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I. Introduction

THE ELECTRIC POWER INDUSTRY is the largest remain-
ing major arena of utility regulatory reform in the
U.S. With sales of over $250 billion annually, the
electric power industry dwarfs most other indus-

tries, and its importance to modern life and economic well-
being is difficult to overstate. Recent blackouts provide a vivid
demonstration of the importance of electric power to every
aspect of American society. 

The journey to reform the electric power industry regula-
tory structure, where market-based profit incentives rather than
administrative decisions guide investment and service offerings,
has not been particularly smooth.1 One of the roughest spots in
the road has been retail competition in which customers pick
their own retail electric power supplier rather than relying on
their franchised electric utility.2 Much of the damage in the
California energy crisis of 2000 and 2001 stemmed from prob-
lems with California’s insistence that retail prices remain frozen
despite wholesale prices that rose dramatically.3 One aspect of
retail competition, namely continued state mandates for
provider-of-last-resort (POLR) service at regulated prices, has
been particularly problematic. POLR service applies primarily
to customers who have not selected a retail electricity supplier,
although customers whose retail supplier has exited the indus-
try also receive electric power through POLR service until they
select another supplier. Most states that permit retail electricity
customers to choose their own supplier require that each local
distribution utility provide POLR service at fixed, administra-
tively determined prices. 

The Federal Trade Commission (FTC) Retail
Competition Staff Report found that prices for POLR service
in many states prevented new suppliers from offering retail elec-
tricity services to customers and caused financial distress for
POLR service providers.4 If POLR prices are fixed, as many
states have done, increases in wholesale prices eliminate most
incentives for entry of efficient and innovative retail suppliers.
Moreover, fixed POLR prices can create financial distress for the
distribution utilities providing POLR service because, as whole-
sale prices rise, the utilities are unable to pass on their higher
costs to POLR customers. On the customer side, extended peri-
ods of below-market POLR prices remove incentives for cus-

tomers to be active market participants and may make entrants’
subsequent marketing efforts more costly.

In this article, we discuss recent POLR service develop-
ments that seek to eliminate many of the market distortions
caused by many initial POLR policies. The new POLR service
pricing approach for large commercial and industrial (C&I)

customers in Maryland and New Jersey, for example, avoids
some of the pitfalls of divergent retail and wholesale prices.
POLR service prices that closely track wholesale prices can
restore incentives for entry by efficient and innovative retail sup-
pliers and can assure that supplying POLR service does not
cause losses for distribution utilities. At the same time, the pres-
ence of diverse offers from entrants (and incumbents) creates
incentives for customers to search for the best match between
their preferences and available offers. The availability of diverse
service offerings (including variations in prices, environmental
characteristics of the supply purchased, reliability of the supply,
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etc.) can benefit consumers as compared to the limited range of
services offered by incumbent utilities. These pricing innova-
tions also help eliminate any cross-subsidization between large
C&I customers and other classes of customers, such as residen-
tial and small commercial customers. Because several states with
existing retail customer choice programs are reaching the end of
their respective phase-in “Atransition@” periods for customer
choice, it may be a propitious time to reexamine POLR service
pricing practices to avoid their detrimental effects on the devel-
opment of competitive retail electricity markets.

II. POLR Pricing Analysis in the FTC Retail
Competition Staff Report

A PRINCIPAL CONCLUSION OF THE FTC Retail Competition Staff
Report was that POLR pricing policies prevented new retail
suppliers from offering services to eligible customers, thus
dooming the initial prospects for a vibrant retail supplier mar-
ket. States have adopted POLR service because the lack of elec-
tricity, even for a short period, may be life-threatening or
impose severe hardship on customers. As implemented by sev-
eral states, a customer may take POLR service when it has
decided not to select a retail supplier or simply failed to make a
decision (and there is no mechanism to assign an alternative
supplier to the customer), when no alternative supplier has
accepted the customer (usually because of the customer’s credit
or payment difficulties), or when the alternative supplier select-
ed by the customer has exited. State regulators have generally
assigned POLR service obligations to the incumbent distribu-
tion utility whose franchise territory includes the customer’s
location. POLR service assures that every customer always has
an associated retail supplier and thus avoids any lapse in electri-
cal service for retail consumers.5

The most harmful POLR service policy choice occurred
when states established fixed retail prices that did not vary with
changes in fuel prices used to generate electric power.6 When
natural gas and some other fuel prices increased substantially
and retail prices were fixed, utilities with POLR obligations in
several states had costs that exceeded revenues for POLR serv-
ice. This situation was most severe in California during 2000
and 2001, where natural gas is the predominant fuel for gener-
ation and where utilities purchased power to meet their POLR
obligations primarily in the spot market.7 This condition also
eliminated incentives for most types of retail entry. The only
notable exception was retailers supplying green power. Green
power entrants were sometimes able to attract sufficient cus-
tomers at prices above the price for POLR service. 

Experience since 2001 confirms the conclusion in the
FTC Retail Competition Staff Report. In several states that ini-

tiated retail customer choice policies, few alternative suppliers
entered or remained in the market and relatively few customers
actively considered alternative suppliers. This fact, and the sub-
stantial market design flaws present at the retail and wholesale
levels in California,8 eroded interest in electric retail customer
choice programs in other states (and countries) during the early
part of this decade, with the notable exception of Texas.9

Based on this experience, retail electric power markets
with effective competition are more likely to develop if prices
for POLR service closely follow wholesale prices.10 POLR serv-
ice prices that do not closely track wholesale prices undermine
incentives of new competitors to enter the market for two rea-
sons: (1) they decrease the expected level of profitability if
POLR prices are on average less than competitive market prices;
and (2) they increase the expected risk of entry, (i.e., the vari-
ability in profitability) to the extent that POLR prices are deter-
mined administratively and may not be linked to underlying

market conditions. In other words, new entrants must compete
against POLR services, offers that may not represent competi-
tive conditions.11 Fixed POLR prices also discourage customers
from initially becoming, and thereafter acquiring the habits of,
active market participants that keep informed about the range
of offers available from different suppliers and act quickly and
effectively to protect their own interests. These actions can
undermine anticompetitive price increases when the transition
to customer choice is completed. In addition, fixed POLR serv-
ice prices may increase costs for existing and potential retail sup-
pliers. Both types of retail suppliers may have to pay more to
attract capital because their expected earnings are subject to
greater variance than would be the case if POLR service prices
closely tracked wholesale electricity prices.

POLR prices that track wholesale prices are also likely to
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increase the efficiency of the electric system overall.12 When
retail prices track wholesale prices, peak loads are likely to be
reduced (peak load shaving) and loads during off-peak periods
are likely to increase as customers shift electricity use to less
expensive off-peak periods. When customers have accurate and
timely price information, they also have efficient pricing signals
to invest in technologies that will facilitate future peak load
shaving. In addition to lowering bills, shifting demand from
peak to off-peak periods can provide two benefits: (1) system
costs can be reduced because fewer higher-cost peaking genera-
tors are needed and more lower-cost, base-load generators can
be substituted because the base load grows relative to total sys-
tem load; and (2) reliability may increase because load peaks
that strain the transmission system are less likely to occur. Both
of these benefits accrue to all customers, not just to those who
respond to the efficient price signals. Georgia Power’s real-time
pricing program for large industrial customers illustrates the
beneficial effects of accurate price signals:

On a few days in summer 1999, Georgia Power’s
real-time prices reached levels as much as twice as
high as those seen in previous years. . . . The very
large industrial customers on hour-ahead rates
reduced their purchases by about 30% from their
normal rate on the moderately high-priced days and
nearly 60% during the two high-cost, capacity-con-
strained episodes.13

Economists have explained the need to match prices to
produce electricity with prices to consume electricity at the time
in which it is consumed:

Any structural model of the industry should include
a mechanism for charging customers for the cost of
the production and delivery of electricity at the time
of its consumption. Electricity at midnight in April is
completely different from electricity at noon on a hot
August day. In California, the former is cheaply pro-
duced from excess rainfall spilled over hydroelectric
dams whose reservoirs are too full to contain it. By
contrast, the latter demand must be met by high-cost
power plants whose annual service may include just
a few peak days. Yet, most California customers,
including large industrial customers, are still charged
for electricity as if its cost varies little throughout the
year. Prices to most end users don’t signal when elec-
tricity is cheap or dear for the industry to produce.
Nor are consumers offered the true economic bene-
fit of their conservation efforts at times of peak
demand. Customers suffer further when unchecked
peak demands grow too fast, pushing up costs for all.

Wholesale electricity markets also become more
volatile and subject to manipulation when rising
prices have no impact on [consumption]. Indeed, a
functioning demand side to the electricity market in
California would have greatly reduced the likely pri-
vate benefits, and consequent social costs, of any
strategic behavior engaged in during the crisis.14

III. Large C&I Customers are Likely to Benefit
from Redesigned POLR Service Pricing Policies

LARGE C&I CUSTOMERS ARE AN ATTRACTIVE group of customers
with which to initiate, or restart retail competition and imple-
ment POLR service prices that closely track wholesale prices. In
general, large customers are likely to be relatively well informed
about their energy costs and supply choices.15 Comparative
shopping for electricity suppliers may be easier for large firms

than it is for residential customers. Furthermore, to the extent
that retail customer choice in electric power markets requires
fixed-cost investments for metering or telecommunications,
these costs are spread over a greater volume, making cost
increases proportionately smaller for larger customers. For sim-
ilar reasons, retail marketers also generally find that average cus-
tomer acquisition costs are lower for large C&I customers.16

In addition, some large C&I customers have renewed
their calls for retail customer choice. These customers believe
they can make better deals or obtain services that better match
their needs than the rates and services provided by vertically
integrated utilities.17 For example, Wal-Mart Stores, Inc. report-
ed 20% savings on its electricity costs due to retail choice in
California,18 15% to 25% in Texas (including 15% savings rel-
ative to areas of Texas without retail choice), 5% expected in
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Maryland, and 10% in Michigan.19 “In addition to pure cost
savings, Wal-Mart has . . . [a] wide variety of new pricing
options, term structures and risk products that are available in
competitive markets that do not exist in regulated states. Retail
competition also encourages voluntary demand response since
customers have a financial incentive to participate.”20

Under the retail choice system, one of the most important
areas of innovation is the incentive for entrants to offer previ-
ously unavailable real-time pricing options to customers,
providing important cost and reliability benefits. Analysis of
market power and reliability issues in electricity markets focuses
policy interest on increasing retail demand elasticity through

real-time pricing options.21 For example, a GAO report on
demand response programs22 and the Federal Energy
Regulatory Commission’s (FERC) State of the Markets Report 23

both highlight demand response as an investment alternative to
generation and transmission. FERC observed that “[d]emand
response, an effective tool for dampening price spikes and
protecting reliability, was largely missing from electricity
markets during the assessment period (January 2002 to June
2003). Lack of demand responsiveness to price harms compet-
itive wholesale markets . . . .”24 New retail customer choice and
POLR service programs, described below, often include
advanced metering that makes it feasible to charge efficient
retail prices. These prices create incentives for customers to
reduce consumption during peak demand periods when gener-
ation and transmission congestion costs are likely to be high. 

Additionally, progress on open transmission access poli-
cies and introduction of efficiency principles to the problem

of pricing of transmission congestion, especially in regional
transmission organizations (RTOs),25 has increased the geo-
graphic size of electricity markets in many areas of the coun-
try, thereby increasing the number of generators that practica-
bly can supply electricity retailers in these areas.26 These devel-
opments decrease concerns about the exercise of market power
in retail and wholesale electricity markets because they make
anticompetitive price increases by suppliers less profitable. For
these reasons, the reformed POLR service pricing policies for
large C&I customers described in the next section may pro-
vide substantial benefits. 

IV. POLR Service for Large C&I Customers in
Maryland and New Jersey

SEVERAL STATES, MOST NOTABLY MARYLAND and New Jersey,
have developed innovative POLR service pricing plans for large
C&I customers that eliminate the POLR price problems.27 For
example, the Maryland Public Service Commission recently
revised its POLR service rate regulations to coincide with the
end of the transitional rate freeze that accompanied the intro-
duction of retail competition.28 Maryland’s new POLR service
rates for large C&I customers closely track wholesale prices.
The rates include two charges: (1) wholesale electric power at
real-time spot market prices, and (2) a charge reflecting the risks
and administrative costs of the POLR service provider.29

To have POLR service prices that closely track wholesale
prices, Maryland regulators required installation of interval
meters for all large C&I customers before the new POLR serv-
ice price regulations took effect. Many of the large C&I cus-
tomers already had interval meters, but some additional instal-
lations were required. Costs of metering improvements in
Maryland are generally modest and are regulated. For exam-
ple, in the Baltimore Gas & Electric service territory, the
charges for interval meters are regulated under the Advanced
Metering Services section of the firm’s Retail Electric Service
Tariff. Installation of the interval meter costs $180, and there
is a $30 per month charge for the meter if the customer pro-
vides the required telecommunications (or $64 per month if
the distribution utility provides the telecommunications as
well as the meter).

Maryland’s large C&I customers have incentives to shop
for an alternative supplier to the POLR service provider if they
prefer to purchase insurance to protect themselves from whole-
sale price volatility or if they believe that they can secure more
attractive prices for the same or additional desired electricity
services. Furthermore, distribution utilities in Maryland that
provide POLR service for large C&I customers are unlikely to
have strong financial incentives to encourage or discourage cus-
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tomers from taking POLR service because the prices so closely
follow wholesale prices and because procurement of POLR
supply is through competitive bidding conducted by the dis-
tribution utilities.30 Instead, to the extent that their affiliates
compete for large C&I customers, the distribution utilities
have incentives to develop differentiated service offerings that
appeal to these customers and for which these customers will
be willing to pay a premium price for service enhancements.
These incentives are akin to those of independent alternative
retail suppliers.

Another important advantage of retail POLR service
prices that track wholesale prices is that these prices reduce the
risk of cross-subsidization of large C&I customers by other
classes of customers that continue to receive bundled service.
To prevent cross-subsidies from cus-
tomers with bundled service to those
with unbundled service, all customers
that do not receive the spot price risk
management services provided by their
load-serving entity must bear the full
costs of this change in service. Their
hourly consumption of electricity must
be measured and must have a load cur-
tailment plan, or must arrange separately
for another party to provide the risk
management services formerly provided
by their load serving entity.31

Naturally, not all of the Maryland
reforms are popular with the states large
C&I customers. Many express concern
that the administrative charge is too high,
and many regret the loss of low fixed
prices that were available during the initial customer choice
transition period.

Since the revised service regulations have been in place,
large C&I customers have a greater variety of choices for their
electricity supply. As of January 1, 2005, large C&I customers
have 14 suppliers in the Baltimore area (up from 10 in May
2004) and 12 suppliers in the Washington, D.C. suburbs (up
from two suppliers in May 2004). Distribution utilities are no
longer at risk for losses in providing POLR service. Further, cus-
tomers are actively considering alternative suppliers. The vast
majority of large C&I customers and the load of this class have
switched away from Maryland’s POLR service.32 By the end of
January 2005, in the Baltimore area, 87.5% of the peak load
obligation of large C&I customers was served by alternative
suppliers. In the Washington, D.C. suburbs, the comparable
switching figure was 78.4%.33 The widespread interest of large

C&I customers in customer choice has provided competitive
opportunities for alternative suppliers, including the distribu-
tion companies’ retail service affiliates.

New Jersey adopted a program for POLR service, called
basic generation service, which includes aspects predating the
Maryland program. The New Jersey Board of Public Utilities
adopted proposals from the four major distribution utilities for
the states POLR service in December 2002.34 Under the New
Jersey program, an auction is held to determine the supplier of
POLR service for each class of customers for each distribution
territory.35 Service for the largest customers the Commercial
and Industrial Energy Price (CIEP) class consists of hourly-
priced electric power supplied by the winner of the auction for
that customer class in the distribution area.36 The class was orig-

inally limited to customers that take electric service from high-
er-voltage primary circuits. As of December 31, 2003, 76% of
the load in the CIEP class, state-wide, had switched to an alter-
native supplier.37 As of September 2004, the number of active
C&I retail suppliers from which customers in the CIEP class
could choose varied from 5 to 16 among New Jersey’s four
major distribution territories. 

In December 2003, the Board extended the CIEP class to
all customers with a peak load share of 1500 kilowatts or
more.38 As a result, the number of customers in the class
increased by 7.2%.39 At the same time, the Board allowed other
C&I customers to participate in the CIEP class.40 The Board
indicated that it may consider expanding the class further. The
result of these actions has been to increase the number of cus-
tomers that are subject to accurate price signals, as well as to
provide an incentive for these customers to shop for a new sup-
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plier if the customer preferred to reduce the price volatility
inherent in hourly prices.

V. Other States Adopted Various POLR Policies
that Enhance Retail Competition

SEVERAL OTHER STATES have adopted economically appealing
POLR service policies that are also likely to benefit customers
by making retail competition more effective. Texas, Maine,
Ohio, and New York have adopted differing policies to enhance
retail competition. States that have approached the end of their
initial phase-in periods for retail competition may wish to study
the effects of these approaches, as well as those of Maryland and
New Jersey.

A. Texas 40% Requirement has Encouraged Entry 

Retail competition in Texas has been enhanced by its
incentives for distribution utilities to have at least 40% of the
load in each customer class served by alternative suppliers. In
Texas, POLR service for all customers is initially provided by
the local distribution utility.41 However, only independent gen-
erators, including affiliates of distribution utilities from other
areas, are allowed to offer non-POLR service to a class of cus-
tomers in an area until switching to alternative retail suppliers
exceeds 40% for that class of customers in the area. After the
40% threshold is met, the distribution utility may suspend
POLR service and offer its own non-POLR service. The effect
of the 40% requirement has been to encourage entry so the dis-
tribution utility can free itself of the POLR service requirement.
Indeed, the 40% requirement was developed because of con-
cerns that the distribution utilities would undermine retail cus-
tomer choice programs if they could initially supply POLR and
non-POLR service.

Texas avoided many of the problems brought on by fixed
POLR prices in other states with a requirement that POLR
prices be adjusted semi-annually for changes in fuel costs. Fuel
adjustments are particularly important because wholesale prices
in Texas are often set by generators fueled by natural gas,42 and
natural gas prices have been relatively volatile during the years
since customer choice was initiated in Texas.43 Therefore, Texas
POLR pricing is more consistent with the recommendation
that POLR prices track wholesale prices than POLR pricing
regulations that set fixed prices with no fuel adjustments or with
seldom adjusted rates.

Reportedly, retail customer choice has been well received
by Texas customers. Survey research indicates that at least 50%
of Texas consumers have considered their retail electricity choic-
es, 77% know that they have a choice among retail electricity
suppliers, and 66% now believe switching electricity suppliers is
easy.44 As of September 2004, over 1.1 million customers (or

18% of residential and 25% of C&I customers, which repre-
sents 43% of energy demand) were taking service from suppli-
ers not affiliated with the local distribution utility.45 Numerous
alternative suppliers are available to serve large C&I customers
in many areas of Texas, including the affiliates of distribution
utilities from other areas of the state. In fact, certain classes of
customers in several areas within the state have met the 40%
switching benchmark.46

B. Maine’s POLR Obligation Auction has the Effect
of Customer Aggregation

Maine’s Public Utilities Commission (PUC) was the first
to adopt a competitive bidding approach for procurement of
electric power POLR service.47 Maine’s POLR service could
best be described as a customer aggregation approach with com-
petitive procurement conducted by the state regulator with a

customer opt-out provision.48 Under Maine’s program, the
PUC invites generators to bid separately to supply standard
offer service for each class of customers in each distribution area
or portions thereof. Because Maine’s PUC sought several com-
petitors for each contract and never capped retail rates, Maine’s
approach avoids most of the concerns about below-market
prices for POLR service in electricity markets.49 The supply
arrangements made by the state are generally short-term to
medium-term contracts. Neither the Maine distribution utili-
ties nor their affiliates have participated as bidders for standard
offer service or as non-POLR retail suppliers within their
respective distribution areas, even though they are allowed to do
so to a limited extent.50 The limits on bidding by Maine’s dis-
tribution utilities and their affiliates were enacted because of
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concern that the distribution utilities would undermine bidding
processes for standard offer POLR service.51

Maine’s large C&I customers have become more interest-
ed in picking alternative suppliers rather than taking standard
offer service.52 This may reflect customer interest in other bun-
dles of service or perceptions that better deals are available
through individual bilateral negotiations with generators.
Maine’s PUC has proposed to the legislature that all large C&I
customers be expected to select an alternative supplier by 2005
and that standard offer service for these customers would be
restricted to unusual circumstances.53

C. Ohio’s Customer Aggregation Approach

Ohio’s retail customer choice program developed primari-
ly through contracting by aggregations of retail customers.54 An
aggregation may consist, for example, of all of the electric power
customers in a city or town. Ohio views aggregation as a tech-
nique to overcome high transaction costs associated with bilat-
eral contracting by individual small customers. Many of the
most publicized aggregations in Ohio have been local juris-
dictions or combinations of jurisdictions. Citizens in more
than 200 local jurisdictions in Ohio have passed ballot issues
favoring aggregation, and aggregations account for 88% of
switching by commercial customers.55 However, 93% of
industrial customer switches have stemmed from individual
switching.56 Ohio’s PUC has adopted rules for market-based
POLR service, called the market-based standard service offer,
which will take effect in most areas of the state following the
end of the Market Development on December 31, 2005. The
POLR competitively-procured supply contracts would last
from one to three years.57

D. New York’s Preparations for Retail Competition

In August 2004, the New York Public Service
Commission (NYPSC) adopted a Statement of Policy and an
Order on Next Steps to Accelerate Evolution of Energy
Competition in New York State. The Statement of Policy
indicates that the NYPSC expects that all remaining utility-
served commercial and industrial customers will be exposed to
a pass-through of spot market prices in utility rates. ESCOs
(independent suppliers) will likely provide fixed and other sta-
ble pricing options to those customers who desire them. As util-
ity contracts expire and utilities reduce their hedging exposure,
it should be easier for ESCOs to attract customers seeking to
avoid market volatility. In fact, the NYPSC observes that this is
already happening in some utility distribution territories. 

Before issuance of the Statement of Policy, the NYPSC
undertook several efforts to reduce impediments to effective
retail competition. These included requirements for uniform
electronic data interchange standards and procedures to affect

the exchange of retail access data between utilities and retail
marketers, development and adoption of uniform business
practices for retail competition, and consumer protection rules
applicable to independent suppliers and utilities.58 The NYPSC
also actively supported divestiture of generation assets by distri-
bution utilities, formation of the NYISO (New York
Independent System Operator), the development and imple-
mentation of the NYISO’s market power monitoring and mit-
igation policies at the wholesale level, and increased demand
elasticity through real-time metering and rates. These are all
efforts to address existing horizontal and vertical market power
concerns that could impede effective retail competition. The
NYPSC concluded that the earlier policy steps noted above
have fostered enough new suppliers, customer awareness, and
interest in switching to make acceleration of retail competition
feasible, particularly for large C&I customers.59

VI. Conclusion
SUBSTANTIAL ADVERSE CUSTOMER EFFECTS arose from several
states’ initial pricing regulations governing electric power POLR
services. These regulations contributed to the slow development
of retail competition in many states and discouraged additional
states from initiating customer choice programs. Renewed
interest in retail customer choice programs, especially for large
C&I customers, has come from several sources. Additional
states should consider retail customer choice programs at least
for large C&I customers because they can increase market effi-
ciency and reduce market power concerns for all customers, and
better match the reliability and price volatility preferences of
these customers. In addition, effective retail competition for
large customers may reduce the costs and risk of extending retail
competition to additional classes of customers at a later date.
States may be particularly interested in the large customer
POLR service price regulations developed as the consensus
proposal of a wide array of distribution utilities, independent
generators, and consumer groups in Maryland. The proposal
was subsequently adopted by the Maryland Public Service
Commission. Under the Maryland approach, POLR service
prices for large C&I customers closely track changes in whole-
sale prices. In addition, attributes of other state retail compe-
tition programs may supplement the Maryland approach so
that customers obtain the benefits of retail competition for
electric power services. 
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