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Distributed Generation – why it matters to you

Dan L. Sanford

Office Managing Partner

Washington, D.C.

Items to be Covered

 Important definitions

 A “short course” in utility ratemaking (not the most 
interesting stuff – but very important)

 Basic Utility structure

 Distributed Generation – the “challenge” 

 Things to watch
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Important Definitions

 Cost of Service

 Functionalization of costs

 Allocation of Costs

 Rate Design
 “customer” charge

 “demand” charge

 “energy” charge

 “system” charge (new concept)
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Definitions

 Cost of Service
 Essentially all the “costs” of providing utility “service”(a concept 

we will return to later)

 Divided into two broad categories

 Fixed costs (don’t vary very much over time – tied 
principally to investment in physical assets)

 Variable costs (vary depending on the number of types of 
customers – usually means labor and material to keep the 
entire “system” operating)

 Fixed costs Includes a “return of” and a “return on” the 
investment in the physical assets (this is an important 
concept that we will return to later)
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Important Definitions

 Functionalization means deciding what part of the
operation of the utility incurs what portion of the fixed
and variable costs
 Generation means generating units that produce electricity

 Fixed costs – investment in generating facilities

 Variable costs – the labor and material, including fuel costs
to be able to operate the generating facilities

 Transmission means generally long, high capacity wires and 
structures needed to move the electricity from the generator

 Fixed costs – investment in wires and the structures

 Variable costs – labor and material to operate and maintain 
those structures (stormy weather is a big concern)
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Important Definitions

 Distribution means the smaller capacity wires that 
connect to the transmission system and connect a 
particular “user” to the distribution system.
 Fixed costs – investment in the wires and poles

 Variable costs – labor and                                                                             
material to maintain the                                                              
distribution “network”
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Important Definitions

 Allocation means assigning 
the various fixed and 
variable costs to “classes” of 
customers

 Types of Customer “service” classes
 Residential

 Commercial (small, medium and large)

 Industrial (small, medium and large)

 Each type or class has specific requirements or qualifications
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Important Definitions

 “Service” means the delivery of energy in a “bundle” 
to all users in each class of customer that includes 
Fixed and Variable Costs incurred in:
 Generating the electricity (in large central generating stations)

 Transmitting over long distances from the “central generating 
stations” 

 Distributing the energy generated and transmitted to the “end 
user.” 

 This is the “basic” utility structure – all the functions are 
delivered as part of the “service.” 
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Important Definitions

 “Obligation to serve” means the “duty” of the utility to 
serve the electric “demand” of each customer in each 
class of customers in the utility’s “franchised” service 
area.

 “Franchised Service Area” means the geographic 
area in which the “public utility” has been given the 
“right” to serve (to the exclusion of others – a 
monopoly) 
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Important Definitions

Michael Best & Friedrich LLP  
August 12, 2014

10

 Net metering means that the                                         
owner of generating facilities                                     
(solar panels, wind power)                                                  
pays only for any net power it                                                       
takes from the utility and gets                                                   
paid (at some rate) for the                                                       
power it delivers to the utility.

 Gross Metering means that the customer pays for all 
energy it consumes (whether it generates any of it) and 
gets paid by the utility (at some rate) for all the power it 
generates
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Important Definitions

 “Distributed Generation” has two meanings in 
current discussions:
 Utility – owned

 smaller scale “central generating stations” that rely less on 
“transmission” (50 Mw)

 Located closer to customers (often referred to generally as 
the “market” or “demand”)

 Customer ‒ owned

 Sometimes referred to as “behind the meter” generation

 Considerably smaller than utility-owned generation (often 
“sized” just enough to meet or slightly exceed the individual 
customers “demand”)
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Important Definitions

 “Rate Design” means the particular formula composed of:
 Customer charges

 Demand Charges

 Electric energy production charges

 Intended (or designed) to “recover” the Fixed and Variable Costs 
that have been allocated to a particular “class” of customers

 “Each “class” of customers has a different rate design 
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Basic Utility Structure

 Utility invests in and owns
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 Generating facilities necessary to meet the 
total “peak demand” of all customers plus a 
“reserve” (in case one or more generators don’t 
function when called upon to do so)

 Transmission Facilities necessary to move the 
“bulk energy” produced at the “central power 
stations” to the various “load or demand centers” 
(generally populated areas)

 Distribution Facilities necessary to deliver the 
“bundled service” of generating and transmitting 
the energy to the individual customer

 A “duty” to serve each customer’s demand in the 
franchised service territory

Basic Utility Structure

 Utility has a “right” (as a result of its “duty to serve”) to 
recover its variable costs an “authorized rate of return” 
on and “of” its investment in “fixed” costs:
 Generating facilities

 Transmission facilities

 Distribution facilities

 Rate design is intended to permit the utility to recover 
all of the elements of the Cost of Service
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Rate Design and the “End of An Era”

 Rate Design – the “formula” used to:

 Recover the “functionalized” fixed and variable costs 
(i.e., generation costs, transmission costs, distribution 
costs) 

 “Allocated” to each customer class (meaning, e.g.,  the 
group of residential customers “cause” a certain portion 
of those fixed and variable costs and should pay them) 

 Fixed and Variable costs are divided by the “demand” 
for electricity for each class of customer
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Utility Rate Design Formula

	 	 	 	 	

	 	
= unit rate (usually kwh)*

 If the demand divisor is correct, (which it never is) the 
utility should collect all of its fixed and variable costs.

 Not all costs are collected in the “energy charge”:
 Customer charge (some portion of the “fixed” costs)

 Demand charge (another portion of the “fixed” costs)

 Energy charge (mostly variable costs, but too often, fixed costs, 
as well)

*(Kwh means kilowatt hours)
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Distributed Generation

Why does Distributed Generation 
matter?

What does it mean to me?
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Distributed Generation Owned by Customers

 Distributed Generation Matters
 (Generally solar and wind power, but 

can include waste generated heat 
and methane from landfills, for 
example)

 Distributed generation owned 
by others (not the utility) affects 
two things:
 The “Demand” being placed on the 

utility system

 Because of the rate design, the 
utility’s ability to recover its 
investment
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Distributed Generation

 Solar Panels are changing the equation
	 	 	 	 	

	 	 	 	
= Kwh

Michael Best & Friedrich LLP  
August 12, 2014

19

 The More “fixed costs” are allocated 
to the variable demand (for a number 
of political and social reasons)the 
greater the “risk” that the utility won’t 
recover what it has invested in the 
facilities necessary to meet the 
demand that had been forecasted 
through the “bundled” service.

 REAL DILLEMA FOR THE UTILITY

Distributed Generation

 Each solar panel owner changes the “equation” for the 
utility.

 Each solar panel owners challenges (and changes) the 
rate design that has been put in place that allows the 
utility to recover its fixed and variable costs

	 	 	 	 	

	 	 	 	 	 	
= under recovery
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Distributed Generation – utility response

 Two recent cases

 Madison Gas and Electric – Docket No. 3270-UR-120 (pending)

 Wisconsin Electric Power – 5-UR-107 (pending)
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Distributed Generation – utility response

 Madison Gas and Electric 
Direct testimony of Gregory Bollom, June 2, 2014 Docket No. 3270-UR-120:

 “Realigning rates to better match costs will affect the bills of 
different customers in different ways.  Generally, increasing
fixed charges to recover fixed costs that were previously 
recovered through variable kWh charges will increase bills 
for customers that use fewer kWh.”

 “…creating or increasing demand charges to recover fixed 
demand-based costs that were previously recovered through 
variable KWh charges will cause customers with lower load 
factors … to see bill increases while customers with higher load 
factors will see small bill increase …”
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Distributed Generation – utility response

 MGE is proposing a “grid” charge that will capture the 
fixed costs of:
 Generation investment, transmission investment and 

distribution investment that had previously been collected using 
the variable energy component.

 Rate: $.22 per kWh 

 MGE’s response is to take the fixed costs out of the 
variable energy component and move them into a 
charge that is paid irrespective of what amount of 
energy is used.
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Distributed Generation – utility response

 Wisconsin Electric Power Company 
Direct testimony of Michael T. O’Sheasy, Docket No. 5-UR-107

 “Unfortunately, some of these [rate] designs encourage self-
generation to a greater degree than is warranted by the net benefits 
of that generation. The benefit the self-generators to the 
detriment of other customers by offering the self-generator 
compensation greater than the utility’s avoided costs.”

 “The effect of this over-building of self-generation is response 
to current [ ] rates will be to burden non[rate]customers.”
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Distributed Generation – utility response

 Wisconsin Electric is “closing” several net-metering 
rate schedules (that pay the customer at a higher rate) 
and replacing them with rate schedules that pay them 
at a lower rate.

 Wisconsin Electric, in its proposed rate schedules, will 
require the customer to “own” the generating facility (a 
direct “challenge” to the wave in the market to “lease” 
solar panels by companies such as Solar City.)

 Wisconsin Electric is increasing is “customer charge” 
(higher monthly fixed fee)
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Distributed Generation – Why this All Matters

 If your enterprise wants to “self generate” and get paid 
for the energy you don’t use – the value of doing so is 
changing.  
 Net metering may be revised (more than likely to change the 

rate at which the “self generator” is getting paid)

 The value of installing “self generation” is likely to be less in the 
future should the utilities be successful.

 Net metering may be replaced with “gross metering” which 
keeps the “demand” on the system (keeping the divisor in the 
equation “up”) and the rate at which the “self generator” is paid 
is going down.
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Distributed Generation – Why this all Matters

 If you enterprise isn’t investigating “self generation” it
still may cost you more because the utilities will
endeavor to increase the “fixed” charges to recover
their fixed costs, more of which have to be born by
those that are not “self generating” than by the those
that are self generating.

 The cost of “energy” (the actual electricity) may not be
going up - the cost of being a customer may be.
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Distributed Generation

Questions?

Michael Best & Friedrich LLP  
August 12, 2014

28

Daniel L. Sanford
Michael Best & Friedrich LLP
601 Pennsylvania Avenue NW
Suite 700 South
Washington, D.C. 20004
Phone: 262.956.6508 
Fax: 262.956.6565 
E-mail: dlsanford@michaelbest.com
Web Site: michaelbest.com


