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A century ago-in the year J.J. Thomson discovered the electron­
electricity, gas and tracti on companies battled for markets, and corrupt
city councils demanded their fair share of the take . On e tycoon became
so d isgu sted with the confusion and dishonesty that he decid ed to bribe
the legislature to se t up an honest, state-run regulator y agenc y that
wo uld bring orde r to chaos.

But he was found out. The scan dal set back the cause of regulation
unt il 1907, the year in which the elect ric washing machine and the
vacuum cleane r were inve n ted. By then, electricity sales had sep tupled
from 1897 levels, an d three states had established ut ility regul ation .

In the coming decade, 1997 to 2007, the ut ility business could un­
dergo similar dramatic change, but it will move toward less regulation
and more compe tition during a period of slow growth. Management
wi ll have to wo rk harder to achieve success, however, becau se much of
the profits will ha ve to come not from a growing mark et but from the
pockets of compe titors .

PR ESENT FIRST

Toda y, most electric utilit ies gene rate electric ity, transp ort it to
population cen ters ove r high-voltage tran smi ssion lines, deliver it to the
custome r ove r low- voltage dist ribution lines, and then send the cus­
tomer a bill that covers the cost of the ene rgy, plus all the othe r serv ices
rendered , inclu d ing the costs of such hidden ser vices as keeping spa re
capaci ty on the ready in orde r to assu re reliability.
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That struc ture-the vertica lly integra ted ut ility, bun dl ing all its
se rvices fo r one price -e-wi ll change. Th e ge ne ra to rs (u tili ty an d
nonutility) will compete on a price basis to sell output on the loca l elec­
tricity equivalent of a stock excha nge . The bu yers wi ll include elec tric
com pa nies seeking su pplies to sell to their cus tome rs- large cons ume rs
of electricity bu yin g for their ow n accoun ts, and ma rketers that will re­
se ll the power to their own cus tomers . An indepen dently managed
tran sm ission sys tem will, for a fee, tran sport the elec trici ty and arrange
for the special services required to keep the electric network runn ing
(Figu re 1). Local di st ribution compa n ies will bu ild and mainta in the
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Figure 1.
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deliv er y in frastructure, ca rrying electricity supp lied by others for a
tran sportat ion fee, and also furnish electricity to those cons umers who
cho ose not to deal with other suppliers, Most observers expect the gen­
era ting mark et to operate wi thout regulation, but believe regulators will
con tin ue to set pr ices for the transmission an d d istr ibution sec tors.

The bu siness, though, will ha ve new players-not jus t the pow er
mar keters of today, bu t vir tua l utilities. Those organiza tions will supply
a ran ge of ene rgy serv ices, but not necessar ily own the asse ts needed to
supply these services. "Packager" might convey the idea bett er. The vir­
tual ut ility will att empt to prov ide a compe titive ene rgy service in the
most efficien t manner possible, assembling its offerings from a variety of
sources and managing customer usage to optimize the expend iture on
ene rgy. The virtual utility will buy componen ts of the packa ge from dif­
feren t supp liers, primarily existing uti lities, to select each component's
most compe titive offering , Utilit ies will hav e to unbundle the services
and price each part of the bundle compe titively in orde r to sell the ser­
vice.

YOU CAN GET TH ERE FROM HER E

Utilities, in order to posi tion them selves for the new world , must
answer the followi ng ques tions :

• Should we merge or partner with other util ities to achieve critical
ma ss in operations and ma rkets?

• Sho uld we merge or partner with a gas company to crea te a fu ll­
service energy firm?

• Can we recover costs incurred during the regul atory era wh en at­
tempting to do so throu gh mainta ining high pric es might resu lt in
a loss of cus tome rs?

• Sho uld we con tinue to bu ild regul ated power plan ts?

• Should we maintain an integrated ut ility or d ivest those ope rations
in which we have no competitive adv an tage?
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Sho uld we encourage or discourage the rap id development of a
compe titive market?

Wha t is the correct financial policy for a compet itive util ity?

How sho uld we invest excess cash flow ?

In light of slower growth in the United States, sho uld we devel op
interna tionaI ope rations?

Do we have the right se t of talents to succeed in a compe titive
world?

SURVEY SAYS!

No ind ustr y consens us exists for an y of those qu estions, which is
not sur prising, considering the di versity of cost structures and manage­
rial goa ls wi thin the industr y. What is more sur prising is the lack of
attention to the following three fundam ental issues.

Financial policies. Utilities have made hay wi th heavy use of debt,
slow plant depreciation, deferred expenses, little working capi tal and a
high po rtion of earn ings paid as di vidends. Companies in compe titive
i.nd us tries that want to surv ive from cycle to cycle avoid such po licies.
Some ut ilities have begun to read just their polic ies, gradua lly, but man y
more appear to be putting off action in the hope that compe tition comes
later rath er than sooner.

System operations. The electricity supply industr y operates as a
network sys tem. To run efficiently and reliably, the network requires
rul es of the road, incen tives for those who provide the services to do the
best possible job, and penalties with teeth for those who do not meet
their obliga tions. So far, neither regul ators nor ut ility managers seem to
regard the sys tem's transmission and network ope rations as real busi­
nesses that could function well in a mark et. The result of this atti tude
m ight be a less reliable sys tem becau se it lacks the means to pay market
prices need ed to enco urage firms to make investm ents in the sys tem.
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Better regulation. Regulation might diminish over time, but it will
not go away. Existing rat e-of-return regulation in the United States pr o­
vide s littl e incentive for more efficient ope ration. Price-cap regulation
incites man agement to cut cos ts, but possibl y corners as well. The sys­
tem d oes n ot provid e price si gna ls to consumers in a wa y that
enco urages societal efficiency other than by accid ent. The mi xed system
of competitive and regulated markets, as con templated, may send incor­
rect sig na ls to industr y participants as well.

FEARLESS FORECASTS

A decadeIrom 11OW. consumers toil! continue to blly electricity and naiu­
1'11 / gllS, bu! the scllcr« u.ilt lcok. as d!Oi' rel/t [rom today's utilities liS the IIIII/l

does [ ron: the gel/eml store.
Energy sup pliers - no t gas or electric utilit ies-will se ll energy and

re la ted services, aide d by sop histica ted communications and control
system s. Energy firm s will have separa ted regul ated from unregulated
ope ra tions, spinning off or selling un wanted assets.

The ownership of ene rgy suppliers will shift as fed eral laws that
lim it ow nership are repealed . Co ntrol groups will take over and refocus
the utilities. Ind ividual investors will concentrate on ownersh ip of the
di strib ution and tran smi ssion en tities, wh ich retain the sa fety character­
ist ics of the old ut ilities.

The di stinction between utility and nonutility genera tion will end .
Gene ra tors of all kinds will require deep pockets, sophisticated knowl­
edge of markets and a willingness to take risks.

Each of the componen t parts of the industry will put int o place
appropria te-and di fferent-financial policies and risk-management
proced u res ap propriate to their circums tances .

Utilities that have built up opera tions all over the world will ratio­
nal ize th ose holdings, crea te cohe ren t regi on al o rg an iza tio ns, and
unload the failed investment s made at a time wh en go ing international
was the rag e.
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WHO WINS?

By 2007, electricity will cons titute a component of a larger energy
and utility services industry that sells electricity, natural gas and possi­
bly water, propane and telecommunications. Cu stom ized serv ice will
meet the needs of consumers of all sizes. The dominant firm in the in­
dustry, the virtual utility, ma y look more like a financial organ ization or
a ma ss marketer than the traditional converter of raw material to en­
ergy . Emphas is on market-based pricing should lead to more efficient
use of resources.

If the process works right, the consumer wins .
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