that 
criticism should be given little weight.  As Mr. Rubin explained in his Direct testimony, 
there are public policy reasons why more costs should be recovered through variable per-
therm charges than a strict application of placing all customer-related costs, which 
amount to 63% of costs, in the customer charge.   

The facts in this case, which make clear that the Companies have zero risk of not 
recovering their revenue requirement given the number of riders that have been 
authorized for the Companies pursuant to statute and Commission order, support a 
greater shift away from the SFV-like customer charges that have created the extreme 
inequities highlighted in Mr. Rubin’s direct testimony exhibits 3.3 and 3.4.   This case 
provides the opportunity to correct those inequities.  Public policy goals of promoting 
conservation and energy efficiency, which are clearly articulated in Section 8-104 of the 
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Act and the Commission’s recent rate design orders and reports, also support moving 
away from precise adherence to cost study data.  

Mr. Rubin’s rate design is consistent with the Companies' own cost study 
allocations, gives customers more control over their bills (thereby ensuring consistency 
with the State's energy efficiency goals), and begins to alleviate some of the impacts of 
modified SFV rate design that have detrimentally impacted low-income customers.  The 
record evidence and recent Commission rate design orders and ICC Report findings 
support its adoption by the Commission 
Commission Analysis and Conclusion 

The Commission finds that the Companies proposed increases in the customer 
charges pursuant to its SFV-based rate design are inconsistent with public policy as 
discussed in Section IX, B 2 (Fixed Cost Recovery) of this order.  The Commission finds 
that Staff’s and Intervenor’s arguments in favor of assigning demand based costs to 
volumetric charges are consistent with energy efficiency and the avoidance of cross 
subsidies.  The Commission accepts Staff’s rate design proposal for this customer class, 
which reflects a more traditional rate design whereby customer charges recover 
embedded cost-of-service (“ECOS”) study customer costs and distribution charges 
recover ECOS study demand costs.  Therefore, customer’s bills are more closely aligned 
with the ECOS study.  The customer charges for the S.C. No. 1 Small Residential Service, 
Heating class should be set to recover the final Commission approved ECOS studies’ 
customer costs.  The remaining, non-storage related demand costs, would be recovered 
through a flat distribution charge on a per therm basis. 

c. Service Classification No. 2, General Service 

Companies’ Position 
The Companies stated that, consistent with the rate design objectives and 

principles applicable to fixed cost recovery, they each proposed to continue to set S.C. 
No. 1 HTG at cost.  NS Ex. 15.0 at 10; PGL Ex. 15.0 REV. at 10.  North Shore proposed 
to recover 80% and Peoples Gas proposed to recovery 75% of non-storage related fixed 
costs through the customer charge with all remaining non-storage costs being recovered 
through a flat distribution charge.  Each would continue to recover storage-related costs 
under Rider SSC.  NS Ex. 15.0 at 12; PGL Ex. 15.0 REV. at 12.  The Companies contend 
that their proposals are consistent with the Commission policy for gas Companies of 
gradually increasing fixed cost recovery in fixed charges.  To retreat from this gradual 
movement, as AG/ELPC and Staff proposed, exacerbates the extent to which a 
customer’s bill does not reflect the costs it causes the Companies to incur, i.e., customer 
usage would drive fixed cost recovery but usage does not drive the Companies’ 
incurrence of those fixed costs.   
Staff’s Position 

Staff argues that the Commission should accept Staff’s S.C. No. 2 General Service 
classes’ rate design proposal for North Shore and Peoples Gas.  

Staff reiterates that recent Commission orders have been moving towards aligning 
customers’ bills with the cost of service (i.e., customer charges based upon ECOS study 
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customer costs and distribution\demand charges based upon ECOS study demand 
costs). While the Companies’ proposed S.C. No. 2 General Service class customer 
charge recovers 100% of ECOS customer costs, it also recovers demand related costs.  
This is a shift towards greater SFV-based rate design and is, thus, problematic. The 
Commission has recently been making adjustments that move away from SFV-based rate 
designs for those electric companies that have adopted formula rates through EIMA.  
Similar to the impact of electric companies’ formula rates, the Company’s implementation 
of Rider VBA provides revenue stability and eliminates the need to have an SFV-based 
rate design.  Also, increasing the percentage of non-storage related demand costs 
through fixed charges lowers the percentage of non-storage related demand costs 
recovered through the per therm distribution charge.  This, in turn, could discourage 
conservation.  Staff Ex. 4.0 at 33-34.  Finally, Staff found that moving ECOS study-based 
demand costs that are allocated to customer classes based upon demand into a fixed 
customer charge shifts cost responsibility to customers with lower demands.  This occurs 
because rather than collecting total demand related costs on a per therm basis, some of 
the demand related costs are collected on a per customer basis.  The per therm charge 
is lower than it would have been if all demand related costs were recovered on a per 
therm basis and the customer charge is higher than it would have been if the demand 
costs were collected through a per therm charge (for example, a customer that uses zero 
therms would pay for some of the demands that a larger use customer places on the 
system). Id. 

Staff’s proposed S.C. No. 2 General Service class customer charge for all three 
meter classes (for each Company) will recover 100% of ECOS study-based customer 
costs. Consistent with the most recent Commission orders concerning movement away 
from SFV-based rate designs, Staff witness Johnson proposes a decrease in the 
percentage of non-storage related demand costs currently recovered through the 
customer charge for all three meter classes.  His proposal provides a gradual shift away 
from SFV-based rate design while taking into consideration customer bill impacts and 
revenue stability for the Company.  Specifically, Staff proposes the percentage of non-
storage related demand costs recovered through the customer charge for North Shore 
for Meter Classes 1 and 2 be decreased by 10% from the current Commission approved 
45%.  The resulting percentage of non-storage related demand costs recovered through 
North Shore’s customer charge for Meter Classes 1 and 2 would be 40%.  The same 10% 
decrease for North Shore’s Meter Class 3 would result in a decrease in the percentage 
of non-storage related demand costs recovered through the customer charge from 35% 
to 31%.  The remaining non-storage related demand costs would be recovered through 
the Company’s proposed declining two-block distribution charge on a per therm basis. 
Staff Ex. 4.0 at 35-36 and Schedule 4.01N.  

For Peoples Gas, Staff proposes the percentage of non-storage related demand 
costs recovered through the S.C. No. 2 General Service class customer charge for Meter 
Classes 1, 2, and 3 be decreased by 10% from the current Commission approved 40%, 
45%, and 10%, respectively.  The resulting percentage of non-storage related demand 
costs recovered through the customer charge for Peoples Gas would be 36% for Meter 
Class 1, 40% for Meter Class 2, and 9% for Meter Class 3.  The remaining non-storage 
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related demand costs would be recovered through the Company’s proposed declining 
two-block distribution charge on a per therm basis. Id. at 54-55 and Schedule 4.01P. 

Staff also recommends that, going forward, the Commission make additional 
adjustments to the percentage of non-storage related demand costs recovered through 
the S.C. No. 2 General Service class customer charge until the customer charges per 
meter class recover only ECOS study customer costs for both Companies. Staff is not 
recommending that a set percentage in each case or time period be utilized to eliminate 
the non-storage related demand costs from the customer charge going forward.  The 
amount of the adjustments should be decided in each case in order to consider bill 
impacts for customers. Staff Ex. 4.0 at 36. Recent Commission Orders indicate a 
movement away from SFV-based rate designs, especially for those Companies with cost 
recovery mechanisms in place (like the Companies’ Rider VBA) that provide revenue 
stability.  Staff’s rate design proposal makes a similar movement while taking rate impacts 
into consideration. Staff Ex. 9.0 at 14. 
Commission Analysis and Conclusion 

The Commission’s recent Orders in ComEd (Docket No. 13-0387) and Ameren 
Illinois (Docket No. 13-0476) make it clear that SFV-based rate designs should be re-
examined and rate design should reflect traditional rate design principles, which more 
closely align customers’ bills with the ECOS study.  The Commission is actively 
reevaluating how rate design can be utilized to ensure that customers are responsible for 
the demands they place on the system and that rate design maximizes conservation 
efforts. 

With this in mind, the Commission finds that the Companies’ proposed increases 
in the S.C. No. 2 General Service class customer charges pursuant to its SFV-based rate 
design are inconsistent with public policy as discussed in Section IX, B 2 (Fixed Cost 
Recovery) of this order.  Customer charges for these classes should be set at the levels 
discussed above, and the remaining non-storage related demand costs should be 
recovered through the Companies’ proposed declining two-block distribution charge on a 
per therm basis.  

This proposal results in a gradual movement away from SFV-based rates for the 
S.C. No. 2 General Service classes while taking into consideration customer bill impacts 
and revenue stability for the Companies. Going forward, the Commission directs the 
Companies to make additional adjustments to the percentage of non-storage related 
demand costs recovered through the customer charge until the customer charges per 
meter class recover only ECOS study customer costs. However, this should be done 
while taking into consideration bill impacts for the customers in the various meter classes. 

d. Service Classification No. 4, Large Volume Demand 
Service 

Companies’ Position 
The Companies stated that, consistent with the rate design objectives and 

principles applicable to fixed cost recovery, they each proposed to continue to set S.C. 
No. 4 at cost.  NS Ex. 15.0 at 10; PGL Ex. 15.0 REV. at 10.  Each proposed to set the 
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monthly customer charge at cost.  For North Shore, Companies witness Ms. Egelhoff 
stated that the demand charge would recover 70% of non-storage related demand costs 
and the distribution charge would recover all remaining non-storage related demand 
costs.  For Peoples Gas, Ms. Egelhoff stated that the demand charge would continue to 
recover 55% of non-storage related demand costs and the distribution charge would 
recover all remaining non-storage related demand costs.  For each, storage related costs 
would be recovered under Rider SSC.  NS Ex. 15.0 at 19; PGL Ex. 15.0 REV. at 19.   
Staff’s Position 

Staff believes that the Commission should accept Staff’s S.C. No. 4 rate design 
proposal.  The Companies are proposing to set the monthly customer charge at cost to 
recover all ECOS study customer costs.  The customer charge increases from $594 to 
$656 per month for North Shore and the $687 to $982 for Peoples Gas.  The proposed 
demand charge increases from 55.277 cents per therm of billing demand to 67.695 cents 
per therm for North Shore and 71.421 cents per therm of billing demand to 99.482 cents 
per them for Peoples Gas.  The distribution charge recovers the remaining non-storage 
related demand costs for both Companies. NS Ex. 15.0 at 19 and PGL Ex. 15.0REV. at 
19. 

Staff witness Johnson has no objection to the Company’s rate design proposal for 
the S. C. No. 4 rate class.  The Company is proposing to set the customer charge at cost, 
which is a minimal part of a customer’s bill because customers must use an average of 
over 41,000 therms per month and the customer charge would represent a minimal part 
of the total bill.  The remaining revenues are collected through the demand and 
distribution charges and the S.C. No. 4 class proposal will recover its full cost of service.  
However, Mr. Johnson does propose that if the Company’s total customer charge 
revenues derived from the proposed customer charge ($656 NS and $982 PGL) are 
greater than the customer costs found on the final Commission approved ECOS study, 
then the final customer charge should be lowered to recover ECOS study customer costs 
only. Staff Ex. 4.0 at 43. 
IIEC’s Position 

IIEC witness Brian Collins proposes an across the board increase for all classes. 
IIEC Ex. 1.0 at 3; IIEC Ex. 3.0 at 18-19. 
Commission Analysis and Conclusion 

The Commission finds that the Company’s rate design proposal for the S. C. No. 
4 rate class is reasonable and hereby approves it.  The Commission reiterates its rejection 
of the proposed across the board increase in rates which as discussed above is not 
supported by the record.  

3. Classification of SC No. 1 Residential Heating and Non-Heating 
Customers 

Companies’ Position 
In response to AG/ELPC’s claims that a large number of North Shore and Peoples 

Gas S.C. No. 1 customers appeared to be misclassified between heating and non-
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heating, the Companies showed that the AG/ELPC analysis was flawed because it 
focused on usage as the basis for determining if a customer uses gas for space heating, 
and the Companies’ approach of classifying customers based on their gas appliances is 
more accurate.  As Companies witness Mr. Robinson showed, there are often good 
explanations for why a customer’s usage may vary from an expected level.  NS-PGL Ex. 
32.0 at 4-7.  This is why the Companies focus on the customer’s appliances and not 
usage to determine if the customer is an S.C. No. 1 NH or HTG customer.  Id. at 3, 6.   

The Companies explained that they have long-standing processes, pre-dating the 
introduction of S.C. No. 1 non-heating and heating rates, to identify the customer’s 
appliances.  These processes include inquiries when an applicant or customer interacts 
with a customer service representative and a physical inspection of the premises.  Id. at 
7-8.  A sample of data on which the AG witness relied that the Companies reviewed 
showed that, overwhelmingly and to the extent they had definitive data, customers were 
correctly classified.  While it is certainly possible that some customers are misclassified, 
it is not likely that 100% accuracy, 100% of the time is achievable, even if the Companies 
conducted the study that Staff suggested.  NS-PGL Ex. 46.0 at 5.   

When the utility changes out or installs a meter, this requires a physical inspection 
of the premises and a verification of appliances. NS-PGL Ex. 32.0 at 7. If a customer is 
seeking LIHEAP funding but his account is a non-heating account, this will trigger a 
physical inspection to verify the appliances, as non-heating accounts are not eligible for 
LIHEAP.  Id. at 8. 

For new construction, the Companies will work with the contractor to ascertain the 
appliances that will be at the premises.  This is necessary for the utility to determine the 
pipe to install, meter size and other information needed to establish service.  In many 
cases, if utility personnel are at a premise, they inspect and note the appliances, which 
are then updated in the Companies‟ system. For example, if utility personnel are 
responding to a gas odor complaint, they will catalog the appliances.  These processes 
help keep the Companies‟ records current and accurate. Certainly, some customers may 
be misclassified. However, using appliances as the criterion to determine whether a S.C. 
No. 1 customer is a heating or non-heating customer and the many methods that the 
Companies use to keep track of appliances at each customer location help ensure a high 
level of accuracy in classifications. Id.  

In response to Staff, the Companies stated that, in the limited time available, they 
were unable to develop a sound cost estimate for a study of classifications, but they 
explained that the large number of accounts that could require intensive manual review 
or physical inspections of the premises, or both, suggests that the costs of an in-depth 
study would almost certainly be millions of dollars and a large commitment of personnel 
and time.  The Companies further explained that, given the existing processes and the 
large number of customers already subject to review on an annual basis as part of the 
application process, a study is not needed.  Id. at 2-4. 

Companies’ witness Robinson responded in surrebuttal testimony to Staff’s 
recommendation to give a rough estimate of the amount of time it would take to carry out 
an in-depth study and an estimate of the costs involved.  Mr. Robinson stated that subject 
to the limitations of developing the requested estimates in a short period, the Companies’ 
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rough estimate of the number of accounts that would potentially be inspected is 
approximately 580,000. This estimate is based on information from the Companies’ 
customer information system on the number of premises that did not show a physical 
verification of appliances in the last three years. The Companies were not able, in the 
time available, to estimate the costs of further manual review of accounts after the initial 
query. However, given the large number of accounts, and the need for manual review, 
physical inspections (possibly including repeat visits when the Companies could not 
initially gain access to identify all appliances), or both, it would almost certainly be millions 
of dollars. NS-PGL Ex. 46.0 at 3-4. 

Mr. Robinson stated that the Companies do not think a requirement to conduct a 
study is needed.  The Companies rely on identification of gas appliances to categorize a 
customer as heating or non-heating. They have long-standing processes, pre-dating the 
introduction of heating and non-heating rates in S.C. No. 1, to identify the customer’s 
appliances. These processes involve both inquiries when an applicant or customer 
interacts with a customer service representative or a physical inspection of the premises. 
The application process alone typically involves tens of thousands of applicants in a year. 
This means that, at a minimum, the Companies are verifying appliances for a large 
percentage of their customer base every year. Because the inquiries focus on appliances 
and on following up when the applicant’s or customer’s description of his appliances does 
not mesh with existing data that the Companies have about the premises, these existing 
processes are very effective in correctly categorizing customers.  Id. at 4. 

Companies witness Robinson proposed an alternative to a study or investigation.  
He stated that it is his understanding that after a rate case order, the Companies must 
communicate with customers about the rate case. They could use that communication to 
emphasize to S.C. No. 1 customers the significance of the “heating” and “non-heating” 
designations and encourage customers to call with questions or concerns. Id. at 5. 
Staff’s Position 

AG/ELPC witness Rubin testified that there may be residential customers who are 
misclassified as between heating and non-heating.  AG/ELPC Ex. 3.0 at 3. He states that 
if customers are misclassified between heating and non-heating classes there could be a 
large difference in the bills they pay.  The AG/ELPC recommends that the Companies 
investigate and improve the classification of residential customers and report back to the 
Commission on its findings.   

Staff witness Johnson opined that the Commission approved the Companies’ 
establishment of residential heating and non-heating classes in Docket Nos. 12-0511/12-
0512 (Consol.).  He stated that AG/ELPC witness Rubin does not appear to disagree with 
the “heating” and “non-heating” sub-classes per se, but rather wants to make sure that 
the customers are classified correctly as heating or non-heating.  The Companies’ tariffs 
specifically designate “Heating Customers” as customers who use gas as their principal 
source of space heating requirements and “Non-Heating Customers” as customers who 
do not use gas as their principal source of space heating requirements.  (North Shore 
ILL.C.C.No. 17, Ninth Revised Sheet No. 6 and Peoples Gas ILL.C.C.No. 28, Ninth 
Revised Sheet No. 5.)  Staff has no objection to the Companies’ designations for these 
customers found in the tariffs. Staff Ex. 9.0 at 21. 
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However, because the Commission only approved the bifurcation of the residential 
class into heating and non-heating classes in Docket No. 12-0511/12-0512 (Consol.), 
dated June 18, 2013, Mr. Johnson understands why AG witness Rubin would want to 
make sure that customers are classified correctly.  Staff witness Johnson stated that he 
had no objection to the Commission ordering the Companies to do an in-depth study to 
make sure that “heating” and “non-heating” customers are classified correctly.  However, 
he emphasized that the Commission should also consider that this will probably involve 
some on-site inspections that will likely include additional costs.   
AG’s Position 

AG/ELPC witness Rubin testified that there may be residential customers who are 
misclassified as between heating and non-heating.  He states that if customers are 
misclassified between heating and non-heating classes there could be a large difference 
in the bills they pay.  He gives an example of the rate difference between classifications 
for Peoples Gas.  The non-heating customer charge under present rates is $13.60 per 
month and the per therm delivery charge is $0.42032.  The heating customer charge is 
$26.91 per month and the per therm delivery charge is $0.18885.  The AG/ELPC 
recommends that the Companies investigate and improve the classification of residential 
customers and report back to the Commission on its findings.  AG/ELPC witness Rubin 
further recommends that if the Companies cannot complete the process by the close of 
the record in this case, or if they refuse to undertake the task, then the Commission should 
order the Companies to do so as quickly as possible following the conclusion of this case.   

If a customer is seeking LIHEAP funding but his account is a non-heating account, 
this will trigger a physical inspection to verify the appliances, as non-heating accounts are 
not eligible for LIHEAP.   

For new construction, the Companies will work with the contractor to ascertain the 
appliances that will be at the premises. This is necessary for the utility to determine the 
pipe to install, meter size and other information needed to establish service.  In many 
cases, if utility personnel are at a premises, they inspect and note the appliances, which 
are then updated in the Companies‟ system. For example, if utility personnel are 
responding to a gas odor complaint, they will catalog the appliances.  These processes 
help keep the Companies‟ records current and accurate. Certainly, some customers may 
be misclassified. However, using appliances as the criterion to determine whether a S.C. 
No. 1 customer is a heating or non-heating customer and the many methods that the 
Companies use to keep track of appliances at each customer location help ensure a high 
level of accuracy in classifications. Id.  
Commission Analysis and Conclusion 

The Commission finds that the Companies suggestion that in the Companies 
communication with customers about the rate case, they include information emphasizing 
to S.C. No. 1 residential heating and non-heating customers the significance of the 
“heating” and “non-heating” designations and encourage customers to call with questions 
or concerns or to request an inspection.  The Commission directs the Companies to 
submit the content and format of the proposed heating/ non-heating classification 
communication to Commission Staff for its input and approval prior to its distribution to 
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customers.  The Commission further directs the Companies in preparation for their next 
rate cases to provide in direct testimony the number of customer contacts that are 
generated by this communication and the number of inspections and account 
reclassifications that occur as a result.  

D. Other Rate Design Issues 

1. Terms and Conditions of Service 

a. Service Activation 

Companies’ Position 
Based on a cost study, the Companies proposed changes to some of their Service 

Activation Charges, which recover a portion of the costs related to initiating gas service 
at a premises.  North Shore proposed no change to its succession turn-on charge, $50.00 
for a straight turn-on, and $12.00 for relighting each appliance over four.  NS Ex. 15.0 at 
20-21; NS Ex. 15.8.  Peoples Gas proposed $23.00 for a succession turn-on, $38.00 for 
a straight turn-on, and $13.00 for relighting each appliance over four.  PGL Ex. 15.0 REV. 
at 20-21; PGL Ex. 15.8 REV.   
Staff’s Position 

The Companies identify two types of service activations.  A succession turn-on 
occurs when a customer who is moving out of a home or building calls to discontinue gas 
service at approximately the same time as the applicant moving in calls and requests gas 
service.  In this instance, only one meter reading is taken.  A straight turn-on occurs when 
there has never been gas service at a location, or when the prior customer canceled 
service before the new applicant calls to request service and the gas has actually been 
turned off.  In this instance, the gas has to be turned on and appliances have to be relit.  
NS Ex. 15.0 at 20 and PGL Ex. 15.0 at 20-21. 

North Shore prepared an analysis that identifies the costs associated with a 
succession turn-on, straight turn-on, and the cost to light an additional appliance over four 
(Included in any reconnection charge is the relighting of a maximum of four gas 
appliances per account).  NS Ex. 15.0 at 20.  North Shore’s analysis shows that the cost 
for a succession turn-on is $23.74, the cost of a straight turn-on is $64.07, and the cost 
to light an additional appliance over four is $16.55. NS Ex. 15.8.  North Shore is proposing 
that the straight turn-on be increased from $42.00 to $50.00, and the cost for relighting 
any appliances over four be increased from $10.00 to $12.00. North Shore is proposing 
to leave the succession turn-on charge at $20.00.  NS Ex. 15.0 at 21. 

PGL prepared an analysis that identifies the costs associated with a succession 
turn-on, straight turn-on, and the cost to light an additional appliance over four (Included 
in any reconnection charge is the relighting of a maximum of four gas appliances per 
account).  NS Ex. 15.0 at 21.  PGL’s analysis shows that the cost for a succession turn-
on is $25.89, the cost of a straight turn-on is $63.42, and the cost to light an additional 
appliance over four is $17.23. PGL Ex. 15.8.  PGL is proposing that the succession turn-
on be increased from $18.00 to $23.00, the straight turn-on be increased from $30.00 to 
$38.00, and the cost for relighting any appliances over four be increased from $10.00 to 
$13.00. PGL Ex. 15.0 at 21. 
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Staff witness Johnson has no objection to the Companies’ proposals for Service 
Activation Charges.  He stated that they have provided cost break-downs for the various 
Service Activation Charges and in the interest of gradualism, are not proposing full cost 
recovery in this proceeding. Staff Ex. 4.0 at 66. 
Commission Analysis and Conclusion 

The Commission finds that the Companies’ proposal for Service Activation 
Charges is reasonable. The Commission approves the proposal. 

b. Service Reconnection Charges 

Companies’ Position 
Based on a cost study, the Companies proposed changes to some of their Service 

Reconnection Charges, which they assess customers whose gas has been turned off 
(e.g., disconnections for non-payment or at the customer’s request).  Each customer 
receives a waiver of one reconnection charge each year for reconnection at the meter, 
except where the customer voluntarily disconnects and then requests reconnection within 
twelve months.  North Shore proposed no change for reconnection at the meter, $180.00 
when the meter has to be reset, $500.00 when service has to be reconnected at the main, 
and $12.00 to relight each appliance over four.  NS Ex. 15.0 at 21-22; NS Ex. 15.8.  
Peoples Gas proposed $94.00 for reconnection at the meter, $188.00 when the meter 
has to be reset, $500.00 when service has to be reconnected at the main, and $13.00 to 
relight each appliance over four.  PGL Ex. 15.0 REV. at 21-22; PGL Ex. 15.8 REV.   
Staff’s Position 

A service reconnection charge is applicable to customers, whose gas has been 
turned off for any number of reasons, including disconnections for non-payment of bills 
and at the customer’s request.  However, each customer is granted a waiver of one 
reconnection charge each year for reconnection at the meter, except in the situation 
where the customer voluntarily disconnects and then requests reconnection within twelve 
months.  The Companies offer three types of service reconnections following an 
involuntary disconnection for which the Companies currently charge customers: basic 
reconnections which only require a meter turn-on, reconnections which require setting a 
new meter, and reconnections that involve excavating at the main.  NS Ex. 15.0 at 21; 
PGL Ex. 15.0 at 21. 

North Shore prepared an analysis that identifies the costs associated with the three 
service reconnections (basic reconnections, reconnections which require a new meter 
set, and reconnections that involve excavations at the main).  NS Ex. 15.0 at 21.  North 
Shore’s analysis shows that the cost for a reconnection at the meter (basic reconnection) 
is $90.72, the cost for a reconnection when the meter has to be reset is $200.46, and the 
cost for a reconnection at the main is $1,638.63. NS Ex. 15.8.  North Shore is proposing 
that the basic reconnection charge remain at $75.00, the cost for reconnection when the 
meter has to be reset increased from $150.00 to $180.00, and the cost for reconnection 
at the main increased from $425.00 to $500.00.  The Company is also proposing that the 
charge for relighting each appliance over four will be increased from $10.00 to $12.00, as 
with the Service Activation Charge.  NS Ex. 15.0 at 21-22. 
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PGL also prepared an analysis that identifies the costs associated with the three 
service reconnections (basic reconnections, reconnections which require a new meter 
set, and reconnections that involve excavations at the main).  PGL Ex. 15.0 at 21.  PGL’s 
analysis shows that the cost for a reconnection at the meter (basic reconnection) is 
$112.33, the cost for a reconnection when the meter has to be reset is $439.80, and the 
cost for a reconnection at the main is $1,338.72. PGL Ex. 15.8.  PGL is proposing that 
the basis reconnection charge increase from $75.00 to $94.00, the cost for reconnection 
when the meter has to be reset increased from $150.00 to $180.00, and the cost for 
reconnection at the main increased from $425.00 to $500.00.  The Company is also 
proposing that the charge for relighting each appliance over four will be increased from 
$10.00 to $12.00, as with the Service Activation Charge.  NS Ex. 15.0 at 21-22. 

Staff witness Johnson has no objection to the Companies’ proposals for 
Reconnection Charges.  He states that the Companies have provided cost break-downs 
for the various Service Activation Charges and in the interest of gradualism, are not 
proposing full cost recovery in this proceeding. Staff Ex. 4.0 at 68. 

No other parties addressed this issue. 
Commission Analysis and Conclusion 

The Commission finds that the Companies’ proposal for Reconnection Charges is 
reasonable.  The Commission approves the proposal. 

c. Second Pulse Data Capability Charge 

Companies’ Position 
A customer with certain metering devices may choose to have the Companies 

enable second pulse capability.  Based on cost studies, the Companies proposed to 
decrease the Second Pulse Data Capability charge from $14.00 to $10.25 (North Shore) 
and to $10.60 (Peoples Gas).  NS Ex. 15.0 at 22; NS Ex. 15.12; PGL Ex. 15.0 REV. at 
22; PGL Ex. 15.12.  The Companies agreed with Staff’s proposal to update the charges 
using the rate of return that the Commission approves.  NS-PGL Ex. 29.0 REV. at 24.   
Staff’s Position 

A customer that has installed an operational meter, meter corrector, or daily 
demand measurement device capable of providing a second pulse for further data 
collection capability may choose to have the Companies enable this capability on the 
meter or device for a monthly charge.  NS Ex. 15.0 at 22 and PGL Ex. 15.0 at 22. 

The Companies provided analyses of the determination of Second Pulse 
Capability Charges.  NS Ex. 15.12; PGL Ex. 15.12.  The analysis for North Shore 
identified that the monthly charge for Second Pulse Data Capability would be $10.25, a 
decrease from the current charge of $14.00.  The analysis for Peoples Gas identified that 
the monthly charge for Second Pulse Data Capability would be $10.60, a decrease from 
the current charge of $14.00. Id.  

Staff witness Johnson stated that he had no objection to the Companies’ proposals 
for Second Pulse Data Capability Charges.  However, the Companies have incorporated 
a rate of return of 7.02% in the calculation of the charge that is based upon the 
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Companies’ proposed rate of return.  Mr. Johnson recommends the charge be 
recalculated with the final Commission approved overall rate of return in this proceeding. 
In response to Staff Data Requests, the Companies stated that they agree that it would 
be appropriate to update the calculation using the approved overall rate of return set by 
the Commission in its final Order. Staff Ex. 4.0 at 69. 

No other parties addressed this issue. 
Commission Analysis and Conclusion 

The Commission approves the Companies’ proposals for Second Pulse Data 
Capability Charges recalculated using the final Commission approved overall rate of 
return in this proceeding. 

2. Riders 

a. Rider 5, Gas Service Pipe 

The Companies proposed clarifying language concerning installation and cost 
responsibility for service pipe and an editorial change to Rider 5, Gas Service Pipe.  In 
particular, the Companies proposed that the pipe installation will meet certain location 
requirements when practicable and, if it is not practicable and if the reason is not a 
customer’s request or other circumstance for which the customer bears cost 
responsibility, then the full installation is at the company’s expense.  NS Ex. 15.0 at 26 
27; PGL Ex. 15.0 REV. at 26-27.   

The Commission approves the Companies’ proposed clarifying language 
concerning installation and cost responsibility for service pipe and an editorial change to 
Rider 5, Gas Service Pipe. 

b. Rider SSC, Storage Service Charge 

The Companies are proposing a change in the per therm charge for the storage 
service charge resulting from the new revenue requirements proposed in this proceeding.  
NS Ex. 15.0 at 22; PGL Ex. 15.0 Rev.  at 22-23.  No party objected to the Companies’ 
proposals. 

The Commission approves the Companies’ proposed change in the per therm 
charge for the storage service charge resulting from the new revenue requirements 
proposed in this proceeding. 

c. Rider QIP, Qualifying Infrastructure Plant [PGL] 

Staff and Peoples Gas agree that language changes to Rider QIP should be made 
to allow for an adjustment through the Rider QIP surcharge if its 2014 actual additions 
are different than the amount approved in the instant case. NS-PGL Ex. 29.0 at 24-27; 
NS-PGL Ex. 29.1; Staff Ex. 6.0 at 14.  Further, Staff and the Company are in agreement 
for the need for a findings and ordering paragraph to be included in the Commission’s 
Order concerning Rider QIP.  If the Commission’s conclusion accepts the AG adjustment 
to the projected level of 2014 AMRP plant additions recoverable through Rider QIP, the 
language is as follows: 
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Peoples Gas shall reflect in its Rider QIP Surcharge 
Percentage following the date of this Order the variance from 
the 2014 QIP amounts included in base rates to its actual 
2014 QIP amounts, which may be an increase or decrease to 
the amount to be recovered through the Rider QIP Surcharge 
Percentage. The 2014 QIP amounts included in base rates 
are comprised of $115,986,348, less a negative amount of 
$33,721,806 for accumulated depreciation and less a positive 
amount of $8,603,652 for accumulated deferred income 
taxes, and $1,728,342 for annualized depreciation expense 
less annualized depreciation expense applicable to the plant 
being retired. 

NS-PGL Ex.37.5 P at 3-4; NS-PGL Ex. 43.0 REV. 
If the Commission’s conclusion rejects the AG adjustment to the projected level of 

2014 AMRP plant additions recoverable through Rider QIP and instead accepts Peoples 
Gas’ position, the language is as follows: 

Peoples Gas shall reflect in its Rider QIP Surcharge 
Percentage following the date of this Order the variance from 
the 2014 QIP amounts included in base rates to its actual 
2014 QIP amounts, which may be an increase or decrease to 
the amount to be recovered through the Rider QIP Surcharge 
Percentage. The 2014 QIP amounts included in base rates 
are comprised of $173,237,532, less a negative amount of 
$58,686,380 for accumulated depreciation and less a positive 
amount of $16,463,375 for accumulated deferred income 
taxes, and $2,620,588 for annualized depreciation expense 
less annualized depreciation expense applicable to the plant 
being retired. 

NS-PGL Ex. 22.14 P; NS-PGL Ex. 43.0 REV. 
The Commission approves the Companies’ proposed language changes to Rider 

QIP to allow for an adjustment through the Rider QIP surcharge if its 2014 actual additions 
are different than the amount approved in the instant case. 

d. Rider UEA, Uncollectible Expense Adjustment, and Rider 
UEA-GC, Uncollectible Expense Adjustment – Gas Costs 

The Companies each proposed revising Rider UEA-GC to reflect the proposed 
Uncollectible Factors arising from data in this case and Rider UEA to reflect the updated 
uncollectible amount to be recovered in base rates based on the final revenue 
requirements determined by the Commission in these cases.  NS Ex. 15.0 at 25-26; NS 
Ex. 15.11; PGL Ex. 15.0 REV. at 25-26; PGL Ex. 15.11.   

The Commission approves the Companies’ proposed revision of Rider UEA-GC to 
reflect the proposed Uncollectible Factors arising from data in this case and Rider UEA 
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to reflect the updated uncollectible amount to be recovered in base rates based on the 
final revenue requirements determined by the Commission 

e. Rider VBA, Volume Balancing Adjustment, percentage of 
Fixed Costs 

The Companies’ proposed revenue increase and rate design would result in new 
distribution rates and related distribution revenues (“Rate Case Revenues” or “RCR”) for 
Rider VBA.  The Companies proposed the Rider VBA Percentage of Fixed Costs (“PFC”) 
be set at 100%.  NS Ex. 15.0 at 12-13, 18; PGL Ex. 15.0 REV. at 12-13, 18.   

The Commission agrees that it is necessary under Rider VBA for the Companies 
to file RCRs and it directs the Companies to do so. The Commission also finds that the 
PFC should be set at 100%.  The Companies’ proposals are uncontested and approved. 

f. Transportation Riders 

i. Transportation Administrative Charges 

Based on cost studies, North Shore proposed to increase the Administrative 
Charge for Riders FST, Full Standby Transportation Service, and SST, Subscription 
Storage Transportation Service, from $5.74 to $6.14 per account and the Pooling Charge 
for Rider P, Pooling Service, from $1.97 to $2.98 per account.  NS Ex. 15.0 at 23; NS Ex. 
15.9.  Peoples Gas proposed to decrease the Riders FST and SST Administrative Charge 
from $7.78 to $5.82 per account and the Rider P Pooling Charge from $5.39 to $4.18 per 
account.  PGL Ex. 15.0 REV. at 23; PGL Ex. 15.9.   

The Commission finds that the Companies’ proposed Administrative and Pooling 
Charges are appropriate and reasonable.  The proposals are based on an uncontested 
cost study.  The Commission approves the Companies’ proposed Administrative and 
Pooling Charges. 

ii. Rider SBO Credit 

The Companies’ Rider SBO, Supplier Bill Option Service, allows suppliers 
providing service to Rider CFY customers to render their own bills to the customers for 
their services and the Companies’ delivery service.  The Companies provide a credit to 
suppliers to compensate them for the Companies’ avoided billing cost.  Based on a cost 
study, the Companies proposed to increase the credit from 46 to 47 cents per bill per 
month.  NS Ex. 15.0 at 23; NS Ex. 15.10; PGL Ex. 15.0 REV. at 23-24; PGL Ex. 15.10.   

The Commission finds that the proposed Rider SBO credit is reasonable and 
based on an uncontested cost study.  The Commission approves the proposed Rider 
SBO credit. 

iii. Purchase of Receivables 

The Companies observed that Ameren filed for approval of a small volume 
transportation program, and its proposal includes language to allow utility consolidated 
billing/purchase of receivables.  The Companies witness Ms. Egelhoff stated that the 
Companies plan to review Ameren’s filing and monitor the Commission proceeding.  
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Based on what the Commission determines for Ameren, they plan to develop and file, in 
2015 for 2016 implementation, a purchase of receivables tariff.  NS Ex. 15.0 at 24; PGL 
Ex. 15.0 REV. at 24.  The Companies noted that the Commission has not yet issued an 
Order in the Ameren case, Docket No. 14-0097. 

The Commission notes that neither Staff nor intervenors commented on the 
Companies’ proposal.  The Commission takes no position on the proposal but will review 
the merits of any proposed tariff when it is filed. 

3. Service Classifications 

a. Service Classification Nos. 1 and 2 Terms of Service 

The Companies proposed clarifications in the S.C. Nos. 1 and 2 “Terms of Service” 
language to distinguish more clearly service discontinuance under the Commission’s 
rules (e.g., due to non-payment) from service discontinuance at the customer’s request 
(e.g., when a customer moves).  NS Ex. 15.0 at 26; PGL Ex. 15.0 REV. at 26.   

The Commission approves the Companies’ proposed clarifications to S.C. Nos. 1 
and 2.  These uncontested proposals are reasonable and are hereby adopted. 
X. FINDINGS AND ORDERING PARAGRAPHS 

The Commission, having considered the entire record herein and being fully 
advised in the premises, is of the opinion and finds that:  

(1) Peoples Gas is an Illinois corporation engaged in the transportation, 
purchase, storage, distribution and sale of natural gas to the public in Illinois 
and is a public utility as defined in Section 3-105 of the Act; 

(2) North Shore is an Illinois corporation engaged in the transportation, 
purchase, storage, distribution and sale of natural gas to the public in Illinois 
and is a public utility as defined in Section 3-105 of the Act; 

(3) the Commission has jurisdiction over the parties and the subject matter 
herein;  

(4) the recitals of fact and conclusions of law reached in the prefatory portion 
of this Order are supported by the evidence of record, and are hereby 
adopted as findings of fact and conclusions of law; the Appendices attached 
hereto provide supporting calculations;  

(5) the test year for the determination of the rates herein found to be just and 
reasonable should be the 12 months ending December 31, 2015; such test 
year is appropriate for purposes of this proceeding;  

(6) the $443,539,000 original cost of plant for North Shore at December 31, 
2012, and the $3,285,370,000 original cost of plant for Peoples Gas at 
December 31, 2012, as presented in Staff Ex.6.0, are unconditionally 
approved as the original costs of plant; 
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(7) for the test year ending December 31, 2015, and for the purposes of this 
proceeding, Peoples Gas’ original cost rate base with adjustments is 
$1,704,364,000; 

(8) for the test year ending December 31, 2015, and for the purposes of this 
proceeding, North Shore’s original cost rate base with adjustments is 
$219,042,000; 

(9) a just and reasonable return which Peoples Gas should be allowed to earn 
on its net original cost rate base is 6.56%; this rate of return incorporates a 
return on common equity of 9.05% and costs of long-term debt of 4.32% 
and short-term debt of 0.91%, with a just and reasonable capital structure 
of 50.33% common equity, 46.51% long-term debt and 3.16% short-term 
debt;  

(10) a just and reasonable return which North Shore should be allowed to earn 
on its net original cost rate base is 6.26%; this rate of return incorporates a 
return on common equity of 9.05% and costs of long-term debt of 4.13% 
and short-term debt of .74%, with a just and reasonable capital structure of 
50.48% common equity, 38.94% long-term debt and 10.58% short-term 
debt;  

(11) Peoples Gas’ rate of return set forth in Finding (9) results in approved base 
rate net operating income of $111,806,000; 

(12) North Shore’s rate of return set forth in Finding (10) results in approved base 
rate net operating income of $13,708,000; 

(13) pursuant to Section 9-229 of the Act, the Commission has specifically 
assessed the amounts expended by North Shore and Peoples Gas to 
compensate attorneys and experts to prepare and litigate this general rate 
case filing and finds those amounts as adjusted in Sections V.B.13, V.C. 
3.a.iv, and V.C.4 to be just and reasonable; 

(14) Peoples Gas’ rates, which are presently in effect, are insufficient to generate 
the operating income necessary to permit Peoples Gas the opportunity to 
earn a fair and reasonable return on net original cost rate base; these rates 
should be permanently canceled and annulled;  

(15) North Shore’s rates, which are presently in effect, are insufficient to 
generate the operating income necessary to permit North Shore the 
opportunity to earn a fair and reasonable return on net original cost rate 
base; these rates should be permanently canceled and annulled;  

(16) the specific rates proposed by Peoples Gas in its initial filing do not reflect 
various determinations made in this Order regarding revenue requirement, 
expenses, cost of service allocations, and rate design; Peoples Gas’ 

Docket No. 160186-EI 
Order 

Exhibit KRR-7, Page 212 of 215



proposed rates should be permanently canceled and annulled consistent 
with the findings herein;  

(17) the specific rates proposed by North Shore in its initial filing do not reflect 
various determinations made in this Order regarding revenue requirement, 
expenses, cost of service allocations, and rate design; North Shore’s 
proposed rates should be permanently canceled and annulled consistent 
with the findings herein;  

(18) Peoples Gas should be authorized to place into effect tariff sheets designed 
to produce annual base rate revenues of $655,025,000, in addition to 
$16,606,000 of other revenues, which represents a total base rate increase 
of $74,765,000 or 12.53% in base rate revenues; such revenues will provide 
Peoples Gas with an opportunity to earn the rate of return set forth in Finding 
(9) above; based on the record in this proceeding, this return is just and 
reasonable; 

(19) North Shore should be authorized to place into effect tariff sheets designed 
to produce annual base rate revenues of $86,358,000, in addition to 
$1,597,000 of other revenues, which represents a base rate increase of $ 
3,701,000 or 4.45% in base rate revenues; such revenues will provide North 
Shore with an opportunity to earn the rate of return set forth in Finding (10) 
above; based on the record in this proceeding, this return is just and 
reasonable; 

(20) it is further ordered that the uncollectible expense included in base rates for 
People Gas is $13,692,000 and for North Shore is $498,000, which 
excludes amounts recoverable under Rider UEA-GC; 

(21) The test year amounts of test year pipelines safety-related training for 
Peoples Gas are: $11,355 for Corrosion-NACE Levels 1 and 2 Certification; 
$80,500 for 49 CFR Parts 191 and 192 Training; $0 for Construction 
Inspection; $6,300 for all other pipeline safety-related training, totaling 
$98,135; 

(22) the determinations regarding cost of service and rate design contained in 
the prefatory portion of this Order are reasonable for purposes of this 
proceeding; the tariffs filed by North Shore and Peoples Gas should 
incorporate the rates and rate designs set forth and referred to herein, 
including revisions to their Schedule of Rates for Gas Service;  

(23) the percentage of fixed costs for purposes of computations under Rider VBA 
shall be 100% for each of North Shore and Peoples Gas and North Shore 
and Peoples Gas shall file revised Rate Case Revenues for Rider VBA; 

(24) Peoples Gas shall reflect in its Rider QIP Surcharge Percentage following 
the date of this Order the variance from the 2014 QIP amounts included in 
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base rates to its actual 2014 QIP amounts, which may be an increase or 
decrease to the amount to be recovered through the Rider QIP Surcharge 
Percentage.  The 2014 QIP amounts included in base rates are comprised 
of $115,986,348, less a negative amount of $33,721,806 for accumulated 
depreciation and less a positive amount of $8,603,652 for accumulated 
deferred income taxes, and $1,728,342 for annualized depreciation 
expense less annualized depreciation expense applicable to the plant being 
retired; 

(25) as required in this Order, under the discussion of Rider SSC, Storage 
Service Charge, North Shore and Peoples Gas shall file Rider SSC charges 
(Storage Banking Charge and Storage Service Charge) consistent with the 
approved revenue requirements; 

(26) new tariff sheets authorized to be filed by this Order should reflect an 
effective date consistent with the requirements of Section 9-201(b) as 
amended; and 

(27) North Shore and Peoples Gas’ updated depreciation rates are uncontested 
and they are approved. 

IT IS THEREFORE ORDERED by the Illinois Commerce Commission that the tariff 
sheets presently in effect of The Peoples Gas Light and Coke Company and North Shore 
Gas Company that are the subject of this proceeding are hereby permanently canceled 
and annulled, effective at such time as the new tariff sheets approved herein become 
effective by virtue of this Order.  

IT IS FURTHER ORDERED that the proposed tariffs seeking a general rate 
increase, filed by The Peoples Gas Light and Coke Company and North Shore Gas 
Company on February 26, 2014, are permanently canceled and annulled.  

IT IS FURTHER ORDERED the $443,539,000 original cost of plant for North Shore 
at December 31, 2012, and the $3,285,370 original cost of plant for Peoples Gas at 
December 31, 2012, as presented in Staff Ex. 1.0, are unconditionally approved as the 
original costs of plant. 

IT IS FURTHER ORDERED that The Peoples Gas Light and Coke Company and 
North Shore Gas Company are authorized to file new tariff sheets with supporting 
workpapers in accordance with Findings (18) and (19) of this Order, applicable to service 
furnished on and after the effective date of said tariff sheets, which date shall be no later 
than four business days after said sheets are filed.  

IT IS FURTHER ORDERED that The Peoples Gas Light and Coke Company and 
North Shore Gas Company shall revise their Schedule of Rates for Gas Service in 
accordance with Finding 22 of this Order. 
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IT IS FURTHER ORDERED that the Peoples Gas Light and Coke Company and 
North Shore Gas Company shall file revised Rider VBA Rate Case Revenue amounts 
and set the percentage of fixed costs for purposes of computations under Rider VBA at 
100%. 

IT IS FURTHER ORDERED that The Peoples Gas Light and Coke Company shall 
reflect in its Rider QIP Surcharge Percentage following the date of this Order the variance 
from the 2014 QIP amounts included in base rates to its actual 2014 QIP amounts, which 
may be an increase or decrease to the amount to be recovered through the Rider QIP 
Surcharge Percentage.  The 2014 QIP amounts included in base rates are comprised of 
$115,986,348, less a negative amount of $33,721,806 for accumulated depreciation and 
less a positive amount of $8,603,652 for accumulated deferred income taxes, and 
$1,728,342 for annualized depreciation expense less annualized depreciation expense 
applicable to the plant being retired. 

IT IS FURTHER ORDERED that The Peoples Gas Light and Coke Company and 
North Shore Gas Company shall file Rider SSC charges (Storage Banking Charge and 
Storage Service Charge) consistent with the approved revenue requirements. 

IT IS FURTHER ORDERED that the Utilities’ updated depreciation rates are 
approved. 

IT IS FURTHER ORDERED that any motions, petitions, objections, and other 
matters in this proceeding which remain unresolved are disposed of consistent with the 
conclusions herein.  

IT IS FURTHER ORDERED that, subject to the provisions of Section 10-113 of the 
Public Utilities Act and 83 Ill. Adm. Code 200.880, this Order is final; it is not subject to 
the Administrative Review Law.   
 

Entered this 21st day of January, 2015.   
 
 
 
 
      BY ORDER OF THE COMMISSION 
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Executive Summary 

Recent technological and economic changes are expected to challenge and transform the electric utility 
industry. These changes (or “disruptive challenges”) arise due to a convergence of factors, including: falling 
costs of distributed generation and other distributed energy resources (DER); an enhanced focus on 
development of new DER technologies; increasing customer, regulatory, and political interest in demand-
side management technologies (DSM); government programs to incentivize selected technologies;  the 
declining price of natural gas;  slowing economic growth trends; and rising electricity prices in certain areas 
of the country. Taken together, these factors are potential “game changers” to the U.S. electric utility 
industry, and are likely to dramatically impact customers, employees, investors, and the availability of capital 
to fund future investment. The timing of such transformative changes is unclear, but with the potential for 
technological innovation (e.g., solar photovoltaic or PV) becoming economically viable due to this 
confluence of forces, the industry and its stakeholders must proactively assess the impacts and alternatives 
available to address disruptive challenges in a timely manner. 
 
This paper considers the financial risks and investor implications related to disruptive challenges, the 
potential strategic responses to these challenges, and the likely investor expectations to utility plans going 
forward. There are valuable lessons to be learned from other industries, as well as prior utility sector 
paradigm shifts, that can assist us in exploring risks and potential strategic responses.  
 
The financial risks created by disruptive challenges include declining utility revenues, increasing costs, and 
lower profitability potential, particularly over the long-term. As DER and DSM programs continue to capture 
“market share,” for example, utility revenues will be reduced. Adding the higher costs to integrate DER, 
increasing subsidies for DSM and direct metering of DER will result in the potential for a squeeze on 
profitability and, thus, credit metrics. While the regulatory process is expected to allow for recovery of lost 
revenues in future rate cases, tariff structures in most states call for non-DER customers to pay for (or 
absorb) lost revenues. As DER penetration increases, this is a cost-recovery structure that will lead to 
political pressure to undo these cross subsidies and may result in utility stranded cost exposure.  
 
While the various disruptive challenges facing the electric utility industry may have different implications,  
they all create adverse impacts on revenues, as well as on investor returns, and require individual solutions as 
part of a comprehensive program to address these disruptive trends. Left unaddressed, these financial 
pressures could have a major impact on realized equity returns, required investor returns, and credit quality. 
As a result, the future cost and availability of capital for the electric utility industry would be adversely 
impacted. This would lead to increasing customer rate pressures. 
 
The regulatory paradigm that has supported recovery of utility investment has been in place since the electric 
utility industry reached a mature state in the first half of the 20th century. Until there is a significant, clear, 
and present threat to this recovery paradigm, it is likely that the financial markets will not focus on these 
disruptive challenges, despite the fact that electric utility capital investment is recovered over a period of 30 
or more years (i.e., which exposes the industry to stranded cost risks). However, with the current level of lost 
load nationwide from DER being less than 1 percent, investors are not taking notice of this phenomenon, 
despite the fact that the pace of change is increasing and will likely increase further as costs of disruptive 
technologies benefit further from scale efficiencies.  
 
Investors, particularly equity investors, have developed confidence throughout time in a durable industry 
financial recovery model and, thus, tend to focus on earnings growth potential over a 12- to 24-month period. 
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So, despite the risks that a rapidly growing level of DER penetration and other disruptive challenges may 
impose, they are not currently being discussed by the investment community and factored into the valuation 
calculus reflected in the capital markets. In fact, electric utility valuations and access to capital today are as 
strong as we have seen in decades, reflecting the relative safety of utilities in this uncertain economic 
environment. 
 
In the late 1970s, deregulation started to take hold in two industries that share similar characteristics with the 
electric utility industry—the airline industry and the telecommunications industry (or “the telephone utility 
business”). Both industries were price- and franchise-regulated, with large barriers to entry due to regulation 
and the capital-intensive nature of these businesses. Airline industry changes were driven by regulatory 
actions (a move to competition), and the telecommunications industry experienced technology changes that 
encouraged regulators to allow competition. Both industries have experienced significant shifts in the 
landscape of industry players as a result.  
 
In the airline sector, each of the major U.S. carriers that were in existence prior to deregulation in 1978 faced 
bankruptcy. The telecommunication businesses of 1978, meanwhile, are not recognizable today, nor are the 
names of many of the players and the service they once provided (“the plain old telephone service”). Both 
industries experienced poor financial market results by many of the former incumbent players for their 
investors (equity and fixed-income) and have sought mergers of necessity to achieve scale economies to 
respond to competitive dynamics. 
 
The combination of new technologies, increasing costs, and changing customer-usage trends allow us to 
consider alternative scenarios for how the future of the electric sector may develop. Without fundamental 
changes to regulatory rules and recovery paradigms, one can speculate as to the adverse impact of disruptive 
challenges on electric utilities, investors, and access to capital, as well as the resulting impact on customers 
from a price and service perspective. We have the benefit of lessons learned from other industries to shift the 
story and move the industry in a direction that will allow for customers, investors, and the U.S. economy to 
benefit and prosper. 
 
Revising utility tariff structures, particularly in states with potential for high DER adoption, to mitigate (or 
eliminate) cross subsidies and provide proper customer price signals will support economic implementation 
of DER while limiting stress on non-DER participants and utility finances. This is a near-term, must-consider 
action by all policy setting industry stakeholders. 
 
The electric utility sector will benefit from proactive assessment and planning to address disruptive 
challenges. Thirty year investments need to be made on the basis that they will be recoverable in the future in 
a timely manner. To the extent that increased risk is incurred, capital deployment and recovery mechanisms 
need to be adapted accordingly. The paper addresses possible strategic responses to competitive threats in 
order to protect investors and capital availability. While the paper does not propose new business models for 
the industry to pursue to address disruptive challenges in order to protect investors and retain access to 
capital, it does highlight several of the expectations and objectives of investors, which may lead to business 
model transformation alternatives. 
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Background  

As a result of a confluence of factors (i.e., technological innovation, public policy support for sustainability 
and efficiency, declining trends in electricity demand growth, rising price pressures to maintain and upgrade 
the U.S. distribution grid, and enhancement of the generation fleet), the threat of disruptive forces (i.e., new 
products/markets that replace existing products/markets) impacting the utility industry is increasing and is 
adding to the effects of other types of disruptive forces like declining sales and end-use efficiency.  While we 
cannot lay out an exact roadmap or timeline for the impact of potential disruptive forces, given the current 
shift in competitive dynamics, the utility industry and its stakeholders must be prepared to address these 
challenges in a way that will benefit customers, long-term economic growth, and investors. Recent business 
history has provided many examples of companies and whole industries that either failed or were slow to 
respond to disruptive forces and suffered as a result.  
 
Today, a variety of disruptive technologies are emerging that may compete with utility-provided services. 
Such technologies include solar photovoltaics (PV), battery storage, fuel cells, geothermal energy systems, 
wind, micro turbines, and electric vehicle (EV) enhanced storage. As the cost curve for these technologies 
improves, they could directly threaten the centralized utility model. To promote the growth of these 
technologies in the near-term, policymakers have sought to encourage disruptive competing energy sources 
through various subsidy programs, such as tax incentives, renewable portfolio standards, and net metering 
where the pricing structure of utility services allows customers to engage in the use of new technologies, 
while shifting costs/lost revenues to remaining non-participating customers. 
 
In addition, energy efficiency and DSM programs also promote reduced utility revenues while causing the 
utility to incur implementation costs. While decoupling recovery mechanisms, for example, may support 
recovery of lost revenues and costs, under/over recovery charges are typically imposed based on energy 
usage and, therefore, adversely impact non-participants of these programs. While the financial community is 
generally quite supportive of decoupling to capture lost revenues, investors have not delved into the long-
term business and financial impact of cross subsidization on future customer rates inherent in most 
decoupling models and the effective recovery thereof. In other words, will non–DER participants continue to 
subsidize participants or will there be political pressure to not allow cost pass thru over time? 
 
The threat to the centralized utility service model is likely to come from new technologies or customer 
behavioral changes that reduce load. Any recovery paradigms that force cost of service to be spread over 
fewer units of sales (i.e., kilowatt-hours or kWh) enhance the ongoing competitive threat of disruptive 
alternatives. While the cost--recovery challenges of lost load can be partially addressed by revising tariff 
structures (such as a fixed charge or demand charge service component), there is often significant opposition 
to these recovery structures in order to encourage the utilization of new technologies and to promote 
customer behavior change.  
 
But, even if cross-subsidies are removed from rate structures, customers are not precluded from leaving the 
system entirely if a more cost-competitive alternative is available (e.g., a scenario where efficient energy 
storage combined with distributed generation could create the ultimate risk to grid viability). While tariff 
restructuring can be used to mitigate lost revenues, the longer-term threat of fully exiting from the grid (or 
customers solely using the electric grid for backup purposes) raises the potential for irreparable damages to 
revenues and growth prospects. This suggests that an old-line industry with 30-year cost recovery of 
investment is vulnerable to cost-recovery threats from disruptive forces. 
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Generators in organized, competitive markets are more directly exposed to threats from new technologies 
and enhanced efficiency programs, both of which reduce electricity use and demand. Reduced energy use 
and demand translate into lower prices for wholesale power and reduced profitability. With reduced 
profitability comes less cash flow to invest and to support the needs of generation customers. While every 
market-driven business is subject to competitive forces, public policy programs that provide for subsidized 
growth of competing technologies and/or participant economic incentives do not provide a level playing field 
upon which generators can compete fairly against new entrants. As an example, subsidized demand response 
programs or state contracted generation additions create threats to the generation owner (who competes 
based upon free market supply and demand forces). 
 
According to the Solar Electric Power Association (SEPA), there were 200,000 distributed solar customers 
(aggregating 2,400 megawatts or MW) in the United States as of 2011. Thus, the largest near-term threat to 
the utility model represents less than 1 percent of the U.S. retail electricity market. Therefore, the current 
level of activity can be “covered over” without noticeable impact on utilities or their customers. However, at 
the present time, 70 percent of the distributed activity is concentrated within 10 utilities, which obviously 
speaks to the increased risk allocated to a small set of companies. As previously stated, due to a confluence 
of recent factors, the threat to the utility model from disruptive forces is now increasingly viable. One 
prominent example is in the area of distributed solar PV, where the threats to the centralized utility business 
model have accelerated due to: 

§ The decline in the price of PV panels from $3.80/watt in 2008 to $0.86/watt in mid-20121. While 
some will question the sustainability of cost-curve trends experienced, it is expected that PV panel 
costs will not increase (or not increase meaningfully) even as the current supply glut is resolved. As a 
result, the all-in cost of PV solar installation approximates $5/watt, with expectations of the cost 
declining further as scale is realized; 

§ An increase in utility rates such that the competitive price opportunity for PV solar is now “in the 
market” for approximately 16 percent of the U.S. retail electricity market where rates are at or above 
$0.15/kWh2. In addition, projections by PV industry participants suggest that the “in the money” 
market size will double the share of contestable revenue by 2017 (to 33 percent, or $170 billion of 
annual utility revenue); 

§ Tax incentives that promote specific renewable resources, including the 30-percent Investment Tax 
Credit (ITC) that is effective through 2016 and five-year accelerated depreciation recovery of net 
asset costs; 

§ Public policies to encourage renewable resource development through Renewable Portfolio 
Standards (RPS), which are in place in 29 states and the District of Columbia and which call for 
renewable generation goals within a state’s energy mix;  

§ Public policies to encourage net metering, which are in effect in 43 states and the District of 
Columbia (3 additional states have utilities with voluntary net metering programs) and which 
typically allow customers to sell excess energy generated back to the utility at a price  greater than 
the avoided variable cost3;  

§ Time-of-use rates, structured for higher electric rates during daylight hours, that create incentives for 
installing distributed solar PV, thereby taking advantage of solar benefit (vs. time-of-use peak rates) 
and net metering subsidies; and 

                                                             
 
1  Source: Bloomberg New Energy Finance, Solar Module Price Index 
2  Source: Energy Information Agency, Electricity Data Overview 
3  Source: Database for State Incentives for Renewables and Efficiency, www.dsireusa.org 
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§ The evolution of capital markets’ access to businesses that leverage the dynamics outlined above to 
support a for-profit business model. Examples include tax equity financing, project finance lending, 
residential PV leasing models (i.e., “no money down” for customers), and public equity markets for 
pure play renewable resource providers and owners. As an illustration, U.S. tax equity investment is 
running at $7.5 billion annualized for 2012.4 Add other sources of capital, including traditional 
equity, and this suggests the potential to fund a large and growing industry. 

 
Bloomberg New Energy Finance (BNEF) projects that distributed solar capacity will grow rapidly as a result 
of the competitive dynamics highlighted. BNEF projects 22-percent compound annual growth in PV 
installations through 2020, resulting in 30 gigawatts (GW) of capacity overall (and approximately 4.5 GW 
coming from distributed PV). This would account for 10 percent of capacity in key markets coming from 
distributed resources and even a larger share of year-round energy generated. 
 
Assuming a decline in load, and possibly customers served, of 10 percent due to DER with full subsidization 
of DER participants, the average impact on base electricity prices for non-DER participants will be a 20 
percent or more increase in rates, and the ongoing rate of growth in electricity prices will double for non-
DER participants (before accounting for the impact of the increased cost of serving distributed resources). 
The fundamental drivers previously highlighted could suggest even further erosion of utility market share if 
public policy is not addressed to normalize this competitive threat. 
 
While the immediate threat from solar PV is location dependent, if the cost curve of PV continues to bend 
and electricity rates continue to increase, it will open up the opportunity for PV to viably expand into more 
regions of the country. According to ThinkEquity, a boutique investment bank, as the installed cost of PV 
declines from $5/watt to $3.5/watt (a 30-percent decline), the targeted addressable market increases by 500 
percent, including 18 states and 20 million homes, and customer demand for PV increases by 14 times.  If 
PV system costs decline even further, the market opportunity grows exponentially. In addition, other DER 
technologies being developed may also pose additional viable alternatives to the centralized utility model. 
 
Due to the variable nature of renewable DER, there is a perception that customers will always need to remain 
on the grid. While we would expect customers to remain on the grid until a fully viable and economic 
distributed non-variable resource is available, one can imagine a day when battery storage technology or 
micro turbines could allow customers to be electric grid independent. To put this into perspective, who 
would have believed 10 years ago that traditional wire line telephone customers could economically “cut the 
cord?” 
 
The cost of providing interconnection and back-up supply for variable resources will add to the utility cost 
burden. If not properly addressed in the tariff structure, the provision of these services will create additional 
lost revenues and will further challenge non-DER participants in terms of being allocated costs incurred to 
serve others. 
 
Another outcome of the trend of rising electricity prices is the potential growth in the market for energy 
efficiency solutions. Combining electricity price trends, customer sustainability objectives, and ratemaking 
incentives via cross-subsidies, it is estimated that spending on energy efficiency programs will increase by as 
much as 300 percent from 2010 to 2025, within a projected range of $6 to $16 billion per year5. This level of 

                                                             
 
4  Source: Bloomberg New Energy Finance, Renewable Energy-Research Note, July 18, 2012 
5  Source: Lawrence Berkeley National Laboratory, The Future of Utility Funded Energy Efficiency Programs in the United 

States: Projected Spending and Savings 2010 to 2025, January 2013 
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spending on energy efficiency services will have a meaningful impact on utility load and, thus, will create 
significant additional lost revenue exposure. 
 
The financial implications of these threats are fairly evident. Start with the increased cost of supporting a 
network capable of managing and integrating distributed generation sources. Next, under most rate 
structures, add the decline in revenues attributed to revenues lost from sales foregone. These forces lead to 
increased revenues required from remaining customers (unless fixed costs are recovered through a service 
charge tariff structure) and sought through rate increases. The result of higher electricity prices and 
competitive threats will encourage a higher rate of DER additions, or will promote greater use of efficiency 
or demand-side solutions.  
 
Increased uncertainty and risk will not be welcomed by investors, who will seek a higher return on 
investment and force defensive-minded investors to reduce exposure to the sector. These competitive and 
financial risks would likely erode credit quality. The decline in credit quality will lead to a higher cost of 
capital, putting further pressure on customer rates. Ultimately, capital availability will be reduced, and this 
will affect future investment plans. The cycle of decline has been previously witnessed in technology-
disrupted sectors (such as telecommunications) and other deregulated industries (airlines). 
 

Disruptive Threats—Strategic Considerations 

A disruptive innovation is defined as “an innovation that helps create a new market and value network, and 
eventually goes on to disrupt an existing market and value network (over a few years or decades), displacing 
an earlier technology. The term is used in business and technology literature to describe innovations that 
improve a product or service in ways that the market does not expect, typically first by designing for a 
different set of consumers in the new market and later by lowering prices in the existing market.”  
 
Disruptive forces, if not actively addressed, threaten the viability of old-line exposed industries. Examples of 
once-dominant, blue chip companies/entities being threatened or succumbing to new entrants due to 
innovation include Kodak and the U.S. Postal Service (USPS). For years, Kodak owned the film and related 
supplies market. The company watched as the photo business was transformed by digital technology and 
finally filed for bankruptcy in 2012.  
 
Meanwhile, the USPS is a monopoly, government-run agency with a mission of delivering mail and 
providing an essential service to keep the economy moving. The USPS has been threatened for decades by 
private package delivery services (e.g., UPS and FedEx) that compete to offer more efficient and flexible 
service. Today, the primary threat to USPS’ viability is the delivery of information by email, including 
commercial correspondence such as bills and bill payments, bank and brokerage statements, etc. Many 
experts believe that the USPS must dramatically restructure its operations and costs to have a chance to 
protect its viability as an independent agency. 
 
Participants in all industries must prepare for and develop plans to address disruptive threats, including plans 
to replace their own technology with more innovative, more valuable customer services offered at 
competitive prices. The traditional wire line telephone players, including AT&T and Verizon, for example, 
became leaders in U.S. wireless telephone services, which over time could make the old line telephone 
product extinct. But these innovative, former old-line telephone providers had the vision to get in front of the 
trend to wireless and lead the development of non-regulated infrastructure networks and consumer marketing 
skills. As a result, they now hold large domestic market shares. In fact, they have now further leveraged 
technology innovation to create new products that expand their customer offerings. 
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The electric utility sector has not previously experienced a viable disruptive threat to its service offering due 
customer reliance and the solid economic value of its product. However, a combination of technological 
innovation, public/regulatory policy, and changes in consumer objectives and preferences has resulted in 
distributed generation and other DER being on a path to becoming a viable alternative to the electric utility 
model. While investors are eager to support innovation and economic progress, they do not support the use 
of subsidies to attack the financial viability of their invested capital. Utility investors may not be opposed to 
DER technologies, but, in order for utilities to maintain their access to capital, it is essential that the financial 
implications of DER technologies be addressed so that non-DER participants and investors are not left to pay 
for revenues lost (and costs unrecovered) from DER participants. 
 

Finance 101 - Introduction to Corporate Finance 

Investors allocate investment capital to achieve their financial objectives consistent with their tolerance for 
risk and time horizon. Fixed-income (i.e., bond) investors seek certainty as to (investment) returns through a 
guarantee by the debt issuer of timely payment of principal and interest. Equity investors seek a higher 
expected return than debt investors and, accordingly, must accept increased risk. “Expected” return refers to 
the distinction that equity investor returns are not guaranteed; therefore, equity investors bear a higher level 
of risk than bondholders. The expected return on equity investment is realized through a combination of 
dividends received and expected growth in value per share (which is achieved through a combination of 
growth in earnings and dividends and/or a rerating of return expectations as a result of investment market 
forces). 
 
Corporate financial objectives focus on enhancing shareholder value through achieving long-term growth 
consistent with the preservation of the corporate entity. Corporations develop financial policies to support the 
access to capital to achieve their business plans. For utilities, these financial policies are consistent with 
investment-grade credit ratings. Since practically all utilities have an ongoing need for capital to fund their 
capital expenditure programs, the industry has developed financial policies intended to support the access to 
relatively low-cost capital in (practically) all market environments. Under traditional cost-of-service 
ratemaking, customers benefit through lower cost of service and, therefore, lower rates. 
 
In order to retain the financial flexibility required to maintain investment-grade credit ratings, the rating 
agencies prefer policies that promote the retention of corporate cash flow and provide a liquidity cushion to 
support fixed obligations. Prudent corporate financial management disdains significant fixed commitments to 
investors—since such commitments limit management flexibility and increase capital-access dependency 
and risk. While paying dividends to equity investors is not a legal obligation, the rating agencies and 
investors view dividends as a moral (or intended) obligation that management will not reduce unless it has no 
viable alternative to preserve long-term corporate value. The corporate financial objective of retaining cash 
from operations to support credit quality limits the potential to pay dividends to investors. Thus, growth of 
investment value is required by equity investors (as discussed above) to achieve return expectations 
warranted by the increased risk taken and investment return expectations relative to fixed income investors. 
 
It is important to highlight that the rating agencies’ rating criteria and associated target corporate credit 
metrics reflect the credit risk of the industry environment of the corporation being rated. Thus, due to the 
benefits of a stable regulatory environment, utilities are able to maintain (for a given rating category) 
significantly more debt relative to cash flow than competitive industries. However, if business risks were to 
increase for utilities in the future, as we will discuss in the next sections, it would be likely that utility debt 
leverage (i.e., debt relative to cash flow) would need to be reduced in order to retain credit ratings. 
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Stable, mature industries—those that have a proven product, stable product demand, and low volatility 
related to their revenues and cash flow (the “defensive industries”)—are attractive to investors as they offer 
more certainty and fewer business and financial risks. As a result, investors in these stable, defensive 
industries (such as utilities) will require a lower expected return compared to investors in less mature and 
more volatile industries. We describe this lower expected return requirement as a lower cost of capital. This 
lower cost of capital associated with defensive industries is manifested in lower borrowing costs and higher 
relative share values. In addition, in difficult financial market environments (such as we experienced in 
October 2008 through March 2009), these stable businesses typically experience less adverse stock price 
impact due to investors fleeing in order to reduce risk. Thus, in difficult markets, mature companies have 
demonstrated ongoing financial market access (investor demand) when those in other industries have not. 
This is the benefit (or the “insurance policy”) of an investment-grade credit rating—lower capital costs and 
more stable access to capital despite market conditions. 
 
The benefit to customers of cost-of-service rate-regulated utilities is that a lower cost of capital contributes to 
lower utility rates. Also of importance, but often taken for granted, is the comfort that comes with knowing 
that utilities will have capital access to support the reliability and growth needs of their service territories 
and, thus, will not adversely expose customer service needs, including customer growth plans. 
 

Finance 201 - Financial Market Realities 

With the exception of a very few periods over the past century, utilities have experienced unfettered access to 
relatively low-cost capital. Even during challenging financial market environments when many industries 
have been effectively frozen from capital access, utilities have been able to raise capital to support their 
business plans. The primary reason for the markets’ willingness to provide capital to the utility sector is the 
confidence that investors place in the regulatory model, particularly the premise that utilities will be awarded 
the opportunity to earn a fair return on investor capital investment.  
 
However, at times of regulatory model uncertainty, we have seen the financial markets punish utility 
securities. Examples of periods of investor uncertainty would include the timeframe post the 1973 oil 
embargo, which was prior to the enactment of fuel adjustment clauses for purchased power; the nuclear 
power plant abandonments and cost disallowances of the 1980s that led to multiple bankruptcies and 
financial distress for quite a few utilities; the PURPA cost fallout of the 1990s; and the post-Enron 
bankruptcy collapse of the merchant power sector in the early 2000s, which challenged merchant energy 
providers and heavily exposed utility counterparties. These events led to bankruptcies, longstanding financial 
distress for impacted utilities, and ongoing erosion in credit quality and investor confidence.  These examples 
highlight that regulated businesses are vulnerable to risks related to business model changes, economic 
trends and regulatory policy changes. When investors focus on these issues as being material risks, the 
impact on investors and capital formation can be significant. 
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Exhibit 1 
Dow Jones Utility Index: 1965-2012 

 

 
 

 
 
Prior to the 1980s, the utility sector was dominated by “AA” credit ratings.  Power supply-side cost 
pressures, declining economic and customer growth trends, inflation in cost-of-service provision, and an 
evolving industry and regulatory model have resulted in steady erosion in credit quality over each of the last 
five decades. (See Exhibit 2 for a credit-rating history of the electric utility sector.) Investors responded to 
these periods of significant industry challenge with a rethink of their “blind” faith in the regulatory model 
and became more focused on company selection as they approached investment strategy. But, for the most 
part, as utilities and regulation adjusted to political, regulatory, and economic challenges, investor faith in the 
regulatory model has been restored.  
 
After five decades of decline in industry credit quality, a potential significant concern now is that new 
competitive forces, which have not been a concern of investors to date, will lead to further credit erosion. 
The industry cannot afford to endure significant credit quality erosion from current ratings levels without 
threatening the BBB ratings that are held by the majority of the industry today. Non-investment grade ratings 
would lead to a significant rerating of capital costs, credit availability, and investor receptivity to the sector. 
The impact on customers would be dramatic in terms of increased revenue requirements (i.e., the level of 
revenues required for a utility to cover its operating costs and earn its allowed cost of capital), customer 
rates, and reduction in the availability of low-cost capital to enhance the system. 
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Exhibit 2 
Electric utility industry credit ratings distribution evolution 
(S&P Credit Ratings Distribution, U.S. Shareholder-Owned Electric Utilities) 

 

 
 

 
 
As we look at the electric utility sector today, investors, for the most part, remain confident that the 
regulatory model will be applied fairly to provide them with the opportunity to earn a reasonable and fair 
return on their investment. Those states that have experienced prior upheavals in their regulatory model (e.g., 
California) have had to tighten their approach to regulatory cost recovery to convince investors that past 
problems have been addressed. If a state has not been as receptive to addressing its approach to past 
problems, then investors will be highly reticent to deploy capital in those jurisdictions.  
 
In reviewing recent sector research reports, the majority of security analysts continue to project future 
earnings levels based on assumed capital-investment levels and projected costs of capital (a bottoms-up 
approach). While analysts acknowledge that each rate case carries some degree of uncertainty, there appears 
to be limited focus in their analysis on service area quality, competitiveness of customer pricing, and the 
drivers for future service territory growth. No other significant industry is analyzed by Wall Street on a 
bottoms-up basis; the basis for analysis of non-utility industries is competitive position, sales prospects, and 
sales margins. In addition, the threat of disruptive forces is given no (or almost no) printed lines in utility 
sector research. This approach to investment analysis is based upon confidence in utilities’ ability to earn a 
fair return on prudent investment.  But, it may expose investors to the future economic risks posed by rapid 
growth in DER. What will happen as technological advancement in the utility sector provides customers with 
viable competitive alternatives? 
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Finance 501 - Financial Implications of Disruptive Forces 

As discussed previously, equity investors expect and will value an equity security based upon growth 
attributes as a major component of the expected total return investors require. Growth in utility earnings has 
historically been realized by a combination of increased electricity sales (volume), increased price per unit of 
sales (higher rates), and/or expanded profit margins on incremental revenues achieved between rate cases 
reflecting the realization of operational/overhead efficiencies. Earnings levels and growth are also impacted 
by changing costs of capital due to market forces—this is currently a depressant on utility earnings per share 
(EPS) levels due to the sector-wide decline in authorized  returns on equity (ROE) realized over the last 
several years. 
 
First, let’s review the current climate for the utility sector. While valuations are near all-time highs, the 
headwinds facing the sector are significant. Concerns start with the anemic electricity demand, which has 
been primarily impacted by the overall economic climate but also impacted by demand-side efficiency 
programs and the emergence of DER. Next, there is the need to deploy capital investment at almost twice the 
rate of depreciation to enhance the grid and address various regulatory mandates. Soft electricity demand 
plus increasing capital investment lead to rate increase needs and the investment uncertainty created by a 
future active rate case calendar. While sell side analysts are expecting EPS growth of 4 percent to7 percent 
overall for the regulated sector, this is likely to be quite challenging. If investor expectations are not realized, 
a wholesale reevaluation of the sector is likely to occur.  
 
So, what will happen when electricity sales growth declines and that decline is not cyclical but driven by 
disruptive forces, including new technology and/or the further implementation of public policy focused on 
DSM and DER initiatives? In a cost-of-service rate-regulated model, revenues are not directly correlated to 
customer levels or sales but to the cost of providing service. However, in most jurisdictions, customer rates 
are a function of usage/unit sales. In such a model, customer rate levels must increase via rate increase 
requests when usage declines, which from a financial perspective is intended to keep the company whole 
(i.e., earn its cost of capital). However, this may lead to a challenging cycle since an increase in customer 
rates over time to support investment spending in a declining sales environment (due to disruptive forces) 
will further enhance the competitive dynamics of competing technologies and supply/demand efficiency 
programs. This set of dynamics can become a vicious cycle (See Exhibit 3) that, in the worst-case scenario, 
would leave few(er) customers remaining to support the costs of a large embedded infrastructure system, 
some of which may be stranded investment but most of the costs will continue to be incurred in order to 
manage the flows between supply and customers.  
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Exhibit 3 
Vicious Cycle from Disruptive Forces 

 

 
 

 
When investors realize that a business model has been stung by systemic disruptive forces, they likely will 
retreat. When is the typical tipping point when investors realize that the merits of the investment they are 
evaluating or monitoring has been forever changed? Despite all the talk about investors assessing the future 
in their investment evaluations, it is often not until revenue declines are reported that investors realize that 
the viability of the business is in question.  
 
An interesting example is the story of RIM, the manufacturer of the Blackberry handheld information 
management tool. From its public start in the 1990s thru 2008, RIM was a Wall Street darling. Its share price 
was less than $3 in 1999 and peaked at $150 in 2008. The company started to show a stall in sales in 2011, 
and, now, despite a large cash position and 90 million subscribers, the market is questioning RIM’s ability to 
survive and RIM’s stock has plummeted from its high.  
 
What happened to this powerful growth company that had dominant market shares in a growth market? The 
answer is the evolution of the iPhone, which transformed the handheld from an email machine to a dynamic 
Internet tool with seemingly unlimited applications/functionality. When the iPhone was first released in 
2007, it was viewed as a threat to RIM, but RIM continued to grow its position until the introduction of the 
iPhone 4 in June 2010. The iPhone 4, which offered significant improvements from prior versions, led to a 
retreat in RIM’s business and caused a significant drop in its stock price. 
 
It seems that investors have proven to be reasonably optimistic on selected industries even though the 
competitive threat is staring them head-on. However, if we can identify actionable disruptive forces to a 
business or industry, then history tells us that management and investors need to take these threats seriously 
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and not wait until the decline in sales and revenues has commenced to develop a new strategy or, in the case 
of investors, realize their loss. 
 
As discussed above, investors in the utility sector seek increased certainty (or less risk) than in other 
industries and have confidence in the consistent application of ratemaking recovery models to provide a 
lower degree of investment risk. As a result of this confidence, when instances have occurred in the past that 
have not provided consistent application of expected cost recovery models, investors have responded and 
have caused significant adverse impact on entities’ ability to raise incremental capital. But, with the 
exception of the California energy crisis in the early 2000s, these events reflected embedded cost issues that 
had defined exposures and time frames. Disruptive changes are a new type of threat to the electric utility 
industry. Disruptive changes lead to declining customer and usage per customer levels that cannot be easily 
quantified as to the potential threat posed to corporate profitability. This type of problem has not been faced 
before by the electric industry and, thus, must be understood as to the strategic issues and alternatives that are 
raised. 
 
The new potential risk to utility investors from disruptive forces is the impact on future earnings growth 
expectations. Lost revenues within a net metering paradigm, for instance, are able to be recovered in future 
rate cases. However, without a shift in tariff structures, there is only so much of an increase that can be 
placed on remaining non-DER customers before political pressure is brought to bear on recovery 
mechanisms. Once the sustainability of the utility earnings model is questioned, investors will look at the 
industry through a new lens, and the view from this lens will be adverse to all stakeholders, including 
investors and customers. While we do not know the degree to which customer participation in DER and 
behavior change will impact utility earnings growth, the potential impact, based upon DER trends, is 
considerable (as stated earlier, industry projections propose that 33 percent of the market will be in the 
money for DER by 2017, assuming current tax and regulatory policies). Today, regulated utilities have seen 
allowed returns on equity decline to around 10 percent, a multi-decade low point, as a result of declining 
interest rates (See Exhibit 4). The cost of equity has also been growing. However, the risks in the business 
have never been higher, due to increasing customer rate pressures from capital expenditures required to 
upgrade the grid and address environmental mandates, inflation, low/negative demand growth from active 
customers, and the threat of load lost due to the rapid development of DER and disruptive forces. The impact 
of declining allowed returns and increasing business risk will place pressure on the quality and value of 
utility investments. How large of an impact on investment value will be a function of the impact of disruptive 
forces described herein. But, lower stock prices will likely translate into lower levels of capital spend, lower 
domestic economic growth, and fewer grid enhancements. 
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Exhibit 4 
History of Allowed ROE’s (U.S. Shareholder-Owned Electric Utilities) 

(Based on regulatory cases settled each quarter) 
 

 
 

 

Telephone Industry Parallels 

There are other examples in other industries that can provide lessons as to the risks of disruptive change 
confronting the U.S. electric utility industry. The once fully regulated, monopoly telephone industry provides 
one clear example. The telephone industry experienced significant technological changes that led to 
deregulation—initially in the long-distance sector and then followed by the local exchange market. 
 
Beginning in the 1970s, the impact of an array of new technologies (e.g., satellite, microwave, and fiber optic 
technologies) led to increased telephone system capacity and a reduction in the cost of providing telephone 
service. These technological changes provided the opportunity for competition by new entrants using newer 
technologies, while the monopoly service provided by AT&T used older analog technology. In 1974, MCI, a 
new entrant, filed an anti-trust case challenging AT&T’s monopoly powers in long-distance telephone 
service. The U.S. government ruled against AT&T in 1982, which led to a negotiated plan to break up the 
Bell system, which was completed in 1984. As a result, long-distance telephone service and the Bell Labs’ 
research arms were housed in AT&T. The local provision of phone service (i.e., intrastate regional calls) was 
to remain regulated and was to be provided by seven Bell Operating Companies (“the Baby Bells”). By 
1996, the Telecommunications Act opened the local telephone market to competition and allowed for 
Internet providers to acquire spectrum services. 
 
Dramatic technological change has evolved over the past 35 years, which has led to the development of a 
new infrastructure system; new services that are providing abundant transfer of information; and the 
convergence of voice, data, and entertainment into one combined service from what had previously been 
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viewed as separate and distinct services and industries. Today, the number of customers who utilize the 
previously exclusive “copper wire “telephone system represents a rapidly declining percentage of the market 
for telephone services. (Verizon Communications, for example, has lost approximately 45 percent of its wire 
line customers over the past five years.) Today, many customers access voice services exclusively through 
mobile cellular (wireless) phones, a technology that became commercially viable in the mid- to late-1980s. 
In addition, the advent of cable-based phone service has sped the decline in copper-based services. 
 
This transformation in the telephone sector of pre-1982 to today has not been smooth or easy. Significant 
capital investment has been made to develop new technologies and related infrastructure—it is estimated of 
that more than $300 billion has been deployed to build out new telephone infrastructure. New entrants have 
experienced booms and busts as the supply of capacity outstripped demand, leading to bankruptcies and 
mergers. The original AT&T, the seven Baby Bells, and several large independent monopolies (e.g., GTE, 
Citizens, United Telephone and Alltel) have merged into four independent companies. The sector today is 
dominated by wireless and cable-based technologies. 
 
 

Exhibit 5 
Verizon Stock Price vs. S&P500 from 2000 to 2012 

 

 
 
 
 
There are important lessons to be learned from the history of the telephone industry. First, at the onset of the 
restructuring of the Bell System, there was no vision that the changes to come would be so radical in terms of 
the services to be provided and the technologies to be deployed. Second, the telephone players acted boldly 
to consolidate to gain scale and then take action to utilize their market position to expand into new services 
on a national scale. Finally, and most important, if telephone providers had not pursued new technologies 
and the transformation of their business model, they would not have been able to survive as viable businesses 
today. So, while the sector has underperformed the overall market since 2000, and as shown in Exhibit 5, 
even a leading industry participant like Verizon Communications has not been able to perform in-line with 
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the overall market despite its growth, market share and solid profitability outlook due to the competitive 
uncertainties inherent in the business. However, those telecom providers that have embraced new 
technologies and addressed the competitive threats they faced have managed to survive and to protect 
investors from a “Kodak moment.” 
 
 

Exhibit 6 
Credit Capacity of Regulated vs. Competitive Industries 

 

 
(1) “DDM COE” is dividend discount model cost of equity 

 
 

From being led by a “AAA” rated company with monopoly powers (AT&T), the telecommunications 
industry looks very different today. Services today are often comprised of a bundle of telephone, Internet, 
and entertainment options provided on an unlimited basis by a monthly fee (relative to usage-based pricing 
prior to 1982). The market has seen significant new entrants, capital investment, and boom and bust periods 
leading to bankruptcies and/or mergers to enhance scale. Due to the increased competitive business risk, the 
credit-rating agencies have downgraded the credit rating of AT&T from “AAA” in 1981 to “A “today. In 
addition, due to competitive business dynamics, the credit rating agencies expect to see significantly lower 
debt leverage (thereby, raising the overall cost of capital) in order to support the credit ratings assigned. To 
compare with the electric sector, a comparable rating in telecom would bear approximately 50 percent of the 
leverage level of a regulated electric utility—resulting in an approximately 35 percent higher pre-tax 
weighted cost of capital for the telephone sector based on credit-ratings metrics (See Exhibit 6). 
 
While customers have benefitted from a proliferation of new services provided at a lower cost, investors 
have not done as well in financing a transition to a competitive industry. These lessons should be fully 

Sector/Segment Enterprise	  Value	  ($bn) Credit	  Ratings Credit Quality	  Metrics

Moody’s S&P FFO/Debt Debt/EBITDA

Regulated	  Utilities

Southern	  Company $63	   Baa1 A 25% 3.5x

ConEd 27 Baa1 A-‐ 25% 3.3x

Xcel	  Energy 24 Baa1 A-‐ 23% 3.8x

Hybrid	  Utilities

Exelon	  Corp 48 Baa2 BBB 55% 3.1x
PSEG	  Resources 23 Baa2 BBB 38% 2.3x

Telephone

AT&T 266 A2 A-‐ 54% 2.1x
Verizon	  
Communications 222 A3 A-‐ 63% 1.9x

DDM	  COE (1) Debt	  /	  EBITDA Implied	  Debt	  /	  
Capital Pre-‐Tax	  WACC

Regulated	  Entity 10% 3.5 50% 10.20%

Competitive	  Telco 12% 2 34% 13.80%

Competitive	  Sector	  Cost	  
Premium 3.60%

%	  Change	  in	  WACC 35.00%
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considered as stakeholders shape the approach electric utilities pursue in participating in an environment 
where disruptive technologies may transform the provision of services and the providers of these new 
services. 
 
One significant difference between the electric sector and the telecom restructuring example is the value of 
the respective infrastructure following the disruptive threat. In the telecom situation, the original copper wire 
phone network is of no/low value in a wireless, Internet protocol, landline world. However, the value of the 
electric grid to the customer is retained in a distributed generation environment as the grid provides the 
highway to sell power generated by the DER and the back-up resource infrastructure to deliver power 
required when the DER is not meeting the load obligation of its provider. In essence, while a wireless user 
does not need a landline, an electric consumer-generator will not be able to and will not necessarily want to 
achieve full independence from the “wired” utility grid. So, while the telecom example is a tale of 
responding to the threat of obsolescence, the near-term challenge to the electric sector is providing the proper 
tariff design to allow for equitable recovery of revenue requirements to address the pace of non-economic 
sector disruption. 
 

Strategic Implications of Distribution 2020 Disruptive Forces 

The threats posed to the electric utility industry from disruptive forces, particularly distributed resources, 
have serious long-term implications for the traditional electric utility business model and investor 
opportunities. While the potential for significant immediate business impact is currently low (due to low 
DER participation to date), the industry and its stakeholders must begin to seriously address these challenges 
in order to mitigate the potential impact of disruptive forces, given the prospects for significant DER 
participation in the future. 
 
One example of a significant potential adverse impact to utility investors stems from net metering. Utilities 
have witnessed the implementation of net metering rules in all but a handful of states. Lost revenues from 
DER are being recovered from non-DER customers in order to encourage distributed generation 
implementation. This type of lost revenue recovery drives up the prices of those non-participating customers 
and creates the environment for ongoing loss of additional customers as the system cost is transferred to a 
smaller and smaller base of remaining customers. 
 
Utility investors are not being compensated for the risks associated with customer losses resulting from 
increasing DER. It is difficult to identify a rate case in which the cost-of-capital implications of net metering 
were considered. At the point when utility investors become focused on these new risks and start to witness 
significant customer and earnings erosion trends, they will respond to these challenges. But, by then, it may 
be too late to repair the utility business model. 
 
DER is not the only disruptive risk the industry faces. Energy efficiency and DSM programs that promote 
lower electricity sales pressure earnings required to support capital investment. Without a tariff structure that 
properly allocates fixed vs. variable costs, any structure for lost revenues would come at a cost to non-
participating customers, who will then be more motivated to find alternatives to reduce their consumption. 
While it is not the objective of this paper to outline new business model alternatives to address disruptive 
challenges, there are a number of actions that utilities and stakeholders should consider on a timely basis to 
align the interests of all stakeholders, while avoiding additional subsidies for non-participating customers.  
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These actions include: 
 
Immediate Actions: 

§ Institute a monthly customer service charge to all tariffs in all states in order to recover fixed costs 
and eliminate the cross-subsidy biases that are created by distributed resources and net metering, 
energy efficiency, and demand-side resources; 

§ Develop a tariff structure to reflect the cost of service and value provided to DER customers, being 
off-peak service, back-up interruptible service, and the pathway to sell DER resources to the utility or 
other energy supply providers; and 

§ Analyze revision of net metering programs in all states so that self-generated DER sales to utilities 
are treated as supply-side purchases at a market-derived price. From a load provider’s perspective, 
this would support the adoption of distributed resources on economically driven bases, as opposed to 
being incentivized by cross subsidies. 

 
Longer-term Actions: 

§ Assess appropriateness of depreciation recovery lives based on the economic useful life of the 
investment, factoring the potential for disruptive loss of customers; 

§ Consider a stranded cost charge in all states to be paid by DER and fully departing customers to 
recognize the portion of investment deemed stranded as customers depart; 

§ Consider a customer advance in aid of construction in all states to recover upfront the cost of adding 
new customers and, thus, mitigate future stranded cost risk; 

§ Apply more stringent capital expenditure evaluation tools to factor-in potential investment that may 
be subject to stranded cost risk, including the potential to recover such investment through a 
customer hook-up charge or over a shorter depreciable life; 

§ Identify new business models and services that can be provided by electric utilities in all states to 
customers in order to recover lost margin while providing a valuable customer service—this was a 
key factor in the survival of the incumbent telephone players post deregulation; and 

§ Factor the threat of disruptive forces in the requested cost of capital being sought. 
 
Investors have no desire to sit by and watch as disruptive forces slice away at the value and financial 
prospects of their investment. While the utility sector provides an important public good for customers, 
utilities and financial managers of investments have a fiduciary responsibility to protect the value of invested 
capital. Prompt action to mitigate lost revenue, while protecting customers from cross-subsidization better 
aligns the interests of customers and investors. 
 
As growth in earnings and value is a major component of equity investment returns, what will investors 
expect to see as a strategic response from the industry to disruptive forces? The way to realize growth in 
earnings is to develop profit streams to counterbalance the impact of disruptive forces. Examples of new 
profit sources would include ownership of distributed resources with the receipt of an ongoing service fee or 
rate basing the investment and financial incentives for utilities to encourage demand side/energy efficiency 
benefits for customers. From an investor perspective, this may be easier said than done because the history of 
the electric utility industry in achieving non-regulated profits/value creation streams has not been a pleasant 
experience. So, investors will want to see very clear cut programs to capture value that are consistent with 
the core strengths of utilities: ability to execute construction projects, to provide dependable service with 
high reliability, and to access relatively low-cost capital. 
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Summary 

While the threat of disruptive forces on the utility industry has been limited to date, economic fundamentals 
and public policies in place are likely to encourage significant future disruption to the utility business model. 
Technology innovation and rate structures that encourage cross subsidization of DER and/or behavioral 
modification by customers must be addressed quickly to mitigate further damage to the utility franchise and 
to better align interests of all stakeholders. 
 
Utility investors seek a return on investment that depends on the increase in the value of their investment 
through growth in earnings and dividends. When customers have the opportunity to reduce their use of a 
product or find another provider of such service, utility earnings growth is threatened. As this threat to 
growth becomes more evident, investors will become less attracted to investments in the utility sector. This 
will be manifested via a higher cost of capital and less capital available to be allocated to the sector.  
Investors today appear confident in the utility regulatory model since the threat of disruptive forces has been 
modest to date. However, the competitive economics of distributed energy resources, such as PV solar, have 
improved significantly based on technology innovation and government incentives and subsidies, including 
tax and tariff-shifting incentives. But with policies in place that encourage cross subsidization of proactive 
customers, those not able or willing to respond to change will not be able to bear the responsibility left 
behind by proactive DER participating customers. It should not be left to the utility investor to bear the cost 
of these subsidies and the threat to their investment value. 
 
This paper encourages an immediate focus on revising state and federal policies that do not align the interests 
of customers and investors, particularly revising utility tariff structures in order to eliminate cross subsidies 
(by non-DER participants) and utility investor cost-recovery uncertainties. In addition, utilities and 
stakeholders must develop policies and strategies to reduce the risk of ongoing customer disruption, 
including assessing business models where utilities can add value to customers and investors by providing 
new services.  
 
While the pace of disruption cannot be predicted, the mere fact that we are seeing the beginning of customer 
disruption and that there is a large universe of companies pursuing this opportunity highlight the importance 
of proactive and timely planning to address these challenges early on so that uneconomic disruption does not 
proceed further. Ultimately, all stakeholders must embrace change in technology and business models in 
order to maintain a viable utility industry. 
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Pathway to a 21st Century Electric UtilityForeword

As a banker serving the U.S. utility industry for
over 30 years, I have long questioned the impact
of policy actions and regulatory mandates that
threaten the revenue base of utilities and the
industry’s financial health. In 2013, I authored
“Disruptive Challenges: Financial Implications
and Strategic Responses to a Changing Retail
Energy Business,” published by the Edison
Electric Institute (EEI). That paper presented 
my views, looking through the lens 
of an investor, of the challenges
confronting the long-term
financial viability of the electric
utility industry given its
present business model.

Since the release of
“Disruptive Challenges,”
the forces outlined therein
have continued to develop,
particularly the pace of
technological innovation 
and cost-curve improvements.
Importantly, electric customers
and the policy community have
continued to foster key disruptive
forces by confirming their support for
customer energy supply choice, net energy
metering and opposition to increased fixed utility
charges. My positions have evolved in order to
find solutions that can promote collaboration and
alignment of interests.

In reviewing the constantly evolving landscape, 
I felt that it was important to provide an updated,
more holistic perspective that aligns society’s
needs with the interests of utilities and their
customers. In 2010, Ceres made an important
contribution to the dialogue with the release of
“The 21st Century Electric Utility: Positioning for
a Low-Carbon Future,” and it seemed a natural
fit to collaborate with Ceres on this new paper. 

Utilities do an excellent job of 
what they are mandated to do—

provide safe, reliable and
affordable energy. Utilities are
not going away, because we
require them to operate the
electric grid, so why not
expand the scope of their
mandate to manage an
environment in which
consumers use energy and

electricity more efficiently to
create customer value and

optimize the electricity system
for the benefit of all? In this

environment, utilities will be incented
to maximize customer and system value,

as opposed to simply building infrastructure.

Given the importance of revising the utility industry
model for the benefit of customers, society and
utility investors, this paper is an expression of my
evolved views in an effort to find common ground
that will support a robust 21st Century Utility model.

4
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Pathway to a 21st Century Electric UtilityExecutive Summary

Challenges Facing the 
Electric Utility Business Model

Executive Summary 

Over the past decade, a confluence of challenges facing
the electric utility business model has stimulated active
discussion among utility industry stakeholders. The
challenges are the result of economic, demographic,
behavioral, policy and technology trends, and are not
expected to reverse. In fact, they are continuing to gain
momentum, particularly the development of new
technologies, continued reductions in renewable energy
costs, and policymaker support for a revised vision of
utility service that supports customer choice. 

Utility sector investments, however, continue
to trade close to all-time high valuations
based on low interest rates. Threats to
the utility sector are still in the early
stages because customer adoption of
new energy technologies remains
low, but are growing. Furthermore,
customers, rather than investors, 
are bearing the near-term cost of
disruption through increased utility
rates, somewhat offset by lower fuel
costs.

Once investors begin to experience these
challenges as a direct impact on the economic-
return potential of their investments, however, the
cost and availability of capital to fund the utility sector will
suffer. Given that the industry relies on 30-plus-year
investment recovery cycles, it is essential that capital
deployed today be planned and rationalized to avoid
future stranded costs, or investments that are no longer
economical.

The current 100-year-old utility business model does an
excellent job of keeping the lights on, but it often does not

align interests and behaviors or facilitate the policy goals
and customer dynamics that exist in 2015. To create the
clean, efficient and sustainable energy future that all
stakeholders seek, we must revisit the industry model to
ensure alignment with customer and policy goals, while
also ensuring that utilities and third-party providers are
properly motivated to support their customer, societal and
fiduciary obligations.

Policy and industry stakeholders in most states are
neither proactively addressing industry model

challenges from a comprehensive policy
perspective, nor seeking the collaboration

of all stakeholders to find a solution
that benefits all parties. In New York, 
a closely watched initiative has
policymakers defining a future in
which the utility role involves
managing the grid and acting as a
platform provider for third parties. 
This role is not as investor friendly as

utilities would desire. In many states,
despite customer and policy opposition,

electric utilities are proposing increases in
fixed charges, which discourage energy

efficiency and impact low-income customers.
This lack of progress in stakeholder collaboration is

not in our collective best interests. 

While the cost structure of electric distribution utilities is
predominantly of a fixed nature (i.e., not meaningfully
impacted by volumes or operating variability), utility rate
structures have typically authorized a small fixed-charge
component. Pursuing an increase to fixed-charge recoveries
is a tariff design tool that utilities have actively pursued since
2013 to mitigate revenue risk from the challenges they face.

5

The current 100-
year-old utility business model 

does an excellent job of keeping 
the lights on, but it often does not
align interests and behaviors or

facilitate the policy goals 
and customer dynamics 
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However, there has been meaningful opposition on the part
of customer interests and policymakers to utility proposals 
to significantly increase fixed charges. The policy of adopting
monthly fixed-charge increases has several flaws—
principally that such increases would remove the price
signals needed to encourage energy efficiency and efficient
resource deployment—that need to be considered when
assessing alternatives through a lens by which all principal
stakeholders benefit. This paper proposes several solutions
to address the utility revenue challenge as an alternative to
increased fixed charges, such as inclining block rates,
reforming net energy metering, use of bidirectional meters,
time-of-use rates, accountability incentives and identifying
new revenue opportunities for utilities.

More broadly, this paper proposes a new pathway 
to a 21st Century Electric Utility system
that creates benefits for customers,
policymakers, utility capital providers 
and competitive service providers. 

The key differentiators proposed in
the pathway toward a new utility
model are as follows: 

a) engage the distribution utility to
be at the center of integrating
resources and stakeholder
collaboration to achieve customer
and policy objectives through
accountability and incentives;

b) shift regulatory oversight to focus on
integrated distribution system planning and
development of transparent accountability metrics;

c) ensure that utility revenues will reflect incentives 
(or penalties) earned for accountability of results and
new energy management services sourced through
new resources, such as an energy management
applications store; and

d) pursue cost-effective planning to identify the most
efficient technologies to be employed, and cap
customer incentives based on the most economical
alternatives to achieve policy goals. 

The paper first sets the stage by identifying the
stakeholders and potential participants in a new industry
model, summarizing the objectives and considerations of
stakeholders, and reviewing the debate that is playing out,
including actions by several of the more proactive states. 
It then lays out a vision for the 21st Century Utility and
identifies foundational principles to support this vision
before proposing the pathway. Given that we have over 
50 states and districts that regulate our utilities, there will
be no one-size-fits-all solution. 

The vision proposed for the 21st Century Utility model is
relatively straightforward, and includes:

� enhanced reliability and resilience of the electric grid
while retaining affordability;

� an increase in cleaner energy to protect our environment
and global strategic interests;

� optimized system energy loads and electric-system
efficiency to enhance cost efficiency and sustainability;
and

� a focus on customer value, including service choices
and ease of adoption.

Instead of maintaining our current policies, which encourage
increased electric consumption and capital investments,

the objective of the vision is to develop a model that
enables customer value and service and

achieves policy objectives to position us for
the certainties of the future—particularly

that the current concentration of 
fossil fuels in our energy mix poses
significant risks to our economy 
and environment.

Because there is no reasonable
threat over the foreseeable future of
significant customer grid defection, a
robust electric grid is a key

component of a 21st Century Electric
Utility, and thus, financially healthy

utilities will be essential to maintaining and
operating the grid. 

The foundational principles or ground rules to
support the achievement of this vision are as follows:

� financially viable utilities are essential to fund and
support an enhanced electric grid;

� policymakers must promote clear policy goals as part
of a comprehensive, integrated jurisdictional energy
policy or 21st Century Utility model;

� commitment to engaging and empowering customers
can help them make intelligent energy choices, including
third-party engagement and access to necessary data;
and

� equitable tariff structures promote fairness and 
policy goals.

The pathway proposed is one wherein policymakers task
utilities with the responsibility for being at the center of
coordinating and accelerating the refinement of our model
for a 21st Century Electric Utility, and holds them accountable
with penalties and incentives. On this pathway, policymakers
will collaborate with stakeholders to develop and authorize

Pathway to a 21st Century Electric UtilityExecutive Summary 6

This paper proposes 
several solutions to address 

the utility revenue challenge as an 
alternative to increased fixed charges, 

such as inclining block rates, reforming 
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the vision for the industry’s future for customers and
providers. Policymakers will then outline a comprehensive
plan to realize their 21st Century Electric Utility model.
The proposed pathway shifts regulatory oversight from
being administered primarily through periodic rate cases
to a forward-looking focus on planning, accountability and
financial incentives for results achieved. Tariffs will be
refined to address fairness, policy goals and provide price
signals, consistent with enhancing system wide efficiency
and environmental protection.

Regulators will create incentives and penalties to
encourage and hold utilities accountable for achieving
transparent goals and metrics to be outlined for measuring
progress and success. Technology innovators and third-
party service providers will collaborate with customers
and utilities to create and refine products and services
that support policy goals, engage customer interest and
integrate efficiently with the grid. Utilities will partner with
third-party providers and customers to provide reliable,
affordable, clean energy in the most efficient way possible.
Customers will be educated as to opportunities to deploy
new services to enhance the value of their electric service
and achieve societal benefits, such as reducing their
environmental footprint.

Energy efficiency and system optimization, for example,
have been an area of focus since the 1980s, and while
progress has been made, the majority of customers have
not taken advantage of the opportunities that can be realized.
The American Council for an Efficient Energy Economy
(ACEEE) estimates that a 40 to 60 percent reduction
of electricity sales could be achieved by 2050
by harnessing the full suite of opportunities.
On a pathway to a 21st Century Utility, we
must redouble our efforts to achieve
these savings by increasing customer
education and giving utilities
incentives to engage their customers

in adopting such technologies. Because increased
efficiency strikes at the revenue base of utilities, the
proper incentives must be adopted so that utilities will be
at least indifferent to the loss in electricity sales and ideally,
be motivated to encourage energy efficiency.

In order to realize the societal benefits of a clean and
efficient electric industry, each state should move forward
now on a pathway to a 21st Century Utility model. Each
state will have different challenges to confront, but the
goal would be to develop several robust models that can
be tested, compared and refined over time.

The Environmental Protection Agency’s newly released
Clean Power Plan (CPP) provides an excellent opportunity
for states to consider their utility model as a component of
their CPP compliance plan filings. The CPP sets standards
for reducing greenhouse gas emissions from existing and
new power plants, and calls for each state to provide its
compliance plan by September 2016. The CPP will enable
each state to reconsider its energy future and align state
compliance plans with a pathway to a 21st Century Utility.
Longer-term, customers, society and utility investors will
benefit from proactive solutions.

Utilities have remained committed to their historical
obligation to provide customers with safe, reliable and
affordable service. As dynamics have evolved, society now
expects that utilities will confront new priorities, such as
protecting our environment and assisting customers in
being more efficient with their energy usage. These new
priorities challenge utilities’ revenue and profitability levels

and, thus, utility fiduciary obligations to their
investors. A new industry model will need to

provide opportunities for utilities to earn a
reasonable return while providing society

and customers the services they seek.

Pathway to a 21st Century Electric UtilityExecutive Summary 7
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Pathway to a 21st Century Electric UtilityChapter 1

The Case for a 21st Century 
Electric Utility Model

Chapter 1

8

Disruptive Forces—A Quick Review
Over the past several years there has been active discussion
among utility industry stakeholders as to the confluence 
of challenges facing the industry business model. These
challenges are considered long-term forces that are not
expected to be reversed, and they encompass economic,
demographic, behavioral, policy and technology trends.
The principal challenges facing the utility model can be
summarized as follows:

� slowing demographic (U.S. population) and economic
growth opportunities have reduced electric consumption
growth and customers’ disposable income levels; 

� customer interest in reducing energy usage and
environmental impact has gained attention and
interest, particularly among Millennials; 

� public-policy goals seek to increase energy-efficiency
adoption and clean-energy production and to reduce
environmental emissions;

� price inflation and costs to deploy new grid technologies
are increasing utility capital budgets and requiring
increased electric rates (although rate increases have
not in general outpaced inflation);

� customers now have enhanced options to save on their
energy bills through programs that reward adoption 
of clean technologies (e.g., solar distributed energy
resources combined with net energy metering
programs); and

� U.S. regulatory models that are energy-usage based,
regardless of load or time of day, constrain prospects
for utility revenues and financial health.

CYCLE!

Behavior

� L/T Economic Fundamentals
� New Technologies/DER
� PV—Declining Costs; 

3rd Party Finance
� Energy Efficiency/DR
� Volumetric Tariffs
� Utility Mandates
� Grid Modernization

Figure 1: Disruptive Forces—Impact and Feeding of the Vicious Cycle

� Distributed Resources
� Energy Efficiency 
� Microgrids
� Behavior Modification

UTILITY RATE$

Change

VICIOUS

A confluence of factors are posing disruptive threats to the traditional utility business model.

Docket No. 160186-EI 
Pathway to 21st century 

Exhibit KRR-9, Page 8 of 35



1      Energy and Environmental Economics, Inc., “California Net Energy Metering Ratepayer Impacts Evaluation,” Prepared for the California Public Utilities Commission, October 2013.

Pathway to a 21st Century Electric UtilityChapter 1 9

All of these dynamics are at play while distributed energy
resource (DER) economics continue to improve, due to
improved technology, market competition and the advent
of attractive customer financing options (see Figures 2
and 3, below). Left unattended, these challenges encourage
a vicious cycle in which customers are motivated to self-
generate (such as by rooftop solar) to avoid increasing utility
prices, thereby leaving the cost to fund the electric grid to

an increasingly smaller group of customers. And yet the
grid is essential for DER technologies, particularly rooftop
solar, because it allows customers to sell their surplus
energy back to the utility. A 2013 study commissioned by
the California Public Utilities Commission found, in fact,
that due to net energy metering, residential DER customers
in California paid approximately 50 percent less toward the
fixed cost of providing utility service.1

Figure 2: PV Cost Improvements—Innovation and Scale Drive Opportunities
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1  Levelized cost of energy; assumptions: 7% weighted average cost of capital, annual operations and maintenance equivalent to 1% of system cost, 0.9% degradation 
per year, constant 2011 dollars, 15% margin at module level (engineering, procurement, and construction margin included in BOS costs). 

Source: McKinsey & Company.
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Figure 3: Average USA Price Per Watt for a New Solar System
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2      GTM Research and Vox

Pathway to a 21st Century Electric UtilityChapter 1 10

Clearly, the electric grid will continue to be essential to
virtually all customers for the foreseeable future. In fact,
the viable solar rooftop market—after factoring in home
ownership, credit scores, locational positioning and
suitability and NEM favorability—is currently projected 
to be approximately 20 percent of US households.2

Thus, utilities must retain their financial viability to attract
the capital required to support the grid. Most investors 
are not focused on these issues today due to low, though
increasing, penetration of DERs and allowed cost recovery
of “lost revenues” in future rate cases. 

Other disrupted industries have reached
the tipping point at which new products
and services attain a penetration level
and trajectory that challenge the
viability of an old-line business and 
its access to capital. At that point 
in those challenged industries,
financial access and viability 
are forever threatened. Kodak and
Polaroid are prime examples of how
disruptive forces (primarily technology
in those cases) can destroy a company’s
financial value and capital access. Given
the essential nature of utility services,
however, a death spiral for the electric utility
industry is not expected in the foreseeable future.
Stakeholders must nevertheless be proactive to protect
utilities’ financial viability, given the industry’s vital
importance to our energy future.

Value and Future of the Electric Grid
While the “Disruptive Challenges” paper and others have
drawn parallels between landline telephone deregulation
and the electric utility model, there are important
distinctions between the two. First, there is no known
technology today by which electricity can be transported
from location to location without a wire. Second, for many
customers, installing the technology to disconnect from
the grid would be prohibitively expensive, and/or they are

not in the proper location or lack the ownership
control (i.e., rent their homes) to deploy

current DER technologies. In addition,
industry experts believe there is great

societal value created from the
development of a robust grid and that
grid defection creates barriers to
enhancing and maintaining the
electric system we require.

While industry discussion, including
“Disruptive Challenges,” gives
examples of a scenario whereby

certain customers could disconnect
their access to the grid, or new

construction could be grid independent
(e.g., DER customers with storage), there is no

reasonable scenario for significant customer exit
from the grid for the foreseeable future. The only way to
sell power back to the grid is to be connected to the grid.
For DER customers, as an example, every time a new

Figure 4: Examples of Technology Disrupting Main Line Industries

Pre-1990 Post-1990 Post-2007

Other disrupted industries 
have reached the tipping point 

at which new products and 
services attain a penetration level
and trajectory that challenge the
viability of an old-line business 
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3      Brattle Group, “,“In Transforming America’s Power Industry, The Investment Challenge 2010–-2030,” ( 2009).

customer installs rooftop solar, he or she is likely basing
that economic decision on the ability to sell surplus
renewable power back to the grid for at least 20 years. 

The grid acts to enable the benefits of distributed
resources through the sale of electricity to others and to
enable commercial opportunities and transactions through
the powering of our entire economy. In addition, the grid
provides needed backup support for DERs and storage
when renewable resources are not functioning or when
demand exceeds system capacity. Thus, the electric grid
is, and is expected to remain, the backbone of our electric
energy system.

A robust electric grid is therefore required to achieve the
greater reliability sought by all customers and to enhance
access to additional bidirectional power inputs for DER
customers. A study by Brattle Group, commissioned by
the EEI in 2009, projected that the U.S. electric utility
industry will need to invest between $1.5 and $2 trillion
between 2010 and 2030 to maintain current levels of
reliable electric supply.3 To maintain a robust, responsive
and resilient grid, we must have a structure in place that
supports financially healthy utilities capable of attracting
the significant capital required. Thus, the question of
structuring tariffs to support the grid and other valuable
services provided by utilities must be considered (see
Ratemaking and Tariff Design, page 29). 

The Stakeholders in a 21st Century
Electric Utility Sector
It is critical that any attempt to develop 21st century
approaches seek as much alignment as possible among 
the key stakeholders involved in electric utility planning.
The stakeholders in electric utility debates continue to
evolve as priorities and key issues are refined or emerge,
and today include residential, commercial and industrial
customers, technology sector providers, utilities and 
their shareholders. 

Residential Customers
Residential customers continue to have significant clout in
the evolution of policy due to their voting power and large
numbers. Groups representing low-income residents 
and seniors (who often live on a fixed income) tend 
to have influence because service cost is a high priority.
Another prominent voice in the residential class debate 
is environmental advocacy groups that seek a focus on
environmental stewardship and sustainability. Between
these groups, there is alignment that aims to avoid high
fixed charges for utility services and supports well-
designed inclining block rates. Inclining block rates aid

low-income residents and seniors by creating a progressive
rate tariff: the more you use, the more you pay per unit.
From an environmental policy perspective, inclining block
rates provide an incentive to conserve energy usage by
charging higher rates to the higher energy users. 

Commercial and Industrial Customers
Although large commercial and industrial customers lack
voting clout, they are active voices in the development of
energy policy. Policymakers need to be aware of large
customers’ impact on the economic growth and vitality of
a region; low utility rates will retain and attract them. While
energy prices and availability are not the only factors in
the drive for corporate competitiveness, large businesses
can relocate when the local policy environment does not
support their competitive position. In addition, large
commercial and industrial customers (including General
Electric, Procter & Gamble, Microsoft, Coca Cola and
Walmart) are increasingly focusing on their sustainability
profiles, including procurement of renewable energy. Thus,
as stakeholders consider how to retain current business
customers and develop and attract new industries, energy
prices, reliability and access to clean energy will be 
key factors.

Policymakers
Policymakers and regulators tend to be attuned to their
most vocal customers, because their voting power controls
the ongoing “seat” of the policymakers. It is clear from the
wide array of state-mandated renewable portfolio standards,
energy-efficiency programs, net energy metering tariffs,
and inclining block rates that policymakers are focused on
clean energy, consumer choice, efficiency and price
signaling. One question this paper seeks to address is
whether policymakers are doing all they reasonably can 
to accelerate programs to optimize these objectives.

Technology Sector Participants
A recent entrant into the energy policy debate is
technology sector participants, particularly renewable-
energy providers. These entities are selling their products
to customers directly and, as a result, customers use less
electric service from the utility. While many of these
providers understand that they need to cooperate with
utilities to provide customers the benefit of their product
offering, there is typically no clear, approved path for these
competitive providers to partner with utilities to promote
their offerings in a way that benefits both the technology
provider and the utility. The interaction between
technology and utility providers is often adversarial, with
the technology provider seeking to sell products that will
limit electric sales and thus adversely impact utility
revenues. Utilities have therefore been hesitant to partner

Pathway to a 21st Century Electric UtilityChapter 1 11
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4      Larsen, Sweeney, LaCommare and Eto, “Exploring the Reliability of U.S. Electric Utilities,” (2012).

5      ACEEE Economy, “Beyond Carrots for Utilities: A National Review of Performance Incentives for Energy Efficiency,” June 2015.
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with these third-party providers, which have built 
strong policy advocacy efforts and industry organizations
because such activities are essential to their 
future viability.

Utilities and Their Investors
Utilities have many masters, but their principal obligations
are to provide safe, clean, reliable and affordable electric
service to customers and to earn a fair return on capital
invested. Electric utilities generally do an excellent job of
meeting customer-service expectations. A comprehensive
study, “Exploring the Reliability of U.S. Electric Utilities,”
showed that reliability, despite extreme weather events,
averages above 99.9 percent.4 However, extreme weather
events, such as hurricanes Katrina (2005), Irene (2011)
and Sandy (2012) and devastating tornadoes such as
Joplin (2011) are examples of the need for enhanced
electric grid “hardening” and resilience to protect our
citizens and economy.

Achieving an adequate return on capital, in particular 
in the short term, depends upon selling more energy,
because that is how tariffs tend to be structured. Utility
boards of directors typically structure utility management
compensation programs based on achieving reliability
factors and a larger weighting to financial returns. This 
is more customer friendly than other industries, in which
executive compensation is based solely on market share
and profit goals. While 25 states offer incentives for
efficiency results,5 these programs tend to offer limited
financial incentives to utilities for promoting energy-
efficiency services or clean technologies. 

For example, while California has been proactive in
providing incentives to utilities for encouraging energy
efficiency, the incentives reported in 2014 were less than
1.25 percent of pre-tax operating income for the largest
California utilities, or less than 0.1 percent in additional
return on equity (ROE), after tax. Locating the disclosure
of earned incentives in the California utilities’ SEC filings is
like finding a needle in a haystack. That makes it hard for
investors to reflect in their valuation assessment a material,
recurring, transparent and timely (in California there is 
a several-year lag in calculation) incentive mechanism.
While incentives should align behaviors, insignificant 
and nontransparent levels of incentives will not drive
behavioral change and realization of optimal results.

While utilities are interested in and impacted by the
debate on regulatory models, their interactions are
challenged by a skeptical policymaker environment, which
often presumes that any position by an electric utility
reflects a self-serving benefit. Thus, utilities are in a
challenging position when it comes to leading or proposing
solutions. As a result, utilities tend to be defensive in their
approach and often lack the vision or motivation to identify
areas where the business model can be enhanced for the
benefit of their customers and investors. Instead of
arguing for incentive mechanisms, many utilities have
been seeking to increase fixed charges, while customers
and policymakers are vehemently opposed to such action.
An evolved approach would focus on common ground
with win4 (i.e. beneficial to customers, policy, competitive
providers and utilities) opportunities.

Figure 5: Utilities Are Valued Above 15-year Averages and Comparable to S&P 500

Source: BofA Merrill Lynch Global Research, Bloomberg

UTY/SPX                            15 Year Average                            1 Year Average
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Source: Edison Electric Institute, Fitch Ratings, Moody’s, Standard & Poor’s

Figure 6: Credit Rating Agency Actions Suggest Improving Credit Quality
Pe

rc
en

t o
f A

ct
iv

ity

Ra
tin

g 
Ac

tiv
ity

 N
um

be
r

� Total Rating Activity                        � Percent of Upgrades100% -

75% -

50% -

25% -

0% -

- 300

- 250

- 200

- 150

- 100

- 50

- 0
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

253

110
13.8%

46.4%

60.3% 60.9% 60.3%

48.0%

40.4% 36.3%

65.0%

48.7%

75.0%

97.2%

83.7%

121
110

121

50 57
80

60
76 80

106

43

Utility investors as a group are not interested in change,
because the results they have realized from their
investments in the sector have provided stable returns.
Investors fear that any change could lead to an adverse
impact on short-term results and that the defensive
investment attributes they have sought—low price volatility,
stable economic returns and cash dividend yields—may
be compromised. As stated above, boards have structured
the bulk of utility management compensation 
on achieving profit objectives, in addition 
to reliability performance. Investors 
are generally comfortable with the
transparency of the utility model,
despite the argument that the industry
model may no longer be appropriate
or viable in a changing environment.
In fact, utility stock prices today are
near all-time highs on a price and
valuation multiples basis. Current
valuation metric levels (See Figure
5) suggest that investors continue to
view utilities as an attractive place to
deploy capital. 

If a material change in business financial
performance were to be realized, investors
would likely become less sanguine about deploying
capital in the sector. But the majority of utility-sector
investment analysts and rating agencies see little to be
concerned about as long as the penetration rate of
efficiency and clean-energy resources is low and
regulators allow utilities to recover lost revenues in the
near future. In fact, utility credit ratings have solidified
over the past several years, particularly distribution utilities,
as the economy has stabilized and industry restructuring
volatility from the 2000 - 2005 era has been resolved.
(See Figure 6) So, while short-term dynamics are the
current focal point of the investment community, longer-

term dynamics should be a key consideration in order to
avoid disruption to the utility industry, its customers and
our economy.

Utility investors, individually or as a group, are not often 
at the table in discussions on energy policy. Many
institutional investors prefer the current utility business
model and deal with change by selling the sector or
certain investments when it starts to evolve in a way that

appears more risky. While some investors, such as
those in the $13 trillion Investor Network on

Climate Risk (INCR) have become involved
in clean-energy policy advocacy, it is still

rare to see major institutional investors
show up to address a state regulatory
policy issue or to support a utility 
rate case. 

Key Stakeholder Issues
Although unanimous agreement on

the objectives for a 21st century
electric utility industry model is not likely

to be achieved, there appears to be solid
customer, policymaker and utility support for

key foundational objectives for the future industry.
Key objectives include improved reliability and resilience
of electric service, a cleaner sustainable electric supply
and customer cost stability. 

Customer cost stability is difficult to achieve in a regulatory
construct that seeks (i) usage-based pricing, (ii) customer
choice for self-generation of electric supply, compensated
by non-DER customers, and (iii) limits on utilities’ ability to
serve and earn revenues from new 21st Century Utility
services. Moreover, the investment required to harden the
grid to improve reliability and resilience and provide a
cleaner mix of energy resources will increase the cost of

So, while short-term 
dynamics are the current 

focal point of the investment
community, longer-term dynamics
should be a key consideration in
order to avoid disruption to the
utility industry, its customers 

and our economy.

Docket No. 160186-EI 
Pathway to 21st century 

Exhibit KRR-9, Page 13 of 35



6      J.D. Power and Associates, 2015 Electric Utility Residential Satisfaction Survey.

7      J.D. Power and Associates, 2015 Electric Utility Business Customer Satisfaction Survey.
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providing service. Despite improving economics, the cost
of clean energy, excluding externalities, will likely be more
expensive than the current embedded cost of existing
generation, because investment and backup capacity 
are required to support renewable supplies, which are
intermittent. Given current utility pricing policies that do 
not consider externalities, the cost of electric service is
expected to increase over time. However, as shown in
Figure 7, clean energy is expected to become increasingly
competitive with traditional fossil energy sources, even
before considering carbon costs.

One of the key disputes in the discussion of a 21st Century
Utility is the value of clean energy resources. Currently,
neither the cost of carbon nor the system wide benefits 
of a clean-energy strategy, such as reduced system losses
and transmission needs, are fully factored into the price 
of electric power. When the cost of carbon and other
externalities are reflected in the cost of energy, the cost to
customers will likely prove the long-term benefit of a clean-
energy strategy. With the appropriate policies and alignment
of interests, the value of electric service can be enhanced.
For instance, optimizing our system and the use of energy
can reduce the need for new peaking capacity and related
incremental infrastructure.

Additional objectives, of policymakers and engaged
customers, include system and energy-efficiency
optimization, price signals to encourage economic

efficiency and optimization, and regional economic growth.
But without encouraging efficiency (via technology, price
signals and targeted incentives) it will be quite difficult to
optimize the primary objective of enhanced price stability,
given that incremental resources and investment would be
required to support incremental consumption. 

J.D. Power, a leading global market-research firm, evaluates
industries to understand what drives customer interests,
loyalty and retention. In J.D. Power’s recent rankings of
utility customers, their analysis prioritizes customer
attributes as follows:

Residential customers are primarily focused on power
quality, reliability and price. Interest in new technologies
and environmental stewardship does not reflect separate
categories but rather contributing factors in the price and

Figure 7: Unsubsidized Levelized Cost of Energy Comparison—September 2017

Alternative Energy(a) Conventional Energy

Certain Alternative Energy generation technologies are cost-competitive with conventional generation technologies under some scenarios;
such observation does not take into account potential social and environmental externalities (e.g., social costs of distributed generation,
environmental consequences of certain conventional generation technologies, etc.) or reliability-related considerations (e.g., transmission
and back-up generation costs associated with certain Alternative Energy generation technologies). Diamonds typically represent expected
cost in 2017, wind is for offshore, for more information see https://www.lazard.com/media/1777/levelized_cost_of_energy_-_version_80.pdf

Source: Lazard estimates.

Customers
Residential6 Business7

Power Quality and Reliability 1 1
Price 2 4
Billing and Payment 3 2
Corporate Citizenship 4 3
Communications 5 5
Customer Service 6 6
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8      Solar Electric Power Association, 2014 Power Statistics

9      Edison Foundation Institute for Electric Innovation, “Summary of Electric Utility Customer-Funded Energy Efficiency Savings, Expenditures and Budgets”, (2014).

10    EnerNoc Utility Solutions Consulting, “Factors Affecting Electricity Consumption in the U.S. (2010–2035),”), (2013).

11    ACEEE, “Energy Efficiency in the United States: 35 Years and Counting,” June 2015.

12    ACEEE website, State Energy Efficiency Planning.

corporate citizenship scores. Industry data show that a
relatively low percentage (less than 1 percent nationally)8

of utility customers are currently seeking new technologies
and choosing to self-generate from renewables. Customers’
primary focus today is on reliability and price. A much
smaller subset of customers are proactive in initiating 
the adoption of energy-efficiency and clean-energy
technologies, but it is a group that is growing rapidly and
is expected to increase dramatically in the coming years. 

Energy Efficiency—A Growing Opportunity 
One of the most significant opportunities to enhance both
customer value and environmental benefit is the
expansion of energy efficiency. Presently, however,
customer adoption rates are low. Policy
frameworks need to develop incentives for
overcoming the barriers to adoption.

A study by the Edison Foundation on
the impacts of energy efficiency at a
national level shows that energy
efficiency is increasing, but
amounted to only 3.4 percent of
total 2012 electric energy sales.9

Another study prepared for the
Edison Foundation found that when
energy-efficiency savings are
combined with enhanced building
codes and standards, such savings will
increase by 2035 from current levels to 5.6
percent of total electric energy use.10 While any
increase in the adoption of energy-efficiency tools is a
positive development, economic studies indicate that
much more is achievable and would benefit both
customers and the environment. 

Leading factors in the low adoption rates for energy
efficiency include a lack of general awareness of
opportunities (particularly because customers cannot
price-shop for another utility provider), lack of trust in
third-party providers (due to ongoing “junk” mailings and
cold calling), the cost to implement new technologies or
services when up-front investment is required, and the
fact that customers are too busy to learn about
opportunities that may be consistent with their long-term
economic and environmental interests. 

A recent study by the ACEEE, for example, found that
energy-efficiency opportunities could reduce electric sales
by 40 to 60 percent from current 2030 forecasts, based

on intelligent efficiency advances, zero-net-energy
building standards and improved efficiency of appliances
and technology. The study also noted significant progress
in the energy intensity of our economy from 1980 to 2014
due to structural changes (e.g., the reduction of our
manufacturing base) and improved efficiency of
appliances, new buildings and electric infrastructure.11

Thus, the opportunity to increase energy efficiency is
substantial, but will require the focus of stakeholders to
overcome the barriers to adoption. 

Large (commercial and industrial) customers, being
focused on profit, are savvier than the residential class as
to their awareness of cost-saving opportunities. Given
capital availability constraints, however, commercial

customers tend to demonstrate high return-on-
investment hurdle rates (i.e., short payback

periods) to invest capital in activities not
directly related to their core product or

service offering. This factor limits
implementation of investments that
would be of long-term benefit to the
customer specifically and for 
society overall.

Policymakers and regulators are
clearly intent on promoting customer
choice of energy supply and

increased renewable energy output.
Twenty-nine states have Renewable

Portfolio Standards (RPS), 24 states have
energy-efficiency resource standards and 43

states have net energy metering.12 Yet the
approach to realizing this objective has primarily relied

on customers taking the initiative to investigate new
opportunities or responding to utility mailers regarding
pilot programs, which are adopted by a very low
percentage of customers. While there are many providers
in various markets that are seeking to sell their
technologies and services, customers often don’t know
whom to trust in this complex arena and are not familiar
with the alternatives. 

Why not engage utilities and offer them incentives to 
assist in accelerating these objectives? Utilities are well
positioned to assist their customers in learning about and
deploying energy-saving technologies, but they need both
increased incentives and accountability for doing so. What
we see from the success of smartphone applications
(“apps”) is that customers want “low-touch” solutions that
can be implemented and monitored with ease. While that
may not be possible for all services, the smartphone app

Pathway to a 21st Century Electric UtilityChapter 1 15

The opportunity to 
increase energy efficiency is

substantial, but will require the
focus of stakeholders to 
overcome the barriers 

to adoption. 
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is today’s gold standard for engaging customer interest.
The exciting news is that the advancement of sensor
technology and automated controls is creating new
possibilities for low-touch efficiency applications in the
energy sector (e.g., Nest, a learning, programmable
thermostat).

Many observers believe that there is a meaningful aversion
on the part of regulators to determining how utilities
should be compensated for providing such new services.
Thus, the utility role is neglected in favor of competitive
industry players, who are not well known by customers, to
drive this important objective. In fact, there is a logical
scenario, to be outlined later, in which competitive third-
party providers collaborate and partner with utilities to
accelerate the adoption of their products and services.

Finally, although utilities are interested in providing
excellent service to customers, they also have a fiduciary
obligation to support their investment value by earning a

fair economic return on the capital employed in the
business. In most jurisdictions, utilities earn revenues
based on capital invested, and such revenues are
recovered through customer usage. By promoting
activities that reduce usage, utilities are working against
one of their core missions and their fiduciary duty, which
is to earn a fair return on invested capital. Thus, achieving
stakeholder objectives regarding energy efficiency and
clean-energy technologies may be best accomplished by
providing incentives to customers and providers. In most
business models, businesses are motivated to sell new
services because this enhances revenue. In our present
utility business model, utilities realize a “penalty” to their
revenues by encouraging the deployment of our current
policy objectives, such as energy efficiency. This creates
an inherent conflict that requires logical solutions, such as
“revenue decoupling,” described later, which breaks the
link between energy sales and revenue, to align utility and
customer interests.
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A Vision for the 21st Century 
Electric Utility

Chapter 2

If we could start with a clean sheet of paper, how would
electric utility services be structured? We would want to
ensure that there was alignment of policy, customer and
investor goals in order to structure a product offering that
satisfied the best interests of all major stakeholders, a
win4. Such a service offering would maintain and build on
the high electric reliability we have today; allow customers
to benefit from the latest, most economical technologies 
to optimize the efficiency of their energy service; be
environmentally friendly; and seek efficient
economic deployment of resources and,
thus, capital investment. 

Policymakers would seek optimal
economic deployment of the system
to ensure reliability and capital
efficiency. They would expect
deployment of resources consistent
with local, regional and national
environmental policy goals. They
would ensure that price signals be
provided to customers so that the system
was used efficiently to manage systemwide
costs (both embedded and future
deployment). Finally, policymakers would want
to see fairly stable customer prices, to provide
customers more certainty and help realize a competitive 
cost of service that promoted economic growth in the region.

Utilities in this optimal environment would aim to offer 
a suite of products and services to achieve customer and
policymaker objectives, and they would earn at their cost of
capital (as deemed appropriate by the marketplace), or be
given incentives to earn above it, for meeting these objectives.
In a transparent and predictable business environment the
cost of capital is lower, and the availability of capital is greater,
than for less transparent, less stable businesses. Investors

seek a business that offers growth potential as well, because
a business without growth offers only a bond-like investment.

Competitive service providers would partner and collaborate
with utilities to refine their products, optimize customer-
acquisition costs and increase their share of market. In other
words, they would partner with utilities to enhance their
collective profit potential. To aid in identifying opportunities,

competitive providers might avail themselves of defined,
non-customer-sensitive electric system data.

Policymakers would decide what information
could be provided without compromising

customer and system security. 

How would a 21st Century Utility
operate? It would target optimal use of
diverse (hydro, solar, wind, biomass,
efficiency, demand response, storage
and Combined Heat and Power (CHP)
renewable or low-cost electric energy
resources that would be backstopped

and supported by other clean, baseload
energy sources. This efficient deployment

of renewables, consistent with a utility cost-
effectiveness plan, would seek the most

economical and location-efficient technology to
provide the best resource base for the benefit of the entire

system. For example, in addition to residential rooftop PV solar
systems, which do not consider optimal location or technology
efficiency, the resource base would include a significant
component of DER, community or utility-scale solar,
intentionally located to enhance grid and system efficiency.
The system would look to include efficient deployment of
demand response and microgrids in those areas where
reliability was of paramount importance (e.g., regions with high
concentrations of hospitals, senior centers and schools) to
protect them from weather and other emergency events.

17

This efficient 
deployment of renewables,

consistent with a utility cost-
effectiveness plan, would seek 

the most economical and location-
efficient technology to provide 

the best resource base for 
the benefit of the 

entire system.
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Over the past several years we have witnessed
explosive success and customer interest in
software applications that integrate with
smartphones and tablets to provide easy and
fun access to powerful software tools. These
apps provide an array of services and
information at the touch of a button. Why not
create a customer-focused energy management
application page, or “store,” that would allow
customers to explore a range of product and
service alternatives to save energy and money?
The objective of such a store would be to: 

1) introduce an available product or service
alternative; 

2) provide information to educate the customer; 

3) highlight quality vendors to provide the
service, as appropriate; 

4) provide click-through to order the product,
arrange for an estimate or get further
information; and 

5) monitor results from using the product. 

Ease of access to robust information and service
ordering would be effective in engaging and
empowering customers. Customers could be
offered demand response, load management and

time-of-use products that could be operated from
their smartphone or other device. “My Dashboard”
icons could support “shadow billing” to assess
the potential savings from efficiency applications
and other service opportunities. Customers’
ability to arrange for the installation, operation
and oversight of these services would be as easy
as the touch of a button. Their total savings would
be presented on the app so that they could see
the benefit of their actions and understand how
their usage and savings opportunities compare
to their neighbors. This vision is not futuristic,
because such tools and products exist today. 
The 75 percent of Americans with smartphones
(expected to reach 80 to 85 percent by December
2015) or 87 percent with Internet connections
would be able to access these services easily.13

The question remains: Who is best positioned 
to host the energy management app store—the
government, the utility or some other sponsor?
There is no reason that such an approach need
be exclusive to one provider. The challenge is how
to achieve the most traction from such an effort
and create an environment in which customers
have confidence that the information is
objectively presented. Given an objective 

of increasing customer adoption of new
technologies, utilities appear best positioned 
to be a logical host of this application store. 
They have the ability to provide usage data 
and objectively present information on services.
In addition, utilities are best positioned to track
and aggregate results of products and services
to present to current and potential customers.

Policymakers would have to decide how to
compensate utilities for providing this service.
The Apple model is worthy of consideration. Apple
hosts the App Store on its system and earns a fee
from application developers (e.g., competitive
energy solution providers) when users download
apps. In the energy management model, third-
party providers could compensate utilities for
each customer click or purchase of a product
or service. This model would likely result in a
cost-effective tool for third-party providers to
reach customers.

Importantly, the energy management application
store by itself will not be sufficient to drive
results without continued efforts by third-party
providers to develop new efficiency technologies
and by policymakers and utilities to design
programs and customer education initiatives.

Figure 8: Energy Management Applications Store
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14    EnerNoc Utility Solutions Consulting, “Factors Affecting Electricity Consumption in the U.S. (2010–-2035),” (2013).

Incentives would optimize expenditures and thereby
moderate customer rate increases to help reform the utility
model and manage behaviors. By realizing efficiency and
system-load optimization, and considering tools such as the
UK’s Totex (see Experiences in Selected States and the UK,
page 25), we should be able to moderate capital investment
levels. For utilities, these incentives will offset reduced growth
opportunities for investors and, most important, encourage
the achievement of customer and policy objectives. 

The challenge is that we are not starting from a clean
slate, and while we have an excellent quality of essential
utility service, the shift to the 21st Century Utility model
requires complex transitions that will be heavily debated
by stakeholders. 

Examples of such transitional issues include: 

� phasing in new clean-energy resources while phasing
out less clean resources; 

� phasing out current subsidy structures for DER users

to an economic-value-driven incentive model;

� enhancing customer engagement in pursuit of optimal
use of efficiency resources through continued focus 
on awareness, education and customer incentive
programs; and 

� regulatory reform to align interests, incentives and
metrics for achieving accountability of results.

In order to achieve these goals, we need to create a transition
plan that embraces the end-state vision. For that we need
policy leadership, clear goals, alignment of interests and
accountability.

The vision for the 21st Century Utility can be summarized
in four simple points:

� enhanced reliability and resilience of the electric grid
while retaining affordability;

� an increase in cleaner energy to protect our environment
and global strategic interests;

Pathway to a 21st Century Electric UtilityChapter 2 19

Technology Game Changers
Although it is a mature industry, the electricity sector has become
increasingly dynamic. New forms of technology are in development
that will significantly shape the future of the utility business. Given
the large capital investment required to fund this sector, and its
essential and pervasive involvement in our communities, an important
consideration to factor in to the development of the 21st Century
Utility industry framework is how customers and utilities will deploy
and address new technologies, including those on the horizon that
have not yet achieved commercial viability. 

Policy will be an enabling driver of many of these game changers.
Policymakers should be proactive in considering how best to accelerate
each of these opportunities in a 21st Century Utility model to maximize
their potential economic and environmental benefits. Potential game-
changing technologies such as the following could dramatically reshape
the utility business.

� Grid scale and customer-owned battery storage units allow electricity
to be stored when not required for immediate use and thereby
dramatically enhance the value of intermittent resources, such as
solar and wind power. They also allow customers to buy power from
the electrical grid when prices are lowest and use their own energy
at more expensive times. This is a technology-driven opportunity.

� Electric vehicles create potential for substantial additional electric
demands (expected to be off-peak) for charging batteries and
could discharge energy back into the system when the charge has
more value as a pure electric energy source. This is a technology-,
policy- and customer-preference-driven game changer that could
significantly reduce pollution from the transportation sector.

� Combined heat and power standards for all large, continuously
deployed energy loads (hospitals, hotels, prisons, etc.) optimize
BTU consumption by leveraging waste heat into electric energy
and steam-heating loads. This is a policy-driven game changer
using incentives.

� Enhanced building standards can promote energy efficiency and
strive to reach net-energy-neutral status. This requires policy to
mandate that new construction and remodeling achieve higher
efficiency standards. According to a study prepared for the IEEE ,
aggressive building codes and standards would achieve a 17
percent reduction in electric usage by 2035.14

� Appliance standards can compel all new major energy-using
appliances to operate at best-in-class efficiency levels and
support Internet adoptability for purposes of controlling technology
use. This is a policy-driven game changer. 

� Big data analytics can be leveraged to enable intelligent efficiency
technologies. This is a technology- and policy-driven game changer. 

� Cost-effectiveness planning protocols can be applied, both for
resources and systemwide, including renewable adoption, promoting
the most efficient resources to provide systemwide benefits. This 
is a policy-driven game changer.

Most of these game changers will allow for more efficient deployment
of system resources (e.g., storage, CHP, building and appliance
standards). While electric vehicles will increase off-peak electric
consumption, they offer the opportunity for storage optimization. 
All of these listed items will require incremental capital investment,
either on the grid or behind the meter. 
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� optimized system energy loads and electric-system
efficiency to enhance cost efficiency and sustainability;
and

� a focus on customer value, including service choices
and ease of adoption.

Reliability and Resilience
Few question the priority and importance of enhancing the
reliability and resilience of electric service. While our electric
system is highly reliable, recent weather events and the
reliability needs of our increasingly technology-dependent
economy are ample proof that we require exceptionally high
reliability and resilience to fuel our economy. As in most areas
of strategic importance, we cannot just maintain the status
quo, but must be committed to continuous improvement 
of our electric system to support new technologies and the
competitiveness and growth of our economy.

Increased Clean Energy
Most Americans believe that preserving a clean environment
and addressing climate change are essential priorities.
Gallup polling shows that only 24 percent of Americans
have no concerns as to the quality of the environment
(which is down from 29 percent in 2010).15 Opposition to
developing a cleaner energy mix tends to highlight the
near-term economic impact (jobs and costs to
customers), but momentum is clearly building
toward a cleaner energy mix. In support of
a clean energy future, (i) 36 states plus
D.C. have either renewable portfolio
standards (29 states plus D.C.) or
renewable portfolio goals (7 states),
(ii) 23 states have energy efficiency
resource standards, and (iii) the US
EPA recently released the Clean
Power Plan (which aims for a 32
percent reduction in greenhouse gas
emissions by 2030).16

Optimized Energy System
Optimizing the use of our energy
infrastructure will enhance our economic growth
potential by increasing customer discretionary income
and reducing costly energy emissions. Optimization of
resources includes efficient energy consumption,
spreading usage to off-peak periods and reducing the
need to invest in incremental energy infrastructure. In
doing so, current and future costs of electric service can
be proactively managed to enhance value for customers.
System energy loads should be optimized, not simply 

individual customer energy loads. For example, if there
are better ways to enhance the efficiency of the grid (vs.
behind the meter), all customers benefit equally from this
investment. Examples include community solar and grid-
level storage, as compared with customer DER application
of such technologies. This is not to suggest that we
mandate one renewable resource over another, but that
we pursue the most cost-efficient energy sources, either
through new-construction plans or by capping incentives
on DERs consistent with the most cost-effective clean-
energy options.

Customer Value
This is a new area of focus for utilities.

Prior to DER and efficiency applications,
utilities were responsible for meeting
system needs, and customers were
viewed as “ratepayers.” When
customers have alternatives, service
providers must focus on providing
customer value. Utilities are in the
process of transforming to customer-

focused organizations with an
expanding choice of energy technology

options. This is a work in progress, and
many utilities may not understand the

significance of this change. The focus on
customer value also includes ease of product

adoption. We live in a complex world in which many interests
compete for our time. Value to customers is not just about
product quality and cost of service, but includes making it
easier for customers to learn about and, if appropriate,
adopt alternatives.

To build such an industry, we will need foundational
principles to support the vision and a pathway to reach it.

Optimizing the use of 
our energy infrastructure 

will enhance our economic
growth potential by increasing
customer discretionary income

and reducing costly 
energy emissions.

Con Ed's Brooklyn-Queens Program
An interesting example of deploying innovative solutions to
achieve the goals of a 21st Century Utility is Con Ed’s Brooklyn-
Queens Demand Management Program (BQDM). The BQDM seeks
to reduce demand by 52 megawatts via customer-side and utility-
side solutions in order to avoid spending $1 billion on a new
substation and related electric infrastructure. This initiative will
provide incentives to participating customers and to Con Ed and
will result in lower utility rates for all customers. 
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Foundational Principles to Support 
a 21st Century Electric Utility

Chapter 3

A durable building or organization requires a strong
foundation to support its structure. The prior section
outlined the vision for a 21st Century Utility industry, but
we cannot create this without solid foundational principles,
which are as follows:

� financially viable utilities are essential to fund and
support an enhanced electric grid;

� policymakers must promote clear policy goals as part
of a comprehensive, integrated jurisdictional energy
policy or 21st Century Utility model;

� a commitment to engaging and empowering customers
can help them make intelligent energy choices, including
third-party engagement and access to necessary data;
and

� equitable tariff structures promote fairness and 
policy goals.

Financial Viability
Enhancing our electric grid to achieve our reliability
objectives will require significant investment. The Brattle
Group estimated that $75 to $100 billion per year (in 2009
dollars) will be required to maintain reliability levels. The
industry, however, has operating income of $30 billion per
year before paying dividends, which means it needs access
to external capital to raise the significant funds (in excess 
of $50 billion per year) to support the existing business and
make the required future investments. Accessing capital 
of this magnitude requires investment-grade credit ratings
(BBB- or above, using Standard and Poor’s parlance). The
better the financial health of the utility, the larger its potential
audience for capital and the lower the cost of capital realized.
Thus, financially healthy utilities are a key foundational

component of a 21st Century Utility model. Importantly,
financial health is built over many years of experiencing 
a transparent and durable operating environment, with
consistent policies and financial performance.

Clear Policy Goals
The utility industry cannot evolve without rules and
regulations that support the desired evolution. Thus,
policymakers must assess the landscape and create,
through active interaction with key stakeholders, clear
policy goals and a program to achieve them. Each
jurisdiction will need to fully explore the interests of
stakeholders, the policy objectives already in place and 
the impacts of proposed policy shifts on their stakeholders.
The objective is to develop a comprehensive and integrated
set of policies that drive toward the desired outcomes while
accounting for constraints to reaching the vision. Although
several states are exploring the opportunity to refine their
utility model (see Experiences in Selected States and 
the UK, page 25), no state to date has implemented an
integrated, comprehensive set of policies, with a timeframe
and plan to reach an objective. Without a comprehensive
set of policies and a plan, a jurisdiction may have a variety
of programs, some mandated and others aspirational, to
refine utility services. But such plans require appropriate
incentives and accountability as a comprehensive package
to drive reform.

Customer Empowerment
A commitment to empowering customers to make intelligent
energy choices may seem obvious, but it requires proper
alignment of stakeholder interests. Traditionally, utilities
have been motivated to sell electricity, not support reduced
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consumption or investment. We need to remove the model
bias that promotes traditional utility financial value and create
an environment in which all stakeholders are aligned and
benefit from behaviors consistent with the vision. When
shared interests are recognized, we have an opening for
an environment that supports customer value creation,
including promoting actions and tools for customers. 

Equitable Tariff Design
Utility tariff structures will be a key component of the
strategy to achieve a 21st Century Utility. Tariffs are central
to both customer value decisions and recovery of revenues
to support utility financial health. The development of tariff
structures that support policy-driven objectives and that
are fair to all customer classes is a key area of debate. 
In a model that focuses on efficiency and cost of service,
inclining block rates have been a favored tool to mitigate
excessive energy use. The problem for utility revenues is
that this rate structure feeds customer choice dynamics
that reward DER selection and transfers costs to non-DER
customers. In the discussion of tariffs that follows, a package
of solutions is proposed that is intended to encourage
policy goals, fairness to all customer classes, systemwide
cost optimization and utility financial stability.

Planning to Accelerate and 
Coordinate Industry Evolution
The U.S. has more than 50 state/district regulatory
authorities overseeing investor-owned utilities, which
represent over 70 percent of the U.S. electric industry.17

To enable the industry to evolve, states have generally taken
the approach of setting goals (e.g., RPS) and programs 
but rely on utility mandates or the competitive marketplace 
to innovate and provide solutions directly to customers, with
the expectation or hope that customers will engage in these
products and efficiency behaviors.  If we rely on the
marketplace to support the future of electric services, the
most successful competitive market participants will win, but
they may not be the most efficient for customers or society
overall, as evidenced by the relatively low penetration of and
energy savings from efficiency technologies. 

To drive our electric energy future so as to optimize our
finite resources (energy and capital), it seems appropriate
for policymakers to proactively develop a comprehensive
vision and plan for each jurisdiction’s energy future. The
objective would be for us to take charge of our direction

and accelerate the efficiency of activity, and thus mitigate
any waste of energy and capital through the transition 
of the plan to the desired end state. The components of 
a statewide energy or 21st Century Utility plan would include:

� vision—how we expect customers to use and manage
their electricity needs in the future;

� objectives—comprehensive, integrated policy positions
to achieve the vision, including the approach to deploying
renewables, storage, DER and microgrids;

� defined goals—providing metrics and timeframes for
achieving progress toward the realization of the vision; 

� clear participant roles—who will be held accountable
for driving the vision, and how customers, policymakers,
utilities and competitive service providers will interface
and cooperate; 

� incentives—quantifying the appropriate level and
approach to allocating financial incentives to stakeholders
to accelerate and realize the vision;

� accountability—ensuring the realization of the vision
through metrics, incentives and penalties; and

� feedback loop—how often the plan will be evaluated to
reflect changing market dynamics and opportunities.

Given their scale, presence and interaction with all
stakeholders, particularly customers, utilities appear to be
the only logical entity to coordinate and be held accountable
for the execution of a 21st Century Utility model and the
realization of milestone goals. 

Essential to the evolution and acceleration of a 21st Century
Utility is the education of customers on the opportunities
and benefits of optimizing their energy use (reducing 
use and/or moving load off-peak), deploying alternative
technologies to optimize usage and offering assistance 
in adopting such new services. The more effective the
education and ease of effort to adopt and utilize new
services, the more likely that customers will be receptive.

While utilities have offered energy-efficiency programs 
and services for years, the Internet and smartphones are
accelerating customer education and energy optimization.
Smartphone apps turn what used to be low-priority chores
into fun ways to be productive and share success and
opportunities with friends. So although utilities have been
involved with efficiency in the past, technology is driving
exciting new products and services, and smartphone
deployment is making it easier to adopt and manage these
new technologies.

Pathway to a 21st Century Electric UtilityChapter 3 22
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The Clean Power Plan
The EPA’s newly issued CPP offers states an excellent
opportunity to develop their energy strategies for achieving
a 21st Century Utility business model. Issued in August
2015, the long-awaited rule governs performance standards
for greenhouse gas emissions from existing and new
power-generation sources. The CPP outlines the first
national standards for CO2 emissions from power plants
and seeks to reduce emissions from the power sector by
32 percent in 2030 from 2005 levels. Among its benefits,
the CPP aims to improve health by reducing pollutants,
supports clean-energy innovation and provides the foundation
for a national climate change strategy. Compliance
commences by 2022, with phase-in completed by 2030. 

While lawsuits have already been filed against the rule,
when implemented the CPP will be based on three building
blocks: (i) improved performance of existing coal-fired
power plants, (ii) substitution of natural gas power
generation for coal-fired capacity; and (iii) increased
renewable generation to an estimated 28 percent of our
energy mix by 2030. 

Each state is responsible for developing and implementing
a plan that ensures compliance through the phase-
in. States have the option to implement
plant-specific performance plans or a
statewide portfolio approach. While end-
user energy efficiency is not a formal
building block in the rule, it is allowed

as a compliance option. States can also join together to
develop multistate solutions, such as the Regional
Greenhouse Gas Initiative. The rule calls for state plans to
be filed by September 2016, with the potential to seek
extension until September 2018.

While the CPP provides significant flexibility to states, the
rule will likely lead to reduced coal-fired power generation
and a significant expansion of renewables to achieve the
targeted CO2 emission reductions. For renewable power
generation to grow from 13 percent of our power mix in
2013 to 28 percent in 2030 will require a dramatic increase
in renewable-energy capacity and investment.

States will likely consider multiple strategies to encourage
an increase in renewable energy, including expansion of
RPS mandates to support their CPP implementation plans.
Based on projections developed from Energy Information
Administration (EIA) data, the renewable capacity required
to generate the 2030 goal could stimulate up to 350GW 
of incremental renewable capacity. This level of capacity
expansion will require all forms of renewables to be
adopted, but utility-scale renewables will likely be a very
large component of the compliance requirement, given
their scaling potential and economic advantages.

The timeframe set for state CPP compliance
plans provides an excellent opportunity for

each state to develop its energy strategy
in alignment with the 21st Century
Utility model proposed in this paper. 

The timeframe set for 
state CPP compliance plans

provides an excellent
opportunity for each state 

to develop its energy strategy 
in alignment with the 

21st Century Utility model
proposed in this paper. 
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The Pathway to a 21st Century
Electric Utility

Chapter 4

Stakeholders will likely agree on the vision and foundational
principles to support a 21st Century Utility model, but the
way to achieve it will be more heavily debated. This paper
introduces a pathway for accelerating the realization of a 21st
Century Utility by setting clear policy direction, assigning
accountability for results and shifting the focus of regulatory
oversight from litigated rate proceedings to forward planning
and accountability with incentives and penalties. The
following pathway points are not an á la carte menu of
choices but are intended to be a combined package of
actions to support and integrate realization of the vision.

� State policymakers pursue legislation to outline the
model for a 21st Century Utility, to include:

▪ providing environmental, RPS, energy-efficiency,
demand response and peak-load management
objectives, including transitional targets;

▪ refining building standards to address new construction
and major modifications to support efficiency and
environmental footprint goals (e.g., California Zero
Net Energy Plan for new construction);

▪ accountability metrics for managing the transition to
the vision;

▪ reform of the regulatory oversight approach to focus
on planning and accountability oversight; and

▪ outlining the role by which distribution utilities will be
authorized to participate, including the potential for
service revenue and behind-the-meter asset ownership.

� Regulatory reform is enacted to support efficient
resource deployment and accountability:

▪ multiyear integrated transmission and distribution
system planning process, including defining the value
and cost-effectiveness of renewable options;

▪ transparent and sustainable accountability metrics to
be set, based on customer and policymaker objectives;

▪ transparent and sustainable incentives (and penalties)
for accountability as to realization of policy objectives;

▪ multiyear rate proceedings to target customer focus
and shift of resources from regulatory administrative
proceedings to planning and results accountability; and

▪ structure of utility revenue potential for integrating
new customer services and potential for ownership of
DERs, including revenue requirement implications.

� Tariff structures are refined to support price signals
and financial viability requirements, including:

▪ inclining block rates to encourage efficiency and
signal incremental cost of new resources;

▪ bidirectional meters installed for all DER customers;

▪ transition to highest economic value renewable rate:
- most economical option to meet RPS, adjusted for 
transmission and distribution investment, line losses,
system reliability and emissions avoidance value, and

- timing of transition and grandfathering of existing 
DERs;

▪ demand response to be bid into capacity planning 
to encourage load resource optimization; and

▪ time-of-use rates to be implemented to manage
peaks and enhance system optimization.

� Utilities are empowered and accountable for managing
the transition, and are:

▪ held accountable for controllable results in achieving
a 21st Century Utility;

▪ encouraged to lead the integration of new technologies
and given incentives to achieve results, as deemed
appropriate;

▪ responsible for educating customers on new energy
management alternatives; and

▪ the potential owners of renewables, new technologies,
or DERs, as addressed in statewide energy or 21st
Century Utility plans.
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Experiences in Selected States and the UK
States with high electric prices, locational DER opportunities
or grid reliability challenges will likely take the lead in
pursuing 21st Century Utility proceedings and, hopefully,
implementation programs. Clearly, states will develop
policies and strategies that reflect their unique circumstances
regarding policy, system resource issues, locational
opportunities and energy costs. Many states will learn
from first-mover jurisdictions that are pursuing a 21st
Century Utility model in a comprehensive manner. 

While practically every state has addressed specific issues
related to energy supply and efficiency programs, few have 

developed a comprehensive framework for engaging the
utility of the future. California and New York have been the
most proactive in leading change in their markets. Also
worthy of note is the Revenue = Incentives + Innovation +
Outputs (RIIO) model in the UK and how it has addressed
the alignment of customer, policymaker and utility interests.
In Minnesota, policy advocacy and utility interests have
proposed an interesting paradigm to develop the electric
utility model and are in the process of collaborating with
state policymakers to discuss the proposed framework,
referred to as the e21 Initiative.

Figure 9: Responses to Evolving Electric Utility Models

State of MA:
Grid Modernization
Working Group

NY: 
Reforming the
Energy Vision (REV)

HI:
Power Supply
Improvement Plan

CA: 
AB 327 on
Distributed
Generation Tariffs

e21 Great Plains Institute, CEE,
Xcel Energy, MN Power et al.

Source: Great Plains Institute, July 2015.

California has led efforts to reform its utility model, dating
back to an aggressive Public Utilities Regulatory Policy Act
implementation program in the 1980s and its groundbreaking
1994 industry-restructuring docket. However, the California
energy crisis of the summer of 2002 illustrated that not all
that has been tried in California has met with success.
Still, California has led with its aggressive implementation
of renewables through its RPS (now seeking a 50 percent
renewable mix by 2030), attracting both rooftop and utility-
scale renewables, and energy-efficiency spending (about
30 percent of U.S. spending).18 California also leads on
incentive programs for utilities to achieve efficiency savings
and programs to enhance energy-storage technologies,
though the incentives for efficiency adoption are modest
relative to the amount needed to drive significant
organizational focus and strategy. 

Currently, California is mandating that distribution resource
plans be provided by each utility, with a focus on better
integrating DERs into the grid. However, California has not
gathered its array of programs into a comprehensive 21st
Century Utility model, and is only beginning to unleash the
full power of its nearly statewide advanced metering
infrastructure, including meaningful residential customer
application of time-of-use rates. Policymakers are
facilitating change through mandates, due to California’s
high electric prices and their willingness to allow cross-
subsidies among and between customer classes. Such
mandates raise questions as to the fairness of benefits to
all customers, given the small but growing percentage of
customers who take advantage of market opportunities,
such as rooftop solar rewarded with high net energy
metering buy-back rates.
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New York has been the most active in pursuing a
comprehensive solution to a reformed utility model. The New
York state proceeding Reforming our Energy Vision (REV)
intends to promote more efficient use of energy, including
increased penetration of renewables and DERs. It also
intends to promote markets to drive greater use of new
technologies for energy management. The objective is to
empower customers by providing more choices for managing
their electric consumption. Utilities, under REV, will be tasked
with operating the grid and acting as the distribution-service
platform provider, integrating market solutions into the grid.
The New York Public Service Commission (NYPSC) is
considering tariffs and incentives to better align utility
interests with achieving the commission’s policy objectives.
The Staff of the Department of Public Service issued a white
paper19 in July 2015 proposing future incentive opportunities
for New York utilities, including market-based earning
opportunities from new grid-related services and incentive
mechanisms for performance consistent with goals.
The REV initiative is a work in progress.

Neither California nor New York has yet created
material, timely or transparent incentive
frameworks to move utilities to revise their
approach to customer engagement, or
otherwise taken a leadership position to
encourage large percentages of the
customer base to more proactively
optimize energy consumption. In New
York, that is starting to change. Con
Ed’s BQDM Program, discussed earlier,
is a recent example of the NYPSC
approving an innovative solution that does
provide for incentives to the utility. 

In California, the incentives available two years
after the reporting period yield less than 1.25
percent of utilities’ operating income.20 This level of
incentive does not motivate major corporate strategic
reassessment of operational, financial and compensation
strategies. In addition, the programs in California and New
York do not promote the most efficient use of DERs, but
encourage the marketplace to adopt DERs, at the same
time discouraging the utilities from investing in them by
offering attractive net energy metering incentives.

Minnesota’s e21 Initiative is an interesting and important
collaborative effort to develop Minnesota’s 21st Century
Utility. The effort is led by the Great Plains Institute, an
energy policy advocacy group, and involves Minnesota’s
investor-owned electric utilities and several national energy
policy groups. The initiative proposes a comprehensive
framework for a 21st Century Utility and regulatory
oversight approach. The Phase I report, issued in
December 2014, includes the following recommendations:

� reward utilities for delivering customer value with reduced
reliance on a capital investment–driven model;

� align the utility model with state and federal policy goals;

� enable the delivery of services that customers value;

� fairly value grid and DER services;

� focus on economic and operational efficiency of the
entire system;

� reduce regulatory oversight–related administrative costs;
and 

� facilitate innovation and implementation of new
technologies.

e21 proposes performance-based ratemaking as an
incentive to utility performance, consistent with multiyear
integrated system plans that focus on DER deployment and
reducing costs through system wide efficiency measures.
The initiative seeks to establish multiyear rate programs to

shift the regulatory oversight focus from rate-case
preparation and deliberation to forward planning. 

The e21 Initiative, while in its early stages,
represents a comprehensive and

collaborative approach to pursuing a
21st Century Utility model. Unlike
New York’s REV, this initiative is
more robust in that it provides a
larger role for utilities to engage with
customers and it outlines how
regulatory oversight should evolve.
For the initiative to move forward,

policymakers will need to endorse the
framework outlined. How this initiative

is ultimately received by Minnesota
policymakers, and the full range of public

process participants that engage in the discussion,
will shed light on the prospects for policy-led collaboration

toward a new utility model, in Minnesota and nationally. 

The United Kingdom’s RIIO model is encouraging to consider
for its impact on ratemaking solutions. The RIIO model builds
on the UK’s prior approach to determining revenue. It will
create eight-year periods for price review, under which utilities
have the opportunity to realize operational efficiencies, subject
to accountability metrics, and given incentives to consider
operating investments that replace or defer capital investment
(known as Totex, or total expenditures). Totex was structured
to address the inherent utility bias toward capital investment
(rate base) by capitalizing and allowing a return on, and of,
investment of certain operating expenditures that avoid or
defer less economical capital investment. The concept is to
focus on optimizing total system expenditures. If the system
can benefit from efficiencies related to operating versus capital
expenditures, the utility will earn a return on a component
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capital expenditures, the utility 

will earn a return on a component 
of such efficiency savings while 

the customer benefits 
from a lower cost.
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of such efficiency savings while the customer benefits from
a lower cost. The criticism of RIIO is that significant
regulatory proceedings, costs and ongoing oversight are
required to approve and execute on a RIIO planning period.
So, while the RIIO model may not be appropriate for many
U.S. states due to the significant administrative burdens
created for policymakers and utilities, components of RIIO,
such as multiyear regulatory review periods and Totex, are
worthy of consideration for implementation.

Developing an Accountability 
and Incentive Framework
The utility model we operate within today is highly regulated
and mostly backward looking in its approach to regulation. In
an ideal world, policymakers would outline their policies and
develop accountability metrics to monitor and evaluate
utility performance. Instead of mandating and
overseeing countless proceedings as to utility
performance, a strategy could be employed
by which reasonable accountability metrics
were tied to meaningful incentives and
penalties that would lead utilities to
focus on achieving best-in-class
performance. Since U.S. utilities for the
most part already provide best-in-class
reliability of service, new accountability
metrics would focus on achieving
performance toward a 21st Century
Utility framework. Examples of potential
accountability metrics, focusing on customer
and policy goal realization and the transparency
and sustainability of such goals, are as follows:

� reliability—percentage of hours of uninterrupted
electric service and percentage and number of annual
outages impacting customers;

� service—range of customer energy solutions offered,
number of customer calls, call wait times and number
of calls to resolve complaints;

� efficiency—weather-adjusted decline in energy usage
due to efficiency adoption and peak load management
and optimization;

� clean energy mix—increase in renewables and DERs
and decline in carbon footprint relative to RPS standard
transitional goals; and

� investment—capital and total spending below a
predetermined rate, subject to carve-out for critical
infrastructure investments.

To be effective in driving change, incentives and penalties
must be transparent (i.e., easy to understand, calculate and

report on in a timely manner). To drive and align behavior
change, significant opportunity and dollars should be at risk
for achieving on incentive performance, for example up to 10
to 20 percent of profits. A utility realizing a 10 percent ROE
would be able to earn up to 12 percent for meeting its
incentive targets. While there is no science behind that
incentive number, it must be meaningful to encourage
changes in behavior, and less than 10 percent is unlikely to
achieve that goal. In order to encourage the behavior and
innovative spirit that are essential to achieving continuous
performance improvement, incentives must be durable. They
must be available and achievable on an ongoing basis and
subject to revisions as market conditions evolve. For capital
markets to differentiate between those states that provide
incentives and those that do not, durability will be an
important component.

The benefit of a multiyear regulatory plan is that utilities can
align their strategy with the implementation of their

integrated distribution plan, which will free up
resources that can be deployed in effective

future planning because fewer resources
will be required to process rate cases.
Transparent accountability metrics and
resulting incentives and penalties will
provide ongoing oversight of utility
performance and progress in
reforming our energy future.
Policymakers, through their regulatory

oversight, can ensure that the
integrated system plan responds to their

stated objectives. In particular, agreement
can be solidified on deploying and valuing

renewables, such as community solar and
rooftop solar. A robust integrated system plan

would provide utilities with an effective roadmap for
operating over the planning period with improved clarity as to
the path of utility rates over that period. Each new integrated
planning cycle would provide an opportunity to refine the
next plan, so as to continuously improve the process and
respond to customer and marketplace dynamics.

Engaging Utilities to Adopt 
a 21st Century Electric Utility Model
The pathway proposed in this paper looks to the utility 
as the facilitator, integrator and nonexclusive distribution
channel to offer new products and services to its market.
The utility would not be responsible for developing new
technology, but for assessing and working with technology
providers to bring best-in-class technologies to the customer
base. With the support of policymakers, utilities may be
allowed to own and operate (either through the regulated
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entity or an unregulated affiliate) assets behind the meter,
or at a minimum, could leverage competitive providers to
offer the best price to customers. The advantage of utility
ownership is scale and cost of capital benefits. 

The following summarizes why utilities should be at the
forefront of leading, integrating and accelerating the
transition to a 21st Century Electric Utility, from the
perspective of key stakeholder interests.

� Benefits to Customers
� high level of recognized trust in utility providers versus

a large group of unknown vendors of competitive energy
services and technologies (including efficiency, demand
response, load management and DER providers);

� access to customer and electric system information
that supports a program for system optimization
regarding future investment (subject to strong standards
to protect consumer privacy);

� increased quality control oversight of third-party
competitive energy service providers and products, given
their scale, system knowledge, resources and lack of
incentive to promote one new technology over another;

� enhanced information analytics based on customer
usage experience to support customer decision making
regarding innovative energy-optimization product
alternatives; and

� lowest systemwide cost of deploying optimal located
investments with scale technologies.

� Benefits to Policymakers
� acceleration of defined policy objectives (efficiency, system

optimization, environmental) through properly structured
incentives and accountability for realizing results;

� ability to enhance accountability via regulatory oversight
of utilities; and

� opportunity to mitigate the level of utility rate increases
required by allowing utilities to earn additional revenues
related to facilitating, integrating or owning new services,
including behind-the-meter assets.

� Benefits to Competitive Marketplace Service Providers
� endorsement of best-in-class providers and technologies;

� partnering with utilities can facilitate increased adoption
of new value-add technologies; and

� partnering with utilities can reduce customer acquisition
costs and thus enhance profitability (through reduced
cost and increased volumes).

� Benefits to Utilities
� enhanced customer service by increasing interactions

with customers;

� optimized  investment and reduce costs and risks;

� enhanced regional economic growth through enhanced
optimization of utility system and services; 

� enhanced citizenship profile; 

� potential to earn incentives for achieving accountability
goals; and 

� ability to earn additional revenues from participating in
facilitating and integrating realization of a 21st Century
Utility, thereby creating potential to offset rate-increase
needs and earn incremental returns for investors.

Those opposed to utilities owning behind-the-meter assets
within the regulated business fear that it could: (i) complicate
the regulatory model and ratemaking, (ii) increase potential
financial risk to customers for un-creditworthy decisions and
(iii) freeze out competitive industry players. Policymakers/
stakeholders would have to evaluate these issues when
considering whether and how to allow utilities or utility-affiliated
entities to participate in behind-the-meter infrastructure.

We now have an array of competitive entities seeking to offer
new electricity products and services to both residential and
large commercial and industrial customers. This is a positive
development, but there is little, if any, oversight of the quality
of the services offered, including the economic efficiency of
these new inputs to the energy delivery system. Third-party
entities partnering with utilities should create the right type 
of checks and balances by which utilities can oversee the
development of new technologies that impact their system,
invest as appropriate to support the grid needs and enable
best-in-class technologies, and act as a distribution channel
to assist in deploying new technologies. However, competitive
service providers may seek utility system data to support their
initiatives, and policymakers will need to resolve issues
regarding data control, sharing and privacy protection.

Regulators in this paradigm would be able to drive utility
accountability through appropriate and transparent
customer and policy performance standards, consistent
with the objectives of economic provision of reliable, clean
and affordable energy services. In addition, regulators
would determine how utilities would be compensated for
their role in facilitating change and customer adoption
through incentives, as well as penalties when performance
standards are not met. They could further offer commissions
for utilities facilitating sales of new products offered by
vendors, and structure compensation and returns allowed
on utility (or utility affiliate) ownership to allow for behind-
the-meter assets.

Utilities have been timid in claiming a role in accelerating
and executing a 21st Century Utility model. Several factors
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have likely caused a less than aggressive posture: skepticism
on the part of regulators, who often suspect that utilities
may earn outsized profits from future activities and, thus,
have sought to encourage the competitive marketplace
without providing rules for how utilities can participate; 
a strong lobbying effort by competitive market providers 
to prevent utilities from participating in new services; and
utility compensation programs aligned with fiduciary duties
that do not encourage development of new markets but
focus on reliability and near-term financial performance.

Vertically Integrated vs. 
Restructured Utilities
Given the restructuring of U.S.
electric utility markets and utilities’
roles in 17 jurisdictions during the
1990–2005 period, the industry is
no longer a homogeneous group 
of vertically integrated (distribution,
transmission and generation) utilities.
In most restructured markets,
distribution utilities own no meaningful
level of power generation and thus are
less exposed to threats to the economics
(and value) of the power markets. The volatility
and profitability of power generation in restructured markets
is borne by competitive generation companies (whether
independent from utility ownership or in unregulated
utility-affiliate entities). However, to the extent utilities 
in restructured markets collect tariffs based on energy
usage, these transmission and distribution utilities remain
exposed to fluctuations in customer energy usage. Thus,
not all utilities will be impacted by the same set of factors
in the transition to a 21st Century Utility sector.

Because vertically integrated utilities own power generation,
they are more exposed than transmission ad distribution
utilities to the electricity consumption impacts of DERs and
various forms of energy efficiency. Declining consumption
for these companies results in lower revenues to recover
generation investment and the related adverse impact on
market power prices (due to lower demand and increasing
supply from DERs). Thus, all other factors aside, it is likely
that electric generation owners, including vertically integrated
utilities and competitive generators, will be less interested
in moving toward a 21st Century Utility until the level of
unrecovered investment in power-generation assets becomes
less meaningful. This does not suggest that a transition may
not occur prior to recovering greater levels of generation
investment, since regulators can approve structures, such
as transition charges, to accelerate change if they deem 

it appropriate. In fact, the e21 Initiative was developed 
for adoption in Minnesota, which is a vertically integrated
utility market.

Utilities in restructured states have less at risk in moving
forward with a 21st Century Utility sector. While these
utilities may still be exposed to kWh consumption-based
tariffs, the impact can be more easily managed by
decoupling or other mechanisms to mitigate any drag on
return on invested capital. Importantly, the highest-cost

markets that are seeing the most interest in efficiency 
and new technologies tend to be in restructured

regions. Thus, we expect that these markets
will tend to be at the forefront of driving

industry change.

Ratemaking and 
Tariff Design
Important components of the
evolution to a 21st Century Utility

industry model are the topics of
ratemaking and tariff design. For

purposes of this paper, ratemaking is
defined as the process by which regulators

determine the appropriate aggregate annual
revenue collection (or revenue requirement) utilities

may recover from customers to cover costs and earn a fair
return on invested capital. Tariff design refers to the
structure of customer rates (or prices charged) to recover
the revenue requirement allowed.

Ratemaking, which is grounded in legal precedent as to
the utilities’ right to recover prudent costs, is not a hotly
contested issue in the 21st Century Utility debate. The
ratemaking discussion has often focused on structuring a
system whereby utilities have no incentive for (or are
indifferent to) increased capital investment (aka rate base)
to provide service, such as in the UK’s RIIO model.

Tariff design is the tool that regulators use to promote
policy objectives, such as equitable distribution of cost,
customer usage and consumption behavior. “Disruptive
Challenges” highlighted the confluence of factors challenging
the long-term financial viability of our traditional utility
regulatory model. The strategies proposed to address 
and mitigate the disruptive forces outlined were primarily
regulatory solutions. Looking through an investor’s lens,
several tariff-restructuring alternatives were proposed.
Those alternatives, which could be implemented individually
or in combination, included increasing monthly fixed
charges on all customers, monthly service charges for 
all distributed energy resource (DER) customers and/or
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revising the net metering buy-back rate to be based on 
the wholesale value of the energy provided by the DER
customer to the utility (versus the retail rate, as reflected
in the majority of net energy metering programs).

Marketplace dynamics since the release of
“Disruptive Challenges” suggest that two
important factors were missing from that
2013 assessment: (i) the customer and
policymaker view that it is not in the
best interest of customers or society
overall to slow the pace of technology
innovation or adoption (a likely result
of increased customer fixed charges),
and that over the long term,
technology advancement cannot be
deterred by regulatory rulemaking; and
(ii) customer and policymaker actions
through 2015 that have demonstrated a
clear policy opposition to meaningful increases
in fixed charges, as evidenced by low fixed charges in
place throughout the investor-owned utility industry, as well
as recent actions in several states that approved
nonmaterial fixed charge tariffs (e.g., Arizona Corporation
Commission adopting a $5/month charge, not the
$50/month charge proposed by Arizona Public Service).

While the cost structure of distribution and transmission 
of electric utilities is predominantly of a fixed nature (i.e.,
not meaningfully impacted by volume variability or short-
term business issues), utility rate structures have typically
authorized a small fixed charge component. Increasing

mandatory fixed charges (or demand charges), a solution
proposed in “Disruptive Challenges,” is a tariff design tool
that utilities have actively pursued since 2013 to mitigate

revenue risk from disruptive forces. According to
the Environmental Law and Policy Center, 

24 utilities have recently proposed
increases to their fixed fees.21 However,

significant increases have met with
strong opposition from customer
interests and policymakers.

Adopting meaningful monthly fixed
or demand charges system-wide will
reduce financial risk for utility
revenue collections for the immediate

future, but this approach has several
flaws that need to be considered when

assessing alternatives through a win4
lens, by which all principal stakeholders

benefit. Fixed charges: 

� do not promote efficiency of energy resource demand
and capital investment;

� reduce customer control over energy costs; 

� have a negative impact on low- or fixed-income
customers; and

� impact all customers when select customers adopt
DERs and potentially exit the system altogether, if high
fixed charges are approved and the utility’s cost of
service increases.

While DER customer charges can be structured to reflect

Figure 10: Mandatory Fee Proposals Timing Map

Source: NRDC, NCLC and Vote Solar.

� Current fixed charge
proposal/fight (21 states)

� New proposal expected within
12 or 24 months (4 states)

� Proposal expected (uncertain
timing), or possible due 
to recent activity (e.g., NEM
debate) that could spur 
a proposal (13 states)

� No current or near-term
expected activity (12 states)

Adopting meaningful 
monthly fixed or demand 

charges system-wide will reduce 
financial risk for utility revenue

collections for the immediate future, 
but this approach has several flaws 
that need to be considered when
assessing alternatives through a 
win4 lens, by which all principal
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the value of the grid connection that is maintained by
practically all DER customers, such charges will need to
consider whether and at what level a DER buy-back rate
(the price paid for energy by a utility to a DER supply
customer) should be set. Through a win4 lens, it is clear
from recent regulatory actions reconfirming support for
DERs and net energy metering that policymakers are
interested in DER development and customers want the
option to choose their own energy supply. 

It is therefore in the long-term best interests of utilities to
support such choice, consistent with regulatory policies
that support financial viability and avoid meaningful
monthly fixed charges. By instituting monthly DER
customer grid fees or reducing buy-back rates, it is likely
that rooftop solar activity will be slowed, and this must be
considered in the policy debate. This is consistent with the
early experience of the Salt River Project (SRP),
which is not regulated by the Arizona
Corporation Commission and implemented
a $50/month renewable customer grid
charge for all new rooftop installations.
Since that announcement, one major
rooftop supplier reported a 96
percent decline in new solar
applications in the SRP territory.

Besides the installed cost advantage
of utility-scale solar versus rooftop
solar and system optimization
considerations, community or utility-
scale solar brings the advantage of
renewables to all customers without the
potential cross-subsidy issues associated with
rooftop solar. 

Tariff Design Principles for 
a 21st Century Electric Utility
As we consider fairness to all customers, we should provide
incentives to fund the most cost effective renewable options.
In October 2015, the Hawaii PUC halted its net energy
metering program for new systems due to penetration 
in excess of 20 percent. This is the first significant action
to slow the growth of rooftop solar penetration due to the
high cost that NEM programs shift to non-DER customers.
In a recent study prepared by the Brattle Group entitled,
“Comparative Generation Costs of Utility-Scale and
Residential-Scale PV in Xcel Energy Colorado’s Service
Area,” the findings demonstrate that “utility-scale PV system
is significantly more cost-effective than residential-scale
PV systems when considered as a vehicle for achieving

the economic and policy benefits commonly associated
with PV solar. If, as the study shows, there are meaningful
cost differentials between residential and utility-scale
systems, it is important to recognize these differences,
particularly if utilities and their regulators are looking to
maximize the benefits of procuring solar capacity at the
lowest overall system costs.”22

Given the significant net cost benefit of approximately 
45 percent for utility-scale solar (due to capacity costs 
and power output optimization), pricing of rooftop solar
and related subsidies, and other energy technology
alternatives, should be determined by the most efficient
alternative opportunity, after factoring in grid-related costs
and benefits. Tariff fairness can be structured, such as 
by adopting renewable grid charges or adjusting DER 
buy-back rates (i.e., net metering), in a way that factors in 

the economic value of adding renewables to the grid
and creates an opportunity for all customers to

benefit equally from the adoption of
renewables, not just homeowners who

can deploy solar on their rooftops. 

Without increased demand for
electricity sales, fixed charges to all
customers, or DER grid charges,
utilities will continue to be exposed 
to customer switching and under
recovery of revenues. This is

especially true for utilities with
inclining block tariffs (i.e., the more you

use, the higher the rate for incremental
energy consumed) that are in excess of the

cost of DER alternatives. The result of ongoing
customer adoption of DERs in net energy metering

states (43 of 50) is that future rate increases are required
to offset the revenue lost from those customers adopting
DERs. This scenario feeds a cycle of customer adoption of
DERs and eventually results in increasing rates for non-
DER customers. The advent of (i) bidirectional metering,
(ii) most economical value of renewable buy-back rates
and (iii) revenue-decoupling mechanisms can assist in
mitigating this risk.

Time-of-use (or real-time) pricing has the potential to 
be an important tool in optimizing system capacity and
moderating incremental capital investment in electric
energy infrastructure. While this type of tariff design has
been discussed for years and is supported by smart-meter
technology investment, policymakers have generally not
supported it. The lack of support from policymakers is a
roadblock to moving forward on a 21st Century Utility model.

Time-of-use rates have not been widely implemented 
due to technical constraints—a lack of smart-meter
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infrastructure—and a lack of public interest. Customer
concerns include lack of understanding, potential volatility
of bills, and impact on low- and fixed-income customers.
Given the new tools available to enhance system wide
efficiency, including peak load management, time-of-use
rates can be an important tool in managing a dynamic
optimization of resources as market demand and supply
evolve in a technology-enhanced 21st Century Utility
model. Thus, we need to expand our efforts to educate
and pilot these programs. While “opt-in” programs have
often realized low adoption levels, another alternative to
consider is selected “opt-out” programs, where appropriate,
to encourage realization of policy objectives.

Factoring in financial viability considerations and customer
and policy preferences, the following tariff principles are
components of a tariff design that can contribute to the
development of a 21st Century Utility model:

� introducing inclining block rates to promote
efficiency of energy consumption;

� decoupling of revenues from
volumetric usage charges to protect
cost-recovery shortfalls in the
short-term, for example due to
customers switching to DERs or
declining usage due to new
technologies; however, decoupling
does not reduce the long-term
vicious cycle of increasing customer
adoption of DERs created by
increasing rates;

� providing bidirectional meters to all
DER customers so that energy consumed
from utilities would be charged based on utility
tariff schedules, and buy-back rates for DER-produced
energy at a value of renewable rates;

� setting the value of renewable rates at the higher of
competitive wholesale energy prices or the levelized
cost of the lowest incremental cost to deploy efficient
renewables (e.g., lower of rooftop vs. utility scale, with
adjustments based on evaluation of system costs and
benefits); and

� establishing time-of-use rates to optimize system
efficiency; time-of-use rates will enhance the value of
new technology investment as customers optimize the
value of this rate structure (e.g., using appliances with
time-of-use controls). 

With these principles in place, tariff economists can fine-
tune potential tariff structures to support a 21st Century
Utility model. Each jurisdiction will have its own unique
issues and cost structures that will impact the ideal
approach in its market. Since we are likely to grandfather

existing DER customers during the transition period, we
should address the tariff issue now to define the ultimate
transition period, provide fairness to all customers and
mitigate financial risk to customers and utility investors.

Financial Issues
The financial health of utilities has improved over the last
several years, based on the support of regulators for
allowing recovery of revenue shortfalls due to declining
consumption and customer growth, with increased use of
decoupling of revenues from consumption in some form
now in over 28 jurisdictions. In addition, a decline in the
cost of fuel to generate power, lower merchant power prices
and lower interest rates have provided additional headroom
for base utility rate increases. In this environment, and

reflecting lower interest rates in the financial markets,
utility credit ratings have stabilized from the

continuous decline experienced from the
1960s through 2010, and utility equity

prices have been at or near all-time
highs on a dollar price and multiples-
of-earnings basis. Investors are
generally pleased with the utility
sector’s performance, and likely
hope the current business model
prevails for the foreseeable future.
Unfortunately, hope is not a strategy.

However, below the surface, as
described in countless industry trade

articles and in “Disruptive Challenges,” lie
foundational shifts that suggest the steady

period of utility performance will be challenged
by customer choice, the adoption of new customer-driven

technologies (e.g., Nest) and customer behavior changes
driven by social and economic forces (e.g., smaller
homes). Investors have shown from prior experiences in
other industries that they become noticeably concerned
about disruptive challenges when the loss of sales and
revenues is reflected in financial results. For utilities, this
can happen when serious rate-increase opposition
accelerates due to the impact of increasing penetration of
DER technologies.

Although these disruptive challenges are well outlined in
utilities’ SEC filings, utility managements are managing
their businesses based on the current framework and their
fiduciary duty to focus on quality service for customers
and growth in near-term earnings and investment value 
for investors. As long as investment spending supports
growth through increased rate needs, the problems lurking
in the future are kicked down the road, although one could
argue that the problems are amplified by increasing utility
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rates in the short term. In addition, utility management
compensation is focused on near-term reliability and financial
goals, creating a fiduciary obligation and compensation
incentive for management to focus on the near term.

For the time being, all may appear well, but if one believes
that risks are at play, when these threats become a financially
reality, investment values will be impacted. Capital availability
will decline as investors focus on the potential for declining
profitability and the risk of stranded assets or cost levels that
the remaining customer base may be unwilling to bear. Given
the importance of utility access to capital to support the grid,
this is not an acceptable scenario. 

The objective is not to create fear or call for a death 
spiral, but to commence the transition now to a future 
that customers support and in which utilities can play 
a constructive role and access the capital required to build
this future. As a point of reference, who would have thought
that essential service industries in a growing economy
such as the airlines and the landline phone business
would not support investment-grade quality ratings as
stand-alone entities?

The New 21st Century Electric Utility
The current transition of the electric utility framework into
a new model is being led by economic and technological
forces that will ultimately drive change. This is particularly
true given the support of policymakers for customer choice
of electric supply and new technologies to drive efficiency,
system optimization and the reduction of our environmental
footprint through expanding our mix of clean energy sources.

The actions by states to date in considering meaningful
regulatory change have been predominantly in support of
a free marketplace for competitive providers to offer their

new services to customers directly or through utility-run
efficiency programs. In that environment, the utility is
relegated to grid provider, and policymakers have few
levers to oversee or influence the marketplace to achieve
their vision.

The environment that this paper proposes is one in which
the utility is responsible for the development and operation
of the grid, but is also encouraged and accountable for
accelerating our progress toward a 21st Century Utility
model. The utility will be encouraged and accountable 
for promoting the adoption of new technologies, and for
developing a cost-effective plan to deploy technology in the
most efficient way to control customer costs. In this scenario,
cost of capital on new investments might consider returns
on selected operational spending (similar to the UK Totex
model) that mitigates less-than-optimal capital investment.
Utilities would also play a traffic cop role by allowing only
proven technologies or vendors entry to their application store. 

Utility revenues will be determined by regulators to
encourage a return on invested capital, particularly for 
the legacy system in place, and transparent incentives 
to encourage accountability for accelerating change and
policy realization. It may be a challenge to develop tariff
mechanisms and incentives, since there exists a distrust 
of providing utilities an opportunity to increase their returns
above currently allowed levels. But common sense and
economic theory demonstrate that the best way to achieve
results is to provide economic incentives. Regulators will
continue to regulate, and thus any midcourse correction
deemed necessary can be implemented. The objective 
is to develop a formula by which customers are served,
policy is realized, technology adoption and product offerings
by competitive entities is accelerated, and utilities are
motivated to achieve the objectives of customers and policy
while maintaining financial viability to support the grid.
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Concluding Comments: 
Transitioning to the New Utility Model
The transition to a new industry paradigm will require the
proactive support of customers, policymakers and utility
regulators, competitive-market service providers, and
utilities. In the ideal world this would be a collaborative
process, driven by policymakers who understand that the
industry model needs to be refined in order to promote 

the full suite of opportunities that can be created by a 21st
Century Utility. A mutual understanding of the benefits of
collaboration and economic benefits to all parties is key 
to a productive process and for defining a clear transition
and end state.
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To make progress, it is important to begin this transition
soon and oversee its continual evolution. The process to
accomplish this transition is not regimented, but should
include the following steps:

� define the objectives, vision and foundational principles
for a 21st century electricity market;

� identify the transitional constraints and
roadblocks to navigate to the end-state
market;

� consider the roles and interactions of
key market participants, including
utilities and competitive service
providers;

� define utility tariff structure
objectives and approaches to
realizing objectives;

� identify alternative incentives and
hold utilities accountable for
accelerating and integrating 
system optimization;

� define a timeline for commencing the study process
and transition to the end state;

� identify a process to revise the utility model through 
the transition, as appropriate; and

� define the impact of the new model on the regulatory
oversight process.

No two states will apply the same approach, but
the goal is to develop several robust models

that can be tested and compared against
each other to refine into best-in-class

models over time. The policies set
forth for a 21st Century Utility model
and the pathway for achieving
results will create a significant
opportunity for economic growth
and regional competitiveness. Over
the long term, these proactive

solutions will create shared benefits
for customers, utility investors and

society as a whole.
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Figure 10: The Pathway to a 21st Century Utility Model Vision

Vision:
• Enhanced reliability and resilience of

the electric grid while retaining
affordability;

• An increase in cleaner energy to protect our
environment and global strategic
interests;

• Optimized system energy loads and
electric-system efficiency to enhance cost
efficiency and sustainability; and

• A focus on customer value, including
service choices and ease of adoption.

Foundational Principles:
• Financially viable utilities essential to fund

and support an enhanced electric grid;
• Policymakers must promote clear policy

goals as part of a comprehensive,
integrated 21st Century Utility Model;

• Commitment to engaging and
empowering customers to make
intelligent energy choices; and

• Equitable tariff structures that promote
fairness and economic and environmental
policy goals.

Pathway:
• State policymakers pursue legislation 

to outline the model for a 21st Century
Utility; 

• Regulatory reform to support efficient
resource deployment and accountability; 

• Tariff structures refined to support 
price signals and financial viability
requirements; 

• Utilities empowered and accountable
for managing the Transition.
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EXECUTIVE SUMMARY 

Recently, there has been a sharp increase in the number of utilities proposing to recover more of their 

costs through mandatory monthly fixed charges rather than through rates based on usage. Utilities 

prefer to collect revenue through fixed charges because the fixed charge reduces the utility’s risk that 

lower sales (from energy efficiency, distributed generation, weather, or economic downturns) will 

reduce its revenues.  

However, higher fixed charges are an inequitable and inefficient means to address utility revenue 

concerns. This report provides an overview of (a) how increased fixed charges can harm customers, 

(b) the common arguments that are used to support increased fixed charges, (c) recent commission 

decisions on fixed charges, and (d) alternative approaches, including maintaining the status quo when 

there is no serious threat to utility revenues. 

Figure ES 1. Recent proposals and decisions regarding fixed charges 

 

Source: See Appendix B 

Fixed Charges Harm Customers 

Reduced Customer Control. Since customers must pay the fixed charge regardless of how much 

electricity they consume or generate, the fixed charges reduce the ability of customers to lower their 

bills by consuming less energy. 

Low‐Usage Customers Hit Hardest. Customers who use less energy than average will experience the 

greatest percentage jump in their electric bills when the fixed charge is raised. There are many reasons a 

Legend

No recent proposals

Increase of 1% ‐ 99% proposed

Increase of 100% or more proposed
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customer might have low energy usage: they may be very conscientious to avoid wasting energy; they 

may simply be located in apartments or dense housing units that require less energy; they may have 

small families or live alone; or they may have energy‐efficient appliances or solar panels. 

Disproportionate Impacts on Low‐Income Customers. Data from the Energy Information Administration 

show that in nearly every state, low‐income customers consume less electricity than other residential 

customers, on average. Because fixed charges tend to increase bills for low‐usage customers while 

decreasing them for high‐use customers, fixed charges raise bills most for those who can least afford the 

increase. 

Reduced Incentives for Energy Efficiency and Distributed Generation. By reducing the value of a 

kilowatt‐hour saved or self‐generated, a higher fixed charge directly reduces the incentive that 

customers have to invest in energy efficiency or distributed generation. Customers who have already 

invested in energy efficiency or distributed generation will be harmed by the reduced value of their 

investments. 

Increased Electricity System Costs. Holding all else equal, if the fixed charge is increased, the energy 

charge (cents per kilowatt‐hour) will be reduced, thereby lowering the value of a kilowatt‐hour 

conserved or generated by a customer. With little incentive to save, customers may actually increase 

their energy consumption and states will have to spend more to achieve the same levels of energy 

efficiency savings and distributed generation. Where electricity demand rises, utilities will need to invest 

in new power plants, power lines, and substations, thereby raising electricity costs for all customers.  

Common Myths Supporting Fixed Charges 

“Most utility costs are fixed.” In accounting, fixed costs are those expenses that remain the same for a 

utility over the short and medium term regardless of the amount of energy its customers consume. 

Economics generally takes a longer‐term perspective, in which very few costs are fixed. This perspective 

focuses on efficient investment decisions over the long‐term planning horizon. Over this timeframe, 

most costs are variable, and customer decisions regarding their electricity consumption can influence 

the need to invest in power plants, transmission lines, and other utility infrastructure. This longer‐term 

perspective is what is relevant for economically efficient price signals, and should be used to inform rate 

setting.  

“Fixed costs are unavoidable.” Rates are designed so that the utility can recover past expenditures 

(sunk costs) in the future. Utilities correctly argue that these sunk costs have already been made and are 

unavoidable. However, utilities should not, and generally do not, make decisions based on sunk costs; 

rather, they make investment decisions on a forward‐looking basis. Similarly, rate structures should be 

based on forward‐going costs to ensure that customers are being sent the right price signals, as 

customer consumption will drive future utility investments.  

“The fixed charge should recover distribution costs.” Much of the distribution system is sized to meet 

customer maximum demand – the maximum power consumed at any one time. For customer classes 
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without a demand charge (such as residential customers),1 utilities have argued that these distribution 

costs should be recovered through the fixed charge. This would allocate the costs of the distribution 

system equally among residential customers, instead of according to how much energy a customer uses. 

However, customers do not place equal demands on the system – customers who use more energy also 

tend to have higher demands. While energy usage (kWh) is not a perfect proxy for demand (kW), 

collecting demand‐related costs through the energy charge is far superior to collecting demand‐related 

costs through the fixed charge.  

“Cost‐of‐service studies should dictate rate design.” Cost‐of‐service studies are used to allocate a 

utility’s costs among the various customer classes. These studies can serve as useful guideposts or 

benchmarks when setting rates, but the results of these studies should not be directly translated into 

rates. Embedded cost‐of‐service studies allocate historical costs to different classes of customers. 

However, to provide efficient price signals, prices should be designed to reflect future marginal costs. 

Rate designs other than fixed charges may yield the same revenue for the utility while also 

accomplishing other policy objectives, such as sending efficient price signals.  

“Low‐usage customers are not paying their fair share.” This argument is usually untrue. As noted 

above, distribution costs are largely driven by peak demands, which are highly correlated with energy 

usage. Further, many low‐usage customers live in multi‐family housing or in dense neighborhoods, and 

therefore impose lower distribution costs on the utility system than high‐usage customers. 

“Fixed charges are necessary to mitigate cost‐shifting caused by distributed generation.” Concerns 

about potential cost‐shifting from distributed generation resources, such as rooftop solar, are often 

dramatically overstated. While it is true that a host distributed generation customer provides less 

revenue to the utility than it did prior to installing the distributed generation, it is also true that the host 

customer provides the utility with a source of very low‐cost power. This power is often provided to the 

system during periods when demand is highest and energy is most valuable, such as hot summer 

afternoons when the sun is out in full force. The energy from the distributed generation resource allows 

the utility to avoid the costs of generating, transmitting, and distributing electricity from its power 

plants. These avoided costs will put downward pressure on electricity rates, which will significantly 

reduce or completely offset the upward pressure on rates created by the reduced revenues from the 

host customer.  

Recent Commission Decisions on Fixed Charges 

Commissions in many states have recently rejected utility proposals to increase mandatory fixed 

charges. These proposals have been rejected on several grounds, including that increased fixed charges 

                                                            

1 There are several reasons that demand charges are rarely assessed for residential customers. These reasons include the fact 

that demand charges introduce complexity into rates that may be inappropriate for residential customers; residential 
customers often lack the ability to monitor and respond to demand charges; and that residential customers often do not 
have more expensive meters capable of measuring customer demand.  
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will reduce customer control, send inefficient prices signals, reduce customer incentives to invest in 

energy efficiency, and have inequitable impacts on low‐usage and low‐income customers. 

Several states have allowed utilities to increase fixed charges, but typically to a much smaller degree 

than has been requested by utilities. In addition, there have been many recent rate case settlements in 

which the utility proposal to increase fixed charges has been rejected by the settling parties. 

Nevertheless, utilities continue to propose higher fixed charges, as any increase in the fixed charge helps 

to protect the utility from lower revenues associated with reduced sales, whether due to energy 

efficiency, distributed generation, or any other reason. 

Alternatives to Fixed Charges 

For most utilities, there is no need for increased fixed charges. Regulators who decide there is a need to 

address utility revenue sufficiency and volatility concerns should consider alternatives to increased fixed 

charges, such as minimum bills and time‐of‐use rates. 
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1. INTRODUCTION 

In 2014, Connecticut Light & Power filed a proposal to increase residential electricity customers’ fixed 

monthly charge by 59 percent –– from $16.00 to $25.50 per month –– leaving customers angry and 

shocked. The fixed charge is a mandatory fee that customers must pay each month, regardless of how 

much electricity they use.  

The utility’s fixed charge proposal met with stiff opposition, particularly from seniors and customers on 

limited incomes who were trying hard to save money by reducing their electricity usage. Since the fixed 

charge is unavoidable, raising it would reduce the ability of customers to manage their bills and would 

result in low‐usage customers experiencing the greatest percentage increase in their bills. In a letter 

imploring the state commission to reject the proposal, a retired couple wrote: “We have done 

everything we can to lower our usage… We can do no more. My wife and I resorted to sleeping in the 

living room during the month of January to save on electricity.”2  

Customers were particularly opposed to the loss of control that would accompany such an increase in 

the mandatory fixed charge, writing: “If there has to be an increase, at least leave the control in the 

consumers’ hands. Charge based on the usage. At least you are not penalizing people who have 

sacrificed to conserve energy or cut their expenses.”3  

Unfortunately, customers in Connecticut are not alone. Recently, there 

has been a sharp uptick in the number of utilities that are proposing to 

recover more of their costs through monthly fixed charges rather than 

through variable rates (which are based on usage). Some of these 

proposals represent a slow, gradual move toward higher fixed charges, 

while other proposals (such as Madison Gas & Electric’s) would quickly 

lead to a dramatic increase in fixed charges of nearly $70 per month.4  

The map below shows the prevalence of recent utility proposals to 

increase the fixed charge, as well as the relative magnitude of these 

proposals. Proposals to increase the fixed charge were put forth or 

decided in 32 states in 2014 and 2015. In 14 of these states, the utility’s 

proposal would increase the fixed charge by more than 100 percent. 

                                                            

2 Written comment of John Dupell, Docket 14‐05‐06, filed May 30, 2014 

3 Written comment of Deborah Pocsay, Docket 14‐05‐06, July 30, 2014. 

4 Madison Gas & Electric’s proposal for 2015/2016 offered a preview of its 2017 proposal, which featured a fixed charge of 

$68.37. Data from Ex.‐MGE‐James‐1 in Docket No. 3270‐UR‐120.  

“If there has to be an 
increase, at least leave the 
control in the consumers’ 
hands. Charge based on 

the usage. At least you are 
not penalizing people who 
have sacrificed to conserve 

energy or cut their 
expenses.” 
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Figure 1. Recent proposals and decisions regarding fixed charges 

 

Source: See Appendix B 

Although a fixed charge may be accompanied by a commensurate reduction in the energy charge, 

higher fixed charges have a detrimental impact on efficiency and equity. Utilities prefer to collect 

revenue through fixed charges because the fixed charge reduces the utility’s risk that lower sales 

resulting from energy efficiency, distributed generation, weather, or economic downturns will reduce its 

revenues. However, higher fixed charges are not an equitable solution to this problem. Fixed charges 

reduce customers’ control over their bills, disproportionately impact low‐usage and low‐income 

customers, dilute incentives for energy efficiency and distributed generation, and distort efficient price 

signals.  

As the frequency of proposals to increase fixed charges rises, so too does awareness of their detrimental 

impacts. Fortunately, customers in Connecticut may soon obtain some relief: On June 30, 2015, the 

governor signed into law a bill that directs the utility commission to adjust utilities’ residential fixed 

charges to only recover the costs “directly related to metering, billing, service connections and the 

Legend

No recent proposals

Increase of 1% ‐ 99% proposed

Increase of 100% or more proposed
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provision of customer service.”5 However, not all policymakers are 

yet aware of the impacts of fixed charges or what alternatives 

might exist. The purpose of this report is to shed light on these 

issues. 

Chapter 2 of this report examines the trends and drivers behind 

fixed charges, while Chapter 3 provides an assessment of how 

fixed charges impact customers. In Chapter 4, we explore many of 

the common technical arguments used to support these charges, 

and explain the flaws in these approaches. Finally, in Chapter 5, 

we provide an overview of some of the alternatives to fixed charges and the advantages and 

disadvantages of these alternatives. 

   

                                                            

5 Senate Bill No. 1502, June Special Session, Public Act No. 15‐5, “An Act Implementing Provisions of the State Budget for The 

Biennium Ending June 30, 2017, Concerning General Government, Education, Health and Human Services and Bonds of the 
State.” 

Fixed charges reduce 
customers’ control over their 
bills, disproportionately impact 
low‐usage and low‐income 

customers, dilute incentives for 
energy efficiency and 

distributed generation, and 
distort efficient price signals. 
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2. TROUBLING TRENDS TOWARD HIGHER FIXED CHARGES 

What’s Happening to Electric Rates? 

Sometimes referred to as a “customer charge” or “service charge,” the fixed charge is a flat fee on a 

customer’s monthly bill that is typically designed to recover the portion of costs that do not vary with 

usage. These costs may include, for examples, costs of meters, service lines, meter reading, and 

customer billing.6 In most major U.S. cities, the fixed charge ranges from $5 per month to $10 per 

month, as shown in the chart below.7 

Figure 2. Fixed charges in major U.S. cities 

 

Source: Utility tariff sheets for residential service as of August 19, 2015. 

Although fixed charges have historically been a small part of customers’ bills, more and more utilities 

across the country—from Hawaii to Maine—are seeking to increase the portion of the bill that is paid 

through a flat, monthly fixed charge, while decreasing the portion that varies according to usage. 

                                                            

6 Frederick Weston, “Charging for Distribution Utility Services: Issues in Rate Design,” Prepared for the National Association of 

Regulatory Utility Commissioners (Montpelier, VT: Regulatory Assistance Project, December 2000). 

7 Based on utility tariff sheets for residential service as of August 2015. 
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Connecticut Light & Power’s proposed increase in the fixed charge to $25.50 per month was significantly 

higher than average,8 but hardly unique.  

Other recent examples include: 

 The Hawaiian Electric Companies’ proposal to increase the customer charge from $9.00 
to $55.00 per month (an increase of $552 per year) for full‐service residential 
customers, and $71.00 per month for new distributed generation customers (an 

increase of $744 per year);9  

 Kansas City Power and Light’s proposal to increase residential customer charges 178 

percent in Missouri, from $9.00 to $25.00 per month (an increase of $192 per year);10 
and 

 Pennsylvania Power and Light’s March 2015 proposal to increase the residential 
customer charge from approximately $14.00 to approximately $20.00 per month (an 

increase of more than $70 per year).11 

Figure 3 below displays those fixed charge proposals that are currently pending, while Figure 4 displays 

the proposals that have been ruled upon in 2014‐2015.  

                                                            

8 Ultimately the commission approved a fixed charge of $19.25, below the utility’s request, but among the highest in the 

country. 

9 Hawaiian Electric Companies’ Distributed Generation Interconnection Plan, Docket 2011‐0206, submitted August 26, 2014, at 

http://files.hawaii.gov/puc/3_Dkt 2011‐0206 2014‐08‐26 HECO PSIP Report.pdf.  

10 Kansas City Power and Light, Case No.: ER‐2014‐0370. 

11 PPL Witness Scott R. Koch, Exhibit SRK 1, Supplement No. 179 to Tariff – Electric Pa. P.U.C. No. 201, Docket No. R‐2015‐

2469275, March 31, 2015, at http://www.puc.state.pa.us/pcdocs/1350814.pdf.  
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Figure 3. Pending proposals for fixed charge increases 

 

Source: See Appendix B 
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Figure 4. Recent decisions regarding fixed charge proposals 

 
Notes: “Denied” includes settlements that did not increase the fixed charge. Source: See Appendix B 
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Central Hudson Gas & Electric (NY)

Existing Charge

Approved Charge

Denied Charge
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What is Behind the Trend Toward Higher Fixed Charges? 

It is important to note that the question of whether to increase the fixed charge is a rate design 

decision. Rate design is not about how much total revenue a utility can collect; rather, rate design 

decisions determine how the utility can collect a set amount of revenue from customers. That is, once 

the amount of revenues that a utility can collect is determined by a commission, rate design determines 

the method for collecting that amount. However, if electricity sales deviate from the predicted level, a 

utility may actually collect more or less revenue than was intended.  

Rates are typically composed of some combination of the following three types of charges: 

 Fixed charge: dollars per customer 

 Energy charge: cents per kilowatt‐hour (kWh) used 

 Demand charge: dollars per kilowatt (kW) of maximum power used12 

Utilities have a clear motivation for proposing higher fixed charges, as the more revenue that a utility 

can collect through a fixed monthly charge, the lower the risk of revenue under‐recovery. Revenue 

certainty is an increasing concern for utilities across the country as sales stagnate or decline. According 

to the U.S. Energy Information Administration, electricity sales have essentially remained flat since 2005, 

as shown in Figure 5 below. This trend is the result of many factors, including greater numbers of 

customers adopting energy efficiency and distributed generation—such as rooftop solar—as well as 

larger economic trends. This trend toward flat sales is in striking contrast to the growth in sales that 

utilities have experienced since 1950, and has significant implications for utility cost recovery and 

ratemaking. 

                                                            

12 Demand charges are typically applied only to medium to large commercial and industrial customers. However, some utilities 

are seeking to start applying demand charges to residential customers who install distributed generation. 
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Figure 5. Retail electricity sales by sector 

 

Source: U.S. Energy Information Administration, September 2015 Monthly Energy Review, Table 7.6 Electricity End Use. 

Reduced electricity consumption—whether due to customer conservation efforts, rooftop solar, or 

other factors—strikes at the very heart of the traditional utility business model, since much of a utility’s 

revenue is tied directly to sales. As Kansas City Power and Light recently testified: 

From the Company perspective, reductions in usage, driven by reduced 
customer growth, energy efficiency, or even customer self‐generation, 
result in under recovery of revenues. Growth would have compensated 
or  completely  covered  this  shortfall  in  the past. With  the accelerating 
deployment  of  initiatives  that  directly  impact  customer  growth,  it  is 
becoming  increasingly  difficult  for  the  Company  to  accept  this  risk  of 

immediate under recovery.13 

At the same time that sales, and thus revenue growth, have slowed, utility costs have increased, as 

much utility infrastructure nears retirement age and needs replacement. The American Society of Civil 

Engineers estimates that $57 billion must be invested in electric distribution systems by 2020, and 

another $37 billion in transmission infrastructure.14 

 

                                                            

13 Direct Testimony of Tim Rush, Kansas City Power & Light, Docket ER‐2014‐0370, October 2014, page 63. 

14 American Society of Civil Engineers, “2013 Report Card for America’s Infrastructure: Energy,” 2013, 

http://www.infrastructurereportcard.org. 
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3. HOW FIXED CHARGES HARM CUSTOMERS 

Reduced Customer Control 

As technology advances, so too have the opportunities for customers to 

monitor and manage their electricity consumption. Many utilities are 

investing in smart meters, online information portals, and other programs 

and technologies in the name of customer empowerment. “We think 

customer empowerment and engagement are critical to the future of energy 

at Connecticut Light & Power and across the nation," noted the utility’s 

director of customer relations and strategy.15  

Despite these proclamations of support for customer empowerment and ratepayer‐funded investments 

in demand‐management tools, utilities’ proposals for raising the fixed charge actually serve to 

disempower customers. Since customers must pay the fixed charge regardless of how much electricity 

they consume or generate, the fixed charge reduces the ability of customers to lower their bills by 

consuming less energy. Overall, the fixed charge reduces customer control, as the only way to avoid the 

fixed charge is to stop being a utility customer, an impossibility for most customers  

Low‐Usage Customers Hit Hardest 

Customers who use less energy than average will experience the greatest percentage jump in their 

electric bills when the fixed charge is raised, since bills will then be based less on usage and more on a 

flat‐fee structure. There are many reasons why a customer might have low energy usage. Low‐usage 

customers may have invested in energy‐efficient appliances or installed solar panels, or they may have 

lower incomes and live in dense housing. 

Figure 6 illustrates the impact of increasing the fixed charge for residential customers from $9.00 per 

month to $25.00 per month, with a corresponding decrease in the per‐kilowatt‐hour charge. Customers 

who consume 1,250 kilowatt‐hours per month would see virtually no change in their monthly bill, while 

low‐usage customers who consume only 250 kilowatt‐hours per month would see their bill rise by nearly 

40 percent. High usage customers (who tend to have higher incomes) would see a bill decrease. The 

data presented in the figure approximates the impact of Kansas City Power & Light’s recently proposed 

rate design.16  

                                                            

15 Phil Carson, “Connecticut Light & Power Engages Customers,” Intelligent Utility, July 1, 2011, 

http://www.intelligentutility.net/article/11/06/connecticut‐light‐power‐engages‐
customers?quicktabs_4=2&quicktabs_11=1&quicktabs_6=1. 

16 Missouri Public Service Commission Docket ER‐2014‐0370. 
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Figure 6. Increase in average monthly bill 

 
Analysis based on increasing the fixed charge from $9/month to $25/month, with a corresponding decrease in the $/kWh 
charge. 

Disproportionate Impacts on Low‐Income Customers 

Low‐income customers are disproportionately affected by increased fixed charges, as they tend to be 

low‐usage customers. Figure 7 compares median electricity consumption for customers at or below 150 

percent of the federal poverty line to electricity consumption for customers above that income level, 

based on geographic region. Using the median value provides an indication of the number of customers 

above or below each usage threshold—by definition, 50 percent of customers will have usage below the 

median value. As the graph shows, in nearly every region, most low‐income customers consume less 

energy than the typical residential customer. 

Figure 7. Difference between low‐income median residential electricity usage and non‐low‐income usage  

  

Source: Energy Information Administration Residential Energy Consumption Survey, 2009. 
http://www.eia.gov/consumption/residential/data/2009. Developed with assistance from John Howat, Senior Policy Analyst, 
NCLC. 
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The same relationship generally holds true for average usage. Nationwide, as gross income rises, so does 

average electricity consumption, generally speaking. 

Figure 8. Nationwide average annual energy usage by income group 

 

Source: Energy Information Administration Residential Energy Consumption Survey, 2009 
http://www.eia.gov/consumption/residential/data/2009.  

Because fixed charges tend to increase bills for low‐usage customers while decreasing them for high‐use 

customers, higher fixed charges tend to raise bills most for those who can least afford the increase. This 

shows that rate design has important equity implications, and must be considered carefully to avoid 

regressive impacts. 

Reduced Incentives for Energy Efficiency and Distributed Generation 

Energy efficiency and clean distributed generation are widely viewed as important tools for helping 

reduce energy costs, decrease greenhouse gas emissions, create jobs, and improve economic 

competitiveness. Currently, ratepayer‐funded energy efficiency programs are operating in all 50 states 

and the District of Columbia.17 These efficiency programs exist alongside numerous other government 

policies, including building codes and appliance standards, federal weatherization assistance, and tax 

incentives. Distributed generation (such as rooftop solar) is commonly supported through tax incentives 

and net energy metering programs that compensate customers who generate a portion of their own 

electricity.  

                                                            

17 Annie Gilleo et al., “The 2014 State Energy Efficiency Scorecard” (American Council for an Energy Efficient Economy, October 

2014). 
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Increasing fixed charges can significantly reduce incentives for customers to reduce consumption 

through energy efficiency, distributed generation, or other means. By reducing the value of a kilowatt‐

hour saved or self‐generated, a higher fixed charge directly reduces the incentive that customers have 

to lower their bills by reducing consumption. Customers who are considering making investments in 

energy efficiency measures or distributed generation will have longer payback periods over which to 

recoup their initial investment. In some cases, a customer might never break even financially when the 

fixed charge is increased. Increasing the fixed charge also penalizes customers who have already taken 

steps to reduce their energy consumption by implementing energy efficiency measures or installing 

distributed generation. 

Figure 9 illustrates how the payback period for rooftop solar can change 

under a net metering mechanism with different fixed charges. Under net 

metering arrangements, a customer can offset his or her monthly 

electricity usage by generating solar electricity—essentially being 

compensated for each kilowatt‐hour produced. However, solar 

customers typically cannot avoid the fixed charge. For a fairly typical 

residential customer, raising the fixed charge from $9.00 per month to 

$25.00 per month could change the payback period for a 5 kW rooftop 

solar system from 19 years to 23 years – longer than the expected 

lifetime of the equipment. Increasing the fixed charge to $50.00 per 

month further exacerbates the situation, causing the project to not break even until 37 years in the 

future, and virtually guaranteeing that customers with distributed generation will face a significant 

financial loss. 

Figure 9. Rooftop solar payback period under various customer charges 

 

All three scenarios assume monthly consumption of 850 kWh. The $9.00 per month fixed charge assumes a corresponding 
energy charge of 10.36 cents per kWh, while the $25 fixed charge assumes an energy charge of 8.48 cents per kWh, and the $50 
fixed charge assumes an energy charge of 5.54 cents per kWh.  
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In Connecticut, customers decried the proposed fixed charge as profoundly unfair: “When has it ever 

been the right of a company under any ethical business practices to penalize their customers for being 

efficient, conservative and environmentally responsible?” noted one frustrated customer. “Where is the 

incentive to spend hard‐earned money to improve your appliances, or better insulate your home or 

more efficiently set your thermostats or air conditioning not to be wasteful, trying to conserve energy 

for the next generation ‐ when you will allow the utility company to just turn around and now charge an 

additional fee to offset your savings?”18 

Increased Electricity System Costs 

Because higher fixed charges reduce customer incentives to reduce 

consumption, they will undermine regulatory policies and programs that 

promote energy efficiency and clean distributed generation, leading to 

higher program costs, diminished results, or both. Rate design influences the 

effectiveness of these regulatory policies by changing the price signals that 

customers see. Holding all else equal, if the fixed charge is increased, the 

energy charge (cents per kilowatt‐hour) will be reduced, thereby lowering the value of a kilowatt‐hour 

conserved or generated by a customer.  

The flip side of this is that customers may actually increase their energy consumption since they 

perceive the electricity to be cheaper. Under such a scenario, states will have to spend more funds on 

incentives to achieve the same level of energy efficiency savings and to encourage the same amount of 

distributed generation as achieved previously at a lower cost. Where electricity demand is not 

effectively reduced, utilities will eventually need to invest in new power plants, power lines, and 

substations, thereby raising electricity costs for all customers. 

In extreme cases, high fixed charges may actually encourage customers to leave the system. As rooftop 

solar and storage costs continue to fall, some customers may find it less expensive to generate all of 

their own electricity without relying on the utility at all. Once a 

customer departs the system, the total system costs must be 

redistributed among the remaining customers, raising electricity rates. 

These higher rates may then lead to more customers defecting, leaving 

fewer and fewer customers to shoulder the costs. 

The end result of having rate design compete with public policy 

incentives is that customers will pay more—either due to higher energy 

efficiency and distributed generation program costs, or through more 

investments needed to meet higher electricity demand. Meanwhile, 

customers who have already invested in energy efficiency or 

distributed generation will get burned by the reduced value of their investments and may choose to 

                                                            

18 Written comment of Deborah Pocsay, Docket 14‐05‐06, July 30, 2014. 
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leave the grid, while low‐income customers will experience higher bills, and all customers will have 

fewer options for reducing their electricity bills.   
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4. RATE DESIGN FUNDAMENTALS 

To understand utilities’ desire to increase the fixed charge—and some of the arguments used to support 

or oppose these proposals—it is first necessary to review how rates are set.  

Guiding Principles 

Rates are designed to satisfy numerous objectives, some of which may be in competition with others. In 

his seminal work, Principles of Public Utility Rates, Professor James Bonbright enumerated ten guiding 

principles for rate design. These principles are reproduced in the appendix, and can be summarized as 

follows: 

1. Sufficiency: Rates should be designed to yield revenues sufficient to recover utility 
costs. 

2. Fairness: Rates should be designed so that costs are fairly apportioned among 
different customers, and “undue discrimination” in rate relationships is avoided. 

3. Efficiency: Rates should provide efficient price signals and discourage wasteful 
usage. 

4. Customer acceptability: Rates should be relatively stable, predictable, simple, and 
easily understandable. 

Different parts of the rate design process address different principles. First, to determine sufficient 

revenues, the utility’s revenue requirement is determined based on a test year (either future or 

historical). Second, a cost‐of‐service study divides the revenue requirement among all of the utility’s 

customers according to the relative cost of serving each class of customers based on key factors such as 

the number of customers, class peak demand, and annual energy consumption. Third, marginal costs 

may be used to inform efficient pricing levels. Finally, rates are designed to ensure that they send 

efficient price signals, and are relatively stable, understandable, and simple. 

Cost‐of‐Service Studies 

Cost‐of‐service study results are often used when designing rates to determine how the revenue 

requirement should be allocated among customer classes. An embedded cost‐of‐service study generally 

begins with the revenue requirement and allocates these costs among customers. An embedded cost‐

of‐service study is performed in three steps:  

 First, costs are functionalized, meaning that they are defined based upon their function 
(e.g., production, distribution, transmission).  

 Second, costs are classified as energy‐related (which vary by the amount of energy a 
customer consumes), demand‐related (which vary according to customers’ maximum 
energy demand), or customer‐related (which vary by the number of customers).  

Docket No. 160186-EI 
Caught in a Fix 

Exhibit KRR-10, Page 24 of 58



 

Synapse Energy Economics, Inc.  Caught in a Fix: The Problem with Fixed Charges for Electricity   21     

 Finally, these costs are allocated to the appropriate customer classes. Costs are 
allocated on the principle of “cost causation,” where customers that cause costs to be 
incurred should be responsible for paying them. Unit costs (dollars per kilowatt‐hour, 
per kilowatt of demand, or per customer‐month) from the cost‐of‐service study can be 
used as a point of reference for rate design.  

A marginal cost study differs from an embedded cost study in that it is forward‐looking and analyzes 

how the costs of the electric system would change if demand increased. A marginal cost study is 

particularly useful for informing rate design, since according to economic theory, prices should be set 

equal to marginal cost to provide efficient price signals.  

One of the challenges of rate design comes from the need to reconcile the differences between 

embedded and marginal cost‐of‐service studies. Rates need to meet the two goals of allowing utilities to 

recover their historical costs (as indicated in embedded cost studies), and providing customers with 

efficient price signals (as indicated in marginal cost studies).  

It is worth noting that there are numerous different approaches to conducting cost‐of‐service studies, 

and thus different analysts can reach different results.19 Some jurisdictions consider the results of 

multiple methodologies when setting rates. 

Rate Design Basics 

Most electricity customers are charged for electricity using a two‐part or three‐part tariff, depending on 

the customer class. Residential customers typically pay a monthly fixed charge (e.g., $9 per month) plus 

an energy charge based on usage (e.g., $0.10 per kilowatt‐hour).20 The fixed charge (or “customer 

charge”) is generally designed to recover the costs to serve a customer that are largely independent of 

usage, such as metering and billing costs, while the energy charge reflects the cost to generate and 

deliver energy.  

Commercial and industrial customers frequently pay for electricity based on a three‐part tariff consisting 

of a fixed charge, an energy charge, and a demand charge, because they are large users and have meters 

capable of measuring demand as well as energy use. The demand charge is designed to reflect the 

maximum amount of energy a customer withdraws at any one time, often measured as the maximum 

demand (in kilowatts) during the billing month. While the fixed charge is still designed to recover 

customer costs that are largely independent of usage, the cost to deliver energy through the 

transmission and distribution system is recovered largely through the demand charge, while the energy 

charge primarily reflects fuel costs for electricity generation. 

                                                            

19 Commonly used cost‐of‐service study methods are described in the Electric Utility Cost Allocation Manual, published by the 

National Association of Regulatory Utility Commissioners. 

20 There are many variations of energy charge; the charge may change as consumption increases (“inclining block rates”), or 

based on the time of day (“time‐of‐use rates”).  
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5. COMMON ARGUMENTS SUPPORTING HIGHER FIXED CHARGES 

“Most Utility Costs Are Fixed” 

Argument 

Utilities commonly argue that most of their costs are fixed, and that that the fixed charge is appropriate 

for recovering such “fixed” costs. For example, in its 2015 rate case, National Grid stated, “as the nature 

of these costs is fixed, the proper price signal for the recovery of these costs should also be fixed to the 

extent possible.”21 

Response 

This argument conflates the accounting definition with the economic definition of fixed and variable 

costs.  

 In accounting, fixed costs are those expenses that remain the same for a utility over the 
short and medium term regardless of the amount of energy its customers consume. In 

this sense of the term, fixed costs can include poles, wires, and power plants.22 This 
definition contrasts with variable costs, which are the costs that are directly related to 
the amount of energy the customer uses and that rise or fall as the customer uses more 
or less energy. 

 Economics generally takes a longer‐term perspective, in which very few costs are fixed. 
This perspective focuses on efficient investment decisions over the planning horizon— 
perhaps a term of 10 or more years for an electric utility. Over this timeframe, most 
costs are variable.  

Because utilities must recover the costs of the investments they have already made in electric 

infrastructure, they frequently employ the accounting definition of fixed costs and seek to ensure that 

revenues match costs. This focus is understandable. However, this approach fails to provide efficient 

price signals to customers. As noted above, it is widely accepted in economics that resource allocation is 

most efficient when all goods and services are priced at marginal cost. For efficient electricity 

investments to be made, the marginal cost must be based on the appropriate timeframe. In Principles of 

Public Utility Rates, James Bonbright writes: 

I conclude this chapter with the opinion, which would probably represent 

the majority position among economists, that, as setting a general basis of 

minimum public utility rates and of rate relationships, the more significant 

                                                            

21 National Grid Pricing Panel testimony, Book 7 of 9, Docket No. D.P.U. 15‐155, November 6, 2015, page 36. 

22 Many of these costs are also “sunk” in the sense that the utility cannot easily recover these investments once they have been 

made.  
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marginal or incremental costs are those of a relatively long‐run variety – of a 

variety which treats even capital costs or "capacity costs" as variable costs.23 

A fixed charge that includes long‐run marginal costs provides no price signal relevant to resource 

allocation, since customers cannot reduce their consumption enough to avoid the charge. In contrast, an 

energy charge that reflects long‐run marginal costs will encourage customers to consume electricity 

efficiently, thereby avoiding inefficient future utility investments. 

“Fixed Costs Are Unavoidable” 

Argument 

By classifying some utility costs as “fixed,” utilities are implying that these costs remain constant over 

time, regardless of customer energy consumption. 

Response 

Past utility capital investments are depreciated over time, and revenues collected through rates must be 

sufficient to eventually pay off these past investments. While these past capital investments are fixed in 

the sense that they cannot be avoided (that is, they are “sunk costs”), some future capital investments 

can be avoided if customers reduce their energy consumption and peak demands. Inevitably, the utility 

will have to make new capital investments; load growth may require new generating equipment to be 

constructed or distribution lines to be upgraded.  Rate design has a role to play in sending appropriate 

price signals to guide customers’ energy consumption and ensure that efficient future investments are 

made.  

In short, utilities should not, and generally do not, make decisions based on sunk costs; rather, they 

make investment decisions on a forward‐looking basis. Similarly, rate structures should be analyzed to 

some degree on a forward‐going basis to ensure that customers are being sent the right price signals, as 

customer consumption will drive future utility investments.  

“The Fixed Charge Should Recover Distribution Costs” 

Argument 

The electric distribution system is sized to deliver enough energy to meet the maximum demand placed 

on the system. As such, the costs of the distribution system are largely based on customer peak 

demands, which are measured in kilowatts. For this reason, large customers typically face a demand 

charge that is based on the customer’s peak demand. Residential customers, however, typically do not 

have the metering capabilities required for demand charges, nor do they generally have the means to 

                                                            

23 James Bonbright, Principles of Public Utility Rates (New York: Columbia University Press, 1961). P. 336. 
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monitor and reduce their peak demands. Residential demand‐related costs have thus historically been 

recovered through the energy charge.  

Where demand charges are not used, utilities often argue that these demand‐related costs are better 

recovered through the fixed charge, as opposed to the energy charge. Similar to the arguments above, 

utilities often claim that the costs of the distribution system—poles, wires, transformers, substations, 

etc.— are “fixed” costs.24  

Response 

While the energy charge does not perfectly reflect demand‐related costs imposed on the system, it is far 

superior to allocating demand‐related costs to all residential customers equally through the fixed 

charge. Recent research has demonstrated that there exists “a strong and significant correlation 

between monthly kWh consumption and monthly maximum kW demand,” which suggests that “it is 

correct to collect most of the demand‐related capacity costs through the kWh energy charge.”25 

Not all distribution system costs can be neatly classified as “demand‐related” or “customer‐related,” 

and there is significant gray area when determining how these costs are classified. In general, however, 

the fixed charge is designed to recover customer‐related costs, not any distribution‐system cost that 

does not perfectly fall within the boundaries of “demand‐related” costs. Bonbright himself warned 

against misuse of the fixed charge, stating that a cost analyst is sometimes “under compelling pressure 

to ‘fudge’ his cost apportionments by using the category of customer costs as a dumping ground for 

costs that he cannot plausibly impute to any of his other categories.”26 

Where it is used at all, the customer (fixed) charge should be limited to only recovering costs that vary 

directly with the number of customers, such as the cost of the meter, service drop, and customer billing, 

as has traditionally been done.27 

                                                            

24 For example, in UE‐140762, PacifiCorp witness Steward testifies that “Distribution costs (along with retail and miscellaneous) 

are fixed costs associated with the local facilities necessary to connect and serve individual customers. Accordingly, these 
costs should be recovered through the monthly basic charges and load size charges (which are based on demand 
measurements).” JRS‐1T, p. 17. Another example is provided in National Grid’s 2015 rate case application. The utility’s 
testimony states: “the distribution system is sized and constructed to accommodate the maximum demand that occurs 
during periods of greatest demand, and, once constructed, distribution system costs are fixed in nature. In other words, 
reducing energy consumption does not result in a corresponding reduction in distribution costs. Therefore, as the nature of 
these costs is fixed, the proper price signal for the recovery of these costs should also be fixed to the extent possible.” D.P.U. 
15‐155, Pricing Panel testimony, November 6, 2015, page 36. 

25 Larry Blank and Doug Gegax, “Residential Winners and Losers behind the Energy versus Customer Charge Debate,” 

Fortnightly 27, no. 4 (May 2014). 

26 Principles of Public Utility Rates, Dr. James Bonbright, Columbia University Press, 1961, p. 349. 

27 Weston, 2000: “there is a broad agreement in the literature that distribution investment is causally related to peak demand” 

and not the number of customers; and “[t]raditionally, customer costs are those that are seen to vary with the number of 
customers on the system: service drops (the line from the distribution radial to the home or business), meters, and billing 
and collection.” Pp. 28‐29. 

Docket No. 160186-EI 
Caught in a Fix 

Exhibit KRR-10, Page 28 of 58



 

Synapse Energy Economics, Inc.  Caught in a Fix: The Problem with Fixed Charges for Electricity   25     

“Cost‐of‐Service Studies Should Dictate Rate Design” 

Argument 

Utilities sometimes argue that adherence to the principle of “cost‐based rates” means that the unit 

costs identified in the cost‐of‐service study (i.e., dollars per kilowatt‐hour, dollars per kilowatt, and 

dollars per customer) should be replicated in the rate design. 

Response 

The cost‐of‐service study can be used as a guide or benchmark when setting rates, but by itself it does 

not fully capture all of the considerations that should be taken into account when setting rates. This is 

particularly true if only an embedded cost‐of‐service study is conducted, rather than a marginal cost 

study. As noted above, embedded cost studies reflect only historical 

costs, rather than marginal costs. Under economic theory, prices should 

be set equal to marginal cost in order to provide an efficient price 

signal. Reliance on marginal cost studies does not fully resolve the issue, 

however, as marginal costs will seldom be sufficient to recover a utility’s 

historical costs.  

Further, cost‐of‐service studies do not account for benefits that 

customers may be providing to the grid. In the past, customers primarily 

imposed costs on the grid by consuming energy. As distributed 

generation and storage become more common, however, customers 

are increasingly becoming “prosumers”—providing services to the grid 

as well as consuming energy. By focusing only on the cost side of the equation, cost‐of‐service studies 

generally fail to account for such services.   

Cost‐of‐service study results are most useful when determining how much revenue to collect from 

different types of customers, rather than how to collect such revenue. Clearly, rates can be set to exactly 

mirror the unit costs revealed by the embedded cost‐of‐service study (dollars per customer, per 

kilowatt, or per kilowatt‐hour), but other rate designs may yield approximately the same revenue while 

also accomplishing other policy objectives, particularly that of sending efficient price signals. Indeed, 

most products in the competitive marketplace—whether groceries, gasoline, or restaurant meals—are 

priced based solely on usage, rather than also charging a customer access fee and another fee based on 

maximum consumption.  

This point was echoed recently by Karl Rabago, a former Texas utility commissioner: “I know of no 

ratemaking or economic principle that finds that cost structure must be replicated in rate design, 

especially when significant negative policy impacts are attendant to that approach.”28 

                                                            

28 Rabago direct testimony, NY Orange & Rockland Case 14‐E‐0493, p. 13. 

“I know of no ratemaking 

or economic principle that 

finds that cost structure 

must be replicated in rate 

design, especially when 

significant negative policy 

impacts are attendant to 

that approach.” 
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As a final note, utility class cost of service studies are just that. They are performed by the utility and rely 

on numerous assumptions on how to allocate costs. Depending on the method and cost allocation 

chosen, results can vary dramatically, and represent one party’s view of costs and allocation. Different 

studies can and do result in widely varying results. Policymakers should view with skepticism a utility 

claim that residential customers are not paying their fair share of costs based on such studies. 

 

“Low‐Usage Customers Are Not Paying Their Fair Share” 

Argument 

It is often claimed that a low fixed charge results in high‐usage customers subsidizing low‐usage 

customers. 

Response  

The reality is much more complicated. As noted above, distribution costs are largely driven by peak 

demands, which are highly correlated with energy usage. Thus, many low‐usage customers impose 

lower demands on the system, and should therefore be responsible for a smaller portion of the 

distribution system costs. Furthermore, many low‐usage customers live in multi‐family housing or in 

dense neighborhoods, and therefore impose lower distribution costs on the utility system than high‐

usage customers. 

“Fixed Charges Are Necessary to Mitigate Cost‐Shifting Caused by Distributed 
Generation” 

Argument 

Several utilities have recently proposed that fixed customer charges should be increased to address the 

growth in distributed generation resources, particularly customer‐sited photovoltaic (PV) resources. 

Utilities argue that customers who install distributed generation will not pay their “fair share” of costs, 

because they will provide much less revenue to the utility as a result of their decreased need to 

consume energy from the grid. This “lost revenue” must eventually be 

paid by other customers who do not install distributed generation, 

which will increase their electricity rates, causing costs to be shifted to 

them.  

The utilities’ proposed solution is to increase fixed charges—at least for 

the customers who install distributed generation, and often for all 

customers. The higher fixed charges are proposed to ensure that 

customers with distributed generation continue to pay sufficient 

revenues to the utility, despite their reduced need for external 

generation. 

While it is true that a host 
distributed generation 
customer provides less 

revenue to the utility than 
it did prior to installing the 
distributed generation, it is 
also true that the host 
customer provides the 
utility with a source of 
very low‐cost power. 
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Response 

Concerns about potential cost‐shifting from distributed generation resources are often dramatically 

overstated. While it is true that a host distributed generation customer provides less revenue to the 

utility than it did prior to installing the distributed generation, it is also true that the host customer 

provides the utility with a source of very low‐cost power. The power from the distributed generation 

resource allows the utility to avoid the costs of generating, transmitting, and distributing electricity from 

its power plants. These avoided costs will put downward pressure on electricity rates, which will 

dramatically reduce or completely offset the upward pressure on rates created by the reduced revenues 

from the host customer.  

This is a critical element of distributed generation resources that often is not recognized or fully 

addressed in discussions about alternative ratemaking options such as higher fixed charges. Unlike all 

other electricity resources, distributed generation typically provides the electric utility system with 

generation that is nearly free of cost to the utility and to other customers. This is because, in most 

instances, host customers pay for the installation and operation of the distributed generation system, 

with little or no payment required from the utility or other customers.29 

One of the most important and meaningful indicators of the cost‐effectiveness of an electricity resource 

is the impact that it will have on utility revenue requirements. The present value of revenue 

requirements (PVRR) is used in integrated resource planning practices throughout the United States as 

the primary criterion for determining whether an electricity resource is cost‐effective and should be 

included in future resource plans. 

Several recent studies have shown that distributed generation 

resources are very cost‐effective because they can significantly 

reduce revenue requirements by avoiding generation, transmission, 

and distribution costs, and only require a small increase in other 

utility expenditures. Figure 10 presents the benefits and costs of 

distributed generation according to six studies, where the benefits 

include all of the ways that distributed generation might reduce 

revenue requirements through avoided costs, and the costs include 

all of the ways that distributed generation might increase revenue 

requirements.30 These costs typically include (a) the utility administrative costs of operating net energy 

metering programs, (b) the utility costs of interconnecting distributed generation technologies to the 

distribution grid, and (c) the utility costs of integrating intermittent distributed generation into the 

distribution grid. 

                                                            

29 If a utility offers some form of an incentive to the host customer, such as a renewable energy credit, then this will represent 

an incremental cost imposed upon other customers. On the other hand, distributed generation customers provided with net 
energy metering practices do not require the utility or other customers to incur any new, incremental cost. 

30 Appendix C includes citations for these studies, along with notes on how the numbers in Figure 10 were derived. 

The benefits of distributed 

generation, in terms of reduced 

revenue requirements, will 

significantly reduce, and may 

even eliminate, any cost‐

shifting that might occur. 
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Figure 10. Recent studies indicate the extent to which distributed generation benefits exceed costs 

 

As indicated in the figure, all of these studies make the same general point: Distributed generation 

resources are very cost‐effective in terms of reducing utility revenue requirements. In fact, they are 

generally more cost‐effective than almost all other electricity resource options. The results presented in 

Figure 10 above indicate that distributed generation resources have benefit‐cost ratios that range from 

9:1 (New Jersey and Pennsylvania) to roughly 40:1 (Colorado, Maine, North Carolina) to as high as 113:1 

(Arizona). These benefit‐cost ratios are far higher than other electricity 

resource options, because the host customers typically pay for the cost 

of installing and operating the distributed generation resource.  

This point about distributed generation cost‐effectiveness is absolutely 

essential for regulators and others to understand and acknowledge 

when making rate design decisions regarding distributed generation, 

for several reasons: 

 The benefits of distributed generation, in terms of reduced revenue requirements, will 
significantly reduce, and may possibly even eliminate, any cost‐shifting that might occur 

between distributed generation host customers and other customers.31 

 When arguments about cost‐shifting from distributed generation resources are used to 
justify increased fixed charges, it is important to assess and consider the likely 
magnitude of cost‐shifting in light of the benefits offered by distributed generation. It is 
quite possible that any cost‐shifting is de minimis, or non‐existent. 

 The net benefits of distributed generation should be considered as an important factor 
in making rate design decisions. Rate designs should be structured to encourage the 

                                                            

31 This may not hold at very high levels of penetration, as integration costs increase once distributed generation levels hit a 

certain threshold. However, the vast majority of utilities in the United States have not yet reached such levels. 

Rate designs should be 
structured to encourage 
the development of very 
cost‐effective resources, 
not to discourage them. 
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development of very cost‐effective resources; they should not be designed to 
discourage them. 

Again, policy makers should proceed with caution on claims regarding cost shifting. Where cost shifting 

is analyzed properly and found to be a legitimate concern, it can be addressed through alternative 

mechanisms that apply to DG customers, rather than upending the entire residential rate design in ways 

that can negatively affect all customers.  
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6. RECENT COMMISSION DECISIONS ON FIXED CHARGES  

Commission Decisions Rejecting Fixed Charges  

Commissions in many states have largely rejected utility proposals to increase the fixed charge, citing a 

variety of reasons, including rate shock to customers and the potential to undermine state policy goals. 

Below are several reasons that commissions have given for rejecting such proposals.  

Customer Control 

In 2015, the Missouri Public Service Commission rejected Ameren’s request to increase the residential 

customer charge, stating: 

The Commission must also consider the public policy implications of changing the 

existing customer charges. There are strong public policy considerations in favor of not 

increasing the customer charges. Residential customers should have as much control 

over the amount of their bills as possible so that they can reduce their monthly 

expenses by using less power, either for economic reasons or because of a general 

desire to conserve energy. Leaving the monthly charge where it is gives the customer 

more control.32  

Energy Efficiency, Affordability, and Other Policy Goals 

The Minnesota Public Utilities Commission recently ruled against a relatively small increase in the fixed 

charge (from $8.00 to $9.25), citing affordability and energy conservation goals, as well as revenue 

regulation (decoupling) as a protection against utility under‐recovery of revenues: 

In setting rates, the Commission must consider both ability to pay and the need to 

encourage energy conservation. The Commission must balance these factors against the 

requirement that the rates set not be “unreasonably preferential, unreasonably 

prejudicial, or discriminatory” and the utility’s need for revenue sufficient to enable it to 

provide service. 

The Commission concludes that raising the Residential and Small General Service 

customer charges… would give too much weight to the fixed customer cost calculated in 

Xcel’s class‐cost‐of‐service study and not enough weight to affordability and energy 

conservation. … The Commission concurs with the OAG that this circumstance highlights 

the need for caution in making any decision that would further burden low‐income, low‐

usage customers, who are unable to absorb or avoid the increased cost. 

                                                            

32 Missouri Public Service Commission Report and Order, File No. ER‐2014‐0258, In the Matter of Union Electric Company, 

d/b/a Ameren Missouri’s Tariff to Increase Revenues for Electric Service, April 29, 2015, pages 76‐77. 
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The Commission also concludes that a customer‐charge increase for these classes would 

place too little emphasis on the need to set rates to encourage conservation. This is 

particularly true where the Commission has approved a revenue decoupling mechanism 

that will largely eliminate the relationship between Xcel’s sales and the revenues it 

earns. As several parties have argued, decoupling removes the need to increase 

customer charges to ensure revenue stability.33 

Similarly, in March of 2015, the Washington Utilities and Transportation Commission rejected an 

increase in the fixed charge based on concerns regarding affordability and conservation signals. The 

commission also reaffirmed that the fixed charge should only reflect costs directly related to the number 

of customers: 

We reject the Company’s and Staff’s proposals to increase significantly the basic charge 

to residential customers. The Commission is not prepared to move away from the long‐

accepted principle that basic charges should reflect only “direct customer costs” such as 

meter reading and billing. Including distribution costs in the basic charge and increasing 

it 81 percent, as the Company proposes in this case, does not promote, and may be 

antithetical to, the realization of conservation goals.34 

In 2012, the Missouri Public Service Commission rejected Ameren Missouri’s proposed increase in the 

customer charge for residential and small general service classes, writing: 

Shifting customer costs from variable volumetric rates, which a customer can reduce 

through energy efficiency efforts, to fixed customer charges, that cannot be reduced 

through energy efficiency efforts, will tend to reduce a customer’s incentive to save 

electricity. Admittedly, the effect on payback periods associated with energy efficiency 

efforts would be small, but increasing customer charges at this time would send exactly 

[the] wrong message to customers that both the company and the Commission are 

encouraging to increase efforts to conserve electricity.35 

In 2013, the Maryland Public Service Commission rejected a small increase in the customer charge, 

noting that such an increase would reduce customers’ control of their bills and would be inconsistent 

with the state’s policy goals. 

Even though this issue was virtually uncontested by the parties, we find we must reject 

Staff’s proposal to increase the fixed customer charge from $7.50 to $8.36. Based on the 

                                                            

33 Minnesota Public Utilities Commission, In the Matter of the Application of Northern States Power Company for Authority to 

Increase Rates for Electric Service in the State of Minnesota; Findings of Fact, Conclusions, and Order; Docket No. E‐002/GR‐
13‐868, May 8, 2015, p. 88. 

34 Washington Utilities and Transportation Commission, Final Order Rejecting Tariff Sheets, Resolving Contested Issues, 

Authorizing And Requiring Compliance Filings; Docket UE‐140762, March 25, 2015, p. 91. 

35 Missouri Public Service Commission, Report and Order, In the Matter of Union Electric Company Tariff to Increase Its Annual 

Revenues for Electric Service, File No. ER‐2012‐0166, December 12, 2012, pages 110‐111. 
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reasoning that ratepayers should be offered the opportunity to control their monthly 

bills to some degree by controlling their energy usage, we instead adopt the Company’s 

proposal to achieve the entire revenue requirement increase through volumetric and 

demand charges. This approach also is consistent with and supports our EmPOWER 

Maryland goals.36 

Commission Decisions Approving Higher Fixed Charges 

Higher fixed charges have been rejected in numerous cases, but not all. In many cases, a small increase 

in the fixed charge has been approved through multi‐party settlements, rather than addressed by the 

commission. Where commissions have specifically approved fixed charge increases, they often cite some 

of the flawed arguments that are addressed in Chapter 5 above. Below we provide some examples and 

briefly describe the commission’s rationale. 

Fixed Charges and Recovery of Distribution System Costs 

Over the past few years, Wisconsin has approved some of the highest fixed charges in the country, 

based on the rationale that doing so will “prevent intra‐class subsidies… provide appropriate price 

signals to ratepayers, and encourage efficient utility scale planning….”37 This rationale is largely based 

on two misconceptions: (1) that short‐run marginal costs provide an efficient price signal to ratepayers 

and will encourage efficient electric resource planning, and (2) that recovering certain distribution 

system  costs through the fixed charge is more appropriate than recovering them through the energy 

charge.38  

As discussed above, a rate design that fails to reflect long‐run marginal costs will result in inefficient 

price signals to customers and ultimately result in the need to make more electric system investments to 

support growing demand than would otherwise be the case. Not only will growing demand result in the 

need for additional generation capacity, it may cause distribution system components to wear out 

faster, or to be replaced with larger components. Wrapping such costs up in the fixed charge sends the 

signal to customers that these costs are unavoidable, when in fact future investment decisions are in 

part determined by the level of system use.  

Further, using the fixed charge to recover distribution system costs that cannot be readily classified as 

“demand‐related” or “customer‐related” exemplifies the danger that Bonbright warned of regarding 

using the category of customer costs as a “dumping ground” for costs that do not fit in the other 

                                                            

36 In The Matter of the Application of Baltimore Gas and Electric Company for Adjustment in its Electric and Gas Base Rates. 

Maryland Public Service Commission. Case No. 9299. Order No. 85374, Issued February 22, 2013, p. 99, provided in Schedule 
TW‐4. 

37 Docket 3270‐UR‐120, Order at 48. 

38 For example, Wisconsin Public Service Corporation argued that the fixed charge should include a portion of the secondary 
distribution lines, line transformers, and the primary feeder system of poles, conduit and conductors, rather than only the 
customer‐related costs. 

Docket No. 160186-EI 
Caught in a Fix 

Exhibit KRR-10, Page 36 of 58



 

Synapse Energy Economics, Inc.  Caught in a Fix: The Problem with Fixed Charges for Electricity   33     

categories. Use of the fixed charge for recovery of such costs tends to harm low‐income customers, as 

well as distort efficient price signals. 

Despite generally approving significantly higher fixed charges in recent years, in a December 2015 order 

the Wisconsin Public Service Commission approved only a slight increase in the fixed charge and 

signaled its interest in evaluating the impacts of higher fixed charges to ensure that the Commission’s 

policy goals are being met. Specifically, the Commission directed one of its utilities to work with 

commission staff to conduct a study to assess the impacts of the higher fixed charges on customer 

energy use and other behavior.39 This order indicates that perhaps the policy may be in need of further 

study. 

Demand Costs Not Appropriate for Energy Charge 

In approving Sierra Pacific Power’s request for a higher fixed charge, the Nevada Public Service 

Commission wrote: 

If costs that do not vary with energy usage are recovered in the energy rate component, 

cost recovery is inequitably shifted away from customers whose energy usage is lower 

than average within their class, to customers whose energy usage is higher than average 

within that class. This is not just and reasonable.40 

Despite declaring that demand‐related costs are inappropriately recovered in the energy charge, the 

commission makes no argument for why the fixed charge is a more appropriate mechanism for 

recovering such costs. Nor does the commission recognize that customer demand (kW) and energy 

usage (kWh) are likely correlated, or that recovering demand‐related costs in the fixed charge may 

introduce even greater cross‐subsidies among customers.  

Settlements  

Many of the recent proceedings regarding fixed charges have ended in a settlement agreement. Several 

of these settlements have resulted in the intervening parties, including the utility, agreeing to make no 

change to the customer charge or fixed charge. For example, Kentucky Utilities and Louisville Gas & 

Electric requested a 67 percent increase in the fixed charge, from $10.75 to $18.00 per month. The case 

ultimately settled, with neither utility receiving an increase in the monthly fixed charge.41 While 

                                                            

39 Wisconsin Public Service Commission, Docket 6690‐UR‐124, Application of Wisconsin Public Service Corporation for Authority 

to Adjust Electric and Natural Gas Rates, Final Decision, December 17, 2015.  

40 Nevada Public Service Commission, Docket 13‐06002, Application of Sierra Pacific Power Company d/b/a NV Energy for 

Authority to Adjust its Annual Revenue Requirement for General Rates Charged to All Classes of Electric Customers and for 
Relief Properly Related Thereto, Modified Final Order, January 29, 2014, Page 176. 

41 Kentucky Public Service Commission Order, Case No. 2014‐00372, In the Matter of Application of Louisville Gas and Electric 

Company for an Adjustment of Its Electric and Gas Rates, page 4; Kentucky Public Service Commission Order, Case No. 2014‐
00371, In the Matter of Application of Kentucky Utility Company for an Adjustment of Its Electric and Gas Rates, page 4. 
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settlements seldom explicitly state the rationale behind such decisions, it is safe to expect that many of 

the settling parties echo the concerns stated by the Commissions above.  

In conclusion, the push to significantly increase the fixed charge has largely been rejected by regulators 

across the country as unnecessary and poor public policy. Nevertheless, utilities continue to propose 

higher fixed charges, as any increase in the fixed charge helps to protect the utility from lower revenues 

associated with reduced sales, whether due to energy efficiency, distributed generation, or any other 

reason.  In addition, in late 2015, it appeared that some utilities were beginning to propose new demand 

charges for residential customers instead of increased fixed charges.  

7. ALTERNATIVES TO FIXED CHARGES 

Utilities are turning to higher fixed charges in an effort to slow the decline of revenues between rate 

cases, since revenue collected through the fixed charge is not affected by reduced sales. In the past, 

costs were relatively stable and sales between rate cases typically provided utilities with adequate 

revenue, but this is not necessarily the case anymore. The current environment of flat or declining sales 

growth, coupled with the need for additional infrastructure investments, can pose financial challenges 

for a utility and cause it to apply for rate cases more frequently.  

Higher fixed charges are an understandable reaction to these trends, but they are an ill‐advised remedy, 

due to the adverse impacts described above. Alternative rate designs exist that can help to address 

utility revenue sufficiency and volatility concerns, as discussed below.  Furthermore, in many cases, 

utilities are reacting to perceived or future threats, rather than to a pressing current revenue deficiency.  

Simply stated, there is no need to increase the fixed charge. 

Rate Design Options 

Numerous rate design alternatives to higher fixed charges are available under traditional cost‐of‐service 

ratemaking. Below we discuss several of these options, and describe some of the key advantages and 

disadvantages of each. No prioritization of the options is implied, as rate design decisions should be 

made to address the unique circumstances of a particular jurisdiction. For example, the rate design 

adopted in Hawaii, where approximately 15 percent of residential customers on Oahu have rooftop 

solar,42 may not be appropriate for a utility in Michigan.  

                                                            

42 As of the third quarter of 2015, nearly 40,000 customers on Oahu were enrolled in the Hawaiian Electric Company’s net 

metering program, as reported by HECO on its website: 
http://www.hawaiianelectric.com/heco/_hidden_Hidden/Community/Renewable‐Energy?cpsextcurrchannel=1#05  
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Status Quo 

One option is to simply maintain the current level of fixed charges and allow utilities to file frequent rate 

cases, if needed. This option is likely to be most appropriate where a utility is not yet facing any 

significant earnings shortfall, but is instead seeking to preempt what it views as a future threat to its 

earnings.  

By maintaining the current rate structure rather than changing it prematurely, this option allows the 

extent of the problem to be more accurately assessed, and the remedy appropriately tailored to address 

the problem. Maintaining the current rate structure clearly also avoids the negative impacts on 

ratepayers and clean energy goals that higher fixed charges would have, as discussed in detail above. 

However, maintaining the status quo may have detrimental impacts on both ratepayers and the utility if 

the utility is truly at risk of significant revenue under‐recovery.43 Where a utility cannot collect sufficient 

revenues, it may forego necessary investments in maintaining the electric grid or providing customer 

service, with potential long‐term negative consequences.  

In addition, the utility may file frequent rate cases in order to reset rates, which can be costly. Rate cases 

generally require numerous specialized consultants and lawyers to review the utility’s expenditures and 

investments in great detail, and can drag on for months, resulting in millions of dollars in costs that 

could eventually be passed on to customers.  Because of this cost, a utility is unlikely to file a rate case 

unless it believes that significantly higher revenues are likely to be approved. 

Finally, chronic revenue under‐recovery can worry investors, who might require a higher interest rate in 

order to lend funds to the utility. Since utilities must raise significant financial capital to fund their 

investments, a higher interest rate could ultimately lead to higher costs for customers.  However, such 

chronic under‐recovery is unlikely for most utilities, and this risk should be assessed alongside the risks 

of overcharging ratepayers and discouraging efficiency.  

Minimum Bills 

Minimum bills are similar to fixed charges, but with one important distinction: minimum bills only apply 

when a customer’s usage is so low that his or her total monthly bill would otherwise be less than this 

minimum amount. For example, if the minimum bill were set at $40, and the only other charge was the 

energy charge of $0.10 per kWh, then the minimum bill would only apply to customers using less than 

400 kWh, who would otherwise experience a bill less than $40. Given that the national average 

residential electricity usage is approximately 900 kWh per month, the minimum bill would have no 

effect on most residential customers. 

                                                            

43 Of course, the claim that the utility is at risk of substantially under‐recovering its revenue requirement should be thoroughly 

investigated before any action is taken. 
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A key advantage claimed by proponents to the minimum bill is that it guarantees that the utility will 

recover a certain amount of revenue from each customer, without significantly distorting price signals 

for the majority of customers. The threshold that triggers the minimum bill is typically set well below the 

average electricity usage level, and thus most customers will not be assessed a minimum bill but will 

instead only see the energy charge (cents per kilowatt‐hour). Minimum bills also have the advantage of 

being relatively simple and easy to understand. 

Minimum bills may be useful where there are many customers that have low usage, but actually impose 

substantial costs on the system. For example, this could include large vacation homes that have high 

usage during the peak summer hours that drive most demand‐related costs, but sit vacant the 

remainder of the year. Unfortunately, minimum bills do not distinguish these types of customers from 

those who have reduced their peak demand (for example through investing in energy efficiency or 

distributed generation), and who thereby impose lower costs on the system.44 Further, minimum bills 

may also have negative financial impacts on low‐income customers whose usage falls below the 

threshold. For these reasons, minimum bills are superior to fixed charges, but they still operate as a 

relatively blunt instrument for balancing ratepayer and utility interests. Further, utilities will have an 

incentive to push for higher and higher minimum bill levels.  

To illustrate the impacts of minimum bills, consider three rate options: (1) an “original” residential rate 

structure with a fixed charge of $9 per month; (2) a minimum bill option, which keeps the $9 fixed 

charge but adds a minimum bill of $40; and (3) an increase in the fixed charge to $25 per month. In all 

cases, the energy charge is adjusted to ensure that the three rate structures produce the same amount 

of total revenues. The figure below illustrates how moving from the “original” rate structure to either a 

minimum bill or increased fixed charge option would impact different customers. 

Under the minimum bill option, only customers with usage less than 280 kWh per month (approximately 

5 percent of customers at a representative Midwestern utility) would see a change in their bills, and 

most of these customers would see an increase in their monthly bill of less than $10.  

In contrast, under the $25 fixed charge, all customers using less than approximately 875 kWh per month 

(about half of residential customers) would see an increase in their electric bills, while customers using 

more than 875 kWh per month would see a decrease in their electric bills.  

                                                            

44 In the short run, there is likely to be little difference in the infrastructure investments required to serve customers with high 

peak demands and those with low peak demands. However, in the long run, customers with higher peak demands will drive 
additional investments in generation, transmission, and distribution, thereby imposing greater costs on the system. A 
theoretically efficient price signal would reflect these different marginal costs in some manner in order to encourage 
customers to reduce the long‐run costs they impose on the system. 
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Figure 11. Impact of minimum bill relative to an increased fixed charge 

Rate Structure  Energy Charge  Fixed charge  Minimum bill 

Typical rate structure  10.36 cents / kWh  $9 / Month  $0 / Month 

Minimum bill  10.34 cents / kWh  $9 / Month  $40 / Month 

Increased fixed charge  8.48 cents / kWh  $25 / Month  $0 / Month 

 

 Source: Author’s calculations based on data from a representative Midwestern utility.  

Time‐of‐Use Rates 

Electricity costs can vary significantly over the course of the day as demand rises and falls, and more 

expensive power plants must come online to meet load.45 Time‐of‐use (TOU) rates are a form of time‐

varying rate, under which electricity prices vary during the day according to a set schedule, which is 

designed to roughly represent the costs of providing electricity during different hours. A simple TOU rate 

would have separate rates for peak and off‐peak periods, but intermediate periods may also have their 

own rates.  

Time‐varying rate structures can benefit ratepayers and society in general by improving economic 

efficiency and equity. Properly designed TOU rates can improve economic efficiency by: 

1. Encouraging ratepayers to reduce their bills by shifting usage from peak periods to off‐
peak periods, thereby better aligning the consumption of electricity with the value a 
customer places on it; 

2. Avoiding capacity investments and reducing generation from the most expensive 
peaking plants; and 

                                                            

45 Electricity costs also vary by season and weekday/weekend. 
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3. Providing appropriate price signals for customer investment in distributed energy 
resources that best match system needs.  

Time‐varying rates are also capable of improving equity by better allocating the costs of electricity 

production during peak periods to those causing the costs.  

Despite their advantages, TOU rates are not a silver bullet and may be inappropriate in the residential 

rate class. They may not always be easily understood or accepted by residential customers. TOU rates 

also require specialized metering equipment, which not all customers have. In particular, the adoption 

of advanced metering infrastructure (AMI) may impose significant costs on the system.46 Residential 

consumers often do not have the time, interest or knowledge to manage variable energy rates 

efficiently, so TOU blocks must be few and well‐defined and still may not elicit desired results.  Designing 

TOU rates correctly can be difficult, and could penalize vulnerable customers requiring electricity during 

extreme temperatures. Some consumer groups (such as AARP) urge any such rates be voluntary.  Finally, 

even well‐designed TOU rates may not fully resolve a utility’s revenue sufficiency concerns.  

Value of Solar Tariffs 

Value of solar tariffs pay distributed solar generation based on the value that the solar generation 

provides to the utility system (based on avoided costs). Value of solar tariffs have been approved as an 

alternative to net metering in Minnesota and in Austin, Texas. In both places, a third‐party consultant 

conducted an avoided cost study (value of solar study) to determine the value of the avoided costs of 

energy, capacity, line losses, transmission and distribution.   

Value of solar tariffs are useful in that they more accurately reflect cost causation, thereby improving 

fairness among customers. They also maintain efficient price signals that discourage wasteful use of 

energy, and improve revenue recovery and stability. 

However, value of solar tariffs are not easily designed, as there is a lack of consensus on the elements 

that should be incorporated, how to measure difficult‐to‐quantify values, and even how to structure the 

tariff. Value of solar rates are also not necessarily stable, since value‐of‐solar tariff rates are typically 

adjusted periodically. However, there is no reason that the tariff couldn’t be affixed for a set time 

period, like many long‐term power purchase agreements.  

Alternatively, if the value of solar is determined to be less than the retail price of energy, a rider or other 

charge could be implemented to ensure that solar customers pay their fair share of costs. Regardless of 

the type of charge or compensation mechanism chosen, a full independent, third‐party analysis of the 

costs and benefits of distributed generation should be conducted prior to making any changes to rates. 

                                                            

46 AMI also allows remote disconnections and prepaid service options, both of which can disadvantage low‐income customers. 

See, for example, Howat, J. Rethinking Prepaid Utility Service: Customers at Risk. National Consumer Law Center, June 2012. 
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Demand Charges 

Generation, transmission, and distribution facilities are generally sized according to peak demands—

either the local peak or the system peak. The peak demands are driven by the consumption levels of all 

electricity customers combined. Demand charges are designed to recover demand‐related costs by 

charging electricity customers on the basis of maximum power demand (in terms of dollars per 

kilowatt), instead of energy (in terms of dollars per kilowatt‐hour).  

Designing rates to collect demand‐related costs through demand charges may improve a utility’s 

revenue recovery and stability. Proponents claim that such rates may also help send price signals that 

encourage customers to take steps to reduce their peak load. These charges have been in use for many 

years for commercial and industrial customers, but have rarely been implemented for residential 

customers.   

Demand charges have several important shortcomings that limit how appropriate they might be for 

residential customers. First, demand charges remain relatively untested on the residential class. There is 

little evidence thus far that demand charges are well‐understood by residential customers; instead, they 

would likely lead to customer confusion. This is particularly true for residential customers, who may be 

unaware of when their peak usage occurs and therefore have little ability or incentive to reduce their 

peak demand. 

Second, depending on how they are set, demand charges may not accurately reflect cost causation. A 

large proportion of system costs are driven by system‐wide peak demand, but the demand charge is 

often based on the customer’s maximum demand (not the utility’s). Thus demand charges do not 

provide an incentive for customers to reduce demand during the utility system peak in the way that 

time of use rates do. Theoretically, demand charges based on a customer’s maximum demand could 

help reduce local peak demand, and therefore reduce some local distribution system costs. However, at 

the residential level, it is common for multiple customers to share a single piece of distribution system 

equipment, such as a transformer. Since a customer’s maximum demand is typically triggered by a short 

period of time in which that customer is using numerous household appliances, it is unlikely that this 

specific time period coincides exactly when other customers sharing the same transformer are 

experiencing their maximum demands. This averaging out over multiple customers means that a single 

residential customer’s maximum demand is not likely to drive the sizing of a particular piece of 

distribution‐system equipment. For this reason, demand charges for the residential class are not likely to 

accurately reflect either system or local distribution costs.  

Third, few options currently exist for residential customers to automatically monitor and manage their 

maximum demands. Since customer maximum monthly demand is often measured over a short interval 

of time (e.g., 15 minutes), a single busy morning where the toaster, microwave, hairdryer, and clothes 

dryer all happen to be operating at the same time for a brief period could send a customer’s bill 

skyrocketing. This puts customers at risk for significant bill volatility. Unless technologies are 

implemented to help customers manage their maximum demands, demand charges should not be used. 
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Fourth, demand charges are not appropriate for some types of distributed generation resources. Some 

utilities have proposed that demand charges be applied to customers who install PV systems under net 

energy metering policies. This proposal is based on the grounds that demand charges will provide PV 

customers with more accurate price signals regarding their peak demands, which might be significantly 

different with customer‐sited PV. However, a demand charge is not appropriate in this circumstance, 

because PV resources do not provide the host customer with any more ability to control or moderate 

peak demands than any other customer. A PV resource might shift a customer’s maximum demand to a 

different hour, but it might do little to reduce the maximum demand if it occurs at a time when the PV 

resource is not operating much (because the maximum demand occurs either outside of daylight hours, 

or on a cloudy day when PV output is low). 

Fifth, demand charges may require that utilities invest in expensive metering infrastructure and in‐home 

devices that communicate information to customers regarding their maximum demands. The benefits of 

implementing a customer demand charge may not outweigh the costs of such investments. 

In sum, most residential customers are very unlikely to respond to demand charges in a way that 

actually reduces peak demand, either because they do not have sufficient information, they do not have 

the correct price signal, they do not have the technologies available to moderate demand, or the 

technologies that they do have (such as PV) are not controllable by the customer in a way that allows 

them to manage their demand. In those instances where customers cannot or do not respond to 

demand charges, these charges suffer from all of the same problems of fixed charges: they reduce 

incentives to install energy efficiency or distributed generation; they pose an unfair burden on low‐

usage customers; they provide an inefficient price signal regarding long‐term electricity costs; and they 

can eventually result in higher costs for all customers. For these reasons, demand charges are rarely 

implemented for residential customers, and where they have been implemented, it has only been on a 

voluntary basis. 
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8. CONCLUSIONS 

In this era of rapid advancement in energy technologies and broad‐based efforts to empower 

customers, mandatory fixed charges represent a step backward. Whether a utility is proposing to 

increase the fixed charge due to a significant decline in electricity sales or as a preemptive measure, 

higher fixed charges are an inequitable and economically inefficient means of addressing utility revenue 

concerns.  In some cases, regulators and other stakeholders have been persuaded by common myths 

that inaccurately portray an increased fixed charge as the necessary solution to current challenges 

facing the utility industry. While they may be desirable for utilities, higher fixed charges are far from 

optimal for society as a whole. 

Fortunately, there are many rate design alternatives that address utility concerns about declining 

revenues from lower sales without causing the regressive results and inefficient price signals associated 

with fixed charges. Recent utility commission decisions rejecting proposals for increased fixed charges 

suggest that there is a growing understanding of the many problems associated with fixed charges, and 

that alternatives do exist. As this awareness spreads, it will help the electricity system continue its 

progression toward greater efficiency and equity. 
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APPENDIX A – BONBRIGHT’S PRINCIPLES OF RATE DESIGN 

In his seminal work, Principles of Public Utility Rates, Professor James Bonbright discusses eight key 

criteria for a sound rate structure. These criteria are: 

1. The related, “practical” attributes of simplicity, understandability, public 
acceptability, and feasibility of application. 

2. Freedom from controversies as to proper interpretation. 

3. Effectiveness in yielding total revenue requirements under the fair‐return standard. 

4. Revenue stability from year to year. 

5. Stability of the rates themselves, with minimum of unexpected changes seriously 
adverse to existing customers.  

6. Fairness of the specific rates in the appointment of total costs of service among the 
different customers. 

7. Avoidance of “undue discrimination” in rate relationships. 

8. Efficiency of the rate classes and rate blocks in discouraging wasteful use of service 
while promoting all justified types and amounts of use: 

(a) in the control of the total amounts of service supplied by the company; 

(b) in the control of the relative uses of alternative types of service (on‐peak 
versus off‐peak electricity, Pullman travel versus coach travel, single‐party 

telephone service versus service from a multi‐party line, etc.).47 

 

 

 

 

 

                                                            

47 James Bonbright, Principles of Public Utility Rates, Columbia University Press, 1961, page 291. 
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APPENDIX B – RECENT PROCEEDINGS ADDRESSING FIXED CHARGES 
The tables below present data on recent utility proposals or finalized proceedings regarding fixed charges based on research conducted by 

Synapse Energy Economics. These cases were generally opened or decided between September 2014 and November 2015. 

Table 1. List of finalized utility proceedings to increase fixed charges 

Utility  Docket/Case No.  Existing  Proposed  Approved  Notes 

Alameda Municipal Power (CA)  AMP Board vote June 2015  $9.25  $11.50  $11.50    

Ameren (MO) 
File No. ER ‐ 2012‐0166 
Tariff No. YE‐2014‐0258 

$8.00  $8.77  $8.00 
Company initially proposed $12.00. Settling 
parties agreed to $8.77. Commission order 
rejected any increase, citing customer control 

Appalachian Power Co (VA)  PUE‐2014‐00026  $8.35  $16.00  $8.35    

Appalachian Power/Wheeling Power (WV)  14‐1152‐E‐42T  $5.00  $10.00  $8.00    

Baltimore Gas and Electric (MD)  9355, Order No. 86757  $7.50  $10.50  $7.50  Settlement based on Utility Law Judge 

Benton PUD (WA)  Board approved in June 2015  $11.05  $15.60  $15.60    

Black Hills Power (WY)  20002‐91‐ER‐14 (Record No. 13788)  $14.00  $17.00  $15.50    

Central Hudson Gas & Electric (NY)  14‐E‐0318  $24.00  $29.00  $24.00    

Central Maine Power Company (ME)  2013‐00168  $5.71  $10.00  $10.00  Decoupling implemented as well 

City of Whitehall (WI)  6490‐ER‐106  $8.00  $16.00  $16.00    

Columbia River PUD (OR)  CRPUD Board vote September 2015  $8.00  $20.45  $10.00    

Colorado Springs Utilities (CO)   City Council Volume No. 5  $12.52  $15.24  $15.24   

Connecticut Light & Power (CT)   14‐05‐06  $16.00  $25.50  $19.25  Active docket 

Consolidated Edison (NY)  15‐00270/15‐E‐0050  $15.76  $18.00  $15.76  Settlement 

Consumers Energy (MI)  U‐17735  $7.00  $7.50  $7.00  PSC Order 

Choptank Electric Cooperative (MD)  9368, Order No. 86994,  $10.00  $17.00  $11.25  PSC approved smaller increase 

Dawson Public Power (NE)  Announced June 2015  $21.50  $27.00  $27.00  Based on news articles 

Empire District Electric (MO)  ER‐2014‐0351  $12.52  $18.75  $12.52  Settlement 

Eugene Water & Electric Board (OR)  Board vote December 2014  $13.50  $20.00  $20.00    

Hawaii Electric Light (HI)  2014‐0183  $9.00  $61.00  $9.00  Part of "DG 2.0" 

Maui Electric Company (HI)  2014‐0183  $9.00  $50.00  $9.00  Part of "DG 2.0" 

Hawaii Electric Company (HI)  2014‐0183  $9.00  $55.00  $9.00  Part of "DG 2.0" 

Independence Power & Light Co (MO)  City Council vote September 2015  $4.14  $14.50  $4.14  Postponed indefinitely 

Indiana Michigan Power (MI)  U‐17698  $7.25  $9.10  $7.25  Settlement 

Kansas City Power & Light (KS)  15‐KCPE‐116‐RTS  $10.71  $19.00  $14.50  Settlement 

Kansas City Power & Light (MO)  File No. ER‐2014‐0370  $9.00  $25.00  $11.88    

Kentucky Power (KY)  2014‐00396  $8.00  $16.00  $11.00  Settlement was $14/month; PSC reduced to $11 

Kentucky Utilities Company (KY)  2014‐00371  $10.75  $18.00  $10.75  Settlement for KU LGE 

Louisville Gas‐Electric (KY)  2014‐00372  $10.75  $18.00  $10.75  Settlement for KU LGE 
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Utility  Docket/Case No.  Existing  Proposed  Approved  Notes 

Madison Gas and Electric (WI)  3270‐UR‐120  $10.29  $22.00  $19.00    

Metropolitan Edison (PA)  R‐2014‐2428745  $8.11  $13.29  $10.25  Settlement 

Nevada Power Co. (NV)  14‐05004  $10.00  $15.25  12.75  Settlement  

Northern States Power Company (ND)  PU‐12‐813  $9.00  $14.00  $14.00 
Under previous rates, customers with 
underground lines paid $11/month  

Pacific Gas & Electric Company (CA)  R.12‐06‐013, Rulemaking 12‐06‐013  $0.00  $10.00  $0.00  $10 minimum bill adopted instead 

PacifiCorp (WA)  UE‐140762  $7.75  $14.00  $7.75  Commission order emphasized customer control 

Pennsylvania Electric (PA)  R‐2014‐2428743  $7.98  $11.92  $9.99  Settlement 

Pennsylvania Power (PA)  R‐2014‐2428744  $8.86  $12.71  $10.85  Settlement 

Redding Electric Utility (CA)  City Council Meeting June 2015  $13.00  $42.00  $13.00  Postponed consideration until 2/2017 

Rocky Mountain Power (UT)  13‐035‐184  $5.00  $8.00  $6.00  Settlement 

Rocky Mountain Power (WY) 
20000‐446‐ER‐14 (Record No. 
13816) 

$20.00  $22.00  $20.00    

Salt River Project (AZ)  SRP Board vote February 2015  $17.00  $20.00  $20.00  Elected board of SRP voted Feb. 26 2015 

San Diego Gas & Electric (CA) 
A.14‐11‐003 & R.12‐06‐013, 
Rulemaking 12‐06‐013 

$0.00  $10.00  $0.00  $10 minimum bill adopted instead 

Sierra Pacific Power (NV)  13‐06002, 13‐06003, 13‐06004  $9.25  $15.25  $15.25   

Southern California Edison (CA) 
A.13‐11‐003 & R.12‐06‐013, 
Rulemaking 12‐06‐013 

$0.94  $10.00  $0.94  $10 minimum bill adopted instead 

Stoughton Utilities (W()  5740‐ER‐108  $7.50  $10.00  $10.00    

We Energies (WI)  5‐UR‐107  $9.13  $16.00  $16.00    

West Penn Power (PA)  R‐2014‐2428742  $5.00  $7.35  $5.81  Settlement 

Westar (KS)  15‐WSEE‐115‐RTS  $12.00  $27.00  $14.50  Settlement 

Wisconsin Public Service (MI)  U‐17669  $9.00  $12.00  $12.00  Settlement 

Wisconsin Public Service (WI)  6690‐UR‐123  $10.40  $25.00  $19.00   

Xcel Energy (MN)  E002 / GR‐13‐868  $8.00  $9.25  $8.00  Commission order emphasized customer control 

 Source: Research as of December 1, 2015. List is not meant to be considered exhaustive.  
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Table 2. Pending dockets and proposals to increase fixed charges 

Utility  Docket/Case No.  Existing  Proposed  Approved  Notes 

Avista Utilities (ID)  AVU‐E‐15‐05  $5.25  $8.50     Active docket 

Avista Utilities (WA)  UE‐150204  $8.50  $14.00       

Detroit Edison (MI)  U‐17767  $6.00  $10.00     Proposed order has rejected residential increase 

El Paso Electric (TX)  44941  $7.00  $10.00     Public hearings ongoing 

El Paso Electric (NM)  15‐00127‐UT  $5.04  $10.04     Public hearings ongoing 

Entergy Arkansas, Inc. (AR)  15‐015‐U  $6.96  $9.00    Active docket 

Indianapolis Power & Light (IN)  44576/44602  $11.00  $17.00    
Active docket, values reflect proposal for 
customers that use more than 325 kWh 

Lincoln Electric System (NE)  City council proceeding  $11.15  $13.40     City council decision is pending 

Long Island Power Authority (NY)  15‐00262  $10.95  $20.38     Rejected by PSC, LIPA Board has ultimate decision  

Montana‐Dakota Utilities (MT)  D2015.6.51  $5.48  $7.60    
BSC based on per day not per month, values 
converted to monthly 

National Grid (MA)  D.P.U. 15‐120  $4.00  $13.00    
Proposed as part of Grid Mod plan, presented as 
"Tier 3" customer, for use between 601 to 1,200 
kWh per month 

National Grid (RI)  RIPUC DOCKET NO. 4568  $5.00  $13.00    
Presented as "Tier 3" customer, for use between 
751 to 1,200 kWh per month 

NIPSCO (IN)  44688  $11.00  $20.00     Active Docket 

Omaha Public Power District (NE)  Public power  $10.25  $30.00    
Based on news coverage of stakeholder meetings. 
No specific number submitted, $20, $30, $35 
where floated past stakeholders 

PECO (PA)  R‐2015‐2468981  $7.12  $12.00  $8.45  Settlement not yet ratified 

Public Service Company of New Mexico (NM)  15‐00261‐UT  $5.00  $13.14     Public hearings ongoing 

Portland General Electric (OR)  UE 294  $10.00  $11.00     Proposed 

Pennsylvania Power and Light (PA)  R‐2015‐2469275  $14.09  $20.00  $14.09  Settlement not yet ratified 

Santee Cooper (SC)  State utility  $14.00  $21.00     Pending, expected decision in December 2015 

Springfield Water Power and Light (IL)  Municipal board  $5.76  $12.87     Pending as of Oct 1 2015 

Sulfur Springs Valley Electric Coop (AZ)  E‐01575A‐15‐0312  $10.25  $25.00     Active docket 

Sun Prairie Utilities (WI)  5810‐ER‐106  $7.00  $16.00       

UNS Electric Inc. (AZ)  E‐04204A‐15‐0142  $10.00  $20.00     Active docket, hearings in March 2016 

Xcel Energy (WI)  4220‐UR‐121  $8.00  $18.00       

Source: Research as of December 1, 2015. List is not meant to be considered exhaustive. 

   

Docket No. 160186-EI 
Caught in a Fix 

Exhibit KRR-10, Page 49 of 58



 

Synapse Energy Economics, Inc.  Fixed Charges for Utility Customers   46  

 

Figure 12. Finalized decisions of utility proceedings to increase fixed charges 

 
Notes: Denied includes settlements that did not increase the fixed charge.  
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Figure 13. Existing and proposed fixed charges of utilities with pending proceedings to increase fixed charges 
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APPENDIX C – NET METERING IMPACTS ON UTILITY COSTS 

A utility’s revenue requirement represents the amount of revenue that it must recover from customers 

to cover the costs of serving customers (plus a return on its investments). Customers who invest in 

distributed PV may increase certain costs while reducing others. Costs associated with integration, 

administration, and interconnection of net energy metered (NEM) systems will increase revenue 

requirements, and thus are considered a cost. At the same time, a NEM system will avoid other costs for 

the utility, such as energy, capacity, line losses, etc. These avoided costs will reduce revenue 

requirements, and thus are a benefit. These costs and benefits over the PV’s lifetime can be converted 

into present value to determine the impact on the utility’s present value of revenue requirements 

(PVRR).  

Over the past few years, at least eight net metering studies have quantified the impact of NEM on a 

utility’s revenue requirement. Key results from these studies are summarized in the table and figure 

below. Note that only those costs and benefits that affect revenue requirements are included as costs or 

benefits. If a study included benefits that do not affect revenue requirements (such as environmental 

externality costs, reduced risk, fuel hedging value, economic development, and job impacts), then they 

were subtracted from the study results. Similarly, the costs presented below include only NEM system 

integration, interconnection, and administration costs.48 Other costs that are sometimes included in the 

studies but do not affect revenue requirements, such as lost revenues, are not included.  

Figure 14. Recent studies indicate extent to which NEM benefits exceed costs 

 

                                                            

48 Historically, some utilities have offered incentives to customers that install solar panels (or other NEM installations). While 

these incentive payments do put upward pressure on revenue requirements, the incentives themselves are removed from 
Figure 14 and Table 3 to help compare costs and benefits when utility‐specific incentives are taken out of the equation.  
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Table 3. Net metering studies that report PVRR benefits and costs  

Year  State  Funded / Commissioned 
by 

Prepared by  Benefit 
($/MWh) 

Cost 
($/MWh) 

Benefit‐Cost 
Ratio 

2013  Arizona  ‐‐‐‐‐‐‐‐‐  Crossborder 
Energy 

226*  2  113 

2013  Colorado  Xcel Energy  Xcel Energy  75.6  1.8  42 

2014  Hawaii  HI PUC  E3  250*  16  16 

2015  Maine  Maine Public Utilities 
Commission 

Clean Power 
Research, et. al. 

209  5  42 

2014  Mississippi  Mississippi Public Service 
Commission 

Synapse Energy 
Economics 

155  8  19 

2014  Nevada  State of Nevada Public 
Utilities Commission 

E3  150  2  75 

2012  NJ and PA  Mid‐Atlantic Solar Energy 
Industries Association & 
Pennsylvania Solar Energy 
Industries Association 

Clean Power 
Research 

213*  23*  9 

2013  North 
Carolina 

NC Sustainable Energy 
Association 

Crossborder 
Energy 

120*  3  40 

*Indicates that the value displayed in the table is the midpoint of the high and low values reported in the study.  

Source: Synapse Energy Economics, 2015. 

Arizona 

The Arizona study, performed by Crossborder Energy, presents 20‐year levelized values in 2014 

dollars.49 Benefits include avoided energy, generation capacity, ancillary services, transmission, 

distribution, environmental compliance, and costs of complying with renewable portfolio standards. The 

avoided environmental benefits account for non‐CO2 market costs of NOX, SOX, and water treatment 

costs, and thus are included as revenue requirement benefits. The benefits range from $215 per MWh 

to $237 per MWh. Figure 14 and Table 3 present the midpoint value of this range: $226 per MWh. The 

report estimates integration costs to be $2 per MWh.  

Colorado 

The Colorado study, performed by the utility Xcel Energy, presents 20‐year levelized net avoided costs 

under three cases in the report’s Table 1.50 The benefits include avoided energy, emissions, capacity, 

distribution, transmission and line losses. The benefits also include an avoided hedge value, which does 

not affect revenue requirements. Removing the hedge value from the benefits yields a revenue 

                                                            

49 Crossborder Energy. 2013. The Benefits and Costs of Solar Distributed Generation for Arizona Public Service. Page 2. Table 1. 

50 Xcel Energy. 2013. Costs and Benefits of Distributed Solar Generation on the Public Service Company of Colorado System. 

Executive Summary, page V. 
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requirement benefit of $75.6 per MWh. The study estimates solar integration costs to be $1.80 per 

MWh. 

Hawaii 

The Hawaii study, performed by E3, presents the 20‐year levelized costs and benefits of NEM on the 

various Hawaii utilities (HECO, MECO, HELCO, and KIUC). The base case NEM benefits are $213 per MWh 

for KIUC,51 $234 per MWh for MECO,52 $242 per MWh for HELCO,53 and $287 for HECO.54 Figure 14 and 

Table 3 present the midpoint of these values: $250 per MWh. The NEM revenue requirement costs are 

estimated to be $16 per MWh, which includes integration costs ($6 per MWh) and transmission and 

distribution interconnection costs ($10 per MWh).55  

Maine 

The Maine study, prepared by several co‐authors, presents the 25‐year levelized market and societal 

benefits for Central Maine Power Company.56 The revenue requirement benefits, including avoided 

costs and market price response benefits, are $209 per MWh. The study estimates the NEM revenue 

requirement costs to be $5 per MWh, reflecting NEM system integration costs.  

Mississippi 

The Mississippi study, prepared by Synapse Energy Economics, presents base case 25‐year levelized 

benefits associated with avoided energy, capacity, transmission and distribution, system losses, 

environmental compliance costs, and risk.57 The total revenue requirements benefit is $155 per MWh, 

which excludes the $15 per MWh risk benefit. The NEM administrative costs are estimated to be $8 per 

MWh.  

Nevada 

The Nevada study, conducted by E3, presents costs and benefits on a 25‐year levelized basis in 2014 

dollars. The study estimates the costs and benefits for several “vintages” of rooftop solar. Figure 14 and 

Table 3 present the vintage referred to as “2016 installations,” because this is most representative of 

                                                            

51 E3, Evaluation of Hawaii’s Renewable Energy Policy and Procurement, January 2014, page 53, Figure 26. 

52 Ibid. Page 50, Figure 23. 

53 Ibid. Page 47, Figure 20. 

54 Ibid. Page 43, Figure 17. 

55 Ibid. Pages 55 and 56. 

56 Clean Power Research, Sustainable Energy Advantage, & Pace Law School Energy and Climate Center for Maine PUC. 2015. 

Maine Distributed Solar Valuation Study. Page 50. Figure 7. 

57 Synapse Energy Economics for Mississippi PSC. 2014. Net Metering in Mississippi. Pages 33 and 38. 
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costs and benefits in the future. The revenue requirement benefits, including avoided costs and 

renewable portfolio standard value, are estimated to be $150 per MWh. The E3 study also reports the 

“incentive, program, and integration costs” to be $6 per MWh.58 This value includes the integration 

costs, which were assumed by E3 to be $2 per MWh.59 Customer incentive costs are not included in any 

of the results presented in Figure 14 and Table 3, so the revenue requirement costs for Nevada include 

only the integration costs of $2 per MWh.  

New Jersey and Pennsylvania 

The New Jersey and Pennsylvania study, prepared by several co‐authors, presents the 30‐year levelized 

value of solar for seven locations.60 The benefits include energy benefits (that would contribute to 

reduced revenue requirements), strategic benefits (that may not contribute to reduced revenue 

requirements), and other benefits (some of which would contribute to reduced revenue requirements). 

To determine the revenue requirement benefits, the benefits associated with “security enhancement 

value,” “long term societal value,” and “economic development value” are excluded. The highest 

reported benefit value was in Scranton ($243 per MWh) and the lowest value was reported in Atlantic 

City ($183 per MWh). Figure 14 and Table 3 present the midpoint of these two values: $213 per MWh. 

Similarly, they present the midpoint of the solar integration costs ($23 per MWh).  

North Carolina 

The North Carolina study, prepared by Crossborder Energy, presents 15‐year levelized values in 2013 

dollars per kWh. The benefits are presented for three utilities separately. A high/low range of benefits 

were presented for each benefit category (energy, line losses, generation capacity, transmission 

capacity, avoided emissions, and avoided renewables). The low avoided emissions estimate reflects the 

costs of compliance with environmental regulations, which will affect revenue requirements, but the 

high avoided emissions estimate reflects the social cost of carbon, which will not affect revenue 

requirements. Therefore, the low avoided emissions value ($4 per MWh) is included, but the 

incremental social cost of carbon value ($18 per MWh) is excluded. The lowest revenue requirement 

benefit presented in the study is $93 per MWh for DEP, and the highest one is $147 per MWh for DNCP 

(after removing the incremental social cost of carbon). Figure 14 and Table 3 present the midpoint 

between the high and low values, $120 per MWh, as the revenue requirement benefit. The study also 

identifies $3 per MWh in revenue requirement costs.  

   

                                                            

58 E3 for Nevada PUC. 2014. Nevada Net Energy Metering Impacts Evaluation. Page 96. 

59 Ibid. Page 61. 

60 Clean Power Research for Mid‐Atlantic & Pennsylvania Solar Energy Industries Associations. 2012. The Value of Distributed 

Solar Electric Generation to NJ and PA. Page 18. 
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GLOSSARY 

Advanced Metering Infrastructure (AMI): Meters and data systems that enable two‐way 

communication between customer meters and the utility control center. 

Average Cost: The revenue requirement divided by the quantity of utility service, expressed as a cost 

per kilowatt‐hour or cost per therm. 

Average Cost Pricing: A pricing mechanism basing the total cost of providing electricity on the 

accounting costs of existing resources. (See Marginal Cost Pricing, Value‐Based Rates.) 

Capacity: The maximum amount of power a generating unit or power line can provide safely. 

Classification: The separation of costs into demand‐related, energy‐related, and customer‐related 

categories. 

Coincident Peak Demand: The maximum demand that a load places on a system at the time the system 

itself experiences its maximum demand. 

Cost‐Based Rates: Electric or gas rates based on the actual costs of the utility (see Value‐Based Rates). 

Cost‐of‐Service Regulation: Traditional electric utility regulation, under which a utility is allowed to set 

rates based on the cost of providing service to customers and the right to earn a limited profit. 

Cost‐of‐Service Study: A study that allocates the costs of a utility between the different customer 

classes, such as residential, commercial, and industrial. There are many different methods used, and no 

method is “correct.” 

Critical Period Pricing or Critical Peak Pricing (CPP): Rates that dramatically increase on short notice 

when costs spike, usually due to weather or to failures of generating plants or transmission lines. 

Customer Charge: A fixed charge to consumers each billing period, typically to cover metering, meter 

reading, and billing costs that do not vary with size or usage. Sometimes called a Basic Charge or Service 

Charge.  

Customer Class: A group of customers with similar usage characteristics, such as residential, 

commercial, or industrial customers. 

Decoupling: A regulatory design that breaks the link between utility revenues and energy sales, typically 

by a small periodic adjustment to the rate previously established in a rate case. The goal is to match 

actual revenues with allowed revenue, regardless of sales volumes. 

Demand: The rate at which electrical energy or natural gas is used, usually expressed in kilowatts or 

megawatts, for electricity, or therms for natural gas.  
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Demand Charge: A charge based on a customer’s highest usage in a one‐hour or shorter interval during 

a certain period. The charge may be designed in many ways. For example, it may be based on a 

customer’s maximum demand during a monthly billing cycle, during a seasonal period, or during an 

annual cycle. In addition, some demand charges only apply to a customer’s maximum demand that 

coincides with the system peak, or certain peak hours. Typically assessed in cents per kilowatt. 

Distribution: The delivery of electricity to end users via low‐voltage electric power lines (usually 34 kV 

and below). 

Embedded Costs: The costs associated with ownership and operation of a utility’s existing facilities and 

operations. (See Marginal Cost.) 

Energy Charge: The part of the charge for electric service based upon the electric energy consumed or 

billed (i.e., cents per kilowatt‐hour). 

Fixed Cost: Costs that the utility cannot change or control in the short‐run, and that are independent of 

usage or revenues. Examples include interest expense and depreciation expense. In the long run, there 

are no fixed costs, because eventually all utility facilities can be retired and replaced with alternatives. 

Flat Rate: A rate design with a uniform price per kilowatt‐hour for all levels of consumption. 

Fully Allocated Costs or Fully Distributed Costs: A costing procedure that spreads the utility’s joint and 

common costs across various services and customer classes. 

Incentive Regulation: A regulatory framework in which a utility may augment its allowed rate of return 

by achieving cost savings or other goals in excess of a target set by the regulator. 

Incremental Cost: The additional cost of adding to the existing utility system. 

Inverted Rates/Inclining Block Rates: Rates that increase at higher levels of electricity consumption, 

typically reflecting higher costs of newer resources, or higher costs of serving lower load factor loads 

such as air conditioning. Baseline and lifeline rates are forms of inverted rates. 

Investor‐Owned Utility (IOU): A privately owned electric utility owned by and responsible to its 

shareholders. About 75% of U.S. consumers are served by IOUs. 

Joint and Common Costs: Costs incurred by a utility in producing multiple services that cannot be 

directly assigned to any individual service or customer class; these costs must be assigned according to 

some rule or formula. Examples are distribution lines, substations, and administrative facilities. 

Kilowatt‐Hour (kWh): Energy equal to one thousand watts for one hour.  

Load Factor: The ratio of average load to peak load during a specific period of time, expressed as a 

percent. 

Load Shape: The distribution of usage across the day and year, reflecting the amount of power used in 

low‐cost periods versus high‐cost periods. 
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Long‐Run Marginal Costs: The long‐run costs of the next unit of electricity produced, including the cost 

of a new power plant, additional transmission and distribution, reserves, marginal losses, and 

administrative and environmental costs. Also called long‐run incremental costs. 

Marginal Cost Pricing: A system in which rates are designed to reflect the prospective or replacement 

costs of providing power, as opposed to the historical or accounting costs. (See Embedded Cost.) 

Minimum Charge: A rate‐schedule provision stating that a customer’s bill cannot fall below a specified 

level. These are common for rates that have no separate customer charge. 

Operating Expenses: The expenses of maintaining day‐to‐day utility functions. These include labor, fuel, 

and taxes, but not interest or dividends. 

Public Utility Commission (PUC): The state regulatory body that determines rates for regulated utilities. 

Sometimes called a Public Service Commission or other names. 

Rate Case: A proceeding, usually before a regulatory commission, involving the rates and policies of a 

utility. 

Rate Design: The design and organization of billing charges to distribute costs allocated to different 

customer classes. 

Short Run Marginal Cost: Only those variable costs that change in the short run with a change in output, 

including fuel; operations and maintenance costs; losses; and environmental costs. 

Straight Fixed Variable (SFV) Rate Design: A rate design method that recovers all short‐run fixed costs in 

a fixed charge, and only short‐run variable costs in a per‐unit charge. 

Time‐of‐Use Rates: A form of time‐varying rate. Typically the hours of the day are segmented to “off‐

peak” and “peak” periods. The peak period rate is higher than the off‐peak period rate. 

Time‐Varying Rates: Rates that vary by time of day in order to more accurately reflect the fluctuation of 

costs. A common, and simple form of time‐varying rate is time‐of‐use rates.  

Variable Cost: Costs that vary with usage and revenue, plus costs over which the utility has some control 

in the short‐run, including fuel, labor, maintenance, insurance, return on equity, and taxes. (See Short 

Run Marginal Cost.) 

Volumetric Rate: A rate or charge for a commodity or service calculated on the basis of the amount or 

volume actually received by the customer (e.g., cents/kWh, or cents/kW). May also be referred to as the 

“variable rate.” If referring to cents per kilowatt‐hour, it is often referred to as the “energy charge.” 

 

Adapted from Lazar (2011) “Electricity Regulation in the US: A Guide.” Regulatory Assistance Project. 

Docket No. 160186-EI 
Caught in a Fix 

Exhibit KRR-10, Page 58 of 58



Assumptions (Proposed Rates)

Current Base Charge $20.39 per month

Current Energy Charge $0.05619 per kWh

Proposed Base Charge $48.09 per month

Proposed Energy Charge $0.03298 per kWh

Fuel $0.03163 per kWh

Capacity $0.00888 per kWh

ECRC $0.02158 per kWh

ECCR $0.00160 per kWh

Clauses $0.06369 per kWh

Residential Price Elasticity ‐0.253

Annual Energy

Avg Annual 

kWh/Cust

Avg Monthly 

kWh/Cust

% of

Total Cust

Number of 

Customers

Annual 

GWh

Est. Monthly 

kWh/Cust

Est. Annual 

GWh

0K‐2K 802 67 4.7% 18,748 15 51 12

2K‐4K 2,824 235 4.2% 16,669 47 208 42

4K‐6K 4,972 414 5.2% 20,827 104 387 97

6K‐8K 7,245 604 4.2% 16,669 121 581 116

8K‐10K 8,990 749 16.2% 64,559 580 731 567

10K‐12K 11,139 928 17.7% 70,795 789 917 779

12K‐14K 13,212 1,101 9.4% 37,496 495 1,097 494

14K‐16K 15,122 1,260 6.8% 27,063 409 1,263 410

16K‐18K 17,055 1,421 5.7% 22,905 391 1,431 393

18K‐20K 18,932 1,578 9.4% 37,496 710 1,595 718

20K‐22K 20,736 1,728 4.2% 16,669 346 1,752 350

22K‐24K 23,043 1,920 3.1% 12,512 288 1,953 293

24K‐26K 24,803 2,067 4.2% 16,669 413 2,106 421

26K‐28K 26,454 2,205 0.5% 2,079 55 2,250 56

28K‐30K 28,405 2,367 1.6% 6,236 177 2,421 181

30K‐32K 31,175 2,598 1.0% 4,157 130 2,662 133

32K‐34K 32,973 2,748 0.5% 2,079 69 2,819 70

36K‐38K 36,536 3,045 1.0% 4,157 152 3,131 156

>38k 38,563 3,214 0.5% 2,079 80 3,308 83

Total 100.0% 399,746 5,370 5,371

Change in Energy 0.7 GWh

Note: The 34k‐36k annual energy group did not have any customers.
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Utility Rate Design: 
How MANDATORY MONTHLY Customer 
FEES Cause Disproportionate Harm 

U.S. REGION: FL 

© Copyright 2015, National Consumer Law Center. All rights reserved. 

Median 2009 Residential Electricity Usage (KWH), by Race/Ethnicity 

Rate Design (FL)   ■  1 ©2015 National Consumer Law Center   www.nclc.org 

Median 2009 Residential Electricity Usage (KWH), by Income 
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Median 2009 Residential Electricity Usage (KWH), by Age 

For questions, contact John Howat: jhowat@nclc.org | 617-542-8010 

2  ■  Rate Design (FL) ©2015 National Consumer Law Center   www.nclc.org 

HOUSEHOLD INCOME MEDIAN ELECTRICITY USAGE (KWH) 
< $25,000 10,819 
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March 31,2014 

Mr. Jim Dean, Director 
Division of Economics 
Florida Public Service Commission 
2540 Shumard Oak Boulevard 
Tallahassee FL 32399-0868 

Dear Mr. Dean: 

GULF A 
POWER 

A SOUTHERN COMPANY 

Attached are six revised pages (53 lhrough 58) of Gulf Power Company's 
2013 Annual FEECA Program Progress Report initially submitted on 
February 28, 2014. The revisions are for the years 201 1 - 2013 for the 
Residential Solar Thermal, Residential Solar PV, and the Commercial Solar 
PV programs. These revisions are carried forward to the Savings at the 
Meter, Savings at the Generator, and the Comparison of Achieved kW and 
kWh Reductions summary schedules. The revised data is highlighted in 
green for ease of identification. 

If you have any questions, please do not hesitate to give me a call. 

Sincerely, 

£U! ilA ~/1--1· 
Robert L. McGee, Jr. 
Regulatory and Pricing Manager 

md 
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DSM PROGRAM PROGRESS REPORT 
(201 0 DSM PLAN) 

Utility: Gulf Powet Company 
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DSM PROGRAM PROGRESS REPORT 
(2010 DSM PLAN) 
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DSM PROGRAM PROGRESS REPORT 
(2010 DSM PLAN) 

Utility: Gulf Power Cofi'C)any 
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GULF POWER COMPANY 
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Robert L. McGee, Jr. One Energy Place 
Regulatory & Pncing Manager Pensacola. Florida 32520·0780 

March 1, 2016 

Tel850.444.6530 
Fax 850.444 6026 
RLMCGEE@southernco.com 

Mr. Gregory Shafer, Director 
Division of Economics 
Florida Public Service Commission 
2540 Shumard Oak Boulevard 
Tallahassee FL 32399-0868 

Dear Mr. Shafer: 

GULF«\ 
POWER 

A SOUTHERN COMPANY 

Attached is Gulf Power Company's 2015 Annual FEECA Program Progress 
Report. 

Sincerely, 

~~411~4-l 
Robert L. McGee, Jr. 
Regulatory and Pricing Manager 

md 

Attachment 



DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Energy Audit and Education

Measure Name: Residential Energy Audit

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G - Column D)

Plan-To-Date)

2010 374,936 373,219 7,860 2.11% … … … …
2011 377,336 375,619 16,080 4.28% 10,029 10,029 2.67% (6,051)
2012 381,544 379,827 24,842 6.54% 8,863 18,892 4.97% (5,950)
2013 388,378 386,661 34,392 8.89% 7,952 26,844 6.94% (7,548)
2014 396,913 395,196 44,453 11.25% 7,927 34,771 8.80% (9,682)
2015 405,062 403,345 54,398 13.49% 5,137 39,908 9.89% (14,490)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction ------ ------ ------ ------

Summer kW Reduction ------ ------ ------ ------

Annual kWh Reduction ------ ------ ------ ------

Annual

Utility Cost per Installation: $232

Total Program Cost of the Utility ($000): $1,190

Net Benefits of Measures Installed During Reporting Period: N/A

Note: The demand and energy savings of this program are not applied toward the established DSM goals.

(2010 DSM PLAN)

Page 1
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Energy Audit and Education

Measure Name: Home Energy Reporting

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G - Column D)

Plan-To-Date)

2010 374,936 373,219 35,000 9.38% … … … …
2011 377,336 375,619 35,000 9.32% 39,797 39,797 10.60% 4,797
2012 381,544 379,827 35,000 9.21% 39,213 39,213 10.32% 4,213
2013 388,378 386,661 35,000 9.05% 39,171 39,171 10.13% 4,171
2014 396,913 395,196 0 0.00% 39,171 39,171 9.91% 39,171
2015 405,062 403,345 0 0.00% 0 39,171 9.71% 39,171

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.06 0.08 2,350 3,134

Summer kW Reduction 0.06 0.08 2,350 3,134

Annual kWh Reduction 300 327 11,751,300 12,808,917

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $40

Net Benefits of Measures Installed During Reporting Period: ($177,363)

(2010 DSM PLAN)

Page 2
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Community Energy Saver

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 130,627 1,250 0.96% … … … …
2011 377,336 131,467 3,750 2.85% 1,881 1,881 1.43% (1,869)
2012 381,544 132,939 6,250 4.70% 3,327 5,208 3.92% (1,042)
2013 388,378 135,331 8,750 6.47% 2,220 7,428 5.49% (1,322)
2014 396,913 138,319 11,250 8.13% 2,326 9,754 7.05% (1,496)
2015 405,062 141,171 12,750 9.03% 1,737 11,491 8.14% (1,259)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.11 0.14 191 243

Summer kW Reduction 0.05 0.07 87 122

Annual kWh Reduction 736 802 1,278,432 1,393,074

Annual

Utility Cost per Installation: $327

Total Program Cost of the Utility ($000): $567

Net Benefits of Measures Installed During Reporting Period: ($157,908)

(2010 DSM PLAN)

Page 3
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Landlord-Renter Custom Incentive

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 750 0.20% … … … …
2011 377,336 375,619 1,500 0.40% 1 1 0.00% (1,499)
2012 381,544 379,827 2,250 0.59% 0 1 0.00% (2,249)
2013 388,378 386,661 3,000 0.78% 0 1 0.00% (2,999)
2014 396,913 395,196 3,750 0.95% 0 1 0.00% (3,749)
2015 405,062 403,345 4,500 1.12% 0 1 0.00% (4,499)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction ------ ------ 0 0

Summer kW Reduction ------ ------ 0 0

Annual kWh Reduction ------ ------ 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $41

Net Benefits of Measures Installed During Reporting Period: N/A No incentives paid

(2010 DSM PLAN)

Page 4
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Landlord/Renter Custom Incentive Program

Program Start Date: June, 2011

Reporting Period: Annual 2015 0

Meter Generator
Summer kW Winter kW Energy kWh Summer kW Winter kW Energy kWh

2010 … … … … … …

2011 121 0 286,242 159 0 375,922

2012 0 0 0 0 0 0

2013 0 0 0 0 0 0

2014

Cumulative 121 0 286,242 159 0 375,922

Projects - 2013 Meter Generator
Summer kW Winter kW Energy kWh Summer kW Winter kW Energy kWh

Total 0.00 0.00 0 0.00 0.00 0

(2010 DSM PLAN)

Page 5

Docket No. 160186-EI 
2015 Annual FEECA Program 
Exhibit KRR-14, Page 6 of 79



DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Maintenance

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 1,280 0.34% … … … …
2011 377,336 375,619 3,680 0.98% 2,789 2,789 0.74% (891)
2012 381,544 379,827 7,760 2.04% 6,793 9,582 2.52% 1,822
2013 388,378 386,661 14,260 3.69% 11,344 20,926 5.41% 6,666
2014 396,913 395,196 24,260 6.14% 5,134 26,060 6.59% 1,800
2015 405,062 403,345 33,260 8.25% 5,708 31,768 7.88% (1,492)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.26 0.34 1,484 1,941

Summer kW Reduction 0.31 0.41 1,769 2,340

Annual kWh Reduction 1,306 1,424 7,454,648 8,128,192

Annual

Utility Cost per Installation: $177

Total Program Cost of the Utility ($000): $1,011

Net Benefits of Measures Installed During Reporting Period: ($529,309)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Early Retirement Tier 1

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 340 0.09% … … … …
2011 377,336 375,619 978 0.26% 176 176 0.05% (802)
2012 381,544 379,827 2,062 0.54% 803 979 0.26% (1,083)
2013 388,378 386,661 3,796 0.98% 1,251 2,230 0.58% (1,566)
2014 396,913 395,196 6,461 1.63% 1,015 3,245 0.82% (3,216)
2015 405,062 403,345 9,086 2.25% 1,099 4,344 1.08% (4,742)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.16 1.52 1,275 1,670

Summer kW Reduction 1.24 1.63 1,363 1,791

Annual kWh Reduction 5,854 6,381 6,433,546 7,012,719

Annual

Utility Cost per Installation: $50

Total Program Cost of the Utility ($000): $55

Net Benefits of Measures Installed During Reporting Period: ($333,428)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Early Retirement Tier 2

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 50 0.01% … … … …
2011 377,336 375,619 140 0.04% 225 225 0.06% 85
2012 381,544 379,827 293 0.08% 547 772 0.20% 479
2013 388,378 386,661 538 0.14% 674 1,446 0.37% 908
2014 396,913 395,196 913 0.23% 739 2,185 0.55% 1,272
2015 405,062 403,345 1,288 0.32% 770 2,955 0.73% 1,667

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.25 1.64 963 1,263

Summer kW Reduction 1.33 1.75 1,024 1,348

Annual kWh Reduction 6,243 6,805 4,807,110 5,239,850

Annual

Utility Cost per Installation: $61

Total Program Cost of the Utility ($000): $47

Net Benefits of Measures Installed During Reporting Period: ($270,279)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Early Retirement Tier 3

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 10 0.00% … … … …
2011 377,336 375,619 30 0.01% 0 0 0.00% (30)
2012 381,544 379,827 60 0.02% 41 41 0.01% (19)
2013 388,378 386,661 110 0.03% 41 82 0.02% (28)
2014 396,913 395,196 185 0.05% 45 127 0.03% (58)
2015 405,062 403,345 260 0.06% 39 166 0.04% (94)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.67 2.19 65 85

Summer kW Reduction 1.57 2.06 61 80

Annual kWh Reduction 7,132 7,774 278,148 303,186

Annual

Utility Cost per Installation: $3,208

Total Program Cost of the Utility ($000): $125

Net Benefits of Measures Installed During Reporting Period: ($26,111)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Efficiency Upgrade Tier 1

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 272 0.07% … … … …
2011 377,336 375,619 782 0.21% 30 30 0.01% (752)
2012 381,544 379,827 1,649 0.43% 187 217 0.06% (1,432)
2013 388,378 386,661 3,037 0.79% 331 548 0.14% (2,489)
2014 396,913 395,196 5,169 1.31% 261 809 0.20% (4,360)
2015 405,062 403,345 7,044 1.75% 249 1,058 0.26% (5,986)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.43 0.56 107 139

Summer kW Reduction 0.32 0.42 80 105

Annual kWh Reduction 1,567 1,708 390,183 425,292

Annual

Utility Cost per Installation: $2,507

Total Program Cost of the Utility ($000): $624

Net Benefits of Measures Installed During Reporting Period: ($77,876)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Efficiency Upgrade Tier 2

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 38 0.01% … … … …
2011 377,336 375,619 110 0.03% 50 50 0.01% (60)
2012 381,544 379,827 232 0.06% 127 177 0.05% (55)
2013 388,378 386,661 428 0.11% 137 314 0.08% (114)
2014 396,913 395,196 728 0.18% 225 539 0.14% (189)
2015 405,062 403,345 1,028 0.25% 120 659 0.16% (369)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.47 0.62 56 74

Summer kW Reduction 0.40 0.53 48 64

Annual kWh Reduction 1,891 2,061 226,920 247,320

Annual

Utility Cost per Installation: $5,704

Total Program Cost of the Utility ($000): $684

Net Benefits of Measures Installed During Reporting Period: ($81,832)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Efficiency Upgrade Tier 3

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 10 0.00% … … … …
2011 377,336 375,619 28 0.01% 45 45 0.01% 17
2012 381,544 379,827 59 0.02% 88 133 0.04% 74
2013 388,378 386,661 108 0.03% 85 218 0.06% 110
2014 396,913 395,196 183 0.05% 100 318 0.08% 135
2015 405,062 403,345 258 0.06% 73 391 0.10% 133

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.08 1.42 79 104

Summer kW Reduction 0.64 0.84 47 61

Annual kWh Reduction 3,456 3,767 252,288 274,991

Annual

Utility Cost per Installation: $648

Total Program Cost of the Utility ($000): $47

Net Benefits of Measures Installed During Reporting Period: ($24,251)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential Duct Repair

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 0 0.00% … … … …
2011 377,336 375,619 1,000 0.27% 170 170 0.05% (830)
2012 381,544 379,827 3,000 0.79% 5,320 5,490 1.45% 2,490
2013 388,378 386,661 7,200 1.86% 8,021 13,511 3.49% 6,311
2014 396,913 395,196 13,700 3.47% 2,647 16,158 4.09% 2,458
2015 405,062 403,345 19,700 4.88% 3,965 20,123 4.99% 423

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.21 0.28 833 1,110

Summer kW Reduction 0.32 0.42 1,269 1,665

Annual kWh Reduction 1,382 1,506 5,479,630 5,971,290

Annual

Utility Cost per Installation: $329

Total Program Cost of the Utility ($000): $1,305

Net Benefits of Measures Installed During Reporting Period: ($397,096)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential ECM Fan

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 0 0.00% … … … …
2011 377,336 375,619 400 0.11% 0 0 0.00% (400)
2012 381,544 379,827 1,150 0.30% 3 3 0.00% (1,147)
2013 388,378 386,661 2,425 0.63% 3 6 0.00% (2,419)
2014 396,913 395,196 4,425 1.12% 0 6 0.00% (4,419)
2015 405,062 403,345 7,425 1.84% 0 6 0.00% (7,419)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.14 0.18 0.00 0.00

Summer kW Reduction 0.27 0.35 0.00 0.00

Annual kWh Reduction 1,109 1,209 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: N/A No Program Participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Heat Pump Water Heater

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 100 0.03% … … … …
2011 377,336 375,619 400 0.11% 304 304 0.08% (96)
2012 381,544 379,827 1,000 0.26% 873 1,177 0.31% 177
2013 388,378 386,661 1,800 0.47% 2,006 3,183 0.82% 1,383
2014 396,913 395,196 2,800 0.71% 471 3,654 0.92% 854
2015 405,062 403,345 4,000 0.99% 298 3,952 0.98% (48)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.37 0.49 110 146

Summer kW Reduction 0.10 0.13 30 39

Annual kWh Reduction 1,348 1,469 401,704 437,762

Annual

Utility Cost per Installation: $424

Total Program Cost of the Utility ($000): $126

Net Benefits of Measures Installed During Reporting Period: ($61,465)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Ceiling Insulation Program

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 100 0.03% … … … …
2011 377,336 375,619 300 0.08% 394 394 0.10% 94
2012 381,544 379,827 650 0.17% 780 1,174 0.31% 524
2013 388,378 386,661 1,150 0.30% 509 1,683 0.44% 533
2014 396,913 395,196 1,650 0.42% 271 1,954 0.49% 304
2015 405,062 403,345 2,150 0.53% 338 2,292 0.57% 142

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.80 1.05 270 355

Summer kW Reduction 0.10 0.13 34 44

Annual kWh Reduction 575 627 194,350 211,926

Annual

Utility Cost per Installation: $329

Total Program Cost of the Utility ($000): $111

Net Benefits of Measures Installed During Reporting Period: ($27,164)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential High Performance Window Program

Measure Name: Residential Window Replacement

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 100 0.03% … … … …
2011 377,336 375,619 300 0.08% 471 471 0.13% 171
2012 381,544 379,827 650 0.17% 658 1,129 0.30% 479
2013 388,378 386,661 1,150 0.30% 1,377 2,506 0.65% 1,356
2014 396,913 395,196 1,900 0.48% 626 3,132 0.79% 1,232
2015 405,062 403,345 2,900 0.72% 511 3,643 0.90% 743

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.50 0.66 256 337

Summer kW Reduction 0.20 0.26 102 133

Annual kWh Reduction 1,338 1,458 683,718 745,038

Annual

Utility Cost per Installation: $76

Total Program Cost of the Utility ($000): $39

Net Benefits of Measures Installed During Reporting Period: ($47,012)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential High Performance Window Program

Measure Name: Residential Window Film

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 50 0.01% … … … …
2011 377,336 375,619 150 0.04% 64 64 0.02% (86)
2012 381,544 379,827 350 0.09% 178 242 0.06% (108)
2013 388,378 386,661 550 0.14% 160 402 0.10% (148)
2014 396,913 395,196 750 0.19% 56 458 0.12% (292)
2015 405,062 403,345 950 0.24% 96 554 0.14% (396)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.20 0.26 19 25

Annual kWh Reduction 788 859 75,648 82,464

Annual

Utility Cost per Installation: $63

Total Program Cost of the Utility ($000): $6

Net Benefits of Measures Installed During Reporting Period: ($5,854)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Reflective Roof

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 100 0.03% … … … …
2011 377,336 375,619 300 0.08% 30 30 0.01% (270)
2012 381,544 379,827 600 0.16% 229 259 0.07% (341)
2013 388,378 386,661 1,000 0.26% 517 776 0.20% (224)
2014 396,913 395,196 1,500 0.38% 97 873 0.22% (627)
2015 405,062 403,345 2,100 0.52% 155 1,028 0.25% (1,072)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.41 0.54 64 84

Annual kWh Reduction 1,029 1,122 159,495 173,910

Annual

Utility Cost per Installation: $744

Total Program Cost of the Utility ($000): $115

Net Benefits of Measures Installed During Reporting Period: ($17,550)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Variable Speed/Flow Pool Pump

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 100 0.03% … … … …
2011 377,336 375,619 250 0.07% 1,363 1,363 0.36% 1,113
2012 381,544 379,827 500 0.13% 3,491 4,854 1.28% 4,354
2013 388,378 386,661 850 0.22% 998 5,852 1.51% 5,002
2014 396,913 395,196 1,250 0.32% 287 6,139 1.55% 4,889
2015 405,062 403,345 1,650 0.41% 223 6,362 1.58% 4,712

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.15 1.51 256 337

Summer kW Reduction 1.15 1.51 256 337

Annual kWh Reduction 2,494 2,718 556,162 606,114

Annual

Utility Cost per Installation: $385

Total Program Cost of the Utility ($000): $86

Net Benefits of Measures Installed During Reporting Period: ($22,020)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Energy Select (formerly GoodCents Select)

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 1,000 0.27% … … … …
2011 377,336 375,619 2,000 0.53% (667) (667) -0.18% (2,667)
2012 381,544 379,827 3,000 0.79% (416) (1,083) -0.29% (4,083)
2013 388,378 386,661 4,000 1.03% 2,149 1,066 0.28% (2,934)
2014 396,913 395,196 5,000 1.27% 1,754 2,820 0.71% (2,180)
2015 405,062 403,345 6,000 1.49% 1,394 4,214 1.04% (1,786)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 2.20 2.89 3,067 4,028

Summer kW Reduction 1.73 2.27 2,412 3,167

Annual kWh Reduction 762 831 1,062,228 1,157,829

Annual

Utility Cost per Installation: $1,062

Total Program Cost of the Utility ($000): $2,283

Net Benefits of Measures Installed During Reporting Period: ($1,373,108)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Energy Select Lite

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 300 0.08% … … … …
2011 377,336 375,619 900 0.24% 992 992 0.26% 92
2012 381,544 379,827 1,500 0.39% 2,215 3,207 0.84% 1,707
2013 388,378 386,661 2,100 0.54% 0 3,207 0.83% 1,107
2014 396,913 395,196 2,700 0.68% 0 3,207 0.81% 507
2015 405,062 403,345 3,300 0.82% 0 3,207 0.80% (93)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.10 1.44 0 0

Summer kW Reduction 0.98 1.29 0 0

Annual kWh Reduction 556 606 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: N/A Combined with Energy Select for current reporting

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Self-Install Energy Efficiency

Measure Name: Residential Energy Star Refrigerator

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 1,000 0.27% … … … …
2011 377,336 375,619 3,000 0.80% 502 502 0.13% (2,498)
2012 381,544 379,827 5,000 1.32% 2,327 2,829 0.74% (2,171)
2013 388,378 386,661 7,500 1.94% 2,753 5,582 1.44% (1,918)
2014 396,913 395,196 10,500 2.66% 293 5,875 1.49% (4,625)
2015 405,062 403,345 14,000 3.47% 657 6,532 1.62% (7,468)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.03 0.04 20 26

Summer kW Reduction 0.04 0.05 26 33

Annual kWh Reduction 271 295 178,047 193,815

Annual

Utility Cost per Installation: $76

Total Program Cost of the Utility ($000): $50

Net Benefits of Measures Installed During Reporting Period: ($16,132)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Self-Install Energy Efficiency

Measure Name: Residential Energy Star Freezer

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 200 0.05% … … … …
2011 377,336 375,619 600 0.16% 36 36 0.01% (564)
2012 381,544 379,827 1,100 0.29% 199 235 0.06% (865)
2013 388,378 386,661 1,800 0.47% 174 409 0.11% (1,391)
2014 396,913 395,196 2,500 0.63% 16 425 0.11% (2,075)
2015 405,062 403,345 3,200 0.79% 37 462 0.11% (2,738)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.010 0.013 0 0

Summer kW Reduction 0.011 0.014 0 1

Annual kWh Reduction 82 89 3,034 3,293

Annual

Utility Cost per Installation: $76

Total Program Cost of the Utility ($000): $3

Net Benefits of Measures Installed During Reporting Period: ($500)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Self-Install Energy Efficiency

Measure Name: Residential Energy Star Window A/C

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 150 0.04% … … … …
2011 377,336 375,619 450 0.12% 36 36 0.01% (414)
2012 381,544 379,827 850 0.22% 204 240 0.06% (610)
2013 388,378 386,661 1,300 0.34% 233 473 0.12% (827)
2014 396,913 395,196 1,800 0.46% 38 511 0.13% (1,289)
2015 405,062 403,345 2,200 0.55% 234 745 0.18% (1,455)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.22 0.29 51 68

Annual kWh Reduction 432 471 101,088 110,214

Annual

Utility Cost per Installation: $76

Total Program Cost of the Utility ($000): $18

Net Benefits of Measures Installed During Reporting Period: ($4,921)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Self-Install Energy Efficiency

Measure Name: Residential Energy Star Clothes Washer

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 500 0.13% … … … …
2011 377,336 375,619 2,000 0.53% 417 417 0.11% (1,583)
2012 381,544 379,827 4,500 1.18% 2,198 2,615 0.69% (1,885)
2013 388,378 386,661 8,000 2.07% 2,750 5,365 1.39% (2,635)
2014 396,913 395,196 12,500 3.16% 330 5,695 1.44% (6,805)
2015 405,062 403,345 18,000 4.46% 685 6,380 1.58% (11,620)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.028 0.037 19 25

Summer kW Reduction 0.028 0.037 19 25

Annual kWh Reduction 197 215 134,945 147,275

Annual

Utility Cost per Installation: $76

Total Program Cost of the Utility ($000): $52

Net Benefits of Measures Installed During Reporting Period: ($17,265)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Self-Install Energy Efficiency

Measure Name: Residential CFL

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 250,000 66.98% … … … …
2011 377,336 375,619 400,000 106.49% 3,200 3,200 0.85% (396,800)
2012 381,544 379,827 600,000 157.97% 77,646 80,846 21.28% (519,154)
2013 388,378 386,661 600,000 155.17% 0 80,846 20.91% (519,154)
2014 396,913 395,196 600,000 151.82% 0 80,846 20.46% (519,154)
2015 405,062 403,345 600,000 148.76% 0 80,846 20.04% (519,154)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00333 0.00437 0 0

Summer kW Reduction 0.00237 0.00311 0 0

Annual kWh Reduction 55 60 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: N/A No Program Participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Refrigerator Recycling

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 0 0.00% … … … …
2011 377,336 375,619 1,750 0.47% 815 815 0.22% (935)
2012 381,544 379,827 5,250 1.38% 1,064 1,879 0.49% (3,371)
2013 388,378 386,661 8,750 2.26% 982 2,861 0.74% (5,889)
2014 396,913 395,196 12,250 3.10% 903 3,764 0.95% (8,486)
2015 405,062 403,345 15,750 3.90% 0 3,764 0.93% (11,986)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.08 0.11 0 0

Summer kW Reduction 0.08 0.11 0 0

Annual kWh Reduction 738 804 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $8

Net Benefits of Measures Installed During Reporting Period: N/A No Program Participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial/Industrial Audit

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 600 1.29% … … … …
2011 55,016 46,872 1,200 2.56% 476 476 1.02% (724)
2012 55,584 47,317 1,800 3.80% 420 896 1.89% (904)
2013 56,431 48,039 2,400 5.00% 567 1,463 3.05% (937)
2014 57,460 48,940 3,000 6.13% 487 1,950 3.98% (1,050)
2015 58,450 49,802 3,600 7.23% 327 2,277 4.57% (1,323)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction ------ ------ ------ ------

Summer kW Reduction ------ ------ ------ ------

Annual kWh Reduction ------ ------ ------ ------

Annual

Utility Cost per Installation: $1,276

Total Program Cost of the Utility ($000): $417

Net Benefits of Measures Installed During Reporting Period: N/A

Note: The demand and energy savings of this program are not applied toward the established DSM goals.

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial HVAC Retrocommissioning

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 145 0.31% … … … …
2011 55,016 46,872 545 1.16% 323 323 0.69% (222)
2012 55,584 47,317 1,195 2.53% 307 630 1.33% (565)
2013 56,431 48,039 1,995 4.15% 254 884 1.84% (1,111)
2014 57,460 48,940 2,995 6.12% 64 948 1.94% (2,047)
2015 58,450 49,802 4,195 8.42% 17 965 1.94% (3,230)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.32 0.42 5 7

Summer kW Reduction 1.30 1.71 22 29

Annual kWh Reduction 3,921 4,274 66,657 72,658

Annual

Utility Cost per Installation: $1,221

Total Program Cost of the Utility ($000): $21

Net Benefits of Measures Installed During Reporting Period: ($4,111)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial HVAC Program

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 150 N/A … … N/A …
2011 55,016 46,872 450 N/A 85 85 N/A (365)
2012 55,584 47,317 800 N/A 1,608 1,693 N/A 893
2013 56,431 48,039 1,200 N/A 2,731 4,424 N/A 3,224
2014 57,460 48,940 1,700 N/A 1,606 6,030 N/A 4,330
2015 58,450 49,802 2,300 N/A 1,296 7,326 N/A 5,026

*Tons of HVAC installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.15 0.20 194 259

Annual kWh Reduction 652 711 844,992 921,456

Annual

Utility Cost per Installation: $76

Total Program Cost of the Utility ($000): $98

Net Benefits of Measures Installed During Reporting Period: ($46,398)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Geothermal Heat Pump Program

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 150 N/A … … N/A …
2011 55,016 46,872 325 N/A 0 0 N/A (325)
2012 55,584 47,317 525 N/A 290 290 N/A (235)
2013 56,431 48,039 775 N/A 128 418 N/A (357)
2014 57,460 48,940 1,025 N/A 73 491 N/A (534)
2015 58,450 49,802 1,275 N/A 0 491 N/A (784)

*Tons of Geothermal HVAC installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.27 0.35 0 0

Summer kW Reduction 0.29 0.38 0 0

Annual kWh Reduction 685 747 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: N/A No Program Participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial HPWH Program

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 1 N/A … … N/A …
2011 55,016 46,872 2 N/A 0 0 N/A (2)
2012 55,584 47,317 3 N/A 1 1 N/A (2)
2013 56,431 48,039 4 N/A 1 2 N/A (2)
2014 57,460 48,940 5 N/A 1 3 N/A (2)
2015 58,450 49,802 7 N/A 0 3 N/A (4)

*Installations (5 tons)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 11.80 15.5 0 0

Summer kW Reduction 10.00 13.1 0 0

Annual kWh Reduction 41,241 44,953 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: N/A No Program Participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Ceiling/Roof Insulation Program

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 29,965 N/A … … N/A …
2011 55,016 46,872 85,095 N/A 22,180 22,180 N/A (62,915)
2012 55,584 47,317 165,596 N/A 80,704 102,884 N/A (62,712)
2013 56,431 48,039 267,555 N/A 190,760 293,644 N/A 26,089
2014 57,460 48,940 387,349 N/A 4,742 298,386 N/A (88,963)
2015 58,450 49,802 521,669 N/A 8,511 306,897 N/A (214,772)

*Square feet of insulation installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00011 0.00014 1 1

Summer kW Reduction 0.00052 0.00068 4 6

Annual kWh Reduction 0.863 0.90 7,345 7,660

Annual

Utility Cost per Installation: $0

Total Program Cost of the Utility ($000): $1

Net Benefits of Measures Installed During Reporting Period: ($139)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Window Film

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 8,620 N/A … … N/A …
2011 55,016 46,872 24,973 N/A 0 0 N/A (24,973)
2012 55,584 47,317 49,250 N/A 21,863 21,863 N/A (27,387)
2013 56,431 48,039 80,015 N/A 9,805 31,668 N/A (48,347)
2014 57,460 48,940 115,900 N/A 2,122 33,790 N/A (82,110)
2015 58,450 49,802 155,652 N/A 2,503 36,293 N/A (119,359)

*Square feet of window film installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.0033 0.0043 7 9

Annual kWh Reduction 11 12 23,342 25,464

Annual

Utility Cost per Installation: $1

Total Program Cost of the Utility ($000): $2

Net Benefits of Measures Installed During Reporting Period: ($1,125)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Interior Lighting

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 50 N/A … … N/A …
2011 55,016 46,872 125 N/A 282 282 N/A 157
2012 55,584 47,317 225 N/A 876 1,158 N/A 933
2013 56,431 48,039 375 N/A 849 2,007 N/A 1,632
2014 57,460 48,940 525 N/A 355 2,362 N/A 1,837
2015 58,450 49,802 650 N/A 164 2,526 N/A 1,876

*kW of lighting reduction

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.00 1.31 164 215

Summer kW Reduction 1.00 1.31 164 215

Annual kWh Reduction 4,380 4,774 718,320 782,936

Annual

Utility Cost per Installation: $108

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: ($17,810)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Interior Lighting - LED

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 20 N/A … … N/A …
2011 55,016 46,872 50 N/A 61 61 N/A 11
2012 55,584 47,317 90 N/A 342 403 N/A 313
2013 56,431 48,039 140 N/A 966 1,369 N/A 1,229
2014 57,460 48,940 200 N/A 1,317 2,686 N/A 2,486
2015 58,450 49,802 260 N/A 1,855 4,541 N/A 4,281

*kW of lighting reduction

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.00 1.31 1,855 2,430

Summer kW Reduction 1.00 1.31 1,855 2,430

Annual kWh Reduction 4,380 4,774 8,124,900 8,855,770

Annual

Utility Cost per Installation: $108

Total Program Cost of the Utility ($000): $200

Net Benefits of Measures Installed During Reporting Period: ($229,610)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Occupancy Sensor - Interior Lighting

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 300 N/A … … N/A …
2011 55,016 46,872 800 N/A 680 680 N/A (120)
2012 55,584 47,317 1,400 N/A 1,171 1,851 N/A 451
2013 56,431 48,039 2,100 N/A 4,277 6,128 N/A 4,028
2014 57,460 48,940 2,850 N/A 3,650 9,778 N/A 6,928
2015 58,450 49,802 3,600 N/A 283 10,061 N/A 6,461

*Number of sensors installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.20 0.26 57 74

Summer kW Reduction 0.20 0.26 57 74

Annual kWh Reduction 800 872 226,400 246,776

Annual

Utility Cost per Installation: $8

Total Program Cost of the Utility ($000): $2

Net Benefits of Measures Installed During Reporting Period: ($4,932)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Reflective Roof

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 100,000 N/A … … N/A …
2011 55,016 46,872 300,000 N/A 85,813 85,813 N/A (214,187)
2012 55,584 47,317 600,000 N/A 424,855 510,668 N/A (89,332)
2013 56,431 48,039 1,000,000 N/A 1,730,233 2,240,901 N/A 1,240,901
2014 57,460 48,940 1,400,000 N/A 533,691 2,774,592 N/A 1,374,592
2015 58,450 49,802 1,900,000 N/A 171,266 2,945,858 N/A 1,045,858

*Square feet of reflective roof installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.00091 0.0012 156 206

Annual kWh Reduction 2.45 2.67 419,602 457,280

Annual

Utility Cost per Installation: $0

Total Program Cost of the Utility ($000): $13

Net Benefits of Measures Installed During Reporting Period: ($14,674)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Occupancy Sensor HVAC Control

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 75 N/A … … N/A …
2011 55,016 46,872 225 N/A 181 181 N/A (44)
2012 55,584 47,317 425 N/A 330 511 N/A 86
2013 56,431 48,039 675 N/A 4,825 5,336 N/A 4,661
2014 57,460 48,940 925 N/A 82 5,418 N/A 4,493
2015 58,450 49,802 1,175 N/A 0 5,418 N/A 4,243

*Number of sensors installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00012 0.00016 0 0

Summer kW Reduction 0.026 0.034 0 0

Annual kWh Reduction 512 558 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $12

Net Benefits of Measures Installed During Reporting Period: N/A No Program Participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: High Efficiency Motor Program

Measure Name: Commercial EE Motor 1-5 HP

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 25 N/A … … N/A …
2011 55,016 46,872 75 N/A 5 5 N/A (70)
2012 55,584 47,317 125 N/A 6 11 N/A (114)
2013 56,431 48,039 175 N/A 62 73 N/A (102)
2014 57,460 48,940 225 N/A 17 90 N/A (135)
2015 58,450 49,802 275 N/A 20 110 N/A (165)

*Horespower installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.03 0.04 1 1

Summer kW Reduction 0.03 0.04 1 1

Annual kWh Reduction 159 173 3,180 3,460

Annual

Utility Cost per Installation: $44

Total Program Cost of the Utility ($000): $0.89

Net Benefits of Measures Installed During Reporting Period: ($241)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: High Efficiency Motor Program

Measure Name: Commercial EE Motor 6-50 HP

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 1,000 N/A … … N/A …
2011 55,016 46,872 2,875 N/A 15 15 N/A (2,860)
2012 55,584 47,317 4,750 N/A 412 427 N/A (4,323)
2013 56,431 48,039 6,625 N/A 371 798 N/A (5,827)
2014 57,460 48,940 8,500 N/A 325 1,123 N/A (7,377)
2015 58,450 49,802 10,375 N/A 343 1,466 N/A (8,909)

*Horespower installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.016 0.021 5 7

Summer kW Reduction 0.016 0.021 5 7

Annual kWh Reduction 94 102 32,242 34,986

Annual

Utility Cost per Installation: $8

Total Program Cost of the Utility ($000): $3

Net Benefits of Measures Installed During Reporting Period: ($1,441)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: High Efficiency Motor Program

Measure Name: Commercial EE Motor 51 + HP

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 1,200 N/A … … N/A …
2011 55,016 46,872 3,600 N/A 300 300 N/A (3,300)
2012 55,584 47,317 6,000 N/A 1,825 2,125 N/A (3,875)
2013 56,431 48,039 8,400 N/A 0 2,125 N/A (6,275)
2014 57,460 48,940 10,800 N/A 1,185 3,310 N/A (7,490)
2015 58,450 49,802 13,200 N/A 260 3,570 N/A (9,630)

*Horespower installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.006 0.008 2 2

Summer kW Reduction 0.006 0.008 2 2

Annual kWh Reduction 36 39 9,360 10,140

Annual

Utility Cost per Installation: $2

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: ($381)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Food Service Efficiency Program

Measure Name: Convection Oven

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 1 0.00% … … … …
2011 55,016 46,872 4 0.01% 0 0 0.00% (4)
2012 55,584 47,317 7 0.01% 8 8 0.02% 1
2013 56,431 48,039 10 0.02% 1 9 0.02% (1)
2014 57,460 48,940 14 0.03% 1 10 0.02% (4)
2015 58,450 49,802 18 0.04% 0 10 0.02% (8)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.40 0.53 0 0

Summer kW Reduction 0.40 0.53 0 0

Annual kWh Reduction 1,869 2,037 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: N/A No Program Participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Food Service Efficiency Program

Measure Name: Fryer

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 2 0.00% … … … …
2011 55,016 46,872 5 0.01% 0 0 0.00% (5)
2012 55,584 47,317 9 0.02% 17 17 0.04% 8
2013 56,431 48,039 14 0.03% 9 26 0.05% 12
2014 57,460 48,940 20 0.04% 3 29 0.06% 9
2015 58,450 49,802 26 0.05% 12 41 0.08% 15

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.20 0.26 2 3

Summer kW Reduction 0.20 0.26 2 3

Annual kWh Reduction 1,160 1,264 13,920 15,168

Annual

Utility Cost per Installation: $201

Total Program Cost of the Utility ($000): $2

Net Benefits of Measures Installed During Reporting Period: ($1,035)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Food Service Efficiency Program

Measure Name: Griddle

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 1 0.00% … … … …
2011 55,016 46,872 2 0.00% 0 0 0.00% (2)
2012 55,584 47,317 3 0.01% 1 1 0.00% (2)
2013 56,431 48,039 4 0.01% 0 1 0.00% (3)
2014 57,460 48,940 5 0.01% 0 1 0.00% (4)
2015 58,450 49,802 7 0.01% 1 2 0.00% (5)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.50 0.66 1 1

Summer kW Reduction 0.50 0.66 1 1

Annual kWh Reduction 2,523 2,750 2,523 2,750

Annual

Utility Cost per Installation: $600

Total Program Cost of the Utility ($000): $600

Net Benefits of Measures Installed During Reporting Period: ($171)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Food Service Efficiency Program

Measure Name: Steamer

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 0 0.00% … … … …
2011 55,016 46,872 0 0.00% 0 0 0.00% 0
2012 55,584 47,317 0 0.00% 0 0 0.00% 0
2013 56,431 48,039 1 0.00% 4 4 0.01% 3
2014 57,460 48,940 2 0.00% 1 5 0.01% 3
2015 58,450 49,802 3 0.01% 0 5 0.01% 2

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 13.79 18.11 0 0

Summer kW Reduction 13.79 18.11 0 0

Annual kWh Reduction 60,081 65,488 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: N/A No Program Participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Food Service Efficiency Program

Measure Name: Holding Cabinet

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 5 0.01% … … … …
2011 55,016 46,872 11 0.02% 0 0 0.00% (11)
2012 55,584 47,317 19 0.04% 2 2 0.00% (17)
2013 56,431 48,039 27 0.06% 0 2 0.00% (25)
2014 57,460 48,940 37 0.08% 2 4 0.01% (33)
2015 58,450 49,802 47 0.09% 0 4 0.01% (43)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.20 1.58 0 0

Summer kW Reduction 1.20 1.58 0 0

Annual kWh Reduction 6,534 7,122 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: N/A No program participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Food Service Efficiency Program

Measure Name: Ice Machine

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 6 0.01% … … … …
2011 55,016 46,872 18 0.04% 0 0 0.00% (18)
2012 55,584 47,317 30 0.06% 16 16 0.03% (14)
2013 56,431 48,039 42 0.09% 6 22 0.05% (20)
2014 57,460 48,940 54 0.11% 4 26 0.05% (28)
2015 58,450 49,802 66 0.13% 12 38 0.08% (28)
2016 59,469 50,692 78 0.15%
2017 60,476 51,568 90 0.17%
2018 61,486 52,443 102 0.19%
2019 62,491 53,302 114 0.21%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.20 0.26 2 3

Summer kW Reduction 0.20 0.26 2 3

Annual kWh Reduction 1,797 1,959 21,564 23,508

Annual

Utility Cost per Installation: $103

Total Program Cost of the Utility ($000): $1

Net Benefits of Measures Installed During Reporting Period: ($790)

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial/Industrial Custom Incentive

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 … 0.00% … … … …
2011 55,016 46,872 … 0.00% 6 6 0.01% 6
2012 55,584 47,317 … 0.00% 5 11 0.02% 11
2013 56,431 48,039 … 0.00% 4 15 0.03% 15
2014 57,460 48,940 … 0.00% 0 15 0.03% 15
2015 58,450 49,802 … 0.00% 0 15 0.03% 15

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction ------ ------ 148 194

Summer kW Reduction ------ ------ 336 441

Annual kWh Reduction ------ ------ 1,965,492 2,142,385

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $10

Net Benefits of Measures Installed During Reporting Period: N/A

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial/Industrial Custom Incentive

Program Start Date: June, 2011

Reporting Period: Annual 2015

Meter Generator
Summer kW Winter kW Energy kWh Summer kW Winter kW Energy kWh

2010 … … … … … …

2011 440 443 3,985,873 577 582 5,234,646

2012 375 150 1,118,968 493 197 1,219,676

2013 336 148 1,965,492 441 194 2,142,385

2014 0 0 0 0 0 0

2015 0 0 0 0 0 0

Cumulative 1,151 741 7,070,333 1,511 973 8,596,707

Projects - 2013 Meter Generator
Summer kW Winter kW Energy kWh Summer kW Winter kW Energy kWh

General Electric 35.00 26.00 89,283 45.97 34.15 97,318
Baptist Hospital/Andrews Institute 238.00 95.00 1,449,959 312.57 124.76 1,580,455
Whiting Field 28.00 12.00 258,456 36.77 15.76 281,717
Whiting Field 35.00 15.00 167,794 45.97 19.70 182,895

Total 336.00 148.00 1,965,492 441.28 194.37 2,142,385

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Real Time Pricing

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over(Under)
Number of Eligible Program Level Program Program Level Projected

Year Customers Customers Participants % Participants Participants % Participation
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C x 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 18 2 11.11% … … … …
2011 55,016 18 2 11.11% 0 0 0.00% (2)
2012 55,584 18 2 11.11% 4 4 22.22% 2
2013 56,431 18 2 11.11% 0 4 22.22% 2
2014 57,460 18 2 11.11% 1 5 27.78% 3
2015 58,450 18 2 11.11% 1 6 33.33% 4

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1,000 1,313 1,000 1,313

Summer kW Reduction 2,000 2,627 2,000 2,627

Annual kWh Reduction ------ ------ ------ ------

Annual

Utility Cost per Installation: $0

Total Program Cost of the Utility ($000): N/A

Net Benefits of Measures Installed During Reporting Period: N/A No program participants

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Solar Thermal

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 115 0.03% … … … …
2011 377,336 375,619 230 0.06% 47 47 0.01% (183)
2012 381,544 379,827 345 0.09% 36 83 0.02% (262)
2013 388,378 386,661 460 0.12% 23 106 0.03% (354)
2014 396,913 395,196 575 0.15% 27 133 0.03% (442)
2015 405,062 403,345 575 0.14% 21 154 0.04% (421)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.25 0.33 5.25 6.93

Summer kW Reduction 0.25 0.33 5.25 6.93

Annual kWh Reduction 1,906 2,078 40,026.00 43,638.00

Annual

Utility Cost per Installation: $381

Total Program Cost of the Utility ($000): $8

Net Benefits of Measures Installed During Reporting Period: N/A

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Solar PV

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 374,936 373,219 40 0.01% … … … …
2011 377,336 375,619 80 0.02% 41 41 0.01% (39)
2012 381,544 379,827 120 0.03% 44 85 0.02% (35)
2013 388,378 386,661 160 0.04% 42 127 0.03% (33)
2014 396,913 395,196 200 0.05% 42 169 0.04% (31)
2015 405,062 403,345 200 0.05% 47 216 0.05% 16

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.50 1.97 70.50 92.59

Summer kW Reduction 3.00 3.94 141.00 185.18

Annual kWh Reduction 6,388 6,963 300,236.00 327,261.00

Annual

Utility Cost per Installation: $5,142

Total Program Cost of the Utility ($000): $242

Net Benefits of Measures Installed During Reporting Period: N/A

(2010 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Solar PV

Program Start Date: June, 2011

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2010 54,648 46,618 6 0.01% … … … …
2011 55,016 46,872 12 0.03% 1 1 0.00% (11)
2012 55,584 47,317 18 0.04% 3 4 0.01% (14)
2013 56,431 48,039 24 0.05% 3 7 0.01% (17)
2014 57,460 48,940 30 0.06% 8 15 0.03% (15)
2015 58,450 49,802 30 0.06% 5 20 0.04% (10)

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.50 1.97 7.50 9.85

Summer kW Reduction 3.00 3.94 15.00 19.70

Annual kWh Reduction 6,388 6,963 31,940.00 34,815.00

Annual

Utility Cost per Installation: $48,336

Total Program Cost of the Utility ($000): $242

Net Benefits of Measures Installed During Reporting Period: N/A

(2010 DSM PLAN)
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A B C D E F G H I J
Total Per Unit Per Unit Per Unit Total Total Total Cumulative Cumulative Cumulative

Residential Programs Measures Units Win. kW Sum. kW kWh Win. MW Sum. MW GWh Win. MW Sum. MW GWh
Residential Energy Audit and Education Home Energy Reporting 0 0.06 0.06 300 0.00 0.00 0.00 2.35 2.35 11.75
Community Energy Saver Residential Community Energy Saver 1,737 0.11 0.05 736 0.19 0.09 1.28 1.27 0.58 8.45
Landlord/Renter Custom Incentive Landlord/Renter Customer Incentive Program 0 ------ ------ ------ 0.00 0.00 0.00 0.00 0.12 0.29
HVAC Efficiency Improvement Residential HVAC Maintenance 5,708 0.26 0.31 1,306 1.48 1.77 7.45 8.26 9.85 41.49
HVAC Efficiency Improvement Residential HVAC Early Retirement Tier 1 1,099 1.16 1.24 5,854 1.27 1.36 6.43 5.03 5.39 25.42
HVAC Efficiency Improvement Residential HVAC Early Retirement Tier 2 770 1.25 1.33 6,243 0.96 1.02 4.81 3.68 3.93 18.44
HVAC Efficiency Improvement Residential HVAC Early Retirement Tier 3 39 1.67 1.57 7,132 0.07 0.06 0.28 0.29 0.25 1.18
HVAC Efficiency Improvement Residential HVAC Efficiency Upgrade Tier 1 249 0.43 0.32 1,567 0.11 0.08 0.39 0.45 0.34 1.66
HVAC Efficiency Improvement Residential HVAC Efficiency Upgrade Tier 2 120 0.47 0.40 1,891 0.06 0.05 0.23 0.31 0.26 1.25
HVAC Efficiency Improvement Residential HVAC Efficiency Upgrade Tier 3 73 1.08 0.64 3,456 0.08 0.05 0.25 0.43 0.25 1.35
HVAC Efficiency Improvement Residential Duct Repair 3,965 0.21 0.32 1,382 0.83 1.27 5.48 4.23 6.44 27.81
HVAC Efficiency Improvement Residential ECM Fan 0 0.14 0.27 1,109 0.00 0.00 0.00 0.00 0.00 0.00
Heat Pump Water Heater Residential HPWH 298 0.37 0.10 1,348 0.11 0.03 0.40 1.45 0.40 5.32
Ceiling Insulation Residential Ceiling Insulation 338 0.80 0.10 575 0.27 0.03 0.19 1.84 0.23 1.32
High Performance Window Residential Window Replacement 511 0.50 0.20 1,338 0.26 0.10 0.68 1.83 0.73 4.87
High Performance Window Residential Window Film 96 0.00 0.20 788 0.00 0.02 0.08 0.00 0.11 0.44
Reflective Roof Residential Reflective Roof 155 0.00 0.41 1,029 0.00 0.06 0.16 0.00 0.41 1.06
Variable Speed/Flow Pool Pump Variable Speed/Flow Pool Pump 223 1.15 1.15 2,494 0.26 0.26 0.56 7.32 7.32 15.88
Energy Select Energy Select 1,394 2.20 1.73 762 3.07 2.41 1.06 9.27 7.29 3.21
Energy Select Lite Energy Select Lite 0 1.10 0.98 556 0.00 0.00 0.00 3.53 3.14 1.78
Self-Install Energy Efficiency Residential Energy Star Refrigerator 657 0.03 0.04 271 0.02 0.03 0.18 0.20 0.26 1.78
Self-Install Energy Efficiency Residential Energy Star Freezer 37 0.01 0.01 82 0.00 0.00 0.00 0.00 0.00 0.03
Self-Install Energy Efficiency Residential Energy Star Window A/C 234 0.00 0.22 432 0.00 0.05 0.10 0.00 0.16 0.33
Self-Install Energy Efficiency Residential Energy Star Clothes Washer 685 0.03 0.03 197 0.02 0.02 0.13 0.18 0.18 1.25
Self-Install Energy Efficiency Residential CFL 0 0.00 0.00 55 0.00 0.00 0.00 0.27 0.19 4.45
Refrigerator Recycling Residential Refrigerator Recycling 0 0.08 0.08 738 0.00 0.00 0.00 0.31 0.31 2.78

Total Residential Applicable To Goal 9.06 8.76 30.14 52.50 50.49 183.59
Residential Energy Audit and Education Residential Energy Audit 5,137 ------ ------ ------ ----- ----- ----- ----- ----- -----

Total Residential 9.06 8.76 30.14 52.50 50.49 183.59

Commercial and Industrial Programs Measures
Commercial HVAC Retrocommissioning Commercial HVAC Retrocommissioning 17 0.32 1.30 3,921 0.01 0.02 0.07 0.31 1.25 3.79
Commercial Building Efficiency Commercial HVAC Program 1,296 0.00 0.15 652 0.00 0.19 0.84 0.00 1.09 4.78
Commercial Building Efficiency Commercial Geothermal Heat Pump Program 0 0.27 0.29 685 0.00 0.00 0.00 0.13 0.14 0.34
Commercial Building Efficiency Commercial HPWH Program 0 11.80 10.00 41,241 0.00 0.00 0.00 0.03 0.03 0.12
Commercial Building Efficiency Commercial Ceiling/Roof Insulation Program 8,511 0.00 0.00 1 0.00 0.00 0.01 0.03 0.15 0.26
Commercial Building Efficiency Commercial Window Film 2,503 0.00 0.00 11 0.00 0.01 0.03 0.00 0.12 0.40
Commercial Building Efficiency Commercial Interior Lighting 164 1.00 1.00 4,380 0.16 0.16 0.72 2.53 2.53 11.07
Commercial Building Efficiency Commercial Interior Lighting - LED 1,855 1.00 1.00 4,380 1.86 1.86 8.12 4.55 4.55 19.89
Commercial Building Efficiency Commercial Occupancy Sensor - Interior Lighting 283 0.20 0.20 800 0.06 0.06 0.23 2.02 2.02 8.05
Commercial Building Efficiency Commercial Reflective Roof 171,266 0.00 0.00 2 0.00 0.16 0.42 0.00 2.69 7.22
Occupancy Sensor HVAC Control Commercial Occupancy Sensor - HVAC 0 0.00 0.03 512 0.00 0.00 0.00 0.00 0.14 2.77
High Efficiency Motor Commercial EE Motor 1-5 HP 20 0.03 0.03 159 0.00 0.00 0.00 0.00 0.00 0.01
High Efficiency Motor Commercial EE Motor 6-50 HP 343 0.02 0.02 94 0.01 0.01 0.03 0.04 0.04 0.13
High Efficiency Motor Commercial EE Motor 51 + HP 260 0.01 0.01 36 0.00 0.00 0.01 0.02 0.02 0.13
Food Service Efficiency Convection Oven 0 0.40 0.40 1,869 0.00 0.00 0.00 0.00 0.00 0.01
Food Service Efficiency Fryer 12 0.20 0.20 1,160 0.00 0.00 0.01 0.00 0.00 0.04
Food Service Efficiency Griddle 1 0.50 0.50 2,523 0.00 0.00 0.00 0.00 0.00 0.00
Food Service Efficiency Steamer 0 13.79 13.79 60,081 0.00 0.00 0.00 0.07 0.07 0.30
Food Service Efficiency Holding Cabinet 0 1.20 1.20 6,534 0.00 0.00 0.00 0.00 0.00 0.02
Food Service Efficiency Ice Machine 12 0.20 0.20 1,797 0.00 0.00 0.02 0.00 0.00 0.07
Commercial/Industrial Custom Incentive Commercial/Industrial Custom Incentive 0 ------ ------ ------ 0.15 0.34 1.97 1.04 1.84 11.02
Real Time Pricing Real Time Pricing 1 1,000 2,000 ------ 1.00 2.00 ------ 6.00 12.00 ------

Total Commercial/Industrial Applicable to Goal 3.25 4.81 12.48 16.77 28.68 70.42
Commercial/Industrial Energy Analysis Commercial/Industrial Energy Analysis 327 ------ ------ ------ ----- ----- ----- ----- ----- -----

Total Commercial/Industrial 3.25 4.81 12.48 16.77 28.68 70.42

Solar Programs Measures
Residential Solar Thermal Residential Solar Thermal 21 0.25 0.25 1,906 0.01 0.01 0.04 0.05 0.05 0.30
Residential Solar PV Residential Solar PV 47 1.50 3.00 6,388 0.07 0.14 0.30 0.32 0.66 1.39
Commercial Solar PV Commercial Solar PV 5 1.50 3.00 6,388 0.01 0.02 0.03 0.02 0.05 0.12

Total Solar Programs 0.09 0.17 0.37 0.39 0.76 1.81
Column A: Actual acheived for the reporting year.

Column B: As filed in the Conservation Plan Filing

Column C: As filed in the Conservation Plan Filing

Column D: As filed in the Conservation Plan Filing

Column E: (Column A) X (Column B)

Column F: (Column A) X (Column C)

Column G: (Column A) X (Column D)

Column H: Annual Results plus any/all previous Annual Results for this conservation plan.

Column I: Annual Results plus any/all previous Annual Results for this conservation plan.

Column J: Annual Results plus any/all previous Annual Results for this conservation plan.

GULF  POWER  COMPANY
2015 DSM Progress Report

Savings at the Meter

2010 DSM PLAN
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A B C D E F G H I J
Total Per Unit Per Unit Per Unit Total Total Total Cumulative Cumulative Cumulative

Residential Programs Measures Units Win. kW Sum. kW kWh Win. MW Sum. MW GWh Win. MW Sum. MW GWh
Residential Energy Audit and Education Home Energy Reporting 0 0.08 0.08 327 0.00 0.00 0.00 3.13 3.13 12.81
Community Energy Saver Residential Community Energy Saver 1,737 0.14 0.07 802 0.24 0.12 1.39 1.61 0.80 9.22
Landlord/Renter Custom Incentive Landlord/Renter Customer Incentive Program 0 ------ ------ ------ 0.00 0.00 0.00 0.00 0.16 0.38
HVAC Efficiency Improvement Residential HVAC Maintenance 5,708 0.34 0.41 1,424 1.94 2.34 8.13 10.81 13.02 45.23
HVAC Efficiency Improvement Residential HVAC Early Retirement Tier 1 1,099 1.52 1.63 6,381 1.67 1.79 7.01 6.60 7.08 27.71
HVAC Efficiency Improvement Residential HVAC Early Retirement Tier 2 770 1.64 1.75 6,805 1.26 1.35 5.24 4.85 5.17 20.11
HVAC Efficiency Improvement Residential HVAC Early Retirement Tier 3 39 2.19 2.06 7,774 0.09 0.08 0.30 0.37 0.33 1.29
HVAC Efficiency Improvement Residential HVAC Efficiency Upgrade Tier 1 249 0.56 0.42 1,708 0.14 0.10 0.43 0.60 0.44 1.82
HVAC Efficiency Improvement Residential HVAC Efficiency Upgrade Tier 2 120 0.62 0.53 2,061 0.07 0.06 0.25 0.40 0.35 1.35
HVAC Efficiency Improvement Residential HVAC Efficiency Upgrade Tier 3 73 1.42 0.84 3,767 0.10 0.06 0.27 0.54 0.32 1.47
HVAC Efficiency Improvement Residential Duct Repair 3,965 0.28 0.42 1,506 1.11 1.67 5.97 5.64 8.45 30.31
HVAC Efficiency Improvement Residential ECM Fan 0 0.18 0.35 1,209 0.00 0.00 0.00 0.00 0.00 0.00
Heat Pump Water Heater Residential HPWH 298 0.49 0.13 1,469 0.15 0.04 0.44 1.94 0.51 5.81
Ceiling Insulation Residential Ceiling Insulation 338 1.05 0.13 627 0.35 0.04 0.21 2.39 0.30 1.44
High Performance Window Residential Window Replacement 511 0.66 0.26 1,458 0.34 0.13 0.75 2.40 0.94 5.32
High Performance Window Residential Window Film 96 0.00 0.26 859 0.00 0.02 0.08 0.00 0.14 0.47
Reflective Roof Residential Reflective Roof 155 0.00 0.54 1,122 0.00 0.08 0.17 0.00 0.55 1.15
Variable Speed/Flow Pool Pump Variable Speed/Flow Pool Pump 223 1.51 1.51 2,718 0.34 0.34 0.61 9.61 9.61 17.29
Energy Select Energy Select 1,394 2.89 2.27 831 4.03 3.17 1.16 12.18 9.57 3.50
Energy Select Lite Energy Select Lite 0 1.44 1.29 606 0.00 0.00 0.00 4.63 4.13 1.94
Self-Install Energy Efficiency Residential Energy Star Refrigerator 657 0.04 0.05 295 0.03 0.03 0.19 0.26 0.33 1.93
Self-Install Energy Efficiency Residential Energy Star Freezer 37 0.01 0.01 89 0.00 0.00 0.00 0.00 0.00 0.04
Self-Install Energy Efficiency Residential Energy Star Window A/C 234 0.00 0.29 471 0.00 0.07 0.11 0.00 0.22 0.36
Self-Install Energy Efficiency Residential Energy Star Clothes Washer 685 0.04 0.04 215 0.03 0.03 0.15 0.24 0.24 1.37
Self-Install Energy Efficiency Residential CFL 0 0.00 0.00 60 0.00 0.00 0.00 0.35 0.25 4.85
Refrigerator Recycling Residential Refrigerator Recycling 0 0.11 0.11 804 0.00 0.00 0.00 0.39 0.39 3.04

Total Residential Applicable To Goal 11.89 11.52 32.86 68.94 66.43 200.21
Residential Energy Audit and Education Residential Energy Audit 5,137 ------ ------ ------ ----- ----- ----- ----- ----- -----

Total Residential 11.89 11.52 32.86 68.94 66.43 200.21

Commercial and Industrial Programs Measures
Commercial HVAC Retrocommissioning Commercial HVAC Retrocommissioning 17 0.42 1.71 4,274 0.01 0.03 0.07 0.42 1.64 4.12
Commercial Building Efficiency Commercial HVAC Program 1,296 0.00 0.20 711 0.00 0.26 0.92 0.00 1.47 5.20
Commercial Building Efficiency Commercial Geothermal Heat Pump Program 0 0.35 0.38 747 0.00 0.00 0.00 0.17 0.19 0.37
Commercial Building Efficiency Commercial HPWH Program 0 15.50 13.10 44,953 0.00 0.00 0.00 0.06 0.03 0.12
Commercial Building Efficiency Commercial Ceiling/Roof Insulation Program 8,511 0.00 0.00 1 0.00 0.01 0.01 0.04 0.21 0.27
Commercial Building Efficiency Commercial Window Film 2,503 0.00 0.00 12 0.00 0.01 0.03 0.00 0.15 0.44
Commercial Building Efficiency Commercial Interior Lighting 164 1.31 1.31 4,774 0.21 0.21 0.78 3.31 3.31 12.05
Commercial Building Efficiency Commercial Interior Lighting - LED 1,855 1.31 1.31 4,774 2.43 2.43 8.86 5.96 5.96 21.68
Commercial Building Efficiency Commercial Occupancy Sensor - Interior Lighting 283 0.26 0.26 872 0.07 0.07 0.25 2.61 2.61 8.77
Commercial Building Efficiency Commercial Reflective Roof 171,266 0.00 0.00 3 0.00 0.21 0.46 0.00 3.54 7.86
Occupancy Sensor HVAC Control Commercial Occupancy Sensor - HVAC 0 0.00 0.03 558 0.00 0.00 0.00 0.00 0.18 3.02
High Efficiency Motor Commercial EE Motor 1-5 HP 20 0.04 0.04 173 0.00 0.00 0.00 0.00 0.00 0.01
High Efficiency Motor Commercial EE Motor 6-50 HP 343 0.02 0.02 102 0.01 0.01 0.03 0.04 0.04 0.14
High Efficiency Motor Commercial EE Motor 51 + HP 260 0.01 0.01 39 0.00 0.00 0.01 0.02 0.02 0.14
Food Service Efficiency Convection Oven 0 0.53 0.53 2,037 0.00 0.00 0.00 0.00 0.00 0.02
Food Service Efficiency Fryer 12 0.26 0.26 1,264 0.00 0.00 0.02 0.00 0.00 0.05
Food Service Efficiency Griddle 1 0.66 0.66 2,750 0.00 0.00 0.00 0.00 0.00 0.00
Food Service Efficiency Steamer 0 18.11 18.11 65,488 0.00 0.00 0.00 0.09 0.09 0.33
Food Service Efficiency Holding Cabinet 0 1.58 1.58 7,122 0.00 0.00 0.00 0.00 0.00 0.02
Food Service Efficiency Ice Machine 12 0.26 0.26 1,959 0.00 0.00 0.02 0.00 0.00 0.07
Commercial/Industrial Custom Incentive Commercial/Industrial Custom Incentive 0 ------ ------ ------ 0.19 0.44 2.14 1.35 2.39 12.87
Real Time Pricing Real Time Pricing 1 1,313 2,627 ------ 1.31 2.63 ------ 7.87 15.77 ------

Total Commercial/Industrial Applicable to Goal 4.23 6.31 13.60 21.94 37.60 77.55
Commercial/Industrial Energy Analysis Commercial/Industrial Energy Analysis 327 ------ ------ ------ ----- ----- ----- ----- ----- -----

Total Commercial/Industrial 4.23 6.31 13.60 21.94 37.60 77.55

Solar Programs Measures
Residential Solar Thermal Residential Solar Thermal 21 0.33 0.33 2,078 0.01 0.01 0.04 0.06 0.06 0.33
Residential Solar PV Residential Solar PV 47 1.97 3.94 6,963 0.09 0.19 0.33 0.42 0.87 1.51
Commercial Solar PV Commercial Solar PV 5 1.97 3.94 6,963 0.01 0.02 0.03 0.04 0.06 0.13

Total Solar Programs 0.11 0.22 0.40 0.52 0.99 1.97
Column A: Actual acheived for the reporting year.

Column B: As filed in the Conservation Plan Filing

Column C: As filed in the Conservation Plan Filing

Column D: As filed in the Conservation Plan Filing

Column E: (Column A) X (Column B)

Column F: (Column A) X (Column C)

Column G: (Column A) X (Column D)

Column H: Annual Results plus any/all previous Annual Results for this conservation plan.

Column I: Annual Results plus any/all previous Annual Results for this conservation plan.

Column J: Annual Results plus any/all previous Annual Results for this conservation plan.

GULF  POWER  COMPANY
2015 DSM Progress Report
Savings at the Generator

2010 DSM PLAN
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Energy Audit and Education

Measure Name: Residential Energy Audit

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G - Column D)

Plan-To-Date)

2015 392,015 390,238 8,400 2.15% 2,301 2,301 0.59% (6,099)
2016 397,625 395,848 16,800 4.24%
2017 404,186 402,409 25,200 6.26%
2018 410,463 408,686 33,600 8.22%
2019 416,121 414,344 42,000 10.14%
2020 421,420 419,643 50,400 12.01%
2021 125,977 424,200 58,800 13.86%
2022 429,938 428,161 67,200 15.70%
2023 433,642 431,865 75,600 17.51%
2024 436,925 435,148 84,000 19.30%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction ------ ------ ------ ------

Summer kW Reduction ------ ------ ------ ------

Annual kWh Reduction ------ ------ ------ ------

Annual

Utility Cost per Installation: $302

Total Program Cost of the Utility ($000): $695

Net Benefits of Measures Installed During Reporting Period: N/A

Note: The demand and energy savings of this program are not applied toward the established DSM goals.

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Community Energy Saver

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 374,936 130,627 2,500 1.91% 149 149 0.11% (2,351)
2016 377,336 131,467 5,000 3.80%
2017 381,544 132,939 7,500 5.64%
2018 388,378 135,331 10,000 7.39%
2019 396,913 138,319 12,500 9.04%
2020 405,062 141,171 15,000 10.63%
2021 416,491 144,121 17,500 12.14%
2022 421,774 147,020 20,000 13.60%
2023 430,056 149,919 22,500 15.01%
2024 438,190 152,766 25,000 16.36%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.11 0.14 16 21

Summer kW Reduction 0.05 0.06 7 9

Annual kWh Reduction 769 810 114,581 120,690

Annual

Utility Cost per Installation: $1,789

Total Program Cost of the Utility ($000): $267

Net Benefits of Measures Installed During Reporting Period: ($31,617)

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Landlord-Renter Custom Incentive

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 374,936 130,627 0 0.00% 0 0 0.00% 0
2016 377,336 131,467 0 0.00%
2017 381,544 132,939 0 0.00%
2018 388,378 135,331 0 0.00%
2019 396,913 138,319 0 0.00%
2020 405,062 141,171 0 0.00%
2021 416,491 144,121 0 0.00%
2022 421,774 147,020 0 0.00%
2023 430,056 149,919 0 0.00%
2024 438,190 152,766 0 0.00%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction ------ ------ 0 0

Summer kW Reduction ------ ------ 0 0

Annual kWh Reduction ------ ------ 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $4

Net Benefits of Measures Installed During Reporting Period: N/A No incentives paid

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Landlord/Renter Custom Incentive Program

Program Start Date: September, 2015

Reporting Period: Annual 2015 0

Meter Generator
Summer kW Winter kW Energy kWh Summer kW Winter kW Energy kWh

2015 0 0 0 0 0 0

2016

2017

2018

2019

Cumulative 0 0 0 0 0 0

Projects - 2015 Meter Generator
Summer kW Winter kW Energy kWh Summer kW Winter kW Energy kWh

Total 0.00 0.00 0 0.00 0.00 0

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Maintenance

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 392,015 390,238 800 0.21% 999 999 0.26% 199
2016 397,625 395,848 2,000 0.51%
2017 404,186 402,409 4,000 0.99%
2018 410,463 408,686 7,200 1.76%
2019 416,121 414,344 10,600 2.56%
2020 421,420 419,643 14,400 3.43%
2021 425,977 424,200 18,600 4.38%
2022 429,938 428,161 23,200 5.42%
2023 433,642 431,865 28,050 6.50%
2024 436,925 435,148 33,050 7.60%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.07 0.08 70 80

Summer kW Reduction 0.24 0.29 240 290

Annual kWh Reduction 607 639 606,393 638,361

Annual

Utility Cost per Installation: $364

Total Program Cost of the Utility ($000): $364

Net Benefits of Measures Installed During Reporting Period: ($44,296)

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential HVAC Quality Installation

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 392,015 390,238 2,000 0.51% 0 0 0.00% (2,000)
2016 397,625 395,848 4,000 1.01%
2017 404,186 402,409 6,000 1.49%
2018 410,463 408,686 8,500 2.08%
2019 416,121 414,344 12,000 2.90%
2020 421,420 419,643 16,500 3.93%
2021 425,977 424,200 21,500 5.07%
2022 429,938 428,161 26,500 6.19%
2023 433,642 431,865 31,500 7.29%
2024 436,925 435,148 36,500 8.39%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.08 0.10 0 0

Summer kW Reduction 0.18 0.22 0 0

Annual kWh Reduction 451 475 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $222

Net Benefits of Measures Installed During Reporting Period: N/A

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential HVAC Efficiency Improvement Program

Measure Name: Residential Duct Repair

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 392,015 390,238 500 0.13% 0 0 0.00% (500)
2016 397,625 395,848 1,000 0.25%
2017 404,186 402,409 1,500 0.37%
2018 410,463 408,686 2,000 0.49%
2019 416,121 414,344 3,500 0.84%
2020 421,420 419,643 5,500 1.31%
2021 425,977 424,200 8,000 1.89%
2022 429,938 428,161 11,000 2.57%
2023 433,642 431,865 14,500 3.36%
2024 436,925 435,148 18,500 4.25%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.11 1.37 0 0

Summer kW Reduction 0.15 0.18 0 0

Annual kWh Reduction 303 319 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $182

Net Benefits of Measures Installed During Reporting Period: N/A

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Building Efficiency Program

Measure Name: Residential High Performance Window

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 392,015 390,238 250 0.06% 251 251 0.06% 1
2016 397,625 395,848 600 0.15%
2017 404,186 402,409 1,050 0.26%
2018 410,463 408,686 1,550 0.38%
2019 416,121 414,344 2,150 0.52%
2020 421,420 419,643 2,850 0.68%
2021 425,977 424,200 3,650 0.86%
2022 429,938 428,161 4,650 1.09%
2023 433,642 431,865 5,850 1.35%
2024 436,925 435,148 7,250 1.67%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.24 0.30 60 75

Summer kW Reduction 0.21 0.26 53 65

Annual kWh Reduction 391 412 98,141 103,412

Annual

Utility Cost per Installation: $151

Total Program Cost of the Utility ($000): $38

Net Benefits of Measures Installed During Reporting Period: ($4,674)

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Building Efficiency Program

Measure Name: Residential Reflective Roof

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 392,015 390,238 100 0.03% 60 60 0.02% (40)
2016 397,625 395,848 250 0.06%
2017 404,186 402,409 450 0.11%
2018 410,463 408,686 700 0.17%
2019 416,121 414,344 1,000 0.24%
2020 421,420 419,643 1,350 0.32%
2021 425,977 424,200 1,750 0.41%
2022 429,938 428,161 2,250 0.53%
2023 433,642 431,865 2,850 0.66%
2024 436,925 435,148 3,550 0.82%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.41 0.50 25 30

Annual kWh Reduction 1,029 1,084 61,740 65,040

Annual

Utility Cost per Installation: $0

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: ($2,313)

(2015 DSM PLAN)

Page 66

Docket No. 160186-EI 
2015 Annual FEECA Program 

Exhibit KRR-14, Page 67 of 79



DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Energy Select (formerly GoodCents Select)

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 392,015 390,238 1,600 0.41% 472 472 0.12% (1,128)
2016 397,625 395,848 3,200 0.81%
2017 404,186 402,409 4,800 1.19%
2018 410,463 408,686 6,400 1.57%
2019 416,121 414,344 8,000 1.93%
2020 421,420 419,643 9,750 2.32%
2021 425,977 424,200 11,650 2.75%
2022 429,938 428,161 13,700 3.20%
2023 433,642 431,865 15,900 3.68%
2024 436,925 435,148 18,250 4.19%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 1.07 1.32 505 623

Summer kW Reduction 1.80 2.22 850 1,048

Annual kWh Reduction 735 774 346,920 365,328

Annual

Utility Cost per Installation: $3,175

Total Program Cost of the Utility ($000): $1,499

Net Benefits of Measures Installed During Reporting Period: ($1,603,082)

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Residential Building Efficiency Program

Measure Name: Residential Energy Star Window A/C

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 392,015 390,238 200 0.05% 1 1 0.00% (199)
2016 397,625 395,848 400 0.10%
2017 404,186 402,409 600 0.15%
2018 410,463 408,686 800 0.20%
2019 416,121 414,344 1,000 0.24%
2020 421,420 419,643 1,200 0.29%
2021 425,977 424,200 1,400 0.33%
2022 429,938 428,161 1,600 0.37%
2023 433,642 431,865 1,800 0.42%
2024 436,925 435,148 2,000 0.46%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.04 0.05 0 0

Annual kWh Reduction 82 86 82 86

Annual

Utility Cost per Installation: $2,454

Total Program Cost of the Utility ($000): $2

Net Benefits of Measures Installed During Reporting Period: ($222)

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial/Industrial Energy Audit

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 55,525 47,673 500 1.05% 125 125 0.26% (375)
2016 55,992 48,140 1,000 2.08%
2017 56,539 48,687 1,500 3.08%
2018 57,062 49,210 2,000 4.06%
2019 57,534 49,682 2,500 5.03%
2020 57,975 50,123 3,000 5.99%
2021 58,355 50,203 3,500 6.97%
2022 58,683 50,831 4,000 7.87%
2023 58,992 51,140 4,500 8.80%
2024 59,264 51,412 5,000 9.73%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction ------ ------ ------ ------

Summer kW Reduction ------ ------ ------ ------

Annual kWh Reduction ------ ------ ------ ------

Annual

Utility Cost per Installation: $1,723

Total Program Cost of the Utility ($000): $215

Net Benefits of Measures Installed During Reporting Period: N/A

Note: The demand and energy savings of this program are not applied toward the established DSM goals.

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial HVAC Retrocommissioning

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 55,525 47,673 250 0.52% 5 5 0.01% (245)
2016 55,992 48,140 500 1.04%
2017 56,539 48,687 750 1.54%
2018 57,062 49,210 1,000 2.03%
2019 57,534 49,682 1,250 2.52%
2020 57,975 50,123 1,500 2.99%
2021 58,355 50,203 1,775 3.54%
2022 58,683 50,831 2,100 4.13%
2023 58,992 51,140 2,450 4.79%
2024 59,264 51,412 2,825 5.49%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.30 0.37 2 2

Annual kWh Reduction 965 1,016 4,825 5,080

Annual

Utility Cost per Installation: $1,896

Total Program Cost of the Utility ($000): $9

Net Benefits of Measures Installed During Reporting Period: ($935)

(2015 DSM PLAN)

Page 70

Docket No. 160186-EI 
2015 Annual FEECA Program 

Exhibit KRR-14, Page 71 of 79



DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Geothermal Heat Pump Program

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 55,525 47,673 120 N/A 37 37 N/A (83)
2016 55,992 48,140 245 N/A
2017 56,539 48,687 375 N/A
2018 57,062 49,210 515 N/A
2019 57,534 49,682 665 N/A
2020 57,975 50,123 865 N/A
2021 58,355 50,203 1,075 N/A
2022 58,683 50,831 1,300 N/A
2023 58,992 51,140 1,530 N/A
2024 59,264 51,412 1,765 N/A

*Tons of Geothermal HVAC installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.27 0.33 10 12

Summer kW Reduction 0.29 0.36 11 13

Annual kWh Reduction 685 721 25,345 26,677

Annual

Utility Cost per Installation: $0

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: ($777)

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Ceiling/Roof Insulation Program

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 55,525 47,673 225,000 N/A 20,555 20,555 N/A (204,445)
2016 55,992 48,140 475,000 N/A
2017 56,539 48,687 750,000 N/A
2018 57,062 49,210 1,050,000 N/A
2019 57,534 49,682 1,450,000 N/A
2020 57,975 50,123 1,850,000 N/A
2021 58,355 50,203 2,300,000 N/A
2022 58,683 50,831 2,800,000 N/A
2023 58,992 51,140 3,350,000 N/A
2024 59,264 51,412 3,950,000 N/A

*Square feet of insulation installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00012 0.00015 2 3

Summer kW Reduction 0.00046 0.00057 9 12

Annual kWh Reduction 0.748 0.80 15,375 16,444

Annual

Utility Cost per Installation: $0

Total Program Cost of the Utility ($000): $3

Net Benefits of Measures Installed During Reporting Period: ($138)

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial Building Efficiency Program

Measure Name: Commercial Reflective Roof

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants* % Participants* Participants* % Participants*
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 55,525 47,673 800,000 N/A 59,300 59,300 N/A (740,700)
2016 55,992 48,140 1,600,000 N/A
2017 56,539 48,687 2,400,000 N/A
2018 57,062 49,210 3,200,000 N/A
2019 57,534 49,682 4,000,000 N/A
2020 57,975 50,123 4,850,000 N/A
2021 58,355 50,203 5,750,000 N/A
2022 58,683 50,831 6,700,000 N/A
2023 58,992 51,140 7,700,000 N/A
2024 59,264 51,412 8,750,000 N/A

*Square feet of reflective roof installed

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction 0.00 0.00 0 0

Summer kW Reduction 0.00067 0.0008 40 47

Annual kWh Reduction 1.72 1.81 101,996 107,333

Annual

Utility Cost per Installation: $0

Total Program Cost of the Utility ($000): $0

Net Benefits of Measures Installed During Reporting Period: ($549)

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial/Industrial Custom Incentive

Program Start Date: September, 2015

Reporting Period: Annual 2015

A B C D E F G H I

Projected Projected Actual Actual Actual Actual
Total Cumulative Cumulative Annual Cumulative Cumulative Participation

Total Number of Number of Penetration Number of Number of Penetration Over (Under)
Number of Eligible Program Level Program Program Level Projected 

Year Customers Customers Participants % Participants Participants % Participants
(From Cons. Plan) (From Cons. Plan) (From Cons. Plan) (D/C X 100) (Actual Participants) (Actual Participants (G/C X 100) (Column G-Column D)

Plan-To-Date)

2015 55,525 47,673 … 0.00% 0 0 0.00% 0
2016 55,992 48,140 … 0.00%
2017 56,539 48,687 … 0.00%
2018 57,062 49,210 … 0.00%
2019 57,534 49,682 … 0.00%
2020 57,975 50,123 … 0.00%
2021 58,355 50,203 … 0.00%
2022 58,683 50,831 … 0.00%
2023 58,992 51,140 … 0.00%
2024 59,264 51,412 … 0.00%

Annual Demand and Energy Savings Per Installation Program Total

@ Meter @ Generator @ Meter @ Generator

Winter kW Reduction ------ ------ 0 0

Summer kW Reduction ------ ------ 0 0

Annual kWh Reduction ------ ------ 0 0

Annual

Utility Cost per Installation: N/A

Total Program Cost of the Utility ($000): $4

Net Benefits of Measures Installed During Reporting Period: N/A

(2015 DSM PLAN)
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DSM  PROGRAM  PROGRESS  REPORT

Utility: Gulf Power Company

Program Name: Commercial/Industrial Custom Incentive

Program Start Date: September, 2015

Reporting Period: Annual 2015 0

Meter Generator
Summer kW Winter kW Energy kWh Summer kW Winter kW Energy kWh

2015 0 0 0 0 0 0

2016

2017

2018

2019

Cumulative 0 0 0 0 0 0

Projects - 2015 Meter Generator
Summer kW Winter kW Energy kWh Summer kW Winter kW Energy kWh

Total 0.00 0.00 0 0.00 0.00 0

(2015 DSM PLAN)
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A B C D E F G H I J
Total Per Unit Per Unit Per Unit Total Total Total Cumulative Cumulative Cumulative

Residential Programs Measures Units Win. kW Sum. kW kWh Win. MW Sum. MW GWh Win. MW Sum. MW GWh
Community Energy Saver Residential Community Energy Saver 149 0.11 0.05 769 0.02 0.01 0.11 0.02 0.01 0.11
Landlord/Renter Custom Incentive Landlord/Renter Customer Incentive Program 0 ------ ------ ------ 0.00 0.00 0.00 0.00 0.00 0.00
HVAC Efficiency Improvement Residential HVAC Maintenance 999 0.07 0.24 607 0.07 0.24 0.61 0.07 0.24 0.61
HVAC Efficiency Improvement Residential HVAC Quality Installation 0 0.08 0.18 451 0.00 0.00 0.00 0.00 0.00 0.00
HVAC Efficiency Improvement Residential Duct Repair 0 1.11 0.15 303 0.00 0.00 0.00 0.00 0.00 0.00
High Performance Window Residential High Performance Window 251 0.24 0.21 391 0.06 0.05 0.10 0.06 0.05 0.10
Reflective Roof Residential Reflective Roof 60 0.00 0.41 1,029 0.00 0.02 0.06 0.00 0.02 0.06
Energy Select Energy Select 472 1.07 1.80 735 0.51 0.85 0.35 0.51 0.85 0.35
Self-Install Energy Efficiency Residential Energy Star Window A/C 1 0.00 0.04 82 0.00 0.00 0.00 0.00 0.00 0.00

Total Residential Applicable To Goal 0.66 1.17 1.23 0.66 1.17 1.23
Residential Energy Audit and Education Residential Energy Audit 2,301 ------ ------ ------ ----- ----- ----- ----- ----- -----

Total Residential 0.66 1.17 1.23 0.66 1.17 1.23

Commercial and Industrial Programs Measures
Commercial HVAC Retrocommissioning Commercial HVAC Retrocommissioning 5 0.00 0.30 965 0.00 0.00 0.00 0.00 0.00 0.00
Commercial Building Efficiency Commercial Geothermal Heat Pump Program 37 0.27 0.29 685 0.01 0.01 0.03 0.01 0.01 0.03
Commercial Building Efficiency Commercial Ceiling/Roof Insulation Program 20,555 0.00 0.00 1 0.00 0.01 0.02 0.00 0.01 0.02
Commercial Building Efficiency Commercial Reflective Roof 59,300 0.00 0.00 2 0.00 0.04 0.10 0.00 0.04 0.10
Commercial/Industrial Custom Incentive Commercial/Industrial Custom Incentive 0 ------ ------ ------ 0.00 0.00 0.00 0.00 0.00 0.00

Total Commercial/Industrial Applicable to Goal 0.01 0.06 0.15 0.01 0.06 0.15
Commercial/Industrial Energy Analysis Commercial/Industrial Energy Analysis 125 ------ ------ ------ ----- ----- ----- ----- ----- -----

Total Commercial/Industrial 0.01 0.06 0.15 0.01 0.06 0.15

Column A: Actual acheived for the reporting year.

Column B: As filed in the Conservation Plan Filing

Column C: As filed in the Conservation Plan Filing

Column D: As filed in the Conservation Plan Filing

Column E: (Column A) X (Column B)

Column F: (Column A) X (Column C)

Column G: (Column A) X (Column D)

Column H: Annual Results plus any/all previous Annual Results for this conservation plan.

Column I: Annual Results plus any/all previous Annual Results for this conservation plan.

Column J: Annual Results plus any/all previous Annual Results for this conservation plan.

GULF  POWER  COMPANY
2015 DSM Progress Report

Savings at the Meter

2015 DSM PLAN
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A B C D E F G H I J
Total Per Unit Per Unit Per Unit Total Total Total Cumulative Cumulative Cumulative

Residential Programs Measures Units Win. kW Sum. kW kWh Win. MW Sum. MW GWh Win. MW Sum. MW GWh
Community Energy Saver Residential Community Energy Saver 149 0.14 0.06 810 0.02 0.01 0.12 0.02 0.01 0.12
Landlord/Renter Custom Incentive Landlord/Renter Customer Incentive Program 0 ------ ------ ------ 0.00 0.00 0.00 0.00 0.00 0.00
HVAC Efficiency Improvement Residential HVAC Maintenance 999 0.08 0.29 639 0.08 0.29 0.64 0.08 0.29 0.64
HVAC Efficiency Improvement Residential HVAC Quality Installation 0 0.10 0.22 475 0.00 0.00 0.00 0.00 0.00 0.00
HVAC Efficiency Improvement Residential Duct Repair 0 1.37 0.18 319 0.00 0.00 0.00 0.00 0.00 0.00
High Performance Window Residential High Performance Window 251 0.30 0.26 412 0.08 0.07 0.10 0.08 0.07 0.10
Reflective Roof Residential Reflective Roof 60 0.00 0.50 1,084 0.00 0.03 0.07 0.00 0.03 0.07
Energy Select Energy Select 472 1.32 2.22 774 0.62 1.05 0.37 0.62 1.05 0.37
Self-Install Energy Efficiency Residential Energy Star Window A/C 1 0.00 0.05 86 0.00 0.00 0.00 0.00 0.00 0.00

Total Residential Applicable To Goal 0.80 1.45 1.30 0.80 1.45 1.30
Residential Energy Audit and Education Residential Energy Audit 2,301 ------ ------ ------ ----- ----- ----- ----- ----- -----

Total Residential 0.80 1.45 1.30 0.80 1.45 1.30

Commercial and Industrial Programs Measures
Commercial HVAC Retrocommissioning Commercial HVAC Retrocommissioning 5 0.00 0.37 1,016 0.00 0.00 0.01 0.00 0.00 0.01
Commercial Building Efficiency Commercial Geothermal Heat Pump Program 37 0.33 0.36 721 0.01 0.01 0.03 0.01 0.01 0.03
Commercial Building Efficiency Commercial Ceiling/Roof Insulation Program 20,555 0.00 0.00 1 0.00 0.01 0.02 0.00 0.01 0.02
Commercial Building Efficiency Commercial Reflective Roof 59,300 0.00 0.00 2 0.00 0.05 0.11 0.00 0.05 0.11
Commercial/Industrial Custom Incentive Commercial/Industrial Custom Incentive 0 ------ ------ ------ 0.00 0.00 0.00 0.00 0.00 0.00

Total Commercial/Industrial Applicable to Goal 0.01 0.07 0.17 0.01 0.07 0.17
Commercial/Industrial Energy Analysis Commercial/Industrial Energy Analysis 125 ------ ------ ------ ----- ----- ----- ----- ----- -----

Total Commercial/Industrial 0.01 0.07 0.17 0.01 0.07 0.17

Column A: Actual acheived for the reporting year.

Column B: As filed in the Conservation Plan Filing

Column C: As filed in the Conservation Plan Filing

Column D: As filed in the Conservation Plan Filing

Column E: (Column A) X (Column B)

Column F: (Column A) X (Column C)

Column G: (Column A) X (Column D)

Column H: Annual Results plus any/all previous Annual Results for this conservation plan.

Column I: Annual Results plus any/all previous Annual Results for this conservation plan.

Column J: Annual Results plus any/all previous Annual Results for this conservation plan.

GULF  POWER  COMPANY
2015 DSM Progress Report
Savings at the Generator

2015 DSM PLAN
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Comparison of Achieved kW and kWh Reductions 
With Public Service Commission Established Goals

at the Generator

Utility:    GULF POWER COMPANY

Residential
Winter Peak MW Reduction Summer Peak MW Reduction

Total Com. Appr. % Total Com. Appr. % Total Com. Appr. %
Achieved Goal Variance Achieved Goal Variance Achieved Goal Variance

2015 12.69 1.3 876% 12.97 2.3 464% 34.16 2.3 1385%
2016 1.8 3.2 3.2
2017 2.3 4.1 4.2
2018 2.9 5.0 5.1
2019 3.4 5.9 6.0
2020 3.8 6.7 6.8
2021 4.3 7.5 7.6
2022 4.6 8.1 8.3
2023 5.0 8.8 8.9
2024 5.3 9.3 9.5

Commercial/Industrial
Winter Peak MW Reduction Summer Peak MW Reduction

Total Com. Appr. % Total Com. Appr. % Total Com. Appr. %
Achieved Goal Variance Achieved Goal Variance Achieved Goal Variance

2015 4.24 0.1 4140% 6.38 0.3 2027% 13.77 0.8 1621%
2016 0.1 0.4 1.2
2017 0.1 0.5 1.5
2018 0.2 0.6 1.8
2019 0.2 0.7 2.2
2020 0.2 0.8 2.5
2021 0.2 0.9 2.7
2022 0.3 0.9 3.0
2023 0.3 1.0 3.2
2024 0.3 1.1 3.4

Total Company (including Solar)
Winter Peak MW Reduction Summer Peak MW Reduction

Total Com. Appr. % Total Com. Appr. % Total Com. Appr. %
Achieved Goal Variance Achieved Goal Variance Achieved Goal Variance

2015 17.04 1.4 1117% 19.57 2.6 653% 48.33 3.1 1459%
2016 1.9 3.6 4.4
2017 2.4 4.6 5.7
2018 3.1 5.6 6.9
2019 3.6 6.6 8.2
2020 4.0 7.5 9.3
2021 4.5 8.4 10.3
2022 4.9 9.0 11.3
2023 5.3 9.8 12.1
2024 5.6 10.4 12.9

2010-2015 DSM PLAN COMBINED

GWh Energy Reduction

GWh Energy Reduction

GWh Energy Reduction
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