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I. Paul Joskow has recently argued that electricity distribution companies should be required to enable residential consumers to purchase electricity at the average price in the wholesale spot market.  He argues that this would protect them from exploitation, avoid wasteful expenditures on marketing, and usefully channel the efforts of retailers towards value-added services rather than price competition.  The present paper appraises these arguments, compares them against UK experience, and suggests an alternative transition policy to retail competition.

II. William Hogan and Larry Ruff have advanced similar arguments.  The policy has recently been implemented in San Diego.

III. Joskow argues that retailers prosper by adding value to the wholesale market.  His illustrations are useful but he underestimates the role of retail competition in price formation, in establishing the most efficient suppliers, in discovering the most preferred products and terms of supply, and in strengthening wholesale competition. 

IV. Joskow estimates that retailing costs are small so that reducing them by competition would be of little benefit to customers; that in practice these costs and hence prices are likely to increase because of higher marketing costs; and that rate rebalancing will mean increases in prices to smaller users.  These calculations are worthwhile.  However, in practice retail competition can stimulate offsetting reductions in retail and generation costs, provide better information about the relation of costs to price, and provide greater pressure for improved cost allocation, without necessarily increasing prices.

V. Basic Electricity Service (BES) is said to involve “the passive pass-through of wholesale spot market prices”.  In practice this would be less straightforward and more costly than suggested.  As markets become more sophisticated the spot market price may not be suitable for this purpose. BES does not avoid the costs and complexities of load profiling. Additional marketing costs would be needed to inform customers of its availability and claimed advantages.  Requiring distribution businesses to offer BES would be at variance with the policy of separating distribution and retail supply, and would be more costly than if supplied by retailers in response to customer demand.  In the UK there has been no residential demand for this form of supply; in Norway suppliers also offer hedges that the BES policy would prohibit; in a US company only 0.2% of residential customers chose this policy.

VI. Three policies are analysed. (1) Obliging distribution companies to provide BES in lieu of allowing retail competition at this time does not avoid many of the costs of retail competition.  It does not provide the benefits of variety and innovation, nor the pressure for efficiency in retail and wholesale generation costs.  It does not facilitate reduction in regulation. (2) The advantages of BES to accompany retail competition are less than claimed.  The resulting price is not fully transparent.  The availability of BES is unlikely to increase pressure on retailers to provide value-added services or to protect customers against exploitation.  If customers want BES the competitive market would provide it more efficiently. (3) Automatically providing BES and withdrawing the traditional regulated tariff would limit the scope for competition in retail services such as metering and billing.  It would impose uncertainty and cost on potentially sensitive customers.  It would stimulate pressure for price controls on wholesale prices.

VII. Joskow argues against the use of market shares to assess the success of electricity restructuring and competition, and instead proposes examining the nature of value-added services provided.  However, while many market features are relevant, it seems perverse not to give considerable weight to whether consumers actually choose the alternatives on offer.  The share of competitive retail suppliers also indicates the extent to which the market is operating on terms chosen by the market participants themselves, rather than imposed by regulation.  Joskow proposes that the removal of BES should be linked to the removal of the price controls.  It is not clear why this would be necessary or appropriate, and it would increase the pressure to maintain such controls.

VIII. California provided for an automatic transition to wholesale spot pricing when stranded costs were paid off.  San Diego reached that stage in 1999. Unexpectedly high spot market prices led to considerable complaints.  The combination of the policy and the high wholesale prices accentuated public concern and the policy may have accentuated the wholesale price fluctuations.  The levels of frozen price caps and the stranded asset policy have also discouraged retail competition for residential customers.

IX. The privatised incumbent suppliers in the UK were initially allowed to pass through generation costs subject to an economic purchasing condition.  This proved difficult to enforce, and higher costs and risks were imposed on customers.  The opening of retail competition allowed the supply price controls to be removed for large customers and replaced by fixed maximum price caps for small customers.  The levels of these caps allowed scope for competition yet protected customers, who could now change supplier.  There was a danger that in resetting the levels of these caps they would be tightened too much: the aim should be to let the market, not the regulated price caps, deliver the benefits of increased efficiency and competition.  Over 27% of residential customers have so far switched supplier, and the regulator envisages removing the residential price caps in two years’ time.  

X. There is much that is valuable in Professor Joskow’s paper, but it underestimates both the importance of retail competition and the costs and disadvantages of BES.  This has been shown in San Diego.  If customers want wholesale spot pass-through, the competitive market will provide it more efficiently than distribution companies acting under a regulatory obligation.  There are better ways to protect customers and facilitate the transition to a competitive unregulated retail market.

