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Background on the Evolution of the
UtilitiesIndustry

Theelectricindustry hasundergonearadical transformation
over thelast fiveyears. Prior tothelate 1990s, theindustry was
heavily regulated. Investor-owned utility companiesoperatedin
franchiseareas, under an agreement with local regulatorsthat no
competitorswould beallowed, in exchangefor theutility to pass
through all prudently incurred costsof servingitscustomersaswell
asanallowedrateof returnfor required capital investments. This
system worked reasonably well for decades.
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Volatility in the Supply and Demand of
Electricity

Intheearly 1990s, acombination of economic recession and
aggressive building of generation plantsresulted in asurplus of
generation (intheelectricindustry, theamount of capacity surplus
ismeasured as” reservemargin”, cal culated astotal supply divided
by total demand). Asaresult, wholesale market pricesfell. Under
theregulatory system in place, rates were established such that
utilitiescouldrecover all of the generation related costs, which
included all fixed and variable costs, inclusive of the excess
capacity. Such rateswould sometimes contain afuel adjuster to
allow for apass-through of costsas spot priceschanged. Pricerisk
wasthusborneby consumersor “rate-payers”.

Under thisregime, pricevolatility was not amajor concern.
Generally, wholesal etransactionswere priced at alevel closely
resembling variable cost of production. Besidesregulationson
such pricing, therewasalso no incentiveto chargeany more, as
utility profitswereregulated and “ excess’ profitability would be
returnedto ratepayersanyway.

It was not long before large customers began noticing the
discrepancies between theratesthey paid (which were based on
averagecostsandincluded all fixed aswell assunk capital costs)
and thelower marginal pricesobservedinthespot market. Rates
werehigher still dueto carrying the costs of the excess capacity
being spread over the same number of M egawatt-hours(MWhs) in
determining rates, perversely causing rates to be higher under
conditionsof generation surplus. Somebegan demanding discounts
under thethreat of moving out of the serviceterritory (they could
not seek alternate supplierswithinthe sameserviceterritory). At
around the sametime, independent generators, who recently had
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