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TIME FOR POLICYMAKERS TO DO THE MATH ON DEREGULATION

In wake of the massive blackout in the Northeast, government officials and industry
experts are calling for a massive upgrade of the transmission system that would cost between
$50 billion and $100 billion.* The annual carrying costs for such a capital outlay are certain to
be in th(; range of $10 billion to $25 billion, depending on how much is spent and who builds the
system.

Many experts are beginning to admit that a substantial part of the upgrade costs are
caused by the need to support the increased strain on the system that occurs in the deregulated
electricity markets that policymakers have been struggling to create in the past decade.® Yet,
earlier this year the Department of Energy conducted a study that projected less than $1 billion
of efficiency gains from the implementation of the Standard Market Design,* which the Federal
Energy Regulatory Commission (FERC) is proposing to push deregulation to the next level.

A consumer does not need a degree in electrical engineering to see that these numbers
do not add up.® If the costs outweigh the benefits, why should we bother?” At a minimum,
policymakers should inquire into what it would cost to run a reliable system without the added
costs of supporting deregulated markets.

The advocates of deregulation frequently claim that it is too late to go back to public
interest regulation, but two-thirds of the states never left. In fact, the two-thirds of the states that
have not gone down the road to deregulation in their intrastate market have been steadfastly
resisting the effort of the FERC to force them into deregulated interstate markets.? Given the
massive costs of deregulated markets that are now coming into view and the meager gains that
such markets appear to promise, not to mention a track record of market manipulation, price
volatility and lack of consumer choice,’ it may be a lot cheaper for the handful of states who
have deregulated to go back than to force the majority of states down the problem-riddled road
to deregulation .*°

When Congress returns in September, it is going to be under immense pressure to do
something, but these numbers make it clear that just anything won’t do. If Congress pushes
ahead with its deregulatory agenda, it could cost consumers billions more in transmission
upgrades than it should, costs that will never be offset by benefits. Congress should take action
to prevent the real problem--more blackouts, rather than use the blackout as an excuse to push
its deregulatory agenda. Based upon almost two decades of analysis of the faltering effort to
deregulate electricity markets, this paper outlines the reasons why Congress should pass a
reliability-only electricity bill and put its deregulation agenda on hold.

ELECTRICITY IS A UNIQUE AND VITAL SERVICE, NOT AN ORDINARY COMMODITY

For almost two decades the Consumer Federation of America and Consumers Union
have argued that the fundamental characteristics of the electric utility industry require
policymakers to treat it differently than other industries.** The unique characteristics of the
electricity system were on display in the recent Northeast blackout and its aftermath:

* The electricity network is a remarkably demanding system that must be kept in perfect
balance in real time. In only a remarkably short period of time , the blackout spread over
vast distances, but bringing power back up took days or even weeks.
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» The electricity industry requires huge capital investments in long-lived facilities that are
sunk in place, with no alternative uses. That critical characteristic of the industry is
displayed in the thousands of miles of transmission lines and massive power plants that
were affected by the events of August 14.

» Electricity cannot be treated as any other commodity. It has no substitutes, it is not
storable, and it is essential to health, safety and the economy. Just look at the photos of
people sleeping in the streets of New York. The complete disruption of routine activities
for tens of millions of consumers and businesses underscores this key characteristic of
electricity.

» Strong seasonal and daily shifts in demand create severe peaks that strain resources.
Hot summer afternoons place the greatest strain on the grid.

Historically, the uniquely American approach to delivering this vital service under such
difficult conditions was to allow private companies to own both transmission and generation and
provide service in exclusive territories, subject to public interest obligations.'> The integration of
generation and production fostered coordination and effective management of the network.*?
Exclusive territories lowered the risk and costs associated with long-term inflexible assets.
Public interest obligations, such as the obligation to serve all customers at just and reasonable
rates, protected the public from the abuse of monopoly power while preserving the companies’
incentive to invest in the network.

This pragmatic approach was certainly not perfect, but it achieved a critical balance
between public and private interests. In the past decade, policymakers lost sight of these
fundamentals and deregulation upset that balance, particularly for the transmission system. De-
integration quickly turned into disintegration.

DEREGULATION INCREASES THE DEMANDS ON THE TRANSMISSION NETWORK AND DECREASES
THE CAPACITY OF THE GRID

CFA/CU prepared a series of reports and detailed studies on electricity system
operation prior to deregulation in the 1990s,** as well as repeated problems that arose as
markets were restructured. The specific episodes we have studied include the price spikes of
1998, the outages of 1999, the California meltdown of 2000-2001,"" and continuing troubles
of deregulated electricity markets.*® These studies identified numerous economic and
operational mechanisms through which electricity restructuring and deregulation increased
pressures on the nation’s electricity transmission network:

* A dramatic increase in the number and complexity of transactions, which the
system was not designed to support.

» Difficulties in coordinating and planning as competition and contracts replace
vertically integrated operational and administrative decisions.

» Disincentives to invest in transmission because the private interests of facility
owners conflict with the shared, public nature of the transmission grid.

» Disincentives to spend on maintenance because of profit pressures and the
perceived competitive disadvantage associated with spending on a system
shared with potential competitors.



» Increasing needs for excess capacity to cope with the market manipulation
problems that plague electricity markets and to dampen price spikes that result
from trying to treat electricity like a commodity.

» Failure to account for the social and environmental constraints on increasing
transmission capacity and provide a framework for comprehensive planning that
integrates alternative approaches, like energy efficiency and local (distributed)
generation (such as co-generation, etc.)

Our studies identified most of the problems that deregulation imposed as permanent
challenges, not transitional issues associated with the movement from a regulated to a
deregulated industry. However, even those problems that seemed at first to be transitional are
beginning to look like they are long-term challenges. A decade of structural neglect makes it
less likely that consumers will ever end up better off as a result of deregulation.

Given the characteristics of electricity, we have long doubted the benefits of
deregulation; these doubts apply with special force to transmission. Investment in these
facilities is constrained by social concerns. There is no prospect of competition in transmission
and the physics of electron flows leave little room for market transactions to improve on
engineering decisions. That is why two major government studies in the past couple of years
and one by the South Eastern Regulatory Utility Conference® have all reached the same
conclusion: there are few efficiency gains to be made by creating regional transmission
organizations.

DEREGULATION AND STRESS ON THE TRANSMISSION GRID

Perhaps in the final analysis we will find that no individual outage-related event will be
attributed directly to deregulation. Yet it is clear deregulation contributes to stress on the
system, making accidents more likely, more severe and more difficult to respond to. Table 1,
from our April 2000 analysis, summarizes the studies that provided the basis for identifying the
problems of restructuring, with those that affect the transmission system underlined in bold. It
was irresponsible to push deregulation under those circumstances and it would be even more
irresponsible to charge ahead given recent events.

Accidents have always played a special role in the electric utility network. Because of
the demanding physical nature of the network, accidents are prone to happen, and due to the
volatile nature of the commodity, accidents tend to be severe. The integrated nature of the
network, the inability to store electricity and demanding real-time performance means that
accidents are often highly disruptive and difficult to fix. *° To keep things in balance, the system
needs either: plentiful reserves close at hand; ample amounts of transmission capacity readily
available to move abundant supplies from far away; or a great deal of load that can be quickly
shed.”* Most electricity markets do not have those luxuries today, or any chance of acquiring
them any time soon.



TABLE 1:

CAUSES OF ELECTRIC UTILITY INDUSTRY MARKET FAILURE DEMONSTRATED BY THE

FIRST THREE YEARS OF U.S. DEREGULATION

BASIC CONDITIONS: SUPPLY

Technology

Product durability

Long lead times 5(7) 6(1).Delayed replacement 6(16) 11(2)
Inability to store electricity 5

Generation Outages 1(2-11, 4-6) 3(15) 5(40) 10(1-2),
Transmission shutdowns 1(4-10),

Failures take time to repair 6(9)

Summer impairment of performance 6(7, 18, 22)

BASIC CONDITIONS: DEMAND

Price elasticity

Substitutes
Cyclical/seasonal

Purchase method

MARKET STRUCTURE

Number of sellers
Number of buyers

Barriers to entry
Cost structures
Vertical integration

Diversification

Inadequate Market
Information

Inadequate
Coordination

CONDUCT

Pricing behavior

Legal tactics

Regulation

Extremely low short run 2(24) 5(39) 11(2)
Limited conservation 6(2,19, 23)

Lack of substitutes, Restriction on self-supply 8
Weather-related demand 1(4-6) 2(37) 10(1-2),
Inadequate reliability criteria 6(21)
Obligation to serve 1 (4-1) 2(25),

Lack of incentive to cut back 1(4-4) 4(46)6(2, 19)

Few sellers 2(ii) 3(21) 4(49-56) 5(6,7) 7

Constrained demand by utilities 1(4-1) 2(25) 5(30,31),

Constrained distribution 6(30)

Limited end-user choice 5(42,57)

Transmission constraints 1(2-15,5-7)5 (11.12)

Load pockets, inadequate system 6(10,32)

Self-supply blocked 8()Emergencies 1(2-15), Substation inflexible 6(31)
High fixed

Affiliate relations distort market 2(38) 6(38),

Integration restricts entry 11(3)

Utilities Add Brokerage 2(24,28) Inadequate Planning/Spending
for maintenance 6(29.34 - 37)

Lack of timely, objective 1(5-3) 2(ii), Load projections 6(8).
Unit ratings 6(11)

Planning tools 6(13), Cable condition, incipient failure 6(5,14)
Refusal to share best practices 6(15). Forecasting 6(17. 28)
Inadequate notice 6(20) Dispatch software 6(27)

Breakdown of coordination 1(2-37, 3-3). ISO lacks authority 6(4).
Lack of data 6(6)

Hoarding, gouqging 4(65) 5(3.38) Above cost 10(1-4) 11(17)
Reliance on nonfirm power 6(24) 10(2-1) 11(3)

Defaults, abrogation of contracts, daisy chains, two-way dealsl
(4-10, 5-2) 2(4)

Refusal to provide market monitoring information 5(4)
Inefficient short term sales 6(25), Records not preserved 6(33)
Transmission rules create problems 1(4-40) 2(20) 11(3)
Market rules not developed 6(3)
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A DRAMATIC INCREASE IN THE NUMBER AND COMPLEXITY OF TRANSACTIONS

Because of the nature of the industry, the cooperation of all participating entities is
critical to its smooth operation. The competitive ethic that pervades markets frustrates the
necessary cooperation, increases costs and weakens the base for coordination and integration
of supply and demand.? Empirical studies show that strong economies are achieved by
coordinating electricity supply and demand.?® Before restructuring, the electricity industry was a
reasonably well-run, complex, integrated network that was under some stress.*

Creation of markets for electricity services leads to a huge growth in the number of
transactions conducted every day and creates heavy administrative requirements. ”>  An entity
that once maintained real-time balance as an insulated operation that could oversee its own
supply, demand and delivery, must now achieve real-time balance simultaneously in five, six or
seven different markets over broad geographic areas. This has proven to be a daunting task®®
that consumes substantial resources.?’

Over the past decade, the number of traders increased over 50-fold; the quantity of
electricity traded increased several hundred times.?® There were also complications of financial
and ownership relationships between entities which made managing those transactions a
difficult and costly task.?® A system operator requires significant resources raising the total cost
of operating the system, as those costs are included in the cost of each transaction. The
complexity of scheduling power delivery for multiple generators and retailers also adds costs to
the system.*

The transmission system was not designed to support either the quantity or type of
transactions occurring now. In addition to the administrative transaction costs and managerial
functions are facilities’ costs. Demands on network facilities increase as a result of the wide
range of transactions taking place. An increase in the number of transactions requires costly
improvements to the transmission system in order to ensure reliability.

Reliance on financial relationships, rather than physical relationships, adds another
problem.®* Market participants have discovered that they cannot count on firm financial
transactions and that they are subject to what they perceive to be arbitrary declarations of
emergencies, or extremely disconcerting actions by merchants and utilities, that nonetheless
comport with legitimate contracts.*

INCREASING DIFFICULTY OF COORDINATION

The critical coordination and integration functions performed by vertically integrated,
non-competitive firms that are essential to the operation of the electricity grid become more
difficult as utility service is de-integrated and competitive transactions expand.*® These
functions are further undermined by breaking the industry into competing component parts.

One of the central activities of electric utility monopolies is to balance load -- to
aggregate customers who use electricity at different times of the day or year. By bringing
together customers with dissimilar load patterns, utilities are able to use their facilities more fully
-- to balance periods when some customers are off-line with other customers who are on-line.
Market participants do not have an incentive to cooperate to balance load. Under deregulation,
sellers and buyers seek the best deal for themselves and will not necessarily consider the



needs of balancing and coordination.®* They may withhold capacity and misreport information.*
The failure of the Federal Energy Regulatory Commission to investigate the price spikes of
1998,% its belated recognition of the massive abuses in California,*” and its inability to come to
grips with the problem,®® not to mention the ongoing scandal in natural gas pricing, demonstrate
the folly of relying on after-the-fact investigations of abusive market transactions.*

Moreover, the rules for allocating scarce transmission resources during times of stress
have not been worked out. In a competitive market, some entities gain by hoarding
transmission capacity--in other words, reserving more transmission capacity than is actually
needed to move that firm's power to end use customers. As a result, transmission markets may
appear more constrained to buyers than they are in real physical terms.*® This type of market-
driven behavior, interacting with real, physical transmission constraints, makes it difficult to
determine the true physical condition of the transmission system.

Thus, we have a new market in which a multitude of complex transactions are being
made. One of the most important requirements for coping with this new market situation would
be good information. Unfortunately, such information is not available. There is simply no
centralized, reliable source of information. Information is much more difficult to gather for
system aggregators.** What is more, the information available may be unreliable. Brokers and
facility owners, who seek to maximize profits and are the sources of information, may well have
interests that would be served by skewing information in one direction or another.** After a
decade of deregulation, the Federal Energy Regulatory Commission has yet to create an
information system for assessing the status of the grid or even the actual price of electricity and
natural gas being sold in the market.

DISINCENTIVES TO INVEST

Policymakers compounded all of these problems by rushing ahead with deregulation
where transmission facilities were inadequate and not designed to support the transactions that
policymakers were stimulating. The problem of inadequate capacity was immediately reflected
in both the inability to move power between regions of the country and the existence of load
pockets within regions.*® The inadequacy of transmission is pervasive and widespread.
Policymakers were irresponsible to push deregulation ahead without first ensuring there was
adequate capacity.

It is true that the problem became worse during the transition to deregulated markets as a
number of factors interacted to create a disincentive to expand and maintain transmission
assets.* Incumbent utilities, which were being stripped of their franchise territories, were
reluctant to invest in transmission facilities while the rules were uncertain. Yet the under-
incentive problem is not simply a transitional issue. Since expanding transmission capacity
would facilitate competition with electric utility merchants’ own generation assets, it is not in their
best, private interest, to do so. Merchants in the electric utility industry do not have an interest
in building excess capacity and they bear none of the disruption costs if supply is interrupted.
Worse still, markets are sufficiently concentrated that gaming repeated auctions is a chronic
problem.”® Merchant generators make more money when markets are tight and as they have
shown in California, left on their own they do not maintain sufficient facilities to ensure the lights
don’t go out.



INADEQUATE INCENTIVE TO MAINTAIN FACILITIES

Facing greater pressure on their earnings, an easy way for formerly regulated entities to
maintain profits was to cut back on maintenance. The tendency to scrimp on maintenance is
not solely a function of the transition, however. Whenever competition is introduced into utility
industries, a lowest common denominator mentality takes over. Investments in public
obligations, like system-wide maintenance, are seen as imposing a competitive disadvantage so
such activities go begging.*

In theory, in a competitive market, poor service would induce customers to switch to
different suppliers. In practice, there has been little switching in electricity generation markets,
where competition was supposed to be the most intense. It is very unlikely that there will ever
be competition in the transmission and distribution facilities over which competitively generated
electricity was supposed to flow. The notion that multiple sets of electricity wires will compete
for customers or business is fanciful at best. The burden of inadequate service and poor quality
falls on the public, who as consumers have no choice.

INCREASING NEEDS FOR INCREASINGLY EXPENSIVE EXCESS CAPACITY

Reserve margins and excess capacity emerge as such critically important factors for
maintaining system reliability and for disciplining market power that they deserve to be singled
out for particular attention by policymakers. In a restructured industry, keeping the lights on
involves two problems, not one. Not only must the electrons be available, but the consumer
must also be able to afford to flip the switch on.

Provision for reserve margins is uncertain in a competitive market because the cost of
provision of reserves is unattractive to business interests, unless peak prices are extremely
high. Merchant generators also demand higher rates of return and shorter payback periods,
further increasing costs.*” Consequently, electricity markets free of reserve planning and
coordination may be chronically tight or subject to extreme price instability.

Based on restructured market performance, reserve margins need to be well above
traditional levels of 15 to 20 percent and perhaps as much as 30 percent to prevent the abuse of
market power.*® In addition to the normal operating reserve that the industry has required, there
must also be a competitive, or economic, reserve whose primary function is to restrain pricing
abuse and instability.

SOCIAL AND ENVIRONMENTAL CONSTRAINTS ON TRANSMISSION CAPACITY

A fundamental problem with investment in new transmission is resistance to the building
of additional transmission lines for environmental, health and safety reasons.*”® The social cost
of transmission facilities is far greater than their economic costs. For this reason, scarcity of
transmission in the economic sense is likely to be a permanent part of the industry landscape.

Moreover, the benefits of these shared transmission facilities that support the overall
network are difficult to align with costs. The problem is both geographic, determining which
benefits accrue to which areas, and intergenerational, recognizing that different parts of the
system may benefit differently from the same investment across time. Today’s investment to
serve a long distance transaction may be a core part of tomorrow’s system serving native (local)
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load. The shared nature of the facilities makes it more difficult for private investors to recover
their costs and to overcome the social resistance to the siting of facilities. The shared nature of
the facilities across jurisdictions makes it more difficult to reconcile competing interests.

Such public investment is best carried out within the framework of a comprehensive
plan. Yet, integrated resource planning is harder to implement in the deregulated model, if it is
not abandoned altogether.

FEDERAL POLICYMAKERS ARE HEADED IN THE WRONG
DIRECTION: THEY MUST PUT THE PUBLIC INTEREST FIRST

SLOWING DowN AND CHANGING DIRECTIONS

Policymakers frequently pay lip service to the unique characteristics of electricity, but the
focus on restructuring and creation of electricity markets in the past decade led them to
underestimate the extremely demanding conditions that must be met to deliver electricity
reliably to the public. The wild gyrations of the California electricity markets two years ago,
which were caused in part by the fundamental characteristics of electricity, sent policymakers
scrambling to build in greater protections against market manipulation. The massive black out
in the Northeast once again has policymakers scrambling to assess the state of the
transmission system.

Last year, as policymakers were wrestling with an electricity bill in Washington, we
offered some advice.

Rather than rushing ahead with restructuring and deregulation, Congress and
FERC need to step back and fully understand the implications of the abuses,
operational disruptions, and the financial crisis that has occurred in the electricity
industry. Congress must restore simplicity and transparency to the industry. The
first goal must be to reinforce consumer and investor protections. A
comprehensive review of the national transmission system should be conducted.
Effective mechanisms for planning and expanding the grid should be
demonstrated in reality. Institutions for managing the grid and overseeing trading
should be transfigured before moving forward. *°

This was sound advice when we offered it to the Federal Energy Regulatory
Commission (FERC) and the Congress exactly one year ago and it is even better advice now.
Transmission facilities are critical infrastructure of a modern society and digital economy that
must be dedicated to promoting the public interest. They are part of a shared system in which
the fate of each user and producer is tied to the behavior of others. Deregulation has led to
private profit maximization that has resulted in under-investment in capacity and inadequate
maintenance, causing a breakdown of cooperation and transparency in a network that demands
the utmost coordination.

We take the primary lesson of the decade of deregulation to be that we need to restore
the balance of public and private interests in the electricity sector. Society cannot rely on
private actors to ensure adequate investments are made in vital public goods, such as the
electric transmission grid. The transmission system is a highway, not a market, and should be
developed under a public interest model in which the primary purpose of all participants is to
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ensure reliability and protect the public. The obligation to serve that transmission utilities
properly bear must be matched with a duty to build. Bribing merchants to provide these vital
public goods, such as through "incentive" payments, unbridled expansion into non-utility
businesses, and the auctioning of transmission capacity to the higher bidder, will be particularly
expensive.

Unfortunately, neither the Federal Energy Regulatory Commission nor the Congress has
taken this point of view. Federal authorities continue to plow ahead with their deregulatory
agenda without having adequately studied or addressed any of the fundamental problems that
afflict the transmission grid.

Congress and the FERC have been consumed with creating deregulated markets that
undervalue the importance of the transmission grid. The FERC is trying to impose a complex
“Standard Market Design” on the nation that would allocate transmission resources to the
highest bidder, with no assurances that additional transmission capacity would be built or
adequately maintained. FERC wants to force all electricity providers into regional transmission
organizations (RTOSs) that are dominated by the industry, lack consumer representation and
push state regulators to the side in an advisory committee.

Congress is proposing to allow utilities to diversify into non-utility businesses and form
huge multi-state holding companies by repealing the Public Utility Holding Company Act. This
would subject the utility industry to less oversight, by allowing utilities to play a shell game with
their assets and transferring a vast increase in responsibility to the FERC, which has been
completely unable to deal with the manipulation of markets in the West and the misreporting of
energy prices. Foreign corporations could become the owners of this vital infrastructure. For
reliability, it wants to move from voluntary industry self-regulation to mandatory self-regulation.

RECOMMENDATIONS

Policymakers could have eased the transition to competitive generation markets by
recognizing the physical and institutional infrastructure that would be needed to support greater
competition, but they did not. Perhaps they realized that presenting a true picture of the
difficulty of electricity deregulation would have made it impossible to sell it to the public.
Whatever the reason behind the underestimation of the difficulties of deregulation, the build-up
of problems now makes the implementation of competition a much riskier proposition.* Not
only has the inadequacy of institutions and facilities grown, but also public confidence in the
process has been eroded.

The nation is now deeply divided between approximately one-third of the states —
primarily in the Midwest, Northeast and mid-Atlantic — that have deregulated and restructured
their electric utility sectors, and two-thirds that have not. Although there are a host of complex
reasons behind this division, one cannot help but observe that, on average, those areas of the
nation that remain fully regulated have substantially lower prices and more reliable service.
Moreover, the tight power pools that resisted the blackout existed long before deregulation.
Effective management of the grid does not require deregulation of either generation or
transmission; on the contrary it is made more difficult by deregulation.

For the past decade, policymakers and regulators in Washington, D.C., and the
Northeast have spent a lot of time trying to make the new electricity markets work. At the same
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time, they have neglected to upgrade and maintain a reliable electricity transport system.
Congress and the FERC should devote all of their energy to studying, strengthening and
managing the interstate transmission system — to promoting the public interest, not the profits of
merchant generators and transmission owners.

Congress and FERC are headed in the wrong direction. CFA and CU recommend that:
» Congress not repeal the Public Utility Holding Company Act.

» Congress pare back the Electricity Title of the Energy Bill to a reliability-only title.
Both the physical and institutional infrastructure of the industry needs careful study
and consideration.

» Congress require a comprehensive survey of the national grid, since such a survey
has not been conducted in forty years. It should identify the upgrades that are
necessary for reliability and those whose primary purpose is to expand transactions.

» Congress study the question of how best to establish standards and regulatory
oversight over privately owned transmission lines. Voluntary self-regulation has
been uneven and inadequate. Mandatory self-regulation is little better. More public
oversight is necessary.

» Congress examine new institutions that can reconcile the interests of the states and
include representation of consumer interests. FERC'’s proposal for regional, quasi-
voluntary institutions of nebulous authority and ill-defined rights and responsibilities is
not a solution.

» Congress require a framework for comprehensive planning that considers all
alternatives. It should get serious about energy efficiency, like mandating higher
minimum standards for air conditioners, which would reduce the demands on the grid
at its most vulnerable times, hot summer days. It could also give a boost to local
(distributed) generation, which has the double benefit of adding generation resources
to the system while not using the long distance transmission lines, whose failure
triggered the recent black out.

 FERC abandon its Standard Market Design.
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