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The Federal Energy Regulatory Commission
(“FERC” or the “Commission”) has taken the
next major step in encouraging competition
in the bulk power markets by adopting final
rules on Regional Transmission
Organizations (“RTOs”).  In the Final Rule
adopted on December 20, 1999 (“Order No.
2000”), and reaffirmed through its Order on
Rehearing February 25, 2000 (“Order No.
2000-A”), FERC emphasized the need for a
flexible and collaborative approach to RTO
formation.  Regional Transmission
Organizations, 65 Fed. Reg. 809 (2000),
FERC Stats. & Regs. ¶ 31,089 (2000), order
on reh’g, Order No. 2000-A, 65 Fed. Reg.
12,088 (2000), FERC Stats. & Regs. ¶ 31,092
(2000).  As part of its collaborative process,
FERC also held five public meetings around
the country to gather information and
encourage development of RTOs.  Some
may wonder why the open access
transmission rules and filing requirements
are not sufficient enough to afford access to
transmission systems on a
non-discriminatory basis, and why there
would be a need for RTOs.  Others believe
FERC’s failure to mandate RTO formation
and participation is itself  a shortcoming.
Now that the RTO rules have been issued
and FERC collaborative meetings have been
held, what will happen this summer and fall
with regard to RTOs?  This Alert examines
the underlying objectives of  FERC’s Order
No. 2000, relevant RTO requirements, and
the implication for the industry in both the
short- and long-term.

Background and Overview

FERC did not mandate that utilities join
RTOs, require a specific organizational
structure, (i.e., an independent system

operator (“ISO”), a for-profit transmission
company (“transco”), or other variations), nor
fix regional boundaries.  FERC did establish
certain minimum characteristics and
functions that all RTOs must have, while
affording individual RTOs flexibility in how
they develop and organize within those
parameters.  In fact, FERC clearly anticipates
that RTOs will not be static entities, but
instead evolve over time.  FERC’s intent is to
foster a voluntary and regional collaborative
process through which workable solutions
will emerge.  To this end, FERC established
an “open architecture” policy, directing that
RTO proposals must allow the RTO and its
members the flexibility to improve their
organizations over time in terms of
structure, operations, market support and
geographic scope to meet market needs.  In
return, the Commission promises to
provide regulatory flexibility to
accommodate such improvements as they
occur.

Filing Deadlines

While RTO participation is voluntary, Order
No. 2000 does require that, by October 15,
2000, all public utilities that own, operate or
control interstate transmission facilities (with
the exception of those utilities already
participating in a regional transmission entity
in conformance with the 11 ISO principles
enumerated in Order No. 888) file either: 1)
a proposal to participate in an RTO that will
be operational no later than December 15,
2001; or 2) submit an alternative filing
describing efforts made to participate in an
RTO, obstacles to RTO participation, and
any plans or timetable for future efforts.  By
January 15, 2001, those public utilities
already participating in a regional

transmission entity must make a filing
demonstrating that their transmission entity
meets the minimum characteristics and
functions of  an RTO, and if  not, how the
entity will be brought into conformance, if
possible.

While these filing requirements apply only to
public utilities, FERC encourages public
power entities and electric power
cooperatives to join RTOs and to participate
fully in RTO formation and operation, and
inform the Commission of their views.
Public utilities must include in their RTO
proposals an explanation of efforts made to
include public power entities and electric
power cooperatives in the proposed RTO.

The Problem - Impediments to Achieving
Fully Competitive Markets

In Order 2000, the Commission concluded
that RTOs could overcome what it sees as
two broad categories of existing barriers and
impediments to achieving fully competitive
electricity markets.  As a  result, consumers
will benefit from a  reduction in electricity
rates and a broader choice of services and
service providers.  The first type of  benefit
stems from resolving: 1) difficulties in
coordinating an interconnected grid with
more than 100 transmission owners and 140
separate control areas; 2) inconsistency in
methodologies and accuracy in computing
total transmission capacity (“TTC”) and
available transmission capacity (“ATC”); 3) a
lack of coordination in congestion
management; 4) uncertainty in expansion
and planning of transmission investments;
and 5) restrictions in the size of regional
markets brought about by pancaked
transmission rates.



The second area concerns FERC’s desire to
eliminate transmission service problems
that result from discriminatory conduct
and/or the perception of discriminatory
conduct, and that are impeding the
development of competitive wholesale
power markets.  The Commission notes
that some utilities both control
transmission facilities and have power
marketing interests, and thus have little
incentive to provide equal transmission
services to competitors.  FERC views the
functional unbundling brought about by
Order No. 888 to be insufficient  in
remedying real or perceived discriminatory
conduct.

The Solution - RTOs; Minimum
Characteristics and Functions

RTOs are the Commission’s solution to the
above problems and in Order 2000, the
Commission codified minimum
characteristics and functions that a
transmission entity must satisfy in order to
be approved as an RTO.  Specifically, the
Commission defines four required
characteristics and eight required functions
that all proposed RTOs must have:

The Four Required Characteristics:

1) Independence – An RTO must be
independent from any market participant,
i.e., from any entity that either directly or
through an affiliate sells or brokers electric
energy, or provides ancillary services to the
RTO, unless FERC decides otherwise, but
including any other entity that FERC
determines to have an economic or
commercial interest that would be
significantly impacted by the RTO’s actions
or decision.  FERC made clear on rehearing
that pure distribution or transmission
entities would not be considered market
participants.  FERC also placed a five
percent limit on active ownership by any
individual market participant, and a 15
percent limit on ownership by any one
group of market participants, of RTOs.
After the first five years of operation, all
active ownership by market participants
must cease unless FERC approves a
waiver.  Passive ownership by market
participants (whether through sale/

leaseback, trust or similar arrangements) is
permissible.

The intent is for the RTO to be truly
independent of  the market that it services,
so its decision-making will be unbiased by
the interests of market participants.  As a
function of  this characteristic, the RTO is
to have exclusive authority to propose rates
and terms and conditions or transmission
service over the facilities that it operates.
(Note, however, that this authority will not
compromise a facility owner’s right to make
Section 205 filings under the Federal
Power Act (“FPA”) to establish revenue
requirements and the level of payments for
use of its facilities.  FERC anticipates that
both RTO and transmission owner filings
rights can coexist, if  necessary.)

2) Appropriate Regional Scope – RTOs must
be appropriately sized geographically so
that the RTO can maintain reliability,
effectively perform its required functions,
and support efficient and
non-discriminatory markets.  FERC
emphasizes that the RTO must be a
sufficient size in order to realize efficiencies,
but recognizes that there is no one “cookie
cutter” size that would work for the whole
country.

3) Operational Authority – RTOs must
maintain operational authority over all
transmission facilities under their control.
The RTO must have the authority to
operate the transmission system including
monitoring, controlling and scheduling
power flows.  The RTO must function as
security coordinator for facilities under its
control, i.e., performing or ensuring the
performance of those functions handled by
NERC’s control areas.  Note that an RTO
need not function as a single control area,
so long as it ensures performance of the
minimum control functions within its
regional scope.

4) Short-term Reliability – The RTO must
have exclusive authority for maintaining
short-term reliability including receiving,
confirming and implementing all
interchange transactions and redispatching
generation.

The Eight Required Functions – FERC
also established eight functions that
RTOs must perform:

1) Tariff  Administration and Design – The
RTO must administer its own open access
transmission tariff  (“OATT”) and be the
sole provider of  transmission services
over the facilities under its control.  The
RTO alone must have the authority to
approve and deny service and
interconnection requests.  The RTO must
not charge multiple access fees for recovery
of capital costs.

2) Congestion Management – The RTO must
ensure the development and operation of
market mechanisms to manage congestion
and ensure that those mechanisms
provide efficient pricing signals to
customers.

3) Parallel Path Flow  – The RTO is required
to develop and implement procedures to
address parallel path flow issues within its
own regional scope and with respect to
other regions within three years of
commencing operations.

4) Ancillary Services – The RTO must
function as the provider of last resort for all
ancillary services required by FERC under
Order 888 and related orders.  The RTO
must provide market participants with the
option to self-supply or acquire ancillary
services from third parties.  However, the
RTO must retain authority as to the
minimum required amount of such services
and the location where they must be
provided.

5) OASIS, TTC and ATC  – The RTO
must be the sole Open Access Same-time
Information System (“OASIS”) site
administrator for all of the transmission
facilities under its control.  The RTO is
responsible for independently calculating
TTC and ATC.  ATC calculation has been
an issue of much interest.  Other marketers
and transmission customers have alleged
that transmission providers have either
intentionally not made available
transmission capacity for third party use, or
otherwise have inaccurately or
inappropriately calculated ATC.



6) Market Monitoring – The RTO is
responsible for monitoring the markets in
which it operates or administers in an
unbiased manner including identifying
flaws, abuses of market power and
opportunities to improve efficiency.  The
RTO’s market monitoring must include
monitoring of the behavior of market
participants.  RTOs are required to file
monitoring reports with FERC and others.

7) Planning and Expansion – Within three
years (by December 2004) the RTO must
be responsible for the planning, directing,
and arranging of transmission expansions,
additions, and upgrades.  The RTO is
charged with coordinating all planning
efforts with the appropriate state
authorities.

8) Interregional Coordination – The RTO
must ensure integration of reliability
practices within an interconnection and
integration of market interface practices
among regions (this function was
incorporated into the Final Rule at the
prompting of NERC and others).

Carrots and Sticks - Innovative
Ratemaking

Even though joining an RTO is voluntary,
FERC has asserted that it could use
Sections 206 and 309 of  the FPA as a
“stick” to order a public utility to participate
in an RTO if  it found that the public
utility was engaging in unjust,
unreasonable, unduly discriminatory or
anticompetitve practices.  Nevertheless, the
Commission emphasized the hope that its
ultimate intention of widespread RTO
formation can proceed in a voluntary
manner, thus providing the necessary
flexibility to develop mutually agreeable
regional arrangements through
collaboration.

FERC’s ability to mandate RTO formation
and participation under existing law was
bolstered by the decision of the United
States Court of Appeals for the District of
Columbia Circuit in the appeal of FERC
Order No. 888 and 889.  See Transmission
Access Policy Study Group v. FERC, No.
97-1715 (D.C. Cir. June 30, 2000).  In
this case, with very few exceptions, the
court upheld Order Nos. 888 and 889,

including FERC’s legal ability to compel
FERC-jurisdictional utilities to file OATTs.
While the appeals court proceeding did not
involve RTOs, the court’s upholding of
FERC’s ability to fashion remedies (e.g.,
compelling filing of  OATTs) on the basis of
generic, industry-wide (as opposed to
company-specific) evidence of misconduct
by transmission providers is helpful in the
event FERC concludes it is necessary to
compel RTO formation and participation.

FERC expressly seeks to use ratemaking as a
“carrot,” intended to encourage the transfer
of  transmission facilities to an RTO’s
control.  FERC’s justification for
consideration of innovation ratemaking
stems from its belief  that “a reassessment of
transmission pricing policy is warranted,
given the fundamental changes in industry
structure that have already occurred as well
as those which may flow from the RTO
Final Rule.”

Some of the innovative ratemaking practices
specifically encouraged by Order No. 2000
include the use of performance-based
regulation (“PBR”).  While the Final Rule
does not mandate a specific approach to
PBR, the Commission notes that price/
revenue caps, price incentives or
performance standards all fell within its
scope.  Furthermore, the Commission states
that: 1) PBR should not be applied in a
piecemeal manner, but should focus on the
entire operation of  the RTO rather than
limited parts; 2) PBR should encompass
both rewards and penalties; 3) PBR rewards
and penalties should create incentives for
the RTO to make efficient operating and
investment decisions while not
compromising system reliability; 4) the
benefits of PBR should be shared between
the RTO and its customers; and 5) to the
extent possible, the rewards and penalties of
the PBR structure should be prescribed in
advance based on known and measurable
benchmarks.

The Final Rule also discusses several other
RTO transmission ratemaking reforms
including return on equity (“ROE”).
Stating that it believes “the risk profile of  the
transmission business is changing as the
industry restructures,” the Commission
notes that the historical data typically used

to evaluate industry ROEs may no longer
be appropriate and that “new approaches
to compensating transmission owners for
different capital structure mixes may be
warranted, including allowing a
transmission owner to seek a return on
invested capital, independent of its exact
capital mix.”  Furthermore, the
Commission noted the uncertainty
associated with transition and in particular
the formation of  RTOs may increase risk in
the short-term.  FERC further noted that
because of these higher short-term risks,
new approaches to establishing ROE may
be required to provide transmission owners
an opportunity to earn a reasonable rate of
return on their investment.

The Commission also stated a preference
for levelized rates in an RTO environment,
because all customers, regardless of when
they take service, would then face the same
price.  While noting the Commission’s well
documented reluctance to approve
switches from non-levelized to levelized
rates in other situations because of the
likelihood of a short-term rise in
transmission rates, FERC stated that
formation of  an RTO reflects a “fresh start”
in regard to the provision of transmission
services, and therefore, a switch to levelized
rates may be acceptable.

FERC also offered guidance on accelerated
depreciation and incremental pricing for
new transmission investments.  As an
incentive for entities willing to make new
investments in transmission facilities,
FERC stated a willingness to consider
non-traditional depreciation schedules.
However, the Commission clearly will not
encourage parties to propose accelerated
depreciation for existing facilities, noting
that it does not believe that the costs of
these facilities will be stranded.

In an effort to mitigate industry concern
over the potential for cost shifting among
the various individual transmission owners
joining to form an RTO, the Final Rule
permits the use of “license plate” rates, (i.e.,
a rate that provides access to the
transmission system at a single rate, but
that may vary depending on the location
of  the customer).  This is consistent with
FERC’s approval of  such rates in the
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existing ISOs.  The Final Rule does not
address the issue of how long the use of
license plate rates will remain appropriate.

Implementation - Regional Workshops and
Filing Deadlines

To facilitate discussion, the Commission
hosted five regional RTO workshops in
locations across the country, including:
Cincinnati (March 1-2), Philadelphia
(March 15-16), Las Vegas (March 23-24),
Kansas City (March 29-30), and Atlanta
(April 6-7).

As noted above, by October 15, 2000, all
public utilities must file either: 1) a
proposal to participate in an RTO that will
be operational no later than December 15,
2001; or 2) submit an alternative filing
describing efforts made to participate in an
RTO.  The only exception extended is to
those utilities already participating in a
regional transmission entity in conformance
with existing ISO principles enumerated in
Order No. 888; they must submit a filing
by January 15, 2001 demonstrating that
their transmission entity meets the
minimum characteristics and functions of
an RTO.

Implications and What Comes Next?

The Final Rule sends a clear message to the
electric utility industry that FERC expects
the industry to rapidly and broadly
implement the formation of  RTOs.  While
the Commission stresses its voluntary
approach, the Commission’s expectation is
that industry will enthusiastically follow
FERC’s proposed game plan.  If  anything,
the prescribed voluntary approach is simply
an acknowledgment on the part of the
Commission that it does not have all of

the answers and that now it expects
industry to take the lead, and through
collaboration and innovation, refine the
basic RTO structure that FERC has
outlined.  The fact that FERC has chosen
to pursue implementation in a voluntary
and collaborative manner does not in any
way mean that RTOs will not become the
standard.  For utilities, the voluntary
approach provides an opportunity to
participate in the process and shape their
own future.

Some transmission owners are reviewing
with great interest and concern FERC’s
standards regarding active/passive
ownership of  RTOs.  While the
Commission expressed no preferred
structure for passive ownership, some
industry participants have had experience
with the various structures referenced by
FERC in Order No. 2000 such as sales/
leaseback transactions, where passive
owner/lessors transfer control to lessees who
have possessory interests and operational
control.  Trust arrangements may also be
considered to satisfy the independence
requirements, where control over an
owner’s transmission assets will be
transferred to a trustee who will then have
operational control.

FERC’s collaborative meetings also
engendered significant interest, and some
new RTO action has taken place.  For
example, formations of  new RTOs were
recently announced in the Southwest
(Desert Star), Southeast (GridSouth) and
Northwest (RTO West).  Other
transmission owners are trying new
innovative structures such as the
independent transmission company, which
has been proposed by several Midwest

utilities, who proposed to operate a
transco-type entity within the Midwest
ISO.

RTOs are also addressed in bills or
proposals now pending before committees
in Congress, either as pieces of proposals for
more comprehension restructuring, or as
part of legislation focused on limited issues
such as reliability or FERC jurisdiction.
Some proposals would authorize FERC to
compel utilities to join RTOs, under certain
circumstances, while others do not address
FERC jurisdiction or by implication at
least, would limit FERC authority over
unbundled retail sales and delivery.  While
some time remains in the legislation session
it is becoming less and less likely that any
legislation affecting RTOs will be enacted
this year.

Others in the industry may be awaiting the
results of the national presidential election
in November to discern whether FERC’s
present approach on RTOs will change
under either a Gore or Bush
Administration.  Nevertheless, significant
numbers of  facility participants and RTOs
are moving forward and while there are
many difficult issues in transition, the
direction towards regional operation of
transmission systems at this point seems
inevitable.

If you would like more information, please
contact Chuck Patrizia, Bill DeGrandis,
or Bill Scharfenberg in our Washington,
D.C. office at (202) 508-9500, or via e-mail at
capatrizia@phjw.com, wddegran@phjw.com,
wpscharfenberg@phjw.com, respectively.


