

















The California Crisis and its Lessons for the EU

1. First, we recommend that Member States ensure that there are incentives to expand
generation and transmission capacity before reserve margins fall too low. To further this
goal, we recommend that regulators provide as much regulatory certainty as possible
regarding the process for liberalising the market and the timing of regulatory reforms.

2. We advocate that regulators continue to allow utilities to hedge risks through long-term
financial contracts.

3. Third, we recommend that Member States accelerate liberalisation to avoid problems with
transition periods. We stress that Member States’ primary goal should be to encourage a
competitive generation market that facilitates sufficient capacity investment. Competition
in generatlon can be created in several ways: by divesting capac1ty, by auctlonlng physical
rights to existing capac1ty,3" by encouragmg the construction of new capacity, and by
expanding transmission interconnections as appropriate. Furthermore, the Draft Directive’s
call for greater unbundling and independent regulators can be expected to reduce the risk
of a California-like crisis because it promotes the non-discriminatory access that is essential
to effective competition.”’ However, we recommend that regulators engage in active market
monitoring to detect any potential market power abuse and take appropriate action when
it is found.

4. We recommend that regulators focus on the connection between natural gas and electricity
markets. For example, Spain faces potential electricity shortages in part because Enagas
claims insufficient gas transmission capacity to satisfy demand for new power plants. In
light of this problem, we question whether the government should permit electricity
companies to buy stock in Enagas, as contemplated for the Enagas flotation due later this
year. Enagas could acquire a financial disincentive to expand its capacity if Endesa and
Iberdrola became major shareholders. The government has acknowledged that Endesa
and Iberdrola have market power, which implies that they would stand to benefit if they
could restrict the construction of new gas-fired power plant. Similarly, some limit may be
appropriate on Gas Natural’s future participation in Spain’s electricity market.

5. As liberalisation progresses, we recommend that Member States:

> Monitor demand growth, capacity retirements, and new investments within their own
country as well as neighbouring countries, to determine the balance of supply and demand,
as suggested by the draft New Directive.’

> Create incentives for continuing and expanding cost-effective energy efficiency programmes.
Although energy efficiency programmes could have helped mitigate California’s crisis,
California utilities cut spending on demand-side programs by over 50% between 1994 and
1998 in anticipation of deregulation.”” Programmes might include equipping all customers
with the necessary tools and information to react to real-time pricing.

> Ensure that customers have the ability to react to market prices. Policies that promote
price-responsiveness help customers to adapt to the changing market structure and
encourage the development of technologies compatible and responsive to more volatile
power markets. Moreover, price-responsive demand plays a key role in equilibrating the
market and limiting market power.

Although some European electricity markets are currently experiencing both capacity shortages
and market power, no Member State is in danger of repeating the California experience. Many
unlikely events would have to occur simultaneously in these markets to duplicate California’s
problems. However, it is important that Member States do not delay liberalisation in response
to California’s crisis. Instead, they should adopt proactive policies now to prevent any possibility
that a California-like crisis could occur in the future.
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