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the brief were Jay L. Wtkin, Solicitor, and John H Conway,
Deputy Solicitor.

Earle H O Donnell argued the cause for intervenor Ccci-
dental Chem cal Corporation. Wth himon the briefs was
Roger St. Vincent.

John S. Mbot argued the cause for intervenor Entergy
Services, Inc. Wth himon the brief were Wlliam$S. Scher-
man, Gerard A. dark and J. Wayne Anderson

G@en L. Otman argued the cause for intervenors Gty
Council of New Oleans, et al. Wth himon the brief were
Cinton A Vince, Mary W Cochran, Paul R H ghtower and
Ceorge M Fl em ng

Before: G nsburg, Henderson, and Rogers, Circuit Judges.
pinion for the Court filed by Crcuit Judge G nsburg

G nsburg, Crcuit Judge: The Louisiana Public Service
Conmi ssion petitions for review of two orders of the Federa
Ener gy Regul atory Conm ssion dismssing its conplaint
agai nst Entergy Services, Inc., which owns operating conpa-
nies that generate and sell electricity in Louisiana and ot her
states. The LPSC clains that Entergy may not count inter-
rupti bl e service when allocating capacity costs pro rata
anong its operating conpani es because interruptible service,
unlike firmservice, does not require Entergy to add new
capacity. The Conm ssion held that interruptible service is
properly assessed responsibility for capacity costs and, in the
alternative, that the LPSC was not entitled to a hearing on its

conpl ai nt because it had not alleged that the overall "rough
equal i zati on" of costs anong the operating conpani es has
been upset.

We hold that it was arbitrary and capricious for the Com
m ssion to assess capacity costs for interruptible service
wi t hout an expl anation for departing fromits own precedent.
In addition, because we are unable on this record to discern
what the Conmi ssion nmeant by "rough equalization," we
remand the case for the agency to explain its reasoning on
that score as well.
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| . Background

Entergy, a public utility hol di ng conpany, owns five operat-
i ng conpani es that generate and sell electricity in four states,
i ncl udi ng Loui siana. Transactions anong the operating com
pani es are governed by a system agreenent they first en-
tered into in 1951 and | ast anended in 1982, when it was
approved by the Commi ssion and this court after protracted
l[itigation.* Section 3.01 of the agreenent sets forth the
general goal of the conpanies to act as a single econonmic unit:

The purpose of this Agreement is to provide the
contractual basis for the continued planning, construc-
tion, and operation of the electric generation, transm s-
sion and other facilities of the Conpanies in such a
manner as to achi eve econom es consistent with the
hi ghest practicable reliability of service.... This agree-
ment al so provides a basis for equalizing anong the
Conpani es any i nbal ance of costs associated with the
construction, ownership and operation of such facilities as
are used for the nutual benefit of all the Conpanies.

The system agreenent allocates capacity (or demand) costs
to each operating company in direct proportion to the power
that it takes when total demand upon the Entergy system
peaks each nmonth. |If, at the nonthly system peak, a conpa-
ny takes nore energy than it generates, then it is considered
"short" and nust nake an equalizing paynment to the "I ong"
conpani es that have provided the excess capacity. This
arrangenent is nutually beneficial because conpanies that
are long have a ready outlet for their surplus energy and are
t hereby conpensated for carrying excess capacity, while com
pani es that are short enjoy the benefit of a | ow cost and

* See Mddle South Energy, Inc., 31 FFERC p 61,305 reh'g

denied, 32 F.EER C. p 61,425 (1985), aff'd, M ssissippi Indus. v.
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FERC, 808 F.2d 1525 (D.C. Cir.), vacated in part after recons., 822

F.2d 1104 (D.C. Cr.) (in banc), order on remand, System Energy
Resources, Inc., 41 F.E R C p 61,238 (1987), reh'g denied, 42

F.EERC p 61,091 (1988), aff'd, City of New Orleans v. FERC, 875

F.2d 903 (D.C. Gir. 1989).
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dependabl e way of neeting their energy requirenents. See
M ssi ssi ppi Indus., 808 F.2d at 1528-31

The LPSC filed a conpl aint agai nst Entergy under s 206
of the Federal Power Act, 16 U. S.C. s 824e(a), alleging that,
due to changed circunstances, the allocation of capacity costs
had beconme unjust and unreasonable. The Comm ssion held
the all egedly changed circunstances insufficient to warrant
i nvestigation and di sm ssed the conplaint. See Louisiana
Pub. Serv. Commin v. Entergy Servs., Inc., 76 F.E.R C
p 61,168 (1996), reh'g denied, 80 F.EER C. p 61,282 (1997).
The LPSC now petitions for review of the Conm ssion's
deci si on and Qcci dental Chemical Corporation intervenes on
its behalf. Entergy and a group consisting of two state
agencies and the Gty Council of New Oleans (collectively
the state agencies) intervene on behalf of the Conm ssion

Il1. Analysis

The LPSC clainms principally that the Comm ssion shoul d
have schedul ed a hearing on its conplaint. In general, the
Conmi ssion nmust hold an evidentiary hearing whenever a
conpl ai nant rai ses a genuine issue of fact that is material to
t he justness and reasonabl eness of a rate and cannot be
resol ved upon the witten record. The nere allegation of a
di sputed fact is insufficient to conmand a hearing, of course;
the petitioner must proffer evidence in support of its factua
claim W review a Conm ssion decision to deny an evi den-
tiary hearing for abuse of discretion. See Cajun Elec. Power
Coop. v. FERC, 28 F.3d 173, 177 (D.C. Gr. 1994).

In this case the Conmmi ssion accepted all the LPSC s
factual allegations as true--they are supported by an ade-
quate proffer of evidence--and dism ssed the conplaint on
the ground that those facts did not justify reopening the
Agreenent. Accordingly, we too accept the LPSC s factua
all egations as true and turn directly to the question whet her
the manner in which the Conm ssion addressed t hem was
arbitrary and capricious. See Sithe/lndependence Power
Partners, L.P. v. FERC, 165 F.3d 944, 948 (D.C. Gr. 1999).
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A Interrupti ble Load and Capacity Costs

Capacity costs "are assessed to the peak-period users
because it is peak demand that determ nes how nuch a utility
will invest in capacity.” Union Elec. Co. v. FERC, 890 F.2d
1193, 1198 (D.C. Gir. 1989). During the off-peak periods the
capacity is available at no marginal cost; it "would be there
whet her or not the off-peak user nmade demands on it." 1
Al fred E. Kahn, The Econom cs of Regulation 101 (1970). A
utility's decision to invest in additional capacity is therefore
i nformed by the type of demand pl aced upon the systemat its
peak. As we have previously observed:

Electric utilities often distinguish between "firnt' ser-
vi ce, under which custonmers can denand power or trans-
m ssion at any time, and "interruptible" service, which
the utility is entitled to shut off at any point when there
i s not enough excess capacity beyond that required to
guarantee the needs of the utility's firmcustonmers. In-
terruptible service is typically offered at a significant
di scount because the utility's ability sinply to cut off
service at peak demand periods alleviates its need to plan
for and finance additional capacity to offer the service.

Fort Pierce Wil. Auth. v. FERC, 730 F.2d 778, 785-86 (D.C.
Gr. 1984).

The Conmission firmy enbraced this principle of cost
causation in Kentucky Uilities Co., 15 F.E.R C p 61,002
(1981), where it persuasively set out its rationale for not
considering interruptible service when allocating capacity
costs. In that case KU had the right, by agreement, to
interrupt service to the Gty of Paris. The utility argued that
it should be able to charge Paris capacity costs whenever it
supplied electricity to Paris at peak. The Commission flatly
rejected this position, reasoning that "because of the right to
i nterrupt, Kentucky can keep Paris frominposing any de-
mand on Kentucky's system during peak periods and thereby
control its capacity costs.” Id. at 61,004; see also Del marva
Power & Light Co., 24 F.E R C p 61,199, 61,462 (1983) (fol -
| owi ng Kentucky Uilities).
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The Entergy system agreenent does not distinguish be-
tween interruptible and firmload in allocating capacity costs
to the operating conpanies. Doing so was unnecessary when
t he agreenent was | ast anended, apparently because the
system was then awash in capacity; even projected firmload
did not require additional future capacity.

The LPSC al | eges, however, that changed circunstances
now make it unjust and unreasonable for Entergy to continue
counting interruptible | oad when cal cul ati ng an operating
conpany's capacity charge. First, the systemno | onger has
surplus capacity; it even purchases electricity from ot her
sources in order to maintain its reserve requirenents during
t he nmont hs when demand is greatest. Second, Entergy has
changed its planning criteria and no | onger counts interrupti-
bl e 1 oad when deci di ng whether to add capacity. Neither
point is contested, and both are supported by affidavits
attached to the LPSC s conplaint; the second point is further
supported by the testinony of an Entergy executive given in
a retail rate proceeding before the LPSC.

In its order disnissing the conplaint the Conm ssion rea-
soned that "the nere fact that a | oad may be curtail abl e does
not mean that it should not be considered in allocating costs"
if power is in fact taken at peak. Louisiana PSC, 76
F.EER C. at 61,955-956. Sound famliar? This is the argu-
ment the agency rejected in Kentucky Uilities. See 15
F.ERC at 61,004 ("Al though Kentucky has not interrupted

service to Paris at every peak period, this is irrelevant to the

application of the peak responsibility method"). Presumably
for that reason the Conm ssion appended a sonmewhat cryptic
footnote to its decision, citing testinmony in which an Entergy
executive said that the allocation of current, as opposed to
future, capacity costs presents "a different issue.”™ Louisiana
PSC, 76 F.E R C. at 61,956 n.9. Simlarly, the state agencies
argue in the present case that planning for future capacity is
imaterial to how the costs of existing capacity should be

al l ocated, and Entergy asserts that avoi dance of future costs
does not warrant an investigation today.

Page 6 of 13
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These argunents fail to recognize that the cost-causation
principle the Comm ssion adopted in Kentucky Uilities is
i nherently forward-1ooking. As the Commission itself ex-
plained in Kentucky Utilities, "[t]he theory is that the utility

must build bul k power facilities, i.e., generating units and
transm ssion lines, in large part to neet the maxi num or
peak antici pated demands of its custonmers.” Kentucky Util.

15 FFE R C at 61,003 (citing James C. Bonbright, Principles
of Public UWility Rates 352 (1961), 1 Kahn, Economi cs of
Regul ation 89-95). This is how Professor Alfred E. Kahn
expl ai ns the point:

Mar gi nal costs look to the future, not to the past: it is
only future costs for which additional production can be
causally responsible; it is only future costs that can be
saved if that production is not undertaken. |If capita

costs are to be included in price, the capital costs in
guestion are those that will have to be covered over tine
in the future if service is to continue to be rendered.

1 Kahn, at 88; see Fort Pierce, 730 F.2d at 787 ("The cl ear

i mport of the Commission's decision in Kentucky Utilities is
that the allocation of capacity costs to transm ssion service
must ordinarily be justified on the basis of the transmtting
utility's inability to avoid service at peak demand and its need
to plan future capacity based in part on the transm ssion
service at issue").

Pursuing a different but no less fallacious |ine of reasoning,
the Conmission clainms in the alternative that it need not
foll ow Kentucky Utilities here because that case

dealt with how a utility recovers fixed costs from custom
ers that bought at arm s-length. Since the purchaser
itself was an interruptible custoner, we found that it
shoul d bear none of the seller's fixed costs. Here, in
stark contrast, the rate at issue allocates the costs of an
i ntegrated system anong its constituent parts. Wile
ostensi bly "purchasers,” the Entergy operating comnpa-

nies in reality conprise the seller, the Entergy system

opinion>>

Page 7 of 13
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Loui siana PSC, 80 F.E.R C. at 62,007. Although the Com

m ssion does not explain what it thinks follows fromthis

di stinction between arm s-length and affiliated purchasers, its
position seens to be that, because the Entergy system may

be viewed as a single seller at retail, the Comm ssion need not
regul ate ant ecedent whol esal e transacti ons anong the operat -

i ng comnpani es.

If that is the point, we reject it out of hand. As we have
hel d before, and as the Conmi ssion itself has long insisted, it
al one has jurisdiction to regul ate whol esal e transacti ons
anong Entergy's operating conpanies. See M ssissippi In-
dus., 808 F.2d at 1540. And as to matters within its jurisdic-
tion, the Comm ssion has the duty--not the option--to reform
rates that by virtue of changed circunstances are no | onger
just and reasonable. See id. at 1557; 16 U S.C. s 824e(a).

Mor eover, "once FERC permits a utility to charge a rate
reflecting investment in a particular plant, a state conm ssion
may be obliged to reflect such an investnent in the retail rate
base."” M ssissippi Indus., 808 F.2d at 1548. Consequently,

if the allocation of costs anbng the operating conpanies is

unj ust or unreasonable, then retail custoners in one regul at-
ing jurisdiction effectively subsidize those in another.*

We therefore hold that the Conm ssion's 180 degree turn
away from Kentucky Utilities was arbitrary and capri ci ous.
For the agency to reverse its position in the face of a
precedent it has not persuasively distinguished is quintessen-
tially arbitrary and capricious. See Mtor Vehicle Mrs.
Ass'n v. State Farm Mut. Auto. Ins. Co., 463 U S 29, 57
(1983) ("An agency's view of what is in the public interest

* In response to a simlar concern raised in M ssissippi |ndus-
tries, we observed that "[i]n any whol esal e rate proceeding, the
state comri ssions nmay protect their interests [by] presenting evi-
dence before the Commi ssion, a neutral body." 1d. |In making that
observation, however, we presuned the Conm ssion woul d not
abdicate its exclusive jurisdiction over whol esale rates. See Sout h-
ern Cal. Edison Co. v. FERC, 162 F.3d 116, 118 (D.C. Cr. 1998)
(rejecting Conmi ssion's argunent that, because petitioner's interest
stemred from downstream effect on retail rates, Conm ssion
| acked jurisdiction over whol esal e all ocation of costs in settlenent).



<<The pagination in this PDF may not match the actual pagination in the printed slip opinion>>

USCA Case #97-1661 Document #454800 Filed: 08/06/1999

may change, either with or without a change in circum

stances. But an agency changing its course nmust supply a
reasoned analysis"). |If there is any reason interruptible |oad
shoul d be considered in the assessnent of capacity costs, it
has not been articulated either by the Conm ssion or by its
claque in this proceedi ng.

B. Rough Equali zati on

In denying rehearing the Comm ssion, perhaps hoping to
insulate fromlegal consequence its failure to foll ow Kentucky
Uilities, adopted an alternative rationale: that the LPSC
was not entitled to a hearing because it had not alleged that
t he change in circunstances had upset the "rough equali za-
tion" among the operating conmpani es achi eved by the system
agreement. See Louisiana PSC, 80 F.E R C. at 62,007. The
LPSC responds that the standard in the Federal Power Act
i s not rough equalization but whether the cost allocation is
unj ust, unreasonable, or unduly discrimnatory. See 16
U S.C. s 824e(a).

In order to function as a review ng body the court mnust be
"advi sed of the considerations underlying the action under
review." SECv. Chenery Corp., 318 U S. 80, 94 (1943).

Though it is em nently reasonable for the Conmm ssion to
require sone showing of materiality before it investigates the
al l egations nade in a conplaint, we cannot on this record tel
how rough (that is, unequal) the agency thinks the equaliza-
tion nmust be before it grants a hearing--and the equalization
in this case seens pretty rough. See Phil adel phia Gas

Wrks v. FERC, 989 F.2d 1246, 1251 (D.C. Gr. 1993) ("For
FERC to utter the words 'unique facts and circunstances

and 'equity,' ... as a wand waved over an undifferentiated
porridge of facts, |eaves regulated parties and a revi ew ng
court conpletely in the dark as to the core of FERC s
reasoning and its relationship to past precedent”).

The LPSC attached to its conplaint an affidavit stating
t hat Loui si ana Power & Light places nearly 1,000 MV (or 1
mllion KW of interruptible | oad upon the systemat a
capacity cost of $1 to $2 per KWnonth, whereas other
operating conpanies place very little interruptible |oad upon

Page 9 of 13
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the system Conmpl. Ex. C. Assuming, as is clearly inplied,
that all of this interruptible power is taken at peak, the

i mbal ance results in $12 to $24 nillion per year in denand
charges erroneously allocated to Louisiana ratepayers. The
Conmi ssi on does not rebut nor even cast doubt upon these
data, other than to point to its own conclusory statenment on
rehearing that neither the LPSC nor Cccidental clainms En-
tergy's allocation of capacity costs upsets the rough cost
equal i zati on anong the operating conpanies. See Louisiana
PSC, 80 F.EER C. at 62, 007.

I nstead the Commi ssion, joined by Entergy, argues that
the allocation of capacity costs to interruptible load is but one
conponent of a conplex rate. In this connection the Com
m ssion observes that in Arkansas Pub. Serv. Conmin v.
Entergy Servs., Inc, 76 F.E R C. p 61,040 (1996), when it
granted a hearing upon the allegation that "Arkansans, who
make up 31 percent of the Entergy system s | oad, bear[ ]
approxi mately 62 percent of the Entergy system s total nucle-
ar plant deconmmi ssioning costs,” id. at 61,197, it set down for
hearing the question "whether changes in other system costs
may of fset increases in nuclear plant decomm ssioning costs."
Id. at 61,198. |In that case, however, the Conm ssion did not
fault the petitioner for failing to allege that no other elenents
of the rate could offset the facially significant charges of
which it conpl ained; rather, the agency quite reasonably set
the issue of offsetting changes in costs down for hearing at
t he request of the respondent utility.

Entergy also cites Houlton Water Co., 55 F.E R C. p 61,037
(1991) (Houlton 1), in which the Conm ssion refused to grant
a hearing to a petitioner that challenged only one aspect of a
utility's rate without alleging that the entire rate had becone
unreasonable. W note that subsequently the petitioner filed
anot her conpl ai nt supported by additional cost data indicat-
ing that the utility was overcharging its ratepayers by
$567, 400 annual |y, which showi ng the Conmi ssion held suffi-
cient to warrant a hearing. See Houlton Water Co., 58
F.ERC p 61,301 (1992) (Houlton Il1). The principal ratio-
nal e of both Houlton cases seens to have been that a
petitioner "nust provide sone basis to question the reason-
abl eness of the overall rate level, taking into account changes
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in all cost conmponents.” Houlton I, 55 F.E.R C. at 61, 110;
see also Houlton Il, 58 F.ER C at 61,963. |If an alleged
annual overcharge of $567,400 was sufficiently material to
warrant a hearing in that case, then we are at a loss to
under stand why the $12 to $24 nillion annual difference

all eged here fails to provide "sone basis to question the
reasonabl eness of the overall rate level,” Houlton I, 55
F.ER C at 61,110, granting, of course, that it does not
preclude the possibility that there m ght be offsetting
changes in other costs. Mreover, even if Entergy is correct
that Houlton | stands for the proposition that the Conm s-
sion requires a conplainant to support its petition with an
anal ysis of all components of the overall rate, we do not see
how such a rule can be squared with the result the Comm s-
sion |ater reached in Arkansas PSC. As discussed above, in
that case the Commission did not require the petitioner

which had alleged a facially significant disparity arising from
changed circunstances, to submt data tending to negate the
possibility that there m ght be offsetting changes in other
costs; it merely held that the hearing "al so should take into
account whet her changes in other system costs nay of fset
increases in [the] costs" that the Arkansas PSC had chal -

| enged. Arkansas PSC, 76 F.E R C. at 61, 198.

For these reasons, we think the Comm ssion's position that
the LPSC has failed to allege a departure fromthe rough
equal i zati on of costs anmpbng the operating conmpanies is unre-
sponsive to the LPSC s claimthat the nmethod of allocating
costs provided in the system agreenent has become unj ust
and unreasonable. The opacity of the Conm ssion's terse
orders, however, nakes it inpossible for us to discern the
content of its "rough equalization" standard. (W are re-
m nded of what Lord Byron wote of Coleridge: "like a hawk
encunber'd with his hood, Explaining netaphysics to the
nation--1 wi sh he woul d explain his Explanation." Don
Juan, canto |, dedication, stanza 2.) The Conm ssion mnust
explain its rough equalization standard on remand and then
either reveal why the LPSC s allegation of an unjust and
unr easonabl e nethod of allocation with facially significant
consequences does not neet that standard, or grant the
LPSC a hearing, as the case nmay be.

Page 11 of 13
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C PURPA

The Public Uilities Regulatory Policy Act of 1992 requires
states to consider--but not to adopt--economcally efficient
practices such as offering consunmers "an interruptible rate
which reflects the cost of providing interruptible service." 16
US. C s 2621(d)(5). The LPSC clains it has inplenmented
this section of the PURPA (as well as another, which we need
not discuss for the result is the sane) and that the Comm s-
sion's orders inpermssibly conflict with the PURPA. For -
mul ati ng the issue another way, the LPSC asserts that the
asserted conflict with the PURPA violates principles of feder-
ali smbecause it amounts to a "reverse trappi ng" of costs at
the retail level. "Trapping" at the whol esale | evel occurs
when a state exercises its "jurisdiction over retail sales to
prevent the whol esal er-as-seller fromrecovering the costs of
payi ng the FERC- approved rate.” Nantahala Power &

Light Co. v. Thornburg, 476 U S. 953, 970 (1986) (holding such
"trappi ng" prohibited by Supremacy O ause). The LPSC

asserts that the Commission's refusal to inplenent the

PURPA, conbined with the LPSC s own adopti on of those
standards, |eaves unrecoverable at the retail level costs that
nmust be paid under the wholesale tariff, or in this instance

t he system agreenent.

The Conmission clains this second fornulation is raised
for the first time on review and therefore waived. W need
not resolve the waiver question, however, because both ver-
sions in substance nake the sanme argunent, which |acks any
merit. The Congress, perhaps mndful that the Conm ssion
could be faced with 50 separate regulatory regimes affecting
any policy it mght inplenent, specifically provided that the
PURPA does "not apply to the operations of an electric utility

to the extent that such operations ... relate to sal es of
electric energy for purposes of resale.” 16 U S.C s 2612(b);
see also Cities of Bethany v. FERC, 727 F.2d 1131, 1137 (D.C
Cir. 1984) ("Nothing in the [PURPA] requires FERC to
adopt the views of state rate-setting comm ssions when the
Conmi ssi on eval uates the reasonabl eness of rates that a
utility may charge to whol esal e custoners”).
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It is apparent, therefore, that the LPSC s inplenentation
of the PURPA does not bind the Conmmission in this case.
The Congress has expressly precluded that result.

I1'l. Conclusion

The Conmi ssion's unexplained failure to followits prece-
dent in Kentucky Utilities is arbitrary and capricious. The
Conmi ssi on needs to give a reasoned explanation of its
seem ngly obscure standard of "rough equalization,” and to
apply that standard to the facts alleged by the LPSC. Ac-
cordingly, the petition for reviewis granted, the orders of the
Conmi ssion are vacated, and this matter is remanded to the
Conmi ssion for further proceedi ngs consistent herewth.

So ordered.

Page 13 of 13
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