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OVERVIEW

The Electric Reliability Council of Texas (ERCOT) is one of eight regional councils that 
operate under the North American Electric Reliability Council (NERC).1  ERCOT 

formulates operating practices and sets technological standards for the area shown in 
Figure 2-1, which has a population of approximately 20 million.  Figure 2-2 helps to 
explain ERCOT’s uniqueness:  it is the only U.S. electric grid that—apart from a few 
interconnections to reach generating plants near state borders—does not cross any state 
lines.  Th erefore, ERCOT operates as a separate electrical interconnection from other 
regional councils and states.  Separateness means that its rates for transmission service and 
wholesale power are exempt from FERC regulation and are instead under the Public Utility 
Commission of Texas (PUCT).  Other ERCOT practices such as purchases from PURPA 
qualifying facilities are under the same FERC regulations that apply to interconnected 
transmission grids.  Non-ERCOT regions of Texas are fully FERC-regulated.  Th ey are not 
yet open to retail competition, pending the development of regional transmission operators 
and wholesale energy markets that cover their footprints.2

     Figure 2-3 shows the historic division of ERCOT’s area among the fi ve utilities whose 
descendants are our primary interest.  Each area was formerly the exclusive territory of a 
vertically integrated corporate utility.  Today each of the companies has been functionally 
separated into a retail service provider, a generation company, and a transmission-distribution 
provider.  Some of these separated companies still share a common corporate parent; in the 
Houston area, however, the retail service provider (Reliant), generation company (NRG 
Texas), and transmission-distribution provider (CenterPoint) are completely independent.  
Retail service providers compete for business in the colored areas of Figure 2-3.  Th e 
remainder of ERCOT territory is served by municipal utilities and rural co-operatives, 
which are not open to competition.

Approximately 85 percent of electricity consumed in Texas is consumed in the ERCOT 
region.3 In summer 2006 the ERCOT region contained 67,692 MW of operational gen-
eration capacity.4 Its highest peak demand to date, 62,334 MW, occurred on August 17, 
2006, was 3.5 percent higher than the previous all-time high of Aug. 23, 2005.5  Including 
mothballed plants, the 76,964 MW of potentially available resources in Summer 2006 
were 72.1 percent gas-fi red, 20.4 percent coal, 6.3 percent nuclear, with the remainder rep-
resenting hydroelectric, wind, and others.6  Th e actual energy production is quite diff erent, 
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refl ecting the varying costs and availability of each type of resource.  Between January and 
July of 2005, 45 percent of ERCOT power was generated by gas, while 39 percent came from 
coal, 13 percent from nuclear and 2 percent from renewables, primarily wind.7  Since gas is 
so important a part of the ERCOT region’s generation mix, electric rates there are below the 
national average when its price is low and above when it is high, as shown in Figure 2-4.  

A legislative requirement that 2,880 MW of the state’s capacity (both ERCOT and non-
ERCOT) be renewables by 2009 will probably be met by early 2007.  Texas recently passed 
California as the state with the largest amount of wind generation capacity.  In a 2005 special 
legislative session the quota was increased to 5,880 MW by 2015.8  An estimated $1 billion 
investment in new and upgraded transmission will be required to support these increases, 
most of which will be wind units located far from consuming areas.9  Currently ERCOT 
contains approximately 8,000 miles of 345 kilovolt (kv) transmission and 16,000 miles of 
138 kv.10  

BEPC:  Brazos Electric Power Coop

COA:  City of Austin

CPL:  Central Power and Light Co.

CPS:  City Public Service

EGS:  Entergy Gulf States, Inc.

EPEC:  El Paso Electric Co.

LPL:  Lubbock Power Light

Reliant:  Reliant Energy HL&P

SPS:  Southwestern Public Service Co.

SWEPCO:  Southwestern Electric 

Power Co.

TNP:  Texas-New Mexico Power Co.

TXU:  Texas Utility Co.

WTU:  West Texas Utilities

Source:  Public Utility Commission of Texas

FIGURE 2-1
 ERCOT and Texas
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FIGURE 2-2
Reliability Councils of North America

Source:  North American Electric Reliability Council, www.nerc.com/regional

Source:  Public Utility Commission of Texas, www.puc.state.tx.us/electric/maps/map.cfm

FIGURE 2-3
Retail Service Territories in Texas
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THE ROAD TO RETAIL MARKETS

In Texas, a single date separates electricity’s past and future.  On June 18, 1999 Governor 
George W. Bush signed Senate Bill (SB) 7 into law.11  SB 7 amended the Public Utility 
Regulatory Act of 1975 (PURA) to set a timetable for the introduction of competition, stipu-
lating that on January 1, 2002 households and business in most of ERCOT’s territory would 
have rights to choose their suppliers.  SB 7 marked the beginning of the end of the era of 
regulated monopolies (though transmission is still operated by regulated monopolies and 
municipal- and cooperative-operated utilities are still monopolies).  Texas was not the fi rst 
state to legislate or introduce customer choice, and benefi ted from studying the approach of 
other states and countries like the United Kingdom.  SB 7 articulated a new understanding 
of the economics of electricity:

Th e legislature fi nds that the production and sale of electricity is not a monopoly warranting 
regulation of rates, operations, and services and that the public interest in competitive 
electric markets requires that . . .  electric services and their prices should be determined by 
customer choices and the normal forces of competition.12   

BEFORE SB7:  The 1975 PURA and the PUCT
Prior to the adoption of PURA in 1975, electricity in Texas was regulated largely through 
municipal franchise agreements.  Regulators had the relatively pleasant job of allocating the 
falling costs of generation between suppliers and consumers.  Th is system became untenable 

FIGURE 2-4
Average Monthly Residential Prices per Kilowatt-Hour, Texas and U.S. Averages

Source:  PUCT Report to the 79th Texas Legislature, Scope of Competition in Electric Markets in Texas, January 2005 at 57.
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QuickFact:

in the 1970s as gas prices rose in the Texas Intrastate market, exempt from federal price 
controls.  Gas so dominated Texas’ generation mix that rising prices created a particularly 
heavy burden.   

PURA established the Public Utility Commission of Texas to regulate electricity and 
telecommunications.  It was the last state commission formed, but its tasks were traditional.  
Th e PUCT set rates and terms of service for investor-owned utilities, while municipal systems 
remained largely exempt from its authority.  Its tasks also included the issuance of certifi cates 
of public convenience and necessity for new utility-owned plants, as well as oversight of 
investment in transmission, the distribution of power to fi nal users and compliance with 
renewable resource requirements. 

Th e PUCT was and is unique in its jurisdiction over activities that are federally regulated 
elsewhere.  Th e Supreme Court’s 1964 decision that put wholesale transactions (i.e. sales 
intended for resale) between a buyer and seller in the same state under federal jurisdiction only 
applied to systems interconnected across state lines.13   Texas contained fi ve large investor-
owned systems that had long been interconnected with one another, but not with outsiders.14

In 1970 they formed ERCOT.15   Federal law gives the PUCT authority over wholesale 
prices and transmission rates in ERCOT, but other wholesale policies like open access to 
transmission remain under FERC jurisdiction.

ERCOT and PURPA
Th e utilities that would become ERCOT fi rst interconnected their grids during World War 
II to supply power to industries in south Texas.  Th en known as the Texas Interconnected 
Systems, each would remain connected but maintain its self-suffi  ciency.  Like the other re-
gional reliability councils, ERCOT was founded in 1970 in response to the Northeast black-
out of 1965.  Th rough the mid-1990s each ERCOT member operated its own control area 
while the organization itself coordinated interconnections and operating guides among them.  
Federal jurisdiction over ERCOT extends to enforcement of the Public Utility Regulatory 
Policies Act of 1978, which requires that utilities stand ready to purchase power from quali-
fying facilities at the avoided cost of their own generation.  Th e Energy Policy Act of 1992 
further allowed FERC to order the transmission of non-utility power to wholesale buyers.16

With abundant opportunities for cogeneration and a growing market for independent power, 
Texas has been among the largest producers of independent and cogenerated power since the 
early 1980s.17    

PURA95 and Wholesale Markets
ERCOT’s role changed and expanded with 1995 revisions to PURA (PURA95) that required 
all PUCT-regulated transmission owners to provide open access to wholesale buyers and 
sellers on terms comparable to those enjoyed by their own retail customers.18   Th e law’s 
revisions empowered the PUCT to allow market prices (“market-based rates” rather than 
cost-based regulated rates) for both wholesale and retail services.19   PURA95 also initiated 
rulemakings to set transmission rates and to form an independent system operator (ISO) for 
ERCOT.20  In 1996 ERCOT was designated by the PUCT as the fi rst ISO authorized to 
manage wholesale markets in its footprint.  Th ose markets began operating on Sept. 1, 1996.
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QuickFact:
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PURA95 also asked the PUCT to examine the costs and benefi ts of expanded retail markets, 
by preparing studies for the Legislature on the potential for competition and the costs to 
utilities of introducing it.  Th ese costs, also known as “stranded” or “transition” costs, were 
also called ECOM (Excess of Cost over Market) in Texas.  Th e costs included above-market 
power purchase contracts and generators (most importantly, nuclear) whose capital costs could 
not be recovered if energy were sold at competitive prices.21   In January 1997 the PUCT’s 
staff  estimated ECOM of $12.8 billion if full retail access began in 1998, and $7.2 billion if 
utilities could collect regulated rates until 2000.22   Th e Commission acknowledged that its 
fi gures “greatly overstate[d]” stranded costs, because utility customers would depart slowly 
rather than all at once.23  A 1998 recalculation found that fully opening markets in 2001 
would entail $3.4 billion in ECOM, and delay until 2002 would reduce it to a manageable 
$2.2 billion.24  

SB 7
SB 7 embodied a complex May 1999 legislative bargain on retail competition, stranded costs 
and environmental issues. Its important provisions included:    

Retail markets would open on Jan. 1, 2002 for customers in ERCOT.25 

A three-year rate freeze, followed by a 6 percent reduction that would become the “Price 
to Beat” (PTB), would begin on Sept. 1, 1999.26 

During the freeze the investor-owned utilities would be functionally reorganized into 
Power Generation Companies (“PGCs”), Transmission-Distribution Service Providers 
(“TDSPs”), and Affi  liated Retail Electric Providers (“AREPs”). Th ey could form stand-
alone unaffi  liated companies, set up new units of a holding company, or directly sell the 
assets.27  

Starting Jan. 1, 2002, each AREP could charge no more or less than the regulated Price 
to Beat for two customer classes: residential, and small commercial with billing demands 
(peak loads) below 1 MW.  For each class, an AREP’s PTB would be in eff ect for either 
fi ve years (ending December 31, 2006) or until 40 percent of customers, measured by 
load, had departed.  An AREP could petition the PUCT up to twice a year for changes 
in its PTB to refl ect fuel costs.28  (All AREPs have passed the 40 percent threshold for 
the small-commercial class, and none have for the residential class.)

Th e PUCT was to set fi nancial qualifi cations for competitive Retail Electric Providers, 
(REPs), customer protection rules, and other requirements (e.g. a data interface with 
ERCOT).  

To keep initial barriers to entry low, each affi  liated Power Generation Company had to 
auction rights to 15 percent of its capacity to unaffi  liated bidders, and continue doing so 
for 60 months after the opening of retail markets or until non-affi  liated REPs served at 
least 40 percent of the residential and small commercial load.29   

Utilities could apply to the PUCT for permission to securitize some of their ECOM at 
relatively low rates, since customers would pay them in non-bypassable charges regardless 
of their choice of REP.30 

Municipalities and cooperatives in ERCOT were not required to allow competition in their 
service areas, but could choose to “opt-in” to it, a decision that would be irrevocable.31 
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QuickFact:

sting students at the 

d of each academic 

urse with a standardized 

d-of-course exam 

uld provide a direct 

k between teaching 

rformance and student 

hievement.

Th e PUCT would set procedures to determine a provider of last resort [POLR] in each 
territory to serve customers on an interim basis in the event that their provider exited the 
market.32   

SB 7 required that 2,000 MW of new renewable generation be in place by Jan. 1, 2009, 
mandated reductions in power plant emissions of nitrogen oxide and sulfur dioxide, and 
set a quota that at least half of all new utility generation be gas-fi red.33 

SB 7 allowed but did not require utilities to unbundle their generation, but a territory would 
only “qualify” for retail competition if its utility owned less than 20 percent of generation 
capacity in it.  TXU and Reliant complied by forming new affi  liates.  AEP Central divested 
all of its generation (including a 25 percent share of the South Texas Nuclear facility), and 
TNP divested its sole 347 MW unit.   After much legislative and regulatory maneuvering, all 
of the utilities got rights to securitize stranded costs, but in smaller amounts than they had 
requested.34 

TODAY’S ERCOT AND ITS MARKETS

Organization and Governance
ERCOT is a nonprofi t organization funded by member dues, transaction fees, and an 
assessment based on the amount of energy served.  Its original governing board consisted of 
representatives from each of:  1) corporate generation and transmission utilities,  2) generation 
and transmission (“G&T”) cooperatives,  3) G&T municipals and state authorities, 4) power 
marketers, 5) independent power producers, and 6) transmission-dependent utilities (small 
municipal and cooperative retailers).  Subsequent reorganization has retained one voting 
member from each of these groups, added three representatives of residential, commercial 
and industrial users, fi ve independent members and ERCOT’s CEO.35   A two-third voting 
majority is required for action.

ERCOT’S Markets
Th e Commodities.  Having begun to operate as an ISO in 1996, ERCOT followed PUCT 
directives to widen its scope to the operation of wholesale markets.36   Th e project required 
design of several markets.  In July 2001, fi ve months prior to retail choice, ERCOT’s ten 
utility control areas became a single centrally dispatched system with operating markets.  
ERCOT is alone among ISOs in not having a “two-settlement” market system.  Such a 
system contains a day-ahead energy market that takes bids for power to be delivered in each 
hour of the next day and calculates an hourly market-clearing price.  Th ere is also a nearer-
term (hourly or shorter) market in which energy that fi lls any discrepancies between actual 
demands and supplies is priced.  ERCOT currently operates no day-ahead energy market, but 
will initiate one after reforms that are to be in place by 2009.   Its Balancing Energy Market 
performs some of the near-term market’s functions.   Like other ISOs, ERCOT operates a 
day-ahead market for capacity that will be used to deliver “Ancillary Services” necessary to 
serve load and maintain reliability.  Relative to generation capacity the resources dedicated to 
ancillary services are almost always under 5 percent of the total.   ERCOT, like other ISOs, 
also administers a complex billing and settlement process.37   In this section we will simplify 
by treating ERCOT as a single market.  Th e analysis of separated zonal markets awaits a later 
discussion of transmission congestion.
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QuickFact:

Th e basic relationships between ERCOT’s retail and wholesale markets are shown in 
Figure 2-5.  Today, all REPs compete to supply power to end-users at unregulated rates.  
(Affi  liated REPs were restricted to only selling at the Price to Beat during the fi rst three 
years of competition, but since 2005 have been able to off er alternative pricing plans to 
retain customers at prices lower than the Price to Beat.) Th e REPs purchase this power from 
competitive generators on whatever terms they can negotiate.  An open-access transmission 
system delivers this power at regulated rates.

ERCOT’s Wholesale Institutions.   Figure 2-6 portrays the bilateral relationships behind 
most wholesale power supply transactions in ERCOT.  Contracts between generators and 
load serving entities (REPs and municipal and cooperative systems) that sell to fi nal users 
account for 95 percent of energy consumed in ERCOT .  Th ese arrangements are reported 
to ERCOT through schedules by Qualifi ed Scheduling Entities [QSEs] that ERCOT has 
certifi ed to represent wholesale loads and generators.38   A QSE may be a generation owner 
serving its own load, a REP or other (e.g. municipal) utility that purchases power for resale to 
its customers, or a marketer who will resell the power to some other wholesale entity. As of 
late 2005, there were 141 active QSEs.39   Th e remaining fi ve percent of ERCOT power fl ows 
through its short-term Balancing and Ancillary Service markets.   

Figure 2-7 shows the timeline of market operations.  On the prior day, QSEs submit their 
load obligations and identify the power sources that will meet them for each 15 minute 
interval of the next day.  Th ey may use their own generation or contract for it.  Th ose who 
are self-providing Ancillary Services must also indicate the generation being left ready to 
produce them if necessary.  For non-self providers, ERCOT must acquire the resources from 

Balancing Energy 
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negative amount) that 

ERCOT determines is 

necessary for secure 

operation.

FIGURE 2-5
The Wholesale and Retail Markets

Source:  PUCT Report to 78th Texas Legislature, Scope of Competition in Electric Markets in Texas, Jan. 2003 at 18.
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FIGURE 2-6
Structure of the Bilateral Market

Source:  Kent Saathof et al, Today’s ERCOT in Plain English, Presentation to Gulf Coast Power Association, Austin (Sept. 26, 2005) 72, http://

www.ercot.com/news/presentations/2005/Gulf_Coast_Power_Association.pdf.

FIGURE 2-7
Market Timeline

Source:  ERCOT:  The Market Guide, Version 

2005:1, at 20, www.ercot.com/services/rq/

ERCOT_Market_Guide.doc.

owners bidding their capacity into these markets and pay them market-clearing prices for the 
various services.   In the Adjustment Period between the close of the Day-Ahead Ancillary 
Service Market and the hour prior to actual operation, QSEs may modify their schedules and 
ERCOT may change its Ancillary Services decisions as information about system conditions 
and weather evolves.   During each 15 minute interval of the Operating Period ERCOT 
schedules Balancing Energy that has been bid in at the start of the hour (see below) and 
determines a market-clearing price for it.  It also dispatches the generation capacity that 
was committed  to produce  ancillary services.  Settlements and payments that follow the 
Operating Period are not of interest to us.

Th e Balancing Market.  Balancing Energy is the additional power (possibly a negative amount) 
that ERCOT determines is necessary for secure operation.  Owners of otherwise undedicated 
generation may bid it into the Balancing Market just prior to the hour of operation.  ERCOT 
has no “must off er” rule requiring them to bid except for negative (or down) balancing energy.  
It determines a market-clearing price every fi fteen minutes which is paid to all generators 
whose bids are struck in the balancing market.  Prior to November 2002 each QSE was 
responsible for submitting “balanced” schedules showing generation whose energy output 
would meet all of its expected load.  A desire to have some form of “spot” energy   A QSE was 
expected to adhere to its schedule, disposing of any excess or making good any shortfall in the 
Balancing Market.  Concerns about the small volumes being bid into the balancing market 
led to ERCOT’s 2002 decision allowing QSEs to have “relaxed balanced schedules” and 
obtain whatever power was necessary to fi ll their load obligations in the balancing market.  
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QuickFact:

Some gambled that they could generally buy Balancing Energy at prices below bilateral 
contracts.  Th e March 2003 bankruptcy of Texas Commercial Energy and frequent spikes in 
the Balancing price led ERCOT to institute its current “relaxed balancing” requirement  —a 
QSE can acquire no more than 10 percent of its energy in the balancing market.40 

Ancillary Services.  At the opening of the Day-Ahead Market ERCOT determines each 
QSE’s Ancillary Services obligation for each hour of the next day, based on the proportion 
of system load that the QSE has historically served.  Th e QSE may contract bilaterally with 
a generation owner, leave some of its own resources idle but ready, or purchase the capacity 
from ERCOT’s day-ahead market.41   Th ere generators bid prices for each upcoming hour at 
which ERCOT may use their capacity if needed.  A generator called on to operate receives 
the Balancing Energy price for energy generated from this capacity.   Another 1826 MW of 
industrial loads that can change on short notice (i.e., interrupt them) are qualifi ed as Loads 
Acting As Resources (LaaR).42  In 2005 approximately half of all responsive reserve service 
was supplied by LaaRs.

Ancillary services include both energy and capacity.43   ERCOT will always be purchasing 
at least two services.  First, a generator supplying “regulation reserve” will “follow the load,” 
increasing or decreasing output to equate supply and demand every second.44   When loads 
are ramping up and down rapidly (6 to 9 AM and early evening) ERCOT may require 
up to a total of 2,000 MW of generation dedicated to producing up and down regulation, 
and about 1,500 MW during hours when load is steadier.45  Second, generators supplying 
“Responsive Reserves” (also called spinning reserves) will be operating at low outputs, capable 
of immediately producing more power to make up for the loss of another generator or a 
major transmission line, or for weather related needs.   Under normal conditions ERCOT 
has at least 2,300 MW of Responsive Reserve capacity on hand, of which up to 1,150 MW 
can be LaaRs.  If forecasted weather warrants doing so ERCOT will make an administrative 
decision to purchase 1,250 MW of Non-Spinning Reserves that are available to begin 
producing within 30 minutes.  Finally, ERCOT purchases “Replacement Reserves” a day 
ahead if its comparison of forecasted load and resources indicates possible shortages in the 
balancing market or if needed to resolve forecast transmission congestion.46  Th ese generators 
must be ready to produce additional energy in the balancing market as needed.  As of October 
2005 the markets for all ancillary services, except Replacement Reserves, are being cleared 
simultaneously rather than separately, as they were earlier.  Separate clearing sometimes 
distorted their prices and unnecessarily aff ected their costs.47

Managing Congestion.  If ERCOT had a compact geographical footprint, the bilateral, balanc-
ing and ancillary services markets would suffi  ce to provide reliable power within it.  Genera-
tion, however, is dispersed and often far from consuming areas.  Even if an area like Houston 
were self-suffi  cient in generation, it could almost always meet its load more cheaply if some 
power came from a distance.  Certain power plants are unsuitable for urban areas, coal-fi red 
plants are better located near mines or rail spurs and away from populated areas, conventional 
power plants generally must be located in proximity to water for cooling, and wind turbines 
work best on open plains in west Texas or along the Gulf Coast.  Geographical mismatches 
are aggravated by transmission capacity that has struggled to keep up with the growth of gen-
eration and loads.  ERCOT is broken into “congestion zones,” of which there can currently 
be as many as fi ve.  Power fl owing between zones is limited by six “commercially signifi cant 
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QuickFact:
constraints” (CSCs), shown schematically in Figure 2-8.  Absent these CSCs, all of ERCOT 
could be served at lower cost.  Flow can be constrained in one direction and not the other—it 
is chronically diffi  cult to move power from southern generators to northern cities (but seldom 
from north to south), and from anywhere outside of the Houston area into it.  

Congestion is a situation akin to shortage, but in this case a shortage of transmission capacity 
in which the fl ow of power through a line exceeds its carrying capacity.  Reliability requires 
that congestion be quickly relieved, but diff erent remedies have diff erent costs.   If a line 
linking two regions is congested and loads cannot adjust, generation must be decreased in the 
exporting region and/or increased in the importing one.  In reality there will be many choices, 
and the system operator must determine an operating confi guration that minimizes cost 
while keeping congestion at an acceptable level.   ERCOT does this by splitting its markets 
so that they clear separately in the zones while the CSCs between them stay within their 
congestion limits.  Th e total cost of power over the two zones will generally be higher than if 
there are no constraints on transfers between them.  Th e generators that can most eff ectively 
alleviate congestion may be high-cost units that would not otherwise operate.  ERCOT will 
call on such units to run Out of Merit Order (OOME) and allows them to recover their costs 
even if they would not do so at market prices (merit order means ascending marginal costs, 
i.e. units with lower marginal cost are dispatched fi rst).   Th ere are other high-cost generators 
that must operate to maintain reliability (perhaps because of their unique locations) even if 
there is no interzonal congestion. Th ey operate under Reliability Must-Run (RMR) contracts 
with ERCOT that guarantee cost recovery when market prices are low.48   
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FIGURE 2-8
Regions and Commercially Signifi cant Constraints

Source:  2005 State of the Market Report at 116.
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TalkingPoint:

As it remedies congestion ERCOT calculates market-clearing zonal energy prices and derives 
a “shadow price” of congestion, equal to the diff erence between marginal costs of generation.  
It then charges a QSE responsible for increased congestion the shadow price times the change 
in output necessary to alleviate it.  A QSE whose schedules decrease congestion receives that 
price for the fl ows it creates.  Zonal prices effi  ciently relieve congestion across a CSC, but 
this is only a part of total congestion.49  ERCOT’s present operating system cannot price 
congestion within zones (“intrazonal congestion”) to increase the costs of those responsible 
for it and decrease the costs of those who relieve it.  ERCOT redispatches generators to 
alleviate intrazonal congestion, but its costs are covered by “uplift” charges that all QSEs pay 
in proportion to their loads.  Distant QSEs pay for congestion they did not cause, while those 
actually responsible pay only a portion of the costs.   In 2004 these localized costs were $271 
million, or 1 percent of ERCOT’s $27 billion market.50 

Retail Markets.  Retail choice began with uncertainty over the numbers of REPs that would 
enter the new markets.  Th ere were further questions about the willingness of small customers 
to leave the REPs affi  liated with utilities that had long served them.  SB 7 attempted to 
encourage entry and switchovers by requiring the PUCT to calculate a Price to Beat per 
kilowatt-hour for each utility-affi  liated REP (AREP), with no discounts allowed for the fi rst 
three years.  It would be based on 1999 costs, discounted by 6 percent and utilities could 
request adjustments for natural gas price increases.51  Unless 40 percent of a utility’s small 
customer load had previously departed its PTB would terminate on January 1, 2007.  Th e 
PTB had a dual function:  if competition never materialized it constrained an AREP’s market 
power, and if it did the PTB was an “umbrella” that ensured that entering REPs would have 
suffi  cient headroom during an “incubation” phase.  In 2002, ERCOT’s 35 percent reserve 
margin, when combined with low gas prices and high PTBs, meant that new REPs were 
likely to fi nd supplies that they could resell at less than the PTB.   

By comparison with wholesale markets, those in which retail suppliers operate appear far 
less complex.  A customer compares off ers from its AREP to off ers from competitive REPs 
and chooses the most advantageous deal, retaining the freedom to switch to another supplier 
if its contract allows.  ERCOT acts as the “central registration agent” that keeps records of 
customer switching and informs REPs and QSEs about their loads,52 and the PUC’s www.
powertochoose.org website is a central information clearinghouse for consumers.

Market Monitoring.  In all areas of the U.S. outside the ERCOT grid, FERC requires that 
all Regional Transmission Operators have market monitors to detect and possibly specify 
remedies for the exercise of wholesale market power, and advise them on the competitive 
impacts of policy proposals.  Some RTOs like the Pennsylvania-New-Jersey-Maryland 
Interconnection (PJM) rely on employees who can institute their own investigations.  Others 
like California’s have both internal and external monitoring organizations.  Market monitors 
have no powers to change rates, but they can submit their fi ndings to FERC for review.  In 
2005, the Texas Legislature specifi ed that the PUCT contract with an outside entity “to 
detect and prevent market manipulation strategies and recommend measures to enhance the 
effi  ciency of the wholesale market.”53  Potomac Economics, Inc. was chosen for the job and 
recently announced the hiring of its Director of Market Monitoring Operations.54   Like 
other wholesale monitors, it has access to data on market organization, prices, settlements 
and reliability.  Th e Texas competitive market is primarily overseen by the PUCT’s Market 
Oversight Division (MOD), whose assignments have been quite varied.  Between 2003 and 
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TalkingPoint:

2005 it was responsible for investigations into Balancing Market and Ancillary Services 
price spikes, most importantly those of February 2003 and July 2004.55  It conducted an 
investigation into claims by bankrupt Texas Commercial Energy that TXU’s activities in the 
Balancing Market had been responsible for TCE’s demise. MOD found that TXU could 
easily aff ect market price by its own actions, but it could not conclude that the company’s 
strategic decisions were intended to bankrupt TCE, which had chosen to rely more on the 
Balancing Market than other REPs did.56  MOD also reported on attempts to game the 
congestion management regime, particularly by over-scheduling of wind resources (described 
in more detail in a later paper).57  Finally, in a set of ongoing cases it investigated allegations 
of criminal activity in ERCOT’s management practices, fi nancial controls and security 
procedures.58

SUMMARY

ERCOT existed well before competitive markets, but its public profi le only began to rise 
with the opening of wholesale and retail markets.  Early amendments to the Public Utility 
Regulatory Act had brought some open access and bilateral wholesale contracting to ERCOT, 
but SB 7 provided a blueprint for the transition to retail competition and the markets that 
would soon follow.  Following applicable FERC directives, ERCOT fi rst became an approved 
Regional Transmission Operator and then the coordinator of organized markets for balancing 
energy and ancillary services.  It also manages transmission expansion and serves as a registry 
for records of supplier switching by retail customers.

Relative to other RTOs, ERCOT’s current markets are quite uncomplicated.  Over 90 percent 
of energy in ERCOT fl ows pursuant to bilateral contracts and there is currently no day-ahead 
energy market.  Th ere are, however, day-ahead markets in ancillary services for each hour of 
the next day.  QSEs self-supply or contract for most of their balancing energy and ancillary 
services, leaving only relatively small amounts to pass through ERCOT’s organized markets.   
Balancing energy eliminates discrepancies between supply and demand on the system, with 
a price formed every 15 minutes.  Ancillary services include those that follow loads, known 
as “regulation,” and those that supply reliability as various types of reserves.  Normally, there 
are ERCOT-wide prices for balancing energy and the various ancillary services.  When 
transmission fl ows are constrained, however, the system is broken into a set of zonal markets 
in which the value of congestion is determined and generators are assessed for causing it or 
rewarded for alleviating it. Intra-zonal congestion is a more complicated problem, and since 
its costs presently cannot be attributed to specifi c market participants, the costs are “uplifted” 
to the whole market.    

ERCOT’s retail markets began operating on January 1, 2002.  Th ey off er customers of all types 
a choice of suppliers, known as Retail Electricity Providers or REPs.  Large customers have 
operated without any “backstop” prices since their opening, but SB7 ensured small customers 
of a “Price to Beat” at which it was likely that competitors could profi tably enter markets 
served by utility-affi  liated REPs.  Customers of all types have found attractively priced power 
in the new retail markets, and the PTB terminated at the end of 2006.  ERCOT’s wholesale 
markets are monitored by an external organization, and its retail markets by a division of the 
PUCT.
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