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Regulation allows utilities to pass their costs of power through to ratepayers, subject to regulatory approval.  Deregulation, in theory, gives the utilities the opportunity to manage their risks by setting up contractual relationships with their own suppliers to bear the risks of rising prices, and by bearing some risks of rising prices themselves.  If the risks borne by the utilities result in higher costs, utilities can raise their rates.  If a competitor beats those higher utility prices—perhaps because it better managed its price risks and secured lower priced power supplies—it would take customers from the utility.  In theory, this is how a deregulated power system could work.  

California’s plan deregulated one part of the market, but left the remainder of the market regulated.  Although the regulations that remained were left to provide important consumer protections, they impeded California’s progress toward competition.  Under the stress of inadequate power supplies, California’s deregulation program failed.  

The following nine points offer perspective on what other states may learn from California’s experience.  

1. Electricity markets depend on functioning wholesale and retail markets. 

Wholesale markets are the markets among power generators and between wholesalers and retail power suppliers.  Power generators can be regulated utilities, non-regulated affiliates of utilities or independent companies.  The power suppliers are the companies that secure power from the generators and then resell it to retail customers.  Because few of the new suppliers have been able to persuade many people to switch providers, the power suppliers tend to be the same utilities that have sold customers their power for 50 years or more.  Ninety-eight percent of Californians, for instance, buy from their former utility; 99 percent of the citizens of Massachusetts buy from their former utility, although for the most part these utilities own little generation themselves.  Some states are exceptions, having required that the service most people get should be supplied by the most competitive bid.  

The retail power suppliers need to be able to manage their price risks in the wholesale market in order to make a profit.  A helpful – but limited -- analogy is that of a hamburger stand that sells hamburgers at a consistent price of about $2 per burger.*  If the price of meat stays fairly stable at $1 per burger, for example, the owner can predict a steady-if not large-profit.  If the price of meat jumps from $1 to $5 to $10, the owner will not be able to realize a profit and probably will quit the hamburger retailing business.  Even if the prices do not jump so high, extreme volatility in the hamburger meat business could make the owner's profits so unpredictable as to drive her from business.  The electricity business is similar, requiring relatively stable and predictable wholesale power markets in order to support the retailers that provide the choice.  

2. Power suppliers must be able to manage their own--and their customers'--price risks.  

· Suppliers must be able to buy power through both long-and short-term contracts, and to lock in supplies at both a fixed and long term price.   

California's experience suggests that retail power suppliers should not be prohibited from engaging in long-term contracts.  Such contracts would have allowed the utilities to secure power for an extended period at some contractually-arranged price.  Most other states do not have such restrictions.  Indeed, some utilities-such as those in Massachusetts-sold off their power plants but included specific provisions to allow them to buy back power at pre-specified rates during several succeeding years.  This, combined with a portfolio of other longer-term contracts, shields the utility and its customers from at least some of the rising spot market prices.  

· Long term contracts by themselves carry risks, and should not be seen as a panacea to California's problems.  

Retail electricity providers should be freed to manage their price and supply risks.  Simply relying on long-term contracts is not sufficient, however, and should not be relied upon as the cure-all.  It is possible to secure a long-term contract at a high price that will appear over-priced in the future.  It is possible to conclude that the reason that many consumers began to complain about high electricity prices in this country in the mid-1990s--when the debate about electricity restructuring began--resulted from high-priced, long-term contracts and commitments.  

Instead of relying solely on short-term or long-term contracts, the power industry may rely on a portfolio of some short-term spot market purchases, some long-term contracts and other options that will enable consumers to reduce their demand for power.

3. To function properly, wholesale markets need an active demand side as well as supply side competition.  

California created a power exchange to try to foster competition in its power markets.  Yet, in order to protect smaller customers from the possibility of price increases, the state froze retail customers' electricity rates.  This has meant that the classic competitive interaction between supply and demand has not been allowed to work, since demand cannot respond to changes in supply price or availability. 

California and some other states now are experimenting with three different methods of allowing demand to respond to changes in supply markets.  Most analysts suggest that very small decreases in demand can produce large cost savings.  

· Real Time Pricing.  Customers would have a meter to tell them precisely what they would pay for electricity at that moment.  The idea behind this solution is that a customer could choose not to use a clothes dryer, for instance, when prices were highest.  Critics suggest that many people, particularly people with lower incomes, may not be able to reduce their demand during these high price times, and that such an approach could place an undue burden on some customers.  

· Demand Bidding.  Customers or their agents would be able to bid into the wholesale market to reduce their demand for power at certain times of day.  These bids would compete on a price basis against bids to supply power during the same time.  The market would decide which among that portfolio of demand and supply bids would be accepted.  

· Demand Participation.  A customer could set up a contract with its utility or electricity provider through which, when the electric system requires additional capacity, the customer would reduce usage.  The utility then could sell those kilowatt hours on the open market at the available price.  The customer and the utility would split the proceeds of that sale according to some prearranged formula.  

Another example comes from Maryland.  Customers receive a small discount on their electric bill and give their utility the right to install a small device on their air conditioner.  The device, when activated, will allow the utility to turn off the customer's air conditioner for a few minutes each hour during high-use periods.  The short time that the air conditioner is turned off does not affect the customer's comfort in most cases, and the combination of many air conditioners being turned off helps the electric system meet its demand for power.  

4. Wholesale markets need adequate generating capacity (supply) complemented by cost-effective end use energy efficiency.  

California's problems became evident when the state's demand for electricity began to outstrip its supply.  This constrained supply situation increased electricity prices. Few people agree on what constitutes adequate supply, and the definition of adequate supply includes not only how much generation is available but also how much transmission is available to deliver energy to particular pockets of electrical load.  However, it is clear that California's generation was far from adequate, falling below 5 percent reserve levels for much of the winter and exposing the state to unacceptable risks of power interruption for much of the winter.   

No other states appear to be in the severe situation in which California has found itself.  However, many regions are currently operating on tighter reserve margins.  Each state may need to assess the adequacy of its generation capacity, how much cooperation can be expected within the regional electricity market, and how much it relies on outside sources for power.  If the state relies heavily on sources outside its borders for power, the state should assess the adequacy of those resources.  As California began to rely heavily on out-of-state resources, it became evident that those supplies were unable to meet the state's needs.  

California’s experience has also shown that if end users reduce their energy consumption, the whole electricity system will benefit.  It has also shown some of the limitations of programs that give customers lower rates for allowing the utility to occasionally shut of their power, since the state required far more shut-offs than there are customers to be shut off.  

Instead, the state is now looking to improve the efficiency with which people use energy through better air conditioners, household and office appliances and other means. The state itself is investing in new and efficient energy technologies such as LED traffic lights, and other measures to reduce its own energy usage.  Efficiency programs will complement new supply to build a portfolio of resources to meet the state's energy needs.  

5. Power markets may benefit from a diversity of fuel supplies for generation.  Heavy reliance on a single fuel can push wholesale prices up quickly if the price of that fuel increases.  

California's electricity prices rose in part because its power generators heavily rely on natural gas to generate electricity.  California's natural gas prices rose to levels more than 300 percent higher than the national average.  However, natural gas prices across the country also have increased, affecting wholesale electricity prices.  Figure 1 shows the increase in New England electricity wholesale electricity prices that have resulted primarily from natural gas price hikes.  The overall trend in power markets now is to rely almost exclusively on natural gas in new generation; more than 95 percent of all new power plants in the country will run on natural gas.  

Power markets may benefit from a diversity of generation supplies, including other fossil fuels, nuclear power or renewable sources of energy.  Thought of in terms of a portfolio of risks, the combination of resources ultimately could decrease the risk that electricity prices will increase.  For instance, the wholesale power costs of a heavily gas-dependent power system would have skyrocketed when gas prices increased from $2.50 per million British thermal units (Mmbtu) to $10 per Mmbtu.  A system that is less dependent on natural gas would have been less exposed to such price increases. 

In some respects, the gradual switch to natural gas use for power plants is the natural result of a market-based power system.  Natural gas has been less expensive than most other fuels, its capital cost has been lower than most other technologies and it has been easier to move through the state or local power plant siting process.  Policymakers should be aware of the gradual switch to gas, and the increased exposure of reliance on a single fuel.  Each state and region may need to re-examine its own situation.  Some parts of the country may already have a more diverse set of generation resources than others.   

Some states may also need to address issues such as siting of new generation and transmission.Siting of any new facility is difficult.  However siting of facilities that face greater community resistance – including many of the alternatives to natural gas -- can be still more problematic.  

6. In states that have vibrant retail markets--which currently are almost nonexistent--customers will have an opportunity to manage their own price and supply risks.  

Retail choice should give customers an opportunity to manage their own price and supply risks. In theory, for instance, full retail choice should allow customers to buy electricity at some fixed price (although they may pay a little more than the existing spot market price at the time), to buy power at a price that fluctuates completely with the market, to buy power at a price that can be interrupted (for a lower price than other products), or to buy power that cannot be interrupted.  In theory, retail markets should produce this variety of retail electricity products which vary in ways other than price and firmness of price.  

For reasons discussed earlier, California’s retail market did not flourish.  As a result, two things happened: retailers offered very few products that would really help customers to manage their risks, and most of the products that were offered-even the renewable products that theoretically could have been fixed-price products-were priced based on the spot market price.  This happened because the spot market was so overwhelmingly dominant, and marketers were unable to spark interest in products that were not based on some discount off or premium to the spot market.  

A vibrant retail market would have produced this array of risk management products that would accommodate different customers' appetites for different risks.  Such a vibrant retail market has not developed in California, nor has it developed in other states; many analysts question whether it will develop at all.  The question of how to create a vibrant retail market is the subject of considerable controversy.  

7.
Some kind of state oversight of power markets may be required to evaluate energy needs and the ability of the system to meet those needs. 

California’s electricity crisis caught many Californians by surprise.  Many now question why the many factors that led to the crisis were not brought to their attention sooner.  A few in California and elsewhere now suggest that a more active, enforceable energy planning process would have served the state well in this situation.  Such a process could not only give policymakers some much-needed information--it also could have input into the state siting process, which must take into account investment needs for transmission, generation efficiency and other areas.  The process similarly could provide guidance and an early warning for the state of new areas of concern within the energy system.  

At a minimum, planning provides information to policymakers.  Beyond that, it also can provide information on investment decisions on transmission, generation, efficiency, demand bidding, siting processes, ISO/regional transmission organizations, or the capacity and jurisdiction of one state to address and solve a problem by itself.  It is important that any state involvement in the planning process be set up to inform and aid the process and not to hamper it.  Some market participants express concern that such a system not simply create another state level of approvals and bureaucracy, but instead serve a helpful planning and monitoring function.  

8. Some kind of regional oversight and collaboration in power markets may also be required.  

Some kind of regional collaboration and coordination also may be required to avoid the California effect.  With the exception of Texas, electric systems are inherently regional.  Electric systems in parts of the Northeast have operated in close coordination for more than two decades.  Californians have discovered that one part of the solution to their problems has been to collaborate with their neighbors to the north, west and south.  Such collaboration among states and across boundaries may hold an important key to avoiding the problems that California experienced.  

9. Capping or freezing rates offers important consumer protection in markets in which a commodity is competitively procured.  However, it also can affect how quickly a competitive market develops, and, absent some flexibility, may affect the financial health of market participants.   

Policymakers generally want to demonstrate some kind of immediate consumer benefit by capping or freezing electricity rates, sometimes at a discount to their previous levels.  Most states, including California, have done this.  These protections were put in place for reasons that were critically important to many policymakers.  Yet they present a dilemma and a trade-off; although they offer immediate consumer protections, this regulated protection to consumers in an otherwise price-deregulated market, can severely handicap or even defeat competitive forces.  As the $12 billion debt amassed by California utilities shows, increases in the underlying wholesale cost of power can squeeze the electricity suppliers into bankruptcy if the rate cap or freeze is enforced strictly.  

The California experience suggests that policymakers should be aware of the tradeoffs that result from the regulations that remain during the transition to competition.  For example:  

· What is the effect on the development of competition from the rate freeze or cap?  

· How long should a cap or freeze remain in place, if it is imposed at all?  

· What circumstances should trigger the lifting of a rate freeze or cap?  

· What flexibility should be built into the rate freeze or cap?  

· What alternative measures can be imposed to protect consumers while simultaneously encouraging competition?  

It can be difficult to keep an unconditional promise about rate caps or freezes.  For the utilities, price caps can be conditioned to allow for upward or downward price changes if certain events occur that are beyond the utilities’ control.  Consumers need not only the low prices and price stability that can be possible under deregulation, but they also need an understanding about certain limited risks that would allow prices to rise under specific circumstances.  

* Hamburgers are clearly different from electricity, as are markets for hamburger meat.  For instance, people can choose to eat chicken or pizza instead of burgers – while there are few easy substitutes for electricity.  In addition, many hamburger outlets and retailers exist.  However, within this limited context, and to make this example work, assume that the owner of the hamburger stand has set up shop in a mall in which the owners have capped the price that he can charge for burgers.  





