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Single Clearing Price

By Steve Huntoon

Electricity prices in
organized markets are
set by a single clearing
price at a given location
and a given time. This
is the same price-
setting mechanism for
all commodities, as well
as for publicly traded
financial instruments
like stocks.

How We Got Here

The wisdom of this mechanism has been ex-
plained many times. The most cogent explana-
tion is a two-page summary by Maryland pro-
fessor Peter Cramton, and an accompanying
longer piece by Texas professor Ross Baldick,
which in turn cites seminal works by Alfred
Kahn, Steven Stoft, Sue Tierney and other wor-
thies.! If you care about rational market design,
please look at these.

Let me quote from Cramton: “The single
clearing-price auction is important because

of its simplicity and effectiveness at answer-
ing the most basic questions: who should get
the goods, who should produce the goods,

and at what prices. Based on each market
participant’s expressed preference, the single
clearing-price auction awards the goods to all
consumers who value the goods more than
the cost (the clearing price) and the goods

are produced by all suppliers who have a cost
less than their payment (the clearing price). In
this way, the clearing-price auction maximizes
gains from trade: consumption comes from de-
mand with the highest values and production
comes from supply with the lowest cost. This is
perhaps the most celebrated result in economics!”

Latest Revisionism

FERC Commissioner Mark Christie challenges
the single clearing price mechanismin an Ener-
gy Law Journal article.? He observes that every
resource is paid the highest price that is paid
to the last resource needed to meet demand.
Which is of course true.

But the flip side is also true: Consumers pay
the lowest price that will secure sufficient
resources to meet their collective demand.
Should consumers, instead of paying a single
clearing price, pay what the electricity is worth
to them? So instead of paying, say, $50/MWh,
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ginal revenue for cheaper renewables. | ISO-NE

should they pay their “value of lost load” of, say,
$5,000/MWh? 100 times what they pay now?

Because consumer demand for electricity is
inelastic, the “consumer surplus” (essentially
net consumer benefit) under a single clearing
price is a zillion times the “producer surplus”
(essentially net producer benefit).? Christie
would further diminish the relatively small pro-
ducer surplus and add to the already immense
consumer surplus. Without explaining why.

Renewable Marginal Costs

Christie says renewables’ very low (or neg-
ative) marginal costs do not flow through to
consumers, which he suggests fixing by paying
renewable projects what they bid: “pay-as-bid.
But of course renewable developers wouldn't
build such projects if they were to receive
prices based on their marginal costs instead

of single clearing prices. The return on and of
capital when a producer receives its marginal
cost is zero point zero.

And as Alfred Kahn pointed out 20 years ago:
“The critical assumption is, of course, that after
the market rules are changed, generators will
bid just as they had before. The one absolute
certainty, however, is that they will not.”®
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Myriad Other Deficiencies in Pay-as-bid

Not to mention myriad other deficiencies

in pay-as-bid. As Baldick observed: “From a
practical perspective, there is no empirical or
experimental evidence that pay-as-bid would
reduce prices significantly compared to single
clearing price. ... the theoretical, experimental
and empirical evidence does not support a
change to pay-as-bid. There are also a number
of very serious drawbacks to pay-as-bid,
including: inefficient dispatch; difficulty of
participation for small, competitive asset own-
ers; the reduced ability of demand response
to mitigate market power; and difficulties for
market monitoring”

A comprehensive dissection of pay-as-bid is
here, concluding among other things that pric-
es for consumers would likely be higher under
pay-as-bid.°

Reliability Challenge from Subsidized
Renewable Resources

Christie says renewable subsidies suppressing
energy prices challenge reliability in organized
markets. Yes. But that is precisely why we need
capacity markets — now more than ever — so
sufficient dispatchable resources (or func-




RTO Insider: Your Eyes & Ears on the Organized Electric Markets

May 23, 2023 Page 4

tional equivalent) are procured to meet peak
demand.

Christie disparages renewable subsidies. He
seems to think it's OK to somehow offset these
subsidies by changing energy market design to
restore “true markets in which competitors op-
erate on alevel playing field” Making it FERC's
job to override Congress?

Capacity Market Granularity

Speaking of capacity markets, Christie says
they are not as granular as energy markets,
with price differences “at best zonal.” Actually,
in PJM, locational deliverability areas (LDAs)
can be and are sub-zonal as warranted.” But
more important, the reasoning for LDAs was
provided in excruciating detail in PJM testimo-
ny some 18 years ago,? and approved by FERC
for PJM following similar approvals for ISO-NE
and NYISO.” Nothing has changed to under-
mine that reasoning.

Who’s Speculating with Whose Money?

Christie says RTOs with capacity markets are
speculating on future supply and demand just
like vertically integrated utilities are speculat-
ing.

This is not correct. Competing resource pro-
viders in RTOs “speculate” on future revenue
streams with investor money. Vertically inte-
grated monopoly utilities don't compete and

‘N.HJ' www.cramton.umd.edu paper

don't “speculate” — they get guaranteed (and
excessive) returns with captive consumers’
money, as |'ve discussed before.™®

Poster child: Southern Co!s Vogtle Units 3 and
4 — $16 billion over budget and seven years
late.

This is just like the contrast between competi-
tion and monopoly in transmission facilities, if |
might bang that drum again.?

As that utility CEO famously said in 1995,
“This is the only industry I've ever seen where
you can increase your profits by redecorating
your office13

And as Pat Wood has said since 1996, “Even on
my best day [as a regulator] | can’t substitute
for what the market and competition can do.”™*

Real-time and Day-ahead Energy Markets

Christie draws a distinction between real-time
energy markets and day-ahead energy mar-
kets. Most RTOs have both.

What's relevant here is that Christie attach-

es some significance to his claim that the
real-time energy markets “enable the buying
and selling of a physical product, the electrical
power itself’ in supposed contrast to the day-
ahead markets, which he says enable trading in
“a financial product, a contract setting a price of
power to be delivered the next day.

I’'m not sure what the point of this is, but |

2005-2009/baldick-single-price-auction.pdf

would repeat from past columns that electric-
ity is not a physical product — even the elec-
trons don't move.*> And both real time and day
ahead markets clear in dollars, so they're both
“financial” in that sense. Finally, “real time” is
somewhat of a misnomer. In PJM, for example,
the real-time market is cleared based on offers
that can’t be changed fewer than 65 minutes
before the operating hour.* Is there some fun-
damental difference between an hour-ahead
market and a day-ahead market? No.

Standard Market Design

Before | wrap up, please let me address Com-
missioner Christie’s dismissal of what he calls
the “misbegotten” Standard Market Design,
which he says “crashed and burned.”?” As |
explained seven years ago, there were 10 core
elements of Standard Market Design, and all
10 got implemented in the RTOs.*® The vision of
Pat Wood, Nora Brownell, Bill Massey and Lin-
da Breathitt ultimately prevailed, helping save
consumers tens of billions in avoided nuclear
costs alone. Kudos to them.

It's Tough Enough

We have a collective challenge in the industry
of making a difficult and expensive energy tran-
sition with incredible challenges. If we have to
revisit core principles like the single clearing
price mechanism, we'll never get out of the
starting gate. m
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