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COMMENTARY ON FERC STAFF REPORT ON DAY-1 RTO COSTS

Provided by Alliance of State Leaders Protecting Electricity Customers
	FERC issued a report on October 6, 2004, that estimates the initial investment and annual operating costs for what it calls a “Day-1” Regional Transmission Organization (RTO).
  The question of what RTOs can be expected to cost electricity customers has remained unexamined for too long.  FERC is to be commended for beginning to look at this topic.

Unfortunately, this report raises more questions than it answers and sheds little light on this very important topic. 

FERC’s estimates of Day-1 RTO costs are synthetic – they are not based on the actual experience of any existing RTO.  In fact, there are no Day-1 RTOs. FERC policy has consistently insisted that RTOs include, or move rapidly toward, all of the market functions of a Day-2 RTO. FERC has not allowed any existing RTO or ISO to stop at doing just the functions that are included in the report's Day-1 cost estimates. Given this policy direction, it is not clear why the Day-1 RTO costs estimated in this report are relevant to anything or anybody.  

Nonetheless, FERC has extracted cost data from operating Day-2 RTOs to construct an imaginary Day-1 RTO. The synthetic cost estimates depend on a number of assumptions and judgments, many of which are neither supported nor consistently applied in the report. FERC assumes that these extracted costs accurately reflect the cost to implement a Day-1 RTO from scratch. FERC assumes further that its estimated costs will fall below those experienced in the real world because of “lessons learned” and because direct costs would be offset by a reduction in utility costs.  There is no factual support for either of these assumptions.  In fact, the cost of real RTOs is increasing at 20% per year and has increased by 143% since 2000.
  

In addition to underestimating the costs to operate an RTO, FERC failed to include all of the costs necessary to establish a Day-1 RTO.  FERC does not include important development costs including, legal costs, consultant costs, interim facilities, backup facilities, insurance, and others.  Experiences with GridSouth and Grid West suggest that the costs omitted by FERC could amount to $50 to $70 million dollars more than FERC’s estimate of $70 million.

The report repeatedly claims that the benefits of a Day-1 RTO have been demonstrated and that those benefits exceed FERC’s estimated costs for establishing and operating a Day-1 RTO.  In fact, no study cited in the report estimates the benefits of a Day-1 RTO. Most of the studies cited estimate benefits from full Day-2 RTOs or from FERC’s Standard Market Design proposal.  If FERC means to conclude in this report that the benefits it has claimed for Day-2 RTOs can be achieved by Day-1 RTOs then it follows that there is no economic justification for FERC’s policy to insist on the markets and other features of Day-2 RTOs.  


	
	FERC’s cost estimates are for a mythical Day-1 RTO that does not represent the real costs of any existing RTO. 

The report’s focus on the cost to establish and operate a Day-1 RTO only is inconsistent with FERC’s persistent focus on requiring Day-2 RTO market functions.

FERC’s cost estimates fail to reflect the actual cost experience of existing RTOs.  In fact the cost of RTOs is increasing at 20% per year and has increased by 143% since 2000.

Based on actual experience in the Southeast and Northwest of the U.S., FERC’s $70 million estimate understates the cost to establish a new RTO by a factor of two. 

FERC’s claim that the benefits of a Day-1 RTO exceed its estimated costs is unsupported.  This report mistakenly compares estimated costs for a Day-1 RTO with benefits claimed for a Day-2 RTO.      




COMMENTARY:  FURTHER DETAIL

· The Report lists numerous caveats and limitations, but later ignores its own warning about drawing conclusions.  For example, the report and its summary presentation suggest that the Report does not assess the benefits for forming a Day-1 RTO (page 1).  But in the Conclusion Section (page 25), the Report states:

“However, the actual revenue requirement of the organization necessary for it to recover its operating expenses, return of debt expense, depreciation and taxes (other than income), is far less significant and has a relatively small impact on retail customers.  For this relatively small incremental charge, customers gain all the benefits of independence and reliability associated with RTOs.”

This statement is totally unsubstantiated, but it represents the kind of conclusion drawn from the very limited data presented.

· The Report fails to consider certain costs incurred prior to RTO operation.  In some cases, these costs may be significant, and could even be larger than the costs that were identified.  The Report dismisses these expenses as “sunk costs,” but they are no different than any other cost that contributes to the total expense for developing a new Day-1 RTO.  These costs can in many cases be quantified.  Participants in the development of GridSouth report that these costs could add between $50 and $70 million to the start-up costs included in this Report.  Participants in the development of Grid West estimate that such costs already exceed $30 Million and are likely to exceed $50 million.

· The Report notes that “changing plans mid-course” contributes to increasing costs.  But the Report fails to note that changes in the details and functions prescribed by FERC itself are contributing to increasing costs.

· The Report fails to include the documented increased costs utilities incur for doing business with RTOs.  The Report opines that functions performed by the RTO will no longer be performed or charged for by the current utilities and that such savings will offset the cost of forming and operating the RTO.  But the Report presents no data to support this opinion and, in fact, what data do exist suggest the opposite, particularly for transmission customers.  Utilities have reported to FERC that it is more complicated and costly to move power today than it was before the establishment of RTOs, that utilities have actually had to increase staffing to interface with the RTO, and that RTO administrative costs now exceed what the utility originally incurred to manage the same operations.
  

· The Report does not use a consistent basis for choosing the RTOs from which cost data is drawn.  The Report states that RTOs were chosen if they did not start with Day-2 functions and if they did not start from tight pools.  The four RTOs selected were PJM, MISO, SPP and ERCOT.  Of these, PJM has had a long history of operating as a tight power pool.  SPP and ERCOT have supported their regional reliability councils and had substantial infrastructure in place before they began their evolution to RTOs.  Also, PJM began with Day-2 functionality (although here the Report says that PJM staff was able to separate the Day-1 and Day-2 costs and thus it could be included).  The California, New England and New York RTOs were each excluded for different reasons.  On page 7, the authors admit that SPP costs are not representative of a fully operational Day-1 RTO, but they don’t explain why SPP costs were nonetheless used while California costs (the most expensive RTO) were not.  MISO is the only RTO within the sample group that began as a totally new entity and therefore its costs are more representative of the costs that would be incurred in implementing a totally new RTO.
· The Report states that in some instances information is illustrative of what each RTO believed it would cost to replicate and administer its organization, i.e., by inference, not the actual costs.  In the Report’s own words, “It is not the conclusion of either the participating organizations or Staff that the cost estimates associated with each organization reflect what its actual cost of operating under a Day One scheme would have been.” (Report page 21).  So we don’t know what costs are inferred and what costs are real.

· The Report examined the functions staff believed would be performed by an RTO at Day-1 – not those functions RTOs are actually performing.  More specifically, the Report developed its estimates by looking at functions of existing RTOs, picking those functions that would likely be part of a Day-1 only RTO, and then recombining the costs of these individual functions to represent a new “whole” RTO.  The problem is that the sum of the parts does not always equal the whole, and staff made a number of arbitrary allocation assumptions.  For example, the Report simply assumed a certain number of employees were needed for Day-1 operations of each of the examined RTOs, and multiplied the percentage of employees needed for Day-1 by the total cost of each function to arrive at an estimate of the cost of that function for Day-1.  These estimates are an artifact of the assumptions, not real data.  Such a method cannot yield supportable, or even consistent, results.  If a particular function (e.g., transmission planning) needs to be performed in Day-1 and Day-2, then it doesn’t make sense to assign only some of the costs to Day-1.  By the same token, some functions needed for Day-2 only should not be included in the projected costs for a Day-1 RTO. The Report also used these percentages to allocate investment costs. How Day-1 versus Day-2 labor ratios bear any relationship to Day-1 investment costs is neither demonstrated nor explained.  

· The Report derived allocation ratios that differed across the RTOs it examined, but those differences are never fully explained.  These unexplained differences are important because the cost results for each RTO—which are used as the raw data to derive the Day-1 RTO estimates—depend on these ratios.  For example, in MISO, the Staff based its allocation to assign costs across all functions for Day-1 based on 187 of 227 FTEs (a ratio of .82).  For ERCOT, the same ratio was 188 out of 296 employees (a ratio of .64).  For SPP, it was 119 out of 140 employees (a ratio of .85).  For PJM it was 263 out of 493 (a ratio of .53).  

· The Report failed to explain cost discrepancies even where direct cost data were available.  For example, building costs ranged from $5 million to $31 million even for organizations assumed to be about the same size.

· The Report misrepresents what it cites as the only previous study that contained an explicit assessment of RTO start-up and operating costs – The Tabors Caramanis & Associates’ RTO-West Benefit/Cost Study conducted in March of 2002.
  The Report states that Tabors’ cost estimate supports the Report’s estimate of $50-$70 million in annual RTO operating costs.  However, FERC staff completely misstates Tabors’ cost estimate.  FERC staff claims that Tabors estimated start-up costs for an RTO at $82 million, and annual operating costs of $50 million.  This reference is incorrect.  Tabors actually estimated RTO annual operating and amortization costs of between $127-$143 million.
  The $50-$82 million number that was quoted by Tabors was only a reference to the cost estimate reported in the “RTO West Potential Benefits and Costs” study conducted in October 2000 by Northwest stakeholders.
  Tabors Caramanis states in its report that the RTO West Potential Benefits and Costs study “did not produce reliable conclusions about the benefits and costs.”

· The Report treats the costs of transmission planning inconsistently.  Page 3 of the Report shows Transmission Planning as a Day-1 function.  However, Page 4 contains the following statements:

“..the Day One RTO will initially have a role in transmission planning, but only at the Day Two point will the RTO become fully responsible for planning.” 

“..the Day One RTO should be responsible for the regional oversight of transmission planning.  While not necessarily performing the planning function, oversight authority and the ability to review expansion is critical for regional reliability.”

FERC Order 2000 required that Transmission Planning be included within a Day-1 RTO:  “…the RTO must have ultimate responsibility for both transmission planning and expansion within its region..” (page 485 of the order). FERC has held to this standard in numerous orders.  Transmission Planning costs should be included in the Day-1 costs.  Nonetheless, the MISO Day-1 estimates show line items where over $3 million and 20 FTEs were excluded from the Day-1 costs. 

· The Report inaccurately cites a number of studies to document the “benefits” of Day-1 RTOs.  Only one of the benefit-cost studies cited in Exhibit 1 to the Report is arguably relevant to a Day-1 RTO.   The ICF study of economic impacts of RTO policy Scenario A estimated about $806 Million/year in gross power production benefits nation-wide in 2015 from transmission improvements only.
  Based on the staff's $.22/MWH estimate of Day-1 RTO costs and the 2002 nation-wide electricity load of 3,500 TWH, nationwide costs to compare with these Day-1-like benefits would be $770 Million per year.  Net benefits (assuming both of these estimates prove to be correct) would be $36 Million per year--nationwide.  That's hardly a windfall for consumers.  And given the track record of RTO costs being higher than expected and benefits being less than projected, the probability that consumers would see even this paltry savings is low. 

· The Report fails to include the USDOE EIA SMD study
 in Exhibit 1 (even though it is noted in the Executive Summary).  That study was based on a Day-2 RTO and found that 10 of 16 regions in the country would see either no benefit or an increase in the generation and transmission cost components of retail rates.  The DOE SMD Study in Table 3.2 provided an estimate for the RTO/SMD Costs to be approximately $0.40 per MWh.  The FERC RTO Cost study shows the cost of a Day-2 RTO to be around $0.70 per MWh (reference Figure 4).  Using these higher Day-2 RTO costs would have undoubtedly changed the results of the DOE study to provide even more regions of the country to have negative impacts by the implementation of a Day-2 RTO within their region.

� The Report defines a Day-1 RTO as a grid management organization that manages open-access transmission, scheduling and Available Transmission Capacity determination, redispatch for congestion management, ancillary services, planning, parallel path flow mitigation, interregional coordination and market monitoring.  A Day-2 RTO also includes the standard market design functions of bid-based, security-constrained economic dispatch, unit commitment, locational prices, financial transmission rights and capacity markets. 


� Study of Costs, Benefits and Alternatives to Grid West.  Henwood Energy Services.  October 15, 2004. p. 5-1 


� See, for example, Letter to Pat Wood III from American Municipal Power-Ohio.  September 9, 2004.


� RTO West Benefit/Cost Study. Tabors Caramanis & Associates. March 11, 2002. 


� Id. at 39


� Id. at 36


�  Economic Assessment of RTO Policy.  Prepared for Federal Energy Regulatory Commission by ICF Consulting. February 26, 2002.  Page 69.  Table 3.9. 


� Report to Congress: Impacts of the Federal Energy Regulatory Commission’s Proposal for Standard Market Design.  U.S. Department of Energy. April 30, 2003.  
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