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Introduction

Everyone seems to be talking about the coming competition in the electric industry; and everyone seems
to agree that when it comes, it will have profound impacts on the customers of electric utilities. The
guestion remains. precisely what impacts will arise and for whom? The answer, of course, depends on
the type of competition being discussed.

Evaluation of the impacts arising from competition in the electric industry also depends on the types of
customers being considered. Small-business customers, residential customers generally, and low-income
customersin particular are not well-positioned to take advantage of competition in the electric industry.



The impacts on these customers are less likely to be positive, and more likely to be negative, than are the
impacts on large industrial customers.

Positive impacts are less likely to arise because small-business and residential customers are ssmply not
big enough for competitors in the electric industry to aggressively solicit; nor do these customers wield
enough economic power to insist on being considered. At the same time these customers are being
written out of the economic equation, the concerns that are often unigue to them are being ignored as
well. Many of these concerns-universal affordable service and fundamental procedural fairnessin
service terminations are among the obvious ones-are grounded not in economics but in social and
political ideals that will be lost in an industry driven solely by economic and competitive considerations.

In other words, there can be no uniform answer to the question of what impacts a competitive electric
industry might have unless the question specifies both the types of competition and the types of
customers. Therefore, the focus of this analysisis the impacts of competitive electric industry on small-
business, residential and low-income customers.1 The analysis further seeks to evaluate the impacts of
each of three different types of competition: (1) competition at the retail level, (2) competition at the
wholesale level, and (3) an electric industry marked not so much by competition as by performance-
based rates and industrial discounts.2

Specifically, the analysis will seek to accomplish three tasks:

¢ ldentify the harms and benefits arising from the different types of electric competition;

e Assess the relationship between those harms and benefits and the three types of competition; and

e Where appropriate, recommend what state regulators and legislators might do to mitigate the
adverse impacts and to promote the beneficial ones

The analysisis presented in three parts. The first part identifies the adverse consequences to small-
business, residential and low-income customers arising from a competitive electric industry. The second
part identifies the benefits from competition that may arise for small-business, residential and low-
income customers. The third part assesses the extent to which harms and benefits can be expected to
arise given different competitive scenarios in the electric industry. Policy recommendations are made
throughout the analysis and are summarized in appendix C.

Electric Competition and the Concerns of Small-Business,
Residential and Low-Income Customers

Significant concerns exist that a competitive electric industry will hurt small-business, residential and
low-income customers. The potential harms can be categorized as threats to affordable rates, adilution
of credit and collection protections, a general retreat from maintaining quality service, and arefusal to
consider noneconomic factors in the management of a market-driven industry.

Overview



Concerns about how electric industry restructuring will affect small users find their genesisin the
fundamental nature of the electric industry. Thereis agroup of industries in the United States called
"industries affected with the public interest. 3 These industries are specia to the American economy.
Because of their status, these industries have special powers conferred upon them such as the right to
exercise eminent domain. At the same time, however, they also have special responsibilities, such asthe
responsibility to promote universal service. The electric industry has always been considered one of
these industries affected with the public interest.

There has been considerable debate, however, over what elements categorize an industry affected with
the public interest. The U.S. Supreme Court was not helpful when, in 1914, it said simply, "The
underlying principleis that business of certain kinds hold such a peculiar relation to the public interest
that there is superinduced upon it the right of public regulation. 4 One academician came closer to an
explanation when he defined the electric industry in particular as an "infrastructure industry.” He stated,
"Thismeansthat it isa maor element in the 'underlying foundation or basic framework' of the economy
and our very culture. 5

Using this definition, one can begin to understand why the electric industry, even if it is competitive, is
fundamentally different from other local industries. The production of widgets does not go to the basic
foundation of our economy; the production of electricity does. Electricity touches every aspect of our
economic life and well-being in away no other industry does. That is why the electric industry, from
generation through distribution, competitive or not, is seen as an industry affected with the public
interest. As aresult, the electric industry has been given greater responsibilities to the public than the
local grocer, car dealer, or other business.

Enforcing the public responsibilities of the electric industry was relatively straightforward when the
industry was a regulated monopoly. Today, however, the question is whether the electric industry, given
its public-interest nature, can engage in robust competition while at the same time fulfilling its public
responsibilities, especially to small-business and residential customers generally and to low-income
customersin particular. The challenge for policymakersisto permit the competition while enforcing the
public-interest responsibilities.

Identifying the Concerns of Small Commercial, Residential and Low-Income Consumers

Affordable Energy

Affordable energy isaprimary concern of small-business, residential and low-income customers.6
Given the public-interest nature of the electric industry, affordable electric service should be provided to
all who seek service, pay for it, and comply with the reasonable rules of the service provider.

Most people contemplating the problems created by unaffordable home energy think of winter heating
bills. The aimost universal adoption of restrictions on winter utility shutoffs indicates that the harms of
unaffordable winter bills are well recognized.7 However, the loss of utility service during the summer
can be just as harmful as the loss of winter heating service. In fact, heat is a substantial contributor to
death tolls in even average summers.8 The affordability of electric serviceisthus a year-round concern.



Each time a person walks into a heated room, eats food that has been refrigerated, or uses alight or
television, that person isrelying on electricity.

Unaffordable electric service is both inconvenient and dangerous. It is no wonder that the potential 1oss
of affordable electric service for heating and cooling and for running appliances is the foremost concern
of most small-business, residential and |ow-income customers.

Gaming the System

Closely associated with maintaining the affordability of energy is preventing large electric customers
from "gaming the system"” to the detriment of the less powerful small-business, residential and low-
income customers. Electric industry actions that consider the affordability of electricity only to the types
of customers for whom there is active competition will likely result in additional coststo the remaining
customers.

A classic example of gaming the system is the recent conflict between Raytheon, a magjor defense
contractor, and Massachusetts Electric Company. In response to Raytheon's threats to leave
Massachusetts, the local electric utility offered the company rate discounts of 20 percent and more for
five years, with lower discounts in subsequent years. Raytheon refused the offer, arguing that the deeper
discount should last longer. Given the need of the utility to recover itstotal cost of service, each dollar of
discount provided to Raytheon isadollar of increased costs that must be paid by those not receiving the
discount.

The price breaks offered by utilities in response to threats by industrial companiesto leave an area
would be of little concern if they were isolated events-but they are not. In Massachusetts, for example,
Boston Edison reported that it was ready to offer huge price breaks to more than a dozen companies
through a proposed Manufacturing Retention Rate program filed with the state Department of Public
Utilities.

The utilities that offer these price breaks and the industries that receive them argue that the remaining
small-business, residential, and low-income customers benefit too. Without the discount, the argument
goes, the entire industrial load would be lost to the system, as would any financial contributions that |oad
would have made to the fixed costs of the system. The argument posits, in other words, that aslong as
the company paying a discounted rate makes some contribution to fixed costs, other customers benefit
by retaining that company.

The existence of industries that cater to customers that are large enough to attract competitors, and thus
large enough to exercise some degree of market power, is not new. In the 19th century, railroads
frequently offered advantages to large shippers that were not also offered to smaller shippers. Charging
higher rates to customers that lacked bargaining power, however, was considered an abuse of the
railroad industry's status as an industry affected with the public interest and was eventually prohibited.

Just as those small shippersin the 1800s lacked both the resources and the ability to make competition



work for them, small business and residential electric customers today lack the resources and ability to
make competition in the electric industry work for them.9 Even if competition existsin the electric
industry as awhole, there is no multiplicity of sellers engaged in active competition for the business of
low-use consumers. Whether it is price discounts, innovations in services, or improvements in service
guality, the beneficial impacts of a competitive electric industry will flow to large customers for whom
competition works. Conversely, whether it is price increases or lapses in service quality, the adverse
impacts will flow to small customers, for whom competition does not work.

Industry-Funded Energy Efficiency

A third concern of small-business, residential and low-income customers is the continuation of
investments by utilities in energy-efficiency programs for small users. Such programs are often designed
to address market failures that prevent small users from making an optimum investment in energy-
efficiency measures. A classic example of such amarket failure isthe inability of small usersto obtain
conventional financing for energy-efficiency improvements. Losing programs that help overcome these
market failures would serioudly interfere with the ability of small users to improve the energy efficiency
of their businesses and homes.

Small-business and residential customers worry that energy-efficiency investments by electric utilities
will be eliminated in the face of real or perceived competition. That is, electric utilities not only will
avoid including the direct costs of energy-efficiency programsin their rates when competitors do not
have similar costs but will avoid increasing rates to make up for the lost fixed-cost contributions that
would have been obtained from the kilowatt hours no longer used because of reduced consumption.
Moreover, because of issues unique to small-business, residential and low-income customers-including
higher transaction costs and lower savings potentials-the concern is that energy-efficiency investments
for the customers needing them the most will be the first to disappear.

The Consideration of Equity in Prices and Services

Small-business, residential and low-income customers are also concerned about equity in electric
industry decision-making.10 Equity exists at two levels. First, equity involves ensuring procedural
protections of serviceto small users. Providing adequate notice prior to the denial of service, ensuring an
opportunity to contest adenial of service and requiring arational nexus between the reason for denial
and the serviceitself are al examples of procedural protections. Second, equity involves substantive
protections of serviceto small users. Deferred-payment plans through which arrears may be retired over
time and protection from the disconnection of energy service during extreme summer or winter weather
are examples of substantive protections.

These protections find their support in the concept of fundamental fairness rather than in economics. The
idea of fairness comes from the political ideal of fair dealing, not from any notion of economic
efficiency enforced by a competitive marketplace. Thus, ensuring that the actions of utility companies
comply with fundamentally fair procedures and principlesis not guaranteed by a competitive market.



A Commitment to Universal Service

Y et another concern of small-business, residential and low-income customersis that a competitive
electric industry would not fulfill its responsibility as an industry affected with the public interest to
provide universal service. Universal serviceisasocia goal for essential public services. As areasonably
affluent society, we have determined that services such as housing, telecommunications, energy, water,
banking and insurance should be universally available.

Moreover, there is avalue to society as awhole from ensuring universal electric service. Unaffordable
electric service imposes costs on the public unrelated to the service itself, including adverse impacts on
housing quality, neighborhood preservation and even childhood education. Given that the costs are
public, however, competitive firms will not necessarily seek to ensure universal service on their own.

Redlining

Closely associated with the issue of universal serviceistheissue of redlining-geographic discrimination
wherein a company either refusesto serve, or fails to serve on equal terms, an area demarcated by racial
or socioeconomic characteristics.. Although redlining is not historically associated with electric utilities,
it would be reasonable to expect a competitive electric industry to engage in practices similar to those of
other competitive industries-and such practices include redlining.

Redlining need not involve arefusal to serve altogether, as occurs with banks who refuse to make loans
in minority neighborhoods. Redlining can be much more subtle. It might involve failing to make new
services available in low-income and minority neighborhoods.11 It might involve stricter credit terms
for customers in certain geographic areas. Redlining has been practiced by awide array of retail
establishments.12

Redlining is often an extension of the market-research and test-marketing practices of an industry. In the
telecommunications industry, for example, the Regional Bell Operating Companies have come to
believe that the househol ds with the greatest disposable income are the most receptive and reliable
customers for advanced communication services.13 Despite evidence to the contrary, this belief
significantly affects marketing strategy.14 Even in instances where the telecommunications industry has
expressed awillingness to extend services such as video dialtone to low-income and minority
communities at some unspecified timein the future, the industry has failed to respond to the concern that
these communities will be the last to receive the social and economic benefits of the information
superhighway. The jobs, business opportunities and informational programming associated with this
new infrastructure will thus serve to benefit only affluent communities, where the quality of life already
exceeds that of the excluded communities.

The same concern applies to a competitive retail electric industry. Income and electric usage are directly
correlated. Offering new services only to affluent communities or, conversely, disproportionately
providing only limited services (such as prepayment meters or service limiters) to less affluent
communities would constitute redlining in one of society's most fundamental industries.



Public Input into Decision Making

A competitive electric industry is likely to pay little attention to the process of decision making. The
underlying belief of such an industry isthat if the process is made better, the results of the process will
be better as well. Process-oriented goals often have little to do with economic issues, however. They
relate instead to social and political values.

The particular concern of small-business, residential and low-income customersis the lack of input into
decision making about the provision of essential public services and the allocation of substantial public
resources.15 The need for public participation in decision making has become greater as the stakes have
increased: the offer of servicesto entire segments of the population and the commitment of billions of
dollars to one economic endeavor rather than another, for example. The decisions made by electric
utilities affect the diverse interests of all of society, including customer interests, environmental
interests, business interests and government interests.

The board of directors of a private corporation has neither the incentive nor the ability to consider these
diverse interests. For the various interests to be represented, a broad spectrum of participation is
necessary. Whether economic efficiency should be sacrificed to some extent (or to what extent) in order
to provide high-quality rural electric service to Native Americans in Utah, for example, is a decision that
should not be left to middle-class executivesin New Y ork or Atlanta.16 To the extent that competition

in the electric industry does not allow for the type of public participation dictated by the magnitude of
the decisions being made by national and multinational corporations, small-business, residential and low-
income customers will be the losers.

Environmental Impacts

Environmental impacts are often public costs that cannot reasonably be expected to be accounted for in
the decision making of a competitive firm. To the extent that the mitigation of environmental
degradation is mandated by statute or regulation, the environmental costs are internalized. To the extent,
that such mitigation is not mandated by law, however, may not be considered in a competitive
environment.

The environmental impacts of the electric industry can negatively affect small-business, residential and
low-income customers in any number of ways. They may involve the physical taking of property for
facility location; the splitting of neighborhoods by transmission lines; the creation of noise, air and water
pollution associated with generating plants or the exposure to electromagnetic fields. In addition,
aesthetic impacts are often found to have little or no economic value.

Summary and Conclusions

The move to a competitive electric power industry will likely have significant adverse effects on small-
business, residential and low-income customers. Among these effects will be the abandonment of many
of the political and social objectives now pursued by the electric power industry. Such achangeis
contrary to the public interest. Even if the electric industry becomes competitive, it will remain an



industry affected with the public interest. Accordingly, public policy must be developed to mitigate the
adverse impacts of competition.

Potential Benefits of Electric Industry Competition to Small-Business,
Residential and Low-Income Customers

Not all the impacts of a competitive electric industry will be adverse to small-business, residential and
low-income customers. Beneficial impacts may arise in the form of reduced prices and the rewriting of
the electric industry's "social compact." Other benefits might include the innovation that competition
presumably would spawn.

Reduced Prices

The move to a competitive electric power industry may well result in significant price reductionsto
small-business, residential and low-income customers. These reductions could arise from three related
factors:

1. A magjor purpose of competition isto allow electricity from less expensive generating plants to
reach consumers. This allowance may involve power plants that currently exist, abeit not on the
local utility's system; or may involve new modular plants developed with today's |ess expensive
technology.

2. Thefuller integration of the generating system may allow the electric industry as awhole to build
fewer power plants. This would happen because each utility would not need to build capacity
sufficient to meet its own peak demand. The regional coordination of the power supply, in other
words, could alow one utility to use a power plant today and a different utility to use the same
power plant tomorrow.17 This scenario would cut costs in two ways. On the one hand, it would
allow electricity providers to build fewer power plants. As aresult, there would be fewer costs to
pass on to consumers. On the other hand, the costs that would be incurred would spread over a
larger number of kilowatt hours. As aresult, the per-unit cost of electricity should decrease.

3. A competitive electric industry may render obsolete the traditional methods of allocating utility
costs (see appendix A for details of those methods). Historically, the electric industry has
allocated substantial costs to small-business, residential and low-income customers. Given a
different costing method, these customer groups could see substantial price savings.

Rewriting the Social Compact

Throughout the years, there has been a " contract” between society and public utilities known as a socia
compact.18 The most basic part of the social compact involves the public utility's "duty to serve." A
fundamental requirement of this duty is that the utility serves on reasonable terms all those who desire
the service it renders. If amember of the public has applied for and made the necessary arrangements to
receive service, and has paid (or offered to pay) the price and abide by the reasonable rules of the utility,
it isthe duty of the utility to provide the service. In short, under the "duty to serve," a utility must make



its service available to all members of the public to whom its scope of operation extends, who apply for
such service, and who comply with its reasonable rules and regulations.

The move to a competitive electric industry provides an opportunity to rewrite the social compact.
Although many people argue that parts of the new compact inhere in the existing one, the opportunity
should be taken to make certain requirements explicit. The rewrite should seek to ensure that the
interests of the industry's small-business, residential and low-income customers are considered equal to
the interests of customers that are big enough and powerful enough to exercise both market and political
power.

The new social compact should include four provisions, in addition to the traditional duty to serve. The
compact would provide;

1. That, as part of an industry affected with the public interest, electric service providers do not
operate strictly for private gain-that there is a public aspect to the industry.

2. That the electric industry has an obligation to make special efforts to ensure that electric service
isuniversally available, even to those unable to pay for it.

3. That the electric industry is subject to public enforcement of the industry's public responsibilities.

4. That the electric industry owes the public at large its "best efforts* to comply with the public
duties imposed on it; mere competence does not suffice.19

The Harms and Benefits Associated with Three Models of Electric Industry
Competition

Now that the full range of harms and benefits that might potentially be imposed on small-business,
residential and low-income customers by a competitive electric industry has been identified, itis
necessary again to remember that not all impacts occur with all types of competition. For example, some
Impacts (positive or negative) may not exist at all, or may exist to alesser degree, in aretail competition
model as compared to a wholesale competition model. Because of these differences, the following
discussion associates the identified impacts with specific models of competition.

Thereis an analytic process through which to determine the impacts of the three models of a competitive
electric industry on small-business, residential and low-income customers. That processis explained in
detail in appendix B. This section seeks only to apply that framework.

Performance-Based Rates and Industrial Discounts

Decision makers often believe that the best response to an uncertain situation is to do nothing in order to
allow the situation to clarify itself. This belief is based on the assumption that the "do nothing”
aternative is an available option. Unfortunately, that option is probably not available to the electric
power industry today in the area of performance-based rates and special industrial discounts. Instead of
preserving the status quo, doing nothing is an implicit endorsement of (or acquiescence to) a continuing
proliferation of such rates and discounts. Retail wheeling limited to certain large customers can also be



expected.

The expansion of performance-based rates and industrial discounts that a"do nothing" policy would
allow is contrary to the public interest in that it provides the least potential to offer small-business,
residential and low-income customers competitive protections. In an electric industry structure with
these attributes, retail distribution companies do not divest themselves of their generation and
transmission facilities. Instead, the retail monopoly, marked by exclusive service territories, is retained.
The industry structure is modified in that the granting of preferential industry retention rates is explicitly
approved and the utilities themselves are allowed to adopt performance-based ratemaking schemes.
Limited retail wheeling is also accepted.

This scenario is certainly worse than the present situation in most states. In recent years, an increasing
number of states have been willing to adopt, or at least experiment with, affordable rate programs for
residential electric customers.20 However, electric utilities under this scenario are unwilling to
experiment with affordable rates, and electric utility regulators have been unwilling to mandate such
experiments. Similarly, to the extent that industrial discounts have been adopted, they have been of
limited duration and have been subject to "defined showings'21 on the part of the recipient.22 Under the
new scenario, these limitations will disappear.

Affordable Rates

From the perspective of affordable rates for small-business, residential and low-income customers, an
electric industry structure allowing limited retail wheeling, special industrial discounts, and performance-
based ratemaking is the worst possible structure. This structure provides both the incentive and the
opportunity for the electric industry to harm small users without generating any of the identified benefits
for them. For example, the electric industry could be expected to consent to val ue-of-service ratemaking
contracts with industries and other large customers that might threaten to leave the system and to move
to selective use of long-run marginal cost (LRMC) or long-run incremental cost (LRIC) principles for
industrial and other large customers.

Vaue-of-service ratemaking involves pricing services on the basis of what the market will bear. It takes
into explicit consideration the alternatives available to customers. If few alternatives are available,
customers will be "willing" to spend more to retain service and prices can be set higher. Given the lack
of aternatives for small-business, residential and low-income customers, the "value" of electric service
is higher and prices are increased accordingly.

The selective use of LRMC or LRIC principles for industrial and other large customers is based on the
theory that it is appropriate to minimize the extent to which rates for larger customers exceed their short-
term variable costs as a means to keep those customers in the system. The result, however, isto allocate
the fixed costs of the system to the remaining customers. As aresult, the customers with inelastic
demands would bear the largest share of costs, and the customers with more elastic demands would be
assigned a smaller share.23 Since small-business, residential and |low-income customers have fewer
aternatives, they also have fewer choices and thus less demand elasticity. They can therefore expect to
see price increases even when the total costs of the utility remain stable or decrease.



From this perspective, an electric industry model allowing limited retail wheeling, special industrial
discounts and performance-based ratemaking will generate greater threats to small-business, residential
and low-income customers than will the retail competition model. The former creates an institutional
framework in which the losses to small-business, residential and low-income customers are enforced by
regulatory fiat, with no opportunity for these customersto avoid the harms. The vertically integrated
monopoly industry, with the principles that accompany it, is maintained for these customers by law.
When an electric utility loses revenue because of a move to value-of-service pricing, or LRIC pricing to
large users, that revenue deficiency will, by regulatory fiat, be passed along to the remaining customers
In regulated rates.

Gaming the System

Aswith affordable rates, and given the potential of large customers to game the system, an electric
industry model that allows for limited retail wheeling, special industrial discounts and performance-
based ratemaking presents the worst-case scenario for small-business, residential and low-income
customers. The threat that in the absence of discounts the large customer will leave the system for
alternative sources of power, expand facilitiesin a different service territory or suspend operations
altogether leads the electric industry to argue that it is better for small-business, residential and low-
income customers to receive at least some contribution to fixed costs over variable costs than to lose the
large user and its contribution altogether.

Whether an industrial discount isjustified on these grounds depends on the utility's ability to sort out the
freeriders. A freerider isan industrial customer that obtains a discount in response to athreat to leave
but that, in fact, has not the ability, the desire or the intent to make good on that threat. In order for a
discount to improve the well-being of ratepayers that do not get the discount, it is necessary for the sum
of the contributions to fixed costs of al the participants that are not free riders to exceed the sum of the
discountsto free-rider firms. To determine if thisis so, there needs to be a sure way of determining how
many free riders receive discounts. At present, however, there is no reliable way to make that
determination and therefore no way to give discounts only to firms that are not free riders.

Gaming the system is an inherent part of any regulated monopoly situation. Aslong asthereisa
regulated revenue requirement that is allocated24 among customer classes, the more powerful economic
and political forces will seek to minimize their share while transferring cost responsibility to the less
powerful forces. In this situation, small-business, residential and low-income customers will be harmed
by gaming.

Equity Considerations and Energy Efficiency Improvements

In an electric industry that allows for limited retail wheeling, special industrial discounts and
performance-based ratemaking, the argument will likely be advanced that any considerations not based
on economics must be minimized in an effort to reduce rates so the electric utility can "remain
competitive." As either an alternative or a complement to granting special industrial discounts, in other



words, the utility will argue that particular policy initiatives25 will need to be abandoned.

The argument may have some basis. If an electric utility must bear an expense that would not be borne
by an alternative fuel supplier or similar competitor, the utility is placed at a competitive disadvantage.
Nonutility generators, for example, are not called on to include the cost of industry-provided energy-
efficiency measures in their rates. In addition, with energy-efficiency in particular, the lost fixed-cost
contributions associated with reduced systemwide consumption may cause rates to go up in the short
term even astotal costs go down. Each increment of the price increase will make the electric utility
experiencing the increase somewhat less competitive.

A problem, however, arises when labeling replaces rigorous analysisin thisregard. The assertion is
made, for example, that the presence of awinter shutoff moratorium for residential customers increases
rates to all ratepayers, despite the fact that research on the issue demonstrates otherwise.26 The assertion
is made that energy efficiency cannot be delivered in a cost-effective way to low-income customers; but
it fails to take into account expense savings such as reduced working capital needs and reduced credit
and collection expenses.27 The assertion is made that affordable rate programs for low-income
customers raise prices to all ratepayers, but it fails to consider whether such rate programs cover variable
costs and provide some contribution to fixed costs.28

Given the protections provided to the recovery of costs by electric utilities that remain regulated under

an industry structure that allows for limited retail wheeling, special industrial discounts and performance-
based ratemaking, there is no incentive for the utilities to engage in the rigorous analysis necessary to
determine whether it is cost-effective for them, in abusiness sense, to pursue such programs.29 Instead,
every incentive exists for them to rely on claims that such initiatives represent "social" programs based

in equity, not economics, and thus to reject programs such as rate discounts, energy efficiency, and
shutoff protections.

Public-Policy Decisions and Initiatives

In light of the analysisjust set forth, legislators and regulators should devel op specific programs to
mitigate the most serious adverse consequences associated with an electric industry structure that allows
for limited retail wheeling, special industrial discounts and performance-based ratemaking. These
programs should deal with at least three problems: rate affordability, gaming the system, and energy
efficiency.

Rate Affordability. Policymakers should implement athree-part program designed to address rate
affordability. This program should include the following:

e Explicit consideration of rate affordability in ratesetting. Electric utilities would be required to
make their "best effort" to ensure affordable rates to small-business, residential and |low-income
consumers.30 The failure to meet the best-efforts standard would result in a penalty to investors.

e Adoption of the principle that affordable rates will be considered cost-justified as long as the
small-business, residential or low-income customers paying such rates pay their variable cost of



service plus some contribution to fixed costs. Since this test is the same test applied to industria
discounts, fixed and variable costs should be defined the same way

e Adoption of a methodology to explicitly consider the costs and benefits of affordable rates to at-
risk customers. The benefits might include, for example, avoidance of the need for working
capital associated with reduced arrears and avoidance of credit and collection costs.31 They
might also include the advantages to the electric company of promoting economic devel opment
by sustaining and encouraging small-business development and neighborhood preservation.

Gaming the System. To control gaming of the system, policymakers can adopt a program in which
economic development rates are reconceptualized and reconfigured. Such rates should not be viewed as
discount rates. A utility offering economic development ratesis acting as afinancia intermediary,
investing the pooled funds of ratepayersin projects that will presumably bring benefits to the utility, to
the business receiving the discount, and to the public at large. The utility should recognize that the rates
are an investment in economic development and should treat them as such. Under this approach, a
discount rate would serve only as the mechanism for delivering the economic development incentive. An
appropriate industrial discount rate program would include the following components:

¢ Creation of adiscrete economic development "budget." By delivering such a budget through an
economic development rate, a utility would define the total dollar amount of economic
development investment it wished to make in any given period.

¢ Implementation of a process through which applicant industries wishing to take advantage of the
economic development incentive would compete for a share of the economic devel opment
budget. The competition would be on the basis of the volume and quality of the benefits offered
to the public, and the decision would take into consideration the quality of the proof offered.
Since the resources available for the economic development rate would be limited, the utility
would need to ensure that the public was deriving not merely adequate, but rather the maximum
measurabl e benefit from its economic development rate investment. The total investment in
economic development should be closed-ended. Accordingly, given the amount of money to be
committed to economic development in a particular year, no firm would be automatically eligible
for assistance; instead, all firms would compete for the limited incentive funds available.

¢ Establishment of the recourse a utility might have against arecipient of utility-financed economic
development incentives if the promises made to induce the grant of such incentives were
breached. The primary enforcement mechanism should be the utility's right to reclaim the
economic development incentive if promised performance standards were not met. After the
period of time during which the incentive was provided, the amount of the investment could be
“forgiven" in increments over time as long as the designated performance standards were met.32

Energy Efficiency. Public policymakers must acknowledge that competition-even in the form of an
electric industry structure that allows for limited retail wheeling, special industrial discounts, and
performance-based ratemaking-will have an impact on the delivery of energy efficiency to small-
business, residential and low-income customers. Given the advent of competition in the electric industry,
it is now necessary for utilities to do the following:



o Create new and innovative partnerships through which to deliver energy efficiency;

e Target their energy-efficiency programs to customers that can help lower utility expenses; and

e Develop programs that creatively use utility dollars to promote energy efficiency without
spending those dollars.33

Therolefor legidators and regulatorsin bringing all this about isto insist that utilities not abandon their
energy-efficiency programs for small business, residential and low-income customers. Policymakers
should make clear that one of the impacts industry competition should have on energy efficiency isto
force electric service providersinto joint ventures. For example, having low-income programs joint
venture with agencies such as the federal Weatherization Assistance Program,34 with housing
developers,35 and with financial institutions,36 can provide substantial benefits. By pursuing joint
ventures with these various institutions, a utility will increase its cost-effectiveness by (1) piggybacking
its program on to the administrative efforts of others, (2) by avoiding the need to fund the entire cost of
low-income energy-efficiency improvements itself, and (3) identifying and serving the needs of the
popul ations most likely to be able to deliver the cost-control and revenue-stabilization benefits identified
here.

A second role for legislators and regulators to play in bringing about the desired result isto insist that
utilities abandon their view of low-income energy-efficiency programs as being strictly aresource
acquisition strategy. Instead, they should view the delivery of energy-efficiency strategies to low-income
households as away of redressing the inability-to-pay problems, of low-income customers. This action
is not smply a public-policy decision but is based on the economics of low-income energy-efficiency
programs.37

In short, an electric industry that allows for limited retail wheeling, special industrial discounts, and
performance-based ratemaking should not abandon its energy-efficiency programs. Instead, it should
have both the incentive and the opportunity to pursue significant innovations in the design, targeting and
financing of energy efficiency for small-business, residential and low-income customers.

A Special Note on Performance-Based Ratemaking. Each state public utility commission has a duty
to ensure that utility services are fairly provided and appropriately priced, particularly to the less
powerful in society. If nothing else, it should stand as the arbiter of various interests. In its decision
making, it should at al times balance the needs and interests of consumers against the needs and
interests of the industry and its investors.

To the extent that performance-based ratemaking programs are adopted by electric utilities, thisrole of
state regulators is reduced. Performance-based ratemaking allows a utility to priceits services at its
discretion, as long as the pricing remains within certain boundaries. Regulatory controls on rates of
return are often abandoned or severely curtailed.38 One purpose in adopting performance-based
ratemaking is to reduce the role of state regulators so asto permit electric service providers more
flexibility in responding to competitive conditions.

Several observations need to be considered in response to performance-based ratemaking programs.



First, as regulation is reduced through the implementation of such programs, the ability of the state to
influence the public-interest aspects of the electric industry is reduced aswell. Thus, it iscritical that the
policy options decision makers wish to put into place be implemented before a move to performance-
based ratemaking is permitted. If protections for small-business, residential and low-income customers
are appropriate, they should be made part of theinitial approval decision.

Second, given the public-interest nature of the electric industry, it isinappropriate to create performance
criteria based solely on economic considerations. For example, a specific performance-based criterion
has recently been recommended for minimizing utility service disconnections.39 Performance-based
criteria have also been recommended for payment plans and for households in arrears:

e Payment plans. Unsuccessful deferred-payment agreements are one measure of a utility's
performance in responding to its payment-troubled customers. Each time a household is unable to
retire its arrears successfully through a negotiated deferred-payment agreement, the utility has
failed to adequately assess the household's ability to pay. In this situation, the utility imposes not
only asocial cost on the household but a business cost on itself. The latter is the cost of either
negotiating a new payment agreement or pursuing other credit and collection measures against
the household. The rate of unsuccessful deferred-payment agreements of a particular electric
utility should be compared with that of other electric utilities for a determination of the utility's
performance in this regard. The successful completion of a deferred-payment agreement means
the household retires its arrears without renegotiation of the agreement and without disconnection
of service. Given the utility's mandate to enter into only reasonable deferred-payment
agreements, virtually all such agreements should be successfully compl eted.

e Customersin arrears. Customers that do not make timely payments on their bills are an indication
of the electric utility's failure to adequately address the payment troubles of its small-business,
residential and low-income customers. When customers do develop past-due bills, the utility
should either collect those billsimmediately or place the customersin negotiated deferred-
payment agreements. Customers that are in arrears to an electric utility but that have not entered
into deferred-payment agreements represent a serious risk of lossto the utility. Customersin
arrears that enter into deferred-payment plans lessen the risk that they will ultimately lose their
utility service.40

The success of a utility in getting its payment-troubled customers to cover their variable costs of service
should be an element of any performance-based evaluation of credit and collection. Each local utility
should adopt the explicit policy that customer service decisions should result in maximizing the number
of customers that not only cover their variable cost of service but aso make some contribution toward
fixed costs. Performance-based criteria such as those given here should be adopted as part of any
performance-based ratemaking proposal .41

Third, public policy should place a variety of limitations on performance-based ratemaking. One
primary limitation is that performance-based rates should include periodic regulatory oversight and
review. In addition, limitations on the use of arate escalation index should be created. For example,
many proposals set forth the Consumer Price Index (CPI) as the measure of inflation for making



adjustments in performance-based rates. Use of the CPI in recent years, however, would substantially
have overstated increases in electricity prices. Moreover, even if the CPI is appropriate as a measure for
operating expenses, it is highly inappropriate for capital costs, which do not vary year-to-year with
inflation.

Similarly, within a performance-based ratemaking framework that allows for industrial discounts, public
policymakers should include specific, enforceable conditions as part of the grant of such discounts.42
Two examples of such conditions are the number of family-wage/benefited jobs43 created and the
number of jobs per dollar of expenditure.

Fourth, a utility should not interfere with the market enforcement of efficiency in business operations
through industrial discounts. As an illustration, suppose competitor A has squeezed all possible cost-
effective energy savings out of its operation but competitor B has not. In this situation, competitor A will
have a competitive advantage in prices offered to consumers. That is asit should be. If, however, the
electric utility stepsin to provide competitor B with an economic development rate, that subsidy will
deny competitor A the competitive advantage the free market would have provided because of
competitor A's efficient operation.

Fifth, autility seeking to deliver economic development incentives should demonstrate that those
incentives are being delivered to the areas most in need of economic development. Criteriafor eligibility
might include minimum standards for determining the level of economic distress of localities where
businesses are eligible for such discounts.

Finally, the redistribution of economic activity should not be considered a "benefit" of an industrial
discount. State public policy should provide that no assistance will be given for projects intended to
facilitate the relocation of industrial or commercial plants or facilities from one area to another, unless
state regulators find that the rel ocation does not significantly and adversely affect the employment or
economic base of the area from which the plant or facility is to be relocated.

As can be seen, performance-based ratemaking will probably require as many regulatory resources as
does the present system of rate-of-return ratemaking. On the one hand, the point is to get the incentives
in the proper place and to have aregulatory regime that is compatible with a market-driven system. On
the other hand, ensuring that quality of service is maintained and that customers are not made worse off
by the new system will be difficult tasks to accomplish.

In sum, rather than drifting into any particular regime of performance-based ratemaking, decision
makers must structure the system carefully. Regulatory decisions must be made and enforced if
proposals for performance-based ratemaking are to work. Among the decisions to make are the
particular factors on which performance is to be measured, the level of performance that isto be
considered sufficient to trigger incentives and penalties, the measure of inflation to be used and the
productivity index to use. Despite its support as an alternative to rate-of-return regulation,
decisionmakers must realize that PBR does not make regulation smpleif it isto work properly.

Summary



The problems during any transition from business as usual to a new industry structure are likely to be as
bad as or worse than those of the various models of retail or wholesale competition. Since electric
service companies may not yet have figured out the cause and effect benefits of serving smaller
customers, potential self-moderating influences may not come into play. Although an industry marked
by performance-based rates and industrial discounts may be the worst model in terms of its impacts on
small-business, residential and low-income customers, a state could drift into this situation without being
conscious that a significant change has taken place. Policymakers must understand that inaction under
certain circumstances is not the safest option, since the result can be even more negative to small-
business, residential and low-income customers than would making a less than optimal policy choice.

Moreover, if policymakers believe that the best scenario for their state is to promote an electric industry
structure that allows for limited retail wheeling, special industrial discounts, and performance-based
ratemaking, they will need to adopt specific policies to mitigate the worst effects of this structure on
small-business, residential and low-income customers. Such policies should address rate affordability,
energy efficiency, freeriders, and inability-to-pay issues.

Retail Competition

The extent to which retail competition would give rise to various potential harms to small-business,
residential and low-income customers depends on the type of retail competition permitted. On the one
hand, small-business, residential and low-income customers may be negatively affected by a limited-
competition model, in which large customers are permitted to leave the local system and small
customers are denied the same opportunity. The significant harms associated with an electric industry
structure that allows for limited retail wheeling, special industrial discounts, and performance-based
ratemaking can be attributed to this retail competition model. On the other hand, under a comprehensive
retail competition model, in which amultiplicity of firms engage in robust competition for all customer
classes, small-business, residential and low-income customers may well reap substantial financial
benefits of their own.

Affordable Rates: The Optimistic View

Substantial concern has been expressed over the impact of retail competition on the availability of
affordabl e rates to low-income households. Such rates are often at less than embedded costs. A number
of moddls of affordable rates exist.44

Concern about the loss of affordable rates for low-income customers in a competitive environment stems
from the belief that such rates are perceived as "subsidies' that cannot be cost-justified. Given the
"subsidized" nature of these rates, the argument goes, a competitive electric industry will seek to forgo
such "socia costs," which might not be borne by their competitors. Many utilities have resisted the
notion that affordable low-income rates can be good business. They insist that any type of discount is
social policy that is best left to government funding.



Advocates of affordable low-income rates do not subscribe to the notion that these rates represent social
subsidies that are not based on costs. Instead, they say, it is more cost-effective for a utility to provide
affordable rates to low-income households in the first place than to provide higher rates accompanied by
all of the expenses associated with nonpayment. Moreover, this reasoning continues, it is better for a
utility to retain low-income customers at a reduced rate than to lose sales through disconnection, forced
mobility or ssimple nonpayment. It is only because regulation permits a direct passthrough of all credit
and collection expenses, as well as other expenses associated with nonpayment, that utilities can refuse
to acknowledge the business problems raised by low-income customers' inability to pay.

To the extent that the electric industry becomes truly competitive, affordable rates for low-income
customers should become more, not less, attractive. One impact of competition should be to enforce
efficiency in the provision of electricity. If, indeed, affordable rates for low-income customers will lower
costs, enhance revenues and, at a minimum, provide a contribution to fixed costs over variable costs, a
competitive industry should be expected to seek out such rates.45

Pursuit of Universal Service: More Optimism

The introduction of comprehensive retail competition in the electric industry should aso create an
interest in maintaining the viability of the small-business, residential and low-income customer base.
Thisinterest should arise because a competitive industry will translate what is now perceived to be
strictly a social-policy decision (for example, to provide deferred-payment plans) into an economic issue
aswell. Preservation of the traditional obligation-to-serve commitment clearly affects the interests of
small-business, residential and low-income customers. Over the long term, however, it will also affect
large industrial and commercia customers.

Decisions about the location and expansion of industries are directly tied to the health of the residential
base in acommunity. Thisistrue for severa reasons. First, as residential customers flee or are forced
out of an area, commercial and industrial customers will go with them. Thisis particularly true for
manufacturing companies and large retail commercial establishments. Second, location decisions for
new and expanding industries often involve the availability of a quality workforce and quality
educational system. If autility isto preserve its large-industry customer base in the long term it must
take care to preserve its small business and residential base aswell. A competitive electric utility that
wants to act in its own best long-term interest will implement policies to promote universal service.

In sum, electricity providers that argue of aneed to court large industrial customers at the expense of
small users may in fact be acting in an economically irrational manner. Urban planners and economic
development specialists have found that the long-term economic survival of an electric utility depends as
much on taking care of the community as it does on taking care of the large industrial customer.
Accordingly, over the long term, competition may create an incentive for electric utilities to take an
active interest in preserving the health of their small-business, residential and low-income customers.
The presence of comprehensive retail competition should translate what has historically been a question
of political power, regarding which costs are allocated to which customers, into an economic question of
how to preserve the community. Utilities anxious to maintain their industrial and commercial customers



should therefore seek to maintain the community necessary to support those customers.
Universal Service: The Pessimistic View

There is an ominous side to the potential for a competitive electric industry to recognize and act on its
own economic interest. A concern of small-business, residential and low-income customersisthat a
competitive electric industry, acting only in its economic self-interest, will scale back its traditional
obligation to serve and abandon any pretense of pursuing the goal of universal service-that, for example,
utilities will simply refuse to help customers having difficulty making their payments. This concernis
based in reality. Southern California Edison has tripled its service disconnections (to one-half million
customersin 1995 alone), citing competition as the main reason it was calling in debt.

Given the Southern California Edison approach, what small-business, residential and low-income
customers can expect is areduced level of tolerance for the inability to pay. Stricter, not smarter, credit
and collection approaches will be the rule. Efforts to scale back such protections as winter shutoff
moratoriums will be initiated. And arefusal to acknowledge the economic, let alone the social, impacts
of the potential loss of essential electric service will be the norm.

This dark side of competition can arise either because the need for comprehensive competition has not
been fulfilled or because the industry isin transition and where market mechanisms that would penalize
utilities using such economically irrational collection strategies as that followed by Southern California
Edison have not yet been developed. In the meantime, however, irreparable harm to both individuals and
institutions can be expected to occur.

Affordable Rates: The Pessimistic View

Asdiscussed earlier, the primary threat to affordable rates for small-business, residential and low-
income customers is the direct reassignment of costs from customers for which thereis active
competition to customers for which there is not. This reassignment can be explicit, asin the process of
entering into special contracts, with the revenue deficiency picked up by the remaining customers. It can
also be subtle, asin basing prices for some customer classes on incremental costs, with the revenue
deficiency assigned elsewhere.

Adverse impacts on affordable rates in a competitive retail electric industry can occur in severa other
forms as well, including geographic diverging, unbundling of services and redefining the characteristics
of customer classes:

Geographic diverging could be used to lower ratesto particular markets. Through geographic diverging,
prices would go down in higher-density areas with lower per-unit costs and would go up in lower-
density, primarily rural, areas. The price adjustment would be based on the argument that the utility
needs to remain competitive in urban areas, where competition is more intense, aternatives are more
plentiful and usage is more elastic.



Unbundling of services for pricing purposes can aso be expected to impose higher prices on many in a
competitive retail industry. Such unbundling would involve imposing discrete charges for services
whose cost previously had been rolled into basic rates. Examples are charging for inquiries about
customer accounts, charging for field collection calls and charging for voluntary temporary service
disconnections. Again, the price adjustment would be based on the argument that the utility needsto
remain competitive for those customers not using each particular "service."

Redefining the characteristics of customer classes will al'so lead to price increases for many in a
competitive retail electric industry.46 No reason existsto treat all small users as asingle class. Although
some utilities have a general service rate, others have a multitude of rates simply for residential
customers. Legal nondiscrimination doctrine requires only that all customers similarly situated be treated
the same. It islargely up to the electric utility, however, to define which customers are similarly situated.
Differential pricing based on an expanded number of classes, with some customers charged more and
others less, should be expected.

Innovation in Energy-Efficiency Partnerships

Under appropriate circumstances, the introduction of competition into the electric utility industry should
create incentives that enhance the industry's interest in providing energy efficiency. The methods,
however, may not be those the industry historically has used. Historically, each utility itself has both
installed and funded energy-efficiency measures. In contrast, a competitive industry can be expected to
seek out and implement innovations to capture the benefits of low-income energy efficiency to low-
income customers without having to bear the historical costs.

An inventory of potential utility partnerships would include institutions such as state and local housing
finance agencies, state and local land trusts and community development financial institutions. The
number of units that can be reached through such partnershipsis tremendous. Consider the following
two examples.

Local community development loan funds finance significant housing development. By 1993, 41 of
these funds existed, with atotal capitalization of $100.1 million. From 1986 through 1992, they provided
roughly $450 million in loans, 44 percent of which went for the development of affordable housing. In
the same period, they financed 18,476 housing units, 86 percent of which were "permanently
affordable"47 and 87 percent of which were affordable to low-income tenants. Each year, the
investments of community development loan funds have grown, from $20 million in 1986 to $120
million in 1992.

State housing trust funds are permanent capital pools that offer a continuing source of financial
assistance to support the creation and preservation of affordable housing. As of 1993, 37 states and the
District of Columbia had housing trust funds. It has been estimated that these funds have collectively
provided more than $780 million in funding for 80,000 housing units, and have leveraged more than
$2.25 billion in funding from other sources.48 Generally, state housing trust funds function as revolving
loan funds, making loans and recycling loan repayments to make additional loans.



In general, state activity in the provision of affordable housing has been dramatic. Before 1980, only 44
state-funded housing programs existed. From 1980 to 1987, however, an additional 112 programs were
created; and from 1988 through early 1990, an additional 65 programs were developed. Each of these
programs represents a potential partnership for a competitive electric utility in providing energy-
efficiency improvements.

Gaming the System

A competitive retail electric industry would create the same incentives for rate affordability as does an
industry structure that allows for limited retail wheeling and special industrial discounts. It would,
however, create fewer opportunities for gaming-the-system activities that threaten the affordability of
rates to small-business, residential and low-income customers. If a competitive retail electric industry
arises, political pressure, if not economic pressure, will extend the ability of all classes of customersto
take advantage of that competition.49

Within this framework, the retail competition model would, at least theoretically, be better for small-
business, residential and low-income customers than would an electric industry structure that allows for
limited retail wheeling, special industrial discounts and performance-based ratemaking. Under retail
competition, at least in concept, either there would be competition for al customers (including small-
business, residential and low-income customers) or there would be pressure to create customer
aggregators-entities or institutions who are designed to combine individual residential, small-business,
or low-income customers into a group capable of negotiating and purchasing power in a competitive
market-to seek out retail competitors for small-business, residential and low-income customers. In either
of these situations, to the extent that electric utilities allowed large users to extort unreasonable
discounts, there would be pressure for small-business, residential and low-income customersto leave the
System.

Rewriting the Social Compact

A rewrite of the social compact will most likely occur in aretail competition environment. By definition,
the social compact affects the relationship between the local distribution utility and the small-business,
residential and low-income customers in their capacity as end users. (The provisions of arewritten social
compact were discussed earlier.)

It isnot likely that arewrite of the compact will occur in the context of an industry structure that allows
limited retail wheeling, special industrial discounts and performance-based ratemaking. Such amodel is
based almost exclusively on the exercise of market and political power by large industrial customers. It
preserves the status quo between the utility and its small-business, residential and low-income
customers. That is, it preserves the ability of the utility to pass along increased expenses and lost
revenues associated with either ignoring or mistreating these customer classes.

In contrast, retail competition might involve a structural change in the electric industry so substantial
that a new social compact conceivably could emerge between the electric industry and its small-



business, residential and low-income customers. Retail competition would fundamentally change the
institutional arrangements that have governed the electric industry. It would be unreasonable to assume
that this restructuring would benefit only large user customers while keeping the restructuring issues
which might benefit the small user customers off the table.

Some Caveats

The validity of most of the discussion of retail competition depends on honest reality checking, the one
type which has to do with the nature of the competitive industry itself. For example, will there really be
robust competition for retail customers? If so, a competitive electric industry should seek to embrace all
economic efficiencies. Does competition really result in innovation? If so, a competitive electric industry
should expect to see collection innovations similar to the service innovations flourishing in the
telecommunications industry.

Reality checking will come at a program level aswell. For example, will affordable electric rates really
help reduce expenses and enhance revenues? If so, a competitive industry should embrace them. Are
there really differences between categories of nonpaying customers? If so, a competitive electric
industry should embrace the need to differentially address them. Are there really opportunities for cost
and revenue advantages arising from low-income energy-efficiency partnerships? If so, a competitive
electric industry should be expected to search for them.

Public-Policy Decisions and Initiatives

Legidlators and regulators can devel op specific policies to mitigate the adverse consequences of aretail
competitive electric industry and to promote the beneficial ones. With regard to an industry structure
that allows for limited retail wheeling, special industrial discounts and performance-based ratemaking,
these policies should include at |east a supplemental program promoting comprehensive retail
competition, affordable rates and customer choices and preventing redlining.

Comprehensive Retail Competition. The best way for a competitive retail electric industry to protect its
small-business, residential and low-income customersisfor it to develop a mechanism that permits these
customers to participate directly in the competitive purchase of electricity. Examples of such
mechanisms are (1) the franchise competition being considered in Massachusetts, (2) the community
bidding process advocated by somein California, (3) the increased municipalization of local distribution
networks, and (4) the formation of municipal "purchasing pools" for electricity.50

If the market is used for allocating costs, then one of the few policy options to keep larger customers
from getting lower pricesisto increase the market power of small users. Three methods exist to reach
thisgoal. First, small users must be ensured some market power. Public policy promoting the
aggregation of small users and providing incentives for the creation of public and private aggregatorsis
necessary. Second, small users must be served early, not late, in the roll-out of competition. Proposals to
initiate electric industry competition for large users, with small usersto be brought in "eventually,"
should be regjected. Third, electric service providers must be given incentives to provide quality service



to small users. Specific public financial incentives to initiate marketing to small users must be
devel oped.

If we assume that the market is able to create a mechanism to aggregate small-business, residential and
low-income customers to compete at the retail level, the electric utilities will not be in a position to
indiscriminately load costs, fixed or otherwise, onto these customers. This assumption, however, may
bear no relationship to reality. To conclude: If there is no mechanism for alowing participation by small-
business, residential and low-income customers at the retail competition level, aretail competition

model will offer no advantages over an industry structure allowing limited retail wheeling and special
industrial discounts.

Promoting Affordable Rates. Public policy can promote the economic provision of affordable ratesto
small-business, residential and low-income customers. This policy would involve at least two steps.
First, it should require that utilities rigorously evaluate all the economic benefits associated with
affordable rates, using tools such as "net back" and payment-pattern analysis.51

Second, it should promulgate the rule that, as with industrial discounts, as long as affordable rates for
small users cover the variable costs of providing service to those users and make some contribution to
fixed costs, the rates will be acceptable.

In addition, public policy should explicitly state that the electric industry is an industry affected with the
public interest and that it therefore has an obligation to use its best effort to ensure affordable service.
Finally, public policy should prohibit geographic diverging of rates, prohibit the unbundling of service
charges unless the unbundling is supported by some demonstrable social policy, and strictly regulate
customer class definitions to prevent unfair discrimination (either explicit or de facto) as well as
deceptive acts and practices.

Promoting Customer Choices. Another approach to providing affordable rates is to promote a variety of
choices in the services to which customers subscribe. Traditional unlimited electric service with billing
afterwards need not be the sole choice. Consider the following two variations.

In London, hundreds of thousands of residential customers use prepayment meters. Many U.S. advocates
for low-income customers are leery of prepayment meters, since such meters do not address the
underlying inability to pay. The meters may be acceptable, however, to low-income interestsif they are
properly implemented. In fact, if the offer of prepayment meters is accompanied by an adequate
discount, such meters may offer an appropriate mechanism for low-income households to control their
home energy bills. Discounts of this sort can be justified on two grounds. First, prepayment meters
constitute less service and should therefore be accompanied by alower charge. Second, prepayment
meter customers impose fewer costs on the utility system and should therefore receive lower rates.52

A growing practice in the United States is to offer "service limiter adapters." The technology of the
adaptersis simple. For electric service, the adapter is inserted between the electric meter and the electric
socket. It contains a circuit breaker which is tripped when the usage limit is exceeded. An external reset
button allows the customer to restore service after cutting back on usage.



Both prepayment meters and service limiter adapters are objectionable if they are used strictly as a bill
collection strategy since they do not address the underlying inability to pay of low-income households.
In fact, they tend to hide the inability to pay rather than seeking to deal with it. Moreover, as collection
devices, prepayment meters and service limiter adapters violate important procedural safeguards to
protect consumers against unnecessary service terminations. Specific public-policy decisions prohibiting
the use of these technologies as collection devices would be appropriate.

However, if they are accompanied by a substantial discount, prepayment meters and service limiter
adapters can be a viable option that any customer may choose to purchase. These technologies might, in
other words, be posited as a new form of "limited service" for energy users similar to local measured
service in the telephone industry. Because service limiter adapters radically alter the usage patterns of
both electric and gas customers, their adoption should lead to a reduction in the cost of service for
customers using them. Relevant considerationsin this analysis can range from the basic quality of
service, which is obvioudly inferior under the service limiter program, to the sophisticated notion that
limiting customers' seasonable demands will have an effect on the probability that these demands will
require a utility to use power generating plants which rely upon high cost fuels.

In sum, in responding to a competitive retail electric industry, policymakers can promote choice in more
than simply the selection of service providers. Consumer choice in the type of service purchased also
can help address affordability problems. Although technologies such as prepayment meters and service
limiter adapters can never fully address the needs of |low-income households, they nonetheless have a
function within a certain niche market.

Preventing Redlining. In choosing which areas to serve or which service options to provide within an
area, competitive electric service providers have the opportunity to engage in redlining. Policymakers
can take active steps to guard against the invidious discrimination associated with such redlining.

Policymakers should make it clear that they will employ an "effects test” to prevent business practices
that have a discriminatory impact on a class of people even if the utility's intent appears to be neutral.
The effects test has been employed in federal statutes covering employment, housing, consumer credit,
home |oan mortgages and the like. It involves proven models for preventing discrimination.

In addition, policymakers should adopt disclosure requirements for competitive electric utilitiesin order
to prevent redlining and the economic decline of communities with high concentrations of racial-
minority or low-income customers. Such requirements can be closely modeled the federal Home
Mortgage Disclosure Act of 1975.53 Just as the public-disclosure requirements of the act enable
regulators and the general public to objectively determine compliance with antiredlining safeguards, so,
too, would such disclosure requirements work with a competitive electric industry.54

A Note About Alternative Service Providers

Thisanalysis assumes that, for all practical purposes, small-business, residential and low-income
customers will continue to be served by local electric utilities.55 High transaction costs will discourage



marketing to such consumers by alternative brokers. The cost of the time-of-use metering, which might
be necessary under most proposals, will be high enough to prevent consumers from seeking alternative
suppliers.

Service by local eectric utilitieswill also be likely because, from the perspective of the industry, no
significant alternative provider of electric service has appeared so far. In the absence of any significant
alternative provider, the "MCI Power and Light Company," there will be no active competition for small-
business, residential and low-income customers.

Moreover, from the perspective of the consumer, most small-business, residential and low-income
customers are not actively engaged in a search for less expensive electricity. And even if they were, itis
likely that the costs of the search (in terms of both money and time) would not be offset by the savings
to be obtained. In this situation, it isfar more likely that, even if consumers were given a choice among
competitors, factors such as habit buying would influence purchasing decisions far more than would
retail electric prices.56

Finally, it isunlikely that any alternative electric service provider will have the infrastructure necessary
for billing and collecting from small-business, residential and low-income customers. What can be
expected at most is a system through which, even if competitive retail electric serviceis provided to
small-business, residential and low-income consumers, transactions will be made through a system of
billing and collection contracts akin to those between long distance carriers and local carriers.

In sum, there are significant barriersto getting alternative sources of electricity to small-business,
residential and low-income customers. A mgjor concerted policy response designed to overcome these
barriersis needed.

Indeed, given the concerns of small-business, residential and low-income customers with regard to
procedural and substantive equity considerations in the billing and collection context, it would probably
be best for statesto require that alternative providers selling retail electricity to these customers do so
through the same type of billing and collection service (BCS) contracts that are prevalent in the
telecommunications industry. These contracts would directly address several concerns.

The primary concern is that an electric utility faced with retail competition will scale back customer
service protections in an effort to reduce costs and remain competitive with aternative service providers.
If instead customer service must be uniformly provided through BCS contracts, with a service fee
charged to recover billing and collection costs, this issue will no longer exist.

A second concern is that regulatory protections for payment-troubled customers would be scaled back,
again on the assumption that the costs of those protections would be born exclusively by the local utility.
Since similar costs would not be borne by alternative service providers under aretail competitive
structure, the reasoning goes, the local utility would be placed at a competitive disadvantage.
Accordingly, it would seek to scale back protections, and corresponding costs, to maintain its
competitive position. As with the first concern, since the costs of regulatory protections would be rolled
into the price of the BCS contract, the provision of service coupled with the fees received for the BCS



contract would eliminate this issue.

A third concern of small-business, residential and low-income customersis that the advent of retail
competition would result in a dramatic reduction of energy-efficiency programs offered to these
customers generally and to payment-troubled customersin particular. Again, the BCS model allowsthis
issue to be addressed. The aternative service provider would have afinancial incentive under this model
to effectively target energy-efficiency improvements to its payment-troubled customers. Substantial
research has found that energy-efficiency improvements lower bills and make them more affordable.57
As aresult, energy efficiency targeted to payment-troubled customers would help lower credit and
collection costs, bad debt, working capital expenses, and other costs associated with nonpayment and
delinquent payment.58 The BCS process provides a ready mechanism to alow the local utility providing
BCS to quantify these savings. If targeted energy efficiency will decrease bad debt and working capital
costs, for example, the reduced expenses will be reflected in lower BCS contract payments. If energy
efficiency targeted to payment-troubled customers will reduce credit and collection expenses, the
reduced costs will be reflected in lower BCS payments. What the BCS process does, in other words, is
allow the quantification of credit and collection expenses, since there must be some basis for the BCS
charge; and convert those expenses into an explicitly avoidable variable cost to the aternative service
provider.

In sum, this analysis assumes that in the absence of an "MCI Power and Light Company" provider, the
local electric utility will continue to be the primary provider to small-business, residential and low-
income customers. The analysis goes further, however, to conclude that, in alimited fashion, this
structure is most appropriate as a matter of public policy. Should alternative service providers succeed in
developing a customer base among small-business, residential and low-income customers, their services
should be provided through an industry structure involving billing and collection service contracts
similar to those in the telecommunications industry.

Wholesale Competition

Affordable Rates

An electric industry that is competitive at the wholesale level would seem to offer the most substantial
advantage to small-business, residential and low-income customers. The purpose of promoting open
access to the transmission system on a nondiscriminatory basis, after all, isto promote competition at the
electricity generation level. In its Notice of Proposed Rulemaking (NOPR) regarding open access, the
Federal Energy Regulatory Commission (FERC) was explicit in stating this purpose: "The Commission's
goal isto encourage lower electricity rates by structuring an orderly transition to competitive bulk power
markets."59

FERC believesisthat given open access, lower costs would be made available to all retail customers of
an electric utility. Today, FERC says, it is the noncompetitive nature of the transmission network that
denies consumers (including small-business, residential and low-income customers) such access: "We
find that utilities owning or controlling transmission facilities possess substantial market power; that as



profit maximizing firms, they have and will continue to exercise that power in order to maintain and
increase market share, and will thus deny their wholesale customers access to competitively priced
electric generation; and that these unduly discriminatory practices will deny consumers the substantial
benefits of lower electricity prices."60

Given a competitive wholesale market, FERC concludes, consumers will gain the benefit of lower
production costs at existing plants as well as at new generating facilities that involve new, lower-cost
technologies. If thisistrue, small-business, residential and low-income customers will benefit from
these lower prices along with all other customer classes.

This projection of cost savings assumes that wholesale competition will force existing high-cost
generation to be removed from use. Implicit in this assumption is the further assumption that substantial
amounts of less expensive capacity are lying unused around the country.61 It is possible that if
significant excess capacity does exist, the assumption about the non-use of high cost generation might be
true. If significant unused and less expensive capacity exists as excess capacity, however, it is not clear
why it is not already on the market.

In the alternative under which cost savings for consumers are produced through existing capacity, the
cost savings projected by FERC might arise through new lower cost plants. This projection, too, is
necessarily based on several assumptions:. (1) that new, lower-cost plants will be built; (2) that they will
be owned and operated by firms willing to aggressively compete against existing plants with higher-cost
capacity; and (3) that the losses in revenue suffered by owners of existing higher-cost capacity will not
be charged to customers. Research too extensive to summarize here has concluded that these
assumptions are not likely to be correct.62

Instead, it is likely that there will not be substantial additions to the availability of less expensive
capacity. To the extent that electric utilities successfully obtain capacity that is less expensive than what
is available today, their success will mark not an absolute gain in economic efficiency but rather a
geographic redistribution of the benefits of the less expensive capacity. Having one group of customers
benefit from the purchase of less expensive capacity, in other words, will result in another group of
customers being subjected to higher-cost electricity. In addition, it is reasonable to expect that many
electricity producers will choose not to make their entire supply of capacity available. In an effort to
guarantee a greater recovery of stranded costs, these producers will smply reduce the availability of
lower-cost electricity that would be in competition.

In addition, if the electric industry evolvesin the same way as the telecommunications industry,
electricity producers will compete at the wholesale level solely on the basis of their variable costs. In
contrast, new competitors would be forced to compete on their fully embedded costs. Therefore, it is not
only possible but likely that existing electric producers will be able to force competitors out of the
market. Finally, given the ability of electric power producers to allocate fixed and variable costs to
different markets and services on the basis of their need to meet competition, the expectation that a
significant competitive market in power generation will develop seems overly optimistic.

Even if the electric generation industry develops as assumed by proponents of wholesale competition, it



Is not clear that awholesale electric market will operate in the fashion postul ated by these proponents.
One mgor flaw in the theory of awholesale competitive industry involves institutional arrangements
that arise from the mandate that retail distribution utilities guarantee the availability of electricity at the
time, and to the extent, demanded by their retail customers.

Because of this mandate, it isimpossible to totally separate the retail market from the wholesale market.
Retail companies, in other words, will be unlikely to rely primarily on spot-market purchases to meet the
energy demands of their retail customers. To ensure the availability of power at all times, the market that
develops will be a competitive wholesale market distinguished by the negotiation of long-term contracts,
not one involving constant bargaining for least-cost power at any given time.

In this scenario, the long-term contract substitutes for vertical integration of the generation and
distribution utility, with three results. First, the distribution utility will no longer be an active competitor
for least-cost electricity generation. Thus, the benefits of competition at the wholesale level will no
longer be available. Although the retail utility will certainly be expected to seek out the least-cost source
of power each time it seeks bids on its next long-term contract, there is no reason to expect the less
expensive power predicted by FERC and other wholesal e generation proponents to be available at that
time.

Second, the capacity costs inherent in the ownership of power plants by a vertically integrated industry
will likely come up again in the context of different levels of contracts. Just asin natural gas contracting,
the retail distribution utility will likely have base load, shoulder, and peak contract capacity.
Accordingly, potential price impacts arising from elimination of the capacity/energy distinction probably
will not exist.

Finally, it is possible, perhaps even likely, that an electric industry marked by competition at the
wholesale level will still present few opportunities for small-business, residential and low-income
customersto realize significant price savings at the distribution level. Even an electric industry facing
whol esale competition will have both the incentive and the opportunity at the distribution level to
engage in the same cost-shifting techniques that currently exist. Competition at the wholesale level does
not reduce the political and economic power of large industrial customers.

Given the likely scenario of an electric industry that is vertically integrated through long-term contracts
(even if ownership interests have been divested), an electric industry marked by competition at the
generation level will at the distribution level still face the incentives and opportunities to make decisions
adversely affecting affordability to small-business, residential and low-income customers that are faced
today. One issue that can be expected to arise is an allocation issue regarding the costs of the different
types of contracts with questions about who "caused" the utility to enter into one type of contract or
another. The same political forceswill be at play to minimize rates to large industrial customers through
explicit or implicit cost allocation methodol ogies. Another issue will be allocation of the costs of
mistakes involving excess contract capacity.

In sum, assuming the rise of long-term contracts as a means for the retail electric industry to meet its
obligation of providing reasonably adequate service at all times, an electric industry that is competitive



at the wholesale level will involve the same incentives and opportunities as exist today for the retail
electric industry to make decisions adversely affecting the interests of small-business, residential and
low-income customers. Regardless of wholesale price activity, the electric distribution utilities serving
these customers will be under the same pressures to reduce industrial rates, will face the same decisions
that they face today to do so, and will have the same opportunities to do so.

Gaming the System

An electric industry that is competitive at the wholesale level will involve the same incentives and
opportunities for large industrial customers to game the system in search of lower electric rates from
retail distribution utilities. Rather than arguing that it is better to have some contribution toward fixed
generation costs, however, proponents will argue that it is better to have some contribution toward fixed
contract costs.

Given the eventuality that a competitive wholesale industry will evolve into aretail wheeling model,
policymakers must be aware of the possibilities of large users gaming the system. (Gaming the system
was discussed in detail earlier.)

Exercise of Large-User Economic and Political Power

A competitive wholesale electric industry can be expected to eventually metamorphosisinto a direct-
access industry. It is doubtful, therefore, that a wholesale competitive el ectric market would be a stable
institution. The push for direct-access retail wheeling, after all, is a political phenomenon as well as an
economic one. Large users that have the political and market power to obtain a better deal through
reduced prices will push for those reduced prices. If prices below the rates of the local distribution utility
are available at the competitive wholesale level, therefore, large users will apply renewed pressure for
direct access to those prices. And given the political and economic power of the customers that will seek
direct access, it can be expected that the industry will movein that direction.

Environmental Protections

Wholesale competition can be expected to present the greatest environmental problems to small-
business, residential and low-income customers.63 Most of the electric industry infrastructure
disproportionately harms low-income and minority households and the most environmentally damaging
infrastructure is at the generation and transmission level. Competitive markets will exacerbate these
environmental problems. An electric industry that is competitive at the generation level, in other words,
will have financial incentives to impose the greatest environmental harms on low-income and minority
households. For example, utilities making facility-siting decisions will have an economic incentive to
take the |east-cost property. Since property values for small businesses and low-income households are
likely to be lower than those for large businesses, an industry seeking to minimize costs to be
competitive will want to take these properties.

In addition, when facility-siting decisions are made, delays can be expected to result in cost increases.
Accordingly, the industry will have an incentive to minimize such delays by dealing with the least



powerful groups. The political power of small-business and low-income customersis likely to be less
than the power of large companies. Thisis an empirically demonstrable fact. Substantial research shows
that political involvement, efficacy and a sense of "public self" decrease dramatically for those of low of
socioeconomic status. Low-status groups are the least likely to get involved politically; the least likely to
speak out, even on their own behalf; and the least likely to be involved in the regulatory process for
utilities.64

Finally, a competitive wholesale power industry will create the opportunity for owners of existing
generation facilities in urban areas to resurrect fully depreciated generating units that had been shut
down. These units can be operated to produce off-system sales based strictly on variable costs. Given the
availability of air-pollution-control offsets to the utility industry, the local environmental damage of
these old, inefficient and dirty fossil-fuel units will not be mitigated. As aresult, the businesses and the
low-income and minority households in proximity to these units will suffer disproportionate harm.

Public Input into Decision Making

Finally, an electric industry that is competitive at the wholesale level will create substantial opportunities
for adecrease in public input into decision making. The ability of small-business and residential
customers to participate in decision making tends to be localized. Hence, as a competitive electric
industry seeks the "more efficient” federalization of decision making, these customerswill be
excluded.65 Federalized decisions might include those dealing with generating plants and transmission
lines, for example.

Thisincreasingly federalized decision making will arise as wholesale competition becomes broader in
scope, reaching regional and national proportions. Given wider markets than in the past, when electricity
tended to be provided by the distribution utility's own plants and when transactions involving purchased
power tended to be regional at most, each individual purchase decision involving power generation will
have regional and national implications. State regulation would be ill-suited to the interstate
consequences of particular industry actions.

In addition, wholesale transactions are, by law, regulated at the federal level. Although state
commissions will still govern transactions between the distribution utility and the end user, the
transactions that underlie the expenses incurred by that distribution utility in procuring energy will be
regulated, if at al, by FERC.

In many ways, though, the wholesale competition model provides the greatest potential to retain the
ability of small-business, residential and low-income consumers to have input into decision making.
This model keeps intact the local retail monopoly franchise. Decisions as to the relationship between the
local utility and its end users will therefore continue to be at a state regulatory or legidlative level, with
no diminution of the potential for participation.

Moreover, under wholesale competition model, as long as the local monopoly franchise remains intact,
there is no reason that integrated resource planning (IRP)-including public participation-islikely to
continue to be used to compare supply and demand reduction options and to design resource portfolios



that hedge against long-term risks and balance spot-market purchases with long-term contracts.
Public-Policy Decisions and Initiatives

In light of the analysisjust set forth, legislators and regulators should devel op a specific program to
mitigate the most serious adverse consequences associated with an electric industry structure marked by
whol esale competition. This program would involve at least two components. affordable rates and
public input into decision making that involves environmental protection.

Affordable Rates. Given the importance of wholesale power contract decisions under an electric industry
structure marked by wholesale competition, the process of power procurement becomes even more
important from the perspective of affordable ratesto small-business, residential and low-income
customers. Accordingly, policymakers should strengthen state integrated resource planning processes,
allowing inquiries that would compare supply and demand reduction options as well asinquiriesinto
local utility decisions about the design of resource portfolios that hedge against long-term risks and
balance spot-market purchases with long-term contracts. They should aso strengthen state review of
electricity procurement decisions. Several states, including lowa, Illinois and Michigan, have specific
regulatory processes that permit state review of the fuel and power procurement practices of local
utilities. These procurement reviews should be emulated by others.

Public Input into Decision Making Involving Environmental Protection. Given the increased reliance on
federal decision making, particularly on environmental issues as discussed above, and the inherent
difficulty for small-business, residential and low-income customers to be represented in such decision
making, a system of funding for intervenor assistance should be established at the federal level. The
system should provide intervenor assistance in any administrative or judicial process that affects the
wholesale provision of power, whether it is before FERC, the Environmental Protection Agency (EPA),
the Nuclear Regulatory Commission (NRC) or some other federal agency.

Moreover, intervenor assistance should be provided systematically at the state and local level. Given the
market pressuresthat will work to the detriment of small-business, residential, and low-income
customers generally, and minority customersin particular, the primary means of protection should be
participation at the regulatory level. To place people at risk, without providing them an opportunity for
protection, would be unreasonable.

Summary and Conclusions

Small-business, residential and low-income customers have many legitimate concerns about a
competitive electric industry, including the following:

e That the electric industry will pay little attention to rate affordability, given the pressures created
by larger and more powerful industrial customers;

e That the electric industry will back away from programs based on noneconomic considerations,
such as procedural and substantive payment protections;



e That small userswill be entirely excluded from decision making processes that affect their
economic, environmental and social well-being; and

e That the electric industry will view itself as just another business, rather than as a business
affected with the public interest, which requires acommitment to universal service and an
obligation to serve.

Unfortunately, in these four areas of concern, each of the competitive models offers a much greater
downside than an upside for small-business, residential and low-income customers. The issue seems not
to be which of the various competitive modelsis best for such customers, but which is least bad.

Specific public policies and initiatives can help mitigate the worst of the adverse impacts while
promoting the best of the positive ones. Under all three models studied, as the electric industry becomes
more competitive, the scope of regulation will decrease, as will the ability of public policymakers to set
policy. It istherefore important for policymakers to implement helpful policies at the time of
restructuring rather than seeking to do so afterwards. Without the presence of such policies, the industry
may drift into making irreversible negative commitments and causing irreversible harms.

A summary of the public-policy decisions and initiatives recommended in response to the three
competitive modelsisincluded as appendix C.

Appendices

Appendix A
Small Customers and Capacity Cost Allocations

To understand the conclusion that competition might lead to significant cost-based price reductions to
small-business, residential and low-income customers, it is necessary to consider why such customers
often bear a significant portion of aregulated utility's allocated cost of service. Under current cost-of -
service regulation, the embedded costs of a utility are assigned to different customer classes on the basis
of an evaluation of "causation." One universal principlein utility ratemaking is that, within a universal
service constraint, the customer class that causes a utility to incur a cost should be the customer class
that bears the cost.66

Of course, few costsin the utility industry are directly assignable. More often, a utility incursjoint costs
in providing power to all customer classes. Those costs must be allocated to the various classes through
some type of formula. For example, fuel costs might be allocated on the basis of the amount of energy
consumed by each class. Billing and accounting costs might be allocated on the basis of the number of
customersin each class. Traditionally, residential rates tend to be substantially higher than industrial
rates on a per kilowatt-hour basis. One primary reason for this tendency isthat residential customers are
allocated a higher proportion of the capacity costs of the utility system. Capacity costs are the capital
costs (including financing) associated with generating and transmission facilities used to meet the
demand for power at any instant in time.



A utility generally must build sufficient capacity to meet the peak demand on its system. Peak demand is
the highest demand experienced at any instant over the course of ayear.67 Depending on whether a
utility has a greater electric-cooling or electric-heating load, the peak will generally be either on the
hottest day of the summer or the coldest day of the winter.68 From a cost allocation perspective,
therefore, the issue is the extent to which customer class contributes to that peak demand. Generally
accepted capacity cost allocators include variations on a theme involving the determination of class
contributions to peak demand.69

Because of space heating and cooling demands, residential customers almost universally tend to
contribute most to a utility's peak demand. In contrast, industrial oads tend to be more constant
throughout the year. Hence, industrial customers may tend to use more electricity, they are not likely, as
a class, to make the most significant contribution to peak demand. As aresult, residential customers tend
to be assigned a substantial portion of a utility's total capacity costs.

This cost allocation is significant in that the utility industry tends to be a capital-intensive industry. With
the bulk of capacity costs assigned to the residential class, residential rates are higher than those of other
classes.

Appendix B
The Competitive-Protections Framework for Analyzing Impacts
on Small-Business, Residential and Low-Income Customers

Now that the variety of harms and benefits that may arise from a competitive electric industry have been
identified, the next step in thisanalysisis to evaluate under which competitive models the various harms
and benefits are most likely to arise. The models that will be assessed are retail competition, wholesale
competition, and a modified vertically integrated industry.

The assessment of harms and benefits to small-business, residential and low-income customers within
each of the competitive models involves three steps:. (1) identifying the competitive protections sought
through a competitive electric industry, (2) determining whether firms that make up the industry have
both the incentive and the opportunity to allow the harms or benefits to arise, and (3) assessing how the
identified harms and benefits might be operationalized by a competitive el ectric company.

Competitive Protections as the Goal to Be Sought

Each model of competition in the electric industry must be assessed to determine whether it will provide
competitive protections to small-business, residential and low-income customers. Competitive
protections arise when three factors exist: (1) the number of firms providing service is sufficient; (2) the
institutional arrangements that arise as aresult of the market structure are adequate; and (3) the
consumer characteristics are appropriate, so that small-business, residential and low-income customers
are not subjected to abuse or imposition.70 In other words, if adverse impacts are imposed by certain
firmsin the market, consumers must have both the choice of an alternative supplier so as to avoid those



impacts and the ability to exercise that choice.

The next step involves an assessment of incentives and opportunities for harms and benefits.
Incentives and Opportunities

Two important questions must be answered about each competitive model: Would the electric industry
have the incentive to bring about the result (either the harm or the benefit)? Will the electric industry
have the opportunity to bring about the result? The incentive to perform an action can exist without the
opportunity to do so and vice versa. For the harms and benefits to arise, both incentive and opportunity
must exist.

The incentive and opportunity framework is not unique to the electric industry. Indeed, concerns about
the potential of cross-subsidies in the competitive telecommunications industry were often evaluated
using this approach. There was substantial concern, for example, about cross-subsidies between basic
and nonbasic services.71

The incentives and opportunity analysis must include both industry structure and consumer
characteristics. Most analyses of whether workable competition exists concentrate only on the
perspective of firmsin the industry. They rely aimost exclusively on the multiplicity of firms and the
implications of such multiplicity in support of deregulation.72 A determination of whether competition
exists, however, depends on an examination of consumer characteristics as well. Such characteristics
might include availability of information and habit buying.73

The Operationalization of Harms and Benefits

It isunlikely that any utility would decide to bring about harms to particular customer classes. For
example, no utility would decide to impose unaffordable rates on small-business, residential and low-
income customers. What would happen, instead, is that the utility would make a series of decisions that
would have an impact on the affordability of rates. Through its decisionsto do or to avoid doing certain
things, the utility would manifest its competitive position on the importance of affordable rates to small
business, residential and low-income customers.

Given this analytic framework, three questions help identify the activities through which a utility may
manifest its competitive position on the harms and benefits just identified:

e What do utilities do today, that they will have the incentive and opportunity to stop doing?

e What should utilities do in the future, that they will have the incentive and opportunity to avoid
or prevent doing? and

e What should utilities avoid doing in the future, that they will have the incentive and opportunity
to do?

In sum, a broad evaluation of the impacts of electric competition on small-business, residential and low-



income customers involves a determination of whether the industry is capable of providing competitive
safeguards to those classes. To make this determination, policymakers must examine whether the
competitive industry has both the incentive and the opportunity to bring about the identified harms or
benefits-not through generalized policies but through specific decisions and actions.

Appendix C
Summary of Policy Recommendations to Protect Small-Business,
Residential and Low-Income Customers in a Competitive Electric Industry

Limited Retail Wheeling, Special Industrial Discounts and Performance-Based
Ratemaking

Protecting Rate Affordability

o Adopt the principle of approving an explicit consideration of rate affordability in ratesetting
along with requiring that electric utilities make their best effort to ensure affordable rates.

e Adopt the principle that affordable rates will be considered acceptable as long as the small-
business, residential or low-income customers paying such rates pay their fixed cost of service
and make some contribution to variable costs.

¢ Adopt amethodology to explicitly consider all benefits of affordable rates.

Gaming the System

¢ Create a discrete economic development budget that is delivered through an economic
development rate.

¢ Create aprocess under which applicant industries wishing to take advantage of the economic
development incentive would compete for a share of the economic development budget.

¢ Create an enforcement mechanism that establishes the utility's right to recoup the economic
development incentive if promised performance standards are not met.

Energy Efficiency

¢ Create and promote new, innovative partnerships through which to deliver energy efficiency.

¢ Require that one component of the new partnerships include elements that allow providers to use
utility company dollars without requiring the expenditure of such dollars. These elements might
include, for example, loan guarantee programs and linked deposit programs.

e Requirethat utilitiestarget their energy-efficiency programs to customers that can help lower
utility expenses.

¢ Require the development of a methodology to consider all beneficial aspects of energy efficiency,
including nonresource acquisition benefits such as reduced working capital, reduced credit and
collection costs, stabilized neighborhoods, and increased home ownership.



Perfor mance-Based Ratemaking

¢ Implement all policy options decision makers wish to put into place before permitting a moveto
performance-based ratemaking.

¢ Create performance criteria based on rate affordability, specifically including measures of
minimizing utility service disconnections, minimizing unsuccessful deferred-payment
agreements, and minimizing the number of households that are in arrears (excluding bills subject
to deferred-payment plans from the definition of arrears).

¢ Create a performance criterion to measure the achievement of universal service, specifically
including a measure of the extent to which at-risk customers maximize their contribution to fixed
costs after covering their variable costs of service.

e Adopt sunset clauses for performance-based rates.

e Limit CPI-based escalationsin prices to the proportion of total costs represented by operating
expenses. Even if the CPI is appropriate as a measure for operating expenses, it is highly
Inappropriate for capital costs, which do not vary year-to-year with inflation.

I ndustrial Discounts

¢ Include specific, enforceable conditions on any industrial discounts granted. The number of
family-wage, benefited jobs created, the jobs per dollar of expenditure, and the like should be
taken into explicit consideration in areview of industrial discounts.

o Prohibit utilities from subsidizing inefficiencies through industrial discounts. To the extent that
an industry applies for a discount has cost-effective energy efficiency that is available but
unimplemented, for example, there is inefficiency in that applicant's operations.

o Prohibit utilities from interfering with the market enforcement of efficiency in business
operations. Suppose competitor A has squeezed all possible cost-effective energy savings out of
its operation but competitor B has not. In this situation, competitor A will have a competitive
advantage in prices offered to consumers. That isas it should be. If, however, the utility stepsin
to provide competitor B with an economic development rate, that subsidy will deny competitor A
the competitive advantage the free market would have provided because of competitor A's
efficient operations.

e Require a utility seeking to deliver economic development incentives to demonstrate that those
incentives are being delivered to the areas most in need of economic development. Criteriafor
eligibility might include minimum standards for determining the level of economic distress of
cities and urban counties where businesses are eligible for such discounts.”

e Declare that the redistribution of economic activity should not be considered a "benefit" of an
industrial discount. Thus, for example, state public policy can provide that no assistance will be
given for projects intended to facilitate the relocation of industrial or commercial plants or
facilities from one area to another, unless state regulators find that the rel ocation does not
significantly and adversely affect the employment or economic base of the areafrom which the
plant or facility isto be rel ocated.



Retail Competition
General Statement

¢ Implement all policies appropriate to limited retail wheeling and special industrial discounts for
retail competition as well.

Promoting Compr ehensive Retail Competition

e Develop a mechanism to permit small-business, residential and low-income customers to directly
participate in the competitive purchase of electricity.

e Approve incentives for the creation of public and private small-user aggregators.

e Servesmall users early, not late, in the roll-out of competition. Reject proposals to initiate
electric industry competition for large users, with small usersto be brought in "eventually."

e Approve financial incentivesto provide quality service to small users, including specific public
financial incentives to pursue small-user marketing.

Affordable Rates

e Require utilitiesto rigorously evaluate the economic benefits of providing affordable rates.

o Adopt the rule that so long as affordable rates cover the variable costs of providing service to the
affected customer class and make some contribution to the fixed costs, the rates will be
acceptable.

o State explicitly that the electric industry is an industry affected with the public interest and that it
therefore has an obligation to make its best efforts to ensure affordable rates.

e Promote avariety of consumer choices in the services to which small-business, residential and
low-income customers can subscribe,. including not only a choice of suppliers but a choice of
lower-cost services as well.

e Prohibit geographic diverging of rates.

e Prohibit the unbundling of service charges unlessit is supported by some demonstrable social
policy.

e Strictly regulate customer class definitions to prevent unfair discrimination (either explicit or de
facto) as well as deceptive acts and practices.

Redlining

e Adopt an effectstest to prevent business practices that have a discriminatory impact on a class of
people even if the utility's intent appears to be neutral.

o Adopt disclosure requirements for competitive retail electric utilitiesin order to prevent the
redlining of communities with high concentrations of racial-minority and low-income customers.
Such requirements can be closely modeled on the federal Home Mortgage Disclosure Act.



Alternative Service Providers

e To the extent that alternative service providers develop a customer base among small-business,
residential and low-income customers, their service should be provided through a system of
billing and collection service (BCS) contracts similar to those in the telecommunications
industry.

e Provide customer service protections through regulation of the BCS contract, not through direct
regulation of the alternative service provider.

Wholesale Competition
Affordable Rates

¢ Strengthen state integrated resource planning processes, allowing inquiries that would compare
supply and demand reduction options as well asinquiriesinto local utility decisions regarding the
design of resource portfolios that hedge against long-term risks and balance spot-market
purchases with long-term contracts.

e Strengthen state review of electricity procurement decisions. Several states, including lowa,
Illinois and Michigan, have specific regulatory processes that permit state review of the fuel and
power procurement practices of local utilities. These procurement reviews should be emulated by
others.

Public Input into Decision Making Involving Environmental Protection
e Establish a system of funding for intervenor assistance at the federal level, particularly on
environmental issues. The system should provide intervenor assistance in any administrative or
judicial process that affects the wholesale provision of power, whether it is before FERC, the
EPA, the NRC, or some other federal agency.
e Systematically provide intervenor assistance at the state and local level.
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