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Executive Summary

Since the invention of the light bulb in 1882, the US elec-
tricity industry has grown into one of the largest, most im-
portant industries in the world. As a result of spectacular
growth in both the demand for electricity as well as the
technology to generate and deliver it, the period between
1880 and 1970 was characterized by ever expanding genera-
tion capacity and declining average costs. By 1950, virtually
every American household had electrical service. These
factors were the underpinning of the regulatory compact
upon which cost-of-service based regulations were imple-
mented throughout the United States.

Beginning with the oil price shocks in the 1970s, however,
the economics of the US electric industry started to change
radically. The cost of electric generating capacity skyrock-
eted from an average of $161/kW in 1970 to a high of
$5,810 by the early 1980s. Many of the economic assump-
tions upon which electricity regulations were based became
obsolete. Economies of scale disappeared at the same time
lower-cost providers emerged. As a result, the historic regu-
lation of electric utilities ceased to protect consumers from
monopoly pricing and, instead, ironically, started to protect
monopolies from competitive pricing.

These circumstances have created the impetus for revolution-
ary changes in the laws and regulations governing how elec-
tricity is generated and delivered. Bold leadership at both the
state and federal levels has set the stage for one of the largest
industrial restructurings in the history of the United States.

The National Energy Marketers Association (NEMA) was
created specifically to work with representatives of state and
federal governments, large and small consumer groups and
utilities to devise fair and effective ways to implement re-
structuring of both the natural gas and electricity markets.
NEMA is committed to the implementation of laws, regula-
tions, standards of conduct, rates, tariffs and operating pro-
cedures that (a) provide all customers meaningful choice,
(b) implement open, efficient, liquid and price-competitive
energy markets, and (c) that encourage the development of
new and innovative energy services and technologies, at the
earliest possible date. This document sets forth the legisla-
tive and regulatory framework necessary to implement these
goals at both the federal and state levels within two years.

In summary, the federal government has significant consti-
tutional, national security and budgetary interests in restruc-
turing the US electricity industry. To further these interests,
Congress should resolve outstanding jurisdictional issues
and require FERC to promulgate uniform, non-discrimina-
tory, open access transmission tariffs, clarify current tax laws
to expand existing stranded cost recoveries and mandate a
date certain by which the states must complete the transi-
tion to a competitive energy market.

In turn, FERC should expand and clarify Orders 888 and
889. FERC should require that all jurisdictional transmis-
sion services be unbundled and that all service providers re-
serve, purchase, schedule and curtail transmission services
under the same uniform, non-discriminatory, open-access
transmission tariff and mandate compliance with and
strictly enforce Order 889. Additionally, FERC should
make transmission services sufficiently uniform to be trans-
ferable and tradable, and should regionalize the US electric
grid under truly independent management and operational
control with incentives to optimize service, accountability
and throughput.

State Governments also have significant legal, economic
and consumer protection interests in electricity restructur-
ing. State legislatures should clarify existing laws and em-
power state Public Utility Commissions (PUCs) to imple-
ment customer choice and retail access to all classes of
customers, at the earliest possible time. State legislators
should also require government to purchase power from
competitive providers, thereby implementing tax and
budget reductions immediately.

In turn, state PUCs should act promptly to remove the nu-
merous operational, behavioral and tariff barriers to compe-
tition and should establish a date certain by which to com-
plete the transition to a competitive market. Regulatory
commissions should immediately separate regulated and un-
regulated services so that consumers may choose, on a line-
item basis, both the price and amount of each competitive
service that they wish to purchase. Regulatory commissions
should also implement NEMA's Uniform Code of Conduct
for competitive suppliers of energy services and technolo-
gies. Lastly, government should stop acting as the risk man-
ager for the new energy marketplace.

The right to switch energy suppliers is the ultimate con-
sumer protection. Choice must exist in order to serve the
public interest and it should not be complicated or expen-
sive. A true measure of a competitive market is the number
of customers that have choice and the number of providers
ready to serve those customers. One measure of the quality
of choice is the number of customers that, in fact, exercise
choice. NEMA urges that all customers be given meaning-
ful, competitive choices at the earliest possible date.

Competitively priced energy and related services will serve
the public interest, save consumers, governments and tax-
payers billions of dollars and will promote significant effi-
ciency, innovation and productivity gains, nationwide. Ex-
perts from NEMAs policy writing committees are available
to meet with policymakers around the country to help struc-
ture new laws, regulations, tariffs and operating procedures
that permit competition on the basis of price and quality of
service, encourage new technologies and that bring mean-
ingful savings to US consumers of energy.
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Introduction

The National Energy Marketers Association (NEMA) is
a national, non-profit trade association representing a re-
gionally diverse cross-section of both wholesale and retail
marketers of natural gas and electricity. NEMA also rep-
resents producers, generators, transporters, and marketers
of energy-related information, services and technology
throughout the United States.

NEMA is committed to working with representatives of
state and federal governments, large and small consumer
groups and utilities to devise fair and effective ways to im-
plement restructuring of natural gas and electricity mar-
kets. NEMA and its members appear before state Public
Utility Commissions, the Federal Energy Regulatory Com-
mission and legislative bodies throughout the nation.
NEMA members urge lawmakers and regulators to imple-
ment:

= Laws and regulations that open markets for natural
gas and electricity;

= Rates, tariffs and operating procedures that lower
the cost of energy;

= Standards of conduct that protect consumers;

< Rules to permit competition on the basis of price
and quality of service; and

= Policies that encourage new technologies, including
the integration of energy, telecommunications and
Internet services.

I
Historical Background of
US Electric Utility Regulation

Reliable electricity is the lifeblood of economic growth
and technological progress. Indeed, the availability of re-
liable, reasonably-priced electricity often defines the lim-
its of growth and prosperity for both developed and de-
veloping countries around the world. Over the last 100
years, changes in the economics and technology of gener-
ating and delivering electrical power have precipitated
one of the largest industrial restructurings in the history
of the United States.’

1880 to 1970
Light Bulbs to Price Shocks
A Period of Invention, Growth
and Declining Average Costs

In 1882, Thomas Edison applied the use of electricity to
power his invention of the light bulb. Thereafter, he es-
tablished a number of small “light companies” that by the
1930s evolved into what is now known as “electric utili-
ties.” By 1925, virtually every home in Chicago was con-
nected to a central station and more than 30 million elec-
trical lamps had been installed."

Samuel Insull, former secretary to Thomas Edison and first
president of Commonwealth Edison of Chicago argued that,
like the railroads, the production, transmission and distribu-
tion of electrical power was a natural monopoly. He
premised his arguments on declining average costs and the
notion that one firm can more economically provide electri-
cal power because of the “economies of scale.™

These economic principles became the theoretical basis for
defining “natural monopolies” and for justifying a govern-
ment grant of exclusive rights to supply electrical power
within “franchise monopolies.” Within a government-ap-
proved, exclusive franchise territory, one company is permit-
ted to provide power without competition, subject to state
regulation of rates and profits. Between 1907 and 1922, new
state government agencies known as “Public Utility Com-
missions” (PUCs) were established in virtually every state to
implement this form of electricity regulation.

By the 1930s, the federal government’s involvement with
electricity"” plus significant advances made in both genera-
tion and transmission technology reinforced the theory
upon which electric regulation was premised, namely that
larger units could produce electricity for decreasing costs.
During the “Roaring Twenties,” a flurry of mergers created
seven large, multi-state utility holding companies that con-
trolled 60 percent of America’s power sources. After the
stock market crash of 1929, great financial and social con-
cern about these holding companies became the impetus
for significant New Deal legislation. In 1935, Congress
passed the Public Utility Holding Company Act and the
Federal Power Act. These two statutes continue to govern
utility regulation to this day.

Between the Great Depression and the Oil Price Shocks
of the 1970s, electricity use, both in the aggregate and per
capita, grew exponentially. By mid-century, virtually the
entire country received reliable service at reasonable
prices.” During this time, generating units grew increas-



ingly larger, high-voltage transmission lines, switching and
control technology were developed and computers capa-
ble of coordinating the network were invented and in-
stalled. All of these factors contributed to the realization
of decreasing average costs and supported the decisions to
prohibit competition, to grant exclusive franchise monop-
olies to local utilities and to promote the commercial inte-
gration of the generation, transmission and distribution
functions.

By the end of the 1970s, however, the regulatory para-
digm of decreasing average costs, ever increasing plant
sizes and regulated rates that rarely increased, was coming
to an end. From the inception of the electric industry
until the oil price shocks of the 1970s, the “regulatory
compact” protected society against monopoly pricing in
exchange for reliable service and regulated rates that per-
mitted utilities to recover the cost of capital invested in
plant and equipment. As long as underlying economic
and technological factors kept average costs declining,
this compact served the public interest well. However, by
the end of the 1970s, this regulatory paradigm had
changed radically.

1970 to Present
Price Shocks to Order 888
A New Economic and Regulatory Paradigm

The decade of the 1970s gave rise to cost factors that were
largely outside of the control of utilities to manage. Specif-
ically, oil prices increased ten-fold, natural gas prices in-
creased seven-fold and the price of coal quadrupled. At the
same time, interest rates soared to historical levels.” Con-
struction costs for new plants that were within the control
of utilities to manage also skyrocketed. This combination
of factors undermined the economic principles on which
US electric utility regulation was based and on which the
government’s grant of an exclusive franchise monopoly was
justified.

In response to the skyrocketing costs of fuel, interest rates
and large plant construction, the Public Utility Regulatory
Policy Act of 1978 (PURPA) was passed.” This bill intro-
duced a limited form of competition and encouraged a new
industry comprised of co-generators and independent
power producers (IPPs) to emerge."" Co-generation, IPPs
and a new class of Exempt Wholesale Generators (EWGS)
permitted by the Energy Policy Act of 1992 established
competitive, non-regulated generation which, in turn,
demonstrated that significant efficiencies and cost savings
were available to serve the public interest.

Page 3

The era of declining average utility costs had ended.
As larger, centrally dispatched generation unit costs sky-
rocketed and average costs increased, cost-of-service based
rate-making still had the effect of encouraging utilities to
undertake expensive new plant additions despite the avail-
ability of lesser expensive options. At the same time, a new
economic theory of “subadditive costs” was advanced by a
group of economists working at Bell Laboratories.* Under
this new theory, researchers were able to demonstrate that
the existence of “subadditive costs” could make monopoly
supply difficult to preserve in a competitive marketplace.

Simply stated, subadditive costs occur when customers
have access to below average cost supplies or a supplier that
can sell additional product at a price slightly below the av-
erage (but still at a profit) and thereby undercut utility
prices.® The existence of non-regulated plants generating
electricity more economically than average utility costs
have rendered government mandated exclusive monopoly
franchises economically unstable because it tends to be-
come the higher-cost supply option. Under these circum-
stances, electric regulation ceases to protect the public from
monopoly pricing and, instead, ironically, protects monop-
olies from competitive generation pricing.

In response to these major shifts in the underlying econom-
ics, equities and efficiencies of US electric utility regula-
tion, the Federal Energy Regulatory Commission (FERC)
issued Orders 888" and 889.*" These Orders together with
actions taken by numerous states throughout the country
have initiated the first significant steps necessary to imple-
ment the largest industrial restructuring in the history of
the United States and possibly the world.®

11
The Role of the
Federal Government in
Electricity Restructuring

Significant Constitutional,
National Security and Budgetary Interests

Beginning in World War |, the federal government has had
significant social and national security interests related to
the production and transmission of electrical power. Reli-
able management of interstate transmission service is the
backbone of interstate commerce and is vital to national
security. Rural electrification programs brought universal
service to areas of the country that were historically uneco-
nomic for private power investments. Special tax-free fi-
nancing status also exists for certain federal, state, munici-
pal and cooperative authorities and projects.”
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The consolidated US market for energy and related serv-
ices and technologies is one of the largest industries in
the world. Estimates range as high as $830 billion per
year. In addition, federal and state governments are
among the nation’s largest consumers of energy. Conse-
quently, even modest cost savings or gains in efficiency
can result in tens of billions of dollars in savings to US
consumers and billions more in federal and state tax and
budget relief. It is important to note that every year of
energy cost savings has the economic effect of a major
tax reduction.

Given the constitutional, national security and signifi-
cant economic interests inherent in a competitively-
structured electric power market, it is vital that federal
legislation resolve outstanding legal, economic and so-
cial policy issues as soon as possible. This document
does not attempt to address each such issue. Instead,
the following guidelines are what are minimally neces-
sary to restructure the US generation, transmission and
distribution industries in a manner that promotes maxi-
mum price competition, reliability and quality of serv-
ice to all classes of customers in the shortest period of
time.

A. Congress should resolve outstanding juris-
dictional issues, require FERC to promulgate
uniform, non-discriminatory, open access
transmission tariffs and clarify current tax laws
to expand existing stranded cost recoveries.

Congress should resolve that competition in the sale of
electricity is in the best interests of consumers, and di-
rect FERC to take significant steps toward encouraging
such competition. FERC'’s actions should be taken in a
timely fashion so that the benefits of fully functioning,
efficient electricity markets emerge as soon as possible.
Toward that end, Congress needs to ensure that FERC
has the requisite authority to require all owners of trans-
mission facilities to provide all transmission services on a
comparable, non-discriminatory basis. This authority
should include the ability to mandate participation in re-
gional transmission organizations. FERC’s actions
should also provide owners and/or operators of transmis-
sion facilities with a heightened sense of accountability
through a meaningful and balanced system of incentives
and penalties that are aggressively administered by
FERC.

An issue raised by the current ownership of generation
assets is the ability of a generation owner to exercise

market power, either vertically, in conjunction with
transmission and/or distribution assets, or horizontally,
due to a concentration of assets in a particular region.
Regulators should assure against the exercise of such
market power. NEMA supports the divestiture of gen-
eration assets to non-affiliated entities to the extent
necessary to fully mitigate residual horizontal and verti-
cal market power. In accomplishing this objective,
valid stranded costs associated with generation assets
should be collected to the extent that market values for
such assets have been determined by reference to legiti-
mate arm’s-length sales offerings. Further, such
stranded costs should be measured on an aggregated
basis (i.e. market values that are greater than net book
values should be netted against negative market val-
ues). In addition, to the extent any company is, or be-
comes an owner of generation and transmission and/or
distribution facilities, these functions should operate
independently consistent with NEMA's Uniform Code
of Conduct.

To further facilitate the transition to fully competitive
electrical services, the federal government should also
make minor revisions in existing tax laws to permit tra-
ditional capital cost recoveries for so-called “stranded
assets” that are found, after good-faith and diligent sales
efforts, not to be saleable at any price. A low-cost pro-
vision could be added to permit a special, one-time
write-down of assets “as if divestiture occurred” if a
PUC determines that divestiture is impossible due to a
lack of buyers. This could include items such as nuclear
power plants or purchase power agreements that have a
diminished economic value but cannot be sold due to a
lack of buyers. The legislation should also request the
Internal Revenue Service (IRS) to clarify the treatment
of “stranded costs” that are divested or “marked-to-mar-
ket” under existing tax laws.

B. FERC should expand and clarify Orders 888
and 889, and take specific actions to eliminate
current burdens on and discrimination against
interstate commerce.

FERC has exhibited bold leadership by promulgating Or-
ders Nos. 888 and 889. However, as was necessary to re-
structure the natural gas industry, the time has come to
expand, clarify and enforce specific provisions that will
enhance the competitive viability of the wholesale elec-
tricity market and provide the foundation for meaningful
retail access and customer choice for all classes of cus-
tomers at the earliest possible date.



As a basic principle of the expansion and clarification of
Orders 888 and 889, it is vital that FERC should take ac-
tions to ensure that all customers have equal, non-discrim-
inatory access. A competitive market with true customer
choice is not characterized by captive customers. Indeed,
captive customers do not exist in a competitive market.
Current rules that discriminate with regard to reserva-
tions, scheduling, and future plant expansions are serious
roadblocks to the stated goals of Orders 888 and 889.

Specifically, to achieve a workably competitive
market for electricity, FERC should revise Orders
888 and 889 in the following ways:

1. FERC should require that all jurisdictional trans-
mission services be unbundled and that all elec-
tricity providers reserve, purchase, schedule and
curtail transmission services under the same uni-
form, non-discriminatory, open-access transmis-
sion tariff. This tariff would be applicable on a uni-
form, non-discriminatory basis to all transactions,
including those currently designated as “native load.”
Existing regulatory preferences that foster discrimina-
tion in favor of native load are inhibiting the growth
of an efficient, liquid and workably competitive mar-
ket. Competitive energy suppliers are experiencing
significant difficulties in obtaining transmission access
and scheduling power deliveries, particularly when the
operating entity responsible for transmission schedul-
ing owns and or dispatches either or both generation
assets and transmission service.™ Providing all trans-
mission service on comparable, uniform, non-discrim-
inatory terms and conditions regardless of corporate
affiliation or destination of load is a prerequisite to a
competitive electrical power market. Future load
growth and plant additions should also rely on com-
petitive market forces.

2. FERC should mandate compliance with and
strictly enforce Order 889. “Real time” informa-
tion on which to rely when entering commercial
transactions is vital to the operation of a competitive
marketplace, and is the linchpin of Order 888. In
many instances, transmission providers are not post-
ing “Available Transmission Capacity” (ATC) accu-
rately (or at all). Transmission operators tend to
overestimate native load and reserve “margins,”
thereby underestimating the level of transmission
service that is available for use by competing suppli-
ers. Specifically, FERC should require, under strict
and enforceable penalties for non-compliance, that
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all transactions (including those involving captive,
preexisting or “grand-fathered” transmission cus-
tomers) be reported and available to the marketplace
in “real time” on the Open Access Same Time Infor-
mation System (“OASIS™).

FERC should make transmission services suffi-
ciently uniform to be transferable and tradable.
Liquidity of transactions in the wholesale electric
market is the linchpin of an efficient competitive re-
tail marketplace. Non-discriminatory, uniform, com-
parable and transferable rights to transmission serv-
ices are vital to accomplish these competitive goals.
FERC should remove any potential barriers to the
creation of voluntary power exchanges, “trading
hubs” or “market centers.”

FERC should expand Order 888 and 889 to re-
quire separation between a utility’s regulated
functions and its energy sales (marketing/mer-
chant) functions. Currently, a lack of formal separa-
tion between functions that justify an exclusive fran-
chise monopoly and those functions that are
competitive have created both the opportunity to use
market power as well as significant financial conflicts
of interest that often inure to the detriment of com-
petitors attempting to do business within a utility’s
franchise territory. In this respect, the FERC should
promulgate a national Uniform Code of Conduct simi-
lar to the one developed by the NEMA.*" Indeed,
many competitive energy suppliers assert that market
power abuses have become so endemic by virtue of the
market structure permitted by Orders 888 and 889
that FERC and state commissions should seriously
consider revisiting the issue of divestiture. "

FERC should regionalize the US electric grid
under truly independent management and op-
erational control with incentives to optimize
throughput. A key element in linking geographi-
cally separate electricity markets is the integrity of the
transmission network. This network facilitates the
movement of bulk power transactions to ensure relia-
bility, economic efficiency and market liquidity. Un-
like generation, transmission remains a “natural mo-
nopoly” function.™ Given the current commercial
bottlenecks (constraints) in transmission service, the
owners of such service must be scrupulously moni-
tored to avoid use of these constraints unfairly as mar-
ket power to its own financial advantage or to the dis-
advantage of competitors.
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The FERC has recently endorsed the independent con-
trol of transmission access as a means of achieving re-
gional operation of transmission grids with some measure
of separation from generation ownership. Unfortunately,
the current management structure of 1SOs is neither suffi-
ciently independent nor free of conflicts of interest to im-
plement Orders 888 and 889. Nor is it sufficiently ac-
countable to transmission customers. There are no
incentives to optimize transmission, nor are there mean-
ingful penalties for failure to comply with rules estab-
lished for fair and non-discriminatory operations. Inde-
pendent grid managers should have incentives to
optimize transmission throughput and service reliability
and be held accountable for their operational decisions.

Sound public policy mandates that control of the trans-
mission network must be operated regionally under truly
independent management with no financial conflicts of
interest between the owners of affected transmission, dis-
tribution and generation assets. Independence means
that operational decisions will be made solely upon oper-
ational considerations and that commercial protocols are
uniformly applied in a non-discriminatory fashion regard-
less of corporate affiliation. Additionally, in emergencies,
no direct or indirect financial benefit should be derived
by the operator of the transmission network.

FERC should fully utilize its current authority to order re-
gionalization of the nation’s power grid under truly inde-
pendent and accountable management. The FERC should
(1) take the bold steps necessary to create larger regional
transmission organizations (RTOs) and to force maximum
participation into these organizations under truly inde-
pendent operational control with appropriate incentives
and accountability, (2) financially structure regional grid
management and operations to optimize throughput and
operational integrity, (3) require all ATC calculations to
be made on a regional basis, (4) prohibit pancaking of rates
within any region, and (5) prohibit financial conflicts of
interest between the owners of generation, transmission
and distribution assets within the region.

Y/
The Role of State
Governments
in Electricity Restructuring

A. State legislatures should clarify existing
laws and mandate utility commissions to re-
structure promptly and fairly.

1. State legislators should clarify and empower
state PUCs to implement customer choice and
retail access to all classes of customers at the ear-
liest possible time. In some states, utilities have
challenged the authority of regulatory commissions to
implement retail restructuring. Legislatures should
authorize and mandate PUCs to implement retail ac-
cess and customer choice to all classes of customers at
the earliest possible date.

2. State legislators should require government to
purchase power from competitive suppliers,
thereby implementing tax and budget reduc-
tions immediately. All classes of customers should
be permitted to receive the benefits of price competi-
tion at the earliest possible date. However, it is likely
that imposing competitive purchasing rules for the
purchase of electricity onto federal, state and local
governments will speed the advent of retail competi-
tion for all other purchasers faster than it otherwise
would. Government already has competitive pro-
curement rules that should apply equally to electricity
purchases. This measure would significantly lower
energy costs to society and provide immediate tax and
budget relief.

3. State legislators should require specific codes of
conduct and standards to implement retail ac-
cess. Independent marketers have complained of
undue advantage provided by utilities to their mar-
keting affiliates. Conversely, affiliated marketers
have complained of too-strict standards of separation
or other limitations on their ability to compete.
NEMA represents both affiliated and unaffiliated
marketers of energy and related services and tech-
nologies. NEMA has developed competitively neu-
tral standards of conduct to govern transactions
among all market participants regardless of corporate
affiliation. State PUCs should adopt standards con-
sistent with NEMA's Uniform Code of Conduct.
Copies are available at www.energymarketers.com.

B. States should act promptly to implement
open access and competition without opera-
tional, behavioral and tariff barriers.

Restructuring fails without system integrity and reliabil-
ity. Regulated utilities have a vital commercial role to
play in the new energy marketplace. NEMA submits that
maintenance and construction of transmission and distri-
bution wires continue to exhibit scale economies that
merit society sanctioning a single provider. NEMA also



recognizes that significant investments have been made
in systems and personnel that require equitable cost re-
coveries during the transition of these services to a com-
petitive market. Indeed, NEMA members aspire to be
the utilities’ best customers, suppliers and partners to help
them profitably expand their systems to meet the needs of
the Twenty-first Century.

Reliability can, however, be achieved without ownership
of generation assets. Indeed, when a vertically integrated
utility owns both generation and wires, it can use genera-
tion to restrict availability of wires service for competi-
tion. Regulatory commissions should establish proce-
dures to encourage divestiture of generation assets by
transmission-owning utilities. Divestiture by sales of as-
sets in the open market will quantify and aggressively mit-
igate stranded costs. Divestiture will assure that genera-
tion is run efficiently by those at financial risk if it does
not run. In addition, divestiture will assure that there are
no stranded costs associated with the divested assets in
the future. To the extent there are unrecovered stranded
costs, PUCs should maximize the use of existing tax laws
and minimize the use of competitive transition charges.

1. States should establish a date certain by which
to complete the transition to a competitive mar-
ket. The maximum consumer benefits of open access
and competition take place when markets make a
complete transition to competition. All classes of
consumers must be free to purchase as many or as few
competitive services as they wish as soon as possible
without fear of losing quality or reliability. Each PUC
should apply cost-of-service regulation only to those
specific functions that remain natural monopoly serv-
ices on the basis of true “economies of scale” and de-
clining average costs. These functions do not include
competitive commodity supply functions. Addition-
ally, as regulated utilities unbundle energy supply and
service functions, the provider-of-last-resort functions
can be provided by qualified competitive suppliers,
and the obligation-to-serve can be modified into an
obligation to connect and deliver. NEMA believes
that all of the issues that allow for complete open ac-
cess can be resolved within two years.

2. Regulatory Commissions should order un-
bundling of services so that consumers may
choose competitive services on a line-item basis.
Regulations, tariff structures and operational protocols
should promptly be designed to permit competitive,
non-utility suppliers to provide each of the functions
and services that are not natural monopoly functions.
All other functions should be opened to competition.
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At a minimum, the following services can be opened to
competition:

= Supplying electric generation,

= Qualified suppliers of last resort,

= Providing customer billing and metering,
= Energy imbalance services,

= Demand side management and efficiency services,
and

= Providing ancillary services.

3. Regulatory commissions should institute rule-
making procedures to establish uniform codes
of conduct to govern relationships between affil-
lated and non-affiliated suppliers of competitive
energy services and technologies. As noted
above, NEMA urges adoption of standards of conduct
consistent with its Uniform Code of Conduct. Restruc-
turing fails if financial conflicts of interest are not
eliminated among owners of generation, transmission
and distribution assets. In this process, direct and in-
direct subsidies and tying arrangements must be pro-
hibited. Penalties for violation of these rules must be
swift, effective and designed to ensure that repeated
violations do not become merely a cost of doing busi-
ness for violators.

4. Restructuring will fail if Government remains
the risk manager for the new energy market-
place. Market prices and downside risk shape com-
petitive markets. By law, regulators minimize or elim-
inate many forms of utility business risk. However, in
a competitive market, unregulated entities must take
all forms of risk in order to succeed and profit. Regu-
lators must permit competitive suppliers to take risks
and design regulations, rates, tariffs and operational
protocols to separate the regulated and unregulated
business functions so that unregulated entities are not
indirectly subsidized by a utility’s rate structure, lack
of risk or guaranteed returns.

5. Customer choice must be easy to execute. The
right to switch energy suppliers is the ultimate con-
sumer protection. Choice must exist in order to serve
the public interest and it should not be complicated
or expensive. A true measure of a competitive mar-
ket is the number of customers that have choice, and
the number of customers that, in fact, exercise choice.
All customers should be given meaningful, competi-
tive choices at the earliest possible date.
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V
Conclusion

Major shifts in the economics and social costs of tradi-
tional electric utility regulation clearly support restructur-
ing this industry into a more competitive one. Restructur-
ing will not work well if competitive suppliers and
regulated utilities do not find win-win solutions to the is-
sues that must be resolved to permit competition on the
basis of price and quality of service. The actions outlined
above need to be implemented promptly to permit a ro-
bust and liquid wholesale market for electricity and to lay
the foundation for an efficient retail market.

Competitively priced energy and related services will
serve the public interest, save consumers, governments
and taxpayers billions of dollars and will promote signifi-
cant efficiency, innovation and productivity gains, na-
tionwide. Experts from NEMAs policy writing commit-
tees are available to meet with policymakers throughout
the country to help structure the new laws, regulations,
tariffs and operating procedures that permit competition
on the basis of price and quality of service, encourage new
technologies and that bring meaningful savings to US
consumers of energy.

ENDNOTES
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in the first instance would reduce the social costs of failed
businesses in exchange for prices that were regulated to
avoid monopoly profits. This concept was first applied to
the railroad industry after the Civil War and later to the reg-
ulation of the natural gas industry. As the use of electrical
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regulators. Over time, however, government-mandated
avoided costs were established on the basis of forecasts that
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cost of new combined cycle gas-fired generation. The in-
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agree on a trade slightly below the average cost result of the
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and supply themselves at a lower average cost (i.e. $660/3
vs. $400/2)

xii. Order No. 888, Promoting Wholesale Competition
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cember 9, 1997), 81 FERC 1] 61,248 (November 25, 1997),
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xiv. Responding to the same shifts in economics and
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the process of restructuring the electricity industry in virtu-
ally every state except Florida, Alaska and South Dakota.
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markets for energy-related commaodities, services and tech-
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See Crandall and Ellig (1997). Given the experience with
deregulating other industries, costs saving attributable to re-
structuring the US energy markets could exceed $100 bil-
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xv. The federal and state power authorities, in particular,
have a unigue position in that they possess many of the char-
acteristics of traditional utilities. They own generation and
transmission and sell electricity to both retail and wholesale
customers, but are not subject to the same regulatory over-
sight. In order to effect a consistent competitive framework,
these entities should implement open access to their systems
by applying the principles similar to those developed for tra-
ditional utilities. Because of their unique status, these au-
thorities must remain competitively neutral and operate in a
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With their special, tax free financing status, government ini-
tiatives, such as federal and state authorities and municipal
systems and cooperatives have played an important role in
the development of the electric utility industry. For exam-
ple, rural electrification programs brought universal service
to areas of the country that were historically uneconomic for
investor owned utilities. Government entities should pro-
vide comparable access to their transmission systems and to
the extent they offer electric supplies or related services that
marketers can offer, such supply and service should be of-
fered on competitively neutral terms.

Xvi. See Petition for Proposed Rulemaking on Electric In-
dustry Structure, Incentives of Market Participants and Im-
provement of Open-Access Commercial Practices in FERC
Docket No. RM95-8-000 & RM98-5-000, filed March 25,
1998.

xvii. Copies of NEMAs Uniform Code of Conduct for Reg-
ulated and Unregulated Suppliers of Energy and Related Services
and Technologies (UCC) and its National Guidelines for Un-
bundling and Restructuring the Natural Gas Distribution Func-
tion are available at www.energymarketers.com.

xviii. See Endnote xviii, supra.

xix. Electrical physics suggests that line losses decrease
exponentially with the increase in transfer capability and it
currently appears that there may be efficiencies gained in
the operation of larger transmission facilities. Consequently,
at this writing, NEMA believes that economies of scale con-
tinue to apply to the construction of transmission facilities
and justify cost-of-service or performance-based regulation
of transmission facilities as natural monopolies with due
consideration to all of the market power issues inherent
therein.

xX. At this writing, ancillary services include operating
reserve: spinning reserve service, operating reserve: supple-
mental reserve service, reactive supply and voltage control
from generating sources, regulation and frequency response
services, load following, backup supply services, real power
loss services, restoration services, and system black start ca-

pability.



