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| State regulators can manage the transition to retail

competition in a way that achieves the huge efficiency

customers and IPPs.
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| gains that retail competition can bring and is politically

| achievable. The strategy? Deregulate quickly, with a short
- transition period for large customers, and spread the pain

. of paying for stranded investment among utilities,

_ ﬁ t the heart of the controversy

over retail competition in the
electricity industry is a very large
number: roughly $250 billion.
That's a ballpark estimate of the
write-offs utilities would face if
they had to sell all of their power
at long-run marginal cost tomor-
row, had no change in their cost
structure, and marked all their as-
sets to current market value. That

| compares to the book value of the

equity of all investor-owned utili-
ties of around $175 billion, and a

market value that was around
$300 billion not long ago, but has
dropped to around $250 billion as
investors confront the growing
likelihood of large utility
writeoffs.!

This $250 billion estimate
largely reflects sunk costs: It'sa
bill for money that has already
been spent. If retail competition
and its close substitutes could be
deferred forever, electricity cus-
tomers would pay the full cost. If
full market competition could be
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introduced tomorrow, utility in-
vestors would pay most of this
cost. If market competition is
phased in over a period of time,
the cost will be split between util-
ity investors and electricity cus-
tomers. We are in the early stages
- of along battle over who pays the
~ huge bill for past utility ineffi-

| ciency, as the industry makes the

' transition to retail competition.
his article outlines a strat-

: egy for FUCs to manage the
' transition to retail competition in

. away that is both theoretically

. sound and politically achievable

- — that achieves the huge effi-
ciency gains that retail competi-

_ tion can potentially bring, and can
produce political support from
enough interested parties so that
rapid deregulation will be politi-

. cally practical. The efficiency
strategy is simple: deregulate

i quickly. It seems technically and
logistically feasible to deregulate
retail sales to large customers

. within one to two years, and to
small customers within five to

| eight years. Only retail competi-

| tion can force utilities to bring

. their operating costs down to mar-
| ket-clearing levels, on pain of los-
| ing customers.

A PUC should announce a lim-
ited transition period, after which
customers can buy power from
any supplier they choose, with
power transmission over utility
lines at PUC- or FERC-approved
rates that treat all generators
equally, including an integrated
utility’s own plants* PUCs and
| FERC should also encourage utili-
ties to deintegrate. Vertical deinte-
| gration will speed development

of a fully competitive wholesale
market, and reduce the need for
inevitably imperfect regulatory
oversight of transmission pricing.
The details of how a competi-
tive retail market is structured are
decidedly less important than that
retail competition be introduced
promptly. Regulators should let
| the two principal models of retail
competition — direct trading and
the central pool approach — coex-
ist and compete with each other.
That will let market forces deter-
mine the winner, or the winning
mixture. Probably, if regulators
don't force trading into one mold

| Veertical deintegration
- will speed development
of a fully competitive
wholesale market.

or the other, a complex mixture of
both types of trades will soon
emerge, as it has for trading of
common stocks and agricultural
commodities.

The political strategy is to
spread the pain of sunk costs so
that large and small customers
and better-managed utilities will
| be winners. This will leave
| weaker utilities and those who
| now feed at the utility subsidy
trough — principally demand-
side management (DSM) support-
ers and independent power pro-
ducers (IPPs) who now sell power
to utilities at above-market rates

— as the hopefully manageable
political opposition.

Others have argued that the
best strategy is to ignore sunk
costs, and let them fall where they
may. This produces optimal util-
ity incentives to cut costs during
the transition period and avoids
costly rent-seeking battles over
the prudence of the utility’s past
investments.’ But ignoring sunk
costs guarantees fight-to-the-
death opposition from utilities
that will delay retail competition
and its accompanying benefits.
Spreading the pain of paying for
past mistakes will increase politi-
cal support for deregulation and
let it proceed more rapidly. As
discussed below, partial transition

| compensation, designed so that
| utilities benefit from their own

cost-saving efforts, can also pro-
duce optimal utility incentives to
cut costs during the transition pe-
riod and involve low rent-seeking
costs.

I. Utilities: Making the Best
of a Bad Situation

Under any deregulatory
scheme, utility investors will bear
a significant fraction of utility
sunk costs. First, they don't vote,
and electricity customers do. Sec-
ond, for every dollar of sunk cost
that is loaded on to utility inves-
tors, the federal government pays
roughly one-third by forgoing in-
come taxes that the utility would
otherwise pay. For state regula-
tors, that wealth transfer from the
federal fisc is found money.
Third, PUCs and state legislators
can easily blame high-cost utilities
for having let their costs escalate.
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The blame-the-big-utility story is
not only politically attractive (and
inevitable for that reason alone) —
it's at least partly true.*

One might ask, then, why don't
investor-owned utilities fiercely
oppose retail competition in all
shapes and forms? Why are some
of them trying to manage the tran-
sition rather than simply fight it?
Some utility executives are fight-
ing the transition. But others un-
derstand that this is a fight they
can't win. Even if they delay re-
tail competition for a while,
they’ll still get killed by its close
substitutes. One substitute is self-
| generation or cogeneration by
large users, with surplus power
sold back into the grid. The sec-
ond, and the real killer, is munici-
palization.

et me offer two municipali-

zation anecdotes. The first
involves Long Island Lighting
Company. LILCO sells power at
remarkably high rates: around
15¢/kWh. LILCO spent %6 billion
building the Shoreham nuclear
power plant, and then shut it
down without ever generating
power, because, in short, the good
citizens of Suffolk County refused
to develop an emergency evacu-
ation plan and the Nuclear Regu-
latory Commission wouldn't let
the plant operate without such a
plan. As part of the political com-
promise to close the Shoreham
plant, the New York PSC prom-
ised that LILCO could recover
about half of the 56 billion cost
through phased-in rate increases.
But while the citizens of Suffolk
County were delighted to see
Shoreham closed, they weren't

happy about paying for even part
of the cost of building it. The Suf-
folk County executive recently
proposed to turn Suffolk County
into a municipal power authority,
which will buy wholesale power
at market prices.” This could re-
duce the rates paid by Suffolk
County homeowners from 15¢ to-
day, and 17¢ when Shoreham
costs are fully phased in, to as low
as 7¢. That has obvious political
appeal, and it doesn't involve con-
ventional “retail wheeling” at all.
It’s too soon to tell whether the

| Suffolk plan will succeed. But the

Close substitutes for
direct retail competi-
tion are building too
much momentum to

be stopped.

odds that customers will ever pay
an appreciable fraction of Shore-
ham'’s cost seem remote. The best
LILCO can expect is a compro-
mise in which Suffolk receives
lower rates in return for staying in
the LILCO system. And whatever
rate cuts Suffolk achieves, Nassau
County (LILCO's other major
service territory) will demand as
well.

Second example: 1 understand
that Ford Motor Company is qui-
etly going around the country
and offering the mayors of towns
where its plants face high electric
rates the following deal: You

agree to turn your town into a
municipal utility. We'll do the pa-
perwork, we'll fight the legal bat-
tles, and your residential electric-
ity rates will drop by, say, 25
percent. No muss, no fuss, just
cheap electricity. To no one's sur-
prise, Ford has found some eager
takers. Once that happens, it
makes little difference whether
the town actually municipalizes,
or instead strikes a deal with the
utility for reduced rates in return
for staying in the utility system.
The effect is the same: lower
prices and someone else pays the
utility’s sunk costs. Other large
firms are pursuing similar strate-
gies.®
. Firms can also use the threat
of municipalization to win
lower rates for themselves. This
could help to explain the recent
deal between Detroit Edison and
the Big 3 US. automakers, where
the automakers achieved lower
rates but promised to stay with
Detroit Edison as a supplier for
the next 10 years. From Detroit

Edison’s perspective, it was appar- |

ently better to lose some revenue
on sales to the Big 3 than to risk
losing Detroit.”

These close substitutes for direct
retail competition are building too
much momentum to be stopped.
With billions of dollars to be
gained just by shifting power sup-
pliers and leaving your old sup-

plier to eat its bloated costs, indus- |

try and municipalities will find a
way to capture the potential sav-
ings, just as they did for natural
gas.®

Some utilities are managing
rather than fighting the transition
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to market competition for a sec-
ond reason. The $250 billion
write-off estimate assumes no
. change in utility cost structures.
- That's a silly assumption. Billions
of dollars in annual operating ex-
penses can be taken out of utility
costs. Some of those dollars are al-
ready being taken out, as utilities
around the country prepare for
competition. Increasingly utilities
are turnming down rate increases or,
like Detroit Edison, offering rate
cuts, and then cutting their own
costs, because they know that
higher rate won't stick for long.
ome utility costs, especially
Sin California and New York,
are attributable to power supply
contracts that utilities signed with

IPPs at PUC-prescribed rates that

far exceed current market rates.
| Just as utility shareholders won't
- escape unscathed, these over-

priced contracts won't escape the
move to retail competition un-
touched. The lesson from the ura-
i nium contracts of the 1970s and
| the take-or-pay gas contracts of
| the 1980s is that purchasers can
negotiate or litigate their way out
of paying at least some of these
costs.” That will be a further
source of savings to consumers
and utility investors, and a further
efficiency gain as high-cost suppli-
ers shut down.

With a combination of —

(i) some ability to recover sunk
costs from customers, especially
small customers, during the tran-
sition period;

(ii) some ability to reduce their
own costs;

(iii) some ability to cut contrac-
tual payments to IPPs;

| petition untouched.

(iv) the enticing prospect of
shedding the delays and large
costs of getting regulatory ap-
proval for everything utilities
now do;

(v) the equally enticing prospect
of limiting their exposure to fu-
ture regulatory disallowances;

(vi) the opportunity for well-
run utilities to form unregulated
subsidiaries that can compete in
the service territories of other utili-
ties and keep any above-market
returns from doing so;

(vii) the inevitability of some
write-offs no matter what utilities
do; and

Overpriced IPP
contracts won't escape
the mouve to retail com-

(viii) the political risks in fight-
ing deregulation when one’s as-
sets and costs remain vulnerable
to prudence review — it can be ra-
tional for utilities to support a
rapid move to retail competition
for large customers (who can
threaten to self-generate or to
sponsor municipalization efforts),
and a somewhat slower move to
retail competition for small cus-
tomers (which gives the utility
time to recover some sunk costs
from small customers). The re-
cent direct access proposal by the
California Public Utilities Com-

mission, while understandably

sketchy on the details of imple-
mentation, offers a fine roadmap
for implementing retail competi-
tion."" Early signs are that the
CPUC proposal may prove ac-
ceptable to utilities, which must
choose from among unpleasant al-
ternatives.!!

II. The Efficiency Gains from
Deregulation

The $250 billion write-off esti-
mate is central to the retail compe-
tition debate not just because of
the battle over who pays it. We
have long known that rate-of-re-
turn regulation dampens the pow-
erful incentives to improve effi-
ciency that a competitive market
offers. Incentive regulation can
help, but every incentive system
vet designed can be gamed in one
way or another. Moreover, in
many states, legislators and utility
regulators have micromanaged
the resource procurement process.
All too often, regulatory decisions
have advanced political ends
while increasing customer costs.

The twin problems of imperfect
incentives and imperfect regula-
tion are endemic to the regulation
of monopoly. But, until recently,
we couldn’t measure the effi-
ciency losses from rate-of-retum
regulation of electric utilities. To-
day, with the emergence of a com-
petitive wholesale electric power
market, we can estimate the effi-
ciency losses, and the estimate is
staggering. Roughly speaking,
it's the same $250 billion for the
United States. The logic behind
this inefficiency estimate is sim-
ple: If utilities were already oper-
ating efficiently, no write-offs or
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reductions in operating costs
would be needed to bring their
costs down to competitive levels.
To capture the same number in a
different way, customers would
be paying $25-30 billion per year
less for electricity in a competitive
system than they are now paying.
Utility bills would drop about 15
| percent on average — far more in
some geographic areas; not at all
| in others.

here is not a dollar-for-dol-

lar correspondence between
past inefficiencies and the write- |
off estimate. The problem of
measuring past and current ineffi-
ciency is much more complex
than that. The write-off estimate
overstates utility inefficiency in
some respects and understates it
others.” But there is a rough cor-
respondence between the two,
{ and by any measure, the ongoing
| waste in electric power genera-
tion is massive. What should be
driving the move to market com-
| petition, at both the wholesale
and retail level, is recognition that
| theold system produced and con-
tinues to produce huge ineffi-
ciency. The sooner we can move |
to full competition, the sooner we
can squeeze inefficiencies out of
| electric power generation and dis-
tribution, and the sooner we can
generate market incentives for fur
ther efficiency improvements.

Competitive wholesale markets

are wonderful. Properly run, they
can squeeze out much of the
waste in power production. But
they're only half the story. First,
resource procurement remains
heavily politicized in many states,

with producers competing for

| preferences of various kinds. As

| customers. A monopoly utility

long as a monopolist controls cus-
tomer access to power, regulators
can insist that utilities buy power
from politically preferred suppli-
ers at prices far above market. Ex-
perience with PUC-mandated
“standard offer” contracts at close
to twice market rates in California
and with New York's infamous
“6¢ law” shows that this is a seri-
ous risk. Retail competition can
ensure that power producers com-
pete based on cost and reliability,

The sooner we can |
move to full competi-
tion, the sooner we can
squeeze inefficiencies
out of electric power
generation and
distribution.

not on political clout — or, at
least, that subsidies be made ex-
plicit through surcharges on trans-
mission or distribution.

Second, it's the prospect of retail
competition that is spurring utili-
ties to cut costs and reduce rates,
and thereby already bringing
benefits to both large and small

needn’t worry much about exces-
sive operating costs for plants that
are already in the rate base, nor
about excessive distribution and
transmission charges. Yet there is
no reason to think that utilities are

| have become an integral part of

| emerge most quickly if utilities

more efficient at distribution than
they have proved to be at power
production.

Some distribution inefficiencies
are obvious, as when high retail
rates can be traced in large meas-
ure to high distribution and trans-
mission charges or high levels of
general corporate overhead."
Other inefficiencies are more sub-
tle, such as the virtual absence of
time-of-day pricing for most cus-
tomers, or the total absence of mi-
croprocessor-based controls to

help customers manage power
use, long after microprocessors !

automobiles and hundreds of
other consumer products.
o be sure, utilities are likely

Tto retain their distribution
monopolies for small customers
for the foreseeable future. This
will dampen their incentives to
improve distribution efficiency.
But retail competition will cause |
utilities to (i) lose most of their
power to impose cross-subsidies
running from large to small cus-
tomers, (ii) unbundle distribution
charges from transmission and
generation charges, thus high-
lighting interutility differences in
distribution charges; (iii) risk by-
pass by large customers if they
levy high common charges on
those customers; and (iv) become
more vulnerable to competitors of-
fering to buy and run their distri-
bution systems. These changes
will put substantial pressure on
utilities to cut general overhead
and distribution costs.

Third, fully competitive whole-
sale and retail markets will |
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voluntarily deintegrate. A utility
that must generate power at regu-
lated rates, transmit its unregu-
lated competitors’ power at regu-
lated rates, and face PUC and
FERC scrutiny of the conflict-of-
interest laden transmission

. charges it proposes for itself and
its competitors may well decide to
! spin off either its generation or its

i transmission and distribution as-

| sets. Thus, retail competition

. can spur deintegration, which

i will strengthen wholesale and re-

! tail competition, which will spur
more deintegration, in a virtuous

- cvcle that can quickly end with
fully competitive retail and whole-
sale markets.

I1I. Allocating Sunk Costs

How should a deregulation
minded PUC allocate the legacy
of past and present inefficiency
among customers, utility inves-
tors, PURPA suppliers and oth-
ers? The central principles should
be to move fast and ensure that all
customers are net winners.

. Move fast, because that will ac-
| celerate the savings from squeez-
| ing out the inefficiencies that are

| still in the system. Here the
CPUC's proposed timetable —
very quick deregulation for large
industrial and commercial cus-

| tomers), and full deregulation of
individual households in about
eight years — seems reasonable.
It is hard to see how the logistical
and marketing hurdles for resi-
dential direct access can be sur-
mounted in less than five years or
s0.

During the transition period,
small customers are at risk. Large

customers will pay competitive
prices sooner than small custom-
ers, because they can more easily
leave the utility system, or
threaten to leave to obtain rate re-
ductions. The utility will do its
best to load the sunk costs that it
can no longer recover from large
customers onto small, captive cus-
tomers.

I think it essential to the politi-
cal viability of retail competition
that all customers be net winners,
even during the transition period.

| Otherwise, small customers may

It is essential to the
political viability of
retail competition that
all customers be net
winners, even during
the transition period.

lose in the short run as utilities
shift sunk costs onto them. Small
customer opposition, combined
with the inevitable opposition
from current subsidy recipients,
could slow the move to market
competition.

To forestall utility efforts to shift
sunk costs during the transition
period, PUCs should insist that
small customers pay, in addition
to the market cost of power, only
their proportionate share of the
costs of past inefficiency. If small
customers pay only their share of
past excess costs, they will

quickly realize savings, as utilities
cut their operating costs in antici-
pation of full retail competition.
That, plus the promise of paying
true market rates of around
6¢/kWh once the transition pe-
riod is over, should quickly in-
duce political support from small
customers, and from politicians
anxious to please their constitu-
ents.

In addition, PUCs that have

approved subsidized residen-

tial rates, funded through higher
industrial and commercial rates,
will soon lose most of this cross-

| subsidy power. Losing a cross

subsidy will have the same effect
on small customer rates as utility
efforts to shift sunk costs onto

| small customers. To the extent

possible without losing utility po-
litical support, the PUCs should
ensure that small customer rates
do not rise in the short run, de-
spite the lost cross subsidy. This
will reduce the rate at which utili-
ties can recover sunk costs, for
which the political tradeoff might
be a longer transition period dur-
ing which sunk costs can be recov-
ered.

The policy of not shifting sunk
costs and, if possible, protecting
residential customers against the
loss of cross subsidies is premised
on the political necessity of pro-
curing small customer support. I
make no claim that this is “fair,”
whatever that might mean. Small
customers did not deserve to
have their rates subsidized by
large customers, and will soon
lose that cross subsidy whatever
PUCs do. But that will not make
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themn any happier about paying
higher rates.

The fraction of sunk costs that
utilities can recover during the
transition period will vary from
utility to utility and state to state.
For example, Utility A, with cur-
rent rates 1¢/kWh above competi-
tive levels, is likely to recover a
higher fraction of its sunk costs
than Utility B, with current rates
4¢ /kWh above competitive lev-
els, because Utility B's high rates
will attract competition sooner.
This has rough justice to it: It's
likely that Utility A was better
managed than Utility B.”

tility investors and non-

Uutilit}.r generators will have
to bear the sunk costs that custom-
ers — large and small — don't
pay. But, as discussed above, that
needn’t preclude utility support
| for retail competition. The utility
must weigh the losses from de-
regulation against the potential
gains from deregulation, plus the
losses it will incur as its rates
come under pressure under alter-
natives to retail competition.
High-cost Utility B, for example,
is at high risk from substitutes for
retail competition and for regula-
tory disallowance of some of its
costs.'® Thus, it may support re-
tail competition, despite large ex-
pected write-offs.

If the principle that small cus-
tomer rates shouldn’t increase is
adhered to, both large and small
customers should favor retail
competition, though | have no
confidence that customer groups
will quickly realize this. They
will worry about whether their
constituents will bear a dispropor-

! proved operating efficiency dur-

tionate share of the cost of past
and present inefficiency. Perhaps
too, their leaders, who often nei-
ther trust nor understand mar-
kets, will be mesmerized by envi-
ronmentalist claims of massive
market failure in the electricity
market that can be remedied only
by massive subsidies for conserva-
tion, which require preserving the
utility monopoly. But small cus-
tomers can be won over, if a PUC
announces and follows a policy of
not shifting sunk costs onto small
customers.

Beyond the principle that de-
regulation should proceed
quickly; the policy, bomn of politi-
cal necessity, that small customers
shouldn’t lose; and the need,
again premised on political neces-
sity and not on faimess, for utili-
ties to recover enough sunk costs
to win their (perhaps grudging)
support, it matters little how
much of their sunk costs the utili-
ties recover.

The sunk cost recovery rule
should, however, maximize utili-
ties’ incentives to swiftly improve
their operating efficiency. Utilities
should keep the savings from im-

ing the transition period. Con-
versely, utilities that are slow to
cut costs should face larger write-
offs. Ideally, a utility’s sunk cost
recovery should be independent
of its future actions, so that at the
margin it keeps any cost savings it
can generate and bears dollar for
dollar any excess of its own costs
over competitive levels. The ap-
proach proposed here — a finite
transition period after which the
utility is fully exposed to market
competition — will largely accom-
plish this.

The sunk cost rule should also
be cheap to administer. Only law-
yers and consultants win from fa-
cility-by-facility litigation over
how much of a utility’s past costs

| were justified and therefore recov-

erable. Such fights will consume
both dollars and scarce utility and
PUC attention that is better de-
voted to managing the transition
to competitive power markets.
The finite transition period ap-
proach advocated here will ac-
complish this as well. Utilities
will recover whatever they can
during the transition period, and
then no more. There will be a one-
time fight over the length of the
transition period, but no plant-by-
plant review of past utility actions.

IV. The Inevitable Opposition:
Environmentalists and
High-Cost IPPs

If small customers and at least
some utilities can be convinced to
support retail competition, that
leaves high-cost IPPs and some
environmental groups as the prin-
cipal opponents of retail competi-
tion. These unlikely bedfellows
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share a common desire to pre-
serve the utility’s monopoly over

| local service in order to preserve

the subsidies they now receive.
High-cost IPPs’ interest in pre-
serving the utility monopoly is ob-
vious. Their above-market con-
tracts are at risk if utilities can no

| longer pass above-market costs
! on to consumers. Within the uni-

verse of wholesale power produc-
ers, a natural fault line is already
forming between suppliers who
believe that they can profitin a
truly competitive wholesale mar-
ket — many of which support re-
tail competition — and those who
aren’t competitive, know it, and

+ implacably oppose retail competi-

tion.
E nvironmentalist opposition
stems from two perfectly
understandable sources. First, en-
vironmentalists basically don’t
want cheap electric power. Lower
prices mean more consumption
and, the environmentalists as-
sume, more pollution. (As dis-
cussed below, that assumption

| may not be correct.) Environmen-

talists justify high prices by citing
supposedly massive environ-
mental externalities from power-
plant pollution, but their bottomn
line is a preference for high prices.
Second, environmentalists want
to preserve utility DSM programs
in which utilities, encouraged by
PUCs, subsidize investments in
conservation by power customers
(sometimes called buying
“negawatts”). The utility then re-
covers the DSM subsidy through
higher rates. DSM programs are a
massive bet that the utility can
find cost-effective opportunities

to save energy that its customers
have missed. If the bet is correct,
utilities and customers both
profit. 1f the bet is wrong, con-
sumers pay the bills. Either way,
rates go up and electricity con-
sumption goes down.

There is an irreconcilable ten-
sion between retail competition
among power producers, and
large-scale utility DSM programs,
especially programs targeted at
large customers. We can have re-
tail competition or we can have
large-scale DSM, but we can't
have both. For reasons that Rich-
ard Pierce and ] have developed
at length elsewhere,'” I think this
choice is easy: We ought to
choose competition, and consign
most current negawatt programs
to the dustbin of bad ideas. In
particular, many of the market
failures that negawatt proponents

Will competition also strand deserving DSM programs?

cite to justify conservation subsi-
dies vanish on close analysis.
Many reported dollar savings
from DSM reflect a combination
of overestimating energy savings,
counting only some of the costs of
achieving those energy savings,
and overestimating the dollar
value of the energy savings.”
Moreover, even if DSM produced
all the benefits its supporters
claim, those savings would still be
swamped by the massive savings
that market competition can pro-
duce.

Some forms of utility-financed
DSM can survive. Unsubsidized
conservation programs, paid for
voluntarily by participants and
only by participants, can survive.
But they will have to meet a mar-
ket test. Utilities and other
negawatt providers will have to
eat their own mistakes. DSM tar-
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geted at small customers, paid for
through a PUC-approved sur-
charge on distribution rates, can
also survive. However, the un-
bundling of utility charges that
will accompany retail competition
will make the surcharge more vis-
ible than it is today, which is likely
to make large DSM surcharges
less politically viable.”

| V. Objections to Retail
Competition

Opponents raise four main ar-
guments to retail competition, in
addition to reduced utility ability
to subsidize conservation invest-
ments. None stands up to analy-
515.

A. Reliability

Opponents argue that a fully
competitive market will reduce
the reliability of electric service.
Competition seems more likely to
improve reliability. First, in a com-
petitive environment, more cus-
tomers will choose interruptable
or capped service in return for
lower rates, which will improve
reliability for customers who
want noninterruptible service.
| Second, power plant outages
| should be less common in a com-
petitive market than today. A
regulated monopolist continues
to earn a return on out-of-service
assets; an unregulated producer
doesn’t. Aregulated monopolist
keeps its customers despite bad
service; an unregulated producer
doesn’t.¥

Opponents also worry that if
the utility loses its monopoly it
won't be able to maintain reserve
capacity to meet demand spikes.

But peaking service — service
available when other power
sources are already being used —
is a market service like any other.
Suppliers will provide peaking
service if there is demand for it,

| justas some firms today special-

ize in emergency backup com-
puter service. For example, today
many businesses, hospitals, etc.
maintain almost-never-used emer-
gency back-up generators. One
can readily imagine an entrepre-
neur using this largely wasted re-
source to sell peaking or backup
service to firms that now can't af-
ford it or to a distribution utility.

Uneconomic bypass is
possible, but unlikely
to be economically
significant.

| Or perhaps pumped storage will

move off the drawing boards and
into actual use.”

In the end, the claim that a com-
petitive market will produce less
reliability than regulated monop-
oly presumes a market failure in
the market for reliable electric
service that is large enough to out-
weigh the stronger incentives of
competitive producers to provide
reliable service. This is conceiv-
able, but unlikely. There are net-
work externalities in producing re-
liable service, but the principal
exterriality involves intercon-

| nected transmission grids, which

no one proposes to disconnect,
rather than power generation.”

Two analogies. The deregulated
natural gas industry sailed
through the tough winter of 1993-
94 with no problems. In contrast,
some electric utilities faced
weather-related shortages, as did
the price-regulated natural gas in-
dustry during the last similarly
cold winter of 1977-78.2 And any-
one who thinks a monopolist is in-
herently more reliable than com-
peting producers hasn't recently
compared the Postal Service to
Federal Express and UPS.

B. Uneconomic Bypass

" A second complaint raised by
opponents is that of “uneconomic
bypass” — some customers will
leave the utility system when it is
economically cheaper for them to
continue to be served by the util-

| ity. This is economically implausi-

ble. In a fully competitive market,
if the utility is the lowest-cost serv-
ice provider, it should be able to
keep the customer by offering
lower rates.”

During the transition to full
competition, uneconomic bypass
is possible, but unlikely to be eco-
nomically significant. Uneco-
nomic bypass can result when (i)
a competitor’s cost to deliver
power is higher than the utility’s
cost to deliver power from the
plant that is replaced by the by-
pass, but (ii) the competitor can
nonetheless undercut the utility's
price. Bypass, however, will lead
the utility to shut down its high-
est-cost facilities first. Thus, the
primary factual setting for uneco-
nomic bypass is: (i) a utility

1
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charges rates well above marginal
cost, due to large sunk costs; (ii)
despite these high sunk costs,
which are evidence of past ineffi-
ciency, the utility is so efficient
than the competitor’s cost ex-
ceeds the utility’s cost to run gven
its highest-cost facility; and (iii) the
utility is unwilling or unable to

. cut its rates by enough to retain
i Customer C, lest it have to cut

rates to other customers as well.

. This will be rare indeed.

Uneconomic bypass is possible
in a few other specialized circum-

| stances.® But the basic point re-
| mains: Uneconomic bypass can

occur only in specialized factual

| settings, and thus is unlikely to be
| economically significant. More-

| over, any uneconomic bypass that
| exists argues not for continued

regulation, but for rapid deregula-
tion so that the utility’s rates will
reflect its true marginal costs.
Given overall utility ineffi-
ciency, reflected in today’s above-
market rates, situations where a

| utility system might be bypassed
| where it is more efficient for the

customer to remain in the system
are surely swamped by situations
where bypass would be efficient
because the new producer has
lower costs which cannot be
achieved because of regulatory ob-
stacles. The real problem today is
not uneconomic bypass but uneco-
nomic nonbypass.

C. Cherry Picking

A further complaint levied
against retail competition is that
producers will “cherry pick"” a
utility’s best customers. This com-
plaint lacks substance. For a vari-

ety of reasons, large customers are
cheaper to serve than small cus-
tomers. In a competitive market,

i lower cost of service will lead to

lower electric rates. But large cus-

| tomers won't be served for less

than the cost of serving them, nor
will small customers be charged
more than the cost of serving
them. The former is a prescrip-
tion for losing money; the latter is
a prescription for losing custom-
ers. Competition will eliminate
cross subsidies from large custom-

ers to small customers (or vice-

Competition will
eliminate cross
subsidies from large to
small customers—it
will not lead to new
cross subsidies.

versa); it will not lead to new
cross subsidies going in a differ-
ent direction.

D. Power Plant Pollution

Lower prices and no subsidies
for conservation will mean more
consumption of electricity.

Should we worry that they will
mean overconsumption of electric-
ity? Power plants do, after all,
pollute. Shouldn’t regulators take
pollution harm into account in as-
sessing the desirability of retail
competition?

The short answer is no, PUCs
shouldn’t take environmental ex-

ie

ternalities into account because
they are already internalized in
other ways. As Richard Pierce
and I have argued at length else-
where, based on the best available
estimates of pollution harm, the
harm from power plant pollution
is largely internalized by virtue of
fuel taxes and other market-based
environmental regulation already
in place, and state PUCs can do
very little to internalize any re-
maining harm. They’re simply
the wrong agency, with too nar-
row a jurisdiction.”

ollution is not zero. Pollu-

Pﬁcm harm is not zero. But
power plants already pay a mar-
ket price for their emissions that
forces producers and customers
to internalize that harm. No fur-
ther PUC regulation is needed,
whether through environmental
adders or other means.

The principal potential excep-
tion to the internalization of pollu-
tion harm is greenhouse gases.
Here, however, we can sidestep
the ongoing debate about the
magnitude of harm from global
warming. Global warming is a
global problem requiring a global
response. The benefit to any one
state from reducing COz or meth-
ane emissions is virtually zero.
The reductions will be spread
around the globe. If the citizens

| of California, say, want to help

other people around the world,
that's a worthy goal. Butthat'sa
political decision, not a PUC deci-
sion. And one suspects that there
would be little public support for
more foreign aid to be provided
by individual states, let alone aid
to be delivered in the peculiar
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form of lower greenhouse gas
emissions.

One can take the case for PUC
unconcern with power plant emis-
sions a step further. Full market
competition may well, over the
next 10-20 years, lead to lower to-
tal harm from power plant emis-
sions. Retail competition will ac-
celerate the replacement of old,
high heat-rate plants, many of
which are subject to minimal envi-
ronmental controls, with new,
more efficient, low-polluting
plants. Total power plant emis-
sions could well decline, despite
increased consumption. More-
| over, lower electric prices will
cause some energy customers to
replace direct burmning of fuel with
electric power. This energy
source substitution will also re-
duce pollution.

he careful modeling needed

to predict reliably whether
fully competitive power markets
will in fact reduce pollution over
the next couple of decades has not
yet been performed. The results
will surely depend on the pollut-
ants, and on the type of capacity
being replaced and added. None-
theless, one can make some gen-
eral predictions. Retail competi-
tion cannot increase or decrease
total power plant emissions of SOz,
because the federal SO market-
able permits plan caps total
power plant emissions. Any sub-
stitution of electric power for
other burming of sulfur-contain-
ing fuels will reduce non-power
plant emissions. Retail competi-
tion seems likely to reduce NO,,
VOC, and particulate emissions in
many areas of the country, due to

a combination of EPA require-
ments that new power plants lo-
cated in ozone nonattainment ar-
eas offset their NOx and VOC
emissions with reductions by
other sources, and faster replace-
ment of very dirty old plants.
Greenhouse gas emissions are
likely to increase slightly, though
this depends on how quickly nu-
clear plants (which have zero
greenhouse gas emissions) are dis-
placed, and on the mix of coal

and natural gas in new power
plants (coal produces much more

CO2 per kWh).

| VI. Central Pool vs. Direct

Trading

There are two competing mod-
els of how retail competition
should be implemented. The first
is a standard direct trade model,
in which a supplier and a cus-
tomer enter into an agreement for
electric services. In this model,
the supplier arranges for “wheel-
ing"” of power over electric wires
to the customer. This model treats
as a manageable complication the

problem of loop flow — that once
electric power leaves the power
plant, the laws of physics, rather
than of contract, determine where
within the power grid it ends up
— and the related problem of
transmission line congestion.
That assumption may be a reason-
able one in areas of the country
where most transmission lines are
not congested.

he second approach is Wil-

liam Hogan's “central pool”
model. In Hogan's model, all
power producers sell power toa
monopoly transmission utility
(“Poolco”) at spot market prices.

As with direct trading, transmis-

sion and distribution can be lo- t
cated in separate entities. Foolco |

can own transmission lines itself
or, in effect, rent them from utili-
ties. Poolco would charge rates
that equal its cost to purchase
power plus a regulated markup
to cover transmission costs. A
power producer can offer power
supply to a customer (or a distri-
bution utility) at a different price
than Poolco charges by entering
into a side contract with the cus-
tomer for payment of the differ-
ence between the price charged by
Poolco and the contract price.”
The similarities between the
two approaches far outweigh the
differences. If wholesale markets are
fully competitive, transaction costs
are zero, and regulators faithfully
seek efficiency in electric power pro-
duction and use, the two approaches
are equivalent. We are in a Coas-
ean world® where relative trans-
action costs and relative risk of in-
efficient regulation determine

which approach will work best.
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It is likely that neither direct
trading nor the central pool is a
clear winner in all circumstances.
| My own best guess is that direct
| trading — in which contracts with
pool-like features will surely
evolve over time — is probably
the better default regime if conges-
tion is relatively low, or a short-
term problem that can be solved
by building more transmission ca-
pacity. In contrast, a pool is prob-
ably the better default regime un-
der conditions of sustained
transmission line congestion.

Given uncertainty about which
approach will work best, regula-
tors should strive to let the mar-
| ket decide the issue. Ina world
| where the default regime is direct
trading, power producers and
utilities can (albeit with nontrivial
coordination costs) develop a
pool if there are competitive ad-
vantages to doing so. Regulators
should facilitate establishment of
pooling arrangements to compete
| with direct trading, if private ac-

tors are willing to take the lead in
setting up a pool.

Conversely, if regulators make
the central pool the default re-

| gime, they should make it nonex-

clusive so that it must compete
with direct trading. If the pool is
more efficient, it ought to win the
competition.

f the two approaches are al-

lowed to compete, electricity
markets are likely to evolve to-
ward a hybrid approach. Stock
markets offer a useful analogy. To-
day, most small stock trades are
handled rapidly and automat-
ically, in both dealer and auction
markets, through centralized ar-
rangements that are analogous to
pooling and economize on trans-
action costs. At the same time,
large trades are mostly negotiated
off the exchange in transactions
that are analogous to direct trad-
ing. As in electric power markets,
there is an important network ex-
ternality — involving trade trans-
parency — that requires regula-

|

|
|

tory oversight. Overall, the com-
plex mix of on- and off-market
trades defies any attempt to offer

| asingle model of how to effi-

ciently trade common stock.
Three important regulatory fea-
tures affect the relative merits of
the two approaches, and reinforce
the value of letting market evolu-
tion determine the winner, or the
winning hybrid. First, the pool
approach is complicated, and will
likely produce a longer transition
period — which may be the (un-
stated) reason why utilities and
other losers from full competition,
thus far, mostly favor it. Other
things equal, that's a reason to fa-
vor direct trading as the default

| rule.

Second, to work optimally, both
approaches require a fully com-
petitive wholesale market. Yet we
will continue for some time to
have substantial participation by
vertically integrated electric utili-
ties. Integrated utilities have an
incentive to manipulate claimed

Poolco or direct trading? Wity shouldn’t they coexist?
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transmission costs to benefit them-
selves as power suppliers.
Whether the central pool pro-
duces greater or lesser risk of this
type of self-dealing is likely to de-
pend critically on who controls
Poolco. Current proposals in-
volve making Poolco independent
of both power generators and dis-
tribution utilities, but it is too
soon to tell how ownership will in
fact evolve. A Poolco controlled
by utilities could well produce
more transmission cost manipula-
tion than direct trading with regu-
| latory oversight of transmission
contracts.

hird, transmission will re-

main largely (under direct
trading) or entirely (under a cen-
tral pool) a monopoly. A monop-
oly transmission utility can gener-
ate funds by surcharging all
| power delivered from the pool to
l customers. This gives the losers
| from full competition some hope
| that all will not be lost in the tran-
sition to retail competition. Utili-
ties can hope to recover more of
their sunk costs; environmental-
ists can hope for continued subsi-
dies for DSM and “renewable” en-
| ergy sources and for somewhat
| higher electricity prices; IPPs can
| hope that their existing above-
market contracts will be honored.

It is not immediately apparent

whether a central pool or direct
trading carries greater surcharge
potential. Both involve a monop-
| oly or near-monopoly over trans-
mission, which creates the poten-
tial for surcharge; both involve
complicated jurisdictional ques-
tions about what agency — FERC
or PUCs — has authority over

which specific charges. However,
the losers from full competition
seem thus far to believe that their
chances of preserving subsidies or
recovering sunk costs are higher
with a central pool. That, in turn,
should give pause to others who
are worried about regulatory mis-
use of the surcharge power. If the
central pool is the default legal re-
gime, an important way to limit
its surcharge potential is to allow
competition from direct trading,

| including construction of (largely)

dedicated transmission lines.

VII. Conclusion

The range of choices open to

| PUCs is steadily narrowing. Re-
| tail competition and its close sub-

stitutes, like municipalization, are
coming whether anyone likes it or
not. Greater competition is being
driven by technological changes
in electricity transmission, by new
high-efficiency boilers and gas tur-
bines that have made many of to-
day’s power plants obsolete (ad-
vances that are themselves partly
a result of wholesale competi-
tion), by the massive inefficiency
of many rate-regulated utilities,

| tion system has left behind. Or

| with it anyway, with much less

and by the savings that electricity
customers can realize by bypass-
ing utility systems and leaving a
utility’s sunk costs to be paid by
someone else.

PUCs can try to manage the
transition, accelerate the effictency
gains, maybe steer the process a
bit, and allocate among investors,
large customers, and small cus-
tomers the unpleasant legacy of
sunk costs that the old rate regula-

they can fight the transition and
find themselves dragged along

control over the process.

We are seeing, in the trade
press, an extended debate about
whether retail wheeling will
really produce efficiency gains
Anyone who is familiar with the
long theoretical debate among
economists over whether central
planning is more efficient than
market allocation of goods and
services can only find the debate
amusing. The central economics
lesson of this century is that im- .
perfect markets work a lot better
than imperfect central planning.

ut the proof isn't to be

found in academic debates.
It's to be found in the real world,
as consumers look for bargains
and ask regulators to get out of
the way. It's to be found as we
ask how we ever built a system |
that delivers power to residential
customers like me at 150 percent
or 200 percent of what the market-
clearing price ought to be. I live
in Con Edison territory. I get a les-
son in utility inefficiency every
month, when ] open my utility
bill. = '

)
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GOVERNING AND CONTROLLING THE ISO: |

WHO AND WHAT CAN KILL THE BEAST?
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