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[bookmark: _Toc369759246][bookmark: _Toc370820265]LESSONS FROM MORE THAN A DECADE OF CUSTOMER CHOICE[footnoteRef:1] [1:  These comments are based largely on research conducted by Jonathan Lesser, Ph.D. (Continental Economics, Inc.) and Philip R. O’Connor, Ph.D. (PROactive Strategies, Inc) in the preparation of comments filed on behalf of Energy Choice Now on November 1, 2013 in the “Electric Choice” consideration process of the State of Michigan. ] 

It can be said with finality that after more than a decade of robust retail electricity competition in fourteen jurisdictions, customer choice is no longer a novelty or an experiment.  The opportunity for customers of all classes to choose among an array of competitive suppliers and product types is an established feature of the electricity landscape.  Indeed, in the northeastern quadrant of the United States as shown in Figure 1, customer choice is the norm, with just a few states continuing to maintain the traditional vertical monopoly utility structure.[footnoteRef:2]   [2:  Texas, with its unique state regulated electric reliability zone, ERCOT, is the only state outside the greater northeast with robust competition.  In the area bounded by the Atlantic on the east, the Mississippi on the west, Canada on the north and roughly the Mason-Dixon Line on the south, only Indiana, Wisconsin and Vermont remain fully rooted in traditional monopoly, while Michigan maintains a cap of 10% of total load as eligible for competitive service.

] 

Figure 1:    CUSTOMER CHOICE JURISDICTIONS
[image: ]
As total electricity consumption in the United States has remained relatively flat since 2008, the volume of electricity usage served under non-utility supply arrangements has surged by more than 50% from 488TWH in 2008 to 740TWH in 2012,[footnoteRef:3] as shown in Figure 2.   This growth has continued in 2013.   [3:  The information provided in these comments are based on data compiled by DNV KEMA Energy & Sustainability (http://www.dnvkema.com/Default.aspx), a Netherlands-based global energy consultancy and information firm.  The KEMA data base on competitive choice in electricity is a respected resource for research on trends in the competitive electricity market.  KEMA’s quarterly reports provide detailed state-by-state and utility-by-utility data on eligible demand, competitively served customer accounts and volume and rates of switching to competitive supply] 

                  Figure 2: Competitive Load Has Surged over 50% 2008-2012
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Fourteen jurisdictions,[footnoteRef:4] including Ohio, with robust customer choice account for more than 33% of total U.S. electricity consumption.  In turn, the load served by non-utility suppliers in these jurisdictions accounts for over 20% of all U.S. consumption, 740TWh of the U.S. total of 3,687TWH in 2012, as shown in Figure 3.  This one-fifth of all American electricity load is accounted for by about 25% of all nonpresidential load in the country and more than one out of every eight kilowatt hours of residential load, as shown in Figure 3.  Much of the remainder of the 33% of total U.S. consumption that resides in these jurisdictions is served by utilities that have acquired supply in procurements resulting in market-based prices.   [4:  Connecticut, Delaware, District of Columbia, Illinois, Maine, Maryland, Massachusetts, New Hampshire, New Jersey, New York, Ohio, Pennsylvania, Rhode Island and Texas.  Arizona, California, Michigan, Nevada and Oregon all have small portions of load served competitively but under highly restrictive schemes that substantially inhibit customer choice.

] 

           Figure 3: 20% of US Electricity Usage Served by Non-Utility Suppliers
[image: ]
The magnitude, duration and concentration of customer choice in restructured states, mainly in the northeastern quadrant of the country, far exceed levels that could justifiably be considered merely experimental.  More than enough information is available to reach conclusions about the implementation and operation of customer choice and competitive restructuring.   
Since 2008, during an economic slowdown, traditional regulation has tended to push rates upward to compensate for flat or slow growth in sales.  This is the opposite of the way in which a normal market behaves.  Customer choice markets have behaved as would be expected of a free market. As demand has moderated, prices have softened.  As a result, prices have diverged between competitive and monopoly states.  
In the late 1990s as industry restructuring and customer choice laws were being enacted in the states, there were perfectly reasonable concerns about how things would play out.  While customer choice was the natural order of things in most of the American economy and was developing well in telecommunications and non-residential natural gas supply, policy makers and regulators, as well as utilities and various customer representatives, devised “belt and suspenders” approaches to guard against market failure.  Despite the complexities of the electricity industry, the capital intensive nature of the business and the long history of vertical monopoly, customers adapted quickly and with little difficulty.  
The California “energy crisis” in 2000-2001 routinely has been blamed on “deregulation” and the movement to a competitive market.  However, if anything, California’s debacle was in great part a result of an inadequate commitment to market mechanisms.  Utilities, responsible for a large portion of load in the early stages of customer choice, were confined by regulators to acquiring supply in the day-ahead and spot markets without the benefit of price hedging or other risk-reducing contractual arrangements.   In turn, once the problems emerged, regulators and policy makers prevented utilities from responding properly and took steps that inadvertently locked in the temporary high prices.  The people of California have been paying ever since.
There are lessons to be drawn from the case of California and from the experiences of the fourteen competitive jurisdictions that have made transitions to robust customer choice.  While there have been any number of glitches and controversies in these thirteen states and Washington, DC , the essential reality is that while regulators and policy makers may have occasionally wavered, customers and suppliers kept moving in the direction of competitive markets when allowed to do so. 
My perspective is informed by thirty years of experience as a utility regulator involved in the implementation of the AT&T break-up and as an early advocate of customer choice in gas and electricity and as a consultant and industry practitioner in the competitive gas and electricity markets.  Ohio can learn from its own experience and that of the other states that currently have substantial customer choice.
First, half-measures, delays in transition and implementation and excessive focus on safety nets in case of market failure have served largely to dilute and push off the benefits of the competitive market for customers.
Second, the empirical data show that there has been no realization of key concerns that had been expressed about adverse results of customer choice, most notably that retail prices would be volatile, comparative price trends would be unfavorable to customers, investment in generation would be deterred and result in reliability problem and utility credit quality would suffer.
Third, the key barrier to participation in the market by residential and small business customers has proven to be transaction costs and inertia, not a lack of interest by suppliers.  Once transaction cost issues are addressed by such measures as utility purchase of receivables, utility consolidated billing on behalf of suppliers and the creation of municipal aggregation options, residential customers have shown a significant appetite for non-utility supply. 
Fourth, when utilities are given flexibility and significant degrees of freedom to reorganize, including merging and the divestment or spin-off of generation, utilities see the business merit and risk reduction inherent in the movement to customer choice.
Given how far Ohio has come, albeit sometimes a bit circuitously, the Commission can take note of these lessons and others in ways that can accelerate access by customers to the market and more fully deliver the benefits of competition.
the ohio process is timely
The Ohio Commission is doing the right thing in examining options for moving ahead more quickly and fully.  The timeliness of this effort is twofold.
First, Ohio can take steps informed by its review of the experiences of other states.  This will allow for a more streamlined and straight path for customers to access the market and greater certainty for utilities and competitive suppliers.  
Second, the Ohio process means that the Commission has gotten atop what may well be a second wave of electricity industry restructuring, with more states being forced by circumstances to consider customer choice.  The shale gas revolution appears to be delivering low gas prices that may maintain for some considerable time.  This means that customers with access to competitive supplies are realizing substantial savings.  Prices in monopoly states have been rising while those in competitive states have fallen, are flat or have risen only modestly, depending on local conditions.  Traditionally regulated states are likely to face considerable pressure from customers discontented over increasing electricity rates.  Further, a convergence of conditions, including aging coal plants and new environmental regulations are placing front and center the question of whether customers should be required to bear investment risk on behalf of utilities for plant replacement and upgrades.  In competitive states, this issue has been resolved in favor of risk-bearing by power plant owners rather than customers.  

CUSTOMERS CHOOSE CHOICE WHEN THEY ARE ALLOWED TO
As discussed above, there has been a 60% surge in customer choice volumes the past few years, with customers attracted by access to favorable market-based prices and by the opportunity to purchase products designed to meet their needs.  
The Illinois case is instructive.  Customer choice commenced in October 1999, with initial eligibility limited to larger customers and to one-third of industrial-commercial load.  Business and government customers flocked to savings on the order of 8% against frozen utility rates.  By 2007, with the termination of stranded cost charges to compensate utilities and a legislative decision to declare most non-residential load as “competitive” and ineligible for ongoing utility rate-regulated supply, the great majority of non-residential load had migrated to competitive supply.  Figure 4 shows this migration pattern as well as the recent surge of residential customers to non-utility supply as a result of municipal aggregation as well as purchase of receivables and utility consolidated billing that removed transaction cost barriers for these customers. 
Although Figure 4 shows about 85% of all non-residential load as served by utility supply, that is an understatement of the extent to which non-residential customers have adapted to the market.  An additional 8% of non-residential load is reported by the Illinois Commerce Commission as taking hourly-priced supply from the grid, mediated by the utility.  
          Figure 4:    More than 90% of Illinois Load Is Served with Non-Utility Supply[image: ]
There are two lessons from Illinois.  First, as “protections” are removed from non-residential customer classes, these customers are received with open arms by non-utility suppliers and the customer adapt with alacrity.  Second, once such measures as PoR, UCB and “muni agg” are put in place, the transaction cost barriers to residential market access are largely taken down.  Muni agg, with an opt-out provision, resolves the inertia issue.  
IV.  COMPETITIVE STATES PERFORM WELL ON KEY MEASURES
 As market prices for wholesale electricity have fallen or flattened while at the same time that traditionally regulated monopoly prices have risen inexorably, customer choice has again emerged as a topic in a number of states.  Most recently, the issue has been a topic in Arizona, Indiana, Michigan and Oregon where customers are completely or largely denied access to the market.  In each place, as well as more generally, opponents of customer choice as an option for addressing rising rates have asserted, as fact, a number of supposed adverse results of industry restructuring and customer choice.  Four such assertions have been central to the arguments against competitive retail markets.  When subjected to empirical tests that measure the allegations against actual experience, all fail to find any support.  Indeed, to some considerable degree, the data suggest that customer choice jurisdictions are performing better on these dimensions than are the traditionally regulated monopoly states. 
(1) While opponents of customer choice have been claiming that retail prices are more volatile in  competitive states than in monopoly states, the reality is that there are no statistically significant differences between the groups, except in the 2008-2013 period when volatility has been lower in competitive states at the 95% confidence level; 
(2) Although choice opponents have been claiming that price trends in competitive states have been adverse to customers, the reality is that since the commencement of industry restructuring post-1997, average retail prices in competitive states have risen at a rate less than inflation while those in monopoly states have risen at a rate greater than inflation; 
(3) Contrary to the claim by opponents of retail competition that competitive states will not attract investment in generation, a 1997-2011 comparison of the five Upper Midwest (East North Central) states shows that Illinois, the state with the most robust choice program has added the most generation and has become the region’s main electricity exporter; and  
(4) Despite claims that restructuring inexorably harms the financial integrity of regulated utilities, there is no evidence in the ratings of utility credit worthiness to support such a contention.
[bookmark: _Toc370820266]IV.A   PRICE VOLATILITY
Claims that daily and seasonal volatility in wholesale electricity prices necessarily flows directly through to retail customers in competitive states ignore a simple and obvious fact: retail consumers can, and most do, choose fixed-price contracts either from alternative suppliers or by purchasing hedging instruments themselves.  Some other customers may freely choose daily or hourly pricing, which results in lower expected costs because hedging (like all other forms of insurance) is never free.
A statistical analysis of retail price volatility over a 14-year period, 1999 – 2013 shows that residential customer prices are not more volatile in restructured competitive markets.  Moreover, the analysis shows that retail price volatility in restructured competitive states over the past five years has been significantly less than in monopoly regulated states.
The analysis categorizes all 48 contiguous states and the District of Columbia into three groups.  The first group consists of 14 states (including DC) in which there is substantial retail electric competition.  The second group consists of 30 states that are monopoly regulated.  The third group is comprised of five states, including Michigan, having “hybrid” markets combining both aspects of competitive retail choice and restructuring with more traditional monopoly regulation.[footnoteRef:5]   [5:  	The analysis excluded Alaska and Hawaii, which are not part of the integrated bulk-power system in the US.] 

The analysis calculated four separate standard deviation estimates, in order to assure a multi-method approach:[footnoteRef:6] [6:  	Using multiple methods guard against “gaming” the results by focusing solely on a method that provides “helpful” results.  Nevertheless, of the four empirical approaches, the second approach (coefficients of variation weighted by state sales) is the most accurate from a statistical standpoint, because it corrects for both price level and sales differences.   ] 

1. Unweighted coefficients of variation (relative standard deviation), in which the standard deviation values from (1) are expressed in terms of mean volatility for the entire group;[footnoteRef:7]  [7:  	The coefficient of variation (cv) of a sample equals standard deviation divided by the mean, i.e., cv = /.  The coefficient of variation is a dimensionless value that accounts for differences in units of measurement and/or differences in scaling.  For a discussion, see e.g., G. Snedecor and W. Cochran, Statistical Methods 8th ed., (Ames, IA: Iowa State University Press 1989), pp. 36-37.] 

2. Weighted coefficients of variation, in which the absolute standard deviation values are expressed in terms of mean volatility for the entire group, and where each state’s weight equals the percentage of MWh sales volume within its given group;
3. Unweighted standard deviations of average percentage monthly price changes, which weighs each state’s price volatility equally within its given group, regardless of MWh sales volume; and
4. Weighted standard deviations of average percentage monthly price changes.
The calculations are based on 163 monthly price observations for each of the 49 jurisdictions, for a total of 8,313 individual monthly price observations and 8,150 (162 x 49) individual monthly price percentage price changes.  The analysis compared two time periods: the overall 2000 – mid-2013 period and the period 2008 – mid-2013 period of economic stress. 
Figure 5 presents the volatility calculations average across all customer classes.  Figure 6 presents the results for just the residential class.
Figure 5: Retail Price Volatility: All Rate Classes
	Unweighted
Groups
	Standard Deviation
	Coefficient of Variation

	
	1999-2013
	2008-2013
	1999-2013
	2008-2013

	Competitive (14)
	5.12%
	3.50%
	18.81%
	6.36%

	Traditional (30)
	4.15%
	3.85%
	16.68%
	8.07%

	Hybrid (5)
	5.32%
	3.87%
	16.15%
	7.49%

	
	
	
	
	

	Weighted
Groups
	Standard Deviation
	Coefficient of Variation

	
	1999-2013
	2008-2013
	1999-2013
	2008-2013

	Competitive (14)
	4.06%
	3.10%
	17.06%
	6.88%

	Traditional (30)
	4.11%
	3.91%
	17.30%
	7.42%

	Hybrid (5)
	5.16%
	4.59%
	15.63%
	8.27%



Figure 6: Retail Price Volatility: Residential Class
	Unweighted
Groups
	Standard Deviation
	Coefficient of Variation

	
	1999-2013
	2008-2013
	1999-2013
	2008-2013

	*Competitive (14)
	5.14%
	3.84%
	18.15%
	6.65%

	Traditional (30)
	4.23%
	4.15%
	16.05%
	8.40%

	Hybrid (5)
	6.29%
	3.57%
	16.10%
	7.85%

	
	
	
	
	

	Weighted
Groups
	Standard Deviation
	Coefficient of Variation

	
	1999-2013
	2008-2013
	1999-2013
	2008-2013

	Competitive (14)
	4.00%
	3.14%
	17.17%
	6.85%

	Traditional (30)
	4.03%
	4.04%
	16.27%
	7.46%

	Hybrid (5)
	5.33%
	3.98%
	15.25%
	7.46%



To test whether the volatility estimates between restructured competitive states and monopoly regulated states were significantly different, the analysis employed several commonly-used statistical tests.[footnoteRef:8]  For example, in Figure 6, the average cv for residential price volatility in the 14 competitive states over the 1999 – 2013 time period was 18.15% compared to 16.05% for the traditional states.  The difference is not statistically significant at the 95% level.[footnoteRef:9]  In contrast, over the five-year period, 2008 – 2013, cv was 6.65% for residential customers in restructured, competitive states and 8.40% in the monopoly regulated states.  That difference is statistically significant at the five percent level.[footnoteRef:10]  The analysis finds no statistically significant differences in the standard deviations in Figures 5 and 6, whether unweighted or weighted.  [8:  	Specifically, the analysis evaluated whether the variances of the volatility estimates were equivalent using an “F-test” and whether the coefficients of variations differed using a “t-test.”  More detailed discussions of these tests and their application can also be found in Snedecor and Cochran, id., Chapter 6.]  [9:  	The calculated t-statistic = 1.42.  The significance value for a one-tailed t-test with 16 degrees of freedom is approximately 2.47.  ]  [10:  	The calculated t-statistic = 2.36.  The significance value for a one-tailed t-test with 32 degrees of freedom is approximately 2.35.] 

If the focus is turned to the five states of the Upper Midwest, usually categorized as the East North Central region – Illinois, Indiana, Ohio, and Wisconsin – the claim of greater price volatility in states with retail competition also fails the empirical test.  This is shown in Figure 7.
Figure 7: Retail Price Volatility – East North Central States, All Rate Classes
	State
	2000-2013
	2008-2013

	
	Std. Dev.
	Coefficient of Variation
	Std. Dev.
	Coefficient of Variation

	IL
	4.12
	13.81
	2.79
	5.73

	OH
	2.46
	13.81
	2.30
	4.62

	IN
	2.25
	17.67
	2.15
	6.56

	MI
	3.67
	18.12
	3.93
	9.17

	WI
	3.99
	16.75
	2.24
	9.49



The basic test is whether one’s guess as to volatility would improve knowing that Illinois has near-total retail choice, that retail choice has been accelerating in Ohio, that Michigan has a hybrid scheme capping competitive load at 10% and that Indiana and Wisconsin have rigidly maintained traditional monopoly.   If anything, the numbers in Figure 7 suggest that coefficient of variation tends to be higher in the non-choice states, especially in the 2008-2013 period.  

[bookmark: _Toc370820267]IV.B 	Retail PRICES
Critics of customer choice have pointed to the fact that, on average, retail electricity rates are higher in the 14 competitive states than in the 30 traditionally regulated states as evidence that customer choice has adverse consequences.  However, it is well understood that restructuring was undertaken in the late 1990s in great part as a response to rapidly rising electricity rates in states that traditionally had had higher than average rates.  Rates were higher in these areas, mainly in the northeastern quadrant of the country, for a variety reasons.  Among these were generally higher costs for most everything, troubled nuclear construction programs, early adoption of environmental controls and higher delivery costs.  
The more relevant question is the price performance of competitive states since the commencement of the customer choice era post-1997.  The small body of literature addressing this question provides no basis for the contention that customer choice has pushed prices beyond levels that would have been expected had traditional regulation been maintained.[footnoteRef:11]  Oddly, one criticism of customer choice has been that it does no better than regulation in addressing price levels.  That contention is odd since the conclusion to be drawn from such a claim is that the vast, complex and expensive ritual of traditional regulation does not itself deliver price benefits.   [11:  	See two recent analyses of prices and prices trends that arrive at somewhat differing conclusions: Kenneth Rose, State Retail Electricity Markets: How Are They Performing So Far? Electricity Policy.com, http://www.electricitypolicy.com/articles/4455-stateretailelectricitymarkets  and John L. Domagalski and Philip R. O’Connor, Regulation &Relevancy: Assessing the Impact of Electricity Customer Choice. Electricity Policy.com, http://www.electricitypolicy.com/articles/5122-regulation-relevancy-assessing-the-impact-of-electricity-customer-choice.   ] 

One way of looking at the price question is to compare price trends.[footnoteRef:12]    During the restructuring era, there has been a divergence in price trends across the three groups of 14 competitive states, 30 traditional states and 5 hybrid states.  Figure 8 shows that cumulative price increases in the competitive group have been below inflation compared to increases higher than inflation in the other two groups.  The point spread between the competitive and traditional states is over 15%. [12:  All electricity price data are drawn from US EIA, Electric Power Monthly, Tables 5.6.A and 5.6.B  at http://www.eia.gov/electricity/monthly/epm_table_grapher.cfm?t=epmt_5_06_b ] 

            Figure 8: Nominal & Inflation Adjusted Electricity Price Trends, 1997–2013[image: ]
As shown in Figure 9, the overall increase in average prices in traditionally regulated monopoly states was 56%, whereas the overall average increase in states with retail competition was just 35%.  Moreover, since 2008, consumers in states with retail competition saw their rates decrease by 13%, in large part because of decreases in the price of natural gas and decreases in wholesale market prices.  However, consumers in traditionally regulated monopoly utility states have seen their rates increase by 13%.  This is a 26% point spread in price performance 2008-2013.  
Figure 9: Cumulative % Price Changes, Average of All Rate Classes, 1997 – 2013 
[image: ]
Figure 10 provides the cumulative rate changes for residential customers.  Since 2008 residential class rates have increased by15%, whereas rates for residential customers in states with retail competition have decreased by 5%.  This is a 20% point spread.  
Figure10: Cumulative Price Changes, Residential Class, 1997 – 2013 YTD
[image: ]
From a policy perspective, the key question is whether a restructured competitive market contributes to bending the cost curve downward, relative to price trends in monopoly regulated states.  The answer at this point – based on actual evidence –appears to be “yes.”  Competitive generation providers have a clear economic incentive to operate more efficiently than monopoly-owned generation.  The increases in efficiency reduce operating costs and increase output, leading to lower wholesale and retail prices.  
[bookmark: _Toc370820269]Price Trends in the East North-Central Region
Putting aside national level analysis, another perspective is to examine price trends in the five states of the East North Central region – Illinois, Indiana, Michigan, Ohio and Wisconsin.  While these states share many economic conditions, electricity price trends have differed considerably.
Two of these five states – Illinois and Ohio – have substantial retail competition.  In those two states, consumers have been able to take advantage of electricity market conditions in the Midwest whereas that advantage is denied to consumers in the other three states.   Since 2007, a period of economic stress and substantial new gas supplies that have brought lower wholesale electricity prices, consumers in restructured states with customer choice are benefitting compared with consumers in monopoly regulated states.
Figure 11 shows cumulative percentage price changes since 2007.  As this figure shows, electricity prices have increased the most in Michigan, where 90% of customer load is denied access to the competitive market, closely followed by Indiana and Wisconsin, where no customers are allowed to have a choice of supplier.  In contrast, prices have fallen in Illinois.   In Ohio average prices increased about 15% between 2007 and 2010 but then flattened as electric restructuring and customer choice have taken hold in that state. 
Figure 11: Cumulative Percent Change in Electric Prices, 2007 – 2013
[image: ]
Figure 12 shows the actual kWh price trends in these five states.  As can be seen, Michigan, with a hybrid system that allows only 10% of load to be served competitively, has the highest rates, exceeding the regional average price by more than 20%.  Prices in Wisconsin, another monopoly regulated state, have also risen steadily and are well above the regional average.   Ohio has gone from being just above the regional average to being just below the regional average.  Indiana, a monopoly regulated state, has lost its long-held lowest-price position in the region because competition has reduced prices so significantly in Illinois, which now has the lowest prices in the region.  Further, in September Illinois had the fourth lowest average electricity price in the United States and the 8th lowest year-to-date through September. 
Figure 12: East North-Central Region - Average Electric Prices by State, 2007 – 2013
[image: ]
The value to a state economy of the differences in average electricity prices within the five-state Upper Midwest region is substantial.  For example, the price gap of 40.6% for the first eight months of 2013 between highest average price, that of Michigan at 11.36¢/kWh, and the lowest, that of Illinois at 8.06¢/kWh indicates that for all of 2013 Michigan consumers will pay about $3 billion more for electricity than if Illinois prices prevailed in Michigan.[footnoteRef:13]  [13:  	US EIA Electric Power Monthly reports on Table 5.4.B Michigan August 2013 year-to-date consumption as 68,876,000,000 kWh which, at 3.3¢/kWh, yields $2,272,908,000.    http://www.eia.gov/electricity/monthly/epm_table_grapher.cfm?t=epmt_5_04_b ] 


[bookmark: _Toc370820271]IV.C GENERATION Investment
The assertion that restructured markets will not incent sufficient new generation supplies can be put to two quite distinct empirical tests.  First, one can actually visit the many power plants now in operation in competitive states that came on-line after the enactment of restructuring laws.  Second, one can compare generation data from the various states using EIA data.
Putting aside the first test, it is worth focusing on the five states in the East North Central region since they are in the same general wholesale electricity market and have many similar economic, weather and social conditions.  Substantial new capacity increments have come into the market since 1997 in the five states of the East North Central region, in both competitive and monopoly states.  
Figure 13 shows that in the five states of the Upper Midwest, between 1997 and 2011 nearly 40,000 MW of nameplate generating capacity was added, a 30% increase.[footnoteRef:14]   Illinois, the most competitively structured state, added more than 11,600 MW.  This is more than any of the other four states and twice that of Michigan which had the least generation added, at 5,800 MW.   [14:  USEIA Existing Nameplate and Net Summer Capacity by Energy Source, Producer Type and State (EIA-860)  http://www.eia.gov/electricity/data/state/] 

Figure 13: Generation Capacity Development, East North-Central States
	
	Name Plate Capacity (MW)
	 

	State
	1997
	2011
	Pct. Change

	Illinois
	 38,132 
	49,739 
	30%

	Ohio
	28,936 
	36,305 
	25%

	Indiana
	23,363 
	30,765 
	32%

	Michigan
	27,255 
	33,066 
	21%

	Wisconsin
	12,750 
	20,030 
	57%

	Total
	130,436
	169,905
	30%



Another method of evaluating whether electric restructuring discourages generation investment and therefore leads to reliability problems is to compare in-state electric production to in-state electric consumption.  If production is less than consumption, a state can be said to “import” generation.  Conversely, if production is greater than consumption, a state is said to “export” generation. [footnoteRef:15]     [15:  	The terms “import” and “export” are in quotations because the specific paths of electrons cannot be traced.  The U.S. national MWh production tends to exceed consumer consumption by about 10-12% in any given year, with the MWh over the amount consumed accounting for such inherent system needs as line losses. ] 

If the contention of choice critics is correct, that electric restructuring discourages generation development because of “inefficient” deployment of capital, then restructured states should be unable to attract new generation investment and the ratio of production to consumption should decrease over time.  In Illinois, with one of the most robust competitive markets in the country, the opposite has occurred.  As shown in Figure 14, since the passage of that state’s restructuring law in 1997, among the five regional states Illinois surged into first place in absolute and relative terms in MWh production, the ratio of production to in-state consumption and the export of power.  
Figure 14: Production-to-Consumption Ratios: East North-Central States
[image: ]
Prior to industry restructuring in 1997, Illinois produced just 2% more MWh than the number of MWh consumed.  By 2011, Illinois had become a significant electricity exporter, producing 40% more than was consumed internally 
Academic studies have shown that competitively operated generation is more efficient than generating units operated by regulated utilities, because owners of competitively owned generation have strong economic incentives to improve operating efficiency, whereas regulated utilities do not.[footnoteRef:16]  [16:  Fabrizio, K, N. Rose, and C. Wolfram, “Do Markets Reduce Costs? Assessing the Impact of Regulatory Restructuring on U.S. Electric Generation Efficiency, American Economic Review, 2007, Vol. 97 (September): 1250-1277;  Bushnell, J., and C. Wolfram, “Ownership Change, Incentives and Plant Efficiency: The Divestiture of U.S. Electric Generation Plants,” California Energy Institute, Center for the Study of Energy Markets, CSEM-WP-140, March 2005 (“Bushnell and Wolfram”). Available at: http://www.ucei.berkeley.edu and Wolfram, C, and L. Davis, “Deregulation, Consolidation and Efficiency: Evidence from U.S. Nuclear Power,” American Economic Journal: Applied Economics, 2012, Vol. 4 (October): 194-225, p. 194.

] 

One measure of operating efficiency is utilization: the more efficient the generating plant, the lower its operating costs and the more hours it can be operated under merit order dispatch protocols.  Such operation can be measured by capacity factor, equal to the percentage of hours during the year a plant is operated or, alternatively, the number of MWh of electricity produced per MW of capacity.  (For example, a plant with a 100% capacity factor would produce 8,760 MWh per MW of capacity.)
In Illinois, generating plant capacity factors have increased significantly under market competition.  As shown in Figure 14, in 1997, Illinois generating plants’ average capacity factor was 40%, the lowest among the five states in 1997.  By 2011, that average capacity factor had increased to 45% in 2011, equal to Indiana’s, which fell from 56% in 1997.  Moreover, the increase in capacity factor took place despite significant investment in wind generation in Illinois, which typically have capacity factors of between 30% and 35%.
Figure 14: Average Generation Plant Capacity Factors – East North-Central States
	
	MWh Production
per MW Capacity
	Capacity Factor

	State
	1997
	2011
	1997
	2011

	Illinois
	3,544
	3,983
	40%
	45%

	Ohio
	4,935
	3,764
	56%
	43%

	Indiana
	4,911
	3,949
	56%
	45%

	Michigan
	3,925
	3,309
	45%
	38%

	Wisconsin
	4,032
	3,322
	46%
	38%



In light of actual performance, critics of customer choice whohold to a contention that only traditional regulation can provide the climate for generation investment and the efficient deployment of capital must do so counterfactually.  

[bookmark: _Toc370820273]IV.D Financial Integrity
In restructured states, regulators have been no less prone to maintain the financial integrity of the utilities they regulate than have been regulators in traditional vertical monopoly regulated states.  Generation has been definitively shown to be inherently competitive due to changes in technology and other market conditions.  In those states in which utilities have divested or spun-off generation into affiliates, regulators are in the position of regulating wires enterprises that remain “natural monopolies” separated from generation.  In contrast, under traditional vertical monopoly regulation, regulators are in the strange position of protecting utilities from their customers who might well opt for alternative supplies if given the opportunity.
The actual record of utility financial solidity in restructured, competitive states compared to that in monopoly states can be discerned through an examination of utility bond ratings.  Specifically, have bond ratings of utilities in restructured competitive states lower than those in states have not restructured their electric markets?
Utility bond ratings by S&P and Moody’s show that the rankings of utilities in restructured competitive states cluster in the middle range of credit quality just as do utilities in monopoly regulated states.  There are 17 gradations of credit quality from lowest to highest that correlate with S&P and Moody’s relative letter quality ratings.[footnoteRef:17]  If a value of “1” is assigned to the lowest credit rating and “17” to the highest, a comparison can be made between utilities in restructured and monopoly regulated states.   The average bond rating of electric utilities in choice states is 9.3 for both S&P and Moody’s.  This is equivalent to a rating between “BBB” and “BBB+” using the S&P ratings system.  For utilities in monopoly regulated states, the average rating is 9.8 for S&P and 9.9 for Moody’s, again between “BBB” and “BBB+” using the S&P ratings system.  The difference in ratings between utilities in restructured, competitive states and utilities in monopoly regulated states is not statistically significant.[footnoteRef:18] [17:  	S&P, for example, issues credit rankings from lowest, “D”, indicating default, to “AAA.”  ]  [18:  	This can be seen by performing a t-test of the difference in the two mean bond ratings.  The analysis shows a t-value of 1.01, far less than the critical value of approximately 2.28.] 

Additional empirical analysis reveals other interesting results. Typically, one of the key factors expected to affect a regulated utility’s credit rating is the “supportiveness” of the utility’s regulator.  S&P and Moody’s consider some states to be “more credit supportive” (i.e., more likely to allow a utility to recover all of its stated costs) and other states to be “less credit supportive” (i.e., less likely to allow a utility to recover all of its stated costs).
If the contention about lower utility credit ratings in competitive states were true, then one would expect consistently lower rankings for utilities in those states than for utilities in monopoly regulated states irrespective of the supportiveness of regulation.   However, that is not the case.  As shown in Figure 15, the average rankings for utilities in restructured, competitive states and in monopoly regulated states differ by only small measures.   There has been no collapse of credit quality in restructured, competitive states.  


Figure 15: Creditworthiness of Utilities – Regulated and Restructured States
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Furthermore, the average credit quality of utilities in restructured, competitive states is actually higher in less credit supportive regulatory environments than in more credit supportive states with more credit supportive climates.  For example, S&P’s average credit score for utilities in less credit supportive states having retail choice is 9.9, whereas the average credit score is 8.9 in more credit supportive states.  The average credit score and credit rating is also higher for utilities with restructured, competitive states in less credit supportive states than for utilities in monopoly regulated states that are less supportive.  Most interesting is that the average score for utilities in less credit supportive competitive choice states equals the average score for monopoly regulated utilities in more credit supportive states.  Regulated utilities in restructured, competitive states are indistinguishable from their monopoly counterparts in other states as to financial integrity.  
These results are consistent with common sense.  There is no reason to believe that regulators in restructured, competitive states are less prone to maintain the financial integrity of the distribution utilities they regulate than are regulators of utilities in states where there is no retail choice.  In states in which utilities have divested or spun-off generation, regulators oversee “wires” companies that remain “natural monopolies” and which are separated from generation.  In both types of states, regulators have a duty to maintain the financial integrity of the utilities they regulate, and thus we should expect little difference in their financial integrity. 

1. SUGGESTIONS FOR OHIO GOING FORWARD
Ohio is already well along the path to full customer choice.  The real issue is how to optimize the conditions under which all customers can take full advantage of competitive market opportunities.   Most notable of these are realizing the enormous savings available in a market awash in natural gas supplies and the rapidly expanding menu of product designs being developed in the somewhat more advanced competitive retail markets in other restructured, competitive states.
Of paramount importance is the philosophy articulated by the Public Utilities Commission of Ohio.  The Commission serves not merely as a reactive, quasi-judicial agency awaiting litigated matters so that 11th hour decisions can be rendered.  As important as that is, the Commission’s far more significant role is an expert body helping all parties to achieve increasing levels of customer service and satisfaction.  To the extent that the Commission is unclear, ambivalent or indecisive, so too will be others.
In this investigation, the Commission ought to clearly state that the time has come to move definitively and fully into a competitive, customer-centered market.  Ohio’s competitive adolescence mired in the ESP/MRO identity crisis ought to give way to a vigorous young adulthood of goal-oriented certitude about the value of customer choice and the ability of the market to satisfy the electricity needs of Ohioans.   In short, it should be clear to all that there will be no “re-monopolization” of the market and that utilities, competitive suppliers and customers are ready to move out of their parents’ basement and get an apartment of their own.
Operationalizing this movement to clarity is straightforward and the models for doing so are well-known to the Commission and have been tried and honed in other states.
First, at the heart of the movement from the hybrid ESP/MRO structure to a fully competitive market will be:
· facilitating the divestment or devolution (transfer to affiliates) of utility generation and any corporate reorganization designed to streamline business operations of utilities and their affiliates;
· the thoughtful wind-down and elimination and any vestigial inter-class cross-subsidies; and
· the termination of any “regulated” supply price as a market referent since this represents an ongoing temptation to fiddle with both cross-subsidies and distortion of market signals.
Second is continued reliance upon a procurement system for default or POLR service that is transparent and designed to attract widespread participation by suppliers.  It is likely that continued use of an auction structure similar to the formats utilized by the major of the Ohio electric distribution utilities is the optimal approach.  Such an approach, in which tranches of load are separated by customer class, allows for the wholesale prices bid in the auction to be directly translated into retail prices with a minimum of intermediation by third parties, including utilities and regulators.  An additional consideration is the value of utilizing shaped and hedged products, rather than blocks, to better assure that the winning prices bid in the auction will prove to be the one that customer actually pay, without later, unexpected adjustments to account for attrition or other changes that vary from bid assumptions.   
Third, because the devil is in the details and we know that the key barriers to serving residential and small business customers have been transaction costs, the Commission should direct utilities and suppliers, with the involvement of Commission staff and with attention to solutions operating effectively in other states, to 
· promptly improve the types, accuracy, accessibility and timeliness of utility controlled customer data so that customers and competitive suppliers can effectively deal with one another;
· provide for reasonable means of assuring seamless enrollment such that customers are not frustrated in market access and for contract portability such that customers who like their contracts can keep them if they move to a new location, as long as there is not serious change in usage or demand; and
· make purchase of receivables a universal feature of the market in Ohio across all utilities with reasonably standard terms and conditions.
None of these items are cases of first impression since all of these issues have been addressed to one extent to another elsewhere.  The ingredient that is now essential is for the Commission to lead with confidence and firmness of purpose. 
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