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Since 1990 when England and Wales launched the first competitive market, the world has been experimenting with competitive electricity markets. We have tried different market structures, different market rules, different market governance, different ways to deal with market power, and different approaches to wholesale and retail prices.

Not surprisingly, those experiments have produced widely different results – some good – some catastrophic. We need to continue to test ideas and make changes to improve the markets. It is time to apply the lessons learned, to adopt the “best practices” and to stop “reinventing the wheel”. 

I would like to make three points.

(1) What have we learned - or should have learned - from these experiments?

(2) It’s time to stop experimenting and begin to standardize wholesale electricity markets.

(3) The nation is about to launch another massive experiment called “retail competition” without a competitive wholesale market.

What We Have Learned

We have learned a great deal, both here and around the world, during the past few years. 

1. We know from the British experience that three generating suppliers are not enough. In New England, we have over 60 generating suppliers, none with greater than 30 percent of the market. 

2. We know from the British and California experience that forcing all transactions through a real-time spot market is a mistake. In New England, only about 15-20 percent of transactions go through the spot market. 

3. We know from California that allowing wholesale prices to be set in the market while retail prices are fixed will sooner or later result in bankruptcy or windfall profits – depending on which end of the business you’re in. Most New England states have a mechanism that adjusts retail rates to reflect changes in the wholesale markets.

4. We should know that a governing board controlled by market participants won’t work – at least not in the immature markets we have today. ISO New England’s board is composed entirely of independent directors – but market participants also have a voice. 

5. We know that the day-ahead and real-time markets shouldn’t be separated. The day-ahead market determines who will participate in the real-time – so both must have identical rules, such as those for managing transmission constraints. In New England, we are creating a market structure that reflects such realities

6. We know from basic economics – reinforced by California’s experience – that viable markets require an adequate supply and a demand response to market prices. New England has been adding – and continues to add – supply. We have created new generating capacity to meet this summer’s peak demand. This summer, we also are introducing an Internet-based demand response program that pays customers to reduce demand as the market price rises. 

7. We also know that investors demand predictability: Uncertainly defers investment. We have worked to prevent volatility and support stable markets in New England. 

Our Approach

These lessons are now clear. Now, it’s time to apply the lessons learned and move ahead with the next stage of deregulation. 

We recently announced a proposal that does this – an approach we call the “Standard Market Design.” Our proposal achieves three of our major market goals. 

First, it applies best practices to improve the region’s wholesale electricity marketplace, making it fairer, more efficient and more effective. 

Second, it promotes the development of a standard, seamless market for 10 Northeastern states that collectively are home to one in seven of the nation’s electricity users. 

Third, it meets the Federal Energy Regulatory Commission’s objective of reducing the barriers to the free flow of energy, enhancing the overall reliability and security of our electric power system. 

It gives us a market model that meets New England’s unique needs – but at the same time moves us towards a fundamentally uniform Northeastern system. The resulting liquidity and consistency in our markets will help stabilize prices and benefit consumers. Although New York has a different system, the fact that the surrounding markets will be consistent helps reduce the “seams” issue. 

We are moving towards a virtual market in the Northeast, getting the economic benefits of seamlessness without the loss of autonomy that would prevent us from meeting our own needs. 

The Basis of the Standard Market Design

Our ability to achieve these diverse goals stems from the fact that the Standard Market Design is based on PJM’s existing model. Our comprehensive analyses have convinced us that PJM is on the right track. 

We decided it made sense to use PJM’s market system as the foundation for ours, rather than developing a unique model that would take us even further from a uniform Northeastern market. 

We plan to adopt PJM’s existing rules, procedures, processes and some of their software, while adapting them to meet the needs of New England. In turn, PJM will adapt certain features of our market to enhance the operation of its market.

In essence, we’re adopting PJM’s “best practices,” while retaining our own practices in those areas where we need to do so. And we’re working with PJM to help them adopt our practices where it will help improve their operations. 

For example, New England has a reserve market; PJM does not. Together, we can build a better reserve market that will serve both of us. 

New England has electronic dispatch; PJM does not. We will provide the platform to debug and fine-tune electronic dispatch systems in both markets.

On the other hand, we will be able to leverage PJM’s day-ahead unit software and external transaction software – proven programs that are working day in and day out.

We also will work together on continued enhancements to both of our systems. We believe that this approach will improve both of our markets, especially in areas, such as reserve markets, where best practices have not yet been firmly established. 

This approach will enable us to do so more quickly and economically than if each of us pursued our own path: It’s an efficient and cost-effective approach to complex issues. 

Features of the Standard Market Design

The Standard Market Design has several features that reflect our priorities in managing the operation of the region’s bulk power grid and wholesale electricity marketplace. 

For instance, the Standard Market Design includes a congestion management system that meets FERC mandates and already has been determined by FERC to be a reasonable system. This system will help fairly allocate congestion costs, which currently are spread throughout the region. 

The system will send out appropriate price signals when and where congestion occurs, providing an incentive to do something about it. This also creates incentives for generators to locate in areas with transmission limitations.

The system promotes fairness in transmission costs through locational marginal pricing that ensure costs are fairly allocated, reducing what is known as transmission uplift. 

At the same time, it gives market participants flexibility in how best to handle congestion – whether beefing up transmission capability, building more generation or reducing energy use. 

The multi-settlement system that the Standard Market Design includes has significant benefits for efficiency. Deregulation has given us two markets: A day-ahead market based on bids that determines who will generate power the next day; and a real-time market that reflects changes in supply and demand based on actual generation and actual use. Both markets are closely linked. 

A multi-settlement system determines how these market participants bid and are paid and creates ways to relate the flow of energy more accurately to the cost of production. The right kind of system can enable the market to send clear price signals. 

Closing

Implementing a new market design will not be easy: It’s like rebuilding a motor that’s cruising at 100 miles per hour, since the existing markets must continue to function. 

But the Standard Market Design, with its PJM underpinnings, is a quality platform that can be custom- tailored to meet our present and future energy needs. Developing it will enable speedier, less costly and less risky implementation of the electric power markets we need for the 21st century. 

The Standard Market Design is a major step toward standardization of our energy markets, a strategy that is enormously cost-effective, both now and in the long term. When it is fully implemented in two years, the Standard Market Design will promote the development of a uniform, seamless, liquid market for the Northeast, and its efficiency will result in hundreds of millions of dollars in savings for consumers. 

Retail Competition 

Although there are wholesale markets in the NE, 75 percent of the U.S. electric power market lacks a wholesale market structure with independent oversight. I view this as a huge new experiment. Lack of a wholesale market will become a serious problem when the so-called “standard market offers” – prices set by legislators and regulators – begin to expire. 

These areas won’t have a viable wholesale market. This would mean deregulation without meaningful competition. 

These offers protect consumers during the transition from regulated to deregulated markets. However, once they expire, so do the protections for consumers. (That’s one of the reasons why our Standard Market Design will be operating in 2003, before the first standard offer in our region expires).

Our design creates a robust, workably competitive marketplace that ensures a fair market price once the standard offers expire. Without such markets, the real market price of electricity cannot be determined. Many customers will still be supplied by their vertically integrated utilities – but at what price? 

Much of the focus has been on the retail side – on so called “retail competition”. But it is really “retail choice”. Customers can choose a new energy supplier or stay with their present supplier - the local utility – and pay the price set in the standard offer. If the standard offer price is set high, utilities can charge more and there will be many choices.  If the standard offer is low, then there will be few, if any, other choices. 

Yet in Pennsylvania where 30 percent of consumers have opted to test the competitive waters and change suppliers, “retail choice” is considered to be successful. 

Given the variety of standard offers, we can’t look to today’s “retail choice” to judge deregulation: The true test of whether competition is working will be in the wholesale markets.

This is why creating workably competitive wholesale markets is essential. If we achieve this goal, then we will have electric power markets that are more efficient – more cost-effective – and more reliable. 

In late April, two Pennsylvania utilities sought alternate suppliers and received no bids.

We at ISO New England look forward to making our Standard Market Design the basis of competitive markets for our region – and a model for implementing competitive wholesale markets nationwide. Thank you. 
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