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Electric Utility Reform: The
Free Market Alternative to
Mandatory Open Access

There is no need for consumers to remain tied to local
distribution monopolies by the artificial construct of the
exclusive franchise, and no need for requlated open access.
Competitors other than utility monopolies must be free to

exploit delivery markets.

Clyde Wayne Crews Jr.

“What I asked you about, Professor,
was what you thought about the
Equalization of Opportunity Bill.”

“Oh, that? But I believe I made it
clear that I am in favor of it, because
I am in favor of a free economy. A
free economy cannot exist without
competition. Therefore, men must be
forced to compete.”

—Ayn Rand
Atlas Shrugged

R:formers are on the verge of
dopting the wrong para-

digm for electric utility restructur-
ing. Forced open access to the
grid, because of the heavy regula-
tion it will almost certainly re-
quire, can actually be harmful to
healthy electricity competition.

Nonutility power generators,
separated from potential custom-
ers by monopoly utilities, need
not open access but the legal right
to bypass local utility exclusive
franchises and offer delivery serv-
ices themselves. Thus freed, they
might form consortia to compete
in numerous ways, such as by
sharing rights of way owned by
gas, telecommunications, Internet
and railroad companies, and by
partnering with real estate devel-
opers to reach customers.

Forced open access is not only
unnecessary, but impractical and
damaging. There are no stable
regulatory solutions to any ques-
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tion regarding the evolution of
the power grid. Even the most ba-
sic questions—such as transmis-
sion pricing rules, how to keep
an ISO “independent,” whether
the power exchange must be
separate from the ISO and how
to manage upgrades and main-
tain reliability—remain hotly de-
bated.
o variant of ISO regula-

N tion can satisfy all mar-
ket participants for long. By pre-
empting the profit motive as a
driver of the evolution of trans-
mission and distribution, forced
open access will weaken incen-
tives to adopt emerging tech-
nologies, such as those that al-
low precision control of the high
voltage power grid, and micro-
generation technologies that
have little use for the grid at all.
It makes little sense to bother
with innovation if one can sim-
ply dump power into the grid
for someone else to manage. The
momentary “efficiency” and
“competition” conferred by
open access is hardly a plus if
purchased at the expense of a
marketplace that would other-
wise be saturated with profit-
driven technical innovations,
which are crucial to the very “re-
liability” that regulators invoke
to justify grid regulation. Energy
company CEOs should be pon-
dering unconventional cross-in-
dustry alliances across the coun-
try’s myriad rights of way rather
than pining for a forced open ac-
cess “deregulation” effort likely
to fizzle in Congress precisely be-
cause its true regulatory nature
is becoming so apparent.

I. Mandatory Open Access
Short-Circuits Competitive
Electricity

Free marketers are accustomed
to setting out after Moby Dick
with a rowboat and tartar sauce,
but the electric utility restructur-
ing debate presents an especially
thorny challenge given the head
start enjoyed by the advocates of
mandatory open access. One
could scarcely discern that there is

Most marketers are ac-
customed to setting
out after Moby Dick
with a rowboat and
tartar sauce, but re-
structuring presents a
thornier challenge.

an economic, moral and even
practical case to be made against
open access. Open access is an im-
pediment to competition in the
electricity business, if by competi-
tion one means voluntary and vi-
brant production and exchange,
no legal barriers to entry, and no
possibility of regulator-induced
industry distortion.

Given the vital role electricity
occupies in our economy, the mis-
take of this century, and perhaps
the next, is about to be made over
electric restructuring. Despite the
fact that open access resembles
central planning far more than it
does deregulation, policymakers

are lining up in support because
they can’t conceive of an alterna-
tive. After all, electricity’s real
time, on demand nature is exceed-
ingly complex. It is probably the
only industry in which quantity
of the core product is measured
five ways: in volts, coulombs,
amps, watts and joules. But poli-
cymakers must not so bow down
to complexity that they lose sight
of principle.

The indiscriminate calls for
open access to utility-owned
wires that competition suppos-
edly requires are every bit flawed
as are utility attempts to force cus-
tomers to pay unverified stranded
costs against their will. There is a
superior approach to reform that
is actually consistent with free
market principles that canbe a
plus for all sides. The source of
monopoly power is not the fact
that the $208 billion electricity in-
dustry is vertically integrated, or
that open access does not now ex-
ist. Instead, the decades-old exclu-
sive territorial franchise granted
by state regulators—typically sus-
tained by such restrictions as cer-
tificates of convenience and neces-
sity—is the root of utility
monopoly power.

lthough open access em-

braces the flawed notion
that the grid is and must remain
regulated as a natural monopoly,
exclusive local franchises repre-
sent unnatural monopoly power
in the electricity industry. What is
more, retail open access leaves those
delivery monopolies intact—a fact
that will haunt us in a few short
years if we fail to own up to it
now.
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All a free society needs is a right
of exit. Instead of pursuing open
access, reformers should simply
revoke all laws against taking or
providing competitive electric
service at the local level, thus end-
ing the automatic presumption
that every new mall, hospital, resi-
dential area and commercial strip
is to be served by the local distri-
bution utility wires. That done,
the threat of entry will then bring
rates down and protect the
healthy development of markets,
as will be described.

he artificiality of both the ex-

clusive franchise and the
natural monopoly concept imply
the proper paradigm for reform.
These twin pillars of cardboard
that bolster utility regulation
should simply be respected no
further. Today’s danger is that
years will be wasted debating
electricity reform and that, de-
spite “success,” a decade from
now, consumers will remain need-
lessly captive to local distribution
monopolies in a world bursting
with parallel rights of way, a
world in which other industries
such as cable and telecommunica-
tions are “tearing up streets” all
the time and could benefit from
cost-sharing partnerships with
utilities and IPPs seeking to reach
those very same customers. Fur-
ther, far from being a necessity for
competition, mandated open ac-
cess approach will increasingly
entrench government regulation
of the power grid and distort
emerging industry partnerships
precisely when revolutionary de-
velopments—such as precision
control of transmission and distri-

bution, parallel networks in non-
electricity industries, smaller-scale
generation and low-voltage deliv-
ery—are emerging.

When starting with a mixed
economy, there is a simple gauge
as to whether the impending re-
form is appropriate. The size of the
regulated segment has to decline
rather than increase.

Thus, the question of how to
phase out government regulation
from electricity should guide all

The artificiality of both
the exclusive franchise
and the natural mo-
nopoly concept imply
the proper paradigm
for reform.

reforms. Unfortunately, ejection of
government regulation isn’t even
a serious consideration, since to-
day’s reformers advocate a man-
aged variety of competition that
requires increased central over-
sight, such as involuntary pool-
ing. Jerry Taylor of the Cato Insti-
tute likens open access to a choice
of Ira Magaziner (remember Clin-
ton Health Care?) over Milton
Friedman.! Unfortunately, former
FERC Commissioner Donald
Santa is far from alone in his senti-
ment that ““a strong case can be
made for enhancing, rather than
diminishing, federal authority to
rationalize the transmission grid.”?

uch as free speech does

Mnot entail a right to some-
one else’s microphone, the fact
that one spins magnets to gener-
ate electricity does not create a
right to force others to transport.
But a free market does ensure that
any producer has every right to
sell his power through voluntary
means, and that no incumbent
utility has a right to stop anyone
else who possesses the means
from invading its local territory;
those who have the means in-
clude rival utilities, IPPs and large
industries concerns. In fact, recent
competing bids of $28 billion and
$30 billion by World Com. and
GTE to acquire MCI Corp. hint at
much larger things to come in
electricity. The independent
power producers’ right to sell
power to customers should im-
pose no obligations on utilities,
other than not to interfere.

Thus the crucial distinction be-
tween mandatory open access
and a free market is that how the
newcomer gets its power to final
customers is the newcomer’s
problem. Newcomers can either
team up with real estate develop-
ers on the fringes, bargain with in-
cumbent utilities for access, or
build their own infrastructure
alone or in alliances with other in-
dustries that enjoy rights of way
to consumers.

The fact that a federal restructur-
ing bill will not pass this year, and
probably not next year, provides a
window of opportunity for a legis-
lative champion of a genuine mar-
ket approach to emerge and se-
cure superior and permanent
electricity reform that will not
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need to be revisited. Incipient re-
action against the “regulation in
perpetuity” of open access may
also present an opportunity for a
principled coalition to emerge,
drawn from the ranks of today’s
disparate utility, consumer, and in-
dependent power producer coali-
tions. Telecommunications reform
took ten years yet remains incom-
plete. There is still time to turn the
open access supertanker around
and hasten competition.

II. Potential Avenues for
Competition

These are at least five potential
sources of competition for custom-
ers, beyond the obvious existing
but inadequate competitive pres-
sures of customers moving or
adopting cogeneration or other,
traditional self-generation op-
tions. They are: the threat of paral-
lel or bypass delivery; microtur-
bine technology; potential
competition that could be un-
leashed by precision control of
high voltage transmission; sale of
federal grid assets; and user own-
ership of the grid. Even should all
these options fail, less-intrusive
options than universal forced
open access exist.

A. Bypass and Parallel
Transmission and Distribution

Limited parallel competition al-
ready exists in some areas. For ex-
ample, unknown to most policy-
makers, Lubbock, Texas and 22
other towns have head-to-head
competition in production and dis-
tribution. Often, such “curiosities”
consist of competing IOUs and
municipal utilities. Parallel sets of

s

wires run up and down the street
and consumers pay less.’

Competition doesn’t require
that such fully parallel grids actu-
ally emerge everywhere: What
matters is the threat of competing
transmission. Absent franchises,
that threat would come from po-
tentially exploitable alternative
rights of way, such as those
owned by:

e Ultilities that are amenable to
competition (there are many) and

Incipient reaction
against ‘requlation in
perpetuity’ may also
present an opportu-
nity for a principled
coalition to emerge.

who seek to enter distant markets
themselves;

¢ Cable television companies;

¢ Phone companies and other
telecommunications and Internet
firms;

¢ Gas pipeline companies;

e Private railroads; and

o Water and sewer lines.

Under competition, these busi-
nesses could form cost-sharing al-
liances and joint ventures with
new and existing electric power
producers and compete with in-
cumbent utilities for customers.
Especially on the fringes of the
grid, partnerships with real estate
developers and power producers

could serve new malls, residential
areas, commercial strips, business
parks, factories and farms.

hus even long range trans-

mission could be provided
competitively by auctioning off ac-
cess to Interstate and state high-
ways, to Amtrak rail lines and by
selling federal grid assets. Even if
distribution lines happened to be
too expensive for a single new
electric firm to install, potential al-
liances and joint ventures to share
costs point to a solution. Even
within urban areas, we're tearing
up streets continuously and much
of new line mileage is buried.
These create partnership opportu-
nities that help obviate the need
for open access. For example:

e About 4,000 miles of fiber op-
tic cable is installed every day.

e The need to upgrade Internet
bandwidth—cable modem wiring,
ISDN, ASDL— points to alliances.
Information and electricity can
flow through the same copper
wires without interference, like
ghosts through a wall. That implies
myriad voice, data, and video alli-
ances with power producers to en-
ter homes and businesses.

e Software firms like Microsoft
already active in home appliance
monitoring represent potential
partnerships.

e Large railroads will sell off
30,000 miles of trackage to “short-
liners” over the coming three to
five years, largely in rural areas,
that represent exploitable rights of
way:

e In one specific example, Co-
lumbia Gas is planning a 380-mile
pipeline from Lake Erie to Long
Island.” There’s no reason why J
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power producers couldn’t piggy-
back on such projects.

These represent just a handful
of conceivable alliances that elimi-
nating franchises could foster. A
high-price utility could thus find
its customers bypassing it by pur-
chasing distribution services from
an independent power producer
engaged in a venture with a
phone or cable company getting
into the appliance-monitoring
and Internet business.

outine upgrades within the

Rindustry itself also repre-
sent potential competition. The
Energy Information Administra-
tion reports that over 10,000 miles
of transmission are currently
planned for the U.S,, Canada, and
Northern Baja California before
2005.° Pro-competitive alliances
between newcomers and existing
utilities could emerge here in a
number of ways. Newcomers
could offer to foot the bill for the
upgrade or extension in exchange
for access to portions of the re-
mainder of the principal’s system.
For example, American Electric
Power is planning a new 765 kV
line between Oceana, W.V. and
Cloverdale, Va. In another exam-
ple, New England Electric System
plans a 500 MW, 25 mile cable un-
derneath Long Island Sound, and
is enlisting the support of ex-
pected users in securing permit-
ting approval for the $200 million
project.’ Still further; wood poles
are aging in many areas, and
must be replaced or reinforced.
Competitors can cut deals secur-
ing open access to wires in ex-
change for handling upgrade, re-
inforcement and line

maintenance. Or, a competitor
contemplating a new line and de-
siring utility cooperation could of-
fer capacity as well as offer to
cover some of the incumbents’ la-
bor costs, in exchange for access
to the incumbent utility’s wooden
poles.

The workability of parallel
wires and partnerships shouldn’t
surprise us. Parallel competition
thrived in the early years. As

economist Burton N. Behling
noted:

There is scarcely a city in the
country that has not experienced
competition in one or more of the
utility industries. Six electric light
companies were organized in the
one year of 1887 in New York
City. Forty-five electric light enter-
prises had the legal right to oper-
ate in Chicago in 1907. Prior to
1895, Duluth, Minnesota was
served by five electric lighting
companies, and Scranton, Penn-
sylvania had four in 1906.2

Economist Harold Demsetz
notes that parallel or overlapping
service, rather than being a waste
of resources, appeared profitable:

“In fact, producing competitors,
not to mention unsuccessful bid-
ders, were so plentiful that one be-
gins to doubt that scale economies
characterized the utility industry
at the time when regulation re-
placed market competition.”’

Ending franchises, but not man-
dating access, would create incen-
tives to cooperate and reciprocate
or face the consequences. In a na-
tional marketplace not charac-
terized by exclusive delivery fran-
chises, any utility that
unreasonably restricts access to its
own lines would face retaliation
when seeking access to the wires
of others. Absent the advantage of
exclusive franchises, utilities at-
tempting to gouge or block use of
their lines could be thwarted by
the right of others to provide sup-
plemental or parallel transmission
services along new avenues and
existing rights of way. Potential
competitor construction of alter-
nate distribution will prevent util-
ity abuse of market power. The
threat of competition is competi-
tion. It can place as much down-
ward pressure on price as actual
entry.

On top of such potential

competition, consider the

fact that demands for open access
to wires property are what pri-
marily fuel utility demands for
$200 billion in stranded cost recov-
ery. Yet if mandatory open access
is not sought, there’s far less basis
for stranded cost recovery. Com-
petitors not facing the stranded
cost ball-and-chain could more
easily finance alternative construc-
tion of transmission and distribu-
tion in conjunction with alterna-
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tive power suppliers and other
network owners. While utilities
may still balk, the fact is many
will probably accept an end to
franchises as an alternative to
forced open access if PUHCA and
PURPA repeal are offered simulta-
neously. While a utility may in-
deed find its territory invaded, it
has gained the right to invade the
territory of the “transgressor.”
Meanwhile, it can charge full mar-
ket price for access to its wires,
and thus recover “strandings” in
a more legitimate way.

The $200 billion saved by not
paying open access strandings
could buy a lot of transmission,
conceptually speaking, if those
dollars remained in the pockets of
industrial, commercial, and resi-
dential customers. Conservatively
assuming costs are $1 million per
circuit mile to install a new 230
kV line," it is interesting, solely as
a thought experiment, to consider
that the $200 billion not spent on
stranded costs would pay for
200,000 miles of transmission, ex-
clusive of permitting costs. That’s
long enough to round the equator
eight times. For comparison, the
Interstate Highway system
stretches some 45,000 miles."
Even the most expensive option,
underground wires, could cover
54,000 new miles at $3.7 million
per circuit mile.

nterestingly, the Progress and

Freedom Foundation’s esti-
mate for overhead transmission
replacement is $74 billion.’> While
that figure seems low, that leaves
a lot of room for negotiating pas-
sage fees, permits, and for making
passage rights a lucrative deal to

balky landowners. In the restruc-
tured marketplace, resources
should go to hardware, know-
how, innovation and whiz-bang
deal-making—not to stranded
costs.

Clearly under this scenario, de-
ciding new construction
shouldn’t be a job for regulators.
In a free market, we should get
lines on a project-by-project,
profit-oriented basis. Just as with
other businesses, entrepreneurs

will determine acceptable pay-
back periods and internal rates of
return. We have the right to ex-
pect development of parallel net-
works in the $200 billion electric-
ity industry, because such
development appears to be the
norm in other network industries.

e Sprint laid its parallel cable
network along railroad rights of
way.

e Frontier Corp. and Qwest
Communications are installing a
$2 billion fiber optic network con-
necting 100 U.S. cities.”

o AT&T’s fixed-wireless local
loop technology—dubbed “An-
gel”—converts long distance calls

to digital streams and bypasses
the local Bell companies alto-
gether. Beta testing happened in
Chicago during summer 1997,
and national rollout is planned in
1998.

e GTE is spending billions on a
13,000 mile data network.

o Craig McCaw’s Teledesic pro-
ject will place 288 satellites in low-
earth orbit, at a cost of $9 billion,
to provide Internet and phone
service. Teledesic has to negotiate
with regulators worldwide, not
just state PUCs and the FERC.
Here’s a real “natural monopoly”
for those who speak that lan-
guage, yet the entire risk is
Teledesic’s. And it’s only one of
several impending satellite net-
works.

e A gargantuan example of a
parallel network is the Fiberoptic
Link Around the Globe (FLAG).
Connecting London and Japan, it
is the longest fiber-optic cable of
all, perhaps the longest engineer-
ing project in history. Participants
include Nynex, Cable and Wire-
less, and Sprint."

he Teledesic and FLAG con-

sortia in particular make it
hard to have patience with the
natural monopoly argument.
These projects required arduous
negotiations with world govern-
ments and unheard-of technical
innovation. For U.S. firms to ar-
gue that they can’t figure out how
to bury or erect a low voltage line
and that they need forced open ac-
cess is preposterous. When seen
in this light, open access is a real
menace. We need constant, vigor-
ous competition in new kinds of
transmission, not the lock-in of a

]

December 1997

37




static, not-for-profit husk while
the rest of the high tech world
whizzes by.

B. Microturbine Technologies
Could Collapse the Value of
The Grid

Another potential source of
competition derives from the fact
that there already exists a parallel
grid of sorts: the natural gas pipe-
lines.

iny, modular, quietly run-

Tning natural gas microtur-
bines smaller than one MW in
size, whose power can be distrib-
uted on short, low-voltage lines
or consumed at the point of gen-
eration may be the technology
that “strands” the entire grid. (Mi-
crogeneration is generally consid-
ered to encompass those units de-
signed to power a solitary
structure.) Capstone Turbine
Corp. of California, for example,
produces microturbines smaller
than an office desk, weighing
only 165 pounds, that run quietly
at 55 percent efficiency (compared
to 35 percent efficiency for coal-
fired plants), thanks to high-pres-
sure air bearings that dispense
with the pumps and filters re-
quired in lubricated systems."
Sporting only a single moving
part, innovations like these prom-
ise far more than mere generation
strandings in the future if they
pan out. A 24 kilowatt microtur-
bine now available can power a 7-
Eleven or central air conditioning
system of a large house, and they
can be hooked together to pro-
vide up to 500 kW of power.

If mass production successfully
brings microturbine costs down

to $500 per kilowatt and under,
that would put a 24 kilowatt ma-
chine at $12,000, an amount that
could even be tacked onto high-
end home mortgages. Another
firm in the microturbine business
is Allison Engine, owned by Rolls
Royce. Allison produces micro
power plants ranging from 50 kW
to 250 kW.

Smaller scale technology has its
evangelists. Thomas Casten of
Trigen Energy, discussing the loss

Tiny, modular natural
gas microturbines
smaller than one mega-
watt may be the tech-
nology that “strands’
the entire grid.

of valuable heat energy that ac-
companies power generation, ar-
gues that “Central station genera-
tion ... is finished as an
economically viable technology.
In its place, widespread installa-
tion of smaller, more-efficient gen-
eration, close to heat loads, will
come to predominate and will col-
lapse the value of much of today’s
generation—and transmission—
assets.”*® Similarly, Colin Besant
of the Imperial College of London
believes “power generation will
go very much like computers. In
the past it was all mainframes,
then the minis came along, and
now we all have PCs on our

desks, on a network. We think the
same thing will happen with
power generation. Everybody
will have their own power genera-
tion running off the gas.”"’

our experts interviewed by

Wired magazine were
asked when microturbines
would attain widespread use.
Two projected by 1999 and 2000,
which, interestingly enough, co-
incides with or precedes pro-
posed legislative deadlines for
open access.'®

C. Precision Control of Power
Flows

Another indirect toehold for
competition is the emergence of
silicon-based switches which al-
low more precise control of
power flows on the grid, similar
to the control of small electric cur-
rents in a computer chip like In-
tel’s Pentium—itself a tiny “grid.”
Called “thyristors,” these
switches drastically ramp up ca-
pacity of a given line and also
fend off cascading power inter-
ruptions.”

Akey rationale for the inde-
pendent system operator is that
power flows where it wants to,
that it can’t be readily controlled.
But to the extent new technolo-
gies makes that claim false, the ar-
guments for ISOs lose their luster.
The mandatory open access para-
digm is unlikely to fully exploit
silicon switching technology,
since no firm’s profit will over-
whelmingly depend upon pre-
cisely controlling power flows. Af-
ter all, power will simply be
dumped into the grid for a regu-
lated fee.
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n the other hand, new en-

Otrepreneurs developing
paralle] lines may better exploit
this technology, because they will
profit handsomely by boosting re-
liability to new levels and attract-
ing customers away from utilities
if they are able to prove their su-
periority in sensitive operations
that can ill afford interruptions.
Competition would allow those
developing parallel lines to profit
handsomely from taking advan-
tage of this technology from now
on, thus hastening the saturation
of technical innovations. Since reli-
ability would become a competi-
tive feature, relentless market
forces would likely make trans-
mission more precise and error-
proof than ever, and render the
current grid progressively anti-
quated by comparison. Addition-
ally, if applied to the existing grid,
part of the $3-$5 billion now lost
through voltage sags and inter-
ruptions could be recovered, and
the need for upgrades would be
reduced.” This is undoubtedly sig-
nificant, but limiting proliferation
of the technology merely to the
regulated high-voltage grid
would be a serious error. Entrepre-
neurs need to be free to perform
experiments. The technology may
be better deployed on subtrans-
mission grids that smaller scale
generation will foster, for exam-
ple.

As with parallel transmission
and microgeneration, innovations
in controlling power flows change
the nature of competitive alli-
ances. Efficiency-oriented capital-
ism is not likely to be satisfied
with the lack of control over elec-

trons (and heat) that exists now,
and that would likely persist un-
der the management of a non-
profit independent system opera-
tor, a don’t-rock-the-boat entity
more likely to be passive and con-
tent with uncontrolled power
flows. An important considera-
tion for those who regard ISOs as
the answer to reliability problems
under competition is that without
fostering grid control and self-con-
tained microgeneration technolo-

Auctioning off the
PMAs’ capacity will
expand access and in-

crease efficiency of fu-

ture investment in the
network.

gies, the grid remains subject to
wide-scale outages and indiffer-
ent to the loss of valuable heat.

D. Sale of Federal Grid Assets

Continued existence of the sub-
sidized federal power marketing
administrations threatens the fu-
ture competitiveness of the en-
ergy market in two ways. One is
the investor-owned utilities’ cus-
tomers’ lack of access to power
generated at PMA facilities. Only
“preference customers” (rural co-
ops and municipal utilities) now
have access. The other impedi-
ment is that even though munici-
pals and co-ops in any given

PMA region legally may purchase
power generated outside the
PMA region, they have little incen-
tive to do so given their guarantee
of at-cost purchase. Privatization
with protection for preference cus-
tomers like co-ops would remove
the “speed bumps” that will oth-
erwise plague the marketplace.
uctioning off and setting
Aup tradable rights in this
capacity will expand access to
competitors, improve the likeli-
hood that transmission assets go
to the highest valued use, and
“provide strong incentives to use
those assets more efficiently and
to increase the efficiency of future
investment in the network.”*!

E. User Ownership of
Transmission Assets

If, as some believe, it is easy for
utilities to collude and impede the
market—a key argument heard
against Puhca repeal—reformers
should ascribe the same savvy to
users of the transmission grid.
There is no inherent reason why,
for example, large industrial
power users can’t “collude” to off-
set the feared machinations of
utilities. Once franchises are a
thing of the past, if large users
have any savvy at all, they could
purchase critical portions of to-
day’s grid hardware. That would
put authority directly in the
hands of those with an interest in
maintaining fluid transmission,
and eliminate all chance of mo-
nopolization. We have parallel ex-
amples of joint-user ownership in
such areas as shipping vessels,
taxi dispatch service, and oil and
gas pipelines.?
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These possibilities point to the
fact that, beyond various seller al-
liances that can emerge to bring
electricity to customers, buyer
groups themselves can also en-
sure transmission competition.
Market innovations like user own-
ership will emerge to take care of
the very “problems” that regula-
tors claim we need them for. Far
better to take our chances with a
bit of monopoly power, than to
cede the entire grid to a guaran-
teed governmental monopoly un-
der open access.

E And If All Else Fails ...

Even if lower prices don’t
emerge or if parallel or other com-
petition doesn’t arise in certain
bottleneck areas, and even if some
utilities hold out and refuse to of-
fer access where no competitors
appear, that's still no cause for de-
manding universal open access. Ri-
fle shot approaches can and
should be used instead.

or example, rather than be-

F ing granted open access,
newcomers could add their own
wires to utilities’ distribution
poles by paying compensation to
the local utility, especially if a new-
comer generously sweetens a deal
by paying for maintenance and
taking over an irresistible chunk
of the incumbent’s labor costs.
This procedure avoids the prob-
lem of mingling uninvited electric-
ity into wires that must then be
managed by an independent sys-
tem operator. Arrangements will
vary by local circumstances and
self-interest. For example, new
wires owners might gain access in
exchange for paying for pole rein-

forcements and conducting line
maintenance on both sets of
wires. The additional wires a pole
can support will vary, since some
already support many wires from
power, phone, and cable compa-
nies, some only a few. In my
neighborhood, for example, six
overhead wires run up some
streets while others carry 11. The
most likely scenario, though, is
that a utility will sell access long
before things deteriorate to the

point that a competitor installs its
own wire.

III. How Open Access Harms
Markets

A. Open Access Distorts
Market Innovation

The requirement that utilities
turn operation of their transmis-
sion assets over to nonprofit inde-
pendent system operators, and
the locking in of FERC and state
PUC regulation of transmission
and distribution pricing, will dis-
tort evolution of the electricity
marketplace. Open access seeks to
solve ever-changing problems

through force rather than through
markets. Unfortunately, little
thought is given to transcending
this model. A utility’s desire to
protect its wires property is sim-
ply incompatible with the desire
of others to hitch an uninvited
ride. The ISO paradigm ignores
the fact that there are no stable
regulatory solutions to any prob-
lem regarding transmission grid
development. For example, even
now there is no agreement on
how to price transmission. Some
like Ipalco and Elcon advocate an
approach that prices transmission
independently of distance at regu-
lated rates. Others favor replace-
ment cost pricing of wires. There
are also fundamental debates
over whether or not the ISO and
power exchanges should be inde-
pendent of one another.

Anticipation of open access

is already distorting the
marketplace, tilting the field to-
ward central-station production
and long-distance transport as op-
posed to smaller scale generation
and short-distance delivery. For
example, one energy consultant
convinced that “retail access, par-
ticularly for industrials, is coming
fast,” advises his industrial cli-
ents, “Don’t build cogenleration]
now.”? Another firm notes that its
“gas-turbine and cogen equip-
ment work has been flat because
customers are waiting to see how
deregulation falls out.””*

For efficiency’s sake, competing
transmission owners must own the
rights to future profits from innova-
tion. The ability to profit hand-
somely from transmission must
be protected to foster en-
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trepreneurialism and spur part-
nerships in power delivery and at-
tract new entry. Turning control of
transmission assets to regulators
will effectively quash those rights.
Grid development must be fueled
by the engine of private enter-
prise, not relegated to the status of
passive common resource. As the
saying goes, “No one washes a
rental car.”

A regulated-grid regime will be
less able to recognize instances
when central generation is less, or
more, appropriate. Regulation
will be unlikely to distinguish be-
tween the polar extremes of
whether thyristor technology
should be universally exploited
on the one hand, or whether dis-
tributed and stand-alone micro-
generation is a better option.
Regulation may force or promote
the adoption of new technologies,
but perhaps the wrong ones. But
free market approach locks in no
one’s assumptions, allowing
many experiments to proceed in
parallel, including experiments in
voluntary open access. Open ac-
cess may also delay market incen-
tives to recapture heat losses from
generation, stifle private incen-
tives to recapture transmission
line losses, and needlessly allow
incumbent utilities to dominate
both the appliance/home moni-
toring business and the microtur-
bine business thanks to their head
start on preferential access to the
customers junction box.

pen access also creates

Onew distortionary obliga-
tions, such as the “expansion obli-
gation” placed on transmission
companies by FERC’s wholesale

open access rule. There is a lesson
to be learned from last year’s tele-
communications bill. Replete with
interconnection obligations, these
have prevented long distance and
local phone companies from enter-
ing each other’s markets.”

The ISO-open access paradigm
assumes away the problem of ig-
norance, and relies on govern-
ment force to solve problems
about which there can be no
agreement. Policymakers haven't

the vaguest idea how the grid
should develop; certainly they
should not presume that the exist-
ing grid is the correct paradigm
and worthy of being locked in by
regulation. Economists at the
FERC and the PUCs are not this
smart!

Also, there may be more than
one way to optimize a dispatch
system, so the ISO may end up
picking winners as well. The en-
tire notion of a transmission mo-
nopoly is the epitome of the “lock-
in” that the Federal Trade
Commission claims to abhor.
Heavy ISO regulation will create
an inefficient interest in maintain-

ing the status quo, and entrench
powerful new interest groups
whose self-interest will depend
upon impeding transmission and
distribution deregulation in the fu-
ture.

B. Open Access Embraces the
Fallacy that Price Regulation
Works

Reformers believing that contin-
ued regulation of the transmis-
sion grid is a recipe for competi-
tion forget that regulatory pricing
helped deliver today’s generation
inefficiencies and stranded costs.
Along with the well-known incen-
tives to overcapitalize caused by
cost-plus utility regulation, costs
of environmental and social pro-
grams get misleadingly hidden in
rates.

s economist Harold Dem-

Asetz, the critic of natural
monopoly, has noted, even the ex-
istence of monopoly can't justify a
conclusion that prices will be mo-
nopolistic. “To the extent that util-
ity regulation is based on the fear
of monopoly price, merely be-
cause one firm will serve each
market, it is not based on any de-
ducible economic theorem ... .
[EJconomic theory does not, at
present, provide a justification for
[regulatory] commissions insofar
as they are based on the belief that
observed concentration and mo-
nopoly price bear any necessary
relationship.”* Economists
George Stigler and Claire Fried-
land found that regulated prices
do not differ significantly from
unregulated prices.”” Such should
be the case for transmission regu-
lation as well.
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A real and unfortunately ubiqui-
tous danger is that continued
regulation will make consumers
worse off than no regulation.
Regulation, like taxation, transfers
wealth. That means regulation
will produce winners and losers.
Economist Greg Jarrell concluded
that electricity regulation actually
increased prices when the indus-
try was first subjected to state
regulation.”® Similarly, the most re-
cent research into economic de-
regulatory initiatives by Jerry El-
lig and Robert Crandall has also
shown that prices in regulated in-
dustries fell upon deregulation.?

e might not be incorrect

Win expecting transmis-
sion and distribution prices to fall
as well upon deregulation.

IV. Avoiding Open Access
Means Quicker Competition

Avoiding open access and in-
stead targeting delivery franchises
will lead to more rapid and com-
plete competition. There is no need
to wait until the next century, as all
federal open access legislation pro-
poses: ending franchises now
would allow experimentation to be-
gin immediately. Moreover, even
upon the arrival of open access
deadlines, one must expect utilities
to sue on the grounds that they
aren’t being compensated enough
for the use of their networks, pre-
cisely as the nation’s largest local
phone company, GTE, did in the
telecommunications arena. Avoid-
ing mandatory open access will
also help bypass the state vs. fed-

Opening franchises to competition could be liberating in its simplicity.

eral jurisdiction conflict in the re-
structuring debate: franchises that
prohibit voluntary trade are clearly
unjustified under the interstate
commerce clause, and the federal
government has a role in ending
them. On the other hand, abusing
the interstate commerce clause to
justify forced open access to private
property is a harder sell, as today’s
debate proves.

Avoiding open access can

even help us escape the

stranded cost debate, the chief
stumbling block to reform.
Stranded costs are going to be
paid primarily because of manda-
tory access: our use of the utility’s
lines is the means by which it ex-
tracts such fees from us. Without
open access, that toll collection
point is less potent, although utili-
ties will and should have the right
to charge full market price for vol-
untary access. Moreover, paying
stranded costs yet still remaining
captive to distribution monopoly
under open access will have reper-
cussions down the road. If con-
sumers succumb to generation
strandings now, they likely will be
forced to pay additional strand-
ings ten years form now to bail
out the incumbent wires owners
as new technologies emerge. After
all, the distribution portion of the
industry today collects about $50
billion in revenues annually, and
also accounts for one-third of util-
ity assets, and half of utility em-
ployment.* These represent huge
amounts that utilities will try to
recover later if the wrong political
precedent is set now. But they also
represent ““strandings” that can be
wholly avoided under a proper
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philosophy of deregulation that
avoids revisiting the issue.

V. Conclusion

A restructuring that delivers to
consumers armor-plated transmis-
sion and distribution monopolies,
fattened PUCs and a healthy FERC
is not a victory. Given the technol-
ogy that exists, and that which lies
within reach, creating a future
where regulators run the show and
where cascading power failures re-
main part of the scene will amount
to a failure. There is no need for
consumers to remain tied to local
distribution monopolies by the arti-
ficial construct of the exclusive fran-
chise, and no need for regulated
open access. Competitors other
than utility monopolies must be
free to exploit delivery markets.

eregulators must deal

Dsquarely with the exclu-
sive franchise delivery model that
now threatens to shut the door on
genuine competition. It is impor-
tant for reformers to recognize the
richness of potential relationships
and consumer benefits achievable
by leaving the door open to those
who may be willing to go beyond
the offerings of the distribution
monopoly they intend to entrench
through open access. &
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