








Federal Register / Vol. 44, No. 129 / Tuesday, July 3, 1979 / Proposed Rules

Holding Company Act is not nearly so
clear. Pending consultation with the
Staff of the Securities and Exchange
Commission, we will not attempt an
exhaustive analysis of this subject.
However, as a rule of thumb it seems
reasonable to provide that where a firm
is subjected to more stringent regulation
than other companies simply because it
is engaged in electric utility business,
those requirements should be eased
through exemptions for QFs; but where
a certain kind of regulation is applied to
electric companies under the FPA or the
“Public Utility Holding Company Act,
and applied in equal measure to non-
utilities under other statutes enforced by
the S.E.C., the argument for exemption is
nof nearly so strong. An example of the
former, utility-only kind of provision is
the requirement that a holding company
show that its subsidiaries are or are
capable of being operated on an
integrated basis. In this case, we think.
exemption warranted. By contrast,
exemption from certain security
acquisition and interlocking directorship
provisions may not be warranted.

As the Conference Report indicates,
some participation by one or more
utilities in the ownership of qualifying
facilities may be permitted by the
Commission's Section 201 rules.
However, an exemption granted to a
facility under 210(e) would not serve to
release a utility or holding company
participating in some way in a QFs
ownership from any other unrelated
obligations it may have under the law,
since Section 210 permits the exemption
of the QF, not of a parent (or
grandparent). (In this context, we take
this to mean that where a facility is
granted an exemption, participation in
the ownership of the facility will not
give rise to a particular legal obligation
that would have otherwise attached).
We interpret 210(e) as giving the
Commission sufficient flexibility to
grant an exemption such that a non-
utility parent is relieved of certain
obligations while a utility or holding
company participating in the same
project is not. Again, the test for an
exemption is whether it is “necessary to
encourage cogeneration and small
power production.”

Finally, it should be noted that the
exemption of QFs from traditional
utility-type regulation, as specifically
discussed in the Conference Report, may
have the effect of making QFs eligible
for a 20% energy investment tax credit.
A recent change (March 1979) in
Treasury Department regulations
permits the exclusion from “public
utility property" of property used in the
business of the furnishing or sale of

electric energy if the rates are not
subject to regulation that fixes a rate of
return on investment. Prior to the
change, any rate regulation made
property subject thereto (and involved
in the furnishing or sale of electric
energy) public utility property. Being
thus excluded from public utility
property, qualifying facilities have an
opportunity to come within the
definition of “alternative energy
property,” and thus qualify for the 20%
ITC.

In fact, it may well be that even small
power production facilities too large to
be exempted may be eligible for the
higher tax credit, due to the Conference
Report's instruction to set the prices for
sales by these SPPFs to utilities “in
accordance with the requirements of”
Section 210 rather than by "utility-type

regulation.”
Interconnection

Section 210 requires that utilities buy
from and sell to QFs. It does not,
however, explicitly provide authority to
the Commission to order any
interconnection necessary to effect the
required transaction. The question thus
arises as to whether there is inherent in
section 210 of PURPA the authority to
order such interconnections, or whether
QFs must use Sections 210 and 212°of
the FPA (added by Sections 202 and 204
of PURPA) to gain interconnection.

Perhaps the strongest argument
against the finding that there is an
interconnection authority within the
cogeneration section is that the
interconnection section itself explicitly
lists qualifying cogenerators amf small
power producers as among those who
are eligible to make an application. (By
contrast, the next section, dealing with
wheeling, does not confer eligibility on
QFs.) Moreover, the requirement under
Sections 210 and 212 of the FPA that the
party seeking interconnection must
show himself to be ready, willing and
able to pay the resulting costs, and the
companion criterion that the
interconnection order not be issued if it
would result in a reasonably
ascertainable uncompensated economic
loss for any electric utility, might be
seen as consistent with the statement in
the Conference Report that the
cogeneration section was not to be
applied so as to force a utility’s
customers to subsidize a qualifying
facility.

Although this argument is respectable,
we think it the better view that the
requirement to interconnect is subsumed
within the requirement to buy and sell.
To hold otherwise would mean that
Congress intended to have qualifying

facilities go through an extended and
expensive proceeding simply to gain
interconnection, contrary to the entire
thrust of Sections 201 and 210.

These sections evince the clear
Congressional intent to encourage
development of these desirable forms of
generation, and to have the commercial
development of these facilities proceed
expeditiously. In other words, Congress
has already made the judgment that
these kinds of facilities serve one of the
purposes of the Act as set out in Section
101, viz, “the optimization of the
efficiency of use of facilities and
resources by electric utilities”, and it
would be both redundant and unduly
burdensome to have the sponsors of
individual facilities show in an
evidentiary hearing (FPA § 210(b)(2))
that their project in particular would
serve this end (or one of the other
related goals established as criteria for
an interconnection order in § 210(c)(2)).
After all, the purpose of an
interconnection application, whether
under Section 202 or 210 of the FPA, is to
secure service, whether emergency or
otherwise; and Section 210 of PURPA
establishes the entitlement of a QF to
service from the interconnected utility.
In effect, the proponents of the view that
a QF must apply under Sections 210 and
212 of the FPA have the burden of
showing that Congress intended
interconnection and the entitlement to
buy and sell be denied to a QF which is
unable to make the showings required
by those sections even though a
previously-interconnected customer
installing qualifying facilities would not
have to do so.

This is not to say that all of the
protections that Congress has given the
target of an interconnection application
in Sections 210 and 212 of the FPA are
necessarily absent from Section 210 of
PURPA. The Conference Report on
Section 210 states that customers of
utilities are not to be compelled to
subsidize QFs, and this principle would
seem to bear on the question of who
pays the costs of interconnection as well
as on the per-unit price to be paid for
energy. On the other hand, the
conference Report includes a
prescription againgt “unreasonable rate
structure impediments, such as
unreasonable hook up charges.”
(emphasis added) This provides another
argument in favor of reading Section 210
as including interconnection authority,
since the elaborate cost determination
required under Sections 210 and 212 of
the FPA is redundant if the costs of
interconnection are viewed simply as a
feature of the rate structure with the
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although California might choose to
exempt qualifying facilities from having
to pay a share of the subsidy for lifeline
-rates required of other industrial
customers, there does not seem to be a
valid argument that the failure to
exempt QFs is discriminatory, since the
QFs would simply be treated like others
in the class to which they would belong
if they did not have their own
generation. Similarly, there seems no
reason why any steps taken under Title
1 of PURPA with respect to such matters
as time of day rates should not also
apply to QFs.

In determining the rates to QFs, one of
the first issues likely to arise is whether
all or some QFs should be served as a
separate rate class or included among a,
more general class such as the industrial
or large power customers. It would
appear that latitude should be given in
the.rules to permit inclusion of QFs
within a general rate class to the extent
that the load characteristics permit. This
may be the most practical approach
where the number of potential QFs is
relatively small and might not warrant
the costs associated with developing a
separate rate class. Similarly, latitude
should be given to permit classification
as a separate rate class if the number of
potential customers is large and/or the
load characteristics are likely to impose
substantially different costs on the
system from the general rate class.
These general problems of customer
classification will of course become less
important to the extent the states move
to time-of-day rates.

Two major problems arise in the area
of customer class assignment due to a
shortage of good data. First, a majority
of utilities do not have good load data
even for their major retail customer
classes, and in a number of states
reither the utilities nor their regulatory
agencies set rates based upon a class
cost of service calculation. (The load
data problem will be resolved over the
long haul for the larger electric utilities
by Section 133 of PURPA, which
requires the collection of cost and load
information by customer class.) Second,
even where utilities have good data for
their existing major classes, estimates as
to the service requirements of QFs, and
thus the costs imposed on the utility
(determined to a considerable extent by
the outages of the customer’s own
generation and the type of standby
service the customer wants), may not at
first rise above the level of speculation.

The second problem may be eased
substantially over the short run if QFs
and utilities can agree to contracts
specifying the services the utility will be
called on to provide. However, where

the two parties cannot reach this kind of
agreement (such as where a cogenerator
is unsure of its own production and is
not willing to contract for interruptible
service from the utility for any part of its
potential load), the problem remains.

Whether or not a QF agrees to specific
contractual levels of service, and
whether a QF is assigned to an existing
customer class, has a custom-designed
individual rate, or is placed in a special
class (or one among several special
classes) for QFs, the first problem does
not seem susceptible of precise solution
over the short term. It would seem
difficult to declare with any confidence
that rates for a particular customer or
class of customers is just and
reasonable if there is no approved way
of determining the customer’s cost
responsibility; and it would seem to be
impossible to determine with any
precision whether or not a proposed rate
were discriminatory when one does not
know the cost of serving the class or
classes whose rates the QF's rates are to
be compared to. Indeed, it may even be
difficult to determine whether or not
some or all QFs should be grouped with
a particular class or subclass when little
is known about the cost and load
characteristics of the class.

Since some cogenerators and small
power producers may have operations
similar to those of utilities with
generating facilities, the rules should
provide sufficient latitude to permit
interconnection and coordination
agreements or partial requirement
agreements similar to those subject to
this Commission’s jurisdiction. This
would provide contractually specified
operating criteria and would allow a full
range of services including the sharing
of mutual benefits of diversity and
coordination. In fact, wholesale rates
may provide some makeshift basis for
determining what retail rates are
appropriate for QFs where little is
known about retail loads and costs by
class.

Where large numbers of existing
customers are converting their
operations from those of a full
requirements customer to that of a
cogenerator or small power producer,
such conversion may significantly alter
total system loads and costs and almost
certainly alter the outcome of a class
cost allocation. To the extent that the
conversion increases the total system
costs from what they would otherwise
be, or, more likely, leaves roughly the
same fixed costs to be spread over
fewer units sold, the rules should permit
consideration of this fact by the states in
determining the rates for such customers
and the remaining customers on the

system.® This situation might become a
significant factor in determining whether
the rates are in the “public interest” as
required by Section 210(c). (The effect
on system loads and costs is also an
important consideration in determining
the rates for power purchased by the
utility from the cogenerator or small
power producer, as discussed later.)

One of the most often discussed
problems of rates for cogenerators or
small power producers is the charge for
backup or standby service. Here, the
question of what costs the customer(s)
imposes on the utility, and thus what the
appropriate rate is, essentially turns on
three factors: first, the reliability of the
customer's generating equipment, or, put
another way, the likelihood that the
customer will be unable to supply part
or all of his own electricity needs:
second, the extent to which the
customier will call on the utility to make
up such a deficiency; and third, the
degree of coincidence between such
outages and the utility's peak demands.
Cogenerators generally argue for lower
backup charges based on the fact that
they are unlikely to experience outages
all at the same time, whereas the
utilities argue for higher charges due to
lack of ability to predict the time or
duration of an outage since the
operation of the facilities is outside a
utility control. In part, this argument
comes down to prudent utility planning
for meeting loads that are potentially
volatile and are dependent in part on
the maintenance practices of the non-
utility operators.

Where there is not a retail class of
customers for backup service, with a
rate based upon group outage
probabilities, or perhaps even where
there is such a class, latitude should be
given in the rules to permit groups of
qualifying cogenerators or small power
producers to contractually “pool” their
operations among themselves to
minimize the potential cost impact on
the utilities. By first pooling among
themselves, QFs might facilitate
individual contractual dealings with
utilities and reduce its attendant costs.
Pooled QFs certainly could make a
much stronger argument that
probabilistic analysis should be used in
determining the backup charges, and
based on the coordination the analysis
would show a lowered probability of
coincident outages. Such “pooling”
might include arrangements such as
coordinated maintenance or mutual

*We do not mean to imply that the entire
shortfall, if there be any. should be imposed on QFs;
rather, we merely suggest that it does not seem
inappropriate for QFs tu bear some share of the
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rate based on average embedded cost,
then the QF would still build the facility,
as it should in this situation; but where
the utility’s rate is lower than the QF's
ma cost, the wise firm would allow
the utility to build and operate the new
plant, even though it cannot do so as
cheaply as the QF. This problem only
arises where a new facility is involved.
We have no idea how often the costs
would be such that the more costly plant
would be built,**but since the utility's
customers would benefit whenever a QF
builds a lower-cost plant than the utility
can build, we tentatively recommend
that this simultaneous buying and
selling be permitted in connection with
new facilities. "

With regard to existing facilities,
however, the situation is exactly the
reverse. Here, permitting a customer
who has been providing part or all of its
own power needs to sell to a utility at or
near the utility's incremental cost and
simultaneously buy back the same
power at average embedded cost would
drive up the costs of power to the
utility’s other customers without doing

to encourage new cogeneration
or desirable kinds of small power
production. Thus we would recommend
that the rule prohibit this practice.

As indicated in the preceding section,
the ratemaking aspects of the
interconnection costs may be handled in
a variety of ways. Depending upon the
size and type of generating equipment a
QF has, whether or not the QF wants to
operate in parallel with the
interconnected utility, and the extent to
which the QF expects to sell to the
utility, many different types of facilities
and arrangements may be appropriate.
In many situations, all the required
facilities may not be placed on the QF's
facilities or at the point of
interconnection; rather, it may be
necessary for the utility to install or
modify equipment elsewhere on the
system in order to protect its and QF's
equipment and operations.

e we are of the view that the
authority to order interconnections is
inherent in the Commission's other
powers under Section 210, we do not
reg:rd this as settling the question of
who bears the attendant cost. As to this

2 Unfortunately, it is quite possible that the
in the investment tax credits which may
be available to, respectively, a utility and an owner
of a QF will distort this cost comparison.

B Under the provisions of the Fuel Use Act of
1978, the sale of more than 50% of the output of a
Bew installation would give the facility the status of
an electric power plant. As a consequence, absent
Sxemption on other grounds, a cogenerator could
Bot use oil or gas as the basic generation fuel.
However, the Fuel Use Act does not apply to
hllﬂ::ionl consuming less than 100 million Btus
per 3

question, we think the proscription
against compelling to the utility's
customers to subsidize QFs is
dispositive: the QF should pay the
feasonable costs of the interconnection
necessary and appropriate to its
circumstances. By the same token,
however, the comparable costs
attending the purchase or supplying of
the same electric energy from an
alternative source should be taken into
account in determining the price the
utility should pay the QF for electricity.

The recovery of the utility’s costs of
interconnection can be accomplished in
either of two ways: through a lump-sum
hook-up charge, or through a credit
(where the utility is buying from the QF)
or surcharge (where the QF is buying
from the utility) to the basic price.
Where these facilities' costs are to be
amortized over a period of years.or
volume of sales, it would seem
reasonable to allow the utility to.secure
its investment in some manner where
either the financial integrity of the QF or
the duration of the arrangement are in
question.

As this entire discussion of pricing
and interconnection indicates, the
variety of arrangements that might be
made between QFs and utilities is
enormous. Therefore, we would
recommend that the Commission
promulgate broad general rules in the
nature of guidelines, leaving flexibility
for the States to experiment and
accommodate local circumstances, and
leaving room for the parties to negotiate
the particular terths and conditions of
their arrangements within the broad
parameters of the Commission's rules.
Under this approach, the States and the
Commission would function more as
arbitrators of disputes the parties can
not resdlve than as traditional
regulators. This approach is, in our view,
practically unavoidable with regard to
the sales by QFs to utilities. On the
other hand, as noted above, the sale
from utilities to QFs is in most instances
the type of transaction the States now
regulate, and continuation of this
regulation without substantial change is
certainly a real option.

Finally, we must observe that the
arbitration of disputes approach
espoused above is not appropriate
where a utility is participating in the
ownership or even the operation of a
QF. We would recommend that the
specific terms of such arrangements be
scrutinized by the States to ensure that.
the pricing or other provisions are not
unduly discriminatory or beneficial.

Environmental Impact Statement

It appears to us that an environmental
impact statement will not be necessary
for Section 210 alone. We reach this
preliminary conclusion on the basis that
most of the effect of Section 210 flows
from statutory mandates as to which the
Commission has little or no discretion.
the requirement that utilities buy from
and sell to QFs; the requirement that the
Commission grant exemptions
necessary to encourage QFs (though it is
not authorized to grant exemptions from
environmental laws or regulations); and
the requirement that prices be set within
certain guidelines. In other words, we do
not think that the Commission's
adoption of one set of rules rather than
another on those matters as to which the
Commission has discretion or flexibility
would constitute 8 major Federal action
significantly affecting the quality of the
human environment.

There does exist some question in our
minds, though, as to whether the Section
201 rules together with the Section 210
rules might not require an environmental
impact statement. The Section 201 rules
will establish the fuel use and fuel
efficiency standards for qualifying
cogenerators and qualifying small power
producers; and the Section 210 rules will
describe with some greater specificity
than does the statute the benefits of
qualification. The environmental impact
of this part of PURPA (whether or not
the impact is significant) will be a
product of the two rules acting together.

As stated elsewhere in this
memorandum, we anticipate that the
number, size, and kind of QFs that will
develop will vary considerably from
state to state and region to region.
Similarly, the amount and kinds of
utility fuel displaced by QFs will differ
significantly around the country. As a
consequence, the states would appear to
be in a very good position to provide the
information from which the Commission
can determine whether the Section 201
and 210 rules would have a significant
effect on the quality of the human
environment, and whether that effect
will be beneficial or detrimental.
Therefore, we recommend that the
Commission promptly invite comment
from the States in particular and the
public in general on this matter so that,
at the least, there will be a basis for an
assessment of environmen kal_impact.

End of Memorandum.
Written Comments

Interested persons are invited to
submit written comments on this staff
paper to the Office of the Secretary,
Federal Energy Regulatory Commission,
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825 North Capitol Street, N.E.,
Washington, D.C. 20426. Comments
should reference Docket No. RM79-55
on the outside of the envelope and on all
documents submitted to the
Commission.

Fifteen (15) copies should be
submitted. All comments and related
information received by the Commission
by August 1, 1979, will be considered
prior to the promulgation of final
regulations.

By the Commission.

Kenneth F. Plumb,

Secretary.

[FR Doc. 79-20413 Filed 7-2-7% 845 am]
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