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Summary

The retail electricity rates paid by end-use commercial and residential customers have long been a focus of federal, state, and local policymakers. In 1935, Congress passed the Federal Power Act (16 U.S.C. §§ 791a–823g), under which state and local utility regulators retain primary authority over retail electricity rate regulation. The law, in part, reflected views of the Supreme Court and others at the time about the scope of Congress's authority to regulate interstate commerce pursuant to Article I, Section 8 of the U.S. Constitution. In the years that followed, the Supreme Court has taken a more expansive view of Congress's constitutional authority, including over intrastate activities that substantially relate to interstate commerce. These judicial developments, along with the growing interconnectedness of the nation's electricity system since the early 20th century, have reduced some of the constitutional barriers to congressional regulation of retail electricity services and rates. Nonetheless, political opposition to an expanded federal role from many states, utilities, and others creates potential barriers to Congress's action in this space.

Instead of amending the Federal Power Act to create an explicit role for the federal government in setting utility retail policies, Congress has opted for other mechanisms to influence retail rates. Since 1978, one such mechanism has been Section 111(d) of the Public Utility Regulatory Policies Act of 1978 (PURPA; 16 U.S.C. § 2621(d)). This section's "states-must-consider" standards, as they are sometimes called, establish congressionally preferred policies that state and local utility regulators must consider adopting. The ultimate decision to adopt—or not adopt—the federal standards is made at the state level. Congress established 21 standards in Section 111(d) from 1978 to 2021 (the most recent year in which Congress amended the section).

A retail electricity rate issue receiving attention in the 119th Congress is the return on equity (ROE) utilities are allowed to receive on capital investments they make in their infrastructure (for example, transmission lines, distribution system equipment). ROE is, in part, meant to attract capital to the electricity sector. Utility regulators generally approve ROE levels that are comparable to returns in other industries with similar risk profiles. A lack of capital investment in electricity infrastructure could harm performance or have other negative consequences. Some advocates argue that current utility ROE levels are not economically justified and should be lowered in an effort to reduce retail electricity rates. H.R. 8568, introduced in the 119th Congress, would, among other things, direct FERC to establish a range of reasonableness for ROE comprising three specific data points based on financial markets information, as prescribed by the bill. Another bill, H.R. 7977, would, among other things, direct FERC to collect and make publicly available information from utilities about ROE and their capital structure.

If Congress chooses to address how utility ROE is calculated (or other retail policies), it could do so by amending the Federal Power Act to create a federal role over ROE, amending Section 111(d) of PURPA, or pursuing a variety of ways to have utilities voluntarily lower their ROE. Each of these options has potential trade-offs in terms of electricity reliability and affordability. Additionally, the traditionally limited role of the federal government in addressing retail policies could be called into question as part of any legislative debate on potential action.










The retail electricity rates paid by end-use commercial and residential customers have long been a focus of federal, state, and local policymakers. State public utility commissions (PUCs) generally have primary jurisdiction to set retail electricity rates and have often favored cost-based rates that allow regulated utilities to recover their costs, including a fixed rate of return on their infrastructure investments, known as return on equity (ROE). This report explores the history of electricity markets in the United States, the nature of and reasons for state primacy in setting retail rates, and federal options to influence those rates. This report also provides a brief introduction to utility ROE, which has been a topic of interest in the 119th  Congress. Congress could consider a range of actions to change the process by which retail rates are calculated, or to change how inputs to rates (like ROE) are calculated. These options could be applied to ROE or numerous other aspects of retail rates and utility regulation.


Background: Evolution of the U.S. Electricity Sector and the Federal Power Act


The "Attleboro Gap" and the Federal Power Act

In the early years of the electric power industry (i.e., the late 1800s and early 1900s), the federal government generally did not intervene, leaving oversight of the industry to states and localities. In the 1927 case Public Utility Commission of Rhode Island v. Attleboro Steam & Electric Co., the Supreme Court heard a challenge to the jurisdiction of the Rhode Island PUC, which had amended a contract between a Rhode Island power generator and a Massachusetts wholesale power purchaser to impose "reasonable" rates as determined by the PUC.1 Citing the impact on utility rates for Massachusetts-based customers, the Court found that the Rhode Island PUC's rate change placed "a direct burden on interstate commerce" in violation of Article I, Section 8 (the Commerce Clause) of the U.S. Constitution.2 In so ruling, the Court created a jurisdictional "gap" whereby no regulatory agency had oversight over these interstate transactions. The Court concluded that "if such regulation is required it can only be attained by the exercise of the power vested in Congress."3

In 1935, Congress amended the Federal Water and Power Act, renaming it the Federal Power Act (FPA) and adding a new Title II that gave the recently created Federal Power Commission (FPC) authority to regulate interstate wholesale sales and transmission of electricity.4 The terms of FPA explicitly delineate its reach:

The provisions of this subchapter shall apply to the transmission of electric energy in interstate commerce and to the sale of electric energy at wholesale in interstate commerce, but except as provided in paragraph (2) shall not apply to any other sale of electric 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. The Commission shall have jurisdiction over all facilities for such transmission or sale of electric energy, but shall not have jurisdiction, except as specifically provided in this subchapter and subchapter III of this chapter, over facilities used for the generation of electric energy or over facilities used in local distribution or only for the transmission of electric energy in intrastate commerce, or over facilities for the transmission of electric energy consumed wholly by the transmitter.5

The FPA mandates that all rates and charges for jurisdictional sales and services be "just and reasonable" and requires all public utilities engaged in these jurisdictional sales and services to file rate schedules with the Federal Energy Regulatory Commission (FERC), the successor agency to the FPC, for review and approval.6 The FPA also empowers the federal government to conclude, on its own motion or in response to a complaint, that existing rates are "unjust, unreasonable, unduly discriminatory or preferential" and authorizes the Commission to "determine the just and reasonable rate, charge, classification, rule, regulation, practice, or contract to be thereafter observed and in force, and . . . fix the same by order."7 These federal authorities extend only to "the sale of electric energy at wholesale in interstate commerce."8

This broad authority to regulate and adjust electricity rates and services continues to apply only to wholesale interstate sales and interstate transmission services.9 State PUCs retain sole authority to set rates and otherwise regulate intrastate electricity transactions, including sales to commercial and residential consumers and the rates they pay. State PUCs also retain sole regulatory authority over intrastate transmission services, including exclusive authority to permit the construction and operation of transmission facilities themselves (and approve an ROE for the utility constructing the facilities).

The FPA's federal/state jurisdictional divide was likely informed by several variables. At the time Title II of the FPA was adopted in 1935, the Supreme Court took a more limited view of the scope of Congress's authority under the Commerce Clause.10 However, during the New Deal and into the latter half of the 20th century the Supreme Court adopted a more expansive view of Congress's power to regulate interstate commerce. In NLRB v. Jones & Laughlin Steel Corp., the Supreme Court held that Congress's authority to regulate interstate commerce extends to intrastate activities that "have such a close and substantial relation to interstate commerce that their control is essential or appropriate to protect that commerce from burdens and obstructions."11 As the Court recognized several decades later in United States v. Lopez, this expansion was not merely jurisprudential, but also came to reflect a shift in the nature of commerce itself and the extent to which some local activities have regional or national impacts.12

The changing nature of the energy industry and electricity markets since the time of the FPA's enactment has been recognized by the Supreme Court. Regarding the legislative history of the FPA, the Court has observed that "no party to these cases has presented evidence that Congress foresaw the industry's transition from one of local, self-sufficient monopolies to one of nationwide competition and electricity transmission. Nor is there evidence that the 1935 Congress foresaw the possibility of unbundling electricity transmissions from sales."13

While a shift in the interpretation and application of the Commerce Clause may have removed some of the constitutional barriers to congressional regulation of retail electricity services and rates, the shift did not affect the scope of the FPA. Section 201(b) of the FPA continues to limit the reach of Title II of the FPA to the "transmission of electric energy in interstate commerce and to the sale of electricity at wholesale in interstate commerce," with explicit limitations on FERC's authority over "facilities used for the generation of electric energy or over facilities used in local distribution or only for the transmission of electric energy in intrastate commerce, or over facilities for the transmission of electric energy consumed wholly by the transmitter."14 This jurisdictional split has been largely left in place since enactment of the FPA despite the increasingly interdependent nature of the nation's electricity infrastructure and markets.



Section 111 of PURPA

Notwithstanding the limitations on federal authority Congress imposed under the FPA, there have been some federal legislative efforts to influence retail electricity regulation. These efforts have often been done through Section 111 of the Public Utility Regulatory Policies Act of 1978 (PURPA).15 As the nation's electricity generation capacity grew and the scope and interconnected nature of the electricity grid expanded, the division of state and federal regulatory roles remained largely unchanged until the 1970s. The first significant change was an internal one: the Department of Energy Organization Act of 1977 created the Department of Energy as well as FERC, an independent agency.16 The Act transferred many of the jurisdictional responsibilities of the now-defunct FPC, including many of those assigned by Title II of the FPA, to the newly created FERC.17  One year later, Congress passed and the President signed into law PURPA.18 Title IV of PURPA focuses primarily on policies promoting energy conservation and efficiency, including some measures intended to advance those goals at the intrastate and consumer levels where the federal government previously had not participated based on the traditional understanding of federalism as applied to the electric power industry.

Section 111 of PURPA represents perhaps the federal government's most substantial effort to regulate retail sales and intrastate transmission of electric power to date.19 Section 111 requires state and local utility regulators to consider a list of federal "standards" set forth in Section 111(d) for retail electricity operations.20  These include standards for rates that vary based on time of day or the seasons, net metering, conservation and demand management measures, and others.21 Section 111(a) clarifies that the state PUCs are not obligated to adopt these federal standards, but instead they are required to "consider" the standards and to "make a determination concerning whether or not it is appropriate to implement" them.22  State PUCs may thus conclude that a particular federal standard or standards should not be implemented in their jurisdiction.

Congress has amended PURPA Section 111(d) four times since enactment to include additional standards to be considered by the states—in 1992, 2005, 2007, and 2021.23



Regulation of Retail Electricity and Tenth Amendment Concerns

PURPA's discretionary approach to retail electricity regulation seeks to maintain the historical deference to state regulators with respect to retail transactions, as explained above. It also does not direct state government actors to take any sort of mandated enforcement action, a mandate that could constitute a violation of the Tenth Amendment. The Tenth Amendment provides that "[t]he powers not delegated to the United States by the Constitution, nor prohibited by it to the States, are reserved to the States respectively, or to the people,"24 a reflection of the constitutional structure of dual sovereignty and in the decision at the founding to withhold from the federal government the power to directly regulate state governments. While the Tenth Amendment is often referenced as a limitation on the affirmative authorities granted to the federal government elsewhere in the Constitution, it also acts as a stand-alone limitation on the exercise of federal authority.25

In its 1982 decision in FERC. v. Mississippi, a closely divided Supreme Court rejected a Tenth Amendment challenge to Section 111 of PURPA and its "states must consider" language, holding that "Congress could have pre-empted the field … PURPA should not be invalid simply because, out of deference to state authority, Congress adopted a less intrusive scheme and allowed the States to continue regulating in the area on the condition that they consider the suggested federal standards."26 The Court further concluded that "[t]here is nothing in PURPA 'directly compelling' the States to enact a legislative program"; rather, because the provision "simply [conditions] continued state involvement in a pre-emptible area on the consideration of federal proposals, they do not threaten the States' 'separate and independent existence' . . . and do not impair the ability of the States 'to function effectively in a federal system.'"27

In the years following FERC v. Mississippi, a series of Supreme Court cases elucidated the "anti-commandeering doctrine." This doctrine generally prohibits the federal government from directly compelling states to enact or carry out a federal regulatory program.28 For example, in Printz v. United States, the Court struck down a federal law that would have required state and local law enforcement to administer background checks on potential handgun purchasers, holding that

[t]he Federal Government may neither issue directives requiring the States to address particular problems, nor command the States' officers . . . to administer or enforce a federal regulatory program. It matters not whether policymaking is involved, and no case-by-case weighing of the burdens or benefits is necessary; such commands are fundamentally incompatible with our constitutional system of dual sovereignty.29

Thus, in addition to the political and statutory constraints on federal regulation of retail electricity markets described previously, the constitutional prohibition on commandeering further restricts certain federal actions. In later cases striking down challenged federal laws under the anti-commandeering doctrine, the Court distinguished those laws from the more "modest" requirements of PURPA, while observing that FERC v. Mississippi was "decided well before" the Court's later cases setting forth the anti-commandeering doctrine.30 The Court's decision that Section 111 of PURPA is consistent with the Tenth Amendment remains controlling precedent and has never been revisited by the Court. However, recent and proposed legislation must comply with recent jurisprudence, including by adhering to limits on Congress's ability to enact federal legislation requiring the states to take specific actions.



State PUCs, Retail Rates, and ROE

When state PUCs set electricity rates, they aim to ensure that utilities recover their cost of service, including a reasonable ROE. In practice, the PUCs balance competing interests, including (1) approving sufficient investment in infrastructure for safe and reliable electric service; (2) providing utility investors with sufficient financial returns to continue to attract capital to the sector; (3) protecting consumers from unnecessary expenses; and (4) complying with energy policies set by state legislatures, such as state renewable energy standards or mandatory efficiency improvements.

Utility regulators frequently face trade-offs between reliability and affordability. Often, utilities must invest in new or upgraded equipment to ensure electricity system reliability, but this investment frequently leads to higher rates for consumers.31

Electric utility infrastructure projects can require large capital investment. Typically, utilities spend money up front for investments and then recover the cost of the investment through electricity rates over the lifetime of the project. To attract the up-front capital needed for these long-term investments, utilities must be able to offer a rate of return that is competitive with returns investors could receive on projects of similar risk profiles.32

State PUCs can determine the appropriate return using various financial tools and economic models.33 FERC uses similar tools and models in its analysis for approving ROE for capital investments within its jurisdiction, an approach validated by the Supreme Court in the 1944 decision Federal Power Commission v. Hope National Gas Company.34 Because most capital investments—and associated ROE—are under state jurisdiction, the bulk of this analysis focuses on state jurisdictional issues.

Some policymakers and consumer advocates have become increasingly focused on utility ROE as a way of addressing affordability concerns. They say that approved ROE values have become higher than economically justified.35 Some evidence suggests that information asymmetries and other factors affecting state PUC decisionmaking processes may lead to faster price increases compared to decreases when financial conditions change.36 A number of state legislatures are considering legislation that would address how utility ROE is calculated.37 As discussed below, legislation introduced in the 119th Congress likewise would address the methods by which utility ROE is calculated.38

It is unclear whether reducing utility ROE in the near term would lead to long-term cost savings for consumers. If investors found utility investment less attractive, then utilities could need to offer higher interest rates on debt to attract necessary capital investment, thereby driving up customer costs through a different mechanism.




Considerations for Congress

If Congress chose to address how utility ROE is calculated and recovered through rates (or any other aspect of retail electricity prices), it would initially face consideration of how to approach the jurisdictional divide established by the FPA.

One approach could be evaluating whether to do away with the FPA's jurisdictional divide and exert federal jurisdiction over retail rates. This approach would allow Congress to directly set retail rate policies, presumably applying national standards and setting national policies for retail electricity rates. States, utilities, and other local policymakers would likely oppose this approach on the grounds that retail electricity policies are inherently local and should be set in accordance with state expertise and policy context. As noted above, state PUCs also have a long history as the primary regulators of retail electricity rates, which could further implicate federalism concerns were Congress to take this approach.

Another approach—and one historically used by Congress—could be to attempt to influence state and local retail policies through Section 111(d) of PURPA, as explained more fully above. This approach could avoid political pushback over exerting federal jurisdiction. A limitation of this approach is that congressionally preferred policies might not be adopted by utility regulators, leaving different retail rate policies in place throughout the country.

A third approach—and also one historically used by Congress—could be to legislate rate policies that apply to FERC-jurisdictional rates only (i.e., the sale of electric energy at wholesale in interstate commerce).39 This approach would preserve the FPA jurisdictional divide. In the context of utility ROE and broader concerns about affordability, this approach might have limited impact because FERC-jurisdictional costs are a small share of retail rates. One bill introduced in the 119th Congress, H.R. 8568, has a section addressing FERC-jurisdictional rates. Section 2 of the bill would, among other things, direct FERC to establish a range of reasonableness for ROE comprising three specific data points based on financial markets information, as prescribed by the bill.

A fourth approach could be to direct federal agencies to collect information about a policy topic, thereby increasing transparency on the issue. Increased data availability could assist state PUCs in addressing policy concerns or put public pressure on utilities to voluntarily modify their practices, thereby achieving policy goals without direct legislative intervention. In the context of utility ROE, one bill introduced in the 119th Congress takes this approach.40 Section 427 of H.R. 7977 would, among other things, direct FERC to collect and make publicly available information from utilities about ROE and their capital structure.

A final approach could be to provide incentives for utilities to voluntarily lower their ROE. While this policy approach can be effective in other sectors, it may have limited effectiveness for utilities because they do not generally receive much federal funding. Nonetheless, Congress could evaluate options to incentivize utilities to reduce their ROE voluntarily.
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