Some Econom c¢ Questions About Restructuring

Econom sts’ critique of electricity 30 years ago

A

VWhat

Regul ati on creates excessive incentives for nore supply
and particularly nore capital intensive supply

El ectricity prices are wong all the tinme. Too |ow on-
peak and too high off-peak

has restructuring done about the two probl ens?

Install ed capacity (I CAP) requirenents essentially
return us to the world before restructuring. If excess
generation investnment was the problem how can

soci alizing the costs of capacity be the solution?

In states that have restructured, retail prices are
still average-cost recovery devices rather than

mar gi nal -cost signals. O what inportance is whol esal e
mar ket restructuring w thout marginal cost pricing at
the retail |evel?

Wiy are the states that have not restructured and have
mai ntai ned vertically integrated regulated utilities largely
| ow cost ?

A

Wei ght ed- average vs. margi nal -cost pricing

1. In regul ated world prices are wei ghted-average
Y%out put nucl ear X nuclear price +
Y%out put hydro X hydro price +

Yout put coal X coal price +
%out put nat gas X nat gas price
2. In markets, prices reflect marginal cost of

producer with highest costs whose output is
necessary to neet denmand

a. | nfrmar gi nal producers receive economc rents
b. Farmand in lowa vs. Arizona
C. Hydro and coal vs. natural gas

3. Low costs states are | ow cost because of

i nframargi nal generation mx (old fully
depreci ated and pre-1970 clean air coal and hydro)
not because of | ower marginal costs.



Are there unexploited gains to trade in the traditional
bal kani zed vertically integrated nonopoly franchise world
and t hrough what changes could we achi eve then?

A Price di screpancies between states (Kentucky 4.3 cents
per kW vs 11.3 cents per kWh in New York) woul d seem
provi de the opportunity for gains to trade
1. If gas is marginal everywhere, then prices would

not vary across states in unregulated market
because the price of gas-fired output would set
the market price everywhere.

2. Thus the fact that prices do vary implies that
wealth redistribution as well as efficiency gains
result from the eliminating the balkanization of
the U.S. electricity market.

3. Low cost states do not want inframarginal
generation rents to go to the highest bidders
rather than current custoners.

4. This explains state political resistance but not
utility resistance because in a free market the
|atter’s inframargi nal generation would be nore
val uable like farmand in | owa.

5. Are utility managers shirking fromutility
shar ehol ders’ interests?

B. Publ i c good nature of transm ssion system - gains (and

| osses) fromtransm ssion investnent cannot be

restricted to those who invest.

1. Hale et al. (Regulation Issue 2 2000) denonstrated
that several small transm ssion investnents reduce
peak power prices in the summer across several
states. The |inks have not been built because
costs are local and no one represents the
beneficiaries across nunerous state and utility
boundari es.

2. El ectricity transm ssion i ssues seemsimlar to
unitization issues in petroleumreservoirs — a
m smat ch bet ween current ownership and regul atory
structure and physical nature of the grid.

3. FERC SMD and RTGs can be seen as anal ogous to
forced unitization contract

4. Vertical integration and very limted trade nay be
the transaction-cost mnim zing industrial
organi zati on because of the public-good nature of
transm ssion i nvestnent.

5. Presumably vertically integrated utilities manage
the tradeoffs between nore transm ssion and nore
| ocal generation? How do we do so over the entire
Eastern Interconnection — via either centralized
or decentralized decision processes?



