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I. Introduction

The tension between a government’s regulation of prices and allowing a free market to set rates is not a new or purely modern question.  Its origins can be traced to medieval times.
  The Federal Energy Regulatory Commission (“FERC”) is taking a position in favor of the free market by proposing a new rule to lift the current temporary price caps on the reassignment of transmission capacity.
  Transmission capacity is the element of the power grid that lies in the “middle” and connects electricity generators and consumers via energy distributors such as Public Utilities together.   The cost of transmission is not insignificant as it typically accounts for about 10% of a customer’s total electric bill.
  Transmission congestion can have a significant cost impact on consumers.  In 2002, the Department of Energy (“DOE”) concluded that “relieving bottlenecks in four U.S. regions (California, PJM, New York, and New England) alone could save consumers about $500 million annually. Savings could be even greater because DOE’s analysis does not capture all of the factors, such as impacts on reliability, that (sic) result from bottlenecks”.

FERC’s Notice of Proposed Rulemaking (“NOPR”) to remove the price caps is one tactic in an overall strategy to reform the electricity transmission system.  The National Council on Electricity Policy summarizes the current situation as

Today, electric transmission is receiving more attention than ever, not

only because of recent blackouts. The goal of today’s politically charged

debate about transmission is to determine how to use a combination of

technology and policy to shore up the weak sections of the network. The

goal also includes adapting the physical network and the institutions that

govern that network to the many changes that have taken place in the

power industry during the past decade. The physical network may require

new lines or other investments to accommodate the new patterns of power

flows brought on by wholesale competition. The institutions that govern

transmission will require a number of changes—some of which are

necessary to support the physical changes to the grid. In the end, the

power system will serve increasing demands through a combination of

new wires, new generation and more energy efficiency measures.

Expansion of the transmission system is also important to the future viability of renewable energy since the producers of renewable energy are frequently not located near the consumers.  Jeff C. Wright, FERC Director of Energy Policy, recently stated 

Politics, when coupled with the demand for energy and the supply of energy, shapes regulatory policy at FERC, which ultimately will produce necessary energy infrastructure. . . . .

The economy will recover, there will be an increase in energy demand, and to meet this demand, renewable energy is going to figure prominently in FERC's activities. We at FERC are doing as much as we can with the authority we do have to encourage the use of renewables via the construction of new electric transmission facilities. As the former FERC chairman said, if you're for renewables, you're for more transmission lines.

Although the current FERC policy in this area as stated above purports to recognize the need for expanded transmission capacity, the elimination of the price-caps in the NOPR may create disincentives for expansion.  For example, it may create incentives for capacity hoarding as a means to generate short term profits for transmission capacity owners.  


This paper evaluates the impact that promulgation of the NOPR as a final rule would have on the electricity delivery system.  It concludes that there is too much at stake to lift the price controls permanently based upon the reasoning set forth in the NOPR
 and the accompanying FERC Staff report.

II. General Background: The Economics of Ratemaking

A.
The Lifecycle of Government Regulation

There is a long history of price regulation in the public interest.  It can be traced back to the “just price” doctrine of medieval times ascribed to early church fathers, and in contrast to the “natural price”.
  This tension remains today. A thorough history of the rise of the current “Administrative State” is beyond the scope of this paper, but a short description will suffice to demonstrate the context in which the policy choices made by FERC reside.  The United States has moved through a number of general phases. Starting with the Populist Era where a widely held perspective stressed the limited role of government for economic well-being was premised on belief in an autonomous market economy.
  The Great Depression led to the New Deal Era which has been characterized as a clear break from the past and which conceived of government as a bulwark against deep-rooted structural shortcomings in the market economy.
  Today, we find ourselves between these two extremes.  As Professor Rabin observes

Thus, the policing reforms of the Populist and Progressive eras—which, I will suggest, experienced a renaissance in the Public Interest era of the 1970s—and the market-corrective programs of the New Deal and post-New Deal eras, represent points on a continuum of intervention strategies. They establish a distinctly American style of regulation, located between the opposing poles of public management and tort law. The style never entirely overcomes the competing visions offered by a planned economy, a welfare state, or an autonomous market, however. It is, in fact, a patchwork system that is resistant to any ideologically comprehensive rationale for regulation.


This regulatory stimulus-response behavior to market failures is still prevalent today, and has been described as the Regulatory Lifecycle consisting of six more or less identifiable stages:


Stage 1 – Free Market: Characterized by no Government Intervention in the Market

Stage 2 – Market Failure: Since maintaining a fair and efficient market is difficult, markets will frequently fall into a state of disequilibrium. 

Stage 3 – Government Regulation: Government will intervene in the market in an attempt to make it more efficient, fair, or both.

Stage 4 – Regulatory Failure: The use of inadequate or incorrect regulation leads to regulatory failure.  Regulatory failure can also occur due to an inability to adjust to changes in the system such as changes to technology.

Stage 5 – Regulatory Reform: Reform is one of two possible reactions to regulatory failure.  Here the government refines their approach to regulation

Stage 6 – Deregulation: The other reaction to market failure is for the government to extricate itself from the market and return to the free market of Stage 1.

Not every regulatory effort goes through these six stages, but as will be described in section III, the market for reassignment of transmission capacity is at Stage 4 and FERC is proposing to proceed to Stage 6 instead of choosing the alternative Step 5.

B. Monopoly Power

“A monopoly is said to exist when the industry contains only a single firm.  If that firm is able to drive out competition because its costs of production are lower, the situation is termed a ‘natural monopoly’. . . One other important source of monopoly is exclusive grant by the government, as in the case of a franchised public utility or patent”.
  The impact of Monopoly power is to increase the price of the good and decrease the quantity produced, creating inefficiencies which result in excessive profits and social costs.
  Transmission lines and utility grids have been used as quintessential examples of natural monopolies.
  When properly regulated, a natural monopoly can provide benefits to both utility owners and the general public.

C. Ratemaking Goals and Methodologies 


Ratemaking, the act of setting prices for utilities such as electricity transmission, has been described as having five functions:

1. Capital Attraction; 

2. Reasonably Priced Energy;
3. Efficiency Incentive;
4. Demand Control or Consumer Rationing; and 
5. Income Transfer.

The current NOPR is a good demonstration of how these functions can be in conflict with one another.  One of FERC’s goals stated in the NOPR is to send more appropriate price signals to identify the appropriate location for construction of new transmission capacity to relieve congestion (Capital Attraction).  The means to achieve this is to remove price-caps, which puts the price at risk (Reasonably Priced Energy).

There are a number of ratemaking methods, both traditional and more contemporary, to set the price for energy.  The traditional formula is

R = O + (V-D)r       

Where:


R = Revenue (The total amount of money a regulator allows a utility to earn)


O = Operating Expenses


V = Gross Value of the utility’s tangible assets


D = Accrued Depreciation 


r = Rate of Return the Utility is allowed to earn.

Because the formula incentivizes the utility to increase capital investment (V) as a means to increase revenue, the historical effect of applying this traditional model was the tendency to encourage overinvestment resulting in over capacity known as the Averich-Johnson effect.


Over the past three decades, regulators have explored alternative ratemaking methods.  These include Marginal Cost Pricing (setting the price at the point where marginal cost equals marginal revenue instead of using total cost as the basis) and Incentive Rates (establishing a set price which sets up a profit incentive for the utility to lower costs).  A third method, and the one selected by FERC in the NOPR is to utilize Market Bases Rates (rates set by mutual agreement between buyers and sellers under FERC-approved circumstances)
  The key to the successful implementation of Market Based Rates is to ensure that the two parties have equal bargaining power.


FERC’s has historically applied a hybrid Market Based Rate approach in which it sets up structures intended to mitigate any difference in market power and under conditions intended remove barriers to entry and to facilitate the free flow of reliable information to minimize the exertion of market power. 
  When these market structures are not set appropriately, the results can be catastrophic.  Professor Spence describes one such disaster when the appropriate market structures are not established prior to moving to market based pricing:

The destructive role played by sellers who abused market power in California's electricity market is well known and thoroughly documented.  California electricity markets were opened to competition in the late 1990s, and in the winter of 2000-2001, prices on California's wholesale spot market spiked, sometimes reaching daily averages 500 times higher than long-term historical norms. The persistence and magnitude of the problem led to the transfer (through energy sales) of billions of dollars from wholesale buyers (retail service providers) to wholesale sellers,  drove one major electricity seller into bankruptcy, and imposed rolling blackouts on Californians.  While a supply-demand imbalance and cost factors played a large part in creating the problem, regulators subsequently determined that the state's poorly designed market also created easy opportunities for sellers to exert market power over price and to otherwise “game” the system.
 


In the instant NOPR,  FERC relies upon several market structural elements such as requiring the use of the Open Access Same-Time Information System (“OASIS”) system to facilitate the free flow of information between parties.

III. Specific Background: FERC Orders

A. FERC’s Jurisdiction

FERC plays a number of important roles in the energy sector ranging from the construction of hydroelectric facilities to overseeing the rates of natural gas and electricity to the extent they are transported in interstate commerce.
  Another key aspect of FERC’s regulatory role is the articulation of policies for the structure of the natural gas and electric power markets.

FERC’s jurisdiction over the rates for transmission capacity derive from the EPAct 2005.
  The Supreme Court has construed FERC’s jurisdiction broadly holding that the EPA unambiguously gives FERC jurisdiction over the “transmission of electric energy in interstate commerce,” without regard to whether the transmissions are sold to a reseller or directly to a consumer.
  When there is ambiguity in the statute, courts have generally granted Chevron
 deference to the FERC’s interpretations of the statute.

B. FERC Orders 888, 889 & 2000
In 1996, as part of its statutory obligations under sections 205 and 206 of the EPAct of 2005, FERC adopted Order 888 prohibiting public utilities from exercising monopoly power over transmission lines to unduly discriminate against others via the implementation of Open Access Transmission Tariffs (“OATT”)
  while hoping to increase technological innovation and reduce costs
, and also suggested the creation of Independent System Operators (“ISOs”).
  FERC also issued companion Order 889 on the same day which established the Open Access Same-Time Information System (OASIS) to provide all of the market participants with the same access to transmission information, and established standards of behavior which precluded anticompetitive behavior.
 Combined, Orders 888 and 889 had a dramatic effect and were the genesis of a competitive wholesale electricity markets,
 but did not address either retail wheeling
 or the appropriate form for a transmission facility.
  These omissions and the changes underway led in 1999 to the promulgation of FERC Order 2000 which the agency viewed as necessary due to the market operating in a manner which was insufficiently competitive due to engineering and economic inefficiencies.
  FERC Order 2000 establishes two permissible approaches to creating Regional Transmission Organizations (“RTOs”).  There is both a non-profit Independent Service Operator (ISO) and for-profit Transmission Company (“Transco”) form of RTO
, but most arrangements have been in the form of ISOs.
 

C. FERC Order 890 and the notice of Proposed Rulemaking – May 6, 2010

On February 17, 2007, FERC announced the first version of Rule 890 reforming its’ decade old open-access transmission regulatory framework, proclaiming that it was designed to: “(1) strengthen the pro forma open-access transmission tariff, or OATT, to ensure that it achieves its original purpose of remedying undue discrimination; (2) provide greater specificity to reduce opportunities for undue discrimination and facilitate the Commission's enforcement; and (3) increase transparency in the rules applicable to planning and use of the transmission system”. 
  FERC Chairman Kelliher said “"We have secondary goals as well, namely promoting competition in wholesale power markets and strengthening our power grid. Today, we conclude that the existing Open Access Transmission Tariff provides an opportunity to engage in undue discrimination and preference in transmission service, and act to prevent that undue discrimination and preference."
  Somewhat counter intuitively, Order 890 also lifted the price caps for capacity reassignments finding “there are no significant market power concerns to justify retaining the price caps for any transmission customer”
, reasoning that “We now find that market forces, combined with the requirements of the pro forma OATT as modified in this Final Rule, will limit the ability of assignors to exert market power, including affiliates of the transmission provider.”
  The price caps were lifted “[t]o foster the development of a more robust secondary market for transmission capacity”.


Upon rehearing, the commission affirmed its decision to remove the price cap on reassignments, but in issuing Order 890-A on January 16, 2008, the commission was sensitive to petitioner’s concerns and limited the period in which reassignments may occur above the cap, conceding: 

In Order No. 890, the Commission directed staff to closely monitor the quarterly reassignment-related data submitted by transmission providers to identify any problems in the development of the secondary market and to prepare a report on staff's findings for the Commission within 6 months of the receipt of two years worth of data, i.e., by May 1, 2010. Upon further consideration, we conclude that it is most appropriate to lift the price cap on reassignments of capacity only to accommodate this study period and amend section 23.1 of the pro forma OATT to reinstate the price cap as of October 1, 2010. Upon review of the staff report and any feedback from the industry, the Commission can determine whether it is appropriate to continue to allow reassignments of capacity above the price cap beyond that date.

Recently, in May 2010, FERC published both the staff report
 described above, and a NOPR
 which proposes the permanent removal of the price cap on reassignments. 


IV. FERCs Non-persuasive Arguments in favor of lifting the current Price Caps


It is well settled principal in administrative law that when an agency is making a change to an existing rule by rescission of a requirement, the burden to provide a reasoned explanation is higher than if the agency chose not to act in the first instance.
 Since FERC would be rescinding the price cap, it is appropriate to analyze the NOPR against this heightened standard for a “reasoned analysis”. 

FERC’s recent NOPR titled Promoting a Competitive Market for Capacity Reassignments
 relies on both its’ dozen years of experience regulating capacity reassignments and an associated Staff Report on Capacity Reassignment
 to reach the conclusion that the price caps should be lifted.  The NOPR articulates a number of reasons which are non-persuasive when considered in light of both the data provided and the original reasons provided in 2007 when FERC originally proposed removing the price caps permanently.


The first reason provided in the NOPR is that the market for capacity reassignments has experienced strong growth in both the number of transactions and capacity volume during the study period, while also conceding that few of the transactions were at prices above the cap.
  Based upon this, FERC concludes that “[t]hese data suggest that resale prices reflect market fundamentals rather than the exercise of market power.”
  However, the FERC Staff report does not support this notion, concluding “it does not appear that the removal of the price cap was primarily responsible for the observed growth in the secondary market. The number and volume of reassignments above the cap were relatively small. There were only 134 out of almost 35,000 transactions reassignments above the price cap.”
  It goes on to observe that “[i]t is not certain whether the removal of the price cap was the primary driver of the growth of the secondary market. However, based on the study period data, the removal of the cap does not seem to be causing problems.”
  The report further speculates that “[i]n the future, unrestricted secondary market prices may (emphasis added) enable capacity reassignments to increase as an alternative to transacting in the energy market and provide price signals to indicate scarcity and appropriate areas for new investment”.
  The explanation that FERC supplies in the NOPR runs counter to the evidence supplied in its’ own staff report with the exception of pure speculation.  

A second reason provided for the removal of the price caps is that a similar proportion of over-cap assignments between affiliates and non-affiliates leads FERC “to believe that affiliate abuse is not an issue”.
  However, the dataset from which FERC is drawing this conclusion is skewed in a number of ways, and does not allow for an easy “apples to apples” comparison.  First, 2 of the 26 service providers supplying data for the study accounted for 96 percent of the total transactions.
  Second, although the total number of reassignments was less than one percent of the transactions, it accounted for ten percent of the total volume.
  Third, the volume changed markedly year over year during the study period.
 Blindly aggregating data across strata can lead to erroneous conclusions.
  Thus, FERC appears to have performed an incomplete analysis of the data available from the study period.  Additionally, FERC does not mention the use of any supplemental techniques for establishing indicators of market power.  For example, FERC should measure the reassignment market concentration with the Herfindal-Hirshcman index
 to determine the potential for collusion.  FERC should also calculate the Lerner index
 based upon the data compiled during the trial period as a direct indicator of market performance.  With the current flawed and incomplete analysis, FERC has failed to consider important aspects of whether affiliates have exercised or have the potential to exercise market power if the caps are permanently removed.  

A third reason FERC supplies for the removal of the price caps is that they believe there is significant potential for further growth in the reassignment of transmission capacity due to the significant variance in the levels of reassignment and growth of reassignment of growth varies across the various transmission providers, and seeks comments on other ideas to create a more vibrant secondary market.
   However, the reassignment market currently appears to be operating in a different mode than would be influenced by permanent removal of the price caps.  As pointed out by the FERC Staff Report “The large proportion of reassignments below the cap indicates that reassignments may be mostly competing with primary capacity. If customers can buy available transmission capacity (ATC) directly from the transmission provider at the tariff rate, the reseller must offer a lower price.”
  There may be other factors which are more important to the growth of primary transmission capacity such as the difficulty in the transmission line siting process and FERC’s limited authority as a backstop than the development of a secondary market.
  Once again, FERC appears to be overlooking an important aspect of the problem.


Assuming, arguendo, that this NOPR became final based solely on the reasoning articulated by FERC thus far, it may be susceptible to being abrogated upon Judicial review.  The four factors specified for Justice White in State Farm for determining whether FERC’s actions are “arbitrary and capacious” are 

[1] if the agency has relied on factors which Congress has not intended it to consider, 
[2] entirely failed to consider an important aspect of the problem, 
[3] offered an explanation for its decision that runs counter to the evidence before the agency, or 
[4] is so implausible that it could not be ascribed to a difference in view or the product of agency expertise

The analysis in this section provides examples that line up with the second and third factors. The first reason analyzed above (transaction volume increase) provided by FERC would run afoul of the third factor above.  The second reason (similar proportion of over-cap assignments between affiliates and non-affiliates) would be a prime example of the second factor.  Likewise, the third reason (wide variance in reassignment utilization signals significant potential for further growth) also indicates that the agency has failed to consider an important aspect of the problem. Although reviewing courts applying an “arbitrary and capricious” standard should be reluctant to delve into the technical details of a particular rulemaking, FERC should avoid to possibility of being overruled on this matter by conducting a more detailed analysis or at least more cogently explain its’ reasons.

V. Lessons from California and Enron


The Energy issues which led to energy issues in California including rolling blackouts, the bankruptcy filing of one of California’s major utilities (Pacific Gas & Electric), and the collapse of Enron are well chronicled in a variety of sources.
  As Professor Spence points out “[w]hile the California market was uniquely susceptible to the acquisition and abuse of market power,  some version of this problem can arise in any market where there are sufficiently few sellers or sufficiently small supply margins, and American and European regulators remain concerned about abuses of market power.”
  This is why it is useful to look at the current NOPR in light of a subset of the lessons from this fiasco.


One of the key lessons is that a lack of information about market conditions can lead to market manipulation.  The proprietary EnronOnline (EOL) system was a key factor in one form of market manipulation.
  FERC has already put controls in place to facilitate the flow of information in related to the transmission market via FERC Order 889 described in Section III B. supra via the OASIS system.


Another key item learned from the Gelinas report is that the “underlying supply-demand imbalance and flawed market design greatly facilitated the ability of certain market participants to engage in manipulation”.
  Because an anticipated rise in the use of renewable energy may lead to another supply-demand imbalance, segments of the country are likely to face this situation again.  Rather than leave the price for capacity reassignments completely unconstrained, FERC has the authority to utilize one or more other methods to set prices, or could at least promulgate a rule which limits the price to a multiple of the tariff rates so that the runaway absurd “500 times historical averages”
 rates seen under Enron manipulation of California era do not repeat themselves.


VI. Conclusion 


In his inaugural address, President Ronald Reagan remarked that “government is not the solution to our problem; government is the problem”
, and then he kicked off an era of deregulation.  In stark contrast, while addressing the nation about the BP Oil Spill and the role of a different energy related administrative agency, the Minerals Management Service (“MMS”), President Obama remarked

Over the last decade, this agency has become emblematic of a failed philosophy that views all regulation with hostility -- a philosophy that says corporations should be allowed to play by their own rules and police themselves.  At this agency [MMS], industry insiders were put in charge of industry oversight.  Oil companies showered regulators with gifts and favors, and were essentially allowed to conduct their own safety inspections and write their own regulations.
  
Yet it is the same Obama administration that is taking a page from the Ronald Reagan playbook with this NOPR.  Although FERC has put some market structural elements in place to minimize mischief related to the reassignment of transmission capacity, this author concludes that it is irresponsible to completely eliminate the price controls absent compelling reasons.  Improvements to the transmission system are too important to the administration’s renewable energy goals to channel Ronald Reagan and let the secondary market for transmission capacity rest primarily on unconstrained free market principals.
( Frederick Melkey is a student at the University of Connecticut School of Law. He has a Bachelors of Science Degree in Industrial Engineering from Purdue University and a Masters of Business Administration from the Anderson School of Management at the University of New Mexico. This paper was prepared as part of the requirements for Professor Burleson’s Energy Law class during the summer of 2010.
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� Id. at 780.


�  Donald J. Gelinas & Staff of the Federal Energy Regulatory Commission,  Final Report on Price Manipulation in Western Markets: Fact-Finding Investigation of Potential Manipulation of Electric and Natural Gas Prices, ES-2 (Docket No. PA02-2-000  March 2003)  (available at http://www.ferc.gov/industries/electric/indus-act/wec/chron/print.asp under the March 26, 2003 sub-heading)  (“Staff concludes that EnronOnline (EOL), which gave Enron proprietary knowledge of market conditions not available to other market participants, was a key enabler of wash trading. This created a false sense of market liquidity, which can cause artificial volatility and distort prices. Enron’s informational trading advantage on EOL was lucrative; the company took large positions and was an active, successful speculator. Staff estimates Enron’s speculative profits from EOL exceeded $500 million in 2000 and 2001”).


� Id. at ES-1.


� David B. Spence, supra note 65 at 779 (“. . . prices on California's wholesale spot market spiked, sometimes reaching daily averages 500 times higher than long-term historical norms.”) (footnotes omitted).


� President Ronald Reagan, First Inaugural Address (Jan. 20, 1981) (transcript available at http://reagan.wingslikeaneagle.com/1.20.81-inaugural.html).


� President Barack Obama, Remarks by the President to the Nation on the BP Oil Spill (June 15, 2010) (transcript available at http://www.whitehouse.gov/the-press-office/remarks-president-nation-bp-oil-spill).





2
1

