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Franchise Competition in the
Electric Utility Industry

Franchise competition is-and should be-an integral part

of enhanced competition. It serves the traditional goal of

encouraging lower costs through the threat of takeover or

purchase. However, the issue of utility recovery for

stranded costs stands as a major unresolved question

affecting customers' ability to partake of this central aspect

of competition.

Clinton A. Vinceand J. Cathy Fogel
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Las Cruces, New Mexico, which,

on August 30, 1994,voted 2-1 to
establish a new municipal utility
to displace EIPaso ElectricCo., its
current retail supplier.1 Las Cru-
ces selected another private util-
ity,Southwestern Public Service
Co. (SPS),as its wholesale power
supplier and expects SPSto pro-
vide local operation and mainte-
nance, under the city's control, for
an initial period.

While many other cities are like-
wise examining formation of mu-
nicipal utilities, few have been
formed.2 In fact, more municipal
utilities have been bought than
formed in recent years.3

Some view franchise competi-
tion as a revolutionary new

development. Others maintain
that it is simply a continuation of
a traditional form of competition,
albeit one which could have the

potential to accelerate based upon
the new pro-competitive environ-
ment in the electric industry and
the enactment of the Energy Pol-
icy Act of 1992(EPAct),which

authorizes the Federal Energy
Regulatory Commission to order
wheeling.4 A new FERC Notice of
Proposal Rulemaking (NOPR) 5
may put the brakes on franchise

competition through municipali-
zation, however.

What seems to have been lost in

the current debate is an apprecia-
tion that franchise competition-
the threat that a city will form a
municipal utility or that an exist-

ing municipal utility will be pur-
chased-is traditional in the elec-

tric utility industry. Formation of
new municipal utilities has been
fostered since the beginning of

this century by granting prefer-
ence to municipalities and rural
electric cooperatives in purchas-
ing low cost federally developed
hydroelectric power-the so-
called "preference clause."

Concern has been expressed
that large awards for stranded
generation investment will dis-

courage franchise competition.
Consumers who seek lower rates

by displacing their current sup-
plier (whether that supplier is an
investor-owned utility, municipal

Many citiesare
examining formation
of municipal utilities I

but more municipal
utilities have been

bought than formed
in recent years.

utility, or rural electric coopera-
tive) could be faced with paying
for the high-cost generation they
seek to replace. Tothe extent that

consumers are in fact required to
pay the costs they seek~toavoid,
they will have no reason to
change suppliers, and franchise

competition will not be a competi-
tive threat.

This article seeks to place the is-
sue of the formation of new mu-

nicipal utilities in the context of

franchise competition. It will then
review a municipality's ability to
condemn, address some valuation

issues applicable to conversion
from one form of ownership to an-
other, and, finally,discuss the
thorny subject of "stranded invest-
ment."

I. History and Theory of
Franchise Competition

A. The Role of the Preference

Clause in Fostering Franchise
Competition

Competition based upon the dif-
ferent types of electric utilities
(e.g., investor-owned, munici-
pally owned, and rural electric co-
operatives) has a long history, be-
ginning when cities initially
decided between taking service
from investor-owned utilities or

establishing their own electric
utilities. Subsequently, many mu-
nicipal utilities were sold and a
number of municipalities formed
municipal systems. At its height
in 1923,there were 3,066munici-

pal utilities as compared with ap-
proximately 2,200today.6

Nationally, franchise competi-
tion was encouraged through leg-
islation giving a preference to
"public bodies" (such as munici-
pal utilities and public power dis-
trictsf and to rural electric coop-
eratives in purchasing power
from low-cost federally devel-
oped or licensed hydroelectric
projects.sTheoretically, customers
of investor-owned utilities, which

are not statutorily entitled to a
preference, could decide to form a
municipal utility based on a com-
parison of rates between the two
entities.9Franklin D. Roosevelt

himself referred to a municipal-
ity's ability to form its own utility
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as the "birch rod in the cup-
board." In a 1932 speech, he
stated:

I therefore lay down the follow-
ing principle: that where a com-
munity, a city,or county, or a dis-
trict, is not satisfied with the
service rendered or the rates

charged by the private utility, it
has the undeniable right as one of
its functionsofgovernment... to
setup ... itsown governmentally
owned and operated service ....
[T]he very fact that a community
can, by vote of the electorate, cre-
ate a yardstick of its own, will, in
most cases, guarantee good serv-
ice and low rates to its popula-
tion. I might call the right of the
people to own and operate their
own utility a birch rod in the cup-
board, to be taken out and used
only when the child gets beyond
the point where more scolding
does any good.IO

FERC has stated that the prefer-
ence clause provides that ''birch

rod in the cupboard":

Thepow&pu~ingprefu~
ence is said to provide "yardstick
competition" because. .. it helps
keep down the rates of those
served by private utilities. As
long as preference power is avail-
able to public bodies and non-
profit cooperatives, private
power interests will be forced to
hold down their rates to attract
and retain customers. Otherwise,
existing public bodies and non-
profit cooperatives, or new ones
that may be formed, will claim a
share of the preference power
and compete for the industrial
and commercial loads of the pri-
vate interests, as well as their do-
mestic and rural loads. 11

The very basis of the preference
clause was to encourage franchise
competition in order to keep rates
low.
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B. Lack of Transmission Access

as Impediment to Franchise
Competition

While the preference clause en-
couraged franchise competition,
municipalities seeking alternative
sources of power supply were
often denied transmission access

and therefore discouraged from
forming a municipal system. To
obtain transmission service, mu-

nicipalities occasionally turned to

EPAct created the

potential for enhanced

franchise competition,
but FERC's stranded

investment policy
threatens to close

that door.

the antitrust laws.I2Now that

FERChas authority to order .

wholesale wheeling, however,

municipalities need not resort to
antitrust remedies to obtain trans-

mission access.I3 (\

II. Current and Potential

Impact on Franchise
Competition of Energy Policy
Act of 1992

One of the most profound de-
velopments affecting franchise
competition has been the enact-
ment of EPAct.That Act not only
establishes a framework for more-

competitive generation, but also

- - -- . --
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requires utilities to transmit
power for newly formed munici-
pal electric systems. In most in-
stances, this effectively eliminates
utilities' ability to stymie the for-
mation of new systems by refus-
als to wheel power.

Although EPActcreated the po-
tential to open the door to en-
hanced franchise competition by
municipalities, FERChas pro-
posed to close that door by maxi-
mizing stranded investment re-
covery. FERC's NOPR could
preclude franchise competition
from municipalities based upon
economics while not addressing
incentives for investor-owned

utilities to purchase municipally
owned utilities. This section will

focus first on expanded transmis-
sion access through EPActand
second on restricted competition
through proposed stranded in-
vestment recovery.

A. Transmission Access

Pursuant to EPAct,utilities-

including municipally and coop-
eratively owned systems-may
seek an order from FERC requir-
ing transmission service. Al-
though FERC must grant such an
order in most instances, there are

a few caveats to such opportuni-
tie. irs, a municipality seeking
to esta a municipal utility
may not be able to "line up"
wheeling. Only utilities that "sell
electricity,"14or generate electric
power at wholesale,15may seek a
wheeling order. This concern may
be resolved, however, if the

planned power supplier for the
new municipal agrees to request
the transmission service.
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~econd, FERChas accepted

~mission tariffs which seem to
deny transmission service to new
municipal utilities serving cus-
tomers formerly served by the fil-
ing utility-at least if the munici-
pal utility is established solely to
facilitate or obtain transmission
service for ultimate consumers.16

This language could have a chill-
ing effect upon formation of new
municipal systems. In its NOPR,
however, FERC has proposed
both network and point-to-point
service, which would be available

to any electric utility eligible to re-
ceive service pursuant to EPAct. If
the NOPR is ultimately adopted,
transmission tariffs filed thereun-
der would allow service to new

municipal systems.

fi1.\Third, EPAct has an as-yet-un-

Q- tested provisionprohibiting
"sham wholesale transactions."17

While this provision should not
preclude wheeling to newly
formed municipal utilities, it may
discourage or delay their forma-
tion. EPAct's "sham transaction"

provision was designed to pre-
clude FERC from ordering "retail
wheeling," i.e., transmission di-
rectly to ultimate consumers. It
does not, by its terms, preclude es-
tablishment of a municipal utility
to serve a single industrial cus-
tomer or industrial park. The
authors anticipate, however, a
challenge, based on the "sham
transaction" language, to any re-
quest for transmission service to
such a municipality.

If the above-cited caveats can be

overcome, EPActmay, at mini-
mum, remove the "refusal to

wheel" arrow from the quiver of

activities which have previously
discouraged formation of munici-

pal utilities. Possibly more impor-
tantly, the new competitive era for
electric utilities could encourage
all utilities to streamline their op-
erations-as many have in recent

years-thus removing the impe-
tus for some to seek to change re-

tail suppliers. This possibility is,
however, threatened by FERC's
proposed "stranded investment"
recovery, discussed in the follow-
ing section.

A utility should have
no more expectation

of obtaining renewal
of afranchise than of

obtaining renewal of
a wholesale contract.

B. Stranded Investment

Recovery Proposal

In its NOPR, FERChas pro-
posed that stranded investment
be recovered on a "revenues lost"

approach, Le.,the revenues the
utility would have received from
a departing customer, less the
market value of the power fore-
gone and the transmission reve-
nue to be received from the de-

parting customer.ISQuestions
raised by the Commission in-
clude: (1)whether projections and
assumptions regarding future rate
changes may be collected; (2)how

mitigation measures should be re-
flected in stranded costs; and (3)

the time period for recovery of
revenues lost (FERC suggested as
possibilities one additional con-
tract extension period or the
length of a utility's planning hori-
zon).

FERC's proposed approach has
at least four potential effects. First,
it will likely enable a utility to col-
lect at least as much as it would
have collected had the customer

remained. Second, it will prob-
ably make formation of a munici-
pally owned utility at least as
costly as remaining a retail cus-
tomer of a utility. Third, it is likely
to discourage any utility stream-
lining based upon threats of for-
mation of a municipal utility.19
Fourth, since it provides a forum
for recovery of stranded costs for
investor-owned utilities, but not

for municipal utilities (which are
non-jurisdictional), it will do noth-
ing to discourage takeover of ex-
isting municipal utilities.20

While the NOPR recognizes
that stranded investment should

be recovered only if a utility had a
"reasonable expectation" of con-
tinued service, it links that expec-
tation to state territorial laws and

state-imposed obligations to
serve. 21This contrasts with the

linkage to a notice provision in
contracts for wholesale custom-
ers.22

In fact, an expiring franchise is
analogous to an expiring contract.
A utility should have no more ex-
pectation of obtaining renewal of
a franchise than of obtaining re-
newal of a wholesale contract.

This is particularly true where a
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1. I municipality (or a wholesale cus- An investor-owned utility sup- franchise. In such a situation, one
tomer) has been publicly search- planting a municipal system, threshold issue is whether the mu-
ing for alternative power supply. whether by purchase or by con- nicipality has the right to con-

Tothe extent that retail consum- struction of a separate system, demn. A second-and almost
ers do seek to change their local would normally require a fran- equally important-issue is the
utility,potential new suppliers chise from the municipality to be value of the system upon condem-
will still face obstacles, such as served. Following any construc- nation. Each of these issues is con-
public relations battles for con- tion, the investor-owned utility sidered below.
sumers' affections and the eco- would compete with the existing
nomic viability of the takeover. municipal system for customers

I

B. Ability to Purchase or

unless the municipal utility volun- Condemn
III. Fonnig or Buying a tarily ceased operations. Such Authority to purchase or con-
Municipal System: Authority, competition would normally be demn an existing system may be
Cost, and Regulatory considered in any economic feasi- broadened or limited by state law.

I Theatment
bility analysis. Additionally, authority to con-

Prior to considering a takeover, demn rural electric cooperatives
a proposed new utility must deter- could be limited by Federal pre-
mine: (1)whether there will be a emption.25
cost advantage of a takeover; and

Ohio municipalities
1.Authority to Condemn Inves-

(2)whether the cost of the take- tor-Owned Utilities. Property in
over will be recoverable in rates. have a constitutional publicusemaynormallybecon-
Evenwithout costsavings,a take-

right to 'acquire,
demned if a municipalitywillop-

overcouldresult in a strategicad- eratesuch property:
vantage.Forexample,an investor- construct, own,

If ... the purpose ofsuch acquisi-owned utilitycouldexpand its
lease and operate' a tion is to transferthe ownership

retailbase,or a municipality
public utility.

and operationof such property
could control its electric destiny. froma publicservicecorporation
This section examines a number (which,althougha quasi-public

of issues relating to changes in
entity,isneverthelessa private
corporationorganizedforprofit)

utility ownership, including: (1) to a municipalityor otherpurely
construction or purchase options; If an investor-owned utility publiccorporation,it has been

(2)authority to condemn; (3)valu- lacks a valid franchise, the munici- held that the greaterpublicuse
and increasedpublicbenefit

ation issues; and (4)ratemaking pality may be able to construct a which resultfromgovernmentaltreatment. separate distribution system and operationjustifysuch acquisi-
oust the utility.24Otherwise, the tion.26

A. Construction or Purchase
municipality may be required to

In many states, municipalitiesOptions compete, door-to-door, for cus-
may condemn utility propertyThere are generally three alter- tomers and must take such com-
pursuant to non-specific eminentnatives for formation of rnunici- petition into account in its eco-
domain authority.27Other statespal utilities: construction of a nomic analysis.
have specific authority. For exam-

separate distribution system, con- While an investor-owned utility
pIe, Ohio municipalities have a

demnation, or voluntary pur- cannot take over a municipal sys-
constitutional right to "acquire,chase. While construction would tern through eminent domain, a
construct, own, lease and oper-be at book value,23either condern- municipality may seek to con-
ate" a public utility and to acquirenation or purchase could be at demn an investor-owned utility's
such utility by condemnation orabove book value. facilities and, where applicable, its

18
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otherwise.28In California, a politi-
cal subdivision may choose to
condemn utility facilities either
through the Public Utilities Com-
mission29or through the Califor-
nia Code of Civil procedure.30

2. Authority to Condemn Rural
Electric Cooperatives.

A municipality may seek to take
over a rural electric cooperative-
either totally or partially-
through annexation. There are
two opposing theories as to
whether such takeovers would be

pre-empted by the Rural Electrifi-
cation Act (REAct).31

Rural electric cooperatives often
have loans financed by the Rural
Electrification Administration

(REA).Two circuits of the U.S.

Court of Appeals have held that
allowing municipal condemna-
tion of REA-financed rural electric

cooperatives would frustrate the
purpose of the REAct.32Those

courts reasoned that municipal an-
nexation of a cooperative's most
economically viable territory
would frustrate the REAct's objec-
tive of providing reliable and low-
cost power to rural areas.

In a contrary decision, the Min-
nesota Court of Appeals found
that a municipality could con-
demn cooperative property of a
rural electric cooperative so long
as such taking would not seri-
ously undermine important fed-
eral interests.33The state court spe-
cifically disagreed with the Ninth
Circuit's reasoning in PublicUtil.
No.1 of Pend Oreille County34 and
with the district court's decision

in Morgan City,35finding more
persuasive the reasoning in Arkan-
sas Elec. Coop. Corp. v. Arkansas

Pub. ServoComm'n,36 in which the

u.s. Supreme Court concluded

that the REAct does not preclude
state rate regulation of an REA-fi-
nanced utility unless a state sets a
rate so low as to compromise
such federal interests as the coop-
erative's ability to repay its loans.

C. Cost of Facilities

Valuation issues in condemna-

tion37include: (1) the cost of physi-
cal facilities; (2) the potential for
severance or consequential dam-

Courts have heldthat
allowing municipal
condemnation of REA-
financed rural electric
cooperatives would
frustrate the purpose
of the REAct.

ages;and(3)the possibility of re-
covery for going concern value.
One of the key-and potentially

most expensive-issues relating
to "consequential" damages is
that of "stranded investment," dis-
cussed below.

1. OCLD-Book Value.Original
cost less depreciation (OCLD or
"book value") valuation is based

upon a ratemaking analysis: Since
a utility cannot earn a return
based on more than OCLD, no
greater amount should be recov-
ered in condemnation. This

method has been followed by

COUrts,38included in franchises

(such as that of the City of New
Orleans), and identified in stat-
utes.39

2. RCWIRCNW. Utility prop-
erty has also been evaluated by
the reproduction cost less depre-
ciation (RCLD)and reproduction
cost new less depreciation
(RCNLD) methods.40While

RCNLD assumes duplication of
the exact system being valued,
RCLD assumes replacement with
a potentially better, or more effi-
cient, system. Normally, RCNLD
is determined by increasing the
original cost of facilities using his-
torical information regarding cost
increases in utility facilities.41Re-
production costs include both the
actual cost of erecting the physical
plant and related elements such
as overhead expenses, executive

and management costs, and legal
and engineering fees.

3. Consequential and Severance

Damages. Municipalities may be
required to pay consequential or
severance damages in addition to
the cost of the physical assets.
Consequential damages in the
context of eminent domain pro-
ceedings may be understood as

those "caused by intervening and
supervening acts of others than
the taking authority,"42and the
difference in market value of the

remaining property just before
and just after the time of the tak-
ing.43

Severance damages may be
granted for a partial taking result-
ing in actual damage to the resi-
due. Such damages may be con-
sidered to be compensation for
the diminution in value of the resi-
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due and measured by the cost to
cure such diminution. 44

In Town of Massena,45New York

Commissioners of Appraisal re-
jected attempts by Niagara Mo-
hawk to obtain consequential and
severance damages for discon-
necting its facilities from those to
be owned by the town and recon-
necting those facilities to a new
substation. The commissioners

suggested that the expense of
severing and reconnecting (esti-
mated at almost $2 million) could
be avoided through cooperation
between the utility and the
town.46Other appraisers, how-
ever, have allowed severance

damages for disconnecting facili-
ties and constructing new facili-
ti. 47es.

4. Going Concern Value.Consid-
eration of the "going concern"
value of a utility may be used in-
stead of, or in addition to, prop-
erty valuation based on OCLD,
RCLD or RCNLD.48Where a util-

ity has a continuing right to serve
a community, some courts have
valued a system based solely on
capitalization of future earnings.49
Such valuation encompasses the
value of both the property con-
demned and the anticipated fu-
ture profits of the utility currently
serving the community; thus, the
values of tangible and intangible
assets are not separately identi-
fied and then aggregated.

Although some courts reject
compensation based on capitaliza-
tion of future earnings,SOthey may
nevertheless allow some value in

recognition of the fact that a util-
ity is a going concern. Such com-
pensation has been claimed to re-

20

flect the advantages inherent in ac-
quiring an operating business as
compared to starting a new busi-
ness with only land, buildings,
and equipment in place.51

The value associated with lost

earnings frequently depends on
the nature of a utility's right to
serve and the profitability of that
service. Where a utility's franchise
is nonexclusive, indeterminate

(Le.,revocable at will), or expired,
earning power is considered lim-
ited or nonexistent.52A utility's
non-exclusive certificate of con-

venience and necessity is consid-

ered to be a mere privilege, not
compensable in an eminent do-
main proceeding.53Similarly, a
utility will not be able to recover
for lost future earnings where
past operations have been unprof-
itable.54

5. Financing Municipal Utili-
ties. Until 1987,a municipality
could finance the construction or

purchase of a privately owned dis-
tribution system with tax-exempt
bonds. Then, the Internal Reve-
nue Code was amended in 1987

to establish a volume cap limita-

,i ,}

tion on each state's use of tax-ex-

empt bonds for private financ-
ing-defined to include the pur-
chaseoffacilitiesofinvesro~
owned utilities.55

As a result of this amendment, a

municipality may not use tax-ex-
empt bonds to finance the pur-
chase of investor-owned utility fa-
cilities, unless that municipality is
able to obtain an allocation from

its state volume cap. If, however,
a municipality constructs a sepa-
rate distribution facility,it may do
so with tax-exempt financing.

6. Ratemaking Concerns in
Franchise Competition.
Ultimately, either shareholders or
ratepayers pay the cost of a transi-
tion from a municipal system to a
private system or vice versa. Be-
cause many municipalities are
regulated by city councils, rather
than by state regulatory agencies,
they may have substantial leeway
to include the purchase costs in
rates. In contrast, investor-owned

electric utilities are subject to state

regulation and may have more
difficulty including in rates any
premium above original cost less
depreciation, unless a countervail-
ing ratepayer benefit is demon-
strated to the jurisdictional regula-
tory agency.56

~ Stranded Investment Its

Implications for Franchise

Competition

Where municipalities seek to
condemn facilities owned by in-
vestor-owned utilities, the utilities

have sought compensation for
"stranded investment" -invest-

ment a utility claims to have
made to serve a customer and

The Electricity Journal
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which cannot be recovered at mar-
ket rates.

There are two recent decisions

and two proposed rules address-
ing the "stranded investment" is-
sue-two at the federal level and
two at the state level.

First, the u.s. Court of Ap-
peals for the District of Co-

lumbia Circuit analyzed stranded
investment in the context of an

"open access" transmission tariff
filed in connection with a request
for market-based generation rates.
In CajunElectric,57the court stated
that (1)charging former require-
ments customers for stranded in-

vestment in transmission rates ap-
pears to be anticompetitive;58(2)
FERCerroneously decided, with-
out a hearing, that a utility's mar-
ket power could be mitigated by
an open-access transmission tariff
which includes authority to
charge for stranded generation in-
vestment;59and (3) FERC must
consider the legitimacy of

stranded investment charges at
the same time as it examines

whether a utility has market

power.60In addition, the court
questioned whether there can be
any such thing as "stranded" in-
vestment at all, since power can

always be sold if the price is suffi-
ciently low.

The Cajuncourt's consideration
of stranded investment was in the

context of an open-access trans-
mission tariff combined with a re-

quest for market-based rates, and
FERC's failure to hold an eviden-

tiary hearing. Some have argued,
therefore, that the court's state-

ments concerning stranded invest-
ment may be limited to that spe-
cific context. Others argue to the
contrary that the court's decisions
have far-reaching implications.

Second, as discussed above, the
FERChas issued a NOPR which

proposes broad recovery of
stranded investment based upon
revenues which would otherwise

be lost, with no shareholder con-
tribution. In its NOPR, the FERC

has interpreted Cajunas limited to
an order to hold an evidentiary

hearing, and has claimed that its
treatment of stranded investment

in the NOPR is justified based
upon the transition to a competi-
tive electric power industry. 61

Third, the New York Public
Service Commission (PSCNY)al-
lowed stranded investment recov-

ery where a Qualifying Facility
(QF) proposed to provide electric
service to Alcan Rolled Products

Company (Alcan), one of Niagara
Mohawk's five largest custom-

ers.62Niagara Mohawk argued
that it should be compensated for
the full expected earnings stream
from Alcan-based on Niagara
Mohawk's 6.68cent tariff rate (ap-
proximately $14.2million annu-
ally). Alcan and the QF,on the
other hand, argued that no fee
should be imposed. Resolving the
dispute, the PSCNY ordered the

With new open-accessopportunities, munis will callfor all manner of proposals.
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QF to pay an exit fee based on the
differencebetween the competitive
rate (defined as the rate to be

charged to Alcan by the QF) and
Niagara Mohawk's long-term
avoided cost.63

Fourth, on February 28, 1995,
the Maine Public Utilities Com-
mission announced a rule on

stranded investment to be applica-
ble to newly formed municipal
electric utilities and competing
electric utilities within a single
service area. It would calculate
stranded costs as one-half of the

difference between a utility's em-
bedded and marginal costs, avail-
able for the earlier of (1) ten years
or (2) the point at which a utility's
embedded costs meet its marginal
costs.

Thus, the two state commis-

sions considering the matter have
proposed a sharing of stranded in-
vestment between shareholders

and the departing ratepayer or
succeeding supplier; the Federal
Court of Appeals has given guid-
ance indicating a preference to
put any stranded investment bur-
den on the shareholders; and

FERChas proposed to require the
departing customer to bear 100
percent of the burden

A. Analytical Framework for
Stranded Investment Analysis

As commonly used, the term
"stranded investment" refers con-

ceptually to that portion of a util-
ity's generation and transmission

facilitieswhich were prudently
planned for a customer but not

paid for by that customer. Apply-
ing this definition, there are a

number of potential ways in

22

which an investment in facilities

may be stranded:
. A utility has planned for load

growth which does not occur be-
cause of its high rates or because
of an economic downturn;

. A utility has planned for load
growth which does not occur be-
cause its load forecasting mecha-
nism was severely flawed;

. A utility has planned for load
growth which does not occur be-
cause of successful demand-side

management programs;

. A retail customer has planned
for an expansion which it decides
not to make;

. A retail customer relocates to

another service territory and de-

parts before using the utility facili-
ties;
. A retail customer decides to

take power from another utility
which may serve that customer
based on either "fringe area" or di-
rect competition with the current
retail supplierf4

. A retail customer decides to

install self-generation;
. Retail customers decide to

form a municipally-owned elec-

tric utility by purchasing the util-

ity's electric distribution system
or by constructing a separate dis-
tribution system;

. A retail customer obtains "re-

tail wheeling" in order to pur-
chase power directly from an-
other utility; and

. A wholesale customer does

not renew its contract for power
supply and, instead, obtains trans-
mission service from its former

power supplier.
In each of these examples, ex-

cept the last three (and, in some
states, the last five), the utility nor-
mally cannot recover for stranded
investment unless it has a contrac-

tual right to do so.

B. Questions Regarding
Stranded Investment

1. Should a Utility Recover for
Stranded Investment? Supporters
of stranded investment recovery
often cite the regulatory compact:
Utilities are granted guaranteed
service territory in exchange for
their obligation to provide suffi-
cient power for the current and fu-
ture use of native load customers.

This obligation implies the need
to construct new generation and
transmission for consumer needs

in the future and anticipates that
customers will pay for these facili-
ties through rates. In contrast, op~
ponents of stranded investment

recovery argue that any alleged
stranding of utility investment is
due to the utility's inability or un-
willingness to compete.65

In past consideration of
stranded investment recovery,
FERChas concluded that (1)
stranded investment is a common

occurrence in the industry, not
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normally requiring recovery; (2)a
utility facing loss of power supply
customers due to its initiating
transmission service may, during
a limited "transition period," be
able to recover for stranded in-

vestment on a case-by-case basis;
and (3)such recovery would be
an exception to the normal rule
that utilities handle stranded in-

vestment through contractual no-
tice and termination provisions.66
FERChas also stated that

stranded investment recovery
should be limited to situations

where the transmitting utility had
a reasonable expectation that the
customer would continue to pur-
chase power.67

Now, however, there are

two diametrically oppos-
ing views on stranded investment

recovery through the FERC-par-
ticularly where it relates to forma-
tion of new municipal electric
utilities. As discussed above, the

FERChas made a preliminary
finding in its NOPR that a utility
may recover in transmission rates
its totalanticipated retail revenue
stream from a newly formed mu-
nicipal utility which switches
from being a retail to a transmis-
sion customer.

Alternatively,CajunElectric
raises the question whether
stranded investment should ever

be recovered. A utility would
claim stranded investment only
where a customer changes from a
generation and transmission cus-

tomer to a transmission-only cus-
tomer. Thus, in each instance, a

utility would be seeking to tie
stranded investment charges to
transmission-only service-a re-
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quirement which the D.C. Circuit

termed a traditional anticompeti-
tive tying arrangement. 68

2. What Should Be the Measure

of Stranded Investment? FERC
has concluded that mitigation of
damages is appropriate in a
stranded investment situation. 69
Both FERCand courts in condem-

nation have linked a utility's plan-
ning horizon to reduction or ter-
mination of service7°A good-faith
offer by a municipality to pur-
chase power at wholesale from a

utility is generally admissible in
condemnation proceedings to
show that the utility will not suf-
fer a property loss or that the loss
will not be as great as alleged.71

However, the NOPR suggested
that "mitigation" be limited to the
present value of the market price
of power.72

As noted above, the NOPR

would allow full recovery of a
utility's anticipated retail revenue
stream (less mitigation and trans-
missionrevenues),whileCajun
Electricsuggeststhat no stranded
investment recovery would be
appropriate. One middle ground,
adopted by the PSCNY in Sithe,73

is recovery of the amount the cus-
tomer would have paid at a com-
petitive rate less the utility's
avoided costs. This approach com-
pensates the utility, but only at a
mitigated competitive rate. An-
other middle ground, proposed
by the Maine Public Utilities Com-
mission, and discussed above,
would have shareholders and de-

parting ratepayers share in pay-
ing the difference between mar-
ginal and embedded cost of
generation.

3. Who Should Pay for Stranded
Investment? Once the measure of
stranded investment is deter-

mined, the remaining question is
who should pay-the consumer
who will benefit from lower rates,

the utility that captured the con-
sumer, the remaining customers
of the former utility, the share-
holders of the former utility, or,
potentially, taxpayers? Clearly,
one or more of these entities or

groups will be required to pay un-
less the utility is able to obtain a
full recovery from new customers.

Both the PSCNY and the Maine

solutions recognize the responsi-
bility of ratepayers for facilities
planned for their use and some re-
sponsibility of shareholders for
the non-competitive rates which
encouraged a former customer to
depart. TheCajunElectricdecision
does not address ratepayer re-
sponsibili ty.

There are at least three compro-
mise treatments for payment for
stranded investment: (1) the New
York solution; (2) the Maine solu-
tion; or (3) a solution similar to
that used in the FERC's treatment

of canceled plant: a 50-50split of
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the "stranded investment" cost be-
tween shareholders and the de-

parting customer (or the utility
serving the departing customer),
with no return on investment. 73

v; Conclusion

Competition is becoming in-
creasingly important in the elec-
tric industry, and utilities should
be encouraged to compete so that
customers may enjoy the benefits
of the resulting efficiencies and
economies. This is particularly
true since enactment of EPAct-

which should have put utilities on
notice that they cannot bank their
expectations on continuation of
the status quo.

The FERCNOPR, while pro-
moting transmission access as a

means of encouraging competi-
tion, threatens to isolate and

undermine one important and his-
toric form of competition: fran-
chise competition from newly
formed municipal electric utili-
ties. In so doing, FERChas not fo-
cused upon the traditional role of
states and municipalities in fran-
chising electric utilities, or the
similarities between an expiring
wholesale contract for power sup-
ply and an expiring retail con-
tract. In reconsideration of the

NOPR, FERChas the opportunity
to promote all types of competi-
tion-including franchise compe-
tition-through a moderate
approach to the stranded invest-
ment issues.

Franchise competition is-and
should be-an integral part of the
current era of enhanced competi-
tion. It serves the traditional goal
of encouraging lower costs

24

through the threat of takeover or
purchase.

A properly limited stranded in-
vestment recovery will enable
franchise competition to thrive.
Utilities will be forced to stream-

line operations to retain custom-
ers and will be required to plan
forcustomer lossin addition to
customer expansion.Traditional
benefits of competition-in lower
costs and better service-will

likely result. Tothe extent that
utilities are guaranteed customers

or their equivalent in revenue
flow, these competitive benefits
will likely be lost. .

Endnotes:

1. A municipal utility in Las Cruces, a
city of less than 70,000 residents,
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