THE STATE OF THE TRANSITION TO
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Richard J. Pierce, Jr.*

This article describes the advanced state of the transition to a competi-
tive natural gas market and attempts to predict the manner in which the
transition to a competitive electricity market will unfold over the next few
years. The Federal Energy Regulatory Commission (FERC) was able to
control the pace of the gas transition. It could take one major step and
then pause for a year or two to observe the results of that step before it
decided on the next logical step.! The FERC has much less ability to con-
trol the pace of the electricity transition. The pace of the electricity transi-
tion will be determined primarily by the combined effects of thousands of
uncoordinated actions taken by hundreds of public and private actors——
state and local consumer groups, municipally-owned distribution systems,
state and local governments, and regulated and unregulated generating
companies. As a result, the FERC is likely to discover that it needs to
sprint to catch up with the rapidly evolving and largely unplanned electric-
ity transition. The FERC has very little time in which to resolve many
difficult issues with respect to the shape of the post-transition electricity
market in order to realize the full social benefits potentially available as a
result of the transition to a competitive electricity market.

I. THE TRANSITION TO A COMPETITIVE GAS MARKET

FERC’s characterization? of the effect of Order 636 is bold, but it is
only slightly and excusably hyperbolic. The transition to a competitive gas
market is nearing completion. The FERC can take pride in an extraordi-
nary accomplishment. In most respects, the beneficial effects of the transi-
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tion have exceeded even initial optimistic expectations.? The effects of the
transition have included significant rationalization of the gas transportation
and storage functions,* in addition to the expected beneficial effects on the
gas sales market. The gas transition has enhanced consumer welfare by
billions of dollars per year.> Moreover, the participants in the post-transi-
tion market, including many who originally opposed the transition, have
discovered that the post-transition market can produce good results for ser-
vice providers as well as for consumers.

The gas industry’s performance during the unusually cold winter of
1993-94 was also a pleasant surprise. It would have been nice to have had a
few mild winters immediately following implementation of the service
unbundling mandate contained in Order 636. There was reason for con-
cern that market participants would need a few years to make the major
changes required to operate efficiently and reliably in the new environment
of competition to provide unbundled services. Yet, the industry provided
high quality service in extreme operating conditions almost immediately
after the FERC mandated provision of unbundled services.®

Two reference points provide useful comparative contexts in which to
evaluate the gas industry’s performance during the winter of 1993-94. The
gas industry’s performance during the last unusually cold winter was abom-
inable. In the winter of 1976-77, the gas market was so distorted by regula-
tion that curtailments of gas service forced the closure of over 4,000
manufacturing plants and thousands of schools, as well as layoffs of over a
million employees.” The gas industry’s performance during the period in
which it was crippled by regulation reduced significantly the value of natu-
-ral gas by giving gas a reputation as an unreliable fuel. The industry’s per-
formance last winter has increased the value of gas by changing that
reputation. That reputational change will benefit all gas market
participants.

The performance of the still-regulated electricity industry during the
1993-94 winter was almost as disappointing as the gas industry’s perform-
ance during the winter of 1976-77. The P-J-M pool, serving the middle
Atlantic states, avoided a catastrophic regional blackout only by imple-
menting brownouts and rolling blackouts, and by convincing the federal
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government, the governments of several states, and virtually all private
businesses in the region to cease all operations for a day. It is interesting to
speculate about the manner in which a market-driven electricity industry
would have performed during the winter of 1993-94. Investments in the
precautions necessary to assure that generating plants have sufficient
access to fuel during extreme winter weather conditions are expensive, e.g.,
heaters for coal conveyors and snow plows for access roads. Given enough
economic incentive, however, firms will make those investments. A com-
petitive market creates powerful economic incentives to make the invest-
ments required to provide reliable service. A participant in a competitive
market knows that its inability to provide service in all reasonably foresee-
able conditions will cost it many millions of dollars in immediately fore-
gone revenues and many millions more in foregone future revenues
attributable to the diminution of its reputation for reliability. A monopo-
list subject to cost-of-service regulation has more attenuated incentives to
operate efficiently and reliably.® Politicians and regulators are more forgiv-
ing of errors than are markets.’

However, the transition in the gas industry did provide one unpleasant
surprise. The prospect of having to absorb a portion of the costs of the
transition induced many market participants to make large investments in
litigation intended either to stall the transition process or to convince agen-
cies and courts to reallocate transition costs to other parties. Pipelines and
producers spent untold millions of dollars litigating thousands of contract
disputes throughout the 1980’s.° The judicial challenges to FERC’s
changes in regulatory policy focused almost entirely on the transition cost
issue.!! Through application of the open-ended duty to engage in reasoned
decision-making, courts were remarkably sympathetic to arguments that
the FERC could not make a change in regulatory policy—no matter how
socially beneficial it might be—without simultaneously taking unspecified
actions to insure that the costs of the transition are allocated equitably
among market participants.'> Yet, courts applied the filed rate doctrine
and the prohibition on retroactive rate-making in ways that precluded the
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Distribs. v. FERC, 824 F.2d 981 (D.C. Cir. 1987) (reversing equal access policy adopted in Order 436 on
basis that the FERC did not adequately consider potential reallocation of transition costs from
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FERC from using many of the most promising methods of allocating transi-
tion costs.!?

In retrospect, it now seems clear that the FERC underestimated the
potential significance of transition costs as an obstacle to a socially benefi-
cial change in policy, and that courts underestimated the difficulty of devis-
ing and implementing regulatory mechanisms that would achieve an
equitable allocation of transition costs. After reversing and remanding
about a dozen FERC attempts to deal with transition cost issues over a
five-year period, courts finally seemed to recognize the intractable nature
of FERC’s task.™ They began to acquiesce in the necessarily imperfect
mechanisms the FERC chose to implement. By then, however, the FERC
had gotten a clear message from a combination of its regulatees and
reviewing courts: the reluctance of regulatees to absorb transition costs,
combined with the sympathetic response of judges to the plight of FERC’s
regulatees, posed a major threat to the viability of any FERC attempt to
implement a major change in policy. FERC’s receipt of that message
seems apparent in its otherwise questionable commitment to allow its regu-
latees to reallocate to their customers 100% of the cost of the transition to
the unbundled service regime implemented in Order 636.'°

There is a lively and complicated debate concerning the merits of
allowing regulatees to recover the costs of a transition in legal regimes.!®
Only two points emerge clearly from that debate. First, the transactions
costs of implementing a meritocratically perfect allocation of transition
costs are prohibitively high.!” We will have to be content instead with some
crude measure of “rough justice.” Second, in our search for rough justice,
we can rule out both requiring regulatees to absorb 100% of transition
costs and allowing regulatees to reallocate 100% of transition costs.!®
Rough justice lies somewhere between these polar extremes. As discussed
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in section II.B.,'® the preoccupation with transition costs so apparent from
the gas transition is one of four reasons why the electricity transition is
likely to be difficult and painful.

Only three significant steps are necessary to complete the transition in
the gas industry. First, the FERC should eliminate the embedded original
cost price cap it previously imposed on secondary market transactions in
pipeline capacity.?® That price cap may not be a significant source of mar-
ket distortions at present, because rationalization of the pipeline transpor-
tation function and FERC’s reduction of the regulatory barriers to
installation of new capacity and expansion of pre-existing capacity have
produced conditions of excess capacity in most areas. Eventually, however,
the gas market will grow to the extent that capacity constraints arise in
many areas. At that point, the price cap on trade in capacity will begin to
produce significant distortions by precluding parties from engaging in
mutually beneficial sales or leases of capacity.?!

Second, the FERC should continue to assist market participants in
their efforts to devise compatible electronic bulletin boards and market
hubs.?? Once these steps have been completed, the transportation capacity
market can be expected to perform efficiently with little regulatory over-
sight. Pipeline transportation of gas will no longer be a natural monopoly
function once the many owners of transportation capacity rights have the
freedom to resell or to lease those rights at prices determined solely by a
competitive market.”®> Within a few years, the transportation capacity mar-
ket should be performing as well as the sales market is performing today.?*

The third step is more challenging. Many state Public Utility Commis-
sions (PUCs) have made considerable progress in adapting their methods
of regulating the Local Distribution Companies (LDCs) to the new envi-
ronment created by the transition to market-based methods of governing
the wholesale gas market. In particular, many have followed FERC’s lead
in unbundling LDC services and requiring the LDCs to provide third par-
ties access to their facilities.”> However, no PUC has completed the transi-
tion process. }

The PUCs confront a more daunting task than the FERC. Once the
FERC creates the conditions in which markets can perform the functions
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Resourcke L. & Econ. 161 (1991); Rodney T. Smith et. al., Defining a Right of Access to Interstate
Natural Gas Pipelines, 8 CoNnTEMP. PoL. Issues 142 (1990).

24, Carol Freedenthal, The Gas Industry’s Newest Commodity, ForT., Apr. 1, 1994, at 30-31.

25. See Suedeen G. Kelly, Intrastate Natural Gas Regulation: Finding Order in the Chaos, 9 YALE
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of allocating and pricing gas and transportation capacity, it can simply step
aside and allow those markets to function with little regulatory oversight.
By contrast, the PUCs cannot realistically expect to create conditions in
which competitive markets will yield acceptable results with respect to all
LDC transactions. At a minimum, provision of distribution service to small
volume consumers is likely to remain a classic natural monopoly function
for the foreseeable future. The PUCs retain the important role of protect-
ing small consumers from potential abuse by monopolistic LDCs. Yet, the
PUCGCs cannot perform this role effectively through the use of traditional
cost-of-service regulation with its reliance on inherently arbitrary alloca-
tions of common costs. The LDCs have limited market power with respect
to most large consumers. Those consumers have access to competitive
alternatives at varying and constantly changing prices. If a PUC insists that
an LDC charge its large consumers rates determined through use of tradi-
tional cost-of-service methods, including some specified allocation of com-
mon costs, it will create a situation in which all affected parties lose—large
consumers, small consumers, and the LDC.?® Many large consumers will
simply substitute competitive alternatives for purchases from the LDC
whenever an alternative costs less than gas service from the LDC. That, in
turn, will force the LDC to forego contributions to its common costs that
would otherwise be available from its large customers.

An LDC must have the flexibility to negotiate contracts to serve large
customers at any price in excess of its marginal cost of service. At the same
time, however, the PUCs need to create incentives for the LDCs to mini-
mize their total costs and to charge prices that maximize large consumers’
contributions to common costs in order to minimize the costs that must be
borne by small customers. It is not easy to devise a regulatory system that
furthers all of these goals simultaneously. Academic literature on incentive
rate-making is growing and improving,?’ but it is difficult to translate this
literature into a set of easily implemented regulatory rules. This difficult
step in the transition will not be completed for many years and will have to
proceed primarily by trial and error.

II. THE TRANSITION TO A COMPETITIVE ELECTRICITY MARKET

There are many parallels between the nearly complete transition in the
gas industry and the transition that is in its early stages in the electricity
industry.?® In both cases, economies of scale and natural barriers to entry
in the production process are sufficiently low that the sales market can
become structurally competitive in most areas. Furthermore, the major
impediment to creation of a competitive sales market is the existence of

26. PiERCE, supra note 20, at 42-46.
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3-116 (1994); PierCE, supra note 20, at 46-54; Paul L. Joskow & Richard Schmallensee, Incentive
Regulation for Electric Utilities, 4 YALE J. oN ReG. 1 (1986).

28. See Richard J. Pierce, Jr., Using the Gas Industry as a Guide to Reconstituting the Electricity
Industry, 13 REsourck L. & Econ. 7 (1991).
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large sunk cost. High economy of scale “transportation” facilities—trans-
mission and distribution lines—have the potential to distort trade between
the numerous potential producers and millions of consumers. As a result,
the basic steps required to make the transition are similar—mandate equal
access to sunk cost facilities, rely on market forces to determine the whole-
sale price of electricity, and unbundle services. In three respects, the tran-
sition in the electricity industry should be even easier than was the
transition in the gas industry. First, Congress has already made the deci-
sion to mandate equal access to transmission lines and to create a competi-
tive wholesale market.?? Second, most state PUCs have already made the
decision to rely on competitive contracting as the primary vehicle for
adding new generating capacity.®® Finally, the FERC has already author-
ized firms to charge market-based wholesale electricity prices when it finds
that the firms confront sufficient competition.3!

Notwithstanding these similarities and comparative advantages, the
transition to a competitive market in electricity will be more difficult, pain-
ful, complicated, and unpredictable than the transition to a competitive
market for gas. However, the electricity transition will not necessarily pro-
ceed more slowly than the gas transition. Indeed, it is likely to be more
rapid than the gas transition. The FERC largely determined the path of
the gas transition and the rate of progress along that path. However, the
FERC has less ability to control the electricity transition. Instead, its path
and pace will depend on the interactions of hundreds of private and public
entities.> As a result, both the path and the rate of progress along the path
are highly indeterminate.

Reasons for predicting a painful, complicated, and contentious elec-
tricity transition fall in four categories: (1) allocation of jurisdictional pow-
ers; (2) magnitude of transition costs; (3) nature of electricity transmission;
and, (4) industry structure. Significant obstacles to a smooth transition lie
in each of these areas. Moreover, the obstacles in each area are likely to
have synergistic effects—they will interact with each other geometrically to
create aggregate obstacles larger than the sum of the individual obstacles.

A. Allocation of Jurisdictional Power

Justice Brennan once described the statutory allocation of regulatory
power over the telecommunications industry as having created the “unsat-

29. Energy Policy Act of 1992, Pub. L. No. 102-486, 106 Stat. 2776, 2905 (1992) (containing §§ 711-
26 of the EPAct). See generally Jeffrey D. Watkiss & Douglas W. Smith, The Energy Policy Act of 1992:
A Watershed for Competition in the Wholesale Power Market, 10 YALE J. oN REG. 447 (1993); Bernard
S. Black & Richard J. Pierce, Jr., The Choice Between Markets and Central Planning in Regulating the
U.S. Electricity Industry, 93 CoLum. L. REv. 1339, 1346-50 (1993).

30. See Paul L. Joskow, Regulatory Failure, Regulatory Reform, and Structural Change in the
Electrical. Power Industry, in BROOKINGsS PAPERs ON Econ. AcTiviTy, MicrROECONOMICS 125 (1989).

31. Bernard W. Tenenbaum & J. Stephen Henderson, Market-Based Pricing of Wholesale Electric
Services, ELectriciTY J. 30-45 (1991). Moreover, courts have upheld FERC decisions authorizing
market-based rates. See Environmental Action v. FERC, 996 F.2d 401 (D.C. Cir. 1993); Town of
Norwood v. FERC, 962 F.2d 20 (D.C. Cir. 1992).

32. See infra text accompanying notes 76-83.
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isfactory” situation in which “two different persons seek to drive one
car.”® That characterization applies a fortiori to the complicated statutory
allocation of regulatory power over the electricity industry. The FERC
cannot control the path and rate of progress of the electricity transition to
the extent it exercised control over the gas transition because it lacks many
of the regulatory tools it applied to the gas industry. The differences lie in
three principal areas: (1) retail wheeling; (2) transmission rates and condi-
tions; and, (3) construction and expansion of transmission lines.

When Congress authorized the FERC to mandate third party access to
transmission lines for wholesale transactions in the Energy Policy Act of
1992 (EPAct),* it specifically denied the FERC the power necessary to
mandate access for retail transactions.®> No such jurisdictional dichotomy
exists in the gas industry. The FERC has the power to authorize an inter-
state pipeline to bypass a local distribution company, a power broadly
analogous to the power to authorize retail wheeling of electricity.*® Early
in the gas transition, the FERC indicated its willingness to authorize LDC
bypasses expeditiously in virtually all cases.*” FERC’s power and willing-
ness to authorize LDC bypasses had a major impact on the policies and
practices of the LDCs and PUCs. The LDCs had to begin to behave as
participants in a competitive market in order to avoid losing sales to many
of their large customers.*® The LDCs began to reduce their costs and rates,
to set their rates closer to marginal cost, and to make available a much
wider range of services. Because of the credible threat of bypass, the PUCs
had little choice but to acquiesce in these dramatic changes in LDC prac-
tices. That choice was then consistent with their regulatory goal of protect-
ing small customers from excessive rates. The FERC cannot initiate an
analogous sequence of actions and reactions in the electricity industry
because it is prohibited from ordering retail wheeling.

Statutory distinctions between wholesale and retail transmission ser-
vices also will give rise to many related jurisdictional disputes. When is a
putatively wholesale transmission service actually a prohibited sham retail
service? This issue arises in many contexts. When a group of formerly
retail customers of Utility A become wholesale customers of Utility B,
what institution has the power, and arguably the responsibility, to author-
ize Utility A to collect a portion of its stranded investment from that group

33. Louisiana Pub. Serv. Co. v. FCC, 476 U.S. 355, 364 (1986).

34. Pub. L. No. 102-486, 106 Stat. 2776 (1992).

35. Federal Power Act, 16 U.S.C.A. § 824k(h) (West Supp. 1993).

36. See, e.g., Cascade Natural Gas Corp. v. FERC, 955 F.2d 1412 (10th Cir. 1992). The analogy is
functional rather than literal. The threat to allow pipelines to bypass LDCs induced LDCs to reduce
their costs, to develop competitive pricing policies, and to permit third parties to transport gas through
their distribution lines. Thus, the threat of bypass brought competition in the gas market to the retail
level.

37. Order No. 636, Regulation of Natural Gas Pipelines After Partial Wellhead Decontrol, 50 Fed.
Reg. 42,408 (1985) (to be codified at 18 C.F.R. pts. 2, 157, 250, 284, 375, 381).

38. See Kelly, supra note 25; Harry G. Broadman & Joseph P. Kalt, How Natural Is Monopoly?
The Case of Bypass in Natural Gas Distribution Markess, 6 YALE J. oN Rec. 181 (1989). But see
PIERCE, supra note 20, at 16-17 (arguing that the role of bypass has been exaggerated).
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of customers? The institutional candidates include the FERC, the PUC,
the state legislature, a state court, all of the above, and none of the above.
This issue will arise in many contexts. Examples include the recent conver-
sion of the Massachusetts Bay Transportation Authority from a retail cus-
tomer of one utility to a wholesale customer of another utility,*® and the
plethora of future municipalizations that are likely to be spawned by the
quest for reduced rates through use of competitive contracting.*® We will
not have clear answers to these questions for many years.

The distinction between wholesale and retail wheeling also will exacer-
bate the pre-existing uncertainty with respect to the allocation of rate juris-
diction over transmission services. By the time the FERC began the gas
transition, courts had already held that it had plenary power over all “inter-
state” transportation of gas, whether for retail or wholesale, and that all
high pressure pipelines that contained some gas destined for an “inter-
state” market were subject to FERC’s regulatory control.*! The caselaw
with respect to FERC’s power over transmission lines is not as clear. With
most electricity traditionally transmitted as part of a bundled sales transac-
tion, the FERC and reviewing courts have had little occasion’ to resolve
disputes concerning jurisdiction to set transmission rates. For purposes of
FERC’s jurisdiction over electricity wholesales, courts have interpreted
“interstate” broadly to include any transaction within a single state if the
transaction makes use of interconnected transmission lines in which the
potential exists for commingling with electricity from an out-of-state
source.*?> As a practical matter, those holdings give the FERC plenary
power over virtually all electricity wholesales in the continental United
States. The FERC has asserted jurisdiction over pure transmission transac-
tions in analogous conditions,** but no court has addressed this somewhat
different issue.

Ultimately, courts are likely to establish a new “bright line” test that
confers on the FERC plenary power over the rates and conditions of ser-
vice for all transactions that use a high voltage transmission line in the con-
tinental United States, including retail wheeling transactions and
transactions that purport to involve only transmission from one point to
another in a single state.** Such a test would avoid one serious version of
the “two drivers of one car” problem. The transmission grid would not

39. See Massachusetts Elec. Co., 68 FE.R.C. { 61,101 (1994); Massachusetts Elec. Co., 66 F.E.R.C.
61,036 (1994). See generally Floyd Norton & William Dudley, Federal State Jurisdiction and Cost
Recovery of Stranded Assets, in WORKING Papers oF THE HArRvARD ELEcTRICITY POLiIcY GROUP
(1994).

40. See infra notes 85-94 and accompanying text.

41. Louisiana Power & Light Co. v. FPC, 483 F.2d 623 (5th Cir. 1973), reh’g denied, 483 F.2d 1404
(5th Cir. 1973), cert. denied, 416 U.S. 974 (1974); FPC v. Louisiana Power & Light Co., 406 U.S. 621
(1972).

42. FPCv. Florida Power & Light Co., 404 U.S. 453 (1972); FPC v. Southern Cal. Edison Co., 376
U.S. 205 (1964). :

43. See, e.g., Florida Power & Light Co., 29 F.E.R.C. { 61,140 (1984).

44, The Supreme Court consistently searches for such “bright line” jurisdictional tests. See cases
cited supra note 42.
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function effectively if it were subject to potentially conflicting rates and
conditions of service imposed by the FERC and the PUCs. The existence
of ubiquitous loop flows renders the PUCs poor candidates to exercise any
power over high voltage transmission services. For instance, a transmission
transaction that putatively involves use of a single line between Harrisburg
and Philadelphia, PA, can effect the available capacity of lines in New
York, New Jersey, Maryland, etc. Loop flows have much broader implica-
tions as discussed in section IL.C.%

By avoiding one version of the “two drivers of one car” problem, how-
ever, courts will create another version of that problem. The FERC will
have plenary power to determine the rates and conditions applicable to
retail wheeling transactions to the extent those transactions require use of
high voltage transmission lines, but states will have the exclusive power to
require retail wheeling. However, this version of the problem is somewhat
more manageable. A state PUC can order its utilities to apply to the
FERC for authorization to provide retail wheeling service, subject to
whatever rates and conditions of service the FERC approves.*¢ Conflicts

45. See infra text accompanying notes 64-69. _

46. Even this awkward approach is subject to some legal uncertainty attributable to Judge (now
Justice) Breyer’s opinion in Massachusetts v. U.S., 729 F.2d 886 (1st Cir. 1984). Justice Breyer upheld
FERCs interpretations of the Federal Power Act (FPA) as precluding § 205 treatment of a rate filing
made by a utility under compulsion of a state PUC order that required the utility to propose a
particular change in rates that are subject to exclusive FERC jurisdiction. He relied on three lines of
reasoning to support the holding. First, he recognized that courts owe deference to an agency’s
interpretation of a statute the agency administers. That reasoning has even greater force today,
especially in light of the Court’s subsequent opinion in Chevron, U.S.A,, Inc. v. NRDC, 467 U.S. 837
(1984) (Chevron). Second, he concluded that FERC's interpretation was consistent with the general
structure of the FPA, while Massachusetts’ interpretation was inconsistent with the structure of the
FPA. The FPA is designed to allow a utility to choose among “reasonable” rates by making a § 205
filing, subject to FERC’s exclusive power to hold such a rate filing “unreasonable” after conducting a
hearing. Massachusetts’ interpretation would give a state the power to override the preference of a
utility among “reasonable” rates applicable to services that are within FERC’s exclusive jurisdiction.
As a practical matter, Massachusetts’ interpretation also would allow a state to override FERC’s power
to set rates for services within FERC's jurisdiction when the FERC is unable to complete a § 205
hearing to support a determination that a state-mandated, utility-filed rate is unreasonable before the
end of the § 205 suspension period. Third, he concluded that FERC’s interpretation would further the
statutory goal of uniformity with respect to multistate rates, while Massachusetts’ interpretation would
interfere with that goal.

Justice Breyer’s holding is correct and continues to be good law in the post EPAct environment in
contexts to which his reasoning applies. For instance, if a state were to order a utility to file a retail
wheeling tariff that applies to “interstate” transactions (as the Supreme Court has broadly defined
“interstate” for FPA purposes), and the state purported to dictate the rates or terms of service the
utility must propose applicable to FERC-regulated “interstate” transmission service, the FERC could
decline to accept that filing as a § 205 filing. It is less certain that the FERC must reject the filing,
though it seems that it should do so.

However, the FERC could, and should, accept as a § 205 filing a retail wheeling tariff filed
pursuant to a state PUC order if and to the extent that the PUC leaves the utility (and the FERC)
discretion with respect to the rates and terms of service applicable to FERC-regulated “interstate”
transmission service. Such a filing would raise none of the concerns that Justice Breyer expressed in
support of his holding in Massachusetts. The hypothetical PUC order and FERC acceptance of the
resulting tariff filing would not interfere with the uniformity goal or threaten to usurp any FERC
jurisdictional power. It would leave the FERC with exclusive, plenary power to determine the rates
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will arise only if a PUC attempts to impose on a high voltage line rates or
conditions of service that differ from those imposed by the FERC. The
Supremacy Clause*” will resolve all such conflicts in favor of the FERC.

There is no uncertainty with respect to one critical jurisdictional issue.
The FERC has no power to authorize construction or expansion of trans-
mission lines. States have exclusive jurisdiction over this aspect of the
industry’s activities, and many states have delegated all or part of this regu-
latory power to local governments. By contrast, the FERC has plenary and
preemptive power to authorize construction or expansion of gas pipe-
lines.*® This difference in allocation of jurisdictional power over the two
industries will prove to be the source of major problems when attempting
to implement the electricity transition.

Many state and local government officials argue that they should have
exclusive power to authorize construction or expansion of transmission
lines because such projects primarily effect local communities. That argu-
ment is unpersuasive because the factual predicate is wrong. Local resi-
dents may bear a disproportionate share of the costs-of a transmission
project, but the benefits of such projects often accrue to millions of citizens
in many states. If the decision whether to authorize construction or expan-
sion of a transmission line remains at the state or local level, it is easy to
predict that few such projects will be authorized in some regions and those
few only after many years of regulatory delay. The powerful combination
of NIMBY and cancerphobia will induce state and local politicians to veto,
or to delay interminably, projects that have the potential to yield enormous
benefits to millions of electricity consumers in an entire region of the
country.*

FERC’s plenary and preemptive power to authorize construction or
expansion of gas pipelines was critical to the success of the gas transition.
The Iroquois Pipeline project™ illustrates the point well. The FERC
authorized construction of a large new pipeline from Canada to the north-
eastern United States over the strenuous objections of market incumbents

and terms of service applicable to FERC-regulated “interstate” transmission service. Also, it does not
appear that the PUC order would interfere with any Congressional intent to allow utilities discretion in
some areas. Pursuant to the EPAct and its legislative history, Congress intended to allow PUCs
discretion to determine whether and to what extent utilities are required to engage in retail wheeling.
To the extent that there is ambiguity with respect to that issue, the deference principle alluded to by
Justice Breyer and reinforced in Chevron should at least allow the FERC to interpret the FPA and the
EPAct to have this effect.

47. U.S. Consr. art. VI, cl. 2.

48. See Louisiana Ass'n of Indep. Producers & Royalty Owners v. FERC, 958 F.2d 1101 (D.C.
Cir. 1992).

49. There is no evidence that electromagnetic forces from transmission lines pose health risks, but
public anxiety about such potential risks is having significant effects on regulation of transmission lines.
See Lisa M. Bogardus, Recovery and Allocation of Electromagnetic Field Mitigation Costs in Electric
Utility Rates, 62 Foronam L, Rev. 1705 (1994). For an excellent analysis of the irrational public
attitudes toward health risks that produce this regulatory environment, see STEPHEN G. BREYER,
BRrEAKING THE Vicious CIRcLE: TowarD EFrecTiVE Risk REGuLATION (1993).

50. See Iroquois Gas Transmission Sys., 53 FE.R.C. { 61,194 (1990), aff’d, Louisiana Ass’n of
Indep. Producers & Royalty Owners v. FERC, 958 F.2d 1101 (D.C. Cir 1992).
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and a handful of rich and powerful citizens of Connecticut and New York.
From FERC’s perspective, that decision was easy. The project would pro-
duce hundreds of millions of dollars in benefits to millions of consumers by
eliminating the effects of transportation capacity constraints and enhancing
consumers’ access to competitive sources of supply. The cost to affected
local residents was trivial in comparison with the regional benefits. If the
project had required approval by each state, it might never have been built.
At least it would have been delayed for many years. The project would
have had no chance of receiving approval if it required approval by each
affected unit of local government.

The Iroquois Pipeline Project is a dramatic example of a widespread
phenomenon in the gas transition. In addition to several other large
projects, the FERC authorized hundreds of smaller pipeline construction
and expansion projects, usually with little regulatory delay.’! Many of
those smaller projects produced large and widespread benefits by eliminat-
ing or reducing capacity constraints and enhancing access to competing
sources of supply. If the FERC had not possessed and exercised the power
to authorize expeditious construction and expansion of gas transportation
capacity, gas service would be much more expensive and less reliable than
it now is in many parts of the country. That is the unfortunate result we
can expect in the electricity market, unless we change the present legal
environment with respect to construction and expansion of transmission
lines.

The best solution to the problem would be an amendment to the Fed-
eral Power Act (FPA) conferring on the FERC the same powers with
respect to transmission projects that the Natural Gas Act (NGA) gives it
for gas pipeline projects. Congress eventually will take that action, but
probably not for many years. Only a federal agency is in a position to bal-
ance the costs of a project to a few local residents against the benefits of
the project to millions of consumers in several states. Transmission capac-
ity constraints are already producing unnecessarily high electricity prices in
some areas, but the causal relationship is difficult to demonstrate in the
present environment in which lack of effective competition produces
widely varying electricity prices independent of capacity constraints. As
competition begins to yield a convergence of electricity prices, the causal
relationship between aberrantly high prices in some areas and capacity con-
straints will become more apparent.’? Eventually, that phenomenon will
become so obvious, so large, and so widespread that Congress will feel
compelled to act. In the intervening years, however, millions of consumers
will have borne billions of dollars in unnecessarily high electricity prices,
and capacity constraints will have induced a geographically inappropriate

51. See Natural Gas: Factors Affecting the Time it Takes to Approve Construction of Natural Gas
Pipelines Before the Subcomm. on Environment, Energy, and Natural Resources of the Comm. on
Government Operations, 102d Cong., 1st Sess. 7 (1991) (testimony of Victor Rezendes, General
Accounting Office) [hereinafter Natural Gas).

52. For an explanation of this phenomenon, see Charles M. Studness, The Geography of Utility
Rates, Forr., Oct. 1, 1993, at 35, '
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pattern of investments in generating plants. Transmission capacity con-
straints can double the cost of electricity in a market by forcing the grid
operator to substitute a high cost generating plant for a low cost generating
plant.>® Such congestion costs have the potential to dwarf all other compo-
nents of the cost of transmission.

Absent congressional action, the only other potential solution is for
the FERC to establish transmission access and pricing rules that are specifi-
cally designed to impose all of the congestion costs that result from a state’s
decision to decline to authorize a transmission project on consumers within
that state. Such rules would internalize within the decision-making state all
of the costs and benefits of a project. That, in turn, would force the state’s
political leaders and regulators to make a decision on the project based on
consideration of its full costs and benefits. Instead of capitulating routinely
to the local residents who protest such projects, state legislatures and PUCs
would have to choose between the anti-EMF demonstrators and the pro-
consumer demonstrators. Of course, state politicians and regulators do not
want to be placed in a position in which they must balance the costs and
benefits of controversial projects. That state opposition, in turn, causes the
FERC to be reluctant to issue pricing and access rules that would internal-
ize the costs of declining to authorize a transmission project in the state
that has the power to approve the project. Moreover, it may not be possi-
ble for the FERC to devise transmission access and pricing rules that fur-
ther simultaneously both this goal and the many other important goals the
FERC is attempting to pursue. Unless some institution addresses this
problem effectively, however, the present allocation of jurisdictional power
to authorize transmission projects will impair the efficacy of the electricity
transition and will distort the performance of the post-transition electricity
market.>

B. Magnitude of Transition Costs

In the initial meetings of the Harvard Electricity Policy Group
(Group) last year, the academic members of the Group were surprised to
discover that many utility executives were far more interested in transition
costs and their allocation than in the transition issues that the academic
members of the Group considered most interesting and important. Once
the Group solicited and received estimates of the magnitude of the transi-
tion costs, the utility executives’ preoccupation with transition costs
became easier to understand. Numerous estimates of transition costs were
received, with each estimate based on a different methodology. While the
range of the estimates was $20 billion to $300 billion, estimates of the cost

53. See William W. Hogan, A Competitive Electricity Market Model 23-24, in WORKING PAPERS
ofF THE HAarRvVARD ELECTRICITY POLICY PROJECT (1993).

54. For a discussion of capacity constraints, congestion costs, and methods of implementing equal
access to transmission lines, see infra text accompanying notes 64-84.
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of an “actual” transition to a fully competitive electricity market were in
the range of $200 billion to $300 billion.>

The lowest estimate, $20 billion, was provided by a financial analyst.
He estimated the aggregate capital loss the industry could sustain consis-
tent with each firm’s retention of an investor-grade credit rating. He then
used that number as his estimate of transition costs. He reasoned that the"
PUCs would not act in ways that would require utilities to absorb transition
costs in excess of those consistent with retention of an investor-grade credit
rating. There are two reasons to be skeptical about this estimate. First,
while the PUCs undoubtedly prefer that their regulatees remain in good
financial condition, ceteris paribus, that is not their only goal. The recent
bankruptcy filings of several utilities and the financial distress of several
others suggest that the PUCs are willing to acquiesce in their regulatees’
financial distress in some circumstances. Second, the PUC’s will have only
limited ability to protect their regulatees from incurring large transition
costs. The electricity transition process is likely to proceed down a path
and at a pace that is beyond the control of any individual institution,
including a PUC. As discussed in section II.D.,’6 that path and pace are
likely to be determined by the largely unpredictable interactions of many
public and private institutions. The $20 billion estimate relates to an esti-
mate of the cost of transition to a fully competitive electricity market only
through its implicit finding that many utilities are likely to experience
financial difficulties if they must absorb more than ten percent of the cost
of such a transition.

The next lowest estimate of transition costs was $29 billion. However,
that estimate was based on a self-generation only scenario. In other words,
it was an estimate of the utility investment that would be stranded if there
were no transition to a competitive electricity market, and if all large con-
sumers who could save money through self-generation took advantage of
that opportunity. That estimate relates to an estimate of the cost of a tran-
sition to a competitive electricity market only because of its implications
with respect to the cost of generating electricity in the relatively small, high
efficiency gas turbines that many industrial consumers are now installing.
If an industrial consumer can use new technology to generate electricity at
a cost of three cents per kwh, any prospective competitor of a utility can do
the same thing. Few utilities could compete with such a “green fields”
competitor without reducing their rates substantially and incurring large
transition costs. :

The Group received several estimates of the cost of a transition to a
fully competitive electricity market. Each relied on a different methodol-
ogy, e.g., “top down” estimates, “bottom up” estimates, national estimates,

55. See Memorandum from William W. Hogan to Harvard Electricity Policy Group (Feb. 4, 1994).
See also Pierce, supra note 9; John Graham, Potential Financial Exposure During Transition to a
Competitive Environment, in WORKING PAPERs oF THE Harvarp ELectrICITY PoLicy Group
(1993); Steven Anderson et. al., Electricity Transition Costs, in WORKING PAPERS OF THE HARVARD
ELectriCITY PoLicy Grour (1993).

56. See infra notes 67-94 and accompanying text.
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and extrapolations from company, state, or regional data.>” These esti-
mates were in the $200 to $300 billion range. To put these estimates in
context, the aggregate industry book value of equity is approximately $175
billion, and the market value of equity is approximately $300 billion.

These comparative figures help to explain why so many utility execu-
tives are obsessed by the transition cost issue and why so many utilities are
resistant to a transition. Of course, the transition cost estimates also illus-
trate the magnitude of potential consumer gains attributable to a transition
to a competitive electricity market. Such a transition would reduce the
nation’s total electricity bill by $20 to $30 billion per year.>® Once consum-
ers become aware of the magnitude of the stakes to them, they will apply
extreme pressure on politicians to take the steps necessary to obtain those
savings, e.g., financially strapped school districts, hospitals, and transit
authorities will apply pressure to engage in retail wheeling. Most utilities,
fearful of the transition costs they must bear, will exert countervailing
efforts to avoid the transition. Simultaneously, utilities will devote
extraordinary efforts to attempt to minimize the transition costs each must
bear by, inter alia, attempting to reallocate those costs to consumers and to
suppliers.

The transition costs can be divided into three categories: (1) contracts
to purchase power from third parties at above market prices; (2) high cost
utility-owned generating plants; and (3) regulatory assets. The third cate-
gory includes a variety of IOUs issued by PUCs on behalf of consumers,
e.g., promises to allow utilities to recover in their future rates negawatt
investments,>® deferred portions of investments in generating plants,
decommissioning costs, taxes, and retiree healthcare costs. The magnitude
and mix of the transition costs vary significantly among utilities. Some util-
ities probably will incur no transition costs. Indeed, some low cost suppli-
ers may be major beneficiaries of the transition, as they take markets from
their high cost neighbors. Other utilities will incur unreimbursed transition
costs well in excess of their present net worth and will then file bankruptcy
petitions.

The war over allocation of transition costs will be fought simultane-
ously on many battlefields. Some of the battles will be reminiscent of the
litigation between gas pipelines and producers that kept many lawyers and
consultants fully employed throughout the 1980’s.° Utilities will refuse to
comply with their high-priced contracts to purchase electricity from third
parties, and also their high-priced contracts to purchase generating fuel.
The resulting litigation will continue into the 21st century. Even if they
achieve significant success in litigation with their contractual suppliers,
however, electric utilities cannot realistically expect to match the success of
gas pipelines in reallocating transition costs to their suppliers. Unfortu-

57. See sources cited supra note 55.
58. See Charles Studness, Estimating the Financial Cost of Utility Regulation, ForT., Nov. 1, 1993,

59. For a discussion of negawatt investments, see Black & Pierce, supra note 29.
60. Pierce, supra note 10.
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nately for electric utilities, the extensive vertical integration of the industry
will limit their ability to reallocate transition costs to their suppliers.®! The
reason is simple—each electric utility is also its largest supplier. Utilities
can expect to be able to reallocate to suppliers only a small portion of the
transition costs that take the form of high-cost company-owned generating
plants and none of the transition costs that take the form of regulatory
assets.

The obvious inability of vertically integrated utilities to reallocate a
high proportion of their transition costs to suppliers will induce them to
~ devote even more resources to efforts to stop or stall the transition and to
reallocate transition costs to customers. However, utilities also will experi-
ence great difficulty reallocating transition costs to customers. The combi-
nation of market forces, the filed rate doctrine, and the prohibition on
retroactive ratemaking will limit their ability to recover transition costs
from large customers.®> Many large customers will cease purchasing from a
utility if it attempts to extract large transition costs from the customer.
Political forces will limit utilities’ ability to recover transition costs from
small customers. The complicated allocation of regulatory jurisdiction dis-
cussed in section I1.4.%*> may also prove to be a major impediment to utili-
ties’ ability to recover transition costs from their customers. That confused
and ambiguous division of regulatory power provides the FERC and the
PUCs a perfect opportunity to play “Alphonse and Gaston” at utilities’
expense. Each can express empathy for a utility’s plight, and then provide
a plausible basis for its conclusion that the other institution bears responsi-
bility to alleviate that plight. Of course, each institution also has the option
of blaming Adam Smith for the financial distress of utilities. Courts have
long recognized a distinction between a regulatory action that causes a
regulatee financial distress and market forces that have the same effect.®

In summary, the prospect of bearing large transition costs will induce
many utilities to expend substantial resources in efforts to reallocate transi-
tion costs to suppliers and to customers. Given the magnitude of the transi-
tion costs and the difficulty utilities will experience in reallocating those
costs, however, that prospect will induce many utilities to engage in desper-
ate measures designed to block or to stall the transition.

61. See infra text accompanying notes 71-72.

62. See Associated Gas Distribs. v. FERC, 893 F.2d 349 (D.C. Cir. 1989); Pierce, supra note 10
(discussing Associated Gas). On July 11, 1994, the FERC issued a notice of proposed rulemaking in
which it proposed to authorize utilities to reallocate some transition costs to their customers by
establishing a transition cost surcharge applicable to use of their transmission lines. See Recovery of
Stranded Costs by Public Utilities and Transmitting Utilities, 59 Fed. Reg. 35,274 (1994). Ironically, the
next day the District of Columbia Circuit Court issued an opinion in which it suggested that all such
transmission cost surcharges are unlawful. See Cajun Elec. Power Coop. v. FERC, 28 F.3d 173 (D.C.
Cir. 1994).

63. See supra notes 33-54 and accompanying text.

64. See, e.g., Market St. Ry. v. Railroad Comm’n, 324 U.S. 548, 554, 563-67 (1945).
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C. The Nature of Transmission

Transmission of electricity differs in important respects from transpor-
tation of gas. Unlike gas pipelines, most transmission lines have no valves.
Valves (called phase shifters) could be installed on transmission lines, but
extreme caution is necessary in determining the locations and uses of phase
shifters in order to avoid significant sacrifice of the goal of maintaining
reliable service. In the absence of valves, electricity flows through an inter-
connected transmission grid in inverse relation to the impedance on each
line. As a result, a transmission transaction that appears to involve use of
the capacity of a single transmission line from point A to point B often
requires use of a portion of the capacity of a dozen other lines. Such “loop
flows” are ubiquitous in any regional transmission grid. Moreover, trans-
mission grids are less forgiving of momentary operational imbalances than
are pipeline transportation grids. Pipeline operators can accommodate rel-
atively large temporary imbalances and fluctuations in patterns of receipts
and deliveries. There is no analog to “line pack” in a transmission grid.
Reliable electricity service is critically dependent on the grid’s ability to
respond to changed conditions on an instantaneous basis.

Traditionally, utilities and regulators have largely ignored loop flows
and treated transmission transactions as if electricity flowed in accordance
with the simple path designated in a contract. This tendency to ignore the
reality of transmission for contractual and regulatory purposes worked tol-
erably well in the past because (1) provision of transmission services for
third parties required only a modest proportion of total capacity; and (2)
transmission owning utilities (TOUs) relied on a variety of informal coop-
erative mechanisms to keep the loop flow problem within reasonable
bounds.

William Hogan argues that we can no longer afford to ignore the loop
flow problem, and the related problem of network interactions, in the new
environment in which TOUs will be required to provide transmission ser-
vice to large numbers of third parties.®®> He argues that we must supple-
ment the bilateral trade model of transmission access that the FERC is in
the process of implementing today with a pool-based model. If Hogan is
correct, we must change in fundamental ways our methods of transacting
for transmission service and regulating transmission access. The short-
term, spot trading pool market would determine the actual operation of the
grid, while long-term bilateral contracts would become “futures” contracts
that would determine the financial implications of transactions.

Hogan’s factual predicates are relatively easy to understand. First, to
the extent that transmission capacity is constrained, the price of transmis-
sion service must include congestion costs, i.e., the opportunity cost of not
being able to run a relatively low cost generating unit at a particular loca-

65. See William W. Hogan, An Efficient Electricity Pool Market Model, in WORKING PAPERS OF
THE HAarRvARD ELECTRICITY POLicY Grour (1994); William W. Hogan, Markets in Real Electric
Networks Require Reactive Prices, 14 ENERGY J. 171 (1993); William W. Hogan, Electric Transmission:
A New Model for Old Principles, ELEcTRICITY J. 18 (1993); William W. Hogan, Contract Networks for
Electric Power Transmission, 4 J. REG. Econ. 211 (1992).
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tion because of a contractual or regulatory obligation to provide a particu-
lar transmission service. If transmission prices do not include congestion
costs, they will induce firms to construct generating units in inappropriate
locations. Second, because of ubiquitous and constantly changing loop
flows within a grid, it is impossible to establish a single congestion cost
appropriate for each transmission transaction in all, or even most, condi-
tions. The congestion effects of most transmission transactions will vary
substantially from day-to-day, and even from hour-to-hour, as generating
sources and loads vary around the grid. Thus, in the presence of significant
capacity constraints, exclusive reliance on bilateral trade in transmission
capacity inevitably will yield inappropriate transmission prices, significant
out-of-merit dispatch of generating units, and inappropriate patterns of
investment in both generating and transmission assets.

Hogan’s prescription is to create a pool-based electricity market. In
such a system, the price of electricity is both location-specific and time-
specific. The pool market would be implemented in each region through
use of a bidding system similar to that now in use in England, but with
incorporation of the congestion costs that the English system ignores at
present. The short-term price of transmission from point A to point B is
the difference between the location-specific spot price of electricity at each
point. The short-term transmission price would vary substantially, depend-
ing on the constantly changing load and generation patterns on the grid. In
conditions of congestion, it would be very large, reflecting the difference
between the marginal cost of a low cost generating unit that cannot operate
because of transmission capacity constraints, and the marginal cost of the
more expensive unit that must displace the low cost unit.

The spot price system would exist simultaneously with long-term con-
tracts, but those contracts would have financial implications only. While
they would provide the incentives for an appropriate pattern of invest-
ments in generating plants, they would not ‘determine the day-to-day or
minute-to-minute performance of the market. The actual operation of the
market would be controlled by a regional, central dispatch system, using an
algorithm based on short-term marginal cost.

Hogan’s pool-based market would require new ways of transacting
business, new institutions, and new methods of regulation. Several existing
institutions are plausible candidates to operate the regional pools, with
appropriate changes in the institutions’ governing boards and assigned mis-
sions. Regional reliability councils could broaden their mission to include
economic efficiency. Power pools could expand their memberships and
revise their missions and computer programs to focus on short-term effi-
ciency criteria. The Regional Transmission Groups (RTGs) that the FERC
is nurturing into existence could undertake a broader mission consistent
with a new name, Regional Transaction Groups.

The entity that controls each regional pool market, which Hogan calls
“Poolco,” would possess monopoly power and would therefore need to be
regulated by some institution in some manner. The only logical candidate
to regulate Poolcos is the FERC. However, the FERC would need to
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adopt new approaches to regulation. FERC’s primary function might con-
sist of periodic review of Poolcos’ control algorithms to ensure that they
are designed to further social welfare criteria rather than cartel wealth
maximization criteria. Alternatively, the FERC might focus its attention
primarily on each Poolco’s governance structure and voting rules, based on
the expectation that an appropriately governed Poolco will hire competent
grid operators who will strive to maximize social welfare.5

Hogan’s arguments in support of pool-based markets have not con-
vinced all members of the Harvard Electricity Policy Group. Jeff Skilling
of Enron has launched an aggressive counterattack that includes a critique
of the pool-based model and a defense of the bilateral trade model.5’
While the bilateral trade model seems to be a comfortable alternative,
Hogan is probably right. He is right when operating in an environment in
which significant capacity constraints in the transmission grid give rise to
large and constantly changing congestion costs. In contrast, the bilateral
trade model alone would work reasonably well if it were applied to a grid
in which capacity constraints exist only in isolated locations or in unusual
load conditions. At least in the northeast and the middle Atlantic states,
where there is intense opposition to construction or expansion of transmis-
sion lines, the present allocation of regulatory power to authorize construc-
tion or expansion of transmission lines is far more likely to create a
capacity-constrained grid that requires use of the pool-based model than
the ample capacity grid required to obtain acceptable results through
implementation of the bilateral trade model.®®

No matter how we ultimately resolve the debate between the propo-
nents of a pool-based model and the proponents of a bilateral trade model,
the physical nature of electricity transmission will complicate the task of
managing a transition to a competitive electricity market. To produce
socially beneficial results, any method of implementing the equal access
mandate of the EPAct must take account of the unique features of inter-
connected transmission grids—ubiquitous loop flows and network interac-
tions—as well as the need to respond instantaneously to changes in source
and load patterns. Moreover, this problem relates back to the problems
created by the present allocation of regulatory authority and forward to the
problems created by the present industry structure. Equal access will be
difficult to implement in part because of the complicated and irrational
allocation of regulatory power over the grid and in part because the grid is
owned by hundreds of firms. When the nature of transmission is combined
with the fragmented ownership of the grid, it becomes apparent that many
transmission transactions will have significant effects on scores of TOUs.
The new legal regime must account for those effects on third parties.

66. O’NEeiLL & WHITMORE, supra note 27, at 15-19.

67. Jeff Skilling, Untitled Outline of Speech, in WORKING PAPERs OF THE HARVARD
ELEecTrICITY POLICY PROJECT (1994).

68. See supra text accompanying notes 44-54.
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D. Industry Structure

The structure of the gas industry prior to the transition to a competi-
tive gas market did not differ significantly from the optimal post-transition
industry structure. Moreover, the pre-transition structure of the gas indus-
try facilitated the transition in many important ways. The discussion will
begin by considering ownership of the critical bottleneck facilities. In the
pre-transition gas industry, gas typically could be transported thousands of
miles through use of pipelines owned by only one or two firms. That struc-
tural feature made it relatively easy to implement a system of equal access
to bottleneck facilities. Moreover, most consumers had access to more
than one transportation route by the time the gas transition had been
underway for a few years.®® This feature allowed the FERC to rely on
market forces to a considerable extent to produce acceptable results in the
gas transportation market.

By contrast, most electricity transmission transactions will require use
of transmission lines owned and operated by a dozen or more firms, and
putative competition among TOUs would be purely illusory in most cir-
cumstances. Electricity will follow the same complicated and constantly
changing path over lines owned by many TOUs no matter which TOU
agrees to provide the transmission service at issue. The electricity transi-
tion would be much easier to implement if each regional grid were owned
by a single firm. In the absence of such a massive horizontal integration of
transmission lines, the FERC must attempt to create multi-firm entities
that will behave as if they constitute a single firm—hence, the wisdom of
FERC’s effort to encourage the creation of RTGs.” Moreover, the
absence of any potential for competition to play a significant role initially
in governing the transmission function will require the FERC to rely on
traditional, clumsy command and control regulation to govern that function
to a greater extent than was true with respect to the gas transportation
function. Eventually, competition may be capable of governing the trans-
mission market, but competition for provision of transmission service can
evolve only through reliance on a secondary market in which multiple con-
tractual holders of capacity rights on a grid can resell or lease those rights.

The structurally-based problems extend well beyond the fragmented
pattern of ownership of the transmission grid. The pre-transition gas indus-
try was characterized by only modest vertical integration. Most gas con-
sumers purchased from an LDC, which had purchased from several
independent pipelines, which had purchased from hundreds of indepen-
dent producers. By contrast, the electricity industry is highly vertically
integrated. Most consumers buy from a vertically integrated utility that

69. In 1980, each local distribution company was served by an average of 3.6 pipelines. See Joseph
P. Kalt, Market Power and the Possibilities of Competition, in DRAWING THE LINE ON NATURAL Gas
REGULATION 89, 101 (J. Kalt & F. Schuler eds. 1987). That number is much larger today because of the
many new pipeline interconnections the FERC has authorized. See Natural Gas, supra note 51
(testimony of Victor Rezendes).

70. See William L. Massey, Transition to Competition: Federal Initiatives and Industry
Opportunities, ELECTRICITY J. 26 (1994); O’NEILL & WHITMORE, supra note 27, at 15-19.
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generates and transmits ‘the vast bulk of the electricity it distributes.
This structural difference will complicate the transition in several ways.

First, vertical integration will effect significantly the allocation of tran-
sition costs. Gas pipelines enjoyed considerable success in reallocating a
large proportion of their transition costs to their contractual suppliers.”
As a result, the gas transition resulted in the bankruptcy of thousands of
producers and only one major pipeline. Within a few years, most pipelines
had absorbed the residual transition costs and returned to a state of good
financial health. Electric utilities can avail themselves of this option to
some extent through litigation with Independent Power Producers (IPPs)
and contractual suppliers of generating fuel, but they cannot hope to
achieve anything approaching the degree of success pipelines enjoyed in
reallocating transition costs to suppliers. This consequence of vertical inte-
gration, when combined with the magnitude of the costs of the electricity
transition,”> will induce many electric utilities to devote substantial
resources to efforts to stop or stall the transition and to reallocate transi-
tion costs to customers.

Vertical integration also will limit electric utilities’ ability to reallocate
transition costs to their customers. Gas pipelines were able to convince the
FERC to reallocate a significant proportion of their transition costs to the
LDCs,” thereby leaving the PUCs with the more politically painful process
of deciding whether, and to what extent, to allocate LDC transition costs to
consumers.”* Vertically integrated electric utilities can reallocate transition
costs downstream only to consumers. The FERC has limited ability to
authorize reallocation of transition costs to consumers, and it is likely to be
reluctant to attempt to engage in that type of reallocation of costs. It is less
dangerous politically for a federal agency to authorize inter-firm realloca-
tions of transition costs, e.g., from interstate pipelines to the LDCs, than to
authorize its regulatees to reallocate transition costs directly to consumers.
The PUC:s also are likely to be reluctant to compel consumers to bear large
transition costs. Moreover, the jurisdictional confusion with respect to this
issue may provide the PUCs with the relatively painless option of blaming
the FERC for the transition and taking the position that the FERC should
be responsible for implementing any socially desirable reallocation of tran-
sition costs.”

Vertical integration will, therefore, contribute significantly to a situa-
tion in which the electricity transition will yield broader and deeper finan-
cial distress among electric utilities than the gas transition caused among
gas pipelines. That, in turn, will induce many utilities to devote substantial
resources to the creation of obstacles to the transition.
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Vertical integration will have an even more significant impact on the
transition in another respect. In the gas industry, the FERC was able to
introduce competition in the wholesale market rapidly and comprehen-
sively by eliminating the variable cost component of the minimum bill pro-
visions in pipelines’ contracts and tariffs’® and mandating third party access
to pipelines.”” This gave the LDCs the freedom to displace gas previously
purchased from pipelines with less expensive gas purchased from third par-
ties. The LDCs then drove the wholesale market transition process to a
rapid conclusion by switching to the lowest cost suppliers.

This scenario is highly implausible in the vertically integrated electric-
ity industry. A vertically integrated distribution company is unlikely to be
willing to displace its own electricity with less expensive electricity poten-
tially available from third parties. Instead, the electricity transition has
taken place to date only at the margin in the context of new generating
sources.”® If it were to continue only in this manner, the transition proba-
bly would not be complete for another fifty years. Proponents of the elec-
tricity transition are unlikely to be that patient, given the enormous social
welfare gains potentially available from a complete transition to a competi-
tive electricity market. The history of the gas transition is instructive on
this point. The initial transition plan, reflected in the Natural Gas Policy
Act of 1978, contemplated a long and slow transition process.” A combi-
nation of market and political forces soon demonstrated that the transition
could not take place in that manner.. Once the transition began, it created
its own irresistible momentum.

Vertical integration also helps to explain why retail wheeling has
become the most controversial issue in the electricity transition. While the
analogous issue in the gas transition, LDC bypass, provoked controversy, it
actually played a relatively modest role in the overall gas transition pro-
cess.?! Most of the consumer benefits of the gas transition derived from
FERC’s rapid creation of a fully-competitive wholesale gas market. Verti-
cal integration greatly diminishes the potential for consumers to derive
analogous benefits from creation of a competitive wholesale electricity
market.?? Instead, absent vertical deintegration, those consumer benefits
are available only through retail wheeling.

Retail wheeling raises a host of controversial issues. However, these
issues can be viewed as independent of the unequivocal consumer benefits
potentially available through a combination of vertical deintegration and
creation of a fully competitive wholesale electricity market. Retail wheel-
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ing: (1) reduces the PUCs’ discretionary power to engage in a variety of
redistribution programs, e.g., through allocation of common costs, imple-
mentation of lifeline rates, and restrictions on terminations of service for
non-payment of bills; (2) reduces the PUCs’ discretionary power to imple-
ment various programs that are intended to improve air quality or to
encourage conservation of electricity; (3) threatens to increase the rates
paid by small consumers by eliminating or reducing the magnitude of large
consumers’ contributions to common costs; and (4) threatens to leave small
consumers as the only group of customers to which transition costs can be
reallocated. These arguably independent effects of retail wheeling help to
explain the superficially puzzling phenomenon of alliances against competi-
tion formed among utilities, environmental groups, and consumer advocacy
groups.®> While retail wheeling may play a significant role in the electricity
transition, it will continue to provoke vigorous opposition from a variety of
interest groups in addition to utilities. Moreover, retail wheeling alone has
limited potential to benefit small consumers.

Most of the consumer benefits of competition are potentially available
through another transition path—creation of a fully competitive wholesale
market through vertical deintegration.®* While this path will create its own
set of opposing alliances, it is likely to drive a wedge down the middle of
the peculiar alliances that now oppose retail wheeling. One way or
another, the FERC will implement the statutory mandate of equal access to
transmission lines over the next few years. The easiest way to implement
the other necessary element of this transition strategy—rvertical deintegra-
tion—is through municipalization, or threatened municipalization, of dis-
tribution assets.

It is likely that a wave of threatened municipalizations of distribution
systems will sweep the country sometime during the next few years.®> The
following hypothetical illustrates the political and economic forces that
could precipitate a wave of municipalizations through reference to the
mythical state of Green. Like most states, Green has numerous suppliers
of electricity, each of which operates as a regulated monopolist. In addi-
tion to Green P&L, parts of Green are served by two other vertically inte-
grated utilities and by several small, pre-existing, municipally-owned
distribution systems. Green P&L serves 18 cities in Green, as well as many
suburban and rural areas. Green P&L’s rates are the eighth highest in the
country. The other two vertically integrated utilities charge lower rates, as
do several other utilities in adjacent states.

Until last month, the municipal distribution systems in Green charged
rates roughly equivalent to those charged by Green P&L. Indeed, it could
hardly have been otherwise, since they purchased most of their power from
Green P&L. That situation changed dramatically last month, however.
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The municipal systems discovered that FERC’s rules implementing the
equal access provision of the EPAct produced several offers from other
potential bulk power suppliers to replace Green P&L’s power with less
expensive power to be wheeled over Green P&L’s transmission lines at
Green P&L’s new, relatively low, system-wide transmission rates. After
conducting an auction of sorts, the pre-existing municipal systems accepted
the lowest offers and reduced their rates by 25% to reflect the resulting
savings in the cost of wholesale electricity.

In the meantime, the Mayor of Smithville, the largest city in Green
has been desperately attempting to devise means of reversing Smithville’s
declining economic base. After winning a bitter struggle with Smithville’s
public employee unions and privatizing many municipal services, she dis-
covers that she still is experiencing great difficulty attracting and retaining
residents and employers. Then she reads the article in the Smithville
Gazette describing the success of several neighboring cities in reducing
their electricity rates by 25%.8¢ The article was brought to her attention by
several large employers in Smithville, who referred to it as one of their
reasons for seriously considering relocation to one of the neighboring cities
with lower electricity rates. A light bulb goes on in the Mayor’s mind. If
she municipalizes the distribution assets of Green P&L in Smithville, she
can achieve analogous results for her citizens. With electricity costs 25%
lower, she can attract and retain residents and employers, reverse
Smithville’s economic misfortunes, and improve dramatically her chances
of a successful run for the Governor’s mansion or for a Senate seat.

After consulting with specialists in utility law, she identifies one major
obstacle to her grand plan. The caselaw relevant to municipalization in
Green is complicated and unfavorable in some respects.®’” Under existing
law, Smithville might be required to pay a high price for the distribution
system, including consequential damages that are analogous to transition
costs. Moreover, the municipalization process is likely to require years of
litigation. That body of law is susceptible to potential change by the Green
legislature, however. The Mayor assembles her natural allies, including
businesses in Smithville, consumer advocacy organizations in Smithville,
and mayors of similarly situated cities, and begins an aggressive lobbylng
campaign to obtain enactment of a state statute that authorizes a more
expeditious, lower cost municipalization process.

Smithville’s lobbying is opposed by Green P&L and the other two ver-
tically integrated utilities in the state. The utilities are not joined by their
traditional allies in the retail wheeling wars, however. State consumer
advocacy groups and environmental groups are unlikely to side with utili-
ties against cities in a war over the availability of the municipalization
option. Municipalization does not raise as starkly the concerns that some-

86. See, e.g., Erlind Cravitz, Small Utilities Luring Away Customers, N.Y. Times, Apr. 10, 1994,
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times induce those groups to oppose retail wheeling. In fact, Green P&L
has difficulty assembling a potent set of allies against this method of mak-
ing the transition to a competitive electricity market. The concept of
municipalization and the prospect of reduced electricity rates resonates
with liberal groups, while conservative groups find the prospect of a transi-
tion to a competitive electricity market appealing.

With some effort, Green P&L finds some allies. The PUC joins Green
P&L’s opposition because widespread municipalization would reduce its
power. The local government units in which Green P&L’s generating
plants are located oppose municipalization because of their potential loss
of jobs and tax revenues. Many local government units have long used
utility assets as cash cows, subject to disproportionately high taxes that are
viable only because of the utility’s monopoly power. Owners of other
assets that may be subject to potential municipalization, e.g., professional
sports franchises, agree to oppose the effort to make municipalization eas-
ier and less expensive. A vigorous battle then takes place in the state legis-
lature, with indeterminate results. If Smithville prevails and municipalizes,
other cities in Green soon will follow, with rural and suburban counties not
far behind the cities. Once deintegration and the resulting competitive
market reduce electricity prices in Smithville and other parts of Green,
mayors of similarly situated cities in other states, and the legislatures in
those states, will experience intense political pressure to follow the exam-
ples of Smithville and Green.

It is difficult to predict the initial outcome of this controversy in any
particular state. The political variables that will affect the outcome in any
particular state are too complicated to permit confident prediction. How-
ever, it seems highly likely that utilities eventually will lose this battle. The
forces that allow this scenario to unfold exist in many cities and states.
Eventually, a utility will lose one of the many municipalization battles in
some state. Once that happens, and some major city achieves a substantial
resulting decrease in electricity rates, the deintegration through municipal-
ization movement will develop momentum so great that utilities will be
unable to defeat it in any state or city. Once consumers recognize that the
transition to a competitive electricity market will reduce their bills by $20
to $30 billion per year, the transition will be supported by populist forces
far more powerful than the loose coalition of industrial consumers and aca-
demic analysts that now provide the primary impetus in support of the
transition.

A utility that faces a plausible threat of municipalization of its distribu-
tion assets to effectuate a transition to a competitive market can preempt
that threat by acting in a manner that is likely to produce better results
both for it and for the performance of the electricity market. It can
deintegrate voluntarily by spinning off its distribution assets into a subsidi-
ary. By acting in that manner, the utility can retain control of its distribu-
tion assets, avoid the high cost and uncertainties associated with a
contested municipalization, and commit voluntarily to provide a structural
framework that is conducive to creation of a fully competitive wholesale
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market. Moreover, the state PUC will retain its regulatory power over the
newly formed distribution company.

If the distribution subsidiary were wholly-owned by the parent or tied
to the parent with long-term, high-priced power contracts, the pro-competi-
tion forces would not consider such a corporate restructuring sufficient to
assure consumers the benefits of competition. It is notoriously easy for
corporate affiliates to engage in abusive regulatory self-dealing by, inter
alia, making purchases from affiliates at above market prices, and it is noto-
riously difficult for regulators to detect and to prohibit all abusive self-deal-
ing.®® The utility can make its commitment to competition credible,
however, in one of two ways. First, it can simply spin-off its distribution
assets into an independent corporation. Second, it can adopt a non-tradi-
tional corporate structure of the type urged by William Baumol and Greg-
ory Sidak in their 1994 book on telecommunications policy.® The
subsidiary could have “two classes of stock, one with voting rights but with
a negligible claim to the affiliated corporation’s residual net cash flows, the
other with negligible (or no) voting rights but with a claim to virtually all
the affiliate’s residual net cash flows.”®® Both classes of shares must be
publicly traded, and the second class of shares must be owned by unaffili-
ated individuals or institutions. As Baumol and Sidak demonstrate, this
corporate structure diminishes significantly the risk of undetected regula-
tory self-dealing. It reduces the incentive to engage in abusive self-dealing
and provides market based methods of detecting self-dealing. The struc-
ture also has the advantage of allowing the utility to continue to take
advantage of all available economies of scale and coordination. If the elec-
tricity transition is implemented in this manner, transition costs will be allo-
cated through contracts between the parent and the new subsidiary as part
of an overall resolution of a municipalization dispute with a unit of local
government.

The FERC should exercise its regulatory powers in ways that are
designed to encourage the kind of industry restructuring that will produce a
rapid transition to an efficient electricity market. FERC’s effort to nurture
RTGs is a step in that direction.”? The FERC also should look actively for
opportunities to encourage vertical deintegration of distribution assets. It
should be able to identify forms of “sticks,” that it can apply to utilities that
retain the vertically integrated structure that interferes with FERC’s statu-
tory mandate to create a competitive wholesale market, and “carrots™ it
can make available to utilities that restructure in ways that will further the
congressional goals that underlie the equal access provision of the EPA.%?
It could, for instance, condition utilities’ authority to make wholesales at
market-based rates or to reallocate transition costs to customers on their
adoption of corporate structures that allow each utility’s own customers to

88. See RICHARD J. PIERCE, JR., ECONOMIC REGULATION 289-92 (1994).

89. .BauMoL & SIDAK, supra note 27, at 130-37.

90. J. Gregory Sidak, Telecommunications in Jericho, 81 CaL. L. Rev. 1209, 1218 (1993).

91, Massey, supra note 70.

92. See, e.g., O'NEILL & WHITMORE, supra note 27, at 13; Pierce, supra note 82, at 1228-30.



1994] TRANSITION TO COMPETITIVE MARKETS 349

obtain the benefits of access to a competitive wholesale market. The
FERC used similar incentive systems to good effect in managing the gas
transition® and in inducing utilities to provide transmission service prior to
the enactment of the EPAct.®* Through some combination of these mecha-
nisms, vertical deintegration and a fully competitive wholesale electricity
market seem inevitable.

III. ConcLusiON

The precise path or pace of the electricity transition is unknown, but
four predictions can be made. First, the transition will be virtually com-
plete within the next five years. Second, the pace of the transition will
accelerate rapidly at some unpredictable point in the transition process
when the consumer benefits of deintegration and competition become
obvious to the public. Third, neither the path nor the pace of the transition
will prove to be manageable by any single institution. Fourth, utilities with
high costs when the transition sweeps over them will not survive the transi-
tion. They will be unable to reallocate to others enough of their massive
transition costs to remain financially viable.

These predictions are not pessimistic. The permanent social welfare
gains potentially available from a transition to a fully competitive electric-
ity market dwarf even the highest estimates of the one-time, already sunk,
costs of the transition. A post-transition electricity market has the poten-
tial to perform at least as efficiently as the post-transition gas market.

It is important, however, that utilities recognize the inevitability of the
transition for purposes of their internal decision-making, notwithstanding
the predictable vigor with which many will resist the transition. Utilities
that reduce their costs rapidly and aggressively and make the many other
changes in corporate culture required to participate effectively in a
dynamic competitive market will survive the transition and will prosper in
the post-transition environment. Utilities that devote all of their resources
to resisting the transition, and indulge the tendency to deny the inevitabil-
ity of the transition, will not be around to participate in the post-transition
market. :

Utilities also need to resist the tendency to become so preoccupied
with minimizing transition costs that they neglect the process of devising a
new legal regime that is capable of producing an efficient and reliable post-
transition electricity market. While the FERC must take the lead in that
process, the task is so difficult and multi-faceted that the FERC cannot
hope to be successful without the active assistance of utilities. The FERC
desperately needs help in crafting regulatory rules that will produce
healthy incentives for socially beneficial patterns of investment and trans-
actions, and in nurturing the new institutions and ways of doing business
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that are critical to creation of an efficient and reliable post-transition elec-
tricity market. The electric utility community cannot allow the bitter con-
flicts among market participants that will occur throughout the transition
process to mask the reality that all market participants share an interest in
creating a new legal environment that will allow the electricity market to
function efficiently once the transition is complete.



