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EXECUTIVE SUMMARY

As indicated by proposed Jepislavion (H.R. 2224, sponsored by Rep, Edward Markey) peadiog
befores the Congress, coastrained 2ocess to electricity iransmission systeme is the most important
obstacle to achieving a mare compenlilve elacirle power industry, Three wends--imbalagesd supplies of
elecirlclty among different regions, growinpg intercopnection of local ueilities, and the i i
potential for electric power trading--sugeest ihat efficlent opersiion of rapsmisalon syetems will be
increasingly imponiant io the performance of ihe secrle power ndustry. :

‘The potential gains to consumers and the {ndustry of efflckent operation of rransmizsion sysiems
are significant. Over a owo-yeer period, B power marketing experiment imvolving the Weslerm Systems
Power Pool found that trading over tarper transmission grids yiclded 571 million in cficicncy
improvements, Sipnifcant funber improvements would aeerue through the additlon of transmission
Rpacity, yet the mechanism o do 50 was missing from this experiment It is also mizsing from (he
industry a5 a whole. For the electric power indusiry 1o yleld subatantial ¢ost savings 1o consames, long-
term ransmission develnpment copoerns mest be resolved.

Mast policy options for addressing the transmission access issne sliher fail to provide inceniives
fur the efficient mansgement wnd coordination of transmission capacity or il to safcguard agalnst
monopolistic fsks, For example, the present arrangement of udlity-controlled 1ransmisslon raises
signiftcant manopoly prohlems thay maks Desiilhy-lepalring regulation néeessary. On the other hand,
mandsbed whecling is likely 10 result in poor-guality transmission service, as it does not provide
incemilves for the owner of the wansmisslon faciilty o expand apacity. Fioslly, ¥ common camiase
sysramt would raise the cost of sérvics by préventing transmission nsers from coordinating pricing and
imvestment decisions. Instead of harnessing markel iheentives, each of these appataches encourapes
partits 10 redy primarily un the legal and regulstory procoss o dolenning transmission-access palicy.

User-ownetship ol transmisgion grids offers a means of effectively addressing thess problems.
By facilitating cntry onto the transmission system through either acquisition of existung cepacity or
investment i1 incrementat new capacity, joint owmerhip of vransmigsion wonld (1) sedues market power
residing in transmission ownership and control, and (2} provide managers of the system--users—powerial
incentives to efficiently operate and coondingte 1ransmiseing capacley,

Under a voluntary, incremeneal approach, uwser-owmership could oocur whers uiflites determine
that there are net berefils in selling eapacity and whete polential competition {3 wansmiesion capaciry

" exists 0 =dequatcly protect nsers, To encovrsgs holders of itansmissicn 10 open ownesrship up (0 users,

regulators could offer eo deregulate prices, limit cectification of new Bollitles to environmental kssuss,

and efiminate sy legal “ohlipation 10 gerve,” Utilities would honor all ¢xdstlnp oblipations o frenchise
CUSTOmMErs.

EH ATTR M 0 A oy

Gonder the nausops

This voluntary approach to tesobing the problcm of transmission access has the preat

af v gt hefore Advanlage of allowing joint oweership where L % judged 10 he i the hesl inbepests OF the parties
Ay g iahe et I0VOIVER g8 well 85 providing valusbic knowledpc with which to evaluabe the policy’s wider applicability.



TOWARD RESOLVING THE ACCESS ISSUE:
USER-OWNERSHIP OF ELECTRIC TRANSMISSION GRIDS

By Douglas A. Houston

L INTRODUCTION

The most important obstacle to achieving a more competitive electric power
mdustry centers an eonditions of access to the transmission systems through which
power is moved from generation plants to consumers. Many utilities now are willing
t0 cede some control over their transmission assats a5 the price they must pay to take
the next steps in this evolution toward power marketing. To many industry observers,
however, utility-controlied transmission forms a seemingly impenetrable barder to
competition and therefore either the control or the direct ownership of transmission
must be fully wrenched from the otilities. Stherwise, the udilities will rig access
cunditions so that newcomers always are at a disadvaniage.

Lepal scholar Richard Pierce, for example, cateporically states, "Every scholar
wha has analyzed the strecture and performance of the elecircity industry has
cancluded that effective competition cannot exdist in the bulk power marke! without
mandatary equal access.! Transmission is geen as a gatekeeper: it ean be closed in
defense of the regulated marketplace or opened to support a greater number of
participanis.

As sellers wnd buyers increasingly attempt to break through this transmission
gateway, utilities argue In response that any policy that legally forces them to yield
arcess to vutsiders is potentially damaging to services for current users of the system.
The current transmission networks in the Linited States were destgned largely for
vertically integrated independent utilities; these lines may not suppart extensive
trading withuut quality impairnent. To date, 1.5, remulators have approached the
issucs of market competitinm and tranamission gevess with caution and dealt with the
eonllicts between regulation and eompetitian in a piecemeal fashion. No overarching
policy changes have been made at either the state or federal level Instead,
meditications are derved from other acbions, such as merger approvals. These case
settlements do not set precedents, leaving an outsider’s status upcerizin, Because
most exchanges of power are long-term commitments between buyers and sellers,
uncertainty over transsassion pobicy increases transaction nisk and dampens
development of power markets.

The propuosal discussed m this paper views transmission policy as first requiring
that ownership rights to the transmission assets be redefined in such a way that the
incentives uf owners are consistent with efficient, competitive operation of the
transmissivn system. Instead of wheeling o common carriage, the paper proposes
user-owncrship of regional transmession systems. The advantages are twofold, First,
vsers-as-cwners can be prowvided with incentives to build and operate efficient
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organizations, in addition 1o being poverned by toles for ongoing adjustments to
ownership, assets, and activities. Second, widespread uset-ownership of transmission
networke can eliminate much of the monopalization sk without reconrse to direct
regulation. While common carriage and wheeling might achicve the latter, they would
not accompijsh the former.?

User-owned transmigsion systems would provide more services over more
territory than cecurs today, becoming, in effect, regional networks. By facilitating
entry either through acquisition of existing units of capacity or by making incremental
systen investments, competition in power supply would be promuoted. Thus, barriers
to entry would be Jowered. To encourage holders of transmission 1o open ownership
up 10 wsers, regufators covld offer to deregulate prices, limit certification for new
facilitics to environmental issues, and eliminate any legal "obligation to serve.”

By operating on a voluntary basis, in the short run this transmission proposal
would not significantly alter the structure of the industry or create uncertaintiss for
participants. This incremental approach would have the great merit of allowing user-
cwnership where participants are certain of its net bemefits and, importantly,
providing valuable experience in which (o judge its broader applicability. In addition,
hy not mandating that all transmission systems make this significant structural change,
the propusal i more likely 1o be politically acceptable,

Tersome extent, this evolutionary approach to joint userownership is occurring
in the industry. For example, both the Maine Electric Power Company and the
Wermont Blectric Power Company aré jointly-owmed transmission companies, each
acting s the middleman for interutility transactons. Georgia Power Company and
the Municipal Flectric Authority of Georgla have operaled an integrated transnission
system since 1976, In 1985, Public Service of Indiana reached an agrecment with the
Indiana Mumicipal Power Agency and the Wabash Yulley Power Association that
gives undivided ownership interest in the transmission Hnes to all participants * What
is missmg in these cases, however, is the right of cach owner-participant to sel] or
lease its capacity rights in the ransmission systems to "outsiders,” or for outsiders to
enter the system by incremental investmemts in cepacity. Thus, the transmission
gystarns remnain Jurgely closed and, as such, the appartunities for marketing in power
are necessarily limiled.

The role of transmission in the power industry is examined in Section IT; this
mcludes a brief ook at the technical aspects of the transmission of electric power, the
instirotional resiraints and management practices under regulation, and recent trends
and proposals on transmission access. Section [I1 comiaing a proposal for vsei-
ownership restructuring of transmission assets In the United States. An imerest-group
assessment of the prospects for soch reform s made in Section TV,



IL.  TRANSMISSION OF ELECTRIC FOWER: AN OVERVIEW

In the early and mid-1980s, utilities were startled by a series of state-level
decisions that disaflowed some asscts from being incloded in rate bases. To do this,
commissions applied a doctrine of "used and useful,” which was interpreted to mean
that wiilities could earn a return only on assets providing service to customers.
Lhilitfes have reacted to this important change in their tisk exposure by redosing the
amount of capacity they are willing 1o add to the rate base.

One consequence of this change is the increased use of power marketing to
balanee supply among utilites. Additionally, utilities have built stand-alone generation
capacity outside direct regulatory control and relied upon new independant sources
af pawer prendoction, especially independent power producers (IPPs) and qualifying
facilities (QFs). The latter organizations have grown due to the incentives for small
power producers established in the Public Utilities Regulatory Reformm Policies Act
of 1978 (PURPA). As nomtraditional power production and exchapge relationships
grew, d new set of demands was placed on transmission networks, and, in turn, on
access policies.

The issue of what constitutes monopoly power in transtaission liss at the heart
of this debate, pitting transmission-owning uotilities against nonowning users and
would-be users, and spilling over inlo jurisdictiona] disputes botween the federal
repubatar, the Federa) Bnergy Regolatory Commission (FERC), and the state poblic
utility cornmissians.

To understand what might be the feasible public policy option, it s first useful
to anchor the discussion by examining transmission’s historieal perposes techmeal
properties, and legal and institationnl features, including recent initiatives that are
changing this landseape.

A. Purposes of Transmission Sysiems

LUruility transmission systems provide the paths along which pawer monves from
gencration plants 1o the substations ¢ontrolling access to the final consumers. In 1988,
approximately 62,000 cireuit miles of transmission lines existed in the United States;
these lines span a range of valtages fram 22 to 800 kilovalts. The consumers at one
end of transmission make up a load center: a distribution territory estahlished by the
utility, a city-rwned Gt codperative System, or an industria] operation. Utilities have
historically built transmission lines for their captive aceounts, under the presumption
that these éxclusive peographical markets would remain intact. Traditionally, each
utility has produced the vast majority of the power nsed by its own customers, Thus,
the existing configuration of transmission lines and generation plants reflects the
historical intent to make cach producer a full-service, vertically inleprated provider
ta the consurners in its franchise termtory.
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The transmission lines of utilities also are interconnected with surmounding
utilitics. This permits some selling of power {economy power exchanges), sharing of
reserves, and emergency backup. hiost of these functions are performed within power
paols, canstellations of utilities by region. These coordinating efforts administratively
are broken our into nine reliability councils forming the North American Electrie
Religbility Cowmeil. Power pools are an imporisnt means of sharing within the
industry, but the coordination within the pools is typically "loose” (limited). Hiswrie-
ally, they have not been a means of shoring generation capacity obligations; ulities
instead have applied pooling transactions more commonly to supplement, balance,
and provide security.? Yet increasingly, due to the rise of unbalanced supplics, utilitics
within pools engage in requirements and ecomomy transactions and capacity-related
exchunges to meet longer term requirements.”

The 1990s promise to be an era of "unbalanced” electricity capacities, making
the nse of power pools ro correct regional imbalances more pressing. In analyring the
generabion capacity reserve margins among wtilities, a 1930 report of the Departroent
of Energy concluded: "The margins shown for 1993 and beyund are such as to change
‘conceTn’ to “alarm."® Wholesale capacity and energy purchases will place significant
5iTess ON transmission systerns. Yet utilities have expanded their wransmission
capacilies with little planning for braader transmission demands that marketing of
electnicity would stimilate.

In part, taday’s transmission conditions reflect a transition to more integrated
grids in which ownership is broadly shared. An example of a development in this
direction i the California-Oregon Transmission Project, a partnership of municipal
and investor-owned public utilities and the Westert Area Power Administration. This
project will ereate another Ink in the Pacific Morthwest-Pacific Southwest intertie,
permnitting an additional 1,600 megawatts of power to be sold ar exchanped among
utilities in these regions.

Power ponls demonstrate attractive gains from voluntary coordination, hinting
at even greater value frum more extensive relations.? Yet, utilities have been hesitant
1o 1ake addivional sieps such as centtalizing dispatch, the operation of multiple
utilities’ generating capacity according to  the marginal cost of power?
Technologically, transtmission grids are capahle of daing much more.1?

Utilities argue, hawever, that voluntary wheeling among utilities requires
carzfnl planning and cocrdination. Without appropriate physical and institntinnal
protection, they claim, wheeling-on-demand for cutsiders can disrupt the entire
systern of power delivery. Reliabiliy would suffer, costs would inerease, and
franchised consumers would pay more for basic services. If utilities have w0 yield
access to other participants (some of whom may be compettors andfor castamers of
the utility) but alsa have to supply their native Joad customers, then wheeling will
present a continuing confrontation between the "haves” and the "have-nots." As will
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be discussed in the next section, this paints to a need to explare the context of trade
in power. Briefly, the public utilities” continuing obligations to serve, coupled with
weak property pights in transimission, are the primary causes of inefficiency and
growing divisiveness within the indusiry.

B. Physical Fuactions of Transmission

Trarnsmission networks operate according to Ohm's and Kirchhoff's Laws.
Electricity flows over an entire nerwork; the divisions among lines are based on the
impedance characteristics of those lines. This flow within a network is determined by
the configuration of lines making it up, their physical characteristics, and the various
"Joad" eenters--that is, the generation plants and consumer points of access. The
physical properties of electricity networks suggest that just as generation reserve
marging ars necessary (0 maintein reliable service, so toD are transmissiom line
TEsETVE IDHTENS.

When separate utilities wish to transfer electricity, the transmission
imterconnection is made across control areas that meter and regulate the flows
avenrding 1o agreemenis between uiilities. Most of the flow control is managed by
changing supply (ie., the importer reduces supply and the exporter inereases ie). All
parties omest menitor and contro] the flows. Such activities are not anly feasible but
frequently accomplished.!? Increased transmission cooperation among wtilities can
reduce the costs and risks associated with greater exchange. Indesd, a few larges
holding companies, such as American Electric Power, and “tight" pools, such as the
New England Power Pool (NEPOOLY, engage in complex and subtle shifting of loads
among humercus generation plants; units arc ordered (Cdispatched™) on line
accornding o cost characteristics.

In sum, electric power networks are complex in ways that demand
consideration of an entire network operation whisn a single transachion & explared.
Unexpected and unplanned uses can cause damage 1o others—negative "third party”
effects. Ulitities now present these facts as arguments against wheeling, The preciss
measureinent of these costy, however, s rarely if ever known, and current rules of
thumb could err considerably.!®

C. Legal Status of Traosmission Access

Transmission vse s sigmificantly controlled by law and regnlstory treatment.
Most questions of access to transmission systems today fall within the jurisdiction of
the Federal Energy Regulatury Comrmssion {(FERC), Acting ander the acthority of
the Federal Power Act {FPA) of 1935 to 1egulate wholesale power transactions in
imerstate commerce, and with an extended reach of this authority resuling from
Supreme Court rulings, FERC has become the primary arbiter over wheeling
transactions. To date, the access issue is frequently simplified to a question of



mandatory wheeling, legally requiring one otility to transpart the electricity of two or
mare other parties,

As outlined in severs] Supreme Court and lower court ¢ases, the authority of
FERLC to compe] atry wtility o wheel pawer for another party is quite limited, The
leading case was Ofier Tuil Power Co, v. I2.8," in whieh the Court concluded that
Congress did not intend for independent commissions to order wheeting. In a 1980
case, New York State Electric & Gas Cai;x,ﬁ the Secend Circuit Court suppornied the
position that FERC could not interfere with @ wheeling contract (by loosening its
restrictions} without, in effect, ordering wheeling in comtradiction to the wishes of
Congress. In Richmond Power Light v, FERC," the District of Columbia Circuit
concluded that utilities that ertered into voluntary wheeling apreements eonld not
later be forced to wheel. In addition, the Public Utility Regulatory Policy Act
{PURPA) of 1978 gave FERC a very limited authority to mandate whesling)” but
due t0 the imposing conditions set ot in the law, no FERC wheeling actions have
been taken under PURPA authority. Altheugh FERC's authorily 1o order wheeling
as an antitrust remedy is limited, according to the famous Otter Taff ruling, the courts
do indeed have such authority.'®

In recent cases, FERC has shown a greater willingness to consider mandating
wheeling when utilities are requesting favorable treatment on mergers and trade. An
important application s the PacitiCorp merger in 1988, Here, the desire of a large
utility, PacifiCorp, to merge with another utlity, Utah Power and Light, was
eanditiemed upon the merged firm allowing wholesale transmission access to lessen
the likely anticompetitive effects of the merger?® PacifiCorp accepted these terms to
guin the merger. FERC was careful not 1o make this cass a precedent for future
mergers: . . . a requirement that it wheel power for competitors in order to
ameliorate the likely anticompetitive effects of the merger would not serve ta make
the merged company 4 common-carrier. Thus, the Cominissian is not doing indirectly
{(making the merged company a common garrier) what it is prohibited from doing
directiy. @

D. Siale Actions oo Teansmission Access

Recently, siates have beeome more active in the transmission sceess and
wheeling debates. These actions, surprisingly, have been in aress previously
considered federal domain. States have had jurisdiction ever most certificatinn and
citing of transmission lines, while FERC has exercised furisdiction over the interstate
transmission of electricity. Supreme Court rulings seemingly have provided authority
to FERC in pricing of transmission services,™ but, because the revenue requirements
are typically recovered by retatl pricing, the state can exercise some control.

It seems probable that increased claims of state autharities are linked to the
growth af the wholesale markei in power, in which bath independent producers and
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consumers play a larger role.” For example, in Fiorida, the Florida Public Service
Commission (FPSC) songht 1o establish a statewide rate for the transmission of QF
power and to order the wheeling of qualifying-facility (QF) power.® FERC denied
both requests, arguing that the actions by the state commission weuld overstep their
limited authorirty.

Perhaps the first major test of the boundaries between state and federal
jurisdiction over transmission will be resalved in a Wisconsin ease. In 1989, the
Wisconsin Public Service Commission (WPSC) set out guidelines for least-cost
planning. The Commission asserted that efficient design and operation of the stare-
wide elecimic transmission network formed an indispensable component of such.a
plam, and therefore it directed mtilities to develop and implement a comprehensive
systemn of multiple transmission “cavt and vse sharing agreements.'® This crder
declares that contrel of the transmission system s necessary if the state ix to contral
capacity planning and development of least-cost options. The decision was appealed
tn the: state circuit court.™ Unlike the Flarida case, the WPSC order is grounded on
a stale stalute that provides the state commission’s authority to engage in supply
planning. Wisconsin'’s actions could be mimicked by other states, pointing 1o a rising
conflict between state and federal regulatary authority with respect to control of
transmission systems.

One reason for the growing state challenges is that FERC has nol taken
industry-wite actiun on issues of competition among industry participants, including
clarification of crucial transmission access issucs. Still, FERC case decisions move
taward greater access for outsiders. In a September 1990 order, FERC 1gjected a
request for market-based rates an energy and capacity sales between two Ionwa
partics, arguing, among other reasons, that ane of the parties held considerable
market power in transmission® The order argued that a tack of open-access
transmission tariifs or offer of open-access services to all generators by the requesting
utility of its neighbars constituted a monopoly situation. Commissioner Trabandt
asserted that this forces "utilities participating in a bid, if they win and want market
rates, to open their own trapsmissfon systents to all comers or show that their
neighbors have dene s0."% He alse has concluded that the commission's desire to uge
conditioning power and other indirect means to force greater transmission access
whenever possible "has become increasingly open and obvious."®

The commission has yet to state an industrywide pobicy toward transmission
access, claiming that it does not have sufficient authority to do so. Becauss state
comumissions arg legally responsible for the supply systems within their states, and
because these relationships are inereasingly dependent upon whalesale sontracts with
new players (QFs and [PPs), they are likely to contipue pursuing the issues
surronnding wansmission access.® These tensions between state and federal
regulatars will grow until the issues of transmission avcess are resohved among the
regulatars themselves, i the courts, or by congressional action.



E. Initixtives: Volumtary Wheeling aod Transmission Sharing Agreements

Increasingly, utilities have been willing to lsgally bind themselves to provide
transmission access 55 2 means of reaching other poals. The leading edge of this
effart may be Public Service Company of Indjana’s quest for gieater marketing
flexibility. To achieve it, they negntiated to open their transmission lines to all who
will reciprocate. PSI's initiative appears guite reasonable. They hed excess capacity
and neighboring wilities had shortages. As CEO James E. Rogers said, T have a
vested interest in seeing the market open up and become geregulated "** FERC's
response, in an order issued June 28, 199, made PSI the first electric compaty in the
nation ta have blanket authority 1o make lonpg-term, market-based sales ™ Althoogh
this ruling does not extend to other utilities, it is reasonable to expect many more
power compianies with supply imbalances to seek open trade, and the price seems to
te "open access" of ransmission lines.

Many analysts predict that rmost new industry capaeity fn the 1990s will come
from nanregulated sources. These include: utilities with excess power to sell; IPPs
that have sprung up to serve utilitics or dircctly serve "retail” customers; Qualifying
Facilities (QI%s), the small generation operations that are outgrowths of PURFA's
encouragement of small, nontraditional power sources; and ather nonutility players
in the power market, such a5 co-penerators ®

In an attempt ta leam mare about the impacts of inereased wholesale power
markeling, in 1987 FERC allowed a limited experimentation with market-based
transmoission and bulk-power sales for the Western Systemns Power Pool (WSPP)
Thig is not a prwer pool, but rather an agreement samong a large group of utilitiss
10 enter into traditional caordination sales at nantraditional prices.® In January 1991,
this "puol” proposed a 10-year agreement to replace the bulk-power marketing
experiment.

The WEFF experitnent in market-based pricing and trading began with 15
memhbers in 1987, and, by early 1991, had grown to 31, The consulting firm, Stratepic
Decisions Group, gathered data and evaluated the pool’s performuance ower the
periond May 1983 through April 1990% During the two years, 16 percent of the
transactions among members were estimated to have been duz to the WSPPs
aperation. Of these transactions, M) pereent conld not have occurred without WSPP,
and 30 percent would have failed without WEPP hecanse of unavailable transmission
gervice access, The estimated short term efficiency grins were $71 million, of which
35 percent involved third-party transmission transactions,

The shart tenm benefits only hint at the pains from efficiently expanding
iransmission capacity, Adthough mast participants in the experinent recogrized that
jong tenm investment needs wers the prmary consideration in developing power
markets, WSPP, because of jts short-term, experimental nature, provided the




9

participants with little incentive to consider market-based resolutions to transmission
capacity decisions. As a result, understanding of haw power marketing might evolve
hag been conslderably curtailed.

FEeégonal transmission "have nots,” such as OFs and industrial copsumers, have
argued against regulators releasing pricing <ontiol becavse uillities owning
transtaission within the pool still retain great market power that could be used apainst
competitors in bulk-power markets.¥ FERC's initjal ruling, issued April 23, 1991,
would have placed significant restraint on the market pricing aspects of the new
agreement. The commistion stated: "Without adequate assurance the exercise of
market porwer will not occur., we must modify the pricing aspects of the proposal o
ensure that the prices charged for coordination eneigy, transmission and exchange
services will be just and reasonable under the FPAYY The WSPP was granted a stay
from this ruling in earty May, and a rehearing will be made. Concerns about WSPP
by inductry participants and FERC tend to be ditected less at shurt-term pricing
principles and more at lang-term conditions of access. As they prapple with wholesale
power murket developments, potential abuses of market power by owners of
transmission play & major role in FERC's explanations of their decisions. ™

F. Mandatory Wheeling and Commor Carriage

In the electric power industry, competitive problerms and the demand for
regulation stem from control of transmission systems. Indeed, it is the monopoly issue
alome that calls fiw any further regulation in transmission. Thus, if transmission
monepolization is remediable, then litde economic jusification remains for legal
testraints on this industry above the lecal distribution lewel.

Numerous studies in recent years have atiempted 1o analyze and, in some
cascs, propese solations (o the institutional barriers to competition in the electric
power industry, and, in particular, in the transmission sector. In the United States,
these include analyses by the Congressional Office of Technulogy Assessment (OTA),
the National Regulatory Ressarch Institute {NRRI), the Edison Electric Institute
(EEIl}, the National Governor's Association {NGA), the State of Mincis, and the
Federal Energy Regulatory Commissitn {FERC)* Generally, these studiss have
examined solutions that force transmission access legally, typicully by mandated
wheeling or comman carriage.

Because the legal foundation for regulators to order wheeling is not well-
grounded, wheeling issues will continue o be settled on a case-by-case basis withont
an amendment to the Federal Power Act. Case-by-case wheeling agreements,
however, have led to more uneven treatment across the industry, further highlighting
the access fssue: If mandatory access is good in jurisdiction X, then why not in ¥?
Consequently, calls for & federal whecling authority that would establish a pubtic
interest basis for aceess are likely (o grow.
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With a federal mandatory access law (and refarm to the Public Unility Folding
Company Act), 1PPs eonld kecome dominant power soppliers to today's integrated
utifities. Mandutory wheeling, however, cannot puarantes that clear, detailed
conditicns of entry tan be specified in advance so that a nonowner can understand
his position under all contingencies over the long time period that power contracts
typically last. It also does not provide incentives for the owner of transmission
facilities to expand capacity. Thus, the access obtained could be for poor-quality
service,

Another approach, common carriage, wonld attempt to reduce market power
in transmission by uncoupling ownership of trgnsmission from generation, and
enforing access rules universally. By isolating and regulating omly the monopolistic
trapsmission sector, the ohjective i3 ta permit competitive wholesale trading among
independent partics. Transmission still would require constant regulation to assure
that it fulfilled obligations to provide open gecess. Bulk-power dispaiching, control
tutictions, and other transmission services wouold be "unbundled,” and all saleabls
services would be subject to price and serviee regulation.

Utilities have vehemently arpued against any such "dismemberment" policy for
many of the same reasoms nsed against wheeling. Indeed, economisis have added
cautionary notes, Paul Jnskow and Richard Schimalensee, in their influential book,
Markeis for Power, presented a critique of structural separation that emphasized the
likely Insses m enardination and planning effectiveness fram pulling utitities apart.®
They also emphasized that a transmission supergrid could dominate the indusiny
unless closely regulated,

Central 10 the commaon carriage approach is bilateral contracting between
sellers and buyers, with transmission serving as o necessary, but discrete input,
Simplifying and distancing transmission serviess from power transactions requires
unbundling wansmissfon services, Bundled services are perceived by some as
economically unnecessary and potentislly monopolistic™ Yet numerous economic
{cost-minimizing) reasons exist to bundle components of service as & nomme! condition
of access. Doing s0 complicates the simple buyer-scller contract, suggesting that
camplex, gystemwide problems could be ameliorated if the transmission firm could
act as the apent for other affected parties in power transactione. But cormon
carriage, by definftion, disallows exiensive caordinatinn or market-making roles far
the grid company, or jts active involvernent in supplying ancitlary services. Instead,
common carriage Lreats transmission frms much like loeal telephone exchange
companics that are either excluded or substanmtfally restricted from entering
information service markets. The local telephone exchange, weated in this way, 15
seen as the mere carrier, not the originator, augmenter, or transformer of messages.
Creating a regulatory environment for transimission companies that iy similarly
restrictive could be damaging to the efficlent develapment of markets in power.
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By definition, common carriers elso are prevented from controlling access
conditions or prices. If aceess under regulation iz encouraged by lowering transmission
Frices, then generation firms would be encouraged to gverproduce. 1n effect, they
would receiwe an implicit subsidy, with the costs borne by other fransmission users
who wonild seffer lesser eliability or other impaitment to quality of service. Part of
efficient transmission system is the discipline of access denial where access generates
net costs. Commmon carviage moves the industry away from this

In sum, a transmission grid, structurally separate and obligated to act as a
commeon cerrier, would have no means of coardinating critical pricing and investment
decisions with its wsers. Tilities taduy implicitly concede the weakness of exdsting
transmission development practices when they plead that the present systems cannot
handle diverse market demands. Forcibly opening transmission in order to "permit”
competition would pravide owners with no economic incentive to wisely develop and
Taintin franstoission capacity, Additionally, the complex issves of allocating valuable
transmission capacity will become highly politicized, encouraging interest groups to
engage In wasteful strupgles for access. The weaknesses of common carriage,
however, do oot imply that &l structural reforms are similarly Sewed, Stouctura)
transmission reform need not be imposed in this manner: a voluntary, market-based
Temedy--joint user-ownership--can imprave the economic efficiency of the industry,
while reducing threats of menopoly.

. User-Specific Assets And Market-Based Structvral Bemedies

Assets that are highly user-specific characterize many indwstries--oil and gas
pipelines, airports, and local public telephone exchanges.” In these cases, each user
must make mvestments that would be largely irecoverable if access to the key asset
then were denied. Such "bottleneck” assets also cannot easily be replicated or
redirected to other uses. Thus, both owners and users face a larpe risk in engaging
in contracts employing a user-specific asset. Generally, the problem is seen as one of
disproparticnate market powet conferred upon the ewner, but the cwmer, too, faces
iarge insses if the user can evade contractual respansinilities.* The term "bottlenack”
i nut fntended to mean a short-iermn capacity constraint that could be resolved
merely by building more capacity. Rather, the bottleneck actribute, user-specificity,
Js intrinsic to the patore of the assers. It i, in other words, a structoral issue that must
be dealt with at that level. Thus, policy answers 10 the bottlenack problem that rely
solcly om pricing are short-term measures, and do not address the stroctural cavses
of inefficient provision of capacity in the first place.

What is needed is a structure of ownership that promotes desired behaviors,
Crften, vertical integration ncross the transacting parties is a solution to the bottleneck
problem, and, in the electrie power industry, was initially imposed as part of the
overall regulatory solution to monopaly power residing in production and exchange
of electrivity, But today, utilities are deliberately weakening the vertical chain of
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ownership by extending rights to other users of the transmission systems, often as
quid pro guo with FERC so thal the utilities can take advanlage of marketing
opportunities. This trend toward sharing legal rights in transmission--in response 1o
the anticipated competitive environment--means that vertical intepration is not likehy
1o be a future remedy for the "bottleneck” concerns in this evalving industry and
suggests that other appmaches may be more valusble,

Jaint ownership of the bottleneck facilities i one oprion. Recently, sconamists
have placed mare exnphasis on this perspective: Vernon L. Smith™ has suggested that
capacity rights to a joindy owned system might be freely bought and sold; Arthur De
Vany, Robert Mickaels, and Rodney Smiith® alsa have proposed a capacity right for
natural gas pipelines; and Kenneth Costello® also has argued that such an approach
might suceced for electricity transmission.

III. USER-OWNED TRANSMISSION GRINS: A PROPOSAL
A Overview

In the past, because of the large risks of building "user-specific” electricity
generation, exclusive franchising was justified as a method of "securing” markets for
producers. Yet these invesnnent risks can also be substantially reduced if the assets
in question are made less specific to particelar users, in effect giving participanis a
broader market sweep, Lser-ownership of large transmission grids can extend the
mnarket, thereby diminishing the value of vertically integrated firms, such as most
wility firms.” Put another way, the grid's npenness increases the worth of non-
imegrated producer-marketers and middlemen who perform their Limited tasks very
well campared o cumbersome wility giamts, Thus, the upshot from increasing the
seope of the market is that mure independent producers may be willing and able to
enter—perhaps even without long-term contracts in hand. Conversely, with grearer
eompetition, retail parchasers will be capable of meeting their power demands at
lower easts by relying upon the larger marketplace held within a transmission grid,

The proposal in this section sseks (0 accomplish three specific objectives: (1)
broaden transmission system access throgh joint, private decision-making, {2} reduce
the market power residing in tranymission awnership and control; and {3) initiate the
mereemnent toward market rading in power, but not treeze the market structre. The
rules required Lo achieve such chjectives have been described by Lucinda Lewis and
Robert Reynalds as "constitational," permmitting profit-seeking to Eaida the decision-
making of the group, but inhibiting most strategic manipulation.

In overview, transmission assets would be reorganized voluntarily imo large,
privately held networks, As the regulated AT&T 1elephone monopoly was spun off
into the separate Bell operating companies, transmission assets of the electric utifities
would be separated frum the electric utilities, These spun-off components would be
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combined to form regional transmission networks owned by their niers, Ownership
would be alienable, generally with no restrictions about who could acquire capacity
rights. Utdlities, the federal peblic power administrations, and the Tennessee Valley
Authority would meld their transmission lines into the. jointly-owned systems.® While
the proposal doss not depend upon dismantling the remainder of public utility
regulation to be workable, it would increase incentives to engage in trade, and
therefore should accelerate movernant toward power marketing, perhaps down ta the
retail Jevel Moreover, by offering transmission holders regulatory incentives to
allocate cwmership rights 10 transmission systems, regulators could encourage a
voluntary, incremental approach to user-ownership.

The user-awnership propasal comains the following alements:

{fy  Inrewrn for sume form of regulatory relief consistent with mafmtaining
competition, wtilities voluntarily spin off transmission assets from their
ather operationg,

(2}  Transmission assets arc reconfigured into regional transmission firms
awned by their users, An initial assignment of ownership must
therefore be made.

(3  Ownership is stated in physical capacity shares, which are tradeable.
Farticipants also can acquire capacity by subscribing to a capacity
addition proposed by others, or by initating their own.

{4}  With competition in (tansmission capacity in place, the "obligation to
serve" principle, which now prioritizes uses (and rights) would be
removed. Owners of the transmmission system would establish jointly the
conditions of system access and pricing, passibly with FERC oversight;
antitrust laws would form the primary legal safeguard against collusion.

{5)  Utilities’ franchised users wowuld retsin ongoing protection under public
utility law; thus, all existing obligations to franchised mackets must be
hanored by the utilitics. Consumers (industrial accounts, municipalities,
and others who can establish ownership in local distribetion systems),
however, would have a legal optiom to reject public utility repulation
and engage in market purchases; by doing so, consumers would accept
the ongoing risks of market dealing.

These nctions demand a nuraber of careful elurifications in law, In partcutar,
the determination of initial participation shares in ownership and the definition of a
capacity ripht must e made.
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B. Initial Participation in New Transmission Fiemns

The initial ownership in the new grid organizations could be assigned
according to the ownership shars of each current transmission owner in the hew
network's initial capacity; thus, vtilities would receive the bulk of capacity rights in
each new system. Capacity from the public sector could be sold Bt auction, and, as
A result, some capacity would be fmmediately svasfable to nomunhitias, Owners of the
new tramsmission grid, for the most part, will not be able to identify specific assats
that are "heirs": their ownership consists of capacity shares, giving them authority ta
Flace demands on the overall sysiem capacity. Capacity then could be sold or leased
1o By market participants in a secondary market,

Cne reason to make the nitial assignment of property rights primacly to
utilities s that they would eemtinue to represent the interests of their customers. With
utilities retaining capacity tights, they can satisfy continuing obligations to their
franchised consumers; thus, no captive consumers would he threatened by this
structural change in the transmission sector. Should utility regulators chooss, they
could demand that utilities retain specified transtmission capecity in support of their
franchises,

Utilities, reasomably, fear Insses from transmission restoucturing, and the
resignment of rights in the svstems largely in their favor wiil facilitate their political
support. By beginning with capacity ownership largely in the hands of these utilitles,
they would continue (o exercise subsianiial centrol cver aperations and develnpment
of transmisstan systems. Moreover, because the approach advocated is for user-
ownership {o occur on a voluntary basis, utilities will not be forced to pardcipate in
their own dismantling. User-ownership will oceer where utilities determine there are
net benefits in selling capacity and where potential competition in transmission
capacity exists to adequately protect power users.

Joint ownership reduces dhe msks of strategic manipulation by utilities and
therefore assists in achieving a more wrderly transition to a more competitve market,
Uftilities would be joined in transmission ownership by non-utility users with aggressive
marketing vbjectives who will demand celiable long-term access; such firms are
unlikely to engage in output-restricting carielization strategies, Quite cleary, too,
many preseni-day wtilities have little desire 1o continue a defense of the public utility
regime, and instead see their interests furthered by becoming power marketers.

In sum, under the ussr-ownership proposal, the movement to broader use and
ownership of transmission should promote the ongoing development of power
markets. In total, there would oot be an immediate, madies] reduction in the
proportion of ownership held by utilities. On the other hand, the shift to joint wser-
ownersip will aceelerate frade in both transmission services and electricity, while
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providing a structural means for the participants to deal with capacity and allocation
issues.

Lo Capacity Rights Orwnership by Users in Tranamission

Without public utility repulation, the United States electric power industry
probably would have achieved user-ownership of transmission long ago ai a means
of both protecting and coordinating electricity trede. Today in the ULS. power
industry, the Lmited wnnt ownership of transmission follows the capacity-sharing
madel" This proposal secks to extend this ownership by providing all potential users
(many now excluded) with the apportunity to enter a trensmission capacity market
in two ways: {I) by nogquiring existing capacity shares in a secondary market, or (2)
subscribing 1o capacity shares in new transmission investmenis. The latter investments
conld be rovicwed by FERC o assure that they arc nnt manipulated by the corrent
ownership to impede entry. Opening the transmission marketplace in this way allows
smaller, non-integrated firms b enter and gain 2cale and scope sconomties in
transmission. Many aspects of transmission, of course, are subject to scale or scope
economies, and altempiing to accomplish these funetions with smaller operational
umits would be prohibitively costly. Howeser, us the exdstence of shopping malls and
stock exchanpes indicare, the joining together of participants to produce certain scale
results does not necessarily preclude their operating as smaller-sized finms and
actively competing in most other areas.™

Ownership and contral of transmission organizations through capacity-sharing
agresments would be castly, but perhaps less so than would be ordering these
transactions through discrete market exchange. Many cocrdinating and planning tasks
facing the user-owners are difficult Lo specify in advance, and therefare are not casily
written into ownership agreements. Additionally, the nepative externalities that seem
to afflict many power transactiops (and for which the grid is, in part, a remedy)
require that close atlention be paid to the system-wide effects of use. Further, the
grid may carry on numerous arcillary functions, such as making a spot power market,
dispatching penerating units, and operating a futures matket in power. Using the grid
for these purposes Tequires extending suhstantia] decision-making avthority to the
managers of the system to limit or condition use. The lack of independence among
transrmission system users ahers the nature of private praperty rights in grid capacity:
When sold or leased, capacity shares must also transfer sipnificant constreints and
abligations.

Because transmission services would be determined by market farces under
this proposal, regulation that prioritizes uses should be removed. Currently, utilities
present their service abligation to captive retail consumers (native doad) as the basis
for setting out distinetions in the use of transmission. This approach, if extended ta
ownership, would cause similar asset distinctions. As a result, user-owners not having
the highest priority classificatdon would own an inferier asset that would produce
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riskier, lower quality service and therefore could not trade freely with ownership
marked with an obligation to serve. Regulators, however, easily could contiaue to
impnse service obligations on utilitizs with respect to serving particular retail
customers without mandating transtofssion service levels, Instead, regulators need only
set performance standards on delivered service, permitting a utility to acquire the
NECESSATY transimistion service or capacity to reach the standard.

Capacity-shating in a profit-based firm also must be evaluated in light of
potendal costs. Several difficulties are addressed below: risks of monopelization and
exclusionary practices; impediments ta effective investing and financing investments;
difbiculties of managing under user-ownership; and pricing.

. DHscrimination and Exclusion

The user-owned transmission systern can be viewed as a elub in which owners
share privileges as well as oblipations. The essential motivation for this closed form
of organization is that a valuable quasi-public good is captured by the members.
Within the uwer-owned transmission network, this public good is the Teduced threat
of stratcgic manipulation of the grid by owners. Other important benefits indude the
internalizing of external costs and providing a means of coordination and investment
in the system, The latter pains, however, could he accomplished by other market-
based organizational struciures than user ownership, end therefore, the value af user-
ownership rests critically wpon how effectively it can reduce menopoely threats,

The gains from this form of organization, huwever, can be overwhelmed by
other costs if introsions are aot controlled. The ability to define the conditivns of use
is wital to1 the functioning of this market institation, formed primarily 1o prevent
arbatrary exclusjons. This is not a contradiction, bt merely a recognition that overuse
of @ system can damage service quality. Unlike a regulatory solution to the access
prablem, the vohmtary vser-owned organization inhibits monopelization by putting
authoriey in the hands of those with a direct self-interest in coordinating power
transmission efficiently. Although vser-defined access immediately prompts coneern
about manipulations to deny entry, note that each owner can gel] his capacity shares,
enter long-tenn contracts with nsers, or sell trapymission service In & spat market, An
open market in capacity can exist.

Of course, those purchasing capacity atso "acquire” roles placed on owners af
the transmission grid. Therefore, as a basie safeguard against strategic manipulation,
the reles regarding all aspects of ownership and eperation should be universally
applicable. If this were done, much diseAmination against potential transmission users
would be eliminated through the ongoing operation of markets in capacity shares and
in transmission services. Rules could be reviewed by FERC for signs that they ere
strategically employed against oulsiders.
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Under user-owned transmission, much costencreasing regulation targeted at
market abuses should be avoidable. Undoubtedly, concerns about monopolize tion or
cartelization of transmission, restrictions on access, and discriminatory pricing will
remain. One form of regulation that can assist in preventing strategic manipulation
of transmission grids by owners is antitrust Inw. The Lhreat of an antitrust action can
raise the costs 1o collusive price-fixing or to excluding entrants. Antitrust is also less
intrusive than direct economic regulation, allowing the private ownership and contrel
of transmission grids to do much of the work.

The priposed user-ownership policy would inherently leave entty open--all
capacity shares are saleable, new investments in capacity to an existing system are
feasible, rules regarding access are imposed universally, and new, scparate
transroission capacity remains as yet anather eampetitive check. These features of
user-ownership form the basic defense against ewclusionary and discriminatory
behavior by the grid owners while at the same time providing an efficient vehicle far
providing trapsmission capacity.

E Financing Transmission Investments and Managing the System

Investments in a user-crvned transenission gnd could occur in two ways: (1) any
indivithaa] participamt or coaiition could add capacity to the system, subject to meeting
the requirements of the grid eompany regarding protecton of the system, or (2) the
tramsrpission finn could propose investments in capacity that would be subject to
cpen subscription. After complymg with the standards of the {ransmission
orgemization, any techmcally competent party could add to the syster in the first way
withowt the specific approval of the user-owners.®® Such investors would beconme
owhers themselves, teeeiving system-wide capacily nghts commensurate with the
added capacity, which then could be marketed like all ather eapacity rights. The first
averue for investment would permit entry to the transmission sector of the mdustry
withoul forcing a costly duphivation of an entire system. It would be most usefu! when
an expanding producer-marketer's demands are not heing met by existing capacity
investment plans, and provides anather means of gaining eotry. Attempts by the grid
orgamzation to exclude such entry for reasons other than the technical integrity of the
system should be subject to antitrest action.

Perhaps more commonly, investments in capacity tmay be identified by the
transmission prganization's managers based on their analysis of information on the
system. Clearly, the grid’s munagement, as a result of their hands-on position, wit
have an informational advantage over outsiders. Partivipation rules should clearly
provide that all competent parties, both in and ot of the orgamzation, be allowed
to acquire capacity through such investroents. In sum, the vital concern for policy
toward transmission finsneing is to establish with reasonable confidence that: (T)
investment opporlonities can be identified and Dpanced efficiently within a user-
ownzd system, without denying market entry to qualilied participants, and (2)
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incremental capacity ¢an be added by any party that is able and willing to abide by
the technical standards of the transmission orgamization.

F. Management and Control Problems with User-Owoed Grids

While vser-owned transmission orgenizations are helpfol in overcoming the
boctleneck problem and internalizing system external costs ana benefits, they may not
be easy to control and manage. Cne ohvious source of organizational tension lics
between two cbjectives: cHfective technical management of 3 prd versus owner-
cuntral of grid policies. The managers of the grid require considerable autonomy to
assure that complex operations are handied efficiently. On the other hand, grid
managers cannot engulf &8 the suthority of the user-owners; indeed, it would be
illogicat for users to aequire ownership for the purpose of exetelsing conteal and then
to cede that awthority over major policy issues to an independent management team.
In general. the net value of providing clese direction is great enough that user-owners
will act as proprietors, unlike owners in publicly held corporations.

Bickering among cwners is probable, and a governance system to mediate or
arbitrate disputcs will be useful. This clearly is costly and reduces further the net
benefits of nser-owied transmission enterprises. Indeed, hiph costs of governance may
bi: the primary reason for the infrequency of user-owaed enterprises in open markets,
but they are useful particularly when highly-valued ends are not achievable by less
costly means. In transmission, the net benefits of user-awnership should be compared
to those of the most plausible, practical alternatives--continued public uotility
regulation amended either by wheeling or common carviage repulation. In that
context, user-ownership compares favorably.

G. Regulation of Pricing

At present, the formulas approved by FERC for pricing transmission services
are based on embedded costs and arc fur from marginel-cost pricing™ The
embedded-cost method of pricing transmission service is typical of public utlity
regulation’s cost-plus approach: A firm is allowed to recovet a "fair” retarn om its
historica) mvestments plus out-of-pocket expenses. By not signalling the scarcity
(marginal} value of service, embedded cost pricing leads to resource misallocation.
For example, peak use clearly can damage quality of service, and embedded-cost
pricing does not impose these costs on the users. Conversely, 4 transmission system
with idle capacity sets too high a price under embedded cost methodology,
discouraging full use of the system. Here, prices covering just shart-run marging]
operating costs are all that would be required for efficient use of resourees.
Embhedded-cost pricing also does not account for the external costs of transmission
service use.™ Presuming that the proposed reforms promote competitive trade in
transmission service and capecity, pricing that embodies opportunity or incremental
cost principals will evolve within the marketplace.
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Another concern with unteguiated pricing is that the transmission grid owners
might engage in cross-subsidization. For example, the transmisgion owners who also
owe generation plants might attempt te nse high profits on mransmission services to
subsidize their power sales, undercutting the prices of producers wha do not have an
ownership position in the transmission fem. When applied to user-pwned
transmission grids, this argument $ pot comvineing, With each owner able to sell or
lease units of capacity openly, and new invesiment by ouisiders feasible, market
perwer is greatly reduced. To be successful, the cross-subsidizer must anticipate that
some gay he can raise prices to monopoly level in the subsidized market. Yet, given
the openness of entry for power producers, a transmission-generation carte] would
be improhable. Cross-subsidization fears provide no convincing rationale for price and
service regulation of user-owned (ransrission systems,

Alhough a major wser-ownership restructuring of transmission may be
politically feasible only with price regulation,™ price régulation, in general, suffers
fundamental flaws that should be avoided in the lransmizsion sector of the power
mdustry, especially if the industry can be demonstrably more campetiove. The
allegedly objective measurement of eost under regulatiom is smdllusion: Tt neglects the
very real apportunity cost caused by the regulator’s restriction of market search ang
action. Removing price regulutiom is sensible, considered in the context of user-
ownership with tradeable capacity rights, avgmented by antitrust law. The inability
of regulators to define a regulatory pricing regime for transmission that does not
cause significant efficiency losses i3 a warning that woubles awsit future attempts.
Imvariably, price regulation has hecomes politcized, bureaucratized, and inflexible.
The best price regulation for transmission under user-ownership is simply none at all.

IV, INTEREST GROUP ANALYSIS OF USER-OWNERSHIP
A. Regulatory Reform

Regulatory change {s aften difficult because the initial high costs of establishing
the regulatory system are largely sunk and the onpoing costs of maintaining it are
slight {relative to what reformers must bear). As a result, interest in deregulation may
be limited and efficiency-enhancing reform and restructuring are diffieult to initate. ™
To gain support for significant regutatory change, a critivally important factor is
evidence that the proposal generates net benefils and that it is workable. Accordingly,
the approach to repulstory change advanced here is to permit wtitities to buy and sell
ownership rights 1o transmission capacily. In absence of ¢lear evidence that user-
ownership waulldl not appreciably enhance competition, regulators could facilitate the
process by offering a corresponding zeduction in regulation. By encouraging
incremental change, this approach would allow the reatization of user-rwnership gains
where they are most certain and provide valuable experience of the merits of this

policy proposal.



20

From this perspective it is instroctive to examing the likely response of mitersst
groups to the user-ownership propasal and attempt o anticipate what coalitions
might form in sapport of the proposal and which proups may oppose regulatory
change. As a general rule, interest gronp support for a propoasl such as vser--
ownership can be expected if the et benefits under the propasal excead what could
be ohtained from other reatistic options.

Indeed, industry regulation has become a mote expensive process as
competitive pressures have ingrezsed consumers' choices and reduced the above-
narmal reterns that might be extracted from the regulated indmstry swucture.
Additionally, the number of partivipants to be accommodated in any foture regulatary
structure is growing. These newcomers have articulated politicai demands, and
therefore the average return from regulation per interest group falls. Actions to halt
these tremds would be costly too, further reducing the net value of rent-seeking, In
sum, a rational interest grocp may find the oversll costs of Gghting such battles
excead the likely benefits to competing directly. In such a case, market institutions
could be attractive, especially if they can improve ecomomae efficicncy and minimize
wastef! Jegal and politieal strugyles.

The evolving inerests of major participants in the industry are examined in
more detail below. These groups today are less tightly knil than they were ten years
agn, and changing expectations about the value of engaging in mors aggressive
marketing practices are a fundamentz] cavse of these divisions. Those that helieve
that their weahh and organizational servival depend upon a regulatory "breakont”
strategy are more willing 10 encourage access for others. Those who resist typically
believe that the indvstry can carry on under a modificarion of existing regulation, at
ieast for many years.

Again, une pf the advantages of the evolutionary approach to regulatory
change is that there need not be un industry consensus on the proposals merits,
which 12 often 2 significant obstacle 1o regulatory reform, Instead, individual industry
participants who believe that forming voluntary user-ownership argamizations is in
their interests may proceed. In response to the competition generated under the open
user-awnership organization, regulators can eliminate unneccssary restrictive
regulation.

E. Utilities and Public Power Producers

Tlilities have seen transmission as 1 crocial swategic asset. Contral can
climinats competitive eniry and assist in protecting the entire superstructere of public
utility regulation. The easts of losing control of transmission are largely the henefits
gerruing to possession of exclusive territarial franchises; opening transmission will
make this marketing arrangement far more difficult to defend. Therefore, resistance
to transmaission reorganization is tational behavior—as long as utilities belisve their
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interests will be best served by remaining within a regulatory framework much like
today’s. The strength of this resistance will depend upan, among other things, the
expected payoffs of each course of action, the probahbijlities of ooteomes, the cost of

" mounting palitical defenses, and the coheszion of ntilities in pursuit of their objectives.

On many of these points, signs suggest that wiility defense of regulated
iransmission is wavering. The value of heing a public utility tather than a power
producer-marketer is debatable; certainly, the repulatory exclusion of much eaptal
cost fyom rate bases in the 19805 suggests a devalation. Today, many utilities, not
enamored with the public utlity institution, are attempting to restructure themselhves
as power marketers; they generally are less concerned about sharing transmission
ownetship with "outsiders” than with obtaining access to alternative sources of cheap
power. Broad, joint-cwmership would be a valuable tool for wiilities either short of
capacity ar with extra capacity to sell. To get beyond many constraints, a contingens
within che invesiorowned utility sector is likely ta push for iv Their splintering from
the wradirionat utility position reduces the eredibility of any one organization that
allegey to sprak for investor-owned utilites.

Perhaps in recognition of the diverse views held by members, the nvestor-
cwned electric utilities’ trade association, the Edison Electric Institute (EET), has
begun to take a softer position on transmission access, rother than stonewalling
against changes, as it hos in the past. EE's position, in 1990, still stresses the valus
of retaining owners’ control of transmission aceess to the extent that utilities can give
poornty to their franchised retail consumers and independently mangpe the
transmission systems.”™ On the other hand, EEI now seems willing to explare options
that implicitly extentdt ownership patticipatinn, In 1990, EEI favorably viewed many
aspects of two proposals on access, one by the Nutiona] Rural Electnic Cooperative
Assaciation ([NRECA) and the ather by a group called the Large Public Power
Council (LPPC). The NRECA proposal allews for "volentary" planning across a
regional transmission system by owners, whom they define as any utiIiSE.' {Eenerator
or distmibutor, that has legally mandated retail service obligations).™ The closer
atignment of BET and NRECA, both politivally influential lobbies, supgests the
evolution of a potentially sirong coalition.

Fublic power producers and cooperatives, in general, share much of the
nvestar-owned ubihtics” ambivalence toward & vser-ewned prid. The cooperatives,
through their penerating and transmission arms [G&Ts), are more ardent traders of
power than many investor-owned utilities. But like those utilities, they resist yielding
property rights in transmission to outsiders who could become competitors for the co-
operatives’ native loads.

Taling a step toward joint-user ownership would be consistent with a core
imterest all these groups wash to defend: Jepally articulated and enforceable rights and
respansibilities in transmission--rather than vaguely stated and inconsistently applied
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mules of access. Thus, capacity-sharing user-cwmnership might be seen as a means of
accomplishing these interests of utilities. On the other hand, slienable property rights
in transmission eapacity present market risks and opporturities which are incongroent
with many regulated monopolists” skills and aptitudes. Utilities conld preatly mfuence
the choice of transmission poliey-if they were willing to explore innovative solutions,
Otherwise, in a few years they may have little choice, as wheeling or common
carriage may be forced upon them by the gathering political support for expanded
access. Thus, the value of leading this debate to an apprasch more favorable to their
imerests 15 considerable.

. Independent Power Producers

The IFPs also have not offered strong support for structural change in
transmission. Their major concern is thet emerging Bidding systoms for new power
supplies be structured so the TPPs will not be disadvantaged. To this end, the
National Independent Energy Producers {NIEP) advacates that r::ygulamrs faree the
utlities 10 commil to providing sccess at low prices for IPP bids.

The IPPs’ shorl-term interests may he served by having regudators’ foree access
from transmission-cwning utilities without any signiticant costs or obligations falling
on the IPPs. But increased wheeling or common carriage will lead to reduced
incentives for efficient lransmission system Ioaintenance and construction, as
previcusly discussed. Thus, IPPs also may {ind that their long-term interests are
scrved better by a market-based, structural solution. Perhaps more than any other
interest group, IPPs are positioned to gain from the development of power markers,
an evolutian that realistically cannat be directed by regulatory fiat or scattered case
decisions, but instear will require federal legislation to reform cwoership rights in
transmission. Surh rights would be particulatly valuable to [PPs, and, under this
proposal, clearly attainable.®

. Industrial Users

Industrial users fear that the transmission access debate will be diverted so
that eocess will remain dominated by the utilities. A trade group for industrial
eomsumers, ELCON, argoes that the gencrating sector of the electrie infusty can be
quite eompetitive, but, as stated by one representative, John Anderson: "Uhility
transmission service catmot be sompetitive and therefore must remain under strict
regulation,"" This position is diametrically oppased to the view advocated in this
paper. Industrial users are leery of proposals which rely an market competition in
transmission ownership to deal with the market entry {access) fssue, ELCON, by
contrast, prefers direct regulation of sccess—-in other words, a public transmission
systern. Yet indusirial wsers are among the primary beneficiaries of greater
competiion emerging in the electric industry. Conseyuently, this set of power
comsumers stands (o gain from supporting wser-ownership which, by faciitating
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competition in power pencration end transmission, could make reliable power
aveilable at a lower cast.

E. Retail Consumers

This proposal does not divectly alter the relationship between wtilities and
retail consumers. On the other hand, retail conswmers, represented by distribution
firins, cooperatives, and municipalities could, eventually, accept the opportunity o
forego purchasing power under public utility regulation and make market purchases
via the expanded transmission grid. For ssmmple, an independent retail account could
request that its serving utility dissolve their relationship. This also would act to releass.
the udlity from its obligations to provide service as supplier of Jast resort, In
exchange, the local customet would be free to recomiract with the utility or any other
suppliets. The retail account gains market flexibility, but wonld bear market rigks—an
essential tradeoff that must be accepied for the market to work, Clearly, if retai]
accounts could still impose costs on the old utilities, then utilities would have another
TEason 10 oppase pawsr marketing.

Presuming, however, that public utility regulation continues for sorme time,
then utitities will retain chligations to deliver reliable transimission services to their
franchised consumers. Indeed, utilities poim to this obligation when defending their
position of tratsmission aceess issucs. Regardless of the status of (ransmission,
udlities eould be required 10 malntain service standards for captive accounis
comparabie 10 those before the change, and state regulators covld legitineately
demand that the wilities hold sufficicnt wransmission capacity so as not to jeapardize
service commitments. Such proteciicn will help allay fears of retail consumers that
restructuring transmission cavses them 1o face risks 10 service reliabitity. Cverall, by
presenting udilities with opportunities to abtain power ot lower costs, the movement
toward power marketing, accelerared by transmission reform, will benefit retail
accounts.

F. Environnentalists

Environmenta] interests in transmission policy center on potential damage that
may be inflicted on the land, water, and air, gr threats 1o the healih of citizens, Far
wxample, a new wansmission paolicy believed to encourage constroction of
trapsmission lines raises the issue of health endangerment due 1o increased
electromagnetic field exposure. The evidence of such health damage is inconclusive,
but public perception is often at variance with such evidence, and politicians are
likely to be sensitive to such grassroots issues, Possibly, environmentalists” opposition
to new power lines cauld hike the ¢osts of developing transmission grids by forcing
an fnwvestor o acquire more land to ereate a "safe comidor.™® These concerns are
potental deterrents 10 development of a market-ariented grid.
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A convincing argument can be made, however, that a shift to power trading
can reduce the demands for generation plant and for transmission lines. In effect, a
utility can expand its trading to gain more capacity and thereby face less pressure to
build new generation and supporting transmission capacity, which might impose costs
on the environmeni. A wser-vwned transmission grid could assist the industry in
economizing on capacity, Jowering reserve marging needed for any given level of
teliability, and reducing the pace of new investment, The argument halds for both
generation and transmission.

Another related emvirenroental concern s that investments in energy
production, especially plants using carbon-based foels, are damaging to the
environment and health of the citizens. Because grids would fecilitate mare far-flung
trading, utlities that would cause greater emvironmental damage by producing
{perhaps in densely populated areas or with heavily polluting plamts), can fmport
energy from less denscly populated areas and from cleaner plants, These external
casts, of course, first need to be placed upon the producers (perhaps by tax or
auction) but onee itternalized, producers {and consumers) have an incentive to use
the grid 1o trade. Thus, user-ownership of transmissian s likely to be consistent with
protecting environmenial interests,

G Regulators

Becawse regulators face pressures mounted by the entrenched interests that
have standing before them, as well a3 those presented by legistators and executive
branch administrators, regulators normalty hehave conservatively; this is consistent
with both their statutory authority and the basis for their future rewards. In general,
interest groups that are now well represented favor limited reform of transmission in
which they have a direct say, and FERC ix likely to give them that influtnce.
According w a DOE official, "Resolving the transmission problem is best
uecomplished through a cooperative effort involving FERC, state regulators, and the
industry."™ On the ather hand, the industry, considered broadly, contains widely
disparate views that may not easily be reconciled,

For these reasons-—the need of a cooperative effort and Ihe diverse intercsts
of the industry--in additiom to the merit .of zaining experience and allowing
participants 1o freely choose, the volumtary, Incrememal, regulatry approach
advocated here js sensible. In this way, repulators will not have to work against
entrenched industry interests, but instead, by offering the incentive of regulatory
relicf, will be in a positon to work with those interests who expect to benefit from
the user-ownership proposal.

Consequently, because the strucinral chunge sovisioned vnder this approach
will come slowly, the potitical and mstitutional costs involved in achieving vser-
owanership and resolving the transmission secess problem will be relatively low.
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v, CONCLUSION

The policy debate over the role of competition and markets in electric power
continues o be waged over the issue of transmission access, Proponents of liberalized
access ¢laim that power marketers then could serve the indusiry well. Opponents
claim that greater transmission apcess mstead would ncrease costs and reduce the
reliability of service to existing users. This paper has examined the basis for these
concerns end argues that uscr-owned iransmission networks can accommodais a
more competitive and efficient industry. A major cause of the stunted development
of markets in electric pawer today i3 that transmizsion within the regulatory system
has not heen permitted to evolve structurally in response to technological and
competitive changes.

The essential transmission policy issue to be resolved is not whether to
liberalize access, but whethes to nitiate a system of well-defined, private property
tights in transmissiom so that monopoly threats are reduced by the nature of the
incentives before the owners, Tradeahle capacity rights i transntission capacity womld
facilitate entry fur regional system investments and thus resolve many monopaly
power concerns and significantly reduce the scope of regulation. It could do this
without sacrificing broad planning and coordination, and without necessitating the
farmation of superutilities and superregulaiors. Such # wser-maned transmission
prgunizatiom wauld serve three important objectives, atl driven by the users’ self
imterest: ([) broadening the (ransmission system {enhancing efficiency); (23 keeping
transtnission open {protecting against collusion); and (37 tetaining the flexibility for
this murket w evobve as changes vocur in other markets. By aceelerating the
movement 1o power marketing in the United Stares and benefiting electric
consumery, these objectives would advance the electric industty’s long term interests,
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