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WHEN THE LIGHTS GO OUT: THE IMPACT OF HOUSE
BILL 6 ON REGIONAL TRANSMISSION
ORGANIZATIONS AND THE RELIABILITY OF THE
POWER GRID

INTRODUCTION

Delyla Torres lay on a hospital gurney; doctors hurried her towards the
operating room.! Ms. Torres had inoperable liver cancer; but that day, after
waiting over a year on the transplant list, she was finally going to receive a
replacement organ.’

She was only moments away from the operating room door when the
lights suddenly went out.> Without electricity, the doctors were unable to
complete the surgery.* The liver, only good for a short period of time, was
flown to someone else.’

Shortly after 4 P.M. on August 14, 2003, a large part of the northeast-
ern United States plunged into darkness.® The outage blacked out major
cities, including New York, Toronto, Cleveland, and Detroit.” In New York
City, Times Square went dark; cars ground to a halt as traffic lights blinked
out; commuters had to be pried out of subway cars and escape by foot
through the tunnels.® It was the largest power outage in our nation’s his-
tory.’

But farther south, in Pennsylvania, the power outage was stopped in
its tracks.!” What happened? A company called PJM Interconnection real-

1 Denise Grady, Blackout Shifts Transplant and 2 Lives Change Course, N.Y. TIMES, Sept. 21,
2003, at Al.

2 1

3 1

4 Id.

5 Id. The hospital had a backup generator, but the doctors determined that it was too unreliable
for such a long and complicated surgery. /d.

6 James Barron, The Blackout of 2003: The Overview,; Power Surge Blacks Out Northeast, Hit-
ting Cities in 8 States and Canada; Midday Shotdown Disrupts Millions, N.Y. TIMES, Aug. 15, 2003, at
Al.

7 1d.

8 Id.

9 Id. The exact cause of the blackout is still unknown, but preliminary reports say that the cause
originated in Ohio, and was probably due to human error, including failure to properly trim trees near
several important power lines. See Richard Perez-Pena & Matthew L. Wald, Basic Failures by Ohio
Utility Set Off Blackout, Report Finds, N.Y. TIMES, Nov. 20, 2003, at Al.

10 Blackout Investigators Eye Relay Switches, USA TODAY, Aug. 29, 2003, at A2, available at
http://www.usatoday.com/tech/news/techpolicy/2003-08-29-blackout-relay-switches_x.htm (last visited
July 27, 2004).
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ized that power was failing and isolated its area of the grid, thus keeping
the lights on in many of the more southern states.!!

What is special about PJM? It is Regional Transmission Organization
(“RTO”). RTOs are special organizations formed when several electrical
utility companies in an area bind themselves together as encouraged under
Federal Electricity Regulatory Commission (“FERC’) guidelines.'? Prior to
the existence of RTOs, the U.S. power grid was broken up into lots of little
pieces each owned by different utility companies; these pieces were not
well connected to one another.!> However, as the power grid has evolved, it
has become necessary to transport power over longer distances.'* The old,
fractured model of the power grid is not suited for this purpose, and as a
result the development of a nation-wide energy market has been hindered.'

RTOs are meant to glue together this fractured grid. Once formed, an
RTO operates the power transmission in its area.'® RTOs are responsible
for the coordination, expansion, and maintenance of their particular section
of the power grid—a sort of market-maker, traffic cop, and caretaker all
rolled up into one.!” Proponents believe that the RTO model is a significant
improvement over the old model of power-grid management, and will lead
to increased competition and improved reliability in the U.S. power grid.'®

However, moving towards the RTO model requires additional gov-
ernment regulations. Over the years, the United States has followed an al-
most cyclical path on regulation of our nation’s power industry. While
power companies started out as unregulated entities, their monopoly power
inspired Congress to begin regulating them during the 1930’s."”” However,
recent years have seen a change in this regulation structure. In the past,
utility companies had been viewed as the classic example of a natural mo-
nopoly.?® A utility company typically controlled both the transmission and

1T See id.

12 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 2-3
(December 20, 1999).

13 AMY ABEL, CONG. RESEARCH SERV., No. RL32075, ELECTRIC RELIABILITY: OPTIONS FOR
ELECTRIC TRANSMISSION INFRASTRUCTURE IMPROVEMENTS 1 (2003) [hereinafter ELECTRIC
RELIABILITY].

14 See id.

IS Id at1-3.

16 F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C 61,285, at 1-3 (De-
cember 20, 1999).

17 d.

18 1d

19 AMY ABEL & LARRY PARKER, CONG. RESEARCH SERV., No. IB10006, ELECTRICITY: THE
ROAD TOWARD RESTRUCTURING 2 (2003) [hereinafter ROAD TOWARD RESTRUCTURING].

20 4. at 1. “Historically, electricity service has been defined as a natural monopoly, meaning that
the industry has (1) an inherent tendency toward declining long-term costs, (2) high threshold invest-
ment, and (3) technological conditions that limit the number of potential entrants. In addition, many
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the generation of power in a given geographic area—or, in other words,
both the power grid and the power plants.?! However, this typical utility
setup has changed in recent years.?? The Federal Energy Regulatory Com-
mission (“FERC”)—the entity that governs utility companies—has begun
to split up these monopolies, by encouraging the public utilities to separate
transmission and generation of power.?* This allows non-monopoly-owned
power generators to compete across a now independently-owned power
grid.>*

This deregulation has encouraged competition, but has also created a
host of problems, including issues of unfair and discriminatory use of mo-
nopoly power by public utilities, decreases in the reliability of the power
grid, and reduced investment in new infrastructure.? To these problems, the
FERC has proposed the RTO as part of the solution.

However, many utility companies in the United States are still mo-
nopoly industries, and see few advantages for themselves in joining an
RTO.? Because of this, Congress is considering legislation that would pro-
vide incentives to utilities that join RTOs.?’ Urged on by the recent black-
outs in California and New York, this legislation would increase the
amount of money RTOs can charge for transporting power along their sec-
tion of the grid.?®

Specifically, the provisions to increase RTO participation are part of
the Conference Report on House Bill 6, the Omnibus Energy Bill of the
108th Congress.?’ These provisions would order the FERC, which regulates
and sets prices in the electrical industry, to set new, higher prices for power
transmitted by an RTO.*® These so-called “incentive-based rates” should
make RTOs more profitable, thus making the grid more reliable and caus-

regulators have considered unified control of generation, transmission, and distribution as the most
efficient means of providing service.” Id.

21 AMY ABEL ET AL., CONG. RESEARCH SERV., No. RL31469, ELECTRIC UTILITY
RESTRUCTURING: MAINTAINING BULK POWER SYSTEM RELIABILITY 5-6 (2003) [hereinafter ELECTRIC
UTILITY RESTRUCTURING].

22 Id. at6.

23 Id. at 8-9.

24 See id. at 8-9.

25 ELECTRIC RELIABILITY, supra note 13, at 1.

26 See id. at 1-3.

27 See H.R. CONF. REP. NO. 108-375, at 280-81 (2003).

28 ELECTRIC RELIABILITY, supra note 13, at 1.

29 Seeid at 1-3.

30 Seeid.
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ing more transmission lines to be built.>! Increased RTO participation could
also enhance competition in the electrical industry.*?

With a more robust and reliable grid, we would hopefully have less se-
rious incidents like the power outage in New York. However, it is unclear
how much of an impact House Bill 6 will actually have on RTO formation.
Furthermore, there is some argument that RTOs will simply be another
ineffective mandatory business structure in an already over-regulated indus-
fry.33

This paper will argue, first, that current laws and regulations govern-
ing the power industry are outdated, and in order to effectively update
them, ownership of power generation assets must be kept separate from
ownership of power transmission assets. Furthermore, the failure to update
those laws and regulations has made the power grid less reliable, stunted
growth of new transmission, and dampened competitive markets. Next, the
language contained in House Bill 6 will effectively require the FERC to
implement new rules that give incentives to utilities that join RTOs, and
these incentives will probably be effective in encouraging utilities to join
RTOs. Finally, RTOs will accomplish the purpose of splitting transmission
from generation, and thus will aid in fixing the problems of the power in-
dustry—though some problems will be fixed more than others. Ultimately,
however, incentive-based rates, as contained in House Bill 6, should in-
crease the reliability of and investment in the power grid, and increase
competition in the electricity industry.

Part I of this note will give a history of the rules governing the elec-
tricity industry—both laws passed by Congress and regulations passed by
the FERC—with an eye towards providing enough background information
to understand the problems plaguing the industry, and the RTOs proposed
to fix those problems. Part II of this note will discuss the legislative history
and current status of House Bill 6, the Omnibus Energy Bill, as well as lay
out the incentive-based rate provisions that are of particular importance for
this note. Part III of this note will analyze the provisions of House Bill 6 in
the context of current laws and regulations, and discuss the impact these
provisions will have both on RTO formation and the problems facing the
power industry.

31 See generally id.

32 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 1-3.

33 See Lawrence J. Spiwak, You Say ISO, I Say Transco, Let’s Call the Whole Thing Off, PUB.
UTIL. FORT., Mar. 15, 1999, at 38.
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I. BACKGROUND ON LAW

While the main focus of this note is on the effects of House Bill 6 on
participation in RTOs, House Bill 6 builds upon previous legislation and
regulations. An understanding of RTOs and their effects cannot be achieved
without first understanding the regulations that created them, and the legis-
lation that preceded them.

A. How it Was Before Regulation?: Energy Companies in the Early
1900s

Until the very early 1900s, the energy industry in the United States
was almost entirely local.** It was difficult to send power over long dis-
tances, so all generators had to be built close to electricity consumers.*> The
result was a fragmented market.

However, as technology was invented that allowed electricity to be
transmitted more efficiently over long distances, the energy industry began
to consolidate.’” Smaller utilities were bought up by larger holding compa-
nies, which were in turn bought up themselves, until by 1932, almost half
of the electricity generated in the United States was controlled by only three
groups.*® Moreover, these energy groups often controlled much or all of the
energy supply in their local area, thus achieving the status of local monopo-
lies.*

The achievement of monopoly status in an area led to a predictable
outcome: prices began to rise for consumers, and the reliability of service
began to go down.*’ States began to look into regulating these new mo-
nopolies, but most found that they did not have sufficient resources and
authority to regulate such large and complex interstate business structures.*!

34 AMY ABEL, CONG. RESEARCH SERV., No. RS20015, ELECTRICITY RESTRUCTURING
BACKGROUND: PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 (PUHCA) 1-2 (1999) [hereinafter
ELECTRICITY RESTRUCTURING (PUHCA)].

35 See id. This was because electricity was then transmitted by direct current (DC), which was
reliable and efficient only over short distances. See id.

36 Seeid.

37 Seeid. at2.

38 Id

39 Id. “A holding company parent was able to charge its associated utilities exorbitant amounts for
services, such as construction of facilities, fuel supply, or billing. Excessive fees charged . . . were
passed through to consumers as higher rates . . . . Economies of scale were not taken advantage of and

the marginal costs . . . were less than average cost. The classic monopoly situation existed.” /d.
40 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34.
41 Seeid. at 3.
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Finally, when the stock market crashed in 1929, another problem sur-
faced: the holding companies had very high debt to equity ratios, having
taken out huge loans to further their acquisitions of subsidiary utilities.*
They could not maintain service on these debts after the crash, and many of
the companies went bankrupt, causing even further disruptions to service.*

Rising power rates, bankrupt energy companies and the ineffective-
ness of state regulation combined, and so began the first rumblings of fed-
eral regulation.

B.  Government Regulation: Energy Laws and the Origins of the FERC

Energy regulation began, unsurprisingly, not with the private sector
but with the government sector. In 1920, Congress passed the Federal Wa-
ter Power Act.** This legislation, among other things, created the Federal
Power Commission (“FPC”), which is the predecessor of the present-day
FERC.* However, the FPC was not meant to regulate private sector power,
but instead to coordinate federal hydroelectric projects.*® Private sector
power remained essentially unregulated.

Then in the 1930s, things began to change. It was the time of the Great
Depression, and the government’s laissez faire attitude slowly dissolved in
the face of rising energy prices and increasing consumer discontent with
high rates.*’ Consequently, in 1935, Congress passed the Public Utility Act
of 1935, which included two important pieces of energy legislation.*® Title I
of the Public Utilities Act was the Public Utility Holding Company Act
(“PUHCA”)*; Title II was the Federal Power Act (“FPA”) of 1935.%° These
two acts were intended to work in tandem to fill the regulatory vacuum that

42 Id at2.

43 Seeid. at 2.

44 Federal Water Power Act, Pub. L. No. 66-280, 41 Stat. 1063 (codified as amended in scattered
sections of 16 U.S.C. (1920)).

45 FED. ENERGY REGULATORY COMM'N, FERC TIMELINE, at
http://www .ferc.gov/students/whatisferc/timeline.htm# (last visited Aug. 4, 2004).
46 Fgp. ENERGY REGULATORY COMM’N, HISTORY OF FERC, at

http://www.ferc.gov/students/whatisferc/history.htm (last visited Aug. 8, 2004).

47 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 1-5.

48 See AMY ABEL, CONG. RESEARCH SERV., No. 98-419, ENR, ELECTRICITY RESTRUCTURING
BACKGROUND: THE PUBLIC UTILITY REGULATORY POLICIES ACT OF 1978 AND THE ENERGY POLICY
ACT OF 1992, 2 (1998) [hereinafter ELECTRICITY RESTRUCTURING (PURPA)].

49 Public Utility Holding Company Act of 1935, ch. 687, 49 Stat. 803 (codified as amended at 15
U.S.C. § 79 (2000)).

50 Federal Power Act, Pub. L. No. 74-333, 49 Stat. 847 (1935) (codified as amended at 16 USC §
791(a) (2000)).
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allowed the abuses of the early 1900s.°! Other important pieces of legisla-
tion included the Public Utility Regulatory Policies Act of 1978, which was
aimed at increasing our energy supply,>? and the more recent Energy Policy
Act of 1992, which was aimed at increasing competition in the electrical
industry.> This note will examine each issue in turn.

1. The Federal Power Act

The FPA was passed as part of the Public Utility Act, and was meant
to remedy the above-mentioned problems with electricity conglomerates in
the early 1900s.%* This legislation greatly expanded the FPC (now FERC)’s
regulatory powers with regard to the transportation and sale of natural gas
and electricity.” While the FPA has been amended several times, the essen-
tial powers it gives the FERC have remained virtually unchanged.>

First, the FERC may only regulate the sale and transportation of power
that falls within its jurisdiction. The jurisdiction of the FERC, set out in the
FPA, is over the transmission or wholesale of energy in interstate com-
merce.’” While this phrase standing alone might have been broadly inter-
preted by the courts, the statute went further and specifically reserved juris-
diction to the states for facilities that generated electricity and transmitted it
locally, in intrastate commerce, or consumed it themselves.”® The courts
interpreted this to mean that Congress wished states to maintain regulatory
control of purely state-wide facilities, even if those facilities have some
effect on interstate commerce.” The FERC also has only limited jurisdic-

51 ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 3.

52 Public Utility Regulatory Policies Act of 1978, 16 U.S.C. § 2601 (2000).

53 Energy Policy Act of 1992, Pub. L. No. 102-486, 106 Stat. 2905 (codified as amended at 15
U.S.C. § 79 (2000)).

54 ROAD TOWARD RESTRUCTURING, supra note 19, at 1-2.

55 See FED. ENERGY REGULATORY COMM’N, HISTORY OF FERC, at
http://www.ferc.gov/students/whatisferc/history.htm (last visited Aug. 8, 2004). The Federal Power
Commission (“FPC”) was reorganized by Congress into the Federal Energy Regulatory Commission
(“FERC”) in 1977. Id. The FERC kept the vast majority of FPC powers, and the ones it lost are not
relevant to this paper. Id. For simplicity’s sake, from here on out the Commission will be called the
FERC regardless of the year to which it is being referred.

56 For a discussion on two of the more important laws amending the FPA and PUHCA, see the
discussions on PURPA and EPACT, infra Part 1.B.3-4.

57 16 U.S.C. § 824(b)(1) (2000).

58 Id.

59 See ROAD TOWARD RESTRUCTURING, supra note 19, at 2. While state regulations on intrastate
utility activities vary, in practice the most important power they have retained is probably the setting of
retail power rates on end consumers (residential, commercial, and industrial). See id.
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tion over some government operated utilities, such as the Tennessee Valley
Authority.®

However, within its jurisdictional sphere the FPA assigns the FERC
fairly broad powers. The FPA grants the FERC the power to set rates and
charges that are collected by energy utility companies that transmit or sell
electric energy in interstate commerce.®' The rates and charges of utility
companies under the jurisdiction of the FERC cannot be “unjust and unrea-
sonable” or “unduly discriminatory or preferential,” as determined by the
FERC. Such rates and charges are subject to change by the FERC.®?

When a utility company wishes to change its rates, it is required to
submit a rate schedule to the FERC.% The FERC then decides if these rates
are just and reasonable, using a “myriad of factors” including the character-
istics of the customers receiving the energy, the nature of the service being
provided to the customers, and other “facts of each case.”®* The FERC must
either rule upon this proposed rate schedule before it would go into effect,
or suspend it from going into effect for up to five months.% If they are not
acted on within five months, the new rates go into effect automatically; but
the FERC has the power to later revoke the rates and order refunds if they
were determined to be unjust or unreasonable.%

The FPA is still the statutory backbone for the powers of the FERC.
While the FERC issues detailed regulations that specifically govern partici-
pants in the power industry within its jurisdiction,®” these regulations draw
most of their power from the provisions of the FPA that give the FERC the

60  See ELECTRIC UTILITY RESTRUCTURING, supra note 21, at 18.

61 16 U.S.C. § 824(d)-(e) (2000).

62 Jd. As would be expected, the courts have interpreted this and other language defining the
authority of the FERC. See, e.g., Entergy Louisiana, Inc. v. Louisiana Pub. Serv. Comm’n, 539 U.S. 39,
46-48 (2003) (holding that if the FERC delegates part of its rate approval authority to the utility com-
pany, state commissions may not review or overturn the utility company’s rate decisions made under
that discretion); New York v. FERC, 535 U.S. 1, 28 (2002) (holding that the FERC is within it’s author-
ity to require public utility companies to transmit competitors’ power on their own lines, on the same
terms and prices as given to their own electricity); Nantahala Power & Light Co. v. Thornburg, 476 U.S.
953, 962 (1986) (finding that, under the Supremacy Clause, rates set by the FERC within its jurisdiction
are binding on, and must be enforced by, state utility commissions); Atlantic City Electric Company v.
FERC, 329 F.3d 856, 859 (D.C. Cir. 2003) (holding that the FERC cannot prohibit utility companies
from withdrawing from an Independent System Operator); Louisiana Pub. Serv. Comm’n v. FERC, 184
F.3d 892, 897 (D.C. Cir. 1999) (holding that the FERC has a “duty—not the option—to reform rates”
that are not just and reasonable); E. Tennessee Natural Gas Co. v. FERC, 863 F.2d 932, 942 (D.C. Cir.
1988) (holding that FERC has the authority in some circumstances to order refunds to be paid if they
determine a utility set an unjust or unreasonable rate).

63 16 U.S.C. § 824(d) (2000).

64 Cent. Louisiana Elec. Co., 70 F.E.R.C. 63,015, 1995 WL 76820, *7 (1995).

65 16 U.S.C. § 824(d) (2000).

66 Id.

67  See infia Part 1.C.
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ability to set “just and reasonable” rates on the transmission or sale of en-
ergy in interstate commerce.®® Other pieces of legislation have also added
to the FERC’s ability to govern the power industry; these are examined in
more detail later in this section.®’

2. The Public Utility Holding Company Act of 1935

The Public Utility Holding Company Act (“PUHCA”) was passed as
part of the Public Utility Act of 1935, and was meant to work in concert
with its sister legislation, the Federal Power Act (“FPA”).”! Where the FPA
regulated rates and transmission, the PUHCA regulated business struc-
ture—again with an eye towards correcting the abuses of the early 1900s.”
Around the turn of the century, the business model in the utility industry
began to change, from multiple local utilities to large holding companies’
that had bought up controlling interests in multiple local utilities.”* These
conglomerate companies then used their monopoly power to charge their
related utilities large sums of money for services tangentially related to
electricity, such as billing.”” While these excessive charges would, of
course, be passed on to the consumers, there was little the consumers could
do without any choice in from whom they purchased their electricity.”® Fur-
thermore, it was very difficult for state legislatures to regulate these holding
companies, because they had complicated, multilayered business structures,
and because they usually operated across multiple states.”’ In addition, the
holding companies were borrowing large amounts of money to finance their
acquisitions and had unstably high debt-to-equity ratios.”® In 1928, a Fed-
eral Trade Commission report described the holding companies as “fre-
quently a menace to the investor or the consumer or both.””

68 16 U.S.C. § 824(d)-(e) (2000); 16 U.S.C. § 824(b)(1) (2000).

69  See infia Part 1.C.

70 15U.S.C. § 79 (2000).

71 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 3.

72 See id.

73 PUHCA defines a holding company as an enterprise that directly or indirectly owns 10% or
more of a stock in a public utility company. 15 U.S.C. § 79b(a)(7) (2000).

74 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 2.

75 See id.

76 See id.

77 Id.at3.

78 Indeed, many of the holding companies went bankrupt and collapsed after the stock market
crash of 1929. Id. at 2.

79 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 3.
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PUHCA tried to correct those problems by freeing utility operating
companies from the absentee control of the holding companies.®® It did this
by granting the Securities and Exchange Commission (“SEC”) authority to
oversee the business structure of utility holding companies.®' Once the SEC
had forced the holding companies into a more manageable structure, the
way would be open for state regulation of the utility companies.®*

Specifically, PUHCA did this in three main ways. First, it required
that all public utility holding companies register with the SEC if they or
their subsidiaries were engaged in interstate commerce.® Those holding
companies required to register with the SEC were then required to submit
certain information to the SEC, including profit and loss statements, bal-
ance sheets, information concerning the companies’ business operations,
and a description of the company’s management and business structure.
The SEC would then use this information to insure that public utility hold-
ing companies were complying with the other portions of PUHCA %

Secondly, PUHCA forcefully simplified the business structures of in-
terstate utility holding companies.®® As mentioned, holding companies had
previously layered themselves like onions, making it difficult for the states
to regulate them.” Under PUHCA, however, holding companies were abol-
ished if they were more than twice removed from their operating utility
company.®® Furthermore, holding companies were required to eliminate any
portion of their holding company system that “unduly or unnecessarily
complicate[d] the structure.”® Once these principles were implemented,
holding companies became much more manageable for state and federal
regulators.”

Finally, PUHCA limited each public utility holding company to the
operation of a single, integrated public utility system.’! In practice, the re-
quirement that this single system be “integrated” often has limited public
utility holding companies to owning utility operations within a single geo-

80 2 THOMAS LEE HAZEN, THE LAW OF SECURITIES REGULATION § 15.1, at 268 (2d ed. 1990).

81 15 U.S.C. § 79b(a)(6) (2000).

82 HAZEN, supra note 80, § 15.1, at 268.

83 15U.S.C. § 79d (2000).

84 Id. § 79¢(b) (2000).

85 See AARON M. FLYNN ET AL., CONG. RESEARCH SERV., No. RL32133, FEDERAL MERGER
REVIEW AUTHORITIES AND ELECTRIC UTILITY RESTRUCTURING (2003).

86 15U.S.C. § 79k(b)(2) (2000).

87 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 2-3.

88 Id. at 3. See also 15 U.S.C. § 79k(b)(2).

89 The SEC determines what “unduly complicates” the holding company structure. See 15 U.S.C.
§ 79k(b)(2) (2000).

90 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 6.

91 15 U.S.C. § 79k(b)(1) (2000).
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graphical area.”” However, PUHCA allowed the SEC to make exceptions to
this rule.”® The SEC may allow a holding company to operate multiple util-
ity systems if it finds three things: First, if the extra utility systems were to
operate on their own, they would be substantially less efficient.”* Second,
the additional utility systems must be located in the same state as the first
system, or in adjoining states, or in a contiguous foreign country.” Third,
the combination of these systems must not impair local management, effi-
cient operation, or effectiveness of regulation.”®

Most commentators believe that PUHCA was successful in its original
goal of simplifying the structure of public utility holding companies so that
they could be more successfully regulated.”” However, despite (or perhaps
because of) its past success, PUHCA regulations are often criticized. Some
believe that the regulations set out in PUHCA have become less necessary
with greater FERC regulation of the power industry.”® Furthermore, critics
argue that PUHCA reduces investment in the utility industry by making it
difficult to create utility holding companies and thus minimize risk in the
industry.” Utility holding companies often own multiple utilities in differ-
ent parts of the country; this diversifies assets.'” Just as a more diverse
stock portfolio is less risky to its owner, more diverse utilities are less risky
to its shareholders and thus more attractive to potential investors.!’! Be-
cause PUHCA discourages these multi-state utility holding companies, it
reduces investment. Even the utility holding companies that receive excep-
tions to PUHCA from the SEC do not escape this problem, because the
SEC can revoke these exceptions at any time.'%? This possibility of revoca-
tion creates uncertainty for the holding companies and reduces the amount
people are willing to invest in them.!® Finally, some believe that the ten-
dency of PUHCA to limit investment in and expansion of holding compa-

92 See MICHAEL V. SEITZINGER, CONG. RESEARCH SERV., No. RS20952, PUBLIC UTILITY
HOLDING COMPANY ACT: MAJOR STATUTORY PROVISIONS AND POSSIBLE REFORM EFFORTS 4 (2002).

93 15U.S.C. § 79k(b)(1) (2000).

94 Id. § 79k(b)(1)(A).

95 Id. § 79k(b)(1)(B).

96 1d. § 79k(b)(1)(C).

97 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 4. Between 1938 and 1962,
2,419 electric and gas utility companies registered with the SEC under PUHCA. /d. Of these, 928 were
subject to divestiture of some of their assets, such as utility systems. /d.

98  See ELECTRIC UTILITY RESTRUCTURING, supra note 21, at 25.

99 ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 6.

100 74

101 See jd.
102 See id.
103 See id.
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nies might have negative consequences for the eventual construction of
large, nation-wide Regional Transmission Organizations.!®

3. The Public Utility Regulatory Policies Act (“PURPA”) of 1978

The Public Utility Regulatory Policies Act (“PURPA”) was passed in
1978 with the main goal of increasing our electrical power production.'® It
did this first by creating a new sort of unregulated power generating entity,
known as the Qualifying Facility (“QF”).!% Next, it mandated that utilities
purchase power from these QFs, and changed the rate at which this power
would be purchased.'”” In the process of encouraging other non-utility
companies to generate power, Congress also inadvertently began the proc-
ess of introducing competition into the power industry.'%®

First, to increase the production of energy in the United States,
PURPA created QFs as a new sort of facility exempt from regulation under
the earlier FPA and PUHCA statutes.!” It did this to encourage additional
power production in the United States.!'’ QFs are exclusively generators of
electricity that sell that electricity wholesale to other utilities.!'! Or, put
another way, QFs create power, but they cannot sell or send that power to
end users such as home owners, businesses, etc. PURPA set out two sorts
of generators that could be certified as QFs: small power producers and
cogenerators.''?> While the requirements for each type are slightly different,
both are required to meet certain standards of fuel use, efficiency, and reli-
ability to be considered a QF.!"® This virtually unregulated QF option was
very attractive to many power producers.'!*

104 See ELECTRIC UTILITY RESTRUCTURING, supra note 21, at 25.

105 RoAD TOWARD RESTRUCTURING, supra note 19, at 2. This was done in order to allay certain
national security concerns resulting from the oil embargos against the United States in the 1970s. See id.

106 16 U.S.C. § 824a-3 (2000); see also ELECTRICITY RESTRUCTURING (PURPA), supra note 48, at

107 16 U.S.C. § 824a-3(a), (d) (2000); see also ELECTRICITY RESTRUCTURING (PURPA), supra
note 48, at 2-3.

108 See ELECTRICITY RESTRUCTURING (PURPA), supra note 48, at 3-4, 6; see also ROAD TOWARD
RESTRUCTURING, supra note 19, at 3.

109 16 U.S.C. § 824a-3(e)(1) (2000).

110 See ROAD TOWARD RESTRUCTURING, supra note 19, at 2.

11 See 16 U.S.C. § 796(17)(C), (18)(B)(2) (2000).

112 j4 § 824a-3(a) (2000).

13 14§ 796 (2000). “Small power production facility[ies]” are required to 1) run off of renewable
fuel sources, such as solar, wind, waste, or geothermal power and 2) “meet standards set by the FERC
for fuel use, fuel efficiency, and reliability.” /d. Furthermore, such power producers cannot be owned by
anyone engaged in power production by non-QF generators (such as utility companies). Id. §
796(17)(c)(ii). “Cogenerators” are required to 1) produce both electricity and some secondary energy
product, such as steam or heat, that can be used for industrial or commercial heating and cooling pur-
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Next, PURPA required that utility companies offer to purchase the
power produced by QFs; utility companies had no choice in the matter.''
PURPA also set the amount the utility company must pay for the QF’s
power at the amount of money it would have taken the utility company to
generate the power on its own.!'® This is a concept known as “avoided
cost,” and it is different from the normal regulatory policy of pricing energy
based on how much it cost the generator to produce it.!!” In other words, in
theory, PURPA awarded the QFs as profit the difference between the
amount it cost the QF to produce the electricity, and the amount it would
have cost the (presumably less efficient) utility company to produce the
electricity.''®

Finally, in attempting to increase the amount and efficiency of power
by creating QFs, Congress inadvertently opened the door for competition in
the energy market.!!” Prior to PURPA, utility companies were integrated
monopolies; they generated their own power, and then transmitted it on

poses; and 2) meet standards set by the FERC as to minimum size, fuel use, and fuel efficiency. /d. §
796(18)(A)-(B)(i). Furthermore, like small power producers, cogenerators may not be owned by anyone
engaged in non-QF power production. /d. § 796(18)(B)(ii).

114 See ROAD TOWARD RESTRUCTURING, supra note 19, at 2-3. In addition to the benefits offered
by PURPA (exemption from FPA and PUHCA constraints), there were also benefits offered to QFs
under another more minor law, the Fuel Use Act of 1978. Id. The Fuel Use Act forbade utility compa-
nies from using natural gas to create new generating capacity; however, QFs could use natural gas if
they wished to do so. /d. Combined with new technology that made efficient use of natural gas to create
power, QFs received a large advantage over normal utility companies, and many QFs entered the market
in a short time. /d. The Fuel Use Act, however, was repealed only nine years after it was enacted, in
1987. 1d.

11516 U.S.C. § 824a-3(b) (2000). See also ROAD TOWARD RESTRUCTURING, supra note 19, at 2;
FRED SISSINE, CONG. RESEARCH SERV., No. RS20270, RENEWABLE ENERGY AND ELECTRICITY
RESTRUCTURING 2 (1999). The decision to force utility companies to purchase power from QFs was
controversial, and some utility companies contended that it was a taking without just compensation in
violation of the Fifth Amendment of the Constitution. /d. However, the Kansas Supreme Court ruled
against the utility companies, stating that these forced purchases were not takings so long as the utility
companies were permitted to sell the power for profit to their retail energy customers, and the U.S.
Supreme Court dismissed the case on appeal. See Kan. City Power & Light Co. v. State Corp. Comm’n.,
238 Kan. 842, 848 (1986), appeal dismissed, 479 U.S. 801 (1986).

116 16 U.S.C. § 824a-3(d) (2000).

117 See ELECTRICITY RESTRUCTURING (PURPA), supra note 48, at 2-3.

118 See generally id. In practice, however, while the concept of avoided cost is defined by PURPA,
state regulators have wide latitude in what procedures are used to discover this avoided cost value. /d.
Different states use different procedures, and thus often come up with widely varying numbers for
avoided costs. /d. Some states even use auction systems to determine avoided costs, in which QFs bid to
provide utilities with the cheapest power. /d. While this auction system is certainly more competitive, it
does not seem to discover avoided cost at all, but instead discovers something closer to the QFs’ mar-
ginal cost of production. See id.

119 See id. at 3-4; see also ROAD TOWARD RESTRUCTURING, supra note 19, at 3.
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their own grid and sold it to their own end users.'*® However, PURPA be-
gan to de-link the generation of power from its transportation and sale by
encouraging small, non-utility QF generators to enter the market, then re-
quired the monopoly utilities to purchase the power the QFs produced.'?!
As the share of U.S. power produced by QFs increased,'?? the view of util-
ity companies as natural monopolies began to waiver.'”® QFs were rela-
tively cheap and easy to bring online; so at least in the generation portion of
the power industry, new and efficient technology seemed to be eating away
at the utilities’ natural monopoly status.'?* So it was that regulators began to
consider that a competitive model might work better in the utility industry
than the regulated monopoly model; such thinking led to the passage of the
Energy Policy Act (“EPACT”) in 1992, and the Regional Transmission
Organizations of today.'?’

4. Passage of the Energy Policy Act of 1992

EPACT was passed in 1992 with the goal, in part, of increasing com-
petition in the electrical industry.'*® Where PURPA began to open the door
to competition in the electrical industry by creating QFs, EPACT threw the
door wide open by creating another new sort of unregulated facility—the
Exempt Wholesale Generator (“EWG”).!?” EPACT also contained provi-
sions to ensure that these new EWG facilities could transmit their power to
whatever entity purchased it.!?® The end result of this legislation was a large
increase in competition in the generation sector of the public power indus-
try.12

First, EPACT created EWGs; these are power generating facilities
that, much like QFs, are exempt from regulation under PUHCA and the
FPA."3° To qualify as an EWG, a power-generating facility must meet sev-
eral criteria, the most important of which is that it must sell its power only

120 See supra Part 1.B; see also ROAD TOWARD RESTRUCTURING, supra note 19, at 1-2.

121 See ELECTRICITY RESTRUCTURING (PURPA), supra note 48.

122 As of 1996, about 8% of United States power is generated by QFs. See id. at 3.

123 /. at3.

124 See id. at 3-4.

125 See id.

126 Energy Policy Act of 1992, Pub. L. No. 102-486, § 711, 106 Stat. 2776 (1992) (codified as
amended in scattered sections throughout 46 U.S.C., 42 U.S.C., 30 U.S.C,, 26 U.S.C,, 25 U.S.C,, 16
U.S.C., and 15 U.S.C.); see also ELECTRICITY RESTRUCTURING (PURPA), supra note 48, at 6.

127 15 U.S.C. § 79z-5a(a)(1) (2000); see also ELECTRIC RELIABILITY, supra note 13, at 3.

128 16 U.S.C. § 824k(a), (c) (2000).

129 See ELECTRICITY RESTRUCTURING (PURPA), supra note 48, at 4-6.

130 See 15 U.S.C. § 79z-5a(e) (2000).



2004] WHEN THE LIGHTS GO OUT: THE IMPACT OF H.R. 6 789

at wholesale to other utility companies (not to end users).!*! Unlike the QFs
created by PURPA, EWGs could be large, they could operate on fuels other
than renewable fuels, and they could sell their power for whatever price
they chose (so long as they sold it at wholesale).'*> Furthermore, because
the EWGs were exempt from PUHCA, utility holding companies and other
firms could build and own EWGs without fear of running afoul of
PUHCA’s restrictions on business structures.'*® These exemptions lead to
more investment in power generation facilities.!>*

After creating these independent generating facilities, Congress also
had to provide for how they would transmit their energy; a typical EWG
would probably not own any transmission lines.!*> EPACT accomplished
this by allowing the FERC to issue orders requiring a utility company to
transmit power generated by an EWG.!*® The transmitting utility company
then charges the EWG based upon the cost to the utility company in trans-
porting the power.!*” The FERC expanded on these guidelines in Orders
888 and 889, but the essential effect of the statute was to ensure that EWGs
always had a way to send their generated power to their customers.'*

Finally, the effect of EPACT was dramatic: It resulted in a large in-
crease in competition in the electrical industry.'** Competition in the elec-
trical industry, if feasible, was the preferred market structure from a regula-
tory standpoint because of the greater flexibility and efficiency afforded by

131 See id. § 79z-5a(a)(2). The other requirements are rather lax, and the FERC allows companies
to simply file affidavits swearing that they meet them. /d. Those requirements include filing a descrip-
tion of the facility, reporting any lease arrangements electric utilities, and showing compliance with any
additional requirements put on the nascent EWG by state power commissions. See ELECTRICITY
RESTRUCTURING (PURPA), supra note 48, at 6.

132 See generally ELECTRICITY RESTRUCTURING (PURPA), supra note 48.

133 See id. at 4.

134 See id.

135 See ROAD TOWARD RESTRUCTURING, supra note 19, at 3. It is likely that the transmission
provisions in EPACT were motivated by a fear that, absent a requirement that the utility companies
purchase the power produced by the EWGs (as exists with the QFs created under PURPA), public
utilities might use their control over the transmission lines to keep the EWGs from selling their power to
other utilities, thus putting the EWGs out of business. See ELECTRIC RELIABILITY, supra note 13, at 3;
ELECTRICITY RESTRUCTURING (PURPA), supra note 48; ROAD TOWARD RESTRUCTURING, supra note
19, at 3.

136 16 U.S.C. § 824i(a), k(a)-(c) (2000).

137 Jd. § 824k(a). The price the utility company can charge the EWG includes, in addition to short
term costs, some longer term investment costs such as for investment in enlarging the utility company’s
transmission grid. See id.

138 See infra Part 1.C.1 for a discussion of Orders 888 and 889.

139 See ELECTRICITY RESTRUCTURING (PURPA), supra note 48, at 4 (“[EPACT] increased compe-
tition in the electric generating sector . . . . By creating new options for utilities and regulations to meet
electricity demand, the effect of EPACT on the energy supply system is potentially more far reaching
than PURPA’s introduction of cogenerators and small power producers to the electricity supply mix.”).
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robust markets.'*’ In the early 1900s, however, competition had not seemed
feasible.'*! But after the passage of PURPA and the creation of QFs, regu-
lators realized that modern technology made entrance into the power gen-
eration sector of the industry relatively easy.!** Generation, at least, was no
longer a natural monopoly, and competition seemed more feasible.!*
EPACT was based upon this view.'* By encouraging the creation of new,
unregulated power-generating facilities that could sell their power only to
utilities (not to end users), EPACT helped to create a robust wholesale
market for energy.'#

However, in some ways it was almost too successful: investment in
new generation facilities is now growing much faster than investment in
new transmission lines.'*® Growth in demand for power has also outpaced
growth in transmission capacity.'*” A power grid originally built to handle
the local transmission of power from a monopoly’s power station to its
nearby retail customers is now being used as the crossroads for an interna-
tional wholesale power market.'*® Just as dirt roads that once worked for
horse and buggy were insufficient to handle the newly-created automobile,
our current power grid is also insufficient for its new task of carrying
wholesale electricity throughout the country.!* These concerns regarding
transmission and reliability were among the main reasons the FERC issued
Orders 888, 889, and 2000, and ultimately created the RTO.!*°

C. FERC Orders and the Creation of Regional Transmission Organiza-
tions

While the Federal Power Act (“FPA”) and the other above-mentioned
laws are the backbone of energy regulation, they are not the whole picture.
These laws set out the broad guidelines of what must be done, and leave the

140 See generally ELECTRIC RELIABILITY, supra note 13.

141 See ROAD TOWARD RESTRUCTURING, supra note 19, at 1.

142 See id.

143 See generally ELECTRICITY RESTRUCTURING (PURPA), supra note 48, at 3.

144 See generally id.

145 See ROAD TOWARD RESTRUCTURING, supra note 19, at 3.

146 See ELECTRIC RELIABILITY, supra note 13, at 1. This is not to say that generation capacity is
necessarily growing quickly enough, however, for there are still generation shortages in some areas of
the country; it is just growing more quickly than transmission. See id.

147 [d_at 4. Electricity demand has been growing at 2% to 3% per year. Id. By contrast, additions to
the transmission system have grown at only .7% per year. Id. As might be expected, this has lead to
congestion in the power lines of many areas of the United States. /d.

148 See ELECTRIC RELIABILITY, supra note 13, at 1.

149 See generally id.

150 See id. at 3, 6-7.
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details to the FERC."! Thus, many of the most important rules regarding
the power industry are found not in statutes, but in FERC regulations.

As discussed, EPACT granted the FERC broader authority over power
transmission issues to enhance competition in the industry by requiring
utilities to transport power generated by the new EWG facilities.'” Pursu-
ant to this authority and the authority given to it in the original FPA, the
FERC promulgated three orders important for the purposes of this note:
Orders 888, 889, and 2000.'5 Generally speaking, these three orders were
meant to increase competition in the industry by eliminating some of the
transmission issues EPACT left unsettled.!>* Each will be examined in turn.

1. Order 888: Transmission Access, Unbundling, and the Creation
of ISOs

Order 888, also known as the “Open Access Rule,” was promulgated
by the FERC in 1996.!° Order 888, combined with its companion Order
889, were intended to eliminate “undue discrimination” in the ability of
generators to access transmission lines owned by monopoly utilities.'*®
Order 888 specifically did three main things: First, it set out a system for
pricing transmission.'”” Second, it forced utility companies to separate their
generation and transmission functions.!®® Finally, it encouraged utility
companies to join new conglomerate organizations, called Independent
Systems Operators, to help coordinate transmission.'>’

First, Order 888 set out rules for the enforcement of the FPA and
EPACT’s mandatory transmission requirements.'*® All public utility com-
panies were required to set a “Non-discriminatory Open Access Transmis-

151 See 15 U.S.C. § 79 (2000); 16 U.S.C. § 791(a) (2000); 16 U.S.C. § 2601 (2000).

152 See discussion supra Part 1.B.

153 FE.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285; F.E.R.C.
Order 889, Open Access Same-Time Information Systems, 75 F.E.R.C. 61, 078. Interestingly, the
FERC relied mainly upon its authority under the original FPA to fix “unduly discriminatory or preferen-
tial” rates, as opposed to its new powers under EPACT to order transmission. See F.E.R.C. Order 888,
Open Access Rules, 75 F.E.R.C. 61, 080, at 98-120.

154 See ROAD TOWARD RESTRUCTURING, supra note 19, at 4.

155 FE.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080.

156 Id.at1.

157 See id. The FERC had required utilities to give power generators the benefit of transmission
since the passage of EPACT in 1992. However, prior to Order 888, the FERC had mainly only required
certain specific sorts of transmission, and had done so on a case by case basis. /d. at 33-35.

158 See id. at 277-88.

159 See id.

160 See Conservation of Power and Water Resources, 18 C.F.R. § 35.28(c)(1)(i) (2003).
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sion Tariff” within sixty days of the publishing of Order 888.'%! This tariff
is essentially a price for the use of the utility company’s transmission lines.
The system for setting this price is complicated,'®? but the general principle
behind the rule is simple: A transmission line owner must set prices and
provide services at a comparable level to what he would provide for him-
self.!%3 Furthermore, if a utility company posts such a tariff for the use of its
transmission lines, and the FERC approves it, any generator asking the
FERC to issue an order for transmission against that company (under
EPACT) bears the burden of proof that the service of the utility company is
inadequate.'® In other words, the FERC turned the vision of EPACT on its
head: Instead of ordering transmission in individual cases, the FERC set out
general rules for transmission and a very high bar for particular orders.'%
Next, Order 888 required utility companies to “functionally unbun-
dle”—meaning separate—their power generation assets from their power
transmission assets.'®® The FERC’s requirements for functional bundling, in
sum, attempted to put a utility company’s own power generating facility on
a level playing field with other power generation facilities as to the use of
the utility company’s own transmission lines.'®” In practice, this required
utility companies that owned both generation and transmission assets to

161 See id. Those utility companies that have given up control of their transmission lines to an
Independent System Operator, discussed infra in this section, could submit to the FERC only one tariff
for their entire power pool, as opposed to one rate for each utility company. See F.E.R.C. Order 888,
Open Access Rules, 75 F.E.R.C. 61, 080.

162 See generally F.ER.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 286-390 (price
setting information).

163 See F.E.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 136; See also ROAD
TOWARD RESTRUCTURING, supra note 19, at 4. This concept was aided by functional unbundling of
generation and transmission. See discussion infra, this section.

164 See 18 C.F.R. § 35.28(e)(1)(ii).

165 The FERC did this, in part, by relying on its authority over “unduly discriminatory or preferen-
tial” rates under the original FPA, on the theory that utility companies were using their monopoly power
to discriminate against transmissions sent in interstate commerce by EWG generators. See F.E.R.C.
Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 98-120. The FERC’s authority under EPACT
was referenced as well, but it was secondary to the powers granted under the FPA. See id.

166 See F.E.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 57-61. After the FERC
required utilities to functionally unbundled their power, a group of states and utility companies chal-
lenged the FERC’s authority to continue to regulate the unbundled power. See New York et. al. v.
FERC, 535 U.S. 1 (2002). They argued that since the power transactions were now unbundled, most
transactions were retail in nature, and thus under the FPA were left up to the states to regulate. /d. at 15.
The Supreme Court, however, disagreed, ruling that the FERC had jurisdiction even over unbundled
power. Id. at 5.

167 See F.E.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 57-61. Specifically, func-
tion unbundling requires a utility company to do the following: 1. Take transmission services under the
same open access tariff as other power generators; 2. Separate rates charged for wholesale generation
and transmission; 3. Receive information from the same information network as other generation facili-
ties when buying or selling (and thus transmitting) power. Id. at 57.
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separate them by something akin to a “Chinese wall”; the two portions of
the business must keep separate books, keep separate records, and be
charged the same prices for transmission as other power generators.'®® The
FERC viewed this functional unbundling of generation and transmission as
necessary to accomplish the purpose of non-discriminatory open access
tariffs, because without it, utility companies were likely to give preferential
treatment to their own power generation facilities.'®

Finally, to better coordinate power transmission in an area of the
power grid, the FERC recommended that utility companies join a new sort
of cooperative organization: the Independent Systems Operator (“ISO”).!7
The ISO is a non-profit organization that controls the power transmission
lines in a given geographic area.'’! Utility companies that join an ISO give
up control of their transmission lines to the 1SO.!”> The ISO then coordi-
nates the control of its piece of the grid in an efficient manner.'”® In theory,
this can help to eliminate many of the problems that result from competing
power generators and utility companies all attempting to simultaneously
send power along one another’s transmission lines under Order 888’s open
access tariff.!7*

168 See ROAD TOWARD RESTRUCTURING, supra note 19, at 4.

169 See F.E.R.C. Order 888, Open Access Rules, 75 F.ER.C. 61, 080, at 57-61.

170 See generally F.E.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 277-288.

171 See Gregory S. Vassell, ISO v. Transco: The Debate Goes On, PUB. UTIL. FORT., Sept. 5, 1997,
at 30.

172 See id.

173 See id. at31.

174 See generally ELECTRIC RELIABILITY, supra note 13, at 6-12. These problems include conges-
tion, “pancaking,” “loop flow,” and the “seams issue.” Id. at 1. Congestion is self-explanatory; it results
when too much power attempts to travel through a transmission line at any given point in time. /d. It
often happens at so called “bottlenecks”—areas of the grid where there is not enough transmission to
carry large quantities of wholesale electricity from one state or area to another. /d. There are many of
these “bottlenecks” in the United States, in part because our power grid was not created to be intercon-
nected, but instead to serve vertically integrated monopolies. See id. “Pancaking” is an industry term for
being charged multiple open access tariffs when power unnecessarily travels back and forth through
areas of the grid owned by different utility companies while on its path to its final destination. The
power-sending generator then gets charged multiple, “pancaked” rates which would have been much
lower had the power traveled a different path. See Bruce W. Radford, ISO Growing Pains, PUB. UTIL.
FORT., Mar. 1, 2000, at 4. “Loop flow” is an industry term for the problems caused neighboring utility
companies when electricity travels near to their grids along its transmission path. Charles J. Cicchetti &
Colin M. Long, Transmission Products and Pricing: Hidden Agendas in the ISO/Transco Debate, PUB.
UTIL. FORT., June 15, 1999, at 38. Because electricity inherently follows the path of least resistance, its
exact path along a portion of the power grid cannot be easily determined. /d. On occasion, it will take
unexpected “short cuts” through neighboring power grids. /d. This sudden influx of unexpected electric-
ity can cause the neighboring utility problems, and tie up their transmission lines without compensation
from the sending generator. See id. The “seams issue” is an industry phrase referring to the problems
created by the patchwork nature of our power grid. See Marija Ilic & Leonard S. Hyman, Don’t Rush
the Seamstress: Second Thoughts on the Marriage of the North-East Grids, PUB. UTIL. FORT., Sept. 1,
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The FERC set out several guidelines for these recommended con-
glomerates.!” In general, they required the ISO to operate the transmission
lines in an area in an open, fair, efficient, and non-discriminatory manner;
they also required the ISO to assume responsibility for the reliability of the
portion of the power grid that it controlled.!’® These guidelines would later
become even more important, as they are very similar to the guidelines set
out for Regional Transmission Organizations.'”’

2. Order 889: Transmission Information Systems

Order 889 was also promulgated in 1996, on the same day as its sister
Order 888.!" Order 889 was meant to work in concert with Order 888 by
providing information to generators about the transmission network.!” It
did this by creating the Open Access Same-time Information System
(“OASIS™)."8 OASIS is an electronic network that provides those purchas-
ing, supplying, or transporting energy with real-time information regarding
available transmission capacity and prices.'®!

Utility companies that own transmission assets are required to submit
certain information to the OASIS system.!®? This information amounts to
the same data used by utility company employees in the sale or purchase of

2001, at 28. Prior to energy restructuring with PURPA and EPACT, power wasn’t shipped out of state
very often—again, the grid was built to serve a system based on vertical monopolies, not horizontal
competition. /d. Thus, the different sections of grid often have very few transmission lines between
them. /d. This often makes it difficult to send large wholesale power transactions back and forth across
these “seams.” See id.

175 See F.E.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 277-288.

176 See id. There were eleven total ISO guidelines. See id. They can be summarized as follows:
ISOs should 1) Be structured in a fair and non-discriminatory manner. /d. at 280. 2) Have strict conflict
of interest standards. /d. at 280-81. 3) Provide open access to the grid and eliminate “pancaked” rates.
Id. at 280. 4) Ensure short-term reliability of the power grid. /d. at 282. 5) Have control over transmis-
sion in its region. /d. at 283. 6) Promote efficient energy trading and grid use. /d. at 283. 7) Have an
efficient management and administration structure. /d. at 283-84. 8) Promote efficient use of and in-
vestment in generation, transmission, and ancillary services. Id. at 284-85. 9) Make transmission infor-
mation available electronically. /d. at 286 10) Coordinate with neighboring transmission control areas.
1d. at 286. 11) Establish an Alternative Dispute Resolution system. /d. at 286.

177 See discussion infia Part 1.C.3.

178 F E.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 8.

179 4.

180 See 18 CFR §§ 37.1, 37.8 (2003).

181 See F.E.R.C. Order 889, Open Access Same-Time Information Systems, 75 F.E.R.C. 61, 078, at

182 See 18 CFR §§ 37.5, 37.6 (2003).
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electricity.!® The FERC considered this information system a necessary
part of creating a system of open access to transmission at non-
discriminatory rates.!®* Combined with functional unbundling, this in the-
ory results in a system where the generation portion of a utility company
receives the same OASIS information on the utility company’s transmis-
sion as any other generation plant.'s

3. Order 2000: The Creation of Regional Transmission Organiza-
tions

The FERC quickly recognized that, even after Orders 888 and 889
were issued, problems still remained in the transmission industry.'®¢ In-
vestment in the construction of transmission, though sorely needed, was
still quite low.'"®” Discrimination by utilities against competing generators,
the bane of Order 888, was still somewhat common.'®® So called “seams” in
the power grid still existed, where individual utility companies and small
ISOs had not built up transmission lines interconnecting their regions of the
grid."® Also, externalities still existed where transmission of power along
certain paths could invade the transmission lines of other utilities.'”® Fi-
nally, due to the tendency of power to follow the path of least resistance, it
often had to be routed through multiple areas of the grid controlled by dif-
ferent utility companies, thus being charged multiple tariffs for one trans-
mission.'?!

183 See F.E.R.C. Order 889, Open Access Same-Time Information Systems, 75 F.E.R.C. 61,078, at
16.

184 See id. at 16.

185 See F.E.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61,080, at 57-61. However, there may
also be negative consequences for generators to the Oasis system; posting such detailed price informa-
tion will make it easier for transmission companies, especially Regional Transmission Organizations, to
tacitly fix prices among themselves. See Spiwak, supra note 33, at 46.

186 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 2.

187 See ELECTRIC RELIABILITY, supra note 13, at 4. This was due, in part, to certain problems with
the pricing model of the open access tariff that made it difficult for utilities to recover their fixed costs,
i.e., the costs of investing in new capital such as new transmission lines. See Spiwak, supra note 33, at
47.

188 See AMY ABEL, CONG. RESEARCH SERV., No. RS21407, FEDERAL ENERGY REGULATORY
COMMISSION’S STANDARD MARKET DESIGN ACTIVITIES 2 (2003) [hereinafter STANDARD MARKET
DESIGN ACTIVITIES].

189 See Ilic & Hyman, supra note 174, at 28; see also discussion of “seams,” supra note 174.

190 See Cicchetti & Long, supra note 174, at 38. See also discussion of “loop flow,” supra note
174.

191 See Radford, supra note 174, at 4; see also discussion of “pancaking,” supra note 174.
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The FERC and many commentators felt that the best solution to these
problems was some sort of regional control for the power grid.'”> The ISOs
recommendations in Order 888 were a step in that direction. However,
ISOs were voluntary, and many utility companies were not moving quickly
to join them.!” The FERC thus felt more was needed in order to ensure
open and un-discriminatory access to the transmission system.'**

Order 2000 was issued in late 1999 to meet those perceived needs.'”
It created the Regional Transmission Organization (“RTO”’), which was an
organization, independent of any generation assets, set up in control of a
large, multi-state section of the power grid.!”® In other words, it was some-
thing of a super-ISO. Utility companies that owned, controlled, or operated
transmission assets were required to either join an RTO, or justify to the
FERC their reasons for not joining one.!”” There were also some hints that
these RTOs would eventually be mandatory, and/or receive special regula-
tory benefits.!'”® The FERC did not choose a specific model for the RTOs,
but instead set out a list of four minimum characteristics, and eight mini-
mum functions.!” Any organization that meets these requirements can
qualify as an RTO.2%

As mentioned, to qualify as an RTO, the new entity must meet four
minimum characteristics.?’! First, the potential RTO must be independent

192 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.ER.C. 61,285, at 3. In
Order 2000, the FERC not only asserted that many of the above problems would be aided by RTOs, but
also that they would result in an overall savings of over 5 billion dollars per year to industry members
and consumers. See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at
94,

193 See ROAD TOWARD RESTRUCTURING, supra note 19, at 3-5.

194 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 14.

195 See generally F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285;
see also 18 CFR § 35.34 (2004).

196 See generally F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285;
see also ROAD TOWARD RESTRUCTURING, supra note 19, at 3-9.

197 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 7.

198 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 4 (“Our
objective is for all transmission-owning entities in the Nation, including non-public utility entities, to
place their transmission facilities under the control of appropriate RTOs in a timely manner . . . . [RTOs
will have] an opportunity for non-monetary regulatory benefits . . . . If the industry fails to form RTOs
under this approach, the Commission will reconsider what further regulatory steps are in the public
interest.”).

199 See 18 C.F.R. § 35.34(b)(1) (2004). However, the FERC is planning to make some suggestions
on business models (or “standard market design”) in a future order. See STANDARD MARKET DESIGN
ACTIVITIES, supra note 188, at 2-3.

200 See 18 C.F.R. § 35.34(b)(1) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 5-6.

201 See 18 C.F.R. § 35.34(j) (2004).
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from the market participants with which it deals.?*> Second, the RTO must
be large enough and made up of enough regional participants that it can
perform its minimum functions effectively for its section of the grid.?*
Third, the RTO must have operational authority over all transmission lines
in its area of control.>** Finally, the RTO must have exclusive authority to
maintain short-term reliability in its area of the power grid.?%

Furthermore, to qualify as an RTO, the new entity must perform eight
minimum functions.??® First, the RTO must set tariffs for transmission in its
area, and design those tariffs in a manner to provide efficient use of, and
non-discriminatory access to, its section of the grid.?*’ Second, RTOs must
ensure that power congestion in transmission lines under their control is
managed; the RTO is given some pricing flexibility to better accomplish
that function.?®® Third, RTOs must propose and implement solutions to the
so-called “loop flow” problems that result when energy invades a neighbor-
ing portion of a power grid.?® Fourth, RTOs must supply certain secondary

202 See 18 C.F.R. § 35.34(j)(1) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 152-53. The three specific requirements for independence set out
by the FERC include the following: 1) Its employees and directors must not have any financial interest
in any market participants; 2) It must have a decision-making process independent of any market par-
ticipant; 3) It must have exclusive and independent authority to file changes to the transmission tariff.
See id.

203 See 18 C.F.R. § 35.34(j)(2) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 238. The FERC declined to say how large was “large enough” for
an RTO to qualify under this characteristic, but stated that it would depend on a list of factors including
contiguousness, useful regional and transmission area boundaries, recognized trading patterns, and
several others. See id.

204 See 18 C.F.R. § 35.34(j)(3) (2004); see also F.ER.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 267. This must include the authority to operate transmission
facilities turned over to the RTO, as well as security coordination within the control area. See id. at 267-
68.

205 See 18 C.F.R. § 35.34(j)(4) (2004); see also F.ER.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 282. The FERC identified four basic short-term reliability func-
tions of an RTO: 1) Authority over power-interchange schedules; 2) Authority to order redispatch of
generators connected to its area of the grid; 3) Authority to approve or disapprove scheduled outages of
transmission facilities; 4) An RTO must report to the FERC if a state power commission is hindering its
ability to provide efficient and non-discriminatory service. See id. at 282-83.

206 See 18 C.F.R. § 35.34(k) (2004).

207 See 18 C.F.R. § 35.34(k)(1) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 324.

208 See 18 C.F.R. § 35.34(k)(2) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 332; discussion of “congestion” supra note 174. The RTO may
either perform the function of congestion management itself, or delegate it to another neutral body. See
F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 332.

209 See 18 C.FR. § 35.34(k)(3) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 386; discussion of “loop flow” supra note 174.
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services necessary to support the power grid and an energy market.?'° Fifth,
RTOs must be responsible for the OASIS information system, and the cal-
culation of average transmission capacity.’!! Sixth, RTOs must be respon-
sible for monitoring the energy markets they deal with, and providing re-
ports on market failures and abuses to the FERC.?'? Seventh, RTOs must be
responsible for the planning and expansion of their portion of the power
grid to meet current and future transmission needs.?"® Finally, RTOs are
responsible for coordinating with neighboring electricity markets, including
other RTOs, to create a more open and efficient energy market.?!*

While the FERC did not specifically choose a business model for
RTOs, the industry has narrowed it down. There are two basic sorts: The
first is the non-profit ISO model, where the ISO operates but does not own
its section of the power grid; the second is the for-profit “transco" model,
where one company combines ownership and operation of the power
grid.?!> While the ISO model has been tested previously, having evolved in
1996 under Order 888, the transco model is newer territory. It is debated
whether the transco’s profit motive will enable it to be a more competitive
manager of the power grid than its non-profit ISO cousin, or simply make
the transco more likely to exert monopoly power over its section of the
power grid.?!®

As of late 2003, the FERC has granted RTO status to three entities: the
Midwest Independent Transmission System Operator (“MISO”), RTO

210 See 18 C.F.R. § 35.34(k)(4) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 393.

211 See 18 C.F.R. § 35.34(k)(5) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 426.

212 See 18 C.F.R. § 35.34(k)(6) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 435. Specifically, RTOs are required to: 1) monitor the transmis-
sion portion of the market; 2) monitor the ancillary services and bulk power markets; 3) assess how the
RTO’s market and other energy markets interact with one another; 4) provide reports and specific
suggestions on all of these things to the FERC. See id.

213 See 18 C.F.R. § 35.34(k)(7) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 466.

214 See 18 C.F.R. § 35.34(k)(8) (2004); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 492.

215 See William W. Hogan, The RTO NOPR: No Mandate, but a Plan that Works, PUB. UTIL.
FORT., July 1, 1999, at 19. There are two more complicated sub-models that are related to these basic
models. See id. at 21. They include the following: 1) The “gridco” model, where a company owns the
grid but does not operate it, instead working with an ISO that controls the grid, and 2) The ISO/PX
model, where an ISO operates the grid, but works with a separate Power Exchange (“PX”) company
that handles market operations. /d. Additionally, there have been some proposals for for-profit ISOs,
and non-profit transcos. See id.

216 See Robert J. Michaels, ISO or Transco? It’s Not the Profit, but Who Gets the Reward, PUB.
UTIL. FORT., Aug. 1, 1999, at 52.
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West, and PJIM.2'7 It has also given conditional approval to two more
RTOs: SeTrans, and WestConnect.?!® However, some of the remaining
areas are reluctant to voluntarily join RTOs, in part due to lack of incen-
tives to do s0.2!? To this end, the FERC has requested authority from Con-
gress to give certain regulatory incentives to RTOs, including higher rates
of return on transmission.??

II. DISCUSSION OF HOUSE BILL 6, THE OMNIBUS ENERGY BILL

While the FERC has struggled to create a more coherent energy policy
in the United States, so too has Congress. For the five-to-six years, there
has been an understanding in the House and Senate that our nation’s energy
laws need to be updated.’’’ To that end, several comprehensive energy bills
have passed through various phases of the legislative process, culminating
in the most recent bill, House Bill 6.??? The provisions of the past bills will
be covered briefly below.””) The provisions of the current legislation pend-
ing before Congress will be considered in more depth, as will the provision
specifically pertaining to transmission rates.’?

A.  Omnibus Energy Legislation in Previous Congresses

Energy reform legislation was introduced in both the 106th and 107th
Congresses.””” There were multiple “omnibus” energy bills—in other
words, legislation including multiple energy issues—introduced in the
106th Congress.?? However, the legislation of the 106th Congress concen-

217 ROAD TOWARD RESTRUCTURING, supra note 19, at 5.

218 4.

219 See Spiwak, supra note 33, at 38.

220 See ELECTRIC RELIABILITY, supra note 13, at 6-7.

221 See generally ROAD TOWARD RESTRUCTURING, supra note 19.

222 See generally LARRY PARKER & AMY ABEL, CONG. RESEARCH SERV., No. RL30087,
ELECTRICITY RESTRUCTURING: COMPARISON OF COMPREHENSIVE BILLS (2000) (describing energy
legislation in the 106th Congress) [hereinafter ELECTRICITY RESTRUCTURING 106TH CONGRESS]; AMY
ABEL, CONG. RESEARCH SERV., No. RL31210, ELECTRIC UTILITY RESTRUCTURING LEGISLATION IN
THE 107TH CONGRESS (2002) (describing energy legislation in the 107th Congress) [hereinafter
ELECTRICITY RESTRUCTURING 107TH CONGRESS]; H.R. CONF. REP. NO. 108-375 (2003) (Conference
Report on H.R. 6, latest version of the energy legislation in the current 108th Congress).

223 See infra Part ILA.

224 See infra Part 11.B.

225 See ELECTRICITY RESTRUCTURING 106TH CONGRESS, supra note 222; ELECTRICITY
RESTRUCTURING 107TH CONGRESS, supra note 222.

226 See ELECTRICITY RESTRUCTURING 106TH CONGRESS, supra note 222, at 4.
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trated much more on the generation side of the industry than the transmis-
sion side.??” These pieces of legislation contained provisions to reform the
Public Utility Holding Companies Act (“PUHCA”); to increase the exemp-
tions for Qualifying Facilities (“QFs”) under PURPA; and to take jurisdic-
tion from the states and require retail competition for end electricity us-
ers.’? None of these comprehensive energy bills passed both the House and
Senate, however.

Energy legislation was more successful in the 107th Congress. The
main vehicle for energy reform in the 107th Congress was House Bill 4, the
Energy Policy Act of 2002, as passed by the Senate.””” The Senate version
of House Bill 4 contained provisions that would have repealed PUHCA and
given the FERC the power to review the financial books of utility compa-
nies.”?’ House Bill 4 would also have eliminated the mandatory purchase
requirement of PURPA, so that utility companies would no longer be
forced to buy energy generated by QFs.”*’ House Bill 4, however, con-
tained no provisions to encourage RTOs or to create incentives to build
transmission assets.”?

Because the House and Senate passed differing versions of House Bill
4, they were sent to a Conference Committee to create a compromise ver-
sion of the bill.?** The Conference Committee, however, failed to reach an
agreement before the end of the 107th Congress in 2002.7%

B. The Omnibus Energy Bill in the 108th Congress: The Energy Policy
Act of 2003

The main vehicle for energy reform legislation in the current, 108th
Congress is House Bill 6, the Energy Policy Act of 2003.%%° As of the writ-
ing of this note, there are three relevant versions of this legislation: House
Bill 6 as passed by the House of Representatives, House Bill 6 as passed by
the Senate, and the recent Conference Committee Report on House Bill

227 Seeid. at 1.

228 Seeid. at 4.

229 ELECTRICITY RESTRUCTURING 107TH CONGRESS, supra note 222, at 1. The House version of
H.R. 4 did not contain energy restructuring language. /d.

230 14

231 See id.

232 Seeid.

233 Seeid.

234 See id.

235 See Energy Policy Act, H.R. 6, 108th Cong. (2003) (as passed by the House); See H.R. 6, (as
passed by the Senate).
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6.7%9 A brief review of these three versions and their legislative history fol-
lows.

1. The Energy Policy Act, House Bill 6, as Passed by the House of
Representatives

House Bill 6 originated in the House of Representatives; it was sub-
mitted on April 7, 2003.”” House Bill 6 shared many of the characteristics
of House Bill 4 from the 107th Congress; because of this and other reasons,
it was allowed to" in effect skip the committee process and go straight to
the House floor for consideration.?*® On April 11, 2003, House Bill 6 was
passed by the House with a vote of 247 to 175.%%°

The House version of House Bill 6 covers a large number of energy-
related issues, including energy conservation and renewable fuels, hydroe-
lectric power, nuclear power, and fuels.””” The electricity provisions are
contained in Title VI.?*/ Most importantly for the purposes of this paper,
the House version of House Bill 6 contains a provision that requires the
FERC to set up incentive-based pricing mechanisms for the transmission of
power.”*? This provision survived the Conference intact, and will be dis-
cussed in detail below.’** Furthermore, the House version also contained a
provision expressing the “Sense of Congress” that utilities should voluntar-
ily become members of an RTO, and that the FERC should provide those
utilities that join RTOs with incentive rates for transmission.’#

The House version of House Bill 6 also contains several other energy-
related provisions. The House version would give the FERC the power to
determine the locations of new power lines, and give construction permits

236 H.R. 6 (as passed by the House); H.R. 6 (as passed by the Senate); H.R. CONF. REP. NO. 108-
375 (2003) (Conference Report on H.R. 6).

237 See Bill Summary & Status for 108th Congress, H.R. 6, at http://thomas.loc.gov (last visited
Aug. 3,2004) [hereinafter H.R. 6. Summary & Status]

238 See id. House Bill. 6 was moved quickly to the floor of the House by a special procedure. /d.
The House of Representatives resolves itself into a “Committee of the Whole House™; in effect, they are
no longer in legislative mode but are instead one large committee. /d. They then “passed” House Bill 6
out of this “committee.” Id. They then “rose from the Committee of the Whole,” i.e., went back into
legislative mode, and reported House Bill 6 to the House. /d. This in effect skips the normal committee
process by majority vote of the House. /d.

239 See id.

240 See generally Energy Policy Act, H.R. 6, 108th Cong. (2003) (as passed by the House).

241 HR. 6 (as passed by the House).

242 HR.6,§ 16011 (as passed by the House).

243 See discussion infia Part I1.C.

244 Energy Policy Act, H.R. 6, 108th Cong. § 16022(a)-(b) (2003) (as passed by the House).
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to build them that are imbued with the power of imminent domain.”*’ The
House version would also give the FERC additional regulatory authority
over certain government-owned utilities that were not previously under its
jurisdiction.’”s It would also create an Electric Reliability Organization
under the FERC to create and enforce energy reliability standards, repeal
PUHCA entirely, repeal the mandatory purchase of power requirements of
PURPA, and explicitly give the FERC exclusive authority to review merg-
ers of utility companies.?’’

2. The Energy Policy Act, House Bill 6, as Passed by the Senate

The Senate received the House-passed version of House Bill 6 on
April 29, 2003.?* The Senate unanimously agreed to consider the legisla-
tion on July 31, 2003.°# The Senate proceeded to simply replace (by
amendment) the language of the House-passed version of House Bill 6 with
the text of the 107th Senate’s version of House Bill 4.>°? In other words, the
Senate ultimately passed the same energy bill in the 108th Congress that it
passed in the 107th Congress.””! The Senate then requested a Conference
with the House on the differing versions of the legislation, and appointed its
conferees.”?

However, prior to the passage of the Senate version of House Bill 6,
the Senate had been considering its own comprehensive energy bill, Senate
Bill 14.% Though the Senate stopped debate on Senate Bill 14 to instead
consider and pass House Bill 6, they still wished to include some of the
provisions of Senate Bill 14 in the Conference.””* This was done by the
selective appointment of conferees to the Senate Conference Committee,
specifically Senator Domenici.?>? Senator Domenici was the author of Sen-

245 See AMY ABEL, CONG. RESEARCH SERV., No. RL32041, ELECTRIC UTILITY POLICY:
COMPARISON OF HOUSE-PASSED H.R. 6 AND S.AMNDT. 1412, at 5-6 (2003) [hereinafter ELECTRIC
UTILITY POLICY].

246 See id. at 8.

247 See id. at 9-35.

248 H.R. 6. Summary & Status, supra note 237.

249 4.

250 ELecTRIC UTILITY POLICY, supra note 245, at 1.

251 See supra Part ILA for a discussion of some of the provisions of the 107th Senate version of
HR. 4.

252 See H.R. 6. Summary & Status, supra note 237. The Senate conferees appointed were Senators
Domenici; Nickles; Craig; Campbell; Thomas; Grassley; Lott; Bingaman; Dorgan; Graham FL; Wyden;
Johnson; and Baucus. See id.

253 ELECTRIC UTILITY POLICY, supra note 245, at 1.

254 See id.

255 See id.
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ate Amendment 1412, an important and comprehensive amendment to the
Senate’s Senate Bill14 energy legislation.”’S As a result, many of the provi-
sions of Senate Amendment 1412 were considered in the Conference
Committee, despite not having passed either chamber of Congress.”’

Senate Amendment 1412 contains several electricity provisions. Most
importantly for this note, one such provision encourages the creation of
new transmission, though it does not use the mechanism of incentive-based
rates used in the House version of House Bill 6.7 Furthermore, Senate
Amendment 1412 contained provisions expressing the “Sense of Congress”
that utility companies should voluntarily join RTOs.?” On the other hand,
the amendment also contained a provision expressly forbidding the FERC
to require utilities to join an RTO.?*” Other provisions of Senate Amend-
ment 1412 include the setting up of an Energy Reliability Organization, the
repeal of PUHCA, the repeal of the requirement that utilities purchase all of
the power generated by a QF under PURPA, and a provision to give the
FERC explicit control over large utility company mergers.”*!

3. The Conference Committee Report on House Bill 6

After the Senate passed its version of House Bill 6, the House of Rep-
resentatives unanimously agreed to disagree with the Senate’s amendment
and instead agreed to a conference.’”’ On September 5, 2003, the House
appointed its conferees.’” The Conference Committee began that same day,
and continued until their finished report was filed on November 18,
2003.%%% This report was numbered House Report 108-375.%° On the same
day that it was filed, the Conference Report was brought up and passed the
House by a vote of 246 to 180.% The Senate agreed to consider the Con-
ference Report the next day; however, when the cloture vote was taken, it
failed by three votes.’”” Thus, as of August 30, 2004, the Conference Re-
port is still stalled in the Senate.?%

256 See id.

257 See id.

258 ELECTRIC UTILITY POLICY, supra note 245, at 3-4.

259 Id. at9.

260 g4

261 See id. at 9-35.

262 HR. 6. Summary & status, supra note 237.

263 Id. The House conferees were Congressmen Tauzin, Bilirakis, Barton, Upton, Stearns, Gillmor,
Shimkus, Dingell, Waxman, Markey, Boucher, and Rush. /d.

264 14

265 H.R. CONF. REP. NO. 108-375 (Energy Policy Act of 2003).

266 HR. 6. Summary & Status, supra note 237.

267 See id. Because of the rules of the Senate and its history of open debate, when a bill is brought
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The energy provisions of the Conference version of House Bill 6 are
contained in Title XII of the legislation.?®’ First, it contains a provision to
provide incentive based rates for RTOs, discussed separately below.?”? It
also contains a “Sense of Congress” provision encouraging utilities to join
RTOs voluntarily.?”” It also contains provisions to allow the FERC to grant
orders to place transmission power lines under the power of eminent do-
main, and creates an Electricity Reliability Organization to create and en-
force guidelines on power reliability.”’? The Conference Report also repeals
the PUHCA statute so as to allow public utility holding companies to ex-
pand their assets, repeals the requirement that utilities purchase all power
generated by QFs under PURPA so long as the FERC decides a competi-
tive power market exists, and increases criminal penalties under the FPA.?”

C. Provisions Regarding Regional Transmission Organizations in the
House Bill 6 Conference Report

Section 1241 of the Conference Report contains two interrelated pro-
visions directly relevant to the encouragement of RTOs; these provisions
relate to incentive-based rates for transmission companies.’”# Section

up to be considered, debate can go on indefinitely. THE CONGRESSIONAL INSTITUTE, FLOOR
PROCEDURE IN THE U.S. SENATE (3rd ed. 2001); see also H.R. 6. Summary & Status, supra note 237.
There is a procedure to limit debate on a bill to a certain fixed period of time, called “cloture”; but this
requires 60 votes of the 100 person Senate. THE CONGRESSIONAL INSTITUTE, supra; see also H.R. 6.
Summary & Status, supra note 237. The cloture motion for the Conference Report on H.R. 6 received
only 57 votes, so debate is still open on the measure. H.R. 6. Summary & Status, supra note 237. A vote
on final passage of the House Bill 6 Conference Report cannot be taken until debate ends. See THE
CONGRESSIONAL INSTITUTE, supra; see also H.R. 6. Summary & Status, supra note 237.

268 There is little hope at this point that the Conference Report will pass during 2004. Key confer-
ees originally believed that the New York blackout would added significant political pressure to pass the
Report, or at least some part of it. However, the bill has instead become a political football of sorts.
Certain members of the Democratic and Republican parties have used issues touched-upon by H.R. 6 to
differentiate themselves from one another in the coming election year, and neither side wishes to grant
the other a political victory so close to election day. When the 108th Congress ends, it is likely the bill
will still be stalled in the Senate. At this point, of course, it will die. It remains to be seen if it will be
reincarnated in the 109th Congress. I have benefited from discussions with Craig Roberts, Chief of Staff
to House Bill 6 conferee Congressman John Shimkus (Republican, I11.), on this issue.

269 H.R. CONF. REP. NO. 108-375, at 258.

270 See discussion on incentive-based rates, infi-a Part I.C.

271 H.R. CONF. REP. NO. 108-375, at 275.

272 See ROAD TOWARD RESTRUCTURING, supra note 19, at 14.

273 Seeid.

274 See H.R. CONF. REP. NO. 108-375, at 280-81.
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1241(a) tells the FERC that it must create a new rule to encourage reliabil-
ity and construction of transmission assets; Section 1241(b) tells the FERC
that, when creating the rate, it should specifically encourage RTO forma-
tion.?”” The language of these two sections will be provided here, and ana-
lyzed in depth later in Section III of this note.?”®

First, Title XII(D), Section 1241(a) of the Energy Policy Act of 2003
mandates that the FERC create incentive-based rates for power transmis-
sion companies.?’” It amends the FPA to add Section 218, which reads:

(a) RULEMAKING REQUIREMENT - Within 1 year after the enactment of this section, the
Commission shall establish, by rule, incentive-based (including, but not limited to perform-
ance-based) rate treatments for the transmission of electric energy in interstate commerce by
public utilities for the purpose of benefiting consumers by ensuring reliability and reducing
the cost of delivered power by reducing transmission congestion. Such rule shall—

(1) promote reliable and economically efficient transmission and generation of electricity by
promoting capital investment in the enlargement, improvement, maintenance and operation
of facilities for the transmission of electric energy in interstate commerce;

(2) provide a return on equity that attracts new investment in transmission facilities (includ-
ing related transmission technologies);

(3) encourage deployment of transmission technologies and other measures to increase the
capacity and efficiency of existing transmission facilities and improve the operation of such
facilities; and

(4) allow recovery of all prudently incurred costs necessary to comply with mandatory reli-
ability standards issued pursuant to section 215 of this Act.

The Commission may, from time to time, revise such rule.?’®

In other words, this section requires the FERC to promulgate a rule
that allows transmission facilities to charge higher rates for the transmis-
sion of energy where the FERC finds it would benefit power consumers.?”
The Conference Report also sets out the goals the FERC should attempt to
achieve with this rate.?®® Furthermore, the FERC has stated that it intends to
use this new authority to encourage participation in RTOs by allowing RTO
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276  See infra Part 111.C.
277 See H.R. CONF. REP. NO. 108-375, at 280-81.
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transmission facilities to charge higher prices for the transmission of
power. 8!

Indeed, the following section makes clear that Congress intends for the
FERC to use its authority to give incentives for RTO participation. Section
1241 of the Energy Policy Act goes on to amend the FPA by adding section
218(b), which reads as follows:

(b) ADDITIONAL INCENTIVES FOR RTO PARTICIPATION- In the rule issued under
this section, the Commission shall, to the extent within its jurisdiction, provide for incentives
to each transmitting utility or electric utility that joins a Regional Transmission Organization
or Independent System Operator. Incentives provided by the Commission pursuant to such
rule shall include—

(1) recovery of all prudently incurred costs to develop and participate in any proposed or ap-
proved RTO, ISO, or independent transmission company;

(2) recovery of all costs previously approved by a State commission which exercised juris-
diction over the transmission facilities prior to the utility's participation in the RTO or ISO,
including costs necessary to honor preexisting transmission service contracts, in a manner
which does not reduce the revenues the utility receives for transmission services for a rea-
sonable transition period after the utility joins the RTO or ISO;

(3) recovery as an expense in rates of the costs prudently incurred to conduct transmission
planning and reliability activities, including the costs of participating in RTO, ISO and other
regional planning activities and design, study and other precertification costs involved in
seeking permits and approvals for proposed transmission facilities;

(4) a current return in rates for construction work in progress for transmission facilities and
full recovery of prudently incurred costs for constructing transmission facilities;

(5) formula transmission rates; and

(6) a maximum 15-year accelerated depreciation on new transmission facilities for rate
treatment purposes.

The Commission shall ensure that any costs recoverable pursuant to this subsection may be
recovered by such utility through the transmission rates charged by such utility or through
the transmission rates charged by the RTO or ISO that provides transmission service to such
utility.?8?

281 See ELECTRIC RELIABILITY, supra note 13, at 6-7. Additionally, members of the Conference
Committee were informed that the FERC intends to use such incentive-based ratemaking authority to
encourage utility companies to join RTOs, by increasing their rates of return on transmission. I have
benefited from discussion on this issue with Ray Fitzgerald, Legislative Director to House Bill 6 con-
feree Congressman John Shimkus (Republican, I11.).

282 H.R. CONF. REP. NO. 108-375, at 281.
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In other words, this section tells the FERC that, when they are creating
a new rate to encourage new transmission formation and reliability under
Section 218(a), they should specifically use this new rate to encourage RTO
formation.”®* Additionally, the FERC should make the rate high enough
that it compensates RTOs for a laundry list of costs related to transmission
infrastructure improvement.

III. ANALYSIS

Clearly, something must be done about the problems in the power in-
dustry. On that point, there is a consensus, and any who might have dis-
agreed were shocked into accord by the August blackout in New York
City.?® Regional Transmission Organizations (“RTOs”) are one possible
part of the solution to these problems with the power grid, and the incen-
tive-based rates proposed in House Bill 6 are one possible way to encour-
age RTOs. However, the untried nature of the RTO and the legacy of heavy
regulation in the power industry make it less than obvious what effect
House Bill 6 will actually have on our nation’s electricity problems.

In order to determine the effect of House Bill 6, first the current laws
and regulations will be analyzed; many are outdated and need to be
changed.?®® Second, the current problems with the power grid—in part due
to these outdated regulations—will be examined.”®” Third, the incentive-
based rate provisions of House Bill 6, proposed as part of the solution to
these problems, will be examined in detail.?®® Fourth, it will be determined
whether these incentive-based rates will actually encourage RTO forma-
tion.?®* Finally, it will be asked whether increased RTO participation will
actually help the current problems of the power industry, and if so, to what
extent.?%

A. Current Laws and Regulations: Rules of a Different Age

Changes in technology have rendered most of the current rules and
regulations governing the electricity industry nonsensical. The current laws

283 See id.

284 See id.

285 See generally ELECTRIC RELIABILITY, supra note 13, at 1-2.
286 See infra Part IILA.

287 See infra Part 111.B.

288 See infia Part I11.C.

289 See infra Part TIL.C.3.

290 See infra Part TILD.
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and regulations were written during a time when both the generation and
transmission of power were necessarily part of a vertically integrated mo-
nopoly.?! In contrast, it is clear that today only the transmission of power,
not its generation, is a natural monopoly. For the power generation sector
of the industry to be opened up to the free market, generation and transmis-
sion of power must somehow be unlinked, and only the transmission sector
regulated.

1. The Early 1900s: Utilities as Natural Monopolies

When the Federal Power Act (“FPA”) and the Public Utility Holding
Company Act (“PUHCA”) were passed in 1935, the entire electrical indus-
try was made up of multiple natural monopolies.?*? Natural monopolies are
the “good” sort of monopoly—the sort that is the most efficient way to or-
ganize an industry.” To be a natural monopoly, an industry must have: (1)
an inherent tendency toward declining long-term costs, (2) high threshold
investment, and (3) technological conditions that limit the number of poten-
tial entrants.?*

In 1935, public utilities that provided monopoly generation and trans-
mission of power to their consumers met this definition. First, both genera-
tion and transmission assets had declining long-term costs, because most of
the costs of creating and delivering electricity come from investments in
capital, such as huge and expensive power generation facilities and the lay-
ing of power lines.*® Compared to the initial investment in infrastructure
and equipment, the costs of generating the power and sending it through the
power grid are quite low.?® Because most of the costs were tied up in the
initial capital, over time the price of that capital would be paid off, and their
long-term costs would decline.?” Second, there was a high threshold of
investment for a new utility to enter the electricity business. Building the
old sort of power generation facilities—especially nuclear facilities—was a
very large investment; so too was the laying of power cables.?’® Because of
this, it was difficult for new utilities to enter the market. And finally, there
were technological conditions that limited the number of utilities that could
feasibly generate and transmit power to a given consumer. After all, there

291 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 1-2.

292 See id.

293 See ROBERT COOTER & THOMAS ULEN, LAW AND ECONOMICS, 29-30, 129 (3d ed. 2000).
294 ROAD TOWARD RESTRUCTURING, supra note 19, at 2.

295 See generally ELECTRIC RELIABILITY, supra note 13, at 1.

296 See id.

297 See COOTER & ULEN, supra note 293, at 79.

298 See ELECTRIC RELIABILITY, supra note 13, at 1-2.
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are only so many different power wires a person wants coming into his
home, or that the government wants lining the roads. Furthermore, in the
early 1900s, power-generating facilities had to be places much closer to the
end consumers, because electricity rapidly degenerated as it traveled; this
limited the market to which such generators could sell.?*’

These technological and investment constraints combined to make it
inherently difficult for there to be competing electricity firms each attempt-
ing to sell power to an end consumer.>®’ This intuitively makes sense; it
would be a huge duplication of expensive capital to have two or three com-
peting power grids, or multiple large generators serving only small areas of
the grid. Public utilities were thus a natural monopoly.

In the environment of the early 1900s, then, the rules and regulations
in force against the electrical industry made sense. First, while a natural
monopoly is perhaps the best way in which to organize an industry, it is
still only the best of multiple evils.*®! The utilities could, and did, use their
monopoly power to charge consumers excessive rates and provide less than
optimal service.>”? Federal legislation to help govern these monopolies was
needed, because they were often large, complicated, and interstate in char-
acter.*”® The FERC’s setting of prices for energy sold in interstate com-
merce also made sense under this monopoly theory.>*

2. The Modern Era: Transmission of Power as a Natural Monopoly

As time went on, however, integrated utilities lost their status as natu-
ral monopolies; transmission assets retained the characteristics necessary to
be included, but generation assets lost them. While power generation assets
still had declining long-term costs, new technology lowered the threshold
investment required to enter the generation industry. New types of small
power generating facilities were invented that were relatively cheap to build
and bring online, with efficiencies rivaling those of large nuclear power
plants.>® Furthermore, the technological constraints limiting multiple en-
trants into the generation market largely disappeared. Transmission lines
were now good enough that power could be sent over longer distances,

299 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 1-2.

300 See generally COOTER & ULEN, supra note 293, at 29-30, 129; ROAD TOWARD
RESTRUCTURING, supra note 19, at 2.

301 See COOTER & ULEN, supra note 293, at 29-30, 129.

302 ROAD TOWARD RESTRUCTURING, supra note 19, at 2.

303 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 1-2.

304 See id.

305 See ELECTRIC RELIABILITY, supra note 13, at 1-2.
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meaning that generation facilities had a larger market to which they could
sell.3%

Generation was no longer a natural monopoly. Congress recognized
this fact by encouraging the creation of independent generating facilities
under PURPA and EPACT.**” However, they also left many laws intact that
govern both transmission and generation, such as PUHCA’s limitations
against electricity holding companies.’®® Furthermore, instead of eliminat-
ing old laws that required the FERC to set prices for electricity generated
and then sold in interstate commerce, Congress simply riddled it with ex-
ceptions.’” Because the rules and regulations did not distinguish between
generation and transmission, they began to become incoherent.

3. What Must Be Done: Regulation of Only Transmission

The laws and regulations governing the power industry must be up-
dated to fit the changing times. First, as a preliminary matter, the twin busi-
nesses of power generation and power transmission must be separated so
that each may be regulated separately. Next, regulations on power genera-
tion should be eliminated, because generation is no longer a natural mo-
nopoly. Finally, the FERC must regulate monopoly transmission assets as it
formerly regulated the conglomerate monopoly utilities.

First, the United States must finish what the FERC started in Order
888: Ownership of power generation assets must be forcibly separated from
ownership of power transmission assets. The current system of “functional
unbundling” has not been strong enough to do the job; utility companies
that own both transmission and generation still commonly use their mo-
nopoly over transmission assets to prop up an otherwise dying monopoly
over generation assets.>!°

By way of analogy, imagine a world where Federal Express owned all
of the roads in the United States in addition to its shipping facilities. Fed-
eral Express could exclude all United Postal Service (“UPS”) trucks from
traveling the Federal Express-owned roads. While UPS might be able to
process packages more cheaply than Federal Express, it would not matter,
because UPS could not deliver those packages without use of the roads.

The same is true of generation and transmission assets. If ownership of
transmission and generation were not separated or regulated, an independ-

306 See ELECTRICITY RESTRUCTURING (PUHCA), supra note 34, at 1-2.

307 See 15 U.S.C. § 79z-5a(a)(1) (2000); 16 U.S.C. § 824a-3 (2000).

308 15 U.S.C. § 79k(b)(1)-(2) (2000).

309 See generally 15 U.S.C. § 79 (2000); 16 U.S.C. § 824a-3 (2000).

310 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 2-12.
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ent power generator could create energy more cheaply than its monopoly
competitors but still not be able to sell it. The monopoly utilities could pre-
vent that power from traveling down the monopoly’s “roads”—their trans-
mission lines—and ensure themselves a monopoly not only over transmis-
sion but also over generation.

Congress anticipated this problem, and explicitly gave the FERC au-
thority to stop such practices with the passage of EPACT in 1992.3!" The
FERC responded by ordering the utility companies to create a wall between
their generation assets and their transmission assets; but it is a very thin
wall indeed.’'? Utilities must allow everyone un-discriminatory access to
the “roads” of the power grid; but magically, the utility’s own generators
seem to have the right-of-way. This discrimination takes the form of com-
plicated formulas that charge competing generators slightly higher prices
for transmission, advanced knowledge of “special deals” to the utility com-
pany’s own generating facilities, advanced reservation of transmission
paths by utility generators, and other subtle mechanisms.*'® This discrimi-
nation has a large effect in the fast-paced power market.’!* Furthermore,
even the perception of unfairness can have a negative effect on a market.*'3
More separation of ownership for transmission and generation assets is
needed.

Second, once ownership of transmission and generation facilities are
firmly separated, the regulations on power generation need to go away.
Investment in generation assets would be encouraged if the uncertainty of
current laws and regulations was wiped away.

For instance, unless given exemptions by other laws, generators are
still required to set their prices through the FERC at the cost of generating
the power.'® Such a price does not provide incentives for power generators
to enter the market. If the electrical industry were like most industries, an
insufficient supply of a power to meet demand for power would result in
the price of power going up until supply equals demand (because less peo-
ple are willing to purchase power at this new higher price).>!” Furthermore,
the new, higher price for power signals to other firms that they can build
power generation plans and receive a premium for their power sales. How-
ever, if potential investors know that the FERC will set the price of power
generated at their facilities not to this new high price, but instead to a lower

311 16 U.S.C. § 824k(a), (c) (2000).

312 See F.E.R.C. Order 888, Open Access Rules, 75 F.E.R.C. 61, 080, at 57-61.
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317 See generally COOTER & ULEN, supra note 293, at 29-30, 129.
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price determined by the cost to create the power, then fewer new firms will
enter the market.

Luckily, most independent power generators are now exempt from this
FERC price-setting due to exemptions under EPACT or PURPA.*'® How-
ever, to the extent this price-setting remains once ownership of transmis-
sion and generation have been separated, it will be inefficient and should be
eliminated.

Furthermore, restrictions on holding companies owning power genera-
tors under PUHCA should also be eliminated.’!® It is unlikely that a holding
company will be able to buy up enough power generation facilities across
the United States to create anything that even resembles a power generation
monopoly; however, even if they did so, it could be handled with existing
anti-trust laws.*?° Eliminating the PUHCA restrictions would allow holding
companies to diversify their assets by purchasing generation firms in differ-
ent parts of the country, and thus having better access to a wider variety of
power markets.*?! This would reduce risk in the industry, and increase in-
vestment in new power generation.>??

Finally, the FERC must regulate the new transmission monopolies as
it once regulated the conglomerate monopolies of both transmission and
generation. It is almost certainly more efficient for there to be a monopoly
in power transmission; the additional expense and clutter of creating a sec-
ond or third competing power grid would probably outweigh the benefits.*?
However, transmission firms will have the ability to set monopoly prices
for transmission of power; in other words, they can charge more and trans-
mit less power than if they were not monopolies. These higher prices for
transmission would be passed down to consumers and result in higher
power bills; the lesser amount of power transmitted would probably result
in less power lines being constructed.’?* This outcome is inefficient, and the
FERC must maintain some control over the price charged for transmission
of power, be it by an RTO or some other entity.

B. Current Problems with Transmission: A Grid in Flux

The power industry is in a transition period from its previous status as
a pure monopoly over both transmission and generation, to its new status of

318 See 15 U.S.C. § 79z-5a(a)(1) (2000); 16 U.S.C. § 824a-3 (2000).
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a monopoly over transmission with a competitive market for generation.
This change, combined with laws and regulations that have not kept pace
with that change, have caused various problems in the power industry. In
the case of transmission assets and the power grid, these problems can gen-
erally be fit into three categories: lack of investment in the power grid due
to poor transmission pricing formulas by the FERC; lack of coordination in
the power grid due to its new, semi-independent status; and lack of compe-
tition in the industry due to poor separation of generation from transmis-
sion.

1. Lack of Investment: A Power Grid Inadequate for its Purpose

The changing regulatory structure has reduced the incentives to invest
in transmission assets. Over the past ten-or-so years, demand for power has
increased by about two-to-three percent per year, while supply of transmis-
sion has increased only about seven-tenths of a percent per year.’?> Regula-
tors and industry officials agree that more transmission lines are desperately
needed.*?® There are two main causes for this under-investment: First, the
FERC has incorrectly priced transmission; and second, even “correctly”
priced transmission under FERC guidelines would not take into account an
appropriate premium for the uncertainty of the power industry.

First, the FERC has priced transmission assets in a manner that does
not allow owners of transmission lines to recover the full cost of their
transmission. The FERC, in Order 888, required all utilities owning trans-
mission lines to set out a single tariff for the use of those lines.*?” However,
there are several problems with how this tariff is calculated. First, it tends
to under compensate transmission facilities for new capital investments,
such as new power lines.’?® Second, the very nature of the single tariff for
an entire section of power grid often causes the transmission facility to be
under compensated. Transmission capability is not the same throughout a
section of power grid; there are usually “bottlenecks” that are either on a
popular path through which to send power, or have inadequate transmission
lines, or both.3*” These areas become very congested; in other words, there
is more demand to send power through them than there is supply of trans-
mission capacity to carry the power.**® Logically, it would make sense to

325 ELECTRIC RELIABILITY, supra note 13, at 4.

326 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285 (1999), at
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charge those who wish to send power through these congested lines a pre-
mium. This premium would both encourage those sending the power to
look for other potential routes, and encourage the transmission company to
build more transmission lines in the congested region. However, utility
companies often cannot differentiate their price based on this congestion,
because the FERC requires them to have a single tariff in place for their
entire area of the grid.**' Because of this, the current transmission pricing
system chronically under compensates those investing in new transmission.

Second, the FERC pricing mechanisms does not take into account the
great uncertainty of the industry. Prior to electricity restructuring, the mo-
nopoly utilities were very safe investments; the business structure was tried
and true, and the regulations surrounding the industry had been in place for
years without significant amendment.**> However, recently both of these
things have changed. The FERC is now recommending that utilities divest
their transmission or give control of their transmission assets to ISOs or
RTOs; these are business structures that have not been proven to be profit-
able.’33 Furthermore, it is clear that regulations surrounding the electricity
industry are still in flux, and no one knows exactly how they will turn out.
For example, for a utility to be able to calculate whether a new transmission
line is worth the money they would invest in building it, they need to know
how much they will be able to charge for its use, what sort of customer base
they will have using the line, what sort of incentives the government might
provide for its construction, etc.>** Currently, all of these things are in flux,
and the future regulatory structure of the industry is uncertain.

Uncertainty in an industry is synonymous with risk—the less able you
are to predict what will happen in an industry, the more risky the invest-
ment becomes. People in general are risk-adverse, especially when dealing
with large amounts of money; they must be paid extra—a “risk pre-
mium”—to take the investment despite the uncertainty.>*> FERC formulas
for what a utility can charge for transmission services does not take into

331 See 18 C.F.R. § 35.28(c)(1)(i); Spiwak, supra note 33, at 41.
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account this risk premium, and thus under compensates those who invest in
the new lines.

This under compensation of transmission rates has led to an acute
shortage of transmission lines and a reduction in the reliability of the power
grid.

2. Lack of Coordination: A Grid without Central Authorities

The purpose of the power grid has changed. Before, it was simply a
system to transport electricity from regional generators to nearby custom-
ers; today, it is the crossroads for a budding international market in
power.*¢ However, as the purpose of the grid has changed, its organization
has not changed with it; it is, by and large, still organized and operated by
multiple and uncoordinated local utility companies.**’ This lack of coordi-
nation among the fractured pieces of the power grid has had several nega-
tive consequences. First, it has made it more difficult to repair or improve
the power grid while maintaining its ability to handle an international
power market. Second, it has made it more difficult for generators to send
power from place.

First, the fractured and uncoordinated nature of the current power grid
has made it difficult to do even routine maintenance, let alone expansions
or large upgrades in infrastructure. The grid has become more intercon-
nected, and is now expected to carry much larger volumes of electricity
traffic, due to the international market in electricity. These facts have made
it more difficult to coordinate repairs and construction.**® When one portion
of the grid is taken offline for maintenance or repair, other areas of the
grid—perhaps owned by completely different utility companies—are ex-
pected to compensate.*? If multiple utility companies happen to take parts
of their transmission lines offline at the same time, however, it can result in
severe congestion in the power lines, or even blackouts.’*® Some utility
companies, notably in California, have taken to attempting coordination on
such maintenance via web pages and other communications, but in most
areas, it is still unorganized.>*! Some sort of central authority is probably
needed for each region, to aid in the coordination of transmission resources.
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Next, the lack of organization also makes it more difficult for genera-
tors to transmit power from place to place. This difficulty results from two
general sorts of problems: transaction costs, inefficient pricing schemes,
and externalities. First, a generator often has to contract with many differ-
ent utilities in order to get his power from point A to point B.>**? For in-
stance, generators in the South sending their power to Florida might have to
piece together a route for their power through the transmission systems of
five or more different utilities, each charging its own rate.>* This becomes
even more pronounced as the distance the power travels increases. Unless
the area has an RTO, there is often no central company or market in a re-
gion that one can visit to purchase transmission services; this results in rela-
tively high transaction costs.

Furthermore, the fractured nature of the grid leads to inefficient pric-
ing schemes. When a generator sends electricity from one place to another,
it often crosses multiple small grids each owned by different utility compa-
nies.*** Because of how the FERC handles pricing of transmission, each of
those small utility companies gets to charge the generator a tariff.>*> This
phenomenon, which is known as “pancaking” of rates, often creates the
illogical result of prices for transmission that are determined not by the
distance the electricity travels, or how congested the lines are, but instead
by how many fractured utilities happen to be in an area that one’s power is
crossing.’*® The transmitting utilities do not coordinate with each other to
see whether or not a tariff had already been paid by this particular bolt of
power; indeed, they have little reason to care so long as they get their own
tariff. This lack of coordination on pricing schemes, then, leads to ineffi-
cient results.

Finally, there are externalities that are inherent in sending power from
place to place; these externalities could be reduced, if not eliminated, by
coordination. The most prominent of these externalities is called “loop
flow”—it is the tendency of electricity to follow the path of least resistance,
even if that path takes it into the transmission network of a neighboring
utility that is not expecting the extra power.>*’ For instance, say Utility A
and Utility B’s transmission lines are roughly parallel to one another. Util-
ity A contracts with a power generator to transport his power from point C
to point D. The generator sends the power along Utility A’s transmission
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lines, but somewhere along the line, the power decides it wants to take a
“short cut” over into Utility B’s area of the grid. There is little that Utility B
can do to stop this, even though he was not paid for this unsolicited trans-
mission of power. Utility B then has to try and figure out where the power
came from and how much it cost to transmit it. This lack of coordination
makes it more difficult for the transmission companies to make contracts
and transmit power.

3. Lack of Competition: The Shadow of Monopoly Remains

The generation sector of the energy industry operates not in a free
market, but under the shadow of monopoly. Thanks to PURPA and
EPACT, new generation facilities can enter the market with relative ease,
and thus theoretically compete with one anther to sell power at wholesale at
the lowest price.**3

However, the reality is that the current market is not fair to independ-
ent generators; utilities fight to maintain control of their old monopolies
over generation by utilizing their transmission assets.** As discussed pre-
viously, utility companies commonly discriminate against competing gen-
eration firms; the utility companies use subtle mechanisms to favor their
own in-house generation firms over competing generation firms attempting
to use the utility’s transmission lines.**® While this is prohibited both by
law and regulation, it is difficult to prove; the injured generating firm often
does not even bother to file a complaint with the FERC, because they know
the chances of the complaint being successful—Ilet along profitable to liti-
gate—would be slim.**! Moreover, much of the discrimination exploits
small loopholes in the FERC pricing provisions, making it within the letter,
if not the spirit, of the rules.’> In sum, this sort of “cheating” by utility
companies to favor their own in-house generators is easy to do, and hard for
the FERC to detect and stop.>>

Furthermore, this discrimination has a large effect on competition in
the energy market. Independent generators are sometimes charged more
than utility-owned generation firms, and they often have their access to

348 See 15 U.S.C. § 79z-5a(a)(1) (2004); 16 U.S.C. § 824a-3 (2004).

349 See generally F.ER.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285
(1999).

350 See id. at 32-38; STANDARD MARKET DESIGN ACTIVITIES, supra note 188, at 2.

351 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285, at 32-38
(1999).

352 Seeid.

353 Seeid.
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transmission lines effectively limited.*** This makes it difficult to compete
in the energy market. Furthermore, independent generators widely perceive
the market in its current state to be unfair.> As the FERC notes, this per-
ception in and of itself has a negative effect on the development of a com-
petitive energy market.** In short, the ability of utilities to continue to exert
some control over transmission assets is, in part, limiting the grown of
competition in the generation sector.

C. An Analysis of House Bill 6: The Meaning and Effects of Section 1241

With House Bill 6, Congress hopes to encourage participation in Re-
gional Transmission Organizations by providing higher rates of return on
transmission assets held by RTOs.**” Specifically, Section 1241 of the
House Bill 6 Conference Report amends the Federal Power Act (“FPA”) to
add Section 218.3%® First, it will be seen that Section 218(a) requires that the
FERC create a new rule that gives higher rates of return for power trans-
mission in certain situations that Congress feels would enhance the effi-
ciency and the reliability of the power grid.>® Next, it will be shown that
Section 218(b) makes clear Congress’ belief that using this new rule to en-
courage RTOs will increase the efficiency and reliability of the power
grid.3®® Finally, it will be asked whether the method proposed in Section
1241(a) and (b) will actually increase RTO formation.

1. Section 218(a): Incentive-based Rates

Subsection (a) is entitled “Rulemaking Requirement;” and that is ex-
actly what it does: requires the FERC to create a new rule regarding incen-
tive-based transmission rates.*! It will be analyzed piece by piece below.

The subsection begins, “Within [one] year after the enactment of this
section, the Commission shall establish, by rule . . . .”*? First and most
importantly, this shows the new incentive-based rates are not going to be

354 See id. at 64-70.

355 See id. at 68-70.

356 14

357 See H.R. CONF. REP. NO. 108-375, at 280-81 (Energy Policy Act of 2003 ). For the exact text of
the provisions, see supra at Part I11.C.

358 Seeid.

359 Seeid.

360 See id. at 281.

361 See id. at 280.
362 14
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set by Congress; they will instead be set by “the Commission,” the
FERC.?% This means that many of the details for this rate will be left to the
determination of the FERC, though within the guidance provided by Con-
gress. Second, this language shows that the implementation of such a rule
by the FERC is mandatory, not optional. The statute says the FERC “shall
establish” this rule, not “may establish.” Furthermore, recall that the title of
the Section 218(a) is “Rulemaking Requirement.” The FERC must issue
this rule.***

It goes on to read, the FERC shall establish “incentive-based (includ-
ing, but not limited to performance-based) rate treatments for transmission
of electric energy . . .”*% This provision tells the FERC what should be
covered by this new rule: incentive-based rates. First, neither the phrase
“incentive-based” rates nor “performance-based” rates are defined in this
section or anywhere else in the Conference Report.*®® However, the phrase
“incentive-based rates” is of common use in the electrical industry and the
FERC, where it is taken to mean a higher rate of return given to transmis-
sion owners for the purpose of encouraging firms to build more transmis-
sion lines, or organize in a way favored by the FERC.**” Furthermore, Con-
gress indirectly gives more definition to these phrases in Section 218(a)(1)-
(4), when it discusses what it believes the incentive-based rates should ac-
complish.>®

Next, the bill says this rate should cover electricity transmitted “ . . . in
interstate commerce by public utilities . . . .”*® This is no surprise; it is
simply a restatement of the FERC’s current jurisdiction over power.
Transmission that is purely intrastate—though this is rare—will still be
governed by the state power commissions and not the FERC.?"°

It goes on to state that these incentive-based rates should be created,
“for the purpose of benefiting consumers by ensuring reliability and reduc-
ing the cost of delivered power by reducing transmission congestion.”’!
This provision contains the goal of the new rule, as Congress sees it: to
increase the reliability and efficiency of the power grid. The reference to
“reducing the cost of delivered power by reducing transmission congestion”

363 See H.R. CONF. REP. NO. 108-375, at 280.

364 Jd. The FERC has said, however, that it wants this authority, so it is unlikely that coercion by
Congress is necessary to get such a rule implemented. See ELECTRIC RELIABILITY, supra note 13, at 6-
7.

365 H.R. CONF. REP. NO. 108-375, at 280.

366 See generally id.

367 See ELECTRIC RELIABILITY, supra note 13, at 6-7.

368 See H.R. CONF. REP. NO. 108-375, at 280-81.

369 4.

370 See id.; see also ELECTRIC RELIABILITY, supra note 13, at 1-2, 6.

371 H.R. CONF. REP. NO. 108-375, at 280.
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is at its heart an argument for efficient transportation of power.>’> Many
power lines are congested, but often there are not enough incentives to
build more lines in the area, because firms are under compensated for their
use in congested areas.*”* This is complicated by the inability in many cases
for the transmission firm to set a higher price on transmission through a
congested area.’” By reducing congestion, the power grid would operate
more efficiently and consumers would eventually receive power at a lower
price.?”

Subparts (1)-(4) lay out what Congress requires the new incentive-
based rates to encourage to achieve the twin goals of reliability and effi-
ciency in the power grid.’’® Subparts (1) and (2) are most important for this
note.?”” Subpart (1) states that the new rates should be used to “promot|[e]
capital investment in the enlargement, improvement, maintenance and op-
eration” of transmission facilities. Subpart (2) says this new rate should be
high enough to attract “new investment of transmission facilities.” Taken
together, these two provisions justify the use of higher rates of return for
the transmission of power in cases where new transmission facilities need
to be built, or old transmission facilities maintained. Furthermore, these two
provisions by themselves would probably have been enough for the FERC
to provide legitimately these special rates to RTOs.?”

2. Section 218(b): Incentives for Regional Transmission Organiza-
tion Formation

Section 218(b), in general, demonstrates Congress’ intent that the
RTO be encouraged as an organization that increases the reliability and
efficiency of the power grid.’” It is entitled, “Additional Incentives for
RTO Participation.”*%°

372 See ELECTRIC RELIABILITY, supra note 13, at 6-9.

373 Seeid. at 5-9.

374 Seeid.

375 Seeid.

376 See H.R. CONF. REP. NO. 108-375, at 280-81.

377 Subpart 3 encourages the deployment of new transmission technologies; Subpart 4 has to do
with compliance with future mandatory reliability standards. Neither has much to do with RTOs.

378 The FERC has requested similar authority in the past to encourage RTO formation, and even
without Section 218(b) would probably have used the 218(a) authority to encourage RTO formation, on
the theory that they increase reliability and reduce congestion. See generally ELECTRIC RELIABILITY,
supra note 13, at 6-9.

379 See H.R. CONF. REP. NO. 108-375, at 281.

380 14
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It begins, “In the rule issued under this section.”*®! There is only one
such rule in Section 1241 of the Energy Policy Act, and that is the newly
created Section 218(a) of the FPA 3% Thus, 218(b) is giving guidance to the
FERC on the implementation of the rule under 218(a), above.

It continues that, “the Commission shall [make the rule], to the extent
within its jurisdiction.”?®® First, the Commission is, again, the FERC.3%
Second, their jurisdiction is, again, electricity transmitted in interstate
commerce; if this was unclear at all, it was restated in 218(a).*®

Furthermore, this new rule issued by the FERC should, “provide for
incentives for each transmitting utility or electrical utility that joins a
[RTO] or [ISO].”**¢ First of all, Congress defines RTOs elsewhere in the
act; this definition tracks exactly the definition of RTOs given by Order
2000.%%7 Next, “transmitting utility” and “electrical utility” are of common
use in the electrical industry; in this context, they would mean any firm that
either exclusively owns transmission assets (a “transmitting utility’), or any
firm that owns both transmission and generation assets (an “electrical util-
ity”).*®® Finally, the provision says the FERC should provide RTOs with
“incentives.”® As a preliminary matter, it would seem these incentives are
listed below in subparts (1) through (6).>*° However, it should be noted that,
in addition to the incentives laid out in (1) through (6), the FERC should
also create the rule to give RTOs the incentives laid out in provisions (1)
through (4) of 218(a). This section is, after all, entitled, “Additional Incen-
tives for RTO Participation.”**! An RTO can receive incentives both for,
say, expanding transmission capacity under 218(a), along with receiving
incentives to recover the costs of RTO formation under 218(b)(1) through
(6).392

Finally, subparts (1) through (6) lay out general situations in which
Congress feels RTOs should be compensated with the new, higher rates.>*
In sum, these provisions say RTOs should be compensated for the costs of
organizing and participating in an RTO. These include costs of developing

381 14

382 14

383 14

384 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285.

385 See H.R. CONF. REP. NO. 108-375, at 280.

386 1d. at281.

387 See 18 C.F.R. § 35.34(b)(1) (2003). For a definition of this definition of an RTO, see supra Part
1.C.3.

388  See generally F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285.

389 See H.R. CONF. REP. NO. 108-375, at 281.

390 See id.

391 See id. (emphasis added).

392 Seeid.

393 See id.



822 GEO. MASON L. REV. [VoL. 12

the proposal, costs of coordinating transmission, costs of planning grid ex-
pansion , costs of assuring reliability, and so on.

Generally, the 218(b) situations in which the rate should be used are
different from the 218(a) situations in one simple respect. Section 218(a)
encourages the expansion and reliability of the grid by anyone; 218(b) en-
courages the expansion and reliability of the grid by RTOs specifically.>*
They are not mutually exclusive, but instead 218(b) simply provides further
guidance to the FERC on how it should create the new rule set out in sec-
tion 218(a).

3.  Effectiveness: Will Sections 218(a)-(b) Encourage RTO Forma-
tion?

The effectiveness of the above provisions in increasing RTO participa-
tion will depend both on how the FERC crafts the rule, and how receptive
transmission owners are to incentives in transmission. While both of these
factors are uncertain, it seems likely that the new rates will encourage RTO
participation to some significant extent.

First, how much Section 1241 encourages RTO participation depends
upon how the FERC writes the rule governing the incentive-based rates.
This, of course, is partially unknown. However, a few things can be dis-
cerned. To start with, the FERC must follow at least the general guidelines
set out in Section 1241. At a minimum, this will produce a plan that some-
how allows RTOs to charge additional amounts for transmission simply by
virtue of being an RTO; additionally, it should give the RTOs a premium
for creating new power lines. Second, the rates involved can probably be
filled in by statements from the FERC. In January, 2003, the FERC pro-
posed a similar plan to the one contained in Section 1241.% In this plan,
the FERC proposed a 1% return-on-equity incentive for new RTO trans-
mission projects.’’® Furthermore, transmission assets owned by an RTO
would generally receive a bonus of between .5% and 2% return on equity
over and above what is recovered by a non-RTO transmission owner.>’
Furthermore, the FERC proposed an additional return on equity of up to
14% on some specific projects.’*®

These numbers seem significant, but how much the industry will re-
spond to these incentives is impossible to say without economic analysis

394 See H.R. CONF. REP. NO. 108-375, at 280-81.

395 ELECTRIC RELIABILITY, supra note 13, at 7.
396 14

397 4.
398 4.
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well beyond the scope of this note. However, a good indicator might be the
industry reaction to the proposed plan. That reaction is generally posi-
tive.>” Most industry members believe that utilities are systematically un-
der compensated for transmission assets, which translates into a need for
higher rates of return.*® Several in the industry have spoken out specifi-
cally in favor of an incentive-based plan, such as the one contained in Sec-
tion 1241 of the House Bill 6 Conference Report.*’! The FERC, at least,
believes that this support will translate into additional RTO participation.*’?
This result seems likely.

Furthermore, there are other provisions of House Bill 6 that will boost
RTO participation—namely, the Sense of Congress provision that encour-
ages all utilities to join RTOs.** While the Sense of Congress provision
carries no weight of law, it does tell the electrical industry that Congress
believes some sort of coordination is necessary to run the modern power
grid. Furthermore, by extension, the Sense of Congress provision tells utili-
ties that if they do not voluntarily comply, it is likely Congress will take
further regulatory action. This uncertainty inherent in the veiled threat of
future and unknown Congressional legislation will probably be enough of a
motivating factor for many energy companies to voluntarily comply with
Order 2000 and form RTOs.

In other words, House Bill 6 contains both a large carrot (incentive-
based rates), and a poorly concealed stick (the implied threat of additional
legislation if there is not voluntary compliance). The combination of these
two seems very likely to increase RTO participation by some significant
margin.

D. Piecing Together the Broken Grid: Will RTOs Help?

Assuming that House Bill 6 does encourage RTO participation, the
impact of Section 1241 on the efficiency and reliability of the power grid
will be determined in large part by how much of an impact RTOs have on
the problems facing the electricity industry. RTOs will indeed help to piece

399 See F.E.R.C. Order 2000, Regional Transmission Organizations, 89 F.E.R.C. 61,285; ELECTRIC
RELIABILITY, supra note 13, at 7; OPTIONS FOR ELECTRIC TRANSMISSION INFRASTRUCTURE
IMPROVEMENTS 7 (2003) Ilic & Hyman, supra note 174, at 28; Radford, supra note 174, at 4;; Spiwak,
supra note 33, at 38.

400 See ELECTRIC RELIABILITY, supra note 13, at 7; Ilic & Hyman, supra note 174, at 28; Radford,
supra note 174, at 4; Spiwak, supra note 33, at 38.

401 See, e.g., Spiwak, supra note 33, at 38.

402 See ELECTRIC RELIABILITY, supra note 13, at 7.

403 H.R. CONF. REP. NO. 108-375, at 275.
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back together the broken grid, but to a lesser degree than some regulators
perhaps believe.

Specifically, RTOs will do much to fix two of the main problems
plaguing the power industry, namely the lack of investment in the power
grid and the lack of coordination between transmission facilities. Addition-
ally, by further separation of transmission and generation ownership, RTOs
will also help to fix the lack of competition in the electrical industry. How-
ever, because RTOs will often not be fully independent of their underlying
utility companies, a fully competitive market will not be achieved.

1. RTO Effects on Transmission Investment

First, the provisions of House Bill 6 will create significant new incen-
tives to expand transmission capacity in the power grid. It will do this in
two main ways. First, House Bill 6 would fix the under compensation of the
FERC’s formula for transmission pricing. Second, House Bill 6 would re-
duce uncertainty regarding the future regulatory structure of the industry;
and further, it would give a premium for the uncertainty that remains.

First, House Bill 6 would help to fix the under compensation of the
FERC’s formula for pricing transmission. As mentioned above, Order
888’s requirement that each company produce a single tariff for the use of
all of its transmission lines requires a transmission firm to charge the same
amount for transmission through both congested and un-congested power
lines.*** This under compensates the transmission firm for the congested
lines.

House Bill 6 would help to fix this problem in two ways. First, it or-
ders the FERC to write a rule that includes incentives to reduce transmis-
sion congestion.*® In fact, this will probably amount to building new trans-
mission lines in the congested area; and House Bill 6 specifically states that
the new rule should contain incentives for the construction of new trans-
mission.**® Second, House Bill 6 encourages transmission facilities to join
RTOs by providing additional incentives to utilities that join RTOs.*"
RTOs are better able to deal with congestion, because an RTO can increase
prices on congested lines under Order 2000, something a normal utility
cannot do.*® Thus, to the extent that transmission firms felt they were un-
der compensated for the costs of joining an RTO by the FERC’s rate struc-

404 For a discussion of this problem, see supra Part IILB.1.

405 See H.R. CONF. REP. NO. 108-375, at 280-81.

406 See id. at 280.

407 See id. at 280-81.

408 See 18 C.FR. § 35.54(k)(2) (2003); see also F.E.R.C. Order 2000, Regional Transmission
Organizations, 89 F.E.R.C. 61,285, at 332.
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ture, House Bill 6 will allow them to capture efficiencies they were other-
wise forgoing. The increased participation in RTOs, then, will lead to a
more coherent pricing scheme under the current regulatory regime. Since
RTOs will more correctly price congested transmission lines, we will open
this congestion to being fixed by normal market forces.**

Next, the provisions of House Bill 6 will also help to encourage in-
vestment in the power grid by reducing uncertainty in the power industry.
As mentioned previously, since the passage of EPACT in 1992 there has
been great uncertainty in the power industry regarding how transmission
will be regulated in the future.*’® Human beings by their nature are risk
adverse, and require compensation for such uncertainty that the FERC has
not included in its formulas.*!!

First, House Bill 6 will reduce the uncertainty in the industry. The
Sense of Congress provision makes clear that Congress intends the industry
to be governed by RTOs; this will give utility companies insight into the
future structure of the industry they were previously lacking.*'? More im-
portantly, a Congressional mandate for the FERC to set out incentive-based
rates will put a firm policy in place regarding the prices of transmission
that, however the FERC ends up pricing the transmission, will at least be
definite. This will reduce the chance that the FERC might do something
unusual in the future that has the effect of reducing the value of investments
in transmission assets. In other words, it will reduce uncertainty and thus
increase investment.

Furthermore, House Bill 6 increases compensation for new transmis-
sion, which helps to compensate for any uncertainty that remains. By pro-
viding for increased rates for the construction of new transmission, the in-
centives in House Bill 6 could help to overcome the remaining uncertainty
premium on investment in transmission assets.

Thus, by providing incentives for new transmission and encouraging
RTOs, House Bill 6 will be of large help in increasing investment in trans-
mission. This should significantly increase the reliability of the power grid.

2. RTO Effects on Transmission Coordination

RTOs will also encourage coordination in the power grid. By creating
larger conglomerate RTOs out of the tiny fractured pieces of grid that exist

409 Specifically, the price of transmission in the areas of congested lines should rise; this should
encourage the area’s RTO to build more transmission lines in the congested portion of the grid.

410 For a discussion of the problem of under investment due to uncertainty, see supra Part IILB.1.

411 For a discussion of risk adversity, see supra note 335.

412 H.R. CONF. REP. NO. 108-375, at 275.
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today, RTOs reduce the transaction costs and externalities that make it
more difficult to repair and maintain the power grid, as well as send power
efficiently from place to place.

First, increased participation in RTOs can reduce several externalities
that make it more difficult to repair and maintain the power grid, as well as
send and receive power.*!> To begin with, RTOs make it easier to coordi-
nate the repair and management of the power grid. As mentioned previ-
ously, problems result if multiple utility companies happen to take sections
of their grid offline at the same time.*'* Put another way, taking one section
of the grid owned by Utility A offline causes a negative externality on other
sections of the grid, perhaps owned by Utility B, by increasing the burden
on B’s section of the grid.*'> But because this extra burden on Utility B
does not cost anything for A, inefficient behavior can result.*'® An RTO,
however, is in charge of the maintenance of a large section of the grid on its
own; it thus internalizes the costs of these externalities.*'” The result is a
more efficient schedule of maintenance and repair due to the coordination
provided by the RTO.

Another externality RTOs will help eliminate is the problem of “loop
flows.” As previously mentioned, this problem results when electricity fails
to follow the transmission path for which it was contracted, and instead
invades a nearby portion of another transmission firm’s grid.*'® This second
transmission owner is usually not compensated. Once again, however,
RTOs will reduce this problem by internalizing the negative externalities
for all transmission firms in their geographic areas. This will help the in-
dustry to price transmission of power more easily and accurately.

Furthermore, RTOs will reduce the transaction costs associated with
the current electrical transmission industry.*!® First, it is less expensive to
contract with a single large transmission firm, such as an RTO, for the

413 “Externality” is an economic term generally referring to any cost or benefit of a transaction that
is not gained or lost by the parties of the transaction. See COOTER & ULEN, supra note 293, at 40-42.
Externalities can be either negative or positive. See id. A classic example of a negative externality is air
pollution, put out by a factory, which creates smog in nearby neighborhoods. See id. A classic example
of a positive externality is the benefit bees of a nearby beekeeper might provide his neighbor who owns
an apple orchard. See id.

414 For a discussion of these coordination issues, see supra Part I11.B.2.

415 See COOTER & ULEN, supra note 293, at 40-42.

416 See id.

47 See id. at 150-53.

418 For a discussion of “loop flows,” see supra Part I11.B.2, as well as supra note 174.

419 “Transaction costs” is an economic phrase referring to the costs not of providing the service or
product, but instead of the exchange itself. See COOTER & ULEN, supra note 293, at 87-88. For instance,
the costs of researching, mapping out, and calling multiple small transmission firms in control of tiny
areas of the grid are transaction costs. See generally id. The cost the companies quote you for the ser-
vice of transmitting their power, however, is not a transaction cost. See generally id.
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transportation of power than to contract with multiple little ones. In this
way, the RTO reduces the costs of sending power. Furthermore, RTOs will
also reduce the so-called “pancaking” of rates. “Pancaking” occurs when
power is transmitted through multiple small, utility-owned areas of the grid,
and thus gets charged multiple tariffs (one for each different utility com-
pany involved in the transaction).*?® This rate does not reflect the true cost
of transporting the power from place to place. RTOs would reduce the in-
stances of pancaking by greatly expanding the area controlled by a single
entity, as well as providing additional flexibility in the rates charged to
those transporting power across the RTO’s boundaries.

Therefore, House Bill 6, by increasing participation in RTOs, will in-
crease coordination between areas of the grid. The current fractured nature
of the grid creates inefficiencies due to negative externalities and increased
transaction costs.*?! RTOs, by nature of their larger structures, will decrease
the number of these externalities, and reduce transaction costs. This should
make the transportation of power more reliable and efficient.

3. RTO Effects on Competition in the Electricity Industry

Increased RTO participation will also make competition in the elec-
tricity industry fairer by increasing the separation between ownership of
transmission and generation assets.*”> However, this will not increase fair
competition in the industry as much as some regulators hope, because many
RTOs will not be truly independent of their subsidiary utilities.

First, RTOs will help make competition in the electrical industry fairer
by decreasing discrimination against competing generators, by utility firms
owning both transmission assets and generation assets. The current “wall”
between transmission and generation assets is largely illusionary. There are
strong incentives for utility companies to help their generating facilities by
using the market power of their transmission assets.

However, when a utility joins an RTO, it must give up either owner-
ship or control of its transmission assets to the RTO.*** The RTO then op-
erates all of the transmission assets it receives from member utilities as a
single unit.*** Furthermore, it is required to do so in a non-discriminatory
manner.*”> Under this scheme, a utility that joins an RTO no longer controls
its transmission assets; it thus has much less opportunity to discriminate

420 For a discussion of “pancaking,” see supra Part IILB.2, as well as supra at note 174.
421 For discussion of this issue, see supra Parts 111.A.3, 111.B.3.

422 For a discussion of the lack of competition in the industry, see supra Part I11.B.3.
423 See 18 C.F.R. § 35.34())(3) (2003).

424 See fid.

425 Seeid. § 35.34(k)(1).
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against other generation facilities by limiting their access to transmission
lines. This would certainly make the market more fair.

On the other hand, it will not do as much as some regulators have
hoped. This is because joining an RTO does not require a utility to give up
ownership of its transmission assets, just the operation of its transmission
assets.*?® How much control is given up depends on the model of RTO the
utility is joining. Specifically, the “transco” model of the RTO is a for-
profit company that both owns and operates the grid; but the ISO model of
the RTO is a not-for-profit organization that only operates the grid for its
member utility companies.*’” Furthermore, utilities joining an ISO-RTO
will usually be able to elect the independent governors that run the RTO’s
transmission assets.*?® This leaves open the question of how independent
these board members really will be. If a large utility is able to elect the ma-
jority of the ISO board members, it still might be able to favor its own
power generation firms.*” The ISO-RTO model is flawed because it may
still discriminate in favor of certain member utility companies.

However, there are different, but equally troubling, worries about the
“transco” model of RTO as well. Transcos are for-profit companies that
own the grid in their area, but do not own any transmission assets; they are,
in effect, a utility company that has sold off its power generating plants.**
This means that the transco has no motive to discriminate against inde-
pendent power generation firms, because these independent generators are
not competitors, but instead simply customers.*! But though there are few
discrimination worries with a transco, there are more fears that it will use
its monopoly power over transmission to raise transmission prices.*? This
increase, though it would not be discriminatory, would raise prices on end
consumers to higher levels than is efficient. Of course, the price of transco
transmission could simply be more closely watched and regulated by the
FERC; however, that will probably have an effect on the transco’s ability to
set flexible prices for such legitimate purposes as, for instance, reducing
congestion of power lines.

Thus, both models have their flaws, and the FERC tends to overlook
them. ISOs, because they do not require separate ownership of generation
and transmission, will still leave opportunities for discrimination. The
FERC is too confident in their ability to regulate these ISOs into true inde-

426 See id. § 35.34()(3).

427 For a discussion of the different models of RTOs, see supra Part 1.C.3.
428 See Spiwak, supra note 33, at 40.

429 See id.

430 See id. at 38.

M1 See generally id.

432 See id. at 40-42.
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pendence, especially after recently failing in that same task post-Order 888.
Transcos, on the other hand, do require separate ownership of generation
and transmission assets; but transcos will be a profit-motivated monopoly
that is sure to attempt to raise prices above what they would be in a free
market. The FERC, in this case, is too confident of its ability to regulate the
prices of the transcos without the transco losing necessary price flexibility.

However, either the ISO or the transco model of RTO is still a step
above the current situation in the market. By encouraging RTOs, then,
House Bill 6 will increase competition in the electrical industry. Regulators
must keep in mind, however, that they are still dealing with a monopoly in
transmission. Until new technology somehow eliminates the natural mo-
nopoly of the power-grid owners, perfect competition will never be
achieved.

CONCLUSION

The blackout of August, 2003 has proved to the United States that it
must finally address the problems plaguing the power industry. Years of
poor and uncertain regulation have resulted in a confused power industry,
and a fractured and malnourished power grid. The incentives proposed by
House Bill 6 to increase transmission investment and encourage the forma-
tion of Regional Transmission Organizations will help to fix these prob-
lems. More utilities will join RTOs as a result of the incentives provided in
House Bill 6, and RTOs will significantly increase investment and coordi-
nation in the power industry. Furthermore, RTOs will increase competition
in the budding international market for power generation; however, for so
long as there remains a natural monopoly in transmission, perfect competi-
tion will never be achieved.
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