MITIGATING COSTS AND THE PREEMPTIVE
EFFECT OF FEDERAL RATE ORDERS

Frank P. Darr*

The role of federalism in the regulation of energy production is a long
standing problem. In 1927, the Supreme Court created a regulatory void by
concluding that the Commerce Clause precluded state regulation of interstate
electric wholesale transactions.” The state commissions reacted by vocally
opposing federal regulation that might affect their control of retail rates.> To
alleviate some of those concerns, Congress set out in the Federal Power Act
(FPA) clear recognition for the state role in setting local rates consistent with
the states’ existing constitutional authority.® Ultilities, however, have success-
fully asserted that federal orders restrict some local decision making.* These
successful efforts in turn have set off a new debate concerning the scope of
federal authority to determine retail rates.’

The source of the debate is the application and extension of the filed rate
doctrine. Under the filed rate doctrine, a federal order setting rates that is
within the jurisdiction of the Federal Energy Regulatory Commission
(FERC), the successor of the Federal Power Commission (FPC), preempts a
conflicting order issued by a state commission.® Although the doctrine had its
origins in the preemption of state-ordered retail rates, the Supreme Court has
extended the doctrine’s application to preclude state review of the allocations
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of power and cost responsibilities among utilities or an individual utility’s
decision to incur the costs of joint nuclear construction.” The effect of these
decisions has been to rest increasing authority over retail rates with the
FERC, a result all the more remarkable in that it came during the tenure of
administrations which rhetorically discouraged the growth of federal
intervention.®

Apart from the political posturing, however, the increasing role of federal
regulators in retail rate making presents some difficult problems for retail rate
regulation. As in the extensive litigation involving the construction of the
Grand Gulf I nuclear plant, the FERC can order shifts of enormous amounts
of new costs from one state to another by a preemptive federal order.’ Like-
wise, the FERC, under its authority to review and revise contracts between
interstate pool members, can restructure the agreements that form the basis of
many of the large power pools.'® Further, differences in FERC and state rate
making methodologies, in combination with an expanded rule of preemption,
may encourage forum shopping through corporate restructuring so as to
achieve the right regulatory mix to recover costs and avoid review of those
costs in some cases.!' Taken together, these effects of the Court’s extension of
the filed rate doctrine challenge the ability of state regulators to hold local
retail utilities accountable for their management decisions.

In response to these concerns, lower courts have attempted to limit the
effect of the filed rate doctrine by excepting some transactions from its cover-
age. First, the courts have recognized that purchasing utilities must make a
reasonable choice among alternative wholesale sources of power.'? Second,
they have recognized that state commissions may offset FERC-ordered costs
by reductions in areas not subject to FERC jurisdiction.!* Thus, a FERC
order causing an increase in one component of a retail utility’s costs may not
necessarily result in a dollar for dollar increase in the retail rate. In each case,
the courts have found that there is no interference in the federal regulatory
scheme caused by the state action and, as a result, an imprudent management
decision may lead to a cost disallowance.

In a creative extension of that argument, the court in New Orleans Public

See infra notes 72-96 and accompanying text.
Lehfeldt, supra note 5, at 16-17, quoting Executive Order 12612 (Federalism).
Nixon & Johnston, supra note 5, at 13-15.

10. Id. at 15-16.

11. Id. at 30-31 & n.131. Vince and Moot note that variations of the filed rate doctrine and its
preemptive effect arise in several other contexts including the federal requirements for setting small power
producer and cogeneration rates, federal securities review, gasoline sales, and emergency planning. Vince &
Moot, Federal Preemption, supra note 5, 45-62. In late 1991, the issue also emerged in the discussion of
regional planning authorities to allow greater state involvement in the determination of resource mix and
additions. Under the auspices of the Arkansas commission and the Entergy Corporation, a proposal
emerged for the creation of regional planning boards to set policy for multistate holding companies. One of
the stated reasons for the use of the multistate boards was to counteract the effects of the filed rate doctrine
on state authority. Arkansas, Entergy Air Regional Integrated Resource-Planning Scheme, INSIDE FERC,
Sept. 16, 1991, at 9.

12. See infra notes 54-63 and 125-131 and accompanying text.

13. See infra notes 64-71 and 117-124 and accompanying text.

o o N



1992] FEDERAL RATE ORDERS 63

Service, Inc. v. Council of New Orleans (NOPSI),'* found that a state imposed
duty to mitigate the costs it incurred under a FERC-mandated allocation is
not preempted by the filed rate doctrine. In theory, the utility may be required
to attempt to sell its FERC allocation or absorb the costs.’® Although the
court’s theory does not fall within either of the two exceptions, the Supreme
Court has recognized in prior dicta that it is consistent with the policy and
statutory framework of the FPA and does not clearly interfere with federal
regulation of wholesale electricity.

To explore this conclusion more fully, this article is divided into five
parts. Following a summary of the NOPSI case in Part I, the article addresses
the statutory and interpretive foundations of the filed rate doctrine in Part II.
Part III discusses the Supreme Court’s extension of the doctrine into greater
federal management of retail rates and introduces the reaction of the lower
courts to the Supreme Court’s decisions. Part IV analyzes the NOPSI excep-
tion requiring a utility to mitigate the effects of a FERC order in light of the
policy distinctions inherent in the filed rate doctrine and the recognized excep-
tions. Part V addresses a related policy issue of the appropriate venue for
challenging state orders to deny costs arising from federal orders.!®

I. THE NOPSI DECISION

Entergy Corporation’s (formerly Middle South Utilities or MSU) con-
struction of the Grand Gulf I plant has spawned three successful Supreme
Court appeals.!” The disputes arose from the allocation of the completed and
expensive Grand Gulf I nuclear power plant. While cost estimates in 1974
placed the cost for the construction of a two reactor facility at $1.2 billion, the
completed cost of a one reactor facility exceeded $3 billion.!* To allocate the
costs of the plant, the retail electric companies entered into agreements with
Middle South Energy, the owner of the plant and a sister within the holding
company structure, that were approved with major modifications by the
FERC. NOPSI’s share of the plant costs based on the FERC-modified agree-
ments amounted to 17% and was based on its share of nuclear generation
costs within the holding company (as opposed to the 9% the Council argued
for and the 29.8% urged in the original agreement).'® NOPSI then sought to
recover the cost of its share by filing for a sixty percent increase in rates with
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the Council of New Orleans.?’

The Council denied the rate request and began an investigation of the
prudence of the utility’s actions.?! After a substantial and generally unsuc-
cessful attempt by NOPSI in the federal courts to prevent the Council’s inves-
tigation, the Council issued a final order denying some of the requested
increase. As a result of the order, NOPSI was allowed to charge retail cus-
tomers for only fourteen percent of the Grand Gulf costs, rather than the
seventeen percent allocated to it under the FERC-approved agreement.*?
NOPSI then filed an action seeking federal court assistance to prevent the
implementation of the Council’s order and a parallel action in state court.?
The district court abstained from deciding whether the filed rate doctrine pre-
vented the Council’s action, but the Supreme Court reversed that decision.*
On remand, the district court held that the order was not facially preempted
and stayed the remainder of the case in favor of state court resolution.?® The
Fifth Circuit affirmed.

The court of appeals began its analysis by detailing the expanded scope of
the filed rate doctrine and its preemptive effect. The court reached its conclu-
sion after a review of the Supreme Court’s recent filed rate doctrine cases,
summarizing their factual scope to prevent the Council from (1) relitigating
the decision to participate in the project initially, (2) challenging the FERC
allocation, or (3) penalizing NOPSI for buying too much Grand Gulf
power.?® If the effect of the order either directly or indirectly resulted in a
redetermination of NOPSI’s FERC-mandated share of Grand Gulf I, then the
order was preempted.?’” Despite the apparent breadth of the filed rate doctrine
when applied to a holding company, the court nonetheless concluded that the
Council’s order was outside the doctrine.

In reaching this conclusion, the court addressed the scope of the Coun-
cil’s review in the rate case. The court accepted the characterization that the
Council was reviewing the decision of NOPSI to retain its full interest in the
power from Grand Gulf after the risk of nuclear power became apparent.?®
The only remaining question was whether FERC jurisdiction extended to the
retail seller’s decision to diversify its power sources under the circumstances.

The court concluded that FERC jurisdiction did not extend to the deci-
sion to attempt diversification of power sources by the retail company. The
court initially noted that the FERC did not assert jurisdiction to determine the
“prudence [of NOPSI] in not acting to minimize losses” from the power shar-
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ing agreement.?® Further, the court found that Congress had not committed
the matter to the FERC’s exclusive jurisdiction. There was no explicit evi-
dence of congressional intent, and the extension of authority effectively would
divest states of retail rate making authority over companies that participated
in power sharing pools.*® Finally, the court analogized to the exception to the
filed rate doctrine recognized (but never applied) by the Supreme Court which
allowed states to reduce rates if other costs of service decreased.’’ The court
concluded, “If states may deny pass through because costs have gone down in
other areas, it seems logical that they should be able to deny them because
costs would have gone down if the utility had not been imprudent.”*?

The NOPSI decision thus presents a novel approach to avoiding the
effects of the filed rate doctrine. The exception fundamentally rests on the
notion that the purchasing utility is under an obligation to mitigate the effects
of its prior decision even though it is bound by another agency to make that
decision. In this sense, it presents an important new twist to the basic policy
that the purchasing utility is responsible to its customers for the costs incurred
in providing service.

II. THE ANALYTICAL PARADIGM FOR FILED RATE ISSUES

The starting point for an examination of the filed rate doctrine is the
applicable statutory provisions. The statutory language and history provide
ample evidence for strong local control. First, the statute provides a statement
that local concerns remained local after the adoption of the FPA amendments
in 1935. Second, a straightforward reading of the legislative history of the
FPA suggests a strong element of local control.

A. The Legislative Demarcation

The FPA contains a seemingly redundant jurisdictional statement that
indicates a strong congressional desire to leave retail regulation to the states.
Section 201(a) of the act provides that “Federal regulation . . . extend[s] only
to those matters which are not subject to regulation by the States.”** Section
201(b)(1) then states much the same thing:

The provisions of this Part shall apply to the transmission of electric energy at

wholesale in interstate commerce, but shall not apply to any other sale of electri-

cal energy or deprive a state or state commission of its lawful authority now

exercised over the exportation of hydroelectric energy which is transmitted
across a state line.>*

Thus, the operative language of the statute separates state and federal jurisdic-
tion, leaving to the states the obligation to set local or retail rates.
The legislative history of the FPA reinforces the congressional goal to

29. Id. at 1002.

30. 4

31. Id. See infra text accompanying notes 54-63 and 125-131.

32. Id. at 1002.

33. Codified as 16 U.S.C. § 824(b)(1) (1988). Further references to the Federal Power Act are to Title
16, United States Code. Text references are to the section of the Federal Power Act.

34. Id. § 824(b)(2).



66 ENERGY LAW JOURNAL [Vol. 13:61

retain local control of local rates. The Senate report, for example, stated that
the purpose of the Act was to regulate the increasingly large and important
interstate market that the states could not regulate due to constitutional limi-
tations on their powers.?® The regulatory void was created by the Supreme
Court’s decision in Public Utilities Commission v. Attleboro Steam & Electric
Co.,’® which held that the states had no jurisdiction to regulate wholesale
transactions in interstate commerce. To fill that void, Congress inserted fed-
eral regulation under the FPA but also decided not to interfere with existing
state authority. Senate revisions of a House proposal aggressively followed
that course.’” The House later agreed and reinforced this message.>® The sec-
tion by section analysis of the House committee report stated, “As in the Sen-
ate bill no jurisdiction is given over local distribution of electric energy, and
the authority of States to fix local rates is not disturbed even in those cases
where the energy is brought in from another State.””® Local regulation of
retail rates thus appeared sacrosanct under the FPA.

Congress, however, did provide the Commission with a plenary powers to
regulate interstate commerce in wholesale power. In section 202 of the FPA,
the Commission is authorized to coordinate interstate sales and transmis-
sion.*® In other sections, the Commission is directed to set rates and stan-
dards.*' While the potential then existed for conflict, the congressional
solution seemingly left retail rate making to the states even when the electric
power being purchased was in interstate commerce.

B.  Creating a Jurisdictional “Bright Line”

The Supreme Court’s initial decisions interpreting the jurisdiction of
states and the federal commission over energy matters assumed a demarcation
based on the physical nature of the activity. In a series of decisions, the Court
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adopted a mechanistic “bright line” test based on a wholesale-retail division to
separate state and federal authority.*

Typical of the Court’s approach is the decision in FPC v. Southern Cali-
fornia Edison Co.*> In this case, the City of Colton purchased power from
Southern California Edison for resale to Colton’s municipal residents. Thus,
the purchases were wholesale. Moreover, some of the energy which the utility
received was in interstate commerce since the utility connected to an interstate
electrical grid. Rejecting the argument that the sale was essentially an intra-
state one from a California utility to a California city, the Supreme Court
found that the transaction was subject to the authority of the FERC. In an
often cited portion of the decision, the Court stated:

[O]ur decisions have squarely rejected the view . . . that the scope of FPC juris-

diction over interstate sales of gas or electricity at wholesale is to be determined

by a case-by-case analysis of the impact of state regulation upon the national

interest. Rather, Congress meant to draw a bright line easily ascertained,

between state and federal jurisdiction, making unnecessary such case-by-case
analysis. This was done in the Power Act by making FPC jurisdiction plenary

and extending it to all wholesale sales in interstate commerce exce‘at those which

Congress has made explicitly subject to regulation by the States.

While one might complain about where the line was drawn, the test avoided
the case by case balancing of much of the supremacy and commerce clause
litigation of recent years.*> The determination of jurisdiction turned on the
nature of the transaction, not its effect (or lack of effect) on interstate com-
merce. Analysis did not look to trapping costs, choice, or the apparent fair-
ness of state review. These “tests” would appear in the more recent vintage
cases.

C. The Parentage of the Filed Rate Doctrine

The initial cases interpreting the jurisdictional provisions were just that—
jurisdictional questions. The filed rate doctrine extension found its roots in
another source as well. Rather than from the logical source of Supremacy
Clause litigation,*® certainly the source of the current doctrine, the doctrine
arose in a decision dealing with primary jurisdiction. The case, Montana-

42. For a thorough discussion of the Supreme Court decisions, see Lindh, supra note 5.
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commerce clause. The legislation does not theoretically avoid issues involved with the commerce clause.
At the margins, state regulation which is not preempted could violate the balancing test because the balance
of state and federal interests do not favor state regulation. Arkansas Elec. Coop. Corp. v. Arkansas Pub.
Serv. Comm’n, 461 U.S. 375, 389-95 (1983); LAURENCE TRIBE, supra at 408.

46. U.S. ConsT. art VI, § 2, in part, provides, “This Constitution, and the Laws of the United States
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Dakota Utilities Co. v. Northwestern Public Utilities Service Co.,*’ involved a
claim between two utilities for the sale of electricity from one to the other
under a rate filing approved by the FPC. At the time of challenging the trans-
actions, the two companies had interlocking directorates. After the utilities
were separated, the plaintiff utility complained in a fraud action in federal
court that it paid too much under the approved rate because the directors took
advantage of the interlock to transfer costs.*®

The Supreme Court concluded that the district court had no basis for
trying the case since the rates charged by the utilities for the power had been
filed with the Commission. The Court reasoned that Congress had placed the
decision concerning the appropriate rate in the hands of the Commission
exclusively.*® The basis for the claim rested on the statutory requirement that
rates be reasonable. Statutory reasonableness, however, encompassed a range
of values, and Congress assigned the function of determining the place within
that range to the Commission.”® From this assumption the Court concluded,
“[Petitioner] can claim no rate as a legal right that is other than the filed rate,
whether fixed or merely accepted by the Commission, and not even a court
can authorize commerce in the commodity on other terms.”>!

The more interesting but seldom noticed portion of the decision is the
Court’s discussion of the preemption of a state-law based fraud claim. The
petitioner argued that fraud caused by the interlocking directorate provided
an avenue for relief from the filed rate doctrine. The Court, while recognizing
the state fraud claim, nonetheless found that the Commission’s approval of the
prior interlocking directorate, as being in the private and public interest, pre-
cluded an assertion that the directorate’s decisions were presumptively fraudu-
lent.’2 The effects of a federal decision on a state law thus began to emerge.

Despite this source of the filed rate doctrine as a source of preemption,
the decision to deny recovery then did not involve a conflict between a state
and federal jurisdiction. At issue was the right of a federal court to retroac-
tively recalculate the reasonable rate. The Court concluded that the district
courts were without authority to make that sort of decision. The obvious
problem with the result, however, is that it left the petitioning utility without a
remedy for the prior overcharges since the FPC lacked the authority to
authorize repayment.>® A similar problem would emerge in the modern filed
rate cases when the FERC, without review, approved costs as prudent and
that decision precluded the states from conducting their own investigations.

The extension of the doctrine as a matter of federal supremacy came from

the application of the Montana-Dakota decision to a state rate making pro-
ceeding in several state court decisions culminating in Narragansett Electric

47. 341 U.S. 246 (1951).

48. Id. at 247-48.

49. Id. at 251.

50. Id.

51. W

52. Id. at 252-53.

53. Id. at 255-66 (Frankfurter, J., dissenting).
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Co. v. Burke.>* In this case, Narragansett purchased electric power from New
England Power Company. Both were subsidiaries of New England Electric
System.>®* Following a wholesale rate increase by New England Power
approved by the FPC, Narragansett filed for an increase in its retail rates to
reflect the increased cost of power with the Rhode Island commission. The
Rhode Island commission asserted jurisdiction to investigate the reasonable-
ness of the costs in the New England wholesale rate filing.>® The state com-
mission reviewed the cost of equity, capital structure, working capital
requirements, and abandoned plant construction costs of New England
Power. It also disallowed four million dollars of the Narragansett’s requested
nine million dollar annual increase based on the redetermination of the appro-
priate rate it deemed should be charged by New England Power.?’

The Rhode Island Supreme Court effectively merged the bright line juris-
dictional test with the filed rate doctrine to reverse the commission’s decision.
The bright line between federal and state jurisdictions over energy matters
provided state and federal authorities with exclusive authority within their
own fields.>® Although state authority extended to the determination of retail
rates, the state nonetheless had to accept the determination of the wholesale
rate as reasonable based on the Supreme Court’s decision in Montana-
Dakota.®® As a result, the state commission erred when it investigated the
New England wholesale rate structure because the reasonable rate was that
which was filed or fixed by the FPC.%

The Rhode Island Supreme Court left open one possibility for decreases
associated with other costs incurred by the retail utility. Even though the
wholesale cost of the electricity to Narragansett would increase due to the
federal filing that the state must accept, the rates need not increase if other
costs that the state investigated decreased.®' Thus, the state commission could
“investigate the overall financial structure of Narragansett to determine
whether the company [had] experienced savings in other areas which might
offset the increased price for power.”®? On that basis, the court remanded the
case to the state commission “with the direction that . . . it must treat the FPC
filed and bonded purchase price to [New England Power] as an actual operat-
ing expense.”®’

Under Narragansett, the states could not attack the reasonableness of the

54. 381 A.2d 1358 (R.1. 1977), cert. denied, 435 U.S. 972 (1978). The Rhode Island Supreme Court
was not the first court to address the issue. See United Gas Corp. v. Mississippi Pub. Serv. Comm’n, 240
Miss. 405, 127 So. 2d 404 (1961) and Citizen Gas Users Ass’n v. Pub. Util. Comm'n of Ohio, 165 Ohio St.
536, 138 N.E.2d 383 (1956). Nonetheless, its decision has come to be associated with the application of the
filed rate doctrine to state utility proceedings.
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56. Id. at 1360-61.
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58. Id. at 1361.

59. Id. at 1362.

60. Id. at 1363.

61. Id. at 1363.
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selling utility’s rates, but the door remained open to attack the reasonableness
of the purchasing utility’s discretionary decision to buy at that price. In Pike
County Light & Power Co. v. Pennsylvania Public Utilities Commission,** a
state court concluded that a utility that had a choice for its purchases could be
responsible when it made an unreasonable choice. Pike County, a subsidiary
of Orange and Rockland Utilities, purchased power from its parent at a
FERC-approved wholesale rate that was substantially above the cost of power
offered to it by Pennsylvania Power.®> When the state commission (PUC) dis-
allowed over one half million dollars as imprudent costs incurred in the
purchase, Pike County challenged the order on the basis that the state was
preempted from challenging the reasonableness of the rate.®® In the appeal,
the court drew a distinction between the reasonableness of the selling price
from the seller’s and buyer’s perspectives. As to the former, the court agreed
that the FERC’s decision preempted any state review.5” As to the latter, how-
ever, the court found that there was no interference with federal authority.
First, the review performed by the FERC did not concern Pike County.%®
Likewise, the FERC did not review the reasonableness of the purchase from
the point of view of the purchaser.®® In contrast, the state review was limited
to the reasonableness of the purchasing transaction in light of its available
alternatives.” Thus, the court concluded, “The regulatory functions of the
FERC and the PUC . . . do not overlap, and there is nothing in the federal
legislation which preempts the PUC’s authority to determine the reasonable-
ness of a utility company’s claimed expenses.””!

Importantly, state authority to review management choices did not disap-
pear with the extension of the filed rate doctrine into a theory of preemption.
Both in Narragansett and Pike County, the courts concluded that a local util-
ity, as a purchaser, had to make reasonable choices. The limitation in Pike
County, however, was the court’s decision not to extend the preemptive effect
of a FERC order to the purchaser’s decision to buy at that rate. In effect, it
could be unreasonable to purchase at a price that the seller could charge as a
just and reasonable rate. But the scope of Pike County and the potential for
other exceptions, such as that found in NOPSI, faced a sterner challenge in
subsequent Supreme Court decisions.

III. EXPANDING THE PREEMPTIVE AUTHORITY OF FERC

In two decisions, the Supreme Court has extended the notion that feder-
ally filed rates preempt local rate making decisions that pushes federal juris-
diction much farther into the traditional realm of state rate making authority.
On the theory that the failure to recognize federally ordered rates will result in

64. 465 A.2d 735 (Pa. 1983).
65. Id. at 736.

66. Id. at 737.

67. Id. at 737.

68. Id at 738.

69. Id.

70. Id.

7. Id.
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trapped costs, the Court has concluded that state regulatory commissions
must honor FERC orders which largely determine local rates. Moreover, the
scope of FERC authority extends not only to the actual rates on file but also to
arrangements approved by the FERC which determine cost allocations such
as the requirement to take a certain amount of power. While there may be an
exception that allows for state regulation of those decisions that a retail utility
makes if it has a choice of sources, rates and allocations within power pools
otherwise set by the FERC are binding.

A. Nantahala

The first major decision by the Court applying the trapping theme to pre-
empt state action was Nantahala Power & Light Co. v. Thornburg.”? In this
case, two subsidiaries of Alcoa received low cost entitlement and high cost
purchase power under an arrangement with the Tennessee Valley Authority.
One of the subsidiaries, Tapaco, sold all of its allocations to Alcoa. The other,
Nantahala, resold its power to retail customers and was regulated by the
North Carolina commission. After the FERC set the allocation of low cost
power at levels that the North Carolina commission opposed, the commission,
in a subsequent rate case for Nantahala, determined that rates would be set at
levels that reflected a greater allocation of low cost power. As a result of the
reallocation, Nantahala would not recover in retail rates the costs it incurred
for the additional high cost power it actually had to purchase under the
FERC-ordered allocation.”> The Supreme Court reversed.

The Court began its analysis with the necessary assumption that federal
law controls conflicting state law.”* The Court next asserted that the FERC
had plenary authority over the provision of rates, again an unexceptional
statement.”> The Court then made a significant extension. The authority over
rates extended to mandatory allocations of power since these determined the
costs incurred by the utility.”® Thus, the state’s decision that Nantahala
should have been allocated more of the low cost power ran directly counter to
the FERC order.”” As a result, Nantahala faced trapped costs under the state
order. The commission’s increase of the amount of low cost power available
to Nantahala resulted in its failure to recover the full cost of the high power it
was required to buy under the FERC allocation.”® The state order thus could
not stand as it operated in conflict with the federal order.

The Court nonetheless recognized that Nantahala’s rates need not
increase as a result of its decision. First, the Court noted that a reduction in
costs not subject to FERC pricing might justify the state’s failure to pass on

72. 476 U.S. 953 (1986).

73. Id. at 955-62.

74. Id. at 964.

75. Id. at 966.

76. The Court stated, “FERC’s decision affects Nantahala’s wholesale rates by determining the
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accordance with that allocation.” Id. at 967.
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the increased FERC-ordered costs dollar for dollar in new rates (the Narra-
gansett exception).” Second, the Court made a passing reference to the Pike
County exception but concluded that it did not apply since no other power
source appeared to be available to Nantahala.’® The Court, however,
described the potential exception in an unusual way. Instead of leaving open
the issue that the purchase price for particular source might be too high, the
Court stated:

Without deciding this issue, we may assume that a particular quantity of power

procured by a utility from a particular source could be deemed unreasonably

excessive if lower-cost power is available elsewhere, even though the higher-cost

power actually gurchased is obtained at a FERC-approved, and therefore, rea-
sonable, price.”%!

B.  Mississippi Power & Light

In Mississippi Power & Light Co. v. Mississippi ex. rel Moore,? the Court
next determined that a state commission could not conduct a review of the
reasonableness of costs incurred in the construction of a nuclear power plant
whose costs were allocated under a federally approved power pooling agree-
ment. Growing out of the Grand Gulf I nuclear power plant construction, the
case stems from the same facts as the NOPSI litigation. As noted previously,
the consortium constructing Grand Gulf I completed the construction at a
cost six times the initial estimates.®® MSU, the owner of the plant, filed a set
of agreements with the FERC to allocate the costs of the plant by capacity
purchases by the members of the Middle States pool.®* The FERC revised the
agreements and then approved an arrangement that required each of the mem-
bers to incur some of the construction costs.®® The FERC did not conduct a
review of the reasonableness of the costs MSU incurred in the construction,
although the Court concluded that the FERC implicitly accepted the compa-
nies’ assertions that costs were prudent.®*® Following the approval of the new
pool allocations, Mississippi Power and Light Co. filed for a substantial rate
increase to which the Mississippi commission finally agreed in order to avoid
forcing the company into insolvency.®” On an appeal of the commission’s
decision, the state supreme court concluded that the increased costs could not
be passed to consumers until the reasonableness of the costs was determined,

79. Id. at 967.

80. Id. at 973-74.

81. Id. at 972. Theoretically, the comparison is still over which is the less expensive alternative, but
the phrasing is indeed odd since either price or quantity could be unreasonable in a particular transaction.
For example, a company might contract for expensive backup power from gas turbines because it needs that
power at a moment's notice. But, it probably would be unreasonable to supply base load power through
purchases from those same turbines. In each case the quantity and price might be the same, but the
justification for the purchase would differ dramatically.
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and it ordered the state commission to conduct a review.*® Holding that the
review was preempted, the Supreme Court once again reversed.

Because the case presented an apparently significant intrusion into state
regulatory authority, the Court initially attempted to set out the parameters of
federal authority. First, the FERC had exclusive authority to set wholesale
rates.®® Second, its authority extended to allocation decisions.®® Third, states
may not interfere with that authority by barring utilities from passing through
to retail consumers the price effects of the assertion of FERC authority.® The
Court recognized once again that an exception may exist to allow state com-
missions to review the reasonableness of purchase decisions, the Pike County
exception, but then closed the door to state review by concluding that excep-
tion did not apply when the FERC had prescribed the amount of power to be
purchased by a particular utility within a power pool.*

The conclusion that the state action was preempted easily followed. The
state court erred when it found that FERC jurisdiction did not apply since the
FERC had not conducted a review of the reasonableness of the costs.”?
According to the Court, FERC’s decision could not be attacked by a state
commission outside the FERC proceeding or an appeal from it if the decision
was within FERC jurisdiction, whether or not the federal agency actually used
its authority.®* The Court then buttressed its position, stating that the reason-
ableness of costs could have been raised in the FERC proceeding and some of
the issues pertinent to the state proceeding had already been addressed in the
federal one.’® Thus, the Court cut off an argument that the failure of the
FERC to exercise its jurisdiction (a familiar complaint among those who fear
that utilities will engage in forum shopping®®) did not preserve any state
authority.

C. The Lower Courts’ Reaction

The lower court’s reaction to the expansion of the filed rate doctrine into
a jurisdictional bulwark is mixed. Some courts have gone to some lengths to
implement the Court’s suggestion that decisions affecting federally approved

88. [d. at 366. See Mississippi ex rel Pittman v. Mississippi Pub. Serv. Comm’n, 506 So. 2d 978
(Miss. 1987). The reasons for not holding a hearing at the FERC are somewhat obscure. The Supreme
Court majority opinion first states that the FERC found that the decision to continue construction was
prudent. Mississippi Power, 487 U.S. at 363. The Court then states that the issue could have been brought
to the attention of the FERC and the administrative law judges, but that the states failed to do so. Id. at
375. The majority then reverses field again and concludes that some of the prudence issues were decided.
Id. at 376. See also id. at 379 and n.* (Scalia, J., concurring). On the other hand, Justice Brennan’s opinion
casts some doubt about the scope of the review that one of the administrative law judge’s concluded was
available at the FERC in this proceeding. Id. at 388-89 and n.* (Brennan, J. dissenting).
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rates are preempted, but others have suggested less aggressive use of the filed
rate doctrine.

1. Paradigm Cases of Preemption

It is readily apparent that the state will not be successful in asserting
jurisdiction over FERC ordered cost allocations. Cases concerning the alloca-
tion of transmission line construction costs and minimum billing are examples.
In another case, one state supreme court treated a cost as requiring pass
through even though the FERC did not claim jurisdiction to decide the mat-
ter. In each of the following cases, however, the FERC decision seems to
preclude state involvement under the Court’s version of the filed rate doctrine.

For example, the Fourth Circuit Court of Appeals in Appalachian Power
Co. v. Public Service Commission of West Virginia®” had little difficulty
affirming an injunction against the West Virginia commission to prevent it
from reviewing the costs of construction for an interstate high voltage trans-
mission line. In this case, Appalachian Power Company filed for a retail rate
increase to cover the costs associated with the FERC-assigned portion of the
line constructed by a pool with which it was associated.”® The state commis-
sion refused to allow the costs until it conducted a review of the contract
under a statute that required commission review of deals made with affili-
ates.®® Though the commission asserted that it was limiting its review to
whether the utility had selected the most economic source for transmission,
the court found that the investigation was preempted.'® Initially, the court
noted that the FERC had exclusive jurisdiction over interstate transmission of
power.'®! It then rejected the commission’s argument that it would limit its
review to the Pike County-type issues. The court found that the exception did
not apply since there was no alternative available to the utility and the inquiry
into reasonableness would overlap with the federal determination of the rea-
sonableness of the contract allocation and result in the potential for a conflict
between federal and state regulation of Appalachian.'®> The court concluded
its justification by noting that in this instance a broader perspective was appro-
priate since the transmission was multistate in nature and affected a multistate
pool. Thus, the FERC was the proper venue for a decision since it could
provide a comprehensive review and coordinated approach to the problems
raised by the pooling arrangement. '

Similarly, in Kentucky West Virginia Gas Co. v. Pennsylvania Public Utili-
ties Commission,'® the Third Circuit Court of Appeals concluded that a state
commission must recognize minimum bill charges (charges for the cost of gas
ordered but not delivered) authorized by the FERC. The state had anticipated
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a reduction in the rates authorized and lowered the recovery at the retail level
accordingly.'® The court rejected the state’s position and concluded that
FERC-authorized rates were binding on the state commission until the FERC
changed them.!%¢

The Illinois Supreme Court’s decision to preempt state review in General
Motors Corp. v. Illinois Commerce Commission '’ poses an even more interest-
ing problem in that the FERC attempted to leave for the states the determina-
tion of the reasonableness of cost pass throughs by retail utilities. In Order
No. 500,'°% the FERC directed pipelines to recover, in one of two methods,
take or pay liability resulting from reduced purchases of natural gas by local
distribution companies. The first allowed the companies to recover the full
amount of the charges but subjected the companies to full rate review. The
second allowed the companies to recover half the take or pay payments from
customers if they agreed to absorb the other half. Pipelines serving Illinois
took the second option, thus creating a potential fixed obligation for the recov-
ery of costs from the local distribution companies to which they sold the
gas.!® Importantly, however, the FERC left open the question of whether
utilities purchasing from the pipelines would have to absorb some of the costs
for the take or pay liability.!!°

Despite the invitation by the FERC for the states to retain jurisdiction,
the Illinois commission concluded that retail companies had to recover the full
FERC-approved amount from retail customers under the filed rate doc-
trine,!!! and the state supreme court agreed. After the court concluded the
filed rate doctrine applied to the costs of gas assigned to local utilities by the
FERC order,!!? it then addressed the question of the FERC’s attempt to refer
the determination of whether the costs were reasonable to states. The court
noted that the FERC could not authorize a result different than that provided
by Congress in the Natural Gas Act.!!> It then stated that the effect of the
state order was to trap costs, an action not permitted under the statute accord-
ing to Supreme Court interpretations.''* Nor did the Pike County exception
apply since the FERC directed pipelines to charge the take or pay costs to
retail utilities.’!® Since the costs were mandatory, the local utilities had no
choice but to incur the costs for the gas they had not purchased. Finally, the
court offered its opinion that it could not see any basis for concluding that the
costs the local companies were forced to incur could be imprudent since they
could not have anticipated the changed economic and regulatory circum-
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stances that led to the take or pay problems addressed in Order 500.!!¢

These cases consistently follow the logic of the Supreme Court in the
preemption cases. Costs mandated by the FERC cannot be tampered with
even when the FERC does not claim that it has addressed the buyer’s reasona-
bleness in making the purchases.

2. Exceptions

The breadth of the Court’s decisions, however, was tempered by the dicta
in Nantahala concerning the purchaser’s role. Though Mississippi Power &
Light cast further doubt on the viability of the exceptions, lower courts none-
theless have found a place for it.

In the first Kentucky West Virginia Gas Co. case,!'” for example, the
Third Circuit found that the state’s prudence review was not preempted when
the utility could receive gas from multiple sources. Though the court antici-
pated its treatment of unavoidable costs, such as a minimum bill included in
the purchase price,''® it nonetheless concluded, “FERC’s interpretation of its
statutory authority recognized that wholesale rate-making does not as a gen-
eral matter determine whether a purchaser has prudently chosen from avail-
able supply alternatives.”''® The court further noted that the reasonableness
of the purchase was never before the FERC. As a result, there could not be
any conflict with FERC jurisdiction over that matter.'2°

Likewise, in Pennsylvania Power Co. v. Pennsylvania Public Utilities Com-
mission,'?! a state court concluded that an arrangement to buy back power at
ten times the cost of other sources could be reviewed by the commission since
there was an alternative source of power available to the purchaser. In this
case, Penn Power attempted to pass through the very expensive power it
purchased as part of a sale of an unneeded portion of a power plant it had
agreed to construct.!?> Though the contract for the buy back was filed and
approved by the FERC as an interstate wholesale purchase, the court agreed
that the unsupervised and essentially voluntary decision to purchase the power
in trade for unloading part of its ownership in the plant was subject to state
review.!?> The court distinguished the case from Mississippi Power & Light on
the basis that the company, not the FERC, caused it to incur the very high
price for the purchased power.'**

The state also retains the authority to review rates for other cost reduc-
tions, and this exception logically precludes immediate dollar for dollar pass
through to rate payers once the FERC has acted. In Arkansas Power & Light
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Co. v. Missouri Public Utilities Commission,'?®> another of the Grand Gulf I
cases, the FERC ordered the utility to begin payments of $33 million for its
share of Grand Gulf I, $1 million of which was attributable to Missouri cus-
tomers.!?® The utility filed a rate case with the Missouri commission to
recover the increased FERC-imposed costs, but the state ordered a suspension
of the proposed rates for the ten months allowed under state law.'?” The util-
ity then filed suit to enjoin the suspension of rates.'?® The district court
ordered immediate recovery and the commission appealed. While the appeal
was pending, the utility collected rates at levels that the commission ulti-
mately determined were too high.'**

Relying on the Supreme Court’s dicta in Nantahala that the states are not
precluded from reviewing costs that are not dictated by the FERC in deter-
mining the appropriate retail rate, the court of appeals concluded that the
state could properly suspend rates to determine the validity of other cost
claims, the allocation of the costs to jurisdictional and nonjurisdictional cus-
tomers, and rate design.’’° Nonetheless the court stated that the suspension
could not be used in bad faith or when it might force the company into insol-
vency.'?! In this case, however, the court felt that the injunction was
improper since the state was authorized to review the utility’s costs and there
was no showing of bad faith. As a result, the court of appeals reversed the
district court’s order enjoining the use of the suspension statute by the state
commission.

D. Summary

As a result of the Court’s decision in Nantahala and Mississippi Power &
Light, there exists a significant potential for federalization of the rate making
process. As the electrical system has become more interconnected, the possi-
bility for pools to shift the decision making process from state commissions to
a federal agency is readily apparent. In effect, the Court has provided that
federal jurisdiction reaches far down into the cost structure and allocation
process for setting local rates. Those may now be dictated by the FERC and
cannot be rejected by state commissions in setting local rates even when the
FERC has not exercised its authority to review the prudence of costs. The
only exception recognized by the Court is for purchases by a utility outside
pooling arrangements. Otherwise, the state must find savings in other areas of
utility operations to offset proposed increased rates. As one might expect, this
construction of the filed rate doctrine has not set well with the states.
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IV. NOPSI, SUBSEQUENT DECISIONS, AND PoLiCY IMPLICATIONS

The appellate court’s decision in NOPSI presents an alternative for deny-
ing costs premised on a duty to mitigate the costs of federally approved
purchases. By definition, this ‘“new” theory does not fall into any of the prior
exceptions to the filed rate doctrine, but it draws from both of the Narragan-
sett and Pike County cases. The effect of imposing a duty to mitigate the feder-
ally required purchases could have the same effect as denying the costs
initially. (In fact, one of the arguments raised by the petition for certiorari
was that the state was attempting to circumvent the logical implications of the
FERC order. As proof, the petition noted the striking coincidence that the
state-ordered disallowance resulted in the same rate levels as the position the
state took in the FERC proceeding.)!3? If the controlling interest the Supreme
Court uses is the trapping of costs, then the argument does not appear sup-
ported by the current interpretation of the filed rate doctrine when applied to
members of interstate power pools. On the other hand, the same kinds of
arguments that support other exceptions seem to apply to the duty to mitigate.

A. The Duty to Mitigate Costs

Boiled to its essentials, the theory underlying the decision in NOPSI is
that the utility had a continuing duty to mitigate the costs of its purchases of
power. Having joined the pool, the utility was required by the FERC order to
accept its allocation of wholesale power and pay for the allocation assigned to
it. Following the purchase, however, the utility also was required to make
some effort to mitigate the costs of the allocation by selling the power. Failure
to do so resulted in a disallowance for what in effect was imprudently retained
costs.!?

The current theory of preemption and the filed rate doctrine does not
appear to permit the commission (or, in this case, the municipality) to make
this sort of decision. The allocation to NOPSI was a FERC order that
directed the pool member to incur certain costs. The order carries a stamp of
reasonableness the state may not challenge. Furthermore, the effect of the
order is to trap costs by not permitting the utility to recover the full amount of
FERC ordered costs of Grand Gulf from the retail customer, as opposed to
the equity holder.

Likewise, neither of the recognized exceptions to the filed rate doctrine
apply. The Pike County exception is not applicable since the utility had no
choice in making the purchase. (Moreover, this transaction and the inapplica-
bility of Pike County were previously decided in Mississippi Power & Light).!>*
Nor is the exception for other costs applicable. In this case, the disallowance
is directly related to the FERC allocation for Grand Gulf. The New Orleans
Council decided that the utility should sell a portion of its interest in the plant.
Thus it is impossible to argue that other costs justified the disallowance

132. Petition for Writ of Certiorari at 7, New Orleans Pub. Serv., Inc. v. Council of New Orleans, Case
No. 90-1156 (Jan. 1991).
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134.  See supra notes 82-96 and accompanying text.
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directly by the Council. In short, neither argument offers a sanction for the
challenged order.

B. Recognizing a Duty to Mitigate

None of the preceding discussion, however, should rule out the possibility
of another exception to the Court’s current theory of the filed rate doctrine.
First, a duty to mitigate appears to be consistent with the policy concern
implicit in the Pike County and Narragansett exceptions. Both of the excep-
tions are premised on the view that the purchaser retains some responsibility
to retail consumers for the costs that it incurs. In the case of Pike County, the
purchaser must choose among alternative wholesale sources and is responsible
for its poor choices. In the case of Narragansett, the purchaser may not pass
through the costs dollar for dollar (i.e. its other cost decisions remain subject
to review). Thus both exceptions prefer holding the local utility responsible to
local authorities for its ongoing retail operations when FERC authority is not
affected.

In the same way, the duty to mitigate does not necessarily implicate
FERC authority. Rather, the local authority is challenging the company to
improve its profile of expenses. If the utility can show that it was prudent in
retaining an interest in more expensive power or was unable through reason-
able efforts to transfer its allocation, then the decision not to sell the power is
justified. On the other hand, the cost is not justified if the utility could have
mitigated the cost by disposing of the power and failed to do so or to attempt
to do so. It remains the choice of the utility management whether to retain or
attempt to sell the expensive power to another user. In either case, the deci-
sion does not infringe on the FERC decision making process or resolution.

Second, the recognition of a duty to mitigate is consistent with the plain
langauge of the statute and its legislative history. Both houses of Congress
reported that the function of local rate making was not affected by the adop-
tion of the Act.'>> The decision to continue to incur an expense that it could
choose to mitigate does not directly or indirectly fall into the responsibilities of
the FERC. Its decision making authority ended with the decision to make the
allocation. If better mixes can be obtained by the local utility without dis-
turbing the payments among the wholesale pool members, the FERC alloca-
tion is not disrupted, and the retail function is left with the states as Congress
anticipated.

Third, other federalism concerns do not present unique challenges to
finding a duty to mitigate. One argument supporting the filed rate doctrine is
the perceived predictability of its results.'*® The bright line that drove prior
decisions, however, hardly remains a steady beacon. The FERC, for example,
takes principled but inconsistent positions about its own authority with regard
to gas and electric pricing.!*” (Moreover, its decisions concerning its own

135. See supra notes 35-42 and accompanying text.
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500 concerning take or pay liability.
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authority to disclaim an area of review are not controlling.)'*® Second, the
Commission has not been consistent within industries over time.!*® Third, one
should not expect a system that is responsive to political breezes will remain
closely alloyed to a particular approach. Thus the perceived light hand of the
FERC today'# could be tomorrow’s club. Predictability (and the related con-
cern about forum shopping) thus is not a telling argument.

The line drawing within the current framework likewise does not demon-
strate an overriding claim that makes it a determinative value for deciding to
adopt an additional exception. The current treatment of filed rates turns on
whether one is a member of a pool or ordered to pay certain costs. The divi-
sion between affiliated and unaffiliated or ordered and chosen costs is hardly a
principled way to determine if the federally mandated costs present the most
efficient mix for retail distribution. Indeed, the irony of the current division is
that the more closely related the parties to a transaction are, the less likely the
purchase can be challenged.'*! Rather, there is an apparent need to review
those costs from the purchaser’s side of the transaction, without regard to the
purchaser’s ties to the wholesaler.

Finally, a duty to mitigate does not present any special challenges to
interstate coordination. If the FERC mandates a pooling arrangement, that
arrangement is intact even if a duty to mitigate applies. A secondary decision,
however, remains as to who, consumer or stockholder, is responsible for those
costs. Inherently that decision is a local one. If management acts impru-
dently, the accepted solution is to assign those costs to shareholders.!*? Noth-
ing in the federal scheme is injured if the purchasing management is
responsible for a failure to manage the utility’s costs to maintain the lowest
reasonable costs.'*®> Moreover, management might as well get used to these
responsibilities. As the FERC places more emphasis on transmission
access,'** the utility will not be able to hide behind the veil of the filed rate
doctrine.’#5 Access implies choice, and with choice comes responsibility.

Trapping costs likewise does not provide a special barrier to finding a
duty to mitigate. In dicta, the Supreme Court has recognized situations in
which costs determined by the FERC to be reasonable are nonetheless trapped
without legal infirmity. Every contract approved by the FERC is in a sense a
FERC ordered decision that the seller’s costs are just and reasonable; they
must be under the statutory requirements of the Federal Power Act.'*® The
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choice to enter that contract outside a pooling arrangement, however, does not
arise unless the purchasing utility agrees to it. The selling price may be
deemed reasonzble but the choice to purchase at that price may not be. Under
Pike County, the local regulator retains the authority to reject the purchaser’s
choice. In effect, then, the exception results in trapping costs the FERC deter-
mined were reasonable. Likewise, the utility may not have any choice in tak-
ing an allocation under a pooling agreement, but it may have a choice on
whether it keeps it. That essentially local decision traps any FERC ordered
costs in the same way and so would be treated the same way.'*’

V. PREEMPTION AS A CHECK ON STATE ACTION

Apart from the traditional arguments concerning preemption, another
concern about the potential disallowances may be driving the Court’s deci-
sions. Inherent in the Supreme Court’s aggressive posture to the filed rate
doctrine may be an agenda to limit state actions leading to significant disal-
lowances. In rate making cases, the effects are often large, and that is espe-
cially true recently, given the spate of cost overruns associated with nuclear
construction.!*® Likewise, state commission action has resulted in large write
downs.!*® Given the more favorable environment afforded by the FERC rate
making approach,'*® the Court may be playing an interesting end game to
protect utilities from the perceived political unfairness (reflected in large disal-
lowances) of state review.!’!

To the extent that the courts use the filed rate doctrine to counter the
effects of a political imbalance, it is a clumsy tool. First, as noted above, the
use of the filed rate doctrine simply moves the decision from one political
actor to another. Today’s choices may prove a disaster tomorrow. Second,
the Court may have already signaled a more direct approach to balancing any
political failure at the state level. Clearly, regulatory agencies are bound by
constitutional limits on takings and due process, and the Supreme Court and
lower courts appear to be returning to these root doctrines to establish param-

147. This argument suffers because it tends to prove too much. If trapping is a problem for the
unaffiliated and the affiliated, then the logical result is to treat both the same way. The problem however, is
less with that argument and more with the argument of trapping in the first instance. The Supreme Court
has created a test and then drawn distinctions that do not logically follow from the text. The results of cases
then seem to turn on the characterization of the action rather than whether costs are trapped or not. Thus,
the Fifth Circuit can in NOPSI characterize the transaction as one involving mitigation and avoid the
logical consequence of the FERC order allocating a portion of the capacity to New Orleans, a result
otherwise precluded by Nantahala. The point here is not so much to criticize the test but to suggest that the
duty to mitigate is consistent with the kinds of arguments that support the other exceptions to the filed rate
doctrine.

148. As noted above, Grand Gulf I was completed at a cost of six times original cost estimates. Other
examples of large overruns are common.

149. Richard J. Pierce, Jr., Public Utility Regulatory Takings: Should the Judiciary Attempt to Police
the Political Institutions? 77 GEo. L.J. 2031, 2050-51 (1989); Michael A. Laros & Samuel A. Haubold, The
Shifting Standard of Prudence: Implications for Utilities, Pub. Util. Fortnightly 21 (Oct. 29, 1987).

150. Nixon & Johnson, supra note 5, at 30-31 & n.131.

151.  See generally, Pierce, supra note 149, for a discussion of the political failure within the current
regulatory framework.
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eters.!>> While significant disagreements exist concerning the point at which
state action is checked, there is no disagreement that a check exists.!>* To the
extent that there is any unfairness in the current system of retail rate making,
the solution is to use the appropriate constitutional tools, not to extend others
to achieve a rough and ready compromise that may ultimately fail to realize
the underlying goals.

VI. CONCLUSION

If there is a duty to mitigate, it follows that the complaints and concerns
raised against power pools may be less significant than once thought. There
would exist a tool by which local commissions could hold management
responsible on a continuing basis for the decisions about power purchases that
might otherwise escape continuing review. Since the major concerns associ-
ated with federalism and economic planning are not significantly impacted,
the new exception offers a timely component to the regulatory mix. With the
growing insistence for greater transmission access, it also is consistent with the
likely trend in utility regulation toward greater local decision making. In this
respect, at least, the goals of the Congress that passed the Federal Power Act
in 1935 and current regulatory policy began to coincide in a useful way.

152. See, e.g., Duquesne Light Co. v. Barasch, 109 S. Ct. 609 (1989); Jersey Central Power & Light Co.
v. FERC, 810 F.2d 1168 (D.C. Cir. 1987).
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A Response to Recent Judicial and Academic Misconceptions, 41 AD. L. REV. 1 (1989); Frank P. Darr, The
Constitutional Limits on Ratemaking: A Response to William [Walter] Pond, 11 ENERGY L.J. 53 (1990);
Walter Pond, The Constitutional Limits on Ratemaking: A Reply to Frank Darr, 12 ENERGY L.J. 111
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