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Introduction and Summary

The staff of the Bureaus of Economics and Competition and the Office of the Generd Counsdl
of the Federd Trade Commission (FTC) gppreciates this opportunity to present its views regarding
|CF s study entitled “ Economic Assessment of RTO Policy”?2 that was commissioned by the Federal
Energy Regulatory Commission (FERC). The study reports estimated costs and benefits, attributable
to generation efficiency gains and expanded wholesdle trades of eectricity that may be associated with
establishing Regiond Transmisson Organizations (RTOs). The scenarios andyzed in the sudy include
the base case (status quo), full implementation of RTOs, RTO benefits limited to transmisson,
establishment of demand response programs, larger RTOs, and smdler RTOs.

We encourage efforts by FERC to determine the costs and benefits associated with dternative

regulatory reformsin the eectric power indudtry, including RTOs.  Providing structura remedies to

! This comment represents the views of the staff of the Bureaus of Economics and Competition
and the Office of the Genera Counsel of the Federal Trade Commission. They are not necessarily the
views of the Federd Trade Commission or any individud Commissoner. The Commisson has,
however, voted to authorize the staff to submit these comments.

2 The study was released on February 26, 2002.



anticompetitive incentives for discriminatory transmission access and expanding wholesde eectric
power trading opportunities are likely to provide benefits to consumers as we have described in
previous staff reports and comments to FERC and to state public utility commissons. The present
study, however, fails to address some of the most critica choicesthat FERC facesin developing RTOs.
Our comment focuses on (1) amethodologica deficiency in the study; (2) additiond cost and benefit
issues regarding RTOs that FERC may wish to address; (3) sources of likely costs and benefits of
RTOsthat are not covered in the study; and (4) potentia gpproaches to increasing consumer benefitsin
the few geographic areasin which the formation of RTOs might otherwise cause wholesde eectricity
pricesto rise because of increased exports. In sum, we are concerned that the study has an important
methodologica problem and does not address severd critica issues in the areas of governance
gructures for RTOs, the fiduciary respongbilities of individua members or directors, and incentives for

efficient RTO management and operation generdly.

. FTC Background

The FTC is an independent adminigrative agency respongble for maintaining competition and
safeguarding the interests of consumers. In the eectric power industry, the staff of the FTC often
andyzes regulatory or legidative proposals that may affect competition or the efficiency of the economy,
in addition to its review of proposed mergers in the energy industry, which includes gas, dectricity, cod,
pipelines, petroleum, and gas stations. In the course of thiswork, aswell asin antitrust research,
investigation, and litigation, the staff applies established principles and recent developments in economic

theory and empirica analysisto competition issues. The Commission has issued two Staff Reports



(July 2000 and September 2001) on dectric power industry restructuring issues at the wholesde and
retal levels. The July 2000 FTC Staff Report established a policy framework for increased
compstition in wholesale and retail ectric power markets that was based on four policy objectivesthe
Commission had previoudy articulated,® two of which are applicable in this proceeding: to diminate or
reduce subgtantia and durable horizontal market power in eectricity generation markets, and to remove
incentives for verticaly integrated firm to engage in undue discrimination and cross-subsidization.* The
September 2001 FTC Staff Report reviewed those features of state retail competition plans that have
provided benefits to consumers and those that have not. It also discussed whether states had sufficient
authority to implement successful retail competition programs.®  Since the September 2001 FTC Staff

Report, FTC gaff hasfiled four comments with FERC regarding standards of conduct for transmisson

3 See Letter of the Federd Trade Commission to House Commerce Committee Chairman
Thomas Bliley, Analysis of H.R. 2944 (Jan 14. 2000).

4 FTC Staff Report: Competition and Consumer Protection Perspectives on Electric Power
Regulatory Reform (Jul. 2000), available at <http://iwww.ftc.gov/be/v000009.htm>. This report
compiles previous comments that FTC Staff had provided to various state and federal agencies. For
example, FTC Staff has commented to FERC on electric power regulation in Docket No. RM99-2-
000 (regiond transmission organizations) (Aug. 16, 1999); Docket EL 99-57-000 (Entergy transco
proposal) (May 27, 1999); Docket RM98-4-000 (merger filing guidelines) (Sept. 11, 1998); Docket
No. PL98-5-000 (ISO Policy) (May 1, 1998); Docket Nos. ER97-237-000 and ER97-1079-000
(New England 1S0) (Feb. 6, 1998); Docket No. RM96-6-000 (merger policy) (May 7, 1996);
Docket Nos. RM95-8-000 and RM94-7-001 (open access) (Aug. 7, 1995). The FTC staff
comments are available at <http://Aww.ftc.gov/be/advofilehtm>.

® FTC Staff Report: Competition and Consumer Protection Perspectives on Electric Power
Regulatory Reform, Focus on Retail Competition (Sep. 2001), available at
<http://www.ftc.gov/reportsindex.htm>.



providers,® interconnection standards,” market based rates,® and FERC' s strawman proposal

regarding market power monitoring and mitigation.®

1. A Critical Methodological |ssue

Loop flows and the transmission congestion that they can engender have been key concernsin
assessments of market power, in the development of RTOs, and in discussions of grid reliability.*°
However, the ICF modd appears to assume that the transmisson system linking “subregions’ islike a
pipeine network in which loop flows do not occur. Due to this flawed assumption, predictions
regarding electricity flows between subregions may be distorted. Modds that account for loop flows
exist and, other things equd, are likely to be more accurate. Evauation of RTOs usng a methodology
that does not take loop flows into congderation may result in inaccurate assessments and is inconsstent

with the basic premises and purposes of RTO design.**

® FTC Staff Comment on Docket No. RM01-10-000 (Dec.20, 2001).
" FTC Staff Comment on Docket No. RM02-1-000 (Dec. 21, 2001).
8 FTC Staff Comment on Docket No. EL01-118-000 (Jan. 5, 2002).
® FTC Staff Comment on Docket No. RM01-12-000 (Apr. 3, 2002).

10 Unlike fluids or gases that move through a pipeline system with valves on specific routes,
electric power followsthe laws of physics and flows aong the paths of least resstance. Power
generated a point A for consumption at point B in fact flows aong dl transmisson lines between those
two points, including lines on indirect routes. Electricity does not flow dong asingle transmisson path
even if partiesto a transaction assume a particular contract path for purposes of the transaction.

11 FTC staff has not reviewed the |CF computer smulation model or data and, therefore,
expresses no opinion on such detalls.



IV.  Additional Policy Issuesfor which Cost/Benefit Analysis May Be Useful

Another concern with the study isthat it provides estimated costs and benefits that could be
attributed to expanded wholesde trades or to generation efficiency gainsin generd, rather than to
formation of RTOs or to particular aspects of RTOs. Specificdly, the sudy estimates the vaue of
increasing inter-regional trade in wholesae dectricity markets. 1t does not evauate the costs and
benefits of RTOs as transmisson governance structures necessary to increase inter-regiond trade. We
believe that this flaw stems from the decision to compare costs and benefits of RTOs to the status quo,
rather than to dternative policies with objectives Smilar to the use of RTOs. The comparison adopted
in the study assumesthat the next best dternative to RTOs s the status quo, which is not necessarily the
cae. There arelikey to be other gpproaches to reducing transmission costs and expanding
transmission cgpacity. This observation is not intended to suggest that the study could or should include
al potentid policy options with smilar benefits, but the study would provide grester ingght if it
compared the costs and benefits of RTOs to other policy options in addition to the status quo.

Moreover, the study assumes the move to RTOs will have a number of beneficid effects.
These may or may not occur, and they may be attainable by other means. For example, one of the
projected RTO benefits relative to the status quo is reducing system-wide average reserve margins
from 15 to 13 percent by 2020. The use of RTOs s not necessarily the only way to reduce system-
wide reserve margins.

The study aso ignores the important role of the yet-to-be-gpecified governance structure of
each RTO in determining the benefits of RTOs. Asit moves forward, FERC may wish to undertake a

cost/benefit analysis of the various possible governance structures of RTOs (e.g., for profit, not-for-



profit, or a combination of both). We believe that this concern is of utmost importance.

In the FTC Staff Comment of August 16, 1999 (Section 1V) on then-proposed Order 2000,
we sought to draw FERC' s attention to the issue of efficient operation of RTOs. We recommended
that FERC add efficient incentives as a minimum characteristic of effective RTOs to ensure that RTO
independence does not devolve into indifference to the quality of service, the pace of innovation, and
changesin customer preferences.’? Moreover, concerns about providing competitively neutra market
rules for operating, expanding, or connecting new generation sources should not preclude consideration
of for-profit operation of the grid under a non-profit entity that devel ops these rules and monitors
compliance.® To focus attention on the efficiency issue, FERC may wish to Sateitsinterest in
efficiency of RTO operations during its development of a andard market design. Accordingly, FERC
may wish to evauate the costs and benefits of avariety of RTO governance and operating

arrangements.

V. Additional Deter minants of Costs and Benefits of RTO Policy Options

We identify three additiona determinants of costs and benefits that FERC may wish to
incorporate in its cost/benefit andyss of RTOs. FERC may wish to assure itsdlf that the effects of these
determinants are not so subgtantia that they fundamentally would dter the results of its cost/benefit

assessments.

L FTC Staff Comment at 28.

13 FTC staff commented on this potential approach in reference to Entergy’ s transco proposal
in FERC Docket No. EL99-57-000 (May 27, 1999) and in Docket No. 96-UA-389 before the
Public Service Commission of the State of Mississppi (Aug. 28, 1998).
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Canada’ s transmission policies:. Canadian generators and loads are integrated into the U.S.
transmission grids that serve a substantial portion of the U.S. population. Assumptions about Canada s
gpproach to transmission issues specificaly, and dectric power regulation generdly, could materidly
affect the projected costs and benefits of RTO formation, particularly in the northern tier of states.™
Hence, FERC may wish to include explicitly consderation of Canada s transmisson policiesin its
andlyss of RTO costs and benfits.®

Relative fuel prices and variationsin rainfall conditions: Experience in the Western United
States suggests that shiftsin relaive fud prices and rainfdl conditions can materidly affect market prices
for wholesale eectricity and, thus, the costs and benefits of various reform options. Greeter ingghts
about the effects of fud price volatility on RTO costs and benefits could be gained if they were dso
measured, for example, with higher and lower natural gas prices’® More generaly, FERC may wish to
examine whether the increased regiond trading associated with RTOs s likely to dampen regiond
effects of changesin relative fud prices or rainfdl conditions.

Emerging generation and storage technologies: Policiesthat give retaill cusomers incentives
to reduce consumption from the dectric power grid when wholesale prices are high have been identified

as ahigh priority for palicy reformsin both the September 2001 FTC Staff Report on retall

14 Integration discussions with Canadian suppliers and regul ators have been reported recently.
“Canadians Interested in Becoming NERTO Members Too,” Restructuring Today, March 15, 2002,
pp.2& 3.

15 A related possibility is synchronization of the eastern and western interconnects and those of
Texas and Quebec. See, FTC Staff Comment, FERC Docket No. RM99-2-000 (regional
transmission organizations) (Aug. 16, 1999) a 18, n.31.

16 |CF Study at 44-45.



competition'” and in recent FERC policy papers.’® These policies may include incentives for sSmple
behaviord changes (such as shifting eectricity consumption to times of day when dectricity isless
expensive) and deployment of new technologies. The “demand response” scenario in the Sudy positsa
spexific curtailment of peak loads (3.5 percent reduction starting in 2006)*° due to policy reforms that
provide astronger link between retail prices and wholesde prices.

There are awide variety of projections, however, regarding the rate of commercid diffusion of
new technologies, including didtributed generation and other emerging ongte generation technologies or
electric power storage technologies ® that can be used to increase demand responsiveness to retail
prices changes? These projections often vary based on whether and when time-sengitive pricing
gopliesto retall dectricity customers, Snce cusomers' incentives to invest in these technologies increase
when time-sengitive pricing isimplemented. FERC may wish to examine a greater range of assumptions

about the rate of diffusion for these and other technologies asiit reviews RTO policy options.

Y FTC Staff Report of September 2001, Chapter 111.

18 FERC, Strawman Discussion Paper on Market Power Monitoring and Mitigation (Feb.
2002), FERC, Standard Market Design (Mar. 2002), available at <www.ferc.gov>.

19 | CF Study at 31.

20 Although this portion of the comment focuses on generation technology improvements, the
are potentia technology improvements in tranamission that dso may warrant additional sengtivity
andyss.

2L FTC Staff Comment on Docket No. R.98-12-015 (Mar. 17, 1999) before the Public
Utilities Commission of the State of Cdifornia, and The Consumer Energy Council of America,
Distributed Energy: Towards a21% Century Infrastructure (July 2001).
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VI.  Reducing Costsin Geographic Areaswherethe Study Found that Costsare Likely to
Exceed Benefits

In afew geographic aress, the sudy indicates that implementing RTOs likely would result in
higher prices rather than lower pricesfor retail customers. The study specifiesthat these areas are
characterized by lower-than-average costs of generation coupled with asupply curve that is more
steeply sloped than those in other areas.? Under these circumstances, relaively smal increasesin
exports of power to higher-cost areas can result in increased average prices in the exporting area
because higher-cost units are the margina suppliers for a substantially increased proportion of time.
FERC may wish to explore the costs and benefits of policy options that might address concerns of
customersin these areas. Low-cost policy options that would assure that customersin al areas benefit
on net from RTOs may be attractive and secure wider acceptance of RTOs that will improve system
efficiency and increase compstition. For example, facilitating entry of generation that would make the
dope of the supply curve in these areas less steep may dleviate concerns about net price increasesin

the identified aress.

VIl. Concluson
FERC may wish to improve its cost/benefit methodology and ensure that its cost/benefit
assessment distinguishes the costs and benefits that are specifically attributable to RTO reforms. A

potentialy important consideration that is not addressed by the study is efficient investment in, and

22 These conditions might arise, for example, if an area uses low cost cod for base load plants
with capacity sufficient to supply local demand during most periods, but uses high cost gas in antiquated
peaking plants to meet demand during occasiona demand spikes.

9



operaion of, thegrid. In particular, FERC may wish to examine the costs and benefits of various RTO
governance dructures that may provide different incentives for efficient behavior by RTOs. For
example, FERC could examine whether for-profit operation of the grid through independent
transmisson companies, operating portions of the grid under market rules established and monitored by
anon-profit, independent RTO and FERC, yields net benefits.

Further, the study omits some potentidly important determinants of costs and benefits of RTO
formation that FERC may wish to consder. Integration of the U.S. and Canadian grids, changesin
relative fud prices and rainfdl conditions, and the pace of distributed generation development are three
such omissons. Findly, FERC may wish to examine low-cogt policy dternatives that would dleviate
customer concerns in geographic areas where prices otherwise would be expected to riseon net asa
result of increased exports brought about by RTOs.

Respectfully submitted,

David T. Scheffman, Director
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