LET TERS

We welcome letters from readers,
particularly commentaries that reflect
upon or take issue with material we
have published. The writer’s name,
affiliation, address, and telephone
number should be included. Because of
space limitations, letters are subject to
abridgment.

DON'T FORGET
ACCESS RIGHTS
Many of us have not been enamored
with the self-serving argument from the
electric utilities that deregulation should
begin by compensating them for
“stranded costs,” astheir price for polit-
ical support. (See Regulation Vol. 19,
No. 1, an issue devoted to electricity
deregulation). Such costs are the uneco-
nomical investments believed to be
encouraged by the disincentives of regu-
lation, and past government energy poli-
cies. | don’'t know if Regulation readers
have noticed, but several recent sales of
generating assets—where “ stranded
costs’ have been alleged to be concen-
trated—have occurred at prices above
book value. Thus, Southern California
Edison sold ten plants for 2.65 times
book value. Why should market sales of
stranded assetsrevea awillingness-to-
pay above the depreciated cost of assets
believed by utilities and others to be
worth less than their investment cost?

| offer asimple hypothesis: left out of
the calculation of generator book value
isthe value of access rightsto the trans-
mission grid to which those assets are
connected. A buyer buys generator
hardware bundled with the right to
inject power up to the capacity of the
generator. (See my article, “ Regulatory
Reform in the Electric Power Industry,”
in Regulation Vol. 19, No. 1, for apro-
posal dealing with such rights).
Furthermore, to the extent that the
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Federal Energy Regulatory commission
mandates generator access at a below
market regul ated transmission rate, the
value of those accessrightsis artificially
inflated. So, the invisible hand of the
market allows any alleged stranded
costs to be indirectly compensated by
transferring transmission rents to gener-
ator owners. So much for the FERC's
attempt to contain the “natural monop-
oly” power of the grid. If | amright, this
isgood news indeed. The policy impli-
cation, given the FERC' s decision to
regulate transmission, is to make sure
that generator assets are valued by pass-
ing them through the eye of the needle
of the market, and are not determined by
an accounting pact between the utilities
and the regulators.

| am reminded that in the wake of air-
line deregulation many airlines went
bankrupt. There was vigorous competi-
tion for those airline assets, not because
the airplanes were in great demand—we
had too much capacity once we deregu-
lated—but because airport runway
rights went with the sale.

VERNON L. SMITH

Regent’ s Professor of Economics and
Research Director of the Economic
Science Laboratory

University of Arizona

GRAND MASQUERADE

Marxsen examines the slowdown in pro-
ductivity growth inthe U.S. since 1973
(“Wages, Water, and Stagnation,” last
issue), atopic of great national impor-
tance. While most economists see a
variety of interacting influences creating
that situation (see McConnell and Brue),
Marxsen fingers one true cul prit—envi-
ronmental regulation. To support his
assertion, he uses asimple regression
model and cites a handful of studies that
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calculate the short-term costs of pollu-
tion abatement activities. Unfortunately
for Marxsen, his study suffersfrom a
fatal analytic flaw that completely
undermines his conclusions.

The centerpiece of the articleisa
regression that uses pollution abatement
spending in asingle year—1991—to
explain changesin productivity from
1973 to 1992. He gets a coefficient of
determination of .23 which tellsthe
world thereisvery little correlation
between the two sets of numbers. (And
of course we all remember that even a
large coefficient does not prove causa-
tion.) However, we would expect alow
number because of the multitude of influ-
ences on productivity change identified
by other economists. Unfortunately for
Marxsen, and the editors and reviewers
of Regulation, the regression is funda
mentally flawed and in fact says nothing
about the impact of environmental regu-
lation. How in God' s name could spend-
ing in 1991 explain productivity changes
in 1973, in 1974, in 19757 (Y ou get the
picture?) Thereisnothing inthe article
arguing that the pattern of spending was
unchanged over this entire period so
1991 could legitimately be used to repre-
sent al years. If it were an implicit
assumption, | would question its validity.

Following his flawed regression,
Marxsen reports on the findings of other
studies. Because heistrying to prove
that environmental regulation is the cul-
prit in decreasing productivity, Marxsen
chooses to report those findings that
indicate very large impacts, somewhere
around a 10 percent decrease in GDP.
Everyone understands that regulation
inflicts short-term costs that influence
measured productivity, increase prices,
and decrease GDP. Thereis no agree-
ment on the magnitude of the impact.
Rather than confining his coverage to
confirming studies, Marxsen should
have addressed the variation in results
of studies addressing that issue. For
example, an OCED study found only a
.7 percent decreasein U.S. GDP attrib-
utable to environmental regulation (not
the 10 percent decline that Marxsen
wants to use).

Marxsen ends his essay by discussing
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the meager benefits obtained for the pol-
[ution control efforts of the Clean Water
Act. He cites a study by Freeman that
gives an annual benefit of $14 billion in
1985. Marxsen never reports Freeman’'s
cost estimate, so it is difficult for aread-
er to know if costs exceed benefits.
Freeman actually calculated that bene-
fitswere between $5.7 and $27.7 bil-
lion, with $14 hillion his point estimate.
By using only the point estimate,
Marxsen gives areader not familiar with
this literature the impression that bene-
fits can be precisely estimated, but that
isnot true. What will the market price
of agallon of clean water be one hun-
dred years from now? Aswith cost cal-
culations, benefit estimates show awide
range of results. Carson and Mitchell, in
a study more recent than Freeman’s,
calculate that aggregate benefits of
water pollution abatement exceeded
aggregate abatement costs by $6.4 bil -
lionin 1990.

We now get to the little worm that
has been gnawing away at Marxsen, the
idea that regulation is not only costly; it
is absolutely unnecessary because water
quality was good before the enactment
of the Clean Water Act. What scientific
credentials does this economist have
which allow him to make that state-
ment? He offers no evidence from areli-
able source for the validity of the state-
ment. Try telling it to the people of
Woburn, Massachusetts where the
childhood leukemiarate is twice the
national range. A Harvard Medical
School study linked the deaths of nine-
teen children to the industrial solvents
trichloroethylene and perchloroethylene,
which had leached into the towns water
wells (Miller). The Platte River, which
carries asizable load of atrazine,
nitrates, and other chemicals from agri-
cultural and urban runoff, flows about
two miles south of Marxsen’s college
campus. Perhaps he should start drink-
ing water straight from the river since
there is nothing to worry about.

Marxsen's use of aU.S. Geological
Survey report that there wasllittle
improvement in water quality from 1974
to 1981 shows his complete ignorance of
ecologica systems. Just because you stop

dumping some chemicalsinto ariver in
1973 does not mean that al the chemi-
cals dumped in previous years suddenly
disappear. For example, chlorinated
hydrocarbons (like DDT) persist (they
remain active for two to fifteen years).
Why cite that early report without an
update? What has happened since 19817?
According to more recent information
from the USGS website—accessed in
1998-national water quality is still less
than desirable, but there is evidence of
progress. For example the data show that
since the 1970s, concentrations of the
toxic elements arsenic, cadmium, and
lead and the organic compounds chlor-
dane (and related compounds), dieldrin,
DDT (and related compounds),
toxaphene, and total PCB’s declined sig-
nificantly (Smith, et a.). On the other
hand, nitrate concentrations and yields
remained nearly constant nationally. The
USGS sees decreases in some pollutants
and little change in others, but concludes
that any improvement in the nation’s
water supply during a period when popu-
lation increased by 20 percent and GDP
increased by more than 50 percent repre-
sents asignificant achievement in the
pollution control.

While the shortcomings of Marxsen’s
editorial render it useless, there are
many other legitimate articles in print
that do shed light on the productivity
issue. To readerswith an interest in
using market mechanisms to improve
efficiency in environmental regulation, |
suggest finding an article discussing the
Sulfur Dioxide Allowance Program cre-
ated under Title IV of the Clean Air Act
Amendments of 1990. That marketable
permit program represents the first mar-
ket-based approach to environmental
management at the national level. To
the editors of Regulation, | am afraid
you' ve been had—you’ ve published a
screed masguerading as science.

ALLAN JENKINS, PH.D.
Associate Professor of Economics
University of Nebraska, Kearney

MARXSEN RESPONDS:
Both Denison and Kendrick identified
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significant reductionsin U.S. economic
growth as aresult of environmental reg-
ulations and their findings came from
early evidence before the greater
extremes of EPA controls had been
instituted. By 1994, the Census Bureau
acknowledged that each dollar of com-
pliance cost reduces productivity by
three or four dollars (Weidenbaum,
Murray L. 1994. “Environmental
Regulation vs. Economic Health.” USA
Today, Vol. 123. No. 2594). With annu-
al EPA compliance cost estimates now
past the $150 hillion mark, we may infer
from the government’ s own estimates
that environmental compliance iswell
on itsway to costing us in the order of a
tenth of our national income; not the 0.7
percent of GDP which Jenkins accepts
from the globalists of the OECD.

Combining the results of James C.
Robinson with those of Michael Hazilla
and Raymond Kopp, | conclude that, by
1992, aproductivity growth slowdown
costing 17 percent of manufacturing out-
put, and, therefore, 15.8 percent of GNP
seems attributable to EPA regulation.
Compared with 1960-1973, average
annual multifactor productivity growth
dowed about 2 percentage pointsin the
1973-1994 period. That 15.8 percent of
GNP by 1992 represents about 0.775 per-
centage points of annua growth each year
since 1973. Environmental regulation,
therefore, appears to have caused about
38 percent of America' s 2 percent annual
multifactor productivity growth sow-
down since 1973

Asamember of the American
Economic Association, Professor
Jenkins should not faint when he reads
such numbers. Wayne B. Gray reported
in the American Economic Review in
1987 that OSHA and EPA regulations
accounted for more than 30 percent of
the 1970s slowdown in total factor pro-
ductivity growth in the average manu-
facturing industry. More recently,
Professor Richard K. Vedder at
Washington University concluded from
avariety of time series regressions that
nearly half of the long-run productivity
growth slowdown from 1963 to 1993 in
the private business sector can be
explained by the increase in regulatory
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activity of all kinds. Vedder finds total
recent annual costsin excess of $2 tril-
lion whichis at the lower end of the
three to four multiple range one would
expect based on other estimates of direct
compliance costs. Thomas Hopkins at
Rochester Institute of Technology
reported in National Review that
American households, workers, and
busi nesses recently spent atotal of $670
billion annually just to comply with fed-
era regulations.

My regression and graph were intend-
edtoillustrate an already established
relationship rather than to prove some
new hypothesis. The reader interested in
seeing ayear by year correlation
between multifactor productivity growth
and EPA compliance spending, cross
sectioned throughout the manufacturing
sector, would enjoy reading Robinson’s
lengthy and more exhaustive articlein
the Yale Journal on Regulation
(Summer, 1995). Professor Jenkinsis
startled by my use of 1991 industry
compliance spending to explain the
annual growth slowdown in the previ-
ous two decades for each industry. But
1991 compliance spending estimated by
the Office of Technology Assessment is
much like the size of a carefully mea
sured brain tumor that never really fluc-
tuated over the period when it was
developing (1991 isthe only year for
which the OTC provides that data).
Showing that the sickliness of cancer
patientsis proportional to the sizes of
the brain tumors they’ ve grown would
be similar to my regression. With other
substantial influences at work, as
Jenkins observes, explaining 23 percent
of the variance is not really as bad as he
implies. It means the correlation coeffi-
cient was .48 (in the absence of suspi-
cion of auto correlation). Professor
Jenkins rests hisfaith in the validity of
student evaluations of teaching when
studies often find lower correlations
between those and other measures of
teacher performance.

Professor Jenkins seems oblivious to
the well known economic inefficiency
of most of the results of environmental
legidation in the United States in recent
decades. Rather than maximizing the
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excess of benefits over costs, environ-
mental regulations have actualy pro-
duced benefits which fall short of even
the direct compliance costs, not to men-
tion the productivity stifling and ripple
effect costs. Robert W. Hahn has report-
ed in Natural Resources Journal that the
Clean Water Act of 1972 and the 1990
revision of the Clean Air Act of 1970
both produced benefits estimated to
total less than their compliance costs;
only the original Clean Air Act of 1970
seems to have produced benefits
exceeding compliance costs.

Water quality was good before the
Clean Water Act was enacted and hasn't
improved much since, according to A.
Myrick Freeman |11 of Resources for the
Future. By 1981, about 96 percent of
industrial water pollution sources com-
plied with “best practicable control
technology” effluent limitations as pre-
scribed by the 1972 Clean Water Act.
The experiment was complete. The U.S.
Geological Survey then found overall
water quality for U.S. streams, lakes,
and estuaries to be good in 1982 but lit-
tleimproved from 1972. The sewerage
became cleaner but our lakes and rivers
did not become substantially cleaner.
What has changed since 1981 simply
has little or no relation to the controls
imposed by the Clean Water Act of
1972. Jenkins seems to attribute the
benefits of burning unleaded gasoline to
the Clean Water Act of 1972. He trumps
up phony benefits or benefits not deriv-
ing from the Clean Water Act of 1970in
an effort to catch up with the very real
costs of the Act.

Indeed, most of the water pollutionin
1970 was from run off and not from
industrial effluent. America hobbled its
productivity growth and the Platte River
remains just as loaded with the same
fairly harmless atrazine and nitrates that
were washing off of farmland decades
ago. Contributions to the nitratesin the
Platte River also come from a popula-
tion sand hill cranes and other migratory
birds which dwarfs the popul ation of
turkeys at acommercial turkey farm.
Thanks to the likes of Professor Jenkins,
the EPA appears poised to expand its
cost-benefit miracles onto the Nebraska
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farmer’s turf, however. Jenkins would
damn the farmers and protect the cranes
at al cost.

| confess that the little worm Jenkins
refersto isindeed gnawing away a me.
While Jenkins seems terrified by the
alleged presence of carcinogensin
Woburn, Massachusetts water wells, |
find myself more afraid of President
Clinton’s 1996 campaign pledge to clean
up two-thirds of the nation’ stoxic waste
dumps. Viscus and Hamilton in, The
Public Interest, analyzed datafor ninety-
nine superfund sites for which adequate
information was available. They report
that cleaning up those sites according to
EPA guiddineswill theoretically prevent
future cancers at amedian cost of $3.6
billion per cancer case prevented. The
U.S. Department of Transportation refus-
esto spend more than $3 million to statis-
tically save amotorist from becoming a
highway fatality. Pursuing superfund
cleanupsto such an absurd level of costs
in excess of benefitsisindeed absolutely
unnecessary.

But, Professor Jenkinsis not con-
cerned with the cost of the environmen-
tal movement. He' s agovernment
bureaucrat himself and unlikely to suf-
fer any direct personal oppression asa
result of such laws. In fact, devouring
grants from the EPA ranks high on his
hidden personal agenda.

CRAIG S. MARXSEN
Associate Professor of Economics
University of Nebraska, Kearney

MEDICARE RISKS

Sue Blevinsis quite correct in saying
that Medicare limits seniors’ liberty.
However, the limitations are not caused
by Section 4507 of the Balanced Budget
Act. One can make an argument that the
section actually improves the situation,
although the net effect will not be clear
for sometime.

Before Section 4507, the statute and
the official regulations (the kind pub-
lished in the Federa Register after public
notice and comment) were silent on the
question of whether seniors could pay
privately for the medical care of their
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choice. However, the Medicare Carriers
Manual, and communications to physi-
ciansfrom the carriers, stated that physi-
cianswere at risk of sanctionsif they
accepted payment from Medicare-eligi-
ble seniors without filing a Medicare
claim. When seniorsinquired whether
they had lost their right to use their own
money to buy medical care without gov-
ernment interference, HCFA bureaucrats
sent back carefully worded responses that
evaded the question.

A group of senior citizens and their pri-
vate physician sued HHS to establish the
legdity of private contracting (Stewart v.
Sullivan). The 1992 decision held that the
case was not ripe because plaintiffsfailed
to prove that the Secretary of HHS had an
official policy against private contracting.
The method of threats and intimidation
worked to deter private medicd care but
was insufficient to force a court to decide
the issues.

Since 1992, some physicians have seen
some seniors privately (and asfar aswe
know have not been sanctioned, though
some were threatened), but most were
afraid. Some of these completely closed
their practice to Medicare beneficiaries.

Section 4507 makesit clear that pri-
vate contracting is legal, aslong as the
physician is not accepting any Medicare
funding. If the physician does accept
some Medicare funds, then hisright to
accept private funds as well isin doubt.
Clearly, HCFA wants doctors to believe
that case-by-case private contracting is
forbidden, and that is enough to deter
most of them. By purelogic (“if A, then
not B” does not imply “if not B, then
A"), the statute does not forbid private
contracting at all. But who wants to risk
an adverse ruling from a court?

Numerous physicians are asking for
advice on how to opt out of Medicare.
But what will happen to patients of those
who do not? Will they be ableto receive
private care from those physicians?

If apatient is not enrolled in Part B,
then no Medicare rules apply to him for
services covered under Part B. This
point has recently been clarified by
HCFA. Patients need to disenrall if they
want to be assured of the right to see the
doctor of their choice privately. Part B

services, because Medicare has
destroyed the private market for such
insurance. There is a substantial penalty
for re-enrolling.

The original Kyl-Archer bill would
have simply established the right for
seniors to “disenroll” at will for selected
services by simply not filing out a
claim. The version that is now being
promoted, however, has a poison pill. It
has a provision that would enable
HCFA to require reporting on all ser-
vices rendered to Medicare-eligible
patients by means of adummy claim.

The original Kyl-Archer bill isthusa
Trojan horse for demanding unprece-
dented federal intrusion into private
arrangements. It is another step in
cementing the infrastructure for compre-
hensive government surveillance of
every citizen. The potential for nefari-
ous use of the dataisthere, regardless of
the good intentions of the bill’ s spon-
sors. And what good purpose would the
requirement accomplish? At best, the
dummy claims would be expensive,
onerous, and useless. The government is
at the Medicare claim that might be
used to defraud the government. The
protection against dual payment for the
same serviceisthe already existing
M edicare Explanation of Benefits form.

It isthe nature of socialism to plug up
the escape hatches in the name of egali-
tarianism. The malfunction of the sys-
tem is aways blamed on the residual
private sector. The reasoning seems to
bethat if we all jump overboard togeth-
er, wewill all float (but only if lifeboats
are destroyed).

Thank you for the opportunity to
comment on thisimportant article.

JANE M. ORIENT, M .D.

Executive Director

Association of American Physicians
and Surgeons

NOT ENOUGH ANARCHY IN
THE U.K.?

In “Transforming Power,” (Regulation,
Summer 1997) John Kwoka offers a
clear, useful, and thorough description
of the problems that have beset the
British attempt to expand competitionin
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electricity markets. He begins by
describing how the U.K. restructured its
nationalized electricity industry into
largely privatized sectors handling the
generation of power and its distribution
to end users. While the |atter remains
regulated under price-caps, the former is
nominally competitive. Although the
U.K. created only two private power
generators, initialy retaining a national-
ized nuclear sector, that has been since
partially privatized as well.

However, inthe U.K., all electricity
ends up being sold and bought through a
national “pool.” The pool sets prices at
half-hour increments based on the cost
of the marginal kilowatt, along with
other uplift costs. Those “uplift” costs
include “ capacity payments’ for all
available plant, whether or not used, to
prevent power outages during periods of
unexpected high demand or system fail-
ure. Transmission constraints may keep
low cost plants from serving, and may
force higher cost plantsinto service. If
S0, the “uplift” coversthe cost of pay-
ments equal to foregone profitsto the
low cost plants that cannot serve and
payments above the pool price to higher
cost plants brought into service.

Kwoka finds that restructuring has led
to increased productivity and profits.
Prices appear to have fallen, but the data
are controversial. Kwoka identifies one
problem asthe U.K. sfailureto go asfar
asit might in deconcentrating the genera-
tion sector, particularly as the two fossil-
fuel companiestypically supply the mar-
ginal unit that sets the pool price for the
market as awhole. He also notes that
power suppliers have taken advantage of
obvious flawsin the system. For exam-
ple, generators located where transmis-
sionisat capacity bid very low pricesto
get profit payments, knowing that they
will not have to supply at the bid price.
Kwoka concludes with a discussion of
some structural trends, most notably ten-
denciestoward vertical integration
between distribution and generation.

The stated purpose of Kwoka s article,
initssubtitle, was*Lessons from British
Electricity Restructuring.” We believe
that it might be useful to make those
lessons more explicit than the familiar
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observation that these “issues represent
serious continuing challengesin Britain
and equally serious concerns as restruc-
turing gains momentum inthe U.S.”
What exactly are the lessons that can be
drawn from this complicated experiment?
What can states (the venue for promoting
retail power competition under existing
law) and the federal government (which
may change the law to encourage if not
mandate such competition) do to avoid
similar potholes? And, finally, how
much success can we expect?

Our reading of the British experience
isthat it offers three key policy lessons,
if we are going to adopt retail power
competition:

(2) Clearly decide which sectors are
competitive and which remain
monopoligtic, and ensure their
economic independence.

(2) For the monopolistic sectors,
adopt sensible regulation
schemesthat provide appropriate
incentives to expand capacity.

(3) For the competitive sector,
deconcentrate if you must, but
then—perhaps with qualifica
tions noted below—trust the
market and get out.

The most important lesson isthe last,
but afew words on the first two may be
useful.

As Kwoka and virtually every other
commentator on the electricity industry
(including ourselves) have observed, the
potential for competition islimited to
power generation and retail sales. The
wires themselves are likely to remain
regulated monopolies for sometimeto
come. For distribution, therationaleis
familiar—the high fixed and sunk costs
of constructing local power lines make
the business a natural monopoly.
(Unlike telephony, video lines and wire-
less systems are not economically feasi-
ble alternatives.)

For long distance transmission, the
explanation is a bit more complicated.
One might think that economies of
aggregation would permit competition
in power delivery asit hasinlong dis-
tance telephony for a couple of decades.
However, the reliability benefits of
interconnection, and the propensity of
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electricity to take all interconnected
paths to get from point A to point B—
referred to as “loop flow”—imply that a
set of long distance transmission lines
essentially operates most efficiently asa
single entity.

The (upstream) generation and
(downstream) retail sales sectors fortu-
nately lack the scale economies and
ubiquitous externalities that make the
wires side of the industry monopoalistic.
Both the British experience, as por-
trayed by Kwoka, and other U.S.
analogs, primarily telecommunications,
reflect concern over the potential for
anticompetitive favoritism and suppres-
sion of efficient industry evolution if the
monopolist retains substantial control of
competitive operations. Whether out-
right divestiture, asin the U.K., will be
necessary in the U.S. or less drastic sep-
aration between production and delivery
will suffice remainsto be seen. The
1996 Telecommunications Act’ s record
so far on allowing regulated vertical
integration is not encouraging, but per-
haps that jury is still out.

Regarding the regulated sector,
Kwoka pointed out that under the cur-
rent (so to speak) British regulatory
scheme, The National Grid Company
has lacked much incentive to expand
transmission capacity because sales
associated with reduced congestion
were passed on to grid users. That sug-
gests that U.S. regulators should adopt
so-called incentive regulation methods
that divorce prices from costs, and thus
give firmsincentives to cut costs and
expand output. We do not want to mini-
mize the complexity of setting transmis-
sion prices because of loop flow and the
conseguence that transmission grids typ-
ically cross both corporate and state
boundaries. But setting transmission
rates in the neighborhood of what they
would be at efficient capacity levels,
perhaps on a point-to-point basis, would
provide appropriate signals for expan-
sion that would remain attenuated under
more conventional regulatory schemes.

In looking at generation, Kwoka
began his assessment by noting that the
U.K. retained an effective duopoly, per-
haps limiting the intensity of competi-
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tion. (That problem may have been
made worse by the lack of demand-side
bidding in the British pool.) How
important that isin the U.S. remainsto
be seen. Depending on grid capacity and
transmission prices, relevant markets for
power could be geographically broad,
allowing numerous producers to com-
pete for industrial, commercial, and res-
idential customers. If power markets
turn out to be fairly small, utilities as
currently structured may retain some
market power. Because U.S. antitrust
law permits legally-acquired monopo-
lies to charge high prices, some explicit
state or federal policy to deconcentrate
may be warranted.

But the main lesson from the British
experience may be that taking the com-
petitive plunge is quite difficult.
Whether large firms continue to exercise
political clout to preserve competitive
advantages, or policymakers can’t bear
to let planning go, the will to let markets
work seems weak. Kwoka' s description
of U.K power pools brings out a couple
of manifestations. Thefirstistheinsis-
tence on least cost dispatch. In aregulat-
ed environment, especialy when rev-
enues cover costs, thereislittleif any
incentive to control costs, hence the
need for policy aimed at minimizing
generation cost. However, in competi-
tiveindustries, markets allocate cus-
tomers to least-cost providers, making
centralized dispatch unnecessary.

Undoubtedly one can find market mis-
takes. Someone probably could produce
some commodity, say gasoline, at lower
cost than someone else who is actually
producing. But, for very good reasons,
we don’t generally believe in mandating
poolsinwhich all suppliers of gasoline
bid for permission to sell to consumers
forced to pay what a " gasoline pool man-
ager” deemsthe highest marginal cogt.
An dternative approach that was adopted
in Norway and Sweden and is being
adopted in competitive power pools
acrossthe U.S. isto make participation
in the pool voluntary. The opportunity
to make sales outside the pool could
limit any market power it might have.

A second problem is that the pool
manager has become the venue for
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imposing regulated charges to cover the
risk of power outages. Kwoka details
the perverse incentives created by the
U.K.’s capacity uplift payments. We
infer that perhaps decentralized spot,
contract, and futures markets might be a
better way to determine when and the
degree to which the benefits of mitigat-
ing power interruptions exceed the costs
of ensuring availability. Restructuring
the utility business may not be worth the
trouble if it leadsto a USDA-like sys-
tem of electricity price supports.

Electricity is unlike other commodi-

tiesin that minor disequilbriatolerable
in other markets are costly here. Loads
and generation need to be continuously
balanced to prevent the system from
breaking down. The losses from power
failures when one generator lacks the
ability to serve its customers, or pumps
too much power, are spread across all
on the same local or perhaps regional
grid. To “internalize the externalities,”
one might:

(1) Have acentralized power pool
take responsibility for dispatching
power and preventing outages,
leaving contracts between cus-
tomers and generators little more
than means for allocating price
rsk.

(2) Allow local or regiona grid
operators to own generation
capacity to provide power dur-
ing unanticipated surgesin
demand, and give them the
authority to shut down genera-
tors during periods of unantici-
pated dack demand.

(3) Assign liahility for outages and
oversupply to generators, letting
secondary markets arise under
which power sdllers could con-
tract with independent firmsto
supply extra power when needed
to meet their customers
demands.

No solution is perfect. Although U.S.
pools need not incorporate al of the
flaws Kwoka describes in the British
example, the first solution may impede
the development of a competitive retail
market. The second breaches the wall
between regulated and unregulated sec-

tors, and the third introduces potentially
substantial risk and litigation cost. A
virtue of the structure of regulatory
authority over electricity inthe U.S,,
unlike the U.K., isthat the decisions and
implementation of retail competition
rest with the states. In that regard, the
U.K. isbut one of an additional fifty
laboratories that we can use to get
lessons on how, and perhapsiif, we can
realize our hope to have meaningfully
competitive electricity markets and a
reliable power system at the same time.

TIMOTHY J. BRENNAN AND
KAREN PALMER
Resources for the Future

WHOM THE GODS WOULD
DESTROY
Timothy Cason, in your Summer 1997
issue (“Market Masked Regulations’),
presents an interesting criticism of the
sulfur dioxide allowance auctions
designed by the Environmental
Protection Administration for the Clean
Air Act Amendments of 1990. His
resultsindicate that the EPA’s *discrim-
inative” auction yields lower prices than
the prices from the more common “uni-
form” auction. That surprises me as
much as it probably surprises the EPA.
The annual auction of alowancesis
primarily held to dispose of the EPA’s
own allowances. In that auction, the
potential buyers submit sealed bids and
the EPA sells the allowances requested
by each buyer, cleverly ordering the
sales by price, the highest first. Itisa
variation of a Dutch auction, except that
the bidders are not (supposed to be)
informed about the other bids, as they
would in an open auction. The clear
intent was to create higher prices and
higher revenues for the government.
The government auction allows non-
government holders of allowancesto
sell their allowances immediately after
the government session. According to
the arrangement, private allowance
holders, many of whom received
allowances as government favors rather
than earning them through extra emis-
sion reductions, can aso submit sealed

REGULATION « WINTER 1998

offers. The arrangement consists of
matching the highest bid with the lowest
offer, until all of the sell orderswith bid
prices exceeding offer prices are filled.
Thereisincentive for sellersto tender
their allowances early because they
receive the best prices regardless of
their own offer price. That is another
government ploy to make the system
appear more successful than it actually
is. | would have expected the non-
government sales of allowancesto yield
higher prices than an auction that pro-
duces asingle price. Thus, Cason’s
results surprise me, not that |1 had any
great faith in the government’ s ability to
design aworkable market. Cason seems
to say that the government has been too
clever by half.

However, it would be amistake to
extend the EPA auction results to the
larger system where trades are individu-
ally negotiated. Actually, the larger sys-
tem isin worse shape, despite EPA gim-
micks to stimulate the market.
Allowances are now selling for one hun-
dred dollars and less, rather than the
many hundreds of dollars that were pre-
dicted. Moreover, the number of trades
from one utility to another is a minority
fraction (24 percent) of the total vol-
ume.

To understand what is happening, it is
helpful to go back to my 1991 articlein
Regulation (* A Market Without
Rights,” Fall 1991). One point | makein
that article isthat the allowanceisa
combination of afutures and an option,
because the alowances can be “banked”
for future use. That, in turn, means that
the notional value of the allowanceis
higher than the simple difference in
abatement costs. The present low prices
for allowances suggest the presence of
an insurance that utilities would like to
have for unusually hot summers when
emissions peak. The underlying futures
contract is apparently worthless.

Another point | makein my 1991
article is that while the government did
not hesitate to fiddle with the prices, it
did not want to be held responsible for
the system if it failed. That involved
denying property rights status for the
allowances and specifically reserving
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theright to alter or eliminate the system.
The government’ s refusal to accept
responsibility for its actionsis an obvi-
ous attempt to circumvent the Fifth
Amendment of the Constitution that
prohibits government takings without
compensation.

What is an electric utility to do under
such an arrangement? It is faced with
the choice of (1) actualy reducing emis-
sions for which the utility is always
allowed compensation from the rate-
payers and (2) buying allowances whose
approva the government can withdraw
at any time. In 1991, | predicted that the
utility would favor the former. The trad-
ing would be primarily internal to each
utility, where the implied contract

would always be honored. | indicated at
the time that about 80 percent of the
trading would be internal.

The August issue of Public Utilities
Fortnightly has areport on Sulfur dioxide
trading by two analysts from the EPA.
Allowances transferred within utilities or
groups of utilities from March 1994 to
March 1997 amounted to twenty-seven
million. Allowances transferred between
economically distinct parties for the same
time period amounted to 8.9 million, of
which 18 percent did not involve utilities.
That impliesthat roughly 76 percent of
thetradesin the last three years are inter-
nal ones. That figureis pretty close to
my 1991 estimate.

Examining the government’ s sulfur
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dioxide trading market isimportant
because a similar system is being pro-
posed as a part of the Kyoto Protocol on
global warming. | am skeptical that an
ideawhich isfailing domestically can
succeed globally.
If Euripides were alive today, he
might say the following:
Whom the gods would destroy,
they first endow with a govern-
ment-designed emissions trading
system. To ensure that the destruc-
tion is complete, the gods then
encourage the environmental func-
tionaries to meet in international
forums to spread their mistakes
around the world.



