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Outline

• The political economy of US Deregulation
• Industry background

– Costs and prices; AC in regulatory terms.
– What exactly is restructuring?

• Why electricity restructuring has 
disappointed policymakers in the US

• What is next for the industry
• Caveat: this talk is not about the California Crisis

• Market power not a big part of today’s story
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Sequence of changes to the 
Electric Utility Business

• Traditional model of vertical integration
– Generation/transmission/distribution/billing within one company

• Some trading of wholesale power across utilities
– BUT then cracks in the traditional model appeared

• First crack: independent power producers
– Need access to transmission and utilities are only customers

• Second crack: retail choice for energy supply
– Customers get “direct access” to generators, but need transmission

• Third crack: self (“distributed”) generation 
– But distributed solar/wind still needs to sell through the grid

• Fourth crack???: storage => grid disconnect ??
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Central Premise
• The last 30 years of electricity policy have 

been largely influenced by attempts to 
avoid paying for fixed/sunk costs.
– Regulated prices ~ average costs
– Market prices ~ marginal costs The 

attractiveness of this strategy fluctuates over 
time.

– As “reforms” work it can reduce costs (sunk 
and otherwise) and provide benefits

• But those efficiency gains are likely dwarfed by the 
transfers at stake,
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Rate of Return Regulation Produced Widely 
Varying Results: 1998 Average Retail Prices
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US Generation Capacity Reserve Margins
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US Electricity Restructuring:
What is it?

• Transmission (vertical) reforms
– Create ISOs – or “order” open access
– Operate short-term “balancing” markets
– Maintain system reliability
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Defining Liberalization (1)
Organization of Wholesale Markets
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Defining Liberalization (2):
Retail “choice”
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Retail Choice is Thriving only in Texas
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Residential Sector is Avoiding 
Choice
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Defining Liberalization (3):
Deregulation of Generation
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Wholesale Prices in Power Markets
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Competitive Era Fails to Shrink Electric Bills - New York Times http://www.nytimes.com/2006/10/15/business/15utility.html?ei=5070&...

1 of 4 12/18/2006 5:19 PM

October 15, 2006

Competitive Era Fails to Shrink Electric Bills
By DAVID CAY JOHNSTON

A decade after competition was introduced in their industries, long-distance phone rates had fallen by half, 
air fares by more than a fourth and trucking rates by a fourth. But a decade after the federal government 
opened the business of generating electricity to competition, the market has produced no such decline.

Instead, more rate increase requests are pending now than ever before, said Jim Owen, a spokesman for the
Edison Electric Institute, the association for the investor-owned utilities that provide about 60 percent of
the nation s power. The investor-owned electric utility industry published a June report entitled  Why Are
Electricity Prices Increasing? 

About 40 percent of all electricity customers   those in 23 states and the District of Columbia where new
competition was approved   mostly paid modestly lower prices over the past decade. But those savings were
primarily because states, which continue to have some rate-setting power, imposed cuts, freezes and caps at
the behest of consumer groups that wanted to insulate customers from any initial price swings.

The last of those rate protections expire next year, and the Federal Energy Regulatory Commission and
other federal agencies warn in a draft report to Congress that  customers may experience rate shock  as
utilities seek to make up for revenue they did not collect during the period of artificially reduced prices and
to cover higher costs of fuel. They warned that  this rate shock can create public pressure  to turn back from
electricity prices set by the market to prices set by government regulators.

The disappointing results stem in good part from the fact that a genuinely competitive market for electricity 
production has not developed. 

Concerned about rising prices, California and five other states have suspended or delayed transition to the 
competitive system. 

And voters around two California cities, Sacramento and Davis, will decide next month whether to replace
investor-owned utilities with municipal power in hopes of lowering rates. Drives are under way to expand 
public power in Massachusetts. In Portland, Ore., the city council tried and failed to buy the local utility 
company.

Electric customers in other states are facing rude surprises. 

In Baltimore, an expected 72 percent rate increase in electricity prices has aroused so much protest that the
state legislature met in special session, where it arranged to phase in the higher costs over several years. In 
Illinois, rates are about to rise as much as 55 percent.

The three New York area states opened their electricity markets to competition, with different results.
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Retail Price Changes: 1998-2006
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Retail Price Changes: 1998-2012
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The difficulty in judging  the 
impacts of restructuring

• The challenges with a focus on retail rates
– Tremendous time lags between wholesale and retail outcomes in 

many regions
– Controlling for diversity in starting conditions
– Isolating impacts of restructuring from other changes

• Marginal Cost (deregulation) will at times 
be above and at times below Average 
Cost (regulation)
– Which looks better depends upon when you 

look
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Average Retail Price of Electricity, 1960-2005
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Source: EIA, http://www.eia.doe.gov/emeu/aer/pdf/pages/sec8_38.pdf. 



Average Retail Price of Electricity, 1960-2005

MC or “market price”

(“rent”)
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Source: EIA, http://www.eia.doe.gov/emeu/aer/pdf/pages/sec8_38.pdf. 

Source for Black Line: Artists Rendering (I.e. I made it up)

Rates » Average Cost (“own”)



MC

Theoretical (hoped for) Impact of
Restructuring: both costs go down
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Source: Completely fictional data made up by me. 

Rates » Average Cost



Retail Rates in Restructured vs. 
Regulated States
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Retail Rate Changes Since 1997
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The Next 20 Years

• Tension between average and marginal cost has 
migrated to the arena of distributed generation.

• Expansion of grid scale renewables lowering 
marginal costs while raising average costs

• Customer level renewables (rooftop solar) offer 
an escape from most fixed and sunk costs
– Problem is exacerbated by retail rate structures
– Almost certainly constitutes inefficient bypass
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Technological Change Since 
2000

• Large Expansion of Grid-Scale Renewables
• Rapid growth (from smaller base) of distributed 

generation (e.g. solar rooftops)
• Large-scale deployment of “smart-meters”
• Advances in development and acceptance of 

home-automation systems.
• Improved sensor/switching/computational 

capabilities for large-scale grids
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Technology and the Utility/Consumer 
Relationship: Two Pathways

• Path 1:  Technology tightly integrates individual energy 
users with their regional grid
– Two-way communication between users and wholesale 

market operators.
– Massively distributed responses to changes in wholesale 

market conditions.
• Responses largely automated through home automation of 

thermostats and management systems
• Path 2: Technology and policy encourages customers 

to isolate themselves from the regional grid.
– Storage and distributed generation technologies allow for 

“cord cutting” with local utility.
– Formation of “micro-grids” creates pockets of self-

sustaining but isolated networks.
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Wholesale and Retail Prices August 2007
Customer B - large residential user
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Ratemaking can Determine the 
Pathway

• Rate design can either provide incentive for more 
efficient participation of customers
– Rates that encourage dynamic participation of loads
– Potential for incorporating distribution level conditions

• Or it can encourage the deployment of new technologies 
in ways that predominately avoid paying for sunk costs.
– Rates that charge for fixed costs in variable components

• Reminiscent of factors driving retail choice in the mid 
1990s.
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Not everyone agrees on prices 
that reflect costs

PUC Must Reject PG&E Plan to Cut Incentives
Mercury News – Letters to the Editor, September 22, 2014
PG&E has proposed changes that protect its monopoly and 
could cripple the market for its main competition: rooftop solar. 
The crux of PG&E’s proposal is to add $10 in monthly, 
unavoidable fixed charges to your bill. By making customer bills 
less dependent on actual energy consumption and forcing 
people to pay no matter how much energy they use, the 
incentive to produce your own energy and reduce dependence 
on dirty grid power is dramatically reduced.
Matt Vespa
Senior attorney Sierra Club
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Thank You!
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