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SMART GRID AND COMPETITION: A PoLicy PAPER?

Prepared by
ASHLEY BROWN, STEVEN LEVITSKY, AND RAYA SALTER?
This paper was prepared for the Galvin Electricity Initiative
EXECUTIVE SUMMARY

The full scale application of competitive forces in electricity has been limited by three
critical factors, economies of scale, the existence of bottleneck network facilities, and the lim-
ited applicability of conventional antitrust law to the market. Technological and other changes
that have revealed the potential for horizontal economies of scale that could eclipse the tradi-
tional vertical scale economies, and recognition of network limitations in terms of bypassability
and assurance of service quality, as discussed in this paper, should provoke healthy debate
among industry players and consumers, as well as policy makers, over an enhanced role for
market forces.

The two ways to accomplish this, application of antitrust law and the enactment of

! This paper is a follow-up to Ashley Brown and Raya Salter’s paper entitled “Smart Grid Issues in
State Law and Regulation,” a White Paper sponsored by the Galvin Electricity Initiative, and issued Sep-
tember 17, 2010. That paper, as indicated by the title focused primarily on existing state law and regula-
tion, rather than the competition policy focus herein. It does, however, provide a bit of context for this
paper, especially in its focus on the regulatory system, utility incentives and business practices, and on the
state of the law regarding smart grid in a number of specific states.

> Meredith Hiller also made important contributions to this paper.


http://www.deweyleboeuf.com/en/Firm/MediaCenter/PressReleases/2010/10/~/media/Files/pressreleases/2010/20101021_SmartGridIssuesinStateLawandRegulation.ashx
http://www.deweyleboeuf.com/en/Firm/MediaCenter/PressReleases/2010/10/~/media/Files/pressreleases/2010/20101021_SmartGridIssuesinStateLawandRegulation.ashx
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competition policies into law, are fully explored in this paper. They suggest that while antitrust
principles and policies should be followed, the actual use of antitrust law as a means of enforc-
ing the underlying principles is, ironically, almost certain to be less effective in retail electric
markets than the enactment of those principles into the laws governing the power sector in
states.

Before fully analyzing the relevance of, and means of applying antitrust principles, how-
ever, it is useful to put the role of competition in electricity in its historical context in the United
States. Competition has always played a role in U.S. electricity markets, albeit on the margins at
times. Indeed, the scale of the role for competition was often directly related to the degree to
which the industry was seen as fully bundled or vertically integrated. To the degree that certain
aspects of the provision of electric service were treated as separate and unbundled, the more
likely it was that those functions were treated as competitive (e.g., the unbundling of generation
from transmission and distribution).

Regardless of the scale, however, competition has always played two critical roles in
electricity markets, disciplining of prices and stimulating innovation and efficiency gains. The
basic tension is between a regulatory regime where both risks and rewards are controlled by a
system that limits downside exposure for regulated companies while simultaneously limiting the
upside potential that rewards innovation and productivity, and a more open, competitive re-
gime where doing business is more fraught with risk, but also, commensurately, offers signifi-

cant rewards.
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Behaviorally, and quite logically, regulated companies tend to be more risk averse than
are companies doing business in less regulated markets. The result for consumers, of course, is
that regulation protects them from commercial abuse, but the tradeoff is a loss of choices, re-
duced efficiency in the consumption of energy, and reduced innovation in providing them with
goods and services. A more open, competitive market, of course, opens up opportunities for
more options in service arrangements as well as greater opportunities for efficiency gains, but,
perhaps in a less protected environment for consumers. With the emergence of smart-grid
technology, innumerable potential uses of the Internet, and changing consumer needs and pref-
erences, the balance between competitive and regulated retail electricity markets needs to be
reassessed.

The reassessment of regulation and competition, however, is not simply an “all or noth-
ing” proposition. Rather, as the mention of unbundling suggests there are discreet market seg-
ments that are well worth fundamental re-examination. The issue of interface between service
provider and customer, including metering, communications, and billing, is a sector in need of
fundamental re-examination. Those functions were historically part of bundled electric utility
service.

The emergence of smart technology, more sophisticated and more competitive bulk
power markets, increasing environmental consciousness, national security concerns, and global
competitiveness considerations, however, combine to compel a re-examination of the relation-

ship and interface between consumers and the providers of energy services. This paper, focus-
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ing on the metering of energy usage and the ensuing use of the information generated from me-
ters, is part of that reassessment. It suggests that consumers’ welfare, as well as overall efficien-
cy gains in the use of energy, would be greatly enhanced by increasing competition in metering
and billing.

The benefits associated with competition are derived because of the nature of the utility
regulatory regime, which tends to discourage risk-taking and technological innovation, sets pric-
es based on average costs that conceal real costs, and often provide perverse incentives for en-
ergy efficiency and conservation. The regulatory system also often tends to allow asymmetries
between risk and reward and distortions in regard to the privatization/socialization of both risks
and rewards. In the area of metering and the interface between customers and energy service
providers, this is perhaps best illustrated by the fact that smart meters are a rapidly evolving
technology whose physical life almost certainly extends far beyond its technological obsoles-
cence, yet the recovery for which, for a utility, is based on its anticipated physical life. Hence,
the risk of not achieving full cost recovery (i.e., being burdened with “stranded assets,” the cost
of which may never be fully paid by consumers) by replacing meters before their physical life is
over is a very real one.

Thus, absent a shifting of the risks to the consumers, an asymmetrical arrangement
whereby the utility has management responsibility but consumers bear the risks, utilities have a
powerful economic incentive not to keep up with technological change. A more entrepreneurial

enterprise, however, has far more flexibility in pricing, service offers, and risk taking and is,
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therefore, better positioned than utilities, to successfully manage these costs and technology
risks that utilities find unattractive.

Similarly, where sales and revenues are not decoupled, as is the case in the vast majority
of the states, the financial interests of utilities are contrary to the public policy objectives of en-
ergy efficiency and conservation of resources, whereas, more entrepreneurial entities can easily
earn returns by offering both energy supply and energy efficiency gains.

Moreover, even when revenues and sales are decoupled, the shifting of risks from in-
vestors to consumers may not provide a sufficient incentive for utilities to aggressively pursue
end-use efficiency, because regulators might be fearful of “rate shock” or public backlash caused
by dramatic increases in rates due to declines in sales (which may or may not be the result of
efficiency gains). Thus, decoupling itself is a complicated question with multiple variations in
application, with varying and sometimes unpredictable outcomes.

Finally, entrepreneurial entrants in the retail electric market are freed from the political,
bureaucratic, and other constraints that utilities labor under, in offering real time and other
forms of dynamic prices that better reflect real costs and better signal customers as to how to
more efficiently use energy. Unlike in the case of utilities, of course, customers are free to either
accept of reject such offerings. For these and other reasons set forth in the paper, the benefits
of competition in metering and billing are quite considerable and consistent with the public pol-
icy interest in achieving and energy efficient economy.

Capturing the benefits of a competitive market, particularly in the context of a market
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that has had substantial monopoly characteristics, faces a number of barriers, both behavioral
and legal/regulatory. The paper is focused on availability of legal/regulatory mechanisms to fos-
ter and facilitate the mergence of a competitive market for metering and billing, in an effort to
better capture the benefits of full deployment of and maximizing the benefits to be derived
from, smart technology.

The paper, after the Executive Summary, is divided into four discreet sections. The first
is an introduction, and the second is an historical overview of the role that competition has
played in the U.S. electricity markets. The third and fourth sections of the paper examine the
two potential approaches for achieving a competitive market. There are, in essence, two basic
approaches to encouraging and sustaining competitive markets, the application of antitrust
laws, and the enactment and vigorous enforcement of competition policy. While both ap-
proaches rely on similar, if not virtually identical, principles, their dynamics and institutional
framework are quite different. The paper carefully analyzes both approaches, first looking at
antitrust law and its evolution in the U.S., as applicable to critical six issues relevant to the me-
tering and billing business in electricity. The focus is on six issues that are critical barriers to
opening up the meter and billing market to new entrants, on both a practical and legal/policy
basis. Focusing on the six issues also allows for a more probing and discreet analysis of how poli-
cy and law ought to develop on a fairly specific, rather than theoretical basis.

1. Control of, and access to, customer information;

2. Standardization and interoperability;
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3. Access to the grid and market information;

4. Meter Ownership/control and billing;

5. State Action Doctrine; and

6. Tying Arrangements.

The discussion of the antitrust laws is first because that analysis accomplishes two criti-
cal objectives. The first is to establish the predicate for identifying the key principles that are
applicable to competitive markets. The second objective is to demonstrate that the mere exist-
ence of antitrust remedies in U.S. jurisprudence is insufficient for assuring the emergence of a
competitive market in metering and billing, and to make the case for why state legislative and
regulatory authorities need to undertake the formation of a competitive framework for those
activities in order to fully avail consumers of the benefits associated with the deployment of
smart technology.

The difficulty in relying on the antitrust laws to accomplish market reformation derives
from several factors. The first is that antitrust enforcement relies on litigation, which is essen-
tially a “one time shot” at a problem, as opposed to a systematic effort at market reformation.
Secondly, antitrust litigation is a very expensive undertaking that is essentially available only to
litigants with “deep pockets” or to government agencies.

Moreover, litigation relies on courts, which are generally loath to take the type of con-
tinuing jurisdiction necessary to fully reform industries with historically monopoly practices,

which are largely backward-looking, in the sense that they mostly examine past practice rather
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than future behavior, and, not insignificantly, lack industry-specific expertise.

In addition, litigation, while it may have precedential effect, is largely focused on settling
matters in dispute between clearly identified, discreet parties rather than to establish broadly
applicable principles of public policy.

Similarly, the precedents that have been established are largely derived from industries
which are less imbued with monopoly characteristics than the power sector, thus rendering the
precedents to be followed somewhat inappropriate and poorly applicable to electricity markets.

Finally, because electricity, at least, at the retail level, is subject to state rather than fed-
eral jurisdiction, the existence of the state action doctrine, makes immunity to federal antitrust
laws a very real possibility in regard what might otherwise be viewed as anti-competitive behav-
ior. Because this paper is largely focused on what policymakers at the state level, where retail
electricity jurisdiction resides, it is essential to point out, up front, that while antitrust principles
are critical to apply to achieve viably competitive markets, and are, therefore, very important to
lay out and articulate, the nature of antitrust enforcement and practice in the U.S., makes the
use of federal litigation of dubious value, and perhaps even self-defeating, in the effort to open
up metering and billing markets to competitive entrants.

It is that contradictory nature of applicable principles but of processes and institutions
that stand in the way of accomplishing those principles that establishes the predicate for the
third section of the paper, namely, the discussion of the options for state policymakers, includ-

ing regulators, to establish the type of viably competitive markets necessary for capturing the
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full benefits of deploying smart technology.

The final section of the report contains a substantive discussion of the competitive poli-
cies states might adopt to fully capture the benefits of smart grid for consumers. It builds on the
discussion of the same topics covered in the antitrust section of the paper, but sets out policy
perspectives and, in some cases, prescriptions, for state officials to consider and, potentially, to
act upon. They are as follows:

1. Control of, and access to, customer information

There are two types of customer information that are critical to potential new entrants
to the metering and billing market: system aggregate data, and customer specific data. In the
case of the former, absent truly compelling reasons, all such data should be publicly available to
all who seek it.

Utilities have unique access to such data, not because of their skill and enterprise, but,
rather, by virtue of having a monopoly franchise, and are thus not entitled, as enterprises in fully
competitive markets might, to treat such information as confidential and privileged. Customer-
specific information, however, unlike aggregate data, is entitled to privileged and confidential
treatment. That privilege, however, belongs not to the utility, but rather to the individual cus-
tomer, who, in his/her discretion, may choose to allow or not allow it to be disseminated. The
utility possessing this information is permitted to use it only as the customer agrees to let it be
used, and not as it sees fit.

For new entrants to the meter and billing business, such data can be critical for both
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general marketing and for providing service. Thus, there is a potential conflict between the need
to disclose the information to facilitate the competitiveness of the marketplace, and the need to
retain confidentiality to protect customer privacy. The paper suggests resolving this dilemma by
offering all customers a choice to permit the release of their information to potential market
entrants or not to. Unless a customer explicitly consents (generally known as “opt in”), no data
regarding that customer will be released. If a customer does consent, however, new entrants to
the market will be entitled to the same information that the utility possesses. Once the custom-
er is in contact with a competing meter and billing provider (which may well also be a load ag-
gregator, energy supplier, and/or energy service company as well), of course, the customer
should be empowered to request even more detailed information to be provided to a potential
vendor.

2. Standardization and interoperability

The paper recognizes that standardization and interoperability requirements are abso-
lutely essential for a competitive market to emerge. It points out that any inability of meters (or
web-based equivalents) to communicate with utilities, and/or with customer-premises equip-
ment makes the market less competitive for equipment vendors, energy service providers of all
sorts, and, of course, for consumers themselves. The paper notes that the issue of interoperabil-
ity is more of a national, indeed, global one than an issue for state policymakers. At present,
however, the FERC has declined to take action and the National Institute of Standards and Tech-

nology (NIST), of the U.S. Department of Commerce is still considering what steps to take, so
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states need to take care to avoid the inadvertent creation of barriers to standardization and in-
teroperability. Among the suggestions are setting certain non-onerous licensing requirements
for new entrants, which require, among other things, that they only use equipment that is fully
compliant with all applicable interoperability standards. The same provision should be applied
to utilities as well, who might also be put on notice that they will not be permitted to recover
the costs of any investment made in non-compliant equipment.

3. Access to the grid and market information

The paper calls for transparency in retail markets that is, at a minimum, identical to that
found in organized, regional wholesale markets. Absent such transparency, the playing field will
always be tilted in favor of incumbents.

Moreover, as noted in regard to aggregate customer information, in the absence of very
compelling reasons, there is no reason why aggregate market data should not be available to all
potential market entrants in the same way that it is available to incumbents. The paper also
notes that because incumbents are engaged in a variety of activities, they may possess econo-
mies and scale that give them an advantage in the metering and billing business over new en-
trants who may be unable to provide energy, for example.

While that advantage might be somewhat offset by the fact that some metering and bill-
ing companies will have national, rather than regional scope, and thus possess some economies
of scale as well, the paper nonetheless notes that full retail access provides a far more attractive

venue for robust competition than do markets that are closed to alternative suppliers of energy.
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4. Meter Ownership/control and billing

The paper points out that smart technology is not an area where traditional ratemaking
encourages either innovation or keeping technology current. Traditional ratemaking allows
companies to recover their investment through depreciation schedules that are geared to the
physical life of assets.

Historically, for conventional meters that merely measured consumption, that posed no
problem. Smart meters, however, are more than measuring instruments, they are also commu-
nications and control devices, and as such, the technology evolves at a pace where technological
obsolescence is likely to arrive long before the meter is physically exhausted.

Recognizing that, utilities have either sought regulatory guarantees to avoid stranding
assets before full recovery, a way of shifting risks from the managers of assets to consumers, an
asymmetrical arrangement, of having simply determined that they will not keep apace of tech-
nology. In markets with similar dynamics, telecommunications for example, the solution to
managing technology risks was to allow new, more entrepreneurial companies, with expertise in
managing these types of risks, and who operate under fewer political, legal, and institutional
constraints, to enter the business.

Such entrepreneurs are also not likely to have the same prejudice against or even antip-
athy toward energy efficiency that many utilities have (especially in those jurisdictions where
sales and revenues remain linked), so they are, as a generality, far more likely to seek out the

benefits of smart technology on the customer side of the meter. Ultimately, the paper suggests
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that it is the customer himself/herself, who should decide who provides metering and billing
services. Ultimately, of course, that is how one optimizes markets, by giving customer control of
their own destiny.

5. State Action Doctrine

The state action doctrine provides immunity to federal antitrust laws for parties who
engage in otherwise unlawful anti-competitive behavior if they do at the behest of, or pursuant
to the laws or policies, or actions of a state.

While, as noted above, the federal antitrust laws may not be terribly helpful in opening
up the metering and billing market, it is nonetheless important that states be mindful of avoid-
ing steps that would inadvertently allow utilities (or anyone else, for that matter) to avoid anti-
trust liability. There are two reasons for this view.

The first is that by avoiding the invocation of the doctrine, the ant-trust route to relief is
not, ipso facto, removed from parties who may choose to seek such relief.

The second, is because, keeping an eye out for avoiding the invocation of the state
asction doctrine, state officials will be need to be carefully conscious of the highly relevant prin-
ciples of antitrust.

6. Tying Arrangements

The tying issue for purposes of state competition is slightly different from the use of the
term, “tying,” in antitrust jurisprudence. For purposes of electricity policymaking at the state

level it simply refers to the fact that the incumbent utility should not be able to tie its provision
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of services and products in competitive markets to its position as the regulated monopoly utility.
That means its activities in a competitive metering and billing market cannot be given competi-
tive advantage by virtue of its role as a utility.

In practical terms, it means, at a minimum, there can be no cross subsidies from mo-
nopoly utility service to competitive services, there must be complete unbundling of regulated
and unregulated business activities, as well as accounting separation between regulated and
unregulated activity, and consumer services by the utility should be completely unaffected by a
customer choice of an alternative supplier for an unbundled competitive service.

It also means that utility personnel shall not provide any treatment to utility affiliates
engaged in unregulated metering and billing activity any different than that accorded to com-
petitors. Regulating relations between the regulated and unregulated affiliates can be done in
either of two ways, behavioral rules mandating management separation, or corporate unbun-
dling (i.e., complete separation of regulated and unregulated business activity). Generally speak-
ing, complete separation is the easiest and cleanest way to effectuate a ban on ties between
regulated and unregulated business activities, because it requires little or no ongoing regulatory
oversight, or intrusion into corporate affairs.

Another way of addressing the market power of the utility is to define what role it may
play in a newly competitive, unbundled marketplace. The options range from barring it entirely
from that market and divvying up its customers through an auction of other mechanism at one

end of the spectrum, to simply allowing it to continue as in the past, but open up the market to
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new entrants.

In between are options such as allowing it to continue in the unbundled business, but
only through a separate affiliate, or allowing it to continue its metering and billing activity until
such time as meters are scheduled to be replaced and then allow only new entrants to compete.
While the option of letting the utility continue by simply allowing new entrants, seems likely to
yield little competition; the state will need to choose among the other options, depending on

what seems most workable in light of local circumstances.
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SMART GRID AND COMPETITION

SECTION I: Introduction

Competition in U.S. electricity markets dates back to the very origins of the industry in
the late 19" and early 20" centuries.

Thomas Edison and George Westinghouse, the two giants of the dawn of the age of
electricity, famously battled over both the nature of the market and the technology to be de-
ployed. Edison contemplated a competitive market centered on the sale of generators to end
users who supplied themselves with direct current for incandescent lighting (and his associated
patents) and other uses of electric energy. Westinghouse, on the other hand, was a champion of
centrally generated electricity distributed over defined geographic territories (often by virtue of
franchises granted by municipalities or along the routes of electric inter-urban railroads).

While Westinghouse largely prevailed in that contest,’ in that the central station model
with lines emanating throughout defined the geographical territories that became prevalent.
Indeed, multiple systems evolved, often in close proximity to each other.® Westinghouse’s tri-

umph, however, only led to new forms of competition with many companies bidding for munic-

3 Ironically, today’s battles over the role of distributed generation may suggest that Edison is
making a posthumous comeback.

4 Report to Congress on Competition in Wholesale and Retail Markets for Electricity Energy Pur-
suant to Section 1815 of the Energy Policy Act of 2005, The Electric Energy Market Competition Task
Force, 2007 (“EPACT 2005 Report to Congress”) at p. 17. Between 1887 and 1893, there were 24 central
station power companies in the city of Chicago alone. Steven Stoft, “Power System Economics, Designing
Markets for Electricity,” IEEE Press 2002 (“Power System Economics”) at p. 6.
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ipal franchises. This mix of market contestants quickly expanded to include municipalities them-
selves entering the fray to head off private monopolies.

This movement was typified by Tom Johnson, the Progressive Era Mayor of Cleveland,
Ohio, who famously proclaimed that the people should own the monopolies before the monop-
olies owned them. The advent of municipal systems, looking to provide “the greatest good to
the greatest number,” as advocated by Theodore Roosevelt and others, increased the competi-
tion from simply private companies going up against each other to a public vs. private battle as
well, a form of competition that endures to today.

In fact, the robust nature of the various forms of competition, as well as some unsavory
side effects associated with it at the time (e.g., franchises obtained by corrupt means), led to the
emergence of an unusual coalition that gave birth to a regulatory regime that has continued for
a century or so. Utility magnates like Samuel Insull, believing regulation would be nominal and
subject to substantial industry influence, came to view regulation as a way to sustain a monopo-
ly market position that the public might not otherwise tolerate.

Progressives, in contrast, not generally predisposed to favor monopolies, saw profes-
sional, competent regulation at the state level as an effective means of controlling market pow-
er as well as an antidote to the corruption that characterized the creation and control of munic-
ipal franchises.

Thus, an “unholy alliance” lay in the framework for the regulation of utilities at the state

government level. With this diverse base of support for establishing regulation, in 1907, New
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York and Wisconsin became the first states to give electricity jurisdiction to public utility com-
missions,” an action that was ultimately followed by every state, the last of which was Texas in
1975.

The factors that led to de jure recognition of electric utilities, not only as a monopoly,
but as a vertically integrated one, derived from the unique nature of electricity, public expecta-
tions, and finance. Supply and demand must be instantaneously matched with a very high de-
gree of reliability. The ability to store electric energy in the system was and is limited, leading to
fluctuating production and delivery costs.® Prices, developed through regulation, were based on
average rather than actual costs and provided no meaningful signals to users. Without price sig-
nals, customers could not respond to cost fluctuations, leading to relative inelasticity of de-
mand. System operators, not market signals, decided which generators were dispatched based
on protocols that reflected a variety of factors. Operational decisions were heavily influenced by
economic merit order, security and technology constraints. But self-interested considerations,
and such regulatory incentives, frequently altered what the merit order might have otherwise
dictated. In no event, however, were customers provided signals that would enable them to
make economically well-informed decisions on whether or not to buy energy or when to do so.

Moreover, the fact that the industry grew up, with some exceptions, on a state by state

> By 1916, 33 states had granted jurisdiction to state commissions or agencies to regulate electric
utilities. See EPACT 2005 Report to Congress at p. 44.

®1d. at p. 4.
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basis, often loosely interconnected if connected at all, but always with geographically con-
strained planning, meant that many of the characteristics typically found in other markets were
not present in electricity. It is important to note, however, that many of the reasons electricity

Ill

markets were different did not necessarily result from “natural” factors, but were the result of
legal, political, and, in some cases, technological constraints.

The financial structure of the industry also heavily influenced market structure. Electrici-
ty is perhaps the most capital intense industry in the world with high fixed costs for investments
in generation, transmission, and distribution networks.” That investment carried substantial risk.
Long-term financing structures, and long-term revenue streams to sustain them, were seen as
essential to accommodate the large investments and to provide investors with assurances that
the risks being undertaken were not unreasonable ones.?

An element of assuring financial sustainability was the attainment of economies of scale
in generation, transmission, and distribution.’ The attainment of those economies of scale as
well as technological advances, not only provided comfort to investors but also led to an indus-
try with declining costs, a circumstance that both allowed for regulatory certainty and provided

little incentive for new entrants to take on “entrenched” monopolies.

It is important to note, however, that while the monopolies gained legal recognition and

’ The EPACT 2005 Report to Congress at p. 17.
®1d.

°1d.
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widespread public acceptance, the monopoly was never absolute. Distributed generation, in-
cluding co-generation, for example, never fully disappeared, and, in some cases served as a
brake on utility prices. The New Deal Era brought new elements of competition by the creation
of rural electric cooperatives to provide electricity to unserved rural areas, by creating huge fed-
eral hydro and marketing authorities such as the Tennessee Valley and Bonneville Power Au-
thorities, and by giving preferential access to public power entities for access to low-cost hydro
facilities.™

In part, taking their cues from the new federal programs, many states strengthened
public power entities within their territories."* Indeed, larger industrial customers with multiple
centers of production, could shift their production from one jurisdiction to another (or, at least,
threaten to do so) in order to pressure a utility to provide lower priced electricity. In many cases
that led to the replacement of industrial tariffs by individual service contracts that reflected not
the costs of serving them, but rather the price required to avoid the loss of load. In fact, utilities

themselves, with different cost structures and varied operating efficiencies, developed their

' The New Deal also brought with it a substantial tightening of federal utility regulation in the
form of the passage of the Public Utility Holding Company Act, a measure deemed necessary by Congress
to plug “loopholes,” state regulatory schemes and limits to state jurisdictional boundaries. The Act is more
fully described in footnote 9, below.

" The states within the TVA and BPA footprints were particularly active, but so were such states
outside those footprints as Nebraska and New York. Indeed, Franklin Roosevelt, then Governor of New
York, in his 1932 campaign for President described public power as the “birch rod in the cupboard,” which
the citizenry could use to punish private power companies that were gouging the public or not providing
good service.
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own forms of benchmark competition among themselves, and even where they did not use
them, politicians and consumer groups often brought pressure on higher priced companies by
comparing the prices and cost structures of the various utilities.

Those price differentials became increasingly transparent as the grid became more in-
terconnected and trading between generating utilities revealed those differences. The growth of
large, vertically integrated utilities persisted throughout the 20" century as high-voltage trans-
mission networks expanded.' These networks, and advancements in transmission pricing, led to
increased wholesale market trading in electricity.”® As generators got bigger creating more pol-
lution, and the transport costs of fuels from mine to plant grew, generating facilities had to
move away from load centers in populated areas to more distant locations. This necessitated
the development of high voltage transmission lines.

While the lines were generally planned to accommodate the needs of vertically inte-
grated companies, both the need for increased reliability and the potential for economies of
scale, not to mention opportunity for arbitrage and/or symmetry between neighboring utilities,

led to increased opportunity for energy trading. Over time, the trading went from being occa-

2 1d. at p. 7. Electric utility holding companies, with significant unregulated business and multi-
state operations, rose in prominence. The Public Utility Holding Company Act of 1935 (since repealed)
required the interstate utilities to either break up or restructure themselves to fit more fully under the
regulatory regimes on the states, or, in the alternative, subject themselves to very restrictive federal regu-
latory oversight by the Securities and Exchange Commission.

2 Wholesale markets were slow to develop, as early interstate transactions were limited and
wholesale transactions were primarily long-term contracts by I0Us to sell and deliver to public and coop-
erative utilities. /d.
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sional opportunity transactions, to a significant characteristic of the industry. Thus, even in the
context of the growth of regulated monopolies, some forms of competition not only persisted,
but, in some cases, actually grew. Interestingly, the presence of competition existed sometimes
because of policy, as in the case of municipal and federal power entities or rural co-ops, and in
other cases existed either despite policy or outside of any policy framework. As a result, in elec-
tric policy and regulatory forums, as well as in litigation, the question of how to deal with com-
petition issues was never far beneath the surface.

As this competition increased, so did concern over access to the transmission system. In
1973, the Supreme Court’s decision in Otter Tail Power Co. v. United States™* applied the Sher-
man Act to a utility that held a monopoly over local transmission in a refusal to deal case. In Ot-
ter Tail Power Co., Otter Tail, the defendant, was a regulated utility that wheeled power over
transmission lines it owned and operated. Otter Tail also distributed power under franchises
granted by local municipalities. The government, on behalf of the municipalities, charged that
Otter Tail tried to prevent towns from establishing their own power systems when Otter Tail’s
retail franchises expired and refused to transmit or wheel power from other sources on its
transmission lines.” The Supreme Court held that Otter Tail was in violation of the Sherman Act.

It rejected Otter Tail’s claims that it was not subject to antitrust regulation because the Federal

410 U.S. 366 (1973).

1d. at 366.
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Power Act preempted antitrust jurisdiction.*®

The face of policy, however, began to change with the energy crisis of the 1970s. The
Public Utilities Regulatory Policies Act (“PURPA”) was passed in order to promote alternative
sources of energy and to promote energy efficiency. Probably unknown to its authors in Con-
gress at the time, the legislation constituted a major stimulation of competition in the electricity
industry. It did so by requiring utilities to purchase energy from “Qualified Facilities” (QF’s),
which were turbines who used excess steam from industrial steam hosts (co-generators) to gen-
erate electricity at their “avoided cost.” Aided by gas turbine technology, by favorable calcula-
tion of “avoided costs” by regulators in a number of states,'” and by increased costs of utility

% enabling the

generation, primarily nuclear, PURPA greatly increased nonutility generation,*
birth of the merchant generator business and opening the door to the eventual entry of inde-

pendent power producers into the market.*

g,

' The variation in calculating “avoided costs” among the states was very wide. While many
states calculated those costs at such low levels that they attracted very little QF investment. In other
states, however, particularly California and the northeast, the calculation was very favorable to the new
entrants. Ultimately, federal regulators stepped in to impose competitive bidding to ascertain “avoided
costs” and, thereby, impose more uniformity in the method for calculating costs.

18 Many generators came to be known as “PURPA Machines,” because to many observers the
steam host, in all too many cases, seemed more contrived than real, in the sense that they were designed
more to meet PURPA requirements than for legitimate engineering purposes.

® Merchant generators and independent power producers entered the market, producing 9% of
U.S. electricity generation by 1991. The full participation of independent generators in the market place
required the creation of some exemptions to the requirements of Public Utility Holding Company Act,
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The Energy Policy Act of 1992 (“EPACT of 1992”) amended the Federal Power Act
(“FPA”) to allow generators and other market participants selling or buying electricity for resale
to apply to FERC for an order to access utility transmission assets if it refused access.”® The Act
also exempted independent power producers (IPPs), both truly independent entities as well as
utility affiliates, from the provisions of PUHCA that had, up to that point, largely precluded wide-
spread development of an IPP business model. In 1996, FERC Order No. 888”* went further and
required adherence to nondiscriminatory open access rules and also required that generation
and transmission functions be unbundled.?

In addition, in the decade before the passage of the 1992 Act, the FERC began to change
course regarding traditional cost-of-service ratemaking at the wholesale generation level to take
on more of a market, rather than cost of service, orientation. Thus, just a year after passage of
EPACT of 1992, FERC granted market-based rates to an affiliate of a vertically integrated 10U

after satisfying itself that the company could not dominate the relevant generation market.”

which did not occur until the Energy Policy Act of 1992. PUHCA itself was repealed in the first decade of
the 21% century.

%16 U.S.C. § 8241. See also the Energy Antitrust Handbook, ABA Section of Antitrust Law (Se-
cond Edition 2009) at p. 30-32.

*! Order No. 888, Promoting Wholesale Competition Through Open Access Non-Discriminatory
Transmission Services by Public Utilities, 61 Fed. Reg. 21,540 (May 10, 1996).

% Id. See also ABA Handbook at p. 4.

> Heartland Energy Services 68 FERC 61,223 (1994). See also James H. McGrew, “FERC: Federal
Energy Regulatory Commission, ABA, 2009” (McGrew).
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FERC has since approved hundreds of applications for market-based rate authority, and,
as set forth in orders 697 and 697-A,** requires that public utilities and their affiliates demon-
strate either a lack of horizontal and vertical market power or adequate mitigation if it does ex-
ist.”> FERC conditions the granting of this authority on restrictions governing the relations be-
tween a regulated power sales affiliate and its public utility affiliate with captive customers. In
Order No. 2000, FERC encouraged the voluntary formation of regional transmission organiza-
tions (“RTOs”) to administer the transmission grid on a regional basis throughout.”

The 1960s and 1970s saw additional changes that caused the industry to shift towards a
more complex and competitive marketplace. These changes included critiques of the cost of
service regulatory regime, events on the ground, and market forces themselves. Customers saw,
and disparaged, large regional price disparities. Industrial customers began to find ways to lev-
erage their buying power and take advantage of market opportunities. Customers found ways to
bypass the electric utility, including self-generation or co-generation, switching to other energy

sources, moving, or threatening to move production or new facilities to other jurisdictions, en-

**In Order No. 697, FERC “(1) adopted revised screens for determining whether sellers have hori-
zontal and vertical market power, (2) adopted revised rules to prohibit affiliate abuse, (3) adopted default
rules for mitigation for certain classes of sales, (4) did not require a standardized tariff or a blanket “must
offer” condition, and (5) committed itself to active review of transactional reports filed by market-based
sellers.” As quoted from McGrew at p. 197.

> FERC Website, available at http://www.ferc.gov/industries/electric/gen-info/mbr.asp.

?® 89 FERC 9| 61,285 (1999). Order No. 2000 delineated the characteristics and functions that an
entity must satisfy in order to become a RTO.
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couraging the creation of new municipal utilities to displace incumbents, or, in some cases,
seeking to adjust service territory boundaries in order to procure service from other electric
providers. In addition, tariff regimes had become impractical.”’

New theories of regulation beyond traditional rate of return regulation gained promi-
nence in the 1970s and 1980s as regulators and policymakers contemplated, or faced calls for,
reform and/or restructuring.”® The primary focus in the late 1970s and early 1980s, largely in
reaction to the energy crisis of the 1970s, but also to correct for what was seen as some inap-
propriate incentives inherent in rate of return regulation,”® was to call for public involvement
and regulatory oversight of electric utility planning. The notion was not only to assure the relia-
bility of supply, but also to ascertain that utilities were pursuing least-cost options, including not
only those on the supply side, but those on the demand side as well.

That process was originally labeled “least cost planning,” but more commonly came to

known as, “integrated resource planning” (IRP). As a result of IRP processes, more utilities were

”In heavily industrialized northern Ohio, for example, by the early 1990’s, there were only a
handful of industrial customers not served under special, individual contracts rather than tariffs.

% paul L Joskow, Incentive Regulation in Theory and Practice: Electricity Distribution and Trans-
mission Networks, August 15, 2007, available at:

*® Some of these so-called “perverse” incentives were “gold plating” and building “excess capaci-
ty” because profits were directly linked to levels of capital investment rather than productivity, hostility to
purchasing less expensive capacity or energy rather than what a company could produce itself because
purchased power was not allowed to be marked up, and an unwillingness to pursue demand-side options
because revenues were tied to sales and demand-side efficiency would reduce sales, and therefore, reve-
nues.
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encouraged to “buy rather than build” (e.g., from PURPA qualified facilities or neighboring utili-
ties) and were ordered to implement demand side management programs. While IRP processes
did not lead to many pricing reforms in terms of signals provided to end users, one clear by-
product of IRP was a broad recognition of the fact that utility pricing regimes that tied revenue
to sales provided utilities with a powerful incentive — that of selling more energy — that direct-
ly contradicted the important public policy of encouraging more energy efficiency.*® IRP efforts
were substantially reduced, or, in some cases, discarded entirely, as policymakers and regulators
at the state level moved away from a focus on planning toward promoting competition.

Rate of return regulation was challenged from other perspectives as well, not only be-
cause of the perverse incentives in regard to energy efficiency and other reasons,*! but also be-
cause it penalized efficient service providers while rewarding inefficient ones. This was because
under most commonly applied methods for determining rate of return, the rate was set to re-
flect investor expectations, thus an investor would demand a higher rate of return to put his

capital to work for a weak performer than for a strong one. Moreover, it was contended that

0 This recognition led to the development of de-coupling sales and revenues, or, revenue caps.
The concept, which, in one variation or another, has been implemented in several states, was to allow
rate adjustments on a periodic basis to allow for recovery of revenues lost to reduced sales. The basic idea
was to remove the disincentive for utilities to develop and deploy demand side management and conser-
vation programs by assuring that lost sales would not result in a failure to meet a company’s revenue re-
guirement. There is considerable controversy about whether revenue caps simply compensate for lost
revenues due to energy efficiency programs, or, rather, as some contend, they tend to socialize many
risks that ought not be socialized.

*! See Footnote 26.



Dewey & LEBOEUF

SMART GRID AND COMPETITION: A POLICY PAPER
JuLy 28, 2011
PAGE 31 OF 105

regulators “confiscated” efficiency gains by utilities by capturing those gains and returning them
to consumers by reflecting such expectations in future rates.

While those critiques may or may not have been accurate, they did lead to considera-
tion (and, in some cases, implementation) of such alternative ratemaking schemes as price caps
and/or various types of performance-based rates.>” An additional factor that led to investor
fears in the 1980s and 1990s was of imprudence disallowance by regulators (particularly in the
area of nuclear power), a concern that some contended limited the availability of capital and
contributed to utility reluctance to invest in such capital intensive assets as new baseload gen-
eration. Indeed, fear of disallowance reinforced an inherent bias in the regulated electric utility
industry, namely adversity to taking on undue risk, whether it be capital intensity or even tech-
nological innovations. The result was that electric utilities were more “regulatory-driven” rather
than “customer-driven.”

The public policy response to the confluence of these circumstances was to rely more
and more on competition to achieve the desired results of efficient and reliable service. The ex-
pectation was that competition would spur cost reduction and efficiency gains, increase quality
of service, introduce new products and services and stimulate investment in grid infrastructure.
While energy efficiency programs were not entirely done away with, there was a common as-

sumption that competitive markets would produce price signals that would allow customers to

*2 1t is worth pointing out that many commentators regard price caps as little more than rate of
return with special treatment of regulatory lag.
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make intelligent choices without regulatory intervention through utility demand-side manage-
ment programs.*®> New technologies were making newer generating sources more efficient, and
the increasing integration of utilities and non-utility generators on the grid made use of these
smaller sources available to larger markets.**

While about half of U.S. jurisdictions adopted some kind of restructuring/retail competi-
tion plan, about half did not, citing skepticism about the virtues of restructuring or lack of need
to change the status quo.*® However, even where the competitive retail markets did exist, they
were still generally lacking, particularly in regard to non-industrial customers, in meaningful
price signals and in the types of sophisticated communications and real time price response op-
portunities that are ordinarily characteristic of competitive markets. In short, while electricity
demand was not entirely inelastic, its elasticity was limited by weak pricing methodology and a
technological gap. The absence of both pricing and technology to enable meaningful customer

response from customers other than large industrials, was, of course, compounded by the cus-

* The assumption that the prices produced by competitive markets would enable customers to
make intelligent choices was highly ironic because few jurisdictions, if any, actually reformed electricity
pricing that would effectively communicate those signals to end users. It is one of the most curious as-
pects of retail restructuring in the states of the U.S. that real pricing reform was not part of the effort to
open up retail markets. It is particularly ironic, given that the emerging wholesale market at the time were
being meticulously designed to produce highly refined and precise price signals.

** Severin Borenstein and James Bushnell, “Electricity Restructuring: Deregulation or Reregula-
tion? 23 Regulation 2.”

** The fallout from the California energy crisis essentially stopped the expansion of retail regula-
tion in its tracks. While that crisis was the result of several factors, human and natural, that were sui gene-
ris, to the California market, policymakers in many other jurisdictions made sweeping conclusions regard-
ing the efficacy of retail competitions.
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tomer behavior patterns that have been formed from a century of limited choices.

In some ways the electricity industry has come full circle, from Edison’s unbundled
model to Westinghouse’s bundling, as more fully integrated and expanded by Insull and now
back to where Edison’s original vision of competing generation, is once again viable. The full
scope of a competitive market, however, has not yet emerged at a level where the markets in-
fluence consumer behavior on a mass scale. The technological means for doing so, however, are

at hand and the question is what we will do about it.
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SECTION Il: Smart Grid and Its Implications for Competition

Smart Grid technology and grid in itself has enormous potential to dramatically increase
efficiency in the use of energy and to provide consumers with choices heretofore unavailable. It
offers the opportunity to develop new markets for products and services that can enable the
U.S. to meet a myriad of policy goals, including those related to energy efficiency, the environ-
ment, national security, quality and reliability of energy services, and social welfare.

To take full advantage of the opportunity that Smart Grid presents will require compre-
hensive electricity pricing reform, moving away from average costs reflected in an end-of-the-
month bill toward a far more dynamic pricing regime. It also requires a re-examination of risk
and cost allocations and depreciation schedules, the relationship between consumers and ser-
vice providers, and the electricity industry model itself. A critical part of the latter, and the pur-
pose of this paper, is to look at the competition policy and how it might be applied in order to
capture the full potential of Smart Grid.

While some benefits of Smart Grid are obtainable in traditional monopoly markets —
and certainly some traditional utilities have demonstrated that — a more robustly competitive

market may offer greater opportunities for doing s0.>® The basis for this assertion is derived

36 Making the market more open to competition should not be confused, as it often is in the
popular media, with “deregulation.” This paper is focused on how market forces might play a very useful
and productive role, but it should not be construed as calling for complete deregulation of retail electric
markets. Indeed, it must be recognized that there are, in fact, certain essential bottleneck facilities such as
the wires, both high and low voltage, as well as dispatch services, which are, except on the far margins,
natural monopolies. It is also clear, as this paper points out, that there are a variety of consumer protec-
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from the very nature of the traditional regulatory regime as applied to the application of the
new technology. The fundamental paradigm of electric utility regulation is that utilities will be
given a reasonable opportunity®” to recover all prudently incurred costs in providing service, in-
cluding a return commensurate with the risks incurred. The result of the paradigm is that the
risk appetite of a regulated company is less than that found in many other industries, but, in ex-
change for accommodating that reduced risk, the allowed rate of return is also less.

Behaviorally, that translates into incentives for companies to avoid taking on high levels
of risks, as there is more downside than upside potential in taking risks. As a result, the electric
utility industry has rarely taken a leadership role in either developing or deploying new technol-
ogy. Indeed, so great is the risk aversion, that electric utilities, as an industry, invest less in re-
search and development than any other major sector of American industry.

Because of that risk aversion, electric utilities have been very protective of their mo-

nopoly position, seeing little benefit and substantial risk for themselves in opening up the mar-

tion and public policy interests that can only be protected through regulatory intervention. Moreover,
competitive markets themselves are only viable with clear and enforceable “rules of the game,” and those
are only viable through government intervention of some sort. The existence of competition and its ongo-
ing viability depend on measured and carefully calibrated regulation, not for its elimination.

*’ The reasonable opportunity to recover costs is not a guarantee. It is merely an assurance that
no barriers will be erected to preclude such recovery by a competently and prudently managed company.
The fact that it is not a simple “cost plus” regime is because regulated companies need to be provided
with an incentive to perform well. While there has been continual debate over the nature of that incen-
tive, as discussed above, nothing in that discussion changes the fundamental paradigm.
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ket.*® The inherent risk aversion of electric utilities, or perhaps more fairly stated, the manage-
ment mindset shaped by a regulatory regime that was perceived as more likely to penalize than
to reward risk taking, makes it questionable if they are the appropriate parties to be entrusted
with the deployment of new technology which opens up new opportunities for customers to
both reduce the amount of energy they purchase, something which could not only reduce reve-
nues, but also defer the need for the types of new capital investment that have been the source
of utility profits for more than a century. This is especially true where there is the double risk
that technology could become obsolescent before its physical life has been exhausted and
where revenues could be diminished.

The possibility of more customer control over consumption also presents the opportuni-
ty for new players in the retail market who can assist consumers in becoming more efficient in
their use of energy.* In fact, since such new players would have their revenue largely depend-
ent on energy saving and efficiency gains, they would be well motivated to encroach on utility

sales. It should also be noted, that the entry of new players anxious to compete in order to

%% When utilities saw benefits in agreeing to lose market power, it was usually because they saw a
benefit for them. An example of that was the recovery of “stranded assets” (i.e., the difference between
the book value of assets vs. the market value of assets after opening the market to competition), that
accompanied industry restructuring in the 1990s. Another example of allowing more competition in ex-
change for a benefit was lower cost utility generators giving up some degree of market power in exchange
for being allowed to price their product at market rather than regulated rates.

* The potential new entrants could range from energy service companies (ESCO’s), to web-based
purveyors and administrators of information and information technology, energy marketers, unregulated
affiliates of utilities, or other sorts of entrepreneurial entities.
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achieve more efficient consumption of energy is quite consistent with the public interest of a
more energy efficient economy. To fully engage, however, these new entrants would have to
contend with very significant barriers to entry posed by utilities which have no particular inter-
est in facilitating their market entry, and are very likely, as discussed above, to have powerful
incentives to oppose them. In short, there is a great opportunity for new, well motivated en-
trants to compete for customers in the deployment and maximizing the value of Smart Grid as-
sets, and to promote energy efficiency, but they face barriers posed by equally motivated in-
cumbents who see the new entrants as having the potential to cause very serious erosion of
their revenues. It is a classic case for closely examining the issue associated with the evolution of
competition policy in this area of endeavor, as this paper endeavors to do.

It is important to note that it is not the assertion of the authors of this paper that all
new entrants are necessarily good for consumers or the economy, nor that all utilities are crass
monopolists intent on stopping change. The world is far too complicated for such stereotypes,
and few industries, regulated or unregulated, are monolithic in action and reaction.

Indeed, electric utilities have responded in quite diverse ways to both competition and
to energy efficiency. Similarly, the ranks of energy service companies are filled with well inten-
tioned and effective entrepreneurs as well as of companies that did not do well by the custom-
ers they served. Rather than judging the behavior of the actors involved, it is simply the thesis of
this paper that the promise of Smart Grid and the potential efficiency gains associated with it,

are best served by competition, but that there are barriers that may well impede its evolution.
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In that context, six potential barriers merit examination. They are, as follows:

1. Control of, and access to, customer information;

2. Standardization and interoperability;

3. Access to the grid and market information;

4. Meter Ownership/control and billing;

5. State Action Doctrine; and

6. Tying Arrangements.
After our discussion of antitrust law in section Ill, we turn to a specific discussion of this six is-
sues in section IV of this paper, beginning at page 58.

In dealing with these and other issues regarding competition policy, there are essentially
two basic approaches: the application of Antitrust law, and the development of sector specific
competition policy. It is the purpose of this paper to examine the relevance and efficacy of both

of these approaches.
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SECTION Ill: Smart Grid and Antitrust Law
A. Competition as the National Economic Goal

The United States is committed to competition as the overriding policy in our economy.
As the Supreme Court expressed it,

In enacting the Sherman Act, however, Congress mandated
competition as the polestar by which all must be guided in or-
dering their business affairs. It did not leave this fundamental
national policy to the vagaries of the political process, but es-
tablished a broad policy, to be administered by neutral courts,
which would guarantee every enterprise the right to exercise
“whatever economic muscle it can muster. . .

»n4l «

There is without dispute a “national policy in favor of competition. [O]ur traditional national

policy, reflected in the antitrust laws, [insists] upon the primacy of competition as the touch-

stone of economic regulation.”*?

The Antitrust Division of the Department of Justice and the Federal Trade Commission
both enforce the antitrust laws on behalf of the government. Both agencies are committed to
protecting competition in every type of market. As the head of the Antitrust Division said,

»43 «

“Competition is a cornerstone of our nation’s economic foundation. [A]ntitrust enforcement

%0 Lafayette v. La. Power & Light Co., 435 U.S. 389 (U.S. 1978), citing United States v. Topco Asso-
ciates, 405 U.S. 596, 610 (1972).

* Southern Motor Carriers Rate Conference v. United States, 471 U.S. 48 (1985).
*2 penn-Central Merger & N & W Inclusion Cases, 389 U.S. 486 (1968).

* Christine A. Varney, before the Subcommittee On Antitrust, Competition Policy And Consumer
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helps keep markets competitive, protecting consumers and spurring innovation.”**

B. Application of Antitrust Law as a Tool to Achieve Smart Grid Technology

We assume for purposes of this paper that an incumbent utility would refuse to install
an open-access, information-sharing smart meter, and that the question is whether there is any
antitrust remedy for that refusal.

At first sight, the refusal of a utility to allow competitive access to a utility-installed
smart meter, or otherwise cooperate with smart-grid competitors, could in theory be attacked
by private plaintiffs or by government action. However, as we explain, we believe there are seri-
ous complications with facts and legal theories that make antitrust litigation an inefficient way
to achieve this end.

Let us consider possible legal theories private plaintiffs could in theory bring.

First, a private plaintiff could in theory allege that the utility tied the provision of a smart
meter to the delivery of electric service and that this was a tying arrangement, and therefore an

unreasonable restraint of trade under Section One of the Sherman Act.** However, the utility

Rights, Committee On The Judiciary, United States Senate, “Oversight Of The Enforcement Of The Anti-
trust Laws,” June 9, 2010.

* Christine A. Varney, before the Committee on Commerce, Science and Transportation, United
States Senate, “Consumers, Competition, and Consolidation in the Video and Broadband Market,” March
11, 2010.

*> Section 1 of the Sherman Act states in relevant part: “Every contract, combination in the form
of trust or otherwise, or conspiracy, in restraint of trade or commerce among the several States, or with
foreign nations, is declared to beiillegal.” 15 U.S. C. § 1.
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would probably argue in response that since it provides the meter free of charge, there is no
sale of a tied product, and therefore no tying arrangement as a matter of law.

A private plaintiff could also claim that the utility was using its legitimately-acquired
natural monopoly power in the delivery of electricity to illegally extend its monopoly into a dif-
ferent market, the market for Smart Grid services. If that allegation were proven, the actions
would be a violation of Section Two of the Sherman Act that regulates monopolies.*® However,
the utility, if it chose to defend the case, would probably argue that it is engaging in its own ser-
vice improvements that are designed to serve its customers and enhance the quality of their
local service, that its actions demonstrate a desire to compete vigorously on the merits (as op-
posed to illegally excluding competitors), and that the policies involved properly belong to the
legislative or agency branches of the government and not the courts.

In addition to challenges by private plaintiffs, the utility’s actions could in theory be at-
tacked by federal or state antitrust enforcers, who could make the same allegations (and meet
the same objections), unless a utility chose to settle and provide the relief desired. In addition,
the Federal Trade Commission could hypothetically use Section 5 of the FTC Act, which generally

prohibits “unfair methods of competition” that are not caught by other antitrust laws. Section 5

*® Section 2 of the Sherman Act states: “Every person who shall monopolize, or attempt to mo-
nopolize, or combine or conspire with any other person or persons, to monopolize any part of the trade
or commerce among the several States, or with foreign nations, shall be deemed guilty of a felony, and,
on conviction thereof, shall be punished by fine not exceeding $ 10,000,000 if a corporation, or, if any
other person, $ 350,000, or by imprisonment not exceeding three years, or by both said punishments, in
the discretion of the court.” 15U.S. C. § 2.
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is a broader antitrust remedy, and the FTC sees its mission as using section 5 to attack restraints
that do not fall squarely within the Sherman Act.”’

Litigation of this type is, however, neither the best nor, perhaps, even a practical vehicle
to deliver the type of relief sought by those who want to promote the establishment of a smart
meter technology.*® This is because there are too many open issues or uncertain facts and issues
to make the cost of litigation a practical and economical remedy. Furthermore, litigation would
be extremely unlikely to deliver a carefully-structured, open-access system, with non-discrimina-
tory standard-setting provisions, that would provide a sound foundation for competition in the
smart-meter market.

One might point out, by analogy, that open electric transmission service was achieved
by FERC in Order No. 888;*° but it could almost certainly never have been achieved by antitrust
litigation, even though the thrust of antitrust law is to enhance competition.™

In the same vein, some people occasionally recall Judge Harold Greene’s order that

broke up AT&T, and consider that a possible precedent to achieve competitive industry reorgan-

* Karin A. DeMasi and Jonathan J. Clarke, “Section 5 of the FTC Act and the End of Antitrust
Modesty,” Antitrust & Trade Edition of Bloomberg Law Reports, June 28, 2010.

* It is however likely that a smart-grid competitor does have standing to bring an antitrust case.

9 Promoting Wholesale Competition Through Open Access Non-Discriminatory Transmission
Services by Public Utilities, 61 Fed. Reg. 21540 (1996); see New York, supra, at 10-12, 122 S. Ct. 1012, 152
L. Ed. 2d 47.

>0 Morgan Stanley Capital Group Inc. v. Pub. Util. Dist. No. 1, 554 U.S. 527 (2008).
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izations. But what most fail to realize is that the case, United States v. Western Electric Company
and American Telephone and Telegraph, was actually started in 1949 and ended in 1982. And it
was a negotiated consent decree that ended the case. We do not consider that case to be an
effective or economical precedent for relief here.

We now turn to an examination of the merits of each of the hypothetical possible anti-
trust claims.
C. Monopolization

One seemingly logical line of attack would be to charge that the local utility, which has a

III

legal or “natural” monopoly® in the delivery of power, is using that legal monopoly to monopo-
lize or attempt to monopolize a different market, the market for “smart meters.”

As the following discussion indicates, we believe there are, at a minimum, serious prob-
lems with the requirement to prove a relevant product market, and to prove intent to monopo-
lize, or (for attempted monopolization), the even higher burden of “specific intent.”

The offense of monopolization “under § 2 of the Sherman Act has two elements: (1) the
possession of monopoly power in the relevant market and (2) the willful acquisition or mainte-
nance of that power as distinguished from growth or development as a consequence of a supe-

rior product, business acumen, or historic accident.” United States v. Grinnell Corp., 384 U.S.

563, 570-71 (1966). This last is generally referred to as “intent to monopolize.”

L A “natural monopoly” is control of a market due to “the economic waste resulting from dupli-
cate service facilities.” Community Builders v. Phoenix, 652 F.2d 823, 829 (9th Cir. 1981).


../Local%20Settings/Temporary%20Internet%20Files/Content.Outlook/TEMP/Temporary%20Internet%20Files/Local%20Settings/Temporary%20Internet%20Files/Content.Outlook/AppData/Local/TEMP/research/buttonTFLink?_m=3b905067534f9bc0f526990b91c43749&_xfercite=%3ccite%20cc=%22USA%22%3e%3c!%5bCDATA%5b50%20Fed.%20Appx.%20671%5d%5d%3e%3c/cite%3e&_butType=3&_butStat=2&_butNum=92&_butInline=1&_butinfo=%3ccite%20cc=%22USA%22%3e%3c!%5bCDATA%5b384%20U.S.%20563,%20570%5d%5d%3e%3c/cite%3e&_fmtstr=VKWIC&docnum=1&_startdoc=1&wchp=dGLzVtz-zSkAA&_md5=
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Monopoly power itself is the “power to control prices or exclude competition” without
any threat that competitors or the marketplace can correct the actions. United States v. E.I. du
Pont de Nemours & Co., 366 U.S. 316, 391 (1961). Unless there is “direct evidence” of monopoly
power,”> which is rare, monopoly power must be proven by “indirect evidence.” This requires
that it must be measured with reference to a specific product and geographic market, since,
“without a definition of that market there is no way to measure [the defendant’s] ability to less-

"33 Market definition in an antitrust case is always a factual question,

en or destroy competition.
based exclusively on the particular facts of any case.>

To determine the market, you need to look at all customer alternatives. “[N]Jo more def-

>2 Broadcom Corp. v. Qualcomm Inc., 501 F.3d 297, 307 (3d Cir.2007): “The existence of monopo-
ly power may be proven through direct evidence of supracompetitive prices and restricted output.” Unit-
ed States v. Microsoft Corp., 346 U.S. App. D.C. 330, 253 F.3d 34, 51 (D.C. Cir. 2001) (en banc); Rebel Oil
Co. v. Atl. Richfield Co., 51 F.3d 1421, 1434 (9th Cir. 1995).” See also PepsiCo, Inc. v. Coca-Cola Co., 315
F.3d 101, 107 (2d Cir. 2002): monopoly power “may be proven directly by evidence of the control of pric-
es or the exclusion of competition, or it may be inferred from one firm’s large percentage share of the
relevant market.”

> Walker Process Equipment, Inc. v. Food Machinery & Chemical Corp., 382 U.S. 172, 177 (1965)

>* “The proper market definition in this case can be determined only after a factual inquiry into
the ‘commercial realities’ faced by consumers. United States v. Grinnell Corp., 384 U.S. at 572 .” Eastman
Kodak Co. v. Image Tech. Servs., 504 U.S. 451 (1992). In addition, see E. I. du Pont de Nemours & Co. v.
Kolon Indus., 637 F.3d 435 (4th Cir. 2011): “market definition is a question of fact. . . .” Coastal Fuels of
Puerto Rico, Inc. v. Caribbean Petroleum Corp., 79 F.3d 182, 196 (1st Cir. 1996) (quoting Weiss v. York
Hosp., 745 F.2d 786, 825 (3d Cir. 1984)); see also, e.g., Oahu Gas Serv., Inc. v. Pac. Res., Inc., 838 F.2d 360,
363 (9th Cir. 1988) (“Our previous decisions establish that both market definition and market power are
essentially questions of fact.”); Westman Comm’n Co. v. Hobart Int’l, Inc., 796 F.2d 1216, 1220 (10th Cir.
1986) (“We recognize that market definition is a question of fact . . . .”); Heatransfer Corp. v.
Volkswagenwerk, A.G., 553 F.2d 964, 979 (5th Cir. 1977) (“Relevant market is essentially a question of fact

).
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inite rule can be declared than that commaodities reasonably interchangeable by consumers for

the same purposes make up that part of the trade or commerce, monopolization of which may

| »55 “e

be illega The classic test is that “‘reasonable interchangeability of use or the cross-elasticity

"% A proper market definition that

of demand,” determines the boundaries of a product market.
includes all reasonable customer alternatives is mandatory.”’ If the plaintiff cannot correctly de-
fine a product and geographic market, the case will be dismissed. For obvious reasons, product
market definition is often the most contested and decisive part of an antitrust case.

In the particular situation of hypothetical smart meter litigation, it is likely that a utility
will argue first that no market exists for smart meters. They might argue this based on a claim
that few, if indeed any jurisdictions in the United States, allow individual consumers to buy and
install electric meters. (The situation may be different for industrial customers.) So the first
problem is whether “meters” are a market at all, as opposed to “smart grid services.”

Even if meters were to constitute a market, a utility would probably argue that the

product market consists of all alternatives to which a customer could turn for “smart meter”

services, including alternatives provided by incumbent utilities or by Google-type providers over

> United States v. E.I. du Pont de Nemours & Co., 351 U.S. 377, 395 (1956).
*® United States v. Grinnell Corp., 384 U.S. 563 (U.S. 1966).

> Andela v. Am. Ass’n for Cancer Research, 389 Fed. Appx. 137 (3d Cir. Pa. 2010): “Where the
plaintiff fails to define its proposed relevant market with reference to the rule of reasonable interchange-
ability and cross-elasticity of demand, or alleges a proposed relevant market that clearly does not encom-
pass all interchangeable substitute products even when all factual inferences are granted in plaintiff’s
favor, the relevant market is legally insufficient and a motion to dismiss may be granted).”
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the internet, wi-fi, or mobile devices.

Whether these arguments are true or not we are unable to determine at this time.
However, it is likely that the market definition could require extensive economic and engineer-
ing testimony to determine whether Google-type competitors, or indeed, any other form of pos-
sible competition, could offer a reasonably interchangeable service to consumers, even if those
services did not have access to customer information or energy usage from the local utility. If
those alternatives were not possible, that would obviously support the plaintiffs’ case.

However, if there were alternatives, the market definition would obviously broaden to
include them, which would reduce or eliminate the likelihood that a utility had, or could achieve,
monopoly power in the market for smart meter services.

So far, we have discussed the market definition requirement. We now turn to the basics
of a monopolization claim.

The offence of monopolization occurs when monopoly power is coupled with anticom-
petitive intent, or, as Grinnell put it, “the willful acquisition or maintenance” of monopoly pow-
er. This essentially means (1) monopoly power coupled with (2) an intent to monopolize.

As we saw, “monopoly power is the present power to control prices or exclude competi-

758

tion.”*® Some courts infer it from a high market share,* but the real test is whether the alleged

*% United States v. E. I. Du Pont de Nemours & Co., 351 U.S. 377, 391 (1956).

**E. 1. du Pont de Nemours & Co. v. Kolon Indus., 637 F.3d 435 (4th Cir. 2011):
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monopolist can exert functional control over the marketplace.®® For example, a regulated utility
has 100% of its franchise market, but no power to set its own prices. As another example, a pa-
tent holder of an obsolete technology may have 100% of the market, but the market may be on
the verge of expanding to include new technologies that will overwhelm the incumbent. (Word-
Perfect moved from “market dominance” to total eclipse during only a brief, three-to-five year
period.)

To apply these monopoly power standards in the context of a smart meter litigation, the
plaintiff would need to prove that the utility currently has an extremely high market share in the
overall smart meter market, that there are no alternate technologies available to the consumer

that would expand the market, and that there are barriers to entry into a properly-defined mar-

“Supreme Court cases, as well as cases from this court, suggest that
absent special circumstances, a defendant must have a market share
of at least 50 percent before he can be guilty of monopolization.”).
Further, some courts have also focused on the durability of the de-
fendant’s market power, particularly with an eye toward other firms’
(in)ability to enter the market. See, e.g., Reazin v. Blue Cross & Blue
Shield of Kansas, Inc., 899 F.2d 951, 967-68 (10th Cir. 1990).

% courts generally require stronger and more functional demonstrations than mere market
shares. See PepsiCo, Inc. v. Coca-Cola Co., 315 F.3d 101, 109 (2d Cir. 2002):

Coca-Cola had only a 64 percent share of the total fountain syrup sales
by these three suppliers. Absent additional evidence, such as an ability
to control prices or exclude competition, a 64 percent market share is
insufficient to infer monopoly power. See Tops Mkts., 142 F.3d at 99
(holding that “a share between 50% and 70% can occasionally show
monopoly power,” but only if other factors support the inference);
ALCOA, 148 F.2d at 424 (L. Hand, J.) (expressing doubt that 64 percent
market share is enough to constitute a monopoly).
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ket that would prevent any new competitor from entering.®* Again, the question here is whether
the utility has the ability to prevent other companies from supplying consumers with smart me-
ter services, even if those services are based on different approaches or technologies, and in-
corporate different sources of desirable or essential information.

Assuming that a plaintiff could prove that a utility had present monopoly power, we

1.2 1t must be coupled with

note that the possession of monopoly power is in itself not illega
proof of anticompetitive intent. However, proving the existence of anticompetitive intent has
become more difficult since Grinnel was decided in 1966. This is in part because courts have in
general become more reluctant to punish companies merely because their aggressive actions

result in harm to competitors.

Harm to competitors is definitely not the focus of the antitrust laws. “The purpose of

® Broadcom Corp. v. Qualcomm Inc., 501 F.3d 297, 307 (3d Cir. N.J. 2007):

Barriers to entry are factors, such as regulatory requirements, high
capital costs, or technological obstacles, that prevent new competition
from entering a market in response to a monopolist’s supracompeti-
tive prices. Microsoft, 253 F.3d at 51; Rebel Oil, 51 F.3d at 1439; see
also Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574,
591 n.15, 106 S. Ct. 1348, 89 L. Ed. 2d 538 (1986) (“[W]ithout barriers
to entry it would presumably be impossible to maintain supracompeti-
tive prices for an extended time.”).

82 “[M]ere possession of monopoly power is not illegal. A monopolist which achieves that status

because of “a superior product, business acumen, or historic accident” cannot be faulted. Such monopo-
lists are “tolerated but not cherished” because of “considerations of fairness and the need to preserve
proper economic incentives.” However, if a monopolist abuses its monopoly power and acts in an unrea-
sonably exclusionary manner vis-a-vis rivals or potential rivals, then § 2 [of the Sherman Act] is violated.
Byars v. Bluff City News Co., 609 F.2d 843, 853 (6th Cir. 1979); see also Paschall v. Kansas City Star Co., 727
F.2d 692 (8th Cir. Mo. 1984).
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the antitrust laws . . . is ‘the protection of competition, not competitors.”” Atlantic Richfield Co.
v. USA Petroleum Co., 495 U.S. 328, 338, quoted with approval in Leegin Creative Leather Prods.
v. PSKS, Inc., 551 U.S. 877 (U.S. 2007).
It is critical to note that even vindictive actions do not necessarily give rise to an anti-

trust violation. Brooke Group v. Brown & Williamson Tobacco Corp., 509 U.S. 209 (1993):

Even an act of pure malice by one business competitor against

another does not, without more, state a claim under the federal

antitrust laws; those laws do not create a federal law of unfair

competition or “purport to afford remedies for all torts commit-

ted by or against persons engaged in interstate commerce.”
Hunt v. Crumboch, 325 U.S. 821, 826 (1945).

The intent that is required to prove the offense of monopolization is intent to harm the
competitive process. In the area of new or changing technology, courts in general have become
more cautious to infer this from ambiguous actions, because they are afraid of accidentally
chilling competition in a new market they may not understand.

Furthermore, courts have become more aggressive than earlier courts in distinguishing
between genuine antitrust violations and violations of other laws. In Verizon Communs., Inc. v.
Law Offices of Curtis V. Trinko, LLP, 540 U.S. 398 (2004), the Supreme Court confronted an anti-
trust charge in the context where a monopolist (the local telephone company) violated a federal
tele-communications statute to retain its local-service monopoly and prevent other competitors
from serving its territory. That decision has became a landmark case in antitrust law.

Verizon was originally a local-service phone company that enjoyed a natural monopoly.
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The Telecommunications Act of 1996 imposed requirements on Verizon to allow would-be local
competitors to have access to individual components of Verizon’s network to compete in the
local-service market. Verizon apparently breached the provisions of the Telecommunications
Act. The plaintiff (a lawyer) brought a monopolization case against Verizon.

The Supreme Court emphasized that antitrust policy should not condemn companies
that have achieved monopoly power, even when they excluded competitors, unless there is
some clear anticompetitive intent. 540 U.S. at 407:

The mere possession of monopoly power, and the concomitant
charging of monopoly prices, is not only not unlawful; it is an
important element of the free-market system. The opportunity
to charge monopoly prices—at least for a short period—is what
attracts “business acumen” in the first place; it induces risk tak-
ing that produces innovation and economic growth. To safe-
guard the incentive to innovate, the possession of monopoly
power will not be found unlawful unless it is accompanied by an
element of anticompetitive conduct.

The Court further elaborated on the inference of anticompetitive intent based on a re-
fusal to share facilities, 540 U.S. at 407-408 (our emphasis):

Firms may acquire monopoly power by establishing an infra-
structure that renders them uniquely suited to serve their cus-
tomers. Compelling such firms to share the source of their ad-
vantage is in some tension with the underlying purpose of anti-
trust law, since it may lessen the incentive for the monopolist,
the rival, or both to invest in those economically beneficial facil-
ities. Enforced sharing also requires antitrust courts to act as
central planners, identifying the proper price, quantity, and oth-
er terms of dealing—a role for which they are ill suited. Moreo-
ver, compelling negotiation between competitors may facilitate
the supreme evil of antitrust: collusion. Thus, as a general mat-
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ter, the Sherman Act “does not restrict the long recognized right
of [a] trader or manufacturer engaged in an entirely private
business, freely to exercise his own independent discretion as to
parties with whom he will deal.” United States v. Colgate & Co.,
250 U.S. 300, 307, 63 L. Ed. 992, 39 S. Ct. 465, 1919 Dec.
Comm’r Pat. 460 (1919).

It is clear that Verizon could, under the proper circumstances, support a finding of anti-
competitive harm in the exclusion of a competitor. And, in Verizon, the Court did mention Aspen
Skiing Co. v. Aspen Highlands Skiing Corp., 472 U.S. 585, 601 (1985), a case that was once con-
sidered some authority for a mandatory duty to deal with competitors (although no longer).

In that case, a number of ski resorts in Aspen, Colorado, entered into a jointly-offered
ski ticket that would allow skiers to ski at any one of the mountains in the Aspen area. The ticket
had been offered for several years. Then, Aspen Skiing, the most important ski facility, with-
drew. This was a calamity for the remaining companies, since no skier would buy a ticket that
did not include Aspen Skiing facilities.

The plaintiff, one of the remaining ski facilities, tried to make agreements with the with-
drawing company, going so far as to offer to buy its ski tickets at retail in order to offer them to
its customers. The withdrawing company refused any compromise.

In that case, the Supreme Court upheld the finding of monopolization. But the Court ex-
plained an important basis of the decision was that the defendant itself could not cite any legit-

imate business reason for its actions, and that, in fact, its own actions appeared contrary to its

own economic self-interests. 472 U.S. at 608 (our emphasis):
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Perhaps most significant, however, is the evidence relating to
Ski Co. itself, for Ski Co. did not persuade the jury that its con-
duct was justified by any normal business purpose. Ski Co. was
apparently willing to forgo daily ticket sales both to skiers who
sought to exchange the coupons contained in Highlands’ Adven-
ture Pack, and to those who would have purchased Ski Co. daily
lift tickets from Highlands if Highlands had been permitted to
purchase them in bulk. The jury may well have concluded that
Ski Co. elected to forgo these short-run benefits because it was
more interested in reducing competition in the Aspen market
over the long run by harming its smaller competitor. That con-
clusion is strongly supported by Ski Co.’s failure to offer any ef-
ficiency justification whatever for its pattern of conduct.

However, the Supreme Court did not endorse a broad duty to deal with competitors. To the
contrary, it warned as follows, 472 U.S. at 601 (our emphasis):

The absence of an unqualified duty to cooperate does not mean
that every time a firm declines to participate in a particular co-
operative venture, that decision may not have evidentiary sig-
nificance, or that it may not give rise to liability in certain cir-
cumstances. The absence of a duty to transact business with
another firm is, in some respects, merely the counterpart of the
independent businessman’s cherished right to select his custom-
ers and his associates. The high value that we have placed on
the right to refuse to deal with other firms does not mean that
the right is unqualified.

Obviously, this right not to deal has its own limits, as the Court indicated with its refer-

ence to Lorain Journal Co. v. United States, 342 U.S. 143 (1951).® However, the right to refuse to

#n Aspen Skiing, 472 U.S. at 601, the Court cited Lorain Journal Co. v. United States, 342 U.S.
143 (1951), and observed:

we squarely held that this right was not unqualified. Between 1933
and 1948 the publisher of the Lorain Journal, a newspaper, was the
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deal with a competitor can be a difficult subject that also invokes the issue of whether the duty
to share a competitive asset could actually diminish competition.

In Verizon, 540 U.S. at 409, the Supreme Court characterized Aspen Skiing as “at or near
the outer boundary of § 2 liability.” It also emphasized that the Aspen Skiing case hinged around
the critical issue of a termination of what had been a long-term, mutually-profitable arrange-
ment.

Verizon, in contrast, was not based on any pre-existing history of cooperation, or in-
deed, any voluntary cooperation at all. To the contrary, Verizon itself was compelled to deal
with the other companies due exclusively to an interconnection statute that allowed new com-
panies to compete in Verizon’s service area, and was compelled to offer packets of technical
services that it had never marketed at all to anyone. (In this regard, it is worth noting that the
restructuring and opening of the local telecommunications market, that lay behind the Verizon
case, was achieved exclusively by legislation, and not by any stand-alone antitrust litigation.)

In Verizon, the Supreme Court also emphasized that there was no history of selling any

of the individual telecommunications components used by Verizon that the entrants wanted

only local business disseminating news and advertising in that Ohio
town. In 1948, a small radio station was established in a nearby com-
munity. In an effort to destroy its small competitor, and thereby regain
its “pre-1948 substantial monopoly over the mass dissemination of all
news and advertising,” the Journal refused to sell advertising to per-
sons that patronized the radio station.
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and needed to provide local service. 540 U.S. at 410 (our emphasis):

In the present case, by contrast, the services allegedly withheld
are not otherwise marketed or available to the public. The shar-
ing obligation imposed by the 1996 Act created “something
brand new”--"the wholesale market for leasing network ele-
ments.” Verizon Communs., Inc. v. FCC, 535 U.S. 467, at 528. The
unbundled elements offered pursuant to § 251(c)(3) exist only
deep within the bowels of Verizon; they are brought out on
compulsion of the 1996 Act and offered not to consumers but
to rivals, and at considerable expense and effort. New systems
must be designed and implemented simply to make that access
possible—indeed, it is the failure of one of those systems that
prompted the present complaint.

In short, Verizon had violated a federal statute that was designed to increase competi-
tion in the local telecommunications market. In spite of that, the Supreme Court concluded that,
despite its refusal to help assist competitors enter its market, Verizon was not guilty of any anti-
trust violation. 540 U.S. at 410:

We conclude that Verizon’s alleged insufficient assistance in the
provision of service to rivals is not a recognized antitrust claim

under this Court’s existing refusal-to-deal precedents.*

In a similar and more recent case, Pac. Bell Tel. Co. v. linkLine Communs., Inc., 555 U.S.

* The Verizon case is perhaps a classic example of why the authors of this paper contend that,
while antitrust principles are important to implement in the smart-meter context, antitrust laws may,
ironically, not be the most effective means of achieving the fulfillment of them. As will be more fully dis-
cussed below, the formulation and enforcement of broad competition policy with ongoing regulatory
monitoring and oversight, can be more effective. While the use of regulation to achieve a fully competi-
tive market may seem counter-intuitive in the sense that regulation and competition are often seen as
antithetical to one another, the fact that electricity is a business with a history of monopolistic character-
istics, essential or bottleneck facilities, regulated average cost pricing, and the pattern of consumer be-
havior that is the result of those characteristics, the use of regulation to overcome the legacies of the past
to achieve a more open and competitive market, is not as counter-intuitive as it may appear to be at first
blush.
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438 (U.S. 2009), the Supreme Court similarly stated:

the defendant has no antitrust duty to deal with its rivals at
wholesale; any such duty arises only from FCC regulations, not
from the Sherman Act.

These cases emphasize the judicial reluctance to infer the required intent to monopolize
purely from exclusionary behavior. This is because aggressive competition may also be con-

sistent with the exclusion of competitors during fierce but legitimate competition.*® Indeed, in

®Ina speech on “Antitrust Issues in Standard Setting,” given at the 2d Annual Seminar on IT
Standardization and Intellectual Property, Hill B. Wellford, Counsel to the Assistant Attorney General Anti-
trust Division, U.S. Department of Justice, explained the difference between unacceptable aggression and

fair competition, and the impact of fair competition on other competitors:

We ask questions about the strength of the competitive process, not
harm to particular competitors, because harm to competitors, by it-
self, tells us nothing: vigorous competition always puts pressure on
competitors, and often some competitors will exit a market or go out
of business as a result. When Competitor A's conduct causes Competi-
tor B to lose market share, the normal explanation is simply that Com-
petitor B has not provided as good a value to the customer — Competi-
tor A's quality is higher, its price is lower, its sales methods are more
aggressive and creative, or it has innovated in some way. In such a
context, Competitor B's loss of market share does not represent a loss
of competition; instead, it represents the most efficient allocation of
resources based on customer choice, which is the essence of a strong
competitive environment. The reduction in one competitor's market
share, even where that competitor is prominent, usually has no impact
on the competitive landscape; in order words, it usually does not af-
fect the incentives of the remaining competitors (incumbents and new
entrants) to keep quality high, to keep prices low, to introduce new
products, or otherwise strive to win customers. It follows that if Com-
petitor A drives Competitor B out of business, this generally will not
violate the antitrust laws — even where Competitor A uses practices
that seem “unfair” — if many other competitors exist and the competi-
tive landscape is essentially unchanged. Thus, when we focus on
“competition, not competitors,” we focus on whether the competitive
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Verizon, 540 U.S. at 414, the Court specifically warned that “/[m]istaken inferences and the re-
sulting false condemnations’ are especially costly, because they chill the very conduct the anti-
trust laws are designed to protect,” citing Matsushita Elec. Industrial Co. v. Zenith Radio Corp.,
475 U.S. 574, 594 (1986). Similarly, in Spectrum Sports v. McQuillan, 506 U.S. 447, 458-459
(1993), the Court again emphasized the difficulty of identifying anti-competitive behavior:

It is sometimes difficult to distinguish robust competition from

conduct with long-term anticompetitive effects; moreover, sin-

gle-firm activity is unlike concerted activity covered by § 1,

which “inherently is fraught with anticompetitive risk.” Copper-
weld, 467 U.S. at 767-7609.

This concern is especially relevant to the introduction of new technologies, particularly
where there is typically debate about the impact of those new technologies on competition. In
the smart-meter context, one can reasonably expect an incumbent utility to raise a defense to
an antitrust claim that it selected a particular form of smart-meter technology for reasons of
efficiency and utility, and ultimately, to allow it, the utility, to serve and benefit the consumer. In
the recent Allied Orthopedic Appliances Inc. v. Tyco Health Care Group LP, 592 F.3d 991, 1000
(9th Cir. 2010), the court there warned:

To weigh the benefits of an improved product design against
the resulting injuries to competitors is not just unwise, it is un-
administrable. There are no criteria that courts can use to calcu-

late the “right” amount of innovation, which would maximize
social gains and minimize competitive injury. A seemingly minor

process itself has been undermined, not the harm to any one company
or subset of companies.
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technological improvement today can lead to much greater ad-
vances in the future. The balancing test proposed by plaintiffs
would therefore require courts to weigh as-yet-unknown bene-
fits against current competitive injuries. Our precedents and the
precedents we have relied upon strongly counsel against such a
test.

This point was made with great force in United States v. Microsoft Corp., 147 F.3d 935,
948, 331 U.S. App. D.C. 121 (D.C. Cir. 1998), where the court wrote:

Antitrust scholars have long recognized the undesirability of
having courts oversee product design, and any dampening of
technological innovation would be at cross-purposes with anti-
trust law.

Allied Orthopedic Appliances expanded on this theme of the difficulty of judicial regula-
tion of the competitive aspects of new markets or products, and the fact that courts are reluc-
tant to place restraints on product development or improvement in the name of promoting
competition:

product improvement by itself does not violate Section 2, even
if it is performed by a monopolist and harms competitors as a
result. See IlIB Areeda & Hovenkamp P 776a at 285-86 (3d ed.
2006) (“At the very least, as all courts recognize, product im-
provement without more is protected and beyond antitrust
challenge.”). There is no violation of Section 2 unless plaintiff
proves that some conduct of the monopolist associated with its
introduction of a new and improved product design “constitutes
an anticompetitive abuse or leverage of monopoly power, or a
predatory or exclusionary means of attempting to monopolize
the relevant market.” Foremost, 703 F.2d at 545-46.

There is no room in this analysis for balancing the benefits or
worth of a product improvement against its anticompetitive ef-
fects. If a monopolist’s design change is an improvement, it is
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“necessarily tolerated by the antitrust laws,” id. at 545, unless
the monopolist abuses or leverages its monopoly power in
some other way when introducing the product. To hold other-
wise “would be contrary to the very purpose of the antitrust
laws, which is, after all, to foster and ensure competition on the
merits.” Id. at 544.
Similarly, in United States v. Microsoft Corp., 253 F.3d 34, 65, 346 U.S. App. D.C. 330
(D.C. Cir. 2001), that court wrote:

“[a]s a general rule, courts are properly very skeptical about
claims that competition has been harmed by a dominant firm’s
product design changes.”
Again, this does not mean that technological claims are immune from antitrust review.*
They obviously are not. However, in anticipating likely defenses, we would typically expect a
defending incumbent utility to raise “new technology” arguments to argue that its competitive

strategy was designed to promote aggressive competition, and should not be considered to be

evidence of the “anticompetitive intent” that is a required element of monopolization.

% Allied Orthopedic Appliances Inc. v. Tyco Health Care Group LP, 592 F.3d 991, 998 (9th Cir.
2010):

changes in product design are not immune from antitrust scrutiny and
in certain cases may constitute an unlawful means of maintaining a
monopoly under Section 2. Foremost, 703 F.2d at 545. For example, in
United States v. Microsoft, the plaintiffs showed that Microsoft
harmed competition by integrating its Web browser, Internet Explorer,
into the Windows 98 operating system. 253 F.3d at 65-66. Microsoft
provided no “procompetitive justification,” id. at 59, for having inte-
grated Internet Explorer into Windows. Having failed to show “that its
conduct serve[d] a purpose other than protecting its operating system
monopoly,” the D.C. Circuit held that Microsoft had violated Section 2
of the Sherman Act. Id. at 66-67.
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D. Attempt to Monopolize

The prior analysis assumed that the utility would have achieved a present and actual
monopoly in the market for smart meter services.

Assuming that the utility fell short of an actual monopoly, a challenger would have to re-
ly on a claim of “attempt to monopolize,” which means that the utility used an existing monopo-
ly (over the delivery systems, including the meter) to attempt to monopolize a second market,
the smart meter market.

The offence of attempted monopolization requires “proof of a dangerous probability
that they would monopolize a particular market and specific intent to monopolize.” Spectrum
Sports v. McQuillan, 506 U.S. 447, 459 (U.S. 1993). A “specific intent” is a higher burden than the
general intent to monopolize that we have just discussed, and requires proof of “an intent which
goes beyond the mere intent to do the act.” Aspen Skiing Co. v. Aspen Highlands Skiing Corp.,
472 U.S. 585, 602 (1985), quoting United States v. Aluminum Co. of Am., 148 F.2d 416, 432 (2d
Cir. 1945). All the caveats we just discussed about “intent to monopolize” become more attenu-
ated with the higher burden of “specific intent.”

In addition, proof of “dangerous probability of success” requires a full antitrust analysis,
including “a definition of the relevant market and examination of market power.” Spectrum
Sports v. McQuillan, 506 U.S. at 455. A study of the relevant market, as we saw before, would
explore all possible substitutable products, including any alternative technology that might be

available. For example, assuming that there were other (web-based) technologies available that
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could be the basis for competing services, those services might need to be included in the over-
all market, meaning that the ability to show a “dangerous probability of success” may be more
difficult or become impossible.

E. The “Essential Facilities” Doctrine

Another antitrust doctrine that might in theory have been applicable to this situation
was the “essential facility” doctrine.®’

The “essential facility” doctrine was largely based on two cases, United States v. Termi-
nal R. Ass’n, 224 U.S. 383 (1912), and Associated Press v. United States, 326 U.S. 1 (1945). The
“essential facility” doctrine was interpreted by lower courts to mean that there was a duty to
share facilities that were critical to competition and that were too costly as a practical matter to

replicate.®

& However, the leading commentator on antitrust law has written that “Essential facilities is less
a doctrine than an epithet, indicating some exception to the right to keep one’s creations to oneself, but
not telling us what those exceptions are.” Phillip Areeda, “Essential Facilities: An Epithet in Need of Limit-
ing Principles,” 58 Antitrust L.J. 841, 841 (1989).

% |n Morris Communs. Corp. v. PGA Tour, Inc., 364 F.3d 1288, 1292 (11th Cir. 2004), the court
said:

Under the essential facility test, a company that has exclusive control
over a facility essential to effective competition may not deny poten-
tial competitors access to that facility on reasonable terms and condi-
tions if to do so would create or maintain monopoly power in the rele-
vant market. Covad Communications Co. v. BellSouth Corp., 299 F.3d
1272, 1285 (11th Cir. 2002), cert. granted and judgment vacated on
other grounds, 124 S. Ct. 1143, 157 L. Ed. 2d 1040 (2004); MCI Com-
munications Corp. v. AT&T, 708 F.2d 1081, 1132-33 (7th Cir. 1983); see
also Verizon Communications, Inc. v. Law Offices of Curtis V. Trinko,
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However, in Verizon, the Supreme Court distinguished these two foundation cases of
the “essential facility” doctrine as conspiracy cases, saying, 520 U.S. at 410:

These cases involved concerted action, which presents greater
anticompetitive concerns and is amenable to a remedy that
does not require judicial estimation of free-market forces: simp-
ly requiring that the outsider be granted nondiscriminatory ad-
mission to the club.

In contrast, the activity in the smart-meter context involves unilateral conduct by the in-
cumbent utility, meaning that the underlying principle of the “essential facilities” doctrine, as
interpreted by Verizon, may now be missing. Even more to the point, however, the Court stated,
540 U.S. at 410-411:

We have never recognized such a doctrine. . . and we find no

need either to recognize it or to repudiate it here. * * * To the

extent respondent’s “essential facilities” argument is distinct

from its general §2 argument, we reject it.
For these reasons, Verizon has sometimes been regarded as the death knell for the “essential
facilities” doctrine.

These are the problems that we foresee with an attempt to use “monopolization” claims

for relief.

LLP, 540 U.S. 398, 157 L. Ed. 2d 823, 124 S. Ct. 872, 881 (2004) (“The
indispensable requirement for invoking the doctrine is the unavailabil-
ity of access to the ‘essential facilities’; where access exists, the doc-
trine serves no purpose.”). The plaintiff has the burden of proving that
the defendant controls an essential facility that cannot be practically
or economically duplicated. See Covad Communications, 299 F.3d at
1285.
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F. Section 1 of the Sherman Act and Tying Arrangements
In addition to Section 2 of the Sherman Act, that regulates monopolies, Section 1 of the
Sherman Act regulates agreements that unreasonably restrain trade. With the exception of a
very small group of offences that do not apply here, most Section 1 cases are judged under the
Rule of Reason, which means that a judge weights the pro- and anti-competitive effects of an
agreement and then decides whether the restraint is “reasonable” or not.
The classic definition of a Rule of Reason analysis comes from Chicago Board of Trade v.
United States, 246 U.S. 231, 238 (1918):
The true test of legality is whether the restraint imposed is such
as merely regulates and perhaps thereby promotes competition
or whether it is such as may suppress or even destroy competi-
tion. To determine that question the court must ordinarily con-
sider the facts peculiar to the business to which the restraint is
applied; its condition before and after the restraint was im-
posed; the nature of the restraint and its effect, actual or prob-
able. The history of the restraint, the evil believed to exist, the
reason for adopting the particular remedy, the purpose or end
sought to be attained, are all relevant facts.
However, the challenge here would be to identify an agreement that imposes an unrea-
sonable restraint in violation of Section 1. One might argue that the franchise agreement be-
tween the utility and a customer would be a likely candidate. However, it is not at all clear that

these agreements contain the required restrictive provisions. In any event, it is possible that the

relationships between the utility and customer would be covered by regulations that could trig-
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ger the state action doctrine, which is a defense to antitrust claims.®

One could also argue conceptually that the utility-customer agreement or relationship
constitutes a tying arrangement that requires the customer to take a restricted services (non-
competitive) “smart meter” from the utility, as a condition for service.

A tying arrangement is “an agreement by a party to sell one product but only on the
condition that the buyer also purchases a different (or tied) product, or at least agrees that he
will not purchase that product from any other supplier.” Northern Pacific R. Co. v. United States,
356 U.S. 1, 5-6 (1958).

“Such an arrangement violates §1 of the Sherman Act if the
seller has “appreciable economic power” in the tying product
market and if the arrangement affects a substantial volume of
commerce in the tied market. Fortner Enterprises, Inc. v. United
States Steel Corp., 394 U.S. 495, 503, 22 L. Ed. 2d 495, 89 S. Ct.

1252 (1969).” Eastman Kodak Co. v. Image Tech. Servs., 504 U.S.
451 (U.S. 1992).

 FTC v. Ticor Title Ins. Co., 504 U.S. 621, 632-633 (U.S. 1992):

“federal antitrust laws are subject to supersession by state regulatory
programs. * * * The principle of freedom of action for the States,
adopted to foster and preserve the federal system, explains the later
evolution and application of the Parker doctrine in our decisions in
Midcal, supra, and Patrick v. Burget, 486 U.S. 94, 100 L. Ed. 2d 83, 108
S. Ct. 1658 (1988).In Midcal we invalidated a California statute forbid-
ding licensees in the wine trade to sell below prices set by the produc-
er. There we announced the two-part test applicable to instances
where private parties participate in a price-fixing regime. “First, the
challenged restraint must be one clearly articulated and affirmatively
expressed as state policy; second, the policy must be actively super-
vised by the State itself.” 445 U.S. at 105 (internal quotation marks
omitted).
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However, a tying arrangement also requires the sale of each of the two products. “[A]
reasonable trier of fact must be able to find, first, that service and parts are two distinct prod-
ucts, and, second, that Kodak has tied the sale of the two products.” Eastman Kodak Co. v. Im-
age Tech. Servs., 504 U.S. 451 (1992, our emphasis). “[W]e have condemned tying arrangements
when the seller has some special ability — usually called “market power” — to force a purchaser
to do something that he would not do in a competitive market.” Jefferson Parish Hosp. Dist. No.
2 v. Hyde, 466 U.S. 2, 13-14 (1984; our emphasis). A tying arrangement requires “the sale of two
distinct products or services.” Cascade Health Solutions v. PeaceHealth, 502 F.3d 895 (9th Cir.
2007). A “tying arrangement cannot exist when the tying product is not sold to the consumer,
but is provided free of charge.” Stephen Jay Photography, Ltd. v. Olan Mills, Inc., 903 F.2d 988
(4th Cir. 1990), citing Northern Pac. Ry., 356 U.S. at 5; Jefferson Parish, 466 U.S. at 12.

To our knowledge, in the overwhelming number of jurisdictions, if not all of them, the
utility supplies the meter and owns the meter. As a result, it would not be possible to construct
a successful antitrust tying claim based on the tie of a specific type of smart meter to the supply
of distribution service, since there would be a sale of only the distribution service. Two sales are
required for tying.

G. Standard Setting

There is no question that the antitrust policy of this country supports non-

discriminatory, open-access standard setting and condemns standards that are unfairly exclu-

sionary or that hamper competition or innovation.
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For the reasons explained below, these cases do not offer a direct antitrust solution to
establish “smart grid” requirements, because they are based on standard setting practices that
are either the product of conspiracies or monopolization. Conspiracy theories do not apply here,
because at this point, we do not see how a utility would conspire to cripple smart-grid standard
setting, even assuming those standards were currently being set. And, for the reasons already
discussed, we do not believe that a monopolization case would be an effective or economical
way to establish standards.

Many of the original standard-setting cases arose from private trade associations whose
“certifications” were required by a competitor to market their product or to interconnect their
product with other systems. The Supreme Court has condemned corrupt and illegal standard-
setting programs in the leading cases of Am. Soc'y of Mech. Eng'rs v. Hydrolevel, 456 U.S. 556,
571 (U.S. 1982), Radiant Burners, Inc. v. Peoples Gas Light & Coke Co., 364 U.S. 656, 659 (1961),
and Allied Tube & Conduit Corp. v. Indian Head, 486 U.S. 492 (1988). In those cases, in general,
potential competitors were excluded from the competitive marketplace by association denials
of important certifications that were the result of member coercion or anti-competitive influ-
ence, and were not based on objective or performance tests. Those cases emphasize that indus-
try standards must be developed and administered objectively, and not by a company or group
that has with a vested interest in an exclusionary outcome.

These standard-setting cases traditionally sought antitrust relief on the theory the cor-

rupt standard-setting practices amounted to a horizontal conspiracy of the members of the or-
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ganization to exclude competitors in violation of Section 1 of the Sherman Act.”® This obviously
does not mean that all exclusionary standards are illegal, since standards are inherently discrim-
inatory or exclusionary by nature.”* However, the goal of the antitrust laws is to ensure that
there are safeguards to prevent the standards from being perverted to private interests. When

those protections exist, the standards have been upheld as neutral or even affirmatively pro-

7 For example, in Allied Tube & Conduit Corp. v. Indian Head, 486 U.S. 492, 500-501 (1988), the
Supreme Court said:

Typically, private standard-setting associations, like the Association in this
case, include members having horizontal and vertical business relations. See
generally 7 P. Areeda, Antitrust Law P1477, p. 343 (1986) (trade and standard-
setting associations routinely treated as continuing conspiracies of their
members). There is no doubt that the members of such associations often
have economic incentives to restrain competition and that the product stand-
ards set by such associations have a serious potential for anticompetitive
harm. n5 See American Society of Mechanical Engineers, Inc. v. Hydrolevel
Corp., 456 U.S. 556, 571, 72 L. Ed. 2d 330, 102 S. Ct. 1935 (1982). Agreement
on a product standard is, after all, implicitly an agreement not to manufacture,
distribute, or purchase certain types of products. Accordingly, private stand-
ard-setting associations have traditionally been objects of antitrust scrutiny.
See, e. g., ibid.; Radiant Burners, Inc. v. Peoples Gas Light & Coke Co., 364 U.S.
656, 5 L. Ed. 2d 358, 81 S. Ct. 365 (1961) (per curiam). See also FTC v. Indiana
Federation of Dentists, 476 U.S. 447 (1986).

"t Golden Bridge Tech., Inc. v. Motorola, Inc., 547 F.3d 266, 273 (5th Cir. 2008):

We have found it “axiomatic” that a standard setting organization must ex-
clude some products, and such exclusions are not themselves antitrust viola-
tions. See Consol. Metal Prods., 846 F.2d at 294. To hold otherwise would stifle
the beneficial functions of such organizations, as “fear of treble damages and
judicial second-guessing would discourage the establishment of useful indus-
try standards.” Id. at 297. Accordingly, we decline to infer conspiratorial action
on the basis of limited circumstantial evidence, particularly where this evi-
dence is at least as consistent with permissible competition, and with inde-
pendent action, as with unlawful conspiracy.
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competitive.72

The older standard-setting cases were largely retrospective, and found antitrust viola-
tions in historical agreements by competitors to deny competing companies the certifications
they required to market their products. In recent years, standard setting in antitrust law has fo-
cused more on prospective acts that have the potential to chill or restrict competition for prod-
ucts to be developed in the future. For example, a “hot” topic in antitrust law is the activity of
“standard development organizations” or SDOs in high-technology industries.”

The Rambus case illustrates the type of competitive issue that is the basis of this anti-
trust concern with high-technology standard setting. Rambus was a company that developed
and licensed memory technologies to companies that made semiconductor memory devices.
Rambus participated in some aspects of the Joint Electron Devices Engineering Council, or

JEDEC, while that organization adopted specific technology for SORAM computer memory.

72 In Allied Tube & Conduit Corp. v. Indian Head, 486 U.S. at 501, the Supreme Court stated that
when :

private associations promulgate safety standards based on the merits of ob-
jective expert judgments and through procedures that prevent the standard-
setting process from being biased by members with economic interests in sti-
fling product competition, cf. Hydrolevel, supra, at 570-573 (noting absence of
“meaningful safeguards”), those private standards can have significant pro-
competitive advantages. It is this potential for procompetitive benefits that
has led most lower courts to apply rule-of-reason analysis to product stand-
ard-setting by private associations.

73 See Hill B. Wellford, Counsel to the Assistant Attorney General, Antitrust Division, U.S. Depart-
ment of Justice, 2d Annual Seminar on IT Standardization and Intellectual Property, China Electronics
Standardization Institute, Beijing, China, March 29, 2007. Available at http://www.justice.gov/at-
r/public/speeches/222236.htm . Also see Coalition for ICANN Transparency, Inc. v. VeriSign, Inc., 611 F.3d
495 (9th Cir. 2010).
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Essentially, Rambus advocated specific standards for computer memory while failing to
tell the industry standard-setting organization that it had or would have patents over those
standards. Rambus withdrew from the JEDEC and filed patent applications covering some of the
technology the group had been discussing as possible technology to adopt as the technology
standard.

Rambus then brought patent infringement cases against producers of the JEDEC form of
SDRAM. In 2002, the FTC brought an antitrust proceeding against Rambus, and in 2006, the FTC
issued a decision finding that Rambus’ actions had violated the antitrust laws:

Through a course of deceptive conduct, Rambus exploited its
participation in JEDEC to obtain patents that would cover tech-
nologies incorporated into now-ubiquitous JEDEC memory
standards, without revealing its patent position to other JEDEC
members. As a result, Rambus was able to distort the standard-
setting process and engage in anticompetitive “hold up” of the
computer memory industry. Conduct of this sort has grave im-
plications for competition. The Federal Trade Commission (FTC
or Commission) finds that Rambus’s acts of deception constitut-
ed exclusionary conduct under Section 2 of the Sherman Act,
and that Rambus unlawfully monopolized the markets for four
technologies incorporated into the JEDEC standards in violation
of Section 5 of the FTC Act.”

The FTC case took four years of litigation before the commission itself issued the final

decision. However, two years later, in 2008, the District of Columbia Circuit overturned the FTC’s

" In the Matter of Rambus, Inc., August 2, 2006, p. 2, available at the FTC website at Docket No.
9302http://www.ftc.gov/os/adjpro/d9302/060802commissionopinion.pdf
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decision on the monopolization case (and did not decide the section 5 issue).”” In a key passage,
the court explained its reasoning:

if JEDEC, in the world that would have existed but for Rambus's
deception, would have standardized the very same technolo-
gies, Rambus's alleged deception cannot be said to have had an
effect on competition in violation of the antitrust laws; JEDEC's
loss of an opportunity to seek favorable licensing terms is not as
such an antitrust harm. Yet the Commission did not reject this
as being a possible--perhaps even the more probable--effect of
Rambus's conduct. We hold, therefore, that the Commission
failed to demonstrate that Rambus's conduct was exclusionary,
and thus to establish its claim that Rambus unlawfully monopo-
lized the relevant markets.”®

On February 23, 2009, the Supreme Court denied the FTC's attempt to appeal and the
government case ended, although private litigation still continued.”’

Today, the antitrust agencies continue to monitor industry standard setting and try to
ensure a balance between innovation and competition.”® The recent remarks on an FTC commis-

sioner sum up this concern about innovation, standard setting, and standard setting organiza-

> Rambus Inc. v. FTC, 522 F.3d 456 (D.C. Cir. 2008).
’® Rambus Inc. v. FTC, 522 F.3d at 467.
" Micron Tech., Inc. v. Rambus Inc., 2011 U.S. App. LEXIS 9730 (Fed. Cir. May 13, 2011).

8 For example, see the remarks of the head of the DoJ Antitrust Division made at the seminar
entitled “The Intersection of Competition Policy and Patent Policy: Implications For Promoting Innova-
tion,” held in Washington, D.C. on May 26, 2010, p. 17ff. Available at http://www.ftc.gov/bc/-
workshops/ipmarketplace/may26/transcript.pdf, and also the remarks on an FTC commissioner at “The
Federal Trade Commission Workshop on Intellectual Property Rights in Standard Setting,” Opening Re-
marks of Commissioner Edith Ramirez, made in Washington, DC on June 21, 2011, and available at the FTC
website at http://www.ftc.gov/speeches/ramirez/110621ssowkshp.pdf
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tions (SSOs):

Sometimes standards arise de facto in the marketplace, which
may not always be ideal. Innovators may be reluctant to invest
in R&D until they know which standards will dominate the mar-
ket, and consumers may delay their purchases until a winner
emerges. This is one reason why many industries turn to collab-
orative development through standards setting organizations.
Collaboration can also lead to the adoption of better technical
standards, with input from a broad range of knowledgeable en-
gineers and technicians.

On the other hand, collaborative standard setting can raise risks
for competition and consumers. SSO members are often prod-
uct or technology market competitors, and collaboration can
raise the risk of anticompetitive agreements to exclude rivals or
fix prices. However, since standards development can generate
substantial procompetitive benefits, both courts and agencies
evaluate most SSO conduct under the rule of reason.”

As we indicated before, the antitrust issues of standard setting normally arise in the
context of a conspiracy of private actors. To our knowledge, there is no private standard-setting
organization for Smart Grid technology or meters. At this point, it does not seem that the type
of standard-setting litigation that has been successful in the past can serve as an effective and
productive precedent to achieve the imposition of open-access Smart Grid technology. We also

note that if a private utility tried to urge a state energy regulator to adopt exclusionary smart

meter standards, that petitioning activity would be absolutely immune from antitrust liability

7 “The Federal Trade Commission Workshop on Intellectual Property Rights in Standard Setting,
Opening Remarks of Commissioner Edith Ramirez,” p. 2.
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under the Noerr-Pennington doctrine.®°

While the antitrust laws or antitrust litigation may not achieve the relief a utility com-
petitor or an energy user might seek, it is important to note that antitrust policy unconditionally
supports open standards, and especially open standards in emerging technologies. Should one
wish to petition any form of government to adopt open-access Smart Grid technology, powerful
persuasive antitrust policy arguments can certainly be formulated.
H. Policy Issues

The analysis above was intended to show the basic possible analysis of the smart-grid

problem under the antitrust laws, and to suggest some of the obvious difficulties and obstacles

8 The Noerr-Pennington doctrine is based on two Supreme Court cases, United Mine Workers v. Penning-
ton, 381 U.S. 657, 669-71, (1965) and Eastern R.R. Presidents Conference v. Noerr Motor Freight, Inc., 365 U.S. 127,
137-38 (1961). It provides that private efforts (like the NYTOG) to influence governmental bodies or courts, even for
anticompetitive purposes, are exempt from antitrust liability. In Pennington, 381 U.S. at 670, the Court said explicitly:

joint efforts to influence public officials do not violate the antitrust laws even
though intended to eliminate competition. Such conduct is not illegal, either
standing alone or as part of a broader scheme itself violative of the Sherman
Act.”

In California Motor Transport Co. v. Trucking Unlimited, 404 U.S. 508, 510-511 (U.S. 1972) , the
Supreme Court said of the doctrine:

We conclude that it would be destructive of rights of association and of peti-
tion to hold that groups with common interests may not, without violating the
antitrust laws, use the channels and procedures of state and federal agencies
and courts to advocate their causes and points of view respecting resolution
of their business and economic interests vis-a-vis their competitors.

This doctrine is based on the constitutional right to petition the government, and covers all levels
of government: the Noerr-Pennington doctrine “sweeps broadly and is implicated by both state and fed-
eral antitrust claims that allege anticompetitive activity in the form of lobbying or advocacy before any
branch of either federal or state government.” Kottle v. Northwest Kidney Centers, 146 F.3d 1056, 1059
(9th Cir. 1998).
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in bringing a successful case.

This is not to say that a particular judge would necessarily dismiss a complaint were one
brought. However, we believe that the problems in proof discussed above would very likely re-
sult in a very difficult trial. And it is also possible that an appellate court might overturn a verdict
in favor of the plaintiff, based on the antitrust policy issues we explained.

Even assuming that a plaintiff wished to proceed with any of these antitrust theories,
there is another obstacle, in that courts are reluctant to undertake what looks like regulatory
activity.

In the recent Supreme Court decision in Pac. Bell Tel. Co. v. linkLine Communs., Inc., 555
U.S. 438 (2009), the Supreme Court warned that courts in general should be reluctant to impose
regulatory structures on markets, because they are not qualified to administer the regulatory-
type problems that arise:

Institutional concerns also counsel against recognition of such
claims. We have repeatedly emphasized the importance of clear
rules in antitrust law. Courts are ill suited “to act as central
planners, identifying the proper price, quantity, and other terms
of dealing.” Trinko, 540 U.S., at 408, 124 S. Ct. 872, 157 L. Ed. 2d
823. “/No court should impose a duty to deal that it cannot ex-
plain or adequately and reasonably supervise. The problem
should be deemed irremedia[ble] by antitrust law when com-
pulsory access requires the court to assume the day-to-day con-
trols characteristic of a regulatory agency.”” Id., at 415, 124 S.
Ct. 872, 157 L. Ed. 2d 823 (quoting Areeda, Essential Facilities:
An Epithet in Need of Limiting Principles, 58 Antitrust L. J. 841,
853 (1989)); see also Town of Concord v. Boston Edison Co., 915
F.2d 17, 25 (CA1 1990) (Breyer, C. J.) (“[A]ntitrust courts normal-
ly avoid direct price administration, relying on rules and reme-
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dies ... that are easier to administer”).

It is difficult enough for courts to identify and remedy an alleged
anticompetitive practice at one level, such as predatory pricing
in retail markets or a violation of the duty-to-deal doctrine at
the wholesale level. See Brooke Group, supra, at 225, 113 S. Ct.
2578, 125 L. Ed. 2d 168 (predation claims “requir[e] an under-
standing of the extent and duration of the alleged predation,
the relative financial strength of the predator and its intended
victim, and their respective incentives and will”); Trinko, supra,
at 408, 124 S. Ct. 872, 157 L. Ed. 2d 823. Recognizing price-
squeeze claims would require courts simultaneously to police
both the wholesale and retail prices to ensure that rival firms
are not being squeezed. And courts would be aiming at a mov-
ing target, since it is the interaction between these two prices
that may result in a squeeze.

In Pac Bell, the issue was a price squeeze claim, and the remedy would have involved
the court in establishing and administering a “fair” wholesale price. In the current smart meter
issue, the challenge would be for a court to order access to information and facilities that had
never been offered to anyone, to set the terms, conditions, and pricing access for them, and to
establish adequate protections for the confidentiality of personal information.

While the specific challenges between price squeezes and smart meters are different,
we believe the underlying principle is identical: a comprehensive remedy would require a feder-
al court to act as a regulator, and, in the absence of any relevant state legislation (or in fact any
state legislative input regarding the public interest), devise a comprehensive state regulatory
scheme that would in fact displace a state’s own public energy policy. This, obviously, could

raise serious constitutional issues.
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In addition, there is also the public policy issue of what incentive, if any, should be given
to incumbent utilities to encourage energy conservation, when their financial performance is
geared to recovery based on its assets in use. There are other conceivable alternatives, including
benchmarking, for example. However, it is clear that a court will not likely to be eager to decide
this issue, and, in any event, comprehensive issues like this are more suited to the legislative
process.

Therefore, while it is not impossible that a court might undertake to structure a remedy
in a smart-meter case, we believe it is highly unlikely that the antitrust laws would serve as an
economic and effective tool to achieve this end.

I. The FTC Act

Section 5 of the Federal Trade Commission Act gives the FTC (but not the Dol) extra
power to investigate and regulate practices that constitute “unfair methods of competition.”

Section 5 “was designed to supplement and bolster the Sherman Act and the Clayton
Act . .. to stop in their incipiency acts and practices which, when full blown, would violate those
Acts . . . as well as to condemn as ‘unfair methods of competition’ existing violations” of those
acts and practices. F.T.C. v. Brown Shoe Co., 384 U.S. 316, 322 (1966) (quoting F.T.C. v. Motion
Picture Adv. Serv. Co., 344 U.S. 392, 394-95 (1953)); see also F.T.C. v. Indiana Fed’n of Dentists,
476 U.S. 447, 454 (1986).

As the Supreme Court said in FTC v. Sperry & Hutchinson Co., 405 U.S. 233, 244 (U.S.

1972):
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legislative and judicial authorities alike convince us that the
Federal Trade Commission does not arrogate excessive power
to itself if, in measuring a practice against the elusive, but con-
gressionally mandated standard of fairness, it, like a court of
equity, considers public values beyond simply those enshrined
in the letter or encompassed in the spirit of the antitrust laws.

The exact scope of these Section 5 powers is always in debate, especially since the FTC's
attempts to go significantly beyond the antitrust laws still generate charges of abuse of power
or ultra vires activity. In 2008, the FTC held a series of workshops at which it explored “the ap-
propriate scope of Section 5 in light of legal precedent, economic learning, and changing busi-

»81

ness practices in a global and hi-tech economy.”®" Recently, one of its commissioners argued

that “Section 5 more generally provides a better vehicle to resolve unsettled questions of law.”®*

For example, the FTC has recently used that power to challenge an alleged invitation to
fix prices made by senior U-Haul executives®; to challenge the National Association of Music
Merchants, a music industry trade association, and its practice of encouraging its members to

share sensitive competitive information®’; and to challenge Intel’s alleged anticompetitive prac-

tices which included, for example, payments to OEMs to use Intel products to the exclusion of

81 http://www.ftc.gov/bc/workshops/section5/index.shtml

8 “The Great Doctrinal Debate: Under What Circumstances is Section 5 Superior to Section 2?”
Remarks of J. Thomas Rosch, before the New York State Bar Association Annual Antitrust Conference New
York City, New York, January 27, 2011.

 http://www.ftc.gov/opa/2010/06/uhaul.shtm

8 http://www.ftc.gov/opa/2009/03/namm.shtm
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those of its competitors.® In all these cases, it was not clear that a typical agreement to restrain
trade was present.

The FTC’s use of section 5 power is based on pragmatic considerations, and in general it
uses its discretion to bring cases that it thinks it might win. However, to the extent that one can
make a compelling case that exclusionary activity is occurring, and that it cannot effectively be
prosecuted under settled antitrust law, it may be worthwhile to consider encouraging the FTC to
review the situation.

Typically, parties approach the FTC informally to discuss the matter. They may also
submit a research or economic paper explaining the market and the exclusionary activity. On the
other hand, as a practical matter, the FTC’s willingness to consider this issue may be tempered
by its failed efforts in the Rambus case.

For all these reasons, it would seem that antitrust litigation is not a particularly effective
or efficient way to promote the full deployment of smart-grid technology, or to capture the

promises and the opportunities it offers to energy users.

¥ http://www.ftc.gov/os/adipro/d9341/index.shtm. In the Matter of Intel Corporation,
Docket No. 9341 (2010).
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SECTION IV: Smart Grid and Competition Policy

It is critically important to point out that, with the possible exception of telecommunica-
tions, antitrust laws have played little role in the restructuring of infrastructure industries. The
restructuring of the aviation, trucking, natural gas, railroad, and inter-city bus industries was the
result of either legislative or regulatory action, or some combination of both. Indeed, the same
is true for the restructuring of the wholesale electricity markets.

While some of the principles underlying the opening of those markets to competition
were either derived from, or heavily influenced by, antitrust theories, the legal basis and juridi-
cal means for opening the markets had very little, if anything, to do with Antitrust laws. Accord-
ingly, state policymakers looking to open up electricity markets to enable more participants to
enter the market and bring innovations, particularly those related to Smart Grid, might pay heed
to the principles underlying Antitrust laws, but should not feel constrained, in policy making, by
either those laws or the judicial precedents in interpreting and applying them.

Indeed, in contrast to antitrust, the notion of formulating competition policy is pro-
active rather than reactive to past behavior, and it can be implemented and enforced not only
by litigation, but also by sustained and ongoing regulatory observation and oversight®®. The for-

mulation of the policy is inherently a legislative function, but as such, its full articulation, imple-

% Since this paper is primarily focused on retail electricity markets, and the jurisdiction over retail
markets resides with the states, the policymakers and regulators referenced herein are primarily those at
the state level, although some of the issues, particularly those involved with inter-operability standards,
are more national than state level.
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mentation, and enforcement can be delegated to regulatory agencies.

In that sense, in fact, it is not, as illustrated by the Court in the Verizon case, cited above,
governed by antitrust precedents, but rather by legislative pronouncements and ongoing regula-
tory processes. Stated in perhaps clearer terms, antitrust law is defined by broad legislative
statements coupled with judicial judgments (initiated by either private or governmental initia-
tive) regarding past behavior®’, while competition policy, perhaps utilizing identical principles, is
applied through proactive legislative action coupled with active and ongoing regulatory monitor-
ing, oversight, and action which includes, but is not necessarily limited to initiatives taken by
private or governmental authorities.

Thus, while antitrust actions are focused on obtaining one-time relief from anti-
competitive behavior,®® competition policy is focused on establishing and maintaining a robustly
competitive marketplace. Because of that, it gives each state the opportunity to establish its
own policies without regard to federal antitrust powers and precedent. Thus, each of the six
barriers identified in regard to the ability of new entrants to participate in the Smart Grid market

are subject to policy making by individual states. Entry can either be facilitated or made more

¥ Sometimes judicial judgments are based not on past, but on likely future behavior or conse-
guences. That is frequently the case where judicial intervention is sought to prevent mergers or acquisi-
tions with the potentially anti-competitive consequences.

¥ One time relief is typically the awarding of damages, compensatory and sometimes punitive
against parties found to be liable for antitrust violations. In some, less frequent, instances, violators might
be subject to civil penalties or criminal sanctions as well. The relief may also include injunctive relief that
carries ongoing restrictions on anti-competitive behavior, but which, more often than not, requires pri-
vate action or governmental agencies’ initiative to enforce.
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difficult by whatever policies are put in place.

Smart Grid technology is an essential element to bridging the gap between competition
in electricity supply and the historic approach to energy efficiency. As noted above, the move
away from IRP to competition, led to de-emphasis, if not outright abandonment, of utility de-
mand side management/energy efficiency projects in many jurisdictions. There was considera-
ble sentiment, although certainly not universal agreement, that the two were incompatible.

The broad deployment of Smart Grid technology, however, offers the very real hope of
linking competition and energy efficiency programs that has heretofore been lacking. Certainly,
that possibility has been enhanced by the steps that the ISO’s have taken to incorporate de-
mand response into the wholesale markets. While demand response is only one part of an over-
all energy efficiency agenda, smart meters and related devices will provide levels of transparen-
cy and signaling that will provide consumers with greatly enhanced insights into energy choice,
something which will enable them to see the economic value of more efficient energy usage.

At the present stage of market evolution for Smart Grid, it seems clear that we are in a
relatively early stage of rolling out and using Smart Grid technology. As a matter of policy, there-
fore, it seems logical that experimentation with different approaches and different technologies
is appropriate. Indeed, robust competition to both deploy and optimize Smart Grid would seem
in order, so that market forces, not the dictate of government, regulators, or private monopo-
lies, determine what best provides for consumer welfare and serves the public interest.

It is also important in an age where consumer electricity needs are more segmented
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than in the past and often very customer specific in regard to reliability, quality, sensitivity to
price, environmental considerations, and overall efficiency. Indeed, new entrants are also more
likely to be market driven and customer focused, as opposed to many utilities that, historically,
have focused more on regulators than on consumers, and who, because of their size and service
obligations, have less ability to focus on customer specific matters than do smaller, more nimble
entities, less burdened with broader service obligations.

This is particularly the case where, for all of the reasons set forth above, incumbent utili-
ties exist in a regulatory regime that they fear is more likely to penalize risk-taking than to re-
ward it. Therefore, as a general rule, they are only willing to take on those very modest risks ab-
sent regulatory assurances of cost recovery. Regulators, on the other hand, wary of socializing
risks that are better placed in the hands of those who are best able to manage and bear respon-
sibility for them, as well as being reluctant to make technology decisions for which they are not
overly qualified or suited to make, are not anxious to provide such assurances.

While the Economic Recovery Act of 2009 provided generous subsidies to utilities® to
both bypass the deadlock and stimulate deployment of Smart Grid technology, that was a one-

time event, and may or may not produce the type of experimentation required.” Moreover, by

¥ The subsidies were available only to those utilities who were successful applicants for them.
They were not provided to all electric utilities.

% There have been some critics who contend that utilities should not have been the grantees at
all because they were less likely to deploy them effectively than other potential beneficiaries. Whether
that is true or not, the objective of the Act was primarily to stimulate immediate job creation by funding
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providing the grants to utilities, it did little to stimulate the type of competition among market
participants most likely to produce effective results. For the market to really develop, it is im-
portant that new entrants, both willing to take on and manage technology risks and whose bot-
tom line is most directly affected by their skill in doing so, be allowed to enter the marketplace.
A. Control of, and Access to, Customer Information

One of the critical issues regarding the ability of competitors to gain entry is access to
customer information, both in order to contact them, and to understand their lifestyle and en-
ergy usage patterns. Such information would enable energy service providers, using Smart Grid
and other technology, to effectively market their services to produce energy solutions tailored
on a customer specific basis. Such information, however, is often not widely available on an ag-
gregate basis, and almost never publicly accessible on a customer specific basis.

There are two basic reasons for the unavailability of the data. The first is that utilities
are loathe to share the information as they see the information and their exclusive access to it
as a major strategic asset for them, one which they do not wish to share with anyone, much less
with competitors whose success will result in less revenues for them.

The second reason is that, particularly in regard to customer specific data, consumers

are entitled to privacy and security and the revelation of personal information without their

“shovel ready” projects. Given that objective, it seemed most expeditious to not deliberate over whether
utilities were best suited to put the money to the best use, but, rather, to provide the funds to companies
already in place and, assumedly, best positioned to spend the money quickly, namely utilities.
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consent would be contrary to their expectation.

Although there may appear to be some common elements with these two issues, the
actual policies behind each of them is fundamentally different, and it is better to develop poli-
cies to cover these issues separately so that all the issues can be analyzed carefully without
compromise.

Compelling utilities to share data, as is pointed out above, is not something that anti-
trust litigation is likely to accomplish. As the Verizon decision makes clear, courts are generally
loathe to compel companies to provide assistance to competitors, and rarely do so. That consid-
eration, however, does not apply to policymakers and regulators at the state level who are mak-
ing decisions regarding the power sector, an industry subject to a rigorous regime of regulatory
oversight. In fact, the reluctance of antitrust courts to require market dominant companies to
assist weaker competitors is, to a large degree, derived from the idea that companies attain
market dominance through skill, productivity, and enterprise and they ought not be penalized
for that by having to assist less successful rivals.

In regard to electric utilities, of course, market dominance and control of access to cus-
tomer data is, for the most part, a result not of successful enterprise, but, rather, because of
having obtained dominance through a monopoly concession or franchise granted by the state.
Utilities did not have to compete or excel in order to attain market dominance, it was granted to
them de jure. In fact, it could well be argued that they are in possession of customer information

in a kind of fiduciary capacity as the franchise holder and lack the discretion to simply use that
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information for their own purposes.

Thus, as a matter of promoting competition in energy services, subject to privacy con-
siderations, to be discussed below, policymakers would be entirely justified to require that ag-
gregate system data be made publicly available. It is not a matter of requiring a utility to assist a
competitor, but rather a recognition of the fact that the utility only has unique access to the da-
ta because of state action, the granting of a franchise, and the state can choose to modify the
terms of the franchise, if it finds that is a necessary prerequisite to make the market more com-
petitive and is in the public interest. In regard to aggregate system data, if a state wishes to
promote greater competition in regard to energy services and smart grid, mandating the publi-
cation of that information would seem to be in order.

Customer specific data, however, is more complicated because of privacy considera-
tions. Many utilities, in fact, have suggested that privacy considerations preclude the release of
customer specific data. While cynics point to such arguments as self serving, and they may be
correct in that regard, that does not mean that the utilities making such assertions are neces-
sarily wrong.”*

In fact, as a matter of public policy, it is only appropriate that customers have a reason-

! Without guestioning the commitment of utilities to protecting the confidentiality of customer
specific data, it does merit mentioning that the incentives of utilities in respecting the privacy of their cus-
tomers are no different than those of any other business. Just as some companies choose to profit by sell-
ing data to marketers and others because it is lucrative, utilities may also find that attractive. The point is
simply that there is no evidence to suggest that utilities are any better or worse than other businesses in
respecting confidentiality. Thus, privacy issues do not constitute a basis for any preference in maintaining
customer information.
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able expectation of privacy. Certainly the mere fact that they choose to have electric service
does not mean that they have surrendered their privacy. On the other hand, the inability of al-
ternative service providers to gain the same access to customer information that utilities have is
clearly a very serious barrier to market entry.

How then should the competing interests of privacy and promotion of competition be
balanced? The key to striking the proper balance is to ask to whom does customer specific in-
formation belong and who should decide how it is disseminated. It is hard to avoid the conclu-
sion that the data belongs to the customer®. He or she consents to the utility having access to
the data for purposes of transacting business (i.e., obtaining service, billing, etc.). Indeed, utility
use of that data is restricted in most jurisdictions because customers are entitled to a reasona-
ble expectation of privacy. That expectation, however, belongs to the customer himself/herself,
and if he or she decides it to be in his/her interest to either disclose the information or have it
made available to other entities who want to offer him/her energy service, then the customer is
entitled to do so. In fact, it is the identical trade-off between the customer and the utility. Some
degree of customer privacy was sacrificed in order to transact business. As a matter of competi-

tion policy, it would make no sense to allow such a trade-off between customers and utilities

%2 Texas has already ruled that meter data belongs to the customer. The Texas PUC provides that
retail customers shall own all meter data related to the premises occupied and may assign access to that
meter data.
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and not allow it between utilities and alternative suppliers.”® The only logical conclusion one can
come to, from the perspective of competition policy, is to let the customers themselves decide if
data specific to them can be released to other providers.

The broad policy question is easier to decide, however, than how to implement it be-
cause the customer information would be useful at two stages to an alternative supplier. The
first stage, of course, is where a company is trying to develop a focused, efficient, marketing ef-
fort. Customer specific data would be helpful for identifying customers most likely to benefit
from, and, therefore, most likely to purchase the services and products being offered. In other
words, it is customer specific data, but on a mass basis. The second stage, of course, is where an
individual customer is being offered the product or service. The latter, should be fairly straight-
forward, in that the customer would either request his/her data, or authorize the vendor to ob-

tain the data from the utility. The former, the marketing stage, however, is more complex.”*

% Some have contended that requiring utilities to provide competitors access to parts of their
data base is a “taking” in violation of the Fifth Amendment of the U.S. Constitution. To reach such a con-
clusion, however, one would have to assume that customer data is the property of the utility, a dubious
proposition, for all of the reasons set out above. Moreover, for such an unconstitutional taking to occur,
one would have to assume that there was either no, or inadequate compensation. That would be a diffi-
cult argument to make where, included in the rates consumers are required to pay, is the cost of main-
taining a data base and using it in the ways mandated by law and regulation.

* While it is beyond the scope of this paper to address privacy issues beyond those relating to
competition, it is instructive to refer to state public utility commission actions, i.e., the Colorado PUC’s
Smart-Grid Data Privacy Rulemaking in 10R-799E (in which the PUC adopted rules limiting disclosure of
customer data, specifying how and when that data may be disclosed, requiring utilities to notify custom-
ers of how their data may be used, and providing for fines if utilities do not comply); the California PUC’s
decision in Rulemaking 08-12-009 (in which the PUC adopted rules requiring utilities to report and con-
duct audits on customer data privacy and security practices and providing for customer consent for data
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There are a variety of possibilities ranging from not requiring the utility to do anything,
to requiring the utility to do a solicitation of all of its customers to either ask if customers choose
to have their data be made available to vendor (“opt in”), or announce that such data will be
shared unless the customer objects, in which case his/her data will not be shared (“opt out”), or
to the other end of the spectrum of excluding utilities from the demand management and meter
market entirely and allowing customers to select alternative vendors.”

From the standpoint of competition policy, perhaps the last option would stimulate a
robust market. At the other end of the spectrum, requiring the utilities to do nothing may not
kill the market entirely, but it would certainly dim its prospects. In terms of the two intermedi-
ate options, consumer groups and their advocates have long expressed a preference to “opt in”
rather than “opt out”. There are good reasons for doing so, namely that customers make con-
scious choices rather than having them made by default. From the standpoint of vendors seek-
ing to market their products and services, an “opt in” list would provide customer prospects
who had enough interest in Smart Grid products and services that made a conscious choice to

have their information shared.

use); the Ohio PUC’s docket 11-0277-GE-UNC (in which a review of consumer privacy protection, custom-
er data access and cyber security issues are currently being reviewed and commented upon).

* There is precedent for barring utilities from engaging in certain types of activities that has his-
torically been part of their business. One example was FERC forcing natural gas transmission companies to
exit the commodity side of the business, or, if they wished to buy and sell gas, requiring them to divest
themselves of transmission assets. Another example, was In Texas’ electric restructuring, where local utili-
ties were required to get out of the retail supply business in their own retail service territory.
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B. Standardization and Interoperability

Smart Grid technology is heavily dependent on communications. Meters, for example,
optimally, should be able to communicate with utilities, with the internet, with equipment and
appliances, with consumers, with service providers, with distributed generator, and perhaps
others as well. Since that involves networking between a wide variety of people and institutions,
as well as equipment manufactured and operated by a large number of entities, it is critical that
all Smart Grid technology have standardized communications capabilities and be fully interoper-
able.

While some equipment vendors may wish to avoid such interoperability for a variety of
commercial and other reasons, it is in the public interest that they not succeed in any such ef-
forts for both optimization and competitive reasons. The question of interoperability, of course,
is being addressed at the national level by the National Institute of Standards and Technology
(NIST). Many have sought the intervention of FERC on this issue, but in Docket No. RM11-2-000,
the FERC declined to play a role because it found insufficient consensus for the five families of
standards under consideration.”® Notwithstanding the important federal role, state policymak-
ers and regulators have a critical role to play as well.

Before discussing state policies, however, it is important to review why standardization

is important for both optimization and as a part of competition policy. The efficiency gains from

% Smart Grid Interoperability Standards, 136 FERC 9 61,039, Docket No. RM11-2-00 (Order is-
sued July 19, 2011).
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smart technology are present on both the utility and the customer side of the meter. On the
utility side, some of the gains are derived from meter reading, billing, monitoring service quality
and trouble reports, detecting theft of service, and other service related efficiency gains.

On the customer side of the meter, the gains are to be found in more efficient consump-
tion of energy, taking advantage of real time price differences, bidding demand side response
into the market, remote control of household and business equipment, and a variety of other
benefits.

Those benefits, in the aggregate, are only attainable if there are communications, either
through the meter or via the internet with all parties and equipment who ought to be in the
network. Systems for controlling household appliances, for example, are optimal, and, perhaps,
only meaningful if the controls operated based on real time intelligence regarding price and sys-
tem constraints. Similarly, if a Web-based control system, for example, is unable to communi-
cate with the utility serving the premises, its value to the system is, at best, marginal. It is clear
that to capture the full value of investment in Smart Grid technology, there must be mandatory
interoperability standards

The same issues apply in terms of competition policy. If certain chips, or if utility equip-
ment can only communicate with some meters and not others, the effect will be to narrow the
meter market and not only drive up the price, but also, perhaps discourage the innovation that a
robustly competitive market would be more likely to produce. Apart from perhaps keeping

some equipment makers out of the market, a lack of interoperability would also likely have the
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effect of making technology advancement more difficult, or, at a minimum, a more expensive
proposition. This could occur where a new generation of advanced meters, for example, is put
on the market, but because interoperability is not mandated, it is effectively excluded from
some or all markets.”’

From the standpoint of purchasers of smart meters or other smart technology, the lack
of interoperability requirements could doom them to eternal captivity to a single manufacturer,
if they built a smart system around equipment manufactured by a particular company. If equip-
ment produced by other manufacturers could not operate in that system, then the buyer would
be captive to the company from whom it bought its original equipment, a most undesirable re-
sult.

Given that the standardization and interoperability standards are national, if not global,
what should state policymakers and regulators do, from the standpoint of competition policy?

One option is to license companies seeking to sell to consumers,”® and, as a condition of a li-

7 In theory, one could make the exact opposite argument, namely, that interoperability stand-
ards could impede progress in technology by forcing a kind of “lowest common denominator” factor into
interoperability standards, particularly in regard to communications. While that argument is not without
some merit, on balance, it would seem that that risk is more manageable and less fraught with risks of
market manipulation and discouraging technological progress than is the argument advanced by this pa-
per about the benefits of interoperability.

% Reasonable licensing requirements are probably a good thing to protect consumers from “fly
by night” operators, who, unfortunately, have occupied some of the energy services space in the past.
Such regulations, however, should be carefully calibrated so that they achieve their legitimate aims with-
out becoming so onerous as to constitute a barrier to entry for legitimate providers. It is also possible that
building or housing codes might articulate a requirement that smart grid devices embedded in structures
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cense, require them to meet applicable standardization and interoperability requirements. If
there are no mandatory federal requirements regarding standardization and interoperability, of
course, a state could, and should adopt its own ** Another measure, in regard to utility invest-
ments in Smart Grid, is to deem any investment in Smart Grid technology that is not compliant
with applicable standards to be, per se, imprudent and the costs cannot be passed on in rates.
C. Access to the Grid and Market Information

The degree of success new entrants in the retail electric market space will have may well
depend on the range of services they will be permitted to offer. If, for example, a company were
permitted to sell a bundle of products including both energy supply and demand side services, it
would be more attracted to that jurisdiction than to one where the company was limited to sell-
ing demand side management services.

The reason, of course, is that the opportunity for growth and profit would be greater
than in a state that permitted them to offer only services on the customer side of the meter.
This is not only because there are more products to sell, but also because there are scale econ-

omies in markets and operations that would not exist if product lines were limited. A company

had to meet standardization and interoperability requirements.

% If NIST, FERC, or any jurisdictional federal agency adopts mandatory standards, it is likely that
any standards set by individual state would be preempted. Should there be no binding federal standards,
of course, the states would be free to set their own. Even if there are federal standards and a state set a
“higher” standard, preemption is possible, but there is some possibility that the state’s standards would
survive a judicial challenge, as long as the state standard did not contradict or undermine the federal,
standard.
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offering only demand side response programs, for example would have to develop virtually the
same market intelligence and IT infrastructure, administrative, back office, human resource and
customer relations capabilities, as it would if it were able to offer both demand side and supply
side services and commodities.'®

It is also true that companies who develop multifaceted relations with customers are
probably better positioned to provide full service than those whose relationships with customer

1., Thus, while it is certainly true that entry into the demand side services

are more margina
market has — indeed, always had — fewer entry barriers than the supply side market, the ina-
bility to sell energy poses an economic obstacle, although not absolute barrier to entry.

In short, open retail access states are more attractive to entrepreneurs in Smart Grid
than jurisdictions that retain monopoly supply regimes. Thus, the issue for state policymakers
and regulators in regard to competition is not only whether to remove barriers to entry, but also
to define the full scope of the market which they wish to open. The broader the markets in

which barriers are brought down, the more competitors there will be who are likely to enter the

market.

100 . . . . - . . . -
The issue of economies of scale in metering and billing is an ironic one because, it is one of the

arguments that has been consistently made by utilities to retain metering and billing responsibilities. The
argument is that they have the critical mass that enables them to be the most efficient provider of these
goods and services. The fact is that with outsourcing, or with national rather than local or regional entities
providing such services, the economies of scale in metering and billing might best be obtained by allowing
new entrants into the business, rather than perpetuating local or regional utilities.

101 . . aleas .. .
Ironically, many incumbent utilities have made very similar arguments for the opposite reason,

namely to oppose opening retail markets
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Opening markets to broader participation necessarily raises the question of whether
new entrants will have the same access to the aggregate system data as the incumbent utility.
While the transparency of market information regarding prices, congestion, and other matters
important to market participants at the wholesale market level, retail markets do not necessari-
ly have the same degree of transparency. As noted above, customer information, both aggre-
gated and customer specific, is not widely available. System configurations that would allow for
alternative suppliers or even demand side providers to assist customers with very specific needs
regarding power quality or intense electrical usage are often only available to utilities and not
alternative providers. It is not clear, other than vague suggestions about security, what public
policy justification, if any, exists for the unavailability of the information.

For policymakers and regulators, absent compelling policy reasons, all information
should be transparent and readily available. Indeed, the rule of thumb ought to be that if an in-
cumbent monopoly utility has access to information that has commercial value, that such infor-
mation should be made available to other market participants. The creation of a fair field for
competition, alone, is sufficient rationale for such a policy, but for regulators, it ought also to be

one of several means by which monopoly franchisees are held accountable.*®

1% The same logic can be applied to require that utilities enable web-based demand side provid-

ers to communicate with utilities in ways that allow them to fully compete with meter-based systems.
Web-based systems are at a competitive disadvantage in that they generally are not able to provide the
same system benefits that a meter-based system provides. Thus web-based systems may lack the same
scale economies. It is not clear that there is any technical rational for this discrepancy and it would be a
worthwhile endeavor for regulators to explore this question. This is especially the case, given, as noted in
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D. Meter Ownership/Control and Billing

The stakes at hand in deciding who should retain metering and billing responsibilities
are best understood by looking at the risk-taking profiles of the potential parties for carrying out
that role. The reason why risk appetite is so important is because Smart Grid investments need
to be carefully managed. The technology, while not embryonic, is nonetheless, rapidly evolving.
Moreover, the environment for its application is still quite young, in that we do not yet know
about standardization and interoperability, retail electricity pricing is still rather primitive and
not yet sufficiently evolved in ways that would fully embrace what Smart Grid has to offer, and
the physical life of the assets being deployed is almost certain to reach beyond when it becomes
technologically obsolescent. Thus, the question of who is best positioned to manage those risks
and opportunities is very important. The choice is largely between utilities and new, more en-
trepreneurial companies that inhabit the technology and/or energy services space.

Until now, virtually every state that has faced this question has decided to maintain me-
tering and billing as a utility function. They have done so for perfectly understandable reasons.
The utilities have performed that role historically, they have the back office capabilities for man-
aging the billing, as well as the relationships with the customers, and, in the case of smart me-
ters, and they are best positioned to assure that the meters communicate with the system. In

addition, many states with retail access wanted to avoid the possibility of having to switch me-

the following section, utilities own and control the meter and are in control of meter decisions and meter
generated data, in most, if not all of the states.
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ters every time a customer changed suppliers, a situation which might well constitute an eco-
nomic, technical, and bureaucratic barrier to the smooth functioning of a competitive market. In
any event, there was little controversy regarding meters since, until recently, they were merely
mechanical devices that measured energy consumption in a fairly simple and straightforward
way. The technology had remained static for years. Going forward, however, there are reasons
to reconsider the question.

The first reason is that new, smart meters, while they will still measure consumption,
are more communications and control devices. These uses are not ones that utilities are as used
to dealing with, and, if, in the case of most states where rates are not de-coupled, a considera-
ble part of the value of the new meters, namely energy saving, reduces utility revenue and,
therefore, is contrary to their interest, so there is a real risk that the new devices will be un-
derutilized with utilities in control. In contrast, new entrants, particularly energy service entities
with success in energy savings being a key part of their compensation scheme, have a powerful
financial incentive to fully utilize the device.

While de-coupling sales and revenues substantially alters the incentive of a utility to fo-
cus exclusively on energy sales, it does not ipso facto change the historic, long term cultural bias
of most utilities to focus on the sale of energy. Nor does it entirely resolve utility fears of full
cost recovery. If, for example, in a de-coupled environment, there is a dramatic diminution of
revenue that might, in theory, result in the need to dramatically revise rates upward, regulators

concerned about “rate shock” or customer backlash might refuse to provide the level of rate
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relief utilities to which they believe themselves entitled. Additionally, decoupling, for all of its
virtues, raises difficult questions about risks and to whom they will be allocated. Depending on
precisely how decoupling is carried out, the result could be the wholesale transfer of risks to
customers, or it could be a more carefully calibrated and thought through scheme of risk alloca-
tion. It is a very contentious subject, and policymakers cannot afford to simply accept that de-
coupling, regardless of how it is carried out, resolves the “perverse incentive” problem for utili-
ties in regard to energy efficiency.

Second, smart meters will substantially change the relationship between energy and
energy service providers and their customers in ways that are profoundly different than they
have been between customers and utilities. Rather than customers simply being takers of and
payers for a single service, they will now be able to take service in a variety of flavors that smart
meters will enable.’® In short, it is the type of business where opportunities are likely to be
plentiful for those willing to take the risks associated with it, and to the extent that those econ-
omies of scale become such that costs can be spread across more units of business and drive
down the portion of those costs allocated to electric service. Because of the dynamics of the

regulated environment in which they do business, utilities are far less likely to seek out these

1% The flavors of service will, at a minimum, beyond simply providing energy itself, include de-

mand side management of various sorts (e.g., demand response, energy efficiency, conservation), net
metering for distributed generation such as solar panels and plug-in cars, alarm systems, and remote con-
trol of energy consuming devices.
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opportunities.104

Third, it is essential to note that smart meters enable the direct, secure wireless flow of
usage data in real time, or, at least, close to it. That means that for both customers and service
providers, gaining access to this data is sine quo non to optimizing the value of the meter and of
service providers.

It is also essential for innovation in the provision of service and value to the customer.
Any interference with that data flow between the customer and service providers would not
only preclude value creation, but would also serve as a major barrier to entry for new market
entrants.

While it is not fair to merely assert that utilities who own and control the meters and
the data emanating from them, would necessarily interfere, there is certainly an historical rec-
ord of utilities asserting that it is they, rather than the customers, who own the data and control
its use. It would, therefore, make little sense, from both a policy and practical point of view, to
put companies with a commercial interest in interfering with the data flow in a position that

would facilitate them doing so.

1% 1t is also entirely possible that regulators, fearing the risks associated with non-regulated ac-

tivities or worrying about possible cross-subsidies flowing from regulated to non-regulated activities, will
discourage, or even prohibit utilities from entering into these other lines of business. It is the interplay
between regulatory fears of the abuse of monopoly power, and the utilities fears of regulatory backlash,
coupled with an economic scheme that limits profitability in exchange for lowering risks that produce the
risk adverse behavior by utilities. For more discussion of the impact of the regulatory regime on utility
appetite for risk, read to Brown, Ashley, and Salter, Raya. “Smart Grid Issues in State Law and Regulation”
White Paper sponsored by the Galvin Electricity Initiative, September 17, 2010


http://www.deweyleboeuf.com/en/Firm/MediaCenter/PressReleases/2010/10/~/media/Files/pressreleases/2010/20101021_SmartGridIssuesinStateLawandRegulation.ashx
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The effect of that could well be reduced choices for customers or higher costs to be in-
curred in the obtaining of electricity. Perhaps even more importantly for the relationship be-
tween meter and billing provider and the customer is that the customer will no longer be cap-
tive to the supplier. The ability of customers to “vote with their feet” will almost inevitably pro-
duce a greater sensitivity to customer needs than exists in a monopoly framework.

The issue of managing risk is also critical. Utilities, historically, recover investment costs
through depreciation over the anticipated physical life of the asset. Assets whose useful life ex-
pires before their physical life is exhausted pose a risk of less than full recovery. As a result, utili-
ties have incentives to make very conservative investments. That practice, of course, is rein-
forced by the fact that their profits are essentially capped by the ratemaking process. Thus, if
they are asked to invest in assets which have a limited technological horizon, they are incented
to either avoid the investment or seek regulatory guarantees. Those guarantees, of course,
would be to assure full revenue recovery from captive customers. That scenario, of course, con-
stitutes a shift of the risk of the investment from the utility to the consumers.

While that may give the utility the comfort to make the initial investment, it is an
asymmetrical arrangement where the managers and investors, who control the asset and deci-
sions regarding them, have no risk, and the consumers, who have no control, assume the risk.
With entrepreneurs, the company both has responsibility and risk, a more symmetrical ar-
rangement. Moreover, such companies, being unregulated, have more flexibility about how to

recover costs, and, in fact, given that they have competitors, have far more incentive to be agile
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and flexible in choosing technology, and in switching out dated equipment. In situations, such as
Smart Grid, where the technology is evolving rapidly, agility and flexibility are very much in the
interests of most customers and of the economy as a whole.'®

The back office capabilities of utilities are less important today than they might have
been in the past, simply because the factoring business has become widespread and highly
competitive. Indeed, even some utilities outsource this function. While outsourcing billing is not
without risks, and virtually every consumer has a “horror story” to tell about trying to deal with
customer service representatives in distant locations, the fact is that utility management of such
services is no guarantee of service quality and responsiveness. While one could argue that utility
accountability to regulators makes them more responsive, there is the very powerful counter
argument that the ability of a customer to take his/her business elsewhere is more effective.
The point is that the back office argument is simply not a basis for deciding whether utilities
should retain control of the meter and billing.

A more serious issue is the ability of a non-utility meter, or a web-based provider to
communicate with the local utility in order to provide the system benefits associated with smart

devices. In regard to meters, of course, mandatory national standardization and interoperability

1% There is an irony in regard to the question of technological innovation. It is that in antitrust

matters, courts are generally not disposed to take actions where a market player has achieved a dominant
position because of innovation and skill. The theory is that penalizing mere market dominance may inad-
vertently have the effect of discouraging innovation and productivity. In the case of regulated markets,
however, where regulated companies have market dominance because of governmental actions, and
where there are powerful incentives to be very cautious and risk averse, the market dominant player may
actually discourage innovation, the exact opposite effect of what antitrust courts fear.
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should resolve the matter. In the absence of mandates, state regulators and policymakers, as
noted above, have the ability to create protocols that would achieve the same result. Similarly,
for web, rather than meter-based systems, if protocols were put in place to insure communica-
tions with the local utility, that problem would also be fixed. If the latter is not accomplished,
that would create a bias favorable to meter-based operations, but not necessarily in favor of
utility meters, as opposed to non-utility meters.

It is also clear that whoever does the billing would have to be responsible for compen-
sating the other parties. Thus, if the utility bills, then it would have to pay the energy supplier if
it were a non-utility. The same would be true in the reverse situation, so that a non-utility would
have to pay the utility for wires and related services. That might require mutual auditing rights,
but those arrangements are not at all unusual in business.'®

Finally, there is the option of regulators and policymakers simply allowing the customer
to decide who installs and maintains his/her meter. In fact, the customer could simply be al-
lowed to purchase the meter, assuming it met whatever technical specifications are required.
That, from the standpoint of facilitating and enabling competition might be the best option of

all. The only issue would be how to spread out those payments for lower income customers who

1% 1t would be very useful, and interoperability requirements would resolve this technically but

not economically, to avoid the situation in England where a customer switch of suppliers necessitates a
changing out of meters. Indeed, it was, as noted earlier, the avoidance of that circumstance, that also
influenced states with open retail access to allow utilities to retain meter control. An alternative, of
course, would be to establish protocols and schedules for compensation between service providers at the
time of switching, so it is seamless for customers.
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might find it difficult to pay a high upfront cost. That, however, is a common commercial prob-
lem for which there are numerous possible remedies.
E. State Action Doctrine

The state action doctrine has been discussed in the antitrust section of this paper, so
further elaboration is not required here, other than to note that state policymakers and regula-
tors who favor competition need to be very careful not to allow their actions to allow parties to
invoke the doctrine, unless that is explicitly what officials intend to do.

While, as the case law discussed above points out, courts may construe the doctrine to
exist even where decision makers had no such intention, there are certain steps that state offi-
cials can take to avoid creating inferences that the doctrine should be applied in regard to Smart
Grid decisions. The first is to clearly articulate that the goal of the state is to promote, or, at a
minimum, not impede, a competitive market. It would also be helpful, although not necessarily
dispositive, to explicitly articulate that the state has no intention of allowing the action(s) it is
taking to be immunize any parties from antitrust liabilities. Beyond such explicit statements, the
state should take care not to do anything that would bring its actions within the two-part test of
the Midcal decision, namely the affirmatively setting out of a policy that might be construed as
acceptance of a non-competitive scheme, and not to put in place an active scheme of regulatory
supervision for the non-competitive regime.

It is obvious, but, nonetheless, important to point out, as more fully discussed above,

given that the relatively poor prospects of using the federal antitrust laws as a means of opening
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up the market for new players in Smart Grid, the consequences of states inadvertently invoking
the state action doctrine are not all that severe. That is especially the case, because the doctrine
does nothing at all to limit the discretion of the states to use their own jurisdictional powers to
promote competition in Smart Grid. Nonetheless, states will accomplish two important things in
contemplating the effect of their actions in regard to the state action doctrine. The first is that
by not invoking it, consciously or otherwise, they will have avoided arbitrarily depriving a party
of the ability to seek relief under federal antitrust law. Secondly, and perhaps even more im-
portantly, by carefully considering the impact of their decisions on whether the state action doc-
trine is being invoked, state officials will have to be keenly aware of the highly relevant princi-
ples which underlie antitrust law, and which are essential to create and sustain competitive
markets.

F. Tying Arrangements

Tying issues, in an antitrust context, are discussed above. For purposes of state policy-
makers and regulators, however, “tying” has a broader meaning than it does in antitrust law.

It is the leveraging of the monopoly franchise and the powers associated with it to gain a
competitive commercial advantage in markets outside of the core monopoly. For purposes of
this paper, the question of the role of a utility with control of an essential part of the market
and/or in possession of strategic information or preferential access to it is also being discussed
in this section, although, it is not in a technical way, “tying.”

The key issue for policymakers and regulators, just as it is in antitrust litigation, is to de-
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fine the core market. In electricity, that definition has been narrowing. Eighty years ago, many
electric utilities were vertically integrated into the consumer’s premises, providing end use de-
vices such as stoves, light bulbs, and, in some cases, even electrician services.

Thirty to forty years ago, the core had been reduced to generation, transmission, and
distribution to the customer premises. Today, the core, has been further reduced, to just the
distribution wires as well as metering and billing in some places, to just distribution and trans-
mission (which may be functionally unbundled) wires and meters in billing in other locations ,
while still retaining generation, transmission, and distribution, as well as meters and billing in
some places.

The question for today’s policymakers and regulators, that is raised in the context of
Smart Grid, is whether the long-term trend of reducing the utility’s monopoly should be extend-
ed to make metering and billing non-core as well. That question is more fully discussed above,
but there is another question that comes up in that context. Even if metering and billing is
deemed to be non-core and opened to competitors, there is the question of whether the utility,
or its affiliates can compete in the market, and, if so, under what conditions.

There are at least four options. The first is that it could be barred entirely from the busi-
ness, in which case, existing customers would have to select new providers. A second option
would be that the utility would serve as the default provider for those customers who failed to
affirmatively select another provider, but play no other role. The third role is where the utility

itself may not be in the market, but a fully owned, unbundled affiliate may. Fourth, the utility
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itself may be in the market in direct competition with other players.

For policymakers and regulators, there are two basic questions. The first is: which op-
tion is best for a competitive market? The second question, and the one that raises tying issues
arises from options three and four. In regard to the first question, any party in a competitive
market with advantageous access to strategic market information and in control of strategic
bottleneck facilities, will almost inevitably have to have some regulatory restrictions placed up-
on it in order to maintain some equilibrium in the market.

Those restrictions are inevitably one of two types. The first is structural, a category into
which the first two options, and perhaps some aspect of the third, fall. The second type is be-
havioral, which is less restrictive and more difficult to enforce, but would almost inevitably apply
to the fourth option, and in all likelihood, to the third as well. Structural remedies, such as pre-
cluding a company from participation in a market, or strictly limiting its role in it, are fairly
straightforward in concept and enforcement. It is, however, fraught with practical and political
problems.

On a practical level, unless the prohibition of option one was applied solely to new cus-
tomers, there would have to be some process for dividing a large number of customers up
among various providers. That might have a salutary effect of stimulating the market from the

beginning, but has the downside of raising difficult questions about which customers go



Dewey & LEBOEUF

SMART GRID AND COMPETITION: A POLICY PAPER
JuLy 28, 2011
PAGE 104 oF 105

where,’” discrimination among both customers and providers, and other difficulties. Thus,
while prohibition is conceptually simple, in reality it could prove difficult to carry out. Option
two, limiting the incumbent to the role of default supplier, has the benefit of bypassing many of
those practical problems, but does carry with it the risk of designing a default product that is
attractive enough to deter customers from switching to alternative suppliers.'®

Option three, where utility affiliates, but not the utility itself, can compete in the mar-
ket, is one commonly found in competitive retail energy supply markets. It has the benefit of
being structural in the sense that the affiliate has to have a separate identity with separate ac-
counts and separate management from the utility itself. Because the affiliation exists, indeed,
perhaps career paths would still be determined at the parent firm level, however, certain behav-
ioral protections would have to be in place as well. Those would include, for example, no cross
subsidies, no access to customer or utility affiliate information that non-affiliated competitors
would not have access to on the same basis, no tying of utility service to the services offered by
the affiliate, no use of the power to disconnect utility service for non-payment of an unregulat-
ed service bill (unless, perhaps, the same opportunity is afforded to all competitors), and a host

of other possibilities where utility affiliation offers a serious competitive advantage.

107 . . .
If a customer selected an alternative supplier, then of course, that is were the customer would

go. The problem is that most customers may well select no one, so some system for matching customers
and suppliers is necessary.

1% The design of the default product was an issue that many states that opened their retail mar-

kets to competition, have struggled with.
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The last option, simply letting the utility compete with other metering and billing com-
panies is, from the standpoint of competition, somewhat problematic. It has all of the behavior-
al restructuring of option three, but lacks the mandated account and corporate separation. That
would make the job of regulators trying to police the market for anti-competitive behavior ex-
tremely difficult.

The overriding issue for regulators and policymakers trying to make the meter and bill-
ing market a competitive one, is to make certain that the power of the incumbent utility is not
allowed to skew the market in ways that bias the market away from fair competition to benefit-

ing the incumbent utility.





