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CHAPTER 1
INTRODUCTION

Restructuring. Deregulation. Direct Access. Retail Wheeling. Customer Choice.
What does it all mean? How will Montana’s families, small businesses, and natural
environment fare in the move toward a competitive electricity market? In the spring of 1997,

the Montana legislature passed Senate Bill 390, the “Electric Industry Restructuring and
Customer Choice Act.”] SB 390, signed by Governor Marc Racicot on May 2, puts

Montana at the forefront of a national movement to introduce competition into the
generation of electricity and the sale of that electricity to retail customers. The policy
statement of this 48-page bill proclaimed that “Montana customers should have the

freedom to choose their supplier of electricity” and that “affording this opportunity serves
the public interest.”2 Others were less certain, as evidenced by strong opposition testimony

from low-income, environmental, and consumer organizations.

The Basics
The changes contained in SB 390 herald a fundamental shift in the way electric
companies and customers do business. Previously, residential customers and small
businesses were divided between utilities according to location alone. Each utility had its
own geographic district, or service territory, in which it was the only provider of electricity.
This monopoly arrangement was protected by Montana’s Territorial Integrity Act (MCA

69-5-102) which forbids utilities from stringing distribution lines into neighboring service

areas.> All of the customers in the district were automatically assigned

1 The bill, and a summary of the bill, can be found at
http://www.psc.state.mt.us/gaselec/gaselec.htm
See also http://statedocs.msl.state.mt.us/

2 MCA 69-8-102.

3 DEQ, "Restructuring the Electric Utility Industry in Montana,” executive summary.
1
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to that utility, and the utility had an obligation to serve them. As the sole provider of
electricity in its franchised district, each utility acted as a monopoly, but not without
controls. The type of control depended on the type of utility.

In Montana, most electrical utilities fall under two categories. Historically, urban
areas were served by investor-owned utilities (IOU) and rural areas were served
predominantly by rural electric cooperatives (REC), or “co-ops.” Most of Montana’s
major cities -- Billings, Butte, Bozeman, Great Falls, Helena, and Missoula -- lie in Montana
Power Co.’s (MPC) service territory. Montana’s largest utility, MPC is also the only IOU
that sells all of its power to Montanans. With 290,000 customers in all, it also happens to
be the only Montana company that is publicly traded on the NY stock exchange, the state’s

only Fortune 500 firm, and the state’s largest private-sector employer with 3000 workers
including 2500 in Montana.4 A second investor-owned utility, PacifiCorp, historically

supplied power to 35,000 customers in northwestern Montana including Kalispell,

Whitefish, and Libby, but announced in July 1998 that it intended to withdraw from
Montana.> In November of that year, the PSC approved the sale of its facilities to the
Flathead Electric Cooperative. A subsidiary corporation, Energy Northwest Inc., was later
formed by Flathead to serve PacifiCorp’s former urban customers.® Finally, urban areas of

eastern Montana are served by Montana-Dakota Utilities (MDU), an electric and natural gas

utility with headquarters in Bismark, North Dakota. MDU’s 260,000 customers include
92,000 residential accounts in Montana.”

To prevent IOUs from abusing their status as monopoly providers, and to ensure a

fair price and quality service, they were subject to regulation by the popularly-elected, five-

4 John Stucke, “MPC pulls plug,” Montana Standard, 10 December 1997. Malone,
Montana: A Contemporary Profile, 20. Charles S. Johnson, “MPC exec defends strategy
changes,” IR, 12 September 1998. IR State Bureau, “Baucus to meet with MPC chair,”
IR, 31 March 2000.

5 AP, “Pacific Power to sell Montana operation,” GFT, 10 July 1998.

6 AP, “Public Service Commission OKs PacifiCorp deal,” Missoulian, 3 November 1998.

Charles S. Johnson, “Bill would require profits to go to customers,” IR, 24 September
1998.

7 Mike Dennison, “Co-ops preparing bid for MPC properties: MDU shows interest too,”
GFT, 20 April 2000.

2
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member public service commission (PSC). The system by which the business interests of

the IOUs and the public interest of customers were balanced against each other was
informally known as the “regulatory compact.”8 Under this arrangement, IOUs were

granted: 1) a unique service territory with exclusive rights to the customers within it, and 2)
the ability to recover from these customers their operating costs and a profit they could
return to their investors. Customers, on the other hand, were protected by their elected
officials (the PSC) from arbitrary rate increases and fraudulent behavior. Costs were not
eligible for recovery until reviewed by the PSC. Finally, customers were allowed to observe
the proceedings of the PSC and, to some degree, participate in them. According to the
Washington, DC-based Resources for the Future, “The basic goal of regulation is

deceptively simple: set prices as low as possible, consistent with raising enough revenue to
cover the utility’s costs, including a fair return on its investment.”9

So what, then, is the basic goal of deregulation? According to proponents,
deregulation will open the generation and sale of electricity to competition, allowing people
to shop for the company and product that best meet their needs. The transportation of that
electricity over transmission and distribution wires would remain regulated monopolies.
Deregulation promises two principal benefits for consumers: lower prices and increased
choices. As we will see, both claims have been seriously contested.

Before new companies can compete for the business of customers, the former
system must first be dismantled. Specifically, the regulatory authority of the PSC
(particularly over prices) must be diminished and the system of exclusive service territories
must be dissolved. Once these barriers have been removed, proponents claim that a
competitive market will develop that will keep prices low, improve efficiency, and deliver
new and innovative products to consumers.

Having never been under PSC authority, the co-ops occupy a somewhat different,
although no less significant, position with respect to deregulation. Collectively, the co-ops
are a political force to be reckoned with in Montana. While most Montanans buy their

power from IOUs, most of Montana’s area is served by the state’s 26 co-ops.

8 Drummond, "The Small Customer Buying Cooperative," 6.
9 Brennan, 67.
3
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Traditionally, these businesses have ranged in size from 800 to about 10,000 customer

households. A total of about 90,000 Montana households (or 330,000 people -- about half
of the state’s electricity customers) buy co-op power. 10 The 1939 Montana legislature
authorized the creation of cooperatives “for the purpose of supplying electric energy and
promoting and extending the use of electric energy in rural areas which might otherwise
have been neglected (customer density in co-op country averages only about two customers
per mile of power line, compared with 40-60 for the urban areas served by IOUs). 11 The

co-ops differ in several important ways from their for-profit, publicly-traded IOU
counterparts. In place of shareholders, these non-profit corporations are owned and
controlled by their “customer-members,” i.e., all of the residents living in that service

territory. As such, the co-ops are self-regulated and “exempt in all respects from the
jurisdiction and control of the public service commission of this state.”12 For co-ops, then,

the term ‘“‘deregulation” is somewhat meaningless -- you can’t deregulate what was never
regulated. But co-ops are nonetheless involved in the move toward competition that was
initiated by SB 390. As was the case for the IOUs, SB 390 envisions co-ops opening their
service areas to competition, giving their customers a choice of electric supply companies
(“escos”). But unlike IOUs, co-ops are not compelled to do so under SB 390. Each co-
op can choose to “opt out” of competition and maintain its traditional role as the monopoly
provider within its service area.

It is important to recognize that the restructuring of the electric utility industry
applies only to certain aspects of the electricity business. Broadly speaking, that business
can be divided into two primary activities. The first deals with the generation or acquisition
of the electrical energy itself, what some call the “commodity component” or simply the

“juice.” This is the piece that is being deregulated. Competition is authorized for retail

10 With the PacifiCorp sale, these numbers have recently increased. The Flathead Electric
Cooperative now has 48,500 customers. Dave Wheelihan, “Testimony of the Montana
Electric Cooperatives’ Association before the Senate Taxation Committee - SB 390,” 13
March 1997. Mike Dennison, “Rural co-ops adopt ‘wait and see’ attitude,” GFT, 6 June
1999.

11 MCA 35-18-105. Guest opinion by Gary Wiens, “Joining forces to buy electricity not
exactly a new idea,” GFT, 30 April 1998.

12 MCA 35-18-105.
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suppliers wanting to sell customers the “juice” that runs their appliances. These suppliers
may include a host of entities such as utility subsidiaries, nonutility generators, and energy
marketers. By comparison, the delivery of that energy over the “poles and wires” that

make up the electrical grid will continue to be a monopoly function regulated by the PSC
(or, in the case of co-ops, by their governing boards) and federal agencies. 13 Customers
will continue to purchase delivery service from their former utility leaving the service
territory boundaries intact. For the first time, then, customers will have separate electricity
companies performing separate functions. It will be these local distribution companies, not
the competitive energy supply companies, that will inherit the term “utility.” Other
functions, such as metering (measuring the energy usage) and billing, may remain with the
distribution utility, or they too may become eligible for competition. 14 Previously, all of
these functions were performed by each “vertically integrated” utility in its respective
service territory. 15 In some instances (such as with MPC’s eastern Montana coal mines),
these utilities also owned the fuel sources for the generation plants.

The reason for limiting deregulation to the generation side of the business is simply

that it would be enormously inefficient, redundant, and expensive for each competing
company to construct its own set of power lines to carry its product to its customers. 16 To
prevent this scenario and to encourage competition, the Federal Energy Regulatory
Commission (FERC) (which performs a role similar to the PSC’s, but on the national level)

issued a pair of orders (888 and 889) in 1996 that did two important things. First, they

authorized “wholesale wheeling,” allowing for competition in the sale of electricity to

13 The delivery of power is further divided between “transmission,” which is the transport
of power over long distances using high-voltage lines, and “distribution,” which is the
transport of power to the end-use customers using lower-voltage lines. The former is
regulated by the Federal Energy Regulatory Commission (FERC), and the latter by the
PSC. Unfortunately the distinction between transmission and distribution is not always
clear. Brennan, 8.

14 Mike Dennison, “Top adviser to Racicot warns MPC sale could hurt consumers,” GFT,
19 March 1998.

15 In the world of electric utilities, the use of jargon abounds. I have tried to present and
define the most important terms in the introduction. Time constraints did not allow for the
creation of a glossary for this document. See http://eia.doe.gov/oiaf/elepri97/glossary html

16 Large fixed costs associated with securing rights-of-way and building a transmission
system are a strong disincentive to would-be competitors. Brennan, 18.
5
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wholesale customers (a wholesale customer is an entity such as a utility that purchases a
block of power that it in turn sells to retail end-use customers), and second, they guaranteed

power companies “open access” to the transmission lines owned by other utilities for
wholesale transactions.!7

But how might the changes initiated by SB 390 play out for residential customers,
small-business owners, low-income families, and the natural environment? Unfortunately,
no one can predict the exact course that deregulation will ultimately take in Montana,
especially as it applies to small customers. But these constituents have access to some good
navigational aids, and some important opportunities to help steer that course in a sustainable
and equitable direction. What is certain is that the implications of restructuring are bound to
be numerous, complex, and significant. The intent of this professional paper is to
familiarize citizens with the changes being made in the industry and to help empower them
to protect themselves, their communities, and their environment in the midst of tremendous

upheaval.

The Issues

If deregulation were to work according to plan, the dissolution of service territories
would immediately be followed by the entrance of multiple electricity companies vying for
the business of Montana’s businesses and residences. Customers would peruse marketing
materials scrutinizing factors such as price, environmental impact, service options, and
incentives in order to select the company and the plan that best meet their needs and desires.
Customers might choose between variable rates which track market prices (with or without
collars to control the risk), or fixed rates which would be more dependable but also

probably more expensive. Or they might “diversify their portfolio,” with percentages of
each.18 Some customers may opt for a discounted rate in exchange for interruptible

service, or for service at off-peak hours (hours of low demand). Other customers may
choose to pay extra for greater reliability. To many, greater choice means greater freedom.

Electricity companies too will share in this freedom, having shed the constraints of their
17 Brennan, 62.

18 Drummond, "The Small Customer Buying Cooperative,” 13. John Stucke, “Power
surges: Industry feels early pains of electric deregulation,” Missoulian, 9 July 2000.

6
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Electricity companies too will share in this freedom, having shed the constraints of their
traditional geographic service areas.

But these new choices and freedoms also carry risks and responsibilities. Ultilities
and customers alike lose many of the protections to which they are accustomed. For a
utility, moving to a competitive environment is a two-edged sword that can just as easily
mean losing its formerly captive customers as picking up new customers. With the very
real potential for a net loss of customers (especially at first) and the absence of a guaranteed
rate of return on their investments, utilities face the possibilities of bankruptcy and takeover
along with the possibility for growth. Depending on the details of the proposed changes,
utilities have acted as both strong proponents and strong opponents to deregulation
measures around the country.

For customers, the freedom to choose (if one is to choose wisely) implies the
responsibility of becoming informed. This inevitably requires some investment of time and
energy. A Missoulian editorial commented on how we are already “juggling with complex
information and decisions” with regard to telephone service and health care. “Almost
everything we do these days -- from 401(k)s to service contracts on cars to life insurance --
takes hours and hours of study, monitoring funds and investments, comparison shopping,

meeting deadlines to submit forms, and careful attention to billings. It provides more
choice, and more headaches too.”19 Not everyone was looking forward to becoming an

electricity shopper, especially considering that Montanans could formerly rely on elected
officials to do this for them. And in Montana, with some of the cheapest electricity in the
nation, there was a general feeling that the PSC was a doing a relatively good job ensuring
that quality service was provided at a reasonable price. There was also a sense of security in
numbers, with all of your neighbors getting the same deal as you. In short, sifting through
complex flyers and fielding dinnertime solicitation calls will strike some customers as
burdensome rather than liberating. To others, it could be downright frightening as they are
accosted by potentially fraudulent telemarketers.

But at an even deeper level, there are serious questions as to whether or not

consumers will actually have any choices. While most agree that workable competition is

19 Missoulian editorial, “Consumers uneasy as state dives into deregulation,” Missoulian,
4 November 1998.

7

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



likely to develop for the state’s large industrial customers (because of the sheer quantities of
power they purchase), it is less certain whether competitive energy supply companies will
come looking for the business of Montana’s residential and small-business customers.
Many argue that Montana’s small population and rural character make it unattractive to
energy suppliers. The most pressing concern for small consumers is not the specter of
annoying solicitors asking them to change their electricity provider, but the opposite -- that
no one will call wanting to serve them. The worst case scenario is that customers will be left
in a vacuum with only one or a few companies, no real competition, and no regulation of
prices. This possibility of an “unregulated monopoly” was a cornerstone issue for
opponents of SB 390. More than an idle fear, a regional study commissioned by the
governors of the four Northwest states concluded that while direct access should be
implemented,

There are risks inherent in the transition to more competitive electricity services.
Merely declaring that a market should become competitive will not necessarily
achieve the full benefits of competition or ensure that they will be broadly shared. It
is entirely possible to have deregulation without true competition. Similarly, the
reliability of our power supply could be compromised if care is not taken to ensure

that competitive pressures do not override the incentives for reliable operation.20

Small customers may be further handicapped in their ability to secure reasonably
priced electricity by the transition timeline outlined by SB 390. Under the law, large
industrial customers were guaranteed the ability to begin purchasing power from
competitive suppliers beginning July 1, 1998. While pilot programs for small customers
were supposed to begin on that same day (but in fact arguably did not begin until June 1999

when the first residential customer switched to Energy West), these customers were not
guaranteed “choice” until July 1, 2002.21 This head start gives large customers a “first

come, first served” advantage in obtaining the most affordable power on the market. Large
customers will already be in a position, because of their larger demand, to attract better
offers from supply companies. Consumer advocates worry that deregulation will lead to

“cost-shifting” between customer classes, whereby energy suppliers will offer “artificially

20 Collins, "Comprehensive Review," 1.

21 personal telephone conversation with Jim Morin, Energy West, 2 September 1999.
MCA 69-8-201.
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low prices to attractive (industrial) customers financed on the backs of smaller (residential,
commercial) customers.”22

Another highly contentious and complicated issue created by deregulation was that
of “stranded costs.” Stranded costs are utility assets rendered uneconomical by the move
to a competitive environment. Consider a utility that borrows money to build a power plant.
Traditionally, the utility pays off that loan through rates charged to customers. Following
deregulation, however, customers are no longer captive to that utility and may leave in search
of cheaper power, perhaps from a company that has no such debt. This decreases the size
of the body of customers that the utility draws upon to pay its debts, which then become
“stranded.” Or let’s say the utility owns power plants that are inefficient and expensive to
operate (usually old and “dirty” plants). If, upon deregulation, the market price for power
is 3 cents per kilowatt-hour and it costs the utility 5 cents to produce a kilowatt-hour of
energy from that plant, the utility is stranded with the 2-cent difference.

Wherever and whenever deregulation is discussed (including the 1997 Montana
legislature), utilities argue that they are entitled to recover these costs from their former
customers. And the Montana legislature agreed, awarding utilities most of their stranded
costs, which at the time were expected to approach a billion dollars for MPC alone. The
public interest community criticized this “billion dollar bailout” as an inexcusable example
of corporate welfare. They pointed out that other states had achieved a better solution that
more equitably balanced the interests of consumers with the interests of utilities -- for
example, by providing customers with guaranteed rate reductions in exchange for stranded

cost recovery for utilities. While Montana does have a temporary rate moratorium (with
some exceptions), there are no rate reduction provisions.23 In general, the stranded cost
issue is pivotal, and it is not unfair to describe it as “the highest priority issue for

utilities.”24

22 patrick Judge, “Legislature Leaves Energy Road-map at Home,” Down to Earth: A
membership publication of the Montana Environmental Information Center, June 1997,
23 MCA 69-8-211.

24 Mazza, “How the Northwest Can Lead a Clean Energy Revolution,” An Atmosphere
Alliance Special Report, 18.
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In many ways, the concerns of environmentalists mirrored those of consumer
groups. With regard to stranded costs, environmentalists argued that recovery would
subsidize dirty and inefficient power plants that would otherwise rightly succumb to
competitive pressure from cleaner alternatives. Furthermore, grandfather exemptions to

emission standards under the 1977 Clean Air Act already give these plants an unfair
advantage over plants with more advanced (and costly) environmental controls.25 With a

genuine level playing field, deregulation could lead to improvements in the overall efficiency
of the nation’s power plant fleet. Competition from newer, cheaper, and more efficient
power plants could accelerate the decommissioning of older plants.

While competitive pressure may help retire environmentally offensive nuclear, coal-
fired, and even certain hydroelectric plants, deregulation will likely bring about a greater
dependence on natural gas-fired generation. Combined-cycle combustion turbine
technology and low prices in the 1990s made this fuel an attractive source of energy.
Cleaner burning than coal, natural gas (which is a mixture of methane and other
hydrocarbons) still has significant environmental impacts associated with both extraction
and combustion. In addition to the carbon dioxide it produces when burned, methane is
itself a powerful greenhouse gas. An overdependence on this fuel (which is often imported)

is risky both ecologically and economically, as it is certain that the recent supply glut will
eventually tap out and that prices will increase.26 While natural gas may be an important
bridge fuel, it is undeniably in our nation’s best interest to cultivate a diverse resource mix
relying principally on sustainable energy sources rather than fossil fuels.27

One of the most troubling environmental consequences of deregulation began taking
shape a couple of years prior to the enactment of SB 390. In the past, regulation provided a

mechanism by which government (in this case the PSC) required utilities to invest in energy

25 Thompson, "Poisoned Power,” A Clean Air Network Report, 18.

26 Indeed, natural gas prices in the year 2000 were nearly double what they were a year
prior (partly due to increased demand from new combustion turbines). Analysts expect
prices to stay high for some time. Mark Glyde, “‘Perfect Storm’ Jolts Northwest Power
Grid,” Northwest Energy Coalition Report, July 2000. One newspaper article reported that
wholesale natural gas prices in the Fall of 2000 were $5 per thousand cubic feet, compared
to the normal $2. AP, “Governors huddle amid predictions for winter’s higher home
heating bills,” IR, 21 September 2000.

27 Northwest Conservation Act Coalition (NCAQ), 30.
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conservation, renewable energy, and low-income programs. Ultilities often resisted these
programs partly out of principle and partly because they added to the cost of electricity
which in turn caused consumers to buy less. While such “cost-induced conservation” can
magnify the environmental benefit of these programs (by decreasing the need for new

power plants and by allowing existing power plants to operate below capacity), it can also
decrease utility revenues.28 Nevertheless, utilities limited their objections in light of

assurances that the direct costs of administering these programs could be recovered.

In a competitive environment, however, utilities are even more antagonistic to these
programs, which are seen as liabilities inhibiting their ability to survive and grow.
Regulators no longer have the authority to require such investments, and the utilities
themselves can no longer depend on “captive” customers to pay for them. Following
deregulation, the size of a utility’s base of customers will in all probability suffer an initial
decline reducing the company’s ability to fund such programs. Fearing an additional
exodus of customers looking for cheaper power (from companies ‘“unencumbered” by
equivalent public benefit programs), utilities may adopt fairly radical cost-cutting measures.

Environmental and low-income programs are usually among the first casualties, and can
suffer even before formal proposals to deregulate the industry have been considered.29 For

example, in 1996 MPC slashed its conservation budget by 70% (see figure 1, page 19).
Such anticipatory effects of deregulation are known as “virtual deregulation,” and can also

adversely affect employees and safety. According to a Montana Standard article, between
1990 and 1997, MPC cut 600 jobs in Montana “to prepare for deregulation.”30 Such

layoffs have been described by some as the “stranded human costs” of restructuring.?’1

MPC has also struggled with safety violations recently, with two fines from the

Occupational Safety and Health Administration in excess of $100,000 in less than a six-

28 Attempts have been made to sever the relationship between utility sales and utility
revenues which otherwise act as a disincentive for energy conservation. This approach is
known as *“decoupling,” and is discussed in Chapter 5.

29 Smeloff, 123, 126.

30 John Stucke, “MPC officials readying for stiffer competition,” Montana Standard, 18
March 1997.

31 Mary O’Driscoll, “Labor Union Raises New Restructuring Issue: Stranded Human
Costs,” The Energy Daily, 13 February 1997.
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month period. While these incidents probably have little to do with deregulation, cost-

cutting could increase the frequency of future accidents.32 In January 1998, PacifiCorp

also announced the layoff of 600 workers, including its 50 Montana employees.33

To provide for the continued support of these programs, many states (Montana
included) have adopted a “‘universal system benefits charge” (USBC) as part of their
deregulation law. Montana’s USBC was established at 2.4% of each utility’s 1995 retail
sales. Less than the 3% recommended by a regional agreement (the Comprehensive Review
of the Northwest Energy System), Montana’s USBC only lasts for a four-year period

(unless renewed by the legislature) and is limited by a series of qualifying clauses and
exemptions,34

Finally, environmentalists were concerned that passage of SB 390 would signal an
increase in the development of generation and transmission facilities in Montana. Montana
is already a net exporter of electrical energy. Its low-cost energy resources (hydro, natural
gas, high-energy coal) will continue to be highly valued in national energy markets. SB
224, also passed by the 1997 legislature to amend the Major Facility Siting Act, eased the

construction of new facilities and increased the possibility that power plants and
transmission lines would be located in sensitive areas.35 Environmentalists consider the

comprehensive weakening of environmental laws and the loss of regulatory control through
the deregulation of various industries as synergistically dangerous phenomena.

On the positive side, some environmentalists are optimistic that deregulation will
create a market for “‘green power.” For the first time, Montanans may be able to select a
power company that offers a strong portfolio of renewable energy resources, but only if
opportunities for fraudulent “greenwashing” (where companies offer a not-so-green
“green” product) are guarded against. The PSC could require meaningful disclosure and

labeling of utility fuel sources as a condition of doing business in Montana.

32 Jan Falstad, “MPC fined for safety violations,” IR, 6 June 1997.
33 AP, “PacifiCorp to cut 600 jobs,” Missoulian, 13 January 1998.
34 Collins, "Comprehensive Review,"” 6. MCA 69-8-402.

35 The siting act is found in title 75, chapter 20 of the Montana Code Annotated.
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These are just some of the many ripples set in motion by deregulation -- ripples that
may be felt profoundly or imperceptibly by small customers (including homeowners, small
businesses, senior citizens, etc.) and the natural environment. It is important to note that
these two interest groups (which along with low-income form the *“public interest”
triumvirate in the world of Montana energy policy, occasionally supplemented by labor)
have shared an historic alliance. This not only reflects a desire to coalesce their own
individually limited political power into a formidable presence, but also a recognition that

environmental and social justice issues should not, and cannot ever, fully be divorced from

one another.36

Why Electricity Matters
In the legislative debate over SB 390, one thing that proponents and opponents
managed to agree upon was the importance of the issue. “I don’t know that I’ll ever carry

legislation that is more significant,” reflected Senator Fred Thomas (R-Stevensville), the
lead sponsor.37 And the lead opponent, Rep. David Ewer (D-Helena), commented quite
plainly, “This bill is the most economically significant bill of the session and one of the
most economically significant of our history.”38

The significance of the changes being made to the electricity industry, in Montana
and elsewhere, stems partly from the significance of the industry itself. As a nation, we
spend roughly $220 billion on electricity each year, which is more than we spend on
telecommunications, more than we spend on automobiles, and more than we spend even on
secondary education. As one of the most frequently purchased commodities, electricity is
of obvious concern to American consumers and their advocates. For years, public utility
commissions (like Montana’s PSC), citizen utility boards, and citizen watchdog groups
have wrestled with utilities over rate increases, customer service, and consumer protection

policies. The central and growing role that electricity plays in our economy also means that

36 See Appendix D - Exploring the Conservation Consumer Alliance.
37 Kathleen McLaughlin, “Low-key Thomas carries weighty issues,” IR, 24 March 1997.

38 Charles S. Johnson, “Utility-bill amendments defeated,” IR, 11 April 1997.
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such changes will also affect the ability of U.S. firms to compete in international markets.39

Commissioner Bob Anderson of the PSC observes that in Montana “there is a rough
equivalent between the money the utilities take in and the entire state budget, so it’s big

money.” According to him, “the transition to competition is probably the most important
phase in the commission’s history.”40

But more than just a key component of our economy, electricity should be seen as a
_ basic necessity of life, especially for those with medical conditions or who live in harsh
chimates such as Montana’s. Low-income customers are particularly vulnerable to changes

in electricity prices and services, with a greater percentage of their income dedicated to
heating and lighting.4! Low-income housing is often poorly insulated, and low-income
families have fewer resources to invest in conservation upgrades meaning “higher electricity
bills for those who can least afford them.”42 One particularly disturbing trend revealed by

a 1992 Boston City Hospital study found a 30% increase in emergency underweight
children cases at the close of Boston’s cold season. The result was attributed to a “heat or

eat dilemma,” in which extreme poverty forced families to choose between adequate
nutrition and heat for their homes.43 Should deregulation raise prices, the type of
“choices” being made by these customers may be at a far more basic level than comparison
shopping for an energy supply company.44

In addition to the economic and social impacts of the electricity industry, its
environmental impacts are truly staggering. In the 1970s, concern over the environmental
and social impacts of coal-fired power plants (which account for 58% of Montana’s

electrical generation) led to the enactment of a 30% coal-severence tax, a strip-mining

39 Brennan, xi. AP, “Hot spell could pull plug on nation’s electricity,” IR, 6 July 2000.
40 Mike Dennison, “Political balance of PSC up for grabs,” GFT, 5 October 1998.

41 Column by Molly Ivins, “Deregulating natural monopolies,” IR, 17 August 2000.
42 According to the Comprehensive Review, the Pacific Northwest has about 540,000
households (about 14%) with incomes below 125% of the federal poverty level. Collins,
"Comprehensive Review,"” 21.

43 NCAC, "Plugging People into Power," 36.

44 Relying on natural gas may be an ineffective way to skirt the implications of
deregulation. In 1997, companion legislation which mirrored SB 390 was passed to

deregulate the natural gas industry (SB 396).
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reclamation act, and the Major Facility Siting Act.45 Nationwide, the process of burning

fossil fuels to make steam, turn turbines, and create power is the leading source of industrial
air pollution. Power plants account for two-thirds of all sulfur dioxide emissions, over one-

third of the carbon dioxide (the largest single source), 29% of the nitrogen oxides, and 1/5
of the air toxics.4€ In addition to making utilities the largest single source of U.S.

greenhouse gases, the combustion of fossil fuels to produce electricity depends on the
extraction of coal and natural gas which also causes significant environmental impacts.
Montana’s other primary source of electricity is hydropower generated on both
sides of the Continental Divide from the Columbia and Missouri River basins.
Environmental impacts of dams include impaired fish and wildlife habitat, the disruption of
natural flooding cycles, the collection of sediment, and impacts on water quality and
quantity. Large-scale hydro projects in the Pacific Northwest have had a devastating impact
on wild salmon populations and the people and communities that depend upon them.
Montana remains free of nuclear power generation, which must in part be
attributable to a citizens’ initiative passed in 1978 requiring public approval of any nuclear
power plant. The production of energy through nuclear fission has proven economically
and environmentally disastrous. Crises such as Brown’s Ferry (1975), Three Mile Island
(1979), and Chernobyl (1986) have financial counterparts in the Trojan, Watts Bar, Rancho
Seco, and Washington Public Power Supply System (WPPSS) plants. Even smoothly
operating nuclear plants require a continual supply of uranium and add to the 22,000 ton

national stockpile of high-level radioactive waste for which there is still no permanent
disposal site. 47 Generating electricity through nuclear fission also carries the potential for

nuclear weapons proliferation.

45 Alan Davis, DEQ, “Electricity in Montana -- an Overview,” T.A.C. Report, November
1997. Malone, Montana: A History of Two Centuries, 394-397.

46 Thompson, "Poisoned Power," A Clean Air Network Report, 1, 4. NCAC, "Plugging
People into Power," 4. IR State Bureau, “Study: Montana sizable contributor to global

warming,” IR, 11 November 1998. See also:
http://www citizen.org/CMEP/RAGE/index.html

47 Kraushaar, 136. NCAC, "Plugging People into Power," 6.
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Purpose
Given the pervasive and profound environmental and consumer issues associated

with the electric utility industry, monumental changes such as those contained in SB 390 are
bound to have an effect. Inevitably, such sweeping changes will present both risks and
opportunities, a constellation of both positive and negative repercussions. Deregulation
should, therefore, be neither blindly embraced nor dismissed out of hand as a matter of
ideology. Whether the consequences prove, on balance, to be a boon or a bust depends
largely on perspective, and will be determined by numerous events and variables still
impossible to predict. A central point of departure for the various camps involved in the
debate over restructuring is simply a matter of what to do in the face of such uncertainty.
The public interest community urges caution, in recognition of the high stakes involved.
Environmental and consumer groups argue that important values must be secured before
moving forward. Others are more optimistic, believing that deregulation poses no
significant dangers and that any problems that arise can be dealt with as we go. They find a
greater risk in waiting for the rest of the nation to catch up, and letting attractive
opportunities slip by.

In the time since SB 390 became law, some middle ground has emerged between the
worst fears of opponents and the wildest fantasies of proponents. The stranded cost issue,
for example, looks like it will be largely resolved by the sale of MPC’s generating facilities
to Pennsylvania Power and Light at a price higher than many expected. And yet, more than
two years into the transition period, small consumers are still waiting for meaningful choices
between multiple companies offering them energy supply service.

But for better or for worse, Montana has decidedly set the deregulation ball in
motion. All efforts to oppose or reverse deregulation (including two separate attempts to
call the legislature back into special session and a citizens’ initiative to repeal the law) have
failed. On the other hand, it should be emphasized that citizens still have a number of
venues available to them in which they might help steer the final course of deregulation.
These include future sessions of the legislature, PSC transition plan hearings, transition

advisory committee meetings, and congressional deliberations concerning restructuring at
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the federal level 48 While deregulation diminishes citizens’ ability to influence policy

through the direct avenue of PSC rate cases, it amplifies their ability to do so indirectly,
through market pressure. As mentioned above, for the first time citizens may have the
opportunity to select a power provider based on its commitment to environmental and social
values. Such choices will help alternative energy sources become more competitive. The
formation of “buying co-ops” and a renewed interest in municipal utilities and other
manifestations of public power can help promote such choices and offer further venues for
citizens to influence policies. And as always, customers continue to have the ability to
reduce their electricity consumption through conservation and energy efficiency measures.
This paper rests on the premise that an active citizenry can and must play a central role in
the unfolding drama of electric deregulation. Montanans must act creatively and decisively
to secure the potential benefits of deregulation while sidestepping the pitfalls.

But in order to effectively influence either markets or decision-makers, citizens must
first become well informed. It is hoped that this document will prove useful as a general
primer on the consumer and environmental dimensions of deregulation and as a reference

that will point citizens in the direction of additional information and resources.

Scope

The process of replacing 90 years worth of regulation with competitive markets is
enormously complex, with ramifications for all classes of customers, for investors, and for
the utilities themselves. As we will see, the spectrum of related issues is broad -- taxation,
employment, public benefits programs, and industry infrastructure will all be dramatically
affected. A full discussion of the potential impacts of deregulation on Montana’s small
consumers and natural environment would be unmanageable. Ultility policy is always
complex, and the pace of change continues to be rapid. Therefore, a number of steps have
been taken to narrow the scope of this study. Most importantly, the document focuses on

events transpiring immediately prior to, during, and after the 1997 legislature. The 1999

48 For example, continuation of Universal System Benefits funding past the year 2003

requires further legislative action.
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legislature is also discussed briefly, as are developments leading up to the 2001 session.49
While such a work might be rendered quickly obsolete, the truly historic aspect of the
changes enacted in 1997 might impart greater relevance to this snapshot.>0 At a minimum,

a guide to the jungle of obscure jargon words that has cropped up should be useful for
some time.

As the state’s largest utility and also the central player in the push for deregulation,
the MPC will occupy a central role in this paper, providing most of the examples. Not only
did SB 390 give co-ops the ability to “opt out” of competition, it allows MDU to defer
choice until 2006. Like MDU, the other utilities in the state serve relatively small portions
of Montana’s electricity customers and will not be examined in depth.

Finally, the paper will adopt a “surface-map” or survey approach to acquaint the
reader with the environmental and social impacts of restructuring. As mentioned earlier,
many of the concerns initially voiced during the legislature have been adequately addressed
or have disappeared as the result of unexpected developments. Likewise, new formerly
unanticipated concerns have arisen. In light of such uncertainty, the paper will not attempt
to analyze the likelihood of any particular scenario. Instead this paper is meant to impart a
general understanding of the terms and issues surrounding deregulation. With this
knowledge, it is hoped that consumers and conservationists will have a greater ability to
monitor developments, prepare for changes, and effectively influence the course of energy

policy in Montana.

49 A timeline of important dates pertaining to the deregulation of Montana’s electric utilities
1s provided in Appendix C.

50 However, the two most significant developments since January 1, 2000 serve only to
further confirm the fears of consumer and environmental advocates and the trends analyzed
in Chapter 6. In March, MPC abandoned its involvement in electricity entirely by
announcing plans to sell off its distribution system. And by mid-summer, national power
shortages caused reliability problems and dramatically increased competitive electricity
prices, even for Montana’s large industrial customers.
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FIGURE 1
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CHAPTER 2
SB 390 BACKGROUND

Deregulation -- A National Perspective

A number of circumstances contributed to the deregulation of the electric utility
industry in Montana. Technological, economic, and political forces at the local, regional,
and national level all played a role. Similar forces also spurred deregulation of other
industries in recent years, and some comparisons can be drawn. In many ways, the
reshaping of electric utilities parallels changes in telecommunications, transportation, and
banking.

Important is the argument that such industries are no longer the “natural

monopolies” they once were.l In the case of electricity, technological advances have made

the model of an integrated utility supplying power from large centralized plants somewhat
obsolete. In the past, such an arrangement was virtually necessitated by the economies of

scale that could be achieved. Expensive duplication of capital-intensive equipment could be
avoided, and prices could be kept low.2 But the advent of highly efficient combined-cycle

natural gas combustion turbines (NGCT) (essentially jet engines anchored to the ground),
has made the entrance of new competitors economically feasible. The effect that NGCTs

are having on electric utilities is historically analogous to the advent of microwave

communication technology, and its role in breaking up AT&T.3

1 Note that while the production of electricity may no longer be a natural monopoly, the
delivery of electricity is. Brennan, 4.

2 Jan Falstad, “Electric-utility deregulation bill sparking controversy,” IR, 13 April 1997.

3 Smeloff, 2.
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Because NGCTs are efficient, easy to build, and economical at small capacities,

independent power producers (non-utility generators) can enter the market with relatively
low capital costs.# In order for traditional coal-fired generating plants to be profitable, they
need to be at least 300-600 MW. Gas turbines, by comparison, can be economical below

100 MW, and possibly down to 20 MW.3 The cheapest energy source is no longer a

conventional 1000 MW plant, but a 250 MW gas turbine.® Furthermore, NGCTs pose low
risk because they can be built incrementally to closely match load growth, and because they
operate much cleaner than their counterparts.” Adding to the cost-effectiveness of such
technology is the low and stable price of natural gas which has resulted from the
(comparatively straightforward) deregulation of that industry. Large natural gas supplies
have been discovered in Canada, and domestic exploration has been aggressive since
passage of the Natural Gas Policy Act in the 1970s.8 In addition, prices have been kept low
by improved recovery technologies and an oversupply of pipeline capacity (although this
appears to have reached at least a temporary limit as of 2000, with prices rising rapidly).9
New power generating technologies are also able to respond to variable power
demands more effectively, which enables companies to economically serve smaller numbers

of customers. The more variable demand curves encountered when supplying local

neighborhoods (as opposed to the larger geographical areas traditionally served by

4 “Today, the most efficient commercial power plant is a 40-Megawatt combustion turbine
that was originally developed for a Boeing 747 airplane. When used in a cogeneration
plant, 75% or more of the energy contained in the natural gas fuel can be captured for
productive uses.” Smeloff, 19. Note that all heat engines are governed by thermodynamic
constraints which severely limit their theoretical potential maximum efficiency.

Kraushaar, 75.

5 Brennan,16-17.

6 Mazza, “How the Northwest Can Lead a Clean Energy Revolution,” An Atmosphere
Alliance Special Report, 17.

7 Cleaner plants have lower fuel requirements and environmental compliance costs. Natural
gas produces less sulfur and carbon than coal, and until 2000 was a cheap fuel source. But
natural gas plants have historically been less efficient than their coal-fired counterparts in
converting fuel energy into electricity. However, in the last ten years significant efficiency
improvements have been made lowering the heat rate of gas plants from about 9,000 BTU
per kilowatt-hour to about 7,000 BTU per kilowatt-hour. Smeloff, 19.

8 NCAC, "Plugging People into Power,"” 30. Smeloff, 2.

9 Smeloff, 61.
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integrated utilities) are also more easily served because of recent improvements in energy
storage technologies (see Chapters 4 and 5 for further discussion). Finally, larger volume
transmission lines and the move toward a connected national grid also allowed for the
movement of electricity over long distances, facilitating the creation of a national market for
electricity.

In addition to technology’s role in making competition possible, deregulation could
in turn spur technological innovation giving customers additional products and services (as
well as suppliers) to choose from. Certainly this has been the case with
telecommunications. A recent advertisement from US West offered 17 different telephone

features, such as call waiting, caller ID, three-way calling, call forwarding, custom ringing,
last call return, call rejection, and continuous redial. 10 Whether or not such a diversity of

options will present itself in the area of electricity (and whether that would be desirable) can
be debated.

While technological changes have made deregulation both possible and economical
(at least for some customers), equally important has been the political will to deregulate. In
recent years, that will has been present in strong measure both nationally and in Montana.
Deregulation can be seen as part of a broader trend (by no means limited to our borders,
and by no means limited to electricity) favoring free markets over government regulation.
With respect to electrical utilities, the United Kingdom, Norway, Argentina, Chile and New

Zealand have all seen developments favoring competition over regulated monopoly
service.ll Between nations, free-trade initiatives such as NAFTA and GATT underscore a

similar “laissez-faire” philosophy. And over the past twenty years, deregulation has visited
our nation’s airline, banking, insurance, communications (both long-distance and local
telephone service, as well as cable television), trucking, and railroad industries in accordance

with this ideological shift toward a diminished role of government in commerce. In

10 gee http://www.uswest.com/customchoice

11 Brennan, 8.
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Montana, words such as “decontrol” and “privatization” pepper the speech of politicians
with startling regularity.12

Unfortunately, the benefits of this philosophy are not uniformly distributed. Too
often small customers in sparsely populated areas are left out. In Montana, objections to
deregulation have a familiar ring: “No kind of deregulation has been good for average
Montanans,” according to a press release written by Ken Maki of the Montana Farmers
Union. *“Railroad deregulation has made almost every shipper in the state a captive to
Burlington Northern & Santa Fe Railway. Telephone deregulation continues to be a hassle
as people are hustled incessantly by the various long-distance providers. We all know what

happened when the savings-and-loan industry was deregulated. Airline deregulation has
brought us fewer flights.”13

Representative Bob Raney (D-Livingston) also places electric deregulation in a
larger context: “It appears we Montanans once again fail to learn from history -- even
recent history. All we got out of deregulating the rail industry was the loss of the
Milwaukee Road and numerous branch lines while receiving higher freight rates in return.
Deregulating airlines got us a $400 ticket to fly to Salt Lake City and back. And, with

deregulated phone service, we can’t even get a simple service like caller ID in much of
Montana.” 14

The Great Falls Tribune also took up the theme, expressing disappointment in how
the 1996 telecommunications bill has affected the cable television industry: “Instead of
lower priees and a rich range of competitors from which to choose, consumers see higher

prices and, for a variety of reasons, almost no new competition....And as essential as call-

12 1t might be noted that the public seems less enthused about this philosophy than their
elected officials, at least in its application to mental health care, corrections, and
environmental protection, all of which have been the subject of significant and lasting
controversy in Montana.

13 Ken Maki, Montana Farmers Union, news release announcing support for a special
session to reconsider electric deregulation, 27 February 1998.

14 Guest editorial by Bob Raney, “What’s the rush with deregulating electricity?” BG, 29

April 1998.
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waiting and the History Channel might be, they’re pure luxuries compared with

electricity.”15

On the other hand, Rep. Bill Ryan (D-Great Falls), who carried SB 390 in the
Montana House of Representatives, feels that there is a distinction:

Why is deregulation of electricity supply going to be any better than deregulation of
airplanes or railroads was? I think we learned something important from those
earlier events: When outsiders make decisions for us, Montana’s best interests are
not considered, Montanans didn’t write those laws.

That’s why it was important to get ahead of the others and create a

framework for electricity choice that was designed for us, and by us.”16

While it is true that Montana was one of the first states to pass comprehensive
deregulation legislation, it was not done in isolation. Instead, SB 390 grew out of recent
policy initiatives undertaken at the federal level. These, in turn, were the culmination of a
century’s worth of law pertaining to electric utilities. Between 1882 (when Thomas Edison
opened the Pearl Street Station) and 1907, utilities were unregulated by state or federal

government (note that MPC was formed in 1912, and has been regulated since its
inception). 17 Private ownership soon gave way to public companies, which in turn were

rapidly consolidated into multistate holding companies. In such a climate, many utilities
were eager for the protection afforded by regulation. To meet this concern and to combat
rampant corruption, the Public Utilities Holding Company Act (PUHCA) was passed 1n
1935 reformulating utilities into the vertically integrated and state regulated companies of

today. At the same time, the Federal Power Act was passed giving the direct ancestor of
FERC the regulatory powers it enjoys today. 18

This trend toward greater regulation began to reverse itself in 1978, with passage of
the Public Utilities Regulatory Policy Act (PURPA). Among other reforms, PURPA

required utilities to purchase power from qualifying facilities (QF), which were small

15 GFT editorial, “Dereg? Been there, done that,” GET, 13 February 1998. “Promises
unfulfilled two years after big telecommunications bill,” GFT, 20 January 1998.

16 Guest editorial by William M. Ryan, “Electricity deregulation by Montanans, for
Montanans,” GFT, 30 April 1998.

17 Brennan, 21-24. Guest editorial by Bob Gannon, “All Montanans benefit from utility
competition,” Missoulian, 14 April 1997,

18 Brennan, 21-24.
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cogeneration and renewable energy plants. In other words, for the first time new players
were allowed to sell their product into existing power grids, an important step toward
reintroducing competition. At the same time, the Power Plant and Industrial Fuel Use Act
created a strong market for such newcomers by forbidding new oil- and natural gas-fired
power plants. And it was also in 1978 that MIT researchers developed the first models for
deregulated power supply. In 1979, the U.S. Supreme Court handed down the Otter Tail

decision recognizing the right of a power company to transmit power through a neighboring
utility’s electrical grid.19

The 1992 Energy Policy Act (EPACT) confirmed and extended this move toward
greater competition by mandating open, nondiscriminatory, and reasonably-priced access to
transmission facilities for wholesale transactions. In April 1996, FERC issued orders 888
and 889 to implement EPACT and to foster a national wholesale electricity market. Each
utility that owned transmission equipment was henceforth required to “wheel” other
companies’ power through its lines in order to facilitate competition. In other words, no
longer would a utility have exclusive access to its own power lines. Instead, anyone who
wished to use those lines to send power to a wholesale customer could now do so, and at a
reasonable price. EPACT also created the new category of Exempt Wholesale Generators
(EWG). EWGs are allowed to compete without meeting either the definition of qualifying

facility or the constraints imposed by PUHCA regarding corporate structure. But neither
are they assured guaranteed buyers, as are QFs. Instead they must compete on their own.20

“Wholesale wheeling” is widely regarded as an improvement over the previous
system, even by critics of Montana’s deregulation law. According to Tom Power, chair of
the University of Montana’s Economics Department, wholesale competition “has already
driven electric prices in the region to record lows and led to an effective expansion in the
size of the electric supply available. That is one of the reasons that no new electric

generation has had to be constructed despite the ongoing economic growth in the

rcgion.”21 And there is evidence that the benefits of wholesale competition can be felt even

19 Brennan, 28-30.

20 Brennan, 30.

21 Guest editorial by Thomas M. Power, “Put brakes on MPC,” GFT, 5 February 1998.
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by Montana’s small rural customers. In 1998, Gary Wiens of the Montana Electric
Cooperatives’ Association wrote that wholesale deregulation had already allowed Montana
co-ops to secure cheaper electricity for their members.22

EPACT did not, however, require utilities to open their lines for “retail
wheeling.”23 In other words, a utility could still prevent other companies from accessing
its end-use customers through its distribution network. Instead, these customers, whether
large industrial or small residential, would continue to belong to their traditional utility. To
qualify as a wholesale customer, you needed to either resell the power or self-generate
power. An important exception in the Pacific Northwest pertains to a special class of BPA
customers known as “direct services industries” or DSIs. DSIs, which include more than

a dozen aluminum smelters (all with massive electrical demands), enjoy the privilege of

being able to contract directly with BPA, “despite a DOE policy of not granting end-use
customers the equivalent of wholesale power purchase rights.”24 For the first time, these
companies were finding that they could buy cheaper power elsewhere and began doing so,
but not without controversy.25 Most troubling was that the DSIs were allowed to switch to

alternate suppliers without paying off their share of BPA’s nuclear debt (all the while

continuing to make use of BPA transmission lines). The ensuing protests helped initiate the
Comprehensive Review of the Northwest Energy System, which is discussed below.26

Retail wheeling is more contentious and complicated than wholesale wheeling.
While EPACT prevents FERC from ordering direct access, it does allow individual states to
proceedr Since the passage of EPACT, numerous bills to deregulate the industry on the

national level for retail customers have come before Congress (from all points on the

22 Guest editorial by Gary Wiens, “Joining forces to buy electricity not exactly a new
idea,” GFT, 30 April 1998.

23 Brennan, 7.

24 Smeloff 118, 144.

25 Proponents of deregulation use just such an example to illustrate how deregulation can
work in Montana. “Montana saw the biggest customer switch in the country when the
Columbia Falls Aluminum Plant switched from the Bonneville Power Administration (BPA)
to service from the Flathcad Electric Coop, PacifiCorp and Enron.” DEQ, "Restructuring
the Electric Utility Industry in Montana,” 1.

26 Smeloff, 125.
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ideological spectrum), but none have gathered much momentum. To a point, the potential
benefits of retail access mirror those of wholesale competition. First, lower cost electricity
would become available to many customers, especially those in high-cost states or with large
power demands (two groups that happen to carry a fairly high degree of influence).

Second, greater efficiencies could be achieved as utilities scrutinize their operations to

eliminate waste. A competitive retail market might also help avoid the overbuilding that
plagued a system in which cost recovery was all but guaranteed.27 Customized services

would likely be offered by companies endeavoring to stake out their niche. Finally, state-to-
state (or even utility-to-utility) price variability would be substantially reduced. And all
these benefits, proponents argued, could begin to materialize even prior to passage of
deregulation legislation, in a positive manifestation of *‘virtual deregulation.” PSC
commissioners Dave Fisher and Danny Oberg pointed to changes made within MPC long
before the drafting of SB 390: “With just the threat of competition on the horizon, it
voluntarily began to do what we as regulators had only been marginally successful at getting

them to do -- cutting costs, rather than continually coming back to the regulator for higher
rates.”28

Such benefits, however, rest primarily in the eye of the beneficiary. Customers in
lower cost states or with small power demands may encounter higher prices and reduced
service. Others may be subjected to annoying, confusing, or fraudulent marketing tactics.
“Trimming the fat” may indeed lower prices, but it can also threaten jobs, compromise
maintenance, safety, and reliability, and eviscerate environmental and social programs. The
cost-cutting praised by commissioners Fisher and Oberg included the elimination of
hundreds of jobs and a drastic curtailing of conservation programs. Opponents argue that
wholesale deregulation delivers most of the benefits small customers are likely to see, with

none of the risk. At the very least, it would be prudent to see how far wholesale

deregulation can take us before embarking on the next step.29

27 But the extent to which these advantages can be augmented by retail competition over

wholesale competition may be nominal. See Chapters 4 and 5, in particular the discussion

of the WPPSS fiasco.

28 Guest editorial by Dave Fisher and Danny Oberg, “Experts agree on power

restructuring bill,” GFT, 8 April 1997.

29 Guest editorial by Thomas M. Power, “Put brakes on MPC,” GFT, 5 February 1998.
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In short, the greatest push for deregulation has come (predictably) from those who
stand to benefit most, i.e., the large industrial customers and high-cost states that will likely
see reduced energy bills. Industrial customers expect that more accurate cost-of-service
pricing will translate into lower energy bills. They believe that industrial prices have been

artificially inflated in order to subsidize the residential sector, and that cost-shifting between
customer classes is not so much a threat of deregulation as a symptom of regulation.30 If

true, this prediction represents yet another “benefit” that will not be universally enjoyed.
So while deregulation may decrease regional price variability, it could increase customer-
class price variability (as large customers already pay lower, quantity-discounted rates).
Joining with large customers in supporting retail competition are the independent
power producers, energy marketers, and utilities that wish to serve these loads -- in

particular, the energy providers that feel confident that their low-cost resources or unique
service options will make them competitive in the new environment.3! Many high-cost

utilities fear the loss of security provided by protected franchises and (in some cases)
compliant commissioners. Yet, deregulation can present attractive opportunities to get out
from under old debt, assuming the utilities can negotiate a generous stranded cost package.
Additionally, they may choose to get out of the electricity business altogether by tapping
into the consolidation frenzy which is yielding handsome prices for utility properties around
the country.

Examples of deregulation’s double-bladed sword abound. In an effort to eliminate
out-of-market power purchase contracts with qualifying facilities, some of the restructuring
bills before Congress contemplate the repeal of PURPA. Many consider these contracts to
be an impediment to competition and a source of unreasonably high prices. Others point
out that such reasoning neglects the environmental and national security benefits of
PURPA, which though difficult to quantify, are real and substantial. In any event, the repeal
of PURPA would represent a major blow to the renewable energy industry. The loss of the
guaranteed income from utilities could also jeopardize other sources of financing for

renewable energy firms: without the stability of these contracts, investors could become

30 DEQ, "Restructuring the Electric Utility Industry in Montana,” 3, 4, 12. Smeloff, 57.

31 Collins, "Comprehensive Review," 30.
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skittish.32 Certainly some irony could be found if PURPA were to succumb to the same

forces of competition it had helped create.
In short, the issues are of such number and importance that federal restructuring
legislation will probably be some time in coming. While such a “top down” approach to

deregulation offers advantages in terms of consistency (sidestepping the difficult question

of “reciprocity”),33 it is easier to address the concerns of individual stakeholders on the

regional or state level, where they have more in common.34 Such was the reasoning behind

the Comprehensive Review of the Northwest Energy System.

Deregulation in the Pacific Northwest
Because of the low-cost hydropower produced in the Columbia River basin, the

Pacific Northwest enjoys the nation’s most affordable electricity. As can be seen in
Appendix B, Washington, Idaho, and Oregon have the three lowest residential electricity
rates in the nation, with Montana not far behind. In a nationally deregulated market, this low
cost power would be highly valued and sought after. Hoping to work together to preserve
these resources, the governors of the four Northwest states initiated a region-wide study in
January 1996. They appointed a 20-member Steering Committee to conduct the study and
to represent a broad array of interests (utilities, small and large customers, and
environmental groups). The result was the "Comprehensive Review of the Northwest
Energy System,” often referred to simply as "regional review." The goal was to develop

recommendations that would “protect the region’s natural resources and distribute

32 Brennan, 38.

33 Electricity, like wildlife, air, and water resources, knows no state boundaries. Brennan, 8.
A patchwork of deregulation laws creates some difficult questions of interstate commerce.
It seems unfair for Utility A in a regulated state to raid customers from Utility B in a
deregulated state, because Utility B is prevented from picking up any of Utility A’s
customers. Reciprocity provisions seek to avoid such imbalances, but can raise
jurisdictional and interstate commerce issues. Montana’s, found at MCA 69-8-411, was
amended in 1999 to apply only to in-state companies.

34 Restructuring has, in fact, proceeded on a state-by-state basis, either by administrative
rule or legislation. Appendix B shows the striking correlation between the average
residential price of electricity in a state and that state’s willingness to pursue deregulation.

Montana is clearly anomalous.
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equitably the costs and benefits of a more competitive marketplace, while at the same time
assuring the region of an adequate, efficient, economical and reliable power system.”35

In the fall of 1996, the committee held hearings to gather public input on their draft

report. These hearings were heavily attended, with many participants expressing displeasure
in the draft proposal.36 While the report touched on numerous issues related to

restructuring in the Northwest, language concerning the maintenance of environmental and
social programs drew the greatest attention from the public. An overwhelming number of
participants indicated their desire for stronger environmental and consumer provisions, a
concern which had a significant impact on the final report.

Whereas the draft report contained only voluntary funding mechanisms for
conservation and renewable resources, the revised report made them mandatory.
The final recommendation was to “provide for maximum local control in the
implementation of conservation, renewables and low-income energy services, while

establishing an effective minimum standard that ensures stable funding for these
purposes.”37 The committee proposed that the regional minimum standard “for cost-

effective conservation, renewable resource development and low-income weatherization”
should be equivalent to 3% of the annual revenues raised from the sale of electricity ($210

million, based on 1995 figures), with additional money directed toward low-income bill
assistance.38 It is important to realize that the 3% figure was a compromise.

Environmentalists wanted significantly more. The Washington-based Atmosphere Alliance

(now Climate Solutions) argued that, *““The Northwest has invested up to five percent of

35 Collins, "Comprehensive Review," 3.

36 The hearing in Missoula (Montana’s only) had the highest per-capita attendance of any
in the Northwest, with approximately 125 people.

37 Collins, "Comprehensive Review," 6.

38 Note that this figure is rather modest, representing only about 65% of what BPA and

Northwest utilities spent on these programs in 1995. Still, the 3% figure would later
develop into a major point of contention in the development of Montana’s deregulation bill.

Collins, "Comprehensive Review," 6.
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power revenues in these areas in the past, and SBCs should hit at least that point.”39 The

term “minimum” used above is also important in suggesting that 3% was intended as a
floor.

Also strengthened in the final report is the commitment to low-income bill
assistance, with a recommendation for funding over and above the 3% figure.40 Similarly,
fish and wildlife fared better under the final report, but this was an area that
environmentalists still considered seriously flawed. In fact, the lone dissenting member on
the steering committee was the representative of Trout Unlimited.4! Environmentalists were
also disappointed that language from the draft report regarding subsidies had been stripped
out. The draft report had called for a congressional study to assess and reevaluate
Columbia River subsidies (totaling an estimated $1 billion per year) such as those given to
aluminum companies, the shipping industry, and agricultural interests.42

While the report was considered a vast improvement over earlier drafts, opponents to
deregulation were still confronted with a “go-forward” document. The report’s underlying
message is a hearty endorsement of customer choice, with a specific target date of July 1,

1999 by which time direct access should have been extended to all interested customers.

The governors and the steering committee both adopted the premise that “the electricity
industry is changing, whether we like it or not.”43 The report argues, “The

Comprehensive Review is not an initiation of change, but a response to change. Itis an
effort to shape that change, to the extent shaping is possible, to ensure that the potential

benefits of competition are achieved and equitably shared, environmental goals are met, and

39 “SBC™ is an abbreviation for “System Benefits Charge.” Mazza, “How the
Northwest Can Lead a Clean Energy Revolution,” An Atmosphere Alliance Special Report,
17. The Eugene Water and Electric Board received a Conservation Eagle Award in the year
2000, because of its commitment to invest 5% of its gross revenues in energy efficiency.
“Clean, Affordable Energy Leaders Receive Eagle Awards,” Northwest Energy Coalition

Report, June 2000.

40 The 3% includes money for low-income weatherization, but not for direct energy bill
assistance. Collins, "Comprehensive Review," 25.

41 Collins, "Comprehensive Review," Appendix A.

42 Patrick Judge, “Testimony of MontPIRG on the Draft Plan of the Comprehensive
Review of the Northwest Energy System,” Missoula public meeting, 6 November 1996.

43 Collins, "Comprehensive Review," 2.
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the benefits of the hydroelectric system are preserved for the Northwest.”44 The goals of

this section are “a more efficient power system, lower electricity costs, increased product
choice and greater product innovation . . . subject to a commitment to maintain the reliability
and safety of the electrical power system.” However, the report recognizes that “the

benefits of a competitive market may flow unevenly to different classes of consumers and

that some small consumers may even suffer harm.”43

Deregulation in Montana -- Sepate Bill 390

Shortly after the review was published, Montana Power Co. (MPC) came to the
1997 Montana legislature with an ambitious plan to deregulate the state’s electric utilities.
The 1997 session was the first in Montana in which bills pertaining to electric industry
restructuring were introduced, but talks had been underway for some time. In July 1995,
the Montana Public Service Commission (PSC) had begun an inquiry into the topic, and by
December of that year, MPC had filed a restructuring proposal which would consolidate its

three subsidiaries into two divisions: a regulated customer service and delivery division and
a competitive energy supply division.40 After two days of roundtable discussions in early

1996 (attended by representatives of most of the potentially affected constituencies), the
PSC issued ten principles that it felt should guide electric restructuring in Montana.
Additionally, the PSC felt that Montana’s I0Us were sufficiently different from each other
to warrant individual treatment, deciding to focus first on MPC. The PSC developed an

outline of issues for the company to address in its restructuring filing, which the
commission received in December 1996.47 This filing, after numerous iterations, became

the working draft of the company’s proposed legislation. Leading into the legislature, the
company enjoyed general support from other investor-owned utilities, large industrial
customers, Montana’s executive branch, and the PSC.

By contrast, the state’s electric cooperatives originally approached the 1997
44 Collins, "Comprehensive Review," 2.
45 Coliins, "Comprehensive Review," 7.
46 Kathleen McLaughlin, “MPC plans restructuring,” IR, 12 December 1995.

47 Guest editorial by Bob Anderson and Bob Rowe, “Consumers must be protected,” IR,
6 April 1997.
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By contrast, the state’s electric cooperatives originally approached the 1997
legislature advocating a more conservative plan. They proposed a task force to study the
issue and to report back to the 1999 legislature. In a briefing packet sent to legislators prior
to the session, the Montana Electric Cooperatives’ Association (MECA) argued:

A cautious approach is needed because of past and current experiences.
Restructuring of other industries such as natural gas, airlines, motor carriers,
railroads and telephones have historically resulted in higher prices and reduced
services to some residential and small-commercial customers, particularly those in
rural areas. . . . The risks are enormous if policy decisions on electric industry
restructuring are arrived at within the limitations of a 90-day legislative session. . . .
Industry restructuring policies should be developed in public processes with

participation open to all and accessible to all.#8

Environmental and consumer groups were somewhat torn between the two camps.
On the one hand, they felt that the regional review had generated a lot of positive momentum
for incorporating environmental and broader public interest values into restructuring
legislation. Groups such as Montana Environmental Information Center (MEIC),
Northwest Conservation Act Coalition (NCAC), and Renewable Northwest Project (RNP)
were prepared to embrace the recommendations of the regional review, including its
endorsement of deregulation so long as its consumer and environmental safeguards were
honored. It was thought that the consensus document represented by the regional review
would carry significant political weight (especially since it was signed by MPC’s president,
Bob Gannon, and both chartered and endorsed by Governor Racicot).

On the other hand, the composition of the legislature (with strong Republican
majorities in both houses, as well as control of the executive) made these groups inherently
nervous, fearing that whatever environmental provisions the bill might have could easily be
stripped away in committee. In other words, given the political climate, most of these
groups felt that this was not the ideal time to try to enact such sweeping changes.
Furthermore, at least some representatives of the “public interest lobby” were ideologically
uncomfortable with the notion of deregulation itself, and naturally suspicious of the ability
of markets to deliver the environmental and social benefits of regulation. Finally, groups
like MEIC and Northern Plains Resource Council were skeptical that their interests would

be met working side-by-side with their corporate counterparts, who happened to be holding

48 Montana Electric Cooperatives’ Association, “Talking Points: Customer Choice and
Electric Industry Restructuring in Montana,” Legislative Briefing Packet, 1996.
33

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



almost all of the cards. This attitude was partly the result of having recently endured a long,
painful, and unsuccessful attempt to find consensus regarding changes to the Major Facility
Siting Act, a process that had eroded what little trust existed between these camps.
However, activists realized that if the bill could escape tampering, joining forces with such
politically powerful interests had greater chances for success than trying to oppose them.
But the pro-deregulation forces did not hold every card. Together, the co-ops
present a formidable political presence in Montana, especially in a legislature sympathetic to
rural interests. The co-ops also had the natural advantage of defending the status quo (as it
is theoretically easier to kill a bill, especially a large and complicated one with its immediate
need in dispute, than it is to pass a bill). The co-ops had what seemed an eminently
reasonable position -- not to reject deregulation outright, but merely to go about it cautiously
and deliberately. MECA argued that its study-bill “does not stall the decision-making
process, but simply moves it forward in a precise, well-reasoned manner.” It still allowed
“for the possibility of full implementation of retail customer choice well within the time

frames sought by most supporters of retail competition,” even with Montana’s two-year
legislative cycle. 49 MECA affirmed that its concerns were primarily about process: “We

absolutely support customer choice. We’re just concerned that if you try to steamroll

legislation in a 90-day whirlwind of legislative activity, we think that is a recipe for
disaster.”50

Despite such arguments, and even assuming a unified coalition of co-ops, MDU
(Montana-Dakota Utilities, the eastern Montana IOU that also originally supported a go-

slow approach), environmentalists, senior citizens, low income and other small consumers,
there was still a good chance that the forces for deregulation would prevail. >l And in the

process, these groups would have alienated themselves from their opponents and lost
whatever influence they might have had in shaping the bill. The resulting legislation would
likely have little or no regard for environmental or other “public interest” values.

Furthermore, so long as there was a chance that the “dereg bill” would genuinely reflect the
49 MECA, “Talking Points: Customer Choice and Electric Industry Restructuring in
Montana.”
50 Bob Anez, “MPC sketches plan for era of competition,” GFT, 24 December 1996.
51 Charles S. Johnson, “MPC proposes ‘shopping around,”” IR, 24 December 1996.
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recommendations of the regional review, these groups felt some moral obligation to support
it. Finally, despite whatever positive connotations environmentalists might harbor for the
“cooperative” model, in Montana, at least, the co-ops are hardly their ideological brethren.
While cooperatives sound like a progressive force, culturally and historically they have
played a pro-development and often anti-environment role. A look at MECA’s resolutions
on hydropower, wilderness, endangered species, environmental externalities, environmental

mandates, demand side management, and global climate change gives ample evidence of this
philosophy.52 In other words, working with the co-ops could prove equally challenging to

environmentalists as working with MPC and its large customers.

In the beginning weeks of the legislature, numerous meetings took place among
interested stakeholders to try to forge a compromise bill. For a time, the negotiations
looked promising to environmental and small customer advocates. A January 30 draft
prepared by MPC specifically referenced the regional review, and included a mandatory six-

year 3% - 3.37% funding level for public purposes. However, this proposal was quickly
rejected by MECA.53 Shortly thereafter, Republican leadership in the legislature
determined that a dereg bill would be passed that session, with or without the support of
potential critics.>4 In response, the Administration initiated a new set of negotiations, to
which environmental and other public interest groups (and even the PSC) were not
invited.5> The spirit of productive collaboration involving all perspectives had dissolved.

Having learned of the meetings from a tip, groups such as MEIC and MontPIRG attended

anyway. After many hours of continued deliberations, these groups dropped out,

52 http://www.mcn.net/~mtcoop/

53 Most of MECA’s members are located east of the Continental Divide and outside of the
Columbia River Basin. MECA argued fairly convincingly that, as such, they should not be
bound by the recommendations of the regional review.

54 Guest editorial by Sen. Greg Jergeson (D-Chinook), “Report from the Senate,” Havre

Daily News, 10 March 1997. Montana Electric Cooperatives’ Association, “Legislature
moves toward electric industry restructuring,” Rural Montana, March 1997.

55 Guest editorial by Dave Fisher and Danny Oberg, “Experts agree on power
restructuring bill,” GFT, 8 April 1997. Charles S. Johnson, “The passing of SB 390: One
year after enactment, sparks still fly over utility act,” IR, 3 May 1998. Guest editorial by
Patrick Judge, “Legislators listened to MPC, but not to consumers,” GFT, 11 May 1997.
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recognizing that the bill was not going to be one they could support and frustrated that their
concerns were falling on what seemed to them to be deaf ears.

In the meantime, the rural electric cooperatives had taken an abrupt about-face. They
abandoned their plea for a slow, methodical, and open process, and instead began
trumpeting the benefits of the deregulation bill. In part, this reflected the political reality
described above -- either joining the losing effort to oppose a bill (in which they would get
nothing), or embracing the bill and getting a few concessions in return. Opting for the latter
approach, the co-ops obtained desired changes to the Territorial Integrity Act (which they

had brought to the legislature as a separate bill) and the ability to “opt out” of deregulation
which would allow them to maintain their traditional inviolate service areas.>® Like other

utilities, co-ops are authorized to collect stranded costs should they decide to open their
territories to competition. SB 390 also preserved the co-ops’ non-profit status and
independence from PSC control. Finally, co-ops are granted the ability to “collectively

pool their statewide credits to satisfy their annual funding requirements for universal system
benefits programs and low-income energy assistance.”>7 Co-op support of SB 390, then,

is seen by some as a desire to achieve what benefits and protections they could, rather than a
genuine endorsement of deregulation itself. This contention is bolstered by the co-ops’
subsequent unwillingness to join the competitive fray, with only 2 of 26 having done so at
the time of this writing.

Montana-Dakota Utilities (MDU) followed the co-ops’ example, supporting the bill
after having secured special language pertaining to “a public utility currently doing

business in Montana as part of a single integrated multistate operation, no portion of which
lies within the basin of the Columbia River.”58 MDU was allowed to postpone customer

choice in its territory until July 1, 2006 (versus July 1, 2002 for other IOUs).
Without the help of the co-ops and MDU, efforts to oppose the bill became
essentially futile. Nevertheless, a coalition of low-income, senior citizen, consumer, and

environmental groups organized a strong campaign, inside and out of the statehouse, to

56 The Territorial Integrity Act is found at MCA 69-5-101.
57 MCA 68-8-402.

58 MCA 69-8-201.
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protest what they felt to be an unconscionable bill. It was hoped that by bringing their
message to the public, they could rally sufficient grassroots opposition to influence the
outcome (or to at least create pressure for key amendments) -- a daunting task given the

complexity of the bill and a public which was caught largely unaware.

Arguments in Support of SB 390
Meanwhile, proponents of deregulation orchestrated a strong campaign of their own.

Nothing short of a masterful lobbying effort was required to pass this complex and lengthy
bill under enormous time constraints.>9 Normally, in order to stay alive, all bills must pass

out of the house in which they were introduced prior to the transmittal deadline.

But owing to the size and complexity of SB 390, and the lengthy negotiating process by
which it was formed, SB 390 wasn’t even introduced until March 8, more than a week after
the February 26 transmittal. Even so, the bill still needed to make it through committee and
floor hearings in both houses (and subcommittee hearings in the House, as it turned out), all
before adjournment. All told, dozens of votes would be taken on the bill and its
amendments. Once introduced, intensive lobbying quickly yielded 58 cosigners (although
several would ultimately vote against it) along with the primary sponsor, Sen. Fred Thomas
(R-Stevensville). In committee, proponents ostensibly had the task of establishing not only
the need for such a massive bill but its immediate need, especially in light of MECA’s

previous arguments as to the prudence of a ““go slow” approach. In essence, their case was

as follows:60

59 The opposing view was that with the firm commitment of the Republican legislative
leadership (and with the power of having such strong majorities in both houses), the bill was
“greased” from the beginning, a foregone conclusion regardless of the apparent hurdles.
Likewise Butte Democrats, as a matter of record, often vote in parallel with the interests of
the Butte-based company. The deregulation bill was no exception, with every Butte-area
Democrat (and the single Butte Republican) voting for it. Incidentally, MPC executive vice
president and chief operating officer Jack Haffey was a Senator representing Anaconda
from 1981-1987. Many Great Falls Democrats also voted for the bill, following the lead of
Bill Ryan (a former MPC employee) who carried SB 390 in the House.

60 Note that the “pro and con” arguments which follow are presented from the perspective
of those making them at the time of the 1997 session, and do not represent the views of the

author.
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1) “There is no reason to regulate a truly competitive market.”61 Deregulation is

already a reality in the wholesale industry and is inevitable at the retail level as well. Even

PSC commissioner Bob Anderson who opposes the bill has said “It’s not a matter of
whether, but when and how to have customer choice.”02 The question, then, comes down

to whether we proceed with a Montana-crafted solution or wait and let the federal

government control our destiny for us (with a law that would more likely cater to the
influential eastern states than to states like Montana).53 “It is too late to ‘just say no.” . . .
Congress has seen five bills on restructuring that affect the states this session, and if
Montana takes no action, Congress will decide the issue.”04 While SB 390 acts

responsibly by addressing this issue now, it is by no means rash or hasty. It was developed

as the result of a collaborative effort involving more than 100 meetings and the participation

of a broad array of interests.65 It represents a “seamless,” orderly, and gradual transition

to choice thereby avoiding the disruptions of “flash-cutting on day one.”66

2) If we do choose to wait, large industrial customers might take advantage of the
new wholesale rules to go ahead and “Jeave the system” anyway, by switching to alternate
energy suppliers. If they do go before Montana has a deregulation law in place, the utility
will have to recoup its fixed costs from the remaining captive customers. In other words,
large customers could effectively dump their share of stranded costs on the rest of us.

3) And not only can large customers leave, they likely will leave (if not figuratively,

then literally). Although electricity prices in Montana are relatively low, cheaper prices

61 Mike Dennison “MPC president expects good price for facilities,” GFT, 11 March
1998.

62 Charles S. Johnson, “MPC proposes ‘shopping around,”” IR, 24 December 1996.

63 DEQ, "Restructuring the Electric Utility Industry in Montana,” 5.

64 In retrospect, of course, this turned out not to be the case. DEQ, "Restructuring the
Electric Utility Industry in Montana,” 2.

65 Guest editorial by Bob Gannon, “Power restructuring bill doesn’t rip off consumers,”
GFT, 20 April 1997.

66 Bob Anez, “MPC sketches plan for era of competition: If customers switch to other
electric providers, move will have to be gradual, company warns,” GFT, 24 December 1996.

Charles S. Johnson, “MPC proposes ‘shopping around,”” IR, 24 December 1996.
Montana Power Company, “Customer-choice transition plan presented to PSC.” Montana

Energy, August 1997.
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abound in other Pacific Northwest states, particularly for these attractive customers. Also,

other low-cost opportunities are being made available nationally, by abundant natural gas
and low-cost energy conversion technologies.67 Deregulation would facilitate such

opportunities and continue to provide a mechanism for collecting fixed costs from these
industries. The alternative is to let out-of-state suppliers “cherry pick” the large industrials,
in which case Montana would lose these customers’ energy business and also their

stranded cost payments. Before passage of SB 390, many of MPC’s large customers had
already been approached.68 Without offering access to the competitive electricity market, it
will be difficult for the state to attract new industry, let alone to retain existing industry.
Relocating is a surefire way for these industries to escape MPC’s stranded costs. Exported
industries also take with them much needed jobs and tax dollars, a price Montana can ill
afford to pay given its current economy.

4) In addition to being protected from the cost-shifting and other impacts that
would result from large customers leaving, small customers will themselves benefit directly
from competition. Improvements in system efficiency and reductions in regulatory costs
will lower prices for all customers.59 As MPC’s Jack Haffey noted, “After the transition,
consumers would be no worse off, and actually under the rate freeze for the next four years,

better off, than if the bill didn’t pass.”70 Furthermore, small customers will benefit from

innovation and customized services. It is simply not fair to deprive them of the freedom to
choose and the benefits that will flow from that choice.

5) Any problems that develop can be dealt with as we go, by the legislature, the

PSC, or the Transition Advisory Committee (TAC).71 As MPC’s Perry Cole said, “We

67 Jan Falstad, “Enron competes with MPC,” BG, 17 April 1997.
68 Jan Falstad, “Electric-utility deregulation bill sparking controversy,” IR, 13 April 1997.
69 Bob Miller, “House approves deregulation bill,” IR, 16 April 1997.

70 Jan Falstad, “Utility choice bill debated,” BG, S April 1997. Guest editorial by Bob
Gannon, “MPC has a right to sell; legislators shouldn’t meddle,” GET, 15 February 1998.

71 jan Falstad, “Utility choice bill debated,” BG, 5 April 1997. AP, “PSC commissioners
disagree on effects of electrical deregulation,” GFT, 9 April 1998.
39

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



think it’s better to learn by doing than by studying. We’ve already been through the study

pr()cc.=:s,s."72

Arguments in Opposition to SB 390

Opponents to deregulation presented a somewhat different picture, and offered
specific rebuttals to the aforementioned arguments.

1) While it may be true that “there is no reason to regulate a truly competitive

market,” the converse is also true: that “there is no reason to deregulate a truly

noncompeltitive market,” at least until such time as it becomes competitive. While retail

i

e m——— e .

wheeling may in fact be inevitable and even desirable, that day has not yet arrived -- markets
for small customers have simply not yet matured. And as David Ewer pointed out to the

Senate Taxation committee, we are not being left behind; “regional choice is not the law of
the land.”73 PSC commissioners Anderson and Rowe say that “the wholesale power

market (sales to utilities or very large customers) is now starting, but has taken 20 years to

develop. Workable competition for retail customers, small businesses, and residential
customers is a long way off.”74 And Montana may have some time yet before the “self-

determination” window closes. The likelihood for quick action at the federal level is

diminishing rapidly, as is some of the enthusiasm at the state level (thanks in part to early
disappointments in California’s implementation).’> Montana’s own Senator Conrad

Burns, a member of the Senate Energy Committee, indicated the wisdom and likelihood of

Congress moving slowly:

72 Mike Dennison, “Utility reform ‘97 session’s 800 Ib. gorilla,” GFT, 13 January 1997.
73 Charles S. Johnson, “Utility bill sparks debate,” IR, 14 March 1997.

74 Guest editorial by Bob Anderson and Bob Rowe, “Consumers must be protected,” IR,
6 April 1997.

75 Missoulian editorial, “No need for haste in power deregulation,” 3 December 1996.
Missoulian editorial, “Utility deregulation will drag on,” 1 April 1997.
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In the minds of many, whether to deregulate is a foregone conclusion. But to those
who are already on that track, I would say “whoa.” . . . If we determine that
deregulation is in the best interest of the public and our economy, then we can focus

on how to proceed. But it could take a great deal of time.76

If Congress does eventually decide to deregulate, its decisions on how to do so would have
preemptive authority over state laws anyway. And only four states have enacted
comprehensive restructuring laws (California, Pennsylvania, Rhode Island, and New
Hampshire). And as high-cost states, they all have more to gain from deregulation than has
Montana. Nor is it a decision that is reversible, as emphasized in committee by Sen. Fred
Van Valkenburg (D-Missoula), who said, “We're being asked to put in place an economic

earthquake that will ripple across Montana. . . . you can regret in your leisure what you
engaged in at such a rapid pace now.”77

2) The threat of large customers leaving the system prematurely is overstated. In
fact, as end-use customers, it is at this time illegal for them to do so. And to reformulate
themselves as “wholesalers” is not as trivial a task as it might sound. Even assuming that
this threat is a legitimate concern, the remedy is just as easily found in the imposition of exit

fees for companies that leave the regulated system, as it is in complex and sweeping

deregulation proposals.”8 As PSC Commissioner Bob Anderson put it, “we’ve got a 40-

page solution when a couple-of-page bill would do.”79 Exit fees have already been shown
to work. University of Montana professor Tom Power notes that in the natural gas
industry, we have managed to rely on that mechanism for half a decade.80 Even if

“choice’” makes sense for large customers, that does not imply that all customers should be

76 Senator Burns did not, however, oppose faster action at the state level and later endorsed
Montana’s law. Daniel Meisler, “Group urges lawmakers to oppose electric-utility
deregulation measure,” IR, 7 May 1997. The quoted remarks were taken from an address
given to the 1997 Montana legislature.

77 Mike Dennison, “Panel amends, endorses utility bill,” GFT, 22 March 1997,

78 Hardly a new or exotic idea, exit fees had been discussed in Montana since at least
December 1995. Kathleen McLaughlin, “MPC plans restructuring,” IR, 12 December
1995. Smeloff, 126.

79 Mike Dennison, “Consumer advocates to line up against utility restructuring bill,” GFT,
13 March 1997.

80 Later, this approach would also be used as part of the repealer initiative discussed in
Chapter 6. Guest editorial by Thomas M. Power, “Put brakes on MPC,” GET, 5 February
1998.
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dragged into a competitive environment before market adequately developed. Other options

should be explored that rmght better address the concerns of both types of customer. 81

e —— o T T e et et e

3) The relocation argument is really just a time-worn scare tactic. Throughout
Montana’s history, industries have repeatedly threatened to leave the state if various
environmental laws were enacted, but have rarely done so. In this instance, the argument
neglects the costs associated with relocation and the reality that Montana is already a low-
cost region which limits the potential savings that could be achieved by moving.

One example proponents use to illustrate the reality of competition in the state is the
Advanced Silicon Materials, Inc. plant in Butte. ASiMI, as it is known, will eventually be a
$500 million manufacturing plant that produces silicon chips for computers. When

finished, the plant will employ 275 workers and will be MPC’s largest customer, using

about 100 MW (roughly twice as large as its former top account the 48-MW Stone

—— — s e T T T

Contamer facility in Missoula).82 But the ASiMI plant just as easnly serves as an example

et

of why SB 390 is not needed. It is true that MPC’s competitive electricity rates were a

major drawing point when ASiMI was deciding where to locate. But it is also true that these
rates were arranged under the current system of regulation -- a testimony to its flexibility.83

And because the competitive rate offered by MPC depended upon PSC approval, the
commission was able to review it to make sure it was not being subsidized by other MPC
customers. Similarly, the example of the Columbia Falls Aluminum Company (CFAC)
switching from BPA to the Flathead Electric Co-op is a special case because of CFAC’s
distinction as the state’s only DSI. And in this case, the company switched to a Montana

utility, not from one (which is the primary concern). In both instances, the companies ended

81 See the discussion of the portfolio model (“dereg lite’’) in Chapter 6, under “The Small
Customer Buying Cooperative.”
82 Guest editorial by Fred Thomas, “State proactive in electric restructuring,” BG, 9 April

1998. Malone, Montana: A Contemporary Profile, 20. John Stucke and Charles S.
Johnson, “State’s largest power users researching costs before switching,” IR, 5 July
1998. Personal telephone conversation with Will Rosquist, PSC, 4 August 2000.

83 Mike Dennison,“Critics say MPC ad is misleading,” GFT, 18 June 1998.
In fact, some contend that without the financial assurances enjoyed by utilities under
regulation, subsidized rates aimed at attracting industry will be jettisoned just as subsidized
rates for low-income customers are threatened. Brennan, 131.
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up being served by the utility that they would have been based on geographic service
territories.
4) The “clamoring for choice” that deregulation proponents talk about is really

only coming from large customers. David Ewer captured the sentiments of many legislators
in observing, “Nobody in my district is asking for choice.”84 All told, there is very little

evidence that ordinary Montanans are demanding the opportunity to choose -- a
fundamental piece of the puzzle which seems to be missing. It seems equally plausible that
Montana’s small customers are in fact quite satisfied with the status quo, which happens to
be low-cost, reliable power. Tom Power attested, “I haven’t seen one shred of evidence that
small customers want [choice] or that it would be particularly good for them. So why do we

want to force them to spend more time and energy on this [decision], rather than spending
their time fishing or hunting or reading to their children?’83

5) While there may be occasion to alter the course of deregulation in the future,

many decisions in the bill simply cannot be revisited; you cannot simply ‘‘put the genie

back in the bottle once you pass this bill,” as David Ewer said.86 The issue demands that

we get it right the first time.87

Another Opposition Argument -- Stranded Benefits

In addition to these rebuttals, one area in particular stood out as a central rallying

point for opponents to SB 390, that being the issue of stranded benefits (treated in Section
22 of the bill).88 Stranded benefits are environmental and low-income assistance programs

(also known as public purposes) “that were funded and operated by regulated utilities but

which are likely to be abandoned to make the supporting utilities more competitive with

84 Jan Falstad, “Utility overhaul is goal,” BG, 12 March 1997.

85 Mike Dennison, “Critics slam company for quitting sale of electricity,” GFT, 28 August
1998.

86 Bob Miller, “House approves deregulation bill,” IR, 16 April 1997.

87 Even MPC’s Perry Cole said, “It’s like landing an airplane -- you can’t make
mistakes.” Bob Anez, “MPC sketches plan for era of competition,” GFT, 24 December
1996.
88 MCA 69-8-402.
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other market participants that have no such responsibilities.”89 Because of the diversity of

interests affected by these programs, this issue helped unify the opposition. And as one of
the bill’s more controversial (and comprehensible, as it turned out) sections, it provided an
effective tool for galvanizing public sentiment. It is appropriate to examine this section here,
because it bridges the consumer and environmental concerns discussed in later chapters.
The term “stranded benefits” should not be confused with the terms “stranded costs” or
“stranded assets” (which are synonymous).

While programs supporting energy conservation, renewable energy, low-income
weatherization, and low-income bill assistance were traditionally required under regulation,
they may well be “stranded” by the move to competition. This move has led some utilities
to abandon or significantly curtail their commitment to these public benefit programs (also
known as “public purposes”), despite their long-term economic, social, and environmental
benefits. In a deregulated environment, utilities place a greater emphasis on short-term
financial considerations as they attempt to be as lean and competitive as possible. Drastic
cutbacks in environmental and low-income programs can occur even prior to the passage of
restructuring laws, a process known as “virtual deregulation.” In 1996, for example, the
Montana Power Company reduced its conservation budget by 70% (see figure 1, page 19).

Acknowledging the threat that competition poses to these programs, SB 390
established a “universal system benefits charge” (USBC), equal to 2.4% of each utility’s
1995 annual retail sales in Montana. The charge (which would be collected by the

distribution utility) was to appear on consumers’ bills beginning January 1, 1999 and

89 DEQ, "Restructuring the Electric Utility Industry in Montana,” executive summary. In
Montana, these programs include demand-side management (DSM - see “Conservation™
in Chapter 4 and “Conservation / DSM -- Public Purpose Funding” in Chapter 5),
renewable energy supports, and the “inclusion of environmental costs in utility resource
decisions,” which is known as integrated resource planning or IRP (see Chapter 5 for a
more thorough discussion of these programs). Low-income programs include not only
direct bill assistance and weatherization, but discounts and “prohibitions against winter
service cutoffs.” DEQ, "Restructuring the Electric Utility Industry in Montana,” 8. MPC
programs include: Efficiency Plus Home Energy Audit, Free Weatherization (for
customers below 150% of Federal Poverty Guidelines), and a 15% low-income discount
federally funded by the Low Income Energy Assistance Program (LIEAP). Montana
Power Company, “Explaining the Universal Systems Benefit Charge (USBC),” Montana
Energy, June 1999.
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continuing until July 1, 2003 (4.5 years).90 The rationale behind a sunset date is that such
benefits may one day flow from the market itself, becoming “free-standing, self-sustaining
and self-financing.”®! In the case of renewable energy, declining prices may reach the

point where such subsidies are no longer needed.

While supportive of the USBC concept, environmentalists criticized this section of
the bill on several grounds. They urged a funding level greater than 3% and for a longer
duration, in accordance with the regional review’s recommendations. And whereas the

regional review’s funding level was established as a constant percentage, able to grow with
increases in regional retail sales, Montana’s was a frozen dollar amount.?2 Note too that

the region’s 3% figure does not include direct low-income energy bill assistance, while
Montana’s 2.4% does. The regional review separated this category out, and called for

additional funds to continue “the energy system’s historic role in providing energy bill
assistance,” thereby maintaining current levels.93 According to the regional review, $39
million was spent on bill assistance in the Northwest in 1995, $16 million of which came
from utilities (representing 0.23% of retail sales).94 The report recommended that the 3%+

standard should be met by July 1 1997 and for ten years thereafter, at which time it would
be reevaluated. Each of the four states (Montana, Washington, Oregon, and Idaho) was to

pass legislation by July 1, 1999 requiring its electric utilities to meet the standard. Itis

90 Asa “nonbypassable lines charge,” the charge could not be avoided by simply
switching suppliers. All electricity customers in the state would pay it, regardless of
whether or not their utility had entered the competitive arena. This arrangement (versus a
charge collected by the supply companies) makes sense, as it might prove difficult to require
non-utility generators to collect and remit these funds. Regulator-mandated DSM creates a
patchwork system of funding that is inappropriate in a competitive environment as it would
grant an advantage to those energy suppliers that do not support these activities. DEQ),
"Restructuring the Electric Utility Industry in Montana,” 8-9. Another advantage of
designating the USBC a “lines company charge” is that the distribution utility is
guaranteed recovery from a captive customer base, and is not in the position of having to cut
costs in order to be competitive.

91 DEQ, "Restructuring the Electric Utility Industry in Montana,” 9.

92 The regional review translated the 3% into a dollar figure for 1995 only for the sake of
comparison. Montana’s law, in contrast, firmly established its funding level as a percentage
of 1995 sales with no adjustments for inflation or increased sales.

93 Collins, "Comprehensive Review," 25.

94 Collins, "Comprehensive Review," 21.
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feared that the effect of Montana’s shortfall will be magnified if the other states of the
Northwest follow suit.93 Nonetheless, environmentalists found themselves in the

uncomfortable position of advocating a figure which they had only agreed to as part of a
grudging compromise. Suddenly, what was to them the floor funding level had somehow
been transformed into a ceiling, the highest figure they had any chance of getting. Arguing
from a position of political weakness, their goal was to defend the 3% and the good faith
process that had produced it. But any further weakening became wholly unpalatable. And,
as they learned, there was a great deal of difference between a solid 3% and a “swiss
cheesed” 3%, hollowed out by qualifications. The fierce controversy over the regional
review’s recommendations was somewhat baffling to environmentalists, because of the
relatively small amounts of money involved. According to an MPC bill insert, of the $47

the typical residential customer pays each month, only $1.05 would go to USB programs,
whereas $11.50 would go to stranded costs. 26

Representatives of the public interest community took strong exception to a series of
provisions limiting the universal system benefits obligations of large industrial customers,
provisions they maintained were emblematic of the bill’s overall bias in favor of big
business (see “Preferential Treatment” in Chapter 3). The first such objectionable
provision is the exceptionally vague statement that “(6) An individual customer may not
bear a disproportionate share of the local utility’s funding requirements, and a sliding scale
must be implemented to provide a more equitable distribution of program costs.” The next

provision reads as follows:

95 At the time of this writing, it appears that Washington and Oregon may indeed move
forward with 3% funding levels. Danielle Dixon, “WA Considers System Benefits
Standard,” and Steven Weiss, “Oregon Presents Draft Restructuring Rules,” Northwest
Energy Coalition Report, February 2000.
96 Montana Power Company, “What effect will customer choice have in the years to come
-- Expected Breakdown of a Typical Unbundled Bill,” Montana Energy, June 1997.

46

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



(7) (a) A customer with loads greater than 1,000 kilowatts shall:

(1) pay a universal system benefits program charge equal to the lesser of:

(A) $500,000 less the customer credits provided for in this subsection (7); or

(B) the product of 0.9 mills per kilowatt hour multiplied by the customer’s kilowatt
hour purchases, less customer credits provided for in this subsection (7);

(ii) receive credit toward that customer’s annual universal system benefits charge
for internal expenditures and activities that qualify as a universal system benefits
program expenditure and these internal expenditures must include but not be limited
to:

(A) expenditures that result in a reduction in the consumption of electrical energy in
the customer’s facility; and

(B) those portions of expenditures for the purchase of power at retail or wholesale
that are for the acquisition or support of renewable energy or conservation-related
activities.

(b) Customers making these expenditures must receive a credit against the
customer’s annual universal system benefits charge, except that any of those
amounts expended in a calendar year that exceed that customer’s universal system
benefits charge for the calendar year must be used as a credit against those charges
in future years until the total amount of those expenditures has been credited against

that customer’s universal system benefits charges.97

The first thing to note is that SB 390, here and elsewhere, distinguishes between

ordinary customers and customers that have “loads greater than 1,000 kilowatts,” which
serves as an effective definition for “large industrial customer.”®8 The perks that such

customers enjoy under this section are several. First, there is a two-tiered rate cap. In no
instance can any customer pay more than $500,000 in a year. And in no instance can the
customer pay more than 0.9 mills per kilowatt hour. The 0.9 mill standard would apply to
customers using between 1 Megawatt and 63.4 Megawatts (in other words all large
customers in the state other than CFAC and eventually ASiMI-- see Chapter 5,
“Deregulation Stalls”). Therefore, the $500,000 limit would apply only to CFAC (where it

would work out to 0.165 mills) and ASiMI (where it would be equivalent to 0.571 mills).99

It is useful to contrast these figures with the USB obligation of residential
customers. In September 1999, when MPC’s bills were first itemized (or “unbundled”) to

show individual charges, the USBC was 1.334 mills per kilowatt hour (about 50% higher

97 MCA 69-8-402.

98 By contrast, the average Montana family uses about 1 average kilowatt of power. A
kilowatt is a rate of energy consumption, whereas a kilowatt-hour is a quantity of energy.
Therefore, a home which uses 1 kilowatt of power, consumes about 9000 kilowatt-hours per
year (because there are 8760 hours in a year). Energy = Power * Time

99 $500,000 / (345,000 kw * 8760 hours) = 0.165 mills.
$500,000 / (100,000 kw * 8760 hours) = 0.571 mills.
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than industry’s 0.9 mills, and more than eight times the “rate” paid by CFAC). For the
average residential customer, who uses 750 kwh and pays approximately $50 per month,
this comes out to exactly $1 per month (or about 2% of the customer’s total bill, close to
the 2.4% suggested by the standard). A basic inequity arises for a commercial customer
using, for example, one Megawatt of power. If charged the 1.334-mill rate, the obligation
would be about $11,686, the same as a customer using 1.482 Megawatts and paying the
0.9-mill rate! Similarly a 1.001 Megawatt customer would pay the same as a 675 kwh
customer ($7,892).

Subsection (7) also grants large customers credits for their internal expenditures.

This credit, which was later predicted to consume approximately 30% of USB funds, was
opposed on a number of grounds.loo First, it did not seem fair that a factory could skate

on a portion of its USB obligation by means of an internal efficiency improvement while a
residential customer could receive no such credit for, say, buying a compact-fluorescent
bulb. Second, internal investments in energy efficiency pay for themselves over time and
are sound business decisions already. As such, companies are allowed to waive their USB
contributions because of actions that make sense anyway, and which need no subsidy.
Third, low-income interests opposed the credit because this use of USB funds is 100%
allocated to conservation. Fourth, with the ability to roll funds forward, a company could
conceivably opt out of this charge for a decade or more with a one-time retrofitting
investment. Finally, the credit system poses significant verification issues.

On the other hand, the Natural Resources Defense Council (NRDC) pointed out
that from an environmental perspective the credit represents a legitimate use of USB funds.
It is with these large industries that the greatest opportunity for conservation gains can be

had, and at the least cost. And environmentalists had agreed to the general concept of
credits as part of the regional review compromise. 101

MPC’s Perry Cole said that without these various exemptions, the funding levels
would be too burdensome for businesses that operate in “a very competitive marketplace.”

Consumer advocates were perplexed as to how such industries could have a more difficult
100 Jan Falstad, “Changes urged to aid small electricity users,” BG, 16 November 1997.

101 Rachel Shimshak and Peter West, “Testimony of the Renewable Northwest Project to
the Montana Senate Taxation Committee,” 13 March, 1997.
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time paying their share than ordinary Montanans. Nor were their sympathies stirred by the

recollection of group agreement held by Mr. Cole: “We thought we heard the group say,
*Yeah, Columbia Falls, you should be treated differently.”102 Even NRDC (which was

probably the most conciliatory environmental group involved) was adamant on this point,
including as an explanation to a proposed amendment language reading in all caps, “NRDC

DOES NOT SUPPORT LEGISLATIVELY SPECIFYING CAPS ON LARGE
CUSTOMER PUBLIC-PURPOSE CONTRIBUTIONS.”103
In defense of the standard, proponents of SB 390 noted that the 2.4% USBC

represents an increase over current funding levels. For MPC, 2.4% is equivalent to $8.6
million annually, which exceeds the 1996 ($4.4 million), 1997 ($5.7 million), and 1998 ($7

million) levels. In 1995, however, the utility spent $11.5 million, the culmination of a build-
up lasting at least five years (see figure 1, page 19). 104 The 2.4% represents an increase in
funding levels for many if not most co-ops. SB 390’s supporters contended that
opportunities for cost-effective conservation and renewables are currently limited

(particularly for many co-ops), because of the low prices generated by natural gas

combustion turbines and low-cost power surpluses. Cost-effective options will continue to

102 Charles S. Johnson, “Enviros say new utility law ‘sweetheart’ deal for MPC,” IR, 14
February 1997.
103 NRDC’s proposed amendments to SB 390 written by Deborah Smith, 3rd reading

copy, 10 April 1997.

04 A report issued in the year 2000 by MPC showed that of the $7.8 million collected,
$2.7 million (35%) was used by large customers for efficiency improvements in their own
facilities, $1.7 million (23%) went to low income bill assistance and weatherization,
$800,000 went to the Northwest Energy Efficiency Alliance for market transformation, $2.1
million was spent on conservation and renewables, and $500,000 was retained by the
company for administrative costs. “Around the Region,” Northwest Energy Coalition

Report, June 2000.
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diminish if competition further lowers prices.105 Co-ops also resisted the regional

review’s proposed funding level on the grounds that most Montana co-ops do not even fall
within the geographic boundaries of the Pacific Northwest region (which is thought of as
encompassing the Columbia River Basin and therefore only the portion of Montana west of
the Continental Divide). Finally, they wished to maintain their strong tradition of
democratic self-reliance and self-governance. If co-op customer-members feel that

additional conservation funds are warranted, they can always express that desire through
their elected boards of directors. 106

The USBC was also heralded for its ability to bring greater consistency to public
benefits programs. DEQ observed that under regulation, “coverage is incomplete (e.g. low-
income co-op members do not receive the same programs or benefits under those

programs) and the costs are not spread evenly or equitably (electricity bills are not
necessarily correlated with ability to pay).”107 In other words, both benefits and costs
depend upon geography.

Beyond Montana’s USBC, broader implications of virtual deregulation and

stranded benefits have been pointed out. The effects of cost-cutting, for example, can

105 DEQ, "Restructuring the Electric Utility Industry in Montana,” 9. Charles S. Johnson,
“Enviros say new utility law ‘sweetheart’ deal for MPC,” IR, 14 February 1997.

Note that by the summer of 2000, such surpluses no longer existed in the Pacific
Northwest. In fact, there was a 3000-Megawatt deficit due to a number of long-term and
short-term factors which together have increased demand, reduced supply, and increased
price. Population growth and unusually warm weather this year have increased demand
while a late runoff and drought conditions have limited hydroelectric capacity. Furthermore,
several major coal-fired plants have been out of commission due to routine maintenance and
break downs. And conditions in the Northwest usually intensify, not improve, during the
winter months due to higher heating and lighting demands and declining power production
from hydroelectric dams. High natural gas prices also contributed to the price spikes. Bob
Anez (AP), “Experts to meet over soaring rates: Escalating electricity rates attributed to hot
weather, no rain and plant failures,” IR, 1 July 2000. AP, “Northwest may experience
energy shortage this summer,” IR, 1 March 2000. Bob Anez (AP), “Experts to meet over
soaring rates: Escalating electricity rates attributed to hot weather, no rain and plant
failures,” IR, 1 July 2000. AP, “High demand, low supply mean astronomical prices for
energy,” GFT, 30 June 2000. AP, “Utilities scrambling for power: Last week’s power
shortage that hindered the Northwest calling attention to region’s potential for major
blackout,” IR, 3 July 2000. Mark Glyde, “’Perfect Storm’ Jolts Northwest Power Grid,”

Northwest Energy Coalition Report, July 2000.

106 DEQ, "Restructuring the Electric Utility Industry in Montana,” 5.

107 DEQ, "Restructuring the Electric Utility Industry in Montana,” 9.
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extend far beyond environmental and low-income programs. Between 1988 and 1997,

Montana witnessed the first “stranded human costs” of deregulation as MPC reduced its
workforce by 700 employees, down to 1925.108 According to Amory Lovins, such layoffs
are the inevitable result of a tendency, created by deregulation, to “treat employees as
liabilities rather than assets.”109 Equally distressing is the possibility that safety will be
compromised (perhaps a greater concern outside Montana at the nation’s 112 nuclear
power plants).1 10 Cost-cutting under a competitive regime may also take its toll on
research and development programs, including cooperative ventures like the Electric Power
Research Institute (EPRI).111 Social and environmental programs, employment, safety, and

research -- all may be sacrificed to some extent by the transition to a competitive
environment. The emerging short-term focus causes Peter West of the Renewable

Northwest Project to worry that “restructuring will mean a race to the bottom, the cheapest

price and nothing more.” 112

Another Opposition Argument -- Process

Perhaps most frustrating to opponents of SB 390 was the political process that led
to its passage. Montana would become the first, and perhaps only, state to pass such a bill
in a single session of the legislature, without having first formally studied it.113 One

Associated Press article described a Senate floor debate in which opponents “‘chided the

GOP majority for embracing an industry-written bill and rushing it through the Legislature
108 jan Falstad, “Electric-utility deregulation bill sparking controversy,” IR, 13 April
1997. Three years later, an article reported “At present, Montana Power has 2,500
employees, including 934 in Butte, down from its peak of 4,000 workers. Touch America
has 200 employees. . .” Charles S. Johnson, “MPC to sell all remaining energy assets,”
IR, 29 March 2000.

109 Smeloff, xi.
110 Kraushaar, 107.
111 Brennan, 131.

112 Mazza, “How the Northwest Can Lead a Clean Energy Revolution,” An Atmosphere
Alliance Special Report, 17.
113 Incidentally, Montana is also thought to be the first state to deregulate both electric and
gas, which is thought by many to be an advantage over other states. Personal conversation
with Jim Morin, Energy West, 2 September 1999.
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GOP majority for embracing an industry-written bill and rushing it through the Legislature

in a matter of weeks. The Democrats argued that such complex issues deserve longer, more
thoughtful study and a legitimate opportunity for the public to get involved.”114 Another

columnist put it more bluntly, “No legislator supporting the deregulation bill could explain
anything about it without help from the Montana Power Company. The debate on the
Senate floor was pure ventriloquism. The simplest question would send a supportive

senator scurrying to the gaggle of MPC lobbyists outside the chamber to get the next piece

of script to recite.” 113

These quotes touch on a number of important themes regarding process. The first
pertains to the development of the bill itself -- that is, whether SB 390 was a “‘power
company bill” or a “consensus bill.”116 On one occasion MPC’s Jack Haffey argued,

“it’s not appropriate to characterize it as something that is other than a balanced, equitable
bill that was reached by a consensus group.” This statement, ironically, came as a response
to a press conference condemning SB 390 as “MPC’s sweetheart deal for industry” --
hardly the stuff of which consensus is made. MPC’s April 1997 bill insert similarly
confuses participation with support:

The restructuring bill reflects a product that involved participation by electric
providers like Montana Power, rural electric cooperatives, Pacific Power and Light,
Montana-Dakota Ultilities, as well as customer groups, several environmental and
low-income groups, state policy leaders and others. The Montana Public Service

Commission (PSC) also supports the pill 117 (Emphasis added.)

In light of their strong protests against the bill, opposition groups (including the
environmental, consumer, low-income, senior citizen, and other groups listed in Appendix

A) felt that this use of the word “consensus” was a gross abuse of language. They

114 [ en Iwanski, “Senate advances bill to deregulate electric utilities,” GET, 26 March
1997.

115 Column by Mary Sheehy Moe, “A study in organized hypocrisy,” IR, 8 July 1998.

116 Mike Dennison, “Utility restructuring bills expected to spark fight,” GFT, 14
February 1997. Kathleen McLaughlin, “Low-key Thomas carries weighty issues,” IR, 24
March 1997. Bob Miller, “Utilities urge passage of electric industry changes,” GFT, 14
March 1997. Jan Falstad, “Enron competes with MPC.” BG, 17 April 1997.

117 Montana Power Company, “Legislature considers electric restructuring bill,” Montana
Energy, April 1997.
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maintained that you either have consensus or you do not, that you cannot have *“pretty much
of a consensus.”118

While it is true that the bill was primarily drafted by MPC lawyers, it is also true that
there was considerable input from other sources. And while many different perspectives
were represented at various stages of the process, the degree of influence these voices had
varied greatly, as a function of their current political and economic clout. Therefore, while it
is certainly fair to say that MPC collaborated with other groups, it is wholly unfair to declare
the result a consensus product. A related concern held by opponents was the incredible
disparity in resources between those lobbying for and those lobbying against SB 390.
MEIC charged that MPC had won the “triple crown of corporate influence” at the 1997

legislature, “with the most lobbyists, the greatest lobbying expenses, and the biggest
contributions to legislative candidates” (see Appendix A).119 Opposition groups also felt

that parties which ought to have been strong allies had failed them, again because of

reigning political forces (various charges of conflict of interest also arose during the
session, because of key legislators’ business ties with MPC).120 For example, initially it

looked as if the Montana Consumer Counsel would oppose a deregulation bill at the 1997
legislature. MCC had participated in the PSC’s inquiry into restructuring in 1996. At that
time, MCC (as paraphrased by the PSC) was not convinced “that retail direct access will
produce significant benefits for Montana consumers. MCC asserts that most of the
efficiency gains will come from competition in wholesale markets. MCC agrees that there

are benefits from greater customer choice, but asserts that the level of consumer choice

could be greatly increased with the present regulatory structure.” 121 Also, prior to the

118 Charles S. Johnson, “Enviros say new utility law ‘sweetheart’ deal for MPC,” IR, 14
February 1997. MPC would again encounter similar criticism for the inappropriate use of
the term “consensus’” in describing the PSC’s jurisdiction over the sale of MPC’s
regulated delivery business. Mike Dennison, “PSC: Law change needed to monitor MPC
sale,” GFT, 28 April 2000.

119 patrick Judge, Montana Environmental Information Center, “The Human Rights Hour
with Albert Niccolucei,” Carroll College Radio, 14 April 1998.

120 BG editorial, “Legislators cannot serve dual masters,” BG, 8 March 1998. Mike
Dennison, “Who is watching watchdog?” GFT, 21 March 1997.

121 pepartment of Public Service Regulation before the Public Service Commission of the
State of Montana, “Notice of Commission Action,” Docket No. D95.7.96, 21 May 1996,
6-7.
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PSC’s narrow endorsement of SB 390, its restructuring staff had unanimously urged the

commission to “recommend to the 97 legislature that it pass a study bill on restructuring,”
with the intent of moving to customer choice by December 31, 1999.122

Undoubtedly, the most frustrating aspect of the passage of SB 390 to environmental
and consumer groups was the mischaracterization of their position. Early in the session,

meetings between MPC and newspaper editorial boards generated a number of unqualified,
glowing endorsements.123  An editorial by the Bozeman Daily Chronicle read, “The lack
of any significant opposition to SB 390 so far indicates the [bill} may in fact address most
of the potential concerns.”124 While more effective media relations on the part of
opposition groups prevented further such statements by the press, proponents never
abandoned their strategy of portraying the bill as “consensus.” 125

A second issue, mentioned earlier, was that of speed. The Great Falls Tribune was
sharply critical of this aspect, going so far as to warn (prophetically) of the possibility of a
citizen backlash in the form of initiative campaigns:

This bill may not get adequate scrutiny. And legislators should have learned in the
1995 session that they must understand the issues they are voting on. Their
changes in the water quality laws were responsible for the introduction of Initiative-
122 and the multi-million-dollar battle between miners and environmentalists last
year. A poor decision on power deregulation this session could be nearly as

traumatic. 126

122 pSC Electric and Gas Restructuring Staff, “Memorandum to Commissioners,” 19
December 1996, 1.

123 Bob Anez, “Bill shields electricity users,” Montana Standard, 11 March 1997.

Bob Anez, “Measure intended to protect electrical consumers,” GFT, 11 March 1997.
Bob Anez, “Bill protects customers from unfair utility costs during deregulation,” IR, 11
March 1997. IR editorial, “Deregulation bill needed,” IR, 12 March 1997,

BG editorial, “Montana Power looks to the future,” BG, 16 March 1997.

124 BDC editorial, “Open market for electricity is in consumers’ best interest,” BDC, 13
March 1997.
125 pave Fisher and Danny Oberg, “Experts agree on power restructuring bill,” GFT, 8
April 1997. Rep. Bill Ryan (D-Great Falls), Floor debate in Montana House of
Representatives, 15 April 1997.
126 GFT editorial, “Power deregulation bill comes too late this year,” GFT, 9 March 1997.
GFT editorial, “Power play: Take time to study utility deregulation,” GFT, 26 March
1997.
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The Missoulian had a similar take, before, during, and after the legislature. 127 sB

390 did not represent the slow and deliberate approach the editorial board had urged. In
March 1998, the paper wrote:

[W]hat is good in concept may be wretched in detail. How and when you
deregulate matters a great deal. The Montana Legislature, not generally known for
its radical innovation, chose, for reasons that defy comprehension, to be among the

first states in the nation to deregulate the electricity business. 128

For ammunition on this issue, both sides drew comparisons to other states. While
proponents were emphasizing the number of states considering deregulation (and their
populations, as most of the activity was occurring in populous states), opponents stressed
the caution exhibited by Montana’s neighbors. Thomas Power wrote in a guest editorial:

The adventuristic nature of this legislation is made clear by the refusal of the other
states in the Pacific Northwest, the Rocky Mountains, and the Great Plains to follow
suit. . . . The approach being taken in other states has been to first assure that all of
the benefits for customers are wrung from wholesale competition. This has
included finding ways of providing access for large industrial and commercial

customers, who are more like wholesale customers anyway. 129

The speed issue represented two conflicting philosophies. One camp believed that the risks
of going slow exceeded the risks of embracing change. They believed that fundamentally,
deregulation would work, and that problems and kinks could be addressed as they arose.
The other camp believed that the risks of moving too quickly were substantial enough to
postpone action, at least until adequate safeguards were in place, that “the time to protect

Montanans from the uncertainties of electric deregulation is before, not after,
deregulation.” 130 This approach would later be taken by the State of Washington, which

put consumer and environmental protections in place before ever passing a deregulation law.

Unlike his Montana counterparts, a spokesman for a Washington utility captured this more

127 Missoulian editorial, “No need for haste in power deregulation,” Missoulian, 3
December 1996. Missoulian editorial, “Utility deregulation: sooner or later?”” Missoulian,
16 March 1997. Missoulian editorial, “State, communities should sort our power plays,”
Missoulian, 13 January 1998. Missoulian editorial, “Point of no return approaching for
deregulation,” Missoulian, 22 March 1998.

128 Missoulian editorial, “Point of no return approaching for deregulation,” Missoulian,
22 March 1998.

129 Guest editorial by Thomas M. Power, “Put brakes on MPC,” GFT, 5 February 1998.

130 Letter from legislators to Cooney asking for a special session, 23 April 1998.
AP, “Deregulation foes again push for special session,” BG, 23 April 1998.
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conservative approach: “We’re a little disappointed that it hasn’t been moving forward

more quickly. But, in the same respect, we don’t want to make mistakes. We want to do it
correctly. These are huge questions.”131

One final objection, brought by commissioners Anderson and Rowe, was that the

bill “locks in place too many detailed decisions,” not allowing the PSC enough flexibility
to deal with changing, unforeseeable conditions.132 On the other hand, critics claimed that

while the bill may be too prescriptive, it also leaves too many unanswered questions (which
is not as paradoxical as it might sound -- an obvious result of attempting to lay out too
many details in too short a time). The legislature delegated major unresolved issues to the
existing Revenue Oversight Committee (which was to perform a study of the tax impacts

and make recommendations to the 1999 legislature) and the newly created Transition
Advisory Committee (TAC). 133

The TAC is an interim legislative committee charged with studying and reporting on
the status of electric utility restructuring. Among its most important tasks is to determine
(near the end of the four-year transition period) whether or not effective competition exists
for small customers and to make recommendations regarding the need for additional
consumer protections. The TAC is also empowered to make recommendations regarding
the universal system benefits program.

The TAC consists of eight legislators (balanced by house and party, but selected by
Republican leadership), seven gubernatorial appointees, and five others. In addition to
meetings of the full TAC, several subcommittees (USBP, education, PSC liaison, etc.)
formed and met throughout the first interim. The TAC has fallen under criticism as a venue
for resolving issues of concern to opponents of deregulation. They charge that the TAC: 1)
is powerless in that it can only make recommendations, 2) performs functions more

properly carried out by the PSC, and 3) is biased, as all of its voting members (the eight

131 Mike Dennison, “Is Montana a bold pioneer or guinea pig?” GET, 22 February 1998.

132 Guest editorial by Bob Anderson and Bob Rowe, “Consumers must be protected,” IR,
6 April 1997.

133 MCA 69-8-501.
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legislators) voted in favor of SB 390. Based on these points, environmental, senior citizen,

and labor groups staged a walk-out of the TAC in April 1998 (see Chapter 6).

SB 390 Amendments and Passage
In the end, despite the tight time schedule, proponents succeeded in ushering their
bill through the statehouse, but not without first undergoing a lengthy amendment process.
Before passing out of the Senate Tax Committee on March 21, approximately 75 changes
were approved, including an extension of the rate moratorium from 2 to 4 years which was
one of the amendments Governor Racicot had made a condition for his support.134 In

another amendment, universities succeeded in getting special language to combine their

loads to qualify as a large customer.133 In this committee, only Republican amendments

passed. 136

On the Senate Floor, one important amendment, which was offered by Sen. Barry

Stang (D-St. Regis), would have established a range for the USBC between 2.4 and 3%, to
be determined by the PSC (in the case of IOUs) or by a co-op’s governing board.137 A

slight improvement, this amendment made it conceivable that utilities like MPC would
support public benefits programs more generously. After failing in the Senate, this
amendment was later offered by Rep. Joe Quilici (D-Butte) in an effort to gain

environmental support for the bill. Yet because of the bill’s other flaws, and the failure of

134 See MCA 69-8-211. While in general the amendment strengthened the rate
moratorium, it also added a number of exceptions to it. The first two years of the rate
moratorium applies to all charges, while the second two years applies to energy supply costs
only. Rate increases were in fact filed in 2000 for energy delivery costs. An MPC official
described the increase as a “catch-up filing.” Presumably this did not mean that the
company was recouping all the savings customers acquired under the rate moratorium over
the preceding two years, a situation which would run seriously counter to the spirit of the
rate moratorium. Charles S. Johnson, “MPC requests rate hike,” IR, 12 August 2000.
Mike Dennison, “Panel amends, endorses utility bill,” GET, 22 March 1997.

Charles S. Johnson, “Utility bill sparks debate,” IR, 14 March 1997.

135 MCA 69-8-103 (6). Jan Falstad, “Utility choice bill debated,” BG, 5 April 1997.
136 Charles S. Johnson, “Panel clears utility deregulation,” IR, 22 March 1997.

137 Guest editorial by Bob Anderson and Bob Rowe, “Consumers must be protected,” IR,
6 April 1997.
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this amendment to create a solid 3%, environmental interests were unswayed. 138 When
these interests honestly told the committee that although they supported the amendment it
was not enough to gain their endorsement of the bill, the amendment promptly failed. 139

In a disingenuous political move, environmentalists were later accused of killing the
amendment.

The House Appropriations subcommittee considered an additional battery of
amendments, rejecting dozens of consumer-oriented changes proposed by Representatives
David Ewer and John Cobb (R-Augusta). One exception was a change (that was approved)
to remove a possible barrier to aggregators. Another amendment (one of the few that MPC

indicated it could live with) to eliminate the open-ended definition of transition costs (“‘costs

that include but are not limited to”) failed on a tie vote. 140 All in all, 51 of 216 drafted

changes were adopted. 141

One amendment that did pass changed the low-income USB allocation from an
exact value of 17% (of the 2.4%) to a minimum of 17% (although low-income
weatherization was brought under this category). Environmentalists were concerned that a
utility could conceivably spend all of its USB monies on low-income, and none on
conservation (other than the conservation represented by low-income weatherization) or
renewables. In response to this concern, Representative Ewer attempted to amend the bill, in
both the Senate and the House, to designate specific allocations for the different categories

of public purposes (as had the regional review), thereby preventing infighting between these

interests. 142

138 Note too that this amendment would have perpetuated the patchwork system of costs
and benefits that currently characterizes public benefits programs.

139 In an earlier press conference, they had opposed the bill even when the figure was still
at 3%. Charles S. Johnson, “Enviros say new utility law ‘sweetheart’ deal for MPC,” IR,
14 February 1997.

140 MCA 69-8-103.

141 Many of the unsuccessful amendments were tried again on the House Floor on April
15, all with the same result.

142 MCA 69-8-402. Collins, "Comprehensive Review,"” 23.
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The final legislative history of the major votes taken on SB 390 is as follows:

Date Action For Votes Against Votes
March 8, 1997 Introduced

March 26, 1997 Passes Senate 36 (32R,4 D) 14(2R,12D)
April 16, 1997 Passes House amended 78 (63 R, 15 D) 21 (1R,20D)
April 18, 1997 Senate approves changes 3531R,4D) 1I5(3R,12D)
May 2, 1997 Signed into law 143

143 The legislative journals can be found on-line at: http://statedocs.msl.state.mt.us/
Charles S. Johnson, “The passing of SB 390: One year after enactment, sparks still fly
over utility act,” IR, 3 May 1998.
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CHAPTER 3
CONSUMER ISSUES

The question of how Montana’s move to deregulate its electric utilities will affect
small business and residential customers is enormously complex, and controversial. The
range of potential consequences is staggering. While changes in price, customer service,
and reliability might be expected (whether positive or negative), other implications are less
obvious. Consumer advocates have expressed concern over a host of issues including
impacts on privacy, taxes, customer education, economic development, and the potential for

fraud. In addition, low-income customers have special concerns regarding universal service
and disconnection policies.] When Montana Power Company announced that it planned to

sell its generation properties, the debate further expanded to include questions of local
control, water rights, and recreational opportunities (see Chapter 6).

As discussed in earlier chapters, deregulation holds the promise of lower rates,
increased service options, spurred innovation, and increased system efficiency. But whether
these benefits will in fact materialize for small or rural customers is a valid and important
question, and one that critics argue should have been definitively answered before plunging
forward. Part of their hesitancy was a natural suspicion toward any proposal championed
principally by MPC and its large industrial customers. But their concern was also based on
parallels drawn from other industries, where deregulation has failed to deliver (or to deliver
in an equitable fashion) benefits promised to consumers. The central problem, they pointed
out, is that deregulation does not necessarily lead to meaningful competition. Mergers and
acquisitions can lead to a few large, powerful players that effectively control the market
despite the best intentions of antitrust laws. Even if markets do develop for some customers

in some areas, others (often those that live in less populated areas) may be deprived of any

1 Unfortunately, the scope of this paper did not allow a full treatment of many of these
worthy topics, particularly low-income issues. Tax impacts are discussed in Chapter 6,
under “HB 174 -- Revise Taxation of Utilities.”
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real benefits. Even assuming that these markets do become generally accessible, the ability
of Montana’s residential customers to save money on their energy bills (especially in the
short term) remains a subject of fierce debate. Concerns over “slamming” and other types

of fraudulent behavior, as well as objections to dinnertime solicitation phone calls, also
pervade the discussion.2 While deregulation will likely present consumers with new

opportunities, it will also bring new risks and responsibilities that deserve at least as much

consideration.

Existence of Markets

The most pressing concern from the small-customer perspective is that deregulation
will lead not to robust competition, but instead, to an unregulated monopoly (or its oligopoly
equivalent). A common comment overheard at the legislature was that “you can deregulate
an industry, but you can’t legislate the growth of a market.” Or in other words, “You can
build it, but they won’t necessarily come -- there’s a fundamental difference between a
marketplace and a market.” More than just pessimistic nay-saying, such comments
reflected an attitude of genuine concern. Unfortunately, specific circumstances in Montana
make such less-than-ideal scenarios plausible, if not likely. Montana’s low population and
rural character render it fundamentally less attractive to energy providers than other potential

markets. Low volume and high transaction costs that characterize the residential customer
business make for small proﬁts.3 Bill Drummond of Western Montana G&T put it this

way, “Given the meager margins associated with selling power to small users of electricity
and the experience in other states where residential customers have had limited, if any,
choices, it is not clear that the benefits of retail competition will filter down to these

customers. Add the high cost of marketing in a largely rural state like Montana and it [is]

hard to see how any competitors can beat the existing incumbent utility.”# This is in

2 AP, “PSC commissioners disagree on effects of electrical deregulation,” GEFT, 9 April
1998.

3 Mike Dennison, “Montana observers weigh impact of power marketer’s failure to lure
Californians,” GFT, 23 April 1998. Mike Denaison, “Critics slam company for quitting
sale of electricity,” GFT, 28 August 1998. Smeloff, 160, 164.

4 Drummond, "The Small Customer Buying Cooperative," 23.
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addition to the standard market barriers that must always be overcome whenever
deregulating an industry. Incumbent utilities, for example, enjoy many advantages over
would-be competitors, including name recognition and market share if they remain the
default provider. If a competitive market fails to develop for these smaller customers, they
could end up purchasing power from a monopoly provider, but without the protections of
the PSC. In the absence of vigorous competition, none of the promised benefits of
deregulation will appear. Instead, prices, inefficiencies, and fraudulent activity could all
increase.

During the 1997 legislative session, a major criticism of SB 390 was that it
contained no “off-ramp” mechanism in the event markets failed to develop. Consumer
advocates argued for a market test -- a trial period to see if companies would in fact offer
their services to small customers. In fact, MPC’s working draft did contain such a
provision as late as January 20 (1997), but it was stripped out and converted to a pilot

program using language provided by the Large Customer Group (LCG) representing the
state’s large industrial consumers.d At that point, deregulation under SB 390 became a

foregone conclusion. No longer was the bill interested in determining “whether sufficient
markets and bargaining power exist to the benefit of smaller customers” but only “the best

means to encourage and support the development of sufficient markets and bargaining
power for the benefit of smaller customers.”® If it is found that viable markets do not exist,

customers are not to be returned to the protections offered by regulation. Instead, the

interim committee is to recommend “the best means to further encourage the development
of customer choice and meaningful market access for the benefit of smaller customers.” 7

The argument was that failing to commit wholeheartedly to competition would in fact

discourage businesses from setting up shop here, leading to the very situation opponents

5 Pilot programs are discussed in MCA 69-8-104.

6 Don Quander, “Proposed Revisions / Comments to the 1/20/97 DRAFT by LCG,” 23
January 1997, 6.

7 Don Quander, “Proposed Revisions / Comments to the 1/20/97 DRAFT by LCG,” 23
January 1997, 33. MCA 69-8-501.
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feared -- the absence of robust markets.8 An amendment to grant the PSC continued
authority for small-customer rate regulation in the absence of competition was offered, but

rejected.” The final version of SB 390 allows the PSC to postpone deregulation for small

customers if there is no workable competition, but only for two additional years. 10 The

PSC cannot break up a utility, or return customers to a regulated environment.

Aggregation
Proponents of deregulation argue that even if such worst-case scenarios -- in which

small customers have little or no market clout -- come to pass, the market may itself deliver
an adequate remedy. A niche will have developed for a new service to be performed -- that
of assembling (or “aggregating”) small customers into larger buying groups that can act

more effectively in the market. Aggregators will be able to save customers money by
pooling their purchasing power together and tapping into various economies of scale.l1
Not only will they have access to wholesale power rates and a greater variety of sellers, they
will potentially see reduced transaction costs and a simplified buying process. 12° A single

trustworthy and knowledgeable aggregator can take the guesswork out of complicated
purchasing dectisions for thousands of customers, while providing them with a ready
response to any unwanted telephone solicitors. Ironically, aggregation can be just as useful

in a highly competitive retail market as in a stagnant one, although the benefits may differ.

8 A similar argument is also used against what industry representatives consider to be
excessive and burdensome proposals for customer protection and environmental disclosure
rules. They contend that labeling and other requirements would discourage companies that
would otherwise be interested in serving Montanans. See Chapter 5.

9 Mike Dennison, “Senate [sic] panel powers up electric deregulation bill,” GFT, 11 April
1997.

10 According to PSC commissioners Anderson and Rowe, “economists say at least five
companies, with no one company having the lion’s share of the market,” are required for
workable competition. Guest editorial by Bob Anderson and Bob Rowe, “Consumers must
be protected,” IR, 6 April 1997. Elsewhere, Bob Rowe has defined effective competition as
“multiple firms with no firm or group of firms having significant market power, resulting in
a market structure that does not produce an upward effect on prices.” Bob Rowe,
“Comments on DEQ draft electric paper,” 3 December 1996, 2.

11 Smeloff, 91, 160.

12 Smeloff, 159.
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Aggregation provides protection from nonexistent markets, ease of mind in frenzied
markets, and cost savings in both.

Aggregators may appear in many different forms, from local governments to private
businesses. Ironically, small customers may encounter the same frustrations attracting the
interest of private aggregators as they do with energy supply companies. Aggregators
interested in making a profit will initially direct their attention to larger customers who want
to acquire still greater market presence. Local governments have several advantages. They
can combine their own load (street lighting, water treatment, government buildings, etc.) with
those of their citizens. They are also “publicly accountable, non-discriminatory, non-profit,

subject to open meeting and ethics laws, and oriented toward advancing economic
development and the public interest.”13 In short, they are a known quantity which, at least

in theory, is already working on behalf of its would-be electricity customers. In Montana,

the League of Cities and Towns and the Montana Association of Counties have both taken
steps to play this role.14 Montanans are also trying to establish a “Small Customer

Buying Cooperative,” a novel concept discussed in detail in Chapter 6.

Some consumer advocates argue that aggregation is nothing new, that in fact all we
are doing 1s reassembling what we just took apart. And why should customers carry the
burden of piecing back together what already existed, an aggregated load? “After all, it was

the benefits of load aggregation that led to the utility monopoly service territories in the first
place.”15 And for the customers who were historically left out of that process, the rural
electric cooperatives performed a similar function. Hence, some consumer advocates insist
that aggregation be recognized as a partial remedy of deregulation’s impact on small
customers, rather than a newfound benefit. MPC itself acknowledged that small customers

will have to band together to increase their market clout and “achieve sufficient electricity

13 Mazza, “How the Northwest Can Lead a Clean Energy Revolution,” An Atmosphere
Alliance Special Report, 17.

14 Guest editorial by Gordon Morris of the Montana Association of Counties, “Giving
consumers collective clout,” GFT, 21 November 1997.

15 Smeloff, 158.
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supply savings.”16 In other words, aggregation should be seen more as a necessity than a

perk.

Mergers
Because SB 390 looked like it would give MPC a continued strong customer base

in Montana while getting out from under its debt, commissioner Anderson worried about

the possibility of a corporate takeover. ‘“Montana Power would become a prime target for a
large, multinational company to buy it out.”17 There was little reason to imagine that
Montana would somehow be insulated from the rising tide of utility mergers that began
around 1994.18

Mergers are portrayed by corporate executives as a means to increase efficiencies
and reduce costs to the consumer. But this assumes that our antitrust laws’ safeguards
against concentration of market power work perfectly. In reality, forecasting future market

conditions, as conducted by FERC, the U.S. Justice Department, and the FTC, is an inexact
science.19 Their battle against the “fraud, deceit, misrepresentation, dishonesty, breach of

trust and oppression” discovered in this industry by the FTC during the Great Depression
is unfortunately far from over.20 Collusion, predatory pricing, and other anti-competitive

behaviors are always a threat. In recent times, lessons can be learned from other industries
where “‘the urge to merge has overwhelmed the compulsion to compete.” Resources for

the Future asserts that “most people are still waiting for lower phone rates and better

16 p. R. Corcoran of Montana Power Company, “Docket No. D97.7.90: Electric
Restructuring Transition Plan Filing,” 1 July 1997, PRC 22.

17 Mike Dennison, “Is SB 390 bonding plan boon to consumers or MPC?” GFT, 7 April
1997.

18 Smeloff, 4, 150. One industry observer, Larry Geske of Energy West, later predicted
that the U.S. would eventually be left with a mere 10 to 12 massive utilities. Wendy Raney,
“MPC will need seed money to underwrite newest venture,” GFT, 29 March 2000.

19 Brennan, 130.

20 Brennan, 23.
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service, while the nation’s telephone giants seem intent on trying to see which one can

become the biggest the fastest.”21

Self-Dealing
Serious conflicts of interest can arise when a formerly vertically integrated utility
wishes to participate in the energy commodity business (generation and retail sale) while
still providing the regulated energy delivery service (transmission and distribution). This

LA AT

arrangement (designated by various terms such as “self-dealing,” “affiliate transactions,”

and “favoritism”), gives the company’s energy supply arm a distinct advantage over its
competitors. Even if a utility complies with the law by charging a competitor the same rate it
charges itself for the use of its lines, it could extend preferential access to its affiliate in

subtle ways. In addition to having to deal with the line losses associated with transmitting
its power over a greater distance, it could face delays and interruptions.22 A utility might
service the transmission lines connecting to its own generators more regularly and
competently than those connecting to competing facilities. Or the utility may be in a
position to “preferentially dispatch” power generated by its own plants ahead of that
produced by its rivals.23 If a company 1s involved in both regulated and unregulated

businesses, it could potentially (through creative accounting) cross-subsidize its competitive
business by charging costs to its regulated business. In addition to the unfair advantage it

creates on the competitive side, cross-subsidization burdens captive customers on the
regulated side with phantom costs.24 Or maybe the unregulated division just has exclusive

access to certain types of market information held by its affiliate distribution company.
Such practices, although illegal, may be difficult to prevent. In addition to overt and illegal

anticompetitive business practices, the deregulated utility will enjoy the “advantages of

21 wall Street Journal, as quoted in an article by Mike Dennison, “Socialism at MPC?
Well, sort of ...,” GFT, 17 May 1998.

22 Brennan, 82.
23 Brennan, 92.

24 Smeloff, 98.
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incumbency” such as name recognition. Self-dealing and these other advantages are of real
concern to both consumer advocates and to nonincumbent energy supply companies.25

A number of possible remedies exist. First, laws can be passed and orders issued to
establish “codes of conduct.” The effectiveness of this approach necessarily depends (as it
does with all governmental regulation) on both the specifics of the provisions enacted

(including the penalties for violations), and the specific agency’s ability and determination
to monitor and enforce the law.26 Second, the utility can be restructured to separate the

generation and delivery operations (a process known as “functional separation,”
“functional unbundling,” or “structural separation”) or required to choose which side of

the business it wants to be in and sell off all unrelated assets (a process known as

“divestiture”).27 An example of this latter, more aggressive approach was the breakup of

AT&T in 1984.28 SB 390 required investor-owned utilities to functionally separate and
also proclaimed that federal standards of conduct be complied with and that rules be issued
by the PSC.29 During the session, public interest groups unsuccessfully pushed for an
amendment allowing the PSC to order divestiture “if the commission determines that the

divestiture is necessary to avoid anticompetitive behavior.”30 The final version of the
legislation specifically denies that power.31 Co-ops deciding to enter the market have to set

up separate for-profit corporations.32

25 Incidentally, it was to combat this same situation -- the potential corruption that can result
from companies participating in both regulated and unregulated businesses -- that PUHCA
was passed in 1935. Brennan, 82.

26 Smeloff, 145.

27 “The fact that ‘restructuring’ has come to be synonymous with expanding competition
in the electricity industry underscores the prominence of these considerations.” Brennan,
82.

28 Brennan, 82.
29 MCA 69-8-204.

30 Amendment offered to House Appropriations Committee by Rep. David Ewer, prepared
by Larry Mitchell, 9 April 1997.

31 MCA 69-8-204.

32 MCA 69-8-309.
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Services
Although the electricity commodity market will likely be characterized by low
growth and low profit margins, the energy services market could well experience significant
growth and vibrant competition. Because companies may find it difficult to distinguish

themselves on the basis of price, customer service and bundled services may attain greater

relative importance.33 “One nice thing about open access (to power) is it gives people the

chance to work with a supplier and be a little more customer focused.”34 Special products
for niche markets (such as a green power option or the sale of photovoltaic or fuel cell
systems) will likely become more common.33 Customers might choose between variable

rates, which track market prices, or fixed rates which would be more dependable but also
probably more expensive over time. On the other side of the transaction, generation
companies might desire more dependable income, and offer cheaper rates to customers who
pay fixed amounts and to those who have longer-term contracts. Or companies and

customers may wish to bracket prices, allowing for some variability within preestablished
limits.30 Other options may include price breaks for less reliable, off-peak, or interruptible
service; premiums for locally-generated power (supporting local industry and jobs); or
“community options” that donate proceeds to charitable causes.37 All one has to do is

look to long-distance to imagine the unending array of plans, services, incentives, and
outright gimmicks that may soon descend upon the electricity business. Carving out a niche
will become a key strategy in the survival of energy supply companies, as companies will
likely not be able to offer price savings sufficient to get small customers to switch.

Unfortunately, because of virtual deregulation, companies have been cutting the very

33 James E. Larcombe, “MPC plans for competition with customer service,” GFT, 16 July
1997. Smeloff, 164.

34 Mike Dennison, “Energy ‘choice’ working for business and suppliers: Residential
customers waiting, but it’s still not certain they won’t pay more,” GET, 6 June 1999.
35 For a further discussion, see “Green Power” in Chapter 5. Smeloff, 164.

36 Brennan, 54, 57, 72.

37 Note that time-of-use rates (such as off-peak) can apply to time of year, time of day,
weather conditions, economic business cycles, etc. Brennan, 56, 71.
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programs that might have distinguished them from their competitors and ensured their

survival, 38

Price

Consolidation of economic power, whether it be through a lack of competitors or
through consolidation of competitors through mergers, can negatively impact consumers in
a number of ways, frustrating most of the touted advantages of deregulation. Innovation
could be stifled rather than fostered, customer service compromised, and reliability
diminished. But the most commonly thought-of impact, and the most fiercely debated, is
that on price.

The price question is, in many ways, the crux of the issue. Both sides rely heavily
on price arguments to make their case and present widely varying predictions of
deregulation’s impact. Supporters of deregulation contend that market forces will improve
system efficiency, bringing about savings for all customers. Furthermore, regulatory costs
will be lessened and companies will be subject to stronger incentives for cost-cutting (in

addition to the less-tangible but nevertheless valuable benefits of consumer choice,
innovation, etc.)39 Opponents commonly argue that Montana’s circumstances almost

guarantee price increases for small customers and businesses (which will in turn discourage
economic development, reduce the tax base, etc.).

Under traditional “rate of return” regulation (also known as “cost-of-service” or
“cost-plus” regulation), a utility commission sets prices to compensate the utility for all of

its costs (provided they were determined to be prudent and “used and useful”), and to
provide a fair rate of return on invested capital -- the utility’s profit. 40 With prices based

on utility costs, the only incentive to run an efficient operation comes from the oversight by

the public utility commission. Any cost savings associated with an increase in efficiency are

ultimately passed on to consumers and the utility gets no reward. 41 Nor does the utility

38 Smeloff, 159-160, 164.
39 DEQ, "Restructuring the Electric Utility Industry in Montana,” 3.
40 DEQ, "Restructuring the Electric Utility Industry in Montana,” 7. Brennan, 34, 101.

41 Brennan, 4, 43.
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always get penalized for inefficiencies, the costs of which are too often passed along by
regulators either unwilling or unable to effectively do their job. But “doing a good job”
incurs costs of its own, as “effective rate-of-return regulation requires that regulators exert
considerable micromanagement of the operations of the utilities they regulate. It commits

the government to a continuing need to investigate and audit the cost data reported by
utilities, creating the potential for disallowances and protracted legal disputes.”‘42 While

there are alternative, incentive-based forms of regulation which can be implemented to
address these concerns (by implementing profit-sharing plans or cost ceilings, for example),

many look to competition as the most effective avenue for eliminating waste and reducing
p1‘ices.43 Competition can be too effective, however, when cost-cutting goes too far.
Utilities may sacrifice programs valuable to the public (as discussed under “Stranded
Benefits” in Chapter 2), pare down workforces, or cut corners on safety and reliability. 44

To bolster the vision of deregulation’s price benefits, proponents of deregulation
drew on comparisons with other industries. Fred Thomas, SB 390’s principal sponsor,

argued, “There has not been an industry that has been deregulated or restructured where the
prices have not gone down.”43 MPC’s Jack Haffey agreed: “The likelihood is that as

competition blossoms, the prices are likely to go down. That’s happened in the railroad

industry. That’s happened in the airline industry. That’s happened in all the industries that
have deregulated.”46

But Don Judge of the AFL-CIO pointed out that even if deregulation brings about

price reductions (or savings in the form of slower rate increases) “on average,” that doesn’t
necessarily translate into price reductions for homeowners or small businesses.47 In fact, it

is widely accepted that whatever the benefits of deregulation, large customers will be in the

42 Brennan, 68.
43 Brennan, 9, 34, 43, 69.
44 Smeloff, 96.

45 Mike Dennison, “Consumer advocates to line up against utility restructuring bill,” GFT,
13 March 1997.

46 Jan Falstad, “Utility choice bill debated,” BG, 5 April 1997.

47 Mike Dennison, “Future cost of power still in the dark,” GFT, 14 March 1998.
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best position to take advantage of them. Conversely, whatever the drawbacks of
deregulation, small and rural customers will in all likelihood suffer disproportionately. This
situation poses a serious equity question, one recognized by both the PSC and the Racicot
Administration in their separate Electricity Restructuring Principles. Among the
administration’s three governing principles (which were issued on January 15, 1997), was
the statement, “Legislation should provide that all electricity customers in Montana share in
the benefits from a restructured industry.” The PSC had virtually identical language, and
both parties were apparently of the opinion that SB 390 ultimately satisfied that goal, a level
of confidence not universally shared.

Opponents feared that deregulation would result in higher electricity bills for
Montana’s small customers.48 In addition to the concern over markets developing, they

predicted that under deregulation Montana would lose control of its low-cost power. At the

time of SB 390’s passage, Montana’s residential rates were the sixth lowest in the nation,
thanks to abundant and affordable native energy resources (hydro and coal).49 The fear is

that as a national marketplace develops, the resulting price of electricity will gravitate

somewhere between the current high and the current low -- a process known as
homogenization.”0 That deregulation more clearly benefits the citizens of high-cost states

is evidenced by the enthusiasm with which states have embraced these changes. As
mentioned in Chapter 2, a fairly strong correlation (with the notable exception of Montana)
between state residential prices and date of legislative or administrative action can be seen in

Appendix B. Because of this potential for what one consultant termed “a massive shifting

48 In recognition of these concerns, SB 390 did include a rate moratorium consisting of a
two year freeze on customers’ power bills (July 1, 1998 - June 30, 2000), and an additional
two year freeze on the energy commodity portion of customers’ bills (July 1, 2000 - June
30, 2002). MCA 69-8-211.

49 At the time of the legislature, the most recent Energy Information Administration (U.S.
Department of Energy) price data was from 1995. That price data is included in Appendix
B, and shows Montana to have the sixth cheapest residential rates (tied with Wyoming).

50 While the resulting commodity price may well be below the current average (because of
increased system efficiencies and the removal of “historic sunk costs” to other areas of
customers’ bills), it could still be higher than what Montanans are used to paying. DEQ
writes that “all states, including Montana, could see lower power costs if the cost of new
gas fired generation stays around 20-25 mills.” But this is an assumption environmental
and consumer advocates are not at all comfortable accepting. DEQ, "Restructuring the

Electric Utility Industry in Montana,” 12.
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of costs from high-cost areas to low-cost areas,” some feel that direct access in states like

Montana should be limited to the large customers for whom it makes sense (even though
this reasoning controverts the restructuring principle mentioned above).d1

In the paper it presented to the 1997 legislature, the Department of Environmental
Quality pointed out that while “some fear that the value of low-cost power generated in
Montana will be ‘bid up’ by larger markets elsewhere in the region . . . current market

prices in the Northwest are well below the cost of ‘low-cost’ Montana electricity
supplies.”>2 The argument here is that homogenization, to the extent that it is a real effect,

works in favor of Montanans who otherwise would be locked out of cheaper regional
power. This point is well taken, as the Pacific Northwest included three of the five states

with lower rates than Montana in 1995 (Washington, Oregon, and Idaho), which makes it

the lowest-cost region in the nation.53 Incidentally, a fourth neighbor, Wyoming, was listed
as having the same price as Montana.”4 However, direct access would plug Montana into

yet larger regional or even national markets that do in fact have higher prices.55

Another way to look at this potential dilemma is that Montana’s energy resources
can be sold at a greater profit in higher priced markets characterized by larger and more

influential populations who are accustomed and able to pay more than Montanans for their
electricity.56 Representatives Bob Raney (D-Livingston) and Jon Ellingson (D-Missoula)

saw deregulation (and MPC’s subsequent sale announcement) 