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	Customer Choice, Consumer Value

	Setting the Record Straight: The Consumer Wins with Competition



	by Michael T. Maloney & Robert E. McCormick





In May 1996, Citizens for a Sound Economy Foundation released a study entitled, Customer Choice, Consumer Value: An Analysis of Retail Competition in America's Electric Industry. The study was conducted by Professors Michael Maloney and Robert McCormick with Raymond Sauer, all of whom are from Clemson University. Their findings suggest that opening the market for electricity will save consumers billions of dollars while providing a substantial stimulus for the economy as a whole. Although the study was well received, not everyone accepted its findings. Opponents to restructuring the electricity industry have challenged the findings of the study. In this paper, CSE Foundation provides a forum for Professors Maloney and McCormick to respond to their critics.



Last spring we produced a theoretical and empirical analysis of the benefits of competition in the electricity industry for the Citizens for a Sound Economy Foundation.� The results of that study provided compelling evidence of the tremendous gains to consumers and to the economy as a whole due to competition in the electricity market. Since the report was released, opponents of competition have leveled a number of attacks against the study,  

and we expect there will be more. Certain vested interests have an enormous stake in
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�maintaining the status quo, irrespective of the fundamental economic truths about deregulation and consumer choice in electricity. Perhaps the most strident attack has been a recent publication by Matthew I. Kahal for the Electric Consumers' Alliance (ECA).� To the extent that this study raises legitimate concerns, they are addressed in the general discussion of this paper. However, the bulk of the ECA study does not meet the standards for academic discourse and it is therefore inappropriate for consideration in the debate over restructuring the electricity industry. 



We are academic scholars, and we welcome and expect informed debate and criticism on all our work, the CSE Foundation report included. However, we find little value in cute, ad hominem opinions that are neither accurate, nor prompt further thought, nor push the debate forward. This type of attack does not serve the interests of science or truth or advance our understanding of the complex question of electricity deregulation. We encourage peer review of our work, but the standards for scientific debate are not currently being honored by ECA and some other recent attempts at criticism of our work.



Our critics' analysis of our research is mainly designed to influence the political process without due regard for the abiding economic principles that we discuss.

Let us say at the outset, nothing our opponents have said or done has made us fundamentally rethink our position or change our approach. To be frank, we think that our critics' analysis of our research is mainly designed to influence the political process without due regard for the abiding economic principles that we discuss. In this paper, we would like to address the concerns that others have raised about the CSE Foundation study and reiterate the importance of moving towards a competitive regime for electricity. 



Most importantly, our work speaks for itself. We have attempted to avoid political posturing and pandering. Our work is designed to be judged on sound principles of economics and statistics. We have no ax to grind, and we represent no interest group. Our research has been financially supported by the CSE Foundation, a Washington-based, market-oriented organization. However, the conclusions are our own. That they may fall in line with any views held by CSE Foundation is purely fortuitous, for them.



















Competition Lowers Prices for Consumers



Issue:	Is there a serious disagreement over the fact that competition is good for consumers?



In many respects, critics of our study for CSE Foundation are in fundamental accord with us on the general outcomes of competition—lower prices for consumers.

Answer: No. In many respects, critics of our study for CSE Foundation are in fundamental accord with us on the general outcomes of competition—lower prices for consumers. The Edison Electric Institute (EEI), for example, basically agrees with the central and vital point that some form of competition is efficient, feasible, and desirable. They say, “We believe the [CSE Foundation] Report has sharply focused the debate about restructuring the electric industry in a useful way on economic costs and benefits of retail competition. It is no surprise that the Report's conclusions are that the benefits from increased productive and allocative efficiency brought about by competition among generators and choice for consumers substantially outweigh the transition costs in the long run,” (emphasis added).� 



Indeed, another critique released by Entergy and authored by David Lifland, Michael Schnitzer, and John Weber asserts, "we must state our general belief that competitive markets tend to produce better results than government regulation and thus, wherever feasible, competition should be substituted for regulation. In our view, the United States electricity industry affords just such an opportunity: we believe that properly structured competition, particularly in the generation sector, will result in lower costs to society than the current system of regulation."�



Because there is some level of agreement on this basic point, the primary questions should then revolve around scientific analysis. Our report is scientifically solid. Hence, it can and should be used by policy makers in thinking about and formulating their views on customer choice in electricity.  



What then, is the conflict? We take the position that competitive prices are efficient and that efficiency is good. The sooner we move to a regime of competitive prices, the better for consumers and the economy as a whole. Our opponents seem more concerned about the wealth transfers inherent in restructuring. As most economists will tell you, these equity questions rarely have anything to do with efficiency, and they certainly do not in this case. A substantial portion of our study addresses this point. We would like to reiterate the most important conclusion:



Regardless of how much wealth redistribution is included in the transition to a competitive electric industry (e.g., stranded cost recovery, competitive transition charges, etc.), efficiency is best served by immediately equating the marginal price paid by the consumer to marginal production cost. What this means in simple terms is that the kilowatt-hour charge paid by customers should equal the market price of electricity without any transition charges. Transition charges, if they are imposed, should only be levied as access charges or fixed fees.





Why Prices Will Fall for Consumers



Our argument is so simple that it can be reconstructed by a high school student and so basic that it cannot be dismissed or ignored. In the current operation of the electricity industry, there is enormous excess capacity—at least 25 percent in conventional steam generating capacity. The excess capacity is not reserve capacity necessary to ensure system reliability; it exists simply because production facilities are idled.  The existence of this excess capacity is a fact that none of the critics have attempted to refute and it is also the driving force for competition.



Issue:	Given the substantial amount of excess capacity in the current electricity industry, what will happen if the barriers to competition are removed?



Answer: With full and open competition in the electric power industry, rival firms will attempt to exploit this excess capacity. Competing generators will increase output when they have excess capacity and will dump this power on the market. Price will fall to clear the market, and, if the electricity market is competitive, all consumers will benefit from the lower price of generation.



The first order results are obvious: Competition will cause the price to fall.

Excess capacity is in the system now, and competition, one of the most powerful forces on the face of the earth, will exploit it. Firms will use the excess capacity to generate additional power as long as the price they receive can at least cover their marginal operating cost. It is a second order question to ask how far will price fall. The first order results are obvious: Competition will cause the price to fall. This is impossible to dispute. As a reference, Table One provides a summary of our findings in the CSE Foundation study, where we forecast prices in a competitive market. 





	Table I







IMPACT OF RETAIL COMPETITION IN ELECTRIC POWER



	SUMMARY OF FINDINGS

�����

Output Expansion Scenarios�

Seasonal Cycle�

Full-Utilization of Conventional Steam�

Long-Run Competitive Equilibrium��

Percentage Change in Consumption�

13.4 %�

25.5%�

42.4%��

Overall Reduction in Price�

.9 ¢/kwh�

1.8 ¢/kwh�

3.0 ¢/kwh��

Reduction in Price for Residential Consumers�

1.1 ¢/kwh�

2.2 ¢/kwh�

3.6 ¢/kwh��

Gain in Consumer Surplus�

$22.1 billion annually�

$57.6 billion annually�

$107.6 billion 

annually��

Gain in Social Welfare�

$1.9 billion annually�

$7.5 billion annually�

$24.3 billion annually��

Decline in Average Bill to Residential Consumers*�

$9.50 per month per household�

$18.00 per month per household�

$30.00 per month per household��

Decline in Average Bill to Commercial Consumers*�

$57.32 per month per user�

$109.07 per month per user�

$181.36 per month per user��

Decline in Average Bill to Industrial Consumers*�

$947.66 per month per user�

$1,803.38 per month per user�

$2,998.57 per month per user��

*Current consumption rate is held constant.



Reprinted from: Michael T. Maloney and Robert E. McCormick with Raymond Sauer, Customer Choice, Consumer Value: An Analysis of Retail Competition in America's Electric Industry, Washington, D.C.: Citizens for a Sound Economy Foundation, 1996.











Issue:	Does your study overestimate the benefits of competition because you confuse customer savings with improvements in economic welfare?



Answer: No. The critique by Lifland et al. asserts that the CSE Foundation report "grossly exaggerates" the benefits of competition and is misleading "in that [customer savings] mostly represent redistributions which are neither true economic benefits nor even necessary consequences of competition."� However, in the CSE Foundation study we are very explicit in separating the effects of competition using standard consumer welfare analysis. We state: "The benefits of competition bestowed on consumers are measured as the increase in the area of consumer surplus....The increase can be broken into two pieces. One is the amount that consumers' bills would go down if they did not consume any additional electricity. The other is the net gain they get from the additional consumption they choose at the lower, competitive price....The net gain from the additional consumption is a net gain for society. It is called the 'welfare triangle,'"(emphasis added).



Our critics are hyper-sensitive to the notion of redistribution in customer cost savings, they seem blind to the notion of redistribution in the form of corporate welfare euphemistically now called "stranded cost recovery." 

Lifland et al. say that customer savings (the first piece of consumer surplus) are simply wealth transfers and are not part of the welfare triangle. Of course we agree; this is our point, too. We say this repeatedly and our tables show this as well. We do not understand their point, because it is our point, too. Wealth transfers are just that. We are simply amused that reverse wealth transfers in the form of so�called "stranded cost recovery charges," which are far better labeled "bad investment recovery charges," are not viewed by them in the same light. While they are hyper-sensitive to the notion of redistribution in customer cost savings, they seem blind to the notion of redistribution in the form of corporate welfare euphemistically now called "stranded cost recovery." Our point was and is, stranded cost recovery is an issue of equity and fairness, not economic efficiency. We wish the authors of that particular criticism had said as much themselves.



Moreover, wealth transfers are necessary consequences of any transition from monopoly to competition. Currently, utilities earn monopoly profits that are unsustainable in a competitive market. By definition, competition eliminates monopoly profits through lower prices. The only way to avoid such wealth transfers from producers to consumers (also known as customer savings) is if the government were to protect monopolies or enact legislation that forced consumers to give some of their gains back to producers, as is the case with stranded cost recovery. What our study demonstrates, and we emphasize once again, is that competition will generate substantial welfare gains above and beyond the debate over wealth transfers.



�Issue:	If the amount of electricity consumed increases as prices fall and producers start generating more electricity to meet that demand, will this drive the cost of producing electricity up, raising the price of electricity and eliminating the consumer benefits of competition?



The point adroitly dodged by our critics is that prices will fall under competition, because prices are currently well above costs of production for many firms and consumers and because there is enormous excess capacity.

Answer: No. The production costs of electricity will not have a significant impact on consumer savings. The National Rural Electric Cooperative Association (NRECA) states, "The CSE analysis assumes that such a large increase in fuel demand would not trigger an increase in fuel prices. That assumption contradicts basic economic theory of price being affected by supply and demand forces. Nor does it consider the additional burden of transporting the fuel to the power plants."� Wrong again. We discuss and analyze in detail the expected, but ultimately trivial, increases in average cost that might accompany increased production. We treat this problem in detail and carefully in Volume II of our study. In addition, some critics point to a study by the National Regulatory Research Institute study that concludes that average cost will not fall. While correct, this is another red herring. Although it is an interesting question whether competition will reduce costs or not, cost reduction is not a necessary nor sufficient condition for prices to fall. The point adroitly dodged by our critics is that prices will fall under competition, because prices are currently well above costs of production for many firms and consumers and because there is enormous excess capacity. On this point, it doesn’t matter whether costs will fall for existing producers or not.





What Will Consumers Do If the Price of Electricity Falls?



Perhaps one of the most common criticisms of our study is that consumers will not react to lower prices.� As the NRECA report puts it, "This level of consumer benefit could happen, but only if the consumer response to declining prices assumed by CSE is accurate. If the response is lower than CSE's assumption, the benefit would be lower than the incredible figure CSE predicts."� It must be emphasized that we did not assume the consumer response to lower prices. Our estimate of the consumer response to price changes—price elasticity of demand in technical jargon�—is an empirical estimate based on statistical and economic analysis. 

�To recap briefly, in the CSE Foundation study we estimated the price elasticity of demand to be -0.9757, or roughly -1. That is, for a 1 percent decrease in price, there will be a 1 percent increase in consumption. This estimate is well within the range of other estimates in the academic literature. In addition, our estimate is an update of the existing literature based on 1993-94 data. Importantly, our empirical work confirms the findings of earlier studies.  



Issue:	Your critics suggest that consumers cannot possibly respond to lower prices to the degree you estimate in the CSE Foundation study. Is your estimate of consumer responsiveness too high?



What is striking about this graph is that it demonstrates the fact that when the price of electricity is cheaper, people consume more.

Answer: No. We take the amazingly simple position that people will actually do what they do. A picture sometimes tells more than words. Examine the following graph, which is a scatter plot of the actual total monthly consumption for each state in the United States for 1993 and 1994. It is important to note that these are the consumption levels that consumers in the states actually purchased at the prices they faced then. What is striking about this graph is that it demonstrates the fact that when the price of electricity is cheaper, people consume more. This is not an experiment or a statistical analysis. This is just a picture of observed consumer behavior. It has not been analyzed, manipulated, or interpreted. It is simply the facts.



To these actual, state-level consumption data we have simply drawn a line that passes through the heart of the data. Notice the slope of the line! The marked percentage change in price along the fitted line is -25% and the percentage change in consumption is the opposite, +25% Therefore, the elasticity is +25%/-25% = -1.0! This is exactly the figure we estimated in our report.































Now we simply ask, is it unreasonable to say that people will do what they do (our position), or is it more accurate to simply assert that people will not buy more power when the price is lower? The scientific literature, our own analysis, and this picture all tell the same story about the long-run responsiveness of consumers to a price change in electricity.



Issue:	Are the benefits of competition diminished if consumers do not respond to prices to the degree that your findings in the CSE Foundation study suggest?	



At all events, price will decline, and no one can seriously claim that lower prices are bad for consumers.

Answer: No. It is clear and unassailable that price will fall; our task was to determine how much price will fall. If the overall price responsiveness of consumers is less than we have estimated, then price will fall by more than we forecast. If consumers are slower to react to price changes than we have assumed then price will fall more in the short run than we have predicted. At all events, price will decline, and no one can seriously claim that lower prices are bad for consumers.  Moreover, it is true—and we have shown—that if consumers are less price responsive in the near term than we have assumed, the net social welfare gains to the economy are actually larger than we have predicted.

 

Regardless of the actual short-run or long-run degree of consumer responsiveness, the effect of competition will be to lower price and generate substantial consumer welfare gains.

Regardless of the actual short-run or long-run degree of consumer responsiveness, the effect of competition will be to lower price and generate substantial consumer welfare gains. In round numbers, we estimated that a 25 percent increase in output was possible under competition. Based on a consumer responsiveness of -1, we predicted a 25 percent decrease in price and a net welfare gain of $7.5 billion annually. If the consumer responsiveness is �0.4, the predicted price decline based on a 25 percent increase in output is even more, 62.5 percent. As the elasticity becomes more unresponsive, prices will have to fall even lower to clear the market.  Moreover, the net welfare gain is larger as well. The net welfare gain under this scenario could be as big as $18.75 billion annually. We address these points in Volume II, but the bottom line is that the short-run price responsiveness of consumers, regardless of its magnitude, does not significantly change our results. Moreover, everyone agrees that the long-run responsiveness of consumers to a price change is around -1. Hence, our estimate of the long-run welfare gain to society remains unchallenged.



Issue:	Is it true that your estimates of consumer responsiveness to price changes are inconsistent with other studies on consumer demand for electricity?





�Answer: No. Our opponents' claims about the content of the scientific literature in economics are simply wrong. In one instance, EEI states, “The evidence indicates that the long-term price elasticity of demand is considerably less than the -1.0 to -2.0 range assumed in the [CSE Foundation] Report.”� To be brief, this is incorrect. The following table, reprinted from Volume II of our study contains a tabular summary of the published academic literature on this topic. 



The second column of the table reveals the inaccuracies in EEI’s statement. Of the seven published scientific studies that report a short-run elasticity, the values range from a low of -0.07 to a high of -1.00. In contradiction to EEI’s claim, not even one study reports a short-run elasticity of zero. The average of the short-run elasticity estimates is around -0.4. 



	Table 2

	Estimates of Price and Income Elasticities of Residential Electricity Demand

	as reported In McFadden, Puig, and Kirshner



 Source				Price Elasticity		Income Elasticity

Short Run 	Long Run	 Short Run	Long Run



Fisher-Kaysen ‘62�

-0.16 to -1.00�

N.A.�

-0.15 to 0.89�

-0.18 to -0.78��

Houthak-Taylor ‘70�

-0.13�

-1.89�

0.13�

1.93��

Wilson ‘71�

N.A.�

-1.33�

N.A.�

-0.46��

Mount et al. ‘73�

-0.14�

-1.21�

0.03�

0.03��

Anderson ‘73�

N.A.�

-0.91�

N.A.�

1.13��

Lyman ‘73�

N.A.�

-0.90�

N.A.�

-0.20��

Acton et al. ‘75�

N.A.�

-0.70�

N.A.�

0.40��

Taylor et al. ‘75�

-0.07�

-0.78�

0.10�

1.18��

Wilder-Willeb ‘75�

-1.00�

-1.31�

0.16�

0.34��

Uri ‘75�

-0.61�

-1.66�

0.04�

0.12��

F.E.A. ‘76�

-0.19�

-1.46�

0.30�

1.10��

Halvorsen ‘76�

N.A.�

-0.97�

N.A.�

0.70��

McFadden-Puig ‘75�

N.A.�

-0.22 to -0.71�

N.A.�

0.99��

Reprinted from: Maloney, McCormick, and Sauer, Customer Choice, Consumer Value, Vol. II.



�Issue:	If consumers respond to lower electricity prices by purchasing more electricity, are there really any benefits to consumers?



Answer: Many of our critics have actually said that because the elasticity of demand is 

Would anyone claim that the ability to purchase 1,000 kwhs of power under competition for the same money that we are currently receiving 800 kwhs of power under regulation means that consumers are no better off?

-1.0, lower prices will mean that consumer power bills will not fall under competition and consumer choice! Of course, total expenditures by consumers on power will remain constant if the elasticity is -1.0, but would anyone claim that the ability to purchase 1,000 kwhs of power under competition for the same money that we are currently receiving 800 kwhs of power under regulation means that consumers are no better off? This is like saying that you are currently driving a Chevy that costs $20,000 and someone offers you the same Chevy for $15,000 or a Cadillac for $20,000. If you choose the Cadillac would you be no better off because you are spending the same amount of money?



Issue:	Critics have claimed that you are using a long-run price elasticity to measure a short-run effect. Is this a problem in your study?



Answer: No. Our critics implicitly raise a question concerning short-run versus long-run consumer responsiveness to price changes. We will reiterate our Volume II discussion of this question in a moment. But first, we emphasize that the published authorities, which we cite explicitly, estimate a short-run response that is slightly less than half as large as the long-run impact. 



Whether consumers respond a little or a lot over the next six months is not vital in any dimension to the central issue. The pertinent question is what are the long-term consequences of competitive choice.

Our critics seem fascinated by the instantaneous reaction of consumers to increases in output of electricity power. We don’t understand this fixation. Whether consumers respond a little or a lot over the next six months is not vital in any dimension to the central issue. The pertinent question is what are the long-term consequences of competitive choice. Suppose we were to take the erroneous view that consumers won’t change their consumption patterns at all in the near term, that is, over the next six months or even a year. Even if this were true, the social welfare gains and the consumer gains from competition over the next 10-20 years are still enormous. The discussions about short-term consumer behavior are a ruse and distraction.







The question of near-term versus long-run consumer responsiveness is not particularly important in framing the debate over restructuring. First, the time that it takes for the short run to become the long run depends on the speed at which consumers adjust their stock of consumption items that use electricity. It is certainly believable that consumers will react more quickly in this regard, the more confident they are that lower prices are a permanent fixture. Free and open competition with zero per kilowatt-hour transition charges is the strongest confidence builder that we can imagine. 





The Law of One Price



According to Dale Phariss of NRECA: "To produce a headline-grabbing prediction about cost savings, however, the CSE analysis averages the three elasticities to say all customers would respond equally to price changes and benefit equally from price decreases. That's simply not accurate," (italics original).�  This statement reflects a fundamental error being made by critics of our study that shows a crucial misunderstanding of basic supply and demand.



Issue:	Critics argue that because demand is composed of different classes of customers—residential, commercial, and industrial—competition will cause these different classes of customers to pay different prices. Is this a flaw in your analysis? 



Answer: No. The National Rural Electric Cooperative Association and other critics claim that we erred in aggregating the different customer classes when we estimated the market demand, when we calculated the demand elasticity for electricity, and when we forecast the price reductions that are possible in a competitive electric industry. The fallacy promoted by these critics may appear somewhat persuasive on the surface, but it is shallow and devoid of scientific logic.



The fallacy promoted by these critics may appear somewhat persuasive on the surface, but it is shallow and devoid of scientific logic.

Consider the application of their argument in another market. Everyone agrees that electricity is a basic good. Milk is also a basic good. Grocery stores sell a lot of milk. They sell milk to old people and young people, to people with children and without, to people who drink milk and to people who use it only to cook. The demand for milk as displayed in the grocery store is an aggregate demand of all these classes of customers. Each grouping of milk consumers—the elderly and poor or the rich and famous—has a different responsiveness in their milk consumption when the price of milk changes. In economics jargon, each classification of milk demanders has a different demand elasticity. 

�If we were to estimate the demand for milk it would be perfectly legitimate to estimate separate demands by grouping together the different kinds of buyers. Even so, the market demand is made up of the total quantity demanded summed over all the groups or categories. Market demand for milk is the summation of the demand by every individual. The responsiveness of the market demand for milk to a price change is the average of the responsiveness of each group and individual, and so estimating the aggregate market demand is equally legitimate. 



The retail sale of milk is competitive. We hope that the retail sale of electricity will be allowed to become as competitive as the retail sale of milk. In the retail market for milk (that is, in the grocery store), one price prevails for all customers. The old and young, rich and poor, mothers and motherless all pay the same price. The grocer cannot capitalize on the differences in price responsiveness among consumers and consumer groups. No doubt, the grocer yearns to charge a different price to different consumers, but the grocer is stopped by the force of competition. This is called the "Law of One Price." 



What is true in the market for milk is true in the market for electricity. Our analysis of the competitive equilibrium in electricity is based soundly on the principles of demand and supply. Our analysis is unimpeachable. Price will be determined by supply and demand. In full and open competition, the total market demand determines price. All buyers receiving the same service will pay the same price and all buyers will enjoy the benefits of competition.





Does Competition Really Help Everyone?



Critics of full and open competitive access in electricity seem to think that competition cannot work in electricity. They argue that some customer classes will not be served by competitive firms and that this can only be remedied by continued regulation. 



Issue:	If industrial customers are more responsive to price, will all the benefits of competition accrue to large customers?



Regardless of who uses the extra power generated by employing excess capacity, price will fall for all customers.

Answer: No. It really does not matter who uses the extra power. Our critics point out that industrial customers are the most price responsive. We agree, and that implies that industrial customers will be the ones to soak up most of extra power that is generated. That is good for them and their fortune will be shared throughout the economy in the form of expanded production and lower prices of goods and services. Even so, if the market is organized by free and open competition, residential and commercial customers still benefit from the lower price. The Law of One Price, as discussed above, will cause all consumers to pay the same price per kwh of generation. Regardless of who uses the extra power generated by employing excess capacity, price will fall for all customers.

�

Issue:	Are there special classes of customers—such as rural cooperative members—who will not share the benefits of a competitive market?



Answer: The National Rural Electric Cooperative Association claims that if open access is mandated for all customers, no supplier will be willing to serve the customers of rural cooperatives. In other words, in a world where all customers can solicit or be solicited to buy power from any generator, wholesaler, or aggregator on the system, some customers will not be offered a choice and will only be able to continue buying from their current provider, which is the cooperative in the case of rural cooperative customers. We ask ourselves, What is the problem? Is the concern of NRECA that their member cooperatives will price gouge their own stranded customers? We hope not. But just to be safe, we put our faith in competition to prohibit such a fate. 



A more favorable interpretation of the NRECA's concern is that some classes of customers are getting a distribution subsidy now and there is fear that such subsidies will disappear in the competitive environment. Regulation does tend to create cross subsidies and competition tends to drive these away. It is possible that some customer classes, especially small rural users, are not paying the full cost for the electricity delivered to their homes and businesses. That is, the transmission and distribution charges embedded in their current rates are not enough to cover the actual costs incurred in providing service to them. If this is the case, our position is that such subsidies should be undertaken in an up front and straight forward fashion. Subsidies for transmission and distribution, should not be embedded in rates and bundled in kwh charges.



In open access pilot projects in electricity there has been an excess rather than a lack of interest by aggregators and consolidators ready to provide service to both large and small users.

To claim that competition will not be able to offer choice to all customers flies in the face of the experience we have seen in long distance telephony and even in the limited experience with open access in electricity. In long distance, everyone connected to the long distance system has the potential of choosing a discount provider. Why should the same thing not be true in electricity? In open access pilot projects in electricity there has been an excess rather than a lack of interest by aggregators and consolidators ready to provide service to both large and small users. This is not surprising. It does not take anything new or unique to provide discounted electricity in a regime of open access.



The local distribution company still maintains the poles and the meter. The power used by any one customer is very likely produced by the same generator as before and transmitted over the same lines. The aggregator is just an entrepreneur that makes a profit by soliciting customers—any customers—that are paying too much for electricity and offering them lower cost electricity.



Issue:	If prices fall in a competitive market, is it necessary to continue subsidizing customers or social programs?



Answer: When the price of generation falls, either by the amount that we have forecast or by the larger decline predicted by our critics, the windfalls enjoyed by the cooperatives as their cost of purchased power falls should more than offset the elimination of transmission and distribution subsidies to selected customers. Hence, there is no reason to expect that these customers will experience actual price increases. If a state continues to provide subsidies to select groups, as with transmission and distribution charges, these subsidies should not be included in the kwh charge. These are political decisions that should be debated publicly and addressed as an issue distinct from the price of electricity. 

When the price of generation falls, either by the amount that we have forecast or by the larger decline predicted by our critics, the windfalls enjoyed by the cooperatives as their cost of purchased power falls should more than offset the elimination of transmission and distribution subsidies to selected customers.



Issue:	Is it possible that consumers may be misled in a competitive market, leading them to select an electricity provider that is not providing the lowest price electricity?



However, open access in electricity will mean that any customer who does not want to pay high rates will have the option of low kwh charges.

Answer: No doubt, some consumers will be swayed by advertising campaigns and scare tactics that proclaim that low prices are not everything. We are reminded of the famous AT&T advertisement that encouraged people to continue paying high rates because the bills sent out by the low rate providers were too complicated. Customer choice is just that. Consumers who want to pay high rates should be allowed to freely choose to do so. However, open access in electricity will mean that any customer who does not want to pay high rates will have the option of low kwh charges. 



Any customer that is currently receiving electricity, no matter how small or remote, is a potential profit opportunity for an aggregator in a regime of full competitive open access.

    Any customer that is currently receiving electricity, no matter how small or remote, is a potential profit opportunity for an aggregator in a regime of full competitive open access. Any customer that is paying a kwh charge above the market rate can be signed up at a profit by some entrepreneur. Once an aggregator owns the right to sell to a customer, which it acquires by offering that customer a price below the price the customer is currently paying, the aggregator goes into the market and buys power at the market rate to cover the requirements of its customer. The aggregator pockets the difference. Any utility that is selling power to any of its customers at kwh charges above the market price will be threatened with the loss of those customers to aggregators and consolidators. Aggregators can find profits among large and small customers in both densely and sparsely populated areas.



Issue:	Will some consumers be able to take greater advantage of low electricity rates?



Answer: In all likelihood, some customers will enjoy rates that are lower than others because they are choosing a different type of service. Customers who specialize in using power in the extreme off peak times will be able to negotiate very low rates compared to customers that want to pay the same price all the time. Users who specialize will necessarily have some sort of real time metering. For instance, residential consumers who install 300-gallon water tanks that only run from 2:00 AM to 4:00 AM will pay very low rates to heat this water compared to the prices paid by customers with the option of heating their water anytime of the day. Lower prices for night�time water heating are the reward to these customers for the fact that they are willing to structure their consumption in a way that imposes less cost on the system. However, this does not mean that residential customers who are not so willing will pay higher prices. Electricity produced and consumed between 2:00 AM and 4:00 AM has no effect on the system during the rest of day. 



Wherever and whenever there is excess capacity in the system, price will fall. Anyone that is connected to the electricity system will potentially benefit from lower prices when excess capacity is exploited.

    We return to our basic point. Wherever and whenever there is excess capacity in the system, price will fall. Anyone that is connected to the electricity system will potentially benefit from lower prices when excess capacity is exploited. Some will benefit more, some less. But, every user has the potential to benefit. Passing along lower prices is only a marketing problem. The only barrier to offering lower prices to even the smallest and most remote customer is convincing them to sign up. There is no technical problem. Moreover, the prices paid by these customers cannot go up because of the lower prices enjoyed by other customers who are putting excess capacity in the system to use.





Transition Costs



Past experience with deregulation suggests that there are essentially no true transition costs, that is, real resource expenditures in the move from regulation to competition. Typically, it goes the other way. There are savings in bureaucratic costs for ending regulation.

The Edison Electric Institute claims that there are substantial “transition costs” that we have failed to identify and that we ignore in our report. What is interesting about this point is that they do not list these costs; they don’t tell us what is the nature of these costs or how one might compute them. On the one hand, past experience with deregulation suggests that there are essentially no true transition costs, that is, real resource expenditures in the move from regulation to competition. Typically, it goes the other way. There are savings in bureaucratic costs for ending regulation. On the other hand, what EEI might be referring to as “transition costs” are stranded investments. If so, we treat this issue at length. Most importantly, as we say over and over again, there is no efficiency issue involved in stranded investment recovery except to the extent that it is done incorrectly.



Issue:	If producers receive less money in the short run due to electricity restructuring, will this lead to the collapse of the electricity industry?



Answer: No. We agree that lower prices will mean lower revenues for producers in the near term, but it is giant leap of logic—an exercise in fanciful reconstructionism—to claim that lower revenues in the near term will spell financial catastrophe and collapse of the electric power industry, which is the position taken by NRECA. Even casual examination of price fluctuations in other commodity markets provides ample evidence that competitive markets are far more resilient than that. Note that we say commodity markets. Electricity in the new competitive venue will be a commodity.





 Conclusion



With some emphasis, we summarize by saying: 



·	Critics who claim it is wrong to forecast the competitive equilibrium in electricity by using the aggregate demand estimate of demand elasticity are ill-trained in basic economics.



·	Free and open competition can serve and protect all customer classes. The only barriers to competition that we see are those created by restrictions on the deregulation process.



We have posited a set of economic principles and predictions about the potential for competition in the electric industry. Critics such as ECA and NRECA have responded less with alternative scientific analysis than with animus. NRECA goes so far as to claim that we are only "headline" grabbing. Our purpose in this document has been to address each of their criticisms point by point in order to show the errors of logic and misrepresentations of fact. We reissue our invitation to EEI, NRECA, and other interested parties to engage us on the serious, scientific questions associated with competition and consumer choice in the U.S. electricity market. This is a critical regulatory issue for the U.S. economy and deserves to be decided on the basis of science and not personality.



Last year, at a conference sponsored by the Center for Energy Studies at Louisiana State University, we shared the podium with EEI principals. As this debate has progressed, there now seems to be a great deal more harmony of thought than there appeared to be at the outset. Notably, EEI now acknowledges, at least at that conference, that output will expand, prices will fall, and welfare will improve with open access consumer choice. We seem to agree that the recovery of stranded cost is a question of equity and fairness and not a matter of economic efficiency. We even have come to a basic meeting of the minds on the price elasticity of demand question, which we all agree is not the major issue. Finally, it seems we remain at odds over the proper pace of deregulation. EEI and others would proceed much more slowly than we think is appropriate. In the end, it is our judgement and understanding that EEI now accepts the major themes of our work.
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