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Economic Development Rates: Public Service or 
Piracy?
By John Wolfram

Economic Development Rates (“EDRs”), which provide electric rate incentives to large com-
mercial and industrial customers to promote business attraction, expansion and retention, are 
experiencing a bit of a renaissance in North America. But do these rate structures provide a public 
service or constitute institutionalized piracy?

According to recent reports, economic development and site selection consultants believe the 
U.S. economy is already on a continuous growth track, which is reflected in the new facility and 
expansion plans of their clients.1 Many utilities believe that if they adopt a creative economic 
development strategy, they can accelerate the success of such growth through regional attraction, 
retention, and expansion efforts. Such growth results in direct, indirect, and induced economic 
benefits for the region. Utilities have long relied upon EDRs as essential components of a com-
prehensive economic development strategy.

A general set of principles for the evaluation of EDRs has emerged from the broad body of 
regulatory deliberation spanning several decades. EDR tariff offerings may also be generally 
referred to as “discount rates” or “incentive rates.” Properly designed and administered, discount 
rates can lead customers to make business decisions that are both financially attractive and eco-
nomically efficient, providing advantages to the affected customer and other customers on the system.

EDRs Defined 

Generally, EDRs act as a vehicle for the utility to provide an economic incentive to large commercial 
or industrial customers to locate or maintain a facility within the utility’s service territory.  The incentive 
is ordinarily provided in the form of a discount from the utility’s standard tariff rates, terms or condi-
tions. 

Specifically, EDRs are rate structures aimed at persuading a customer to take or continue taking ser-
vice from the utility when the customer is prepared to locate elsewhere or relocate for economic reasons. 
This applies both to customers considering relocation to another utility service territory and to those 
contemplating plant closure; the politics around each differ but the economics are largely the same. A 
rate discount lowers the operating costs of the business, which in theory should improve the customer’s 
bottom line and thus help the utility to retain the load. 

In the current economic climate, many utilities are focusing their attention on load retention and ex-
pansion more than attraction, in part because new projects are few and far between, but more so because 
almost all utilities have major commercial/industrial customers that provide a sizable revenue stream 
-- one that warrants additional protection in uncertain times.

Regulatory Criteria for EDRs

When a utility is considering an incentive rate offering, several factors warrant consideration. The 
following inquiries address the key regulatory criteria that are pertinent to an efficient and effective rate 
design:

Is the discount rate necessary?
Is the discount rate sufficient?
Does the discount rate exceed the marginal cost of providing service?
Does the discount rate benefit all ratepayers?

The discount must be necessary to secure the load. The question is, absent a discount, will the cus-
tomer locate somewhere else or otherwise leave the system?  In order to verify that this requirement is 
met for existing customers, many utilities and/or regulators require a sworn affidavit from the customer 
confirming that absent the rate discount, the customer load would leave the system. Alternatively, further 
evidence that demonstrates the need for a rate discount may also be considered, including documented 
customer communications with neighboring utilities, financial and accounting reports of the customer 
demonstrating financial distress, requests for proposals, or forecasts showing the extent of the custom-
er’s financial risk on a prospective basis. It is also important to note that compliance with this criterion 
must be demonstrated by the customer, not by the utility; only the customer is properly positioned to 
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provide adequate evidence that a potential discount is necessary for the customer to remain on the system.
The discount must be sufficient to secure the load. The rate discount must be set so that the rate benefit 

to the customer is enough to offset any economic incentive for the customer to close its operations or to 
be served by another utility. A corollary to this requirement is that the discount be minimized; in other 
words, the discount must not be any larger than required to achieve the objective. Any discount beyond 
the minimum necessary to secure the load is a superfluous subsidy. Thus the discount must be sufficient 
-- but not more than sufficient. This can be a difficult criterion to meet because it is not formulaic and re-
quires a subjective assessment. Regulators have recognized a balance between the need to offer a discount 
to retain the load and not offering a discount that is larger than necessary to prevent the loss of a major 
utility customer and regional employer. 

The discounted rate must exceed the marginal cost of providing service. This is so because it is not 
efficient to charge less than marginal cost for marginal usage. Thus the utility that implements an incen-
tive rate should incur lost revenues (i.e., the difference in revenues between the standard rate and the 
discounted rate) but should not incur negative margins by serving the load in question. This is an essential 
element of an efficient rate design.

The discounted rate must benefit all ratepayers. In many jurisdictions, there is a requirement that the 
discounted rate must benefit all ratepayers. There is no industry-wide consensus around this criterion. 
Some regulators require only that other rate classes are made no worse off by the offering of an incentive 
rate. Often, the requirement for “benefits” is interpreted to mean that the discounted rate should provide 
some contribution toward the utility’s fixed costs -- an amount less than the contribution to fixed costs that 
is embedded in the standard tariff, but greater than zero. In this way, the other ratepayers benefit because 
this recovery of some utility fixed costs would not occur if the load were not served by the utility. Thus 
the discounted rate benefits other ratepayers by reducing the contributions required from them over time 
to cover the utility’s fixed costs. 

Other Regulatory Considerations 

Incentive rates can benefit customers in a number of ways. Retention of a major customer through an 
incentive rate can keep a significant industry in the region, with direct, indirect, and induced economic 
effects that benefit the entire region. By retaining the load, the utility’s costs are higher, but the revenues 
from the retained customer more than cover the added costs. As a result, the utility earnings are higher 
than they would otherwise have been (although not as high as if the customer were on the system under 
full standard rates).

An important feature of an EDR tariff is whether the tariff sufficiently protects against free riders. 
A free rider is a customer who receives the benefit of a rate discount but for whom the discount is not 
necessary. A generally available incentive rate, by itself, does not sufficiently protect against free riders. 
However, an EDR built into a special contract, subject to approval by the regulator, is a standard approach 
for protecting against free riders. This allows for the individual consideration of each application of an 
incentive rate, and permits an individual customer demonstration of the requirements outlined above (i.e., 
that the discounted rate is necessary, is sufficient, exceeds marginal costs, and benefits all ratepayers).

Some utilities design discount rates such that the incentive declines over time and is phased out by the 
end of a set period (e.g., a discount of 50% that declines by 10% each year so that after five years there 
is no discount). This design is more common for attraction than it is for expansion and retention rate of-
ferings. 

Finally, when the utility regulator evaluates the overall appropriateness of a load retention rate, it is not 
merely proper but imperative for the regulator to consider the effects of the potential loss of a significant 
business in the community. The possible impacts of the decision regarding a load retention rate have a 
legitimate and serious relevance to the public interest, so the regulator should give due consideration not 
only to ratemaking practice and precedent but also to the specific circumstances of the case.  Many fac-
tors warrant review, including whether the customer is a major employer in the area, whether the business 
creates related employment and business opportunities for supporting industries in the region, whether 
the loss of the business leaves a void that cannot otherwise be filled, whether the business supports the 
community at large in other beneficial ways, and any other circumstances or facts unique to the particular 
proposal before the regulator. As long as the regulator evaluates the discount rate first by applying the 
proper criteria outlined in the framework provided here, all of these other factors should be given the ap-
propriate weight by the regulator in its deliberations on the matter at large.
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Ratemaking Considerations 

The central ratemaking issue for approved load retention rates is whether the other ratepayers pay for 
the discount. In other words, during a rate proceeding, should the utility recover from other customers 
the difference in revenues between the discount rate and the standard tariff rate? Alternatively, for an 
investor-owned utility, will the regulator require the utility shareholders to absorb the “lost revenues” as-
sociated with the rate discount, by requiring that the utility impute revenues associated with the discount 
in the determination of the revenue requirement?  

The answer varies by jurisdiction. Some regulators have required shareholders to absorb the discount 
from standard tariff rates. Other regulators have authorized a sharing of lost revenues between the utility 
customers and shareholders. Typically, the argument for sharing says that because serving the customer 
load offers economic advantages both to utility customers (via a contribution to the utility’s fixed costs) 
and to utility shareholders (via a contribution to utility earnings), the revenue loss stemming from the 
discount should also be shared. Simply put, if the utility customers are better off with the load than with-
out it, then the shareholders are similarly better off with the load than without it, and thus should share 
in the lost revenue burden. In this case, the utility must impute the discount in test period revenues in a 
rate case when establishing the revenue requirement -- effectively setting rates for other customers as if 
the incentive rate customer had paid a “full fare” and letting shareholders aborb the difference.

Regulators in other jurisdictions, however, allow utilities to allocate the lost revenues to other rate 
classes for ratemaking purposes. The basis for doing so is the regulatory compact, which essentially 
grants utilities the right to earn a reasonable rate of return on investment in return for providing energy 
services with its service territory. Regulated utilities in North America are entitled to a reasonable oppor-
tunity to recover their prudently-incurred costs,2 and are also entitled to earn a fair and reasonable rate 
of return on their capital investments.3  These are considered fundamental principles of utility regulation. 
At bottom, the question of whether a utility benefits from serving a particular load does not diminish the 
right of the utility to recover its prudently-incurred costs from customers and to earn a fair rate of return 
on its investment.

Continuing this argument, the only instance in which the utility shareholders would legitimately face 
exposure to lost revenues due to the implementation of an incentive rate is between rate cases. If an 
incentive rate is placed into effect between rate cases, the utility would be responsible for lost margins 
until the reduced revenues could be incorporated into base rates in the next rate case.  This is no differ-
ent from what would happen if a large customer were to close or curtail its operations; in that case, the 
prudently-incurred fixed costs that were formerly recovered from the departing customer could then be 
recovered from the remaining customers in the utility’s next general rate case proceeding. This is con-
sistent with standard ratemaking principles.

Conclusion 

Utilities turn to EDRs as a ratemaking tool to help the utility participate more effectively in the site 
selection contest for attracting, maintaining, and expanding customer load. The EDRs help the utility 
to attract and retain major customers by providing those customers with a discount from the standard 
tariff rates. 

Utility regulators typically expect EDRs to be necessary, to be sufficient, to exceed marginal costs, 
and to benefit all utility customers. Offering such discounts between rate cases can expose utility share-
holders to lost revenues, but many utility regulators will allow the utility to recover the discounts from 
other customers in the next rate case if the incentive rate offering meets the aforementioned four criteria.

Utilities are revisiting EDRs now for a reason. Properly designed and administered EDRs can boost 
utility revenues, bolster public relations, promote job creation, and enhance the welfare of the commu-
nity at large, without creating subsidization of large customers by other customer classes. Utilities will 
continue to thoroughly pursue the implementation of EDRs, as an element of a comprehensive economic 
development strategy, in order to advance these goals – especially in times when vigorous economic 
development is most urgently needed.

Footnotes
1 Area Development Magazine, 11th Annual Consultants Survey: Consultants’ Exhibit Confidence and In-

creasing Project Activity, Special Presentation (Q1 2015),  at www.areadevelopment.com
2 Federal Power Commission et al v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944). 
3 Bluefield Water Works and Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679 

(1923).
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Member-Get-A-Member Campaign
IAEE Members:

IAEE’s Member-Get-A-Member campaign continues in 2016.  IAEE believes you know quite well the value of member-
ship in our organization. Furthermore, membership growth is one of the Association’s top strategic initiatives.  With your 
knowledge of our organization’s products/services, publications and conferences, we know that you are in the ideal position 
to help us grow.  The process to win rewards for yourself is quick and easy!

Here’s How the Program Works:
•	 For each new IAEE member you recruit, you receive THREE months of membership free of charge.  
•	 New Members must complete the online IAEE membership application form at https://www.iaee.org/en/membership/

application.aspx  Make sure the member(s) you refer mentions your name in the “Referred By” box located on the 
online membership application form.  

•	 The more new members you recruit the more free months of membership you will receive.  There is no limit to the 
number of new members you may refer.

Membership Recruitment Period and Additional Incentive:
•	 This special program will run from January 1, 2016 – April 30, 2016.
•	 The Member that refers the most new members to IAEE during this timeframe will receive a complimentary registra-

tion to attend the 39th IAEE International Conference in Bergen, Norway, June 19-22, 2016 (this prize may be assigned 
by the winner to another member, yet must be used for complimentary registration to attend the Bergen conference 
only).

IAEE Tips for Success:
•	 Promote the benefits of IAEE membership - Share your IAEE passion with others!  Visit https://www.iaee.org/en/

inside/index.aspx for a brief overview of IAEE.
•	 Connect with colleagues – Invite your co-workers, colleagues and friends to IAEE conferences.
•	 Keep IAEE membership applications at your fingertips - Please contact David Williams at iaee@iaee.org and request 

that membership applications are mailed to your attention.  Feel free to hand these out on your travels.
•	 Let IAEE do the work for you – Send us an email at iaee@iaee.org letting us know who should be invited to join 

IAEE (we need full name and email address) and we will contact who you refer to see if they have an interest in join-
ing IAEE.  If the member joins during the time frame above, you will be given three months of membership free per 
member you recruit!

We encourage all members to help our organization grow.  At the same time, you will be rewarded with free membership 
months and an opportunity to have your conference registration fee waived at a coming IAEE conference.

Thank you for making IAEE the great organization it is!


