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Preface

This specia report was prepared by the Energy Informa-
tion Administration (EIA) aspart of itslegislated respon-
sibility to provide analysis of developments affecting
energy production and demand under section 205(8)(2)
of the Department of Energy Organization Act of 1977
(Public Law 95--91).

Thisreport provides an economic and legidative history
and analysis of the Public Utilities Holding Company
Act (PUHCA) of 1935. This Act was substantially
amended for thefirst timein 1992 by passage of the En-
ergy Policy Act (EPACT). The report also includes a
discussion of the issues which led to the amendment of
PUHCA and projections of the impact of these changes
on the electric industry. The report should be of use to

Federal and State regul ators, trade associations, electric
utilities, independent power producers, as well as deci-
sionmakersin Congress and the Administration.

Principal author of thereportisDr. Calvin A. Kent, Ad-
ministrator of the EIA. Substantial contributions to
Chapter 6 were provided by Brian Simons. Lawrence
Klur provided expert assistance with legal issues. The
manuscript was prepared by Carol Bingham and Diane
Good, and edited by Dolores McCadney. Questions
should be directed to the primary author at (202) 586--
4361.
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1. Introduction

Thisreport presents an economic and legidative history
and analysis of the Public Utility Holding Company Act
of 1935 (PUHCA). That Act was born of events occur-
ring during the Great Depression and continued with
only minor alterationsuntil substantially reformed by the
Energy Policy Act (EPACT) of 1992. The debatewhich
led to thisreform refl ectsthe rapid and dynamic changes
which took place in the structure of the electric utilities
industry over the past two decades. Those changes are
continuing and may accelerate because of EPACT. The
reader of this report becomes aware of the impact of the
legislation in shaping and determining the way in which
an industry does business and develops. The 1935 Act
shaped the electric industry for over half a century by
creating the legal parameters within which it was al-
lowed to develop. By changing the legal framework
EPACT will alter the coursewhich theindustry will take.
Thisreport and its analysis not only portray the reasons
changetranspired, but allow the reader to seethe emerg-
ing issuestowhichtheindustry and thosewho regulateit
must respond.

Reform of PUHCA was proposed in President George
Bush'sNational Energy Strategy (NES) of 1991. Butthis
was not the first pleafor change. During the energy cri-
ses of the 1970's and 1980's, there were suggestions for
either reform or outright repeal. In 1989, Louisianas
Senator Bennett Johnston suggested legislation which
would have modified the Act to allow utilitiesto partici-
pate in independent power production without being
subject to the Act's restrictions. There had been a rapid
growth during the 1980's of electrical generation by
firms which were not utilities subject to rate regulation.
These independent producers were often cogenerators
who produced electricity as a byproduct of producing
steam for industrial purposes. Other independent pro-
ducers used non--traditional fuels such as solar, wind,
and biomass. Generation from these sources was en-
couraged under provisionsof thePublic UtilitiesRegula-
tory Policies Act of 1978. PUHCA in effect excluded
utilities from participating in either type of generation
except under limited circumstances.

Following the Persian Gulf War (1990--1991), both the
Senate and House passed differing versions of PUHCA
reform as part of their comprehensive energy packages.
These hillswere compromised in conference committee
with theresult being an overhaul of the 1935 Act's provi-
sions regulating utility holding companies to allow for
utilities to own independent power producers without
running afoul of the Act. Many see this action as being
the most significant development in the electric industry
of the past half century, while others view it as a major
step backwards toward aless reliable system.

Following this Introduction, this paper divides itself in
chapters. The first traces the background and history
which led to the enactment of PUHCA in 1935. Re-
corded in this section is how the utility holding compa:
nies grew and developed between the turn of the century
and the passage of the 1935 Act, the advantages and dis-
advantages of the holding company form of organiza-
tion.

The third Chapter is an analysis of PUHCA. A discus-
sion of the abuses of the holding companies prior to the
passage of the Act, and the results of the investigations
which led to the passage of that Act are detailed. This
Actwasuniquebecauseit allowed for Federal regulation
of an industry whose product, while consumed and dis-
tributed at the local level, was produced and transmitted
by largeinterstate holding companies. Thischapter sum-
marizesthe argumentsof the debate favoring and oppos-
ing the passage of the Act, asummary of the provisions
of the Act, and the changesin the structure of public util-
ity holding companies which resulted from the passage
of the Act.

The fourth Chapter deals with the debate over PUHCA
which occurred during the 1970'sand early 1980's. The
arguments given both for and against the repeal or refor-
mation of the Act are addressed and the reform legisla-
tion proposed is evaluated. The demands for
modification during the 1970's camefrom the deteriorat-
ing financial position of many utilitiesduring thisperiod.
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Utilities sought to diversify into nonutility lines of busi-
ness as ameansto improve their declining profits. Dur-
ing the 1980's, utilities no longer sought freedom from
PUHCA to diversify but to exploit the positive experi-
ence of independent power producers under the Public
Utilities Regulatory Policies Act (PURPA) of 1978. In
both instances, the Act was seen as prohibiting the utili-
ties from expansion which would have improved their
bottom line.

Thefifth Chapter isaninvestigation of the 1989 proposal
by Senator Bennett Johnston to modify the Act by allow-
ing public utility holding companiesto diversify intoin-
dependent power production. This proposed legislation
led directly to PUHCA reform being a part of EPACT.
Also included is an evaluation of the testimony on
PUHCA reform given at Department of Energy public
hearings across the Nation in the preparation of itsin-
terim report on the NES. Particular attention is given to
guestionsraised asto whether PUHCA reform would re-
duce the ability of State regulatory commissionsto po-

lice utility practices which could be detrimental to
consumer interests.

The sixth Chapter is an analysis of the economic issues
involved in modification of PUHCA. These issues
emerged from both the testimony and the literature de-
bating reform or repeal. Theissuesevaluatedincludeop-
erational reliability, financial reliability, system
reliability, self--dealing and cross subsidization, trans-
mission access, and bypass. These are all important and
complex issueswith no definitive resolution possible on
any of them.

Thefinal Chapter includesadiscussion of thelegislative
history of EPACT asit pertainsto thereform of PUHCA.
Theprovisionsof EPACT asthey relateto anew classof
independent producers called exempt wholesale genera-
tors (EWG's) are detailed along with the provision for
opening transmission access. The chapter concludes
with aforecast for the independent power sector of the
electric industry now that EPACT has become law.
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2. Background To Passage of The PUHCA

What is a Public Utility Holding
Company?

The term “holding company,” in common practice, is
used to describe avariety of industrial organizations. As
the term was used in the 1930's it referred to:

A corporation formed for the express purpose of
controlling other corporations by the ownership of
amajority of their voting capital stock. Incommon
usage, thetermisapplied to any corporation which
does in fact control other corporations commonly
referred to as subsidiaries.

There are two general forms of holding companies: the
first is one which derives its profits solely from the in-
vestmentsin the securities of itssubsidiaries. These are
caled “investment holding companies.” The second
type, which may derive profits from investment securi-
ties, also receives profits from transactions with the sub-
sidiaries and is called a “management holding
company.” The second type describes the public utility
holding companies regulated by PUHCA.

The Public Utility Holding Company Act of 1935 de-
fines specifically what a public utility holding company
is:

Any company which directly or indirectly owns,
controls, or holds with power to vote, 10 percen-
tum or more of the outstanding voting securities of
apublic--utility holding company or of acompany
which is a holding company by virtue of this
clause... unless the [Securities and Exchange]
Commission declares such a company not to be a
holding company.... [Any] person whichthe Com-
mission determines, after notice of an opportunity
for hearing, directly or indirectly to exercise (ei-

ther alone or pursuant to an arrangement or under-
standing with one or more other persons) such a
controlling influence over the management or
policies of any public--utility or holding company
asto makeit necessary or appropriatein the public
interest or for the protection of investors or con-
sumers that such person be subject to the obliga-
tions, duties, and liabilities imposed in this title
upon holding companies?

Put simply, a public utility holding company exercisesa
controlling interest in another company which either di-
rectly or indirectly controls an operating public utility.
During the 1930's, four types of public utility companies
existed and are described as follows:

The diversified investment type. This type,
owned utilitieswhich generated and distributed
electricity over a wide geographical area but
did not have contiguous territories and were
generally not interconnected.

The large connected type. These holding
companies were also widespread geographi-
cally; inamost all instancesthe operating com-
panies within the large connected type were
interconnected with each other. Like the diver-
sifiedinvestment type, thelarge connected type
of utility holding companies primarily served
small-- and medium--sized communities.

The large city type. Thistype of holding com-
pany was established primarily to serve large
cities and to consolidate service areas within
thelarge city which in the past had been served
by many small generating and distribution enti-
ties.

1 William E. Mosher and Finla G. Crawford, Public Utility Regulation, New Y ork: Harper and Brothers, 1933, p. 322.

2 public Utility Act of 1935, Public Law No. 333, Sec. 2(z)(7)(1935).
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The super holding company. This type of
holding company was established to hold other
holding companies which could have been any
one of the three types. During the 1920's and
1930's, most of the concern was with the super
holding company asdetailed |ater in thisreport.
3

Reasons for Establishing a
Public Utility Holding Company
System

Theliterature of the period discussessix reasonsor bene-
fitsto be derived from the establishment of public utility
holding companies.

First, holding companies were an effective method of
centralized control providing operating companies with
a“common object.”* Common objects which could be
more effectively achieved under the holding company
organization included the following:

Compliance with the requirements of State
laws and the carrying out of related activities
which were not authorized by the charter
granted to a particular operating company by a
State.

Certain benefits under the Federal tax laws
wherelossesincurred by one company could be
used to offset the profits earned by another
within the holding company structure. By this
method, total taxes payable were reduced.

Allowing operating companies to embark on
new and uncertai n enterpriseswithout exposing
the holding company to any greater lossbeyond
theamount of itsown investment. Thisreduced
therisk and encouraged the expansion of utility
Services.

Second, there existed a perpetuation of control by the
transferring of the shares of a subsidiary company to the
holding company.

When the stock of asubsidiary company wasacquired by
a holding company, this ensured that the holding com-
pany would continue to operate even in the case of the
death of the major shareholders of the subsidiary com-
pany. Thiswas a particularly important advantage when
many of the generating and distribution companieswere
small family--owned enterprises, as was the case in the
1920's and 1930's. The holding company ensured the
continuation of the utility even after thedeath of itsorigi-
nal founder.

Third, control of subsidiarieswas achieved with amini-
mum outlay of capital.

The holding company form of business organization al-
lowed for what was called “pyramiding.” Since holding
companiesfound it necessary to acquire only arelatively
small percentage of the shares of the operating compa-
nies in order to effectively control them, the holding
company form of organization allowed for considerable
financial leverage.

Advocates of thisleveraging system claimed there were
benefits from pyramiding for utility customers in that
this pyramiding “facilitated the development of large
scale operations such as have played so considerable a
part in decreasing production costs in the United
States.”® Why wasit that holding companies could lower
production costsfor electricity? These reasons were fre-
guently given:

The replacement of small, obsolete, inefficient
production units by larger and more efficient
ones

The interchange of equipment and facilities
among the various operating companies

The standardization of equipment and facilities
among the operating units

Theimproved ability to obtain financing

3 G. Lloyd Wilson, James M. Herring, and Roland B. Eutsler,Public Utility Regulation, New Y ork: McGraw Hill, 1938, pp. 266--267.

4 Mosher and Crawford, pp. 322--324.
5 Mosher and Crawford, p. 324.
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The centralized purchasing of suppliesand ma
terials for all operating companies

The centralization of insurance and the han-
dling of claims

The ability to mobilize more experienced labor
and moveit asneeded among operating compa-
nies

The more economical use of specialistsand ex-
ecutives who could serve more than one com-

pany
The greater efficiency in the use of fuel.®

The result was perceived to be more uniform, continu-
ous, and dependable service of a higher quality.

Fourth, costs of obtaining financial capital were re-
duced duetoimprovedfinancial andtechnical purposes.

Financial backing was provided by the holding company
which opened new financial markets to the operating
utility. The individua utility may have had nothing be-
hind its securities other than its own earning power asa
utility. Since it lacked the diversity of resources that a
holding company possesses, the utility would be less at-
tractive to prospective investors.

By diversifying risks, the holding company provided
greater financial security for the operating companies
under itsumbrella. This not only allowed the operating
companies access to financial markets in which they
might have otherwise been excluded, but also permitted
them to obtain capital at alower cost. When the holding
company provided temporary financing for the current
needsof the operating utility, it freed the funds of the op-
erating utility for use in other ways. The holding com-
pany may have chosen to pay the bills for the operating
company for materials and supplies leaving the operat-
ing companies with significant amounts of funding rep-
resenting earned surplus. While this may have been a
benefit to the operating utility, as detailed in the next

chapter, this also was a major source of abuse by the
holding companies which ultimately led to the passage
of the 1935 PUHCA.

The holding company could also financialy assist the
operating company by providing temporary funds when
market conditionswerenot appropriatefor the sale of the
operating company's shares to the general public. This
allowed the holding company to insulate the operating
company from having to sell securities when market
conditionswerepoor. Particularly during the 1930's, this
typeof financingwasan effectiveway to allow operating
companies to wait until interest rates went down, or the
stock market rallied before the selling of senior securi-
ties.

Fifth, technical services were provided®

The centralization alowed by the holding company
structure permitted the engineering, construction, and
managerial functionsto befurnished to the various oper-
ating companies by a smaller and more competent staff
than would have been practical if the operating compa-
nieshad to providetheseservicesinternally. The central-
ized staff replaced many local staffswith the centralized
“experts’ rotating from one operating company to an-
other. Since the specialized staff could be fully em-
ployed, greater efficiency andlabor usewereachieved.

Also by providing centralized engineering services, the
holding company could provide experienced staffsto the
operating utility to do temporary work rather than forc-
ing the operating company to hire either permanent per-
sonnel or consultants when needed only on atemporary
basis. Such aresult was aso true in the area of manage-
ment services.

Among the various services which could be centralized
and provided at alower cost due to economies of scale
were purchasing, appliance merchandising, legal serv-
ices, accounting services, advertising, and sale of stock
or other securities.

Sixth, better serviceswere developed with abroadening
of the consumption of the utility's product.

6 Wilson, Herring, and Eutsler, p. 260; Herman H. Trachsel, Public Utility Regulation, Chicago, IL: Richard D. Irwin, 1947, p. 377.

7 Trachsel, pp. 378--380; Wilson, Herring, and Eutsler, pp. 260--262.
8 Trachsel, p. 376; Wilson, Herring, and Eutsler, pp. 259--260.
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This conclusion wasreached by the Federal Trade Com-
mission which listed these benefits accruing to utility
customers by the development of holding companies:

The wide extension of services, particularly to
many small communities, suburban areas, and
isolated firms and industrial operations. This
was particularly true for electric power and
natural gas utilities.

Improved service dependability. Through the
holding company network, the growing de-
mands of customers could be met with little or
no delay. Surplus capacity could be devoted
where it was needed and the efficiency of ob-
taining new investments, along with the greater
skill and construction operation of the holding
company utilities, resulted in improved effi-
ciency.

The intensive methods designed primarily to
sell appliances increased the consumers' total
consumption of the utility product. It also had
the effect of improving the service to the cus-
tomer and reducing the customer's costs due to
the efficiencies of alarger scale of operation.

Declining prices to the consumers which had
occurred almost yearly since the turn of cen

tury.®

One set of economists writing during this period did not
contend that the utility holding company structure was
the sole cause of these benefits, but concluded:

...even though they have not been wholly respon-
siblefor theinitiation of thesepoliciesthat havere-
dounded to the benefit of the ultimate consumers,
at least they have not stood in the way of their
adoption.’°

Othershave not been asimpressed with the results of the
holding company activities. The Securities and Ex-

change Commission in its review of the period felt that
the benefits all occurred during the 1920's, and by the
1930's the dispersed acquisition of the holding compa:
niesdid not result in any economiesof scalein operations
or other efficiencies.™

Growth of Holding Companies

It is not surprising that due to the advantages detailed
above, the public utility holding company gained control
of more and more operating utilities during the 1920's
and the 1930's. Use of the holding company structure al-
lowed for the inflating of asset values through pyramid-
ing, asdescribed later. Thiswould not have been possible
under asimple merger where the assets of the operating
company were absorbed and the operating companies
ceased to exist aslegal entities. In 1924, 74.6 percent of
all electricity generated in the United States was pro-
duced by operating companieswhich were parts of hold-
ing companies, by 1930, 90 percent of all operating
companies were controlled by 19 holding companies. In
1927, there were 828 changes in ownership; 1928--
—~893 changes in ownership; 1929--—672 changes in
ownership; and in 1930--—195 changes in ownership.
While some of these may have been nothing more than
reorganizations of operating companies, most involved
holding companies gaining control over previously inde-
pendent operating units.”

How extensive the control of these holding companies
was can be shown by these examples: Middle--West
Utilities Company owned operating companies serving
4,741 communities in 30 States and Canada, supplying
electricity to 1.4 million customers and gas to 252,000
customers. The Associated Gasand Electric Company in
1930 supplied 1.43 million customersin 24 States, Can-
ada, and the Philippines. Standard Gasand Electric Com-
pany operated in 20 States serving 1,648 communities.
City Service Company controlled more than 65 utility
operating companiesin morethan 1,000 communitiesin
20 States and Canada and served between 800,000 and
900,000 customers.™

9 Summary Report of the Federal Trade Commission on Utility Corporations, Senate Document 92, 70th Congress, 1st Session, pp. 840--841.

10 Wilson, Herring, and Eutsler, 1938, p. 265.

11 U.S. Securities and Exchange Commission, Statement Concerning Proposals to Amend or Repeal the Public Utility Holding Company Act of 1935, June 1982, pp. 5--7.

12 Mosher and Crawford, p. 327.
13 Mosher and Crawford, pp. 330--331.

6 Public Utility Holding Company Act of 1935:1935-1992
Energy Information Administration



Thestrength of theholding companieswasintensified by
the existence of interlocking directorates. Individuals
would serve on the boards of more than one of the hold-
ing companies. This provided a means of concerted ac-
tion. The Federal Power Commission commented that:

48 magjor projects fall under the control of 10
groupsserving 12,487 communitieswith apopul a-
tion of more than 42 million. The community of
interest between the 10 groupsis evidenced by the

14 Federal Power Commission, Holding Company Control of Licenses, Washington, 1933, p. ix.

fact that 19 directorsor officersweredirectorsin at
least 2 groups.™

It was this high level of concentration and control, as
well asthe collapse of the utility holding companies and
the poor performance of the operating companiesduring
the Great Depression, which ultimately led to demands
for their regulation.
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3. Passage and Provisions Of The Public Utility Holding
Company Act Of 1935

Problems With Utility Holding
Companies During the 1920's--
1930's

The highly concentrated nature of the public utilities
business, along with the collapse of many of the utility
empires during the Great Depression led to investiga-
tionsand ultimately demandsfor stern regul ation of pub-
lic utility holding companies. Proposed “solutions’
ranged all the way from legislation seeking to socialize
the utilities by turning them into Government entities,
the prohibition of operating utilitiesfrom being included
as part of aholding company structure, the regulation of
the stocks issued by utility holding companies, and the
requirement that the holding companies produce more
complete and accurate data on their operations. This
chapter investigates the problems of regulating public
utility holding companies during the 1930's, the abuses
which resulted from public utility holding companies, a
discussion of the events leading to the passage of the
1935 Act, and an evaluation of the effects of that Act.

Difficulty in Regulation

Prior to 1935, it was extremely difficult for the public
utility holding companies to be effectively regulated.
Thislack of regulation was due primarily to the “ differ-
ence of two sovereignties,” State and Federal, powers
which are mutually exclusive, each being predominant
in the appropriate sphere.”®

Prior to 1935, theregulation of electric utilities had been
left almost exclusively to the States because the operat-
ing utilities were primarily local in nature. In fact, some
States had even left regulation in the hands of municipal
governments since in many areas it was unusual for an

15 Wilson, Herring, and Eutsler, p. 237.

operating utility to service more than one municipality.

But asincreased efficiency in electricity generation took

place, the service territories of the operating utilities be-

gan to expand. Since the holding companies controlled

the operating companies and the holding companies
were engaged in interstate commerce, it was difficult, if

not impossible, for the State public utility commissions
to effectively regulate the operating utilities because of

Federal preemption. The situation was complicated by

decisionsof the Supreme Court which restricted the abil -

ity of Statesto regulate holding companies which were
engaged ininterstate commerce.*® Theeffect of these de-

cisions and others was to establish that the transmission

of gas or electricity from one State to another State was
interstate commerce and that a State could not directly

regulate or burden that commerce. (Theregulation of in-

terstate commercewastheexclusive purview of theLeg-

islative Branch of Government, according to
Constitutional principles.)

These decisions applied to activities of holding compa-
nies relating to the transmission of electricity or of gas
across State lines. The States and municipalities were
still free to regulate retail rates within State boundaries.
But sincethey had no jurisdiction over the costs of trans-
mitting interstate power or gas, the State utility commis-
sions and municipal governments naturally lacked the
necessary information for effective regulation.

Technically, thelack of adequatejurisdiction wasnot the
only reason why States and localities were unable to ef-
fectively regulate. Theseregulatory agenciessimply did
not have the resourcesto do thejob,™” lacking themoney,
experience, and capable personnel which were needed to
cope with the large holding companies. The holding
companieshad acquired highly experienced staffswhich

16 Pennsylvania Gas Company v. Public Service Commission, 252 U.S. 23 and Public Utilities Commission v. Landon,249 U.S. 236.

17 Trachsel, p. 394.
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werevery familiar withthelegal, engineering, andfinan-
cial aspectsof thefirm and theindustries. Thisexpertise
allowed them to be effective opponents of any policies
which the State commissionswould attempt to defend in
court. Even with the appropriate legislation extending
their jurisdiction to regulate the holding companies, it is
unlikely that the Statesand localitieswould have done so
effectively. With the limited resources which the com-
missions had, the holding companies would simply out-
spend them in court and the legal system would work to
the holding companies advantage. As one historian
noted, “the State [c]ommissions have insufficient appro-
priations and staffs for competent regulation of the loca
utilities, and it is unlikely that they could cope with the
much larger task of regulating their holding compa

nies‘nlB

Abuses and the Holding Company
Structure

Holding companieswere established through the process
of pyramiding. Pyramiding, asexplained earlier, wasde-
fined asthe “inter--position between the hol ding compa-
nies and the operating companies of one or more
subholding companies.”™ At the bottom of the pyramid
would bethe operating utilitieswhich were actually gen-
erating and distributing el ectricity. Control of the operat-
ing company was gained by the holding companies
which through various methods were able to purchase a
controlling interest in the operating companies. These
holding companiesin turn were bought by other holding
companiesuntil many “levels’ wereadded to theholding
companies' structure.

Two reasonsweregivenfor pyramiding. Thefirst wasto
reducethe amount of fundsthat were needed to gain con-
trol of operating utilities. Second wasto dramatically in-
crease the amount of income which would occur to the
holding company at the apex of the pyramid. This pro-
cesshasbeen described earlier and isknown as*” leverag-
ing.” (Foradiscussion seeU.S. Securitiesand Exchange
Commission, Statement Concerning Proposals to
Amend or Repeal the Public Utility Holding Company
Act 0f 1935, June 2, 1982, pp. 6--12).

18 Trachsel, p. 394.
19 Trachsel, p. 385; Wlson, Herring, and Eutsler, p. 268.

Leveraging increases as the ratio of debt to equity to
capitalize a firm increases. Pyramiding multiplies the
leveraging by advancing it to additional levels of a cor-
porate structure.

The pyramiding process allowed the holding companies
to make extremely large gainson very small increasesin
operating company profits. It wasthis unique feature of
the pyramid which made it so highly desirable. For ex-
ample, a 5--percent increase in the value of the assets of
an operating company which was part of a4--tiered pub-
lic holding company pyramid could lead to increasesin
value of the assets of the holding company which was
many timestheincreasein operating company profits.

For example assume that there are 3 operating compa
nies, each worth $10 million, which are capitalized 50
percent by bonds, 25 percent by preferred nonvoting
shares (which earn a fixed return), and 25 percent by
common or voting stock. Control of the $30 million of
assets of the three operating companies can then be pur-
chased outright by an expenditure of $7.5 million by a
first--tier holding company. If the first--tier holding
company is capitalized as were the operating companies
(50 percent debt, 25 percent preferred shares, 25 percent
voting shares), then control of the first--level holding
company could be acquired by a second--level holding
company for $1.8 million, an amount sufficient to pur-
chase all of the voting shares. That second--level hold-
ing company in turn could be purchased by athird--level
holding company for $468,000. The fourth--level hold-
ing company could purchase control in the third--level
holding company for $117,187. Thissmall expenditure
by the fourth--level holding company could then control
the $30 million worth of operating utility assets.

If the value of the assets of the three operating utilities
goesup by 5 percent ($1.5 million), al of theincrease ac-
cruesto the shareholders of the voting stock of the high-
est level holding company resulting in an increasein the
value of the fourth--level holding company shares equal

to almost 13 times the original investment. Pyramiding
of this magnitude was the rule rather than the exception.
The Securities and Exchange Commission (SEC) noted
that usually five to six tiers of holding companies were
placed on top of the operating companies. In some cases
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thefigurewas as high astwelve.? Initsreport, the Fed-
eral Trade Commission (FTC) indicated that one 5 tier
holding company produced areturn of 295 percent tothe
top holding company on returns which averaged only 5
percent for the operating companies.”

TheFederal Trade Commissioninitsreport summarized
the situation as follows.

“The highly pyramided holding company group
represents the holding company system at its
worst. Itisbadthatitallows1or 2 individualsor a
small coterie of capitalists, to control arbitrarily
enormous amounts of investments supplied by
many people.... Finding the exaggerated impor-
tanceto thetop holding company of comparatively
small differences in the profits of the operating
companies greatly enhances the incentive of the
holding company to increase such profits.”

The result of pyramiding was that the top level holding
company's principal interest wasin the increased profits
of the operating companies. The holding companies
were remote from the customers served by the operating
companies. Customer service and reliability were sec-
ondary considerations. In addition, consumers often
paid rates which were felt to be unfair because the rate
holderswere, in effect, subsidizing specul ative ventures.
This occured because any gain in revenues from higher
rates received by the operating company resulted in in-
creases in value for the holding company stock which
was severa times as great. The higher the rates, the
greater the run--up in speculative values.

Writeup of Securities and Inflation of
Capital Assets

It followsfrom the practice of pyramiding that the infla-
tion of and writeup of securities became comparatively
easy, particularly in an age where securities regulation
wasinitsinfancy. TheFTCinitsinvestigation of the 18
largest holding companies, their 42 subholding compa-
nies, and the 91 operating companies which they con-
trolled found combined assets amounting to $8.5

20 SEC PUHCA Statement, p. 10

21 FTC Report on Utility Corporations, Part 72A, pp. 162--166.
22 FTC Report on Utility Corporations, Part 72a, p. 860.

23 FTC Report on Utility Corporations, Part 72a, pp. 298--299.

billion.”? The FTC found that these assets were overval -
ued by at least $1.5 billion. The FTC report indicated
three ways by which these writeups were accomplished
and theinflated values were achieved: (1) Inflated con-
struction costs; (2) Inflated values of the shares of sub-
holding companies and operating companies due to the
internal sale of those shares at above market prices; (3)
Writeups of values of the consolidated company based
upon optimistic judgments of the economies that would
be achieved by the consolidated company with a result-
ing overestimation of the potential earning power of the
holding company.

These writeups reflected no real value to the investors
whose shares were of questionable value and whose
earning power had been vastly inflated. Indirectly, the
ratepayers were also harmed as these inflated values
would often go undetected in the determination of the
utilities rate base. The primary beneficiaries were the
holders of the shares in the apex holding company.

Intercompany Financial Practices and
Transactions

The lack of effective regulation made it possible for
holding companies to abuse intercompany financial
practicesand transactions. Intheory, the holding compa-
nies were supposed to provide additional stability to the
operating companies, but it was contended that the early
1930's holding companies were actually milking the op-
erating companies in three ways:

1. The operating utility would borrow money on
its good credit and then lend all or part of the
proceedsto the holding company receiving only
an unsecured note from the holding company.

2. The holding company would lend money to the
operating company at interest rates well above
what the operating company could have ob-
tained in the market.
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3. Theoperating company would be forced to pay
unjustifiably high dividendsto the holding com-
panies

It wasthefeeling of at |east one expert that, had the Fed-
eral government not stepped in, the holding companies
would haveliterally milked the operating companiesdry,
severely curtailing the ability to supply customers with
reliable power.”

Excessive Fees and Services

The holding companies also abused the operating com-
panies by levying upon them excessive feesfor the serv-
ices the holding company rendered.®® The operating
utility would receiveengineering, construction, manage-
ment, and financial servicesfrom the holding company's
centralized staff or from another corporation within the
holding company. For the services, fees were levied
which were either lump sums, a percentage of grossin-
come, a percentage of gross sales, a percentage of gross
construction costs, or special fees negotiated for special
services which the operating company received.

Thefee structure varied with the type of services. Man-
agement service contractsusually carried alump sumfee
or were based on gross sales or grossincome. Construc-
tion and engineering services were based on the percent-
age of gross construction costs.?’” The holding
companieswerein essencemonopsonists(single buyers)
sofar asthe operating companieswere concerned. Since
the operating company was controlled by the holding
company, it could not seek the lowest cost purveyorsfor
the services. While the general standard was that these
fees should not exceed costs plus afair margin of profit,
the FTC found that in the past, many paymentsfor serv-
ices rendered had been exorbitant when judged by this
standard.? Consumers were adversely affected in that
theseexorbitant feescharged totheutility companieshad
to be covered by the rates the operating companies
charged to their customers.

24 Wilson, Herring, and Eutsler, p. 272.

25 Trachsel, p. 363.

26 See PUHCA Statement, p. 13.

27 Wilson, Herring, and Eutsler, pp. 264--265.

28 FTC Report on Utility Corporations, pp. 466--467.
29 SEC PUHCA Statement, p. 13.

30 Wilson, Herring, and Eutsler, p. 278.

31 Wilson, Herring, and Eutsler, p. 279.

Competition for Control of Strategic
Operating Companies

Because of the advantages of pyramiding and the use of
leverage, the holding companies sought to secure their
market positions by acquiring strategic operating com-
panies as well as absorbing other holding company
groups.”® With franchise territories outside of major cit-
ies often poorly defined, the holding companies sought
to consolidate their position by absorbing potential com-
petitors. The competition among the holding companies
for other operating companies and other integrated
groups caused arise in the price of the securities of the
companies being sought. This led to extremely high
prices for those securities and many operating compa:
nies and holding companieswere acquired at priceswell
abovethevalue of the company.® Theholding company
had afurther motive to buy its competitors, and that was
to avoid the cut--throat competition which could result if
potential competitors were not acquired.

In order to purchase the operating companies or the inte-
grated holding companies groups, the holding compa-
nieswould often turn to investment bankers. Thebuying
and selling of holding company securitieswasaprincipal
activity for many investment banking houses.® Thein-
vestment banking companies were interested in making
aprofitontheir transactions. Sincethe underwriting fees
werehigher for bonds, they encouraged the use of debt fi-
nancing and the issuance of fixed return preference
shares rather than using equity to raise capital. Thisfur-
ther increased financial instability of the holding compa-
niesby driving up their debt to equity ratiosand saddling
them with significant fixed costsfor interest paymentson
bonds and preference shares.

4 Public Utility Holding Company Act of 1935:1935-1992
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Summary of Holding Company
Abuses

What permitted the growth of the utility holding compa-
nieswasbasically thelack of effectiveregulation. States
were either unwilling or unable to regulate the large in-
terstate holding companies that came to dominate the
utility businessafter theturn of the century. Theholding
company approach led to pyramiding. The result of
pyramiding was the extensive use of bonds and prefer-
ence shares which paid fixed returns as a means of fi-
nancing the acquisition of operating companies and
other holding companies. This growth in debt and the
fixedinterest paymentsrequired to servicethedebt made
the holding companies more vulnerable to the business

cycle.

Holding companieswerealsofelt to have abused the sys-
tem by the use of questionable intercompany transac-
tions and the charging of exorbitant service fees to
subsidiary companies. These excessive fees (e.g., con-
struction charges) were then capitalized into the ac-
counts of the holding company which in turninflated the
operating utility's book value and caused the rates
charged to the customersto increase. Theresult wasun-
realistic prices for the holding company securities. The
desire of the holding companies to continue to acquire
operating utilities and other holding companies caused
them to purchase these entities at prices well above the
market value.

Federal Regulation Prior to the
1935 Act

The problems associated with the public utility holding
companiesaroused widespread public dissatisfaction. In
1926 alone, there were more than a thousand utility
mergers.® Theonly Federal regulation of utilitiesat that
timewasthe Federal Power Act (FPA) of 1920. Thislaw
allowed the Federal Power Commission to control the

licensing of hydroel ectric power projectsalong the navi-
gablewaters of the United States.®® Lessthan half of the
electricity generated in the United States came from hy-
droelectric dams at the date of enactment. Thislaw was
viewed as being ineffective due to its limited scope.®
In 1927, the Federal Trade Commission issued a report
which found no conclusive evidence of theexistenceof a
“power trust” and asserted that the power company con-
solidations which were taking place were necessary in
order to raise capital, reduce fixed costs, and provide
adequate returns to investors. * That report so inflamed
Senator Thomas J. Walsh of Montana that he demanded
an entirely new study be conducted by an independent
committee. Thissuggestion was vigorously opposed by
theindustry. A compromiseresol utionwaspassed by the
Senate which called for a new FTC investigation with
widespread public participation in the investigation.
Thisprovision, along with the changein FTC personnel,
ensured that the new investigation would not be another
“whitewash.”* Thisinvestigation wasconducted over a
7--year period involving thousands of pages of testi-
mony and meticulous analysis.¥’ It was the opinion of
thereport that therewerefive aspectsof theholding com-
pany systemwhich called for someform of regulation.®

First, the States had made no substantial progressin ef-
fectively regulating holding companies. Second, hold-
ing companies performed no producing function and
therefore contributed nothing to the supply of power or
to the general economic well--being of the Nation.
Third, public investors often had no voting rights or the
voting rights they held were so widely disbursed that
management could not be effectively opposed. Fourth,
only appropriate Federal legislation could be effective
and could serveto neutralize the leniencies under which
many holding companies were organized. Fifth, there
wasaconcernthat if thetrends of the past decade contin-
ued, there might have eventually been the concentration
of all operating public utilities into one monopoly hold-
ing company system.*

32 Michael C. Blumm, Northwest Hydro--Electric Heritage: Prologue to the Pacific Northwest Electric Reer Planning and Washington Law

Review, April 1983, p. 190.
33 Wilson, Herring, and Eutsler, p. 311.
34 Blumm, p. 90.
35 Blumm, p. 192.
36 Blumm. p. 192.
37 Young, pp. 43--44.
38 Young, pp. 43--44.
39 FTC Report on Utility Corporations, p. 62.
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After the 7 years of meticulousinvestigation which cov-
ered 18 top level holding companies, 42 subholding
companies, and 91 operating utilities, and after making
73 monthly published reports, the FTC recommended
that holding companies could either be tolerated or they
could be suppressed.*® The Commission said that, if any
holding compani es were to be suppressed, then all hold-
ing companies should be suppressed. The method of
suppression mentioned would be simple. The Federa
government would ssimply prohibit the holding compa-
nies from engaging in interstate electric sales, or from
selling securities in interstate commerce. This solution
was met with alarm by public investors who recognized
that their investments in the public utility holding com-
panies would be worthless when, in effect, the compa
nieswould be declared illegal. Asa second alternative,
the report suggested four possible avenues of regula-
tion: taxation, statutory inhibition, compulsory Federal
licensing, or aFederal corporations act.

These proposalswerereceived enthusiastically by Presi-
dent Franklin Roosevelt, who believed that “ centraliza-
tion of wealth and power in the electric industry
amounted to privatesocialism.”** Inthisrespect, Roose-
velt wasfollowing thethoughtsof Supreme Court Justice
Louis Brandeiswho believed that concentrations of eco-
nomic power should be disbursed because these concen-
trationsresulted in inefficiency and political corruption.
President Roosevelt felt that, because of their size, the
public utility holding companies could not know suffi-
cient details about their own operations, thereby leaving
the utilitiesto be managed inefficiently. Sincethepublic
utility holding companies were viewed as centralizing
wealth and power in the hands of only a few, President
Roosevelt called for the elimination of the holding com-
panies.*? President Roosevelt felt strongly that such a
step would promote the economic independence of the
operating companies with the results that service would
beimproved and rateswould belowered to consumers.®

40 FTC Report on Utility Corporations, p. 59.
41 Blumm, p. 193.

Following the publication of the Federal Trade Commis-
sion's summary report, the first Congressional reaction
was on February 6, 1935, when Congressman Sam Ray-
burn of Texasintroduced abill to control and eventually
eliminate the holding companies. At the same time,
Senator Burton K. Wheeler of Montana introduced a
similar bill inthe Senate. Thesetwo piecesof legislation
becameknown asthe Wheeler--Rayburn Bill.** Thema-
jor difference between the two bills was that the House
would eliminate the holding companies entirely after 5
years while the Senate proposed that the utility holding
companies be forced to reorganize or dissolve by 1940.
Therewastremendous and not unexpected opposition by
the holding companiesto both bills. Public utility hold-
ing company investors were concerned that the bills if
enacted would destroy their investment. From thisquar-
ter there was opposition to any fundamental reorganiza-
tion of the utility industry. Instead, they favored
legislation which “would preserve the holding compa
niesvery much asthey werewith provisionsdesigned to
prevent the more extreme of uses.”*® They claimed that
the real agenda was to destroy the industry and made
much of the fact that no investors or consumers had ap-
peared at any hearingsto support thelegidlation. Inaddi-
tion, investment bankers were also concerned because
they had floated many of the utility securities.*®

On May 5, 1935, the Senate Committee on Interstate
Commercereleased its report on holding company regu-
lation which would require that the holding companies
be reduced to asingle system of operating companies. It
exempted from this elimination utility holding compa-
nieswhich operated predominately inonly asingle State.
Allegedly, these holding companies could effectively be
controlled by the State regulatory commissions. The
Senate vote on the bill was 56 to 32 with a dissolution
date being set at January 1, 1942.

President Roosevelt encouraged the House to quickly
pass the bill in the same form as the Senate. The House
reported out a bill eliminating the provision for dissolu-
tion of the holding companies and giving the Securities

42 Report of the National Power Policy Committee on the Utility Holdings Companies, 74th Congress, 1st Session, 1935, p. 2316.

43 Blumm, pp. 191--193.
44 Young, p. 47

45 Trachsel, p. 397.

46 Young, p. 48.
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and Exchange Commission regulatory power over the
holding company system. The House proposal effec-
tively eliminated the “death penalty” provisions. On
August 22, 1935, the House bill wasfinally passed with
the provision that holding companies would have to be
reduced to asingle integrated system, in effect agreeing
withtheSenate. That bill wassigned on August 26, 1935
and provided that, beginning October 1, 1935, all hold-
ing companies must register with the Securities and Ex-
change Commission which was charged with the
supervision of the holding company system.

Major Provisions of the Public
Utility Holding Company Act of
1935

The primary objective of the Act as summarized by one
authority was to “eliminate the evils connected with the
public utility holding companies which are engaged in
interstate commerce or in activitieswhich directly affect
or burden interstate commerce.”*” The SEC wascharged
with the administration of the Act and the regulation of
the holding companies. Thejurisdiction of the SEC was
extended to any gas or electric utility holding company
which participated ininterstate commerce or made use of
the U.S. mails. The responsibility of the SEC was to
bring about the geographic integration and simplifica-
tion of the holding company system.”® Under the legal
structurethusprovided, control of the public utility hold-
ing companies operating in interstate commerce was
given to the SEC. Those utilities operating primarily
within asingle State were to be regulated by that State's
utility commission. Perhaps the most important feature
of the Act wasthat the SEC was empowered to eliminate
thelargeinterstatehol ding companiesby forcing them to
divest of their holdings until they became asingle inte-
grated system serving a limited geographic area.*

Specific Provisions of the 1935
Act

The many provisions of the Act can be summarized un-
der specific headings:®

47 Trachsel, p. 399.
48 Text of Footnote
49 Trachsel, p. 399.

Registration of the Holding Companies

Holding companies were required to register
with the SEC beginning October 1, 1935, but
not later than December 31, 1935. The holding
companies registration statement had to con-
tain:

— Copies of the charter or articles of incorpo-
ration plus any partnership agreements, by-
laws, trust indentures, mortgages,
underwriting arrangements, and voting trust
arrangements

— Full revaluation of the financial structure of
the company

— Alist of dl officers and directors

Explanations of any bonus and profit sharing
arrangements

Divulging of the provisions of any contractsfor
materials, services, or construction

Present consolidated balance sheets and com-
parable information.

These provisionsentailed ameticul ous accounting of the
holding companies total business operation. It was
through the registration processthat the SEC would gain
the information it needed to determine whether or not a
holding company should be reorganized or exempted
from the provisions of the Act.

Regulation of Security Issues

TheAct provided guidelinesfor the SEC to follow when
regulating the issuance of securities by the holding com-
panies and for revision of the rights of the current secu-
rity holders. The Act specifically provided that a
registered holding company could not issue or sell secu-
rities or exercise any rights contained in current

50 For more detailed discussion, see SEC PUHCA Statement, pp. 14--21; Trachsel, pp. 400--406; and WH#bn, Herring, and Eutsler, pp. 287--

294.
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securities without filing a declaration with the SEC and
receiving prior approval from the SEC. Holding compa
nies were banned from selling securities door to door or
through their officers and employees.

In addition, holding companieshad to observe any of the
restrictions on the issuance of securities levied by the
State in which the holding company was organized. |f
there were no such restrictions, the Act provided guide-
lines for the SEC to follow in approving the issuance of
the securities. Theseincluded:

The SEC wasallowed to approve only those se-
curitieswhichit felt werereasonably adapted to
thesecurities structure of thehol ding company

The fees and commissions associated with the
sale of the security were reasonable

The security did not assumetheliability for se-
curities issued by other companies which
would create an improper risk for the holding
company

The terms and conditions were determined not
to be detrimental to the interest of the genera
public, theutilities investors, or theconsumers.

Acquisition of Securities

Under the Act, public utility holding companieswere not
allowed to acquire securities of other utilities unlessthe
SEC had previously approved the acquisition. Again,
any restrictionsin the State of incorporation wereto pre-
vail. If suchrestrictionsdid not exist, then the SEC could
approvethe acquisition of these securitiesif they met the
following conditions:

That such an acquisition would not lead to a
concentration of control of public utility hold-
ing companies that would be detrimental to the
interest of thegeneral public, theutilities inves-
tors, or their consumers

That any fees, commissions, and other pay-
ments involved in the acquisition were reason-
ableand reflected the earning capacity or assets
of the utility

That such an acquisition would not unduly
complicate the capital structure of the holding
company in such away asto violatetheinterest
of the public investors or consumers.

In additionto thesethree specific requirements, the hold-
ing company must also demonstrate that the acquisition
would bring about the development of a more economi-
cally efficient and integrated utility.

Limitations on IntraSystem
Transactions

One of the major abuses which had been perpetrated by
the holding companies was the charging of excessive
fees for services which they rendered to the operating
companies. In addition, the holding companies system-
atically syphoned off the revenues of the operating com-
panies to unsecured loans. The Act forbade such loans
by the operating companies to the parent companies as
well as the payment of excessive dividends to them. In
addition the Act restricted the holding companiesto pro-
vide only engineering and managerial servicesto the op-
erating companies, and required that they had to be
performed at cost. This eliminated the practice of the
holding companies profiting from the excessive feesand
then capitalizing those feesinto the accounts of the oper-
ating companies forcing up their rates to consumers.
Thisoccurred becausethese capitalized feesbecame part
of the rate base upon which the utility was allowed arate
of return.

Accounts, Records, and Filing
Reports

The Commission wasgiventheauthority inthe Acttore-
quire the holding companies to keep and preserve any
records which the SEC felt were necessary to promote
the public interest and to protect the investors and con-
sumers of the utility. Specifically, the SEC was empow-
ered to require that every registered holding company
file such annual, quarterly, and other periodic reports as
were necessary to enforce its regulations.

Limitations on Political Activity

The Act a so prohibited the holding companies from be-
ing involved financially in the promotion of any candi-
date either for el ection or appointment to apublic office.
Holding companies were also prohibited from

10 Public Utility Holding Company Act of 1935:1935-1992
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supporting any political party or agency thereof and had
to inform the SEC of any political lobbying activity
which was conducted either by the apex holding com-
pany or by any subsidiary or operating company.

Elimination of Uneconomical
Holding Companies

The Act required that al holding companies be inte-
grated into an efficient system. Integration meant that
the system had to be physically interconnected or capa-
ble of that interconnection. It also had to be economi-
cally operated as a single interconnected and
consolidated system. The operating utilities had to be
economically operated as a single interconnected and
consolidated system, usually withinasingle Stateor con-
tiguous States. The effect of this provision was to con-
fine utility holding companies to generally operating
within only one State where they could be effectively
controlled by that State's public utility commission.

The Removal of Needless
Complexities

The Act a so provided that needless complexitiesin cor-
porate structure be eliminated and that the voting power
befairly distributed among the security holders. 1naddi-
tion, the holding company was to be confined solely to
conducting business which was necessary and appropri-
atefor the operation of asingleintegrated utility. Theef-
fect of these provisions was to eliminate the unending
pyramid of holding companies by limiting the structure
to no morethan two layers of holding companies. While
in theory the holding company structure was retained,
virtualy al of the existing holding companies were
eventually forced into radical reorganization.

While the Act required the utilities to reorganize, the
companies were allowed to prepare their own plans for
compliance. If they did not comply voluntarily, the SEC
couldinstitute mandatory proceedingsto bring about the
reorganization. The SEC could also institute mandatory

proceedings if the plans voluntarily presented by the
holding companies were found to be inadequate. The
reason for allowing the submission of voluntary reor-
ganization planswasto permit the holding companiesto
have input into their own reorganization. The Act re-
quired that these plans were to be filed by January 1,
1938, approximately 3 years after the passage of the Act.
Inaddition, the SEC had theright to approveor reject any
reorganization plans which resulted from bankruptcy
proceedingsinvolving apublic utility holding company.
Thisapproval had to be obtained prior to the submission
of thereorganization planto the bankruptcy court. With-
out such approval, no reorganization would be
permitted.

Aftermath of the 1935 Act

The first response of the holding companies was resis-
tance to the Act.> As aresult, 58 cases were brought
challenging thelaw's constitutionality.® These casesled
to some of the most colorful and intricate legal maneu-
vering of the New Deal years.®

The most significant case was that which involved the
Electric Bond and Share Company. While the company
sought to have the entire Act declared unconstitutional,
the government was successful in limiting the case only
to the question of registration. The company contended
that thelaw requiring registration was not proper regula-
tion under the Interstate Commerce Clause of the Consti-
tution. When the Supreme Court rejected this case™ it
became obvious to the holding companies that they
would have to register and many began to comply.

But this was not the end of the constitutional challenge.
In the North American Company case, the Court was
called upon to determine whether or not the SEC had
authority to order the reorganization and economic inte-
gration of public utility holding companies.® The com-
pany typified the pyramiding of utility holding
companiesand wasmade up of over 80 separate corpora-
tions plus awide variety of other interests such as rail-
roads, coal mines, and amusement parks. The SEC had

51 Joe Seligman, The Transformation of Wall Street and The History of the Securities and Exchange Commission in Mode rn Corporate

Finance, Boston: Houghton, Mifflin Company, 1982,, p. 134.
52 Young, p. 52; Trachsel, p. 406.

53 Joseph L. Rauh, “Lawyers and Legislation of the Early New Deal,'Harvard Law Review, February 1983, pp. 947--958.
54 Electric Bond and Share Company v. the Securities Exchange Commission, 303 U.S. 419.
55 North American Company v. Securities and Exchange Commission, 327, U.S. 686.
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ordered the company to confineits activity solely to the
Union Electric Company in Missouri and to dispose of its
other properties.

Thecompany contended that forcing it to reduceitsscale
of operation amounted to ataking without just compen-
sation, prohibited by the due process clause of the 5th
Amendment to the Constitution. In sustaining the Act
the Court concluded that it would not substitute its judg-
ment for that of Congress on the appropriatenessor inap-
propriateness of economic structures for corporations
and found that Congress had acted within the sphere of
its legidlative power.

The constitutionality of the Act wasfurther confirmed in
subsequent Supreme Court decisions in the American
Power and Light and the Electric Power and Light cases.
The decisions in these cases destroyed any lingering
doubts about the constitutionality of the Act. Any hold-
ing companies that had not moved to comply proceeded
to do so. By 1947, virtually all holding companies had
undergone some type of simplification or integration
and, by 1950, the utility reorganizations were virtually
complete.®® At least one authority has viewed the enact-
ment of the Public Utility Holding Company Act and the
resulting breakup of the utility holding companiesasone
of themost “far reaching accomplishments of the Roose-
velt Administration.” >’

56 Keith M. Howe, Public Utility Economics and Fianace, Englewood Cliffs, NJ: Prentice Hall, 1982, [262.

57 Seligman, p. 260.
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4. Regulation Under The Public Utility Holding Company
Act During The 1970’S - 1980’S

Problems in the 1970’s

The late 1970’s were a trying time for the utilities.
Many of them had overexpanded their capacity
expecting growth rates in electrical demand which
simply did not materialize. When State utility com-
missions increased their surveillance through the
use of prudence reviews and, in many instances,
disallowed in total or in part the addition to the rate
base of the excess capacity, many utilities were
placed in a precarious financial position. As a re-
sult, many were faced with extremely high debt
burdens intensified by the high interest rates of the
period.58

The plight of the utilities was further exacerbated
by the exhaustion of economies due to increased
scale of plant and coordination with other utility
systems. Cost of fuel rose quickly due to the shocks
in 1972, 1974, 1979, and 1980. Environmental costs
associated with plant construction also accelerated.
The result was sharp increases in price which
dampened demand. The result was that by 1981,
as a group, electric utility stocks sold for less than
book value, earnings fell below the cost of debt, and
most utilities failed to earn the rates of return al-
lowed them by their regulatory commissions.”’

The financial plight of these utilities and their con-
sequent desire to diversify, plus the general fervor
for deregulation, led for calls in the early 1980’s for
either modification or outright repeal of the Public
Utility Holding Company Act. One authority pro-
vided this summary:

These efforts had their origin in the belief of
many that the Commission had long ago com-
pleted the principal task thrust upon it in
1935, when it completed the restructuring of
the industry and the development since
1935 —economic, legal, and regulatory —had
rendered needless or duplicated remainin,

activities of the Commission under the Act.’

Events Leading to the
Introduction of Legislation

The 1935 Act did contain exemptions which the
Securities and Exchange Commission could
choose to use if it found the reorganization of a
holding company to be in the interest of the public,
investors, or consumers. Exemptions were practi-
cally automatic for holding company systems
which confined their activities to one State where
the parent company was an operating utility with
its operations in one or contiguous States. Between
1935 and 1970, over 2,500 holding companies had
been exempted from the registration requirements
of the 1935 Act.”!

The Commission had not exercised stringent over-
sight of the activities of the holding companies
during the 1950’s and 1960’s. But in 1971, the staff
of the Commission recommended that Pacific
Lighting Corporation have its exemption with-
drawn because of acquisitions it had made which
were unrelated to its utility business. The Commis-
sion which was only 4 members at the time, split 2

58 ys. Congress, Congressional Budget Office, Financial Condition of the U.S. Electric Utility Industry, March 1986, pp. xi-xii.

R. Richard Geddes, “A Historical Perspective on Electric Utility Regulation,”

Regulation, Winter 1992, pp. 78-79.

A.A. Sommer, Jr., “Public Utility Holding Company Act, Is There a Dance in the Old Girl Yet?”, New York Law Journal,
December 12, 1988, p. 28.
Sommer, p. 28.
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to 2, and for that reason, the exemption remained.®
The case caused the holding companies to sense
that in the future SEC oversight might increase.
The nervousness of the utility companies was ac-
centuated by the 1977 report of the General Ac-
counting Office which chastised the Commission
for its failure and urged it to more stringently apply
its powers to review the exempt status of utilities.

By 1981, the number of registered companies had
diminished to only three gas and nine electric utili-
ties. These companies, in a desire to improve their
profits and their long-term stability, sought to turn
to diversification as a means to achieve those ends.
Other companies might have been interested in
registering so they could have operated within a
wider geographical area had the restriction on di-
versification in the Act not been in place. The SEC
and the courts had consistently construed the Act
as prohibiting any acquisitions which were not
functionally related to the utility business, thus
effectively barring the diversification which the
utilities desired.®®

Both the gas and the electric utilities sought diver-
sification but for different reasons. The electric
companies saw their profit margins and access to
capital markets severely restricted due to their fall-
ing profits brought about by the unfavorable regu-
latory environment, as well as rising fuel costs. On
the other hand, the gas companies faced severe
shortages of gas along with saturated markets.
Both saw development of unrelated businesses as a
way of improving their overall financial position.64

The PUHCA Reform Movement
of the Early 1980’s

During the 97th Congress, three bills were intro-
duced in the House and four in the Senate to either
repeal or reform PUHCA. H.R. 220, introduced by
Congressman Tom Corcoran on December 15,
1981, had as its purpose:

To amend the Public Utility Holding Com-
pany Act of 1935 to improve the financial
performance of electric and gas utilities by
removing unnecessary impediments to the
exercise of sound and prudent judgment by
utility executives.

Congressman W. ]. Tauzin also introduced a bill to
completely repeal the Act (H.R. 5465) on grounds
the Act was no longer necessary to accomplish the
purposes for which it was enacted. Congressman
James W. Collins introduced H.R. 6134 which pro-
vided not only for repeal of the Public Utility Hold-
ing Company Act but for provision of an exemption
in the Federal Power Act for utilities subject to
PUHCA.

Four bills were introduced in the Senate. One pro-
vided for the outright repeal (S. 1877). Another
would have extended the power of the SEC to allow
utilities to make acquisitions not related to the util-
ity business (S. 1869). A third confined itself to
exempting gas utility holding companies from the
Act (S. 1871), and the fourth was the companion
piece to Representative Corcoran’s Bill (S. 1870).
These bills were subject to hearings.65 During the
hearings, certain arguments were developed which
were to reappear a decade later in the debate over
the Energy Policy Act (EPACT).

62 pacific Lighting Corporation, SEC, Holding Company Act, Rel. No. 17856 (1973).
3 For example, see Philadelphia Electric Company v. the SEC, 117 F.2d 720 and Michigan Consolidated Gas v. the SEC, 444 F.2d 913.

64 Jetfrey W. Knapp, “Effective Rate Regulation of Utility Diversification,”
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65 Hearings before the Subcommittee on Securities of the Senate Committee on Banking, Housi
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The Case for Repeal of PUHCA

In reviewing the testimony before the House and
Senate, the following debate ensued regarding re-
peal and modification of the Public Utility Holding
Company Act. Those supporting repeal presented
three major arguments.

Purposes of the Act Had Been
Accomplished

Advocates of reform stressed that the Act had fin-
ished its main goal of restructuring the public util-
ity holding companies into manageable and
regulated entities and this transition had been com-
pleted 20 years ago. The primary purpose of the
law was to simplify the holding companies system
and to prevent the abuses which had been evi-
denced in the 1930’s. These advocates agreed with
Congressman Collins, who in defense of his bill
stated that there was compelling evidence to sug-
gest that PUHCA’s goals of the simplification and
the integration of the sprawling utility holding
companies of the 1920’s and the 1930’s had been
achieved.®® Advocates of repeal listed these
changes which they believed rendered the Act ob-
solete:

The development of an extensive disclo-

sure system for all publicly held compa-

nies, including the public utility industry

Increased competence and independence
of accounting firms

The development of accounting principles
and auditing standards and the means to
enforce them

The increased sophistication and integrity
of security markets and security profes-
sionals

The increased power and ability of the
State regulators

The elimination of the constitutional re-
strictions 6€laced on State regulatory com-
missions.

These points were agreed to and elaborated upon
by the Securities and Exchange Commission (SEC)
in their House testimony where they supported
repeal:

The Commission’s decision to recommend re-
peal of the 1935 Act was based primarily on
significant developments since 1935 and Fed-
eral and State regulation of electric and gas
utilities, the disclosure and financial report-
ing requirements now applicable to most
publicly owned companies and changes in
the accounting profession and investment
banking industry.68

It was the Commission’s judgment that the interest
of the investors in obtaining accurate information
and requiring full disclosure are now being served
by “disclosure and financial reporting under the
Securities Act of 1933 and the Securities Exchange
Act of 1935, in addition to the development of
uniform accounting standards, and changes in the
investment banking industry.” % The Commission
felt that if the 1935 PUHCA was repealed investors
would lose none of the information now made
available for them. The amendments to the 1935
PUHCA in 1964 and 1968 further strengthened
these provisions.70

PUHCA also required extensive accounting and
recordkeeping. The uniform system of accounts
established in 1935 by the Federal Power Commis-
sion and used by its successor, the Federal Energy

66 public Utility Holding Company Act, Hearings before the Energy and Commerce Subcommittee on Energy Conservation and
Power, House of Representatives, 97th Congress, 2nd Session, June 9, 1982, p. 19.

7 Sommers, p. 28; Howe, p. 269.

Statement of the U.S. Securities and Exchange Commission concerning Proposals to Amend or
Holding Company Act of 1935, House Hearings, June 1982, pp. 540-624.

9 SEC PUHCA Hearings, p. 570.
0 sec PUHCA Hearings, pp. 572-573.
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Regulatory Commission (FERC) applied to both the
electric and gas utility companies (18 C.F.R. Parts
101, 104, 201, and 204). In addition, every State
provided for uniform systems of accounts for the
utility companies operating within their jurisdic-
tions. In addition, uniform accounting and audit-
ing standards had been developed by the private
accounting profession through the Financial Ac-
counting Standards Accounting Board (FASB).
Again, investors, consumers, and regulators now
had available the type of financial disclosure
needed to evaluate the financial position and earn-
ing power of the utilities and their subsidiaries,
even if PUHCA were repealed.71

One of the major problems with the pre-PUHCA
era was that investment bankers often served on the
boards and in management positions within the
utilities. The 1935 Act prohibited investment bank-
ers from being on the boards of the holding compa-
nies or their subsidiaries, as well as giving the
Commission the right to approve the fees and other
charges associated with the underwriting of new
issues of securities. Almost all of the investment
bankers today belong to one of the industry’s self-
policing groups such as the National Securities Ex-
change (NSE) or the National Association of
Security Dealers (NASD) which have established
standards to protect clients from unscrupulous ac-
tivities by underwriters. The Commission also
noted that those who had been injured by inaccu-
rate or misleading advice provided by underwrit-
ers could sue in private action.”? In addition, there
was a growing number of professional financial
analysts who specialize in utilities. These analysts
vigorously scrutinize the financial statements and
offerings of the utilities and widely publish their
results, and provide ratings for their securities.

71 SEC PUHCA Hearings, p. 575.
2 SEC PUHCA Hearings, p. 577.
3 15 US.C. 824d(a) and 15 US.C. 717c(a).
4 SEC PUHCA Hearings, pp. 583-584.

Existing Federal and State
Regulations Were Adequate

The Commission also felt that the increased effec-
tive regulation of electric and gas utilities at both
the Federal and State level was another reason ren-
dering PUHCA to be obsolete. The Federal Power
Act and the Natural Gas Act established compre-
hensive schemes for Federal regulation of all as-
pects of the interstate transmission sale of electrical
energy and natural gas. The FERC was given the
responsibility of enforcing these laws and ensuring
minimum supplies, continuity of services, as well
as establishing just and reasonable rates.”

In addition, the Commission felt that since the
1930’s the capacity of the State regulatory commis-
sions to deal effectively with the regulatory prob-
lems presented by the holding companies had been
significantly increased. The Commission did rec-
ognize:

that the States are still unable to regulate in-
terstate utility holding companies directly in
a comprehensive fashion and that the pattern
of State control over operating utilities and
their relationships with affiliates remain un-
even.

But the Commission still felt that the States had
sufficient practical experience, resources, and statu-
tory authority to be effective regulators. The Com-
mission specifically felt that the past
reorganizations of the holding companies under
the 1935 Act presented State regulatory commis-
sions with firms that had basically simple capital
structures which were operating companies and
this change had further eased the enforcement bur-
den.

In addition, the effective reach of State utility com-
missions had been expanded by favorable rulings
from the Supreme Court” causing the Commission

24 Public Utility Holding Company Act of 1935:1935-1992
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to conclude that, although the States could not ex-

ercise direct regulatory powers over foreign utility

holding companies, they were generally able to

regulate the various relations and dealings between

operating companies, their parent holding compa-
. s 76

nies, and other affiliates.

The Commission concluded its Congressional tes-
timony by listing four examples of State legislation
which empowered State regulators to effectively
control holding companies. Included were ac-
counting and reporting requirements, prior ap-
proval of transactions with affiliates, control over
financing, and capitalization and review of major
corporate changes.77 While concluding that not all
States had enacted comprehensive systems of util-
ity regulations, the Commission noted that all
could and concluded:

It seems clear that the States had the authority
to enact such systems and it seems equally
clear that a comprehensive State system is
fully able to protect the financial integrity of
a public utility operating within its jurisdic-
tion to assure that neither utility revenues,
utility assets nor utility credit are used for
nonutility purposes except in accordance
with prescribed guidelines while following
review and approval by State 1‘egul::1tors.78

Need for Utilities to Diversify

Those advocating PUHCA reform cited the need to
increase the ability of the utilities to acquire new
and unrelated businesses as a means to diversify
their endeavors. The SEC noted that the Act placed
limits on diversification by holding companies and
“there is no other Federal law that directly dupli-
cates these restrictions.” The SEC further noted

that the Act will not “impose any restrictions or

limitations on investment in nonutility businesses

by operating electric or retail gas utilities that are
H " //79

not part of a holding company’s system.

Acquisitions were a continuing problem for hold-
ing companies under the PUHCA since the Act
placed restrictions on the type of acquisitions that
could be made by holding companies. Any acqui-
sitions must become part of an integrated utility
system. In effect, this prevented nonutility compa-
nies operating in more than a single State from
purchasing operating utilities because that would
place the nonutility company under the jurisdiction
of the Act and would require that the nonutility
company divest all of its holdings which did not fit
into the integrated utility system.

Many witnesses in the House testified that prudent
diversification would be a significant financial
benefit to the compzmies.80 Former SEC Chairman
John Shad testified to the effect that:

Repeal of the Act is not a panacea, but it will
increase the financing, acquisition, and other
alternatives, alternatives which these compa-
nies like all other utility companies should be
permitted to pursue to improve their profit-
ability and strengthen their financial condi-
tions which in turn will permit them to do a
better job for utility customers. %!

It should be noted that no hard analysis or studies
were presented in the Hearings to document that
the profitability of the utilities would indeed in-
crease if they were given more flexibility, diversifi-
cation, and acquisition powers.

75 Western Distribution Company v. Public Service Commission 285 U.S. 119 and Natural Gas Pipeline Company v. Slattery, 302 U.S.

300,
76 SEC PUHCA Hearings, pp. 585-586.
7 SEC PUHCA Hearings, pp. 586-590.

8 SEC PUHCA Hearings, p. 590.

9 SEC PUHCA Hearings, p. 591.

0 Statements of James M. Collins, pp. 19-20; G.J. Tankersley, p. 62; Arron Levy, pp. 531-539; C.J.

Peterson, p. 35; C.S. McNeer,

pp- 58-61 in Public Utility Holding Company Act, Hearings before the Subcommittee on Energy Conservation and Power, Committee

on Energy and Commerce, 97th Congress, June 9, 1982.
1 House PUHCA Hearings, p. 539.
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sions to review the interstate activities of
affiliated interests, plus the severe
workload constraints as reasons why
State regulation would be likely to be

Reasons for Retention of PUHCA

An equally vigorous defense of the status quo was
presented by those in opposition to the repeal of

PUHCA. ineffective. He concluded by arguing

States Inability to Effectively Regulate the

Holding Companies Without the Act

It was the opinion of the National Asso-
ciation of Regulatory Commissioners
(NARUC), that it would be particularly
difficult for the Commissioners to over-
see the interstate activities of the highly
diversified holding companies and ade-
quately ascertain the implication of
those diversified holdings on the
charges paid by local ratepayers.82 The
Wisconsin Public Utility Commission
chairman, speaking on behalf of
NARUC, summarized the problem by
saying:

If you take the law away, you will
put States in the position of having
to review the economic and finan-
cial activities of holding companies
which may be located a half conti-
nent away from the State commis-
sion charged with monitoring its
activities.... Even if States have the
statutory authority to monitor the
allocation, procedures, and cross-
subsidization possibilities of a for-
eign holding company, it is highly
questionable whether they have
either the numbers of staff or the
staff expertise to carry out that re-
sponsibility.83
He cited specific concerns about the ju-
risdiction of the States when a holding
company operates across State lines, the
legislative authority of State commis-

that it was simply not realistic to assume
that the State commissions can exercise
the jurisdiction that had been the re-
sponsibility of the SEC.

Adverse Effects on Ratepayers

Those opposing repeal of PUHCA con-
tended that the changes would hurt the
consumers through higher rates. First,
the retained earnings of utilities, which
in the past had been plowed back into
the utility through re-investments and
utility construction programs, could be
diverted to other nonutility business
within the holding company. This loss
of the investment could increase the
costs of future expansions for the utili-
ties, which in turn would increase the
rate base and the charges levied on con-

sumers. 84

Second, ratepayers would be hurt by
overcharges from affiliated companies.
Studies done by the Federal Energy
Regulatory Commission (FERC) con-
cluded that neither FERC nor the State
regulatory commissions now were able
to adequately regulate transactions be-
tween utilities and their affiliated coal
companies to insure that the fuel costs
being passed onto customers repre-
sented what would have been obtained
by arm’s length bargaining among inde-
pendent parties.85 By inference, State
regulatory bodies would be equally un-

82 Report of the Ad Hoc Committee on Non-Utility Investments, National Association of Regulatory Commissioners, 1972, p. 709 ff.
Statement of Stanley York, House PUHCA Hearings, p. 682.
4 York, House PUHCA Hearings, p. 686.
5 Alan H. Richardson, House PUHCA Hearings, p. 398-399.
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able to evaluate intercompany transac-
tions which might lead to higher fuel
costs to ratepayers.

Reduction in Competition and Increase in

Monopolization

The American Public Power Association
made this case:

The public interest is best served by
the preservation of competition in
the electric utility industry. Repeal
of the Act would promote monop-
oly control at the expense of compe-
tition. Public power systems have
successfully used the Act to prevent
concentration of control of the bulk
power market in the hands of a few
large electrical utility systems.86

The fear was that consolidation would
result from PUHCA repeal leaving only
a single, or perhaps a few, supplier(s)
from which municipal and other public
suppliers could purchase bulk power.
Critics cited the situation before
PUHCA passage in 1935 as supporting
evidence.

Diversification by Utilities was Not Advis-

able

The heart of the argument for the repeal
of PUHCA was allowing the utility
holding companies to diversify into
nonutility areas. The desirability of util-
ity diversification was closely ques-
tioned by witnesses opposing the
modification of PUHCA. The first line
of attack was that diversification would
increase the riskiness of the utilities’
business, thus jeopardizing the interests
of the utility’s native load customers,

86 Richardson, House PUHCA Hearings, p. 390.

7 Richardson, House PUHCA Hearings, p. 386.
8 York, House PUHCA Hearings, pp. 686-687.

primarily residences and small com-
mercial businesses. Noting the conten-
tion that the utilities have not been able
to invest in diversifications which are
potentially profitable, one critic com-
mented “where there may have been
lost opportunities which would have
been profitable, undoubtedly there
would have also been lost opportunities
which, if pursued, would have been dis-
astrous.”” Another contended that the
costs and benefits of these risks are not
equally distributed between stockhold-
ers and ratepayers. He felt that:

It is clear that if the diversification
venture succeeds, the stockholder
will benefit and if there is no cross
subsidization, the ratepayer is not
penalized. If on the other hand, the
new venture fails, the stockholder
has assumed some risk and may be
penalized but any risk borne by the
ratepayer has been involuntary and
the ratepayer may also pay an in-
voluntary penalty.

It was also stated by the critics of repeal
that utility management may not be able
to adequately handle diverse enter-
prises because they lack expertise out-
side of the utilities’ field. Others
contended that diversification created
the possibility that managers of nonutil-
ity entities within the holding company
might run the utilities. “There is abso-
lutely no indication that those different
managers will be better than existing
utility management or that these new
managers coming in will devote any of
their talents to the utility aspect of the
business.”® The American Public
Power Association made its position
clear:
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Managerial attention might thus be
diverted from providing an essen-
tial commodity —electricity or
more broadly, energy services—to
other areas.... It is simply a recog-
nition that diversification is a pro-
cedure designed primarily to
increase the profits for the benefit of
the stockholders. The over-aggres-
sive pursuit of this goal could occur
at the expense of the utility and its
captive customers.

At least one public utility opposed di-

versification because of the difficulties
of trying to mix a typical management
approach in the highly regulated utility
business with the entrepreneurial a}g-
proach needed in unregulated arenas. 1
In these hearings, little evidence was
presented by the opponents of repeal to
establish that what diversification had
taken place under the Act had harmed
utilities; but, as was noted, utilities un-
der the Act could diversify, so long as
they did it only in enterprises directly
related to the integrated utility system.

None of the bills was passed out of the
House Energy and Commerce Commit-
tee. This is not surprising considering
the opposition to them by the Subcom-
mittee on Energy and Power Chairman,
Representative Richard Ottinger, who
stated at the beginning of the hearings:

I think that there are real concerns
about very large companies coming

York, House PUHCA Hearings, p. 687.
Richardson, House PUHCA Hearings, p. 391.

Don C. Frisby, “Pacific Power and Light: Still Diversifying as Electric Use Slows,”

House PUHCA Hearings, p. 1.

in and taking hold of utilities and
not having the kind of attention to
utility businesses that is presently
required under affected State regu-
lation with respect to intra-State
companies. [ think there is also a
real danger that if PUHCA were
repealed that you would have a
great number of new utility holding
companies created making the job
of effective regulation even more
difficult.”

Action in the Senate

On the Senate side, proponents of PUHCA reform
were more kindly received. Senator Alfonse
D’ Amato of New York held three days of hearings
with his Subcommittee on Securities.” At those
hearings the same arguments were made, often by
the same people, as before the House. Recognizing
the opposition, Senator D’ Amato urged the propo-
nents of reform to get together with the opponents
to see if a bill agreeable to all could be drafted. Such
a bill was produced and introduced into both the
House and the Senate.”

After a series of meetings among proponents and
opponents, a proposed compromise amendment
was presented at an early fall 1983 hearing.95 Un-
der the compromise legislation exemptions would
be allowed for utility holding companies under
certain conditions if the public utility activities
were principally confined to the State where they
were organized and regulated. The SEC would be
allowed to deny an exemption if it determined that
the exemption would adversely affect the public
utility aspects of the holding company’s operation
by increasing costs or undermining the financial

Business Week, January 18, 1982, p. 58.

Hearings before the Subcommittee on Securities of the Senate Committee on Banking, Housi  ng, and Urban Affairs on S. 1869,

S.1870, and S. 1871 to amend, and S. 1977 to repeal the Public Utility Holding Company Act of

1935, 97th Congress, 2d Session, 1982.

4 S. 1174, 98th Congress, 1st Session, 1983; H.R. 2994, 98th Congress, 1st Session, 1983.

Hearings on H.R. 2994 before the Subcommittees on Energy Conservation and Power and on Tele

communications, Consumer

Production, and Finance, the House Committee on Energy and Commerce, 98th Congress, 1st Sess  ion, 1983.
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base. The application for an exemption would be-
come effective unless a State public utility commis-
sion, which had jurisdiction over one or more of the
utilities in the holding company’s structure, ob-
jected to diversification. Holding companies
would be allowed to make nonutility, non-func-
tionally related acquisitions if certain provisions
were met: holding companies could acquire new
businesses if the net assets of the acquisition did not
exceed 10 percent of the shareholders’ equity in the
holding company. In addition, the holding com-
pany acquisition would be automatically effective
unless a State Public Utilities Commission objected
on the grounds that it would not be in the best
interests of consumers.

In addition, the compromise bill provided that
regulators could only approve service and other
contracts between entities within the holding com-
pany if they were based on market-based prices
rather than on cost. Holding companies could not
be subject to a hostile takeover unless the SEC
approved the takeover. Despite the agreement
reached, the bill died in the House Committee.

Legislation in 1985 and 1986

These laws affecting Public Utility Holding Com-
panies were passed in 1985 and 1986:

Public Law 99-186 (Cogeneration Activi-
ties by Gas Utility Holding Company Sys-
tems) allowed registered public utility
holding companies to acquire in any geo-
graphical area any qualifying coal genera-
tion facility as defined in the Public
Utilities Regulatory Policies Act (PURPA).
This law exempted any holding company
from provisions in PUHCA only to allow
them to acquire the coal generation facili-
ties, but did not exempt the remaining
holding company facilities from the Act.

Public Law 99-648 (Securities and Ex-
change Commission Exemptive Author-

ity) was designed to exempt from PUHCA
any holding company with only one gas
utility subsidiary if the holding company
or its subsidiaries were not operating utili-
ties and the gas company was incorporated
to operate only as a utility company on
June 16, 1986. In addition, the holding
company had to own all of the voting secu-
rities of the gas utility, and neither the
holding company nor any of its subsidiar-
ies were to sell or service residential or
commercial heating, plumbing, refrigera-
tion, or air conditioning.

Immediately after the passage of these pieces of
legislation, the rate of mergers and acquisitions by
holding companies increased.” These diversifica-
tions were primarily financed through utilities” re-
serves which had accumulated. Almost all of the
expansion took place in traditional energy fields
including: research and exploration for gas, oil,
and other minerals; transmission and storage of
natural gas; and coal mining operations.

During this period utility holding companies di-
vided their operations into two portions. The first
consisted of the regulated utility business. The sec-
ond was non-regulated entities which included the
functions mentioned above plus others which pro-
vided services to the regulated utilities including
finance and management.

In evaluating the economic impact of these diversi-
fications, it was concluded by one observer that
“there had been no showing that diversified activi-
ties have permanently harmed any utility, although
some 9c71iversification results may be marginal at
best.”

Conclusions

The early 1980’s saw an acceleration of activity
regarding the modification or repeal of the 1935
Public Utility Holding Company Act. Only minor

% Diane Sponseller, “An Overview of Utility Reorganization Activity,”  Public Utilities Fortnightly, October 15, 1987, p. 43.

Sponseller, p. 63.
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modifications in the law were made, but these tion of most utilities improved and pressure for

modifications may have contributed to a wave of repeal or reform of PUHCA abated. But as the
acquisitions and diversifications by utility compa- decade ended, new reasons to push for PUHCA
nies. As the 1980’s progressed, the financial posi- reform began to emerge and the debate resumed.
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5. Setting The Stage For PUHCA Reform

By the end of the 1980’s, the arguments for reform
of the Public Utility Holding Company Act had
changed. The financial position of most public utili-
ties had improved over the last half of the decade
as excess capacity was slowly absorbed by growing
electric demand, and as fuel costs and interest rates
declined. In addition, most utilities had either com-
pleted or canceled their nuclear power projects,
further reducing the financial pressures associated
with constructing these highly capital intensive
generating facilities.”® The argument for reform
was no longer the need for utility holding compa-
nies to be able to diversify into nonutility busi-
nesses, but rather to participate in the market for
independently produced power.

The Impact of the Public
Utilities Regulatory Policies Act
(PURPA)

The most singularly significant event was the crea-
tion of additional competition in the generation of
electricity which resulted from the passage in 1978
of the PURPA. PURPA was passed during the
height of the oil crisis brought about by the
Iraq/Iran war which had followed closely the Arab
boycott of western oil markets during the early
1970’s. Both events had created considerable con-
sternation in this country about the security of our
oil supplies in particular and our capacity to meet
our future needs for energy in general. A good
portion of the discussion focused upon the general
question of achieving energy self-sufficiency, not
just in the production of fuels, but in the generation
of electricity as well.”

% RR Geddes, “ A Historical Perspective on Electric Utility Regulation,”

Section 210 of PURPA allowed for a limited degree
of competition in the generation of electric power.
The purpose of allowing this competition was to
increase efficiency in electrical generation through
the use of new innovative technologies. A second
and equally important objective was to achieve the
better utilization of indigenous energy resources
for the generation of electricity.loO

Among the underutilized indigenous energy re-
sources many were associated with cogeneration
and small power production. Cogeneration exists
when electricity is sequentially produced as a by-
product of the manufacturing of steam or other
power to be used in an industrial process. Thus, the
industrial steam plant serves two functions. It sup-
plies process heat to the host, but it also generates
electricity which is available to the grid to be mar-
keted elsewhere. Cogeneration of steam and elec-
tricity had been declining in the 1970’s. This decline
was a result of the preference of industry to buy
rather than to generate electricity during earlier
periods of declining electricity prices. Generation
of electricity from small power production was
thought desirable not only because it would en-
hance energy independence, but because it would
involve the use of fuels which were considered to
be more environmentally desirable. Principal
among these were small scale hydroplants, solar,
wind, and biomass units. Because these plants are
usually small scale and away from larger central-
generating units, they are often referred to as dis-
persed renewable energy generators.

It was the purpose of PURPA to assure that nonu-
tilities who either cogenerated or used dispersed

Regulation, Winter 1992, pp. 75-82.

9 Daniel Yergin, The Prize: The Epic Quest for Money and Power, New York: Simon and Schuster, 1991, pp. 659-667.
Wys. Department of Energy, National Energy Strategy, Technical Annex 1, Analysis of Options to Amend the Public Utility Holding

Company Act of 1935, 1991/1992, p. 12.
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renewable generation would be able to sell their
product to utilities if the power could be produced
at competitive prices. This was accomplished under
section 210 by requiring that a utility offer to buy
this power at a rate which would not exceed the cost
to the utility of generating its own electricity or the
utility’s “avoided cost.” By employing this concept
of avoided cost the consumer was protected in that
the electricity purchased would not be more expen-
sive than the cost of power which the utility would

have generated on its own. 101

Administrative responsibility for the implementa-
tion of section 210 was given to the Federal Energy
Regulatory Commission (FERC). FERC was to des-
ignate which cogeneration and small power pro-
duction facilities met the criteria of the law and
designate them as qualifying facilities (QF). While
FERC would designate the facilities, it was up to
each State’s regulatory commission to determine
how it would calculate avoided costs.

Because PUHCA would create major burdens for
nonutilities who wished to develop qualifying fa-
cilities, PURPA specifically exempted in section 210
developers of QF facilities from PUHCA. If this had
not been done, then nonutility companies wishing
to develop QF’s would have been forced to submit
themselves to SEC regulation which in most in-
stances would have forced them to divest them-
selves of their nonutility related business —which,
at least for cogenerators, was their principal busi-
ness activity. FERC’s regulations also allowed a
utility to participate as a partial owner of a QF so
long as its ownership share did not exceed 50 per-
cent. Many utilities responded to PURPA by creat-
ing subsidiaries through which they could invest in
such projects. Registered holding companies were
not allowed this option until 1986 when federal
legislation amended PUHCA to permit holding
companies the same rights as public utilities. %2

101 pagl L. Joskow, “Expanding Competitive Opportunities in Electricity Generation,”
Public Law No. 99-553, Ownership of Cogeneration Facilities by Public Holding Companies,

102

03 Technical Annex 1, p.13.
104

Under PURPA a significant amount of new gener-
ating capacity was developed during the 1980’s.
The Department of Energy estimated more than
20,000 megawatts of QF capacity or the equivalent
of 20 large nuclear or coal-fired plants had been
built in the 1980's.'% Much of this new capacity was
built in areas where there was a need for new
generating capacity. In areas where new capacity
was not needed, the price received by QF’s for their
power would have been equal only to the costs of
operating the excess capacity of the utility as that
would be the only expenses that could be avoided.
In capacity-short areas the avoided cost could in-
clude both the operating costs as well as the cost of
construction needed to bring the QF on line.

Advantages of Independent
Generation Under PURPA

During the 1980’s, utilities had strong reasons to
consider acquiring their additional power from in-
dependent producers rather than building addi-
tional capacity on their own under State rate
regulation. Under traditional utility regulation,
when a utility built new generating capacity it
would be allowed to place the cost of that new
capacity into its rate base. The State regulatory
commission would then apply a rate of return on
that base which the utility was allowed to earn
through its rates. During this period public utility
commissions began to disallow all or part of the cost
of new capacity when the utilities petitioned to
have those costs added to their rate bases. This was
the case when utilities had expected demand to
grow faster than it did and not all of the new
capacity which was built was needed at the time it
was ready to come on line. The public utilities
commissions would then disallow inclusion of the
cost of excess capacity in the rate base, declaring it
to have been an imprudent investment. The so-
called “prudence reviews” made many utilities
wary of building additional capacity which would
be subject to State 1‘egula’cion.104

Regulation, Winter 1992, p. 27.
October 27, 1986.

Benjamin Zycher, “Power to the People,” Regulation, Winter 1992, p.14.
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In addition, the utilities complained that there was
no incentive in the system of State regulation which
would encourage them to reduce costs because
they would receive no reward for so doing. As a
result, the utilities complained that they had very
little incentive to take the risk of building new
generating capacity on their own.'® On the other
hand, production of power by an unregulated in-
dependent producer would not only avoid the pru-
dence reviews of State public utility commissions,
but would grant to the developer the financial fruits
from developing new technologies which resulted
in more efficient and less costly generation.lo6

As the 1980’s drew to a close, much of the surplus
generating capacity had been absorbed. This pre-
sented a challenge to State regulators as they
sought to determine what avoided costs should be
for QF’'s. Most of these regulatory commissions
established administrative rules employing formu-
las to determine avoided costs. These formulas
were designed to determine what the cost would
have been to the utility had it not bought the power
from the QF, but instead had built its own generat-
ing capacity. In essence QF's were competing
against hypothetical plants which utilities might
build. Recognizing the artificiality of this approach,
States began to move toward competitive bidding
as an alternate way of establishing what the appro-
priate price would be.'?’ By allowing both QF’s as
well as other independent power producers (IPP’s)
to bid on the provision of additional power, a more
appropriate method was employed for setting the
prices which QF’s and IPP’s could receive.1®

As noted previously, because of the provisions of
PURPA, only certain technologies employed in cer-
tain types of plants could qualify for QF status.
Utilities and public utility holding companies, as

105 gtatements of R E. Disbrow and William Lee, DOE Public Hearings on the Development of the Na
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6 Technical Annex 1, p. 14
107 Joskow, p. 29.
8 Technical Annex 1, p. 14
9 Technical Annex 1, p.12.

10 Remarks of Senator J. Bennett Johnston, before the Kidder Peabody Legislative Update of th

September 12, 1989, p.3.

well as nonutility providers, could, to a limited
degree participate in the QF market without run-
ning afoul of PUHCA but their options were se-
verely limited. These limitations caused the
Department of Energy to conclude that the compe-
tition in electrical generation created by PURPA
had been beneficial because it:

rewards economically efficient innovations
and generating technologies, facility siting,
control of construction costs, and the use of
waste resources as fuel. Elimination of
PUHCA constraints on firms that would oth-
erwise consider entry into generation markets
could broaden that competition initiated un-
der PURPA to include any firm using any fuel
and any generating technology.109

The Department concluded that both the producer
and consumer would benefit due to the improved
efficiency if the 1935 Act could be modified.

The Johnston Bill

In the fall of 1989, Senator J. Bennett Johnston intro-
duced the Competitive Wholesale Electric Genera-
tion Act of 1989 as an amendment to Senate Bill 406.
At the time of its introduction, the Senator ex-
plained the case for modifying PUHCA:

[t]he Holding Company Act effectively bars
the development of independent power pro-
ducers (IPP’s). In so doing, it prevents most
future opportunities for beneficial competi-
tion and wholesale power markets. 0

The bill recognized that the two main dissatisfac-
tions with PUHCA were the restraints that it placed

upon diversification into independent power pro-
duction by existing public utility holding compa-

tional Energy Strategy,

e Power Generation Business,

Public Utility Holding Company Act of 1935:1935-1992 33
Energy Information Administration



nies, and the barriers erected to nonutilities wishing
to enter the market but unwilling to do so because
they would be brought under the provisions of
PUHCA.™! Thereby, PUHCA restricted interested
parties from becoming part of the utility industry.
It restricted competition and kept current utility
companies from making acquisitions they felt
would be beneficial to both their stockholders and
consumers.

Unlike previous legislation, the Johnston Bill did
not seek to repeal PUHCA. The primary change
proposed was to allow for holding companies to
acquire or invest in independent power producers.
As Senator Johnston stated, “the bill was narrowly
crafted to achieve this purpose.”112 This was to be
done by creating a new class of producer called the
exempt wholesale generator (EWG) which was de-
fined as any corporate person engaged exclusively
in the wholesale generating business. Senator
Johnston used the term EWG in place of IPP, Inde-
pendent Power Producer, to draw a legal distinc-
tion between the two, as there could be
independent (nonutility) power producers who
would not be exempted under the 1935 Act. Affili-
ates of existing regulated holding companies were
not allowed to automatically be reclassified as
EWG’s. The bill made it clear that only EWG’s were
to be exempted from the provisions of PUHCA and
exempted all EWG’s from the provisions of the 1935
Act.

1111 yicien E. Smart, “The Public Utility Holding Company Act: Its Intent and Purpose,”

. 6-8.
pp112

Act of 1980,” 101 Cong,, 1st Sess., November 9, 1989, p.1.

13 Mason Willrich, “PUHCA Reform: Since Qua Non of a Competitive Power Supply Industry,”

January/February 1990, p.36.

Bruce Hagen, “A Centennial of Public Utilities Regulations,”

J. Bennett Johnston, U.S. Senate Committee on Energy and Natural Resources, “Competitive Wh

The legislation provided that any EWG which was
also in a retail utility’s rate base had to receive
approval from the appropriate State regulatory
commission before it could be exempted from
PUHCA. The bill was more limited in scope and
application than previous legislative attempts, but
it did provide that nonutility companies could de-
velop EWG’s without coming under the provisions
of PUHCA and exempt holding companies could
also develop EWG’s without losing their exemp-
tion from PUHCA. With modifications, the
Johnston legislation became the basis for the
PUHCA reform provisions which were included in
EPACT.

The Debate Over Jurisdiction

Johnston’s bill would have significantly opened
competition in electrical generation as entities own-
ing no utilities other than EWG’s could avoid the
substantial regulations which PUHCA requires of
utility holding companies, and utility holding com-
panies would also be permitted to acquire EWG’s
free from PUHCA mgulations.113 The sharpest op-
position to the Johnston Bill was over the question
of jurisdiction. The economic issues raised by the
Johnston Bill are discussed in the next chapter. The
National Association of Regulatory Utility Com-
missioners (NARUC) led the campaign, seeing this
legislation as a further move toward Federal pre-
emption of State regulatory prerogatives.114 As one
spokesman for NARUC put it:

Public Utilities Fortnightly, April 27, 1989,
olesale Electric Generation

The Electricity Journal,

Public Utilities Fortnightly, October 27, 1988, p.27.
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The notion of increasing utility wholesale
transactions subject to Federal regulation, at
the expense of traditional rate base generating
facility construction pursuant to State review,
raises deep concerns on the part of State regu-
latory commissions on their future authority
to effectively oversee the utilities operating
within their jurisdictions.HS

The Executive Committee of NARUC passed a
resolution expressing their strong opposition and
calling for the addition of four provisions to the
legislation:

Allowing each State commission the right
to review the prudence of wholesale pur-
chases by any utility under its jurisdiction.

Preserving State commission’s is right to
continue to:

— conduct bidding programs

— require least cost planning

— determine the appropriate technology
and fuel mix for generation

— ensure system reliability

— restrict or prohibit affiliate transactions

— approve any transfer of utility assets.

Granting each State commission the right
to review the books and records not only of
the operating utility but of the holding
company and any of its nonutility affiliates
as well.

Authorizingregional compacts to regulate
multi-State holding companies.116

The concern of the State regulatory commissions
stems from certain Supreme Court cases which
limited their ability to rule on issues which had

15¢linton A. Vince, “PUHCA Amendment and Multi-State Holding Companies: A Regional Regulatory
pre{aared for the National Association of Regulatory Utility Commissioners, 1989, p. 2.
16 Executive Committee, National Association of Regulatory Utility Commissioners, Resolu

Holding Company Act, July 27, 1989.

already been adjudicated before the Federal Energy
Regulatory Commission. The principal case con-
cerned Mississippi Power and Light Co. v. Mississippi
ex rel. Moare, 108 S. Ct. 2428 (1988). In this case
Mississippi Power and Light developed and oper-
ated the Grand Gulf nuclear generating facility and
sold electricity to four operating companies which
were part of the Middle South Holding Company.
The Supreme Court decided that the State regula-
tory authorities could not review the allocation by
FERC of the cost of Grand Gulf among the four
operating companies. A similar case involved
Nantahala Power and Light Company.117 In this
case two subsidiaries of the Alcoa company pur-
chased power from the Tennessee Valley Authority
(TVA) and had entered into an agreement allocat-
ing the costs of the power among them. This agree-
ment was accepted by FERC. When North Carolina
attempted to reduce the cost that had been assigned
to Nantahala by using a different allocation of the
cost of the TVA power, the Supreme Court over-
ruled the State commission on grounds that it could
not alter allocations already made at the Federal
level. These two decisions, in combination with an
earlier one''® which established the “filed-rate doc-
trine” prohibiting States from challenging whole-
sale costs which were established as just and
reasonable by FERC, led the States to conclude that
utilities would be able to avoid State regulation by
purchasing power from unregulated independent
power producers selling power across State
boundaries.'"”

It should be noted that the States were not bereft of
the capacity to review cost and rate decisions estab-
lished by FERC. State regulators were allowed to
inquire into a regulated utility’s wholesale pur-
chasing practice to determine whether or not a
decision to purchase power from a specific source
was prudent or whether there was a less expensive
source of power which should have been selected

Approach,” A report

tion of a Reform of the Public Utility

7 Nantahala Power and Light Company v. Thornburg, 476 U.S. 953 (1986).
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instead. The Pike County doctrine had been estab-
lished in a Pennsylvania State court.' Recogniz-
ing that the Pike County doctrine could be an
effective tool, State regulators sought to have it
codified in Federal law to prevent the Supreme
Court from prohibiting State regulatory review of
purchases made by an integrated, interstate hold-
ing company and approved by FERC. 121 NARUC
also felt that the holding companies would develop
subsidiary companies to establish EWG’s to sell
across the State lines and thus be subject to FERC,
rather than State regulations which NARUC felt
“...in the past, to be less than aggressive from the
point of view of the affected State regulators.”122

Thelikelihood that State authority would be eroded
under PUHCA reform was challenged by the De-
partment of Energy (DOE), which cited the contin-
ued authority of State public utility commissions to
review the processes for competitive procurement
of new capacity as would take place under the
Johnston Bill. In addition, the States would have the
capacity to review any restructuring plans involv-
ing utilities under their jurisdiction, which sold
power at retail. If the State commissions needed
additional authority, they would be able to petition
their State legislatures for additional power. DOE
concluded “it is by no means clear that PUHCA
amendment would erode State authority over utili-
ties in favor of regulation by FERC. Rather, it
would enable —but not require —a rearrangement
that would leave many critical functions in State
hands. In particular, the basic choices of how best
to meet long term electric supply needs for retail
sales would remain in the hands of the State and the
utilities under its jurisdiction.”123

Recognizing that the market for producing electric-
ity had been fundamentally altered in recent years,
NARUC proposed that the Johnston Bill be
amended to authorize States to jointly regulate ad-
ditions to generating capacity made by holding
companies, which included EWG’s. This proposal

recognized that utilities usually plan capacity addi-
tions using a system- wide approach, rather than on
a State-by-State basis. Under PUHCA reform the
systems would extend beyond State boundaries,
including facilities located many jurisdictions away
from the ultimate retail seller. The holding com-
pany would be able to decide to expand capacity
without appropriate review by the State regulatory
body where the retail customers of the operating
utilities were located unless the State regulatory
commissions could join together to review whether
or not the decision to build new capacity was rea-
sonable and prudent.

Recognizing this, the New Orleans City Council
requested that the Johnston Bill be amended to
allow the voluntary formation of regional compacts
of State regulatory commissions. The compact
would be granted the capacity to regulate the hold-
ing company’s generation planning decisions, and
to perform cost allocations among the wholesale
subsidiaries to the operating companies. Further,
the compact would be empowered to conduct pru-
dence reviews of the construction and power pur-
chasing decisions made by the holding companies
and/or their subsidiaries.'** The decision of the
regional regulatory authority would be binding
upon FERC, the respective State regulatory com-
missions, the holding company, and the operating
subsidiaries. Legislation to establish these regional
compacts was introduced in the 98th Congress125
which provided that two or more States could enter
into a multi-State regulatory company to approve
power supply plans for the utilities which operated
jointly in their States. The regional authority would
be allowed to regulate the rates for all wholesale
power transactions for utilities operating within
their jurisdictions and to require that the authority
order utilities to provide transmission services.
While not supporting any PUHCA reform, the State
legislative authorities sought inclusion of this rec-

120 pike County Light and Power Company v. Pennsylvania Public Utilities Commission, 465 A. 2d 735 (1983).

Vince, p. 6.
22 Vince, p. 9.
123 Technical Annex 1, p. 30.
24 Vince, pp. 16-17.
125 1 R. 5766, 98th Congress, 2nd Session, May 31, 1984.

36 Public Utility Holding Company Act of 1935:1935-1992
Energy Information Administration



ommendation in any proposal to substantially
amend PUHCA.

PUHCA Reform in the National
Energy Strategy Public Hearings

On July 26, 1989, President Bush directed the Sec-
retary of Energy to develop a comprehensive Na-
tional Energy Strategy for the nation. Consistent
with this charge, the Department held 15 public
hearings at various locations throughout the coun-
try and heard from more than 375 witnesses. In
addition, the Department received over 1,000 writ-
ten submissions. The hearings represented a broad
base of input from State and local officials, con-
sumer organizations, as well as business and indus-
try. The results of these hearings were summarized
in an interim report.126 Regarding reform of the
Public Utility Holding Company Act, as could be
anticipated, the Department received conflicting
input. The supporters of reform felt that “...modifi-
cation of the Public Utility Holding Company Act
of 1935 (PUHCA) would accelerate the trend to-
wards competition in wholesale markets....” 1%
Other reform advocates noted that utilities were
reluctant to build baseload plants because of the
uncertain regulatory treatment of construction
costs under the traditional forms of regulation.
Various witnesses took the position that additional
generating capacity should not be built by tradi-
tional utilities, but through an expansion of inde-
pendent power production which would lead to a
more competitive market.!?

Opponents of modification of PUHCA contended
that reliance upon independent power producers

would lead to an electricity supply which was both
untested and questionably financed. In addition,
numerous witnesses asserted that increased reli-
ance on non-traditional sources of electric supply
would lead to an overall diminution of system reli-
ability. Several contended that independent power
producers had undue financial advantages because
they could employ higher fractions of debt in their
capital structures than could traditional utilities.
And others felt that reform of PUHCA would lead
to self-dealing between holding companies and
their subsidiaries which would not be in the best
interest of consumers.'?’ These arguments are dis-
cussed in detail in the following chapter.

Conclusions

While the late 1980’s saw a change in the primary
reasons advanced for change in PUHCA reform,
the debate intensified rather than subsided. The
success of PURPA in creating a new group of elec-
tricity generators led to requests for modification in
PUHCA which would allow traditional utilities to
participate in this type of generation as well as
other independent power projects without running
afoul of the Act. Substantial opposition developed
when Senator Johnston introduced legislation to
create a new class of independent generators from
the Act. Concern was particularly acute about the
effect this law would have on the ability of States to
continue to regulate companies with non-regulated
affiliates which could be located in other States. The
Johnston bill became the catalyst for the reform of
PUHCA which followed as many of its provisions
were ultimately included in EPACT.

126y, Department of Energy, Interim Report, National Energy Strategy, A Compilation of Public Comments, April 1990.
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6. Economic Issues and The Reform of PUHCA

The Johnston proposal for establishing exempt whole-
sale generators (EWG's) focused the debate. This pro-
posal was more subtle than its predecessors. It |eft intact
the 1935 Act but allowed for anew exempt class of gen-
erator to develop which were not constrained by the re-
strictions of PUHCA or PURPA. Support for this
approach was part of President Bush’s National Energy
Strategy (N ES).130 Inclusion of this more modest pro-
posal for altering PUHCA limited the scope of the debate
towhat problemswould be created if thisnew typeof In-
dependent Power Producer (IPP) was able to develop
freefromtherestrictionsof the Act. Thischapter focuses
onthemajor issuesin that discussion: operational and fi-
nancia reliability, system reliability, transmission ac-
cess, and bypass. It summarizes the openness and
evidence marshalled by both sidesin support of their po-
sitions.

Operational Reliability

Operational reliahility is defined smply asthe ability of
an IPP to produce electric power when requested.131
Some operating utilities are worried that if they were
forced to contract for power with IPP's, or if IPP's are
part of a holding company, the IPP’swill not be able to
generate power on a consistent basis in order to ensure
reliable service to the utilities' native load customers.
Those who desired to amend PUHCA took exception to
claims of unreliability. They presented data which in-
cluded information which they claimed showed that
IPP’ s are consistently reliable and, in some cases, more
reliable than utilities themselves.*?

According to these sources nonutility generators showed
first-rate performance, especially intimesof emergency.

Insupport of thisposition certain exampleswerecited. In
1988, when Hurricane Gilbert struck the Texas Gulf
Coadt, al but one of Houston Lighting and Power’s
(HL&P) contracted cogenerators' stayed on line. Infact,
a number of the cogenerators increased their output to
HL&P. However, HL& P downgraded the cogenerators
performance and stressed thefact that some cogenerators
informed the utility that the Hurricane might force them
to shut down, a contractual option which was allowed in
cases of imminent danger to personnel. Y et many, inre-
porting the situation, inferred from HL& P' s statements
that all the cogenerators had actually gone off line, leav-
ing them stranded without the much needed power.133
During the unusually cold first week in February, as
HL&P's generators approached capacity, seven co-
generators increased output by up to 25 percent more
than the contracted level of output. Again, HL& P stated
that the cogeneratorsdid nothing “ abovethecall of duty”
but had done what was “expected of them.” 134

There are other examples which are given by 1PP advo-
catesto bolster the casefor thereliability of independent
power sources. In February of 1989, Southern California
Gascut itsdelivery of natural gasto Southern California
Edison (SCE). SCE called upon and received the support
of its contracted QF's. The QF' s were able to increase
output, and SCE was ableto meet itscustomers’ electric-
ity demand.'® Pacific Gas and Electric (PG&E) praised
its QF' s after an earthquake struck Northern California
in October 1989. Eight of eighteen QF s remained on
line continuously throughout the quake. The remaining
eleven were back on line within 1 to 48 hours. 3¢

Thereare caseswhere, in emergencies, somel PP sfailed
to supply power. However, failed generation wasnot the

BOoys, Department of Energy,National Energy Strategy: Powerful Ideas for America , Ist edition, 1991, Washington, DC, p.7.
131" 3an Hamrin, “Nonutility Power and the Reliability Issue, The Electricity Journal, June 1989, p. 14.
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reason given in the trade press, but the failure of the
utility-owned transmission li nes. 3’ Emergencies, how-
ever, are not the only time |PP’ s arereliabl el% A com-
parison of availability—the percentage of total time a
generating source is available to produce power—be-
tween utilities and IPP’ s shows that |PP' s are morereli-
able. Dataprovided by the supportersof |PP’ sfound that
IPPwind generatorsin Californiahave an availability of
95 percent and | PP’ sin Texashave availability of 96 per-
cent.2®® Datafrom thei ndustry claimsthat overal, |PP-
owned coal units run at 90 percent or more availability.
By comparison, utility-built coal plants run at 75 to 80
percent availability, nuclear plants at 55 to 60 percent,
and natural gas or oil at 80 to 90 percent. 140

This data notwithstanding, utilities have legitimate con-
cerns as to the reliability of IPP's as the data cited by
IPP’ sarebased only onasmall number of nonutility gen-
erators and may not be representative of how reliable
IPP’'s could perform in an expanded market. Utilities,
therefore, expressed three major concerns about the op-
erational reliability of IPP's.**! Each is discussed be-
low.

Overreliance on Single Fuel

PP swill be dependent on low-cost, singletypefuel and
thus will be vulnerable to shifts in price and/or supply,
contend those who are concerned about reliability. One
utility executive testified that 1PP’s would be “vulner-
able” tofuel costincreasesespecially if fuel shortages of
the 1970's were to again occur.}42 Noting that many
IPP's would probably be fueled by gas, he stated that
natural gas pricesincreased by 1,200 percent from 1973
to 1983 and, in his opinion, IPP’'s would be financially
burdened by such high fuel costs should they recur. Ei-
ther an IPP would have to close or the increase in fuel

priceswould have to be passed on to the utility and ulti-
mately to the ratepayer. The ratepayer, supposedly a
main benefactor of 1PP power, would become the chief
loser in such asituation.

Critics of this view felt that legislation which increased
the number of IPP' swould lead to more diversity in IPP
fuel choices. Another utility executive called thisafal-
Iacy.143 He stated that, because IPP' s generate only for
profit, they would build low-cost, small plantswhich are
inexpensive to operate, and natural gas-fired plants fit
such a description. Increasing | PP generating capacity,
therefore, would actually accentuate fuel vulnerability
and thus compromise the reliability of the system.

137« Earthquake Caused Few Problems For Cogenerators in California, Electric Utility Week, Nov. 6, 1989, p. 4, and “ CogeneratorsProtest
HL&P Claims of Unreliability During Hurricane,"Electric Utility Week, Oct. 17, 1988, p. 4.
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Theargument that all IPP’swill becomereliant on asin-
glefuel source, specifically natural gas, thusleaving the
power industry vulnerable to shifts in supply or cost is
open to debate. Utilities control the specifics of power
contracts.*** For example, they may determinethetype
of fuel used by thelPP. Utilities, also, can specify prefer-
encefor certain typesof fuelsin their requestsfor bids, a
policy already instigated by VirginiaPower.2%® Utilities
may use other methods aswell, such as requiring an | PP
to get along-term fuel contract or develop fuel storage
facilitiesin order to ensure fuel-cost stability.146 Critics
of these utilities respond by charging that utilities have
been lessfair in their criticism of PP’ s choice of natural
gas, considering that two-thirds of future utility-owned
generators are projected to be gasfi red. 24

Energy Information Administration (EIA) data does not
support the percentage of new units built by utilities
which will be gas-fired. During the next 10-years, utili-
ties have indicated that they will add 44,255 megawatts
of new capacity of which 49 percent will be gas-fired.
Gasturbine and combined cycle unitswill account for 61
percent of the new capacity additions.1*® Even so the
utilities have made plans for substantial use of natura
gas.

Senator Johnston acknowledged that “one of the chief
criticismsisthat the legislation will somehow resultina
dangerous overreliance on natural gas-fired facili-
ties” 14° Natural gas, he felt, would become a growing
source of electric generation no matter who constructed
the plants because of its cost, availability, and desirable
environmental characteristics. Without PUHCA amend-
ments developers of independent power were virtually
forced to build gas-fired QF sunder PURPA. Theterms
of most cogeneration plants do not exceed 10 years
which favorsthe lower initial cost plantswhich use gas.
After PUHCA reform EWG’ scould havelonger term fi-
nancing options which would open independent power

tothehigher initial cost plantswhichwould probably use
coal.

Impairment of Obligation to
Serve

Utilities are required by law to provide their base load
customers with reliable service. IPP's have no abliga-
tion to serve and thus may discontinue generation at any
time. Utilitiesstill areobligated to servetheir customers
and“theobligation to serve’, contend the utilities, means
providing continual, reliable service.r®° Criticsof IPP's
feel that if IPP's no longer find it profitable to produce
power, they will discontinue operations, leaving utilities
and their customersin thedark. The argument that since
I PP’ s have no requirement to servethey areunreliableis
also considered questionable by their supporters. Be-
sides the contractual obligation requiring IPP's to per-
form reliably, they also have financial incentives to be
reliable. Today, power is usually purchased through a
performance-based contract; 1PP’'s, therefore, only
profit when they produce, thus creating a definite incen-
tiveto perform.151 Furthermore, some contractscontain
provisionsfor financial penaltiesif an|PPfailsinitscon-
tractual obligation to provide power on time and main-
tain standards of operation and mai ntenance.r®? IPP's
which become EWG’s under EPACT may be part of a
holding company system which will further increase
their incentive to be reliable as the company which con-
trolsthe EWG’ swill also control theoperating utilities.

Start-Up Reliability

Evenat conception IPP sarenot reliable, asthey may not
advance beyond the start-up or construction stage, con-
tend those who question the reliability of IPP’s.

I PP projects have to be constructed before they can gen-
erate. Start-up reliability has been a problem, and utili-

144 gratement of William Berry, S. Hrg. 101-538, Nov. 16, 1989, p. 177.
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ties and other critics are quick to point it out. For
example, in 1987, Boston Edison contracted for power
with nine IPP’'s. By the end of 1989, six of the projects
had failed due to financial trouble and/or siting difficul-
ties1®3 In 1988, four IPP's who had entered into con-
tracts with Virginia Power were unable to come on line
due to their inability to get accessto the grid.154

Supporters of PUHCA reform feel that despite the tribu-
lations that Boston Edison faced, the problems of start-
up reliability can be remedied. First, utilities, through
close review of a project’s financing, design, and past
record, could at | east eliminate those projectsthat are ob-
viously going to be less reliable than others. 2 If, after
an investigation, a utility wishes to enter into an agree-
ment with an PP, contractual arrangements can specify
start-up reliability and operational reliability. 1% For ex-
ample, many utilities and some States require the IPP to
provide earnest money—i.e., an up front deposit to be
paidtotheutility in caseof failurein order toreimburseit
for the risk, proof that they (IPP’'s) have a secured loca-
tionfor the plant and havefiled applicationsfor all neces-
sary permits. Furthermore, to quell utilities’ fears
concerning maintenance and equipment, utilities can
specify inthe contract thetype of equipment used and the
maintenance standards al so. Even so, these contractscan
only specify standards and provide penalties, but they
cannot necessarily ensure performance.

Financial Reliability

Like operationa reliability, the financial reliability of
IPP sisavery divisiveissue. >’ Utilitiesare confined by
regulationsand market forcesto roughly a50/50 debt-to-
equity ratio due to the high risk involved with earnings
that are reliant on unpredictable sales® The logic be-

hind this regulation is that interest payments on debt
must be paid when due no matter what the financial cir-
cumstances of the utility. During the 1930's, many utili-
ties used debt financing amost exclusively, and as a
result had fixed payments which they could not meet
when the Great Depression hit, forcing down revenues.
IPP's, however, are not regulated as to the amount of
debt they may incur. 1> Thecommonly held belief isthat
IPP' swill carry 90 percent or more of nonrecourse debt
in order to take advantage of thetax deductibility of debt
interest payments.160 Because IPP's are likely to be so
highly leveraged, those who opposed amendment to
PUHCA felt that the IPP’s, financially, would be unsta-
ble.

Proponents of PUHCA reform argued that one of the ba-
sic premisesof the opposition—that | PP swill berelying
on at least 90 percent of nonrecoursedebts—iswrong. In
aresponse to questions posed by the Senate Committee
on Energy and Natural Resources, a statement was made
that most PP’ s have a 75/25 debt-equity ratio, and to fi-
nance a project with more than 80 percent debt “would
requirean extremely strong power contract....” 161 When
asked the same question, a Chief Executive Officer of a
company which commonly uses IPP's said that 1PPs
carry between 70 and 85 percent debt.*%? Furthermore,
proponents argued, the opponents to amendment con-
tinually made the implicit assumption that the 1PP will

maintain high levels of debt “over the life of the proj-
ect.” 1% Asan IPPretiresits debt, the equity in the proj-
ect increases until the IPPiscompletely financed by 100
percent equity. Utilities, by contrast, maintain roughly
50 percent or more of debt throughout the entire life of
the project.164 IPP's could maintain a high debt ratio if
they constructed new facilities out of cash flow rather
than paying down debt.

153« gmall Power: Boston Ed Picks 9 Independent Power Projects to Supply a Total of 350 MW, Electric Utility Week, July 6, 1987, pp. 18-
19; “Planning: Boston Edison Selects Two 100 MW Bidsin its Second Solicitation,Electric Utility Week, Dec. 25, 1989, pp. 5-6.
34y s, Department of Energy, National Energy Strategy, Electricity Transmission Access, Technical Arex 3, p. 6.

155Hamrin, p. 15.

15 6Reliability Subcommittee of the National |ndependent Energy Producers PUHCA Task Force, p. 5.

15; See generally S. Hrg. 101-538.

Committee on Energy and Natural Resources, March 13, 1991, p. 1.

38 william Conway and Karl Hausker, “Financial Issuesin PUHCA Reform,” Memorandum to Members and Engy LegislativeAssistants,

159 statement of Sherwood H. Smith, Jr., S. Hrg. 101-538, Nov. 16, 1989, p. 141.

160 gmith Statement, Nov. 1989, p. 141.

161 pesponse of William T. McCormick, S. Hrg. 101-538, p. 350.

162 Responses to Mason Willrich, S. Hrg. 101-538, p. 366.

163 Reliability Subcommittee of the National Independent Energy Producers Task Force, p. 11.
164 Reliability Subcommittee of the National Independent Electric Producers Task Force, p. 11.
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Theargument over the exact amount of 1PP debt that will
be incurred aside, there remain three fundamental ques-
tionsraised by the high leveraging of an | pp;16°

Does high debt lead IPP’s to be unsta -
ble both financially and operationally?

The opponents of PUHCA reform answered “yes’ to the
guestion. Theinstability of IPP s dueto financing needs
no empirical evidence but only a knowledge of current
events, said those opposed to amendment, to prove that
PUHCA restrictions should remain.*®® The fear is that
PP swill put themselvesinto the same type of financial
burden that Savings and Loans (S&L's) faced in the
1980's, so that eventually thewhole system must crash if
thel PP sareunableto repay their debt. Furthermore, the
highly leveraged power industry of the 1920’s and its
eventual demise are what brought PUHCA into exis-
tenceinthefirst place, so arguesome. Torepea PUHCA
would returnthe U.S. power industry to the early days of
pending financial disaster, according to the critics of
change.

The analogy between IPP's and other financially trou-
bled industriesis a questionable one which has no basis
in fact said the proponents of reform.1%” S&L’shad no
financial responsibility because al the risk involved
were shouldered by the Federal Savingsand L oan Insur-
ance Corporation. An PP, on the other hand, hasafinan-
cial responsibility to their shareholders, aresponsibility
whichwouldincreaseif they were part of aholding com-
pany. When the same opponents criticized | PP leverag-
ing as similar to that of the power industry before
PUHCA, they failed to understand that the leveraging of
the 1920’ swas on the holding company level which was
based on paper and “not supported by underlying asset
values.” %8 The value of an IPP will be asset based. If

therewasaproblem with leveraging it would bewith the
holding company. The existing rules for financia dis-
closureshouldreveal any problemsof excessiveleverag-

ing.

Does leveraging create a cost-of-
capital advantage over utilities for the
IPP?

A cost-of-capital advantage is supposedly conferred on
PP sby Federal tax law dueto the differential treatment
of debt and equity.169 Since utilities are regulated as to
the amount of debt they may carry, the IPP’s would be
the recipient of lower cost-of-capital since they would
use more debt and be able to deduct the interest pay-
ments. For exampleif anlPPand autility wereto build a
$100 million generator with the utility raising half of the
capital cost from debt and half from equity whilethe PP
used 80 percent debt and 20 percent equity and theinter-
est rate on the debt was 8 percent, then thevalueof thein-
terest deduction (assuring a corporate tax rate of 28
percent) would be $1.8 million to the IPP but only $1.1
million to the utility. Therefore, utilities contend, IPP's
will be at a substantial financial advantage. In fact, one
utility executive stated before a Senate hearing on
PUHCA that IPP' s* could have a cost-of-capital advan-
tage over utilities...of 20 to 30 percent.” Such an advan-
tage would create a substantial pricing benefit for
IpP 5170

How do IPP’s create such a cost-of-
capital advantage and maintain such
an enormous debt?

Basic financetheory statesthat as debt increasesthereis
a greater risk in servicing the debt, thus the cost-of-
capital shouldi ncrease.} "t Utiliti esargue, therefore, that
the only way for the IPP to sustain such high debt isto
shiftthefinancial risk totheutilities. " ThelPPthuscan

165 See comments of Mason Willrich, “PUHCA Reform: 1990 Electric Utility Executives Forum,Public Utilities Fortnightly, May 24,

1991% é) 69; Conway and Hausker, p. 1.

David G. Raboy, “Risk Shifting and Its Consequences in the Electric Power Industry: PUHCA Changesw Industry Power
Development,” Prepared for the Electric Reliability Coalition, May 29, 1991, pp. 31-33; Karl Hauske" PUHCA Reform and Debt L everaging by
IPP’'s,” Memorandum to Members and L egislative Assistants, Committee on Energy and Natural Resourcet).S. Senate, Nov. 15, 1989, p. 4.

167 Conway and Hausker, pp. 4-5.
68 Conway and Hausker, p. 5.

169 gtatement of A. Drue Jennings, S. Hrg. 101-538, p. 68; Statement of Sherwood H. Smith, Jr., S. Hrgl01-538, p. 141.
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170 Statement of Sherwood H. Smith, S. Hrg. 101-538, p. 141.
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and the concomitant locking into afirm contract...repre-
sents the most significant drain on the utility’ s financial
flexibility.”*”® The*drain” isthefact that, asthe utilities
accept the demand risk, their debt ratings fall and their
cost-of-capital goes up as they must pay higher interest
rateswhen they borrow.}"* Theincreased benefits from
efficiency and lower rates to consumers which are ex-
pected to occur with the use of IPP's may not material-
ize.

According to advocates of PUHCA reform utilities are
ableto avoid any financial risk associated with the pur-
chaseof thehighly leveraged power. For IPP contractsto
serioudly affect thefinancial stability of utilities, the con-
tract agreement must be viewed asadebt or liability—an
“unconditional obligation” to pay—by the utility. To
avoid thefinancial risk involving debt incurrence, which
isassumed under a"take-or-pay” contract, utilitiestoday
sign performance-based contracts designating utility
payment only for the power that is delivered. In fact,
these contracts can be canceled by the utilities, assuming
they have any alternate generating source, for poor per-
formance by the PP, thus reducing the Iiability.175

If they do not involvetake-or-pay, | PP purchases may be
no different from interutility purchases, both of which
are contractual arrangements. If firms rate corporate
debt (Moody’ sor Standard and Poor’ streat the contracts
as debt or quasi-debt) utilities would simply assimilate
that information into their determination of whether to
build or buy.176 Standard and Poor’ sdoes not seem con-
vinced that contractual agreements with IPP's are debt:
“...S& P doesnot simply treat them (power contracts) as
debt equivalents.” 1"’

PUHCA reform supporters contend utilities currently

show no signsof financial weakness caused by purchases
from PP’ sor cogenerati on.1"® Accordi ng to those advo-

172 Raboy, p. 1.

cates of reform, since the enactment of PURPA in 1978,
the power contracts with QF s have not been considered
debt or have they affected the cost-of-capital of a utility.
Two supporters of purchasing power from IPP's re-
ported that utilities which have pursued power contracts
with IPP’'s have, since 1985, seen their bond rating ex-
ceed the industry average and may have actually been
able to increase their credit rati ng.179

Recent evidence casts doubt on this conclusion. In Sep-
tember of 1992, Moody’ s Investors Service lowered the
debt ratings of Consumers Power Company, Virginia
Power Company, Orange and Rockland Utilities, and
Southern California Edison in part because of the risks
associated with their purchase power contracts with the
IPP's. Thisisprimarily dueto thefailure of utility regu-
latorsto recognizethat utilitieswill haveto beallowed a
higher profit margin on the total business or a higher re-
turn on rate-based assets if they are to be adequately
compensated for the risks of purchase power.180

There are financial risks associated with purchased
power depending on the terms of each contract. While
these agreements will not appear as debt under the Gen-
erally Accepted Accounting Practices (GAAP), many
analysiswill consider them to have very similar impacts
to debt on the financial viability of the company.

System Reliability

Whereas operational reliability is concerned with how
dependable a single PP or generating source is, system
reliability deals with total integration of all generating
sources in conjunction with transmission and distribu-
tion.*®"  Thus the guestion of system reliability is
whether the entry of numerous PP sinto the power mar-
ket will impact the power system’s ability to provide
consistent, dependable service to native load customers

3 Moody’s Investor Service, “Moody’s Special Comments,” Aug. 1990, p.5.
174 Raboy, pp. 24-25; Glenn P. Mclsaac, “| PP Financing Advantage: Separating Fact from Fiction,Energy Management Associates, p. 12.

175 Naill and Sharp, pp. 59-61
176 Hausker, pp. 3-4.

77 standard and Poor’s, Utilities Credit Comment,” March 26, 1990, p. 2.

178 Hausker, pp. 1,4.
179 Naill and Sharp, pp. 55-56, Fig. 1.

180 Thomas J. Marshella, et. al., “Moody’ s Continues to Weigh the Credit Risks of Purchased Power on Ettric Utility Credit Quality,”

Moi)éi%/’s Investors Service, September 1992, p. 1.

Genera Accounting Office,Electricity Supply: Potential Effects of Amending the Public Utility Holding Company Act, Report to the
Chairman, Subcommittee on Energy and Power, Committee on Energy and Commerce, House of Representates, Jan. 1992, p. 18.
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(thosecustomerslivinginautility’ sserviceareathat itis
required to service).

The issue of system reliability hinges on a single word:
coordination. Most concerns pertaining to this debate
center on how coordination, or lack thereof, of alarger
number of grid participants will affect the reliability of
thesystem. Asstatedinan Officeof Technology Assess-
ment report:

The greatest challenge...is maintaining the high
degree of coordinated planning and operation
among...system components. If coordination is
not addressed with appropriate care, the system
may experience increasing costs and decreasing
reliability.18?

To understand why coordination is so important, one
must first understand the nature of electricity and the
transmission grid. Since electricity cannot be stored, at
all times the supply of electricity must match demand.
Generators are constantly changing output in order to
maintain equilibrium. Power produced by each individ-
ual generator affects the whole transmission system be-
cause electricity follows the path of least resistance.
Since the transmission grid connects hundreds of utili-
ties, electricity produced by one utility could easly
travel over another utility’s lines, an occurrence called
“loop flow.” Loop flow hasthe effect of forcing the util-
ity upon whom the flow has been imposed to reduce the
useof itsownlines. Finally, thetransmission linesthem-
selves have limits. If aline is at capacity and additional
electricity isforced on, thelinewill overload and protec-
tive deviceswill shut it down and prevent physical dam-
age. When the line goes down, there are fewer lines to
handle the same amount of electricity which may, in
turn, cause other linesto overload. This createsadown-
ward spiral or “cascading outages’ which might lead to
system failure. The whole power industry isa“slaveto
thelawsof physics.” Each part of the systemis, initself,
a keystone. The breakdown of a single component can
causefailure of the system or at least cause rapid adjust-

ment in order to compensate for the failure. Coordina-
tion among power plant transmission system operatorsis
paramount in order to maintain system reliability.183
Thenatureof eectricity and transmissionslinesarewhat
concernthe utilitiesmost about systemreliability and the
increasing number of IPP's. Will the IPP's, in order to
maintain the equilibrium of electricity, be “dispatch-
able” or willing to go off and on line asdemand dictates?
Can PP sbecoordinated into the systemin order to miti-
gate these problems?

Assumingincreased bulk power saleswithmorel PP’ sin
the market, utilities would have a perverse incentive to
contract for power knowing that they will receive “free
flow” over other’slines. Transmission lines are limited
intheir capacity. If loop flow does occur over some utili-
ty’slines, then its only option isto decrease the usage of
itslinesor risk overload and thefailure of itslines. How-
ever, if the utility decreases its usage, obvioudly, it de-
creases reliability to its native load customers. Utilities
fearsthat loop flows will cause instability in the system
arenot totally unfounded.'84 L oop flows occur often in
the U.S. grids, especially in the Western Interconnected
System. With more IPP’s the problem of loop flows
could only exacerbate the claim of the critics.

L oop flowsundeniably do exist and areaproblem. How-
ever, they can be mitigated according to those who wish
to see more independent production. Again, through
very stringent contractual obligations which specify the
exact amount of capacity that the IPP is to generate,
when that power is to be generated, and “transmission
accessrights,” al of which haveto bein strict coordina-
tion with the whole industry, reliability can be main-
tained. If coordination is properly undertaken,
compensation based on the opportunity cost of line us-
age, can beawarded tothose utilitieswhich will bear part
of the cost of transmission use by the IPP.185 Besides
contractually maintained reliability, technology can help
to curb the problem of loop flow.18® For example, a
phase shifting transformer can actually direct theflow of
electricity onthetransmissionlines. Increased useof ad-

82y s, Congress, Office of Technology AssessmentElectric Power Wheeling and Dealing: Technological Considerations for Increasing

Cm&)etition, May 1989, p. 15.e

3 Office of Technology Assessment, pp. 12-14, 105, S. Hrg. 101-538, pp. 702, 703, 707.

184 otfice of Technology Assessment, pp. 111, 114.
185 5 Hrg. 101-538, pp. 462, 707, 712.
186 otfice of Technol ogy Assessment, pp. 14, 42.
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vanced communications technology has helped to limit
loop flow even while bulk saleshaveincreased. Finally,
high-power semiconductors, till in the development
stage, can be used as* switches’ to control theamount of
flow on aline. A similar system is being used on high
voltagedirect current linesto allow “complete control of
network flow.” 187

A second mgjor concern of utilitiesiswhether IPP swill
be dispatchable. To maintain reliability, supply must al-
ways equal demand, and the dispatchability of generat-
ing sourcesiscritical to that maintenance. For purchased
power to be easily integrated into the system, the IPP
must be as dispatchable as any utility generator. How-
ever, sincel PP sgarner incomeonly aslong asthey gen-
erate, utilities feel that they will have a negative
incentive to remain on line, thus compromising the sys-
tem.

Dispatchability is also essential in order to maintain the
proper fuel mix which leadsto least-cost power produc-
tion for the system. Utilitiesare constantly changing the
fuel mixinorder tominimizetotal production costs. If an
I PP does not reduce its output, however, autility may be
forced into using higher priced power. Finaly, if IPP's
are not dispatchable, then an overload of the grid could
occur whichmight causethesystemtofail. Utilities' fear
of non-dispatchability stems from their experience with
PURPA which, at times, forced them to buy power even
if it was not least-cost. Also, PURPA made no provi-
sionsfor “economic dispatch.” 188 Economic dispatchis
based on the incremental cost of generation operation
and allows continual maintenance of least-cost power
generati on.189

IPP’ s argue that provisionsin the PUHCA reform legis-
lation do not force any utility to buy power and, if power
isbought, dispatchability isan option utilitieshave. The
Department of Energy Secretary testified that today

187 otfice of Technol ogy Assessment, pp. 14, 42.
188 tatement of Linda Stuntz, p. 17.
189 5 Hrg. 101-538, p. 712.
190 5 Hrg. 101-538, p. 17.
lus. Deparatment of Energy, Technical Annex 3, p. 18.
192 5 Wrg., 101-538, p. 174.
193 otfice of Technol ogy Assessment, p. 133.
194 5 Hrg. 101-538, p. 174.
5 Hamrin, p. 27, n. 14.

196 Reliability Subcommittee of the NIEP PUHCA Task Force, p. 5.

“emphasis [on dispatchability in power purchase con-
tracts] is common.” 190 |ppsaso point to the fact that
dispatchability has become arequirement in most power
contracts.*®! For example, all power contracts entered
into by Virginia Power include provisions for complete
dispatchahil ity.192 Furthermore, according to areport by
the Office of Technology Assessment, some IPP' s oper-
ate almost completely like any other utility generator as
far as dispatchability is concerned.*®

Lastly, IPP' s try to counter the utilities fears of non-
coordination and system non-reliability by professing
other methodsto maintainreliability. First, asin most ar-
guments, 1PP sstrongly believein the power of the con-
tract. A properly structured contract can provide for
“smooth integration” and coordination of an PP into the
system.X®* To increase reliability, utilities should try to
diversify their power contractsasfar assizeand fuel mix
of generatorsare concerned. By contracting with numer-
ous IPP's, utilities decrease the “statistical probability”
of all the generators combined megawatts being un-
available in comparison to a single IPP of same size of
output. To compensate for the failure of one small IPP
would beeasier thantotry and do the samewith onelarge
generator. Reliability isthusincreased with the greater
number of IPP’ swithwhich autility has contracts.'% By
diversifying fuel mix, utilities would decrease the prob-
ability that fuel price fluctuations or availability would
significantly affect reliability. 1PP's feel that utilities
have the power to maintain reliable systems even with
purchased power.196

Throughout the whole argument over system reliability
both sides have one thing in common: neither truly
knows how opening up the market for power will affect
reliability. There is very little hard information to sup-
port astrong casefor either side. Competition for power
has only been asmall percentage of power procurement,
and most experiences under PURPA were not free mar-
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ket procurements of power, providing little previous ex-
perienceasto the effects of competitive procurements on
system reliability. The Office of Technology Assess-
ment has concluded that system reliability in a more
open market is *uncertain.” 197

Self-Dealing and Cross-
Subsidization

Self-dealing and cross-subsidization areissuesthat elicit
concerns from a strange group of bedfellows—IPP’s,
utilities, and consumer groups. They fear that utilities
under PUHCA reform will participate in questionable
practices with IPP or EWG affiliates that will hinder
competition and burden the ratepayers with increased
costs. Their fears are forged in the historical fact that
such misdealingswererampant in pre-PUHCA daysand
were a contributing factor in the instigation of PUHCA.
Critics contend that under areformed PUHCA, areturn
to those deviant days is possible because utilities might
not be precluded from building and owning EWG'’ s and
their activities could fall outside either effective Federal
or State regulation.

Abusiveself-dealinginvolvespreferential treatment that
autility confersonitsaffiliates. Such dealscouldinclude
not only paying higher prices for contracted power but
also giving lenient non price contract terms such as pro-
viding the affiliated EWG with the details of bid solicita-
tions or using a bidding system that is weighted toward
theaffiliate. °81n onesituation autility wasfound by the
State PUC to have acted imprudently by giving “more
liberal terms and conditions’ in regard to the type of ca-
pacity delivered by an affiliated QF.*%° Thetermsof the
contract were viewed asleading to the assumption by the
utility of unduerisk, with the consumers having to bear
that risk in rates.2%© Some of the non price preferences
included the termination of the 20-year contract by the
QF after 12 years without penalty, and the allowance of

197 otfice of Technol ogy Assessment, pp. 7-8.
198 5 Hrg. 101-538, p. 786.

the QF to unilaterally increase capacity without consult-
ing the utility 2%

Cross-subsidization is the shifting of risks or costs from
the utility’s affiliate to its ratepayers. For example, the
affiliate could purchase the services of the utility’s de-
sign or engineering team at a rate much cheaper than
what they would have cost if procured in the market. In
such ascheme, the affiliate gains unfair competitive ad-
vantage. Granting such acost advantage could maintain
operations of an inefficient affiliate or make the affiliate
more profitable. Thusthewhole purpose of PUHCA re-
form, to bring least-cost, competitive power generation
to market, could be subverted.

Shareholders rather than ratepayers could benefit if the
utility shifts the risk involved in investment to the rate-
payers.202 Thisoccurswhen the chargescollected by the
utility from its customers are then used by the holding
company to finance the EWG. The customers pay but
the shareholders of the holding company receive the
benefit. Cross-subsidization can also work in reverse if
shareholders are made to give up part of their return to
subsidize certain classes of customers. For example,
gainsaccrued to the sharehol der through increased prof-
itsby the affiliate could be awarded to the ratepayers, es-
pecialy large customers like manufacturers, in order to
induce them to remain with the utility.2%3

The continuation of strict regulatory oversight by both
FERC and Stateregul atorswas seen askey to the preven-
tion of these abuses. Utility executives felt that regula-
tors have the authority to prevent self-dealing and cross-
subsidies?®. The CEO of Virginia Power stated that his
company’s affiliates are precluded by Virginia State
regulators from responding to solicitations for bids by
Virginia Power unless authorized to do so. Protective
measures should not be so strict as to prevent the rate-
payer from receiving the maximum benefits from con-
tracted power regardless of whether the contracting 1PP

9ys. Department of Energy,National Energy Strategy: Analysis of Options To Amend The Public Utility Holding Company Act of 19 35,

Technical Annex 1, First Edition 1991/1992, pp. 30-31.

200 «soCAL Edison Disallowed $48 Million From Power Pact Involving Affiliate Electric Utility Week, Oct. 1, 1990, p. 15.
201w} 3 Proposes Limits on SOCAL ED Dealings with Mission Affiliates, Electric Utility Week, pp. 6-7.

202 5 Hrg. 101-538, p. 786.
U.S. Department of Energy, Technical Annex 1, p. 34.
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isan affiliate or not.2%® Furthermore, the power of FERC
in approving rates could help to control risk shifting to
the ratepayers, and the full access by State regulators to
utilities books as provided in PUHCA reform legisla-
tion should control cross-subsidies. Dealingsinvolving
aninterstate transaction could hinder the effectiveness of
Stateregulators. A State, therefore, could beallowed ac-
cess to the booksiif it can prove to a“Federal court that
such accessisneeded to perform a State regul atory func-
tion.” 2%

Those who do not see a problem with self-dealing and
collusion see competition helping to control unfair prac-
tices. In an open market, competitors have the most to
lose from these practices. It isto their advantage to in-
form regulators of possible abuses by their competitors
and to assist them in their investigation. Such coopera-
tion should lead to a self-policing market. 2%’

Transmission Access

Transmission accesswasoneof themost complicatedis-
suesin the debate over PUHCA reform. Early inthede-
bate the issue of transmission access was considered a
distinctly separate issue apart from PUHCA reform.
Such aview, however, scemed paradoxical considering
how intertwined the issues of system reliability and by-
pass are with transmission access. The issue causes nu-
merous shifts in positions with respect to PUHCA
reform. For example, some who supported PUHCA re-
form opposed such reform if it included open transmis-
sion access. Someopposed reform because the Johnston
amendment to PUHCA did not include transmission ac-
cess. Others believe access should be dedt with as a
separate legidative issue, while others believe it should
not be dealt with at all 2%

Despite developing competition in electric generation
andretail marketsfor electricity, transmissionremainsas
a natural monopoly. In most instances the building of
competing transmission linesto bring service to an area

205 5 Hrg. 101-538, p. 364.
bus. Department of Energy, Technical Annex 1, p. 34.
207y s, Department of Energy, Technical Annex 1, p. 31.

would be redundant as well as costly to consumers. The
issue was, “Will the competition sought by the PUHCA
reformers occur if access to transmission lines is not
opentoall”? Shouldthelinesnow owned and controlled
by utilities become common carriers providing nondis-
criminatory service not only to their owner but alsoto all
others wishing to use them? The Department of Energy
provides this synopsis:

Advocates of increased transmission access argue
that local utilities, through their control of trans-
mission lines, may reduce competition and in-
crease their own profits at the Nation’s economic
expense. Many utilities disagree, suggesting that
they are aready allowing considerable transmis-
sion accessand that to do more could harm thereli-
ability of the system and increase the likelihood of
blackouts. They also argue that because competi-
tive bidding has been vigorous, and because
wholesale buyers have locally available alterna-
tives to purchases from distant utilities (such as
self-generation, conservation, or continued pur-
chasefromthelocal utility), moretransmission ac-
cess is not needed. They point out that, in
conjunction with the traditional obligation of the
utility to serve, transmission access could causein-
equitiessuch as* stranded investment’ —that is, in-
vestment in generating equipment that wasbuiltin
part to serve customersthat now seek other suppli-
erg 209

Thetwo positionsin the debate are (1) that access should
remain avoluntary action asiscurrently practiced by the
utilities, and (2) that transmission access should be com-
pletely mandatory and open for all to use. Both the posi-
tions will be discussed as well as three alternate
proposals.

Many utilities feel that the only way to maintain effi-
ciency and reliability is for access to reman volur-
tary.210 The physical properties of electricity and trans-
mission linesrequire that at any given time output equal

208 gep generally S. Hrg. 101-538; Marshall Yates, “ Transmission Access is Focus of Attention,Public Utilities Fotnightly, November 9,
198290, 9p 6; Leonard S. Greenberger, “PUHCA Reform Debate Grows—and Spreads,Public Utilities Fortnighly, April 15, 1991, pp. 36-37.

U.S. Department of Energy, Technical Annex 3, p. 2.

210 Testimony of John Ellis before the Public Hearings on the National Energy Strategy, Round 11, Janug 22, 1990, p. 9.
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demand or the system will run an increased risk of fail-
ure. From the utilities' perspective, a compromise on
transmission access will negatively affect system reli-
ability. With avoluntary system of access, utilities con-
tend that they will be ableto maintain the balance needed
toinsurereliable service. Furthermore, avoluntary sys-
tem providesafinancial incentiveto utilitiesto maintain
system efficiency because excess transmission capacity
becomes a potentiasl source of revenue generation for
them.?!t

Utilities opposed to open access were concerned with
how their obligation to serve native load customers
would be affected®*?. A voluntary system, utilities be-
lieved, was the only way to maintain the rights of native
load customers, becausethe system wasbased onthesale
of excess transmission capacity which is above what is
needed to maintain native load reliability. These utilities
observed that there has been substantial growth inthein-
dependent generating sector withthevoluntary systemin
place. For example, from 1980 to 1987, natification to
FERC of I1PP production increased nearly 13,000 per-
cent.21® And since the enactment of PURPA, nonutility
generatorshave cometo represent 5 percent of total gen-
erating capacity.214 Furthermore, from 1971 to 1985,
voluntary access to the grid given by the utilities “in-
creased 192 percent.”215

Conversely, IPP' s and public power producers were an-
tagonistic to the voluntary access system. In their view,
voluntary access was just a method that propagated the
monopolistic control that the utilities had on the trans-
mission system.?1® They feared that utilities would un-
fairly usetheir monopoly power to hinder competitionin
bidsfor power.217 In 1988, for example, four PP swere
unable to obtain transmission access in order to fulfill

211 5 Hrg. 101-538, p. 23.

125 Hrg. 101-538, Appendix A, pp. 469-475.
213 6ffice of Technol ogy Assessment, pp. 46-47.
214 General Accounting Office, p. 23.

bids won from Virginia Power.?*8 Utilities, in fact, are
not immuneto changes of monopolistic abuses. 1n 1991,
Public Serviceof Indiana(PSI) complainedto FERC that
it had unfairly been discriminated against by American
Electric Power (AEP). Accordingto PSI, AEPonly con-
tracted to provide transmission capacity for a 12 month
period, positioning itself to be the only short term sup-
plier of energy.219

Finally, these groups are quick to point out that utilities
are using the fact of the enormous increase in IPP pro-
duction notification asasmokescreen. Notification does
not mean that an |PP hasactually goneon lineasthey can
be hindered by lack of deferred transmission access. In
fact, only about 40 percent of the capacity filed with
FERC between 1980 and 1986 came on line.??° Lack of
transmission access was not the only reason why ahuge
percentage of power never came on ling; siting and fi-
nancial difficulties were others.

Because | PP’ squestioned whether power generation can
truly be competitive in amarket where the transmission
systemisowned by afew, they opted for open or manda-
tory access to the grid for all. Utilities were adamantly
opposed to such access. They claim that open access
would lead to inefficiency.2?L Their argument for ineffi-
ciency basically rested on the same concerns that they
had about system reliability bypass and, especially, loop
flow.2? Open access, which will only increase the
number of grid participants, would increase the problem
of loop flow causing increased grid failure with the
higher probability of blackouts?>® Recall that system
reliability requires extensive coordination on the part of
all generating sources. Open access, utilities feared,
would severely erode coordination, not only due to the
increased number of participants, but also dueto agreat

215 Testimony of John Ellis on the National Energy Strategy, Jan. 22, 1990, p. 9.
American Public Power Association,Power Flow: Electric Transmission Access and Public Policy, p. 1.

217 Greenberger, p. 37.

;iz U.S. Department of Energy, Technical Annex 3, p. 6.

220 6ffice of Technol ogy Assessment, p. 47.

221 35 Hrg. 101-538, Appendix A.

2225 Hrg. 101-538, pp. 25-26.

2ys, Department of Energy, Technical Annex 3, p. 2.

“AEP Blasts PSI for Allegations to FERC on Transmission Access, Electric Utility Week, July 22, 1991, pp. 1-2; “DOE, PS| UrgeFERC
to set Rule on Transmission,” Electric Utility Week, June 17, 1991, p. 1.

Public Utility Holding Company Act of 1935:1935-1992 49
Energy Information Administration



number of the new participants being non-dispatchable,
thus further exacerbating the problem of loop flow.2?4
Evenif thegrid wereopened, utilitiesstill would ownthe
transmission lines and would have the obligation to
maintain those lines. Two problems arose from this.
First, the open use of the lines by IPP’ swould be, in ef-
fect, subsidized by autility’ sratepayers, sinceit isthese
customers who would pay through increased rates to
maintain and develop the lines.??® Second, open access
would be adisincentive to autility to further develop its
grid.??® Why build more transmission lines when utili-
ties would receive only limited use of the increased ca-
pacity whilel PP’ swould reap gainsthrough free-riding?
This situation, however, was truly a dilemma for the
utilities. In some cases, if the utility had not build extra
lines, then theratepayerswill suffer decreased reliability
duetoloop flow. Theutility’sobligation to servewasin
direct conflict with the disincentiveto build. Toadd to a
utility’s problem, should a utility decide to make addi-
tions to the grid, it would be hindered by not knowing
where future IPP swould be located, making it difficult
to know where to site the lines.??’

Unlikethese utilities, those favoring access saw gainsby
the opening up of thegrid. In their opinion, increased ac-
cess would increase competition which would decrease
costs and increase efficiency in the power generating
market.??® The ratepayers, as the recipients of lower
rates, would be amajor benefactor in aopen access sys-
tem.?2° Bypass, also, would lead to higher efficiency.?>°
According to IPP's, open access would allow more
wholesale buyersin the market. In order for a utility to
retain its market share, it would have to become more
cost-efficient.

Reliability would not suffer, according to open access
advocates, if control mechanisms remain ahead of ac-

224 Gffice of Technology Assessment, p. 19.
225 5 Hrg. 101-538, p. 129.
6s Hrg. 101-538, Appendix A. p. 468.
27 Office of Technology Assessment, p. 19.
228 General Accounting Office, p. 26.

cess. ! For example, increased computer technology
has permitted expanding access in recent years.232 Ac-
cording to the Office of Technology Assessment, thereis
“no insurmountable problem of technical feasibility” in
increasing competition aslong as a system of coordina
tion could be devised.3* Whether IPP's would be will-
ing to submit to a central control including economic
dispatch is unclear. However, |PP' s definitely believed
that technology would maintain reliability. Flexible AC
Transmission Systems (FACTS), atechnology currently
under development, would allow oneto control the flow
of power “along the contracted path” , thuspreventing the
loop flow problem, and allow the “loading of transmis-
sion linesto their full...capacity.” 234 EACTS s an eti-
mated 10 years away from commercial availability.

Inresponseto utilities claimsthat open accesswould be
unfair and costly to native load customers, IPP's basi-
cally took the position * Everybody issomebody’ snative
load customer.”?3® |PP' sfelt that gainsand lossesto cus-
tomers should not be measured by individual utility
loads, but should be measured in the aggregate. If a
power saleresultedin anet benefit to thewholepower in-
dustry, then it should be allowed even if some are disad-
vantaged.

Other experts suggested alternate ways of solving the ac-
cessproblem. For example, one hasproposed asystem of
user-ownership of the grid.236 To instigate such a sys-
tem, current utility-owned lines would have to be * spun
off” and all government lines would have to be privat-
ized. The grid would then be formed into regional fran-
chises owned by the users. Ownership would not be of
the physical lines but would be designated in capacity
shareswhich givestheowner theright to* place demands
on the overall system capacity.” 237 Generators wishi ng
entrance into the system could either purchase or lease

229 4 s. Department of Energy, National Energy Strategy, First Edition, February 1991, p. 35.
230 Robert J. M ichaels, “Deregulating Electricity, What Stands in the Way, Regulation, Winter 1992, p. 46.

Blys, Department of Energy, Technical Annex 3, p. v.
232 merican Public Power Association, p. 17.
233 Gffice of Technology Assessment, p. 15.

234 «Regulator Quietly Pushes ‘Technical Fix' For Transmission Quandary, Inside FERC, August 5, 1991, p. 16.

235 Michaels, p. 46.

6 Douglas Houston, “User-Ownership of Transmission Grids: Resolving the Access | ssue,Regulation, Winter 1992, pp. 48-57.
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around for the best price and in effect bypassthe utility.
If the customer were amajor user or if numerous large
customers chose to bypass the utility, then the utility
would have excesscapacity. Theunused capacity, called
“stranded investment,” would have to be maintained be-
cause the utility would be required to service the bypas-
ser if it returned to the system. Unused generating
capacity, however, does not negate any obligation the
utility hasto pay interest to itsbondholders. Theutilities
contended that the captive customers, households, and
smaller business, would haveto pay higher ratesfor their
electricity. These “captive customers cannot |leave the
utility even if they so desire because each one’s demand
is so small, they possess no bargaining power. Utilities
argued it would cost the retail customer more if bypass
were to occur

Solutions to the problems of bypass effects were pro-
posed. First to aleviate captive customers, they should
be allowed to form packs or cooperativesin order to par-
ticipate in the bypass process asasingle large entity.239
Requiring advanced notification would be another op-
tion, because if the utility knew that a customer plansto
leave the system, it would be able to incorporate the in-
formationinto itspredictionsfor futuredemand. Thisop-
tion seems flawed in that utilities make plans to meet
future demand yearsin advance. A bypasser would have
to give notification possibly yearsin advancein order to
affect a utility’ s plans.

Open transmission access and the requirement to serve
could promote risk-taking, because the bypasser knows
it hasa"safety net” aslong asthe utility must serveare-
turning bypasser. Therefore, theutilities' predictionsfor
future demand become much more uncertain. Critics of
this argument claim that if transmission access were
open enough to promote broad competition, then the by-

237 Houston, p. 54.

passer would have plenty of other suppliers from which
to choose, and the utility would be under no abligation to
serve the returning bypasser.240

Entrance and exit fees were also proposed. In a July
1992 case, FERC ruled that Entergy Corp. could collect
the amount of the stranded investment that a bypassing
customer would imposeif Entergy could prove that part
of the stranded investment was, at the time of construc-
tion, built with the assumption that the bypassing “cus-
tomer’s power contract would be renewed.” 241

Trends in competition and demand could also alleviate
the costs of stranded investment. As competition in-
creases in the power market, “price differentials’ be-
tween | PP’ sand utilities should decrease, and customers
would have less motivation to shop for power. Also, as
demand for power continuesto increase, any strandedin-
vestment will, over time, be used®*?. This argument
does not address the costs of maintaining the capacity
until it is needed.

Conclusion

Thedebate over modifying PUHCA rai sed several issues
which divided the electric utility industry. The issues
raised were not trivial. Senator Johnston laid down the
fundamental criteria for evaluating change when he in-
troduced S. 267." Aboveall wemust keepinmindthat an
ample, economical, and dependable supply of electricity
is fundamental to every aspect of the Nation’s well be-
ing.” 2431 the following chapter the passage and provi-
sion of the PUHCA reform legidation which are part of
EPACT are detailed.

238 Robert H. Michaels, "Deregulating Electricity: What Stands in the Way, Regulation, Winter 1992, pp. 43-44.

239 Michaels, p. 44.
U.S. Department of Energy, Technical Annex 3, p. 26.

241 pERC Offers Entergy Parties Guidance on Stranded Investment Costs, Inside FERC, August 3, 1992, p. 5.
42y, Department of Energy, Technical Annex 3, p. 26; Office of Technology Assessment, Table 2-2, pl0.

243 30hnston Statement, p. 4.
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7. PUHCA Reform: The Energy Policy Act (EPACT) Of 1992

When President Bush sent his National Energy Strategy
(NES) to Congressin February 1991 one of its principal
focuses was the modification of PUHCA to alow both
utilitiesand nonutilitiesto build, own, and operate power
plants for wholesaling electricity in more than one geo-
graphic area. (The current registry of exempt holding
companiesisgiven in Appendix B.) The Department of
Energy concluded that PUHCA reform “will help de-
velop electric supplies and stimul ate competitive market
efficiencieswhich are not available under the traditional
singlesupplier approach. Over thelong term, the modifi-
cation of PUHCA is expected to have a powerful effect
ontheefficiency of theNation’ senergy markets.” 257

Following the precedent of the Johnston Bill, the Na
tional Energy Strategy approachwasnot toforce utilities
to turn to independent power producersfor new generat-
ing capacity. Utilitieswerefreeto choose, on the basis of
cost, whether they would build plants and add those
plantsto their rate bases, or go into the marketplace and
purchase power competitively from independent power
producers, including those who might be exempt whole-
salegenerators(EWG’s). TheEWG’ smight or might not
be part of the holding company in which the purchasing
utility was structured. The Administration’s approach
strovetointerfere aslittle aspossible with the traditional
regulatory powers of the States hoping that a balanced
approach of market forcesand “watchdog” regulation by
Federal and State authoritieswould best protect consum-
ers interests.

The Administration supported the inclusion of provi-
sions for consumer protection which were missing in
Johnston’ sdraft bill. Asdiscussed later, these provisions
allowed for both Federal and State oversight which en-
sured that the public interest was served and that anti-
competitive practices did not result. The Administra-

257National Energy Strategy, U.S. Department of Energy, p. 34.
258y.s, Department of Energy, Technical Annex 1, p. 24.

259 nterim Report, p. 25.

260interim Report, p. 26.

tion’s advocacy of these provisions led to inclusion of
theminthelegislationwhichfinally passed. Theaddition
of these safeguards answered many of the criticisms of
the original Johnston legislation. By agreeing to these
changes, sponsors of PUHCA reform were able to cap-
ture additional support which was probably critical to

passage.

Benefits Claimed for the
Administration’s Proposal

The keystone of the Administration’s proposal was the
belief of tremendous* potential for reducing el ectric pro-
duction costs through competition.” 238 Underlying this
assumption were two phenomena. Thefirst was the ex-
perience with PURPA independents where the builders
of QF shad demonstrated a high level of technical inno-
vation in the development of new generating capacity.
The Administration also pointed to the deregulation of
the airlines and long distance telephone services as ex-
amplesof how consumersbenefitted when marketswere
less regulated and relied more upon competition.259

Citing fiveeconomicriskswhich utility customersmight
face under the then existing regulatory structure, the Ad-
ministration concluded that all fivewould bereduced un-
der PUHCA reformation.260  The five risks are as
follows:

The demand for electricity might not grow as
fast as projected.

The construction of power plants might take
longer than had been forecast.
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The construction costs might exceed the origi-
nal estimates for avariety of reasonsincluding
regulation, management problems, delays in
delivery of material, aswell ascost increases of
labor and materials.

Thepower plantsmight runlessefficiently than
engineering studies had projected.

Fuel prices might in the long run rise more
quickly than had been anticipated at thetimethe
utility decided to build.

Under traditional regulation, utility excess capacity, cost
overruns, and increases in fuel prices were all risks
passed on to the customer until the 1970's. In their more
recent prudence reviews State regulatory authorities
were less and less willing to place these risks upon rate-
payers, and instead shifted them back to the utilitiesand
their stockholders. At least one analyst has concluded
that these prudence reviews made it increasingly risky
for utilities to build power plants subject to traditional
regulatory authority, and that therisk in the utility indus-
try would be better served if utilitiespurchasepowerina
competitive market.261 In defense of its proposal, the
Department of Energy indicated that all five of these
riskswould beassigned to thosewho developthe EWG’ s
under acompetitive bidding system. It would be the de-
velopers of the EWG’ s who would make the judgments
about the most effective way to limit or control these
risks. To an extent, these risks would be included in the
risk premiumswhich would be part of the cost to the pur-
chasing utility, but competition among alternate provid-
erswould tend to drive these risk premiums down. The
builders of the EWG’ s would have powerful incentives
to reduce these risks as much as possible, but the utility
customer would be protected from having to bear the
costs of the risks.

Theresult of thiswasto belower overall electric pricesto
consumers, areduced possibility that insufficient gener-
ating capacity would be built to meet futureneeds, and an
improved environment. The Department prepared a
cost-benefit analysis of PUHCA reform.262 The analy-

sis assumed an amendment under which both affiliates
and nonaffiliates could establish EWG’s. Benefits re-
lated to the efficiency gainsfrom awider range of gener-
ating technologies being used, more efficient
construction practices, and the scale of economicsbeing
freed from the small power producer restriction of
PURPA. Based on the experience of QF's it was esti-
mated that an average efficiency gain of $30 per
kilowatt-year as a minimum could be achieved. If be-
tween 10-60 gigawatts of new capacity was procured
competitively then the annual benefit was between $300
million to $1.8 billion between 1991-2000. Discounted
at 10 percent the present val ue was between $871 million
and 5.2 billion.

Additional costswere mostly related to increased regul a-
tory activity and were seen to be around $50 million an-
nually. Also discounting at 10 percent the present value
of costs is $307 million assuming that the estimates are
correct and encompass the appropriate costs and bene-
fits. The cost/benefit ratio of PUHCA reform ranged
from 1.8 to 17.02.

House and Senate Action in the
102nd Congress

The Administration’s proposal was introduced in the
Senate.263 Senator Johnston conducted hearings on the
bill aswell ason avery similar one of hisown (S. 341)
which included drilling for oil in the Arctic National
Wildlife Refuge (ANWR). At the sametime, 12 energy
bills were introduced in the Senate and 68 in the House
which dealt with specific energy issues including
ANWR, Corporate Average Fuel Efficiency Standards
(CAFE) for automobiles, conservation, renewable en-
ergy, building efficiency, gasoline taxes, and expansion
of the Strategic Petroleum Reserve (SPR).264 |n the
House, jurisdiction over energy legislation was divided
among several committees which conducted separate
hearings.

261panie Scotto, “Build Versus Buy: You Can Run, But You Can't Hide,” Public Utilities Fortnightly, September 15, 1992, pp. 14-17.

2627echnical Annex 1, pp. 45-46.
2633, 570 and in the House H.R. 1301.

264K eith Schneider, A Flurry of Rival Bills Chase the Energy Problem,” New York Times, March 28, 1991, p. D3.
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The omnibus bill supported by the Administration was
dropped in favor of the Johnston proposal which
ultimately failed to gain sufficient support to head off a
filibuster. While most observers cite the inclusion of
drillingin ANWR and thefailure of the Senate bill to in-
clude CAFE asthereasonsfor the defeat, one nose count
found that those interests opposing PUHCA reform had
been successful in gathering enough Senators, who oth-
erwisesupported thebill, to cast their votesagainst the

filibuster override and these votes made the differ-
ence.265 Senator Johnston and Senator Wallop intro
duced another comprehensive energy package which
wassimilar to the President’ sbut did not include ANWR
(S.2166). Atthesametimeacomprehensivebill wasbe-
ing debated in the House which dealt with most of the
same topics covered by the National Energy Strategy
(H.R. 776). While both bills provided for PUHCA re-
form, they differed in many significant aspects. A more
detailed breakdown is provided below:

Comparative Analysis of NES Legislation: Public Utility Holding Company
Act (PUHCA) Reform

NES Legislation

Exempt Wholesale Genera:
tors

Eligibility of Portions of
Facilities

Conversion of Facilities
Now in Rate Base

Title XV of S. 2166

Allows for the creation of exempt
wholesale generators (EWG’s) and
permits entities currently subject to
PUHCA (or not) to own EWG'’ swith-
out limitation (secs. 15101-2).

Portions of facilities are eligible for
exempt status (sec. 15101(a)(2)).

Facilities in rate base may be corn+
verted to eligible facilitiesif affected
State regulatory commissions consent
(sec. 15101(c)).

2655erry Taylor, “Energy Bill'sNemesis?” Washington Times, December 24, 1991, p. F1.

Title VIl of H.R. 776 and related
provisions in House Bill

Conceptually similar to S. 2166 except
that the term “independent power pro-
ducer” (IPP) is used instead of “ex-
empt wholesale generator” (Title VII,
sec. 711). However, requires FERC to
determine whether an entity qualifies
for |PP status.

No provision.

Excludes facilities included in the rate
base of a State regulated electric utility
from being treated as an eligible facil-
ity (Title VII, sec. 711).
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NES Legislation

Ownership by Registered
Holding Companies of
EWG's

Limitations on Securities
and Exchange Commission
Regulation of Relation
ships between Registered
Holding Companies and
EWG's

Elimination of Option of
SEC “No Action Letter”

Prevention of Stranded In-
vestment

Prevention of Sham
Wholesale Transactions

Protection Against Abuse
of Affiliate Relationships

60

Title XV of S. 2166

Directs that a registered holding com-
pany’s interest in the business of one
or more EWG’s shall be allowed if it
is considered consistent with and rea
sonably incidental, economically nec
essary, or appropriate to the operation
of an integrated public utility system
(sec. 15101(g)(1)(2)).

Limits conditions under which SEC
may disapprove financing of EWG’s
by aregistered utility holding com-
pany or disapprove service, sales, and
construction contracts between aregis
tered holding company and an EWG
(sec. 15101(g)(3),(4)).

No provision.

Prohibits a rate or charge for the sale
of electricity at wholesale by EWG's
in cases where a State commission
would not permit a purchaser to re
cover in retail rates and charges any
portion of its capital investment in an
electric generation facility that was un
der construction on the date of enact-
ment or if a portion of the facility is
included already in the rate base. (sec.
15103).

Prohibits sale of electricity by EWG's
where the purchaser is merely a broker
for an indirect sale to an industrial cus
tomer or other desirable retail load
(sec.15104).

(1) Prohibits utilities from purchasing
wholesale electricity from an affiliate
EWG unless such purchase has the
specific and advance approval of af-
fected State commissions (sec.
15105(a)(b)).

Title VIl of H.R. 776 and related
provisions in House Bill

Similar provision to S. 2166 (Title
VI, sec. 711).

Provision similar to S. 2166, but goes
further to specify that SEC cannot is
sue findings on EWG financing until it
has issued regulations defining “sub-
stantial adverse impact on financial in
tegrity of aregistered holding
company system” (Title VI, sec. 711).

Stipulates that advisory letters from
SEC staff concerning an entity’s ex-
empt/nonexempt status under PUHCA
areto have no effect (Title V11, sec.
711).

No provision.

No provision in PUHCA section.
However, H.R. 776 has asimilar pro-
vision in transmission portion of hill
(Title VII, sec. 723(j)).

Wholly prohibits an IPP from selling
electricity to apublic utility if the IPP
is an affiliate, associate company, or
subsidiary company of the public util-
ity (Title VII, sec. 713(a)).
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NES Legislation

Lawfulness of Sales Re-
sulting from Competitive
Process

State and Local Authori-

ties

(1) Prudence of Utility
Purchases

(2) Utility Right to
Request Binding
Decisions

(3) Savings Clause for
State and Local Authorities
for Environmental Protec-
tion and Siting of Facilities

Title XV of S. 2166

(2) Prohibits unaffiliated utilities or
their affiliates from entering reciprocal
arrangements for the purposes of
avoiding the other provisions of this
section (sec. 15105(d)).

(3) Prohibits the FERC from approv-
ing arate for asale by an EWG if the
seller obtains “unfair advantage” from
an affiliate relationship with the utility
purchaser (sec. 15105(c)).

No provision.

Except in certain instances involving
allocation of power costs within regis
tered utility holding company systems,
affirms that State commissions have
the general right to review the pru-
dence of wholesale purchases by their
jurisdictional utilities. In instancesin
volving purchase of power from EW-
G's, theright to review prudenceis
conferred even within aregistered
holding company system.

Utilities may request binding decisions
by State commissions on the prudence
of proposed power purchase decisions,
but commissions are not bound if new
information is presented (sec. 15106).

No provision.

Title VIl of H.R. 776 and related
provisions in House Bill

No provision.

Prohibits FERC approval of asale by
an IPPif it would result in “undue
prejudice or disadvantage” (Tiitle VI,
sec. 725).

Provides that any sale of electric en
ergy by an |PP which results from a
competitive process established by a
State and which satisfies all FERC re-
quirements ensuring competition will
be deemed lawful unless the aggrieved
person can prove the agreement causes
undue prejudice or disadvantage (Title
VI, sec. 725).

Stipulates that nothing in Section 215
of Federal Power Act as amended
shall be construed to eliminate or re
duce any existing State jurisdiction to
define or regulate electric utilities (Ti-
tle VII, sec. 725).

No provision.

Provides that nothing in this title or
any amendment made by it isto be
construed as affecting or interfering
with State and local authority relating
to environmental protection or the
siting of facilities (Title VI, sec. 731).
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NES Legislation

(4) Tax-Exempt Status
of Certain Facilities
not Affected

State Consideration of
Capital Structure and Fuel
Adeguacy Issues

State Commission Access
to EWG Books and Re-
cords

Ownership by Utility Hold
ing Companies of Co-
generation Facilities:

Transmission Provisions:

Right to Petition for Inter-
connection

62

Title XV of S. 2166

No provision.

Requires State commissions to analyze
the effects on reliability and utility
purchasers of the use of leveraged
capital structures by wholesale sellers
of power (including EWG’s) and the
adequacy of fuel supplies employed by
such sellers, and to consider the results
of such analysisin approving or disap-
proving wholesale power purchases
(sec. 15107).

Allows affected State commissions to
obtain access to EWG books and rec-
ords for purposes of preventing poterr
tial EWG/utility cross-subsidy
problems and to assess the financial
stability of EWG’s (sec. 15108).

Allows registered holding companies
or their affiliates to own interest in co-
generation facilities as defined pursu
ant to sec. 210 of PURPA (sec.
15109).

No provision.

Title VIl of H.R. 776 and related
provisions in House Bill

Title X1X, sec. 1921 modifies Internal
Revenue Code to preserve facilities’
tax status despite an order by FERC to
the utility owner to provide wheeling
service. Use of tax-exempt bonds
would continue to be limited to facili-
ties needed for provision of local serv-
ice (Title X1X, sec. 1921).

No provision.

Allows a State commission access
upon its own order to the books and
records of: (1) electric utilities subject
to itsjurisdiction, (2) any IPP selling
to such utility, (3) any subsidiary, as
sociate, or affiliate company of the
electric utility, and (4) subsidiary, as
sociate, or affiliate of an IPP selling
electricity to ajurisdictional utility, as
needed to effectively discharge the
Commission’s regulatory responsibili-
ties with regard to the provision of
electric service (Title VI, sec. 713).

No provision.

Expands sec. 210 of the Federal Power
Act to include any person generating
electric energy for sale or resale (Title
VII, sec. 721).
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NES Legislation

Right to Petition for Trans
mission Services

Preconditions for FERC
Order

Limitations on FERC Order

Rates for Transmission

Title XV of S. 2166

No provision.

No provision.

No provision.

No provision.

Title VIl of H.R. 776 and related
provisions in House Bill

Provides that any electric utility, Fed
eral power marketing agency, or any
other person generating electric energy
for sale or resale may apply to FERC
for an order requiring a transmitting
utility to provide transmission services
to the applicant (Title VI, sec. 722).

Requires FERC to issue such an order
if the order meets the requirements of
section 212, maintains the reliability of
any electric utility system to which it
applies, would otherwise be in the
public interest, and would do the fol-
lowing: (1) conserve a significant
amount of energy, (2) promote the ef
ficient use of facilitiesand re-
sources,(3) promote competition in the
wholesale power market, (4) enhance
environmental protection, or (5) pre
vent, arrest, or abate discriminatory
practices that are subject to the juris
diction of the Commission (Title VI,
sec. 722).

Provides that FERC may not issue an
order that would: (1) unduly impair the
reliability of theinvolved utilities, (2)
unduly impair the ability of affected
utilities to render adequate services to
their customers, or (3) unduly eco-
nomically disadvantage the customers
of the transmitting utility subject to the
order. The order may require the
transmitting utility to provide as much
of the proposed wholesale transmis
sion as would not cause these effects
(Title VII, sec. 723).

Directs that the transmitting utility
subject to the order shall provide serv-
ices at arate which allows the recov-
ery of “all prudent costs incurred in
connection with the transmission serv-
ices,” including a reasonable share of
expansion costs where necessary and a
reasonable rate of return where appro-
priate. Rates are to be designed to
compensate native load customers for
all legitimate and verifiable costs asso-
ciated with the provision of transmis
sion services to third parties (Title VI,
sec. 723).
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NES Legislation

Retail Wheeling

Applicability of FPA to
Federal Columbia River
Power System

Applicability of FERC
Transmission Ordersto
TVA

Preconditions for FERC
Order:
No provision.

64

Title XV of S. 2166

No provision.

No provision.

No provision.

Title VIl of H.R. 776 and related
provisions in House Bill

Prohibits mandatory orders requiring
transmission of electricity directly to
an ultimate consumer (Title VV11,sec.
723).

Extends application of FERC authority
to Bonneville Power Administration
(BPA) under sections 210, 211, 213,
and 214 of the Federal Power Act as
amended. Specific procedural require
ments for BPA are established with re
spect to the provision of transmission
services. Otherwise, other Federal
laws pertaining to the Federal Colum-
bia River System are to remain appli-
cable (Title VIl,sec. 723).

Provides that no transmission order
may require an electric utility which is
prohibited by Federal law from being a
direct or indirect source of power sup-
ply outside area set forth in such law

to provide transmission services for
the supply of electric energy that shall
be consumed within the area served by
adistributor of such an electric utility
(Title VII, sec. 723).

Requires FERC to issue such an order
if the order meets the requirements of
section 212, maintains the reliability of
any electric utility system to which it
applies, would otherwise be in the
public interest, and would do hte fol-
lowing: (1) conserve a significant
amount of energy, (2) promote the ef
ficient use of facilitiesand re-
sources,(3) promote competition in the
wholesale power market, (4) enhance
environmental protection, or (5) pre
vent, arrest, or abate discriminatory
practices that are subject to the juris
diction of the Commission (Title VII,
sec. 722).
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NES Legislation

Prohibition of Sham Trans
mission Transactions

Requirement for FERC to
Order Access as Condition
of Merger or Covered Sale

Requirement for Transmit-
ting Utilities to Explain
Denials of Request for
Service within 30 Days

Title XV of S. 2166

No transmission provision; however,
S. 2166 contains a ban on sham
wholesale transactions in its PUHCA
provisions.

No provision.

No provision.

Title VIl of H.R. 776 and related
provisions in House Bill

Prohibits sham transmission transac
tions, e.g., the issuance of an order to
any applicant if the applicant does not
have a contractual right to purchase or
sell such electric energy, without own
ership or a contractual right to a gen-
eration facility, or would not utilize its
facilities to distribute to retail consum-
ers, or isnot a political subdivision, in
strumentality or agency of a State
(Title VI, sec. 723).

Directs FERC to order each transmit
ting facility in the service area affected
by a covered sale, merger, or consoli-
dation to provide wholesale transmis
sion services whenever: (1) an order is
issued permitting any transmitting util-
ity or affiliate thereof to make a cov-
ered sale of electric energy; or (2) an
order isissued allowing atransmitting
utility to merge or consolidate with any
other public utilities. Defines covered
sales of electric energy as those subject
to FERC jurisdiction and pursuant to
rates and charges not based on the
costs of providing such energy but not
economy sales resulting from eco-
nomic dispatch performed by are
gional power pool arrangement; and
not electric energy sales by a qualify-
ing small power production facility or
cogenerator (Title V11, sec. 723).

Directs atransmitting utility, which
has received and denied a request for
wholesale transmission services at spe
cific rates and charges and under cer-
tain terms and conditions, to provide a
written explanation of the reasons for
denying the request within 30 days of
receipt (Title VI, sec. 724).
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NES Legislation

Reporting Requirements
for Transmitting Utilities

Denial of Transmission Ac
cess to Competing Sellers

Penalties:
Noprovision.

66

Title XV of S. 2166

No provision.

No provision.

Title VIl of H.R. 776 and related
provisions in House Bill

Requires FERC to promulgate a rule
requiring transmitting utilities to sub-
mit the following information annu-
ally: (1) existing and planned
transmission facilities, (2) forecasts of
load growth, (3) existing and planned
arrangements, (4) actual line losses,
(5) reliability assessments, and (6) any
other matters related to electric power
transmission that FERC deems appro-
priate (Title VI, sec. 724).

Directs FERC to disapprove the sale
of electric energy from an IPPto a
transmitting utility if the utility unrea
sonably denies or restricts the access
of competing sellers to transmission
facilities (Title V11, sec. 725).

Provides that existing penalties are not
applicable to the transmission provi-
sions established here (Title 1V, sec.
410). Establishes a civil penalty of up
to $25,000 per violation for a person
who knowingly violates any of the
transmission provisions of the Federal
Power Act. Each day of violation isto
be deemed a separate violation (Title
VI, sec. 726).
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The Senatebill contained no specific provisionfor trans-
mission access, while the House bill authorized the
FERC to order owners of transmission lines to provide
transmission services to wholesale electric producers
and buyers. The House bill also would allow both utility
and nonutility companies to build, own, and operate
power plants which were located in geographically dis-
persed areas without becoming subject to PUHCA. The
Senate version followed the earlier Johnston Bill by cre-
ating a new class of exempt wholesale generators who
would entirely escape regulation under PUHCA. The
House version used the term “independent power pro-
ducers’ (IPP’s) and did not provide for an automatic ex-
emption from SEC oversight. However, the bill required
that the Federal Energy Regulatory Commission
(FERC) decide on a case-by-case basis as to whether or
not the I PP transaction would produce any undue prefer-
ence or advantage.266

The Senate bill prohibited the sale by any of the exempt
generators to a holding company affiliate of electricity
unless affected State regulators found that it would bein
the public interest, that consumers would benefit, and
that there had been no violation of State law regarding
self-dealing. The House proposal banned any transac-
tionsbetween affiliates. Onefinal differencewasthat the
Senate proposal codified the Pike County doctrine un-
der which State regulatory commissions had the author-
ity to review the cost of purchased power by utilities
when they dealt with an IPP.

Of the differences, the one on transmission access was
clearly the most controversial. Representatives Edward
Markey and Carlos Moorhead introduced the Electric
Power Fair Access Act of 1991 (H.R. 2224) which ex-
plicitly granted transmission access on utility linestoin-
dependent power producers. Some utilities which had
previously supported PUHCA reform without transmis-
sion access became alarmed as they saw their major in-
dustrial customers using transmission access asameans
to bypass their own generating capacity. These critics
again raised the issue of stranded investment running up
the costs to the remaining captive customers of the utili-

ties.267 On the other hand, consumer groups and large
industrial users viewed mandatory access as absolutely
necessary before they would support PUHCA reform.
They feared that utilitieswould be able to maintain their

monopoly power through control of the transmission
grid.268

The Senate passed the Johnston Omnibus Energy Bill
without a transmission access provision. As the House
worked on its own bill an amendment was proposed by
Representatives Billy Tauzin, Thomas Bliley, and Rick
Boucher to require transmission access. While the hill
was similar to the Markey and M oorhead provision, the
proposed amendment required a utility to open itstrans-
mission systemtoindependent power producersonly if it
had operating affiliates within its service territory.269
When the House passed its version of a comprehensive
energy bill, this amendment was included.

Final Provisions

Following along and complicated conference committee
and despite prognostications that the comprehensive en-
ergy bill would fail in part because of the disagreement
over transmission accessand reform, both the Senate and
House agreed by wide margins to a comprehensive en-
ergy bill based on the House version.270 Title VI dealt
with electricity with Subtitle A establishing the exempt
wholesale generators. In Section 711 of subtitle A the
bill added anew section 32to PUHCA and defined an ex-
empt wholesale generator as:

any person determined by the Federal Energy
Regulatory Commission to be engaged directly
through one or more affiliates...and exclusively in
the business of owning or operating...al or part of
one or more dligible facilities and selling electric
energy at wholesale.

The law required that those seeking to be EWG’s must
make application to the FERC, which would grant such
an exemption. FERC would makeitsdecisionson acase-

266 ori A. Burkhart, “ Energy Bill Conferees are Choser—Must Write Final Draft,” Public Utilities Fortnightly, September 15, 1992, p. 25.
2671 eonard S. Greenberger, “ Access Ascends in the House, PUHCA Passesin Senate,” Public Utilities Fortnightly, July 1, 1991, p. 33,
268Thomas W. Lippman, “ Senate Nears Agreement on Independent Power Plants,” The Washington Post, February 7, 1992, p. F-2.

269K imberly Dozier, “New House Bill Joins PUHCA and Transmission Access,” The Energy Daily, July 1, 1991, p.1.

270gnergy Policy Act of 1992 Conference Report to accompany H.R. 776, 102nd Congress, 2nd Session, Rep ort 102-1018, October 5, 1992.
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by-casebasiswithin 60 days. Inthat period the applicant
would attain the EWG status on a good faith basis.

Facilities were deemed to be eligible only if they were
used for generation of electric energy at wholesaleasde-
fined in the Federal Power Act271 However, facilities
producing and selling retail power in foreign countries
would not be denied the exemption if none of the elec-
tricity generated by that facility was sold at retail in the
United States. For facilitiesthat werealready includedin
the rate base of an operating utility, the State regulatory
commissions having jurisdiction would have to specifi-
cally determine whether that facility was to be allowed
exempt status. Such determination was to be made after
afinding that it wasin the publicinterest, that consumers
would benefit, and that there was no violation of State
law. Section 711 specifically allowed both registered
and exempt holding companies to own, acquire, and op-
erate EWG’s. The law aso allows for so-called “hybrid
plants’ which have ownership divided between utility
companieswhich includetheir portionin their rate base,
and EWG’s whose portion is exempt. A single utility
company that isan affiliate or associated company of the
EWG may not hold an ownership share in the facility.

Section 711 did not end SEC oversight of theissuance of
securities by holding companiesin order to acquire EW-
G’'s. The SEC was till to make a determination that the
issuance of such securities did not create an “improper
risk” or “have a substantial adverseimpact on the finan-
cia integrity of the registered holding company sys-
tem.”272 The Act sought to limit the abuse of affiliate
transactions by prohibiting an electric utility company
from purchasing wholesale energy from an EWG which
was one of its affiliates. State regulatory commissions
were given the authority to grant an exemption from this
prohibition if they found that they had sufficient regula-
tory authority, resources and accessto the booksand rec-
ordsof theutility, and itsaffiliate companies, and that the
transaction would benefit consumers, was consistent
with State law, and did not provide the EWG with an un-
fair competitive advantage because of its affiliation with
the electric utility company.273

27116 u.S.C. 824(d).
272gection 711 amending PUHCA section 32(h)(3).
273section 711 adding anew PUHCA section 32(K).

Section 712 requires State regulatory commissions to
consider the purchase of long term wholesale electric
power by utilitiesto meet demandsfor electrical generat-
ing capacity, and to evaluate the effects of such pur-
chases on the cost of capital for the utilities and the
effectsontheretail ratespaid by consumerswhichwould
result from the purchase of power rather than the build-
ing of new capacity by the utility.

Section 713 allows public utility holding companies to
acquire interest in cogeneration facilities without being
constrained under PURPA.

Section 714 grants to the State commissions regulatory
responsibility over any electric company operating
within its jurisdiction, any EWG which sold electricity
wholesalesuch autility, and any holding company which
was an associate or affiliate of the EWG selling power to
theregulated utility. Thepurposeof thisprovisionwasto
ensurethat Stateswould have accessto all materialsthey
needed to make the determinations provided in Section
712.

Section 715 addsanew section 33to PUHCA and allows
foreign utility companies an exemption from al provi-
sions of the 1935 Act, even if the utility company was a
subsidiary company or an affiliate of aholding company
or anoperating public utility. The SECisresponsiblefor
regulating these investments for the protection of rate-
payers. Beforesuch an exemptionisgrantedto aholding
company, each State commission having jurisdiction has
to certify that it has both the authority and the resources
to protect ratepayers, but these are not required to ap-
provethe deal. State commissions can regulate foreign
investments by utilities which are not owned by regis-
tered holding companies. This provision basically al-
lows the EWG’'s to own and operate plants located
outsidethe United Statesand enter into theretail markets
of other companies. Holding companies and their sub-
sidiariesarealso allowed to owninwholeor in part inter-
est in foreign utility companies.

Thisprovisionisnot without its critics, who felt that this
reform was not necessary to achievethe objectives of in-
creased domestic competition at the wholesale level.
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Others felt that the provision was necessary to allow
American companies to participate in potentially lucra-
tive foreign markets.274 Thelaw does prohibit encum-
bering any operating utility assets for the benefit of an
affiliated foreign utility company.

Subtitle B of theElectricity TitleV1I dealswithinterstate
commerce in electricity, the question of access, and the
Federal Power Act (FPA). Section 721 providesthat any-
one may petition FERC for access to the transmission
grid. FERC isnot allowed to order such accessif it finds
that it would “unreasonably impair the continued reli-
ability of theeffect of theelectric systemsaffected.” 275

Utilities which are required to provide these transmis-
sion services are alowed in section 722 to recover al of
thecostsincurredin connection with providing transmis-
sion services, including any expansion of transmission
facilities, to the requesting wholesale generator. The
charges by the transmitting utility must be just and rea-
sonable, and not unduly discriminatory or preferential.
Transmission may not beordered if itisinconsistent with
Statelaw or if theorder would allow for retail asopposed
to wholesale transmission. Special provisions are aso
included for ratesfor utilitieswhich are part of the Elec-
trical Reliability Council of Texas (ERCOT). Under this
section FERC is prohibited from issuing a transmission
order which would unreasonably impair the continued
reliability of the electric system. FERC is not to order
transmission accessif that would allow awholesale gen-
erator to sell directly tofinal consumers. Bannedalsoare
“sham transactions’ which involveathird party in an ef-
fort to disguise aretail transaction.

The resulting legislation was summarized by one com-
mentator in this fashion:

In thelong run, H.R. 776 is destined to stand, not
as an energy development measure, but as aland-
mark of change for the structure and regulation of
the electric utility industry.2’®

The Future of Independent
Power Production Under PUHCA
Reform

Even before the passage of PUHCA reform in EPACT,
nonutility generation of electricity in the United States
had seen exceptional expansion in the last 15 years. Ac-
cording to the National Independent Energy Producers,
in 1992 there were 3,111 independent power producers
with $10 billion in sales, accounting for 6 percent of all
power sales. Total IPP investment was over $40 bil -
lion277 The passage of PUHCA reform and the conse-
quent further opening of the market to EWG’s will
probably accelerate that trend. Asnoted in the previous
chapter, it wasnot until the passage of the Public Utilities
Regulatory Policies Act (PURPA) in 1978 that co-
generation of electricity for saleto thegrid becameama-
jor sourceof energy supply inthe United States. PURPA
encouraged not only cogeneration, but small power pro-
ducersusing non-traditional fuelssuch asbiomass, solar,
wind, and geothermal by guaranteeing them amarket for
their power. PUHCA reform does not provide such a
guaranteefor theEWG'’s, sothe QF swill continuetore-
tain their preferential status.

By the early 1980’ s nonutility salesto the grid were ex-
panding at the rate of 30 percent ayear, and by 1991 the
amount of electricity generated by industrial users for
their own consumption was only slightly higher than the
amount of electricity which they were placing in the
grid.279 For the period 1980 through 1985, nonutility
generators added six gigawatts of new capacity com-
pared to 77 new gigawatts from traditional utilities. In
the next five yearsthe increases were 20 gigawattsfrom
QF's and independent power producers, which com-
paredto 33 gigawattsof additional capacity fromthetra-
ditional utilities.

2741 ori A. Burkhart, “ Congress Passes Wide-Ranging Energy Bill,” Public Utilities Fortnightly, November 1, 1992, p.72.

275 gection 721 amending FPA section 211.
276Burkhart, p. 72.

27T Thomas W. Li ppman, “Utility Industry Overhaul: Surprisingly Static Free,” The Washington, Post, June 11, 1992, p. A25.
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EIA’ s projections show an expected requirement of be-
tween 83 and 103 new gigawattsof electricity generating
capacity by the year 2000. The amount of new capacity
needed will depend primarily on the growth rate of the
economy. Nonutilities, including QF's, IPP’'s, and EW-
G’s, areexpected to provide 33to 41 percent of that addi-
tional capacity.

Gas will be the principal fuel used and will be used in
about 50 percent of the new additions which will be ei-
ther combined cycle or combustion turbines designed to
meet intermediate and peak needs. For the rest of the
decadenatural gasmay turn out to beamajor beneficiary
of PUHCA reform.280 Figure 1 showsthe current status
of generating capacity in the United States by type of
ownership. Nonutility generators control about 6 per-
cent of the market, afigure which undoubtedly will grow
as PUHCA reform is utilized.

Itislessclear what rolethe EWG’ swill play after theturn
of the century. Inthefirst decade of the new century be-
tween 70 and 146 gigawatts of increased capacity will be
neededin additiontowhat must bebuilt by theyear 2000.

Much of thiswill be coal-fired baseload capacity as the
excess capacity built during the 1970’ swill befully util-
ized. Accordingto EIA’sprojections, because of theris-
ing cost of natural gas and the comparative cost
advantage of coal-fired baseload plants, coal will be-
comethe single dominant fuel used in these capacity ex-
pansions, but gas and other fuelswill still account for 50
to 60 percent of the new additions to capacity. The En-
ergy Information Administration has not projected how
much of this new baseload market the EWG’ s are going
to serve, but the potential market for continued growth in
independent power production into the next century will
be significant.

Figure 1. Generating Capacity in the United States by Type of Ownership, 1991

*Investor-Owned.

Source: Energy Information Administration, Office of Coal, Nuclear, Electric and Alternate Fuels
from Form EIA-860 and Securities and Exchange Commission data.

*Energy Information Administration, Annual Energy Outlook 1993, Washington, DC, January 13, 1993, p. 50.
%0« Energy Bill Fallout: Changes Will Come Quickly,” Wall Street Journal, October 15, 1992, p. A1.
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Appendix

Registered and Exempt Electric Utility Holding Com -
panies and Their Electric Subsidiaries

Thetablein thisappendix showsregistered electric utility holding companiesas of December 31, 1990, and exempt util-
ity holding companies as of September 1, 1991.

Registered Utility Holding Companies (12/31/90)

Holding Company Subsidiary

Allegheny Power System, Inc. Allegheny Generating Company
Indiana-Kentucky Electric Corporation
Monongahela Power Company
Ohio Valley Electric Corporation
Potomac Edison Company
West Penn Power Company

American Electric Power Co. AEP Generating Co.
Appalachian Power Co.
Cardinal Operating Co.

Central Operating Co.
Columbus Southern Power Co.
Indiana Michigan Power Co.
Indiana-Kentucky Electric Corp.
Kanawha Valley Power Co.
Kentucky Power Co.

Kingsport Power Co.

Michigan Power Co.

Ohio Power Co.

Ohio Valley Electric Corp.
Wheeling Power Co.

Central and South West Corp. Central Power & Light Co.
Public Service Co. of Oklahoma
Southwestern Electric Power Co.
West Texas Utilities Co.

Eastern Utilities Associates Blackstone Valley Electric Co.
Eastern Edison Co.
EUA Ocean State Electric Corp.
Montaup Electric Co.
Newport Electric Corp.
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Holding Company

Subsidiary

Entergy Corporation

General Public Utilities Corp.

New England Electric System

Northeast Utilities

Southern Company

Arkansas Power & Light Co.
Entergy Operations, Inc.
Entergy Power Inc.

Louisiana Power & Light Co.
Mississippi Power & Light Co.
New Orleans Public Service, Inc.
System Energy Resources, Inc.

GPU Nuclear Corp.

Jersey Central Power & Light Co.
Metropolitan Edison Co.
Pennsylvania Electric Co.

Waverly Electric Light & Power Co.
York Haven Power Co.

Granite State Electric Co.

Massachusetts Electric Co.

New England Electric Transmission Corp.

New England Hydro-Transmission Corp.

New England Hydro-Transmission Electric Co., Inc.
New England Power Co.

Narragansett Electric Co.

Narragansett Energy Resources Co.

Ocean State Power

Ocean State Power Il

Connecticut Light & Power Co.
Holyoke Power & Electric Co.
Holyoke Water Power Co.
Northeast Nuclear Energy Co.
Western Massachusetts Electric Co.

Alabama Power Co.

Georgia Power Co.

Gulf Power Co.

Mississippi Power Co.

Savannah Electric & Power Co.
Southern Electric Generating Co.
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Exempt Electric Utility Holding Companies (9/1/91)

Holding Company

Subsidiary

Alaska Electric Light & Power Co.
Alaska Energy & Resources Co.
Atlantic Energy, Inc.

Atlantic City Electric Co.

Bricker, Richard L. Voting Trust
Baltimore Gas & Electric Co.
Bangor Hydro-Electric Co.

Boone Electric Cooperative
Catalyst Energy Corp.

Catalyst Vidalia Corp.

Centerior Energy Corp.

Central lllinois Public Service Co.

Central Maine Power Co.

Central Vermont Public Service Corp.

CILCORRP, Inc.

Cincinnati Gas & Electric Co.

Cliffs Electric Service Co.
CMS Energy Corp.
Commonwealth Edison Co.

Commonwealth Energy Systems

Haines Light & Power Co.

Alaska Electric Light & Power Co.

Atlantic City Electric Co.

Deepwater Operating Co.

Century Power Corp.

Safe Harbor Water Power Corp.

Maine Electric Power Co., Inc.

Boone Electric Service Co.

Catalyst Vidalia Corp.

Catalyst Old River Hydroelectric Limited Partnership

Cleveland Electric llluminating Co.
Toledo Edison Co.

Electric Energy, Inc.

Maine Electric Power Co., Inc.
Maine Yankee Atomic Power Co.

Central Vermont Public Service Corp.
Connecticut Valley Electric Co., Inc.
Vermont Electric Power Co., Inc.
Vermont Electric Transmission Co., Inc.
Vermont Yankee Nuclear Power Corp.

Central lllinois Light Co.

Union Light Heat & Power Co.

West Harrison Gas & Electric Co.
Miami Power Corp.

Upper Peninsula Generating Co.
Consumers Power Co.
Commonwealth Edison of Indiana, Inc.
Cambridge Electric Light Co.

Canal Electric Co.
Commonwealth Electric Co.
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Consolidated Electric Coop. Assoc., Inc.

Consolidated Papers, Inc.

Crawford Electric Cooperative, Inc.

Cuivre River Electric Cooperative
Dominion Resources, Inc.

DPL, Inc.

Duke Power Co.

Edgewater Development Co.
ESELCO, Inc.

Farmer’s Electric Cooperative
Fisher’s Island Utility Co., Inc.
Florida Progress Corp.

FPL Group, Inc.

Green Mountain Power Corp.

Gulf States Utilities Co.

Hawaiin Electric Industries, Inc.

Hawaiian Electric Co., Inc.

Hawaiian Electric Renewable Systems, Inc.

Houston Industries, Inc.

Howard Electric Cooperative

HYDRA-CO Enterprises, Inc.

|IE Industries, Inc.

Consolidated Electric Service Co.

Consolidated Water Power Co.
Wisconsin River Power Co.

Gascosage Electric Corp.
Howell-Oregon Electric Cooperative, Inc.
Intercounty Electric Cooperative
Laclede Electric Cooperative
Se-Ma-No Electric Cooperative
Southwest Electric Cooperative
Webster Electric Cooperative

White River Valley Electric Cooperative
Cuivre River Electric Service Co.
Virginia Electric & Power Co.

Dayton Power & Light Co.

Nantahala Power & Light Co.

Glen Park Associates Ltd. Partnership
Edison Sault Electric Co.

Farmer’s Electric Service Co.

Fisher’s Island Electric Corp.

Florida Power Corp.

Florida Power & Light Co.

Vermont Electric Power Company, Inc.
Vermont Electric Transmission Co., Inc.
Vermont Yankee Nuclear Power Co.
Vermont Energy Resources, Inc.

GSG&T, Inc.

Hawaiian Electric Co., Inc.
Hawaiian Renewable Systems, Inc.

Hawaiian Electric Light Co.
Maui Electric Co.

Lalamilo Ventures, Inc.
Houston Lighting & Power Co.

Howard Electric Service Co.

Curtis-Palmer Hydroelectric Co.

lowa Electric Light & Power Co.
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Illinois Power Co.

International Paper Co.

Ipalco Enterprises, Inc.

Kansas City Power and Light Co.
Kansas Gas & Electric Co.

Kentucky Utilities Co.

Laclede Electric Cooperative
Louisville Gas & Electric Co.
Maine Public Service Co.

Midwest Resources, Inc.

Minnesota Power & Light Co.
Niagara Mohawk Power Corp.

NIPSCO Industries, Inc.

North Central Missouri Electric Cooperative, Inc.

Northern States Power Co. (MN)

N.W. Electric Cooperative

Ohio Edison Co.

Orange & Rockland Utilities, Inc.

Ozark Electric Cooperative

Pennsylvania Power & Light Co.

Peoples Energy Co.

Philadelphia Electric Co.

Pinnacle West Capital Corp.

Platte-Clay Electric Cooperative, Inc.

lowa Southern Utilities Co.
Terra Comfort Corp.

Electric Energy, Inc.

Saratoga Development Corp.
Indianapolis Power & Light Co.
Wolf Creek Nuclear Operating Corp.
Wolf Creek Nuclear Operating Corp.

Electric Energy, Inc.
Old Dominion Power Co.

Laclede Electric Service Co.

Ohio Valley Transmission Corp.

Maine & New Brunswick Electric Power Co., Ltd.

lowa Power, Inc.
lowa Public Service Co.

Superior Water Light & Power Co.
HYDRA-CO Enterprises, Inc.
Northern Indiana Public Service Co.
North Electric Service Co.

Northern States Power Co. (WI)
Lake Superior District Power Co.

N.W. Electric Service Co.

Pennsylvania Power Co.
Ohio Valley Electric Corp.

Rockland Electric Co.
Pike County Light & Power Co.

Ozark Electric Service Co.

Safe Harbor Water Power Co.
Hershey Electric Co.

Peoples Gas Light & Coke Co.
Susquehanna Electric Co.
Conowingo Power Co.
Philadelphia Electric Power Co.

Arizona Public Service Co.

Platte-Clay Service Co.
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Portland General Corp.
PSI Resources, Inc.

Public Service Co. of Colorado

Public Service Enterprise Group, Inc.

Rolls County Electric Cooperative
Saratoga Development Corp.
SCANA Corp.

SCEcorp

Sierra Pacific Resources

Southern Indiana Gas & Electric Co.
Southwest Electric Cooperative
TECO Energy, Inc.

Texas Utilities Co.

TNP Enterprises, Inc.

United llluminating Co.
Union Electric Co.

UNITIL Corp.

Upper Peninsula Energy Corp.
Wisconsin Energy Corp.
Wisconsin Power & Light Co.
Wisconsin River Power Co.

WPL Holdings, Inc.

Portland General Electric Co.

PSI Energy, Inc.

Cheyenne Light, Fuel & Power Co.
Public Service Electric & Gas Co.
Rolls Electric Service Co.
Curtis-Palmer Hydroelectric Co.

South Carolina Electric & Gas Co.
South Carolina Generating Co., Inc.

Southern California Edison Co.

Southern Indiana Group, Inc.
Southwest Electric Service Co.
Tampa Electric Co.

Texas Utilities Electric Co.

Texas Generating Co.
Texas - New Mexico Power Co.

Bridgeport Electric Co.
Electric Energy, Inc.

Concord Electric Co.

Exeter & Hampton Electric Co.
UNITIL Power Corp.

Upper Peninsula Power Corp.

Wisconsin Electric Power Co.

South Beloit Water, Gas & Electric Co.

Wisconsin Public Service Corp.

Wisconsin Power & Light Co.
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