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Outline

• Current Business Model for Investor-
Owned Electric Utilities (IOUs)

• Factors Driving Change to the Status Quo

• Is the Current Business Model for IOUs 
Sustainable?
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The Old Market Structure: 
Vertically Integrated Utilities

• Utility owned all 
generation (G), 
transmission (T), and 
distribution (D) 
infrastructure, except for 
customer-owned 
generation

• Monopoly franchise

• Obligation to serve

• Economically regulated to 
protect the public interest
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The Current Market Structure: 
Wholesale Competition and Markets

• Independent companies 
can own “G” and “T” and 
sell bulk power to utilities 
through bilateral contracts 
or markets

• Utilities still own all “D,” 
most T, and may own G

• Utility still has monopoly 
franchise and obligation 
to serve; still regulated
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Retail Competition

• Michigan allows some 
consumers (up to 10% of 
each utility’s retail sales) to 
buy power from non-utility 
suppliers 

• Utility still owns all “D” and 
has obligation to deliver 
power from supplier to 
customers; “D” costs are 
still regulated; utility 
generally has a default 
service obligation
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Current Business Model for IOUs

• “Cost of Service/Rate of Return” 
Regulation

• Rate Cases

– Revenue Requirement

– Allocation of Costs to Customer Classes

– Rate Design within Customer Classes
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The Revenue Requirement

Key Concepts

• “Test Year”

• “Rate Base”

• Rate of Return

• Operating Expenses
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Revenue Requirement = (Rate Base Investment * Rate of Return) + 
Operating Expenses + Depreciation +Taxes



Customer Classes

• The utility’s revenue requirement is 
allocated to different customer classes:

– Residential

– Commercial

– Industrial

• Retail rates are then designed for each 
customer class to recover the class’ portion 
of the revenue requirement
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Traditional Rate Design

• Retail rate consists of separate lines for:

– Customer charge ($/month)

– Volumetric charge (¢/kWh)

• May vary with usage, time of year, time of day

– Demand charge ($/kW)

• Usually for commercial/industrial customers only

– Other charges (e.g., taxes)
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Drawbacks of Traditional Regulation

• Averch-Johnson Effect: since utilities 
earn profit on rate base, they have an 
incentive to overbuild infrastructure

• Throughput Incentive: since utilities 
earn income through selling kWh, they 
have an incentive to maximize sales

• Third party G&T, customer G, and energy 
efficiency all reduce profit opportunities
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Impact of Sales on 
Shareholder Returns: An Example
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Factors Driving Change
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Your old road is rapidly agin’
Please get out of the new one if you can’t lend your hand

For the times they are a-changing’



Key Factors

• Technology Innovation

• Changing Fuel & Generation Economics

• New Federal Environmental Regulations

• Aging Infrastructure

• Reduced Load Growth
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Technology Innovation

• New and improved technologies lead to 
lower costs and increased deployment of:

– Wind Power

– Solar Power

– Energy Storage

– Advanced Metering Infrastructure

• Retail rate “grid parity” may be imminent
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Changing Fuel & Generation Economics

• Coal Price Projections

• Natural Gas Price Projections

• Concerns Regarding Fuel Deliverability

– Forced Outages in 2014 “Polar Vortex”
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Coal Price Projections
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Natural Gas Price Projections
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Wholesale Energy Price Projections
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Concerns Regarding Fuel Deliverability
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Forced Outages in 2014 “Polar Vortex”
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New Federal Environmental Regulations 
Affecting Power Sector - Since 2011

• Air:
– Mercury and Air Toxics Standards (MATS)

– Cross-State Air Pollution Rule (CSAPR)

– Clean Power Plan (111d) (proposed)

– Ozone Standard (proposed)

• Waste:
– Coal Combustion Residuals (CCR)

• Water:
– Cooling Water Intake Structures (316b)

– Effluent Limitation Guidelines (proposed)
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Coal Plant Retirements
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Aging Infrastructure
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Huge Level of Investment Needed

Source: International Energy Agency, World Energy Investment Outlook, 2014 
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$2.1 trillion 
in the U.S.



Reduced Load Growth



Annual Growth Rate Projections
(2015-2024)

Net CAGR 
(w/EE)

MISO Michigan Energy 0.77%

MISO System-wide Energy 0.87%

MISO System-wide Summer Peak 0.86%

PJM AEP Energy 0.7%

PJM AEP Summer Peak 0.8%

PJM System-wide Energy 1.0%

PJM System-wide Summer Peak 1.0%
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About RAP

The Regulatory Assistance Project (RAP) is a global, non-profit team of experts 
focused on the long-term economic and environmental sustainability of the power 
and natural gas sectors. RAP has deep expertise in regulatory and market policies to:

 Promote economic efficiency
 Protect the environment
 Ensure system reliability
 Allocate system benefits fairly among all consumers

Learn more about RAP at www.raponline.org

Thank You for Your Time and Attention

John Shenot: jshenot@raponline.org

mailto:jshenot@raponline.org


Wind Power Innovation
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Solar Innovation

32



Energy Storage Innovation
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Meter Innovation
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Vicious Cycle from Disruptive Forces
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Source: EEI



Average Retail Rates in U.S.
(cents/kWh)
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Solar Costs Approaching 
Parity with Retail Rates
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