Achieving Integrated Electricity Markets:
Overcoming Consumer and Producer Resistance
Pierre-Olivier Pineau and Georges Zaccour – January 25, 2008
HEC Montréal and GERAD, Canada
3000, chemin de la Côte-Sainte-Catherine, Montréal (QC) H3T 2A7 CANADA
piere-olivier.pineau@hec.ca
(1) Overview
Electricity reforms not only introduce competition, they often extend markets to include previously independent regional markets. This integration process, best illustrated in the Nordic countries, often faces strong resistance from consumers and producers. French electricity consumers, for instance, can only pay a higher price in the short run within a competitive European market. Indeed, their relatively low-cost nuclear power, sold under average-cost principles, is often cheaper than the market price when set by the last dispatched unit under transmission constraints. In North America, huge price differences exist between regulated jurisdictions (Kentucky, Washington, Tennessee, British Columbia, Quebec, etc.) and competitive ones (California, New York, Texas, Alberta, etc.). Electricity can indeed be sold more than twice the regulated price in competitive jurisdictions. It would be individually irrational for consumers from these regulated jurisdictions to accept more integration, and producers in competitive jurisdictions would oppose more market access for “low-cost” electricity producers (producing with hydro, coal or nuclear units).
Policy markers aiming at more integrated electricity market have to understand this dynamic and the available economic tools that can be used to promote integration and share its benefits, in such a way that “integration losers” refrain from blocking reforms (through political means).

 (2) Methods

This paper presents a basic two-market model and characterizes aggregate consumer and producer outcomes under different integration scenarios. It explores possible transfer payments scheme to share the integration benefits, and analyzes how various issues (transmission constraints, price-elasticity, market power, emission tax/permits) can influence integration outcomes and solutions.

(3) Results

In order to reach a Pareto-improving outcome, transfer payments have to be designed. Electricity market integration increases its likeliness to be democratically accepted if such mechanisms are put in place.

(4) Conclusions

Electricity market integration is required to improve economic and environmental outcomes. However, important financial transfers may be needed for such reforms to be accepted, otherwise consumers and industrial resistance could prevent their implementation to take place.
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