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PURPA: The Spur to
Competition and Utility

Restructuring

While free-market advocates seek to repeal the 1978 law,
they should not forget that it helped create a system in
which deregulation and competition became possible

in the first place.

Richard F. Hirsh

URPA is under attack! Origi-

nally viewed as an inoffensive
component of President Jimmy
Carter’s efforts to overcome prob-
lems precipitated by the energy
crisis, the Public Utility Regulatory
Policies Act of 1978 has earned
widespread enmity. In the present
106th Congress, no fewer than
three bills have been proposed
to gut the law of its requirements
to make utility companies pay
nonutility generators for the
power they produce, while trade
groups and proponents of free-
market principles advocate its
repeal as a further step toward
electric utility restructuring.! On
the other hand, several advocates
of renewable energy production

have rallied to support the law,
arguing that its repeal should not
occur without providing other
means to encourage development
of environmentally benign gener-
ation technologies. If nothing
else, the repeal movement has
heightened awareness of the
law’s most enduring feature—
allowing independent power
producers to compete with utili-
ties—and it has set the stage for
excellent drama.

Without discussing the merits or
deficiencies of the arguments
made by contesting parties, this
article will explore the history of
PURPA and its intended and unin-
tended consequences. The article
will serve as a background for dis-
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cussion of the repeal or reform of
PURPA so that participants in the
debate will understand the pro-
found consequences of this impor-
tant law. Most notably, PURPA
helped establish the free-market,
competitive principles that many
people hope to extend further in
the utility system.

I. The Energy Crisis and
President Carter

PURPA constituted only a small
portion of ambitious legislation
proposed by President Carter soon
after he took office in January 1977.
With the country still reeling from
the effects of the 1973 oil embargo—
skyrocketing prices for energy, high
inflation, economic stagnation, and
dependence on unfriendly foreign
suppliers of petroleum—the Presi-
dent ordered his staff to draft legis-
lation for a comprehensive energy
policy. While increasing the supply
of domestic oil and coal constituted
one element of his plan, Carter also
adopted some of the basic tenets of
unorthodox energy thinkers such
as S. David Freeman and Amory
Lovins. As a result, the President
sought more efficient use of exist-
ing sources of energy, energy con-
servation, and the wider employ-
ment of small-scale renewable
energy systems such as wind tur-
bines and photovoltaics. The use of
these unconventional and largely
untapped resources constituted
part of the President’s “moral
equivalent of war” to win energy
self-sufficiency.

Introduced in April 1977 as one
huge, 233-page bill made up of 113
separate legislative initiatives,?

Carter’s “National Energy Plan”
was chopped into five parts. One
bill, the Public Utilities Regulatory
Policies Act, became popularly
known as the “rate-reform bill” be-
cause of its goal to establish rate
structures that discouraged the
wasteful use of electricity. It man-
dated, among other things, that
utilities employ marginal cost
principles (rather than average-
cost methods) for rate setting, and
it called for the elimination of

PURPA became
popularly known as
the “rate-reform bill”
because of its goal to
establish rate structures
that discourage waste.

“promotional” or “declining-
block” rate structures. Utility
industry lobbyists worked hard to
kill such reforms, campaigning
especially in the Senate to quash
the measures.® Arguing that the
federal government should not
stretch its long arm into affairs tra-
ditionally viewed as belonging to
the states, the lobbyists ultimately
proved successful. A utility trade
newsletter, Electrical Week, for ex-
ample, declared in September 1977
that the Senate bill was “tame,”
because “every substantive Carter
rate-reform provision” had been
“scuttled or weakened.”* Require-
ments for state regulators to

employ marginal cost standards
for rate structures had been
changed to require regulators to
examine, but not necessarily
implement, such nontraditional
approaches to rate-making.

he energy debate continued

into 1978, with most lobbyists
and legislators concerned with
energy tax policy and utility
restrictions on the use of natural
gas and oil. Congressmen gener-
ally paid little attention to PURPA,
even though a few lobbyists and
one or two senators took special
interest in the innocuous-looking
Section 210 of the bill. Seeking to
stimulate small power production
of electricity through cogeneration
and renewable resources, the sec-
tion required electric utilities to
buy the output from nonutility
generators. Advocated by Presi-
dent Carter’s staff since April 1977,
this section in the Senate bill had
been weakened so that the federal
government would only be able to
recommend guidelines to states on
how utilities would buy power
from these independent producers.
Little would be mandatory. But lob-
byists for a New England waste-to-
energy company that would have
benefitted from mandatory provi-
sions worked with a sympathetic
senator to eliminate the guideline
approach. In a compromise made
during the House-Senate confer-
ence, the revised legislation incor-
porated voluntary standards for
rate-setting while establishing man-
datory guidelines for utility pay-
ments to nonutility generators.
Consisting of only three pages out
of 61 in the entire bill, Section 210
seemed of little interest to utility
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officials. In fact, Electrical World
observed after approval of PURPA
in November 1978 that “[u]tilities
escaped relatively easily. Although
the threat of prohibition on the use
of gas and oil that had been hang-
ing like the Sword of Damocles
was formally carried out—albeit
with some important escape
clauses—the Public Utility Regula-
tory Policies Act appears to con-

tain no nasty surprises, at least.””

II. Implementation of PURPA

But as later events suggested,
PURPA did contain a nasty sur-
prise in the empowerment of a
new class of participants in the
electric utility community. The law
created “qualifying cogeneration
facilities,” which produced heat
and electricity from fossil fuels.
Such facilities would need to meet
guidelines, to be determined by
the Federal Energy Regulatory
Commission (FERC), regarding
energy efficiency, types of fuel
used, reliability, and other charac-
teristics.® At the same time, PURPA
created “qualifying small power
production facilities,” which pro-
duced electricity by employing
biomass, waste, or renewable
resources as the primary energy
input.” These producers would be
subject to similar FERC rules.® Nei-
ther class of qualifying facilities
(QFs) could have more than 50
percent ownership by existing
electric utilities,” a provision that
prevented power companies from
using their considerable resources
to dominate the market of small
power producers.'

These qualifying facilities

received special privileges under
Section 210. First, according to
rules promulgated by FERC, utili-
ties would be required to purchase
power from QFs, thus providing
the new players a guaranteed mar-
ket for their electricity. The rates
paid for the QFs” power should be
favorable to the independent pro-
ducers, Congress stated, but they
should also “be just and reason-
able to the electric consumers of
the electric utility and in the public

PURPA did contain

a nasty surprise in

the empowerment of a
new class of participants
in the electric utility
community.

interest.”!! As an upper limit, the
rate should not exceed the “incre-
mental cost”'? of the utility,
defined as “the cost to the electric
utility of the electric energy which,
but for the purchase from such
cogenerator or small power pro-
ducer, such utility would generate
or purchase from another
source.”’® After a year of hearings,
FERC policymakers chose to use
the upper limit, known later as the
“avoided cost,” as the payment to
QFs, with each state’s regulatory
commission developing methods
to determine that cost. In addition
to these provisions, Section 210
exempted qualifying small power

producers whose capacity
remained less than 30 MW and
qualifying cogenerators of any size
from both the Public Utility Hold-
ing Company Act and the Federal
Power Act. Small power producers
whose capacities exceeded 30 MW
but were smaller than 80 MW won
exemption only from the former
law. Meanwhile, QFs would also
be exempted from state laws
regarding rate regulation.' As
noted in the House-Senate confer-
ence report, lawmakers offered
these special rights specifically as a
way to encourage cogeneration
and small-power production.
These rules would alleviate small
producers from the burdensome
and lengthy process by which
utilities themselves must set
rates. “The establishment of util-
ity type regulation,” noted the
conference report, “would actas a
significant disincentive to firms
interested in cogeneration and
small power production.”®
Becoming aware of some of the
implications of Section 210
and other parts of PURPA, utility
managers and some regulatory
bodies tried to block implementa-
tion of the law. In one case, begun
in April 1979, Mississippi utilities
and the state’s regulatory com-
mission sued FERC for trying to
interfere with state activities.
Though a U.S. District Court
agreed with the plaintiffs, the
Supreme Court in June 1982
decided that federal laws pertain-
ing to utilities were legal since
utilities participated in interstate
commerce and had been previ-
ously subject to federal regulation
(such as oversight enabled by the
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1935 Public Utility Holding Com-
pany Act).'® But the fight had not
yet finished. Focusing on the
incentives provided to qualifying
facilities, a few utilities in July 1980
sued on the grounds that FERC’s
high avoided-cost payments had
been selected arbitrarily and
had violated PURPA’s dictum to
set rates that would be fair to con-
sumers. Again, a lower court agreed
with the utilities; but the Supreme
Court in May 1983 overturned the
decision. Relying on the House-
Senate conference report, the Court
observed that FERC’s requirement
for using full avoided costs as the
rate to pay QFs harmonized with
the goals of PURPA’s framers. While
the high rate would not necessarily
lead to lower consumer rates, the
Court claimed it would further Sec-
tion 210’s goal of encouraging
cogeneration and small power pro-
duction. Additionally, the FERC
rules would serve the public interest
by decreasing consumers’ reliance
on scarce fossil fuels."”

The two Supreme Court rulings
ended a period of “protracted

718 and eliminated

uncertainty
whatever wariness remained on
the part of potential cogenerators
and small power producers."
Because of the litigation surround-
ing the law, energy entrepreneurs
had been reluctant to pursue non-
utility investments vigorously,
with one study performed by an
organization of cogenerating com-
panies speculating that 200 to 300
projects may have been deferred
due to lower court rulings.? Utili-
ties also hesitated to enter into con-
tracts or to provide interconnec-
tions because of the possibility that

they might not be required to
make those arrangements after
all.”! Now, to the chagrin of many
utility executives, the Supreme
Court had reinforced the legality
of PURPA and especially of its
encouragement of cogenerators
and small power producers.

he QF floodgates opened

quickly with the end of uncer-
tainty. In California especially, a
favorable political climate (fos-
tered since 1975 when the uncon-

The CPUC realized
that the state’s utilities
would be inundated
with expensive QF
power and suspended
the interim SO4.

ventional Governor Jerry Brown
took office) helped ensure that the
California Public Utilities Com-
mission (CPUC) would implement
generous avoided-cost rates for
nonutility generators. Convening a
conference among utility manag-
ers and QF representatives in May
1983, the state commission ham-
mered out a plan that offered QFs
high rates for electricity and capac-
ity for a period of 10 years. Prices
for the first decade reflected the
widely held view that oil prices
(and avoided costs) would remain
high and escalate. After the first
decade, avoided-cost payments
from utilities would match their

current short-term marginal cost
for producing electricity. Known as
interim Standard Offer 4 (SO4), the
payment schedule became avail-
able to anyone who expressed an
interest in producing power under
PURPA's provisions. Though some
observers expected only a few
hundred megawatts of capacity to
be offered, entrepreneurs signed
up for more than 15,000 MW by
1985. Developers rushed to sign
interim SO4 contracts partly
because energy prices soon began
declining, rather than increasing as
had been expected, thus allowing
entrepreneurs to earn a windfall if
benchmark oil prices continued to
slide. In April 1985, the CPUC real-
ized that the state’s utilities would
be inundated with expensive QF
power, and it suspended the
interim SO4. However, any com-
pany that had already received a
contract could exploit it as long as
the firm began producing power
within five years. Partly as a result
of these profitable contracts, Cali-
fornia became a mecca for PURPA
power. By 1995, the state’s nonutil-
ity producers delivered almost 60
billion kWh of electricity, up from
4.9 billion kWh in 1983.22 While
other states sometimes required
utilities to pay high avoided costs,
none could compare to the 10-year
guarantee that California offered
under interim SO4.

III. The Consequences of
PURPA

A. Flourishing of Small Power
Production Technologies

As perhaps its most significant
consequence, PURPA removed the
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barriers to entry in the generation
sector of the electric utility busi-
ness. By doing so, PURPA unwit-
tingly encouraged development of
technologies that subsequently led
to serious questioning about the
natural monopoly rationale for
utility regulation.

This chain of events began when
PURPA QFs demonstrated, in sev-
eral cases, that they could produce
power as cheaply or more cheaply
than their utility counterparts.
Cogenerators, for example, pro-
vided the nation with 50,594 MW
of capacity in 1995, up from an
estimated 10,538 in 1979,% and
they could build their small plants,
usually in the range of between 35
and 200 MW, at costs between $700
and $2,000 per kW. These costs
compared favorably to the cost of
utility-owned generating units.
Other independent power pro-
ducers took advantage of rapidly
advancing gas turbine technology.
Based on hardware developed for
the aerospace industry, small gas
turbines in combined-cycle sys-
tems reached thermal efficiencies
of almost 60 percent while costs
declined to well under $1,000
per kW for units smaller than
200 MW.#

APresident Carter had hoped,
PURPA also stimulated
development of less conventional,
renewable energy systems. Taking
advantage of lucrative avoided-
cost rates offered by some states,
along with tax incentives pro-
vided by state and federal govern-
ments, entrepreneurs and manu-
facturers rapidly pushed the state
of the art for technologies that
generated power from the sun

and wind, to name just two.
Solar-thermal production of elec-
tricity improved so much during
the 1980s that costs declined from
about 24 cents per kWh to about 8
cents.” Photovoltaic cells also
saw costs decline—by about 80
percent since 1980. Although
both of these technologies still
produce electricity that is not cost-
competitive with central genera-
tion utility power, they offer the

advantage of benign environmen-
tal impacts. Moreover, in isolated
locations, photovoltaics have
demonstrated high value and eco-
nomic competitiveness, since their
use obviates the need for costly
transmission and distribution
lines. Even more competitive for
traditional situations, wind power
technology has made tremendous
leaps since PURPA’s passage. By
the mid-1990s, development of
new machines that draw power
from moving air has brought
down the cost of electricity to
about 5 cents per kWh, compar-
able to utility-supplied power in
several markets.?

B. Questioning of Natural
Monopoly Rationale and
Regulation

The success of small-scale cogen-
eration and renewable energy
technologies challenged the notion
that large-scale, centralized power
plants owned by utilities provided
the least expensive electricity pos-
sible. Because traditional steam
turbine technology appeared in the
1970s to show dis-economies of
scale and halted improvement in
thermal efficiency, utilities could
no longer lower the cost of power
by using ever-larger power units.?”
Companies stuck with large
nuclear and fossil plants, for exam-
ple, found their power production
costs had skyrocketed, threatening
the financial future of their firms.
On the other hand, cogenerators
and some small-scale renewable
energy producers realized that
they could compete effectively
with their equipment that took
advantage of economies of mass
production rather than economies
of scale. Cogenerator entrepre-
neurs, for example, employed
modular, advanced small-scale
technology (such as gas-turbines)
that produced both heat and elec-
tricity as salable products. In the
early-to-mid-1990s, they found
they could produce power for as
little as 2.5 to 3 cents per kWh,
undercutting utilities by a mar-
gin of 5 to 15 percent.”® The com-
petitive pressure from these
cogenerators helps explain why
utilities consistently lowered
their rates to industrial custom-
ers from 7.9 cents per kWh in
1982 to 4.7 cents per kWh in 1995
(in inflated 1995 cents).”’
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Competitors” ability to produce
power as cheaply as (or cheaper
than) utilities proved to be a pow-
erful argument against the monop-
oly rationale for utility companies.
After all, such an outcome should
not occur in a business that justi-
fied its monopoly status partly on
the basis that it could demonstrate
decreasing costs through econo-
mies of scale. In other words, the
regulated utility, in theory, should
be able to produce power more
cheaply than its competitors.
When this condition no longer
existed, due to the fundamental
change in the economics of electric
power production technology,
then one rationale for utilities” nat-
ural monopoly status eroded. As
observed in 1984 by William
Brownell, a staff member of the
California Public Utilities Com-
mission, deregulatory efforts had
already been stimulated by the
combination of “the leveling off
of scale-related technological
advance in conventional genera-
tion technologies and the emer-
gence of cost-competitive small
power technologies . . .”*° Officials
at FERC expressed similar views
about the value of regulation in
light of the increasingly competi-
tive generation sector of the utility
business. “The traditional defense
of regulation,” FERC Commis-
sioner Charles Stalon noted in
1987, “has been economies of scale.
There are no particular economies
of scale apparent on the generating
side any more, and therefore that
argument . . . lacks persuasive
force today.”?!

Examples of successful PURPA
competitors also questioned other

arguments for natural monopoly
status. The high capital expendi-
tures needed to offer service to
customers constituted a supposed
barrier to entry, for example, thus
giving credence to the notion that
only a single utility company
could efficiently produce and sell
electricity. But the experience of
PURPA demonstrated that such
barriers may not be so high after
all, at least in the power generation

sector. Entrepreneurial companies
such as the scores of cogenerators
and renewable energy companies
successfully raised funds and
managed financial risks to build
their plants. And they did so with-
out depending on mostly guaran-
teed profits provided by rate-of-
return regulation. Of course, one
must note that PURPA itself low-
ered the risks of entering the gener-
ation business. Because states often
required utility companies to pay
generous rates for the QF power,
the nonutilities could secure capital
more easily than they otherwise
would have. The law also
exempted the new independents

from stringent financing require-
ments imposed on regulated utili-
ties. PURPA therefore helped shift
much of the risk in building inde-
pendent power plants from the
entrepreneurs to utilities—quite a
benefit. Nevertheless, the prolifer-
ation of eager QFs suggested that
the barrier to entry no longer
proved insurmountable.
F inally, PURPA questioned the
natural monopoly rationale
for regulation by attacking the
notion that utilities made the most
efficient use of society’s resources.
According to early twentieth cen-
tury economists and political
reformers, natural monopoly utili-
ties advanced society’s welfare in
part because they avoided duplica-
tion of facilities. As a corollary, reg-
ulated power companies would
also take advantage of equipment
that converted raw fuel into elec-
tricity in the most economically
efficient manner. But it appeared in
the 1980s that utilities had been
less than totally successful in
achieving this goal. Cogenerators
and renewable energy producers
could, indeed, exceed the 35 per-
cent to 40 percent efficiency
obtained by utilities” large-scale
turbine-generators while meeting
or exceeding environmental stan-
dards. This experience again sug-
gested that perhaps utilities did
not deliver all the expected bene-
fits of a natural monopoly.

C. Introduction of Free-Market
Principles through Avoided-
Cost Methodologies

Beyond discrediting some
rationales of natural monopoly,
implementation of PURPA added
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to the arsenal of market-based
principles and to creation of the
increasingly competitive environ-
ment in the utility system. It did so
first by requiring calculation of
utilities” avoided costs using mar-
ginal-cost principles. This compu-
tation turned out to be trickier than
first imagined, but once a figure
had been arrived at for a utility, it
provided the basic information
necessary for development of a
competitive market. QF entrepre-
neurs instantly possessed a target
figure that they could use to deter-
mine the economic feasibility of
their projects. If they could array
the combination of technology,
fuel resources, tax incentives, and
financing means that would allow
them to generate electricity for
under the stated avoided cost, then
they knew they were (literally) in
business. While administratively
determined avoided-cost calcula-
tions did not exactly emulate free-
market mechanisms, where a num-
ber of competing companies offered
the buyer different prices and ser-
vices, they nevertheless consti-
tuted a step in the direction toward
greater competition. Robert Kee-
gan, a former Massachusetts regu-
lator, observed in 1990 that “the
avoided-cost standard has resulted
in an increased familiarity with
value of service-pricing principles
and efforts to approximate the
market clearing price which would
be derived in a truly competitive

market for electric generation.”>?

Moving closer to a pure form
of competition, in which a
market consisting of numerous

buyers and sellers determined
prices based on supply and

demand, regulators, utilities, and
QFs in some states developed bid-
ding schemes. The motivation was
simple to fathom: all parties experi-
enced difficulties in calculating
avoided costs. At the same time, in
situations in which regulators
pegged the avoided cost too high or
without limitations to the amount
of QF power that could be pur-
chased, utilities attracted too much
QF capacity—a situation some-

times referred to as the “California
problem” given the state’s prob-
lems with oversubscription to the
interim Standard Offer 4 con-
tracts.® In these bidding programs,
operated by more than 50 utilities
by mid-1991, a utility or regulatory
body authorized the need for a cer-
tain amount of capacity and invited
QFs to submit bids. In most cases,
regulatory bodies then established
bidding criteria. The price of power
constituted one major criterion, but
so did non-price considerations
such as location, reliability of fuel
supply, security guarantees, and
dispatchability of resources.>*

In practice, the auctions enjoyed

some success, with utilities receiv-
ing more than enough bids from
potential QFs. In 1986, for exam-
ple, Virginia Power sought approx-
imately 1,000 MW of capacity for
use by 1990. It received bids for 53
projects and more than 5,000 MW
of capacity, from which it chose
seven contracts for about 1,178
MW.3% In another auction, the util-
ity negotiated 2,041 MW of capac-
ity at “very attractive” prices,
according to company president
William Berry. The new bidding
scheme struck him as “a clear-cut
success” for the firm and its
customers.*® Other utilities
enjoyed similar experiences, with
most receiving capacity bids of
between seven and 23 times the
requested need.” Overall, state
regulators (as well as FERC com-
missioners who oversaw imple-
mentation of the law®) appeared
to view competitive bidding as
compatible with the spirit and
letter of PURPA.

The use of avoided costs,
whether determined from eco-
nomic models or from bidding
auctions, also proved useful in
expanding competition beyond the
realm of supplying generating
capacity and energy. In states
where commissions had been
entrusted to develop overall
resource acquisition plans for util-
ity and nonutility companies, reg-
ulators in the mid-to-late 1980s
began using avoided-cost calcula-
tions as a benchmark that assisted
them in making demand-side
choices. No longer limited only to
considering generation options,
regulators using “least-cost utility
planning” or “integrated resource
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planning” principles could com-
pare the cost of energy-efficiency
options to the avoided cost of sup-
ply. When the demand-side
options proved less expensive than
supply options, commissions
could order selection of the former.
The avoided-cost mechanism that
PURPA brought to the forefront
therefore allowed price compari-
son of a new class of options here-
tofore not considered. As former
Maine regulator Cheryl Har-
rington pointed out in 1994,
PURPA’s mandate of avoided-cost
calculations provided the “proper
analytic framework” that helped
make demand-side management a
viable planning option alongside
traditional and nontraditional
supply-side choices.”

D. Pay for Performance

Through its implementation,
PURPA also started the process of
eliminating other aspects of rate-
of-return regulation, replacing
them with free-market principles,
thus adding to the deregulatory
stress already building. One such
principle consisted of the simple
notion of “pay for performance.”
Applied to qualifying facilities, the
concept meant that generators
only earned money when they
produced power: no electricity
production, no payments. To be
sure, small power producers, espe-
cially renewable energy producers,
benefited in the 1980s from tax
credits and other incentives that
were tied to the amount of
invested capital. But once com-
pleted, these projects only pro-
duced revenue when they gener-
ated kilowatt-hours.

This type of payment system dif-
fered from the one existing under
rate-of-return, “cost-plus” regula-
tion. Since early in the twentieth
century, power companies had
been allowed a fair return on their
investments made to produce and
deliver electricity. Though they
earned the return when they sold
electricity, they almost always
could count on recovering the
investment and making a profit so

long as those investments had
been prudently made. Utility man-
agers therefore incurred little risk
in making investments, but they
also had little incentive to reduce
costs and find new ways to improve
efficiency. The regulatory structure
offered financial rewards based on
the cost of investments rather than
on utilities” performance in making
and providing electricity. Capital
base meant almost everything. Effi-
ciency took on a secondary, if not
lower, priority.

The pay-for-performance stan-
dard, which applied to PURPA
producers, found other applica-
tions within the realm of regulated

utilities in the 1980s. The most
notable case, perhaps, consisted of
the settlement between the Califor-
nia Public Utilities Commission
and Pacific Gas and Electric Com-
pany dealing with its Diablo Can-
yon nuclear plant. PG&E’s plant
had a troubled history, dating to
planning in the 1960s, when elec-
tricity growth rates in California
suggested to PG&E planners—as
well as to utility planners around
the country—that nuclear power
constituted the most cost-effective
and environmentally sound man-
ner of meeting future demand.
Scheduling completion of the plant
for 1973 or 1974, the company
encountered public and political
opposition to nuclear power in the
1970s that caused it to withdraw its
applications for construction of
other nuclear stations.*’ Mean-
while, concern for seismic safety
and other issues at Diablo Canyon
delayed operation of the plant’s
two nuclear units, the first of
which was completed (but not yet
operating) in 197741 After the 1979
accident at the Three Mile Island
nuclear plant in Pennsylvania,
PG&E conducted retrofit work on
its plant, as did many other utili-
ties on their nuclear stations.*? Fur-
ther delays and cost escalations
occurred when managers discov-
ered design errors: some construc-
tion had apparently been per-
formed from blueprints that had
been reversed by accident.®
hough it won regulatory
approval and started opera-
tion of the units in 1985 and 1986,
PG&E still encountered problems.
The CPUC reviewed the case that
permitted cost recovery of the
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plant in 1988 and introduced pay-
for-performance as part of a deal
with the company, which wrote off
close to $500 million in uncollected
Diablo Canyon revenues and costs.
As part of the settlement negoti-
ated between the company and
interested parties, future revenues
from Diablo Canyon would
depend largely on the perfor-
mance of the plant. If it operated
well, the company could expect to
receive increasing revenues, based
on a formula that boosted per-kWh
revenues from 7.8 cents in 1988 to
11.9 cents in 1994 (and with further
increases in later years based on a
consumer-price-index formula). By
removing the plant from traditional
rate-base treatment, the company
assumed most of the risk of operat-
ing the plant, while customers
avoided paying the costs associated
with the plant’s delays. On the
other hand, the company stood to
profit the most if the plant per-
formed well.* Indeed, the
approach seems to have provided
effective incentives to the com-
pany, which operated the plant
superlatively—enough to bring
the company about 15 percent of
its earnings in 1991.%
The concept of pay-for-
performance clearly won
adherents within the CPUC. The
settlement gave PG&E market-like
incentives to operate the plant
well—something that did not exist
under traditional regulation. In
doing so, the agreement helped the
commission avoid the political
problem of forcing consumers to
pay for an expensive plant that
might not operate efficiently. In
other words, the Commission

shifted the risks and rewards of the
plant from consumers to the utility.
But the company only earned the
rewards when the plant operated
well; when it performed poorly,
stockholders—but not consum-
ers—suffered financially, like any
other company in a free market.*
This foray into the use of market-
based incentives stimulated simi-
lar efforts. When California’s utili-
ties, environmental groups, and

other parties collaborated in 1989
to 1990 to develop efforts for
increasing the scope of energy-
efficiency programs, they asked
the CPUC to approve a pay-for-
performance approach to give
incentives to utilities. Instead of
basing returns solely on the
amount of invested money, Cali-
fornia regulators in 1990 autho-
rized payments tied to the actual
energy savings experienced by the
utilities” customers. Pacific Gas
and Electric shareholders earned,
for example, 15 percent of the net
value of the energy savings
enjoyed by customers.* During
the first few years of the energy-

efficiency programs’ existence, the
company determined the net value
largely by making “engineering
estimates” of the quantity of energy
saved. When critics pointed out
that these estimates often proved
unreliable, the CPUC ordered
improved measurement and evalu-
ation techniques to verify the sav-
ings. Even so, California’s energy-
efficiency providers could only
earn revenues when they per-
formed as promised, a concept that
differs profoundly from traditional
rate-of-return regulation.
Soon thereafter, San Diego Gas
and Electric Company pro-
posed a performance-based rate
scheme that rewarded the firm for
its overall efficiency instead of on
the “tonnage of money invested.”
Claiming that traditional regula-
tion made utilities “very process-
oriented and bureaucratic,” San
Diego chairman and CEO
Thomas A. Page floated the idea
of allowing shareholders and cus-
tomers to share the benefits
accrued if the company could
reduce costs through shrewd pur-
chases of fuel and other sources of
electricity and through its efficient
operation of facilities.*® Pacific
Gas and Electric followed suit in
1994 by offering to freeze several
components of customers’ bills in
return for future rates being deter-
mined by an index based in part
on the company’s ability to control
costs.* Receiving less publicity
than regulatory reforms in trend-
setting California, commissions in
Wisconsin, New York, Alabama,
Massachusetts, and Maine already
had implemented rate-making
formulas that rewarded compa-
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nies for operating efficiently.”
Starting as early as 1986, for
example, one Mississippi utility
developed a program in which it
could earn more money, or be
penalized, depending on how it
scored on seven indicators of
performance evaluation.!

IV. PURPA’s Future in a
Restructured Utility System

In summary, implementation of
PURPA stimulated creation of a
free market for electricity. It did
so by, first of all, breaking down
the vertically integrated monopo-
listic industry structure prevail-
ing for about 70 years by encour-
aging energy-efficient nonutility
generators to produce electricity
for the utility grid. The law there-
fore created a community of com-
petitors necessary for the efficient
exercise of free-market principles.
Moreover, by often producing
low-cost power, QFs demon-
strated that the natural monopoly
rationale for utility regulation no
longer carried as much weight as
it did early in the century. PURPA
therefore inaugurated a series of
events in the utility system that
contributed to the impulse in the
1980s and 1990s for further dereg-
ulation. Additionally, by PURPA’s
requirement that utilities publi-
cize their avoided costs of pro-
ducing power, competitors on the
supply- (and demand- ) side of
the business finally obtained the
information they needed as
another fundamental element of
an efficient marketplace. Finally,
PURPA mandated payments to
QFs based only on their output

rather than capital invested, a
principle that helped devalue the
regulatory world’s notion of cost-
plus accounting and one that
found widespread use by utili-
ties, demand-side management
service providers, and other par-
ticipants in a system moving
toward use of free-market princi-
ples. PURPA therefore contributed
to the pressure for more compre-
hensive legislation to restructure
the utility system. That pressure
culminated in the National Energy
Policy Act of 1992 and in state
laws passed since 1996 that
deregulated the wholesale and
retail markets for electricity.”
Despite its role in introducing
competitive mechanisms in
the utility system, PURPA has
engendered a great amount of
antagonism in recent years. Some
critics, for example, object to QFs’

ability to obtain preferential treat-
ment from state regulators, a con-
cept inimical to free-market prin-
ciples. As competition becomes
increasingly the norm, formerly
regulated utilities cringe at the
notion that they must still pay
PURPA QFs rates that often exceed
the cost of generating power them-
selves. In such situations, the
power companies are at a competi-
tive disadvantage compared to the
entrepreneurial merchants of
power that have no obligation to
buy electricity for resale. It is no
surprise, then, that a group of utili-
ties, inundated by QF contracts,
have coalesced to create the
PURPA Reform Group, whose
major goal is to repeal the energy-
crisis-era law.”

But PURPA retains supporters.
Several environmental groups, for
example, have resisted repeal of

PURPA has engendered a great amount of antagonism in recent years.
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the law because it provides incen-
tives for the development of
renewable energy resources. They
point to the increasing cost-
effectiveness of several renewable
energy technologies and argue that
their further development, with
PURPA incentives, will help the
nation develop a sustainable
source of electricity for the future.
Without PURPA, they assert, the
free market would provide few, if
any, incentives to help the nation
achieve greater fuel diversity and
deflect the worst effects of another
energy crisis. Others argue that
even in a competitive environ-
ment, formerly regulated utilities
would still retain huge market
clout; PURPA helps level the play-
ing field for nonutility companies
by ensuring that they will find a
market for their power. Finally,
some supporters of PURPA note
that repeal of the legislation
should be part of comprehensive
restructuring legislation and
should not be done in a piecemeal
approach. That way, the goals of
PURPA could be achieved in dif-
ferent ways.>
Several advocates of renewable
energy, such as the American
Wind Energy Association, appear
to be pursuing this last approach
seriously. Realizing the strength of
political forces for the repeal or
modification of PURPA, they have
sought to win support for alterna-
tive measures that would still yield
incentives for development of
environmentally benign generat-
ing technologies. Instead of relying
on PURPA, this organization,
joined by several others, has
pressed for states and the federal

government to implement renew-
ables portfolio standards (RPS) in
their deregulation legislation. The
standards would require that all
companies involved in the sale of
electricity buy a certain amount of
power (or acquire tradable credits
from other firms) generated from
renewable energy providers. The
government would compel com-
panies to buy the electricity, thus
creating a market for renewable

power entrepreneurs, but the
policy would depend on a free
market for the sale of credits,
thus encouraging economic effi-
ciency and innovation.” Indeed,
the concept of the RPS has been
gaining adherents. One restruc-
turing bill in the 105th Congress,
for example, required an RPS that
would grow from 2.5 percent in
2000 to 20 percent in 2020, while
a White House proposal, submit-
ted in 1998, seeks a 5.5 percent
RPS by 2010.”

hether PURPA’s repeal is

warranted or not, it is clear
that the law did more than Presi-
dent Carter and his staff envi-

sioned more than 20 years ago.
Not just a narrow measure that
sought to improve the efficiency
of generating electricity, the law
unintentionally challenged tradi-
tional regulatory policies and
encouraged competition in power
generation. If critics attain their
goal of repealing PURPA, it will
be largely because of the law’s
inadvertent success in advancing
the principles of the free market
that are being espoused so pas-
sionately by today’s restructuring
advocates. m
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