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For supposedly a slow-moving industry, there is a lot going on in the electrical
industry. One area that may not grab the headlines but is no less important,
is the Federal Energy Regulatory Commission’s (“FERC” or the “Commission”)
policy on Return on Equity (“ROE”). This rate sets the regulated profit for investor-owned
utilities in respect of their FERC regulated transmission assets and plays a significant role in how much
wholesale transmission customers and many retail ratepayers pay for transmission service1 . With no slow
down expected in transmission construction across the country, the importance of return on equity will
only increase. For the last few years, FERC’s policy on this front has been mired in somewhat of a vacuum
following a DC Circuit court remand of a 2014 FERC decision in an ISO New England case2, but more
recently the Commission has reignited the debate by proposing a drastic change in how it determines a
just and reasonable ROE as part of its response to the court’s remand. In this article we look at what exactly
the Commission is proposing and how coops and municipalities can continue to protect their members
and retail customers in this time of FERC ROE Policy flux.
EVOLUTION OF FERC POLICY AGAINST A BACKDROP OF CAPITAL DECLINE
Before delving into the detail of the proposed new framework, it is helpful to first consider the backdrop of
declining capital costs in which this FERC policy debate is set. Over the last decade or so we have seen a
continued decline in capital costs and in the capital cost for electric utilities in particular. For instance, the
calendar year 2007 Moody’s Baa Rated Public Utility Bond yield was 6.30% and in 2018 it averaged 4.67%, a
substantial decline of 164 basis points in the cost of debt. As Figure 1 illustrates, there were peaks and
troughs over the period in response to different market conditions but the general downward trend is clear.
As seen in Figure 2, a corresponding decline in awarded ROEs in FERC proceedings is evident. While the
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Figure 2. Authorized ROEs (%)
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Opinion No. 531 was ultimately within the confines of a range of
EVOLVING FERC ROE POLICY
reasonableness determined by the DCF method. Second, putting
any weight on an accounting return method, such as the Expected
In 2014, at a time when the average base ROEs was below 10%,
Earnings method, which is completely devoid of market input,
FERC’s ROE policy began to shift, sowing the seeds for its more
violates the Commission’s long-standing view that the best way to
recent and arguably radical proposed ROE framework. In June 2014,
meet the standards set out in the landmark Bluefield and Hope
the Commission issued Order Opinion No. 531 in relation to the ROE
Supreme Court decisions is through the application of a
complaint involving the transmission owners of ISO New England.
market-based cost of capital estimate (e.g. the DCF method). Third,
This Order can be viewed as taking one step forward and two-steps
in Opinion No. 531, the Commission expressed concern regarding
back in terms of its alignment with the Commission’s broader ROE
the reliability of the non-DCF methods it is now proposing to
policy at the time. In terms of alignment, the Commission
directly utilize and concluded that they were “sufficiently reliable –
synchronized the particulars of the DCF methodology for electric
not to set the ROE itself – but rather to corroborate our decision.”
utilities with the methodology that had long been applied for
Therefore, it is quite a change to now propose to directly rely upon
natural gas and oil pipelines, known as the two-step, constant
these alternative methods in the determination of the ROE. At the
growth DCF method which considers both short and long-term
very least, significant modifications to the way the methods were
growth rates. For electric utilities it previously relied upon a
applied in Opinion No. 531 is warranted and required. From a review
one-step, constant growth DCF method which only included
of FERC trial staff’s testimony filed in the paper hearing proceedings,
short-term growth rates. Notwithstanding this particular alignment,
it is clear that they also consider that significant modifications are
the Commission determined in the now vacated Order, that based
necessary. Thus, we are not alone in our thinking.
on the unique and anomalous capital market conditions prevailing
at the time, that it needed to consider the ROE estimates from other
WITH GROWING TRANSMISSION CAPITAL EXPENDITURE,
non-DCF methods in determining the DCF range of reasonableness
ROE’S IMPORTANCE IN TRANSMISSION CHARGES IS
to select the authorized ROE point estimate for the subject
EXPECTED TO INCREASE
electric utilities. This was despite the Commission’s
The transmission system has experienced a
acknowledgement that all utilities face the same
significant and sustained level of investment
national
macroeconomic
and
market
over the past 10 years. The is readily
conditions.
Now the Commission has proposed to take
its reliance on non-DCF methods a step
further by explicitly augmenting the use
of the DCF method with three other
models, namely, the Capital Asset Pricing
Method (“CAPM”), Expected Earnings
and Risk Premium models and to weight
the results from each model equally in the
determination of a just and reasonable
ROE. Additionally, to develop a composite
zone of reasonableness, FERC proposes to rely
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apparent from Figure 3 which shows
utility investment in transmission
infrastructure was around $10B in the
late 2000s to $20B in each of the last
five years. This significantly up from
the $2B a year level seen in the 1990s.
The drivers for this investment can be
summarized into three broad
categories: (1) aging infrastructure
replacements
and
upgrades,
(2)
integration of new renewable and gas-fired
generation, and (3) system resiliency, security,
continued on page 3
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Figure 3. Transmission Investment

and protection.
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Source: The Brattle Group, Transmission Solutions: Potential Cost Savings Offered by Competitive Planning Processes, November
13, 2018.
maintenance
expenses,
just and reasonableness to
depreciation expense and
new ROE requests but only
taxes. The specific contribution from the ROE return to the overall
to existing ones. There are also alternative non-ROE routes available
revenue requirement will vary from utility to utility but its
to hedge against increasing transmission charges or other FERC
contribution is always significant. Therefore, given the dollars
regulated formula rates. One approach is to partake in the annual
involved, it is critical the ROE rate is just and reasonable.
review of the transmission formula rate true-ups or updates and
challenge items that are inappropriately included in the rate. This
Moreover, cooperative and municipalities can see real savings from a
effort can result in significant savings. For example, a review may
reduction in the ROE rate. For instance, under the PSE&G 2017
identify that distribution expenses are erroneously included in
formula rate, if a cooperative or municipal has peak load of 200 MW,
transmission regulatory accounts.
as measured for transmission service, its transmission charge would
be $24.75M. If the base ROE were reduced by 100bps, from 11.18%
CONCLUSION
to 10.18%, the charge would be reduced to $23.45M, a reduction of
The Commission’s proposed new ROE framework represents a major
$1.3M or 5% (note for simplicity this example ignores any
shift in its policy direction and is expected to result in an upward tick
interactions related to regional PJM projects). Additionally, this
in ROEs if adopted as-is. The Commission, transmission customers
would be an annual on-going saving, until the ROE rate was
and other stakeholders will need to closely scrutinize its merits as
changed once again, and its effective value would increase as the
part of the paper hearing and NOI proceedings to ensure the policy
transmission rate base increases.
continues to balance the interest of investors and customers as set
out by the landmark Supreme Court decisions. Given the significant
WHAT AVENUES ARE AVAILABLE TO ENSURE
role the ROE plays as part of the overall transmission charge, and its
JUST AND REASONABLE ROES?
ever-increasing importance due to continued investment growth in
There are two primary regulatory avenues directly related to the ROE
the transmission network, cooperatives and municipalities would
that a cooperative or municipality can pursue depending on
benefit from pursuing available avenues to ensure that ROEs are just
whether the ROE at issue is an existing ROE or a one that is newly
and reasonable and overall efficiency of transmission or other
requested by the transmission utility. Regarding an existing ROE
formula rate charges is achieved.
included in a FERC regulated formula rate, a customer can challenge
the just and reasonableness of this rate on the basis that the
economic environment and capital markets have changed
substantially since the ROE was approved. While the Commission’s
proposal includes a rebuttable presumption that existing ROEs are
just and reasonable if it is within a certain bandwidth, this restriction
and the various ROE methods proposed to be used to develop the
bandwidth are not yet finalized. Additionally, there has been no new
ROE complaints filed since the Commission has issued its proposed
framework and therefore this aspect has not been tested at the
Commission making it difficult to assert how restrictive this aspect
will be in the meantime.

For more information or to comment on this article,
please contact:
Breandan Mac Mathuna, Senior Project Manager
GDS Associates, Inc. - Marietta, GA
770.799.2391 or
breandan.macmathuna@gdsassociates.com
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Most seasoned business travelers can quickly adjust when
arriving in a new city, particularly to the level of available
technology commonly used to travel. Whether the
convenience is a rideshare service from the airport, traffic and
parking data, or public wifi access, there are a flurry of modern
conveniences that are expected of some cities. Millions of data
points are collected and processed as the business traveler
unknowingly walks under and around the equipment that is
providing the information.
The concept of a “smart city” is not new and has been evolving
over time. Regionally, people define the term from their
respective perspectives, adding their own innovations based
on their own imaginations. In short, a smart city is an
integration of physical, digital, and human systems into the
infrastructure using virtualization, sensor networks, or
vehicle-vehicle communication. So, the
definition of a “smart city” is still evolving,
particularly in the utility space, and is still
very broad. Where it becomes important
in the utility consulting or engineering
space is when a municipal client says
that they want to embrace these
technologies,
understand
grid
interactions or the effect on their own
energy costs, and have a plan to deal
with the onslaught of vendors with a
motive to deploy at all costs (or at no
cost).

Just as AMI data introduced an endless list of possible uses
from a utility planning and implementation point of view, the
edge analytics-based capabilities of smart technologies can be
so overwhelming that the challenge becomes focusing the
noise down to a single goal or set of goals. Using public
buildings and areas around them to incorporate more solar,
energy storage, and electric vehicle (EV) charging will
demonstrate a commitment to the future and utility resilience,
so more and more cities and utilities are lining up to explore
the space. The downsides are relatively simple and include an
increased cyber security vulnerability and general
dependence on both the features of the technology and the
need for constant power to keep them operating.
To showcase one example of a typical smart city scope, the
City of Los Angeles’ Bureau of Street Lighting (BSL) initiated
a co-location program to modernize over 220,000 street
light poles in the city. The BSL incorporated such technologies
as EV charging at the pole base, remote
controlled
informational
nodes,
streetlight mounted solar PV, and even
fully integrated “smart poles” that
combine
wireless
broadband
communication hardware, antennas,
radios, and other devices into a
seamless and sleek design. This effort
will provide multiple benefits to the city
such as general traffic congestion
easement, additional pole attachment
revenue, as well as the primary benefit
continued on page 5
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of helping the city of Los Angeles during catastrophic events
such as earthquakes or fires where communication channels
can become congested. In these disaster-prone regions, both
the upsides and downsides can be amplified during an event,
so much care must be taken to provide emergency power or a
resilient technology when needed most.

service revenue sit firmly in the utility interest corner, while
pedestrian and crowd analytics are of significant importance
to the city government, but all are dependent on the
infrastructure in place and the long-term growth plans of both
organizations.
As this industry has evolved, there has also been an increased
role for the federal level decisions that will trickle down to the
cities from the FCC, particularly in the arena of 5G technology.
The administration has developed a specifically focused
group called FAST (Facilitating America’s Superiority in
Technology) to help expedite infrastructure readiness for
this change to 5G, more info can be found here:
https://www.fcc.gov/5G. With the evolution from wide
broadcast and larger 4G cellular antennae to the more locally
based (and higher quantity) like 5G small cell antennae in the
cities, there is an immediate need to have it on the radar of all
city planning departments. Smart city technology holds a
unique answer to the infrastructure dilemma of where to put
the multitude of 5G antennae as the product offerings from
technology vendors grow beyond just 5G integrated
streetlight poles.

B
It seems that public safety and convenience are quietly
winning the battle over fears of “big brother is watching” in
many locations. In the GDS EERD department’s research of
nationwide efforts on smart city implementation for a
Florida Utilities Commission, only a handful of locations
surfaced as exemplary pilot projects and one of the most
advanced projects was the
City
of
Atlanta.
Unbeknownst to many,
the North Avenue
corridor,
which
is
located in downtown
Atlanta, has been a
testing ground for
pole-mounted
sensors that provide
data on pedestrian
motion
(heat
mapping),
vehicle
crash reduction analytics (near-miss counting), autonomous
vehicle interactions (autonomous and emergency vehicle
routing), as well as general crowd monitoring through
high-definition dome cameras. Many of the cities are also
utilizing additional features such as 7 pin pole-mounted
gunshot
triangulation,
5G
antennae
deployment,
environmental sensors (air
and sound), and EV charging.

For now, the industry is still encouraging more pilots. Further
work will need to be done to align city leadership departments
with their utility counterparts on the smart city efforts. This
type of alignment is not a new concept, but the treatment of
this type of data is still evolving and rarely will the priorities
sync. This is just one way to look at a smart city effort, the
bigger picture is obviously more relative to where the city is for
its baseline.

The pure range of datapoints available, in combination with
cheap cloud storage and
edge analytics, has made
information discernment a
full-time job for many
metropolitan areas and IT
staff
are
becoming
increasingly
important.
Compliance with multiple
data security policies and
FCC ordinances can keep
many smaller cities from
investing
in
the
full
capabilities
of
a
comprehensive system, but
the right guidance, with the
process can be fairly simple.
Most of the sensitive

These large aggregations of
socio-economic data and
behavior patterns are being
used to improve public safety
and improve efficiency in a
host of municipal operations.
Of course, all of these
conveniences can test the
relationship between the city
government
and
the
associated utility, even when
the general charter between
both parties is to beneficially
serve the public. Pole
attachment fees and electric
ke
ep
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Smart Cities -continued from page 2

information passed through police or city IT departments is
exclusively handled by those departments and most of the
vendors have geared their products to cater to this approach.
Alternatively, there are efforts by some cities to make the data
very available for the benefit of public knowledge, as is the
case with the Argonne Array of Things environmental sensor
and its publication of data for public consumption, found at
https://arrayofthings.github.io/.

The quantity and quality of data that is available from the
smart technologies will drive the market forward at the
executive level, it is just too valuable. Future generations that
are going to manage the utilities of the future will have a
higher expectation of available data, captured only by the
range of technologies in these categories. For cities that are

embracing the smart trend, they have uncovered the
significance of aligning the city management and utility
goals in the early stages so that they can work together for a
better future of its citizens/retail ratepayers. It is imperative
that the conversations happen early and often so that
consultants, city staff, and utilities can set expectations. This
will allow the city to move through a valuable pilot process and
gather realistic information on the benefits of incorporating
smart technologies.

For more information or to comment on this
article, contact:
Josh Duckwall, Project Manager
GDS Associates, Inc. - Marietta, GA
770.799.2437 or
josh.duckwall@gdsassociates.com
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