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Preface 
 
 Dr. Michael Rushton published two Public Policy Papers with the Saskatchewan Institute 
of Public Policy when he was the Government of Saskatchewan Research Fellow at the Institute 
from 2001-2002. In his first paper, Economics, Equity, and Urban-Rural Transfers, Dr. Rushton 
tackled the thorny question of the whether or not governments should transfer wealth from urban 
to rural areas in the hopes of revitalizing rural Saskatchewan.  Looking at the issue from the 
economist’s perspectives of efficiency and equity, Dr. Rushton concluded that ‘when policies are 
directed at trying to increase the economic activity in one place at the expense of another … we 
lower the total wealth of the nation, and adopt what is an ineffective way to increase the 
economic opportunities of the worst off.’ While he did not suggest that governments adopt 
measures to hasten the migration from rural areas, he did advise that government spending, 
investment, and taxation be neutral across regions and industry, and that government invest in 
infrastructure where its economic value is highest and that income be redistributed on the basis 
of individual circumstance, not on where a family lives of a farm or in a small town.  In his 
second paper, Public Funding of Artistic Creation: Some Hard Questions, published in the SIPP 
Scholar Series, Dr. Rushton asks the equally difficult question of ‘what is the public interest in 
art?’ In a thoughtful analysis of public policy towards the arts, he concluded that public funding 
for the arts requires an identification of the public interest – which Dr. Rushton himself admitted 
is ‘challenging.’ Even so, he makes it clear that public agencies that distribute funds to the arts 
must realize that they are representing the public interest and not simply those who are being 
funded. 
 

In this paper, Should Saskatchewan Adopt Retail Competition for Electricity?  
Dr. Rushton turns his attention to the issue of retail competition in the electrical sector, and 
examines the costs and benefits associated with extending competition in the sector in 
Saskatchewan beyond the wholesale level to the retail level. As he points out, retail competition 
is generally characterized by consumer choice in the generator of electricity, although 
transmission and local distribution remain natural monopolies. Institutions are designed to 
facilitate the coordination of demand and supply in the market, and regulatory institutions work 
to ensure efficient pricing in those parts of the market that remain natural monopolies and to 
ensure competitive pricing by electricity generators. 
 

The benefits of retail competition are realized through expected lower electricity prices 
that arise from competition between generators, and the incentives generators will have to 
develop further innovations in cost reduction. Additional benefits arise from giving consumers 
some choice in how their power is generated, and from depoliticizing the sector. 
 

The costs of adopting retail competition include the set-up and operating costs of the 
required new regulatory and market institutions; the likely need to upgrade transmission links 
with other jurisdictions; the need to deal with what might be substantial stranded assets in the 
sector; potential noncompetitive pricing; and the loss of economies of scale from vertical 
integration. 
 

The study concludes that, for Saskatchewan at this particular time, the introduction of 
retail competition in electricity is probably unwise. Electricity prices are already relatively low.  



Retail competition would require upgrades in transmission links, and it would be difficult to 
attract new investment by generators who would be concerned whether the province had a long-
term commitment to competition.  And, regulatory bodies would face significant challenges in 
maintaining competitive pricing, with little experience from which they could draw upon. The 
cost of introducing retail competition with inadequate market and regulatory mechanisms is 
formidable, and presents a risk not worth taking at present. 
 
This paper is based on a study that Dr. Rushton completed for SaskPower. However, it solely 
reflects the views of the author, and does not represent the views of SaskPower or the 
Saskatchewan Institute of Public Policy. 



 1

Introduction 
 

This paper examines the costs and benefits associated with extending competition in the 

electrical sector in Saskatchewan beyond the wholesale level, to the retail level. The paper does 

not contain recommendations on how competition could be made to work in Saskatchewan, but 

instead at a more general level asks whether an extension of competition makes sense. 

In common with the contemporary economic literature on electricity regulation and 

markets, we will adopt an approach that takes seriously the institutions that are necessary for the 

functioning of markets, and the ways in which those institutions must deal with the variety of 

factors that cause frictions in real markets. Electricity markets are especially complex. Borenstein 

(2002, pp. 191-2) succinctly describes the nature of supply and demand in electricity markets: 

“demand is difficult to forecast and is almost completely insensitive to price fluctuations, while 

supply faces binding constraints at peak times, and storage is prohibitively costly. Combined with 

the fact that unregulated prices for homogeneous goods clear at uniform, or near-uniform, price 

for all sellers – regardless of their costs of production – these attributes necessarily imply that 

short-term prices for electricity will be extremely volatile.” Also note that transmission and 

distribution remain natural monopolies, which need to be coordinated with generation, so that the 

system is always in balance. 

The structure of the paper is as follows: 

•  First is a discussion of the typical structure of retail competition where it has been 
adopted.  

•  Next, the benefits and the costs of retail competition are outlined.  
•  Finally, comes a look at how the benefits and costs of retail competition apply to the 

Saskatchewan context. One of the key insights of the modern study of markets is that we 
cannot answer questions about whether one type of competition is a good or bad idea 
without a clear understanding of the particular context, the specific time and place where 
the policy is being considered. Thinking about the history and current situation in 
Saskatchewan is crucial to the analysis.    
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What Does Retail Competition in Electricity Typically Entail? 

This section of the paper describes what retail competition looks like in places where it 

has been implemented. Although each jurisdiction differs somewhat in the details, there are many 

common features. 

Local monopoly in transmission and distribution: High-tension transmission and lower 

voltage local distribution are, at the current state of technology, natural monopolies, and those 

jurisdictions that have introduced retail competition continue to have regulated monopolies in 

transmission and distribution. Often the local distribution company will also handle the 

contracting with, and billing of, final consumers  - what in some of the literature is referred to as 

the “supply” of electricity - but this is not necessary, since there is no natural monopoly in that 

service. In this study we will not go further into the supply question, since it is not an aspect of 

retail competition that is necessary, except to note that Newbery (2001, p. 17), in general an 

advocate of competition where possible, notes the case for separating billing from distribution is 

rather weak. 

Consumer choice in the generation of electricity: The essence of retail competition is that 

consumers can choose the firm that will generate their electricity. There are possible variations in 

the degree of consumer choice, from allowing all consumers to choose their generation source, to 

allowing only bulk commercial and industrial users to do so. Consider two examples for 

residential consumers from US states that have adopted retail competition all the way to the 

residential level: 

•  Residents of Bangor, Maine receive electricity distributed by Bangor Hydro Electric 
Company, which maintains the distribution network, handles the billing of consumers, the 
reading of meters, and restoration of power during an outage. The Maine Public Utilities 
Commission licenses those generators eligible to provide electricity in Bangor Hydro’s 
service territory. In addition, the Public Utilities Commission conducts an auction for 
what supplier will be the “Standard Offer” generator, which will supply those customers 
who choose not to “shop around” for a generator. Consumers can change their generation 
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provider at any time. Bangor Hydro does no generation of electricity itself. It is estimated, 
and explained to consumers, that the cost of generation represents about 30 percent of 
their total electricity bill, with the other 70 percent representing the costs of the services 
provided by Bangor Hydro. 

 
•  Residents of Nacogdoches, Texas use electricity distributed by TXU. Some residents of 

Texas can choose their retail electric provider as well as the generator, but in the far west 
of Texas (El Paso) and in east Texas (where we find Nacogdoches) at this point the retail 
billing is handled by the local distribution company. Throughout the state local 
distribution companies are permitted to operate a retailer, known as an “affiliate retail 
electric provider,” and in most parts of the state competitive retail electric providers are 
also present. The affiliate retail electric provider must offer a “price to beat” that is 
regulated by the Texas Public Utilities Commission. In Nacogdoches, TXU lists its price 
to beat at 9.7 cents per kilowatt hour (based on usage of 1,000 kilowatt hours per month), 
and on its website provides the names, prices and weblinks for 11 competitive suppliers. 
In Texas all retail electric providers are required to provide consumers with: an 
“electricity facts label” which provides in a standardized format information on prices, 
contract terms, sources of electricity generation and emission levels; a terms of service 
document; a “your rights as a customer” disclosure; and, an offer of an average payment 
plan.   
 
At the household level in states that have introduced retail competition there has been 

very little switching by customers in their generation provider: as of the summer 2002, in Maine 

1.3 per cent, in Texas 7.3 per cent, in New York 5.2 per cent, and in Pennsylvania 5.5 per cent 

switched. However, in all states that have reformed, the percentage of total load that has switched 

is a greater number, as commercial and industrial users, not unexpectedly, have been more 

willing to shop around (Rose and Bujimalla 2002). 

Separation of transmission and distribution from generation: There are two ways 

separation of transmission and distribution from generation can be achieved. Either the firms 

handling transmission and distribution divest themselves of all generating assets, or the 

transmission and distribution firms retain some generation capacity but are regulated to ensure 

that their generation arm does not have a competitive advantage over other potential suppliers. 

The concern with allowing the incumbent vertically integrated utility to retain generation assets is 

that it may attempt to preserve its monopoly status by charging excess prices for the monopoly 
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portion of its activities (transmission) and using the revenues there to cross-subsidize the 

competitive portion of its activities (generation) in order to deter entry by competitors. It would 

be extremely difficult for the regulator to ensure that such cross-subsidy is not occurring: “the 

evidence from a wide variety of examples suggests that it requires aggressive regulation to 

prevent abusive entry deterrence by vertically integrated incumbents” (Newbery 2000, p. 180). 

Competition in generation: To have consumer choice in generation means, obviously, that 

there be more than one option from which to choose. This means that the jurisdiction introducing 

competition must either have enough domestic generation companies such that there will be 

market competition between them, or transmission links with other jurisdictions such that there 

can be significant competition from external sources.  

Institutions that facilitate the market: An independent system operator (ISO) is required to 

ensure that in the transmission network electricity supply matches electricity demand and that the 

system is not exceeding the capacity of the transmission network. The independence of the 

operator from the owners of the transmission grid is crucial, since generators will be unwilling to 

make investments without the knowledge that they will have certain and non-discriminatory 

access to the transmission grid (Arizu, Dunn and Tenebaum 2002).   

There are two models of the market (this draws on Joskow 2000, pp. 156-7). With the 

bilateral contracts framework, the ISO has a limited role focusing on reliability and “last minute” 

balancing of supply and demand and managing congestion, which can be done by setting grid 

charges such that market participants will be induced to change their transmission plans if it 

appears the system will become overloaded. Buyers and sellers make their own deals and notify 

the ISO of their intentions. With the poolco framework, generators sell their power into the 

centrally operated pool and all customers or retail providers purchase from the pool; the ISO 

manages forward and real-time markets for power delivery to determine market clearing and real-
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time prices at different locations, and manages congestion. Note that parties can still make 

contracts on prices as hedges against risk, but they would still buy and sell through the pool at the 

pool spot price, with the contract being used to offset variations in the pool price from the 

contracted price (Borenstein 2002, p. 194). Joskow notes that in the debate over which market 

style works best, the poolco design “now appears to be gaining ascendancy.” 

Whichever model is chosen, the ISO must ensure the coordination of supply and demand, 

and this cannot be accomplished simply by setting the right prices: “At least for now, it is 

prohibitively costly to provide buyers and sellers with all of the information they would need to 

internalize the effects their last-minute decisions could have on system stability” (Wolfram 

1999a, p. 49).   

Ontario’s Market Design Committee recommended the poolco approach, that the ISO 

“should have day-to-day operational control of the transmission network, through negotiated 

contracts with the transmission owners. In the model proposed, the [ISO] has clear and 

unambiguous responsibility for determining system capabilities as well as the real-time dispatch 

of generation and loads. This approach ensures non-discriminatory access to transmission and 

provides for efficient and reliable operation of the network” (Trebilcock and Daniels 2000).  

All analysts of new electricity markets agree that a spot pool and day-ahead contracting 

are not sufficient for reliability in electricity markets, and that there must be scope for more 

extensive contracting. 

The regulatory institutions: With competition at the retail level, there remain parts of the 

market that are obviously monopolies, and other parts designed to be competitive but which 

might be prone to non-competitive behavior by firms.  

Suppose, for the sake of illustration, that the market is designed such that the owner of the 

transmission grid also provides distribution and billing services to some localities, but that for 
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other localities there is an independent distribution company, possibly owned by the 

municipality. However, here suppose that the transmission grid owner has divested itself of all 

generation assets. An ISO exists, either in a bilateral contracts or poolco capacity. What will be 

the duties of the regulator? 

1. The tariffs charged by the owner of the transmission grid must be regulated, so that there 

is not an exploitation of grid owner’s monopoly pricing powers. This can be challenging 

if the status quo is a vertically integrated monopoly, as there will be no clear reference 

point. The Texas Public Utility Commission (2003, p. 40) describes the process: “Setting 

rates for independent TDUs [Transmission and Distribution Utilities] presented several 

unique challenges as compared to traditional rate cases. First, the costs of the integrated 

utilities had to be separated into different functions (i.e., generation, transmission and 

distribution, metering, customer service, and billing costs). Next, the Commission had to 

determine the proper rate of return and capital structure of a separate TDU, an entity that 

did not exist anywhere nationally until SB 7 [the Texas legislation that introduced retail 

competition to the state]. Finally, the Commission had to determine the appropriate 

grouping of customers into customer classes and design rates for transmission and 

distribution service.” The same principles apply to the services of distribution firms: there 

must be a means of determining the asset base of the new entity, now separated from its 

generating capacity, and then appropriate tariff levels, either through rate-of-return 

regulation, price caps, or some other variant.   

2. The regulator may set rules regarding the energy sources used by eligible generators. One 

of the cited advantages of retail competition is that consumers who particularly value low-

emission power generation can make choices that reflect their preferences. While that is 

valuable, it is also true that low-emission power provides a public benefit, and so the 
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regulator may wish to insist on certain environmental aspects of the generators who will 

be licensed to provide power to the jurisdiction. For example, in the state of Maine the 

Public Utility Commission requires that all competitive electricity providers must 

generate at least 30 per cent of their total sales to Maine with electricity generated from 

eligible renewable resources. That being said, it is also claimed by advocates of 

competition that the creation of wholesale competition accomplished more environmental 

good than any previous regulations, as old, inefficient and dirty power sources were 

underbid by new, cheaper, cleaner power sources.  

3. The regulator will typically require consumer protection measures to be in place. At the 

immediate level, the local distribution company will agree to continue to provide power to 

customers whose generation supplier has for some reason ceased to supply power. The 

regulator may stipulate that the distribution firms insist on consumer protection measures 

before they will be licensed, generally in terms of unfair or unethical contracts with the 

customer. 

4. Most importantly, the regulator must ensure that generation firms, or brokers that sell 

power on behalf of generation firms, do not engage in strategic behavior with the intent of 

increasing the market price of power. This will typically involve two aspects of the 

generation sector: first, to ensure that there is not an unacceptably high level of market 

concentration in the sector; second, to ensure that the firms in the sector are indeed price 

takers. If the status quo is a vertically integrated monopoly, then the regulator will have to 

set rules for the divestment of generation assets by the owner of the transmission grid. Of 

course this cannot happen overnight; for example in Ontario the Market Design 

Committee recommended that Ontario Power Generation Incorporated (OPGI), which 

was created with the former Ontario Hydro’s generation assets, transfer effective control 
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of its “price-setting” plants, i.e. the marginal plants that will influence the day-to-day 

price of power, such that only 35 per cent remained in the hands of OPGI after 42 months 

of market opening, and that the share of the total Ontario market dropped to 35 per cent 

within 10 years of market opening (Trebilcock and Daniels 2000). That being said, we 

must remember that the nature of electricity markets is such that percentage of market 

share is not necessarily an indicator of market power: “This focus on market share 

analysis ignores the reality that in a market with no demand elasticity and strict 

production constraints, a firm with even a small amount of the market could exercise 

extreme market power when demand is high. On a hot summer afternoon [in California], 

when the system operator needs 97 per cent of all generators running to meet demand, a 

firm that owns 6 per cent of capacity can exercise a great deal of market power. In fact, a 

seller would find it profitable to exercise market power any time the elasticity of residual 

demand the firm faces is sufficiently small. That elasticity is determined by the elasticity 

of market demand and the elasticity of supply from other producers” (Borenstein 2002, p. 

200).  

Wolfram (1999b) reports that in the UK there is strong evidence that generation firms 

were able to use their market power, on average receiving a price 25 per cent above the marginal 

cost of production, i.e. the cost of production at the last plant needed to generate the power that 

would meet market demand. How do firms exploit their market power?  

Suppose there is a uniform-price auction: suppliers submit bids to the ISO for electricity 

supply during a particular time period, and the ISO orders the bids from lowest price to highest, 

selecting the number of firms, starting with the lowest bid, that will meet the anticipated demand, 

and paying all generation firms the price of the marginal supplier (the last firm chosen). Note 

firms might submit bids with different prices for different amounts of power, in effect submitting 



 9

a supply curve to the market. If generating firms are few in number and are well-informed about 

the demand for power and of the particulars of competing generators, they will submit bids just 

below the expected bid of the supplier who would just fail to make the cut, even if this bid 

exceeds their own marginal costs. 

Still, Wolfram (1999a) suggests that a uniform-price auction leads to less manipulation of 

the market than a discriminatory auction, where the system purchases electricity from the lowest 

bidding firms but pays each firm the amount of its bid. First of all, while superficially it appears 

that a discriminatory auction would lead to less payments than a uniform-price auction, it remains 

the case that if suppliers are well-informed about demand and about competitors generation 

capabilities, they will still bid at an amount just below the expected bid of the lowest-bidding 

non-chosen firm. However, if firms are not as informed their bids may become even higher, as 

they hedge against falling victim to the “winner’s curse.” She concludes: “the proponents of 

reform in Britain who argue that a discriminatory auction will lead to lower prices are probably 

wrong” (Wolfram 1999a, p. 51). 

The point here is not to advocate for one type of auction design over another, but to note 

that in either case well-informed generation firms, especially if they are few in number, will be 

able to make bids for supply that exceed their marginal costs, and that, as Borenstein suggests 

happened in California and Wolfram (and Newbery 1995) for England and Wales, the 

magnitudes by which bids exceed marginal costs might be quite substantial. Only with a large 

number of potential suppliers can this be mitigated.       

 

Benefits of Retail Competition 

Lower costs of electricity: There are two ways that the introduction of competition at the 

retail level should lead to lower costs of electricity in the short term. First, supply of electricity 
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will only come from the lowest-cost producers; in a poolco they will be the chosen suppliers to 

the spot market, and in the contracts market lower-cost producers will underbid higher-cost 

producers. Second, competition will drive prices down to marginal cost, which will indicate 

efficiency in the allocation of resources to the sector. 

Evidence is difficult to obtain since electricity markets have only been changed recently 

and this amidst significant variance in the prices of some of the nonrenewable resources used in 

power generation. Furthermore, we are still very much in a transition phase. Joskow, three years 

ago (2000, p. 184), summarized the US experience: “One obvious potential benefit [of retail 

competition] is associated with retail price reductions seen in California [this was written before 

the crisis], Massachusetts, and other states that have already implemented reforms. So far, 

however, these price reductions are not the direct result of wholesale or retail competition. They 

are more properly attributed to regulatory and legal obligations placed on utilities to reduce prices 

in conjunction with the resolution of stranded-cost obligations, securitization of stranded costs, 

and cost pressures created by the introduction of incentive regulation programs that place 

pressure on all utility costs. In theory, regulators and legislators could have accomplished the 

same reduction more directly through the regulatory and legislative process without going to the 

expense and trouble of creating institutions…” 

But by 2002 Kwoka (2002b, p. 899) had a different tale: “Electricity deregulation in the 

US has been accompanied virtually everywhere by retail price increases, not the promised 

reductions in costs and prices.” His explanation is that retail competition was often accompanied 

by the creation of significant market power for some firms, which were not subject to the kind of 

price regulation that vertically integrated electricity firms had once faced. The market power was 

created by insufficient entry of new firms, transmission constraints, and poorly designed 

regulatory and market institutions.   
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Dynamic efficiencies: A move from a vertically integrated monopoly to competitive 

generators should provide more incentives to develop lower cost means of generation. When the 

vertically integrated monopoly is regulated on either a rate-of-return or cost-plus basis, there is 

little incentive to devote resources to finding cost-savings since these will be taken from the firm 

during the price approval process. Competitive generators on the other hand have the chance to 

recoup some of their investments in developing lower cost sources of power, and so should be 

more innovative: 

The primary benefits of a well-designed competitive electricity sector will come from 
better incentives to improve the operating performance of existing generators, to retire 
generators that cannot make a go of it from market sales revenues, to control construction 
and operating costs of new generators coming into the market, and to innovate in 
generating technology. …Merchant plants with state-of-the-art generating technology are 
being proposed and built, and improvements in the thermal efficiency and costs of new 
generators are continuing to be made (Joskow 2000, p. 185).   
 

Consumer choice: Many of the jurisdictions that have adopted retail competition use 

choice as the key term in presenting the restructuring to the public. Aspects other than price for 

consumers include the method of billing, whether there are other utility services that can be 

bundled with the electricity supply, and choice in green power options (see the Alberta 

government website for electricity customers for an example of the genre).  It should be noted 

however, as reported above, in US states that have adopted retail competition there is as yet very 

little switching of suppliers by households, and it is not clear that there has ever been a strong 

statement of consumer interest in choice in this field.  

Depoliticizing the electricity sector: A state-owned vertically integrated electricity 

monopoly is prone to political interference that can often be at odds with the efficient operation 

of the utility. Manipulation as a result of the government wishing to be seen as “creating jobs,” 

the use of inefficient sources of energy on the basis of protecting employment in the sector 



 12

producing the power source, the building of excess capacity in the name of “economic 

development,” political considerations in procurement, and inefficient pricing in efforts to 

influence public support (see Bernard and Roland (1997) for evidence from Quebec) are all well-

documented problems with public ownership of utilities (Newbery 2000; Shleifer and Vishny 

1998).  

 

Costs of Retail Competition 

Costs of the new regulatory and market institutions: As recently as three years ago Paul 

Joskow (2000, p. 183) noted that even for wholesale markets, “the creation of transmission and 

wholesale electricity markets has proven to be a significant challenge. The optimal design of 

energy market trading and settlement rules, market mechanisms for the acquisition of ancillary 

services, transmission pricing and congestion management, institutions governing the 

interconnection of new generators, and the expansion of transmission network capacity all remain 

uncertain and controversial.” 

As noted above, the regulatory and market institutions that must be implemented for retail 

competition, including an independent system operator which works independently of the owner 

of the transmission and distribution grids, the creation of power pools and contract markets, and a 

regulatory authority that can both regulate the prices charged by the transmission and distribution 

monopolies as well as ensure competitive pricing in generation, a problem that has vexed almost 

every jurisdiction that has implemented market reforms: the costs of these institutions will 

include the annual operating costs as well as the design and start-up costs. 

Upgrading transmission links: To ensure there is adequate competition among generation 

sources, there needs to be a transmission system with sufficient linkages to other jurisdictions. 

One of the recommendations of the Ontario Market Design Committee was that the transmission 
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grid “make a ‘best efforts’ commitment to increase inter-tie capacity with neighbouring 

jurisdictions by 50 per cent within three years of market opening” (Trebilcock and Daniels 2000). 

First (2002, p. 929) notes that one of the factors that has hampered the success of competition in 

New York is inadequate transmission capability between the state and New England, as well as 

within-state transmission constraints, and Joskow (2000) cites transmission constraints as one of 

the “clouds on the horizon” of electricity market reform. Borenstein, Bushnell and Stoft (2000) 

note that inadequate transmission capacity greatly increases the chance that generators will be 

able to exploit market power, and “as a result, relatively small investments in transmission may 

yield surprisingly large payoffs in terms of increased competition.”  

Asset values and the stranded asset problem: In the electricity sector a “stranded cost” is 

the difference between the value of a generating facility used under the status quo regulatory 

system and the value of that asset if the facility were to be required to sell its output in a 

competitive market. In the US the Federal Energy Regulatory Commission (FERC) advocated a 

policy of stranded-cost recovery, based not only on what were seen as legal and equity issues, but 

also for the pragmatic reason of encouraging the development of competition. One analyst 

suggests that FERC sent the following message to utilities: “Play ball by opening up your 

transmission and distribution systems and by taking actions necessary to create competitive 

wholesale and retail markets quickly, and regulatory policy will treat requests for reasonable 

provisions for stranded-cost recovery favorably. Moreover, this deal may not be on the table 

forever” (Joskow 2000, p. 132). He goes on to note that for the US as a whole estimates of total 

stranded costs ranged from $100 to $200 billion (p. 138; also see Hirst, Baxter and Hadley 1997, 

for a more detailed investigation).  

In practice, the rules on stranded-cost recovery have been somewhat vague. In New York 

state, “deregulation would include a ‘reasonable opportunity’ for recovery of strandable costs 
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from customers, following alleviation of as much of the costs as possible by the utilities 

themselves, but the [New York Public Service] Commission gave no guarantee that every dollar 

of strandable investment would be recovered from ratepayers” (First 2002, p. 915).  

The scheme for stranded cost recovery in California was known as the “Competition 

Transition Charge”: 

Instead of a simple fixed surcharge on electricity consumption, the Competition 
Transition Charge fixed the retail price for electricity at about 6 cents per kilowatt-hour. It 
then required customers to pay for the wholesale price of electricity and, in addition, to 
pay the investor-owned utilities the difference between 6 cents and the actual wholesale 
price of electricity, which was expected to be much lower than 6 cents. The effect was to 
freeze retail rates for consumers and allow the recovery of stranded costs to vary inversely 
with the wholesale price of electricity. The Competition Transition Charge was to end for 
a utility at the point that it had recovered all of its stranded costs or in March 2002, 
whichever came first. When the charge ended for a given utility, the utility would then 
switch to simply passing through the (assumed lower) wholesale price of electricity 
(Borenstein 2002, p. 193).    
 

Maine required complete divestiture of transmission and distribution utilities’ generation 

assets (seen as one of the reasons its market reform has been successful):  

Under Maine’s restructuring law, distribution utilities are entitled to recovery of stranded 
costs through a stranded cost charge, which is included in the transmission and 
distribution rates of the distribution utility. Stranded costs which are eligible for recovery 
include regulatory assets from generation, the difference between net plant investments 
associated with the distribution utility’s generation assets and the market value of 
generation assets and the difference between future contract payments and the market 
value of the distribution utility’s purchased power contracts. Distribution utilities must 
make mitigation efforts, and they will be allowed recovery of stranded costs comparable 
to their recovery prior to the start of retail competition. The Maine Public Utilities 
Commission calculated stranded costs for all distribution utilities and may adjust and 
correct stranded cost estimates and charges at any time (Rose and Bujimalla 2002, pp. 22-
23).  
 

In Ontario, efforts to minimize the stranded costs of the power generation offshoot of the 

previously vertically integrated Ontario Hydro, Ontario Power Generation Incorporated, which 
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was already carrying a very high level of debt, led to a stranded debt charge (“in effect a tax” 

(Trebilcock and Daniels 2000)) to cover the costs. 

Sometimes what were thought to be stranded costs are not stranded after all. In Texas, 

when the first estimates of stranded costs were calculated, they were thought to be prohibitively 

high to pass on as a burden to ratepayers, so the state authorized utilities to use some of their 

(regulated) revenues from 1998 through 2001, prior to the introduction of competition, to 

mitigate potential stranded costs. These reached substantial levels: TXU, referred to earlier in one 

of our examples of retail competition, ended up with almost $2 billion in its mitigation account. 

But with the increase in energy prices, the estimated market price of electric power had risen to 

levels in 2001 that indicated stranded costs had disappeared, and in November 2001 the Texas 

Public Utility Commission ordered that the accrual of mitigation be reversed and the funds be 

returned to ratepayers (Public Utility Commission of Texas 2003, pp. 37-38).  

Are stranded costs a “cost” from a social cost-benefit perspective? At the first-order level, 

no. The decline in asset value as a jurisdiction moves from a regulated privately-owned 

monopoly to competition represents a redistribution of wealth away from the owners of the 

stranded assets to consumers. Where the monopoly was owned by the public sector, the 

redistribution is from the public treasury to consumers (putting to one side the issues of how the 

profits that arise from the monopoly position are in fact realized as general revenues and not as 

retained earnings by the Crown corporation).  

However, competition in electricity markets requires the willingness of new firms to enter 

the competition when prices warrant new investment. Since entry into the market can require 

significant expenditure in fixed costs, there must be some kind of guarantee to new firms that 

they will be able to recoup those investments over the long term. Uncertainty regarding the 

regulatory environment and the government’s long-term commitment to competition will hinder 
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or completely end the possibility of entry into the market (as has been noted in the recent reversal 

in Ontario of electricity reforms). Some compensation for stranded asset values may work as a 

signal to the market, alleviating some of the fears they may have about potential policy change 

once they have made their investments. Studies in transaction cost politics (Dixit 1996; 

Williamson 1996) have emphasized the important role of government signaling in reducing the 

transaction costs that arise from asset specificity. This is also why economists recommend the use 

of contractual licenses rather than legislation in the restructuring of the electricity sector; to 

provide a more certain environment for the potential investor than can be obtained through 

legislation, which is always subject to change: “because utilities have durable, immovable, and 

valuable assets, investors require a durable and stable regulatory contract in which the 

government and the regulator are committed to uphold the original conditions” (Newbery 2000, 

p. 59). Compensation for stranded assets, even if not necessary on legal or equity grounds, may 

provide a useful signal in this context. 

The costs of compensating for stranded assets are the efficiency losses in the collection of 

the funds necessary for the compensation, either through the tax system or through electricity 

prices. But, please note that the value of the transfer itself is not a social cost, unless paid to asset 

owners outside the province.   

Potential noncompetitive pricing: This paper has already noted the challenges for the 

regulator in ensuring competitive pricing in generation services. Since the benefits of retail 

competition rely so much on falling prices of generation services, noncompetitive pricing will 

negate one of the primary factors in favor of change. 

A recent study by Borenstein, Bushnell and Wolak (2002) found that during the 

California electricity market fiasco of the summer of 2000, during which wholesale electricity 

expenditures quadrupled from the previous summer, 21 per cent of the increase was due to 
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production costs, 20 per cent to competitive rents (i.e. profits to firms on inframarginal 

production), and 59 per cent to market power. In other words, the costs of noncompetitive pricing 

are clearly of a magnitude that could swamp all potential benefits.  

This is not to say that all experiences with retail competition are like California; there 

have certainly been successes. But it is a warning of the potential economic crisis of markets and 

regulations that are not well-designed.  

Loss of vertical economies of scale: Kwoka (2002c) provides econometric evidence from 

the US electricity sector that there are economies to be had from vertical integration that are lost 

when transmission and distribution companies are forced to divest their generation assets. He 

suggests these economies come in two forms: first, vertical integration is an efficient way of 

dealing with real-time management of power flows that can handle supply and demand shocks to 

the system; and second, that since there are external effects in an electricity system, as supply or 

demand changes in one location will affect other users of the system (electricity flows being 

determined by the laws of physics rather than the law of contracts), vertical integration is a means 

of internalizing the externalities. 

 

Retail Electricity Competition in Saskatchewan 

SaskPower presently works within a system of wholesale competition, with an Open 

Access Transmission Tariff that integrates it with the North American power grid. Power can be 

wheeled across the province, and suppliers can use the grid to sell power to the municipally-

owned distribution utilities in Saskatoon and Swift Current. SaskPower operates fifteen 

generating facilities, the transmission grid, and distribution and billing throughout the province 

except in the two municipalities mentioned. The residential rate for power is 7.95 cents per 
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kilowatt hour, which at about 5.3 cents US is less than found in all but a small handful of US 

states. 

Rates are regulated by Cabinet on the advice of a rate review commission, which is to 

take into consideration the reasonableness of the expected rate of return to the utility. Unlike 

most economists’ writings on the subject, the rate review commission is directed to take more 

account of the “fairness” and “reasonableness” of proposed rate changes rather than 

considerations of efficiency in pricing, and even the report of the Provincial Auditor (Spring 

2000, Chapter 3) sees this as a reasonable goal for the review commission.  

Based on the experience of other jurisdictions, and the nature of the Saskatchewan 

market, it is unlikely that the benefits of extending competition to the full retail level would 

exceed the potential costs. The reasoning is as follows: 

•  For the most part, US states that have introduced retail competition have done so in a 
context where consumers were unhappy with high prices in what was seen as an 
inefficient sector of the economy. Saskatchewan consumers currently enjoy low prices, 
raising doubts that prices could be lowered much further by the introduction of retail 
competition. 
 
The dynamic benefits of competition are also likely to be less than in other jurisdictions that 
have introduced it, where much of the impetus was from the continued use of power sources 
that had long since become high-cost relative to what new facilities could provide. 
 
Also, the “choice” benefits of retail competition have not been obviously expressed in the 
province: billing is reasonably convenient, and the political process together with 
initiatives by SaskPower have shown a commitment to “green” sources of energy such 
that it is unlikely that consumer demand is not being met. (This author speculates, 
admittedly without any hard numbers, that in Saskatchewan there would be a negative 
correlation between residents’ favoring increased use of green power sources and being in 
favor of restructuring the electricity sector in order to provide retail competition). 
 

•  It is not clear that Saskatchewan has the well-developed transmission links with other 
jurisdictions that virtually all analysts cite as a necessary condition for successful 
competition. Investment in transmission might still be worthwhile even under the status quo 
market structure, if the benefits in security of supply and the ability to buy cheap and sell 
dear exceeded the costs of investment in improved transmission links. But, for the 
development of full competition, it would be necessary to invest in transmission. 
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•  Vibrant competition requires that new generating firms be willing to enter the market. 
This will only happen when the signals are such that entrants will have a good chance at 
earning a market rate of return on what could be an asset with a large degree of fixity, 
especially in the face of weak inter-jurisdictional transmission links. One such signal is a 
political commitment to competition strong enough that it is perceived as irreversible. 
Given Saskatchewan’s history of substantial political involvement in the economy this 
will be a difficult message to convey convincingly, even if a current administration chose 
to attempt it. The recent reversal of the development of competition in Ontario will have 
many effects outside of that province, including in Saskatchewan. 

 
The second important signal is that if SaskPower maintains ownership of the transmission 
grid and most of the distribution system, that the electricity pool in a new, competitive 
system would have an ISO that is truly independent of SaskPower. In a small province 
with a limited amount of human capital specialization in electricity markets it may be 
difficult to make a convincing argument of the independence of the operation of the 
market from SaskPower. 
 
A third signal would be the separation of the control of the transmission and distribution 
system from any generating assets, if any, that SaskPower would retain. There will not be 
entry to the market if any potential entrant fears that SaskPower will continue to dominate 
the market, or will have the ability to cross-subsidize from revenues in its non-generation 
activities. 
 
It is admittedly a qualitative judgment, but this author’s observation of the political 
economy of the province suggests that these crucial signals will be very difficult to 
convey, and that the experience of other jurisdictions suggests that without entrants to the 
market workable competition will be very difficult to achieve. 
 

•  As noted above there are a number of challenges for the regulatory body in a retail 
competition setting. Prices must be regulated for disaggregated parts of the electricity 
market in which there is no experience, and indeed very little experience elsewhere from 
which Saskatchewan could draw; even Texas as recently as this year was noting the 
challenges in regulating the prices of the transmission and distribution system under retail 
competition. Furthermore, mitigating the market power of generating firms, especially 
during periods of peak demand, has taxed every jurisdiction that has implemented retail 
competition, and, as noted above, the solutions to this regulatory problem are not obvious. 

 
Again we must venture into qualitative judgments based on observation of the history of 
the system in Saskatchewan. In particular, to this point there has not been the need or the 
opportunity for the kind of expertise to develop that is required in the extremely 
demanding situation of regulating retail competition in electricity markets. The tasks of 
the regulator would be significantly more complex than the rate review commission has 
ever had to face, and the potential consequences of errors in the regulatory process much 
higher, given the magnitudes of costs that researchers have found to result from 
noncompetitive pricing in restructured electricity markets. 
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•  Finally, although the mainstream economic analysts of electricity markets have advocated 
competition where possible as one means of depoliticizing the sector, Saskatchewan 
residents, based on the evidence of the governments they elect, of whatever political 
party, seem to favor the intervention of the provincial government in “building” the 
economy in a way that suggests that depoliticization is not necessarily going to be 
perceived as a benefit of retail competition, and may well be seen by many as a cost. 

 
Overall then, the usual benefits cited for retail competition in electricity are likely to be 

smaller in Saskatchewan than in other jurisdictions that have adopted retail competition, and, 

more seriously, that the costs might be substantially larger than the benefits, given the complexity 

of the market and regulatory institutions needed for successful, truly competitive markets. 

This result does not mean that it would never make sense to have full retail competition. 

The technology of power generation, transmission and distribution will continue to change, 

markets in other jurisdictions will evolve, and lessons will be learned from those places that have 

tried retail competition such that at some time in the future the expected benefits of change could 

exceed the expected costs. But the evidence does not suggest that time is now. 
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