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THE ANTI-COMPETITIVE EFFECTS OF STRANDED COSTS ON
THE CREATION OF MUNICIPAL ELECTRIC COMPANIES
I.

INTRODUCTION

Imagine that you are a lifelong loyal Ford car company customer.
You have bought several new cars over the years and they have all been
Fords. Now the time has come for you to trade in your old car and buy
a new one. But this time you decide to try something different. You
decide that you want to buy a Dodge or perhaps a Toyota or maybe
even a Mercedes Benz. Now imagine that several months before you
decide to purchase your new car from a different car company, several
Ford executives at the Detroit headquarters are huddled over sales projection forecasts for the coming year. All of them reach the same conclusion that Ford, at the moment, does not have the production
capacity to meet future sales projections. These projections were derived from past Ford car buyer lists - lists which show you to have
bought a new Ford car consistently every two to three years over a tenyear period. They all also conclude that the economy is likely to keep
humming along at a healthy clip for several more years. Therefore, the
decision is reached that Ford will invest the capital to build new production capacity to meet the projected future sales volume, which includes the new car that Ford expects you to buy.
Ford builds the new production plant at a cost of $100 million.
But, as you had decided several months after Ford began building this
new capacity, you do not buy a new Ford car as you have consistently
done, instead, you buy a new car from another car company.
Several months later you come home to find in your mail something from the Ford Motor Co. When you open the envelope, you get
the shock of your life. It is a notice from Ford stating that because they
built the new plant in anticipation that you would buy one of the new
cars manufactured in that plant, and you did not, you owe Ford a portion of the cost of building the new plant. Since the plant was built to
produce 10,000 cars, your bill is $10,000. The notice further states that
since Ford built the plant in reliance that you would buy one of the
cars that it produced, you "stranded" Ford with a cost that is now not
covered. Basically Ford expects you to pay for a car you did not buy.
What do you do with this bill from Ford? You laugh at it and throw it in
the garbage. After all, the very idea that a business can demand that
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you buy their product and that if you do not, they will still charge you
for a portion of its production cost is absurd if not laughable in our
free market economy.
However, that is exactly what investor owned electric utilities
(IOUs) are currently demanding be done. These utilities demand that
customers who decide that they would rather purchase power from another company pay that utility for the power these people do not buy.
But as absurd as the Ford car example sounds, the utilities may be
allowed to do just that. As in the Ford car example, these utilities label
these costs "stranded costs."'
This note will evaluate the arguments made in support of allowing
stranded cost recovery. Part II will examine the origins of the electric
utility industry and the early actions IOUs took to prevent competition
from municipal electric utilities which evolved into the stranded cost
strategy utilized by IOUs today. Part III will explore the federal court's
position on stranded cost and summarize the issues to be resolved in
the debate over stranded costs. Part IV will discuss how stranded costs
violate anti-trust laws and impede competition as well as how stranded
costs have been handled in other industries. Part V will discuss the
fairness and validity of stranded costs in addition to their deterrent
effect on the building of new generating capacity by new market
entrants.
Finally, this note concludes that stranded costs should not be allowed because they violate anti-trust law, severely impede competition
and lack support under free market theories.
II.
A.

BACKGROUND

Origins of the Electric Utility Industry

On the night of April 29, 1879, thousands of citizens gathered at
the city square in Cleveland, Ohio. 2 As darkness settled on Cleveland
Square at 8:05pm, a switch to an electric dynamo was thrown and a
globe located in the center of the square flickered with purplish light
to light the square. 3 As the other globes surrounding the square lit up,
the crowd cheered in astonishment as Cleveland became the first city
1. See Transmission Access Policy Study Group v. F.E.R.C., 225 F.3d 667, 683
(D.C. Cir. 2000).
2. See RICHARD RUDOLPH & ScoTT RIDLEY, POWER STRUGGLE: THE HUNDRED-YEAR
WAR OVER ELECTRICrY (1986) at 25.
3. Id. at 25.
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to light its public square with electricity. 4 By 1890, fifty-one cities had
electric service provided by various private power companies. 5 Very few
homes, however, had electricity. 6 This was the direct result of electricity's high cost, one kilowatt cost approximately twenty-five cents in
1890, or about $4.77 per kilowatt hour in year 2000 dollars. 7 For the
wealthy few who could afford it, lighting their home cost about $100 a
year in 1890, a quarter of the average annual income at that time.8
This high cost sparked a movement towards public ownership of the
electric companies. 9 While most of the utilities across the country began as private companies, the high costs and limited service led to a
wave of municipal takeovers.' 0 Mayors in cities such as San Francisco,
Chicago and Detroit mounted campaigns to create public power systems in the 1880s and early 1890s. 11
When the City of Cleveland set up its municipal electric company
in 1914, it set a rate of three cents per kilowatt-hour as opposed to the
IOU it had replaced, Cleveland Electric Lighting Company, which was
charging ten cents per kilowatt-hour. 12 The desire for cheap electric
power resulted in a period of tremendous growth of municipal power
systems during the last years of the nineteenth century and the early
years of the twentieth century. During the period from 1897 to 1907
between 60 to 120 new municipal electric companies were created
each year by voter referendums.' 3 This rate of increase was twice as fast
as that for private power companies and, by 1912, there existed 1,737
municipally owned power systems and 3,659 private electric companies. 14 During the first five years of Frankin Roosevelt's presidency, an
additional 60 municipal systems were created across the United
4. Id. at 25.
5. Id. at 30.
6. See id. at 30.
7. Id. at 30. As a point of reference, one of the more expensive IOU's in New
York State, Fisher's Island, charged $0.2335 per kilowatt hour in 2000. ENERGY INFO.
ADMIN. 58 (2000); See Consumer Price Index, accessed at: (http://Woodrow.mpls.frb.fed.us/economy/calc/histl800.html).
8. See RicHARD RUDOLPH & Scorr RIDLEY, POWER STRUGGLE: THE HUNDRED-YEAR
WAR OVER ELEcmcny 30 (1986).
9. Id. at 30.
10. See id. at 32.
11. Id. at 32.
12. Id. at 37-38.
13. Id. at 38.
14. Id. at 38.
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States. 15 Today, there are approximately 2,000 municipal electric companies nationwide16 as opposed to approximately 200 investor owned
utilities. 17 Most of the IOUs have been consolidated or taken over by
larger IOUs while other smaller ones have been taken over by the creation of municipal electric companies.' At the creation stage, all of the
municipal electric companies needed to rely on either court precedents or Federal or State regulations that required IOUs to transmit
power to them.1 9 As long as a municipality knew that it could rely on
the courts or available regulations to prohibit an IOU from refusing to
transmit power to that municipality, the creation of a municipal electric utility by taking over the existing IOU was an economically feasible
20
means to reduce power costs.
B.

The Anti-Competitive Ancestor to Stranded Costs: Access Denial

In 1966, the citizens of the Village of Elbow Lake, Minnesota, fed
up with the escalating high electric rates they were paying to their
IOU, Otter Tail Power Company, voted to establish their own munici21
pal electric company.
A municipal electric company would be able to provide power at
cheaper rates than the existing IOU for the simple reason that a municipal utility, being a nonprofit company, would not need to make a
profit for its shareholders. 22 The profits that it would forego would
23
thus be passed on to its customers in the form of cheaper rates.
While the voters of Elbow Lake approved the creation of a municipal
utility, which called for the condemnation 2 4 of Otter Tail's distribution
system, Otter Tail stated that it would refuse to provide Elbow Lake
with electric power at wholesale rates and also declined to deliver low
cost wholesale power over its lines which the village could purchase
15. See id. at 84.
16. David W. Penn, Public Power: Better Than Ever and a Great Investment For the Future, (Am. Pub. Power Ass'n, Washington, D.C.), March 1999, at 4.
17. See Public Power in America: A History, (Am. Pub. Power Ass'n, Washington,
D.C.), at 20.
18. See David W. Penn, supra note 16.
19. See Transmission Access Policy Study Group, 225 F. 3d at 684.
20. See Otter Tail Power Company v. United States, 410 U.S. 366, 371 (1973).
See id.
21.
David W. Penn, supra note 16, at 6.
22.
23.
See id. at 6-7.
24. Condemnation is the legal process under eminent domain laws by which the
government may appropriate privately owned property for the public benefit. SeeJF.ssE
DUKEMINIER &JAMES KRIER, PROPERTY 1123-24 (4

'

ed. 1998).
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from other wholesalers for its residents.2 5 Being that the village was
completely enclosed by Otter Tail's service territory, such refusal essendally meant that the village would be deprived of electricity. 26 The village sued Otter Tail alleging that it had violated the Sherman Antitrust Act.27 The case eventually made its way to the United States Supreme Court which held in its 1973 decision, Otter Tail Power Company
v. US.28 , that the IOU's refusal to transmit power into Elbow Lake was
a violation of § 2 of the Sherman Anti-trust Act.2 9 The court held that
Otter Tail's actions were for the sole purpose of preventing municipal
systems from eroding its monopolistic position. 0 The Court also said
that "Otter Tail used its monopoly power in the towns in its service
area to foreclose competition or gain a competitive advantage, or to
destroy a competitor, all in violation of the anti-trust laws." 3 1 "The delay thus occasioned," the Court added, "and the large financial burden
imposed on the town's limited treasury dampened local enthusiasm for
public ownership." 3 2 The Court ruled that Otter Tail had to allow Elbow Lake access to wholesale electricity over Otter Tail's transmission
lines. 3 3 The end result was the successful creation of the municipal
34
electric company in Elbow Lake.
In May 1974, the citizens of the Town of Massena, New York, similarly revolted against their IOU, Niagara Mohawk (Nimo), when they
voted to create their own municipal electric company. 35 In October
1978, Massena won a major court victory in its condemnation proceeding against Niagara Mohawk when it was awarded temporary possession of Nimo's distribution system within the town. 3 6 Massena won
another victory in its municipal electric battle several months later
when the Power Authority of the State of NewYork (PASNY) requested
Nimo to transmit power into Massena once the town established its
25.

See Otter Tail Power Co., 410 U.S. at 371.

26.
27.
28.

See id. at 371.
See id. at 368.
410 U.S. 366 (1973).

29.
30.
31.
32.
33.

See
See
Id.
Id.
See

id. at 368, 381.
id. at 366.
at 377.
at 372.
id. at 381-82.

34. See id.
35. See Town of Massena v. Niagara Mohawk Power Corp., 1980-2 Trade Cas.

(CCH)
36.

63,526 (N.D.N.Y. 1980).
See id.
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power company.3 7 Nimo responded by denying that it was obligated to
provide such service and stated its intent to refuse to transmit power
into Massena.3 8 Massena and Nimo immediately entered into a protracted legal battle that was eventually resolved in 1981 when both
sides reached an agreement out of court whereby Nimo agreed to
transmit power into Massena in return for Massena paying a higher
price for its distribution system. 39 The Massena Electric Power Company has been operating successfully ever since, offering rates to its
industrial, commercial and residential customers almost three times
cheaper than rates in those towns which are still served by Nimo today.40 While Elbow Lake and Massena had favorable outcomes in their
efforts to lower their electric costs by creating municipal electric companies, other cities, towns or villages that had created a municipal electric company, or were contemplating the creation of one, had the
same hurdle to overcome - the IOU's refusal to transmit power into the
municipality. 41 This refusal required or would require a legal battle in
order to gain access to the IOU's transmission system to allow the municipality to receive the power it would need. 42 Many municipalities
that were contemplating the creation of a municipal electric company
to reduce its electric costs looked at the difficult legal battles that Elbow Lake and Massena, as well as others, went through and decided
43
against making such an endeavor.
In 1992, the across the board dismantling of this anti-competitive
roadblock began with the passage by Congress of the Energy Policy
Act. 44 This act authorized the Federal Energy Regulatory Commission
(FERC) to order, on a case-by-case basis, an investor owned utility to
transmit power for wholesale sellers of electricity over that utility's
transmission lines to a municipal wholesale customer. 45 This did not
solve the problem entirely however, because some IOUs simply
37. See id.
38. See id.
39. See PASNY Questions May Remain following Massena-NiagaraMohawk Settlement,
1981 Inside F.E.R.C., Jan. 26, 1981, LEXIS-NEXIS News Group File, Beyond Two Years.

40.
41.

David W. Penn, supra note 16, at 6.
See RiCHARD F HIRSCH, POWER Loss,

THE ORIGINS OF DEREGULATION AND RE-

STRUCTURING IN THE AMERICAN UTILITY SYSTEM

42.
43.

241 (1999).

See Town of Massena, supra note 35.
See e.g., Michael DeMasi, City Voters Pull Plug on PowerBuyout, THE POST-STAR,

Nov. 6, 1996, at 1.
44. Energy Policy Act of 1992, Pub. L. No. 102-486, 106 Stat. 2776 (1992).
45. See 16 U.S.C. §§ 824j, 824k (1992).
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charged transmission fees to the municipal electric companies high
enough to make the creation of a municipal electric company econom46
ically unfeasible.
FERC responded in 1996 with Order 888 which ruled that not
only would an IOU have to grant wholesale transmission access to a
municipality that requested it, but also, the IOU could only charge a
fair and reasonable rate for that access. 47 This order gave the appearance of removing, once and for all, the major obstacle that had stood
in the way of a municipality lowering its electric costs for its residents
by creating its own electric utility. However, a new obstacle has
emerged that IOUs have wielded in their ongoing effort to stifle competition by preventing the creation of municipal utilities. That new obstacle is stranded costs.
C.

The New Competitive Obstacle: Stranded Costs

In April 1996, the Federal Energy Regulatory Commission (FERC)
issued Order 888.48 In this order, FERC defined stranded costs as
"those costs utilities incurred with the expectation of continuing to
serve their current customers.. -.49 "Those costs will become stranded
when customers take advantage of open access transmission to
purchase cheaper power from suppliers other than their historic utilities." 50 FERC issued this order in response to the deregulation of the
electric utility industry that is currently taking place across the United
States. 51 IOUs complained that if its customers decided to buy power
from other generators, or take over the IOU's distribution system by
creating a municipal electric company, it would be left with unrecovered costs it had incurred to provide those same customers with
power. 52 IOUs have been successful in wielding this new weapon to
defeat municpalization efforts. For example, the IOU Niagara Mohawk
was successful in defeating a voter referendum on the creation of a
municipal electric company in the City of Glens Falls in November
46.

See Transmission Access Policy Study Group v. F.E.R.C., 225 F.3d 667, 681

(D.C. Cir. 2000).
47.
48.
49.

See id. at 680.
See id. at 680.
Id. at 683.

50.

Id. at 683.

51.

See id. at 682-83.

52.

See id. at 683.
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1996. 5 3 Many citizens who voted against the project cited the extraordinarily high stranded costs figures that the IOU claimed a new municipal utility would have to pay, and which would have wiped out any
54
projected savings, as the reason they voted no.
While the concept of deregulation involves the attempt to move
away from the historic monopolistic structure of the electric utility industry, 55 allowing an IOU to impose stranded costs effectively ensures
that the very monopolistic practices that deregulation seeks to elimi56
nate will, in fact, continue.
III.

THE COURTS WEIGH IN ON STRANDED COSTS

In April 1996, FERC ruled in its Order 888 that a city, town or
village that sought to reduce its electric costs by taking over, through
municipalization, an existing monopolized IOU would be liable to that
IOU for stranded costs. 57 This ruling was challenged by consumer
groups, in particular the Transmission Access Policy Study Group,
which brought suit against FERC. 5 8 The case eventually made its way to
the United States Court of Appeals for the District of Columbia Circuit
which ruled that stranded costs could in fact be imposed by an IOU
59
onto a municipality that created its own electric company.
A.

The rationale behind stranded cost recovery

The D.C. Circuit agreed with the IOU's and FERC's rationale for
allowing recovery of stranded costs which included the following:
1. Because customers of IOUs had no power supply alternative to
the IOU, an "implicit obligation" existed which created a "regulatory
compact." Under a regulatory compact an IOU's shareholders accepted lowers rates of return on their investment in exchange for the
certainty of regulated electric rates and the ability to recover prudently
incurred costs. 60 In return the IOU's would ensure that customers
53. See Michael DeMasi, City Voters Pull Plug on PowerBuyout, THE POST-STAR, Nov.
6, 1996, at 1.
54. See id.
55.
See Elizabeth A. Nowicki, Denial Of Regulatory Assistance In Stranded Cost Recovery
In A DeregulatedElectricity Industry, 32 Loy. L.A. L. REv. 431, 432 (1999).
56. See Transmission Access Policy Study Group, 225 F.3d at 703.
57. See id. at 683.
58. Transmission Access Policy Study Group v. F.E.R.C., No. 97-1715, 1998 U.S.
App. LEXIS 22638 (1998).
59. See Transmission Access Policy Study Group, 225 F.3d at 723.
60.
See id. at 700.
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would have a supply of power, even beyond the terms of the franchise
agreements between the IOUs and the municipalities. 6 ' Relying on the
regulatory compact, the IOUs built generation capacity and signed
wholesale power contracts with the expectation that they would serve
62
existing customers indefinitely.
2. Because IOUs expected that all of its customers would remain
with it indefinitely, it would be unfair to make shareholders of an IOU
or those customers who remain with the IOU, to absorb the stranded
costs created when a municipality decides to discontinue as a customer
63
of the IOU.
3. If an IOU is not allowed to recover stranded costs, the burden
of its unrecoverable stranded costs would impair that IOUs access to
capital markets, thus worsening the financial condition of the IOU to
64
provide electricity for those customers who remain.
B. Issues to be Resolved in the Stranded Costs Debate
The reasons cited above by the D.C. Circuit for allowing stranded
costs can be categorized into the following issues to be resolved in determining whether stranded costs should, in fact, be allowed to be imposed upon a municipality that wishes to break free of its IOU and
create it's own electric company:
1. Is the notion of the existence of a "regulatory compact" supported by the history and law surrounding the granting of.franchise
agreements by municipalities to IOUs?
2. Does the imposition of stranded costs on a municipality that is
attempting to reduce its electric costs through municipalization violate
the spirit of the Sherman Anti-trust Laws, which is the protection of
competition?
3. Would it be economically unfair to the IOUs to not impose
stranded costs on a municipality that leaves it as a customer to create a
municipal electric company?

61.

See id.

62.

See id.

63.
64.

See id. at 700-701.
See id. at 689.
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STRANDED COSTS RECOVERY VIOLATES THE SPIRIT OF THE
SHERMAN ANTI-TRuST

AcT

A company that uses its position as a monopoly to stifle competition is in violation of § 2 of the Sherman Anti-trust Act.65 In Otter Tail
Power Company, cited above, the United States Supreme Court held that
the IOU's refusal to transmit power into the village of Elbow Lake,
Minnesota, which had taken over the IOU's electric distribution system
in the village to create its own electric company, was a violation of § 2
of the Sherman Anti-trust Act. 66 The Supreme Court rejected the
IOU's assertion that, since the IOU was under the oversight of the Federal Power Commission (FPC), its activities were not subject to antitrust scrutiny. 67 Additionally, the Court held that restrictive provisions
in contracts that the IOU had with the Bureau of Reclamation (a Federal Public Agency), as well as other suppliers, did not insulate such
provisions from anti-trust lawsuits. 68 Most importantly, the Court held
in Otter Tail that "repeals of the anti-trust laws by implication from a
regulatory statute are strongly disfavored, and have only been found in
cases of plain repugnancy between the anti-trust and regulatory provisions." 69 Prior to FERC's April 1996 Order 888, which required IOUs
to allow open access transmission to all retail and wholesale customers
who wished to purchase power from other generation providers but
who needed that IOU's distribution system to access that power, 70 a
municipality that wanted to break away from an IOU through the creation of a municipal electric company relied on two legal sources to
gain transmission access to wholesale power.
First, before 1992, such a municipality could rely on the courts, as
Elbow Lake did in Otter Tail to gain transmission access to power for its
71
new municipal electric company.
Second, the ability to access transmission was strengthened in
1992 through the passage of the Energy Policy Act which authorized
FERC to order, on a case-by-case basis, IOUs to transmit power from a

66.
67.
68.

Sherman Anti-Trust Act, 15 U.S.C.S. 2 (2002).
See Otter Tail Power Company v. United States, 410 U.S. 366 (1973).
See id. at 366.
See id. at 378-79.

69.
70.
71.

Id. at 372.
See Transmission Access Poliy Study Group, 225 F.3d at 681.
Otter Tail Power Company, 410 U.S. at 366.

65.
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third-party wholesale supplier of electricity to a municipal electric
72
company.
While FERC's 1996 Order 888 made it easier for municipal electric companies to gain the transmission access it needed, the allowance
of stranded cost recovery effectively negated any gains realized by giving the IOUs a powerful tool to prevent the creation of municipal electric companies. The D.C. Circuit responded to the criticism that
imposing stranded costs is unfair by noting that a city, town or village
can avoid stranded cost by simply choosing to stay with their historic
IOU. 73 However, that type of scenario is one that the courts have held
to be an illegal tying arrangement. 74 Another possible negative impact
of allowing stranded costs recovery is deterring new entrants into the
wholesale supply market who either generate power or who purchase it
on the open market to resell to wholesale customers.
A.

How Courts Have Handled SimilarAnti-Competitive Practices
in the Past.

In the past, both the courts and Congress have held that attempts
to recover stranded costs in other industries violate the competitive
environment the anti-trust laws seek to protect. 75 Many regulated industries have undergone the transition from a monopoly environment
to a competitive environment without having their assets completely
paid off before consumers were able to take advantage of market
76
choice.
The Streetcar Industry
In the early part of the Twentieth Century, new railroad companies challenged the regulated streetcar industry for the right to carry
passengers. 77 The streetcar industry sued the government claiming its
status as a regulated entity entitled it to one-hundred percent of its
72.
73.
74.
1994).
75.
Recovey
76.
77.

16 U.S.C. §§ 824(j), 824(k) (1992).
See TransmissionAccess Policy Study Group, 225 F.3d at 706.
See Cajun Elec. Power Co-op., Inc. v. F.E.R.C., 28 F.3d 173, 176 (D.C. Cir.
See Natalie Scott, Implementation Of Senate Bill 7: The Implication Of StrandedCosts
ForResidentialElectric Utility Consumers, 52 BAYLOR L. REv. 237, 254-55 (2000).
See id.
See id. at 246.
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assets, even though the market value of those assets was substantially
78
less than the streetcar industries investment in them.
The United States Supreme Court finally weighed in on the matter in Market Street Railway Co. v. Railroad Commission79 and held that
utilities are not entitled to recover stranded costs from their customers
because competition, not state action, caused the utilities to lose
money. The Supreme Court stated that regulation cannot be used as a
shield to protect a utility from losing money due to market forces in a
80
historically regulated market that has been opened to competition.
The Court added,
"[T]he due process clause never has been held by this
Court to require a commission to fix rates on the present
reproduction value of something no one would presently
want to reproduce, or on the historical valuation of a
property whose history and current financial statements
showed the value no longer to exist, or on an investment
after it has vanished, even if once prudently made . . . It
has not and cannot be applied to insure (sic) values or
restore values that have been lost by the operation of economic forces. Clearly, certain utility investments are uneconomic in a competitive market. However, the
devaluation is a result of the market itself and not a result
81
of regulation."
The Natural Gas Industry
In the natural gas industry, for example, the courts and even
FERC have ruled that stranded costs should not be allowed. 82 In 1964
the Court of Appeals for the District of Columbia Circuit ruled that
"investors in the natural gas industry, although granted an opportunity
for a fair return, are by no means guaranteed freedom from risk or
competition." 83 The D.C. Circuit made this ruling in it's decision in
Lynchburg Gas Co. v. FPC, where it held that Lynchburg Gas, the incumbent gas company, was not due reimbursement when the Federal
78. See id.
79. Market St. Ry. Co. v. R.R. Comm'n, 324 U.S. 548, 568 (1945).
80. See id.
81. See id.
82. See Harvey L. Reiter, Competition Between Public And Private Distributors In A
Restructured Power Industry, 19 ENERGY L.J. 333, 349 n. 6 (1998).
83. Lynchburg Gas Co. v. FPC, 336 F.2d 942, 949-50 (D.C. Cir. 1964).
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Power Commission authorized the construction of a new pipeline by
another gas company to compete with Lynchburg.8 4 The same D.C.
Circuit, in 1996, reversed a FERC order and denied a gas company's
recovery of one-hundred percent of its claimed stranded costs from
consumers while the company and the entire gas industry were in the
midst of the transition to a deregulated market.8 5 The D.C. Circuit added that consumers should not bear the cost of transition to a full
competitive market.8 6 Even FERC itself has denied stranded costs recovery to gas companies while allowing such recovery for electric utilities.8 7 In a 1996 ruling denying a gas company stranded costs recovery

FERC stated "the benefits that will accrue to the public as a result of
competition in the gas industry outweigh any adverse impacts on particular parties." 8
FERC added that it would not shield local gas distribution companies from the effects of a competitive market and that FERC's purpose
was not to guarantee that current service relationships will remain
unchanged.8 9
The Telecommunications Industry
In 1996, Congress passed the Telecommunications Act of 1996.90
The Act's purpose was to further the progress of deregulating the telecommunications industry. 91 It did not provide for recovery of stranded
investments that might have resulted as the switching, transmission
and data lines were opened up to greater access to encourage new entrants into the market in the hopes of generating greater competi93
tion. 92 The result, it was hoped, would be lower costs for consumers.
The primary reason that stranded cost recovery was not included as a
provision in the Act was due to how easily the equipment owned by
84.

Id.

85.

See Reiter, supra note 82 (citing United Gas Distribution Cos. v. F.E.R.C., 88

F.3d 1105, 1188 (D.G. Cir. 1996)).

86.
87.

See id.
See id. (citing Transcontinental Gas Pipe Line Corp., 75 F.E.R.C.

61,227 (1996)).
88. Great Lakes Gas Pipe Line Corp., 68 F.E.R.G.

89.

61,072,

61,376, at 62,501 (1994).

See id.

90. Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56 (1996).
91. See id.
92. William Baumol, ProperInvestment Incentives, Stranded Costs Recovery And Differences Among Industries, 2000 L. REv. MSU-DGL 139, 145 (2000).
93. See id.at 143
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telecommunications companies could be used in different ways.9 4 For
example, equipment and transmission lines that once were used to service phone customers can also be used to send pictures (faxes), computer files (email), cable television and remote video signals. 95 The
industry in general had, even while it was still completely regulated,
continued to innovate and create technology that would have multiple
uses in case one revenue stream dried up.9 6 In effect, the industry mitigated the losses it would see from deregulation ahead of time by developing technology that could make money by providing new services,
97
other than those traditionally offered.
By contrast, the electric utility industry has not been as innovative
in developing different uses for its equipment which could mitigate
any losses it might experience as a result of deregulation.9 8 The electric utility industry, unlike the telecommunications industry, continues
to be burdened by the high costs of past bad management decisions. 99
Unlike the electric utility industry, the telecommunications industry
continuously has developed new and more efficient equipment to replace its older equipment, sometimes writing off such equipment long
before the end of its expected useful life, so as to make room for the
new technology being developed.1 00 Rather than plan for the day
when its traditional revenue sources would diminish and develop alternative ways to service consumers, the electric utility industry has instead chose to hide behind the protective veil of government
regulatory bodies. 10 1 It has continued to invest in the same old technology, coal and fossil fuel burning generation. 10 2 It has used its monopoly strength to resist attempts from outsiders to develop more
efficient and environmentally friendly modes of generation. 10 3 Attempts it has made to develop other generation technology, for example nuclear, have met with economic disaster, most of the costs of
10 4
which have simply been passed on to consumers.
94.
95.
96.
97.
98.
99.
100.
101.
102.
103.
104.
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And while the gas companies have had to accept the denial of
stranded costs as part of the cost of being involved in the gas industry,
electric utility companies may now be allowed to have consumers pay
for all their past mistakes and failure to innovate and develop. 10 5
B. Stranded Costs Cannot Be Supported Under Law or Economics
i. Stranded costs is an illegal tying arrangement and is not
recoverable under the due process clause
Prior to FERC's 1996 Order 888, in 1994 the D.C. Circuit in Cajun
Electric Power Co-op., Inc. v. F.E.R.C.10 6 held that a stranded cost provision included in contracts between an IOU and other electric utilities
that sought transmission over that IOU's lines was a "tying arrangement. 10 7 A tying arrangement has been defined as "an agreement by a
party to sell one product but only on the condition that the buyer also
purchases a different (or tied) product, or at least agrees that he will
not purchase that product from any other supplier." l0 8 The stranded
costs provision in Cajun was put in by the IOU in case its current customers took advantage of open access to its transmission system and
purchased power from other competing generators, thereby leaving
the IOU with excess capacity and the costs which that entails.' 0 9 Only
those customers who did not take advantage of the open access to
purchase cheaper power from other suppliers would not have to pay
stranded costs.' 1 0 Relying on the United States Supreme Court's holding in Eastman Kodak Co. v. Image Technical Services"', the D.C. Circuit
Court in Cajun held that the stranded costs provision was a "tying arrangement" which would violate section 1 of the Sherman Anti-trust
act if the IOU "had appreciable economic power in the tying product
market." " 2 The court in Cajun held that FERC erred in not fully ana3
lyzing the impact of the stranded costs provision on competition."1
105.
106.
107.
108.
109.
110.

See id. at 146.
Cajun Elec. Power Co-op., Inc. v. F.E.R.C., 28 F.3d 173, 176 (D.C. Cir. 1994).
Id.
Id. at 176
See id. at 175.
See id.

111.
112.
113.

Eastman Kodak Co. v. Image Technical Services, 504 U.S. 451 (1992).
Cajun Elec. Power Co-op., Inc. 28 F.3d at 176.
See id- at 180.
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In TransmissionAccess Policy Study Group,1 1 4 the D.C. Circuit Court
ruled that FERC's Order 888, which allowed IOUs to impose stranded
costs on customers who took advantage of open access to purchase
power from other suppliers, was reasonable since an IOU would be left
with excess capacity. 1 15 In a mirror image of the stranded costs contract provision that was held to be a potentially illegal "tying arrangement" in Cajun, the D.C. Circuit Court said that customers who had
open access could avoid paying stranded costs simply by continuing to
purchase their power from their historic IOU, even if cheaper power
was available through open access transmission from a different supplier.' 16 This holding is completely contradictory to the Supreme
Court's holding in Eastman where it held tying arrangements under
which a seller has an "appreciable economic power" to prevent a customer from buying a product from an alternative seller were illegal
under Section 1 of the Sherman Anti-trust Act. 117 An IOU which completely controls the transmission system over which a municipal electric company would access its wholesale power enjoys the type of
"appreciable economic power" which it can exert to prevent a munici1 18
pal electric company from buying its power from another supplier.
The D.C. Circuit Court has, in effect, sanctioned an IOU in using its
economic power to stifle the competition that would be created by the
creation of a municipal electric company. 119
The United States Supreme Court has also held that a previously
regulated utility is not entitled to stranded costs recovery from consumers under the due process clause simply because its assets have lost
value as a result of the effects of market competition.' 20 While the case
in which the Court held this dealt with the streetcar industry, 12' that
industry, like today's electric utility industry, was once made up of
highly regulated monopolies who enjoyed guaranteed rates of return
on their investments in return for being subject to government regulation. 122 But once the industry was opened up to competition, many of
the assets of the regulated monopolies lost value because new entrants
114.
115.
116.
117.

See Transmission Access Policy Study Group, 225 F.3d at 700..
See id.
Id.
Eastman Kodak Co., 504 U.S. at 451.

118.

See HIRSCH, supra note 41, at 241.
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120.
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122.

See
See
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id.
Market St. Ry. Co., 324 U.S. at 564.
id.
Scott, supra note 75.
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into the market had invested in newer and more efficient technologies
that made them more competitive than the old regulated streetcar
companies.' 23 The Supreme Court held that losses of value due to being exposed to market competition was not a sufficient basis to award a
124
utility stranded cost recovery.
ii.

Stranded costs impedes franchise competition

Franchise competition is the competition that can occur between
public and private enterprises.' 25 The very existence of public municipal electric companies, which consistently charge rates cheaper than
their private enterprise counterpart, the IOU, has served as a competitive check on the IOUs. Without such check, which creates the possibility that rate payers may revolt and decide to form their own municipal
utility, IOUs might charge much higher rates, without being con126
cerned with the quality of service that they provide to rate payers.
Even Congress has viewed the competition between public and private
power as a means to induce franchise competition in the hope that it
would spur the private utilities to reduce their rates. 1 27 Accordingly
Congress has made available to municipal electric companies low cost
"preference power" - power generated by government owned dams
and other generating facilities, in their efforts to inspire such
28
competition.'
An IOU operates in a certain geographic area because it has been
granted a franchise agreement by the governing body, i.e. town board,
city council, etc., to provide service for that area. 12 9 Most franchise
agreements between municipalities and the IOUs are not indefinite
and many municipalities have used the expiration of an IOU's
franchise agreement as the starting point to create their own electric
30
company.
The threat of stranded costs, however, has served to stifle
franchise competition.' 3 l The concept of stranded costs is a very new
123. See id.
124. See Market St. Ry. Co., 324 U.S. at 564.
125. See Harvey L.Reiter, Competition Between Public And PrivateDistributorsIn A RestructuredPower Industry, 19 ENERGY L.J. 340 n. 4 (1998).
126. See id. at 339-341.
127. Id.
128. Id.
129. Id. at 343.
130. Id.
131. Id. at 345.
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phenomenon.1 32 Historically, when a municipality decided to create its
own electric company to replace the IOU when the franchise agreement expired, the IOU would lose the municipality as a power customer. 133 No stranded costs were ever claimed from a very familiar
process that has occurred in this country for over a century.' 3 4 But
now, with IOUs claiming stranded costs, many cities, towns and villages
have scrapped plans to create their own electric companies as a means
of reducing rates. 13 5 Recent examples include Las Cruces, New Mexico
where in July 2000 the City decided to abandon its municipalization
effort after FERC ruled that the IOU would be entitled to stranded
costs of $53 million, dwarfing any savings the City hoped to experience;' 3 6 and Glens Falls, New York where in November 1996 voters
rejected municipalization at a referendum in large part because of the
huge stranded costs figure the IOU claimed the city would owe it, and
which would wipe all proposed savings. 137 Numerous other communities haven't even made it as far as Las Cruces or Glens Falls, but instead
have tabled municipalization plans at the outset because of the threat
of stranded costs and the uncertainty they create. 138 In fact statistics
from the American Public Power Association show the stark decline in
attempted municipalizations since stranded costs has come on the
scene. Between 1960 and 1970 thirty-eight new municipal electric companies were formed, from 1970 to 1980 twenty-one were formed, and
between 1980 and 1989 thirty-three were formed. 39 But between 1990
40
and 1998 only five have been formed.'
iii.

IOUs interpretation of the regulatory compact theory is
inconsistent with the principles of free markets

Prior to the onset of deregulation, electric companies were, by
and large, vertically integrated utilities which owned the generation,
132.
133.
134.
135.
136.

Id. at 346.
Id.
Id.
Id. at 347.
See David Daniel & Douglas Gegax, A cautionary tale of municipalization, 15-2

FORUM FOR APPLIED RESEARCH AND PUBLIC POLICY 49 (July 1, 2000), at http://fo-

rum.ra.utk.edu/Archives/.
137.
See Michael DeMasi, City Voters Pull Plug on PowerBuyout, THE POST-STAR, Nov.
6, 1996, at 1.
138.
See Reiter, supra note 125, at 347.
139.
See id. at 347, n.49.
140.
See id.
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transmission and distribution facilities for their service territory. 14 1

Most, if not all, electric utilities enjoyed status as natural monopolies.' 42 Electric utilities have been considered to be natural monopolies
because a single electric company can supply power at a lower cost
than two or more companies serving the same area. 143 If two sets of

poles and lines were established in the same area, that would mean
twice the amount of capital costs to be recouped which would necessarily require higher rates, and would thus be inefficient.'4 Because of
this situation, electric utilities have been allowed to run as monopolies
by federal and state regulatory agencies for most of this century. 145 In
exchange for being granted monopoly status, IOUs have agreed to
comply with what is known as the "regulatory compact". 4 6 This theoretical compact is one in which an electric utility agrees to sell the electricity it generates at rates determined by government regulators1 47
Under this compact, an IOU would guarantee to provide electricity to
all customers within its service territory in return for being allowed to
charge rates under which it could recover its variable costs, capital investments, a rate of return on those investments, and profits for its
shareholders.' 48 Under deregulation, the generation aspect of the industry is to be separated from the transmission and distribution aspect.149 In a deregulated market, customers can choose which
generators they wish to purchase power from. Their historic IOUs,
who still control the transmission and distribution system, will transmit
the power to these customers for a reasonable fee.' 5 0 Because the generation aspect is no longer given monopoly status, the regulatory compact theory no longer applies.' 5 ' IOUs assert, however, that because
they had operated for so long under the "regulated compact", they had
relied on this compact and had invested capital or signed contracts to
141. See Transmission Access Policy Study Group v. F.E.R.C., 225 F.3d 667, 683
(D.C. Cir. 2000).
142. See Elizabeth A. Nowicki, Denial OfRegulatory AssistanceIn Stranded Cost Recovery
In A DeregulatedElectricity Industry, 32 Loy. LA.L. REv. 431, 433 (1999).
143. See id.
144. See id.
145. See id.
146. See Michael T. Maloney et. al., On Stranded Costs Recovery In The Deregulation Of
The US. ElectricPower Industry, 37 NAT. RESOURCES J. 59, 83 (1997).
147. See id. at 83-84.
148. See id. at 84.
149. See TransmissionAccess Policy Study Group, 225 F.3d at 682.
150. See id.
151. See Maloney, supra note 146.
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provide power for its historic customers into the future. 152 This is the
IOUs foundation for their argument that they are entitled to stranded
costs recovery when a single retail customer decides to purchase power
from another generator, or a municipality decides to do the same
through the process of taking over the IOU's distribution system and
15 3
forming a municipal electric company.
While the concept of the regulatory compact has been embraced
by an IOUs to justify their claim for stranded costs, not everyone in the
industry agrees with it. For example, Richard Abdoo, CEO of the IOU
Wisconsin Electric testified before the House Energy and Power Subcommittee in 1995, "Stranded costs is a utility term. In economics it is
called uneconomic assets. And in Economics 101 those sunk costs get
written off.' 5 4 In addition former Court of Appeals Judge Kenneth
Starr wrote in a 1987 opinion that, "it has long been settled that the
Fifth Amendment does not provide utility investors with a haven from
the operation of market forces."' 55 The regulatory compact which
guarantees IOUs a return allowance or protection from franchise competition in return for accepting rate regulation does not exist.' 56 Federal and state governments regulate IOUs because they possess market
power and because competition, while still important, was seen as insufficient protection to the public against abuse of that market
power.1 57 Now, the competitive marketplace will replace government
regulation as the protector of the consumer.' 58 Ideally those utilities
which are able to offer consumers the best service at the most competitive price will flourish, while those that are not able to attract customers either through quality of service or competitive rates will disappear.
This occurs everyday in all the other industries that have not been regulated but instead have operated in the competitive capitalist market
place. 159

152.
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154.

See TransmissionAccess Policy Study Group, 225 F.3d at 692.
See id.
Reiter, supra note 125 at 336.
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V. THE FARNEss, DETERRENT EFFEcr AND VALIDrIY OF
STRANDED COSTS

A.

The Fairness of Stranded Costs

In TransmissionAccess Policy Study Group, the D.C. Circuit stated "If
customers leave before paying their share of costs the historic utility
incurred on their behalf, the utility will be left with stranded costs,
which it will either absorb or shift to remaining customers. 1 60 The
court agreed with FERC in stating that "unless utilities are able to recover stranded costs, their ability to compete and attract investor capital in a deregulated market may be seriously impaired."' 61 FERC's
premise behind allowing stranded cost is that since IOUs had operated
under a regulated system for so long, a system which FERC reasoned
required them to incur certain costs to provide electricity, then it
would be only fair to allow those utilities to recover those costs when
the system has been changed to a deregulated one. 162 This premise,
however, ignores one important fact - these IOUs and their shareholders have enjoyed guaranteed profits all during the time that the electric utility industry has been regulated, even when some IOUs were
charging rates over 60% above market rates, and, in some states almost
300% higher than rates charged by municipal electric companies in
their service region. 163 These IOUs and their shareholders where able
160. Id. at 693.
161. Id. at 694.
162. See id.
163. See, e.g., Residential rates in cents per/kwh for NewYork State Municipal Electric Companies (MEG) & Investor Owned Utilities (IOU) as reported by the Federal
Energy Information Administration for the year 2000, form EIA-861, Table 14.: MECs:
Akron-3.51, Andover-4.54, Angelica-5.97, Arcade-3.61, Bath-4.15, Bergen-5.25, Boonville-3.54, Brocton-3.80, Castille-4.29, Churchville-4.35, Endicott-5.13, Fairport-3.01,
Frankfort-5.65, Freeport-7.60, Green Island-6.58, Greene-4.24, Greenport-9.62, Groton4.19, Hamilton-3.91, Holley-3.25, Ilion-4,57, Jamestown-5.01, Lake Placid-3.81, Little
Valley-5.59, Marathon-4.09, Massena-4.43, Mayville-4.05, Mohawk-3.60, Penn Yan4.18,
Philadelphia-4.62, Plattsburgh-3.29, Richmondville-4.68, Rockville Center-7.96, Rouses
Point-3.19, Salamaca-3.54, Sherbume-4.18, Sherill-3.24, Silver Springs-5.29, Skaneatles4.22, Solvay-3.35, Spenceport-3.34, Springville-3.93, Theresa-5.34, Tupper Lake-3.29,
Watkins Glen-4.37, Wellsville-3.49, Westfield-3.87 IOUs: Central Hudson-11.49, Con
Edison-18.47, Fisher's Island-23.53, NYS Gas & Electric-13.75, Niagara Mohawk-12.06,
Orange & Rockland-13.54, Rochester G & E-11.17.; "At the state and federal levels, the
industry applies strong pressure to see that sympathetic individuals are appointed to
regulatory commissions and that regulatory laws are kept to a minimum. Their requests
are sweetened by campaign contributions to key government leaders. In the 1981-82
and 1983-84 election cycles, recorded contributions to members of Congress from nuclear manufacturers and power companies totaled $3.3 million. Joan Claybrook, a for-
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to realize guaranteed profits and rates of returns year in and year out
because, for the most part, the State Service Commissions that authorized the rates IOUs charged approved them without question.' 64 In
fact, state regulatory bodies have gone so far as to allow IOUs to add a
surcharge onto customers' bills when those customers use less electricity in an attempt to reduce their power costs.' 65 This, in effect, allows
166
an IOU to charge customers for electricity they did not use.
mer Carter Administration official and president of Ralph Nader's Public Citizen
organization, calls this system of donations "legalized bribes." A study done by Public
Citizen showed House members who always voted for the industry received four times
as much money as those who voted against it." RICHARD RUDOLPH & ScoTr RIDLEY,
POWER STRUGGLE: The Hundred-Year War Over Electricity (1986).

164. Some examples: "[T]he Company's rate agreements provided for NERAM
[Niagara Mohawk Electric Adjustment Mechanism], which permitted the Company to
reconcile actual results to forecast electric public sales gross margin as defined and
utilized in established rates." From 1993 through 1994 Nimo was allowed by the New
York Public Service Commission (PSC) to charge it's customers $167 million for power
those customers did not use, to realize the revenue it was guaranteed by the PSC. NIACARA MOHAWK POWER CORP., 1995 ANNUAL REPORT.
165.
See id.
166. For example; "In the Mid-1970's, the El Paso Electric Co. (EPE) along with six
other [investor owned] utilities from New Mexico, Arizona and California decided to
invest in the Palo Verde Nuclear Generation Station, which was to be built near Phoenix. EPE reasoned that it had little or no excess electricity capacity, it faced increasing
demand for electricity in its service area, and it projected a continuation of high prices
for oil and natural gas, which were the fuel sources for alternative electric generation
technologies. The pro-nuclear sentiment of the 1970's, of course, was not limited to
EPE. Across the nation, utilities in dire need of new generation capacity at that time
viewed nuclear as the best investment. A national desire to be independent from
Mideast oil producers while addressing environmental concerns about coal burning
generation plants also bolstered the wave of nuclear investment proposals. Nonetheless,
the City of Las Cruces opposed the Palo Verde investment, believing that EPE's estimate of future demand for electricity was high, as was its future price estimates of oil
and natural gas. City officials were also concerned that EPE had not recognized future
energy-conservation technologies that could reduce electricity consumption, and that
rate increases would be required to cover the costs. As it turned out, the city was largely
correct. Demand did not increase dramatically because population growth in the area
did not reach EPE's projections. Moreover, uranium mines in the area that had
boomed during Palo Verde's planning stage-and were themselves enormous consumers
of electricity-shut down as the uranium industry collapsed, and conservation efforts by
homeowners and businesses reduced the need for generation capacity. Nevertheless,
construction proceeded-albeit with delays and unexpected surges in interest rates that
led to cost overruns-and Palo Verde came online in 1988. In the end, however, the huge
cost, coupled with lack of demand, meant EPE was unable to sell enough electricity to
cover its investment. Consequently, electricity rates began to soar." David Daniel &
Douglas Gegax, A CautionaryTale of Municipalization, 15-2 FORUM FOR APPLIED RESEARCH
AND PUBLIC POLICY 49 (July 1, 2000), at http://forum.ra.utk.edu/Archives/.; "[IOU]
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While the IOUs were required by the Federal and State regulatory
agencies to either build generation capacity 67 or obtain power contracts' 68 to ensure a supply of power to their customers, how they went
1 69
about that was primarily left up to the management of the IOUs.
Despite the fact that many unwise decisions were made by the management of IOUs, the costs of these decisions have been borne primarily
by the customers of the IOUs, resulting in the unique situation
whereby the customer, and not the shareholder, picks up the tab for
bad management decision making.1 70
The IOUs claim that to disallow stranded costs would be unfair to
their shareholders who have accepted lower rates of return than might
17 1
have been realized in return for the IOU's rates being regulated.
However, the IOUs fail to mention that at the same time their shareholders could have seen greater returns in an up market, they were
also protected against market declines, and thus their investments
were subject to less risk than those investors who placed their money in
unregulated industries. 172 For example, a random sample of seventyone of the approximately two-hundred IOUs reveals just how well investors have done in a regulated environment. From 1990 through
1999 all but four paid dividends to their shareholders each and every
Niagara Mohawk built Nine Mile II, an incredibly expensive nuclear power plant,
spending 15 times more money than it initially promised the plant would
cost. . .Niagara Mohawk customers are currently paying more than 10 cents per kilowatt-hour to reimburse Niagara Mohawk for the $6.4 billion Nine Mile II plant. And in
1990, this very plant generated electricity at a staggering 17 cents per kilowatt-hour."
Carol E. Murphy, Executive Director-IndependentPower Producers of New York, Inc., THE
Posr-STAR, Dec. 26, 1994, at A7.
167. In 1978 Congress passed the Public Utilities Regulatory Policies Act which required IOUs to sign contracts with Independent Power Producers (IPP) at a minimum
price of 6 cents/kwh. The Act was an attempt by Congress to encourage alternative
power generation so that the United States would be less dependent on foreign oil. At
the time of the Act current and projected oil prices were high enough to make the 6
cent rate economically advantageous to the IOUs. The Act was limited to allowing a
State's Public Service Commission (PSC) to supervision of the contract process, limited
to approving rates, but the IOUs and the IPPs had leeway in determining terms and
volume of the contracts. Public Utilities Regulatory Policies Act of 1978, Pub. L. No. 98620 (1978).
168. David Daniel & Douglas Gegax, A Cautionary Tale of Municipalization, 15-2 FoRUM FOR APPLIED RESEARCH AND PUBLIC POuCY 49 (July 1, 2000), at http://forum.ra.utk.edu/Archives/..
169. See RUDOLPH & RIDLEY, supra note 163.
170. See TransmissionAccess Policy Study Group, 225 F.3d at 680.
171. See id.
172. See id.
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year. 173 Of the four, only one, Tucson Electric Power Co. failed to pay
a dividend in any of the ten years. 174 In addition all of the seventy-one
IOUs sampled had positive rates of return on shareholders equity for
each of the ten years from 1990 through 1999. The seventy-one IOUs
had a shareholder average annual rate of return of 11.2%.175 Investors
in the DowJones Industrial average, the companies of which were not
protected by government guaranteed profits like the IOU's, received
by comparison only slightly better average annual returns of approximately 15%.176
B.

Stranded Costs Will Have A Deterrent Effect on New Power Generators
and Sellers Entering the Wholesale Market

In July 2000, the Federal Trade Commission (FTC) issued its report on the effects of deregulation on competition and consumers in
the electric utility industry. In discussing the impact that stranded
costs could have on bringing competition into the electric utility industry, the FTC noted its concern about the unintended consequence of
deterring new competitors into the generation and supply market that
could result by allowing existing IOUs to recover stranded costs.
As the FTC stated:
One potential unintended consequence of stranded costs
recovery is that incumbent firms may be able to use the
stranded costs recovery system to deter potentially more
efficient and innovative entry and thereby delay or harm
competition. If that occurred, electricity customers (municipalities, businesses, and consumers) would not only
lose the benefits of price competition but also those flowing from the product and service improvements and increased product variety that competition brings. They
would likely pay more than they otherwise would during
173. See Electric Utility (West) Industry, VALUE LINE INVESTMENT SURVEY (Value Line
Publishing Inc.), Aug. 18, 2000; Electric Utility (East) Industry, VALUE LINE INVESTMENT
SURVEY (Value Line Publishing Inc.), Sept. 8, 2000; Electric Utility (Central) Industry,
VALUE LINE INVESTMENT SURVEY (Value Line Publishing Inc.), Oct. 6, 2000. The four
companies that missed dividends in certain years were: Niagara Mohawk, no dividends
1990, 1996-1999; Northeast Utilities, no dividends 1998; Public Service Co. of New Mexico, no dividends 1990-1995; and Tuscon Electric, no dividends 1990-1999.
174.
See id.
175.
See id.
176.
See http://averages.dowjones.com/djia-year-Close-.html (last visited Mar. 18,
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the period after the stranded costs recovery period ended. The harm to consumers would stem from the exclusion of efficient entrants during the stranded costs
recovery period. The harm could result because of a connection between the way stranded costs are defined and a
decision by state regulators to provide incumbent utilities
with recovery of most or all of their stranded costs
through surcharges on electricity use. Stranded costs are
often defined by calculating the difference between the
larger net present value of future income under traditional regulation using a rate-of-return concept and the
smaller net present value of future income under regulatory reform. That is the net present value of the income
from a particular generation asset in a competitive environment is expected to be less than the income regulators would allow from a particular asset in a regulated
environment. When stranded costs are defined in this
manner, the level of stranded costs recovery is inversely
related to how far prices for electric power fall as a result
of competition. From an incumbent's perspective, there is
an increase in revenue from stranded costs recovery for
every revenue decline due to lower energy charges. With
100 percent stranded costs recovery, as some regulators
have chosen, the offset is dollar-for-dollar. By contrast, the
potential generation entrant has no stranded costs recovery revenue to offset lower energy charges. Thus, it could
be disadvantaged by such a stranded cost recovery system
because it may need to match the incumbent's lower energy charges in order to compete, but may lack the where1 77
withal to do so.
As Cajun and the FTC highlight, the anti-competitive effects of
allowing stranded costs are two-fold. First, municipalities that are customers will be blocked from creating a municipal electric company by
the imposition of huge stranded costs by an IOU. Second, new potentially more efficient power generators may not enter into the market
because of the built-in economic advantages stranded costs would give
the incumbent IOUs over the new entrants which would make it financially difficult to compete.
177. See FTC STAFF REP., Competition And ConsumerProtection Perspectives on Electric
Power Regulatoy Reform, July 2000, Ch. VII A para. 1-3.
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IOUs Knew of the Possibility of Municipalization in Their
Service Territories

In 1998, the average national IOU electric rate was approximately
23% higher than the average national municipal electric rate.178 However, once the issue of stranded cost was put forth by the IOUs as a
defense to dissuade municipalities from creating municipal electric
companies, replacing the strategy of refusing to transmit power which
is now illegal, many cities, towns and villages that were seriously considering competing with an IOU through municipalization decided
179
against it.
In Transmission Access Policy Study Group,180 the D.C. Circuit Court
stated that, since historically customers had no other choice but to
purchase their power from their existing IOU, that IOU had an expectation that those customers would remain with them indefinitely, even
customers of municipalities whose franchise agreements expired or
had an expiration date.18 1 The D.C. Circuit said by opening access
under FERC's Order 888, the rules had been changed under which the
IOUs had long relied, which included the expectation of customers
staying with them. 182 The D.C. Circuit also said that it would not be fair
to the IOUs to change the rules where customers may now seek
cheaper power elsewhere and not allow the IOUs to recover costs they
1 83
incurred when they expected those customers to remain with them.
178. See Public Power Costs Less (Am. Pub. Power Ass'n), http://vw.appanet.org/
general/search/searchappa.cfm (last visited March 19, 2002).
179. See Michael Demasi, City Voters Pull Plug on Power Buyout, THE POST-STAR, Nov.
6, 1996 at 1 (On November 5, 1996, the voters of Glens Falls voted down a referendum
on the creation of a municipal electric company. The primary reason cited by the majority of voters for voting no was the high stranded cost claim put forth by Niagara
Mohawk, the IOU, which wiped out all the proposed savings.); See also David Daniel &

Douglas Gegax, A Cautionary Tale of Municipalization, 15-2 FORUM FOR APPLIED RESEARCH
AND PUBLIC POLICY 49 (July 1, 2000), at http://forum.ra.utk.edu/Archives/
(In July
2000 the City government of Las Cruces decided to abandon an effort to create a municipal electric company notwithstanding voter approval for the project through a referendum. The City cited a preliminary ruling from the Federal Energy Regulatory
Commission that the IOU would be entitled to a stranded cost award of approximately
$53 million, which would result in the rates under a new city run electric company
being actually higher than the rates being charged by the IOU.)
180.
TransmissionAccess Policy Study Group, 225 F.3d at 681.
181. See id. at 699.
182.
183.

See id. at 700.
See id.
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The D.C. Circuit's opinion presumes that before FERC Order 888,
IOUs had an expectation that all of their customers would remain with
them and never seek to reduce the electric rates being charged
84
through alternative sources.'
However the D.C. Circuit ignored the fact that in this country today there are approximately 2,000 municipal electric companies which
serve approximately 40 million people and 14% of electric customer
demand. 185
Most of these municipal electric companies were created by cities,
towns or villages using the power of eminent domain to take over the
existing IOU to create the municipally run company.' 8 6 The power of
a municipality to use eminent domain has been established "long beyond dispute." 18 7 This power can be traced back to the origins of the
United States itself in that "the Fifth Amendment does not grant the
taking power, but only confirms it [giving a] tacit recognition of a preexisting power."' 8 8 The constraints placed on this power are that "private property shall not be taken for public use without just compensation."189 Across the United States most municipalities have the power
of eminent domain available to take over an IOU's system provided
that it is shown to be for a "public use."' 9 0 Many states require that
before a municipality begins condemnation proceedings of an IOU's
distribution system a good faith effort must be made to negotiate a
purchase price.' 9 1 If a municipality and an IOU are unable to negotiate a price for the purchase of the IOU's distribution system, then the
19 2
municipality may acquire that system by condemnation.
Therefore, the notion that the IOUs never anticipated prior to
FERC Order 888 that municipalities would seek to discontinue being
their customers by creating municipal electric companies is not supported by the historical evidence.
184. See id.
185. David W. Penn, PublicPower: Better Than Ever and a Great Investment For the Future, (Am. Pub. Power Ass'n, Washington, D.C.), March 1999.
186. Clinton A. Vince et. al., Legallssues in Forminga MunicipalSystem: Condemnation,
Valuation and Ouster of ExistingSystem, (Am. Pub. Power Ass'n, Washington, D.C.) October 1993.
187. SeeJEssE DUKEMINIER &JAMES E. KRIER, PROPERTY 1101 (4' ed. 1998).
188. See id. at 1102 (citing United States v. Comack, 329 U.S. 230, 24142 (1946)).
189. See id. (quoting U.S. CONST. amend. X).
190. See Vince, et. al., supra note 186, at 4 (citing CAL. PUB. UT1L. CODE § 1401
(West 1975)).
191. See id. (citing VA. CODE ANN. § 25-46.5 (Repl. Ed. 1985)).

192.

See id. (citing N.Y. GEN. MUN. LAW § 74 (McKinney 1986)).
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The Issue of Valuation:Do IOUs Truly Have Stranded Costs?

The basic premise underlying the IOUs argument supporting
stranded costs reimbursement is their claim that investments in capital
that they had made were for the purpose of supplying power for a
specific group of customers for a specific period of time.1 9 3 Therefore,
the IOUs argue, if a customer, such as a municipality, leaves their system and does not pay them something to recoup the revenues the IOU
had anticipated to cover the cost of the electric generating capacity,
that capacity will be left "stranded."1 94 The IOUs essentially have made
a valuation argument about being reimbursed for capital expenditures.1 95 But their argument is based on the assumption that a specific
portion of generation capacity, a fossil burning plant for example, will
simply sit idle and generate zero revenue now that a group of customers, a municipality for example, have left their system and are no
longer buying the power that the plant generates.1 9 6 But this valuation
focuses strictly on the cost of the plant and not its market value. 19 7 The
cost or book value of the plant or capacity is what it costs the IOU to
build less any accounting depreciation it has taken over its life to
date. 198 But the plant also has a parallel valuation that must be determined in order to see if stranded costs truly exist for that specific
plant.' 9 9 In their 1997 Natural Resource Journal article, "Symposium
on Electric Industry Restructuring," Michael Maloney, Robert McCormick and Raymond Sauer stated that stranded costs should be measured by the difference between an asset's fair market value and that
asset's book value. 20 0 As long as the asset's fair market value was equal
20 1
to or greater than its book value, then there are no stranded costs.
The method of determining the fair market value of an electric plant
for example was to determine the present value of its expected revenues over the expected life of the asset.20 2 In their article, the authors
hold that if a plant's expected revenue is $100,000 per month and its
expected cost of operation is $75,000 per month, the plant has a posi193.

See Maloney, supra note 146, at 60.
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tive net cash flow of $25,000.203 Next, the authors continue, if such
plant had an expected life of 10 years (or 120 months) and the market
rate of interest is 12%, the present value of the expected net cash flows
is $1.74 million.20 4 As long as the cost of building the plant is less than
$1.74 million, its makes economic sense to do so. 20 5 If, in this example,
the IOU builds the plant for $1.0 million, than the value to the IOU in
today's dollars is $.74 million. 20 6 Now if, as the IOUs claim, a group of
customers leaves their system, they are now stuck with a plant that cost
them $1.0 million. 20 7 But that argument would only apply if they decided to simply leave the plant idle. However, this is not likely considering the shortage of power the nation is experiencing today and the
fact that they still have an asset that, as long as it generates more reve20 8
nue than it costs to operate, would make sense to keep operating.
The true measure of stranded costs requires determining if the fair
market value of the future cash flows has dropped below the plant's
book value. 20 9 If, even after the group of customers leave the IOUs
system, the IOU is able to sell its power to someone else, as long as the
present value of the cash flows is greater than the current book value
of the plant (cost less any accounting depreciation) then, there are no
210
stranded costs.

Now while the authors used a single plant in their example, they
stated that one must look at an IOU's generating assets in total in determining if any of them had stranded costs.2 11 The authors then ana-

lyzed a sample taken from all the IOUs across the United States, as of
the year end 1995. The authors found that only seven utilities out of a
sample of ninety-eight had market values of generating assets less than
book values, and five of those companies' assets had market values of
203.

See id.

204. See id.
205. See id.
206. See id. at 61-62.
207.
208.

See id. at 64.
See id.

209.
210.

See id.
See id. at 64-65.

211. See id.; See also Electric Utility (West) Industry, VALUE LiNE INVESTMENr SURVEY
(Value Line Publishing Inc.), Aug. 18, 2000; Electric Utility (East)Industry, VALUE LiNE
INVESTMENT SURVEY (Value Line Publishing Inc.), Sept. 8, 2000; Electric Utility (Central)
Industry, VALUE LrNE INVESTMENTr
SURVEY (Value Line Publishing Inc.), Oct. 6, 2000.
This measurement was calculated by taking the market price of the IOU's common
stock as of December 31, 1995 and dividing it by it's book value per common share as of
December 31, 1995.
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at least 90% of their book values. 2 12 At the end of 1999, a review of the
market-to-book ratios of these same ninety-eight companies showed
only six that had market values less than their book values. Four of
these had market values of at least 80% of their book values and one of
them, Niagara Mohawk, which in 1995 was the lowest of the group with
a market to book ratio of .39:1, (or 39%), had improved by the end of
1999 to a ratio of .82:1, (or 82%).213 At the very least, this analysis
negates any claims by any IOUs for a one-hundred percent stranded
cost recovery.
VI.

CONCLUSION

The imposition of stranded costs by an IOU onto a municipality
attempting to achieve lower power costs through the creation of a municipal electric company would have the effect of stifling that attempt,
thus impeding franchise competition. Imposing such costs would be an
example of an IOU exerting its "appreciable economic power" to prevent municipal customers from buying power from another source and
violates the spirit of the Sherman Anti-Trust Act and is inconsistent
with how stranded costs have been handled in other industries. Also,
stranded costs will further stifle competition by deterring new entrants
into the electricity generation and supply market.
Additionally, municipalities have always had the opportunity to
discontinue as customers of an IOU by using eminent domain to take
over an IOU and using court and legislative precedent to gain access to
wholesale power from third parties. In addition, because there are approximately 2,000 municipal electric companies today compared with
roughly two hundred IOUs, FERC's claim that the IOUs had an expectation that no municipality would ever seek power from another source
212. See Maloney, supra note 146; See also Electric Utility (West) Industry, VALUE LINE
INVESTMENT SURVEY (Value Line Publishing Inc.), Aug. 18, 2000; Electric Utility (East)
Industry, VALUE LINE INVESTMENT SURVEY (Value Line Publishing Inc.), Sept. 8, 2000;
Electric Utility (Central)Industry, VALUE LINE INVESTMENT SURVEY (Value Line Publishing
Inc.), Oct. 6, 2000. This measurement was calculated by taking the market price of the
IOU's common stock as of December 31, 1995 and dividing it by it's book value per
common share as of December 31, 1995.
213. See Electric Utility (West) Industry, VALUE LINE INVESTMENT SURVEY (Value Line
Publishing Inc.), Aug. 18, 2000; Electric Utility (East) Industry, VALUE LINE INVESTMENT

SURVEY (Value Line Publishing Inc.), Sept. 8, 2000; Electric Utility (Central) Industry,
VALUE LINE INVESTMENT SURVEY (Value Line Publishing Inc.), Oct. 6, 2000. . This mea-

surement was calculated by taking the market price of the IOU's common stock at
December 31, 1999 and dividing it by its book value per common share at December
31, 1999.
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is not supported by the evidence, removing one of the primary reasons
FERC approved stranded costs.
Finally, IOUs and their shareholders have enjoyed decades of
guaranteed profits and returns on investment, even when making
costly management decisions such as investing in nuclear power or
signing power contracts longer than was required, all covered by customers through increased electric rates. It is fair to expect these IOUs
and shareholders to absorb the costs of these bad decisions.
For these reasons, stranded costs should not be imposed by an
IOU onto a city, town or village attempting to reduce its power costs
through the creation of a municipal electric company.
Paul A. Kemnitzer

