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1. INTRODUCTION
On aPril 8, 1999, Maryland GOvernOr ParriS GlendeninG signed the electric Utility indus-
try restructuring act. The signing marked the beginning of the end of the state’s regulated-monopoly 
electricity industry that had operated for much of the 20th century. in its place, Maryland would em-
brace a “deregulated”1 market in which consumers would purchase electricity at market-established 
rates. at the time of the legislation’s adoption, deregulation efforts of various designs were underway in 
most other northeast states, Texas, and california.

Prominent annapolis policymakers hailed the legislation, which passed both houses of the General 
assembly by overwhelming margins. “This bill is too important for Maryland’s future to hold up further,” 
Glendening told the press2 immediately after the bill received final approval from the legislature. “Bring-
ing competition will drive prices down,” predicted State Senate President Thomas v. Mike Miller Jr.3, one 
of the chief architects of the legislation.

But lawmakers’ appraisal of deregulation would change dramatically over the next seven years. in 
February 2006, one of Maryland’s largest power utilities, Baltimore Gas and electric (BGe), announced 
plans to raise its residential electricity rate 72 percent. legislators responded by excoriating BGe and 
branding the 1999 legislation a failure.4, 5

Why did lawmakers see such promise in deregulation in 1999, only to change their minds so dra-
matically by 2006? and why, today, is there little interest in annapolis in discontinuing this supposedly 
failed policy?6 These are some of the questions this paper seeks to answer.

This paper is intended to help readers better understand the issues involved in electricity policy. it 
is often said that electricity policy presents a host of hopelessly complex issues. The technical details of 
the power industry are indeed complex, but the public policy issues are fairly straightforward. This does 
not, however, mean there is a single “correct” policy solution. instead, like much of domestic policy, 
there are different policy proposals that each offer various tradeoffs between costs and benefits, and the 
net result of those tradeoffs vary for different groups of Marylanders. Therefore, it is especially important 
that Marylanders understand the issues involved and participate in the policy discussion.

This paper presents a brief overview of the industry and its history, and explains how its regula-
tion evolved. The paper then discusses why traditional electricity market regulation fell into disfavor 
and was replaced by deregulation, both in the United States and other developed nations. Special at-
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PJM interconnection. The pattern is understand-
able: demand ramps up as the workday begins, 
and peaks from the mid-afternoon to the early 
evening when customers are doing housework 
and preparing dinner. (The particular day depict-
ed in this figure is in early summer, so the demand 
for air conditioning further increased the mid-
afternoon peak.) Figure 2 shows the variation in 
monthly demand for electricity in Maryland over a 
two-year period. again, the pattern is understand-
able: demand intensifies during the cold of winter 
and the heat of the summer, when furnaces and 
air conditioners are in heavy use. not surprisingly, 
the wholesale market price for electricity moves 
upward as demand intensifies, and declines as de-
mand falls (see Figures 3 and 4).

electricity production and consumption7 must 
be balanced across the grid, or else the grid will 
experience harmful brownouts (if there is insuf-
ficient supply) or power surges (if there is excess 
supply). in the United States, electricity typically 

tention is given to the unfolding and aftermath 
of Maryland’s deregulation. The paper concludes 
with some thoughts on how Maryland can pursue 
better electricity policy.

2. The eleCTRICITy INDUsTRy
Before discussing electricity industry regulation 
and deregulation, it is helpful to have a basic un-
derstanding of how the industry functions, and 
especially how it responds to the demand cycle. 
The demand cycle lies at the heart of Maryland’s 
electricity challenge, and good electricity policy 
must address it.

2.1 The basics The electricity industry can be di-
vided into four separate components:

Generation — The production of electricity
Transmission — The movement of electricity 
across high-voltage, high-capacity power lines 
from the source of generation to geographic ar-
eas where it will be consumed
Distribution — The “stepping down” of elec-
tricity to low-voltage, low-capacity lines that 
deliver it to end-users such as individual 
homes and businesses
marketing — The promotion and billing for 
electricity services

as will be explained in Sections 3 and 4, mo-
nopoly power utilities — either publicly-owned, 
or shareholder-owned and heavily regulated — 
have historically undertaken all four of these com-
ponents. in recent decades, however, some firms 
have come to specialize in individual components. 
For instance, independent merchant generators 
only produce electricity, which they can then sell 
on the wholesale market to utilities that need ad-
ditional generation. The electricity can then be de-
livered to the utility over transmission lines oper-
ated by a third party, such as PJM interconnection, 
which services much of the northeast, including 
Maryland. as will be discussed in Section 2.2, 
the emergence of specialty firms can be helpful 
in meeting the demand cycle; later sections will 
discuss how the separation of these components 
made deregulation possible.

2.2 The Demand Cycle The electricity market ex-
periences large, cyclical shifts in demand through-
out the day and throughout the year. Figure 1 
shows the variation in demand on a recent day for 

Figure 1    PJM Forecasted consuMPtion
June 22, 2010

SOURCE: PJM Interconnection

Figure 2    electricity consuMed in Maryland
aPril 2008 - March 2010

SOURCE: U.S. EIA, electric Power Monthly (July 2009-June 2010). Tables 5.4.A
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brought online as demand increases, and taken of-
fline as demand falls.

This marshalling of additional generation dur-
ing peak demand lies at the heart of Maryland’s 
electricity woes. The marginal cost of electricity 
(i.e., the cost of adding an additional unit of sup-
ply) varies greatly across the demand cycle. Peak 
power is expensive, with a wholesale price that 
is multiple times the price of off-peak electricity. 
That is because “peakers” (i.e., generators that are 
brought online to meet escalating demand) must 
earn enough revenue during their brief periods 
of operation to justify their capital and operating 
costs. as will be discussed in Section 2.3, peak-
ers employ different technologies and different 
fuels than “baseline” generators that operate more 
regularly. These differences are intended to pro-
vide the most cost-efficient supply response to the  
demand cycle.

When energy experts worry about Maryland’s 
future supply of electricity and its cost, their con-
cern is about meeting peak demand. if the peaks 
can be moderated even slightly, that would greatly 
benefit Maryland consumers.

2.3 meeting Demand The United States uses a va-
riety of methods to generate electricity (see Figure 
5). The most common methods use the burning 
of coal (the source of 44 percent of the nation’s 
electricity in 2009) or natural gas (23 percent), or 
nuclear fission (20 percent).8 Given the particular 
economics of each method, the electricity industry 
calls on different forms of generation at different 
times as demand moves toward its peak, and idles 
different forms of generation as demand falls away 
from the peak. it is not uncommon to find that 
10-15 percent of capacity may come into service 
less than 1 percent of the time — at moments at 
the absolute peak of demand.9

capital and fuel costs for different genera-
tion methods are shown in Tables 1 and 2. These 
costs vary dramatically from one to another. The 
lowest-capital cost generators are natural gas-
fired (assuming that carbon capture technology 
is not employed), followed by onshore wind and 
coal-fired power. The most expensive forms are 
nuclear, biomass, offshore wind, geothermal, and 
solar power. however, those latter forms of gen-
eration have the lowest fuel costs — so low that 
they are not comparable to the numbers in Table 
2. Unfortunately, some of these latter forms of gen-

Figure 5   u.s. net generation by energy source
2009

SOURCE: U.S. EIA, electric Power Monthly, June 2010, Tables 1.1

 
 

 
  

 
 

  

 
 

Figure 3    PJM location Marginal Price
June 22, 2010

SOURCE: PJM Interconnection
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Figure 4    average Monthly Price For
electricity in Maryland
aPril 2008 - March 2010

 

SOURCE: U.S. EIA, electric Power Monthly (July 2009-June 2010). Tables 5.6.A
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to sit idle for much of the day or year. however, 
when they are in use, peakers must sell their pow-
er at a price that recoups their capital and operat-
ing costs.

in electricity markets with fixed rates, the rate 
will equal the average total cost of generation for 
all assets that are employed. That means that in 
times of low consumption and low generation 
costs, consumers pay rates that are much higher 
than the cost of generating the electricity they are 
using. That extra revenue then goes to help cov-
er the cost of peakers that operate in periods of 
high demand, when their costs are higher than the 
fixed rates. conversely, in markets with varying 
rates, such as the PJM interconnection wholesale 
market, the rates reflect marginal cost. in these 
markets, peakers will only operate at times when 
rates cover the peakers’ costs.

Unreliable sources of power, such as solar and 
wind, are not a good fit for either baseline or peak 

eration have poor reliability (e.g., wind turbines 
provide little electricity on low-wind days, solar 
plants cannot operate at night), and the minimal 
ability to store electricity10 does not allow for their 
production to be saved for later use when those 
sources are unavailable.

Given those considerations, the electricity in-
dustry calls on generation that is reliable, has low 
operating cost, but also has high capital cost, to 
provide baseline power. These generating assets 
are predominantly coal-fired or nuclear. Because 
they are operating and selling power at (almost) 
all times, these assets justify their high capital cost; 
in essence, their capital cost is spread over all con-
sumers at all hours of the day.

To supplement baseline supply during peak 
periods, the industry calls on generation that is 
reliable and has low capital cost, but has high op-
erating cost. Because the fixed costs of these assets 
are low, the industry can afford to allow peakers 

table 1   caPital costs For new generation 2007 dollars Per kwh

 Class 2015 DelIveRy 2030 DelIveRy

C
O

a
l

scrubbed (new Plant) $2,056 $1,964

integrated coal-gassiFication (igcc) $2,352 $2,141

igcc + carbon caPture $3,411 $3,006

N
a

T
U

R
a

l
 G

a
s

 
a

N
D

 O
Il

coMbined cycle $962 $918

advanced coMbined cycle (acc) $941 $851

acc + carbon caPture $1,840 $1,590

conventional turbine $670 $640

advanced turbine $628 $545

a
lT

e
R

N
a

T
Iv

e
 

 T
e

C
h

N
O

l
O

G
Ie

s

Fuel cells $5,066 $4,104

advanced nuclear $3,255 $2,951

bioMass $3,682 $3,012

landFill gas $2,541 $2,426

geotherMal $4,456 $4,661

conventional hydroPower $2,358 $2,157

W
IN

D onshore $1,935 $1,918

oFFshore $3,758 $3,395

s
O

l
a

R therMal $4,665 $3,660

Photovoltaic $5,707 $4,539

note: data shown are for “total overnight cost,” assuming future prices are steady with current prices.

SOURCE: U.S. EIA, Report DOE/EIA-0554, 2009, Table 8-13
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plant in 1896. The plant produced high-voltage 
alternating current, which could be transmitted 
long distances and used in heavy industry, such 
as the factories 20 miles away in then-bustling 
Buffalo, new york. about the same time, coal-
fired plants were replacing their reciprocating 
engines with large, more-efficient steam turbines 
that could turn larger generators and produce  
more power.

along with these technological innovations 
came major financial and business advances. in the 
1920s, Sam insull in the Midwest and alfred lee 
loomis and landon Thorne in the South demon-
strated that commercial power could be economi-
cally viable and financially attractive across broad 
areas, not just in dense metropolitan areas. as a 
result of these technical and economic develop-
ments, the small neighborhood electricity plants 
began to give way to large central plants located 
outside urban areas. electricity was transmitted 
from the plants over large high-voltage trans-
mission lines and delivered to industrial users, 
and converted to lower voltage and delivered to 
households and small businesses over distribution 
lines. large central power stations supplying ex-
tensive electrical grids became the electricity in-
dustry standard by the mid-20th century, both in 
the United States and other developed countries 
around the world.

it is important to appreciate why this indus-
trial organization became standard. The central-
ized plants realized important efficiencies of scale 
and scope that made commercial power attractive 
to both consumers (who wanted low-priced, con-
venient energy) and investors (who wanted good 
returns). What proved particularly efficient was 
that power suppliers were vertically integrated (i.e., 
the supplier owned and operated the generators, 
transmission lines, and distribution lines). vertical 
integration overcame important engineering and 
economic challenges to commercial electricity. 
On the engineering side, the production and con-
sumption of electricity across the grid must be bal-
anced at all times, as noted in Section 2.2. On the 
economic side, separation of the generation and 
delivery of electricity into independent businesses 
could result in opportunistic behavior between 
the two types of firms and perhaps even lead to 
costly fights over quasi-rents (i.e., excess profits). 
vertical integration avoided that mischief and the 
combined entity was better able to manage the 

production. Because solar and wind power are 
available sporadically, they cannot be counted on 
for baseline generation, which power companies 
must draw on continuously. (This is disappointing 
because it would be of great environmental benefit 
to replace the burning of high-emission, carbon-
intensive coal.) and because they cannot be dis-
patched on command, these power sources can-
not serve as peakers. as a result, solar and wind 
are seen primarily as providing “bonus” power 
that can reduce the burning of fossil fuel, but can-
not be relied upon to replace dependable generat-
ing assets.11

3. hIsTORy aND ReGUlaTION12

To understand why deregulation became so attrac-
tive to Maryland and other northeast states in the 
1990s, it is helpful to briefly review the history 
of the commercial power industry and understand 
how the industry and its regulation evolved. like 
most american industries, it is a story of tech-
nological and financial innovation, coupled with 
politics and economics.

3.1 evolution Of The Industry commercial power  
in the United States dates to September 1882, when 
Thomas edison opened the Pearl Street Station 
generating plant in Manhattan. The small plant’s 
coal-fired reciprocating steam engines turned gen-
erators that supplied current for a few hours each 
night. Because of resistance in power lines, the 
low-voltage direct current could only be transmit-
ted a short distance, so the plant could only sup-
ply its immediate neighborhood. Pearl Street Sta-
tion initially supplied a few dozen customers, and 
ultimately a few hundred, including the new york 
Times company. Soon, other plants popped up in 
new york and other urban areas, likewise supply-
ing power to their immediate neighborhoods.

This industrial organization would change in 
the next decade, following George Westinghouse’s 
opening of the massive niagara Falls hydroelectric 

table 2    Fuel costs by generation source
dollars Per Million btus  
(2009 average)

coal  $2.21 
natural gas  $4.70 
PetroleuM liquids  $9.95 
PetroleuM coke  $1.62 

SOURCE: U.S. EIA, electric Power Monthly, June 2010, Table 4.1
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decades were fairly predictable and thus easily 
manageable. as a result, the rigid economic and 
regulatory structure of the electricity industry was 
relatively free of disruptive shocks. That would 
change in the century’s later decades.

4. DeReGUlaTION
The regulated monopoly model seemed to serve 
electricity consumers and producers well. But it 
suffered some important flaws.

One flaw was fixed electricity rates. The 
lengthy, politicized process of gaining state PSc 
approval for electricity rate changes meant that 
market-derived prices could not be used to mod-
erate demand and assist utilities in maintaining 
the all-important balance between supply and de-
mand.13 instead, as noted in Section 2.3, utilities 
maintained that balance by building vast genera-
tion capacity that would then sit idle much of the 
time, awaiting spikes in demand. vast excess ca-
pacity is an effective, but very expensive, strategy 
to avoid imbalances.

another flaw in traditional electricity industry 
regulation was that utilities faced no market com-
petition on rates, and the state PScs were required 
to approve electricity rates at profit-generating lev-
els. as a result, utilities were protected from the 
effects of bad business decisions that received PSc 
approval — such as the over-construction of, and 
overpaying for, capacity.

a third flaw was that regulators would not per-
mit the utilities to earn windfall profits, includ-
ing the profits that would result from successful 
market innovation. Without such profits, utilities 
had little incentive to experiment with new ideas 
in generation, transmission, and demand manage-
ment. instead, state regulators were responsible 
for determining if a utility’s operations and plan-
ning were sufficiently innovative and efficient, and 
resulted in good prices for the public. if the PScs 
failed in this all-but-impossible duty, then con-
sumers shouldered additional cost.

4.1 stress On The system as noted at the end 
of Section 3.2, these flaws caused few problems 
in the mid-20th century. The U.S. economy grew 
steadily following World War ii, which resulted 
in predictable growth in electricity demand. like-
wise, the supplies of inputs (chiefly coal) for U.S. 
electricity generation were relatively dependable, 
though droughts occasionally caused problems for 

grid. Put simply, vertical integration in the mid-
20th century electricity industry was efficient: it 
lowered costs and improved product quality.

3.2 Rise Of Regulation The economic and engi-
neering benefits of large, vertically integrated elec-
tricity providers made the providers into natural 
monopolies. Small suppliers of electricity faced 
economic pressure to consolidate in order to low-
er their costs, increase their customer base, and 
improve the quality of their product, while poten-
tial competitors faced considerable difficulties try-
ing to enter a market where an efficient, consoli-
dated supplier already existed. Thus, in the early 
decades of the 20th century, there was immense 
consolidation in the electricity industry as early, 
independent firms combined to form larger, more 
efficient (but also more monolithic) companies. 
By the late 1920s, just 16 electric power holding 
companies controlled more than 75 percent of all 
U.S. generation.

There is nothing necessarily malevolent about 
natural monopoly. it simply means that the indus-
try operates most efficiently with just one provider 
for a geographic area. however, natural monopo-
lies have the opportunity to abuse their market 
position by charging higher prices and providing 
lower-quality goods to their captured consum-
ers. Policymakers in the early 20th century rec-
ognized this danger, but they also appreciated 
the efficiency that gave rise to natural monopoly. 
as a result, state governments, and later the fed-
eral government under the 1935 Public Utility 
holding company act, decided not to break up 
the giant electric companies. instead, they estab-
lished special regulatory structures that provided 
government oversight of electricity prices and re-
quired government approval of such activities as 
new plant construction. in return for being regu-
lated, the utilities’ monopoly positions and cus-
tomer bases were protected by state law, and state 
public service commissions (PScs) were required 
to set electricity rates at levels that guaranteed util-
ity profitability.

This “regulated monopoly” form of industrial 
organization dominated the power industry in the 
United States and the rest of the developed world 
for much of the 20th century. Because of stable 
fuel prices and the United States’s steady indus-
trial growth following World War ii, supply and 
demand for electricity in the century’s middle 
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By the 1980s and 1990s, those costs were 
weighing heavily on consumers in the United 
States and other developed countries that had fol-
lowed similar policies. in the northeast and cali-
fornia, where power demand grew dramatically in 
the latter part of the 20th century, electricity rates 
were much higher than elsewhere in the nation 
(see Table 3). in response to the escalating prices, 
large users of electricity — led by heavy industry 
— began looking to relocate to areas where elec-
tricity was cheap and plentiful. appealing locations 
included appalachia and the Midwest, where the 
population exodus earlier in the century had left 
behind underutilized, cheap-to-operate “old coal” 
power plants that were not subject to the plant-
specific environmental controls contained in the 
1970 and 1977 clean air act amendments.

4.2 Preparing for Deregulation Facing the pros-
pect of losing those industries and the many (of-
ten unionized) jobs they provided, northeastern 
states and california responded with a novel pol-
icy solution: instead of the heavy users relocating 
to places with cheap electricity, the high-cost states 
would allow generators in such low-cost states as 
kentucky, West virginia, idaho, and Wyoming to 
sell their electricity in the high-cost states. This 
solution became technologically feasible following 
the Great northeast Blackout of 1965, when utili-

the hydroelectric-dependent West. Though tech-
nological advances in energy continued, the basic 
power industry model of giant turbines turned by 
coal-produced steam or falling water proved en-
during. as a result, relatively few shocks disrupted 
the mid-century U.S. electricity market, and the 
traditional industry organization and its regula-
tion proved adequate.

But that stability disappeared in the latter 
part of the 20th century. First, many U.S. utili-
ties (with substantial incentives from the federal 
government) invested heavily in nuclear-powered 
generation, which was believed at the time to 
be the source of secure, ultra-low cost electric-
ity. Then, in response to 1970s concerns about 
the nation’s energy supply, federal and state law-
makers adopted a series of ill-conceived energy 
policies, highlighted by congress’s passage of 
the Public Utilities regulatory Policy act of 1978 
(PUrPa). The legislation mandated that utilities, 
under the direction of state PScs, enter into long-
term purchasing agreements with independent 
“merchant generators” so as to increase supply. 
nuclear plant construction ultimately proved far 
more difficult and costly than originally expect-
ed, and the long-term contracts under PUrPa 
proved vastly overpriced. State PScs then dutiful-
ly passed the costs of those poor investments on  
to ratepayers. 

table 3   residential, coMMercial and industrial electricity rates — select states and years
average Price in cents Per kwh

 
1990 1998 2009

Res. COmm. IND. Res. COmm. IND. Res. COmm. IND.

caliFornia 9.98 9.46 7.28 10.59 9.49 6.49 15.08 14.04 10.56

connecticut 10.01 9.11 7.55 11.95 10.01 7.70 20.28 15.93 15.36

idaho 4.87 4.25 2.62 5.28 4.34 2.92 7.67 6.50 5.27

kentucky 5.69 5.37 3.58 5.61 5.30 2.91 8.39 7.66 4.95

Maine 9.30 8.03 5.96 13.02 10.33 6.61 15.41 12.53 10.12

Maryland 7.22 6.71 5.10 8.44 6.82 4.14 15.16 12.14 10.01

Massachusetts 9.66 8.56 7.89 10.60 9.35 8.18 17.30 18.02 11.46

new york 11.44 10.47 5.78 13.62 11.44 4.95 18.48 15.56 10.81

north carolina 7.84 6.42 4.77 8.01 6.35 4.63 10.19 8.07 6.04

Pennsylvania 9.22 8.09 5.97 9.87 8.24 5.60 11.73 9.60 7.20

tennessee 5.69 6.09 4.69 6.32 6.28 4.17 9.30 9.47 6.66

virginia 7.25 6.06 4.27 7.51 5.61 3.82 10.75 8.19 6.91

west virginia 5.90 5.36 3.56 6.29 5.56 3.78 7.82 6.69 5.20

wyoMing 5.97 5.17 3.47 6.28 5.25 3.38 8.54 7.28 4.84

SOURCE: U.S. EIA, electric Power Monthly, June 2010, Table 5.3
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ties began interconnecting their balkanized power 
grids so as to allow the transfer of power from one 
utility to another during emergencies.

in order for electricity to be purchased from 
out-of-state generators, lawmakers in Washing-
ton, d.c. had to amend federal law to allow the 
formation of competitive wholesale markets in 
bulk electricity. States also had to end the pro-
tected-monopoly status of utilities and instead 
open their markets to independent entrants. 
Some states embraced wholesale-only deregula-
tion, which meant that utilities in high-cost states 
could purchase supply from lower-cost genera-
tors. Other states went so far as to deregulate re-
tail: individual households and businesses could 
purchase electricity directly from different genera-
tors. Proponents of deregulation believed that, by 
taking these steps, the electricity industry would 
experience the reduced prices and market inno-
vations experienced in other U.S. industries that 
deregulated in the 1970s and 1980s.14

Federal policymakers met the former require-
ment with provisions contained in the 1992 en-
ergy Policy act. For states, the policy response was 
more complex, as the states had to overcome three 
significant problems in order to deregulate. Below 
is a brief description of each problem, as well as 
the policy that was typically adopted to resolve it.

4.2.1 Divestiture States that wanted to deregu-
late and create an electricity marketplace had to 
neutralize the natural monopoly advantage of the 
incumbent vertically integrated power companies. 
That advantage was in the “wires”: local distribu-
tion and transmission are economically impracti-
cal to duplicate. independent power producers 
had to rely on the incumbent utility’s power lines 
to deliver the independents’ electricity (for a fee), 
which meant the independents were vulnerable 
to discrimination by the incumbent utility. if the 
owners of those grids had the ability and incentive 
to provide their own generators with preferential 
access to the wires, they could manipulate this po-
sition in such a way as to thwart the benefits that 
competition could bring to consumers.

To overcome that problem, deregulating poli-
cymakers usually require the incumbent utilities 
to separate the distribution and transmission com-
ponents of their operation from the generation 
component. This is typically done either through 
divestiture of the generating assets or by imple-

menting “open access” rules that require the trans-
mission and distribution side of the utility to treat 
merchant generators no differently than its own 
generators. The utility’s distribution component 
remains a regulated utility, tasked only with pro-
viding the wire network that delivers electricity to 
consumers.

Thus, deregulation only exposes the generation 
portion of the electricity industry to the incentives 
and discipline of market forces. Transmission and 
distribution continue to have the economic ben-
efits and problems of natural monopoly, and thus 
remain under the traditional regulated-monopoly 
model, with PSc oversight and rate-setting (for 
distribution services) that guarantee profitability. 
not surprisingly, these regulated distribution mo-
nopolies face the same “protected from their bad 
business decisions” criticisms that their vertically 
integrated predecessors faced.

But even with these “open access” rules, the 
distributor-utility may not really act independently 
of its spun-off and sold-off generating assets. The 
sold-off assets often end up in the hands of parent 
companies of the distributor-utilities. This could 
be an efficient, consumer-benefiting outcome for 
much the same reason that the old vertically inte-
grated firms were efficient: it allows for economies 
of scope in grid management and promotes the 
balancing of generation and consumption. But the 
incentives remain for distributor-utilities to dis-
criminate against competing merchant generators 
in order to force consumers to buy electricity from 
generators owned by the distributor-utilities’ par-
ent companies.

4.2.2 Transition States that attempted to create a 
retail market in electricity faced a second chal-
lenge: how to prepare consumers for such a dra-
matic change. electricity was always something 
that was provided by the power company at fixed 
rates, but now consumers were to choose from 
competing power companies that would likely of-
fer different rate structures. large commercial and 
industrial consumers, who demanded the move 
to deregulation, had ample monetary incentive 
to study the retail electricity market and make 
informed buying decisions, and merchant genera-
tors had similar large financial incentive to market 
to those large consumers. But small consumers 
— especially individual households — had less fi-
nancial incentive to become savvy electricity cus-
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incumbent utilities, which were about to lose the 
valuable security of their regulated monopoly sta-
tus and instead be exposed to the marketplace. 
The greatest opposition came from utilities sad-
dled with heavy capital costs from the construc-
tion of nuclear power plants and state-imposed 
PUrPa obligations. Those utilities complained 
that deregulation was an unfair “changing of the 
rules in the middle of the game”: they would have 
made different business decisions had they known 
they would lose their protected status. The incum-
bent utilities, facing lower-cost independent gen-
erators, feared they would not be able to survive 
financially.

Most deregulating states simply chose to pay 
off the incumbent utilities in order to remove their 
opposition. State policymakers stipulated that, 
for a specified period, all electricity customers, 
no matter what generator provided their power, 
would be assessed a “stranded cost recovery fee” 
that would go to the incumbent utility. The result-
ing revenue typically was not enough to offset the 
loss that the utilities claimed they faced,15 but it 
was enough to purchase their acquiescence. Mer-
chant generators, however, were not pleased that 
their customers were to be assessed a tax to pay off 
their competitors.

4.3 success and failure interestingly, most of the 
states that deregulated electricity were states that 
historically have been more aggressive in market 
regulation, while states with a more laissez-faire 
history were more likely to retain traditional elec-
tricity market regulation (see Table 4). a possible 
explanation for this difference is that the more reg-
ulatory states came to outstrip the local supply of 
electricity, creating the need to import cheap pow-
er from distant generators. a related explanation is 
that heavily unionized states may tend to be more 
regulatory, but the rising cost of electricity in the 
northeast threatened blue collar union jobs and 
created a mandate for electricity deregulation.

Whatever the reason, states that chose to de-
regulate their electricity markets in the 1990s ini-
tially appeared to have made a good policy choice. 
large consumers and utilities did initially find sup-
pliers that could provide electricity at lower cost 
than under regulation. This happened despite the 
fact that little of the ultra-cheap electricity from 
states like kentucky ultimately flowed to high-
rate states. Those interstate flows were blocked 

tomers, and electricity suppliers had less incentive 
to reach out to individual small consumers.

lawmakers who embraced retail competition 
typically adopted a two-step approach to deregu-
lation. First, deregulation would only occur at the 
wholesale level: utilities would begin purchasing 
electricity on the wholesale market at the best 
price. The utilities would then charge their cus-
tomers PSc-approved rates that reflected whole-
sale market prices.

as part of this step in deregulation, some states 
required the utilities to sell the purchased electric-
ity to customers at a lower rate than they had been 
charging under regulation. This politically appeal-
ing requirement seemed feasible because, during 
the 1990s, wholesale market electricity prices were 
falling as a result of technological advancements 
in natural gas-fired generation, deregulation of the 
natural gas supply, and the new ability of low-cost 
suppliers to sell electricity to wider geographic ar-
eas. Policymakers and market observers believed 
those trends would continue well into the future. 
Some distributor-utilities were able to enter into 
long-term, low-price contracts with merchant 
generators, which ensured that the utilities would 
remain profitable despite having to resell electric-
ity at the mandated lower rates. Some individual 
customers could choose to forgo this “standard of-
fer service” and instead buy their electricity direct-
ly from merchant generators — in essence, diving 
into the retail market early. But few residential and 
small business consumers chose to do so because 
standard offer service presented such a bargain.

later in the transition period, the retail electric-
ity market would open. Policymakers envisioned 
consumers of all sizes becoming active shoppers, 
searching for good deals. if some consumers failed 
to make this jump, states that adopted a retail 
market would require the utilities to continue 
supplying standard offer service, but the rates 
would adjust to reflect the market prices that the 
distributor-utilities had to pay for power. The state 
PScs would oversee the distributor-utilities’ sub-
sequent contracts with merchant generators and 
the standard offer service rate setting, to protect 
consumer interests, but even standard offer ser-
vice consumers would be subject to price changes 
in the electricity marketplace.

4.2.3 stranded Costs deregulating states faced a 
third problem: how to overcome opposition from 
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by congestion on transmission lines, which lim-
ited the distance that power can be shipped,16 and 
by lawmakers in the low-cost states who passed 
laws to keep the cheap electricity at home.17 in-
stead, lower-cost providers with minimal legacy 
costs began operating in and around deregulated 
states. consumers were pleased with the initial 
lower rates, large industrial and commercial con-
sumers quickly became active consumers in the 
retail electricity market, and electricity generators 
became measurably more careful with their capital 
investments18 — or else they went bankrupt.19

however, that success was countered with more 
discouraging results in the mid-2000s. When the 

initial state-mandated lower electricity rates under 
deregulation began to expire in the early 2000s, 
fossil fuel prices were rising (see Figure 6). as a 
result, wholesale prices soared, driving up stan-
dard offer service rates. Moreover, in states that 
attempted retail competition, a robust residential 
retail market never materialized. Though supply 
in the retail market for industrial and commercial 
electricity consumers is competitive, supply in the 
residential market typically is comprised of the 
incumbent utility offering standard offer service 
and some niche competitors that offer “alterna-
tive energy,” typically wind power,20 but that offer 
little price competition. The benefit of clearly low-
er prices that deregulation had brought to other 
markets did not materialize in electricity, to the 
chagrin of policymakers.

4.3.1 California no discussion of U.S. electric-
ity deregulation is complete without a brief look 
at the california electricity crisis of 2000-2001. 
The crisis was a perfect storm of bad weather, bad 
policy design, bad politics, and bad behavior by 
power suppliers.

The genesis of the crisis, surprisingly, is the 
multi-year drought that california began suffering 
in the late 1990s. The state is heavily dependent 
on hydroelectric power; from 1995 to 1998, 26.5 
percent of california electricity was produced 
from conventional hydroelectric generation and 
pumped storage.21 The drought curtailed hydro-
electricity, lowering its share of california’s elec-
tricity supply to 21.4 percent in 1999, 18.9 per-
cent in 2000, and just 12.7 percent in 2001. The 
time period 2000-2001 also brought a very hot 
summer followed by a very cold winter, which 
increased californians’ electricity demand at the 
same time the drought reduced supply.22

in 1996 when the california legislature ad-
opted wholesale-only electricity deregulation, it 
required the incumbent utilities to partially di-
vest their generating assets and instead purchase 
electricity on the day-ahead and “spot” (imme-
diate) markets. The legislature also froze retail 
rates for electricity. as a result, when demand for 
electricity soared in california in 2000-2001 at 
the same time that hydroelectricity was declin-
ing sharply, the incumbent utilities were forced 
to purchase electricity on the wholesale market 
at extremely high prices that they could not pass 
on to customers. Wholesale prices that had fluc-

table 4   electricity Market structure  
by state as oF 1/1/2010

DeReGUlaTeD sTaTes

connecticut new haMPshire

delaware new Jersey

district oF coluMbia new york

illinois ohio

Maine Pennsylvania

Maryland rhode island

Massachusetts texas

Michigan

DeReGUlaTION beGUN, bUT NOW sUsPeNDeD

arizona nevada

arkansas new Mexico

caliFornia oregon

Montana virginia

TRaDITIONally ReGUlaTeD sTaTes

alabaMa Missouri

alaska nebraska

colorado north carolina

Florida north dakota

georgia oklahoMa

hawaii south carolina

idaho south dakota

indiana tennessee

iowa utah

kansas verMont

kentucky washington

louisiana west virginia

Minnesota wisconsin

MississiPPi wyoMing

Source: U.S. EIA
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4.4 What’s The Difference? do consumers ben-
efit from traditional electricity regulation, or from 
deregulation? Proponents of deregulation claimed 
that it would produce lower prices by subjecting 
producers to market competition, and would also 
offer consumers such “niche” choices as the ability 
to purchase wind-produced power. regulation de-
fenders responded that the traditional regulation 
offered the lowest prices by protecting consumers 
from the marketplace. in truth, both sides over-
promised.

Under traditional regulation, the cost of elec-
tricity is determined by average capital and oper-
ating costs, as explained in Section 2.3. in light 
of a utility’s overall capital and fuel costs, the PSc 
sets the rates that consumers must pay. consum-
ers cannot defect from this arrangement and pur-
chase from an alternative supplier, even if the util-
ity and the PSc approve business decisions that 
ultimately prove costly and ill-considered.

in a deregulated setting, consumers are not 
captured by their local generator. if the generator 
builds a plant that proves too costly, consumers in 
a deregulated retail market can switch to another 
provider and utilities in a deregulated wholesale 
market can switch to other merchant generators. 
On the other hand, consumers in a deregulated 
market are subject to movements in the market 
and, as explained in Section 2.3, prices are set at 
the margin. if demand intensifies or supply falls in 
the broader market, consumers will pay more for 
electricity even if their particular supplier has low 
costs. and if demand is low and supply is high, 

tuated between $20 and $50 per megawatt hour 
since the mid-1990s suddenly surged upward, at 
one point topping $400 in late 2000.23 as a re-
sult, the utilities began hemorrhaging money, es-
pecially in southern california. Pacific Gas and 
electric would ultimately file for bankruptcy be-
cause of the losses and Southern california edi-
son would receive a $3.3 billion rescue deal from  
the state.24

adding to the misery, a few merchant genera-
tors began gaming the market. They took advan-
tage of congested power lines to claim bonuses for 
supposedly reducing congestion, and they idled 
some generation in order to drive up spot prices, 
then sold their power at the inflated price.25 Usu-
ally, this strategy is unsuccessful in competitive 
markets, but in periods of peak of demand and 
little excess capacity to provide competition, the 
strategy can yield windfalls.

To staunch their losses, the utilities reduced 
demand by imposing “rolling blackouts,” shut-
ting off power to groups of customers for hours at 
a time. The blackouts provoked immense public 
outcry, pressuring california’s political officials to 
find some resolution to the crisis. Governor Jo-
seph “Gray” davis stepped in, but instead of lift-
ing the retail price freeze in order to encourage 
conservation and buttress the utilities, he nego-
tiated long-term power contracts with suppliers 
that obligated californians to pay $43 billion for 
electricity over the next 23 years.26 The contracts 
resulted in the utilities paying less for wholesale 
electricity than what they had been paying on the 
spot and next-day markets, putting an end to the 
rolling blackouts. But within months of signing 
the contracts, as the weather moderated, hydro-
electricity supply improved, and new sources of 
generation came online, the long-term contracts 
began to seem like a very bad deal for califor-
nians. a second round of public outcry resulted 
in david being recalled from office in October  
of 2003.

The california crisis was initially seen as evi-
dence that electricity markets should not be de-
regulated. Several states that were moving toward 
deregulation halted the policy change. in time, 
views on the episode have moderated, with some 
observers considering it to be a combination of 
bad circumstances, bad policy design, and bad be-
havior by some market participants that was not 
detected by regulators.

Figure 6  generator Fuel costs For MaJor  
energy sources  
average cost to generate a Million btus

SOURCE: U.S. EIA, electric Power Monthly, June 2010, Table 4.1

$18
$16
$14
$12
$10
$8
$6
$4
$2
$0

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

coal, all ForMs
PetroleuM liquids

PetroleuM coke
natural gas



14

The Maryland Electricity Market: A Primer

regulation bill. Governor Glendening’s support was 
gained by the addition of some environmental pro-
visions. local governments that were dependent 
on revenue from special taxes assessed on utilities 
were awarded state grant money. BGe and the other 
incumbent utilities were mollified by payouts from 
a stranded cost recovery fee that would be assessed 
on all state electricity customers. To gain public 
support for the measure, lawmakers mandated that 
residential standard offer service rates under the 
initial wholesale deregulation would be between 3 
and 7.5 percent lower than 1999 regulated rates. 
This rate cut would be in the form of a rate freeze 
instead of a cap, which meant that the rate could 
be neither raised nor lowered — regardless of what 
subsequently transpired in the wholesale market 
— for as long as the freeze was in place.

The house of delegates passed the final legis-
lation by a 95-34 margin and the State Senate by 
a 34-13 vote.32 despite the wide margins, the Bal-
timore Sun noted that many lawmakers professed 
to have little understanding of what the legislation 
contained. according to the Sun, “The lobbyists 
essentially wrote the deregulation bills that were 
filed early in the session, and they were personally 
involved in the revisions until the final product 
was printed.”33

Though the new law was passed and signed, 
there were still several contentious issues to re-
solve. The two most prominent were the specific 
rates at which electricity would be frozen for the 
next few years, and the total amount of stranded 
cost payments that BGe and the other incum-
bents would receive.34 Ultimately, the PSc decid-
ed to award BGe $528 million in stranded cost 
payments35 while other utilities received smaller 
amounts. The Maryland utilities were able to ne-
gotiate long-term contracts with wholesale power 
providers at good prices, and the PSc froze rates 
at levels roughly equal to 1993 prices.36

The PSc decisions were met with considerable 
criticism from merchant generators, consumer 
advocates, and free-market advocates, who all la-
mented that the universal stranded cost fee and 
the rate freeze would hobble alternative power 
providers. One Sun article noted that, despite the 
lower rates, some deregulation supporters were 
now second-guessing their position.37

5.2 Changing Conditions deregulation support-
ers’ doubts grew over the ensuing years, as rising 

consumers can pay rates that — for some time at 
least — are below the supplier’s total cost.

So, does regulation or deregulation result in 
the lowest electricity rates for consumers? empiri-
cal evidence so far has been ambiguous. at times 
deregulation has appeared to lower prices, while at 
other times it has appeared to yield higher prices. 
Overall, a 2006 statistical analysis by MiT energy 
economist Paul Joskow found no consistent pat-
tern in the trends in real industrial prices for states 
that implemented retail competition compared to 
states that had not.27 economic theory suggests 
that over the long term, the incentives unleashed 
by deregulation would yield lower prices. howev-
er, economic theory also suggests that there would 
be many times when electricity rates under de-
regulation would be higher than under traditional 
regulation: specifically, at times of high demand or 
low supply in the broader market.

5. DeReGUlaTION IN maRylaND
Maryland’s course toward electricity deregulation 
followed the narrative sketched in Section 4. Begin-
ning in the mid-1990s, several large manufacturing 
firms in the state began petitioning annapolis to 
allow them to purchase electricity from lower-cost 
suppliers.28 Though Maryland’s utility rates were 
not as high as those in the northeast states that pio-
neered the electricity deregulation movement (see 
Table 3 above), the manufacturers’ pleas drew an-
napolis’s attention. lawmakers did not want to see 
those employers, with workforces that were typi-
cally unionized and well-paying, move away.29

5.1 legislation and Rules after more than a year 
of negotiations between pro-deregulation Mary-
land Senate President Thomas v. Mike Miller Jr. 
and deregulation-ambivalent house of delegates 
Speaker casper r. Taylor Jr., a general framework 
for deregulation was agreed upon in late 1998.30 
Maryland would initially deregulate electricity on 
the wholesale side, and then phase in retail dereg-
ulation in stages, depending on the size of the cus-
tomer and the utility involved. But the legislation 
faced opposition from the incumbent utilities, led 
by BGe, which was saddled with heavy debt from 
capital investments in such facilities as its calvert 
cliffs nuclear Power Plant.31

deregulation proponents spent the early months 
of the 1999 General assembly making concessions 
to various interests so as to clear the way for the de-
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the Maryland PSc in 2003 took action, extending 
the utilities’ requirement to provide standard offer 
service. however, even with the extension, the fro-
zen rates could not be continued because the long-
term contracts that the utilities had signed with 
suppliers were about to expire. The utilities could 
not continue to re-sell electricity at the old rates 
because new contracts with merchant generators 
would be at considerably higher prices. as a result, 
the PSc instituted new regulations for standard of-
fer service: utilities, under PSc oversight, would 
regularly solicit offers from merchant generators for 
supplying portions of the utilities’ load for one to 
three years. (The PSc specified the mix of contract 
lengths for each utility.) The utilities, again under 
PSc oversight, would agree to the lowest-priced 
offers and the PSc would then oversee the rate-
setting for the utilities’ customers.39

The first experience in 2004 under the new 
rules was not too discouraging. Washington-area 
utility PePcO had to raise its residential rates 12-
16 percent40 to cover the higher cost. That was an 
unpleasant one-year increase, but it did not seem 
so bad when one considers that the increase came 
on prices that were roughly at the same level as a 
decade ago.

however, matters were about to get worse.

5.3 shock To The system in late august 2005, 
hurricane katrina roared through the Gulf of 
Mexico, the first of three successive storms that 
would devastate the region. along with the loss of 
life and destruction of property, katrina and her 
sisters rita and Wilma pounded the Gulf’s natural 
gas extraction industry and the nation’s natural gas 
distribution network. Some of the damage would 
take more than a year to repair.

Prior to the hurricanes, natural gas consump-
tion in the United States and around the world 
had been increasing steadily. industrial energy 
consumers saw natural gas as an appealing energy 
source: the fuel had a long history of low, stable 
prices, the equipment necessary to burn natural 
gas is inexpensive compared to other fuel sources, 
and natural gas’s relatively low emissions less-
ened concerns that future environmental controls 
would damage natural gas-fueled industries. 

however, as demand for natural gas rose, sup-
ply had difficulty keeping up. natural gas, like 
most fossil fuels, cannot adjust quickly to sudden 
increases in demand, because new sources of gas 

fossil fuel costs pushed wholesale market electricity 
prices higher. natural gas and coal prices heavily in-
fluence market electricity prices because two-thirds 
of U.S. electricity is produced from those two fuels. 
as we will see in Section 5.3, a spike in natural gas 
prices during the mid-2000s contributed heavily to 
the decade’s higher electricity prices.38

Because Maryland residential electricity rates 
were frozen in the first few years after deregula-
tion, most consumers were sheltered from the 
steady increase in wholesale electricity prices in 
the early 2000s. But those rates would not last 
forever. The freeze would expire in June 2004 for 
customers of PePcO in central Maryland and del-
marva Power customers on the eastern Shore, fol-
lowed by BGe customers in June 2006, and finally 
allegheny Power’s customers in Western Maryland 
in June 2008.

With market electricity prices moving higher 
and the first rate freeze expiration dates looming, 

Figure 8    average real retail Prices 
2007 cents per kwh 

SOURCE: U.S. EIA, Form EIA-861, Table 8

Figure 7  u.s. city gate natural gas Prices 
dollars per 1,000 cubic feet 

SOURCE: U.S. EIA, Natural Gas Navigator, January 2010

$14

$12

$10

$8

$6

$4

$2

$0

Jan
 99

Jan
 00

Jan
 01

Jan
 02

Jan
 03

Jan
 04

Jan
 05

Jan
 06

Jan
 07

Jan
 08

Jan
 09

$14

$12

$10

$8

$6

$4

$2

$0

19
90

19
92

19
94

19
96

19
98

20
00

20
02

20
04

20
06

residential
coMMercial

industrial



16

The Maryland Electricity Market: A Primer

months. BGe would borrow money to cover the 
underpayments during the first few months of the 
phase-in, but consumers would later repay the 
borrowed amount with interest. The plan did little 
to appease consumers.

5.4 Power Politics complicating the situation, 
2006 was a gubernatorial election year in Mary-
land, and the fight would be especially bitter. Four 
years prior, ehrlich had become the first repub-
lican governor in the heavily democratic state 
in a generation. Though he had high public ap-
proval numbers in 2006, he was also running for 
reelection at a time of strong public disenchant-
ment with republican President George W. Bush. 
Standing ready to oppose ehrlich was Baltimore 
city’s popular democratic mayor, Martin O’Malley. 
neither ehrlich nor O’Malley had been involved 
in the 1999 deregulation legislation or PSc deci-
sions — ehrlich was in congress at the time and 
O’Malley was on Baltimore’s city council — but 
electricity deregulation became a major issue in 
the campaign.

O’Malley fired the first volley in the political 
war over electricity by directing the city of Balti-
more to file suit over the ehrlich PSc’s rate phase-
in plan. The suit claimed that BGe’s 72 percent 
rate hike was unwarranted and demanded access 
to BGe’s bid solicitation records.43 in May, Balti-
more circuit Judge albert J. Matricciani Jr. issued 
a preliminary ruling in the city’s favor, de facto 
killing the PSc’s plan and re-exposing BGe cus-
tomers to the June rate hike.

When the General assembly left annapolis 
in april, there were murmurs that the governor 
should call a special session later in the spring 
to address the situation. Following Judge Ma-
tricciani’s decision, those murmurs intensified 
and ehrlich called for the session to convene on  
June 13.

The session ultimately produced a sound rate 
relief plan. The lawmakers realized that, though 
wholesale electricity prices were unlikely to fall 
back to 1999 levels, they also would not stay at 
the high 2006 levels. The price spike was the 
product of unique circumstances and subsequent 
electricity contracts would likely push wholesale 
costs back down. So lawmakers needed only to 
spread out the cost of the 2006-2007 contracts 
over the next several years’ rates, when wholesale 
prices would likely be lower, easing the shock to 

take time to locate and develop. in the short term, 
rising demand and constrained supply push prices 
higher. hence, even before the hurricanes, natural 
gas prices were increasing (see Figure 7). as noted 
in Section 2.3, natural gas-fired turbines provide 
much of U.S. power above baseline. as a result, 
natural gas costs heavily influence electricity costs 
at the margin — in other words, as natural gas 
prices rise, market prices for peak electricity rise. 
Once the hurricanes hit and a large portion of the 
nation’s natural gas production was shut-in in the 
late fall of 2005, natural gas prices spiked to three 
times their 2000 level, and electricity market pric-
es jumped (see Figure 8).

By mid-February 2006, when BGe solicited 
wholesaler bids for standard offer service power, 
natural gas prices had slid back only a little from 
their peak. BGe and state officials knew the in-
coming bids would be unpleasant,41 but even they 
had to be surprised by the results: in March it was 
announced that standard offer service rates would 
have to increase 72 percent beginning in June to 
cover the new supplier contracts. That translated 
to an additional $743 in electricity costs for the 
average BGe household over one year.42

The announcement generated immense, un-
derstandable public outcry, and state policymak-
ers in annapolis and Baltimore tried to respond. 
Unfortunately, the Maryland General assembly 
was deep into its 2006 legislative session and was 
unable to cobble together a legislative response by 
sine die. That left it to Governor robert l. ehrlich 
and the PSc to find a solution within the confines 
of current law. The ehrlich PSc produced a mod-
est rate stabilization plan that gave consumers the 
option to have the increase phased in over several 

Figure 9    noMinal retail electricity Prices  
 cents per kwh 

SOURCE: U.S. EIA, electric Power Monthly, March 2006-March 2010, Table 5.6.B
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ultimately overrode the veto in late June, making 
the bill law.47

5.5 aftermath O’Malley defeated ehrlich in the 
gubernatorial election that november, 53 percent 
to 46 percent. it is unclear whether the BGe con-
troversy had much effect on the outcome, though 
it certainly appealed to highly partisan voters on 
both sides who were already going to vote for their 
party’s candidate.

Before leaving office, ehrlich’s PSc conducted 
an analysis of the standard offer service bid so-
licitation rules. The PSc amended the rules as 
lawmakers envisioned, reducing the amount of 
load that would go to bid at any one time, man-
dating auctions at more than one time each year, 
and varying the length of the purchase contracts 
so as to diversify away some of the risk of a rate 
spike.48

Following his swearing-in as Maryland’s 61st 
governor in early 2007, O’Malley issued a high-
profile order to his new PSc to investigate the 
2006 rate hike,49 playing on his campaign claim 
that the hike was the product of BGe dirty dealing 
and ehrlich’s complicity with energy companies. 
however, later in the spring, O’Malley’s PSc ap-
proved an additional 50 percent rate increase on 
BGe standard offer service customers. Ultimately, 
BGe customers ended up paying the same elec-
tricity rates that they would have paid if the origi-
nal 72 percent hike had taken effect.50

chastened by the 2006 episode, some an-
napolis lawmakers have since proposed legislation 
to return Maryland to some form of traditional 
electricity regulation.51 The benefit for consumers 
from those proposals is unclear: the re-regulated 
utilities would have to either build or purchase 
generating assets at current market prices, and the 
utilities would likely still have to purchase whole-
sale electricity at market rates during peak hours. 
Those proposals have gone nowhere, however, as 
the General assembly seems to have little interest 
in attempting another overhaul of the state’s elec-
tricity market structure.52

in the past two years, natural gas prices have 
fallen, as has the demand for electricity in the 
wake of the current recession. Wholesale electric-
ity prices and electricity rates have followed suit. 
average annual rates in Maryland for commer-
cial, industrial, and transportation end-users have 
fallen since 2008 (see Figure 9), and residential 

consumers. The resulting legislation mandated 
that the initial rate hike would be only 15 percent, 
with the rest of the cost of the wholesale electricity 
covered through borrowing by BGe.44 The loans 
would be repaid at interest using money gener-
ated from a fee added to BGe customers’ electric-
ity bills for the next 10 years, plus money that the 
General assembly hoped to extract from BGe fol-
lowing the revelation that stranded cost payments 
to the utility had proved exceptionally generous 
in light of subsequent market conditions. Some 
details of the rate relief plan were not beyond 
criticism. For instance, consumers could not opt 
out of the plan,45 the plan did little to reduce con-
sumption during the high-cost 2006-2007 period, 
and it was unclear just how much money the state 
could squeeze out of BGe. yet overall, the plan 
had merit.

The legislation also mandated that the PSc re-
visit its 2003 decisions on how utilities carry out 
their contracting for standard offer service power. 
lawmakers understood that, because the earlier 
PSc decisions had required BGe to put its en-
tire load out for bid at one time, a fluctuation in 
the wholesale electricity market at the time of the 
solicitation could result in a dramatic change in 
rates, which is exactly what happened. The legis-
lature intended for the PSc to diversify away some 
of that risk in future solicitations by reducing the 
amount of a utility’s load that would be put out 
on bid at any one time, and awarding contracts 
to merchant generators of varying length. like the 
rate relief plan, this was a sensible provision.

Unfortunately, the legislation was not without 
flaws that were the product of election-year poli-
tics. democratic leaders in the legislature, along 
with O’Malley, were eager to characterize the rate 
hike as being the product of ehrlich’s “republican” 
neglect of consumer interests and favoritism to-
ward corporations, especially energy companies.46 
To further that theme, the democratic leadership 
included a provision in the bill that would remove 
ehrlich’s appointees to the state PSc and replace 
them with appointees of the General assembly’s 
choosing. (That provision was ultimately struck 
down in court.) in response, following a day-long 
public hearing on the legislation, ehrlich vetoed 
the legislation, although the General assembly’s 
rate relief plan used a more muscular version of 
the same strategy that ehrlich’s PSc had advanced 
just a few months earlier. The General assembly 
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always experience low rates: in times of high de-
mand and/or constrained supply, market prices 
for electricity will rise, even if some suppliers have 
low costs. But market forces will incentivize sup-
pliers to find lower-cost ways of providing power, 
and in periods of low demand and/or ample sup-
ply, power providers will sell electricity at prices 
below total cost.

Given those considerations, it is difficult to ar-
gue that either electricity regulation or deregula-
tion is better. Some consumers may be willing to 
pay slightly higher prices on average in order to be 
assured of stable prices and protected from pay-
ing windfall profits under traditional regulation. 
Other consumers may accept price variability in 
exchange for lower average prices over the long 
term under deregulation.

consider that, in Maryland, more than 90 per-
cent of residential consumers continue to rely on 
standard offer service, but more than 90 percent of 
large commercial and industrial consumers pur-
chase their electricity from merchant generators.55 
it could thus be argued that Maryland’s electricity 
deregulation failed in the residential market but 
succeeded in the commercial and industrial mar-
ket, whereas traditional regulation succeeded in 
the residential market but failed in the commercial 
and industrial market.

6.2 market signals are important When whole-
sale electricity prices rose in 2006, lawmakers un-
derstandably wanted to spare their constituents 
from higher rates. hence lawmakers’ claim that 
deregulation had failed: the price of electricity did 
not fall unabatedly, as some deregulation advo-
cates had claimed it would.

liberalized markets do not guarantee low pric-
es — they guarantee only that prices will more 
accurately reflect conditions. if a market has a 
monopoly supplier, consumers will pay monop-
oly prices. if a market is competitive but com-
petitors have high costs, consumers will pay high 
prices. Over time, competitive liberalized markets 
will encourage lower prices because consumers 
can switch from high-priced suppliers to lower-
priced competitors. That does not mean markets 
will magically push prices lower if the underly-
ing costs increase, which is what happened in the 
mid-2000s.

The 2006-2008 rate hikes provided an im-
portant incentive to consumers to moderate their 

end-user rates in 2010 have been lower than they 
were at the same time in 2009.53 however, exclud-
ing california and the northeast states, Maryland 
continues to have the highest average residential 
electricity rate in the continental United States, 
which is roughly the same position the state was 
in before deregulation.54

6. TOWaRD beTTeR eleCTRICITy POlICy
The General assembly is hesitant to make further 
major changes to Maryland’s electricity market, 
and understandably so. nonetheless, there are a 
few policymakers who aspire to pass comprehen-
sive legislation. Below are some thoughts for law-
makers to consider as they pursue electricity poli-
cies that would benefit Maryland consumers.

6.1 The choice between electricity regulation 
and deregulation is a choice between differ-
ent sets of tradeoffs, not between a clear win-
ner and loser as noted in Section 4.4, empirical 
evidence does not yet indicate whether traditional 
regulation or deregulation yields better rates for 
consumers over the long term. This does not sug-
gest there is little difference between the two pol-
icy regimes.

Traditional regulation’s fixed rates and the ex-
tensive PSc rate-approval process provide con-
sumers with fairly stable electricity rates over long 
periods of time. Further, PSc oversight protects 
consumers from paying windfall profits to utili-
ties, regardless of whether those profits would be 
the product of innovation or exercise of market 
power. Many consumers would consider these 
features of traditional regulation to be benefits.

On the other hand, traditional electricity regu-
lation puts consumers, instead of utilities, at finan-
cial risk from utilities’ bad business decisions. also, 
fixed rates under traditional regulation incentivize 
customers to over-consume electricity during the 
highest-cost times and under-consume during 
lowest-cost times. This results in consumers pay-
ing more for electricity than they otherwise would. 
Many consumers would consider these features of 
traditional regulation to be disadvantages.

in a deregulated retail market, consumers can 
switch electricity providers, and in a wholesale-
only deregulated market, utilities purchase elec-
tricity from merchant generators through compet-
itive bidding. as a result, suppliers must compete 
on price. That does not mean that consumers will 
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however, current transmission capacity into 
Maryland is heavily congested during peak peri-
ods of consumption, limiting the amount of ad-
ditional demand that can be met.57 Should that 
constraint be addressed through more efficient use 
of electricity by Maryland’s consumers, increased 
in-state generation, or increased transmission ca-
pacity? arguments can be made for each of those 
options.

Better arguments can be made for a fourth op-
tion: moderate the demand cycle. as discussed 
in Section 2.2, the cost of electricity soars during 
times of peak consumption, which is also when 
transmission lines are heavily congested. instead 
of pushing consumers to buy more-expensive en-
ergy-efficient appliances or building more generat-
ing plants and power lines, the easiest, lowest-cost 
solution to Maryland’s electricity problems would 
be to simply shift some of the peak demand to off-
peak times when wholesale prices are lower and 
congestion is less.

economists generally advocate the use of real-
time pricing to moderate demand.58 That is, instead 
of assessing a fixed rate for electricity at all times 
of the day and year (which results in consumers 
being charged too much for electricity when costs 
are low and too little when costs are high), rates 
would adjust in real time to reflect generation and 
transmission costs. doing this would signal con-
sumers to cut usage at peak times and shift con-
sumption to off-peak so as to save money — what 
economists call “demand response.”

Policymakers have been hesitant to adopt real-
time pricing, in part because it typically includes 
the installation of expensive “smart meters” in 
homes and businesses to measure consumption 
and inform consumers of changing rates at dif-
ferent times of the day. Maryland’s PSc recently 
rejected a BGe proposal to install smart meters 
out of concern for cost, even though a quarter of 
the cost was to be covered by a federal grant.59 in 
its decision, the PSc expressed concern that, even 
with the grant and savings from demand response, 
the cost of the meters for residential customers 
would eclipse any savings.

Moderating the demand cycle does not neces-
sitate smart meters for all homes and businesses. 
demand response by just the largest peak-period 
consumers would yield immense benefits for all 
Maryland electricity users. Mandating that larger 
users who currently pay fixed-rate standard offer 

demand while an important input was scarce. 
high electricity market prices can also incentiv-
ize competing firms to build new power plants 
and string new transmission lines, and incentivize 
consumers to shift to more efficient consumption 
patterns and invest in energy-saving technologies. 
likewise, low prices can also incentivize consum-
ers to shift to more efficient consumption patterns 
and incentivize investors to shift their resources to 
other, more pressing demands.

lawmakers, in wanting to protect their constit-
uents from price shocks, risk serious public harm 
by blocking price signals. Maryland’s attempt to 
limit the 2006 BGe price spike resulted in greater 
electricity consumption than would have occurred 
otherwise, which means that for the next few years 
BGe customers will pay more than they should for 
the electricity they use. Public welfare is usually 
harmed when consumers do not get what they pay 
for, or do not pay for what they get. lawmakers 
who are inclined to intervene in markets to pro-
tect consumers must be mindful that, in doing so, 
they risk disrupting market signals that ordinarily 
lead consumers to use electricity only when they 
are willing to pay what it costs to produce it.

6.3 moderating the demand cycle would solve a 
lot of problems in recent years, some state policy-
makers have voiced concern56 that nearly a third of 
the electricity consumed in Maryland is generated 
outside the state, and that the percentage of “im-
ported” power is likely to rise in the future. They 
have called for state interventions to prompt the 
construction of new generation capacity in Mary-
land, as well as other policies to address what they 
perceive to be an important problem.

The use of power generated outside the state, 
in and of itself, seems to be of no more pressing 
concern than the use of cars produced in detroit, 
Tennessee, or Japan. That is, if other locations can 
provide power cheaply and reliably, then why in-
crease generation in Maryland where land is ex-
pensive and air quality is already poor? So long as 
there is adequate transmission capacity, it is un-
clear why consumers should care which side of 
the Potomac or the Mason-dixon line the power 
came from. The only real beneficiaries from these 
policies would be in-state generators, who would 
welcome annapolis assistance in the form of sub-
sidies and help in overcoming zoning, environ-
mental, and community obstacles.
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nations in South america, africa, and eastern and 
Western europe.65

it seems highly unlikely that canada or aus-
tralia will become an enemy of the United States, 
and so it is difficult to characterize these three fuel 
sources as being insecure. in contrast, as noted in 
Section 2.3, “renewable” energy sources like wind 
and solar are not secure, especially at the hottest 
and coldest times when they are most needed.

6.4.2 sustainability The U.S. energy information 
agency estimates that, in 2005 (the most recent 
estimate available), the United States had 263.8 
trillion short tons of total recoverable coal, and the 
world had 930.4 trillion short tons.66 Those num-
bers compare to the 1.0 billion short tons of coal 
that the United States consumed in 2009 and the 
7.2 billion that the world consumed in 2008. 

For natural gas, the eia estimates that the Unit-
ed States had 237.7 trillion cubic feet of proven re-
serves in 2009, and the world had 6,254.4 trillion 
cubic feet. Those numbers will rise significantly in 
coming years because recently developed natural 
gas drilling techniques are quickly expanding re-
serves.67 in comparison, the United States consumed 
22.8 trillion cubic feet of gas in 2009 and the world 
consumed 110.3 trillion cubic feet in 2008.

as for uranium, the eia estimates that the 
United States has reserves of 539 million pounds 
of U3O8 at a maximum forward cost of $50 per 
pound, and 1,227 million pounds at $100 per 
pound. This compares to 53.4 million pounds of 
the compound purchased by U.S. civilian nucle-
ar power plants in 2008.68 Worldwide, uranium 
reserves are estimated to be between 3.6 million 
tons and 6.0 million tons.69

Overall, there appears to be ample supplies of 
coal, natural gas, and uranium to satisfy U.S. and 
global consumption for decades, if not centuries.

6.4.3 environmental Quality in contrast to se-
curity and sustainability, policymaker concerns 
about the environmental effects of traditional 
power generation have merit. Burning coal is par-
ticularly carbon-intensive and produces consid-
erable amounts of traditional pollutants ranging 
from sulfur dioxide and nitrogen compounds to 
mercury, volatile organic compounds, and par-
ticulate matter. natural gas is much cleaner and 
less carbon-intensive than coal, but is still a source 
of pollution. nuclear power is generally consid-

service switch to real-time pricing would provide 
those customers with incentive to moderate their 
heavy consumption during peak demand (wheth-
er by adopting greater energy efficiency or simply 
shifting their consumption pattern). There is em-
pirical evidence that large electricity users respond 
to this incentive.60 Their moderation would not 
only lower their overall electricity bill, but would 
also benefit all other Maryland electricity consum-
ers by reducing overall peak demand. That would 
result in lower costs for all consumers and less de-
mand for the expansion of generation and trans-
mission.

6.4 environmental goals should be pursued di-
rectly in recent years, several states, including 
Maryland, have adopted legislation mandating 
that a specific portion of the electricity consumed 
in the state be generated from so-called “renew-
able” sources. The Maryland legislation even goes 
so far as to spell out specific set-asides for indi-
vidual types of generation.61

Several justifications are given for this policy, 
including that renewables promote “energy securi-
ty,” are more sustainable, and are environmentally 
sound. The first two justifications are not credible. 
The third justification has some merit, but a “re-
newable” mandate is an inefficient, and possibly 
counterproductive, policy for improving environ-
mental quality.

6.4.1 energy security as noted in Section 2.3, 
88.1 percent of U.S. electricity in 2009 was pro-
duced from coal, natural gas, and uranium-fueled 
generation. among non-renewables, 98.3 percent 
of U.S. electricity came from those three sources.62 
Those fuels are secure. Some 97.7 percent of coal 
consumed in the United States comes from domes-
tic sources, and the United States exports 2.5 times 
more coal than it imports.63 likewise, 97.9 percent 
of natural gas consumed in the United States is 
produced in the United States or canada.64

U.S. supplies of uranium for nuclear power are 
more diverse: Only 14 percent of the compound 
U3O8 consumed in the United States in 2008 (the 
most recent year data are available) originated 
domestically. another 42 percent came from aus-
tralia and canada (the country with the world’s 
largest uranium reserves, and the world’s largest 
uranium exporting country, respectively). The re-
maining 44 percent came from a hodgepodge of 
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ered emission-free (ignoring heat discharge), but 
spent uranium and the possibility of catastrophic 
accident raise important environmental concerns. 
Policymakers, as defenders of the environmental 
commons, have a responsibility to consider the 
costs of pollution in electricity production, and 
thus it is understandable that they would want to 
discourage the use of these energy sources in favor 
of solar and wind power.

however, policymakers should be chastened 
by previous U.S. experience with promoting alter-
native energy. consider the federal government’s 
longtime — and expensive — promotion of “re-
newable” ethanol, an energy source that is more 
carbon-intensive, more polluting, more expen-
sive, and more insecure than the oil it replaces.70 
Or consider the federal government’s promotion 
of nuclear power, the nation’s original “alterna-
tive energy” success story, which contributed to 
the rising electricity costs of the 1980s-1990s that 
ultimately led to electricity deregulation. By man-
dating the deployment of specific energy technol-
ogies, Maryland lawmakers risk adding to the list 
of alternative energy boondoggles that are nothing 
more than corporate welfare. Further, these man-
dates relieve energy companies of the responsibil-
ity of having to make difficult business decisions 
about capital investment and future costs.

instead of mandates, Maryland lawmakers 
would be better advised to pursue a cleaner en-
vironment by assessing a fair price for pollution 
from all emission sources, not just conventional 
electricity production. The implementation of a 
Pigouvian tax or cap-and-trade policy71 for carbon 
and traditional pollutants would force generators 
to be mindful of their emissions and would gener-
ate public revenues that could be used for envi-
ronmental restoration. Just as important, it would 
make generators responsible for finding efficient 
ways to reduce emissions.72

6.5 CONClUsION
as noted in Section 5.1, following the 1999 General 
assembly vote to deregulate Maryland’s electricity 
industry, many lawmakers conceded they did not 
understand the legislation or its underlying issues. 
That raises the question: if they did not understand, 
how could they expect consumers to be informed 
participants in a retail electricity market?

hopefully, this paper will help readers to un-
derstand the issues involved in electricity regula-
tion and deregulation. as noted in the introduc-
tion, these issues are not especially complex, if the 
reader understands the history and economics of 
commercial power. With this understanding, the 
reader can appreciate the tradeoffs underlying 
both regulation and deregulation.

Maryland electricity consumers are a highly 
diverse lot, bringing many different demands and 
values to the marketplace. Some want to utilize 
only “environmentally sound” power sources, oth-
ers may be able to shift their demand easily, still 
others may be willing to tolerate less-than-perfect 
reliability in exchange for lower rates, and yet 
others may need the economic security of stable, 
fixed rates. liberal, competitive retail markets are 
usually a good match for such diverse consum-
ers because niche markets provide opportunities  
for profit.

Will Maryland’s retail electricity market devel-
op such diverse offerings, satisfying consumers? 
Or do the unusual characteristics of electricity — 
unable to be stored, requiring a transmission and 
distribution network that is a natural monopoly, 
having both residential and industrial/commer-
cial consumers — limit its ability to be traded in 
competitive energy markets? These are questions 
that Maryland policymakers must consider going 
forward. Most important, they must consider that 
there has been great discontent with both electric-
ity regulation and deregulation.

ThOmas a. fIRey is managing editor of the Cato Institute magazine regulation and a senior fellow of the 
Maryland Public Policy Institute. He is a doctoral student in economics at George Mason University.
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