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40. Electricity Deregulation

: | Congress should

* e« repeal the Federal Power Act of 1935 and abolish the Federa |
Energy Regulatory Commission (FERC); =
"« repeal the 1935 Public Utility Holding Company Act (PUHCA)
and the 1978 Public Utility Regulatory Policy Act (PURPA); - ]
- privatize federal power marketing authorities, the Tennessee ™
Valley Authority, and all federal power generation facilities; -
+ eliminate all tax preferences afforded municipal power compa----}?_s
. nies and electricity cooperatives;
-« eliminate all federal price subsidies, tax |ncent|ves and regula—
- tory preferences for renewable energy;:
~ « declare that any state or municipal regulation of the generatlon
transmission, distribution, or retail sale of electricity sold across”;
state lines interferes with interstate trade and |s a violation of
~ the U.S. Constitution's commerce clause; and -
e require open, nondiscnmmctory access to all federal publlc
rights-ofway for electricity transmission and distribution ser-: *
vices, except when such serwces present a public safety
hazard.

The Dynamic of Deregulation

The rollback of regulations protecting "monopolidtic industries' from
competition has been one of the main legidative dories of the past 20
years. Thetrucking, railroad, arline, bus, banking, natural gas, and telecom-
munications industries have dl been—to one degree or another—intro-
duced to the world of economic competition. And now, after severd years
of regulatory skirmishes, interest-group posturing, political caculation,
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think-tank pontificating, and academic Sturm und Drang, the $200 billion
electricity industry awaits its turn as the last great industry to receive
federal regulatory parole.

The potential gains are great. A study by economists Michagl Maloney
and Robert McCormick of Clemson University estimates that freeing
eectricity markets would probably cut dectricity prices by 25 percent or
more, a substantial savings not only for resdential dectricity consumers
but for consumers of products that require a great ded of energy to
produce. Moreover, the dectricity busness is increasngly international
in scope, and alean, competitive American power industry would be better
positioned in the global marketplace than the regulated, straightjacketed
industry of today.

Before the 105th Congress begins to hammer out the interest-group
compromises that typicaly congtitute "deregulation,” it would be wise
to profitfromthepolitica and economiclessons of the past 20 years. Towit,

* Trusting theregulators to redesign the regul atory apparatus will proba
bly perpetuate past regulatory errors and sabotage competition.

» "Deregulation” often sarves as legidative cover under which new
political coditions seize regulatory control of an industry once it
becomes clear that the old codition of specid interests can no longer
udtain itsAf.

« Efficient market structures cannot be ascertained apriori by legidators
or bureaucrats;, only by letting markets spontaneously develop can
we know the "best" industrial arrangements.

Unfortunately, the early debate over whether and how Congress should
deregulate the electricity industry has been dmost completely uninformed
by the above obsarvations. Mog of the industry's would-be reformers
seek to impose their vison of how the industry ought to be organized,
delegate much if not most of the detail work of deregulation to federa
and date regulators, and continue exerciang political control over the
transmission, digtribution, and sde of dectricity.

Managed Competition: Bad for Health Care,
Good for Electricity?

The traditional argument for economic regulation of the dectric utility
industry is that it is a natural monopoly. Yet virtually al economists
now agree that the generation of dectricity is no longer characterized by
sufficient economies of scae to warrant monopoly regulation. Thus, many
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economists are also convinced that theretall sale of eectricity is sufficiently
competitive to justify the end of protected sarvice territories for dectric
utilities. While some continue to extol the virtues of monopoly regulation
and the gatus quo, overwheming evidence exigs that consumers are
paying far more for dectricity than is necessary and that monopoly regula-
tion is the reason.

The remedy for this Stuation is commonly bedieved to be mandatory
. retall wheding, which means requiring eectric utilities to turn their private
transmission and digtribution systemsinto public highways. An dectricity
consumer would have the right to choose the company from which he
would like to purchase power, and the utility company would be required
to ddiver that dectricity to the consumer at regulated, nondiscrimina-
tory retes.

The current debate surrounding dectric utility reform presupposes man-
datory retall wheding and concentrates on the economic, sodd, and
politicd consequences of wheding. How much of the current socid and
environmenta regulatory regime surrounding eectricity service should
survive?What should thetimetable befor transition? Do new environmen-
tal controls need to be imposed to counterbalance increased emissons
that generating lower priced eectricity might cause? How much leeway
should gtates have to oversee eectricity competition? Should the economic
losses many utilities will undoubtedly experience due to uncompetitive
facilities and uneconomic third-party power contracts ("stranded cods')
be compensated by ratepayers, and if so, how?

In sum, managed competition—retail competition under the continuing
watchful eye of regulators and a tightened regulatory grip on the grid—
isthe starting point for both reformers and their opponents. Congress can
and should do better.

Free flbe Wires

Mandatory retail whedling is the popular foundation of reform because
few regulatorsor political decisionmakers believethat aternativetransmis-
sion and distribution grids would arise to challenge today’s interconnected
grid. Consequently, absent regulation, itisfeared that utilities would either
close ther transmission or digtribution lines to competitors or use their
monopoly status to "gouge’ both independent generators and consumers.
Y et there is little cause for such handwringing. Those sorts of arguments,
which were marshaled energeticdly before and during the debates about
restructuring trucking, arlines, natural gas, and rallroads, have been proven
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wrong. Consequently, they should be met with skepticism today. Manda-
tory retail whedling is not necessary for retail competition.

Firdt, the possible emergence of dternative gridsisnot at al far-fetched.
Investigations by economists have found little evidence of dectricity busi-
nesses ever having "naturaly” achieved monopoly status before the
advent of public utility commissions, which implies that the "monopoly™
gridismore an artificial product of regulation than of economic efficiency
or market inevitability. In fact, the two main characteristics of natural
monopolies—high fixed costs and economies of scale—are largely absent
in modern utilities, which suggests that the grid is vulnerable to competi-
tion. Interestingly, the few communities that aready have a choice of
electricity providers—each with its own separate grid—pay rates below
regional averages

The concern that locad zoning and land-use regulations would block
the congtruction of alternative grids ignores the fact that multiple ‘‘rights-
of-way’’ (telephone and cablelines, natural gas pipdines, and sawagelines,
for example) aready connect both retail and commercia establishments to
outsde service providers. Those providers could conceivably piggyback
power lines on ther current rights-of-way and directly enter the electricity
digtribution business with a minimum of loca disruption. Alternatively,
power lines could be buried. While more codtly, buried lines haven't led
to substantialy higher rates in town such as Lubbock, Texas, where some
degree of limited competition exists. Findly, the power of eminent domain
dlows dates to address locd intransgence to grid expansions if abso-
lutely necessary.

Yet dternative grids are not necessary prerequisites to competition.
Fird, dectric utilities dready "compete' with other utility companies
(who threaten to lure away industrid consumers and thus, ultimately,
resdential consumers), self-generation (an option that is gaining popularity
with industria consumers and is increesingly affordable even for home-
owners), and energy-efficient technologies (which become more attractive
asratesrise). Thedemandfor eectricity isnotingastic. Infact, the dynamic
of competition aready present in the industry is chiefly responsible for
the collgpse of the regulatory status quo.

Second, deregulation of transmission and distribution might well leed,
not to aternative grids, but to user-owned grids. Consumers, after dl,
would have an incentive to protect themsdlves againg rate gouging, while
eectric utilities—faced with well-positioned competitors in a newly freed
market—would have an incentive to sl grid rights in order to stabilize
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their cusomer base and raise capitd. Jointly owned transmisson and
distribution lines are dready commonintheéectricity business and numer-
ous other businesses. Taxi dispatch services, natural gas pipelines, and.
large freight vessdls, for instance, turn to user-owned arrangements as a
market response where significant economies of scae exig.

Third, theeectricity transmission and distribution network affords many
paths around any bottlenecks that a monopolist might seek to exploit. As
long as entry is not blocked, expansions or loops can bereadily constructed
and tied into the grid. Given the interconnectedness of the grid, no monopo-
lig could survive under a system of transmisson and distribution prop-
erty rights.

Finadly, the mere threat of—or potentia for—competition is enough
to force incumbent monopaolies to act as if they were in compstitive
markets. As economigt William Baumol and others have pointed out, as
long as markets are contestable, monopolists typically act to deter entry
by providing services at market rates and have little opportunity to extract
monopoly profits should they behave otherwise. The relevant concern is
not whether competitors do or do not exist in a given market. The red
concern is whether entry to the market is open or closed. As long as entry
is possible, there is little to fear from aspiring monopolists.

The most important reason, however, to discount the fear of price
gouging on the grid is the inability of rate regulation—the remedy presup-
posed by mandatory retail wheeling—to make any difference in the price
of services delivered to the consumer. As University of Chicago professor
and federal judge Richard Posner observes, "Rédatively moderate errors,
of the kind that regulatory agencies can scarcely avoid committing given

" the intractable problems involved in the computation of revenue require-

ments, can render profit regulation quite ineffectual.” Empirica studies
by such noted economists as Thomas Gale Moore, Water Mead, and the
late Nobd laureate George Stigler demonstrate the empirica truth of that
observation. They and others have found that rate regulators are incgpable
of forcing utilities to operate at a specified combination of output, price,
and cogt. Thus, they are unable to control rates. The price an dectric
utility monopolist would charge for power absent governmental oversight
is, according to their empirica dudies, the current price (at lesst, for
today's set of services).

The Dangers of Retail Wheeling

Turning the gridinto acommon carrier whileregulating therates charged
to third parties is the centra mistake of the present reform agenda, not
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only because such regulation is unnecessary for competition to emerge,
but because it may sabotage economic gains that are otherwise within
our grasp.

Retail whedling presupposes the efficiency of the present ownership
and operationd structure of the transmission and distribution business:
monopoly, preferably regulated. Y et the ectricity industry has been sub-
jected to so many decades ofgovernment planning, subsidy, and distortions
that reformers are in no pogtion to say with certainty what an efficient
transmission and distribution system would look like. Would an efficient
industry be better off with vertica disintegration, user-owned grids, com-
peting grids, a smal number of (relatively unregulated) monopoly provid-
ers, apooling company arrangement (known in the trade as *‘poolco’),
or more widespread sdlf-generation? No one can possibly know for certain
absent the discovery process unleashed by the spontaneous workings of
the market.

Mandatory retail whedling subverts the market order by discouraging
(and in some plans, absolutely prohibiting) alternatives to the heavily
regulated monopoly system. Compulsory access to the grid would lessen
the incentives for third parties to form dternative networks or various
user-owned arrangements. The market experiments necessary to discover
more efficient ingtitutional arrangements for the grid will proceed far
dower and more hatingly under aregime of mandatory retail whedling.

Moreover, mandatory retall wheeling threatens another round of strand-
ed cost recovery a ratepayers expense. Once more efficient arrange-
ments are discovered by the market (as they inevitably will be, abeit
a a dower pace under mandatory retail whedling), consumers will
leave the monopoly grid for those more efficient (hence, less costly)
transmission and distribution arrangements. Utilities will again, with
somejustification, clam that they made certain investments in the grid
either because utility commissions explicitly ordered them to do so or
only because they were guaranteed cost recovery by the government.
Consumers then might well be forced into a second multi-billion-dollar
bailout of the eectricity industry, but this time of stranded grid assets
as opposed to today's ballout of stranded generating capacity.

The dlocation of transmission and distribution resources under retail
whedling will be made, not on the bass of highest expected vaue of
sarvice (the standard by which most business decisions are made), but
on the basis of nondiscriminatory access. Access is based on legd and
political formulations without consideration of economic efficiency.
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Retall whedling, then, will inevitably weaken the economic vitality of
the grid. Moreover, by definition, it significantly weakens grid owner-
ship rights and brings us dangerously close to de facto government
ownership of transmission and distribution with al the problems atten-
dant to such socialist enterprises.

In essence, mandatory retail whedling transforms a privately owned
and operated (albeit heavily regulated) eectricity roadway into a public
highway. Under astrict reading of the Fifth Amendment to the Constitu-
tion, it's hard to ignore that mandatory retail wheeling amounts to a
"“taking’’ of private property for apublic purpose—expedited competi-
tion. The cost of that taking must also be consdered by reformers.
Either the public will be forced to compensate utilities for their lost
property rights (which might well amount to hillions of dollars), or
they will fail to compensate utilities, in which case the "cost™ of retail
whedling will be borne by al property owners who will experience a
marginad eroson of the protections againgt governmental power.

Findly, the expanson of micromanagerial regulation of the grid
that mandatory retail whedling requires threatens to offset whatever
deregulatory gains are obtained through retall consumer choice. That
is because utility regulators and their constituents will undoubtedly be
tempted to capture some (or perhaps al) of the surplus wealth generated
by lower retal prices. As Benjamin Zycher of the Milken Institute has
pointed out, '“The universal characteristic of regulation, regardiess of
industry, time, or place" is aredistribution of wealth from political losers
to those favored by regulators and politicians.”” Allowing regulators to
keep their seets at theindustry table (dbat in adightly different seating
arrangement) might smply mean that any larger economic "feast"
cooked up by retail wheeling would be offset by the growing appetite
of one of the least desirable dinner guests.

Up from Ira Magaziner!

Since rate regulation is incapable of controlling rates—and sSnce dec-
tricity transmisson and digtribution are probably not natural monopolies
anyway—true reform should be directed, not at reinventing regulation,
but at actualy diminating it; not at managing competition, but at freeing
it from politica control.

The Federa Power Act should berepealed and FERC abolished. FERC’s
main remaining responsbility is to oversee the regulation of interstate
electricity commerce, an oversight role that has proven counterproductive
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and unnecessary. (FERC’s other main responsibility—the regulation of
interstate oil pipelines and gas markets—is even less necessary.)

PURPA should be repealed. Its main function is to force utilities to
purchase power from third parties at avoided cost (as caculated by state
public utility commissions), an unnecessary requirement that has done
much to saddle utilities with uneconomic power contracts and consumers
with excessve eectricity rates.

Likewise, the archaic PUHCA should berepeded. By gtrictly controlling
the ownership and management structures of dectric utilities, PUHCA
has crippled the industry by preventing market entry, prohibiting industry
reorganization, and discouraging market discovery of new, more efficient
ways of delivering dectricity to consumers.

Congress should aso ensure alevel economic playing field by privatiz-
ing the federal power marketing authorities, the Tennessee Valley Author-
ity, and dl federal power generationfacilities; and tax and fiscal preferences
afforded municipal power companies and electricity cooperatives should
be terminated. As Chapter 13 shows, public power generation facilities
are in deteriorating condition and would be better off—as are dl enter-
prises—were they owned by private businesses that should not be required
to compete with their own government for customers. Subsidizing con-
sumer power damages the economy and harmsthe environment. Similarly,
tax and fiscal preferences afforded municipal power companies and rural
eectricity cooperatives presume that certain management and ownership
structures should be encouraged at the expense of others. That bias against
private, investor-owned businesses is inappropriate in afree-market econ-
omy and without any empiricd merit.

All federa price subsidies, tax incentives, and regulatory preferencesfor
renewable energy should aso be diminated. Firg of dl, the environmental
benefits of renewable energy are dramatically overdated. In fact, every
sngle renewable energy source has drawn legitimate oppodtion from
environmental organizations on various counts. Second, fossl fuel is far
less expensive than renewable energy because it is both more abundant
and less codtly to deliver to consumers. If and when fossl fuels become
more scarce, the dectricity industry will turn to more abundant (i.e,
cheaper) alternatives without prompting from government. Third, the price
digparity between foss| and renewable fuels smply cannot be attributed
to present or past subsdies. According to the Department of Energy's
Energy Information Administration, federal subsdies account for only 4
percent of the total energy economy. Findly, renewable energy subsdies
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and preferences are one of the main reasons that eectricity rates are far
higher than they should be. '

Y et the most damaging e ectricity regulations emanate from state public
utility commissions, not FERC or Congress. Those bodies must be reined
in by Congressin order for the full benefits of deregulation to be redized.

While many legidators are (rightly) reluctant to interfere in state regula
tory affairs, the Constitution’s celebrated commerce clause gives Congress
the power to remove barriers to interstate trade erected by state lawmakers.
Congress should therefore preempt all state or municipal regulations that
control the generation, transmission, digtribution, or retail sde of dectricity
s0ld across gtate lines. States would retain the right they have under the
Tenth Amendment to regulate purely intrastate trade but would find that
the interstate nature of eectricity service would render such intervention
rather ineffectual.

Conservatives predigposed to respect states rights should recognize that
dates have no right to erect barriers to interstate commerce, which only
serve to inflate eectricity rates, limit consumer sovereignty, and damage
the vitdlity of the nation’s economy. Congress would be shirking its duty
if it dlowed such economic violence to continue indefinitely.

Finally, nondiscriminatory access to dl federal rights-of-way should be
provided for eectricity tranamission and distribution services, except when
such sarvices present apublic safety hazard. Such amove would mitigate
any efforts of those who might seek to block competitive transmission
and digribution markets, and it would provide a revenue stream to the
federal government, which might help to baance the budget.

Recipes for "Haifa Loaf”

Given the ambitious nature of the reforms recommended in this chepter,
it might be that the 106th Congress is reluctant to take such bold deregula-
tory seps. While one certainly wouldn't want the "best" to become
the enemy of the "better,” it is questionable whether mandatory retail
wheeling—particularly as it is currently evolving—is any significant
improvement over the status quo. Legidators should energeticaly resst
atemptsto impose new regulations of any kind—or to takeutility property
or uses without compensation—regardless of the rationale offered by even
the best intentioned. Mandatory retail wheding is smply not consistent
with a deregulatory agenda.

Achieving "hdf aloaf’” of reform is perhaps best done by piecemed
adoption of the agenda laid out above. Other, more ambitious second-
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best answers might include forcing utilities to initialy divest either their
generation or transmission assets as a precondition to deregulation, trans-
forming FERC into a specidized antitrust body (akin to the Surface
Transportation Board) to hear complaints in an otherwise deregulated
industry, and capping rate increases for present dectricity sarvices for a
short period of time after deregulation (a step that would prove largely
superfluous since deregulated rates would go down for al but the most
heavily subsdized). The virtue of the above reforms is that, while by no
means perfect, they provide maximum freedom for eectricity markets
while addressing the red (yet unfounded) fear of monopoly power in the
least damaging way possble

Reforms other than the above threaten to prove counterproductive. The
archac regulatory structure in place is crumbling, and legidators must
takecarenot to inadvertently arrest its coll gpse with measuresthat reinforce
the political control of dectricity. As Zycher has noted,

Economic regulation carries the seeds of its own destruction, as market
forces tend over time to find ways to provide sarvices to the palitica losars
a margind cogt, and s0 to deprive the winners of the largesse generated
by political and socid indtitutions. No stranger to this process, the dectric
utility sector is deregulating itself, as market forces yield a more competitive
environment by circumventing the redtrictions and inefficiencies imposed
by traditiond rate-of-return regulaion.

Electricity deregulation would provide more, better, and cheaper dec-
tricity service to both commercid and resdentia ratepayers while incress-
ing the vitdity of an industry crucid to the economy of the next century.
No greater deregulatory opportunity faces the 105th Congress.
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