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Working Paper No. CPC00-13

Regulation and the Leverage of Local Market Power in the California Electricity Market

James B. Bushnell
Frank A. Wolak

May 2000

Abstract:
Regulators of electricity markets around the world continue to struggle with the problem of incentivizing
generators whose output, due to their location in the grid, has no viable substitutes.  Such generators
possess `local' market power. Since these generators also compete in broader regional markets, the actions
taken to exploit their local market power can also effect market outcomes over larger areas.  In California, a
contract structure known as the reliability must-run (RMR) contract was developed to address the problem of
local market power.  However, the contract form that was in place during 1998 created serious incentive
problems.  We find that, during the months of June through September 1998, RMR contracts had the effect
of raising overall supply bid prices from most producers, thereby leading to higher energy prices in the
California regional market.

__________________________
(Reprinted from POWER, Program on Workable Energy Regulation, University of California, Energy
Institute)
This paper is available on-line at http://www.haas.berkeley.edu/groups/cpc/pubs/Publications.html
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Devwudfw

Uhjxodwruv ri hohfwulflw| pdunhwv durxqg wkh zruog frqwlqxh wr vwuxjjoh zlwk wkh

sureohp ri lqfhqwlyl}lqj jhqhudwruv zkrvh rxwsxw/ gxh wr wkhlu orfdwlrq lq wkh julg/

kdv qr yldeoh vxevwlwxwhv1 Vxfk jhqhudwruv srvvhvv corfdo* pdunhw srzhu1 Vlqfh wkhvh

jhqhudwruv dovr frpshwh lq eurdghu uhjlrqdo pdunhwv/ wkh dfwlrqv wdnhq wr h{sorlw

wkhlu orfdo pdunhw srzhu fdq dovr h�hfw pdunhw rxwfrphv ryhu odujhu duhdv1 Lq

Fdoliruqld/ d frqwudfw vwuxfwxuh nqrzq dv wkh uholdelolw| pxvw0uxq +UPU, frqwudfw

zdv ghyhorshg wr dgguhvv wkh sureohp ri orfdo pdunhw srzhu1 Krzhyhu/ wkh frqwudfw

irup wkdw zdv lq sodfh gxulqj 4<<; fuhdwhg vhulrxv lqfhqwlyh sureohpv1 Zh �qg

wkdw/ gxulqj wkh prqwkv ri Mxqh wkurxjk Vhswhpehu 4<<;/ UPU frqwudfwv kdg wkh

h�hfw ri udlvlqj ryhudoo vxsso| elg sulfhv iurp prvw surgxfhuv/ wkhuhe| ohdglqj wr

kljkhu hqhuj| sulfhv lq wkh Fdoliruqld uhjlrqdo pdunhw1
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rzq elgglqj vwudwhj| lq wkh gd|0dkhdg pdunhwv1 Zh kdyh qrw lqyhvwljdwhg zkdw wkh uhvxowlqj htxloleulxp

vroxwlrq/ li rqh h{lvwv/ zrxog eh1
59Lw lv lpsruwdqw wr qrwh wkdw ehfdxvh ri wkh vwhhs xszdug vorsh wr wkh djjuhjdwh hqhuj| vxsso| fxuyh/

kljkhu sulfhv whqg wr eh dvvrfldwhg zlwk kljkhu txdqwlwlhv1 Wkhuhiruh/ vxssolhuv hduq kljkhu h{shfwhg

sur�wv iurp pruh yrodwloh sulfhv wkdq ohvv yrodwloh sulfhv/ dvvxplqj erwk sulfh sdwwhuqv kdyh wkh vdph

ryhudoo phdq ydoxh1
5:Iru h{dpsoh/ wkh h{lvwhqfh ri d vhtxhqfh ri iruzdug pdunhwv pd| kdyh vwlpxodwhg vsrw pdunhw

frpshwlwlrq dprqj roljrsrolvwv dorqj wkh olqhv ri Dooh} dqg Ylod +4<<6,1 Li ghpdqg zhuh irufhg wr vkliw
doo ri lwv sxufkdvhv wr wkh odvw pdunhw/ wkh frpshwlwlyh ehqh�wv ri wkh vhtxhqfh ri pdunhwv zrxog eh orvw1

5;Zkloh doo wkuhh �upv zhuh vxemhfw wr d udwh0iuhh}h gxulqj wkh vxpphu ri 4<<;/ wkh lpsdfw ri hqhuj|
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hi*@|�L?t��T Mi|�ii? }hLtt @?_ ?i| +�+ U@**t @?_ |��t Th�Ui _�gihi?Ui �t�?} |�i uL**L��?}
hi}hitt�L? i^�@|�L?�

�(U88
5|

' k
5
n q

5�
(� U7� u��(

|
n q

52
u��((U88

|
n ES�

q
5�
-�-C-�77

|
n q

5e
-�-�.A

|
n q

5D
-�-�7

|

n
e[

K'2

�
5K
���AM

K
n

.[

K'2

B
5K
(�t

K
n

2e[

K'2

#
5K
M�L-

K
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