STRICTLY PRIVATE AND CONFIDENTIAL
Principles for Power Market Development
Draft Outline

Introduction 
Why create markets for power?
Competitive power markets can achieve many objectives that are good for customers: 
· Minimize costs of power generation; 
· Encourage cost-effective investment; 
· Create meaningful price signals;
· Encourage new and more flexible services and innovations for customers;
· Encourage greater customer participation and flexible demand for power; 
· Reduce government/regulatory involvement in the industry. 
Principles for power markets
In an perfectly market: 
· Many independent sellers compete to offer supplies at least cost;
· Many independent buyers are flexible in trading of price and quantity of a good/service.
· No external costs in providing the service
· Full information is available to all market participants
· Low entry and exit barriers
Where these principles fully apply, individual profit incentives ensure that market participants consistently compete to exceed each other by offering products/services at lower prices and better quality. 
Constraints on power markets
Electric power is generally different from other products/services: 
· It cannot be stored and is consumed virtually instantaneously when it is produced;
· Demand varies on a very short time scale compared to other commodities; 
· Electric networks are unswitched – there is generally no way of controlling individual consumption in real-time. The consumption levels of individual customers may not be known until much later.
· There are substantial economies of scale in network functions (T&D).
· There are complex interactions between power flows on networks. These “external costs” must be captured in the market to achieve efficient outcomes
This implies that, at least given current technology, there is a need for: 
· Market rules that limit how market participants may act; 
· Regulated monopoly providers of transmission and distribution, who provide full and complete open access; and 
· A limited monopoly coordinating function to meet network reliability criteria over operational timescales.
 Given the monopoly nature of these functions, it is important that these providers:
· Are constrained to operate only in these areas, and do not branch out into providing services where competition is possible and practical;
· Pursue objectives that support competitive electricity markets (good governance) and changes to meet the requirements of market participants; and
· Are subject to effective incentive regulation to enforce behavior that leads to efficient outcomes. 
What is Enron’s ideal solution?
Enron’s ideal solution is to limit to the degree possible the monopoly functions necessary to meet the constraints on power markets previously listed. These limits will change as technology develops. For example, “smart” distributed generation and appliances may eventually be able to respond to price signals instantaneously – further limiting the need for centralized coordination. Where these constraints are still binding the ideal market structure will be flexible enough to incorporate these technological changes as they occur.
Aspects of the ideal market structure:
· Full open access to regulated monopoly transmission and distribution functions
· Monopoly system operator constrained to real-time balancing function necessary for reliability
· Customers able to contract for all competitive services
· Full disaggregation of generation, to support competitive outcomes
· Regulatory interventions limited to those necessary to protect competition and creation of economic incentives for monopoly elements
· Sufficient information provision to allow energy and transmission markets to develop on a competitive basis
What may be needed in the interim?
The technological and economic conditions do not exist that would allow the ideal market to be implemented immediately. In the interim an acceptable interim market structure would include:
· A system operator that performs the system balancing function in real-time, and creates a real-time clearing price that reflects system transmission constraints
· Detailed market rules that proscribe the operation of the real-time balancing market, and incentives or penalties for ensuring the rules are followed by the system operator
· Targeted regulatory interventions necessary to protect the development of competition where incumbent generators will have substantial market power through inadequate generation disaggregation
· Tariffs that force all system resources (e.g. transmission) to be available to the market as a whole, with no grandfathering provisions for native load, etc.
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