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Overview

State, provincial and local governments have long relied on distinct service territories to balance the economic efficiencies gained by having a single utility provider with the public interest requirement of providing electric service to all customers at just and reasonable rates. In many jurisdictions, this is facilitated by franchise agreements. The ongoing debate surrounding whether to grant overlapping or multiple franchises within the same service area, or to force the transfer of portions of a service territory within a defined area from one utility to another, causes us to revisit long-standing, economic principles that have guided the North American utility industry for decades. This includes the existence of natural monopolies and the need for public utilities and franchise service areas to maximize the economic efficiencies of planning, constructing and operating local distribution systems.  

Our discussion below re-examines those arguments and reaffirms, even in light of electricity utility industry restructuring over the past decade, that the current system of single provider service areas continues to provide significant benefits to all electric distribution customers. We will first begin our discussion with an overview of the electric utility industry and changes over the past decade stemming from industry restructuring.  We then discuss how the concept of a defined service area (“franchise”) shapes electric utility planning (and thus long run costs).  Finally, we consider whether other deregulated industry experiences provide lessons learned for the electric distribution industry.  For the purposes of this document the word “franchise” is used to mean “defined service area”.

Overview of the Industry

The key elements of the electric industry include:  (1) generation, the production of electricity using a number of technologies and fuels; (2) transmission, the delivery of electricity of over long distances at high voltages from a generation station to a substation; (3) distribution, the delivery of electricity over short distances from substation to retail customers (residential, commercial and industrial) and (4) retail, the sale of electricity to consumers.  The distribution component generally includes traditional electric utility services, such as customer service, billing, metering and energy efficiency programs, along with the wires, poles, transformers and other hardware associated with the delivery of power to homes and businesses.

In North America, electric utility laws and regulations over the past decade have been changed to incorporate numerous pro-competition policies.  These changes have included:  (1) functional separation and deregulation of generation and retail service to allow retail customers access to buy electricity from non-utility suppliers; and (2) functional separation of transmission service via formation of Independent System Operators to manage the scheduling and operations of the transmission grid.  

These restructuring changes, however, have not designed or required significant change within the distribution function since it has been considered to operate more efficiently as a regulated “natural” monopoly.  In fact, the fundamental design of utility deregulation assumes that electricity distribution is more economically efficient as a monopoly – and thus, “open access” rules, rates and tariffs were developed to promote competition in electricity production but not in electric distribution. The next section describes the economic principles and rationale for maintaining distinct service area or franchises throughout the electric industry restructuring process.

The Basic Principles of Utility Economics

The electric utility industry has a number of characteristics that make it different from most other industries.  The most important of these are the following:

1. High Fixed Costs.  All key elements of the electric utility industry (i.e., generation, transmission and distribution) are characterized by very high fixed costs relative to variable costs.  An electric utility requires up to five times the investment per dollar of sale than the average manufacturing firm.
  This high fixed cost ratio is especially true of the distribution and transmission functions, where almost all costs are fixed (including:  primary and secondary lines; service lines to end-users; and meter, billing and customer service equipment and systems).  Short-run variations in electricity consumption change these costs very little – especially when one considers that most of the costs incurred by a distribution utility consist of debt service, and fixed maintenance costs of the poles, wires, transformers and other equipment needed to move electricity from one point to another.

2. Network Operations.  In general, the vast majority of utility equipment is not related to a specific customer, or “consumption event.”  Instead, transmission and distribution systems are built as a network, optimizing for reliable service delivery at the lowest possible cost to customers in aggregate (as opposed to any one customer individually).  Optimizing network operations for individual customers would result in a different network system.

3. Long Equipment Lifetimes.  Most utility equipment has an expected service lifetime that is measured in decades.

4. Planning, Construction and Regulatory Approval Lead-time.  Utilities cannot generally install new equipment immediately in response to a change in network operations.  Most equipment requires years to plan, site, construct, and enter into service.

5. Universal Service Expectations.  Electric utilities are generally required to provide service to all customers within their service territory – and thus, are not able to selectively serve customers as in other industries.

6. Storage.  Utilities provide a service that cannot economically be stored – and thus the entire process (from production to consumption) must be synchronized through careful planning and analysis of all facilities and connections.

In aggregate, these characteristics represent a significant barrier to development of a viable competitive market, and give rise to a relatively unique cost structure for electric utilities.  Since most costs are fixed, average costs decline as consumption grows for a typical utility.  This occurs as fixed costs are spread out over greater volumes of consumption, and at a rate greater than increasing variable costs.  Moreover, the long-lived equipment, long construction lead times, limitations of storage and network service all increase the importance of the planning function – from which the lowest possible costs can be achieved when utility planners can match future demands with least cost investments.

Economists call this situation a “natural monopoly,” reflecting the fact that society tends to benefit from the situation where one firm serves an entire market, as compared to the usual situation where society benefits from many firms competing with one another.  In the latter case, competition among firms tends to bring about the lowest possible cost.  But, in the case of the natural monopoly, the maximum economic efficiency gained (via reducing long-run average costs) by the single firm offsets any potential advantage of competition among several firms; and thus, society is better off with the reduced cost available from the single firm taking advantage of all possible economies of scale.  The natural monopoly is often depicted as in Figure I, shown below:

Figure I




In Figure I, the downward sloping line indicates falling long-run average costs.  Suppose that there are two individual markets that makeup the total market area.  The smaller market has a demand indicated as Sub-market 1, while the large one is shown as Sub-market 2.  Given the long-run average cost curve shown, the average cost in Sub-market 1 is “A”, while the larger market has a correspondingly lower level of cost “B”.  Both markets, however, experience higher unit costs than if served by a single firm.  In this instance, the single firm would have the lowest unit cost level indicated by “C”.

The existence of such economies has long been recognized by North American regulation.
   As a result of the significant cost advantages accorded a market by virtue of being served by a single electric distributor, utilities are generally granted an exclusive franchise to serve a specific geographic market, in return for their obligation to serve all customers in that market.  This has generally been referred to as the “Regulatory Compact” – i.e., an agreement between a regulatory agency and utility that essentially grants the utility (as a single firm) the right to provide exclusive service within a certain area in exchange for the requirement to provide quality service to all customers at just and reasonable rates (i.e., recovery of reasonable and prudently incurred costs plus a return on and of its investment).

An important component (and the subject of much discussion during industry restructuring) of the Regulatory Compact is the utility’s obligation to serve the electric needs of all consumers (both current and prospective).  This requirement recognizes the special nature of electric utilities as providing an “essential” service – and thus, places a special requirement and burden on electric utilities to plan and meet the future as well as present needs of its customers.

The Utility Planning Process

How do the characteristics of declining long run costs, and the exclusive franchise territory, provide long run benefits to customers?  To address this, we need to consider how utilities plan capital additions to their systems.  The key features of the typical utility planning process are as follows:

1. Utilities generally undertake a regular planning cycle, often annually.

2. The initial step is to forecast consumption demand for a lengthy period, often 10 years or more.  The planning horizon needs to be sufficiently long so that the economics of alternative investments, over their expected lifetimes, can be evaluated.  The forecast is based on the estimated future demand of all customers (both current and prospective), consistent with the Regulatory Compact discussed above.  The demand forecast is generally driven by population, demographic and technological changes.

3. Next, the need for new facilities is determined by evaluating the ability of the existing network to serve demand (or load) over the planning period.  System reliability, as measured by the network’s capacity to meet the peak consumption demands, is generally considered the key criterion in analyzing whether new equipment/ facilities are required.

4. For example, as load increases beyond asset capacity, the reliability of the current network system (taking into account reductions of existing network capacity as current equipment reaches the end of its service lifetime) would generally decline.  Without new equipment to serve load increases, the network becomes increasingly unreliable, resulting in increased outages.  In addition, service expansion to new areas within the service territory (such as new subdivisions) cannot occur reliably.  

5. From this analysis, the need for new capacity (and thus, new equipment/ facilities) is determined as that amount needed to insure the system can reliably meet the expected increase in load.

6. Finally, alternative approaches to meeting the need for new capacity are evaluated, and the lowest cost solution is generally adopted.  Note that the economic evaluation of alternatives considers the investment cost, terminal values, interest costs, depreciation, tax effects, and any fixed and variable costs associated with it.  In general, two or more alternative investments are considered over their lifetimes, or at least a sufficiently long period that all significant costs are evaluated.  Since the lifetime for most major utility capital investments is 20, or 30 years, or even longer, these evaluations generally consider at least 10 years of costs, with terminal values used to account for remaining life of long-lived assets.  For larger investments, typical uncertainties (such as load growth and project costs) are modeled to ensure that the selected alternative is appropriate, given the extent of uncertainty.

These planning steps and capacity additions assume that the utility is responsible for network system reliability for current and prospective demand within its service area.  Even with that assumption, the utility takes on a number of uncertainties and risks in planning, designing, implementing and operating the network system.  Demand forecasts, for example, can vary with population, demographic and technological changes which can result in having a network with insufficient capacity (resulting in an inability to supply) or excess capacity (resulting in high units costs since utilities usually incur significant fixed costs in adding capacity).  Such risks would be compounded for utilities operating without a clearly defined and strictly enforced service area franchise.  Another issue that would arise with ill-defined franchise areas is that more than one utility would plan and perhaps build facilities to serve the same area of prime growth.  This would result in duplication of facilities, which would increase costs for all customers served by these utilities.

What Happens If The Service Area Franchise Is Uncertain?

The service area “franchise” is a defined geographical area that the utility is responsible for – i.e., it represents the geographic boundaries of the “regulatory compact”.  Having this defined territory allows the utility to achieve all possible economies of scale, improves the planning process by facilitating the forecast of future demands, and creates a clearly defined obligation to serve customers within the territory.  

If the franchise area is not clearly defined and dedicated to a single utility, the following occurs:

1. Average costs for all customers within the service area will tend to be higher.  This follows from the observation that the utility is generally a natural monopoly, facing very high fixed costs relative to variable costs.  As a result, increases in consumption tend to reduce average cost.  In the alternative, reductions in consumption increase average cost, as the fixed costs of service are spread over fewer units of consumption.  Thus, when the service territory of one utility is reduced (i.e., forced to overlap with another by granting of multiple franchises within the same service area or transferring from one utility to another portions of a service territory within a defined area), overall consumption in the combined area remains the same.  Average cost to the original utility will be higher, as volume there is reduced. 

2. Load forecasts become more uncertain.  Loss of control of the geographic service area adds more uncertainty to the planning process.  Now, the problem is not just to forecast new customers and increases in consumption per customer within the area:  one must also forecast whether a customer will be on the utility’s system or will move to another’s.  The result of this additional uncertainty is that capital investments are delayed, or smaller, more flexible investments are adopted.  The result has to be greater cost, since if it were the same, or less, it would be adopted without the uncertainty of an unstable franchise territory.

3. Existing investments are stranded.  Long-lived utility investments were made to serve all customers within the service territory.  If some customers depart to be served by another system, then the investments made to serve the defecting customers are underutilized or, in some cases, even stranded.  Whether this is a permanent problem or a short-term one depends upon the specifics of a particular situation.  For example, if the defection is small relative to the overall investment, and load growth continues to be high, then it is possible that the underutilized or stranded assets can be put to alternative use.  Nevertheless, the returns expected when the initial investments were made are adversely impacted.

4. Cream skimming would develop.  Competitive distribution utilities would compete for the most desirable customers (i.e., those customers with the highest ability to pay and lowest cost of service) – potentially leaving remaining customers without service (in the case of no obligation to serve) or with considerably higher rates, since the incumbent utility would need to pass on the loss of fixed cost recovery to remaining customers.  Furthermore, the incumbent utility’s overall cost structure may become higher as other utilities place their network infrastructure in the more desirable locations.

This situation would be exacerbated if certain restrictions/ requirements were placed on the incumbent utility but not on competing utilities.  For example, if the incumbent utility’s rates include costs associated with low income or energy efficiency programs, then the incumbent utility would not be able to effectively compete – resulting in further deterioration of load and rising rates to customers.  Inevitably, a death spiral would result – absent regulatory intervention to levelize the playing field.

5. Redundant networks would develop.  Multiple utility providers would create a patchwork of customers across the systems, resulting in network systems that have the same basic infrastructure, thus increasing overall costs in the area.
6. Rates to remaining customers would have to rise.  The traditional approach of setting rates under the Regulatory Compact is cost-based, rate of return regulation.  Customer rates will rise due to rising average costs, higher costs of capacity additions, and/or under-utilized or stranded investments. 
7. Society loses.  As cream skimming develops and customers move from the incumbent utility to the competing utility, the incumbent utility sheds its variable costs but loses its contribution to fixed costs – since the customer now pays for such costs from the competing utility.  But the incumbent utility retains its fixed costs – which, as we discussed earlier, represents a substantial portion of the overall cost of service.  Thus, society loses because it is now paying for two sets of fixed costs – those of the incumbent utility, and those of the competing utility.
8. Obligation to serve issues become muddled.  Who has the obligation to serve, and what happens if a customer moves to the other utility, and wants to return?  What happens if a new customer in a difficult to serve location wants service?  Any lack of clarity regarding obligations has far reaching economic and non-economic implications for electric distribution companies. The key economic implications include planning uncertainty, as discussed above, and operational inefficiencies introduced by having multiple electric service providers in the same service area.

9. Basic tasks would become more complex and costly.  The transactions costs of undertaking basic tasks would increase if geographic boundaries were not clearly delineated.   Storm recovery, customer safety, worker safety, pole attachment issues, “dig safe” issues, tree trimming, and other routine responsibilities would lead to increased requirements for communication and coordination.  These problems would arise even if the separate obligations of the multiple distribution providers were absolutely clear.  The economics of efficient institutional arrangements argues for internalizing these kinds of activities and responsibilities within a single organization.

Parallel Policy Issues  

North American regulators have needed to address the policy and economic implications of competition in the past.  In general, regulators have decided in favor of maintaining those policies that maximize economic efficiency (and fairness) for all customers – as opposed to the benefits of a selected few.

1. Generation Unbundling:  Generation has been considered the most competitive stage of the utility industry, and this function has been “unbundled” and subjected to competition in numerous locations.  At the same time, the functional separation and deregulation of generation assets from electric utilities prompted significant discussion and controversy about what happens to “stranded” costs – e.g., the difference between the market value and book value of a utility’s generation assets as utilities divested their generation assets.  A utility’s full service rates would include such stranded costs (above market generation, fuel contracts, regulatory assets, unrecoverable costs of social programs, etc), but customers electing to buy wholesale power and take transmission service under the United States Federal Energy Regulatory Commission’s (the FERC’s) open access tariffs would avoid such costs.  Thus, utilities would be faced with either diminished cost recovery – or recovery from all other customers.  In response, the FERC’s Order No. 888 reaffirms the utility’s full recovery to legitimate, prudent and verifiable stranded costs and that departing customers should receive a direct assignment of such costs.  

Individual states have followed the FERC’s lead – with almost half of the states passing major legislative and/ or regulatory changes to restructure their electric power industry.  Each state, regulating the distribution service and retail rates for electricity within its border, decides whether (and how) to proceed with deregulation.  States with historically high prices, such as California, Pennsylvania, New York, and most of New England, have opened their retail markets to competition by allowing customers to choose their supplier of electricity commodity; while other states have decided that restructuring may not be in their best interest at this time.  Similar restructuring issues have been addressed in Ontario with passage of the Electricity Act and Ontario Energy Board Act.

State restructuring has required or encouraged divestiture of generation assets, leaving utilities with transmission and distribution services and assets.  Similar to FERC policies, states have allowed utilities partial/ full recovery of any stranded costs based on prior obligations.  Regulators, however, have not ordered franchise competition in industry restructuring – since a fundamental premise of industry restructuring has been the requirement to provide “open access” to the utility infrastructure due to the economic advantages gained by the electric utility. 

2. Distributed Generation:  In addition to wholesale and retail unbundling discussed above, regulatory commissions have also addressed the departure of customers from taking distribution service.  For example, the Cambridge Electric Company (now, a subsidiary of Nstar) petitioned the Massachusetts Department of Public Utilities to allow recovery of stranded costs from the Massachusetts Institute of Technology (MIT) in response to MIT’s decision to install a cogeneration facility – and thus avoid significant stranded cost charges.  In its order, the Department approved the recovery of stranded costs, in part, as recognition that the electric utility had long been charged with an obligation to serve and had made certain investments consistent with that responsibility – which had been reviewed and sanctioned by regulators.
  Further, the potential impact of MIT’s departure along with other major customers would represent a significant burden on remaining customers.  In the end, the Department approved such treatment based on the “broad public interest.”
3. Municipalization:  In an effort to lower rates to customers, certain U.S. municipalities evaluated, and in some cases implemented, conversion of an electric utility system from investor-owned to municipal-owned.  Similar to generation unbundling and distributed generation, the key issue has been stranded costs – and whether the customers exiting the system (or in this case, the investor-owned utility) pay for such costs.  For example, the FERC directed Las Cruces, New Mexico to pay El Paso Electric stranded costs charges of over $50 million in its plans to form a municipal utility.
  The FERC stated that El Paso had a reasonable expectation of continued service to customers in Las Cruces based on its obligation to serve customers.  That decision contributed greatly to Las Cruces’s decision not to municipalize.
The Las Cruces case reflects a broader policy. In Order 888, the FERC determined that it should be the primary forum for addressing costs incurred by municipalization, or the process by which a local city government takes on the service responsibilities—and generally the power delivery infrastructure—of an investor-owned utility that had been enjoying an exclusive franchise right within the town borders. The FERC recognized the potential for municipalization to create stranded costs defined as the departing customers’ contribution to fixed costs that will not be recovered because of the customer's departure. If a municipal system were developed that competes head-to-head with the investor-owned utility, the utility must demonstrate these stranded costs were incurred “based on a reasonable expectation that the utility would continue to serve the customer." The FERC’s policies with respect to stranded costs recognize the intent of the regulatory compact to provide protection against opportunistic behavior—protections without which utilities would not invest in power delivery facilities. In addition, FERC 888 established a context in which state regulatory commissions would uphold the recovery of stranded cost with the advent of retail competition. The combination of defined service territories and the application of non-bypassable transition charges ensured the recovery of stranded costs associated with retail competition.

One pivotal application of the FERC’s approach to stranded cost recovery involved the city of Alma, Michigan.
 Unlike other municipalization efforts, Alma did not plan to condemn the property of the incumbent utility and buy it; instead, the town wanted to build a separate utility system to compete with Consumers Power.  In light of FERC Order 888, Consumers sent a bill to Alma for the company’s stranded investment costs. 

In considering the Alma case, the FERC affirmed that the key to any stranded-cost case was the issue of whether the incumbent utility had a reasonable expectation of continued service. The FERC supported Consumers’ claim that they had a reasonable expectation of providing service and, consequently, were entitled to stranded cost recovery.  Consumers Energy argued that state law and utility regulations require it to stand ready to serve retail customers and franchise territories at all times. Consumers had served the town for nearly 90 years and had included the load in a 1994-2004 forecast filed with the state utility commission. 

4. Cream skimming.  Often, the situation is that two neighboring distribution systems grow into each other’s borders.  In such circumstances, there can be short-term economic incentives for one system to attempt to “poach” the customers or the territory of the other.  This is in fact the result of the largely fixed cost structure faced by both “competitors”, as well as the fact that most distribution tariffs do not reflect the largely fixed nature of the costs.  In such a situation, one “neighbor” may seek to attach customers from another system – thus adding relatively little fixed cost, while receiving the benefit of the additional revenues.  In this case, the “poaching” system receives a benefit (assuming the revenues are greater than the incremental cost involved in hooking up these customers).  At the same time, the neighbor loses the fixed cost contribution from the departing customers, and must raise rates to other customers to make up the loss.  From a regional perspective, the situation is a net loss.  The gain to the poaching system results in an equal loss to the neighbor.  But, as discussed above, the resulting uncertainty adds risk to the planning process and will result in higher costs in the long run to both systems.

The Lukens Case. The Lukens Steel Co., the second largest customer of Philadelphia Electric Co. (PECO), proposed in late 1981 to switch its business to Pennsylvania Power & Light, a neighboring electric utility. The company sought the change in electric utility providers to save money thereby avoiding a reduction in its operations and workforce.  Lukens Steel relied upon the electricity cost differential between PECO and PP&L in contending that its proposal would produce the cost savings.  Counter evidence tended to show that any savings enjoyed by Lukens would result in increased rates for both PECO and PP&L customers.
 

The Pennsylvania Public Utilities Commission (PPUC) concluded that Lukens had not proven that the electricity cost savings resulting from the transfer to PP&L was sufficient to justify the cost of the proposal and that it had not proven that the proposal was in the interests of other Pennsylvania ratepayers. Likewise, the PPUC upheld the economic principles of natural monopolies in the electric utility industry, finding that competition among utilities encourages "redundant capital construction" that could "increase the cost of serving all electric customers." In addition, the PPUC stated that competition among electrical suppliers would, in all likelihood, increase the cost of capital to all electric utilities since the threat of a loss of customers would increase the business and financial risk to which such utilities would be exposed." Upon appeal, a Pennsylvania court similarly held that the Lukens' proposal was neither necessary nor proper for the service, accommodation, convenience, or safety of the public.
 

The context of the Lukens case has now changed.  Pennsylvania has implemented retail competition.  But in changing the context through restructuring, stranded costs were recovered by the original franchise holders and the distribution function was retained as a franchised, regulated natural monopoly.  Thus the reasoning in the case regarding the territorial franchise still holds.

South Alta Rural Electrification Association.  In Alberta, the South Alta Rural Electrification Association applied in September 2002 for the approval of the Alberta Energy and Utilities Board (EUB) to expand its service area boundary in order to serve a potential customer outside its established service territory. Holtman Farms, the potential customer, is located in the established service area of Aquila Networks Canada (Aquila), and Aquila argued to the EUB that it had the exclusive right to serve this customer. 

The EUB denied South Alta’s application because South Alta failed to demonstrate how the expansion of its service territory would be in the public interest and failed to provide evidence to show that there were safety, efficiency, service, or cost advantages that would support the approval of the service area annexation.
 The EUB also reaffirmed that while generation and retail services have been deregulated in Alberta, the power delivery functions of the province’s electric industry were still regulated, providing no opportunity for a customer to choose his own wire services provider. Furthermore, the EUB noted that although it had approved modifications to utility franchise boundaries previously, these occasions have been both rare and exceptional. The EUB stated, “the establishment of clearly defined and enduring service areas is a major component of an orderly and efficient electric distribution system.”

5. Rural Electric Cooperatives versus Expanding Municipal Utilities.  With increasing urban sprawl into once-rural areas, electric cooperatives have been threatened by expanding municipal utilities that are annexing high-density areas or areas slated to become industrial parks. In response to such threats, the National Rural Electric Cooperative Association (NRECA) has lobbied the United States Congress to enact various prohibitions to municipal service territory expansions, including measures that would prevent any tax-exempt funding enjoyed by public power utilities from being used to finance the annexation of rural co-op service areas. NRECA has also supported Federal bills that would establish formal procedure for states to deal with territorial disputes between coops and municipal utilities. In 1993, the NRECA estimated that between 25 and 100 rural co-ops were threatened with extinction by expanding municipal utility service territories.

In an important case in 1994, a Federal appeals court ruled that the United States government’s Rural Electrification Administration's interests preempt a city's right to take over part of a rural cooperative's service territory.
  The Fifth Circuit U.S. Court of Appeals barred Morgan City, Louisiana, from taking over 252 customers of South Louisiana Electric Co-op Association because it ''would frustrate the federal purpose of providing low-cost, reliable electric service to rural areas.''  The court found that the state laws that could authorize the condemnation of the co-op’s infrastructure to expand the municipal utility’s service territory failed to account of the potential prejudice to rural electricity consumers served by federally funded cooperatives. Likewise, the court indicated that the piecemeal erosion of other high-density service areas adjacent to Morgan City and other cities could leave federally funded cooperatives financially unable to continue service to the remaining low-density areas not targeted by municipally owned or investor-owned utilities. This decision was similar to a 1987 case involving the City of Madison and Bear Creek Water Association, where a municipally owned utility sought to condemn an economically profitable service area that was likewise developed through federal financing.

Directors of the NRECA and of the American Public Power Association (APPA)—the advocacy group that represents municipal utilities—have stated a preference to resolve territorial disputes through cooperation for mutual benefit. As described below, regulatory approvals of voluntary changes in established service territories are legal and binding in most states, and policy makers generally prefer to assess matters of public interest surrounding transactions that are agreed upon mutually. 

6. Voluntary, Negotiated Transfers.  While the cases above illustrate legal and regulatory resolutions to franchise and service area disputes or issues, there have been a number of voluntary exchanges of relatively small service areas or shifts of one or more customers. These transactions have been executed largely through agreements and contracts between utilities in the same state, and, in some instances, between both utilities and the affected customers. These agreements and contracts typically require the approval of state utility regulatory agencies and are considered lawful transactions in most states, provided that certain criteria are met. 

In Florida, for example, service area and franchise agreements are negotiated among investor-owned utilities, municipal electric utilities, and rural electric coops under the jurisdiction of the Florida Public Service Commission (FPSC). The FPSC holds exclusive jurisdiction over all other boards, agencies, political subdivisions, and municipalities over electric utility service territory matters. In July 2002, for instance, the FPSC issued a proposed agency action order granting the voluntary transfer of 1,100 customers from the Clay Electric Cooperative to the Gainesville Regional Utilities and the transfer of approximately 20 customers from Gainesville to Clay.
 The two utilities reached agreement primarily to avoid the unnecessary duplication of facilities in the territorial areas covered by the agreement.

The FPSC also resolved disputes related to service area agreements established between utilities. In 1997, for instance, the FPSC issued an agency action order related to the territorial agreement between Florida Power & Light (FPL) and the City of Homestead that was approved in 1967.
 FPL charged that Homestead was unlawfully providing service to two for-profit businesses in FPL’s service territory in conflict with the provisions of the agreement that delineated the companies’ service areas and provided for the transfer of individual customers. Homestead had leased unimproved real property in the Park of Commerce to a beer distributor that later built a warehouse, office, and distribution facility on the property. In 1996, Homestead similarly leased unimproved property adjacent to the beer distributor’s facilities to a boat builder. Homestead provided electric service to the beer distributor and the boat builder, both of which were within the geographic service territory of FPL.  FPL argued that while city-owned facilities in the Park of Commerce could receive electric service from Homestead in accordance with the territorial agreement, private businesses could not. The FPSC determined that Homestead was attempting to expand its service area by asserting that private, corporate enterprises located in FPL’s service territory were city facilities by virtue of their location on city property. The FPSC order the utilities to negotiate a plan for the transfer of the customers to FPL service subject to FPSC approval.

In Missouri, regulators at the Missouri Public Service Commission (MPSC) approved a deal struck between AmerenUE, the state’s largest electric utility, and Gascosage Electric Cooperative involving the transfer of approximately 1,200 customers and the power delivery equipment used to serve them from the investor-owned utility to the coop.
  From the regulated utility’s perspective, the service area that was affected by the transfer had been difficult to serve. The company supported the transaction because it would help it provide service in areas where the bulk of its existing customers and distribution facilities were located. Gascosage was prepared to make improvements to its system to serve the transferred customers, including new transmission and distribution lines as well as an upgraded substation. Supporting the transaction as being in the public interest, the coop argued that it would be able to improve service to the 1,200 customers with shorter response times and additional linemen.

In its January 2002 order approving the deal between AmerenUE and Gascosage, the MPSC considered whether the transaction was in the public interest. In determining whether the public interest test was met, the Commission examined three factors: the elimination of the duplication of facilities, the ability of the utility receiving the customers to provide adequate service, and the effect on current customers for both companies. In February 2002, the MPSC likewise approved a similar voluntary transaction between AmerenUE and the Lewis County Rural Electric Cooperative involving the transfer of approximately 550 customers and the sale and transfer of assets related to supplying electricity to these customers.

In California, the CPUC approved the voluntary transfer of customers and associated facilities from Pacific Gas & Electric (PG&E) to the Turlock Irrigation District (TID).
 The sale involved roughly 5,500 customers, 230 miles of overhead and underground power lines, a transmission tap line that served a relatively large industrial customer, a street lighting system, right-of-way and property leases, and the service records. The sales agreement was contingent on a promise that TID would not encroach in PG&E’s service areas for the next 25 years. TID sought to purchase more of PG&E’s existing distribution facilities, but the utility was unwilling to cede that much of its service territory in negotiations.

When considering the transaction, the CPUC found that there is a strong legislative policy in California in favor of service area agreements and against duplication of electric distribution facilities and services and the resulting economic waste.
 In addition, the CPUC determined that the proposed service agreement would resolve a long-standing conflict between PG&E and TID regarding the applicability of a 1953 agreement and would avoid costly litigation that would ultimately be financed by ratepayers and public funds. The regulators also found that the transaction would facilitate a more efficient delivery of electric distribution service within each provider’s territory.

7. Franchise Laws. Since the early twentieth century and until the restructuring of the electric industry in the late 1990s, a monopoly system emerged in the electric utility industry in the United States, where local franchise contracts with a single provider commonly ran for terms of 30 or 40 years, or for indeterminate periods. Advocates of state regulation of utilities emphasized long-term franchises, natural monopoly, compensation for revoked franchises, and guaranteed rates of return for investor-owned utilities. In particular, the principle of natural monopoly prevented local officials from issuing duplicate franchises, thereby freeing the state-regulated utilities from destructive competition as well as financial and operational uncertainty. With the advent of wholesale and retail competition for power supplies in more recent years, individual states have often reaffirmed that the transmission and distribution of electricity is a natural monopoly and that exclusive franchise rights still apply. 

Staff at the Virginia State Corporation Commission, for instance, recognized that the state’s method of electric utility regulation was founded on the concept of the Regulatory Compact.
 Under this arrangement, an electric utility is provided a monopoly franchise territory in which it is the only provider of service. Along with the franchise comes certain legal power to enable the utility to provide service, such as the power of expropriation. In addition, the electric utility has an obligation to serve all customers in its franchised territory and must provide adequate service at reasonable rates. Although Virginia has begun to restructure its retail electricity market, there has been little serious discussion in the state about deregulating the electric distribution or transmission, and the concept of the Regulatory Compact remains intact for these functions.

In every state and province where restructuring has made generation and retail supply competitive, the distribution function has been retained as a regulated monopoly within defined service territories.  Considerations have been made regarding the possibilities for competition in specific functions within the broad distribution responsibilities (e.g., billing and metering); but no jurisdiction has initiated any legislative or regulatory steps to change the regulated monopoly status of the distribution franchise.

Approximately half of the states in the United States establish service territory assignments by statute, and many of these laws specify their purpose to avoid duplicate facilities, to improve economic efficiencies, and to minimize territorial disputes.
 Likewise, at least six states passed laws to prevent local governments from allowing utilities to construct duplicate facilities in order to compete, including Illinois, Georgia, Idaho, Kansas, Oklahoma, and South Carolina.
 Approximately three-quarters of the states provide service area assignments through or in connection with the granting of certificates of public convenience and necessity to a utility to serve a defined area. Some of these states also have the statutes that establish territory assignments, but others do not. However, even in states where utilities are not explicitly granted exclusive territorial rights, the intent of public policy makers has been to have only one power distributor for each given service area.
 Through regulatory and court decisions, the overall effect in these states has predominately been the prohibition of customer bypass of the local franchised utility.

For example, the Public Utilities Code of California provides the California Public Utilities Commission (CPUC) plenary authority and jurisdiction of electric utility service territory boundaries, and the CPUC has invoked this authority to resolve service area disputes. The Public Utilities Code also provides that CPUC issue a certificate of public convenience and necessity for the construction or extension of any electricity generating or delivery facilities whenever the construction or extension interferes with the operation or any other utility or public agency.

In such cases, the CPUC points to the intent of California legislators for establishing a 1954 law that states: 

Under certain conditions the sale and distribution of electric power in the same geographical area both by an electrical utility and by an irrigation district, results in duplication of service, waste of materials, increase in costs, waste of manpower and economic loss, and is detrimental to the efficiency and best interests of such districts. It is the policy of this State to induce such utilities and irrigation districts to prevent or remove such economic waste and to adopt more efficient and economic methods of distribution of electric power and energy, and to that end encourage the definition of areas to be served or not to be served by each.

The CPUC also points out that the California Legislature has more recently reaffirmed its policy in favor of separate service areas for electric distribution providers in AB 2638 as codified in pertinent part at Sections 9607-9613. Section 9608, for instance, authorizes service area agreements that allocate certain territory between districts and electric corporations and prohibit them from serving customers in each other’s territory.

The diversity in regulatory and franchise structures across North America does include some instances in which there appears to be distribution competition either within cities or along territorial boundaries.  These anomalies exist for historical and political reasons and do not detract from the proposition reflected in the great preponderance of regulation, legislation, and economic analysis that distribution should be treated as a regulated monopoly within defined boundaries.

Lessons from other Industries

The electric utility industry is not the only one in which the issues raised in this paper have been considered.  Both the natural gas and telecommunications industries offer interesting lessons and analogies.  Here, we present brief overviews of the key relevant similarities and differences for each.

Natural Gas.  The natural gas industry, up until the early 1980s, was a similar large, capital intensive, vertically integrated and high fixed cost industry.  In North America, natural gas has been much more limited in application than electricity, both in geographic availability, and in enduse application.  For more than a decade, the commodity has been deregulated, and long range transport and storage has been treated like a common carrier.  However, the local distribution function is regulated much as before, and is generally still subject to exclusive franchise territory – in order to achieve lowest average cost, to ensure safety, and to avoid duplicate facilities.  

Telecommunications.  In contrast with the electric utility industry, the telecommunications industry restructuring has been driven by widespread and rapid changes in technology.  Initially, restructuring occurred at the long distance function, as alternative carriers (like Sprint and MCI) developed new means capable of delivering long distance service.  As competition for long distance service grew, so did changes in the local network function.  Digital switching technology replaced analog equipment.  The effect has been to greatly reduce the economies of scale in the delivery of local telecommunications service, eliminating the natural monopoly justification for exclusive territory.  In addition, new cellular technologies threatened the ability of any exclusive franchise holder to maintain service.  These changes in technology would be analogous to the widespread economic application of distributed generation – in effect, new technologies would make the distribution system redundant.  As a result, there is widespread competition for both local, and long distance service. 

Efforts to maintain an exclusive franchise territory in the local telecommunications industry would not have benefited customers, and would in any event have been futile.  Thus, in general, customers benefited in this case from the promotion of open access to network equipment.  However, the conditions which supported this evolution (reduced economies of scale, and technological innovation creating economic bypass opportunities for the network service) do not exist in the electric distribution industry.

The implications of these considerations for our discussions are clear.  In general, competition is expected to bring about benefits for consumers including lower prices, and greater product or service diversity.  Viable competition is possible in segments of some industries which have long been subject to regulation.  However, where fixed costs are a significant proportion of total cost, customers continue to benefit from the attainment of minimum possible costs  through the granting of exclusive service territory franchises.

Conclusions, and Implications for Ontario

The discussion above has focused upon the economics of the electric utility industry, and the importance of the exclusive franchise territory in achieving the lowest attainable cost.

In contrast with many other industries, the electric utility industry is characterized by very high fixed costs, resulting in a natural monopoly situation in which average costs decline with increased volume.  Long lived equipment is placed in service to serve the anticipated needs of current and future customers.  Erosion of the established service “franchise” territory would increase costs to the incumbent utility and its customers, add risk (and thus cost) to the planning process, encourage the investment in redundant equipment, and increases concerns regarding safety and the obligation to serve.

The Ontario Energy Board Act of 1998 establishes that electric utility franchise territories are non-exclusive, and that the Board has the authority to effect transfers where they were “in the public interest, having regard to the objectives of the Board and the purposes of the Electricity Act of 1998”.  

Both the OEB Act, and the Electricity Act establish several important objectives and purposes, including:

· To protect the interests of consumers with respect to prices and the reliability and quality of electricity service

· To promote economic efficiency . . .

· To facilitate the maintenance of a financially viable electricity industry

This paper has shown that  erosion of electric distribution utility service “franchise” territory would detract from these purposes and objectives.  Allowing shifts in the service territories generally increases costs, and thus raising prices to customers.  When an incumbent loses a portion of the established service territory, the fixed costs associated with the distribution plant put in place for a group of current or planned customers must be shifted to remaining customers, increasing their rates.  If these costs are not passed on to the remaining customers, the incumbent utility is financially harmed.  Finally, the erosion of the franchise is economically inefficient, and thus contrary to the purposes of the Act, in that it would encourage duplication of investment, cream skimming, and prices higher than they need to be.
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