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Executive Summary

Until the last quarter of the 20th century, utility regulators commonly made cost recovery
decisions concerning new capital projects only after construction was completed and the facility had
entered commercial operation. The key aspect of this traditional approach is timing -- i.e., that
whatever regulatory decision is made with respect to the rate-making treatment of construction costs
occurs ―after-the-fact,‖ i.e., after the utility has incurred the costs at issue. Deciding only after a
project is completed whether to allow rate recovery means that (1) cost recovery does not begin until
the utility seeks and obtains a rate increase; and (2) during construction, the utility has to obtain
outside (i.e., non-ratepayer) sources of funds to finance the project.
Some state commissions, based on traditional statutes or recent amendments, are breaking
from this traditional approach, thereby providing some level or form of cost recovery assurance prior
to commercial operation (and sometimes prior to commencement of construction). Stimulating these
new approaches are multiple factors: growing demand, aging infrastructure, environmental
requirements, an increasing call for the construction of renewable projects, and shrinking credit
markets. These considerations have led utilities to seek upfront regulatory commitments before
expressing a willingness to pursue even much needed major capital projects.
This paper addresses the many and conflicting considerations raised when a utility asks a
commission to commit to cost recovery in advance of the regulated utility’s completion -- or, perhaps,
even the initiation -- of construction of a major capital project. For shorthand purposes, we term
these commitments as ―pre-approvals,‖ and define them as:
An official government declaration that constrains future
government decision-making, issued (a) by the commission
pursuant to state statute, or (b) by statute directly. The declaration
is issued at some point in time before (a) the utility obligates itself
to incur project costs, or (b) the project enters commercial
operation. The declaration provides that the utility (a) will receive,
or (b) will have an opportunity to assert that it should receive, at
some point or points in time, dollars from ratepayers, with some
level of certainty, to cover some or all of the project costs.
In evaluating whether to make a pre-approval commitment, there are many potential options
and real-life examples to consider. These include state commission determinations that a specific
capital project is a prudent choice, that pre-construction costs can be recovered in rates, or that some
of the costs to be incurred in constructing a project can be included in rates, on either a
contemporaneous or post-completion basis. Any of these approaches involves some upfront shifting,
from regulated utilities to ratepayers, of the economic and timing risks associated with implementing a
major capital project.
i

Examples of these mechanisms, which are not mutually exclusive, include:


Recovery of construction costs during, rather than only after, construction;



Approval of specific projects in advance of completion (sometimes, though not always,
subject to conditions such as meeting scheduled milestones or imposing cost recovery caps);



―Adjustment clauses‖ (allowing for recovery of specified costs as incurred, e.g., on a monthly
or annual basis);



Approval of ―formula‖ rate structures, which allow for automatic recovery of certain types of
costs, including capital costs;



Single issue rate increases (e.g., involving consideration of only a capital improvement) rather
than general rate cases (involving consideration of all of a utility’s costs, whether increased or
decreased since the last general rate case);



Riders and surcharges, allowing for the recovery of pre-approved, specific cost increases
without the need for a general rate case; and



―Securitization‖ (a rock-solid, often statute-based, government guarantee of cost recovery,
which is intended to reduce financing costs by eliminating the risk of non-recovery).

While the paper contains a review of these and other possibilities, its larger purpose is to
identify the considerations that the regulator should take into account before moving forward with
any form of an in-advance -- rather than after-the-fact -- approval of utility actions or costs.
Consideration of advance commitments requires that the commission determine the terms on which
risks may be shifted as between a utility’s shareholders and its customers, and the benefits provided in
response to any approved risk-shifting. In addressing these issues, the regulator must weigh multiple,
and occasionally conflicting, concerns, including those involving management effectiveness,
regulatory effectiveness, and rates. Some of the considerations involved in addressing pre-approval
issues are arrayed sequentially in Figures 1 and 2 to this paper.
While the issues are, of course, fact-specific, the paper presents certain general guidelines that
the regulator can apply in evaluating potential pre-approval opportunities. In general, the regulator
should ensure that:


Any pre-approvals are granted only upon a supported showing that regulatory action
will benefit customers.



Regulatory actions are based on full review of the relevant facts, and are supported by
evidentiary showings.
ii



Whatever regulatory action is taken is appropriately limited or conditioned. Approval
of an option as a ―prudent‖ choice is not the same thing as approving the inclusion in
rates of whatever dollars are expended to pursue it. Approving the recovery of
―preliminary‖ or ―planning‖ costs should not construed as approving the recovery of
later-incurred dollars. The key is to be certain that regulator flexibility and discretion
are retained to the greatest extent possible.



The regulator has adequate resources to conduct appropriate reviews of whatever is
requested. The commission will need assured access to sufficient technical resources
if it is inclined to consider the request of a utility seeking, for example, a
determination that building a new nuclear plant is a ―prudent‖ response to the need for
new capacity.



The roles of the regulator and the utility remain properly defined. While it may be
appropriate to require that a utility provide periodic reports on the progress of a
construction project, the regulator’s oversight should not leave it as the party with
responsibility for managing the project.

Consideration is given to offsetting adjustments. If pre-approval will reduce the utility’s
going-forward risk profile, consider whether an adjustment to the utility’s return on equity should be
ordered in connection with whatever pre-approval is granted.

iii

Table of Contents
I.

II.

Introduction ................................................................................................ 1
A.

The Situation: Needed New Investment in Capital Projects Poses Challenges for
Utilities and Regulators ........................................................................................2

B.

The Traditional Approach: Determine Cost Recovery at Project Completion ........4

C.

Is the Traditional Approach Optional Where Needed Financing is Difficult to
Obtain?.................................................................................................................5

D.

The Framework for a New Approach ...................................................................7

Pre-Approval Mechanisms in Action: Examples from across the
Nation.........................................................................................................10
A.

B.

Triggering Actions ............................................................................................. 10
1.

Forecast customer requirements .............................................................. 10

2.

Incur specific pre-commitment costs ....................................................... 10

3.

Commit to a project and initiating construction ....................................... 10

4.

Continue construction ............................................................................. 11

5.

Change in project plans ........................................................................... 11

6.

Abandon a project ................................................................................... 11

Pre-Approval Regulatory Commitments that Constrain Future Decisions but Do
Not Commit Ratepayer Dollars to Immediate Cost Recovery .............................. 11
1.

What are the purposes of an approval that does not directly involve cost
recovery? ................................................................................................ 12

2.

To what extent does approval of a non-cost mechanism constrain a
commission’s future cost recovery decisions? .......................................... 13

C.

Moves toward Pre-Approved Cost Recovery: ―Deferral‖ of Costs for Later
Consideration ..................................................................................................... 14

D.

Options for Implementing Pre-Approved Cost Recovery .................................... 15
- iv -

E.

F.

III.

IV.

1.

Construction Work In Progress (―CWIP‖) .............................................. 15

2.

Riders, surcharges and ―single issue‖ rate increases ................................. 17

3.

Formula rates .......................................................................................... 19

4.

Securitization .......................................................................................... 19

Conditions That Can Accompany Pre-Approval Mechanisms to Ensure
Consistency with the Public Interest.................................................................... 19
1.

Consistency with regulator-approved resource plans ............................... 19

2.

Cost cap ................................................................................................. 19

3.

Project must be near completion ............................................................. 20

4.

Regulatory ―oversight‖ of project activities ............................................. 20

5.

Limit approval to specified investments ................................................... 21

6.

Preliminary project investments only ....................................................... 21

7.

Reduced ROE to reflect risk reduction .................................................... 22

Criteria for Selecting among Pre-Approval Mechanism Options .......................... 23
1.

Utility effectiveness criteria ..................................................................... 24

2.

Regulatory effectiveness criteria .............................................................. 25

3.

Rates criteria........................................................................................... 26

Application of the Framework to Hypothetical Examples ......................26
A.

Example #1: A relatively small water utility seeks pre-approvals in connection with
a relatively large — but otherwise routine — investment .................................... 27

B.

Example # 2: A utility with reasonable access to capital seeks pre-approvals in
connection with a routine investment .................................................................. 28

C.

Example #3: A utility seeks pre-approvals in connection with a risky and
discretionary investment intended to serve its customers ..................................... 29

Conclusions: Recommendations for Regulators.......................................31

Figures 1 and 2 ....................................................................................................33
-v-

Pre-Approval Commitments: When And Under What Conditions Should
Regulators Commit Ratepayer Dollars to Utility-Proposed Capital Projects?
I.

Introduction

Every regulated public utility has a statutory obligation to satisfy its customers’ needs, reliably
and cost effectively. To meet that obligation, the utility must, among other things, forecast demand
accurately and commit to appropriate capital projects. Those projects must then be completed on
time and constructed in a prudent and cost-effective manner. 1
Achieving these public interest objectives — accurate forecasts, prudent capital project
commitments, cost-effective and timely project implementation — requires a number of decisions by
both the regulated utility and the regulatory commission. Common to these decisions is the
commitment of dollars. Using its legal powers to approve projects, sites, and rates, the regulatory
commission commits ratepayer dollars to the project. Using its legal powers to enter contracts, the
regulated utility condemns land, borrows money, issues stock, and commits corporate resources —
and ultimately shareholder dollars — to the project.
Taken together, these corresponding commitments present a multi-billion dollar, multi-part
question: When a public utility proposes to undertake a major capital project, at what point in time
should a commission provide assurance that the utility will recover its investment? What conditions,
if any, should be placed on whatever assurance is provided? Phrased differently, how much ratepayer
money should regulators commit, when should regulators commit it, and under what conditions
should such commitments be made?
This paper focuses on commitments made by regulatory commissions in advance of the
regulated utility’s completion — or, perhaps, even the initiation — of construction of a major capital
project. When faced with a request for approval of a project-related regulatory commitment in
advance of project completion, a commission will face several basic questions:
a.

What types of regulatory commitments should be considered?

b.

At what point in the construction process should the regulator make a
commitment to a new capital project?

1

In this paper, ―public utility‖ or ―utility‖ refers to an entity having a legal obligation to serve. This obligation can arise from
legislative or commission mandate. The policy origins of such a mandate are normally a determination that (a) the service is
essential to the public welfare and (b) the provider is a monopoly or near-monopoly, such that customers have few
alternatives and thus need regulation to ensure high-quality service. The application of this term will vary across states and
across industries. At the state level, a regulated utility’s obligation to serve typically amounts to a responsibility to provide a
defined product (e.g., reliable electric, gas, or water service) in a quantity sufficient to satisfy all demand within an assigned
service territory. We do not address the more complex issue of utility obligations where there is competition for the right to
supply customers.
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c.

Assuming the commitment involves cost recovery, should the
commitment be bounded through the imposition of conditions, and, if
so, how should those conditions be structured?

Consideration of advance commitments requires that the commission determine the terms on
which risks may be shifted as between a utility’s shareholders and its customers, and the benefits
provided in response to any approved risk-shifting. In answering the questions presented above, the
regulator must weigh multiple, and occasionally conflicting, concerns, including those involving
management effectiveness, regulatory effectiveness, and rates.
While these questions can be considered sequentially, real-world decision-making is not so
orderly. In a given set of circumstances, the answers to each of the questions posed will be
interrelated and interdependent. For this reason, it is important for a regulator to observe the entire
array of choices systematically, before making commitments at any particular stage.
Some of the considerations that may be posed by a request for a regulatory commitment are
reviewed in this paper, are displayed in Figures 1 and 2 to this paper, and are applied in the
―examples‖ presented below in Section III.
A.

The Situation: Needed New Investment in Capital Projects Poses Challenges
for Utilities and Regulators

Facing a combination of growing demand, aging infrastructure, environmental requirements,
an increasing call for the construction of renewable resources, and shrinking credit markets, utilities
are seeking upfront regulatory commitments before expressing a willingness to pursue even much
needed major capital projects.
Consider the situation currently facing service providers in the electricity, gas and water
industries:
a.

Electricity

Infrastructure needs are growing for electric utilities. Some utilities are seeing capacity
margins shrink as demand continues to grow in the face of plant retirements. Others have deferred
investments in aging transmission and distribution systems. Utilities are voluntarily (or by mandate)
investing in advanced metering and data management systems while facing the need to comply with
new renewable energy and energy efficiency directives. Some utilities are considering investing in a
new generation of nuclear plants, while others are proposing to meet customer needs by entering into
long-term purchase power agreements. Those involved in construction projects have seen increases
in the cost of raw materials used as project inputs. Licensing remains a challenge for any major
project in an era of NIMBY (not in my backyard) and NIMTOO (not in my term of office). Utility
financial capabilities and the availability of capital in today’s markets also constrain capital investment
projects.
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b.

Gas

During the past five years, gas utilities spent roughly $5 billion per year on capital
investments. This spending trend is on the upswing. The American Gas Association (AGA)
estimates that during the next twenty years, annual capital expenditures will increase to
$6.5-$9 billion,2 with funds expended on new main and service pipes, replacement pipes, and
compliance with new federal safety regulations.3
In some states, gas utilities are petitioning their state commissions to approve accelerated
recovery of capital expenditures.4 As of the end of 2007, eleven state commissions allow gas utilities
to ―use expense trackers or accounting deferrals to recover costs expended to replace infrastructure in
a timely manner.‖5 Similar mechanisms are pending before other state commissions.
c.

Water

In the years immediately following World War II, the unprecedented industrial, business,
commercial and residential development experienced in the U.S. was accompanied by water and
wastewater infrastructure to support that development. Many of the water and wastewater facilities
constructed during that period are now at the point where they must be upgraded or replaced. Absent
action, communities risk adverse economic consequences, such as unplanned system failures,
increased maintenance costs, and unbudgeted repair and replacement costs. Water and wastewater
utilities are also facing increasingly stringent water quality regulations, which will require large capital
investments in water treatment facilities and processes. United States Environmental Protection
Agency surveys indicate that over the next two decades, the level of needed investment in water and
wastewater infrastructure improvement and replacement is between $500 billion and $1 trillion. 6

2

Cynthia J. Marple, Facilitating Energy Efficiency and Conservation: Non-Volumetric Rate Designs, Presentation Before the
Virginia SCC and LDC Conference (Oct. 1, 2008).
3

For example, the Pipeline Safety Improvement Act of 2002 (Pub. L. No. 107-355, 116 Stat. 2985 (codified as amended in
scattered sections of 49 U.S.C.)) and the Pipeline Inspection, Protection, Enforcement and Safety Act of 2006 (Pub. L. No.
109-468, 120 Stat. 3486 (codified as amended in scattered sections of 49 U.S.C.)) require gas utilities to increase their
pipeline maintenance and safety investments. The latter legislation requires gas utilities to spend additional money on
excavation damage prevention, distribution integrity management, excess flow valves and pipeline control room operations.
In addition, state regulators can impose standards that are more stringent than federal safety mandate minimums.
4

In general, state public utility commissions approve the construction of distribution facilities and intrastate pipelines, which
include main distribution lines and service lines, metering systems, and storage facilities located within a utility’s service
area. Commissions review the economics and need (e.g., requirement for meeting federal safety regulations) for these
facilities before issuing a certificate. Moreover, state commissions may require that gas utilities under their jurisdiction
provide reliable and safe service, which can include, for example, imposition of the obligation that a utility replace some of
its existing pipes to comply with safety standards or construct new service lines to accommodate new customers.
5

American Gas Association, ―Infrastructure Cost Recovery Mechanisms,‖ Natural Gas Rate Round-Up, December 2007.
Commissions have approved trackers for pipeline integrity management programs and pipeline replacement costs.
6

David Denig-Chakroff, Nat’l Regulatory Research Inst.,
http://nrri.org/pubs/water/Water_industry_at_a_glance.pdf.
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B.

The Traditional Approach: Determine Cost Recovery at Project Completion

Until the last quarter of the 20th century, regulators commonly made cost recovery decisions
concerning new capital projects when construction was completed and the facility had entered
commercial operation.7 Under this traditional approach, referred to as the ―prudent investment rule,‖
cost recovery was available only on satisfaction of two conditions: costs were prudently incurred, and
the project was ―used and useful,‖ i.e., providing actual benefits to the public.8
The mechanics of the traditional approach are straightforward: once the plant enters
commercial operation, the utility, for accounting purposes, puts its construction and associated
financing costs into its rate base and books associated depreciation. The utility then seeks a rate
increase to pay for the plant. In computing its proposed new rates, the utility includes the net book
value (i.e., original investment less booked depreciation) in its proposed rate base and includes annual
depreciation of the investment in its proposed annual expenses. The depreciation expense gives the
utility the return of its investment, while the cost of capital applied to the rate base gives the utility a
return on its investment.9
In connection with the proposed rate increase, the regulator engages in several assessments,
the aim of which is to determine whether the costs proposed for inclusion in rates were prudently
incurred and whether the resulting utility plant is used and useful for serving the public. Those
assessments include: (1) examining the utility forecasts that supported the decision to build the
project, thereby satisfying itself that the project was, in fact, needed; (2) assessing the project choice,
including reviewing whether potentially less expensive alternatives were considered and, if so, why
they were not pursued; (3) evaluating whether the methods and sources of plant financing reflect
prudent decision-making; and (4) conducting a review of the reasonableness of construction costs and
the timeliness of completion. Upon completing this review, the regulator disallows costs that it finds
were caused by the utility’s imprudence.
7

In setting utility rates, Commissions typically do not guarantee cost recovery, but rather provide a reasonable opportunity
for recovery. That reasonable opportunity exists when the regulator includes the designated costs in the utility’s revenue
requirement when setting rates. Whether the utility actually collects that full revenue requirement depends on the extent to
which its actual expenses and sales volumes match the levels assumed in the Commission-approved revenue requirement.
Guaranteed cost recovery, which is the exception but not unprecedented, requires a distinct device, such as a fixed line item
amount on each customer’s bill, or a ―pass through clause‖ that allows for periodic true-ups, or, most formally, a
statutorily-defined ―securitization‖ mechanism in which the state government promises full payment.
8

For background on this concept, see Justice Brandeis’s dissenting opinion in Missouri ex rel. Southwestern Bell Telephone
Co. v. Public Service Commission., 262 U.S. 276 (1923); and James Bonbright, Principles of Public Utility Rates 159-61
(1961).
9

In a state which defers cost recovery until construction is complete, the technical accounting works like this: While
construction is ongoing, the utility records its construction costs as Construction Work in Progress, or CWIP. It also records
an Allowance for Funds Used During Construction, or AFUDC, which represented the cost of financing the outstanding
CWIP. The AFUDC rate varies: it may be the utility’s weighted average cost of capital, or it may be the cost of debt, or the
cost of short-term debt. When the plant is complete, the utility stops recording CWIP and AFUDC, moves the CWIP to
plant-in-service accounts, and begins depreciating the plant and including it in rate base. For purposes of this discussion, the
important point is that during construction the utility does not obtain a cash return of or on the investment, but books the costs
for later recovery in rates.
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For purposes of this discussion, the key aspect of the traditional approach is timing — i.e.,
that whatever regulatory decision is made with respect to the rate-making treatment of construction
costs occurs ―after-the-fact,‖ i.e., after the utility has incurred the costs at issue. Deciding only after a
project is completed whether to allow rate recovery means that (1) cost recovery does not begin until
the utility seeks and obtains a rate increase;10 and (2) during construction, the utility has to obtain
outside (i.e., non-ratepayer) sources of funds to finance the project.
Supporters of the traditional approach assert that it offers customers important benefits,
including encouraging utility management to complete the project on schedule and on budget (if not
sooner than forecast and less expensively). Moreover, in an after-the-fact cost recovery review,
regulators have access to all relevant construction facts before making prudence and rate recovery
decisions.
C.

Is the Traditional Approach Optional Where Needed Financing is Difficult to
Obtain?

Beginning in the 1970s, the factual bases for the traditional approach began to change. In the
electric industry, for example, until the 1970s, the combination of economies of scale and increasing
demand growth permitted utilities to size facilities to a level that would both meet expected demand
and reduce unit costs, while also allowing for additional sales. However, the combination of inflation
and fuel cost increases meant that internal utility funds were less available for use on construction
projects. Moreover, access to needed capital became more difficult as construction projects grew
larger, employed new technologies, required longer construction periods, and had to meet new and
uncertain regulatory requirements (such as those emanating from the Nuclear Regulatory Commission
for electric utilities and the Environmental Protection Agency for water utilities). These facts made
capital markets less optimistic about whether, and when, ratepayers would pay up. In response,
capital — both shareholder capital and debt capital — became more expensive and less available.
State law and practices concerning the timing and processing of rate increase requests
subjected utilities to additional financial stress. Some states had statutory ―stay-out‖ provisions,
limiting the frequency of the utility’s general rate increase requests. Regulators also had a
non-statutory preference for infrequent rate cases, due to resource limits and public relations
challenges. For small utilities, the transaction costs of a full rate case could compare unfavorably to
the size of the revenue increase associated with the likely outcome.
Critics of the traditional approach have asserted that this combination of circumstances has
had negative effects, including: delays in needed utility investments (thereby increasing the risk of
shortages, blackouts, brownouts and other service concerns); decreasing the frequency of rate filings
(and conditioning customers to unchanging (meaning below-cost) utility rates even as other costs of

10

One clarification of the phrase ―seeks and obtains‖: some states allow the utility to institute some or all of its proposed
rate increase before the commission has decided the case. Practitioners label such rates ―interim subject to refund.‖ If the
Commission ultimately approves rates lower than those placed into effect, the utility must refund the excess amounts.
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living rose)11; and deferring projects until ―crisis‖ conditions prevailed (leaving insufficient time for
commission examination of potential alternatives).
Regulators have responded to these concerns by considering certain modifications to the
traditional approach, many of which are short-term and project-specific. Examples of these
mechanisms, which are not mutually exclusive, include:
1.

Recovery of construction costs during, rather than only after, construction (known as
recovery of Construction Work in Progress or ―CWIP‖);

2.

Approval of specific projects in advance of completion (sometimes, though not
always, subject to conditions such as meeting scheduled milestones or imposing cost
recovery caps);

3.

―Adjustment clauses‖ (allowing for recovery of specified costs as incurred, e.g., on a
monthly or annual basis);

4.

Approval of ―formula‖ rate structures which allow for automatic recovery of certain
types of costs, including capital costs;

5.

Single issue rate increases (e.g., involving consideration of only a capital
improvement) rather than general rate cases (involving consideration of all of a
utility’s costs, whether increased or decreased since the last general rate case);

6.

Riders and surcharges, allowing for the recovery of pre-approved, specific cost
increases without the need for a general rate case; and

7.

―Securitization‖ (a rock-solid, often statute-based, government guarantee of cost
recovery, which is intended to reduce financing costs by eliminating the risk of
non-recovery).

Some of these mechanisms were mandated by legislative action, which might single out a
particular technology or cost category for favorable (i.e., certainty-enhancing) treatment. However,
approval of any of these cost recovery mechanisms could unreasonably shift risk from shareholders to
ratepayers if not limited (e.g., by imposing a cap on cost recovery, which could be exceeded if certain
showings were made).

11

Eventual – and generally substantial – rate cases could engender customer and media attention that undermined public
trust in both the commission and the utility. Bonbright, in his Principles of Public Utility Rates, supra, at 291 (bullet point
5), emphasizes the value of rate stability (including gradual rate increases) over sudden, large rate increases.
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D.

The Framework for a New Approach

The present regulatory landscape at the state commission level features an apparent mismatch
between (a) the magnitude of investment dollars necessary for essential infrastructure expansion and
replacement essential to the nation’s well-being, and (b) the clarity and predictability of the regulatory
treatment of those investment dollars. These concerns are present regardless of the perspective from
which the situation is viewed. For example:
Regulators and utility executives are unclear about largely the same things: what decisions are
theirs to make, which decisions will be mandated or guided by legislators, what risks they incur in
taking particular actions, and, therefore, how best to identify and balance the managerial, financial,
technical, economic, and political factors that affect construction of needed large capital projects.
Investors are unclear about when regulatory commitments will be made, how those regulatory
actions will allocate responsibility for project costs and risks, when dollars will flow, through what
ratemaking mechanism, and how regulatory commitments might change with unanticipated events.
Customers are unclear about (a) what to expect in terms of the cost consequences of utility
investments on their behalf; and (b) whom to hold accountable — legislators, regulators, utility
executives, capital markets, or all of the above — for outcomes that vary from these expectations.
In short, there is a need for clarity and predictability, in the form of systematic, but not rigid,
decision-making. Systematic decision-making seeks clarity and predictability, the prerequisites for
which include alertness to all relevant facts, identification of all legitimate values, attention to both
long-term and short-term consequences, and analytic transparency. A framework embodying these
features will allow for improvisations, changes of heart and mind, and creative modifications.
In considering how and when to approve the recovery of the costs associated with large
capital projects, achievement of the public interest requires at least three ingredients:


First, whatever regulatory commitments are made should be well-founded, i.e., based on a
substantial evidentiary record.



Second, the commission must have the capacity (including skills, experience and
resources) to evaluate anticipated utility performance, to monitor performance throughout
the course of the project (including a review of utility rationales for schedule slips and
cost overruns), and to take actions in response to unanticipated events.



Third, whatever regulatory action is taken must be designed to both motivate the utility to
excel (i.e., operate efficiently) and to penalize the utility for poor performance.

In regulatory dialogue, these concepts can be captured in the term ―pre-approval.‖ This term
has been given multiple meanings. Here is a suggested definition that covers many of them:

-7-

An official government declaration that constrains future
government decision-making, issued (a) by the commission
pursuant to state statute, or (b) by statute directly. The declaration
is issued at some point in time before (a) the utility obligates itself
to incur project costs, or (b) the project enters commercial
operation. The declaration provides that the utility (a) will receive,
or (b) will have an opportunity to assert that it should receive, at
some point or points in time, dollars from ratepayers, with some
level of certainty, to cover some or all of the project costs.
The concept can be viewed with more clarity when the description’s separate components are
parsed:
a.

An official government declaration that constrains future
government decision-making, issued (a) by the commission
pursuant to state statute or (b) by statute directly,

Whether the commission issues an order or the legislature enacts a statute, the action is
―official‖ because it declares rights and obligations. The declaration, the content of which is
addressed below, can issue from the commission, acting pursuant to statutory authority, or directly
from the legislature (which can either direct or authorize a result). However, unless the declaration
constrains future government decision-making, it is legally meaningless.
b.

at some point in time before (a) the utility obligates itself to incur
project costs, or (b) the project enters commercial operation,

Utilities seek ―pre-approval‖ to reduce the risk non-recovery of costs, and also to reduce the
time lag between expenditure and cost recovery. ―Pre-approval‖ can address one or both of these
goals. Risk reduction occurs if a government makes a cost recovery commitment before the utility
incurs a cost. Time lag reduction occurs if cost recovery under a pre-approval structure occurs
sooner than would be the case if the utility has to file an after-the-fact rate case.
c.

that the utility (a) will receive, or (b) will have an opportunity to
assert that it should receive,

This phrase goes to the heart of what the government is, in fact, approving. If the government
approves cost recovery, then it is promising that the utility ―will receive‖ some amount of dollars at
some point, predicated on the fulfillment of certain conditions (such as prudent conduct, timely
completion of construction, or completion within a specified budget).
Another, and more limited type of ―approval‖ does not commit to cost recovery specifically,
but somewhat constrains future commission decisions on cost recovery. Assume, for example, that a
commission determines that a utility’s demand forecasts are accurate and that new capacity is
necessary to meet those forecasts. If action is taken by the utility based on that finding, then the
commission presumably cannot — absent a material change in factual circumstances — find later that
-8-

the capacity addition was unnecessary. This type of pre-approval constrains the regulator to stick to
its original ―need‖ finding. However, depending on the scope of the action, the regulator remains free
to question (a) the utility’s choice of a particular project as the means of meeting the acknowledged
need; (b) the reasonableness of the costs incurred in constructing the additional capacity; and (c) the
utility’s continuation of the project despite material changes in underlying facts.
d.

at some point or points in time

In the context of pre-approvals, the point in time when the utility receives ratepayer dollars
can vary widely. Dollars can flow either as or after the utility incurs costs, and each of these options
themselves involve multiple choices. ―As incurred‖ can mean in each monthly bill or pursuant to an
annual true-up. ―After incurred‖ could be at the next rate case if the costs were ―deferred‖ (meaning
that the commission has allowed the utility to preserve the right to argue later for recovery of costs
incurred in the past).
e.

dollars from ratepayers,

This portion of the description reflects that the main purpose of ―pre-approval‖ is either to
(a) create a government-authorized flow of dollars from ratepayers to the utility as compensation for
utility service, or (b) have the commission bless a particular option (thus precluding a later finding
that the option was imprudent), while leaving the specific dollar amount for subsequent
determination.
f.

with some level of certainty,

A regulatory approval granted prior to project completion may shift, but does not necessarily
eliminate, cost recovery risk. Cost recovery certainty depends on several factors, including the scope
of the regulator’s decision. The regulator might determine that a particular project selection is
prudent, but remain silent on the prudence of particular project costs. Such a decision creates
certainty, in that prudent costs associated with the decision will be recoverable, but leaves uncertain
what level of costs is prudent. The regulator might find that the utility’s forecast of future needs is
accurate but not address the type of project (e.g., power plant vs. demand-side management) that will
meet that need prudently, leaving that important question for later determination.
g.

to cover some or all of the project costs.

The certainty of cost recovery is distinct from the amount of that recovery. A regulator could
find, in advance, that all costs up to a stated amount are deemed prudent and therefore recoverable.
On the other hand, as concerns additional costs, the regulator may find that costs above that limit (a)
are not recoverable (making the stated amount a ceiling), or (b) the utility may argue later that the
costs should be recovered because they were prudently incurred (making the stated amount a floor).
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Having now set forth, in conceptual terms, the parameters of a pre-approval approach, we
turn to a review of how various state commissions are putting these concepts into action.

II.

Pre-Approval Mechanisms in Action: Examples from across the Nation

Pre-approval opportunities are typically triggered by a specific action taken by the utility,
which results in a request for some type of imprimatur from a regulator. We begin by reviewing
potential pre-approval triggers and then move into a discussion of specific regulatory actions that
might be taken. This discussion will address the considerations that may be weighed in reviewing a
specific request and provide examples of how regulators and state legislatures across the country are
dealing with these issues.
A.

Triggering Actions
1.

Forecast customer requirements

The utility forecasts customer peak demand and annual consumption requirements. In order
to do so, the utility measures economic trends and customer behavior (including price responsiveness
and propensity to adopt efficiency opportunities). The utility may ask the regulator to ―approve‖ the
forecast or to bless actions to be taken in response to it.
2.

Incur specific pre-commitment costs

Prior to committing to a capital project, a utility may incur costs necessary to preserve the
option. Examples are paying a fee to an equipment supplier to reserve a place in its queue, initiating
site development or seeking a construction license from the NRC. Such steps are time consuming and
involve cost incurrence; their purpose is not to initiate a project, but to ensure that if the utility
subsequently selects that option, it can move forward without undue delay. The utility might seek
approval, in advance of the commencement or completion of a project, to recover such ―precommitment‖ costs in rates.
3.

Commit to a project and initiating construction

After assessing supply and demand options, the utility might ask the commission to approve
the utility’s commitment to an option that it asserts best matches the forecasted customer
requirements (whether from the perspective of size, timing, reliability, environmental or siting effects)
and cost (whether construction cost, running cost over its useful life, or decommissioning cost). In
this context, ―commitment‖ means that the utility binds itself contractually to the contractors and
suppliers of the equipment, technology and other cost drivers required to construct the project. 12
12

For a detailed discussion of the multiplicity of generation choices, organized according to their characteristics, see J.
McGarvey et al., Nat’l Regulatory Research Inst., What Generation Mix Suits Your State? Tools for Comparing Fourteen
Technologies across Nine Criteria 3 (2007), http://nrri.org/pubs/electricity/07-03.pdf.
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4.

Continue construction

While a utility’s commitment to a project may create some unavoidable cost obligations, there
will always be avoidable costs as the project moves through various stages of development. Before
committing to each stage of cost commitment, a prudent utility will compare the project’s prospective
costs and benefits, taking into account factors like cost escalations beyond those assumed in original
projections, changes in forecasted customer requirements, and alternate options. The utility may ask
the commission to approve continued (or modified) efforts.
5.

Change in project plans

During construction, changes in circumstances may warrant project changes. Examples
include: downsizing or upsizing to reflect changes in forecasted customer requirements, design
changes to comply with new regulatory requirements, and modifications to fuel supply arrangements
due to changes in availability or price. Any such change might shift the project’s cost-benefit ratio,
and may lead to the utility seeking commission approval of associated project modifications.
6.

Abandon a project

Prior to completion, circumstances may change the cost-benefit ratio so drastically as to
justify project abandonment.13 Abandonment itself may cause the incurrence of new costs (e.g.,
decommissioning, attorney fees to renegotiate supplier costs, payment of liquidated damages to shed
contract commitments). The utility could seek authorization to recover abandoned plant costs before
any such decision is made, or seek abandonment cost protection in advance of a decision whether to
pursue a particular project.
B.

Pre-Approval Regulatory Commitments that Constrain Future Decisions but
Do Not Commit Ratepayer Dollars to Immediate Cost Recovery

For major capital projects, cost recovery is not the only regulatory decision. Under most state
statutory schemes, a utility must obtain approvals relating to need, suitability, and environmental
effects — often before incurring projects costs. Examples of these approvals include obtaining:
(1)

A Certificate of Public Convenience and Necessity (―CPCN‖), demonstrating
that the proposed project is necessary to serve the public;

(2)

A determination that a proposed project is consistent with an integrated
resource plan;

13

Factors leading to an abandonment decision may include: decline in forecasted customer requirements; emergence of new
alternatives; unanticipated cost increases relating to fuel supply or regulatory requirements; and unavailability of key
equipment components.
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(3)

Permission to exercise the power of eminent domain (i.e., the taking of private
property for utility purposes);

(4)

Permission to site utility facilities in particular locations, including (in some
states) permission to preempt local zoning restrictions;

(5)

Approval of compliance with federal or state environmental restrictions, such
as installation of pollution control equipment or other actions associated with
electric generating plants, transmission lines, gas and oil pipelines;

(6)

Approval of a plan to address reliability problems arising from insufficient
resources;

(7)

Approval of critical infrastructure protection plans in response to national
security challenges;

(8)

Approval of plans for repair and replacement of aging facilities;

(9)

Approval of bidding or procurement programs; and

(10)

Permission to issue debt and equity securities.

Consideration of any of these actions raises at least two questions: (a) What purposes does the
approval action serve?, and (b) Does the action constrain future regulatory decision-making, including
cost recovery decisions?
1.

What are the purposes of an approval that does not directly
involve cost recovery?

Any of the above-listed approvals may serve several purposes.
Action at an early stage may provide the regulator with an opportunity to better match the
utility’s private interest with the public interest. There are plenty of opportunities for mismatch. A
utility may prefer to build its own facilities (so as to earn a return on the investment), rather than
relying on purchases from others (which might be lower cost, but will not produce a profit for the
utility). A utility may seek to maximize sales of its product, even if promoting actions to reduce
consumption would be a better choice for the public. Considering regulatory action at an early,
pre-cost stage may identify areas in which private and public interest diverge and create opportunities
for interest matching – identified through the development of an evidentiary record and implemented
through, for example, conditional approvals.
Similarly, consideration of pre-approval actions that do not directly involve cost recovery give
the regulator the opportunity to balance multiple factors besides cost. In the specific context of
integrated resource planning, project choices involve multiple options with varied possible impacts on
- 12 -

the consuming public – including cost, environmental, and economic development impacts — all on
both a short-term and potentially longer-term basis. An early open planning process, culminating in
some type of regulatory commitment, facilitates a public investigation of these effects and a weighing
of the many public preferences and values.
Even where the issue before the regulator does not involve cost recovery, a pre-approval
process can create a useful template for future consideration of cost recovery issues. In the case of
pollution control infrastructure, some state statutes authorize their jurisdictional electric utilities to file
compliance plans for meeting with state or federal emissions requirements. By approving the plan,
the commission may effectively be committing to cost recovery of utility funds spent carrying out the
plan, assuming a subsequent showing by the utility that such funds were prudently incurred.
Consider Indiana Code 8-1-27-8(1)(A), which directs the Indiana Utility Regulatory
Commission to consider an electric utility’s Clean Air Act Amendment compliance plan in terms of
whether it is efficient, reliable, economic, and constitutes a reasonable least cost strategy over the life
of the investment. The electric utility can seek recovery of its original cost estimate for the plan, an
approved revised cost estimate, or additional costs, if it can show that they were necessary and
prudent. The commission also has authority to modify or withdraw its original pre-approval if there
have been substantial changes in the need for, or estimated cost of, an approved environmental
compliance plan.14 A similar arrangement is in place in Pennsylvania.15
2.

To what extent does approval of a non-cost mechanism
constrain a commission’s future cost recovery decisions?

The short answer to this question is that it depends on what the commission says in its
approval order. Some utilities have sought, prior to the incurrence of major costs, commission or
legislative findings that the construction of a specific project is prudent. Such findings can vary in
their degree of regulatory commitment to eventual cost recovery. At one end, a ruling on a specific
project might not promise cost recovery at any particular cost level, but would insulate the utility
from a subsequent finding that its project selection was imprudent. The North Carolina Commission
has ruled, for example, that it has authority to issue a declaratory, pre-expenditure ruling regarding
the prudence of a proposal.16 However, some commission orders state expressly that approval of a
project choice is not an approval of any cost recovery.17

14

Ind. Code §§ 8-1-27-18,-19. See, e.g., In re Indianapolis Power & Light Co., 145 P.U.R.4th 513 (Ind. Util. Regulatory
Comm’n 1993); In re S. Ind. Gas & Elec. Co., 137 P.U.R.4th 231 (Ind. Util. Regulatory Comm’n 1992). See, e.g., In re
Indianapolis Power & Light Co.,145 P.U.R.4th 513 (Ind. Util. Regulatory Comm’n 1993); In re S. Ind. Gas & Elec. Co.,
137 P.U.R.4th 231 (Ind. Util. Regulatory Comm’n 1992).
15

See Pennsylvania statutes, Pa. Stat. Ann. § 530(d)(2) (requiring utility to show that amounts spent to fulfill the plan were
reasonable in amount and prudently incurred as determined in an appropriate rate or other proceeding, for costs to be
reflected in rates).
16

In re Duke Power Co., 256 P.U.R.4th 215, 232 (Commission finds authority to issue declaratory ruling providing ―general
assurance‖ concerning nuclear plant assessment activities), clarified, No. E-7, Sub 819, 2007 WL 2790658, clarified, No.
ID 153282, E-7, Sub 819, 2007 WL 3273546 (N.C. Utils. Comm’n 2007); and In re Duke Energy Carolinas LLC, No. E-7,
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That said, the initial ―approval‖ may constrain later regulatory decisions to the extent that
actions the utility takes on the basis of that approval. In other words, the regulator can criticize a
utility’s implementation of an approved plan, but cannot simply announce after-the-fact that it is
reversing that approval absent finding that the relevant facts have materially changed and that the
utility should have taken the fact changes into account.18 However, the commission’s approval does
not authorize the utility to take imprudent and unnecessarily costly actions to obtain the needed
capacity, or to ignore changes in facts that undermine the basis for the original approval. The utility
has a continuing obligation to act in a cost-effective manner, and the commission should remain free
to enforce that obligation. For this reason, some states require utilities to file periodic updates of
demand forecasts and project progress, allowing for a continuous reassessment of project premises.
C.

Moves toward Pre-Approved Cost Recovery: “Deferral” of Costs for Later
Consideration

Under traditional, embedded cost ratemaking, commissions use a ―test year‖ to match utility
cost and revenue increases and decreases. A ―historic test year‖ is a 12-month period experienced by
the utility, in which test year costs and revenues are those actually incurred by the utility during that
period. Along with adjustments for inflation and other predictable changes (called ―known and
measurable changes‖), these costs and revenues become the basis for the utility’s new rates. A
―future test year‖ approach bases rates on expected costs and revenues, rather than adjusted historic
costs and revenues. The extent of any difference between the historic test year and future test year
approaches depends on the nature of the predictions and adjustments.
After rates are set, if the utility incurs costs not anticipated in the test year, some commissions
will permit the utility to ―defer‖ these costs, meaning the utility records them on its books and thereby
preserves the opportunity to request recovery in future rates. By definition, such cost deferrals are
Sub
819
(N.C.
Utils.
Comm’n
2008),
available
at
http://ncuc.commerce.state.nc.us/cgibin/webview/senddoc.pgm?dispfmt=&itype=Q&authorization=&parm2=EAAAAA36180B&parm3=000125794.
17

Consider this 1999 Idaho PUC ruling:
The Commission further finds that the general purposes to which the proceeds will be put are lawful
purposes under the Public Utility Law of the State of Idaho and are compatible with the public interest.
However, the Commission finds that this general approval of the general purposes to which the proceeds
will be put is neither a finding of fact nor a conclusion of law that any particular program of Rockland
which may be benefited by the approval of this Application has been considered or approved by this
Order, and this Order shall not be construed to that effect.
Further, the issuance of an Order authorizing the proposed loans does not constitute agency
determination/approval of the type of financing or the related costs for ratemaking purposes, which
determination the Commission expressly reserves until the appropriate proceeding.

In re Direct Commc’ns Rockland, Inc., Order No. 27914, No. ROK-T-99-1, 1999 Ida. PUC LEXIS 36, at *6-*7 (Idaho
Pub. Utils. Comm’n 1999).
18

For example, if the regulator finds that the utility needs to install or otherwise procure 500 MW of new capacity, then utility
actions taken to obtain that capacity cannot be imprudent on the sole ground that the utility does not need the capacity. On
other hand, the utility does not get a ―free pass‖ if it continues to pursue the 500 MW in the face of later evidence that it no
longer needs the capacity.
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deviations from the typical test year approach; deferral preserves the utility’s option to argue for later
recovery, even though costs were incurred prior to the test year. In permitting the deferral, the
commission order makes no promise about cost recovery. 19
Some state commissions are authorized to permit cost recovery deferrals for capital projects,
but only where the project meets certain identified criteria. For example, under Nevada regulations,
Nev. Admin. Code § 704.9484, the Commission may designate a ―critical facility,‖ thus making the
utility eligible for special incentives for its construction, operation and maintenance, including
authority to ―defer‖ construction costs in a regulatory asset account for possible later cost recovery.20
During the deferral period, the utility also can include put into rates ―construction work in progress‖
(which is addressed separately below) associated with the designated facility.21
D.

Options for Implementing Pre-Approved Cost Recovery

The most immediate, certain form of cost recovery is to permit a utility to include costs in
rates contemporaneous with expenditure incurrence. Regulatory options are reviewed below.
1.

Construction Work In Progress (“CWIP”)

Under the traditional approach, a commission addresses cost recovery of a capital project in
the utility’s general rate case, submitted when the project enters commercial operation. If the costs
are prudent, the commission allows them in rate base and establishes a depreciation rate, allowing for
the gradual recovery of the investment.22 Thus, cost recovery commences only when the plant enters
19

See, for example, In re Idaho Power Co., Order No. 29904, No. IPC-E-05-21, 2005 Ida. PUC LEXIS 225 (Idaho Pub.
Utils. Comm’n 2005) (clarifying the conditions under which a utility can treat preliminary survey and investigation costs as
construction work in progress); Phila. Elec. Co., 57 Pa. P.U.C. 114 (Pa. Pub. Util. Comm’n 1983). Similarly, in approving a
Settlement that provided for a cost recovery deferral, the Pennsylvania Commission noted that in exchange for this treatment,
the Settlement provided for early flow-through to consumers of the benefits derived from certain off-system transactions. See
In re Metro. Edison Co., Nos. G-900240, P-900485, P-910502, C-913373, P-910502C001, 1992 Pa. PUC LEXIS 87, at
*73 (Pa. Pub. Util. Comm’n 1992) (―Affiliated Interest Agreements‖).
20

The recovery would occur pursuant to subsection 3 of Nev. Admin. Code § 704.9523 (costs may be deferred between rate
cases, and must include application of a carrying charge at the rate of 1/12 the authorized overall rate of return; account
balances may be recovered via amortization over a period determined by the Commission in a general rate case, with a return
at the authorized return plus 5 percent). Nev. Admin. Code § 704.9484(3)(cross-reference explanation supplied).
21

In order to be eligible for these special cost recovery protections, the Commission (under Nev. Admin. Code §
704.9484(2)) must find that the facility will
1.

protect reliability,

2.

promote diversity of supply and demand side sources,

3.

develop renewable energy resources,

4.

fulfill specific statutory mandates,

5.

promote retail price stability, or

6.

fulfill any combination of the above.

22

For example, if the plant cost $900 million and has an expected useful life of 30 years, and if the commission uses a
straight line depreciation rate, the rates will recover a depreciation expense of $30 million, as well as a return on the
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commercial operation. By contrast, some states allow rate recovery of construction costs during the
construction process. Known as ―construction work in progress,‖ the technique involves a
commission finding that the utility’s project selection decision, and the costs incurred to date, are
prudent. This regulatory action eliminates the risk of non-recovery, and allows for recovery earlier.
The technique both reduces non-recovery risk and aids in cash flow during construction. Providing
CWIP may also reduce a utility’s finance costs, as construction financing will be provided by
ratepayers rather than lenders or shareholders.
Until the investment is moved from CWIP to a plant-in-service account, the utility is permitted
to apply a rate of return to the investment amount (which covers its financing costs, i.e., a return on
investment). The utility is not permitted, however, to apply a depreciation rate to the investment
amount, meaning that the shareholders will not start to see a return of their investment until the plant
enters service and satisfies the commission’s prudence review.23 When a utility completes
construction and the plant enters operation, accounting rules require the utility to (a) cease accruing
an AFUDC on the investment; (b) place the CWIP associated with the plant into a plant-in-service
account; and (c) begin amortizing (i.e., reducing) that plant-in-service account by treating a portion of
it as depreciation expense. Of course, there are limits to the impact of a decision to allow CWIP in
rate base. While the action provides a current return during construction, it does not necessarily
preclude the regulator from reviewing the prudence of the underlying investment once the project
begins operation.
Proponents have argued, and some commissions have found, that permitting a utility to
recover CWIP funding can reduce a project’s total net present value cost, compared to booking
construction costs as AFUDC and then placing those costs in rate base upon commercial operation.24
CWIP has been justified on the ground that it removes any utility incentive to rush completion of a
nuclear plant imprudently (so as to get its costs into rates) and in doing so risks errors and safety
lapses.25 On the other hand, including CWIP means that customers pay for a plant before it provides
benefits, raising intergenerational inequity issues. Some states ban it. See, e.g., Barasch v. Pa. Pub.
Util. Comm’n, 532 A.2d 325 (Pa.1987), aff’d sub nom. Duquesne Light Co. v. Barasch, 488 U.S.

undepreciated $870 million.
23

In other words, putting CWIP in rate base does not allow the utility to recover the CWIP costs themselves. The utility
instead recovers only the financing costs associated with the CWIP. The CWIP amount earns a return at the utility’s
Weighted Average Cost of Capital (―WACC‖). Further, where CWIP is put in rate base with an AFUDC offset, the only
dollar cost recovery created is CWIP times the excess of the allowed return over the AFUDC rate. This amount is substantial
only where the AFUDC rate is based primarily on debt, particularly short-term debt, rather than a measure of the utility’s
WACC.
24

See also the Oklahoma Commission’s recitation of the competing views of witnesses in the Red Rock pre-approval case.
In re Okla. Gas & Elec. Co., Order No. 545240, No. PUD 200700012, 2007 Okla. PUC LEXIS 249 (Okla. Corp. Comm’n
2007) (utility’s early approval request denied on other grounds).
25

See, e.g., Phila. Elec. Co., 103 P.U.R.4th 430 (Pa. Pub. Util. Comm’n 1989)(―early window‖ treatment allowed when the
Company filed for rate increase just before fuel was loaded into the Limerick 2 Nuclear Unit); and Pa. Power & Light Co.,
47 P.U.R.4th 274 (Pa. Pub. Util. Comm’n 1982)(―early window‖ treatment allowed where the Company filed two months
before receiving an operating license for Susquehanna Nuclear Unit I).
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299 (1989).26 Similarly, the Pennsylvania Commission denied ―early window‖ treatment in a case in
which the utility sought such authority three years before it acquired its proposed ownership interest
in one plant and five years before it began construction of a related transmission line. 27
2.

Riders, surcharges and “single issue” rate increases

A commission’s inclusion of costs in the utility’s revenue requirement rates does not
guarantee recovery (because other cost increases, or declines in sales, can leave the utility earning
less than its authorized return on equity). One method for increasing the probability of cost recovery
is the use of a rider or surcharge, added to each customer’s bill on top the ―normal‖ charges (i.e.,
charges based on the revenue requirement). These riders or surcharges are typically applied to the
quantity consumed; thus, as actual consumption may vary from estimates, the utility is still subject to
some revenue recovery uncertainty. The probability of full cost recovery is greater if the charge is a
fixed, per customer charge (meaning, it does not vary with the customer’s consumption). While the
typical forum for addressing surcharges is the utility’s general rate case, some commissions have
established them in so-called ―single-issue‖ rate proceedings, in which recovery of a particular
investment is the sole issue.
Certain surcharges are designed to increase over time through automatic ―step increases‖
according to a pre-determined schedule or, as the utility’s project costs rise, with periodic adjustments
to avoid under- or over-recovery. For example, since 1997 Pennsylvania’s water utilities have been
allowed by statute to recover the costs of certain system improvements through a ―Distribution
System Infrastructure Charge‖ or ―DSIC.‖28
The New Hampshire Commission has, in specific circumstances, granted step increase
pre-approvals to gas and water utilities to recover the costs of infrastructure remediation, while
providing certain safeguards to limit cost recovery. The gas utility filed a plan for gas main
replacement under which the utility, operating under an approved schedule, would replace bare steel
26

Alternatively, some state commissions developed standards for inclusion of CWIP in rate base. See, e.g., Nev. Admin.
Code § 704.9484(3). In allowing CWIP for a portion of the construction costs associated with the North Valmy coal-fired
plant, the Nevada Commission supported its decision by citing to intangible benefits associated with higher quality earnings,
a federal policy of promoting coal over oil and natural gas, and the assertion that completion of the plant would advance the
goal of fuel diversity. In re Nev. Power Co., No. 06-06051, 2007 Nev. PUC LEXIS 22, at *114-15 n.11 (Nev. Pub. Serv.
Comm’n 2007).
27

See earlier discussion of Affiliated Interest Agreements. The Commission also denied ―early window‖ treatment where
neither size nor safety were important considerations. Re W. Penn Power Co., 66 P.U.R.4th 337 (Pa. Pub. Util. Comm’n
1985) and Re Pa. Power Co., 68 P.U.R.4th 357, 361 (Pa. Pub. Util. Comm’n 1985).
28

See Section 1307(g) (66 Pa. Stat. Ann. § 1307(g)) to the Pennsylvania utility code, which states:
[Q]uality, fire protection reliability and long-term system viability.—Water utilities may file tariffs
establishing a sliding scale of rates or other method for the automatic adjustment of the rates of the water
utility as shall provide for recovery of the fixed costs (depreciation and pretax return) of certain
distribution system improvement projects, as approved by the commission, that are completed and placed
in service between base rate proceedings. The commission, by regulation or order, shall prescribe the
specific procedures to be followed in establishing the sliding scale or other automatic adjustment method.
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gas mains (bare steel pipes lacking cathodic protection) with either cathodically-protected steel pipes
or PVC piping. The purpose was to avert ongoing corrosion and gas main leaks associated with the
unprotected bare steel pipe.29 Similarly, the New Hampshire Commission awarded step increase
treatment to address local water utilities’ difficulties in financing improvements needed to address
long-developing infrastructure deficiencies.30 At the same time, the Commission, in each instance,
provided for review and audit of construction costs incurred under the plan and review of the
prudence of such costs, before the step increases would take effect. 31
California has allowed water utilities to obtain step increases pursuant to an approved water
infrastructure development plan. Once the plan is approved, the utility implements related annual rate
increases by filing so-called ―advice letters.‖ In each letter, the utility notifies the Commission that
investments that are required as preconditions for the step increase have been made and files the
resulting new rates for application in the next year. 32
In Washington State, the Commission gave Puget Sound Energy, Inc. authority to recover the
costs of new power sources in the utility's reconciling Power Cost Adjustment, upon the approval of
the new source in a so called Power Cost Only Rate Case (or PCOCR). 33
Similarly, a Florida statute encouraging construction of new nuclear and Integrated
Gasification Combined Cycle (―IGCC‖) plants, and the Commission regulations implementing the
statute provide for annual construction cost recovery based on estimates of upcoming construction
activities, together with a reconciliation of the most recent year’s expenditures against the estimates
upon which the earlier charges were based.34
29

See, e.g., Re N. Utils., Inc., Order No. 20,546, No. DR 91-081 (N. H. Pub. Utils. Comm’n 1992) and Re N. Utils., Inc.,
Order No. 23, 052, No. DR 98-169 (N.H. Pub. Utils. Comm’n 1998) (approving the sixth step increase under Northern
Utilities’ bare steel main replacement plan).
30

In that case, the Commission found that the deficiencies at issue
pose a threat of backflow and cross-contamination to the drinking water supply. [The utility’s witness]
explained that this threat exists because much of the infrastructure is greater than 100 years old and
consists of unlined cast-iron pipe which is subject to corrosion and failure. In addition, over 78% of the
system has no post-treated storage. Also, increased traffic on the roadways, under which much of the
distribution system is located, exerts additional pressure on these already weak pipes.

In re Hanover Water Works Co. Order No. 23,007, No. DF 98-076 (N.H. Pub. Utils. Comm’n 1998). Hanover Water
Works serves approximately 8500 customers. Citydata.com,
http://www.city-data.com/city/Hanover-New-Hampshire.html (last visited Oct. 3, 2008).
31

The review proceedings differ from full rate cases in that they do not look at any other potential changes in revenues, costs
and rates of return.
32

See, e.g., In re San Gabriel Valley Water Co., 258 P.U.R.4th 65 (Cal. Pub. Utils. Comm’n 2007).

33

Twelfth Supplemental Order, Wa. Utils. & Transp. Comm’n v. Puget Sound Energy , Nos. UE 011570, UG 011571,
(Wa. Utils. & Transp. Comm’n 2002), available at
http://www.wutc.wa.gov/rms2.nsf/vw2005OpenDocket/CB033A64A4C98B5688256BDE007D6AAE?OpenDocument
.
34
See Div. of Policy Analysis & Intergovernmental Liaison, Fla. Pub. Serv. Comm’n, Distribution System Improvement
Charges for the Florida Water and Wastewater Industry 1 (2001),
http://www.psc.state.fl.us/publications/pdf/pai/dsic4ww.pdf.
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3.

Formula rates

The traditional test year approach to determining a utility’s revenue requirement allows for a
consideration of all cost increases and decreases. Regulators have designed a method for preserving
the integrity of the test year while expediting analysis of a proposed rate increase necessitated by a
capital addition. The approach allows the utility to update its rate base with increments of completed
capital investment by filing an annual update of the inputs to a rate formula. The utility supplies the
new cost data in accordance with the accounts of costs and revenues filed with the Federal Energy
Regulatory Commission on the annual FERC Form 1, with (perhaps) some particular pre-approved
adjustments. Because the regulator has approved the formula (and the input form) in advance, the
regulatory review is confined to scrutiny of the prudence of particular input items or to arguments
that the utility has misapplied the formula (e.g., by including inaccurate or erroneous formula inputs).
4.

Securitization

Securitization attaches a statutory commitment to cost recovery, thereby eliminating all risk of
non-recovery. Reducing risk reduces the cost of capital to the customer.
E.

Conditions That Can Accompany Pre-Approval Mechanisms to Ensure
Consistency with the Public Interest

To ensure that risk-shifting pre-approval regulatory commitments promote the public interest,
regulators have conditioned such commitments, including through the application of screening
mechanisms. We review examples of such conditions below.
1.

Consistency with regulator-approved resource plans

An integrated resource planning process identifies the public’s needs and the investment
options that may satisfy them cost-effectively. Once the plan has been approved, a commission will
be more inclined to grant some form of pre-approval to projects that are consistent with the terms of
the plan. Conversely, denying pre-approval to projects that are inconsistent with the plan properly
leaves project risk with the utility.
2.

Cost cap

Imposing a cost cap on the pre-approved amount limits the economic risk to ratepayers and
shifts that risk to the utility. Similarly, some states have permitted the inclusion of CWIP or
accelerated cost recovery only up to a defined dollar cap. 35 A cap can be set as a dollar amount or as
a percentage of forecasted costs.

35

See, e.g., Ariz. Pub. Serv. Co., Decision No. 54247, at 19-20 (Ariz. Corp. Comm’n 1984). In this case, the utility was
rapidly accruing CWIP because of its construction of the Palo Verde nuclear power plant. The Commission allowed
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While a cap encourages utility cost-control measures, it can also have unintended and
potentially adverse consequences. For example, a strict cap can induce the utility to cut corners or
even abandon a project prematurely. Some regulators avoid this problem by making the cap a
floor — i.e., approving a cost level as prudent and leaving the utility free to argue for recovery of
additional expenditures, if prudent. To protect ratepayers, the regulator might subject above-cap
costs to some form of heightened scrutiny or require an enhanced demonstration of need and
prudence before approving recovery.
3.

Project must be near completion

Since pre-approval provides some cost recovery certainty, commissions may seek to ensure
ratepayer benefits by implementing corresponding performance conditions. One approach is to limit
pre-approval to projects that have a high probability of completion. An indicator of likely success is
whether the project has met certain milestones.
The Oklahoma Commission authorized a rider for early recovery of the costs of a wind farm,
providing a completion condition was met. 36 Similarly, a rider might be authorized only where the
project will likely enter service within a short period of time (e.g., six months). Or the commission
(or the legislature) could require that a specified percentage of the costs of the project be incurred
before the early recovery mechanism takes effect. 37
4.

Regulatory “oversight” of project activities

Where early cost recovery is authorized, the commission can keep track of the course of
construction by requiring the utility to provide detailed status reports. The Florida Commission, by
rule, requires utilities seeking current cost recovery for nuclear or IGCC plants to submit periodic
reports on:
(a)

the feasibility of finishing the plant;

(b)

the technology selected by the utility including, but not limited to, a review of
the technology and the factors leading to its selection;

(c)

contracts executed in excess of $1 million, including the nature and scope of
the work, the dollar value and term of the contract, the method of vendor

approximately $200 million of the utility’s $600 million CWIP balance to go into rate base, before the plant was complete, to
address the utility’s cash-flow deficiency, and also to soften the rate increases that would occur if the entirety of the nuclear
plant entered in rate base at one time.
36

The condition was that at least 73 of the 80 contemplated required turbines had to be operational. See In re Chermac
Energy Corp., Order No. 524078, Nos. PUD 2005-00059, PUD 2005-00177 (Okla. Corp. Comm’n 2006).
37

See, e.g., Ohio Rev. Code. Ann. § 4909.15 (allowing the commission to approve CWIP in rate base if the plant is at least
75 percent complete, and the investment represents a defined percentage of the rate base).
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selection, the identity and affiliation of the vendor, and current status of the
contract;
(d)

monthly expenditures incurred for major tasks performed within site selection,
pre-construction and construction categories, and annual variance
explanations, comparing the current and prior period to the most recent
projections for those periods filed with the Commission; and

(e)

monthly expenditures for major tasks performed within site selection,
preconstruction and construction categories. 38

5.

Limit approval to specified investments

Some capital investments, such as pollution control equipment, are mandated by law. Where
required by statute, and where no additional evidentiary showing is needed, the commission might
grant pre-approval of cost recovery (at least up to a cap) or take other actions to reduce the risk of
non-recovery.39
For example, Indiana’s Environmental Compliance Plan Pre-Approval Act, Ind. Code
§ 8-1-27, allows the Commission to limit challenges to Commission-approved environmental
compliance costs to issues of fraud, concealment or gross mismanagement. The Commission will
grant pre-approval for these costs if they are part of an Environmental Compliance Plan that will
―constitute[] a reasonable and least cost strategy over the life of the investment consistent with
providing reliable, efficient and economical electric service.‖40
6.

Preliminary project investments only

A commission (or legislature) may wish to encourage preliminary steps towards undertaking a
capital project, while declining to commit ratepayer dollars to the full cost of the project before the
completion of needed planning, investigation or engineering activities.
In 2008, the North Carolina Legislature enacted a statute providing for early recovery of
so-called ―project development‖ costs for potential nuclear power plants.41 The legislation includes
38

Fla. Admin. Code Ann. r. 25-6.0423(5)(c)(5), (8)(b)-(e).

39

These cases arise most frequently where a state requires the utility to file a pollution control or environmental compliance
plan for commission review and approval. Such plans may include additions to infrastructure, as well as retrofits to existing
infrastructure. Other examples are scrubbers on generators, leak detection programs for gas utilities, and treatment plants for
water utilities, and post-9/11 security enhancements.
40

The Florida Legislature enacted Section 366.93, Fla. Stat. § 366.93, providing early cost recovery for the siting, design,
licensing, and construction of nuclear and integrated gasification combined cycle power plants.
41

N.C. Gen. Stat. § 62-110.7 (effective January 2, 2008) states:
§ 62-110.7. Project development cost review for a nuclear facility.
(a) For purposes of this section, ―project development costs‖ mean all capital costs associated with a potential
nuclear electric generating facility incurred before (i) issuance of a certificate under G.S. 62-110.1 for a facility

- 21 -

two conditions on recovery. First, the costs must be for preliminary activities in connection with a
nuclear generating plant. Second, the costs must be incurred before certain dates or events have
occurred. The statute also contains a non-exclusive list of examples of the types of activities that are
included in the term ―preliminary activities.‖42
The North Carolina Commission has approved Duke Power Company’s requests for early
approval of nuclear power development costs. The Commission approved a cost cap consistent with
Duke’s estimate of the costs it would incur in the relevant year for development efforts recoverable
under the statute.43 The Commission found that if Duke did not incur those expenses now, then
long-lead time items needed to build the facility might not be available to Duke in a timely manner.44
7.

Reduced ROE to reflect risk reduction

Some commissions have allowed early recovery where the utility’s weakened financial
condition would otherwise preclude projected completion or trigger certain specific adverse financial
events, such as a bond rating reduction below investment grade, reduction in interest coverage ratios
below a specified level, or insufficient cash flow to ensure adequate service. 45 In other cases, early
recovery has been denied.46 Any approval based on claimed financial weaknesses should be based on
specific evidentiary showings, including the likelihood that the requested relief will alleviate the
utility’s financial problems.
Because pre-approvals reduce utility risk, commissions awarding some form of pre-approval
cost recovery should consider whether a corresponding reduction in the utility’s authorized return on
equity is appropriate.

located in North Carolina or (ii) issuance of a certificate by the host state for an out-of-state facility to serve North
Carolina retail customers, including, without limitation, the costs of evaluation, design, engineering, environmental
analysis and permitting, early site permitting, combined operating license permitting, initial site preparation costs,
and allowance for funds used during construction associated with such costs.
42

As set out in the North Carolina statute, these can include the costs of evaluation, design, engineering, environmental
analysis and permitting, early site permitting, combined operating license permitting, and initial site preparation costs, among
others.
43

These include: review by, and responses to, the NRC, purchases of land and rights-of-way, site preparations, project
planning and engineering, and payments to fabricators to hold the utility’s place in line for obtaining long-lead-time material
and equipment such as reactor coolant pumps, containment vessel, reactor pressure vessel, steam generators, control rod
drive mechanisms, and condenser circulating water piping.
44

In re Duke Power Co., 256 P.U.R.4th 215 (N.C. Utils. Comm’n 2007).

45

In Sierra Pacific Power Co., Docket No. 959, Order issued July 21, 1977, the Nevada Commission allowed SPCC to
include CWIP associated with the Valmy generation project in rate base once the capital costs exceeded $27.7 million, in
part on the theory that cash earnings would be higher quality earnings for the utility. In 1979, the Nevada Commission
authorized SPPC to include $ 31.966 million of Valmy 1 and any common facilities CWIP in to rate base. In re Nev. Power
Co., No. 06-06051, 2007 Nev. PUC LEXIS 22, at *114-15 n.12 (Nev. Pub. Serv. Comm’n 2007).
46

See Affiliated Interest Agreements (Pennsylvania Commission denies request for early approval and cost recovery where
the estimated expenditure was no more than 15% of the total capital expenditures of the utility applicants over the next ten
years).
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F.

Criteria for Selecting among Pre-Approval Mechanism Options

As shown, a regulator considering some form of pre-approval commitment has many options.
Indeed, even where the state legislature has already made certain choices, there will likely remain
room for commission discretion.47 We here offer criteria that a regulator may consider applying in
making choices among competing options. The application of these criteria requires the regulator to
match subjective concepts to the facts at hand. 48

47

E.g., Fla. Stat. § 366.93 (providing for cost recovery for certain changes relating to nuclear or IGCC plants, but leaving
PSC free to ―establish … cost recovery mechanisms.‖)
48

The criteria are an outgrowth of questions developed by James Bonbright, and set forth in Principles of Public Utility
Rates. Bonbright, supra, at 152-58, articulated five criteria for judging the appropriateness of a utility’s rate:
1.

The capital-attraction criterion: ―[P]rinciples of rate control are best designed to permit well-managed,
soundly financed public utility companies to attract needed capital.‖

2.

The management-efficiency criterion: ―[D]esigned, not just to enable a company to attract capital but also
to reward efficiency and discourage inefficiency of management.

3.

The rate-level stability criterion: ―[W]hether or not an attempt to secure cyclical flexibility in the right
direction is desirable and feasible remains a highly controversial question.‖

4.

The consumer-rationing criterion: ―[E]ach rate should be designed to encourage all consumption for
which consumers are ready to pay escapable, marginal costs, and so as to deter any consumption for
which consumers are not prepared to pay these costs.‖

5.

The fairness-to-investors criterion: ―Market acceptability may thus be thought to become, at one and the
same time, the test of fairness and of corporate financial need….But…the principle is subject to serious
qualifications….‖

Bonbright (supra, at viii) noted the impossibility of meeting all five criteria at one time with any on rate-making approach:
Reasonable public utility rates, like reasonable prices in general, are rates designed to perform with reasonable
effectiveness multiple functions as instruments of social control. But a system of rates that would be best designed
to perform any one of these functions is unlikely also to be the best that could be designed to perform any of the
others. Hence, to a substantial extent, sound ratemaking policy is a policy of reasonable compromise among partly
conflicting objectives.
Commissions and legislatures have added to Bonbright’s list. See, e.g., Michael Dworkin et al., The Environmental Duties
of Public Utility Commissions, 18 Pace Envtl. L. Rev. 325 (2001). And see 2 Alfred E. Kahn, The Economics of Regulation
xii (1971) (stating a regulatory goal of encouraging a utility to ―engage in product or service innovation with an intensity‖ the
same as its pursuit of efficiency).
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1.

Utility effectiveness criteria

(a) Alignment of public and private interest: The regulator should assess whether a
proposed commitment will align the utility’s commercial interest with the public interest. The utility
must satisfy the multiple customer needs of reliable, safe and timely service at reasonable cost, while
earning a reasonable return. Whatever pre-approvals are granted by the Commission should provide
clear signals, in the form of both rewards and penalties, and should avoid conflicting messages. The
regulator should consider whether pre-approval will promote broader objectives, such as construction
of renewable resources.
(b) Efficient utility management: The regulator should consider whether granting the
incentive will promote efficient utility management and discourage inefficient management. Will
regulatory reduction of shareholder risk, through advance approval, reduce management’s incentive
to act cost-effectively? Conversely, if the regulator refrains from commitment, will the utility choose
shorter-term, smaller, or more conventional projects over possibly more efficient but larger projects
that involve greater risk?
(c) Alignment of responsibility and risk: Does the regulatory decision allocate
responsibilities, risks, and benefits logically? Does it align decisional responsibility with management
knowledge? Does the decision involve regulatory approval of a detailed, technical solution where the
detailed regulatory knowledge is locked within utility management? Do the regulatory conditions
involve the regulators so deeply in project management as to relieve the utility’s project management
experts of responsibility and risk? To the extent regulatory approval is conditioned on the
commission oversight of the construction process, does the commission have the requisite technical
expertise?
(d) Sound planning and timely investment: Will the decision encourage sound planning and
timely investment? Some argue that the traditional regulatory practice of giving the utility no cost
assurance until a plant is complete causes conservatism, lack of innovation, reliance on ―what
everyone else is doing.‖ Others argue that the traditional practice, which includes not only no cost
assurance but also no cost expectations, encourages a utility to overspend, because if the project cost
is large enough, a ―too big to fail‖ situation will pressure regulators to disallow no costs. Still others
argue that without cost assurance upfront, the utility will tend to ―wait until the last minute‖ to
propose a project, in the hopes that the surrounding urgency will induce the regulator to approve the
project for cost recovery without examining alternatives. All these tendencies, if the facts support
them, deserve attention as regulators design approval methods. A useful approach is the integrated
resource plan, approved well in advance of a project request, containing general guidelines about
need, appropriate resources, and timing. A process allowing pre-authorization of a project consistent
with a plan ensures two opportunities – the first one conceptual, the second one practical, to ensure
utility effectiveness.
(e) Access to capital: How does the regulatory decision affect the utility’s ability to attract
necessary capital on reasonable terms? If the regulatory has refrained from promising cost recovery,
will capital be available on reasonable terms? Conversely, if the commission has promised cost
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recovery, has the commission accurately reflected that risk reduction in the authorized return on
equity?
(f) Pre-approvals versus utility errors: Is the request for a pre-construction commitment the
result of utility errors or inappropriate delays? In other words, to what extent is the utility itself at
fault for the need to consider a pre-approval commitment? Would granting the approval create a
―moral dilemma‖ by rewarding (and encouraging for the future) sub-optimal practices?
2.

Regulatory effectiveness criteria

(a) Clarity: ―Pre-approval‖ encompasses a range of regulatory commitments. Choose your
metaphor – palette of colors, symphony of sounds, tool chest of tools, algebraic equations with
multiple variables – the regulator has choices about the level of certainty, the timing of decision, the
depth of detail, and the intensity of oversight. Common to all the options is clarity: A regulatory
commitment should be express as to its limits, thereby avoiding any later claim that the commission
has ―implicitly‖ approved recovery of subsequently-incurred costs.
(b) Information and expertise: A regulatory commitment can be no more detailed than the
regulator’s mastery of the details. In reaching a decision, the regulator should have access to
information and expertise, including delaying or qualifying a decision, where feasible, until needed
facts are available. Data concerns are increasingly prevalent as utilities operating in competitive
markers have sought protection from public disclosure of cost data and other key information
concerning proposed capital projects.
(c) Timing affects information: Pre-approvals are, by definition, approvals that precede
knowledge about outcomes. In response to that informational gap, the regulator must focus its
limited resources on a myriad of hypothetical concerns. Opponents of pre-approval object that this
focus on hypotheticals produces less informed decisions than after-the-fact reviews: knowing the
events that precipitated excess costs, the regulator can better assess management’s handling of those
facts. An argument against after-the-fact review is the risk that the regulator improperly imputes to
utility management knowledge of facts that were not known when management made decisions.
(d) Do precedents and consistency matter? Regulatory statutes do not require identical, or
even comparable, treatment of different projects. Provided the commission has a rational, evidentiary
basis for each decision, treatments can vary, generally in accordance with material factual differences.
But in sending signals to an investment community considering financing utility projects across four
industries (electricity, gas, telecommunications, water), consistency has a value. The importance of
consistency should be weighed against the need to address individual projects on the basis of the
specific facts that are presented. Amplifying this tendency are legislative enactments that single out a
particular industry, or even a particular expenditure, for pre-approval opportunity.49
(e) Post-approval oversight: How deeply does the regulatory commitment involve the
commission in project oversight? Is the commitment an efficient use of commission resources? Does
49

See earlier discussions of Fla. Admin. Code Ann. r. 25-6.0423; and N.C. Gen. Stat. § 62-110.7.
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the commission possess the technical resources to monitor and enforce its conditions? Will the
commission need to curtail other regulatory activities to free up the necessary resources? Will the
utility cooperate in the commission’s efforts to obtain the necessary resources?
3.

Rates criteria

(a) Economic efficiency: Prices that reflect the cost of consumption induce consumer and
producer behavior that maximizes benefits for the economy. In choosing the timing and type of
pre-approval, and the method of cost recovery, regulators should seek rate solutions that send proper
price signals.
(b) Gradualism: Sudden jumps in rates for a commodity product produced through large
fixed costs with long lives make customers skeptical of the sellers and the regulators. Methods of
pre-approval and cost recovery that give weight to gradualism without distorting economic efficiency
deserve regulatory attention.
(c) Investor risk: As discussed throughout this paper, pre-approval is about identifying and
allocating risk of uneconomic results. More sophisticated but clearer methods and procedures for
calibrating the proper debt-equity ratios and authorized returns on equity for various types of preapprovals may be necessary. This is an area deserving additional research.
(d) Intergenerational equity: Will the regulatory decision create a cost-benefit mismatch
among generations of ratepayers? Early cost recovery requires customers taking service during the
period of construction work in progress to pay for plant investments, the use of which they may never
enjoy, or will enjoy for only part of the project’s life. It also means that customers paying towards the
investment during the construction period may pay more for the plant than customers who paid
nothing during the construction, even if they are on the system for the same length of time. Yet this
problem is not unique. A city collects taxes from today’s parents for buildings that will benefit future
students. Taxpayers pay today for mass transit projects that will benefit tomorrow’s riders.
Intergenerational equity need not be a requirement for each project if there is intergenerational
sharing overall.

III.

Application of the Framework to Hypothetical Examples

The criteria and other considerations addressed in Sections I and II are summarized in a chart
entitled, ―Pre-Approval: Options and Considerations,‖ which is appended to this paper.
Here we illustrate how these criteria/considerations can be applied in the context of three
hypothetical situations that may come before a state commission. We do not examine these examples
to explain how they should be resolved. Our purpose is to identify the types of questions and
considerations that may be weighed in deciding whether to provide some form of pre-approval,
including cost recovery authorization. Specific answers will depend on the specific facts at issue and
the weight commissions give to different considerations in the particular circumstances.
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A.

Example #1: A relatively small water utility seeks pre-approvals in
connection with a relatively large — but otherwise routine — investment

Assume that a small water utility is required by statute or regulation to undertake a relatively
large capital investment. The investment concerns a program that, while substantial for the utility, is
routine for the industry. An example could be the development of a leak detection and mitigation
program, which may include the removal and repair or replacement of a large portion of the utility’s
underground plant. The utility asserts that it needs upfront assurances that would not be available
under the traditional approach of cost recovery after-the-fact.
The small utility might request two kinds of pre-approvals: one involving cost recovery and
one involving approval without addressing cost recovery. An example of the former would be the
utility arguing that it has no access to the level of financing required to complete the project, and that
it cannot proceed absent assurance of contemporaneous cost recovery. An example of the latter
would be seeking the regulator’s blessing of the proposed program as a prudent course of action.
Given the commission’s statutory obligation to support any decision with substantial evidence, it must
require that the utility document the specific challenges. If a utility wants advance approval, it must
demonstrate that the program is the best option available. Identifying a statutory mandate, state or
federal, would serve this purpose if the mandate specifies the solution.
The commission will need to consider whether conditions should be imposed on pre-approval,
including these questions:


Should the pre-approval, if granted, be contingent on the receipt of periodic progress
reports?



Should any cost recovery be capped at no more than the estimated price tag for the
program? Should that cap be a hard cap, or one that the commission can raise or
lower depending on future facts?



Does the small utility have the technical resources sufficient to undertake a major
capital project? If not, should the commission condition pre-approval on the utility
procuring engineering and project management assistance? To what extent should or
must the commission become involved in monitoring project progress? 50



Will a pre-approval aimed at shifting regulatory risks involve other associated
adjustments? For example, should the utility’s return on equity be adjusted if
assurances are provided that result in changes in the utility’s risk profile?

Each of these questions have a common theme: cost-benefit analysis. The commission should
be satisfied that the risks associated with providing approvals in advance — including the constraints
on the commission’s ability to take action after the fact because of approvals granted
50

To the extent the commission is involved in monitoring progress, the commission staff or an outside consultant will have to
examine the progress of the project, measure it against whatever standards are available, and help the commission render a
judgment as to whether the job is being done adequately.
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before-the-fact — are outweighed by the benefits derived from the timely implementation of the
infrastructure upgrade. Then the commission should ensure that those benefits arrive.
B.

Example # 2: A utility with reasonable access to capital seeks pre-approvals in
connection with a routine investment

In this example, the utility has ready access to capital on reasonable terms, and the needed
capital project presents few new or unusual challenges. Unlike the first example, there is no
reasonable claim that, absent pre-approvals, the project cannot be financed. As in the first example,
the project will provide substantial benefits for customers, assuming efficient implementation.
The utility here seeks the same two types of pre-approvals: one that directly involves cost
recovery and one that does not. For the pre-approval that does not directly involve cost recovery,
the utility must demonstrate that its selected project is the best feasible option.
As to pre-approval of cost recovery, the utility’s access to capital requires assessment of at
least the following issues:


The utility can make the investment without a pre-approval commitment. One
question is whether pre-approval of cost recovery will lower the cost of capital while
having no effect on management’s incentive to act efficiently.



The commission can address the efficiency issue directly by considering whether any
advance authorization should be capped at the estimated cost of the project and, if so,
whether the cap is hard (no later adjustments) or soft (later adjustments, up or down,
possible based on fact changes). If the authorization is entirely ―upside‖ for the
utility, it may lack sufficient incentive to manage the project efficiently.



As in the first example, the commission might consider conditioning cost recovery
commitments on the submission of periodic project status reports. Continued
regulatory supervision should encourage management to conduct construction of the
project in a cost-efficient manner. Moreover, regulatory oversight can readily catch
and prevent glaring inefficiencies and errors, especially as concerns routine
infrastructure repair and replacement projects.



The commission should consider why a utility with access to capital needs
pre-approval of cost recovery. Is the utility seeking pre-approval to rectify prior
management neglect? Was this project, for example, something that should have been
pursued several years ago? Is early approval and cost recovery in such situations
merely a reward to a utility that may have unreasonably delayed making necessary
repairs and improvements to its system? To the extent there is evidence of
management imprudence, the commission might consider combining early approval
and cost recovery with reductions to the allowed return on equity to reflect (a) the
lower risk to the utility where its costs are approved or recovered before project
completion, as well as (b) management imprudence in delaying necessary investments.
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C.

Example #3: A utility seeks pre-approvals in connection with a risky and
discretionary investment intended to serve its customers

In this example, a utility seeks pre-approvals in connection with a potentially risky capital
project, such as a nuclear plant or ―clean coal‖ facility that is needed to meet load (but for which there
are other more conventional, proven technology options). The utility might be pursuing this option in
a partnership, thereby spreading the risk.51 Given the uncertain nature of project costs and timelines,
it will be difficult for the commission to marshal sufficient facts to support upfront cost recovery.
And the request for approval might not involve cost recovery directly, but might still have substantial
cost recovery implications (e.g., a determination that the decision to build a nuclear plant instead of
pursuing other options is ―prudent‖), as well as daunting cost recovery requests (e.g., recovery of
planning costs, or costs to maintain the project as an option that could be pursued on a timely basis).
If the commission believes the utility would pursue this risky investment absent some form of
pre-approval, there is not a clear basis for commission assistance. But if the project could benefit
ratepayers yet is too uncertain for the utility to bet its own money, the commission faces a hard
question: To what extent should it devote ratepayer money to experiments where, in the absence of
ratepayer commitment, the experiments will not occur? To insist on never betting ratepayer money is
to risk continued dependence on yesterday’s technology. While new technologies can receive stimuli
from Congressional authorizations, universities and ratepayer-funded joint research organizations like
the Electric Power Research Institute, the involvement of local utilities and their state commissions
can also influence technological development. Still, in these situations, the commission can insist that
the utility first seek private sources. 52
A commission may be asked to bless a potentially risky option as a ―prudent‖ choice under the
circumstances. This determination will involve both evidentiary showings and policy considerations.
The resources identified as potential means to meet forecasted electricity needs for electricity,
including energy efficiency, are all characterized by some level of uncertainty. The public may or may
not prefer to take on the uncertainties of future carbon mitigation costs, generation construction cost
overruns, safety and health consequences, and other risks affecting nuclear and IGCC generation,
rather than the uncertainties as to the extent of achievable energy efficiency, or cost-competitive
renewable power. Either way, and absent express intervention by the legislature, in addressing a preapproval proposal, the commission will have the responsibility to make a policy call. 53
51

On the regulatory treatment of joint venture investments in demonstration projects, see S. Hempling, Joint Demonstration
Projects: Options for Regulatory Treatment, 21 Electricity J. 30, 30-40 (2008).
52

The mere fact that such projects are estimated to have very high costs does not necessarily render them incapable of
attracting private capital. Paul D. Phillips et al., Financing the Alaskan Project: The Experience at SOHIO, 8 Fin. Mgmt. 7,
7-16 (1979).
53

Analysts have observed the somewhat symbiotic relationship at issue in the context of large and risky capital projects,
highlighting the need for ratepayer support of such projects in order for the financial markets to make investments in such
technologies. See, e.g., Ellen Lapson, Managing Director, Utilities, Power & Gas, FitchRatings, Construction of Coal-Fired
Generation: Evaluating the Utility Credit Implications, Presentation Before the National Association of Regulatory Utility
Commissioners
(July
17,
2007)
(presentation
available
at
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Depending upon the evidence, a regulator could determine that the decision to go forward
with an expensive and risky generation option was not the product of sound planning, and that the
plant was not needed to serve the public. Utilities proposing nuclear, IGCC, and similar plants will
presumably have the expertise, staff, and external resources needed to carry out forecasting,
construction management, commissioning, and operation of the plants. Compared to the huge firms
involved in nuclear and IGCC plant development, regulators will lack sufficient resources to make the
myriad decisions involved in the development process. Thus, additional (internal and external)
resources may be needed to conduct extensive reviews of such utility proposals. Of course, this
concern is not unique to pre-approvals and would be equally applicable present under the traditional
approach.
Even where the commission restricts early approval and cost recovery to pre-construction
costs, or to costs incurred within a single year, such decisions must be drafted carefully to avoid to
constraining subsequent decision-making flexibility. If, for example, the commission is limiting
recovery to ―preliminary‖ or ―pre-construction‖ costs, it must define these terms tightly. For
emphasis, the commission could consider including in its approval order a specific definition and/or an
express dollar amount.
Unlike routine infrastructure replacements, nuclear and IGCC projects (for example) are
enormously complicated undertakings, dealing with technologies that may still be in experimental
phases. In such circumstances, the commission must retain the flexibility to address changing
conditions. This can be accomplished in part by requiring periodic reports from the utility and by
retaining staff with sufficient technical expertise to review them and to advise the regulator.
However, and as mentioned earlier, care should be taken to make clear that the provision and review
of reports does not leave the commission in the role of supervising day-to-day project construction
activities.

http://www.narucmeetings.org/Presentations/Construction%20of%20Coal-Fired%20Generation.ppt); Michael Degernes,
Aberdeen Asset Management, Integrated Gasification Combined Cycle: Financing the Next Generation of Coal Plants,
Presentation Before the Oregon Advanced Coal Workshop (May 24, 2006) (presentation available at
http://www.oregon.gov/PUC/meetings/pmemos/2006/052406/Degernes.pdf); Kevin Genieser, Managing Director, Morgan
Stanley, Putting Capital to Work to Achieve CO2 Reduction¸ Presentation before the Electric Power Research Institute (Aug.
7,
2007)
(presentation
available
at
http://mydocs.epri.com/docs/SummerSeminar07/Presentations/EPRI_Summer_Seminar_07_Geneiser.pdf); and Ari Kagan,
Director, Global Power Group, FitchRatings, Presentation Before the National Association of Regulatory Utility
Commissioners Energy Resources and the Environment Committee: Credit Rating: Issues Associated with Nuclear
Investment (July 27, 2005) (presentation available at http://www.narucmeetings.org/Presentations/ERE_Kagan_s05.pdf).
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IV.

Conclusions: Recommendations for Regulators

This paper has examined options a regulator can consider when faced with a ―pre-approval‖
request — i.e., an upfront request for approval of a utility’s proposed course of conduct or for rate
recovery of the costs that it plans to incur. The purpose of the paper has not simply been to provide a
catalogue or description of potential options, though such a listing can be quite useful. The larger
purpose has been to identify the considerations that the regulator should take into account before
moving forward with any form of in-advance – rather than after-the-fact — approval of utility actions
or costs.
The advice presented in this paper can be summarized as follows:
Where empowered to do so, the regulator can consider breaking from the traditional approach
to rate recovery and shifting toward the provision of some in-advance security to the utility. That
security can take many forms, including rulings that an option is prudent, that pre-construction costs
can be recovered in rates, or that some of the costs to be incurred in constructing a project can be
included in rates, on either a contemporaneous or post-completion basis. Any of these approaches
involve some upfront shifting, from regulated utilities to ratepayers, of the risks associated with
implementing a major capital project. Thus, in considering such approaches, the regulator should
ensure that:


Any pre-approvals are granted only upon a supported showing that regulatory action
will benefit customers.



Regulatory actions are based on full review of the relevant facts. For example, if a
utility seeks the commission’s blessing that a particular project is ―prudent,‖ require
the applicant to explain why other options were rejected (and not simply why the
applicant’s option is appropriate).



Whatever regulatory action is taken is appropriately limited or conditioned. Approval
of an option as a ―prudent‖ choice is not the same thing as approving the inclusion in
rates of whatever dollars are expended to pursue it. Approving the recovery of
―preliminary‖ or ―planning‖ costs should not construed as approving the recovery of
later-incurred dollars. The key is to be certain that regulator flexibility and discretion
are retained to the greatest extent possible.



The regulator has adequate resources to conduct appropriate reviews of whatever is
requested. The commission will need assured access to sufficient technical resources
if it is inclined to consider the request of a utility seeking, for example, a
determination that building a new nuclear plant is a ―prudent‖ response to the need for
new capacity.



Roles remain properly defined. For example, while it may be appropriate to require
that a utility provide periodic reports on the progress of a construction project, the
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regulator’s oversight should not leave it as the party with responsibility for managing
the project.


Consideration is given to offsetting adjustments. If pre-approval will reduce the
utility’s going-forward risk profile, consider whether an adjustment to the utility’s
return on equity should be ordered in connection with whatever pre-approval is
granted.
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Figures 1 and 2

-

Figure 1

Pre-Approval:
Options and Considerations

•
•
•

•
•
•

What utility action is
being proposed?
Forecast customer
requirements
Incur specific
pre-commitment costs
Commit to a project
and initiate
construction
Continue construction
Change project plan
Abandon project

For each
proposed
action:

What are possible regulatory
commitments?
• Approve for purposes other than
cost recovery (e.g., financing,
siting)
• What are the purposes of
these regulatory actions?
• Does an approval action
constrain the commission’s
future recovery decisions?
• Approve for purposes of cost
recovery, with varying certainty
• Approve deferral of costs for
later consideration

When might a regulator
make a commitment?
• Before utility commits
to any costs
• At one or more points
in time during
construction
• After the project has
entered commercial
operation

What conditions might the
commission impose?
•
•
•
•
•

•
•

Consistency with regulatorapproved resource plan
Cost cap
Project must be near completion
Regulatory oversight of project
activities
Limit approval to specified
investments
Preliminary project investments
only
Reduced ROE to reflect risk
reduction

At what points in time,
and over what time
period, might cost
recovery occur?
• As incurred (monthly)
• As incurred (annually)
• Upon commercial
operation

What cost recovery devices are
available?
•
•

CWIP
Riders, surcharges, and “singleissue” rate increases
• Formula rates
• Securitization

Figure 2

Pre-Approval:
Options and Considerations
Utility Effectiveness
•

Alignment of public and private interest: Is the utility's
interest aligned with the public interest in all relevant
respects?

•

Efficient utility management: Will the proposed
regulatory action (or inaction) add (or subtract) certainty;
to what extent, if any, will the utility have less incentive to
act cost‑ effectively?

•

Alignment of responsibility and risk: Does the approval
allocate responsibilities, risks and benefits logically?

•

Sound planning and timely investment: Will the decision
encourage sound planning and timely investment?

•

Access to capital: Will the decision allow the utility to
attract necessary capital on reasonable terms?

•

Pre-approvals versus utility errors: Would granting the
approval create a "moral dilemma" by rewarding (and
encouraging for the future) suboptimal practices?

Regulatory Effectiveness
•

Rates

Clarity: Is the regulatory commitment
express as to its limits, thereby avoiding
any later claim that the commission has
implicitly approved recovery of
subsequently-incurred costs?

•

Economic efficiency: What rate solutions
will send proper price signals?

•

Gradualism: Does the decision avoid
unnecessary jumps in rate levels?

•

Information and expertise: Does the
regulator have effective access to the
information and expertise necessary to
make an appropriate decision?

•

Intergenerational equity: Will the regulatory
decision create a cost‑ benefit mismatch
among generations of ratepayers?

•

Timing affects information: To what
extent does a pre-approval require the
regulator to focus on hypotheticals and
produce decisions based on imperfect
information?

•

Precedents and consistency: Will the
regulatory decision create a precedent
favoring a particular type of action and
disfavoring others?

•

Post-approval oversight: Does the
regulatory action make efficient use of
commission resources?

General Concerns
•
•
•
•
•
•

-

Has the utility demonstrated that a pre-approval will benefit customers?
Is the decision based on a full review of relevant facts?
Is the regulatory action appropriately limited or conditioned?
Does the regulator have adequate resources to conduct appropriate reviews of whatever is
requested?
Are the roles of the utilities and the regulator properly defined?
Are there any offsetting adjustments that should be made?

