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EXECUTIVE SUMMARY

The objectives of this report are (1) to develop current information
on the various state regulatory treatments of electric utilities with sub-
sidiaries, (2) to analyze the appropriateness and effectiveness of these
treatments, and (3) to suggest how these treatments might be improved. The
authors surveyed the staffs of commissions in forty-nine states (excluding
Nebraska) plus the District of Columbia to gather information on the pro—
cedures that commissions use to regulate the relationships between electric

utilities and their subsidiaries. The staffs of forty commissions re-
sponded.

Electric utilities are setting up subsidiaries in increasing numbers.
There is; therefore, special concern about state commission authority to
regulate (approve or disapprove) the establishment of subsidiaries by elec-
tric utilities. Additional concerns are about whether state commissions
can prevent a misallocation of common costs and inappropriate prices in
transactions between the utility and its affiliates. ‘

Twenty-seven commission staffs said that their commissions do not have
the authority to disapprove the establishment of subsidiaries by electric
utilities; ten said that they have such authority; two were uncertain.

Most state commissions have not formally evaluated whether the stated or
theoretical benefits of establishing a subsidiary have been realized. Only
a few commissions periodically reassess the continued appropriateness of a
subsidiary. Only three commissions report having authority to order di-
vestiture of an electric utility subsidiary, once established. However,
nearly all commissions have procedures to prevent cross-—subsidies that
could result from a utility~subsidiary relationship. These procedures are
most often exercised during rate cases.

An iron-clad source of commission authority over the establishment and
divestiture of subsidiaries would, of course, be explicit statutory provi-
sions. Few states have such provisions. While most state commissions do
not have explicit statutory authority to disapprove the establishment or
divestiture of subsidiaries by electric utilities, there may be sources of
authority available to commissions that are implicit in more general statu-
tory provisions. These provisions include those that empower the commis-
sion to protect the public interest and to assure that ratepayers are pro-
vided adequate service at just and reasonable rates. State commissions
might also have an implicit authority to order the divestiture of a sub-
sidiary if the continued existence of the entity would harm the utility or
its ratepayers. Many state commissions have a limited or indirect author-
ity to disapprove the establishment of an electric utility subsidiary
through their statutory authority to approve or disapprove mergers or
consolidations, and the issuance of stocks, bonds, and debentures. A few

commissions also have the right to participate as a party in corporate re-
organizations.



Not surprisingly, the best time to set up appropriate safeguards to
protect the ratepayers from harm is when the entity is established. If a
commission asserts authority over a subsidiary's establishment, it can
place conditions on its approval.

Concerning the safeguards that are used to protect the ratepayers from
abuses of utility-subsidiary relationships, thirty of the forty respondents
said that their commissions review the business relationships between an
electric utility and its subsidiaries on a periodic basis, most commonly
during some phase of a rate case proceeding. To prevent cross—subsidies,
nearly all commissions have procedures for examining the joint and other
operating costs of an electric utility and its subsidiaries.

Four methods for monitoring diversified electric utilities are
available. They are corporate restructuring, audits, affiliated interest
statutes, and accounting and recordkeeping procedures. Commissions
typically use more than one of these methods to monitor cost transfers
between a utility and its subsidiary. Monitoring diversified electric
utilities can be facilitated by encouraging restructuring of the utility,
that is, by encouraging the formation of holding companies and the
spinning—off of nonutility activities into separate subsidiaries. The
primary benefit of such a legal separation would be separate accounting and
bookkeeping that would facilitate cost tracking and auditing. The
commission would still need to satisfy itself that the corporate entities
are indeed separate, i.e., maintaining separate facilities, management, and
staffs. Further, the commission might wish to predicate its approval of
such a reorganization on assurances that it can have access to the
subsidiary's books, records, and corporate officers. It should be noted
that nearly all commissions report having authority to gain access to the
books and records of electric utility subsidiaries, affiliates, and holding
companies.

Many of the audits now performed by commissions are comprehensive
management audits, but a commission may wish to consider the relative ad-
vantages of audits with a narrower focus. A commission may find that a
fuel procurement practices audit, an executive management audit, or an
affiliate transaction audit is more cost effective. Also, a reconnaissance
audit that allows a commission to identify those aspects of a utility's
operations in need of further study may be useful.

About half the state commissions have affiliated-interest statutes
that allow them to identify and to control any cross-subsidies that flow
from affiliate transactions. Two catgories of these statutes exist: those
that require a filing that reports the existence of affiliate transactions
and those that require that a contract for an affiliate transaction be
approved by the commission beforehand. Affiliated-interest filing
requirements are a logical, cost-effective first choice for monitoring
affiliate transactions. An affiliated-interest contract preapproval
statute, however, might be the only method available that will completely

assure that the costs of imprudent affiliate transactions do not end up in
the utility's rates.
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Most commissions require the utility to keep its books in accordance
with a Uniform System of Accounts (U.S.0.A.) and to separate the costs of a
subsidiary from its parent utility. The U.S.0.A. has several limitations.
For example, the U.S5.0.A. does not require the maintenance of cost data on
a functional cost center basis; hence, cost allocation methods may be less
precise than they would otherwise be due to a lack of information. Also,
with the U.S.0.A.'s aggregation of accounts relating to transactions with
affiliated companies, acquiring useful information for regulating these
transactions can be both costly and time consuming. There are three
possible solutions. One would be to require the use of a separate clearing
account for all transactions with affiliates. By thus centralizing in one
location all information pertaining to affiliate transactions, auditing and
tracing of costs would be facilitated. Another solution would be to re-
quire utilities to journalize all affiliate transactions into a single
monthly entry, thus reducing the time necessary for am audit. Finally,
commissions might require the filing of supplemental schedules pertaining
to affiliate transactions. Such schedules could provide useful summary

information for subsequent in-depth review or desk audits of the utility's
books.

A particularly difficult common cost allocation problem faced by com—
missions is to distinguish an operating utility's cost of capital from that
of its subsidiaries. When an electric utility has subsidiaries or is it-
self owned by a parent company, its capital is likely to be intermingled
with the capital of the other entities. This is because a single entity,
either the parent utility or the holding company, issues all equity for
which an observable market exists. Hence, the observable market return on
equity reflects some mix of returns for the various corporate entities.

Two methods generally used for estimating the cost of equity in such
circumstance are (1) comparisons with similar, regulated companies, and (2)
some variation of a double leverage method. Where possible, the comparison
approach 1is preferred. In the absence of information about the equity
costs for some of the subsidiary entities, the double leverage techniques
do not work. All double leverage methods necessarily estimate the weighted
average cost of capital of a subsidiary as some sort of unlevered average
of the parent company's overall return. This average is sometimes further
adjusted for the specific, relative leverage of the individual subsidiar-
ies. No double leverage technique, however, can account for the relative
operating riskness of a parent's subsidiaries. None can provide a way of
unraveling the parent's amalgamated return, which is observed in the
market, into 1ts component parts. Thus, none provides a good estimate of a
subsidiary's equity cost until independent market information is used to
identify a subsidiary's operating risk.

Where utilities purchase goods or services from subsidiaries, most
commissions try to prevent pricing abuses by one of three approaches.
Under the market-price approach, the subsidiary's prices are deemed reason—
able if they are less than or equal to those charged by nonaffiliated
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suppliers of the same goods or services. Under the profit-comparison
approach, the subsidiary's prices are considered reasonable if the return
on capital of the subsidiary does not exceed that earned by other, nonaf-
filiated suppliers of the same goods or services. The cost—plus-the-
utility's-rate-of-return approach limits the subsidiary to earning the sum
of its costs plus a return on capital based on the rate of return that the
regulated public utility is allowed.

The market-price approach is the best from an economic point of view,
since the market price (1) reflects the relative scarcity or opportunity
cost of the goods in question, (2) encourages efficiency of production by
captive and noncaptive subsidiaries, and (3) encourages the efficient
allocation of the utility's financial reserves. But, the market-price
approach is not without problems. One of the practical drawbacks is that
it presumes the existence of a competitive market for the goods being
transferred. Such a market may not exist if the subsidiary exercises suf-
ficient market power to influence price. Also, two key assumptions under-
lie this approach. One is that the utility's investment in the subsidiary
is financed entirely out of the utility's retained earnings and not from
any contributions, explicit or implicit, from the ratepayers. The other is
that there is no cross—subsidization of the subsidiary by the utility in
its day-to—-day operations. If either of these assumptions is violated,
then the market-price approach may not be preferred. One last hurdle
exists for a commission using the market-price approach: the commission
must be able to identify the proper market in order to compute comparable
market prices. This task may, in some instances, be extremely difficult,
which suggests that use of the alternative approaches might be reasonable.

The profit-comparison approach is based on the assumption that if a
subsidiary's profits are higher than those of other firms in its industry,
these profits are the result of either synergistic benefits from the
utility-subsidiary relationship or from some kind of implicit subsidization
of the subsidiary by the utility. If either of these assumptions were true,
then under this approach ratepayers would be allowed to benefit from this
synergism or the cross—subsidy would be eliminated from rates. Assuming the
subsidiary is competitive with other firms in its industry, the profit com-
parison approach would pass on to the ratepayers the profits resulting from
the synergism or cross-subsidy. A difficulty with this approach is that
this key assumption may often be invalid. Under the profit—comparison
approach, the ratepayers would bear the risk of a subsidairy's inefficiency
should the subsidiary prove uncompetitive. On the other hand, if the util-
ity's subsidiary is more efficient than the market, the source of its "ex-
cessive"” rate of return could be superior resources, management, or other
factors. As long as the utility's investment in the subsidiary comes solely
out of the utility's retained earnings, one might expect the excess profits
to go to the shareholders. The profit-comparison approach awards these
profits to ratepayers in the form of lower rates.

While the profit—comparison approach sets the subsidiary's rate of
return equal to that of similar unregulated firms, the utility-rate—of-
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return. approach sets it equal to that of the regulated parent. The
utility-rate-of-return approach is based on the premise that the utility's
subsidiary is de facto a part of the public utility and should be regulated
as such for purposes of determining reasonable rates of return on invested
capital. This approach might best be limited to circumstances where the
subsidiary in fact operates as an extension of the utility. This would be
the case where the subsidiary exercises market power sufficient to influence
the price of the goods in question, particularly if its market power stems
from the utility-subsidiary relationship. However, in choosing among these
three methods, a commission needs to be concerned that the utility not be
discouraged from making economically efficient investments in related or
vertically—integrated activities where synergisms can be achieved.
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FOREWORD

In recent years the issue of regulating electric utilities with
subsidiaries has received a good bit of practitioner and academic
attention. Now with a few years of experience under various regulatory
arrangements and treatments, this report presents the current status of
the matter, e.g., authorities among the other states to approve or
disapprove their formation, safeguards and monitorship imposed, and the
ma jor approaches employed.

Many of the results draw upon responses from the staff of the

forty state public utility commissions that provided data and
information for the study.

Douglas N. Jones
Director
Columbus, Ohio
January 17, 1986
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CHAPTER 1
INTRODUCTION
Objectives

In recent years, electric utility managements have shown a growing
interest in diversification through the establishment of subsidiaries and
holding companies exempt from the requirements of the Public Utility Hold-
ing Company Act. The establishment of utility subsidiaries and exempt
holding companies raises a variety of issues and concerns for state regula-
tors. Much has been written about the subject. The objectives of this
particular study are (1) to provide state public utility commissions with
information about the various regulatory treatments, regarding electric
utility subsidiaries and affiliated companies, that state commissions use,
(2) to analyze the economic appropriateness and the effectiveness of the
various regulatory treatments, and (3) to suggest how these treatments
might be improved.

The report, in turn, is organized around three sets of issues. The
first set of issues concerns the traditionally argued economic advantages
and disadvantages of electric utility subsidiaries, i.e., what are the
theoretical pros and cons of allowing an electric utility to establish a
subsidiary. |

The second set of issues regards state commission authority over the
establishment and operation of electric utility subsidiaries. In other
words, to what extent do commissions have the authority to prevent the
economic abuses that may be inherent in electric utility subsidiaries?
Specifically, the set of issues concern whether commissions can allow or
disallow the establishment of electric utility subsidiaries or affiliates,
whether a commission can attach conditions to its approval of the estab-
lishment of the subsidiary or affiliate, whether a commission can require a
utility to divest itself of its subsidiary, whether state commissions
directly regulate electric utility subsidiaries, and how the transactions

between the parent utility company and its subsidiary are handled.



The third set of issues addressed in the report concerns what the
appropriate and effective regulatory policies and procedures are for pro-
tecting the public interest when subsidiaries exist. This set of issues
includes a commission's ability to isolate and control transfer prices and
cross—subsidization of costs. Some of the regulatory policies and proce-
dures to be examined include various forms of monitoring such as staff
reviews, staff audits, outside audits, and formal commission hearings (both
in and outside the rate case setting). Other commission policies and prac-
tices to be examined include the development and use of special accounting
standards, practices that evaluate transfer prices in the light of market
prices, practices relating to the return earned by the subsidiary in trans-
actions with the utility, and practices where the subsidiary is regulated
as a public utility. The relative severity and cost of each of these
potential commission policies and practices are also examined.

This report‘mainly covers the simple utility-subsidiary relationship,
where the utility is the parent organization. The report is not concerned
directly with the interstate holding company arrangements, where a holding
company is established to own utility and utility-related affiliates. In
the interstate holding company system, it is the utility which is the sub-
sidiary. Indeed, several existing interstate holding companies own several
utilities each as their subsidiaries together with other subsidiaries that
are "reasonably incidental” or "economically necessary” to the business of
operating an integrated utility system. These are the registered holding
companies that are regulated by the U.S. Securities and Exchange Commission
(SEC). These structures are not the subject of our report. However, much
of the history of utility-subsidiary arrangements flows out of the abuses
that occurred durihg the period of holding company dominance before the
Public Utility Holding Company Act of 1935 was enacted. Also, much of the
literature deals with the interstate holding company structure. Therefore,
the authors found it to be impractical to attempt to discuss the utility-
subsidiary relationship without looking to the literature on holding

companies.



The authors also discuss to some extent those holding companies that
are exempt from the Public Utility Holding Company Act pursuant to sections
3(a)(1) and 3(a)(2) of the Act.l These provisions grant an exemption to
certain holding companies from regulation by the Securities and Exchange
Commission. Section 3(a)(l) exempts any holding company if it and its sub-
sidiary utilities are organized in a single state and the utility opera-
tions are confined substantially within the state. (There could be some
insubstantial degree of out-of-state utility operations.) These are the
so-called intrastate holding companies. An intrastate holding company can
have nonutility subsidiaries that are located out-of-state or are engaged
in out-of-state nonutility activities.

Section 3(a)(2) of the Public Utility Holding Company Act provides an
exemption for a holding company that is itself primarily a utility that
operates in the state in which it is organized and the adjoining states.
This type of holding company can have nonutility subsidiaries that operate
in states other than the state of organization and the adjoining states.
For a holding company to be granted this exemption, it must have utility
revenues that predominate in terms of the gross utility revenues and assets
of the holding company. This type of holding company comes under the ju-

risdiction of a state commission because the holding company is itself a

IThe Public Utility Holding Company Act of 1935, 15 U.S.C. §79-z-6.
It is worth noting that there are three other exemptions available from the
Public Utility Holding Company Act of 1935. Section 3 (a)(3) of the Act
provides the "only incidentally a holding company” exemption for holding
companies in which the utility business is functionally-related (inciden-
tal) to a nonutility business and where only small amounts of income are
derived from the utility subsidiary. Section 3 (a)(4) provides for the
"temporary holding company" exemption that deals with bankruptcies, re-
organizations and defaults where an investor only temporarily holds the
company. Section 3(a)(5) provides one other exemption: holding companies
over foreign utilities. The section 3(a) exemptions are subject to one
very important clause, commonly called the "unless and except” clause.
This clause provides the SEC with the power to withhold, revoke, or condi-
tion exemptions "insofar as [the SEC] finds the exemption detrimental to
the public interest or the interest of investors or consumers.” See
generally Douglas W. Hawes, Utility Holding Companies (New York: Clark
Boardman Company, Ltd., 1985), at §3.04.




regulated utility. A state commission could exercise its authority if such
a holding company sought to establish nonutility subsidiaries.

The reason that these so-called exempt holding companies are to some
extent within the scope of this report is that they are not subject to SEC
regulation. The section 3(a)(2) holding companies are subject to state
commission regulation. The section 3(a)(l) so-called intrastate holding
companies could be more troublesome for state commissions because their
nonutility subsidiaries can be interstate, and hence possibly exempt from
state commission regulation (due to t

This report does not address the desirability or undesirability of
repealing or amending the Public Utility Holding Company Act of 1935. For
the purposes of this report, the PUHCA in its current form is treated as a
given. Throughout this report the term "subsidiaries” will be used to mean

both subsidiaries and affiliates unless a distinction is necessary.
Occasion

The interest in diversification by electric utility managements can be
traced, in part, to the recent financial strength of a majority of electric
utility companies. While a minority of electric utilities are strapped
financially, most electric utility companies are financially strong. Most
electric utilities have benefitted from reduced capital expenditures due to
a winding down of their construction programs.

Because of their improved financial condition, many electric utility
companies find themselves with a surplus of internally generated funds.
Such companies are typically called "cash cows.” Such a surplus of funds
will force utility managers to choose between (1) raising the dividend pay-
out ratio for the utility's common stock; (2) retiring, redeeming, or void-
ing high coupon debt and preferred stock; (3) repurchasing the utility's
outstanding common stock; (4) initiating construction of generating plant
to meet the anticipated demand of the 1990s; (5) establishing subsidiaries

or affiliates to diversify into utility-related projects; (6) establishing



subsidiaries or affiliates to diversify into nonutility related projects;
and (7) investing in the financial assets of other companies.2

For various reasons, some of these alternatives may be unattractive to
electric utilities. If, for example, utility managers raise the dividend
payout ratio for a utility's common stock, the price of the stock is likely
to rise. Should the price of common stock rise to levels where its market-
to-book price ratio greatly exceeds 1.0, utility executives worry that reg-
ulators may take that as a signal that the utility's return on equity is
too high. The regulators may then order a lower return on equity in future
rate cases, Similarly, should a utility management choose to retire, re-—
deem, or void the high coupon debt or preferred stock or repurchase common
stock, the utility's capital structure would change. The utility would
have a higher equity-to-debt ratio.3 1In such a situation, utility mana-
gers worry that regulators are likely to recognize that the before-tax cost
of equity is higher than the cost of debt. Furthermore, equity is much
more expensive than debt because dividends are taxable to the utility while
debt interest costs are deductible. When faced with a radical change in
capitalization, state regulators have sometimes imputed a hypothetical cap-
ital structure in order to protect ratepayers from excessive capital
charges. Similarly, other state commissions have determined what the opti-
mal capital structure of the utility must be in order to minimize long-run
capital costs. Because utility managers may face the ultimate prospect of

a lower allowed return on equity if they increase their utility's equity-

2These options were suggested by four sources: Charles M. Studness,
"Electric Utility Investment in Nonutility Assets,” Public Utilities
Fortnightly, September 1, 1983, pp. 46-47; Phillip S. Cross, "'Equity
Thickening' - How Will Regulators Respond? " Public Utilities Fortnightly,
September 5, 1985, pp. 54-56; and Paul G. Russell et al., "American Bar
Association Section of the Public Utility Law, Report of the Utility
Financing Committee: Utility Financing During the First Nine Months of
1984" (Mimeographed, October 1984), pp. 4-9, 14-16; and Laura J. Ritten-
house, "The Brave New World of Debt Financing,"” paper presented to the ABA,
Section of Public Utility Law, September 17, 1984, pp. 7-8.

3However, such would not necessarily be the case if the utility's
treasury stock are excluded from rate base. (The utility's earnings per
outstanding share of common would still rise, perhaps leading regulators to
cut rates so that the utility does not exceed its allowed rate of return.)



to-debt ratio, the option of retirement, redemption, or defeasance of high
cost debt or repurchasing equity may appear unattractive.

Most utility managers are also somewhat less than eager to use their
excess cash to begin the next construction cycle. Utility managers have
recently experienced declining growth rates which caused many of them to
cancel generating plants under construction. 1In addition, the managers of
utilities that did complete construction of their plants often faced pru-
dence inquiries into construction cost overruns, rate of return penalties,
exclusion of plant from rate base or gradual phase-in of plant into rate
base, because of overbuilding or potential "rate shock”. These regulatory
policies, while possibly appropriate for dealing with the immediate problem
at hand, may have the unintended consequence of making utility managers
"gun-shy" about building new generating plant.

Thus, utility managers are more likely to have found the remaining
options more attractive. 1If a utility has not already diversified into
available utility-related ventures, management might find such a move to be
particularly worthwhile. As noted in the next chapter, diversification
into vertically integrated utility functions, such as coal mining and fuel
transportation, can lead to desirable synergies that can lower a utility's
overall costs. Diversification into nonutility related ventures can also
be an attractive option for utility managers if investment in such ventures
promises a rate of return higher than can be earned by reinvesting in the
utility itself. The third of these remaining options, investing in the
financial assets of other companies, can be a means for a utility to diver-
sify without having the headaches that go along with managing a company
engaged in types of ventures with which the utility management has little
experience.

As a result of these considerations, many utility managers with excess
cash have decided to diversify their utilities by setting up utility subsi-
diaries or affiliates and sometimes exempt holding companies.

Some utilities have set up subsidiaries that are clearly utility-
related. Several utilities, for example, have set up subsidiaries to fi-
nance, develop, or operate cogeneration and small power facilities. These

utilities include Central & South West Company, Alabama Power Company,



the Allegheny Power System, Texas—New Mexico Power Company, CP National
Corp., Iowa Electric Light & Power Company, Central Hudson Gas & Electric
Company, Niagara Mohawk Power Company, Utah Power & Light Inc., Middle
South Utilities, Inc., the FPL Group (Florida Power & Light's holding com-
pany), the Jersey Central Power & Light Company, and Southern California
Edison Company, to name a few. Other utilities, such as the Wisconsin
Public Service Company, have applied to set up cogeneration subsidiar-
ies.4 The Utah Power & Light Company's new subsidiary, Energy National
Corporation, was formed to allow the utility to diversify into other
energy-related fields, including small hydroelectric projects.® Two

other examples of electric utilities setting up subsidiaries that are
utility-related concern fuel transportation. The New England Electric
System Company, a registered holding company, was granted a "special or
unusual circumstance” exemption from cost-plus based pricing under the
PUHCA section 13(b) for its new coal transportation joint venture. The
SEC exemption allows the new joint venture to charge a rate based on market
prices, instead of the cost plus a reasonable profit.6 A more recent
example is the TECO Transport & Trade Corporation which delivers coal by
barge to the Tampa Electric Company. Both TECO Transport & Trade Corpora-—
tion and Tampa Electric Company are subsidiaries of the TECO Energy Inc.

holding company.7

4"Most Utility Congeneration Investment Units Have Yet to Begin Pro-
jects,” Electric Utility Week, February 11, 1985, pp. 11-12; "Jersey Cen-
tral P&L Gets SEC Approval to Set Up Cogeneration Subsidiary,” Electric
Utility Week, March 4, 1985, pp. 9-10; "Florida P&L Parent Forms Subsidiary
to Develop Cogeneration Projects," Electric Utility Week, August 5, 1985,
p. l4.

5"Utah Power & Light Moves to Create Cogeneration and Small Power
Subsidiary” Electric Utility Week, July 9, 1984, pp. 10-11; "Utah Power &
Light's New Energy Subsidiary to Take On Small Hydro Development,” Electric
Utility Week, October 1, 1984, pp. 11-12.

6"New England Electric Gets Holding Company Act Exemption for Coal
Ship," Electrical Week, December 21, 1981, p. l.

7"Tampa Electric Shaves Coal-Haul Costs $25 Million Yearly with
Barging,” Electric Utility Week, September 17, 1984, pp. 11-12.




Many other subsidiaries have been established recently to enter into
ventures that are only somewhat, if at all, utility-related. Sometimes,
these subsidiaries sell to others services initially developed for a utili-
ty's use. Other times, these subsidiaries are only remotely related to the
utility and its activities. It is within these two broad classes of non-
utility related ventures that most of the recently established subsidiaries
fall.

Several electric utilities, for example, are diversifying into the
telecommunications industry. The Iowa Electric Light and Power Company,
for example, has recently invested in the Teleconnect Company by purchasing
26 percent of Teleconnect's common stock. The Teleconnect Company is en-
gaged in a tele-marketing equipment venture.8 Several utilities have be-
come involved in the establishment of fiber optic networks. The Public
Service Electric and Gas Company (PSE&G), for example, granted permission
to Light Net, a telecommunications company that is a joint venture of
Southern New England Telephone Company and CSX Corporation, to use certain
of PSE&G's rights—of-way in exchange for usage and ownership rights to part
of the Light Net Company system. (PSE&G plans to use the system solely for
its own data communications.) SCANA Corporation, the holding company form-
ed by South Carolina Electric & Gas Company, plans to build a fiber optics
link for its own use. Similarly, Rochester Gas & Electric Corporation and
Arkansas Power & Light Company have also built fiber optics networks for
their own internal use.9

Other electric utilities have entered the telecommunications field and
have not limited themselves to activities for their own use. For example,
Ipalco Enterprises, the holding company of Indianapolis Power & Light
Company, reached an agreement in principle to acquire a cable television

business.l0 The Montana Power Company set up a subsidiary to develop

8"Towa Utility Invests in Telemarketing Firm," Public Utilities
Fortnightly, June 13, 1985, p. 32.

9”Report of Financing Committee,
Vol. 25, No. 4, July 1985, p. 7.

ABA Utility Section Newsletter,

10"Indianapolis Power & Light Parent Set to Acquire Cable Television
Business,”" Electric Utility Week, July 9, 1984, p. 10.




sof tware for utility telecommunications applications. The Minnesota Power
Company's Topeka Group subsidiary purchased a telecommunications firm,
JayEn Inc., that sells and services mobile radios, telephone systems, audio
equipment, and close-circuit television. The Wisconsin Power & Light
Company has also established a telecommunications subsidiary, Wisconsin
Mobile Telephone Inc. The earliest electric utility to get involved in
telecommunications is Pacific Power & Light Company, whose Pacific Telecom
Co. subsidiary now owns more than thirty ventures engaged in a whole gamut
of telecommunication services.ll

The Southern Company, a registered holding company, was allowed by the
SEC to form a new subsidiary. This subsidiary would engage in a joint
venture furnishing homeowners with enhanced telecommunications services,
such as home banking, electronic shopping, home security, and energy man-
agement systems. 12

The Southern Company also received SEC approval to set up a subsidiary
called Southern Electric International Company that now provides technical
and engineering consulting to utilities and industries worldwide.l3 The
American Electric Power Company, another holding company regulated by the
SEC, also set up a similar consulting subsidiary called AEP Energy Services

Company.14

l11"Three Electric Utilities Enter Telecommunications Field; More on
Way," Electric Utility Week, May 19, 1984, pp. 5-6.

12"gouthern Company Entering Home Energy Management and Entertain-
ment Business, " Electric Utility Week, July 9, 1984, pp. 1-2; "Southern
Co. Gets Okay for Home Energy Management, Entertainment Business,” Electric
Utility Week, October 15, 1984, p. 9.

"

135ee "Georgia: Diversification Plan Approved,” Public Utilities
Fortnightly, March 4, 1982, p. 55; "SEC Okays New Diversification Venture--—
A Southern Co. Engineering Firm," Electrical Week, January 4, 1982, p. 7.
"Equipment & Services,” Electric Utility Week, October 8, 1984, p. 1ll.

14“AFP Seeks to Diversify into an Outside Engineering-Consulting
Business,"” Electrical Week, February 8, 1982, p. 5; and "AEP Gets Okay to
Diversify into a Consulting Business Serving Clients Outside,” Electrical
Week, May 17, 1982, p. 6.




Other utilities have established subsidiaries that are engaged in
other types of activities that are not utility-related. The Orange and
Rockland Utilities, for example, have set up an unregulated real estate
development subsidiary which will promote commercial and industrial growth
in the company's service area by funding joint ventures with developers or
with potential new customers.l5 Likewise, the Public Service Company of
Colorado has a real estate investment subsidiary, Bannock Center Corpora-
tion, which has been very active in redevelopment in Denver, Colorado.l6
The FLP Group Inc., the holding company parent of Florida Power & Light
Company has recently purchased a computer supply and business form com-
pany.l/

An extreme example of an electric utility diversifying into nonutility
related ventures is the recent case in which Florida Progress Corporation,
the holding company whose major subsidiary is Florida Power Company, formed
a partnership between its subsidiary, Progress Equity, Inc. and two other
entities. The new partnership will attempt to bring a professional base-
ball franchise to St. Petersburg, Florida. To the extent that this venture
is at all related to utility activities, it is because the city of St.
Petersburg and Pinellas County, Florida agreed to fund a $60 million,

43,000 seat air-conditioned domed stadium as a prerequisite for obtaining a

major league baseball franchise. It is expected that the new stadium would
have a load of 4 to 6 MW that would often fall in the Florida Power Com-—

pany's peak hours, thus aggravating (lowering) the utility's load fac-

tor.18

15>"Unregulated Real Estate Units Approved for O&R; First Ones in
N.Y. State," Electric Utility Week, September 17, 1984, p. 7.

16"ps Colorado Real Estate Unit Plans $500-Million Redevelopment of
Eight Blocks,"” Electric Utility Week, July 9, 1984, p. li.

17paul G. Russell et al., p. 10,

181bid. See also, "Florida Progress Spearheading St. Petersburg's
Bid for Baseball Franchise,” Electric Utility Week, April 30, 1984, p. 8.
This is a rather extreme example.
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Another recent trend is the establishment of investment subsidiaries.
For example, the Potomac Electric Power Company has a wholly-owned subsid-
iary called Potomac Capital Investment Corporation. This subsidiary had as
of December 31, 1984 an investment portfolio of $262 million, including
$113 million in sinking funds and adjustable rate preferred stocks, $77
million in specialized mutual funds, $21 million in moneymarket invest-
ments, and the balance in leveraged equipment leases.19

The relative size of electric utilities' diversified ventures also
appears to be increasing. The nonutility operations of the Duke Power
Company accounted for ten percent of its earnings in 1984.20 The Public
Service of New Mexico Company, for example, now receives 14 percent of its
corporate earnings from its investment subsidiary alone.2l Some utili-
ties that have a low expected annual load growth plan to pursue diversifi-
cation aggressively. The Washington Water Power Company, for example,
plans to set up subsidiaries and diversify to the point where nonutility
ventures account for 50 percent of the utility's net income. The utility
management‘hopes to reach this goal by 1995. 1In 1984, the nonutility
ventures represented 10.6 percent of the stockholders' earnings per
share.22

Another discernible trend is that electric utilities are establishing
a greater number of exempt holding companies. As noted by Douglas W.
Hawes, "the most notable development during the last fifteen years has been
the creation of a number of exempt holding companies, mostly one-utility

holding companies."23 Hawes cites the following prominent exempt intra-

19Paul G. Russell et al., pp. 11-12.

20"Non—Utility Operations Accounted for 107% of Duke Power Earnings
Last Year,"” Electric Utility Week, February 25, 1985, p. 7.

21" pNM Says Diversification Paying Off; 14% of Earnings from Invest-
ment Unit, "Electric Utility Week, April 29, 1985, pp. 12-13.

22"WWP Wants Diversification to Provide 50% of Income to Share-—
holders by 1995," Electric Utility Week, March 18, 1985, p. 1ll.

23Hawes, Utility Holding Companies, pp. 2-24 - 2-25,
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state holding companies formed under section 3(a)(1l) of the Holding Company
Act together with their principal electric utility subsidiaries: (1)
Dominion Resources, Inc. (Virginia Electric and Power Company), (2) Florida
Progress Corporation (Florida Power Corporation), (3) Houston Industries,
Inc. (Houston Lighting & Power Company), (4) Iowa Resources, Inc. (Iowa
Power and Light Company), (5) TECO Energy, Inc. (Tampa Electric Company),
and (6) Texas Utilities Company (Dallas Power & Light Company.24 All

told, as of June 1, 1985, there were almost 120 holding companies exempt
under either sections 3(a)(1) or 3(a)(2) of the PUHCA.25 Recent actions

by electric utilities include the Towa Public Service and South Carolina
Electric & Gas companies reorganizing into exempt holding companies in 1984
named Midwest Energy Company and SCANA Corporation, respectively.26 The
Indianapolis Power and Light Company also reorganized its corporate struc-
ture and became the exempt holding company IPALCO Enterprises, Inc.27

Two small New Hampshire electric companies, Concord Electric and Exeter &
Hampton Electric Companies, recently formed a holding company called UNITIL

Corporation.28 In Nevada, Sierra Pacific Power Company established an

241pid, pp. 2-25 - 2-26.

25y.S., Securities and Exchange Commission, Division of Investment
Management, Holding Companies Exempt from the Public Utility Holding
Company Act of 1935 under Sections 3 (a)(l) and 3 (a)(2) Pursuant to Rule 2
Filings or by Order as of June 1, 1985, pp. 1-10, 13-16.

26"1owa Public Service Completes Reorganization into a Holding Com-
pany Structure,” Electric Utility Week, May 7, 1984, pp. 10-11; "SCANA
Stockholders First in Industry to Okay Measures Thwarting 'Greemmail,'”
Electric Utility Week, April 29, 1985, pp. 5-6.

27"Indiana: New Corporate Structure Proposed by Utility," Public
Utilities Fortnightly, September 29, 1983, p. 57.

28"New N.H. Holding Company Eyes Small Power to Replace Supply from
P.S.N.H.," Electric Utility Week, April 8, 1985, pp. 9-10.
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exempt holding company called Sierrg Pacific Resources Company.29 The
Il1linois Commerce Commission gave permission to the Central Illinois Light
Company to proceed with its plan to form a Holding company and to diversify
into nonutility ventures.30 In California the management of the San
Diego Gas and Electric Company recently announced its plans to form a
holding company. Formation of a holding company is subject to shareholder
and California Public Utilities Commission approval.31

A major intrastate exempt utility holding company has been proposed in
Ohio to facilitate the merger of the Cleveland Electric Illuminating Com-
pany and the Toledo Edison Company.32 According to Toledo Edison, the
merger has been proposed to give the utilities the strength of size to
allow them to meet the competitive challenge ahead. The advantages for the
participating utilities cited in favor of the merger include a greater com-
bined purchasing strength permitting fuel and other operating cost savings,
consolidation of staff, greater stability in industrial sales, improved
bulk-power market opportunities, easier integration of new generating
technologies, increased efficiency because of coordination of generation
and transmission facilities, better access to capital markets and reduced
financing costs. W.T. Grimm & Company, a merger consulting firm, observed
that the planned merger will be the largest such transaction in the history

of the utility industry.33 The new holding company is expected to have

29"Gierra Pacific Wraps up Restructuring; Consumer Advocate Moves to
Unravel It," Electric Utility Week, June 11, 1984, pp. 1-2; "Nevada
Consumer Advocate's Challenge of Sierra Pacific Restructuring Fails,”
Electric Utility Week, July 16, 1984, p. 1ll.

30"Holding Company for Central Illinois Light Approved by Illinois
Regulator,” Electric Utility Week, January 14, 1985, p. 6.

31"California: Utility Plans to Form Holding Company,” Public Utili-
ties Fortnightly, June 27, 1985, p. 46.

32"0hio Utilities Fortify for Future, Others May Follow," Electrical
World, August 1985, pp. 23-24, 27.

33"planned Merger Will Be largest Utility Transaction in History,"
Public Utilities Fortnightly, July 25, 1985, p. 37.
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combined assets of more than $8 billion. The planned merger and holding
company restructuring is subject to approval by the stockholders, the
Public Utilities Commission of Ohio, and the Securities and Exchange
Commission.34 The new holding company will seek an exemption as an
intrastate holding company from the PUHCA.

Because of the implicit role that the PUHCA plays in the current trend
toward the establishment of subsidiaries and holding companies, we have
included a short appendix (appendix A) containing a discussion of the
problems and abuses that led up to the enactment of that law for those

readers not familiar with that history.

Organization of This Report

The remainder of this report is organized in two parts. The first
part (chapters 2 and 3, supplemented by appendices B and C, and the anno-
tated bibliography) fulfills the first objective of the study by providing
the reader with information about the various regulatory treatments of
electric utilities with subsidiaries and affiliated companies that state
commissions use. Chapter 2 contains a literature survey in which the major
regulatory issues relating to electric utilities with subsidiaries are
identified plus a discussion on comments made by others, concerning these
issues. Because many of the experts who have written on the topic dis-
agree, and the available information is either incomplete or not current,
the authors conducted a survey about the regulatory treatments of electric
utilities with subsidiaries in current use at the state commissions.
Chapter 3 reports the results of the survey. Appendix B contains the
survey questions and transcripts of the states' responses. Appendix C
presents coples of selected commission orders and statutory provisions.
These were furnished by the commissions or researched independently by the

authors and were selected by the authors because they represented illus-

34"plan for Major Electric Utility Merger Revealed," Public
Utilities Fortnightly, July 11, 1985, p. 39. See also, "Ohio PUC to
Question Electric Utility Merger," NARUC Bulletin, No. 32-1985, August 12,
1985, p. l4.

14



trative examples of commission statutes and orders. The annotated bibli-
ography provides full references to and summaries of the sources used
mainly in chapter 2 and in other parts of the report.

The second part of the report (chapters 4, 5, 6, and 7) fullfills the
second and third objectives of this study by providing the reader with an
analysis of the economic appropriateness and the effectiveness of the
various regulatory treatments and by suggesting how these treatments might
be improved. Chapter 4 covers the process of defining commission author-
ity. It suggests possible sources of commission authority for regulating
electric utilities with subsidiaries. Chapter 5 analyzes the various
regulatory methods for identifying and monitoring the joint and common
costs of a diversified electric utility. Where appropriate, the authors
suggest how these methods might be improved. Chapter 6 covers the problems
involved in estimating a utility's cost of capital when the utility has
subsidiaries. Chapter 7 analyzes and evaluates the various regulatory
treatments that are available to a commission faced with the transfer
prices of an affiliate transaction. Some suggestions are made on how these

treatments might be improved.
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CHAPTER 2

REGULATORY ISSUES RELATING TO
ELECTRIC UTILITY SUBSIDIARIES

The main issues relating to the regulation of electric utilities with
subsidiaries are set out in this chapter along with a summary of what
others have said in the literature about these issues. The first section
of this chapter covers issues that have economic aspects, such as transfer
pricing, cross-subsidization, and management expertise. The second section
of this chapter covers what is known (from the literature) about the au-
thority of state utility commissions in various areas relating to electric
utilities with subsidiaries. The third section of the chapter summarizes
the regulatory practices and policies reported to be in use by state com-
missions in their oversight of electric utility subsidiaries. The last
section deals with the issue of whether state regulators have sufficient
expertise, particularly in nonutility markets, to deal with utility sub-
sidiaries. The material in this chapter is designed to serve as a bridge,
fleshing out the points raised in chapter 1 and providing a base for the

discussion of the survey results in chapter 3.

Economic Issues

Several major economic issues are discussed in this section. These
are the issues of transfer pricing and cross-subsidization as well as the
effects of subsidiaries on risk, on the utility's return on equity, on
utility fuel costs, on potential synergistic benefits, on utility manage-

ment expertise, and on technical innovation.
Transfer Pricing
An important issue when dealing with electric utility subsidiaries is
the problem of transfer pricing. This problem arises when an electric

utility and its subsidiary engage in business transactions with each other.

The subsidiary may charge the utility an above-market price for goods and

17



services knowing, that these increased costs to the utility will be passed
through to its ratepayers in the form of higher rates.

A study by Christopher J. Rozycki and Richard A. Nelson provides some
empirical evidence on the occurrence of transfer pricing. The study re-
ported on a survey of seventy-six electric utilities conducted by Technical
Research Analysis Company for the FERC in 1981. The survey dealt with
electric utility diversification into fossil fuel production. Forty-nine
of the seventy-six utilities responded to the survey.l

One of the findings was that at the time of the survey most (60 per-—
cent) of the utilities' associated fuel companies were charging the elec~-
tric utilities higher than average prices for fuel. Twenty percent of the
assoclated companies were charging prices equal to the average and the
remaining twenty percent charged below average prices.2

Of the associated companies charging higher than average prices, 56
percent charged prices that were greater than 10 percent above the average,
36 percent charged prices that were greater than 20 percent above the aver-—
age, 16 percent of the associates charged prices that were greater than 30
percent above the average, and 4 percent of the associated companies
charged prices that were greater than 40 percent above the average. The
authors note that 80 percent of the associates charging above average
prices were allowed to pass “extraordinary and regulatory” costs through to
the utility. Rozycki and Nelson state that "this data would indicate that
ratepayers, on the whole, are paying a premium for utility purchases of

associate provided fossil fuels.”3

1see Christopher J. Rozycki and Richard A. Nelson, "Electric Utility
Diversification into Fossil Fuels,” in Proceedings of the Third NARUC
Biennial Regulatory Information Conference, ed. Daniel Z. Czamanski (Colum-
bus, Ohio: The National Regulatory Research Institute, 1982), pp. 199-214.

21bid., p. 206.

3Ibid., pp. 206-207. The authors state that the average prices are
"reflective of non-associate fuel deliveries, excluding associate deliv-
eries.”
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The problems of transfer pricing may be complicated further for reg-
ulators if the affiliated company and the utility are both owned by a
holding company. In that instance, purchases of goods and services by a
utility may be made from an affiliate located outside of the state (and
hence outside a utility commission's jurisdiction). Thus, geography, in
addition to the holding company structure itself, would insulate the affil-
iate from regulators.4 The result would be that access to the books and
records necessary to determine whether an affiliate's charges for goods and
services are fair could be less assured, especially if these two factors
(geography and corporate structure) combine with the reluctance of cor-

porate officials to cooperate with regulators, which is discussed below.
Cross—Subsidization

One of the potential disadvantages (from a ratepayer and regulator
point of view) of an electric utility establishing and operating a sub-
sidiary is the possibility of undue subsidization by the utility's rate-
payers of the subsidiary's administrative (and other) costs. This would be
in the form of a cross—subsidy between the utility and the subsidiary in
which costs (especially joint or common costs incurred by both utility and
subsidiary) are excessively allocated to the regulated utility portion of
the company.

In its study of electric utility diversification, the Edison Electric
Institute (EEI) discussed the problem of cross-subsidization, stating that
"when the purpose of diversification is primarily to benefit stockholders,
management must recognize that any cross-subsidy is improper. 1In all cases

regulators will try to identify and remove such subsidies.”® The report

4See David P. Vondle and Elisabeth H. Ross, "The Regulation of Af-
filiated Interests,” Public Utilities Fortnightly, June 7, 1984, pp. 32-37.
The problems that holding companies posed for state regulators prior to the
passage of the Public Utility Holding Company Act of 1935 are discussed in
appendix A.

SEdison Electric Institute, Electric Utility Diversification: A
Guide to the Strategic Issues and Options, vol. 1: Handbook (Washington,
D.C.: Edison Electric Institute, 1983), pp. 91, 93.
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recommends minimizing or avoiding shared costs (including personnel, faci-
lities, services, or construction) or at least clearly documenting the
allocation of the common costs.

The NARUC Ad Hoc Committee on Utility Diversification also analyzed
the problem of cross-subsidization.® 1Its report noted that the FERC (and
FCC) uniform systems of accounts cannot help regulators very much in deal-
ing with cross-subsidization because those systems were not meant to track
costs between companies. State regulators may thus have to develop new
procedures for tracking and allocating costs between regulated and unreg-
ulated portions of the business. Developing such procedures will require
understanding nonutility accounting and the types of costs incurred by the
subsidiary. Even with the best accounting procedures, however, allocating
some common or joint costs will be difficult. Different criteria will
result in different cost allocations. (Accounting issues and methodologies
are considered further in chapter 5.)

In addition to accounting problems, a state utility commission may
encounter other problems in attempting to deal with cross—subsidization. A
commission's staff would have to devote considerable amounts of time to the
nonregulated subsidiary portion of the business, putting a further strain
on already limited staff and budget resources. Another problem that regu-
lators may face in trying to cope with cross—subsidization is denial of
access to the subsidiary's books and records. Such access may be crucial
to determining whether cross—subsidization has occurred. The Ad Hoc Com-
mittee report states that the utility may argue that a commission has no
authority over the subsidiary's operations or that the information sought
by the commission is proprietary.7 Both of the problems just discussed,
strain on staff resources and access to subsidiary records, are important

obstacles faced by regulators not just in dealing with cross-subsidization,

6See National Association of Regulatory Utility Commissioners, 1982
Report of the Ad Hoc Committee on Utility Diversification (Washington,
D.C.: National Association of Regulatory Utility Commissioners, 1982), p.
21.

7Ibid., pp. 27-28.
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but also in regulating subsidiaries generally. They are discussed further

later in this chapter.
Risk

Another important issue is whether a subsidiary might increase the
utility's level of risk and as a result its cost of capital. On the one
hand, a subsidiary may undertake a venture with the possibility of substan-
tial gains, but a greater likelihood of failure than its utility parent.
Such a venture might increase the utility's level of risk. On the other
hand a subsidiary could lower a utility's overall risk and cost of capital
by spreading the total corporate risk over more than one industry.

The NARUC report noted that utilities, in operating one type of busi-
ness, are subject to variations in earnings within a narrower band than are
other corporations. The situation is complicated by regulation that might
be too slow to react to changes. Investors may consider utility diversi-
fication as a means by which to alter this situation. However, because
diversification usually takes the utility into unregulated, competitive
markets (which it hopes will yield a higher rate of return), the cost of
capital for the combined regulated and unregulated activities of the cor-
poration is likely to be higher than what it would be for the regulated
utility by itself.8

An opposing argument, noted by the Congressional Research Service in a
report on electric utility diversification, is that diversification could
lower the diversified utility's cost of capital and reduce the consolidated
corporation's overall risk even if the utility's subsidiary is more risky
than the utility. The reduction in combined risk would occur if the
subsidiary is likely to be flourishing at a point when the utility is

enduring hard times and vice versa.,?

81bid., pp. 19, 30.

95ee U.S., Congress, Congressional Research Service, Electric
Utility Diversification, by Donald Dulchinos, Issue Brief No. 82060,
updated November 5, 1984, p. 8.
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Potential advantages of utility diversification for risk and the cost
of debt to the utility are discussed in the EEI report. It contends that
diversification can lead to improved stock prices for the utility and that
better performance would result in a reduced cost of equity capital. High-
er stock prices could also result in better bond ratings, reducing the cost
of debt and thus the total cost of capital. Ratepayers would benefit from
successful diversification because cost of equity and cost of debt, signi-
ficant parts of their bills, would be reduced.l0

Regulators may employ either of two possible approaches in setting
rates for a diversified electric utility. A consolidated capital struc-
ture, including both regulated and unregulated parts of the corporation,
would allow ratepayers to share in any benefits of the diversification.
However, such a structure would also pass the increased costs of capital
through to ratepayers. Regulators may want to use an imputed utility
capital structure and capital cost in order to protect ratepayers from
increased capital costs. However, the imputed structure would not allow
ratepayers to share in any benefits that might result from the diversifi-

cation.ll
Return on Equity

One of the main reasons why a utility may establish subsidiaries is to
assure a sufficient return to its investors. The rationale is that the
financial woes of the electric utility industry, caused mainly by inflation
and higher energy costs, have significantly diminished the returns earned
by investors. Diversification by an electric utility (through the estab-
lishment of subsidiaries) into more profitable markets is offered as a

potential partial solution to those financial problems.

10gdison Electric Institute, Electric Utility Diversification,
1:16-20.

llNational Association of Regulatory Utility Commissioners, 1982
Report of the Ad Hoc Committee on Utility Diversification, pp. 19, 30.
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One of the proponents of diversification as a means for utilities to
use to improve returns to investors is Terry Ferrar, formerly of the Edison
Electric Institute.l2 Ferrar, quoting Joseph Swidler, states that his-
torically there was an "implicit compact” between regulators and electric
utility investors. As a reward for investing in the regulated industry,
investors were confident that regulators would grant them a fair return on
their investment. In return, the utilities provided reliable service to
their customers and rates declined.l3 According to Ferrar, inflation and
high energy costs have resulted in the collapse of the compact. He states
that utilities have continued to furnish cost-effective service with cus-
tomers' cost of service in real terms remaining relatively stable during
1970 to 1980.

Ferrar argues that investors, however, have faced tougher times than
ratepayers. He notes that from 1978 to 1980, the return on utility stocks
was significantly below the rate of inflation. Investors thus received a
negative return on their investment and as a result are demanding that
utility management pay more attention to their interests.l4

Similar points are made by Francis J. Andrews, Jr., a utility industry
specialist at Deloitte Hasking & Sells, who states that investors have
endured significant declines in the absolute values of their investments
because of insufficient utility earnings and the sale of utility stock
below book value. As a result, the market value of most utility stock is
lower than it was ten to fifteen years prior to the time of the article
(1982).

Andrews states that investors may no longer consider utilities to be
minimal risk investments. The view is held by many investors that manage-

ment has an obligation to the stockholders to investigate other

123¢e Terry A. Ferrar, "Business Diversification: An Option Worth
Considering,” Public Utilities Fortnightly, January 7, 1982, pp. 13-18.

131bid., p. 13.

141bid., pp. 13-14.
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business opportunities which would be more profitable to the utility's
investors.l?

In its study of electric utility diversification, the Edison Electric
Institute stated that "during the past ten years, regulation has placed
limitations on the upside [gain] potential of electric utilities without
mitigating downside risk correspondingly; it is therefore not surprising
that bond ratings, market-to-book ratios, and other financial indicators
have fallen.” The report conceded that the results of studies are not
conclusive, but argued that diversification does appear to have improved
the financial indicators of those reguiated companies which have diver-
sified. For example, one study conducted by Resource Planning Associates
for EEI, found that in 1980 market-to-book and price earnings ratios for
the diversified electric utilities studied were higher than for the
nondiversified utilities. Market-to-book ratios were consistently higher
for the diversified utilities for the period of 1967 to 1981 while
price—earnings ratios were higher in twelve of those fifteen years.,
Another study by First Boston Corporation found market—-to-book wvalues of
seven diversified electric utilities higher in 1981 than the industry
average. The EEI also cited a Cabot Consulting Group report that stated
that diversification can boost a utility's return on investment by 10 to 20
percent. 16

Another commentator has argued that the ultimate corporate objective
for a utility considering diversification must be to maximize shareholders'
equity with the constraint of behaving in a socially acceptable manner.
Utilities must add a second constraint: insuring that ratepayers will not

be made worse off by the diversification.l’

15See Francis J. Andrews, Jr., "Diversification and the Public
Utility Holding Company Act,” Public Utilities Fortnightly, December 23,
1982, pp. 24-28.

16see Edison Electric Institute, Electric Utility Diversification,
1:10-16.

173ee William B. Conerly, "Diversification: An Economic Framework
for Analysis,” Public Utilities Fortnightly, September 16, 1982, pp. 40-43.
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Lower Fuel Costs

Another major motivation for utility management to establish subsid-
iaries is to lower costs by securing a dependable source of fuel for the
utility., A utility may establish or acquire coal mines, and fuel trans-
portation, development, and exploration companies. Such efforts by the
utility may result in lower fuel costs although the study by Rozycki and
Nelson, discussed earlier in this chapter, indicates that such a result may
not always be the case. While utilities will approach this issue from a
perspective of fuel price and supply stability, regulators wilil be con-
cerned about potential problems, such as transfer pricing.

One way that a utility can lower its costs through fuel subsidiaries
is by burning the right kind of coal (i.e., the type of coal for which the
boiler is designed) in a power plant. Doing so avoids the declines in
power plant performance that result when other, poorer types of coal are
used .18

Poor performance caused by burning poorer quality coal, can result in
significant costs to the utility. One study listed three types of costs:
the cost of replacement fuel, increased operation and maintenance expenses,
and unique costs associated with burning a poorer quality coal. The cost
of replacement fuel consists of replacing the power lost from any outages.
The source of this power may be more expensive. The authors of one study
state that in cases where oil fired generators elsewhere on the system are
used to replace the power lost in an outage, "every one percentage point
decline in equivalent availability for a single 500-megawatt generating
unit costs ratepayers over $1 million per year."l9 With respect to the
increased operating and maintenance expenses, the costs of repairing a unit
when it goes out of service may be greater than the costs of regular pre-
ventive maintenance. The unique costs include the costs of outages plus

expenditures on such items as ash handling equipment.

185ee Marie R. Corio and Alice E. Condren, "Which Coal at What
Cost?" Public Utilities Fortnightly, March 15, 1984, pp. 32-36.

191bid., p. 32.
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Switching to the particular quality coal needed by the boiler, its
design coal, to avoid the costs discussed above might not save money. Some
design coals may actually cost 50 percent more than the poorer quality
coal.20

Thus, by owning mines which provide the "right" type of coal, a util-
ity can try to avoid significant outage and repair costs and guarantee that
it will have a stable source of that fuel. Reliability of fuel supply
would be another important reason for a utility to integrate vertically.

By guaranteeing the availability of its fuel supply, a utility can remove
some of the uncertainty and risk associated with obtaining an energy supply
on the spot market. Spot market prices can fluctuate dramatically so that
a utility would want to guarantee stability of price in the long-term (even

if prices increase) by establishing its own fuel subsidiaries.

Synergistic Benefits

Utility management may establish subsidiaries to improve overall cor-
porate performance. Combining two or more companies may yield a synergis-
tic improvement in each firm's performance., Merging two profitable firms
would result in a firm that could earn more profits than either of the two
could separately. 1In the case of utilites it is argued that establishing
or acquiring subsidiaries could result in such benefits and thus lower
operating costs and lower rates. The problem for regulators is determining
whether or not such benetits exist in a particular instance.

According to one observer, "the key to diversification is to identify
the special skills of the company and the fields in which those skills are
needed.” In addition, "a company considering mergers as well as new
ventures should examine its own special needs and which other companies

might be able to fill those needs."2l

201bid., pp. 32-33.

21Conerly, "Diversification: An Economic Framework for Analysis,” p.
41,
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The Edison Electric Institute report also discussed the possible
synergistic benefits of electric utility diversification. It argued that
diversification would enable a utility to improve the utilization of its
physical assets, personnel, and expertise. The report states that selling
goods and services from a utility's subsidiary could lower rates and
improve returns to investors. It described one utility, the Southern
Company, that sells its expertise in planning and operating electric power
facilities to other utilities and industries. Other examples in the report
include real estate development on utility owned land, billing services for
other utilities and use of utility rights of way. The report states that
these types of diversification efforts have low start-up costs and low risk

with the possibility of a high return on the utility's investment .22
Management Issues

Three major management related issues are discussed in this sub-
section. The first issue concerns a potential increase in utility manage-
ment expertise that could result from diversification and the establishment
of subsidiaries. Dealing with problems and issues in other markets may, it
is argued, help a utility's managers sharpen their skills. Diversified
utilities may also be able to attract more competent personnel. However,
diversification could also lead to diversion of management and resources
from the utility side of the business and a resultant decline in quality of
service. A second major issue 1is that management may pursue a diversifi-
cation program to further its own goals to the detriment of shareholders
who after they have diversified their portfolios have little to gain from
the utility's plans. The third major issue is whether utility managers
have the expertise to undertake a program of expansion into unregulated
markets, This is the counterpoint to the first issue. Diversification

may, as argued, increase utility management expertise but lack of those

22Edison Electric Institute, Electric Utility Diversification,
1:20-21.
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necessary skills to begin with could lead to failure of the effort and also
to diversion of management attention.

One of the potential synergistic benefits noted above was improved
utilization of personnel. Francis Andrews states that diversification may
make more efficient use of a utility's managerial resources by applying
lessons learned in the utility industry to similar problems found in other
industries. He asserts that managerial positions in multifaceted diversi-
fied utilities may attract higher quality personnel to fill those posi-
tions. A diversified utility should also be able to pay higher salaries to
management than should a nondiversified utility. Higher salaries and the
appeal of a multifaceted business should result in the utility being able
to attract the best management available,23

In addition to higher salaries, other benefits of diversification for
utility managers may include job security, power, and prestige. Management
pursuit of such goals for itself may conflict with the interests of the
firm's shareholders, however, and this possibility was discussed in an

article in the Yale Law Journal.Z24

The author of the article uses portfolio theory to argue that diversi-
fication by a firm may produce conflict between management's interests and
the maximization of shareholder wealth. Management is interested in diver-
sification in order to reduce firm-specific risk (changes in returns to
investors due to factors unique to the company) and to increase benefits to
itself. Increased benefits to management result from the increased size of
the firm, which adds to the firm's longevity and reduces the possibility of
takeover attempts., Diversification thus increases management's job secu-

rity, power, and prestige.

23Andrews, "Diversification and the Public Utility Holding Company
Act,"” pp. 26-27. Terry Ferrar makes some arguments similar to those made
by Andrews (i.e., diversification leading to managerial development and
attracting more talented people). See Ferrar, "Business Diversification:
An Option Worth Considering,” p. 16.

24"The Conflict Between Managers and Shareholders in Diversifying
Acquisitions: A Portfolio Theory Approach,” 88 Yale L. J. 1238 (1979).
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Reduction of firm-specific risk has fewer advantages for investors
with diversified portfolios, however. The author states that the wealth of
an investor with a diversified portfolio is maximized only if returns from
a company in which the investor owns stock are increased or market risk
(changes in returns to an investor caused by general market changes) is
decreased. Reduction of firm-specific risk through diversification by the
firm does not create added value for the investor. Investors eliminate
firm-specific risk through portfolio diversification and thus may not gain
anything from management attempts to reduce that type of risk through
diversification into subsidiary operatiouns.

Investors may benefit from their firm's acquisition of another firm if
operational or financial economies result and the acquisition is thus syn-
ergistic, with the value of the new entity greater than the sum of the
values of the two, formerly separate firms. The acquiring firm must pay a
premium over the current market value of the acquired firm's stock to that
firm's stockholders in order to persuade those stockholders to sell their
shares. The premium may be substantial and, once it is paid, the acquiring
firm's shareholders cannot benefit from the transaction unless there are
synergistic benefits in excess of the premium. According to the article,
the empirical evidence suggests that an acquiring firm's long-run invest-
ment performance is not superior to the performance of nonacquiring com-
panies, and randomly selected diversified portfolios have been shown to
outperform conglomerates in both return on assets and accumulation of

shareholder wealth.25 Thus, the author concludes that acquisitions are

251bid., pp. 1244-1247. Many of these assertions of adverse conse-
quences to investors appear to apply to the case of firms acquiring un-
related businesses rather than to the case of horizontal or vertical
integration. The author states that operational economies, the most common
source of synergy, usually occur only in horizontal or vertical integra-
tion. The acquisition of an unrelated business may result in financial
economies, such as transfer of funds among divisions, but operational
economies rarely result in this case. The points made in this article
about worsened corporate performance after an acquisition also provide an
interesting contrast to the EEI's assertions of improved corporate per-
formance resulting from diversification that were summarized earlier in
this chapter.
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not justified by any improvement in the performance of the acquiring
company sufficient enough to make up for the costs of the transaction.

The third management related issue concerns the utility's ability to
make its diversification effort succeed. While the establishment and
operation of subsidiaries by an electric utility may benefit utility
management by providing additional expertise, the lack of such entre-
preneurial skills to begin with may endanger the success of the diver-
sification effort. Utility managers are accustomed to life in a regulated
environment in which their utility is a natural monopoly. Whether they
would be able to adapt to life in a competitive, riskier environment is an
important concern of ratepayers and regulators.

One observer has discussed this problem in the case of an electric
ﬁtility diversifying into nonrelated products. Such diversification moves
utilities into areas in which they have no technological, managerial, or
competitive experience. The utility would have to mix the management
approach of a highly regulated utility with the entrepreneurial approach
needed in a fast-changing competitive market. Skills needed to manage a
diversified business would have to be acquired and employed without taking
management's attention away from the utility itself.26 Hence the util-
ity's public service mission may be lost. Public utility managers may
place the goal of insuring the success of their subsidiaries ahead of the
goal of providing adequate and reliable utility service at the lowest
reasonable cost.

As one of its conclusions, the NARUC Ad Hoc Committee on Utility
Diversification observed that utility executives have strong incentives to
insure that their diversification efforts succeed. According to the re-
port, failure of such ventures would be highly visible, and regulators
would probably not allow the utility to recover its losses from the rate-
payers. The report states that "therefore regulators should be aware that

the management of [a] diversified utility may be tempted to divert

26gee Arthur A. Thompson, "The Strategic Dilemma of Electric
Utilities — Part II," Public Utilities Fortnightly, April 1, 1982, p. 24.
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managerial talent and financial capital from the utility if diversified
activities develop pressing problems."27

Management attention may be diverted for other reasons besides the
subsidiary developing "pressing problems.” 1If the subsidiary paid higher
salaries than the electric utility paid, the morale of the utility's
management might be undermined. 1In addition, the utility's executives
might leave the utility in favor of the nonutility positions. The NARUC
report states that "managers working on both utility and nonutility pro-
jects simultaneously are placed in a difficult position if rewards are
unequal."28 Thus, for a variety of reasons, electric utility management
may subordinate its original public service mission in favor of ensuring
subsidiary success.

The Edison Electric Institute, on the other hand, states that concerns
that an electric utility may foresake its public service mission when
diversifying are unwarranted. The report states that "the fundamental
responsibility of every electric utility is to provide safe, reliable, and
adequate supplies of electricity to their customers at reasonable cost.”
The EEI notes that electric utilities have a legal duty to meet this
responsibility and that state utility commissions have the appropriate

authority to insure that utilities do meet this obligation.29
Technological Progress
An electric utility may establish subsidiaries to foster technological

progress. These efforts could be directed at either the supply or demand

side of the business. A utility may want to be at the forefront of

275ee National Association of Regulatory Utility Commissioners,
1982 Report of the Ad Hoc Committee on Utility Diversification, p. 78.

281bid., p. 17.

295ee Edison Flectric Institute, "Comments of the Edison Electric
Institute on the Preliminary Official Report of the NARUC Ad Hoc Committee
on Utility Diversification,” in Electric Utility Diversification, vol. 2:
Regulation, p. 4.
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changing developments in the industry. It may want to try to influence
those developments and thus it will establish subsidiaries to work on new
innovations in the supply of or demand for electricity. As with other
utility diversification efforts, however, regulators will be concerned
about transfer pricing (if the subsidiary sells any new technologies to its
parent), and cross—subsidization. The riskiness of the new ventures would
also be a special concern.

With respect to the supply of electric power, one analyst contends
that large power plants no longer produce economies of scale, and the
technology currently employed in those large plants may soon become ob-
solete.30 As a result, a utility may set up a subsidiary to explore new
generating technologies, such as solar photovoltaic and fuel cells and
various types of cogeneration facilities.,

With respect to influencing demand, a utility may seek to increase its
off-peak demand by encouraging the development of new markets (and new
technologies) for off-peak electricity. One example would be electric
vehicles, which could be recharged at night. Another would be thermal
energy storage in which customers heat or cool a substance, such as water,
during off-peak hours to use for space heating or cooling during peak
hours. The latter example has the increased advantage, from a cost per-
spective, of decreasing demand during peak hours and thus diminishing the
need for new capacity.31

Another way in which an electric utility may try to influence demand
is through conservation-related technologies. A utility may work to de-
velop new energy-saving devices for its customers to use. For example,
EPRI reports that the Tennessee Valley Authority has been working with new

solar technologies.32

30gee John S. Ferguson, “Is Central Station Generation Becoming a
White Elephant?"” Public Utilities Fortnightly, March 21, 1985, pp. 32-34.

3lgee Kevin A. Kelly, "Follow-on Markets to Time-of-Day Pricing,” in
New Telecommunications Opportunities for Non-~Telephone Utilities
(Arlington, VA: Public Utilities Reports, Inc., 1985), pp. 140-146.

32"Demand Planning in the '80s,” EPRI Journal, December 1984, p. 8.
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A utility may establish a subsidiary to explore new supply and demand
technologies instead of conducting such activities internally because of
the higher risk involved in the development of such technologies. 1In
addition, the utility might want to isolate these activities and insure
that investors receive more of the benefits.

Electric utilities have also worked together to foster technological
development. An example is the Electric Vehicle Development Corporation,
that has been formed by a group of electric utilities to promote the com-—
mercialization of electric vehicles,

According to one analyst, regulators must allow electric utilities
sufficient organizational flexibility to react to changes in the utility
industry.33 Such flexibility is seen as necessary for technological
innovations. Thus, utility management may view subsidiaries as an impor-
tant means for achieving technological development and for maintaining the
future financial health of the industry.34

As just noted, the development of new technologies is a riskier
propositioﬁ for the utility than is its usual business. Because of this
higher risk, there is greater potential for harm to ratepayers. Thus,
commissions may be forced to decide if the potential benefits to society of

a new technology are worth subjecting ratepayers to the additional risk.

33Ferguson, "Is Central Station Generation Becoming a White Ele-
phant?" p. 34.

345ee Thompson, "The Strategic Dilemma of Electric Utilities--Part
I1," pe 23. Thompson discusses some of the problems an electric utility
would face in attempting to diversify to facilitate technological progress
and to develop alternate energy sources. He notes that electric utilities
will be "entering a...research and development (R&D) race against some
cash-rich, technologically talented companies"” such as Exxon and General
Electric. Prevailing customs and traditions found in the electric utility
industry may inhibit the development of fresh approaches and fresh tech-
nologies. Thompson also notes that "it is questionable whether electric
utility companies have the financial flexibility or the technical resources
to explore the broad technological front of new electric generation alter-
natives.,” Utilities pooling their research and development efforts would
not necessarily result in major breakthroughs. Thompson states that "the
best that might be hoped for is to be in a technological position to dupli-
cate the breakthroughs that outsiders are likely to make first.”

33



This section identified eight issues arising from the establishment
and operation of subsidiaries by electric utilities. They cover a variety
of potential benefits and injuries to the utilities, and their customers.

They also represent some significant challenges to regulators.,

Commission Authority

The extent of state utility commission authority to allow or disallow
the establishment of subsidiaries, to require divestiture by an electric
utility of its subsidiaries, to regulate the subsidiary through its parent
utility, and to regulate transactions between a utility and its subsid-
iaries is covered here, insofar as these are known from previous writings.
Admittedly, much of the discussion on commission authority deals with
utility holding companies which are not the major concern of this report.
This reflects the bias of the literature to a large extent. It is likely
that much of the authority and many of the conditions discussed here apply-

ing to holding companies apply also to subsidiaries.
Allow/Disallow Establishment

A commission with the authority to allow or prohibit the establishment
of subsidiaries by electric utilities would become involved in a utility's
diversification plans relatively early. The commission would actually have
the ability to say whether or not those plans could proceed. Thus, such
authority may be valued by a state commission that views itself as an
active, rigorous protector of the public interest. Utilities, however, may
view this authority as another obstacle to be overcome and an unnecessary
complication for their plans. In their view, commissions have other ways
to express their views on a utility's diversification, and commission input
to the formation of subsidiaries should be voluntary and not obligatory.

With respect to the authority of state utility commissions to approve
or prohibit the establishment of subsidiaries by electric utilities, the
view held in some of the literature is that state regulators generally have
such authority. For example, one study states that "generally speaking, a

PSC's authority over any such activity [utility diversification] is quite
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broad; in particular, its authorization is required both for the estab-
lishment of the new subsidiary and for the funding. The same situation
normally obtains in acquisitions directly by the utility."35

A survey of fifteen state commissions by McKinsey & Company found that
in up to nine of those states, the commission might have authority to
approve or disapprove formation of an unregulated subsidiary. This total
included five of the fifteen commissions stating that they definitely had
such authority; one which said that they were not sure but that they would
assert this authority, one which said that they had authority if stock were
issued and two which said that they were not sure,36

A different view on the extent of commission authority is taken by the
Edison Electric Institute (EEI) which states in its study of electric
utility diversification that few state utility commissions have explicit
statutory authority over corporate reorganization. The EEI states that
some commissions may attempt to regulate diversification by regulating
affiliate transactions, rates, dividends, etc., while other commissions
(Illinois and Wisconsin) may try to assert authority over corporate re-
organization.37

The EEI report also discusses some examples of state actions and
authority over establishment. For example, the Maine legislature passed a
bill in 1982 requiring utility corporate reorganizations to be approved by
the state utility commission. 1In that same year, an order by the Montana

Commission delaying a Montana Power Company reorganization effort until the

355ee Douglas W. Hawes, Utility Holding Companies (New York: Clark
Boardman Company, Ltd., 1984), pp. 8-2 - 8-3.

36Lester P. Silverman, McKinsey & Company, Inc., personal letter,
March 20, 1985, The fifteen states surveyed were California, Connecticut,
Louisiana, Maryland, Massachusetts, Michigan, Montana, New Mexico, New
York, Oregon, Pennsylvania, South Carolina, South Dakota, Texas, and
Wisconsin. The survey also found that in three of the states, the state
utility commission had authority to approve or disapprove a utility's
diversification plans.

37Edison Electric Institute, Electric Utility Diversification, 1:81.
This discussion is mainly concerned with utility diversification through a
holding company structure,

35



Commission could investigate was upheld in court. However, the Commission
did not assert and the court did not approve any authority to allow or
disallow the formation of a holding company. In 1983, the Massachusetts
Department of Public Utilities turned down Boston Edison's application to
reorganize for diversification purposes. The Department acknowledged the
potential benefits of utility diversification but did not want to approve
the plan without seeing more details in order to assess more fully the
effects on ratepayers.38

In addition to simply approving or disapproving (i.e., merely saying
yes or no to) an electric utility's plan to establish a subsidiary, a state
utility commission may approve that plan but attach conditions to its ap-
proval. Douglas Hawes, a prominent attorney specializing in securities
law, discusses several types of conditions that state regulators have
imposed in approving utility plans to establish holding companies.39
These conditions include first, guaranteed access to books, records, and
other documents of the utility or its affiliates; second, review and
approval (or disapproval) of transactions between the affiliated companies
under the holding company; third, guarantees that the utility's credit will
not be harmed, and that its ability to raise capital and to provide
adequate service will not be hurt; fourth, limits on the total level of
corporate investment in nonutility ventures; and fifth, commission author-
ity to order the divestiture of the utility from the holding company if
necessary to protect the interests of the utility ratepayers, or investors.
While Hawes' discussion applies to the case of a utility establishing a
holding company, similar conditions could probably be imposed by a com-—
mission when considering an electric utility's request to establish
subsidiaries,

J. Robert Malko, Gregory B. Enholm, and Theodore M. Jaditz of the

Wisconsin Public Service Commission discussed some of the conditions that

38Ibid., Pp. 82-83. See also section 2, "Effect of State Laws and
Regulations on Utility Diversification,” in volume 2 of the EEI study,
Regulation, especially pp. 36-51. This discussion is also mainly concerned
with utility holding companies. The Massachusetts order is abstracted in
appendix C,.

3%awes, Utility Holding Companies, pp. 4-34 - 4-~41.
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specific states have attached to their approvals of utility holding company
structures. For example, the Hawaii Commission specified in a 1971 case
involving the Honolulu Gas Company that the holding company "shall fur-
nish...any and all records, books or documents of every nature and kind
when requested in writing by said commission.” The Commission also re-
quired quarterly and annual financial statements for each company under the
holding company plus explanations of intercompany transactions and cost
allocations. 1In 1978, the Connecticut Public Utilities Control Authority
required that the books and records of a holding company (and its subsi-
diaries) being formed by Southern Connecticut Gas Company be readily

available to the Authority and its staff for inspection.40

Divestiture

The authority to require an electric utility to divest its subsi-
diaries would be a major tool for a state commisson to possess. As in the
case of authority to approve or disapprove establishment of subsidiaries,
an activist commission would value such a tool as an important means for
protecting ratepayers if a subsidiary was absorbing too much of the
utility's resources, leading to deterioration of service to the public.
Utilities, however, see this type of commission authority as a perpetual,
potential threat to the success of their subsidiaries. 1In their view, any
setback suffered by a subsidiary could be used by overzealous regulators to

order divesture, The result would be that the subsidiary would not be

40gee J. Robert Malko, Gregory B. Enholm, and Theodore M. Jaditz,
"Energy Utility Diversification, Holding Companies, and Regulation," paper
presented at the Fourth Annual Public Utilities Conference of New Mexico
State University, El Paso, Texas, October 1981, pp. 21-22. The EEI notes
that in 1982 the Hawaii Commission approved the Hawaiian Electric Company's
application to form a holding company with conditions that included the
Commission's right to investigate transactions between the utility, its
subsidiaries, and the holding company, the right of the Commission to
review the allocation of common costs, restrictions on the divestiture of
the utility and the assertion of authority by the Commission over the
issuance of utility securities. See Edison Electric Institute, Electric
Utility Diversification, 1:83.
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given the chance to succeed and potential benefits of diversification could
be lost.

The NARUC Ad Hoc Committee observed that state commissions may not
possess adequate legal authority to control divestiture of diversified
activities from a utility in that utility diversification is a relatively
new phenomenon for many states. The Committee stated that regulators
should be able to order either the divestiture of a utility from its
holding company parent or the divestiture of a subsidiary from a utility if
they find that diversification is seriously harming the utility and its
vers, The report notes, however, that use of this power "could
indicate a situation too far deteriorated to remedy," and that "this may
prove to be an ineffective regulatory tool under some circumstances, but it
is needed to protect utility ratepayers."41

Not suprisingly, the Edison Electric Institute expressed reservations
about any regulatory power to order divestiture. It noted that utility
management was responsible to the utility's shareholders for avoiding
situations that may become too far deteriorated to remedy. In addition,
the report stated that a commission might use its authority to order
divestiture after one or two years of poor performance by the diversified
venture. The EEI stated that such a brief period of poor performance may
not indicate managerial imprudence. According to the report, "it is impor-
tant to consider potential long-term performance, an issue that state com-

missions may not have the expertise or ability to evaluate."42

4lNational Association of Regulatory Utility Commissioners, 1982
Report of the Ad Hoc Committee on Utility Diversification, pp. 16, 82. The
Ad Hoc Committee also noted that state commission authority to control di-
vestiture of a utility from a holding company may be vague or nonexistent
due to federal regulation of utility holding companies under the Public
Utility Holding Company Act of 1935. The Committee notes that state regu-
lators may need to request an opinion from their state attorneys general or
work on new state legislation to clarify their authority.

42Edison Electric Institute, Electric Utility Diversification,
1:84-85,
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The EEI stated that if a commission had authority to order divesti-
ture, it might be pressured by the competitors of the diversified business
to use that authority for reasons other than the financial health of the
subsidiary. The EEI concluded that "on all these counts, commission juris-
diction to order divestiture would increase the risks of entry into such
businesses, and reduce the potential for benefits from them."%3

In his discussion of utility holding companies, Hawes makes the point
that giving a commission the authority to order a holding company to
dissolve or divest itself of a utility or a nonutility subsidiary "may
instigate an unnecessary and undesirable change in the chemistry between
PSCs and utilities under holding companies.” Rate cases make the coexis-
tence of regulators and regulated difficult enough. Hawes states that it
appears unnecessary for state commissions to have the authority to order
divestiture unless the exercise of such power would be limited to emer-
gencies. However, he also observes that it might be reasonable to allow a
state utility commission to include in its approval of the formation of a
holding company the stipulation that divestiture or dissolution may be
ordered if the utility intentionally violates any of the conditions that
the commission may have imposed in approving the holding company's
formation. The order to divest or dissolve would be subject to certain
procedural safeguards for the utility including the right to remedy the
violation of the orders in the commission's approval.44

The views summarized here give an indication of the seriousness with
which the authority to order divestiture is viewed by both regulators and
electric utilities. Some regulators want to be able to exercise this
authority although it is not viewed as the best possible cure for the
regulatory problems presented by electric utility subsidiaries. The
industry is afraid that regulators may use their authority in a less than

responsible manner, complicating their business planning.

431pid,

bdyaves, Utility Holding Companies, p. 4-48.
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Regulation of the Utility-Subsidiary Relationship

Commission regulation of the utility-subsidiary relationship encom-
passes a variety of related issues. Some of these are procedural issues,
such as access to books and records, and are covered later in this chapter.
The main question is: given that a subsidiary exists and functions, how far
should a commission go in attempting to eliminate such potential abuses as
transfer pricing and cross-subsidization? Commissions can make use of
affiliated interest statutes, cost allocation methods, or rate of return
modifications, to name just a few categories. These would be alternatives
to more extreme measures such as not allowing the formation of the subsid-
iary in the first place or ordering its divestiture. Utilities may feel
that commissions have no need for the more extreme measures because other
alternatives, such as those listed here, are sufficient to protect the
public interest. As the following subsection shows (and as is discussed
further in chapters 4, 5, and 7), there are a variety of powers and methods
for commissions to employ. The following discussion covers both regulating
the subsidiary through its parent utility (instead of regulating the sub-
sidiary itself directly) and overseeing transactions between the utility
and its subsidiaries.

Some states have enacted affiliated interest statutes to give commis-
sions explicit authority to regulate the relationship between a utility and
its subsidiaries or holding companies. These laws guarantee the right of
utility regulators to examine transactions between the utility and the
subsidiaries or holding companies in the absence of arm's length negotia-
tions in the transactions. Many of the affiliated interest laws were
enacted in the 1930s. They enable regulators to gain access to the books
and records of affiliated companies, to obtain documentation of the costs
of goods and services that a utility and its affiliated companies may
provide to each other, and to approve or disapprove contracts so that
utilities will not be dealt with unfairly (and hence jeopardize the public

interest).45

451bid., pp. 4~42 - 4-43, and pp. 10-2 - 10-3.
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The Edison Electric Institute noted in its study that state commis-—
sions may have the authority to review affiliate transactions even if
specific statutory authorization to do so is absent. In some states where
the issue has arisen, courts have upheld the implied authority of regula-
tors to review the transactions under a commission's general ratemaking
powers. In those cases, the courts considered the power to review the
affiliate transactions to be a logical consequence of a commission's
authority to examine a utility's expenses in order to insure that un-
reasonable costs for goods and services are not passed through to the
utility's customers .40

One study of the regulation of the affiliated businesses of a holding
company found that while state utility commissions do not have direct
authority to regulate the prices charged by an affiliate for goods and
services, they may use other powers to discourage indirectly potential
abuses that could result in increased charges to ratepayers. For example,
in a rate case a commission may require a utility to justify affiliate
charges for goods and services provided to the utility. A utility may also
have to prove that the affiliate is not making an unreasonable profit. If
a utility cannot satisfy these requirements, the commission might not allow
it to recover the costs of the affiliate's charges in its rates. The
commission may also have the authority to review contracts made between a
utility and an affiliate. The utility may have to prove that the charges
in a contract are justified before the commission will give its
approval.47

In addition to review of transactions between an electric utility and
its subsidiaries (or affiliates), a commission can regulate the relation-
ship between a utility and its subsidiaries through its power to review the
allocation of costs between the utility and the diversified venture. As

mentioned previously, the NARUC Ad Hoc Committee on Utility Diversification

46Edison Electric Institute, "Effect of State Laws and Regulations
on Utility Diversification,” p. 13.

1

47yondle and Ross, "The Regulation of Affiliated Interests,” pp.
34-35.
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discussed the problems of accounting procedures and cost allocation in its
report. That report stated that allocations may differ as a result of the
varying criteria which could be used by regulators. The Ad Hoc Committee
suggested that regulators may need to develop new procedures.

Even with its difficulties, cost allocation still represents an impor-
tant means for state commissions to regulate electric utility dealings with
subsidiaries. The EEI found that some state commissions are authorized
specifically by statute to review the allocation of costs between a utility
and its subsidiaries, but that all commissions may assert their authority
to allocate costs in the course of ratemaking. For example, the Hawaii
Commission approved the Honolulu Gas Company's reorganization as a subsid-
iary of a holding company. In doing so, the commission stated that it
could review the allocation of such costs as the salaries of individuals
working for both the utility and the holding company's other businesses,
expenses for facilities including rent and taxes, expenses for such outside
services as advertising and legal counsel, and expenditures on construction
projects. The commission stated that it would not include any allocations
that it did not consider proper in its calculations of rate base, expenses,
and rate of return. The EEI report notes that in cases where a commission
has not asserted authority over a subsidiary, the regulators may still feel
that it is within their power to disallow any cost allocations between the
utility and the subsidiary that the commission considers unreasonable.%48

Another method that regulators may use to oversee the relationship of
a utility with its subsidiaries is to modify the utility's allowed rate of
return to take into consideration the nonutility operations. As described
above, the Hawaii Commission stated that it would exclude any costs that it
considered improperly allocated from the calculations of a utility's reve-
nue requirement. Many commissions have sought to determine how a utility's

other business ventures have affected its cost of capital. The regulators

48Fdison Electric Institute, "Effect of State Laws and Regulations
on Utility Diversification,” pp. 20-21; and Edison Electric Institute,
Electric Utility Diversification, 1:93.

42



have adjusted this cost to include the effect of the utility's subsidiaries
when they have derived the utility's rate of return. The EEI report ob-
served that the commissions' authority to make such adjustments is based
mainly on their mandate to insure "just and reasonable" rates, although a
few states' statutes explicitly authorize commissions to allocate capital-
ization, earnings, and debt between a utility and its nonutility busi-

nessese. 49

Regulatory Practices

This section covers some of the practices that are reported in the
literature as being used by state commissions to regulate electric utility
subsidiaries. This review is not meant to be a comprehensive listing of
all practices currently employed by all state commissions, but merely a

description of some of the major steps taken by regulators.

Regulating the Subsidiaries

This subsection summarizes some actions taken by state commissions to
regulate electric utility subsidiaries. It was stated earlier that a major
concern for regulators is how far to go in regulating s subsidiary. An
additional issue is at what point in a utility's diversification process a
commission should intervene. Discussion of Wisconsin's rules shows how one
commission coped with those issues. The Montana case provides an example
of a commission deciding that it could not regulate a subsidiary's sales
directly, but it could attempt to regulate the amount of the utility's
investment in the subsidiary that appeared in the utility's rates.

The case from Montana involved Montana-Dakota Utilities and its
wholly—-owned subsidiary Knife River Coal Company. The issue of how much

the utility's ratepayers should pay for the coal supplied by the

49Edison Electric Institute, "Effects of State Laws and Regulations
on Utility Diversification,” p. 23.
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subsidiary arose in a rate case in 1978. Knife River supplied all of
Montana-Dakota's coal, but the sales to its parent represented only about
one-third of the coal company's total sales.

The Montana Public Service Commission decided that it could not reg-
ulate the coal company's sales, but it did place a limit on the level of
Montana~Dakota's coal expenses that could be included in rates. The Com-
mission applied Montana-Dakota's return on equity to the amount of Knife
River's fixed investment that could be attributed to the Montana portion of
the utility's total expenses. In doing so, the Commission rejected
Montana-Dakota's position that its return on equity should be applied to
the fair market value of Knife River's assets instead of to the original
cost of those assets.>0

Another approach to regulating electric utility subsidiaries was advo-
cated by the New York Public Service Commission. The Commission's Chief of
Accounts, Everett L. Morris, argued for a policy of excluding the utility's
investment in nonutility activities from equity when calculating the util-
ity's allowed earnings. Otherwise the subsidiary might obtain higher
utility-derived earnings. Because no New York utility based its mortgage
bonds on nonutility property and utility and nonutility securities were

rated differently, Morris contended it would be wrong to assign the cost of

50The utility appealed this ruling, and in 1981 the Montana Supreme
Court remanded the case to the Commission for additional hearings. The
Court ordered the Commission to (a) establish a basis for the rate of
return allowed the coal company (if using a rate-—of-return method) that
takes into consideration Knife River's assets and a comparable rate of
return that would be earned by other coal companies; or (b) supply the
facts needed (if using a market cost of coal method) to support the Com-
mission's conclusion about the fair market price of coal. The Court felt
it was not reasonable to limit Knife River's earnings on sales to its
parent utility to the return allowed the parent. The discussion of this
Montana case is taken from Gregory B. Enholm and J. Robert Malko, "State
Regulatory Treatment of Electric Utility Diversification,” in Electric
Power Strategic Issues, eds. James Plummer, Terry Ferrar, and William
Hughes (Arlington, Va: Public Utilities Reports, Inc., 1983; Palo Alto, Ca:
QED Research, Inc., 1983), pp. 320-322.
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the utility's debt to the nonutility part of the business. The idea is to
separate the utility from its nonutility activities when calculating a
revenue requirement so that the utility will be neither helped nor hindered
by its subsidiary, and vice-versa.’l

The Wisconsin Public Service Commission has been involved with the
issue of electric utility diversification since 1981 when Wisconsin Power &
Light and Wisconsin Electric Power each applied to the U.S. Securities and
Exchange Commission to form holding companies for diversification purposes.
Since then, the Wisconsin Commission has been a leader in dealing with the
regulatory issues and problems posed by electric utility subsidiaries, and
it 1s useful to discuss some rules that this Commission has considered
since that time.

After deciding in October 1981 that it had authority under Wisconsin's
affiliated interest statute over the formation of a holding company by a
utility, the Wisconsin Commission proposed a rule designed to cover reorga-
nizations that resulted in the creation or dissolution of a holding company
by a public utility. It would have required the written approval of the
Public Service Commission for any such corporate reorganization. The
utility would also have to obtain a certificate from the Commission before
exchanging, modifying, cancelling, or converting any of its securities in
order to implement the reorganization. 1In order to obtain the certifica-
tion, the utility had to demonstrate that the investors would be protected.
Once in existence, the holding company or any subsidiaries of the utility
would have to obtain Commission approval before issuing any securities.

The utility also had to demonstrate that the proposed reorganization was in
the public interest. The Commission was to monitor the operation of the

holding company and other nonutility businesses or investments that the

511bid., pp. 323-324. Also, the Congressional Research Service
reports that the New York Public Service Commission was using a case-by-
case approach to handle requests by utilities to diversify. Approval of a
utility's plan was contingent on the type of cost allocation procedures
incorporated in the plan as well as the utility's explanation of why the
plan was in the public interest. See U.S., Congress, Congressional
Research Service, Electric Utility Diversification, p. 12.
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utility might have. If the Commission decided that the impact of the
reorganization had not been in the public interest, it could order the
dissolution of the holding company or the divestiture of the utility's
other investments and businesses.

In March 1982 the Wisconsin Commission changed its position on its
authority over utility reorganizations. The proposed rule was redrafted.
The Commission decided that utilities' holding companies were not to be
regulated as public utilities, but the regulators continued to assert
authority over the formation of the holding companies. The new rule
required a utility's application to the Commission to form a holding
company to include the details and purposes of the corporate reorganization
as well as a discussion of the corporate restructuring's impact on the
utility's financial structure and customer service. Under the proposal,
the Commission had the power to determine whether the utility's plan was in
the public interest and to alter the plan if the regulators decided that
such was not the case.”?

This description of the Wisconsin Public Service Commission's two
proposed rules is useful not only because it shows two approaches con-
sidered by a leading commission for regulating utility holding companies
and subsidiaries but also because it illustrates dilemmas facing regula-
tors. The first approach was stringent with close regulatory supervision
of holding company and subsidiary operations. The second approach focussed
on the beginning of the diversification process, concentrating on holding
company and subsidiary formation. 1In the process of the shift from the
first to the second rule, the Commission appeared to take a more restric-

tive view of its own authority. The two issues or dilemmas for regulators

52Edison Electric Institute, "Effect of State Laws and Regulations
on Utility Diversification,” pp. 46-50; see also Enholm and Malko, "State
Regulatory Treatment of Electric Utility Diversification,” pp. 325-327; and
Stanley York, Phyllis Dube, and J. Robert Malko, "Electric Utility Diversi-
fication: A State Regulatory Perspective,” in Diversification, Deregula-
tion, and Increased Uncertainty in the Public Utility Industries: Proceed-
ceedings of the Institute of Public Utilities Thirteenth Annual Conference,
ed. Harry M. Trebing, MSU Public Utilities Papers (East Lansing, Michigan:
Institute of Public Utilities, Michigan State University, 1983), pp. 580-
584,
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mentioned earlier are deciding at what point to intervene and how far to
go. Extensive regulation of a subsidiary will leave a commission open to
criticism that it is attempting to accomplish a task (i.e., regulation of
an entity in another market) for which it lacks the expertise. Extensive
regulation of the subsidiary will also further stretch scarce commission
resources. On the other hand, if a commission decides against closely
regulating a utility subsidiary, it may come under attack from consumer
groups, legislators, and others for not being sufficiently aggressive
guardians of the public interest.

nonutility subsidiary that is under a holding company.53 The Committee
recommends a middle ground between the two positions discussed before,
suggesting that regulators become extensively involved in the affairs of a

subsidiary only when problems develop.
Regulating Affiliate Transactions

Closely related to the regulation of a subsidiary is the regulation of
transactions between the subsidiary and the electric utility. As noted
earlier many commissions have authority under affiliated interest statutes
to regulate those transactions. How commissions actually exercise the
authority given to them is the major issue here. The different standards
that a commission may employ can have different impacts on the utility and
the subsidiary's rates of return. Commissions are concerned about the
problems of transfer pricing abuse that arise in affiliate transactions
between a utility and its subsidiary. At the same time, utilities want to
be able to reap the benefits from their investment in a subsidiary. Both
sides have legitimate interests and a careful balance must be struck
between the two.

The Edison Electric Institute report noted that state commissions

employ one of two standards in regulating affiliate transactions. Each

53National Association of Regulatory Utility Commissioners, 1982
Report of the Ad Hoc Committee on Utility Diversification, p. 81.
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standard views the subsidiary differently.54 The first standard, the
market test or traditional approach, is based on a view of the subsidiary
or affiliate as an independent company. A commission using this approach
would compare prices charged by the subsidiary (in its transactions with
the utility) with the prices charged by similar companies for similar goods
and services. The reasonableness of the transaction can also be judged by

comparing the price charged by the subsidiary to the utility with the price

charged to a nonaffiliated customer for the same goods or services. If the
price charged to the utility is similar to charges in arm's length deal-

ings, the expenses would be allowed by the commission. Any excess in the
charges would not be allowed.

The EET notes that commissions may add other conditions to the market
test. These additional tests include permitting as a reasonable utility
expense that portion of the subsidiary's charges (to the utility) that
allow it to earn a rate of return on the portion of its business done with
the utility that is comparable to the rates of return earned by similar
businesses. A reasonable rate of return for comparison in this case might
be the average of the return rates of either industrial corporations or the
type of corporation thought to be comparable in risk to the subsidiary.

The second major standard employed by state utility commissions in
regulating affiliate transactions is identified by the EEI and others as
"the California approach". Unlike the market test approach, which viewed
the subsidiary as independent, this standard, which resulted from a series
of commission and judicial decisions in California, treats the subsidiary
as a part of the utility. Under this procedure, any charge made by a
subsidiary or affiliate to a utility that would enable the subsidiary or
affiliate to earn a higher rate of return than the utility would not be
allowed. TIn cases in which the subsidiary (or affiliate) does business

with other customers besides the utility, regulators have applied the

54Fdison Electric Institute, Electric Utility Diversification, 1:
95-96; and volume 2, section 2 of that study, "Effect of State Laws and
Regulations on Utility Diversification," pp. 13-17. The standards that a
commission can employ in regulating affilate transactions are discussed
more fully in chapter 7.
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limitation on the subsidiary's returns only to the transactions with the
utility.

Hawes also discusses the various standards used by commissions to
regulate affiliate transactions,?> The three approaches discussed in-
clude a cost procedure under which the utility commission analyzes the
costs to the subsidiary of providing the goods or services to the utility.
The commission then limits the utility's payments to the subsidiary to what
is sufficient to cover those costs, including some return on capital.56
The second approach is the market price method, using as the basis for
comparison either the prices of goods and/or services sold by the utility's
subsidiary to nonaffiliated customers or the market price for the goods and
services. This is the traditional method discussed by EEI. Hawes' third
approach is the comparable returns approach in which the regulatory commis-
sion allows only those prices that will enable the subsidiary to earn a
rate of return that is comparable to that of similar companies. He notes
that this method is more complex than the market price method and thus
increases the burden on regulators.

Other analysts have discussed some practices that various states have
used to oversee transactions between a utility and affiliated companies
when all are under a holding company. For example, many state commissions
may require a utility to justify an affiliate's charges for goods and
services. In Alaska a utility must document the affiliate's cost of
providing a service. In addition, the utility must show that it could not
have provided the good or service more cheaply itself. Other states
(California, Iowa, Michigan, New York, and Washington) require the utility
to show that the affiliate has not made an unreasonable profit in its
transaction with the utility.

With respect to commission authority to review contracts between a
utility and an affiliate, utilities in New York must prove to regulators

that charges in the contracts are reasonable before the contract can go

55Hawes, Utility Holding Companies, pp. 10-3 - 10-6.

56Hawes states that this method was developed in California, and he
cites the same cases that the EEI used in its discussion of the California.
method. 1In short, Hawes is discussing the same standard although he
emphasizes a different aspect of it.
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into effect. Maine utilities must secure the approval by that state's
utility commission of any contracts with affiliates before the affiliates

can provide any services to the utilities.5’
Access to a Subsidiary's Books

A third type of state utility commission practice is regulatory policy
with respect to access to a subsidiary's books. 1In order to regulate the
utility-subsidiary relationship effectively and deal with such problems as
transfer pricing abuse and cross—-subsidization, regulators argue for access
to appropriate books and records. As described in appendix A, securing
access to these documents was a major problem for state commissions during
the era of holding company dominance and is still a point of contention
between regulators and utilities. While regulators are concerned about
transfer pricing and cross-subsidization, utility managers may feel that
the subsidiary's operations are beyond the scope of the state commission's
authority and that they should thus not have to surrender corporate records
‘to commission inspection. The utility's managers may also be concerned
about the possibility of important corporate plans and secrets being leaked
to competitors (of the subsidiary, if any) if those plans or secrets are
shown to any outsiders, including commission staff.

The NARUC Ad Hoc Committee on Utility Diversification recommended that
state commissions have the authority to inspect a holding company's books
(as well as the books of its subsidiaries) if necessary to deal with prob-
lems arising in a utility. In addition, Hawes notes that affiliated
interest statutes often give state utility commissions authority to examine
the books and records of utility subsidiaries.J® Some states have re-
quired guaranteed access to a subsidiary's books as a condition of their

approval of the subsidiary's formation., Hawaii and Connecticut are two

57vondle and Ross, "The Regulation of Affiliated Interests,"” pp.
34"35.

58National Association of Regulatory Utility Commissioners, 1982
Report of the Ad Hoc Committee on Utility Diversification, p. 81; Hawes,
Utility Holding Companies, p. 4-43.
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Wisconsin's proposed rules included a stipulation that holding company
books, records, and accounts be accessible to the Public Service Commis-
sion.3? The New Mexico Public Service Commission proposed a rule (Pro-
posed General Order No. 39) that covers a variety of regulatory concerns
over utility diversification including access to books and records. Among
its provisions, the order specified that the books and records of the util-
ity were to be kept separately from those of any nonregulated businesses.
In addition, the Commission and its staff were to have access to the books
and records of the nonutility businesses (plus any other information on

N &
those operations that the Commission needed).UO

Commission Expertise and Regulatory Costs

Parallel to the argument that utilities may not possess the skills
needed to diversify successfully into new markets is the argument that
state utility commissions may not be able to monitor or regulate companies
in markets with which the regulators may have little or no familiarity.
Regulators may be able to examine a subsidiary's books and records, but the
question here is whether they can evaluate such information in a fair and
knowledgeable meanner. Utilities are also concerned with the issue of
commission expertise, and they may feel that the state utility commissions
do not have the ability to evaluate their subsidiaries' operations. An
additional regulatory concern is that the actions that a commission takes
to acquire the expertise needed to oversee a subsidiary, whether diverting

existing staff or hiring new staff, may be costly to it.

59%alko, Enholm and Jaditz, "Energy Utility Diversification, Holding
Companies, and Regulation,” pp. 21-22; York, Dube, and Malko, "Electric
Utility Diversification: A State Regulatory Perspective,” p. 584; and
Edison Electric Institute, "Effect of State Laws and Regulations on Utility
Diversification,” p. 50.

60Leonard A. Helman, "Diversification - Does the Public Service Com-
pany of New Mexico Case Predict Similar Reaction Elsewhere?” in Proceedings
of the Third NARUC Biennial Regulatory Information Conference, ed. Daniel
Z. Czamanski, p. 195. General Order No. 39 is abstracted in appendix C.
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The NARUC Ad Hoc Committee touched on the issue of commission exper-
tise in its discussion of the problem of cross-subsidization. The Commit-
tee stated that regulators would have to understand nonutility accounting
methods and the types of costs incurred or resources used by any unregu-
lated subsidiaries. Tt was also noted that regulators would have to
develop new accounting procedures to deal with cross-subsidization.bl

With respect to the additional burden on the state utility commission
staff of monitoring transactions between the utility and its subsidiaries,
the NARUC report observed that staff may have to devote substantial time to
this task., This could represent a significant cost to the commission, as

well as a further strain on limited commission resources.02

61National Association of Regulatory Utility Commissioners, 1982
Report of the Ad Hoc Committee on Utility Diversification, p. 21. The
Edison Electric Institute study also mentioned the potential problem of
commission expertise. With respect to a suggestion that a utility planning
to diversify present its plans to the state utility commission for prior
approval, the EEI stated that such a suggestion "would require state com-—
missions to make decisions in areas where they have no special interest or
expertise. Edison Electric Institute, Electric Utility Diversification,
1:73.

62]:bidc’ ppa 27"'28-
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CHAPTER 3
SURVEY RESULTS

Lack of current information about actual commission positions and
policies on the issues discussed in chapter 2 prompted an NRRI survey to
develop this information. The survey instrument and detailed raw data of
the survey are in appendix B. A summary and discussion of the results are
presented in this chapter.

The survey questions were focussed on state commission policies in the
following areas: the establishment and divestiture of electric utility
subsidiaries, the transactions between electric utilities and their subsid-
iaries, the allocation of joint and common administrative costs, and the
allocation of profits acquired by the utility from its subsidiaries. The
authors requested that the survey questionnaire be answered by the senior
policy level commission staff member who is most familiar with the commis-
sion's regulatory treatment of electric utility subsidiaries and affili-
ates. The reader should keep in mind that responses to the survey would
not necessarily reflect the views of a commissioners on the topic of diver-—
sification. Also the NRRI survey was not meant as a survey of commission
policies toward holding companies, except where transactions occur between
an eiectric utility and company affiliated by means of a holding company.
The NRRI sent survey instruments to forty-nine of the fifty state commi-
sions and to the District of Columbia Public Service Commission in February
1985.1 Forty commissions responded. With one exception, the NRRI re-
ceived responses to the survey instrument by May 31, 1985. That commission

sent in its survey answers in July 1985,

The Number and Types of Subsidiaries

There has been recent activity in the establishment of subsidiaries in
the electric utility industry. Not only are there numerous electric util-

ity subsidiaries, but there are also many types, as shown in table 3-1.

IThe survey instrument was not sent to the Nebraska Public Utilities
Commission because it does not regulate electric utilities,
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TABLE 3-1

THE NUMBER OF ELECTRIC UTILITY
SUBSIDIARIES AND AFFILIATES BY TYPE

Fuel
Exploration Fuel Commercial
and Real Telephone~ Transportation— Paper
State Development Estate Telecommunications Transloading Sales
AL 1 1 0 0 0
AZ 4 1 4 0 2
AR 1 0 0 1 0
CA 8 4 1 0 2
Cco 1 1 0 0 0
CT 0 2 0 0 0
DE 1 0 0 0 0
DC 0 0 0 0 0
FL 9 4 0 10 0
ID 2 0 1 0 0
IL 6 1 0 0 0
KS 1 0 0 0 0
ME 0 0 0 0 0
MI 2 1 0 1 0
MN 0 0 0 0 0
MO 0 1 0 0 0
NV 1 1 0 0 0
NH 0 1 0 0 0
NJ 3 1 0 2 1
NM 1 2 0 0 0
NY 1 6 0 0 3
ND 3 0 0 0 0
OH 4 3 0 0 1
OR 2 1 0 1 0
PA 8 9 0 1 0
sC i 2 0 0 2
SD 10 4 0 2 0
TX 4 1 0 4b 0
UT 0 0 0 0 0
WA 29 5 31 3 0
WV 1 0 0 0 0
Total 104 52 37 25 11

(Continued on next page)
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TABLE 3-1 —~Continued

Project
Investment— Management/
Stock/ Engineering/ Energy
Other Consulting  Conservation
State Property Cogeneration Services Services Other Total
AL 0 0 0 0 1 3
AZ 3 0 2 1 13 30
AR 0 1 2 0 1 6
CA 0 1 0 2 3a 21
Co 0 0 0 0 0 2
CT 0 0 0 0 0 2
DE 0 0 0 0 1 2
DC 1 0 0 0 1 2
FL 2 0 0 0 10 34
ID 0 1 0 0 0 5
IL 0 0 0 0 5 12
KS 0 0 0 0 0 1
ME 0 0 0 0 2 2
MI 0 0 1 0 2 7
MN 0 0 0 0 1 1
MO 0 0 0 0 0 1
NV 0 0 0 0 2 4
NH 0 0 1 0 1 3
NJ 0 1 0 0 1 9
NM 0 0 0 0 3 6
NY 0 2 0 2 2 16
ND 0 0 0 0 0 3
OH 0 0 0 0 15 23
OR 0 0 0 1 4 9
PA 0 0 0 0 1 19
SC 0 0 0 0 1 6
SD 0 0 0 0 0 16
X 0 1 0 0 0 6
uT 0 1 0 0 0 1
WA 4 2 2 0 15 95
WV 0 0 0 0 3 4
Total 10 10 8 6 88 351

Source: The survey response raw data contained in appendix A: responses to
survey questions 4 and 5.

a. In addition the Pacific Gas & Electric Company has numerous gas-related
subsidiaries that are not included in this total.

b. These four Texas fuel transportation-transloading affiliates are the same
affiliates as the four Texas fuel exploration and development affiliates.

55



Yet certain utilities and certain jurisdictions are more likely to have
subsidiaries than others. The NRRI wanted to know how many and what types
of subsidiaries did each state utility commission face. In table 3-1, the
authors show the number of electric utility subsidiaries, by type and by
state, for those states responding to those particular questions,

The most common type of electric utility subsidiary is the fuel ex-
ploration and development subsidiary. The prevalence of fuel exploration
and development subsidiaries is not unexpected because of the opportunities
that such subsidiaries offer. One staff member at the Washington Utilities
and Transportation Commission, reported twenty-nine fuel exploration and
development subsidiaries under the commission's jurisdiction.

The next most common type of subsidiary, according to the survey
responses, is the real estate subsidiary. Twenty-one commission staffs
reported having fifty-two real estate subsidiaries owned (at least in part)
by the electric utilities in their jurisdictions. Utilities set up real
estate subsidiaries to acquire, to hold, and, occasionally, to sell prop-
erty held for future use. Setting up a real estate subsidiary can be part
of a strategy for obtaining property at least cost, and, perhaps, avoiding
local opposition to the sale of the land.2 1In other cases, a real estate
subsidiary may be involved in activities that are not directly utility-
related. For example, the Ohio Public Utilities Commission staff reported
that the Cleveland Electric Illuminating Company owns CEICO Company, a
subsidiary which in turn owns nonutility land, and that the Dayton Power
and Light Company (DP&L) has a wholly-owned subsidiary that owns DP&L's
headquarters building.

The third most common type of electric utility subsidiary is the
telephone~telecommunications subsidiary. The commission staffs reported
thirty-seven telephone or telecommunications entities as subsidiaries of

electric utilities, However, the telephone-telecommunications subsidiaries

2For example, the New York Public Service Commission staff noted:
"In most [New York] cases the subsidiaries were initially established by
the utility as a means of obtaining land without the seller knowing that a
utility was 'interested' in the property.”
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are spread across fewerbjurisdictions. Only three jurisdictions reported
knowing about telephone-telecommunications subsidiaries. The Arizona
Commerce Commission staff noted that one utility company subsidiaries
outside the state of Arizona, beyond the Commission's jurisdiction. The
California Public Utilities staff reported that the parent holding company
of Pacific Power & Light Company owns a telephone company. Thirty-one of
the thirty-seven telephone-telecommunications subsidiaries are reported by
the Washington Utilities and Transportation Commission (WUTC). All thirty-
one are subsidiaries or affiliates of the Pacific Power & Light Company.

The fourth most common type of electric utility subsidiary is the fuel
transportation-transloading subsidiary. Nine commission staffs reported
having twenty-five such subsidiaries within their jurisdiction. Ten of the
fuel transportation-transloading subsidiaries are reported by the Florida
Public Service Commission staff. These subsidiaries are involved in the
transportation and transloading of coal for the Florida Power Corporation
and the Tampa Electric Company. The four Texas fuel transportation-
transloading affiliates listed in table 3-1 are the same affiliates as the
four Texas fuel exploration and development affiliates. Electric utility
fuel transportation-transloading subsidiaries are engaged in utility-
related activities that have at least the theoretical potential of result-
ing in savings in utility operating costs.

Six commission staffs reported that eleven electric utility subsidi-
aries engage in commercial paper sales. It is worth noting that several of
these subsidiaries have been established offshore, presumably to take
advantage of the favorable tax treatment available from financing through
an offshore entity. Several of these offshore entities borrow funds
primarily from outside the United States. These subsidiaries sometimes
also finance the nonutility related activities of a utility's subsidiaries.

The next most common types of subsidiaries are the investment subsid-
iary and cogeneration subsidiary. Four commission staffs reported that
their electric utilities have ten subsidiaries that engage in the non-

utility related activity of investing a utility's retained earnings in



stocks and other property of other companies. In other words, these
investment subsidiaries are set up for the specific purpose of allowing the
utility to diversify into nonutility areas. FEight commissions reported
that their electric utilities set up ten subsidiaries that engage in co-
generation, a utility related activity.

The survey responses also show that some electric utilities are sett-
ing up project management/engineering/consulting services, and energy con-
servation service entities. Five commission staffs reported a total of
eight project management/engineering/consulting service subsidiaries in
their jurisdictions; and four commission staffs reported a total of six of
energy conservation subsidiaries in their jurisdictions. The establishment
such subsidiaries shows that electric utilities are willing to capitalize
on the existing expertise that they have developed by offering services,
ancillary to energy related activities, to others.

The commission staffs also responded that there are eighty—eight other
subsidiaries established by electric utilities that do mnot fit into any of
the categories just mentioned. 1Included in these other subsidiaries are
four appliance-sales-leasing-service subsidiaries, four computer software
sales subsidiaries, four customer billing-collection services subsidi-
aries, four solar-renewable product sales subsidiaries, three short line
railroad subsidiaries, several affiliated electric or gas or service
companies, and three subsidiaries for constructing power plants. Two
unique activities undertaken by electric utility subsidiaries are reported
by the Washington Utilities and Transportation Commission staff. One
subsidiary of the Pacific Power & Light Company is engaged in developing a
holographic overhead display system for commercial airlines; another is
engaged in developing a computer-based identification system which scans
and registers the unique blood vessel patterns on the retina of the eye.
In both of these cases the utility's partial ownership interest is held
indirectly through Pacific Telecom, Inc., a telephone holding company in
which the Pacific Power & Light Company holds a majority interest. The
detailed reponses of the commission staffs to the NRRI survey on the types
of electric utility subsidiaries can be found in appendix A, questions 4
and 5.
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As can be seen in table 3-1, the established electric utility subsidi-
aries are not evenly distributed across the states. To some extent one
would expect this to be the case, because some states are simply larger or
have a greater number of electric utilities. However, it appears that the
electric utilities in some states are simply more interested in establish-
ing or acquiring subsidiaries or that certain state commissions are more
willing to allow their establishment. For example, the South Dakota Public
Utilities Commission staff reported 16 subsidiaries, the Arizona Commerce
Commission staff reported 26 subsidiaries, the Florida Public Service
Commission staff reported 34 subsidiaries, and the Washington Utilities and
Transportation Commission staff reported 95 subsidiaries. At least in one
instance, a state commission (the Washington Utilities and Transportation
Commission) reported a greater number of subsidiaries than do commissions
in other surrounding states, served by the same multistate electric

utility.

Commissions and the Establishment of Subsidiaries

In order to learn more about how state commissions actually regulate
electric utility subsidiaries, the NRRI survey incorporated a variety of
questions about state commission authority and procedures. This section of
the chapter discusses regulatory involvement at the outset of the diversi-
fication process by examining commission authority over and views on the
establishment of electric utility subsidiaries, as well as any conditions

that a commission may attach to its approval of a subsidiary's establish-

mente.

Commission Authority over the Establishment of Subsidiaries

Staffs of the state commissions were asked whether their commission
has the authority to approve or disapprove the establishment by electric
utilities of subsidiaries. The survey responses show that generally their
commissions do not have such authority. This runs counter to the view held

by some in the literature discussed in chapter 2. Of the thirty-nine
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commissions responding to this survey question, twenty-seven commission
staffs said that their commissions have no such authority, and two com—
mission staffs said that they were uncertain. Only ten staffs said that
their commissions did have such authority.

Of the twenty-seven commission staffs that stated that their commis-
sions do not have authority to approve or disapprove the establishment of
electric utility subsidiaries, three commission staffs gave important
caveats to their answers. The Colorado Public Utilities Commission staff
noted that in those cases where a subsidiary or affiliate is also a
utility, it would be subject to state regulation. The Pennsylvania Com-
mission staff cautioned that, while it does not have direct authority over
the establishment of subsidiaries, it does have the authority to approve or
disapprove securities issuances that may be necessary for acquiring or
financing the subsidiary. The New Mexico Commission staff asserted that it
does have certain specified authority to examine the books and records of
the subsidiaries and affiliates.

The Michigan Public Service Commission staff was uncertain about the
Commission's authority, because it has never been fully tested in the
courts. The Montana staff noted its Commission's authority is currently
being tested in the courts, and legislation has been introduced to clarify
and clearly establish the authority of the Commission over a utility's
subsidiaries.

Of the ten commission staffs responding that their commissions have
such authority, three mentioned conditions which limit that authority. The
Massachusetts Department of Public Utilities staff noted that for all of
the electric companies in a holding company system, the holding company can
form subsidiaries at will, subject to any Securities and Exchange Commis-
sion requirement. The Department exercises its jurisdiction over the sub-
sidiary to regulate the transactions between it and affiliated companies.
If the utility is not a holding company but rather an independent operating
utility company, then it is required to get Department approval before
establishing subsidiaries or affiliates.

The New York Commission requires its approval for the establishment of

a subsidiary only if the utility uses its revenue to directly provide funds
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for or guarantee the debt of the subsidiary. The Washington Commission
requires approval if the utility's assets, used in providing utility
services, are being transferred to the new subsidiary. In addition, if a
utility is restructured so that its voting common stock would be exchanged
for all the stock of a new holding company, commission approval would be
required if any new stock were issued by the utility or any of its assets
were transferred to the holding company.

Of the ten commissions having authority to approve or disapprove the
establishment of electric utility subsidiaries, six commission staffs
reported receiving utility requests to set up subsidiaries. Five of these
commission staffs report considering 27 requests. Twenty-five requests
were approved; one was disapproved; and one is still pending. An addi-
tional 4 requests that were initially made were subsequently withdrawn.
The sixth staff was unable to quantify how many requests for subsidiaries

that it has received.

Reasons for Establishing Subsidiaries

The NRRI next asked the staffs of those commissions that have author-
ity over the establishment of subsidiaries what reasons the utilities gave
for wanting to establish separate subsidiaries. 1In several of the states
the reasons given were similar to many of the theoretical benefits of
diversification discussed in chapter 2. The Illinois Commission staff, for
example, stated that the reasons given included to allow the utility to
expand into businesses ancillary to its utility services, and to establish
foreign markets. The New Hampshire Commission staff responded that the
reasons given were to separate areas of responsibility, to identify respon-
sibilities by task organization, to separate regulated from unregulated
enterprises, and to improve the utility's technical expertise. The New
York Department of Public Service reported that the reasons electric
utilities gave for wanting to establish separate subsidiaries were to
protect the ratepayer, to give the proper incentives to the management of

the subsidiary to be productive, and to help to ensure the development
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of cost—-effective energy resources in the state.3 The Oregon Commission
staff stated that utilities claim that in some way costs will be reduced
for ratepayers if subsidiaries are established.”

In some other instances, state commission staffs reported that the
reasons given for establishing a subsidiary were very specific. The
Illinois and Massachusetts Commissions' staffs reported that utilities

wanted to set up subsidiaries to finance nuclear fuel requirements.
Have the Theoretical Benefits of Subsidiaries Been Realized?

Most staffs from commissions with authority over the establishment of
electric utility subsidiaries indicated that their commissions do not
formally evaluate whether and to what extent the potential advantages and
disadvantages of subsidiaries have been realized. A few commission staffs
did indicate, however, that they do evaluate the advantages and disadvan-
tages of having a subsidiary during rate case proceedings. The Illinois
staff, for example, reported that the impact of electric utility sub-
sidiaries on ratepayers is reviewed during rate case proceedings. The New
Hampshire staff noted that, while the Commission does not formally evaluate
whether potential advantages and disadvantages have been realized, issues
raised in rate cases have supported the proposition that the existence of
subsidiaries has been generally favorable. The Massachusetts staff stated
that the operation of a subsidiary can be reviewed in any rate case and
that the Commission had approved the financing necessary to establish the

Boston Edison Company's BEC Fuel Company, because it would result in

3Utilities in New York invested in uranium ventures to secure fuel
at reasonable prices. The New York staff also reported that the Orange &
Rockland Company justified establishing its real estate subsidiary on the
grounds that it would enhance the real estate development in its area,
thereby increasing the load on its system which would reduce fixed costs
caused by other ratepayers.

4The reasons given by utilities in Oregon to establish a subsidiary
were to develop cogeneration, small power, and geothermal power production
facilities, and to enter other areas related to energy development and
conservation,
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savings to the ratepayer. The Missouri staff also indicated that it
evaluates subsidiaries only in the context of rate proceedings.

The Idaho staff, on the other hand, indicated that it does review
existing utility affiliates that have a direct bearing on utility opera-
tions. 1In such a review the Commission may ignore the separate corporate
identity of the affiliate. The New York Department of Public Service staff
commented that, there has been no formal evaluation of the performance of
electric utility subsidiaries or how they affect ratepayers or stock-
holders. On the whole, state commissions do not appear to be very active
in evaluating whether or not the theoretical advantages and disadvantages

of subsidiaries establishted under their authority have been realized.
Commission Procedures and Considerations

Next the staffs of commissions with authority over the establishment
of subsidiaries were asked to comment on what procedures are used by their
commissions in approving or disapproving the establishment of subsidiaries.
In some commissions a separate hearing is devoted to the establishment of
the subsidiary; others handle the request as a part of a securities issu-
ance proceeding; a few commissions have the power to utilize either pro-
ceeding.

Several of the commission staffs indicated that their commissions do
consider the appropriateness of an electric utility having subsidiaries.
The Illinois staff, for example, reported that the Commission is required
to consider the appropriateness of subsidiaries pursuant to the Illinois
Public Utilities Act. The Maine staff responded that the Commission deter-—
mines the appropriateness of a subsidiary by determining whether the sub-
sidiary is in the best interest of the utility's ratepayers. Both the New
Hampshire and New York staffs indicated that their Commissions consider the
appropriateness of the electric utility having subsidiaries and the type of
business the subsidiary would be engaged in. In New York, the Commission
considers whether the business that the proposed subsidiary would be en-
gaged in is related to operation of the electric utility or maintaining

better load characteristics. The focus of the Commission's inquiry is on
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the extent of the financial burden that would be placed on the utility
because of the formation and operation of the subsidiary.

Few commission staffs indicated that their commissions periodically
reassess the appropriateness of subsidiaries after an initial determination
of appropriateness has been made when the subsidiary is established. How-
ever, both the Illinois and the New Hampshire staffs stated that the
appropriateness of their utilities' subsidiaries is reviewed during rate
cases. In addition, in New Hampshire the subsidiary is subject to periodic
review at any time. The Oregon Commission staff reported that they are
currently studying the subsidiary/affiliate structure of all their major
utilities. The staffs of the Arkansas, Illinois, Oregon, and Utah Com-
missions noted that the methods used by their commissions to determine the
appropriateness of subsidiaries are now under review.

Most of the commission staffs responded that they did assess the
potential risk to ratepayers of the proposed subsidiary. The Illinois and
New Hampshire staffs indicated that they used a hearing process to assess
the potential risks to ratepayers. The New York staff indicated that the
risk to ratepayers is regularly examined on a case~by-case basis. The
staffs of only two of the commissions with authority over the establishment
of subsidiaries (Oregon and Utah) indicated that their commissions had no
established procedures to assess the potential risk to ratepayers of a
proposed subsidiary.

The several commissions look at different types of risk that a subsid-
iary may pose to ratepayers. The Illinois staff reported that the proper
insulation of utility operation from nonutility business is the major type
of risk examined. Proper insulation occurs by eliminating cross—subsidiza-
tion, developing methodologies for cost allocations and setting transfer
prices, and maintaining separate capital structures. The staff of the New
York Commission reported that the commission is concerned about the risk of
cross—subsidization and has instituted safeguards to help ensure that
cross—subsidization will not occur. The staff of the Michigan Commission
reported that its commission is concerned with whether the subsidiary, if
it fails, endangers the continuation of safe, reliable, and adequate
electric service. The New Hampshire Commission looks at the likelihood of

success of the venture, and the relative benefits and costs to the rate-
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payer. The staffs of both the Hawaii and Illinois Commissions indicated
that those commissions would look closely at financial risks created by the
subsidiary. This would be done by examining the extent of financing being
provided by the utility and by determining that this financial exposure
would not be harmful to ratepayers.

The Illinois staff stated that the Commission may examine or determine
what other alternatives are available to the utility, evaluate the market
conditions, and determine whether the subsidiary would be obtaining its own
financing. The Illinois Commission may also examine the type of business
the subsidiary would be involved in to see whether the business is related
to utility operations.

The New Hampshire Commission weighs all advantages and disadvantages
of establishing a subsidiary against the current utility operations.
Usually, the proposed subsidiary would provide service to more than one
customer. The Commission considers the cost savings resulting from the
consolidation of the utility with a subsidiary. The cost of a consolidated
approach to fuel procurement, for instance, is weighed against the cost of

the utility's continued use of internal assets to procure fuel.
Commission Oversight of the Financing of Subsidiaries

Most of the staffs of commissions with authority over subsidiary or
affiliate establishment indicate that the source of a utility's financing
for its subsidiaries is a utility's retained earnings. One commission
staff reported an investment in a subsidiary or affiliate that was secured
or guaranteed by a utility's assets; the Missouri Commission staff cited
the Kansas Power & Light Company's arrangement to borrow up to $70 million
for the purchase of The Gas Service Company's stock under its tender offer.
However, this may be an example more of a corporate takeover than an estab-
lishment of a new subsidiary. The staff of another commission, Illinois,
noted that the investments in electric utility subsidiaries are generally
secured by common and/or preferred stocks.

The New York Commission staff reported that, if a subsidiary requires
the guarantee of the parent utility to issue its own debt securities, the

utility must petition and obtain the Commission's approval for such action.
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In any event, the source of the subsidiaries' funding is not securities
issued by the utility. The source is the utility's retained earnings. New
York law does not permit issuances of utility securities for nonutility
purposes. The Washington Commission staff reported no guarantee of a
subsidiary's or an affiliate's securities is permitted without prior Com-
mission approval. »

A few commission staffs reported having overseen the obtaining by
electric utilities of investments and loans to finance the establishment of
subsidiaries. For example, the Illinois Commission has a general authority
to approve a utility's issuance of stocks and bonds, notes, and other
evidences of indebtedness payable for more than 12 months. The New Hamp-
shire staff noted that financing approval was required by the Public

Service Company of New Hampshire to set up its PSNH Overseas Finance, N.V.
Special Accounting and Reporting Requirements

Several of the staffs of commissions with authority over utility sub-
sidiary establishment also report that they have the authority to impose
special accounting and reporting requirements on the utility. For example,
the Oregon staff reported that the Commission expects the utility to care-
fully segregate and account for all expenses and revenues related to its
subsidiaries and affiliates. The Utah staff reported that the utility
would be required to account for the subsidiary according to a chart of
accounts. The Massachusetts staff reported that the Department may impose
accounting requirements and require reports in addition to the annual
reports.

The New York staff emphasized that prior to any further utility
investment in a subsidiary, Commission approval must be sought. The Com-
mission can limit the subsidiary's activities to those specified in the
company's petition.

The I1linois staff claimed the broadest authority of a commission to
condition its approval of the establishment of a subsidiary: the staff re-
ported that that commission may condition its approval of the establishment

of a subsidiary in any manner depending on the individual circumstances
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of the proceeding. The staff also notes that under section 12 of the

Illinois Public Utilities Act:

the Commission may require every public utility engaged in
directly or indirectly in any other than a public utility busi-
ness, as defined by law to keep separately in like manner and
form the accounts of all such other business, and the Commis-—
sion may provide for the examination and inspection of the
books, accounts, papers and records of such other business, in
so far as may be necessary to enhance any provision of this
Act. The Commission shall have the power to inquire as to and
prescribe the apportionment of capitalization, earnings, debts
and expenses fairly and justly to be awarded to or borne by the

ownership, operation, management or control of such public

utility as distinguished from such other business,”

Comprehensive Commission Strategies

The staffs of most state commissions with authority over subsidiary
establishment reported that comprehensive strategies for dealing with
electric utility establishment of subsidiaries are not now being formu-
lated. However, there are a few exceptions. The Illinois staff reported
that its Commission has begun a study to develop such a comprehensive
strategy. The staff of the District of Columbia Commission noted that a
strategy may be developed for the next rate case. The Arkansas Commission
staff noted that legislation has been proposed for dealing with the estab-

lishment of subsidiaries.

Commission Policies and Practices

for Regulating the Utility-Subsidiary Relationship

Having examined the involvement of state utility commissions at the
beginning of the diversification process with the establishment of sub-
sidiaries and/or affiliates, the discussion turns now to state commission

regulation of the ongoing relationship between electric utilities and their

5I1linois Public Utilities Act, section 12.
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subsidiaries and/or affiliates. This section outlines a variety of poli-
cies and procedures that state commissions told the NRRI that they were
employing. While the previous section was concerned mainly with the
responses of the several commissions asserting authority over subsidiary
establishment, this section analyzes the answers by the entire sample of
commissions responding to the survey, regardless of whether or not they

have authority over subsidiary establishment.

Access to Books and Records

Nearly all commission staffs responded when asked whether their com-
missions have authority to gain access to the books and records of electric
utility subsidiaries and affiliates or to the records of the holding com-
pany parent of an electric utility, whether company officials have been
cooperative in providing records, and what types of problems their com-
missions have encountered in reviewing corporate records. The staffs of
several commissions, albeit a minority, stated that they do not have
authority to gain access to a subsidiary's books. However, most of these
staffs report that they can gain access to the relevant portions of the
books and records. For example, the Arizona staff reported that its
Commission could obtain records through its subpoena powers if company
officials were uncooperative. According to the staff, the Commission has
indirect authority to gain access to a subsidiary's accounts, because the
utility as a stockholder in its subsidiary has access to the accounts. The
California staff indicated that the Commission could disallow, for rate-
making purposes, any costs which cannot be verified by direct examination.
The staffs of the Colorado and West Virginia Commissions also noted that
they can disallow costs from ratemaking if the utility refuses to allow
such access. The staff of the Colorado Commission engages in "legal dis-
covery” in order to obtain information on subsidiaries. The staff of the
Pennsylvania Commission has been successful in obtaining the necessary
information by directing the jurisdictional utility to provide it as proba-
tive evidence for setting rates. If the utility fails to provide the
information, there could be a finding that the utility's burden of proof

has not been satisfied and a revenue adjustment would normally follow.
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Moreover, there are provisions in the Pennsylvania Public Utility Code that
require a jurisdictional utility to provide records or data of an affiliate
as a condition of Commission approval of utility contracts with its affili-
ates.0

The source of the commission authority can be quite diverse. One
commission staff cited both an affiliate transaction statute and a statute
providing the commission authority to allow or disallow the establishment
of subsidiaries as their source of authority to gain access to books and
records of subsidiaries. The Hawaii Commission staff stated that the
Commission has statutcry authority to examine all transactions, and, if a
utility seeks to establish a non-regulated subsidiary, the Commission can
make its access to the subsidiary's books a condition of approval to estab-
lish the subsidiary.

Several commission staffs cited affiliate transaction statutes as
their source of authority to gain access to subsidiary books and records.
The staff of the Illinois Commission cited section 8a(2) of the Illinois
Public Utilities Act as the source of the Commission's very broad authority
to gain access to a subsidiary's books. Section 8a(2) states

The Commission shall have jurisdiction over affiliated inter-

ests having transactions, other than ownership of stock and

receipt of dividends thereon, with public utilities under the

jurisdiction of the Commission, to the extent of access to all

accounts and records of such affiliated interests relating to

such transactions, including access to accounts and records of

joint or general expenses, any portion of which may be appli-

cable to such transactions; and to the extent of authority to

require such reports with respect to such transactions to be

submitted by such affiliated interests, as the Commission may
prescribe.

The Kansas Commission staff cited a similar statute as their source of
authority, although there has been only a limited opportunity to use the
statute. The Texas and Massachusetts staffs stated that their Commissions
also have statutory authority to gain access to the books of subsidiaries
to the extent that the records deal with transactions with regulated oper-

ating companies. In Texas the authority to gain access to books includes

666 Pa.C.S. §2101-07.

69



all accounts and records that would relate to the allocation of joint
costs. The staff of the Washington Commission asserted that the state hasg
a strong affiliated interest statute that requires the utility to justify
the reasonableness of any payment to an affiliated interest on the basis of
the cost the affiliate incurs to provide the goods or services.

A few staffs reported that their commissions have the authority to
gain access to the books and records of the subsidiaries, but that the
source of their authority is something other than their authorization of
establishment of subsidiaries or affiliated transaction statutes.,

According to its staff, the Minnesota Commission has the statutory author-
ity to investigate an affiliate's costs, if necessary, to approve a
contract between the utility and its subsidiary. The Nevada Commission
relies on the results of audits performed by independent CPAs for informa-
tion on holding companies. Nonregulated affiliates are checked on a
specific transaction basis only. The staff of the New Jersey Commission
noted that in the case of a holding company a copy of the annual report
with the United States Securities and Exchange Commission can be filed with
the New Jersey Commission in place of the utility's usual annual report to
the New Jersey Commission. In addition, the New Jersey Commission must
approve a service contract between a holding company's service company and
its operating companies to provide service to the operating companies.

Each year, as long as the service contract is in force, the service company
must file a complete statement with the Commission showing separately the
charge for service rendered and the basis for calculating that charge. The
service company also must keep its books and records available for inspec-
tion at all times and, on request of the Commission, furnish additional
information on the costs of services rendered to the operating companies,

Whether or not the commissions have authority to gain access to the
books and records of subsidiaries or to the records of the holding company
parent, most staffs of the commissions reported that company officials have
been cooperative in providing records and that the commissions have en-—
countered few, if any, problems in reviewing the corporate records. There
are a few notable exceptions, however. The staff of the California

Commission characterizes the company managements as being reluctantly
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cooperative in providing books and records. The biggest problem that the
California staff cited is the amount of time that it takes for the com-
panies to respond to data requests or requests to examine records. The
staff of the Florida Commission notes that, while company officials have
been generally cooperative in supplying records, one of their utilities has
an affiliate that is involved in partnerships but which does not have a
controlling interest in those partnerships; the other partners are somewhat
hesitant to allow the commission to have access to the partnership books.
The staff of the Massachusetts Department stated that company officials are
generally cooperative though it is sometimes difficult to extract detailed
information from the records. The staff of the New York Commission report-
ed that the one problem that the Commission has encountered is poor record-

keeping on the part of the subsidiary.

Commission Authority to Order Divestiture of a Subsidiary

Once a subsidiary is established, the NRRI survey shows that most
commissions do not believe they have authority to order the divestiture of
that subsidiary from the electric utility. Only three staffs (Maine, New
Hampshire, and Utah) answered with a definite affirmative that their com-
missions do have the authority to order divestiture. The staffs of several
commissions are uncertain about whether or not they have such authority.
The staff of the Massachusetts Department, for instance, notes that such
divestiture has never occurred but that the Department probably does have
the authority to order divestiture if the subsidiary was established by a
utility operating company and not a holding company. Similarly, a staff
member from the North Carolina Commission stated that he believes that the
Commission could revoke an electric utility's franchise if the utility
refused to divest itself of a subsidiary after the Commission had deter-
mined that the operations of the subsidiary were preventing the utility
from performing its franchise duties satisfactorily. The staff of the
Pennsylvania Commission commented that there is no express authority for
the Commission to order divestiture; however, if the Commission does have

the implied authority to order divestiture, it would occur under circum-
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stances where the continued financial health of the utility would be
threatened if the utility did not divest. The staff of the Ohio Commission
contends that while the Commission has never considered the issue of di-
vestiture, the Commission has broad statutory authority to carry out the

purposes of the state's public utility statutes.

Staff Time and Expense

The NRRI survey shows that most commissions do not devote a great deal
of time or expense to the regulation of electric utility subsidiaries and
only rarely has the hiring of new staff been required expressly for the
purpose. Typical responses are those of the Idaho and Alabama staffs. The
Idaho staff stated that the incremental cost devoted to regulating electric
utility subsidiaries is inseparable and minimal. A review of subsidiaries
is conducted as an integral part of the general review of a regulated
utility's operations. The Alabama staff devotes little time to subsidiary
regulation because of limited resources. Any new staff that is hired is
assigned to other areas considered more important.

The staffs of a few commissions, however, reported a significant
amount of staff time devoted to the regulation of subsidiaries. The
Illinois staff, for example, reported that, while no specific information
is kept on the time or expense devoted to regulation of subsidiaries,
substantial staff time is devoted to regulating affiliate interest trans-
actions. The Oregon staff reported that one man-year per year of staff
time is spent on this issue. The California staff noted that since the
review of affiliate transactions has been routine for many years, it is
difficult to assign a percentage of staff time to that procedure. A
current estimate would be 3-man years per year, one for each major electric
utility. The Commission anticipates that additional staff will be required
in the future as electric utilities further diversify.

The Washington Commission reported that its staff for handling affili-
ate transactions has been in place since the 1940s. Their experience is
that dealing with affiliated interests in the context of a utility rate

request is a normal part of staff duties. They estimate that dealing with
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affiliated interest costs, during a rate case, can constitute up to 20

percent of the staff's time in a case.

Commission Practices and Safeguards

This subsection deals with periodic commission reviews of the business
relationships between utilities and their subsidiaries, commission account-
ing requirements, regulatory practices concerning transfer pricing, regula-
tory practices that deal with the allocation of joint and common costs, and
commission policies on the allocation between ratepayers and stockholders
of any earnings a utility may receive from either the operation or sale of

its subsidiary.

Periodic Reviews and Accounting Requirements

Most staffs (thirty of the forty) reported that their commissions do
review the business relationships between electric utilities and their
subsidiaries on a periodic basis. The review can take many forms. Some of
the commission staffs stated that a periodic review of the business rela-
tionships occurs during rate hearings. These staffs include those of the
Arizona, Arkansas, California, Connecticut, Idaho, Illinois, Kansas,
Kentucky, Maine, Massachusetts, Missouri, Nevada, New Hampshire, New York,
North Dakota, Ohio, Oregon, Pennsylvania, Texas, and Washington Commis-
sions.

Several of these commissions also review the business relationships
between electric utilities and their subsidiaries in other contexts. The
California Commission staff, for example, reported that it may conduct
reviews on other occasions besides rate hearings, if appropriate. The
Illinois Commission staff noted that in addition to the rate case review,
that most contracts and arrangements made between a utility and an affili-
ated interest must be filed and consented to by the Commission. The staff
of the New York Commission also conducts reviews when utilities request
authority to increase the investment in a subsidiary or to form a new sub-
sidiary. 1In Pennsylvania, the utility's relations with affiliated inter-

ests are also reviewed when the utility makes affiliated interest filings.
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The staff of the Nevada Commission noted that intracompany sales and
common cost allocations are audited prior to general rate case proceedings.
Also, the commission's Five-~ and Twenty-Year Resource Plan hearings consi-
der the impact of subsidiaries' activities on the cost associated with a
utility's operations.

In Ohio a utility's relationships with its subsidiaries are reviewed
in at least two contexts other than rate case investigations. The review
can occur during annual fuel procurement audits and commission-initiated
management audits. The New Hampshire, North Dakota, and Texas Commissions
also review the relationships between a utility and its subsidiaries during
audits. The New Hampshire Commission audits are conducted by the staff.
For the Texas Commission these audits are operational audits, performed on
fuel affiliates and used in fuel proceedings. 1In North Dakota, the Com-
mission makes its reviews during a fuel adjustment audit.

Similarly, four other staffs reported that their commissions review
the business relationships between electric utilities and their subsidi-
aries or affiliates during either audits and/or fuel adjustment proceed-
ings. These commissions are Colorado, Michigan, South Carolina, and West
Virginia. The Colorado staff noted that whenever the utilities are
audited, the impact of the subsidiaries on the utilities are also audited.
In Michigan, the Commission reviews the relationship between a utility and
its subsidiary when doing compliance audits and/or rate case audits. In
South Carolina, the Commission reviews the relationship between a utility
and its subsidiary at its semi-annual fuel hearings. The West Virginia
Commission reviews service company charges and captive coal transactions in
the context of its annual or semi-annual fuel review cases.

A few of the commission staffs reported that the business relation-
ships between electric utilities and their subsidiaries or affiliates are
reviewed on a periodic basis by some means other than rate cases, audits,
and fuel adjustment proceedings. The Florida staff, for example, responded
that its reviews are limited primarily to contract compliance. The North
Carolina staff stated that the Commission requires the utilities to report
annually the value and type of all services rendered to the utility by its

subsidiaries.
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Two of the commission staffs responded that their review processes led
to utilities selling off their subsidiaries. The South Carolina staff said
that their commission once did an extensive review of the Duke Power Com~
pany's relationship to its three affiliated coal mining operations. After
that review, Duke Power Company disposed of two of these operations. The
West Virginia Commission staff reported that when the Appalachian Power
Company owned coal producing subsidiaries, the Commission adjusted the
prices to market prices if these were higher than market prices. The
Appalachian Power Company sold these subsidiaries in 1984,

The Ohio staff stated that the subsidiary relationships with Ohio
utilities, to date, can be classified in three categories. First, some of
the subsidiary companies engage in activities that involve too few dollars
to materially affect utility costs or services. Second, some subsidiary
activities are vertically integrated and can be treated as fully integrated
activities for ratemaking purposes, obviating the need for any special
concern., Third, some of the subsidiary activities are convenience arrange-—
ments (paper subsidiaries) established by the utilities as separate ac-
counting or reporting entities for financing purposes. These convenience
arrangements can be sorted out in rate cases.

Six staffs reported that their commissions do not periodically review
the business relationships between electric utilities subsidiaries or
affiliates. These commissions are the Delaware, District of Columbia,
Georgia, Minnesota, New Jersey, and South Dakota Commissions.

In order to help isolate transfer pricing abuses and to prevent cross-
subsidies between a utility and its subsidiaries, most state commissions
require that the utility, which must keep its accounts according to either
the FERC or NARUC Uniform System of Accounts (USOA), keep the costs of the
subsidiary separate from those of the utility. Generally the subsidiary's
costs are separated by using "below the line accounts.” Beyond this; most
commissions either do not regulate the accounts of the subsidiary, or
merely require that the subsidiary keep its books according to generally

accepted accounting procedures.
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Transfer Pricing

Most commissions attempt to isolate and control the prices of goods
and services transferred from an electric utility's subsidiaries to the
utility. Several methods of controlling transfer pricing abuse were cited
by the staffs as being used by the state commissions,

Some state commission staffs cited a "reasonableness" or a "prudence”
test as the method used to control transfer pricing abuse. The Nevada
staff, for example, indicated that its Commission considers the prudence of
intracompany transaction and the reasonableness of the prices or costs.

The prudence or reasonableness test is a flexible standard for con-
trolling transfer pricing. A market price comparison is a fairly common
measure of prudence or reasonableness. The Alabama Commission uses a
market test as a standard of reasonablenesss. The Alabama staff stated
that the Commission determines the reasonableness of pricing of goods and
services transferred between utilities and subsidiaries by comparing the
prices charged by a subsidiary or affiliate to those charged by other
suppliers. The Commission also regulates the purchases or sales between an
electric utility and its subsidiaries to the extent of determining its
prudence. The Ohio Commission staff responded that thevCommission does not
directly control or regulate transactions between a utility and its subsid-
iaries, but that inclusion of the cost of a transaction in rates is author-
ized only after scrutiny and a determination of reasonableness. If an
expenditure is found to be unreasonable, an adjustment is made to exclude
the unreasonable portion of the expense from the rate case. As a part of
its investigation of any rate application, the staff reviews the expendi-
tures attributed to services or purchases from an affiliate company for
reasonableness.

Other staffs report similar approaches. The Kansas Commission, for
example, does so by obtaining the costs of similar goods or products
supplied or available within a utility's operating boundaries and then
comparing the costs of goods and services supplied to a utility by its
subsidiaries with the market price of comparable goods and services. 1In
Colorado, a utility cannot purchase fuel from its own subsidiary above the

spot market price.
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The Illinois Commission compares the costs of goods and services
supplied to the utility by its subsidiary with market prices at the time
that the utility files for approval of the affiliated interest transaction
(an affiliated interest transaction cannot take place without prior Com—-
mission approval), and also during rate proceedings. The Commission does
not require a utility to purchase goods or services at the market price if
the market price exceeds that offered by the affiliate or subsidiary. The
Illinois Commission also does not disapprove or disallow payments (expendi-
tures) made for purchases from an affiliated interest solely because the
payment results in a rate of return for the affiliate that is in excess of
that allowed the utility.

The Arizona Commission determines in rate cases whether a utility paid
too much for a good or service from one of its subsidiaries. The Commis—
sion makes its determination by observing whether, at the time of the
purchase, a lower price was offered by a nonaffiliate but ignored by the
utility. If so, the additional costs incurred would be disallowed. The
Arizona staff noted, however, that this has yet to occur with an Arizona
electric utility. The Oregon Commission reported that, while the staff
asserted that they do not use a market price concept, they reported they
would not allow a utility to pay more than the market price. The West
Virginia staff indicated that the commission has adjusted to a market price
the prices charged by coal producing subsidiaries if the prices are found
to be higher than the market.

Other staffs reported that, while their commissions do compare the
costs of goods and services supplied to a utility by its subsidiaries with
the market price of such goods and services, the commissions also rely on
other tests or methods to control transfer pricing abuses. The North
Dakota Commission, for example, uses two criteria for coal mining subsidi-
aries. They are (1) whether the price at which the coal could have been
bought on the open market is lower, and (2) whether the mining subsidiary
sells coal to other utilities at prices lower than those charged to its
parent utility. The Commission, thus, looks at the market price and also
examines whether or not the subsidiary is engaging in discriminatory
pricing. The North Carolina staff reported that its commission allows the

utility to pay only competitive prices for goods and services received from
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its affiliates. However, where competitive pricing is difficult or im-
possible to establish, the Commission allows the transfer prices to reflect
costs and to contain an element of profit or return on investment not to
exceed the most recent rate of return the Commission set in the utility's
general rate case. In New Hampshire, the Commission staff compares the
transfer price to a market price by making comparisons with the prices
offered by other sources of supply. Yet, the New Hampshire Commission
oversees affiliate transactions by requiring these affiliated contracts to
be filed and by conducting staff studies to determine that the costs of the
affiliate good or service are fair and reasonable.

The California Commission staff stated that in instances where market
data are not available the Commission reviews the terms of contracts and
agreements between a utility and its subsidiaries to determine the reason-
ableness of the costs. In every instance, however, the California Commis-
sion also reviews the earnings of the subsidiaries to ensure that the
subsidiaries are not earning a rate of return greater than that authorized
for the utility. If the affiliate does earn a rate of return greater than
that authorized for the utility, the Commission makes a ratemaking adjust-
ment to reduce appropriately the costs of the affiliated transaction and
the utility's payments to the subsidiary.

Several other staffs reported that their commissions also use an
approach similar to the utility rate-of-return approach used by the Cali-
fornia Commission. The Florida Commission, for example, does not regulate
affiliate transactions directly. Rather, the commission only allows cer-
tain costs to be passed on to the ratepayers. The Commission does compare
affiliate transactions with similar transactions on the open market. The
Commission allows the affiliates to price their transactions at cost,
which, except for one service company, includes a rate of return on equity
equal to the mid-point of the utility's allowed range for rate of return on
equity. The Commission relies on financial audits conducted by independent
accounting firms to determine the affiliates' and subsidiaries' costs of
service. The Commission s<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>