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The Life and Death of Regional
Transmission Organizations

Transmission should be allowed to emerge as a healthy,
stand-alone business accountable fo shareholders,
customers, and consumers. A binary model comprised of
independent transmission companies and independent
market administrators would best fulfill FERC's goals of a
national grid for the seamless movement of electric energy.

Vito Stagliano
ed by its new Republican chair- | with the first-generation indepen-
man, Pat Wood, the Federal dent system operators (ISOs) that
Energy Regulatory Commission FERC now seeks to re-make. FERC
(FERC) has embarked on the cre- is driving an important stake in

ation of four regional transmission
organizations (RTOs) that will, in
due course, assume control of the
national electric grid. The RTOs,
one each for the Northeast, South-
east, Midwest, and West, will be
institutions built by administra-
tive law judges (ALJs) with blue-
prints designed by stakeholders.
The owners of the transmission
system hold minority status in the
proceedings. The FERC process is
driven by the search for accommo-
dation of the myriad private inter-
ests that have grown disillusioned

the ground by asserting its legiti-
macy in the morass of electric
deregulation.

The present level of FERC regu-
latory intervention in the market-
place has not been seen since the
Securities and Exchange Commis-
sion restructured electric utilities
in compliance with the Public Util-
ity Holding Company Act of 1935.
FERC justifies its unprecedented
activism on the belief that it must
create the largest possible RTOs in
order to also create competitive
markets for power. This thesis is

22  © 2001, Flsevier Science Inc., 1040-6190/01 /$—see front matter P11 S1040-6190(01)00252-4

The Electricity Journal



“

without foundation; the experi-
ence of energy sector deregulation
suggests, rather, that market cre-
ation is neither a function of orga-
nizations like RTOs nor a regula-
tory mission. The competitive
markets for natural gas, oil, and
telecommunications emerged, in
fact, as a result of regulatory with-
drawal from the marketplace.

1. The Problem

The United States experience
with ISOs is less than five years
old. The available data indicate
that in that time consumers in
regions served by fully operational
1SOs (California, New England,
New York, the Mid-Atlantic) were
not better off than consumers in
regions without I5Os. ISOs have
proven to be costly undertakings,
each requiring between a quarter
and a half billion dollars merely to
come into existence. The ISOs have
tended to increase the cost of ser-
vice on the grid while presiding
over a sharp increase in conges-
tion. They have not succeeded in
fostering new investment to
expand the system, nor in facilitat-
ing the path of new generators
seeking connection to the grid.
Most importantly, with one nota-
ble exception, fully competitive
markets for electric energy have
not yet surfaced.

In 2000, Northeast customers
paid $3.7 billion for transmission
service, comprising $2.3 billion for
normal service and $1.4 billion for
transmission congestion. Customers
in New York bore $1 billion of
those congestion charges, which
resulted from the running of more

expensive generation than the
market could economically dis-
patch due to physical limitations
of the grid. Those charges, over
one-third of the transmission bill,
have not been reduced by the ISO
model and are likely to be perpetu-
ated by a structure that has no
motivation or means to build new
transmission facilities. Given this
record, it is unclear why FERC
would wish to advance an institu-
tional model] that seems to have

Competitive markets
for natural gas, oil, and
telecommunications
emerged as a result

of regulatory
withdrawal.

been everwhelmed by the mission
assigned to it. FERC may have
erred in granting the first-generation
150s the sweeping functions and
authority they have held for the
last four years. Stakeholders who
supported the ISO model assumed
that their “nonprofit” status would
assure the equivalent of low-cost
public service. This expectation
proved naive.

History suggests that although
four RTOs could be expediently

formed by regulatory fiat, they will |
inherit institutional constraints of

near-paralytic proportions. The
new RTOs will not be evolutionary
organizations with institutional

. competitive electric market condi-

memory. Rather, they will be
required to craft new structural
and operational missions out of
stillborn predecessor ISOs. There
will be no seamless inheritance of
commitments and authority, but
rather a general mood of resent-
ment and suspicion among market
participants who have lived
through one too many regulatory
bouts of trial and error. FERC's
RTOs will be government creations
lacking business purpose,
unsuited to the grid architecture of
their regions. : :

I1. What FERC Wants

FERC has convinced itself that
competitive markets for power are
a function of the size of RTOs. It
equates the structure, size, liquid-
ity, and volatility of markets with
the scope and configuration of
RTOs. It has reasoned that the non-

tions existing nationwide can only
be rectified by the constitution of
RTOs comprising the number of
market participants found only in
very large geographic areas. In
sum, FERC envisions four power
markets, coincident, in the end
state of the settlement discussions,
with the four RTOs that FERC will
create.

o study exists to support the

view that the four markets

in question, bounded by FERC's
arbitrary geography, will be feasi-
ble or viable or better or worse
than markets that would emerge in
the absence of a federal mandate.
Efficient markets are actually con-
stituted by the logic of trading pat-
terns, energy flows, and economics,
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suggesting, for example, that the
abundant and cheap power of the
Midwest would be transmitted
seamlessly to load centers in the
North, East, and South. Markets, in
other words, have no boundaries
except those dictated by competi-
tive opportunity. FERC can no
more assign geography to markets
than it can order markets to be
competitive.

till, FERC wants unequivocal

dominion over the interstate
transmission system: grid func-
tions organized and operated inde-
pendently of the essentially dereg-
ulated generation business and of
the states-controlled local distribu-
tion systems. FERC wants grid
institutions that are few in number
(for ease of oversight) and respon-
sive to its policy direction. It will
give preference to RTOs that are
accountable to regulators rather
than to those who would be
accountable to shareholders. In
sum, FERC will continue to pay lip
service to its self-declared but ill-
defined “open architecture” orga-
nizational models, while sanction-
ing RTOs that, in fact, are not. .

FERC wants one-stop shopping

for transmission service, postage
stamp rates, independent calcula-
tion of available capacity, the cor-
rect pricing of congestion though
not necessarily its actual reduction,
and an energy market of only
moderate volatility. It wants a sin-
gle tariff across large territories,
and planning and expansion func-
tions that supersede those of the
transmission owners. And yet, the
ISOs it has sanctioned have pro-
duced results that are incompatible
with these objectives.

.

II1. What Transmission
Owners Want

As was the case with the restruc-
turing of natural gas pipelines,
transmission-line owners {TOs}
seek to manage these assets as a
profitable business, an option so
far denied by the FERC. First-
generation ISOs imposed the
requirement that owners relin-
quish control of their transmission
systems to an independent third

Tax policy proved a
disincentive to
transmission-only
business creation,
given penalties imposed
on the selling utility.

party while retaining ownership
rights exercisable mainly to secure
cost-based revenue. Tax policy
also proved a disincentive to
transmission-only business cre-
ation, given the penalties imposed
on the selling utility. The market
organizations that evolved in con-
junction with ISOs further con-
fused TO decision-making by
questioning owner'’s rights to
transmission service on their own
wires. In sum, the initial phase of
restructuring raised grave doubts
in the minds of the TOs as to the
actual control they could exert
over their assets and as to the
shareholder value they were likely

to derive from an ISO-controlled
transmission system.

In the present, reconstruction
phase of RTO development, FERC
has the choice of repeating previ-
ous structural errors by showing
deference to nonprofit RTOs that
will control but not own the grid,
or it can encourage structures that
unite rather than separate owner-
ship and control of wires. Given
the chance, TOs will develop and
perfect business models for the
operation and management of
transmission, but only in the con-
text of a regulatory environment
that is both more certain as to
policy and more respectful of
property rights than indicated by
recent FERC behavior.

IV. What States Want

The statutory tensions between
federal and state regulators have
seldom been more pronounced
than in the restructuring process
of the electric utility sector. Juris-
dictional jealousies, some dating
back to the grand compromise
that was the Federal Power Act of
1935, have prevented state com-
missions and FERC from seeking
policies’ common ground. FERC
has guarded its prerogative to
restructure the interstate com-
merce for electricity, whether or
not the resulting institutions
would assist or harm state efforts
to induce competition in retail
markets. For their part, state
commissions and legislators—in
more than half of the nation—
have restructured their electric
utilities with little regard for the
eventual cost or viability of their
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proposals. The results have been
haphazard.
e great states of California,

New York, Pennsylvania,
Texas, and Illinois, with variations
on the theme of stranded costs and
divestiture of assets, have created
what are essentially single-state
markets, operating under frozen
retail rates, but dependent on
wholesale energy that is bought
and sold at market prices. This for-
mula proved disastrous in Califor-
nia. lllinois has been unable to
foster the creation of either a
wholesale or retail market. New
York has imposed costs on its
consumers that could have been
largely avoided if the state had
joined its neighbors to the east and
south in creating a unified market-
place. Texas, using a design devel-
oped under the tutelage of Wood,
the new FERC chairman, is at the
start of its process, but carrying all
of the vulnerabilities of the other
single-state markets. Pennsylva-
nia, home to Commissioner Nora
Brownell, the second Bush appoin-
tee, succeeded in diversifying sup-
pliers to its retail customers but at
prices that reflect the competitive
limitations of the Pennsylvania-
New Jersey-Maryland (PJM)
marketplace.

States appear to want a competi-
tive wholesale electric market that
nevertheless guarantees a very
modest degree of price volatility.
They seek transmission rates that
will remain flat or frozen over
time, while requiring reliable ser-
vice without regard to the need for
investment-—and siting—in new
plant. States want preferences for
their native customers, nonprofit

RTOs whose management they can
influence, and unregulated prices
for energy that mimic the stability
of regulated rates. States, in short,
want the implausible.

V. A Better Model

A proper diagnosis of the
present debacle in the power sec-
tor would lead to the conclusion
that the problem is fundamentally
with the structure of the electric

The necessary changes
can be made without
indiscriminate federal
control of privately
owned transmission
businesses.

markets, and only secondarily and
perhaps inconsequentiafly with
the actual operation of the grid.
There is no doubt that competitive
wholesale electric markets require
changes in transmission tariffs and
grid management practices. Cur-
rent practices, principally eco-
nomic in nature, impede transac-
tions across the nation’s 130
electric control area boundaries.
The necessary changes, however,
can be made without indiscrimi-
nate federal control of privately
owned transmission businesses.
FERC can mandate unified tariffs
and common business practices as
it did earlier this year between the

Midwest ISO and the Alliance
RTO. That effort created a vast,
essentially seamless Midwest mar-
ket, the largest in the world, which
can be placed under the control of
an independent market adminis-
trator (IMA). The IMA will be able
to handle spot and forward energy
markets, forward markets to man-
age congestion, and markets for
ancillary services. Thus, the trans-
mission grids can be organized
and managed as businesses by
independent transmission compa-
nies (ITCs) such as the newly pro-
posed TransLink, and the Ameri-
can Transmission Company of
Wisconsin.

similar division of responsi-

bility had been proposed in

filings to FERC from transmission
owners in the Northwest and
Northeast. Yet, FERC has
demurred exceptionally in all
such filings, claiming insufficient
understanding of the contem-
plated division of authority
between the ITCs and the IMAs.
Since the July 12 RTO orders, more
transmission owners have
expressed interest in a binary
IMA /ITC model than have in rep-
lication of ISOs.

The binary model satisfies most
of the participants on most of the
issues that currently divide them:
assurance of ownership rights;
nondiscriminatory open access to
the grid; clear opportunity for
expansion; seamless transmission
of energy at reasonable cost; con-
gestion reduction by physical and
market means; a business model
for profitable grid enterprises;
independent security, reliability,
planning, market monitoring, and
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dispute resolution functions; and,
most of all, a market operator
whose sole objective will be to
organize and operate a com-
petitive market for electric
ENETEY-

policy objectives. Their
size, scope, and configuration are
more critical to competition than
the size, scope, and configuration
of the regional grids, and far more
important than the number of
transmission companies that
would be established in any given
region of the country. Electricity
markets need undivided attention
if they are to achieve the same
degree of commoditization that is
the case with the petroleum and
natural gas markets.

arkets are the key to FERC's

Binary RTOs provide an appro-
priate division of labor between
the business functions of ITCs and
the public policy functions of
IMAs. The number of ITCs that
will emerge in any given region
will matter less than the fact that
they will operate within unified
markets, under a single tariff, and
with common reliability and finan-
cial oversight. Furthermore, elec-
tric energy markets will be broader
and more competitive if, contrary
to FERC's thesis, they did not coin-
cide with the proposed geographic
limits of FERC’s proposed RTOs.
Natural gas and oil markets are
national rather than regional in
scope. The evidence is incontro-
vertible that markets become less
competitive when they are geo-

graphically fragmented, as was the
case with gasoline, whose market
structure collapsed as a result of
regulatory intervention for local-
ized blends.

ransmission should be

allowed to emerge as a
healthy, stand-alone business
accountable to shareholders, cus-
tomers, and consumers. The orga-
nization and nurture of a vibrant
marketplace for electric energy
should be the concentrated task of
separate, specialized organiza-
tions, whose sole purpose will
become the creation of competitive
markets for power. Together, ITCs
and IMAs can be expected to fulfill
FERC's goals of a national grid for
the seamless movement of electric

energy. m

Their size, scope, and configuration are critical to competition.
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