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[*55] Mush. Total, absolute, unqualified mush.
On May 13, 1999, the Federal Energy Regulatory Commission released its long‑anticipated Notice of Proposed Rulemaking on Regional Transmission Organizations, or RTOs. As I started to read the document, I truly was shocked. The FERC appeared to deliver a mea culpa for its shortcomings in Order No. 888. But what does it offer as contrition?  Sadly, the same old mush.

Indeed, aside from a vague ultimatum that it will mandate RTOs by the new millennium, the commission offers nothing analytically new here beyond Order No. 888. (Indeed, a “notice of inquiry” would have been far more constructive.) Instead, it calls up the same old laundry list of ephemeral benefits expected from RTOs: better calculation of available transfer capacity, the elimination of pancaked rates, etc. This list has become tiresome.

As I have noted before, the notion of an RTO is just a red herring, because the poor performance of the U.S. electric utility industry continues to stem directly from the fact that the FERC’s overall restructuring initiatives simply are an extremely inefficient way to organize the market. (See the author’s article, “You say ISO, I Say Transco, Let’s Call the Whole [*56] Thing Off,” Public Utilities Fortnightly, March 15, 1999, p. 38.) Without a foundation built on economic principles, therefore, any RTO will stand on shaky ground and offer little to enhance consumer welfare.

Accordingly, if the FERC insists that we live in a “totally unbundled” world, then FERC needs to find an efficient organization for its concept of “totally unbundled” markets. To make it all work, the commission must examine the economic characteristics of each market segment (generation, transmission/distribution and marketing/sales) and articulate specifically the type of price, conduct and structural regulation (if any) that each requires. Most importantly, FERC must understand that where competition exists, it must have the courage to deregulate and get out, rather than continue to regulate in a surreptitious manner.

An Efficient Structure

If we must travel through the looking glass into the Wonderland of a  “totally unbundled” world, then what would be an efficient organization of each sector?

Generation.

On the supply side, we would probably want all producers to sell energy exclusively on a wholesale basis. We will call these sellers “gencos.” Obviously, a genco under this structure would be prohibited from owning any transmission facilities. Yet, to achieve its vision of total unbundling, the FERC must also prohibit gencos from selling power directly to the retail mass market, including sales to both individual high‑volume customers
 as well as households. Instead, that function should belong to a structurally separate marketing company, or “marketco.” Finally, because entry into the generation business is relatively easy (especially as technology continues to improve), FERC should apply only de minimis regulation to this industry sector.

Transmission.

Moving on to transmission, how should we organize efficiently this segment of production in a true “totally unbundled” world? In a true “totally unbundled” world, the transmission segment would probably have to be characterized by firms that sell exclusively either transmission or distribution on a full‑service wholesale basis from various gencos to end‑ consumers. Like the genco above, these firms must be prohibited from selling their product directly to the end‑consumer ( again, this function would be performed by a re‑vamped “marketco.” Moreover, these structural restrictions should not be relieved unless and until there is sufficient alternative transmission capacity to warrant re‑vertical integration of the industry. (Indeed, the FERC should pay particular attention to the United Kingdom’s experience, where British regulators, after years of work to disaggregate the market, permitted the reintegration of the market, ostensibly to save a few thousand union coal jobs.) Obviously, because of the characteristics of the transmission segment, owners of these facilities legitimately also should be subject to stringent price and conduct regulation to mitigate against the possibility that it could successfully raise prices or restrict output.

Moreover, because of well‑known jurisdictional constraints, the transmission sector probably would have to comprise two discrete RTO‑type organizations: (1) one organization responsible for “bulk” transmission access (a transco, gridco, etc.); and, with the onset of “retail consumer choice” initiatives, (2) one organization responsible for “local” or “retail” transmission access (a “disco”). The RTO NOPR does not address this issue, however. Instead, the FERC states that “[a]ny RTO proposal filed with us should plan to operate all transmission facilities within its region.” (Emphasis supplied.) Does this language mean that the FERC literally wants the RTO to be able to dispatch the entire grid from the magnets all the way to the consumer’s toaster, or does the FERC instead seek to mimic the UK’s model, where the market is characterized by some sort of regional “grid” company for bulk transport along with one or more “regional electric companies” that handle distribution to the retail/local level?  Either way, the NOPR [*57] will have a direct effect on local dispatch capability, an effect that, as noted by the 8th Circuit in Northern States Power v. FERC: “Unless we totally miscomprehend the arguments involved . . . FERC’s observation that no inherent conflict exists between its mandates and practical application is viewed through an adversarial bias.”
 

Marketing.

Perhaps the most difficult challenge of this exercise is to divine how to organize efficiently the marketing segment of the industry in a true “totally unbundled” world. The FERC’s notion of unbundling would divide the market into essentially two segments: transmission/distribution and generation/marketing.  That stance demands rethinking.

Specifically, what the market probably needs is firms (marketcos) that are structurally separate from both generators and transmission companies. Their only job would be to sell and market delivered power (i.e., a bundle of generation plus transmission/distribution) directly to the end‑consumer (high‑ volume customers
 or the average household). True to their name, these firms would have only paper assets. The marketco would remain separate from gencos and transcos by contracting with them for sufficient inputs to create bundles of delivered power that its customers demand.
  Burdened with few sunk costs, this segment should be relatively easy to enter or exit. Its market structure should demonstrate a variety of pro‑competitive characteristics, such as (1) numerous sellers; (2) low switching costs among marketcos; and (3) both price and non‑price competition.

More importantly, marketcos appropriately would bear the obligation to serve in a correctly restructured electric utility industry. If the marketco segment is characterized by numerous players, however, then this obligation to serve should not be a big deal. Consumers should have sufficient alternatives if an inefficient firm goes out of business.  Again, the issue is one of contract between customers and marketcos.

Moreover, under a correctly restructured U.S. electric utility industry, economic conditions should mitigate most affiliate self‑dealing concerns should a genco elect to have a marketco affiliate. Because the end‑user segment will be competitive, a marketco will face a high own‑price elasticity of demand, producing the incentive to search for the cheapest, most reliable (firm) source of power. If a marketco finds that the cheapest, most reliable power does not come from its genco affiliate but from elsewhere, then choosing its own affiliate under these conditions would be irrational and inefficient.

Thus, if properly structured, the market ( not the government ( will dictate when the costs of vertical integration outweigh the benefits. In other words, given the inherent risk of the market, if the generation segment is fluid and transmission concerns are alleviated (i.e., transmission essentially becomes a fixed cost of production), a marketco under this structure would have little incentive to reintegrate (either by ownership or long‑term contract). (Witness the current attempts by marketers to acquire discos: Enron’s acquisition of Portland General and Dynegy’s plan to acquire Illinova.) Quite to the contrary, FERC finally would create a legitimately efficient mechanism to achieve its goal of forcing all transactions out of the firm and into the market.

Finally, this structure ( though subtlety distinct from the notion of a  “marketer” ( not only is a more efficient way to organize the market, but it also solves two important public policy problems.

[*58] First, it helps to remove the issue of reliability from the policy discussion over RTO formation.  Marketcos become the only players in the industry that hold themselves out to consumers. They bear the de jure (and, more accurately, the de facto) “obligation to serve.” The transco/disco companies should have no incentive to discriminate, by price or otherwise. If an outage occurs, then it most likely is not the result of any strategic anticompetitive conduct, but rather the usual type of technical problems associated with running a power grid. In other words, if one company suffers, then all companies suffer.

Second, this marketco structure helps defang the touchy political issue of universal service. With one or more marketcos charged with specific responsibility of serving low‑income customers, then the doling out of universal service would be far less expensive than the disastrous subsidy‑laden and administratively complex (and indeed, self‑defeating) system in place in the U.S. telecom industry.

Still A Long Way to Go

So has the FERC made any strides toward improving the organization of the market? Sadly, the answer is again no.

For example, has the FERC attempted to reform meaningfully its transmission pricing policy and move away from short‑run marginal cost pricing? No. As such, even if you have a for‑profit transco, what rational business is going to enter a business when it knows going in that it will never recover its full costs?

Similarly, what steps has the FERC taken to keep its mitts off the generation market? Although the agency says it is taking a laissez‑faire approach to the generation market, the FERC nonetheless keeps entertaining ridiculous notions of “dominance” or market power in generation from every firm that seeks to prevent a rival from selling lower‑cost energy that also happens to be located closer to the load. Indeed, regulators must understand that while competition forces firms to sell closer to cost, they are not required to sell at cost. Rather, in a competitive market, firms sell at the market price. That is not market power; that is efficiency.

Finally, the FERC is going to have to keep its regulatory paws off the marketing ends, as well. For example, contorting the Administrative Procedure Act in ways never thought possible, the FERC ( in an effort to achieve “regulatory parity” ( has required power marketers to file long‑term contracts within 30 days of commencement of service.
  Regulatory parity is nice in the abstract. However, the FERC would achieve this goal not by reducing regulatory burdens on traditional utilities with market‑based rates (from whom it seeks voluntary disaggregation), but instead by imposing more burdensome regulation on existing power marketers themselves!

Conclusion

The FERC is to be commended for at least recognizing tacitly that its paradigms have caused severe distortions in the market.  However, there must be more.  The FERC must stop gerrymandering its regulation to fit its powers and instead, tailor its regulation to fit the market.  Regulation has costs and regulation has benefits.  It is high time American consumers started to see the latter, rather than the former.

* 	Lawrence J. Spiwak is president and chairman of the board of editorial advisors at the Phoenix Center for Advanced Legal and Economic Public Policy Studies in Washington, D.C. An expanded analysis of these issues can be found at the Phoenix Center website at � HYPERLINK "http://www.phoenix�center.org" ��http://www.phoenix�center.org�, along with other policy papers of regulatory interest.


� 	“High�volume customers” are those that, because of their large scale and scope, consume such substantial quantities that they can eliminate the “middleman” and negotiate directly for volume discounts. Notice, however, that the term “wholesale customers” deliberately is not used. The concept of “wholesale customers” must be considered an out�dated term in a post� “constructively disaggregated” market structure. The new vernacular accordingly must convey this message as well.


� 	No. 987�3000, May 14, 1999, 1999 WL 301458 (8th Cir.).


� 	Indeed, even “high�volume” consumers referenced supra may want to use a marketco to avoid continual negotiation for the cheapest, most reliable source of generation. This arrangement, therefore, would be an efficient use of vertical integration.


� 	See generally, Williamson, Oliver E., “Economic Institutions of Capitalism” (1985).


� 	Southern Co. Servs. et al., 87 FERC ¶ 61,214 (1999).
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