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I. INTRODUCTION OF COMPETITION IN ELECTRICITY 

Texas introduced wholesale competition in electricity in 1995 
and retail competition in 2002, but the development of 
competition has not been uniform across the state. Texas is a 
part of three different electric networks. Small areas of Texas are 
in the Eastern and Western Interconnections, which are large 
multistate transmission networks that send power across state 
boundaries. In these areas, the wholesale market is regulated by 
the Federal Energy Regulatory Commission (FERC), and state 
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regulatory commissions regulate the retail sale of electricity. 
Most of Texas is in an intrastate network, the Electric Reliability 
Council of Texas (ERCOT). In this area, the Public Utility 
Commission of Texas (PUC) regulates both wholesale and retail 
sales of electricity. Texas has had an advantage over other areas 
of the country in implementing competition in ERCOT because 
the PUC is responsible for both the retail and wholesale markets. 
In the Texas areas outside of ERCOT, retail competition has been 
delayed for a number of reasons including the lack of progress in 
developing wholesale-market institutions to assure 
nondiscriminatory open access to the transmission system. 

Texas introduced competition in the sale of electricity under 
amendments to the Texas Public Utility Regulatory Act, enacted 
for the wholesale market in 1995 and for the retail market in 
1999.1 In 1996, the PUC adopted wholesale open-access rules for 
the intrastate market around the same time that FERC adopted 
open-access rules for the interstate wholesale market.2 In 
addition to opening the transmission network to allow existing 
electricity producers to deliver power to remote utilities, 
wholesale competition allowed independent power producers to 
enter the market. The PUC also directed the establishment of an 
independent system operator to help ensure nondiscriminatory 
access.3 The key elements of retail competition included 
eliminating most price regulation,4 requiring an independent 
organization to manage the transmission network5 and requiring 
integrated utilities to unbundle into generation, delivery, and 
retail sales functions.6 The generation and retail sales functions 
were opened to competition, and the delivery function continued 
to be regulated. 

                                                        

 1. TEX. UTIL. CODE ANN. §§ 11.001–64.158 (Vernon 1998 & Supp. 2005). 
 2. Compare Recovery of Stranded Costs by Public Utilities and Transmitting 
Utilities, 61 Fed. Reg. 21,540 (Apr. 24, 1996) (codified at 18 C.F.R. pts. 35 & 385) 
[hereinafter FERC Order 888], and Open Access Same-Time Information System 
(Formerly Real-Time Information Networks) and Standards of Conduct, 61 Fed. Reg. 
21,737 (May 10, 1996) (codified at 18 C.F.R. pt. 37) [hereinafter FERC Order 889], with 16 
TEX. ADMIN. CODE §§ 25.191–.198 (2005) (original version at 16 TEX. ADMIN. CODE §§ 
23.67–.70) (requiring electric utilities in Texas to provide open-access transmission 
service on the same terms under which they use the transmission system themselves). 

 3. 16 TEX. ADMIN. CODE §§ 25.191–.198 (2005) (original version at 16 TEX. ADMIN. 
CODE §§ 23.67–.70) (calling for the establishment of the nation’s first independent system 
operator to separately administer the utility wholesale transmission function). 

 4. 16 TEX. ADMIN. CODE § 25.192 (2005). 
 5. 16 TEX. ADMIN. CODE § 25.196 (2005). 
 6. 16 TEX. ADMIN. CODE § 25.191 (2005). 
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II. STRUCTURAL CHANGES IN THE TEXAS ELECTRICITY INDUSTRY 

In ERCOT, the introduction of wholesale open access and 
the anticipated initiation of retail competition resulted in 
significant structural changes in the industry. New, independent 
generators entered the market and significant transmission 
capacity was installed. Since 1995, roughly 28,000 MW of new 
generation capacity was built in ERCOT, mostly efficient 
combined-cycle capacity fueled by natural gas.7 The new 
generation in the region resulted in an increase in the diversity 
of production facilities ownership. The transmission additions 
over this period cost roughly two billion dollars according to 
ERCOT.8 This transmission capacity allowed new generators to 
deliver power to customers and reduced regional and local 
transmission constraints that would have otherwise limited 
competition. Around the time retail competition began, ERCOT 
started operating short-term markets for reliability-related 
services, namely, balancing energy, regulation, and reserves, and 
began using competitive energy bids to manage transmission 
congestion. 

III. PERCEIVED OBSTACLES TO EFFICIENT  
COMPETITION IN ELECTRICITY 

There was a perception that discrimination on the part of 
transmission providers was an important obstacle to efficiency in 
new competitive electricity markets. Most large transmission 
providers in ERCOT were also electric energy producers that sold 
power both at wholesale and retail, and the perception was that 
they had opportunity and motive to discriminate against other 
producers in order to maximize the value of their production and 
sales businesses. Both the Texas PUC and FERC addressed this 
issue in reforming the wholesale market by requiring a 
functional separation of the transmission operation from the 
wholesale marketing operation and by adopting codes of conduct 
and detailed tariffs or rules, including detailed terms and 
conditions for transmission service.9 

The legislation enacted in Texas in 1999 to introduce retail 
                                                        

 7. TEX. PUB. UTIL. COMM’N, REPORT TO THE 79TH TEXAS LEGISLATURE: SCOPE OF 

COMPETITION IN ELECTRIC MARKETS IN TEXAS 50 (Jan. 2005), available at 
http://www.puc.state.tx.us/electric/reports/index.cfm (last visited Aug. 20, 2005). 

 8. Id. 

 9. Promoting Wholesale Competition Through Open Access Non-discriminatory 
Transmission Service by Public Utilities, 61 Fed. Reg. 21,540 (May 10, 1996); 21 Tex. Reg. 
1397 (codified at 16 TEX. ADMIN. CODE § 23.67 (1996); 21 Tex. Reg. 3343 (1996) (codified 
at 16 TEX. ADMIN. CODE § 23.70). 
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competition addressed perceived obstacles to efficient market 
operation: discrimination and market power. The legislation 
included numerous provisions addressing these issues. 

Section 39.051 requires the separation of the regulated 
utility (transmission and distribution functions) from customer 
service activities, and the separation of the utility into 
generation, retail sales, and delivery functions.10 Section 39.105 
prohibits a transmission and distribution utility from buying or 
selling electric power.11 Section 39.151 requires the establishment 
of an independent organization to carry out key functions: 
transmission access, reliability, and wholesale settlement.12 
Section 39.152 establishes criteria for the competitiveness of a 
wholesale market or power region, including the number of 
utilities in the region, the existence of nondiscriminatory tariffs, 
and a limit on generation market share.13 Section 39.153 requires 
some utilities that own generation facilities and their successors 
to auction capacity from these facilities.14 Section 39.154 
establishes a limit on generation market share.15 Section 39.155 
requires the PUC to conduct assessments of market power in the 
generation market and requires ERCOT to submit reports on 
transmission needs to the PUC.16 Section 39.156 requires utilities 
that exceed the limit on generation market share to submit a 
market-power mitigation plan for PUC approval.17 Section 39.157 
defines market power abuses and gives the PUC the authority to 
monitor market power, require reasonable mitigation for abuses, 
and adopt a code of conduct for the retail market. Many of the 
activities that are defined as market power abuses involve the 
regulated utility’s use of its resources to advance the interests of 
its competitive affiliates.18 Section 39.158 requires the owner of 
generation facilities to obtain PUC approval for a merger with 
another owner of generation facilities.19 Section 39.201 
establishes PUC authority to prescribe transmission and 
distribution rates for the competitive market.20 Section 39.203 
requires utilities to provide open-access transmission and 

                                                        

 10. TEX. UTIL. CODE ANN. § 39.051 (Vernon 2005). 
 11. Id. § 39.105. 

 12. Id. § 39.151. 

 13. Id. § 39.152. 

 14. Id. § 39.153. 

 15. Id. § 39.154. 

 16. Id. § 39.155. 

 17. Id. § 39.156. 

 18. Id. § 39.157. 

 19. Id. § 39.158. 

 20. Id. § 39.201. 
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distribution service in the competitive market at terms approved 
by the PUC.21 

Even before the legislation was enacted, stakeholders began 
meeting to design a wholesale market that would support 
competition at the retail level. The market design that was 
adopted incorporated features of wholesale markets in other 
states where retail competition had already begun. These new 
features of the Texas market included a balancing energy 
market, ancillary services markets, and the use of competitive 
energy bids to manage transmission congestion. A major 
operational change in Texas consolidated ten control areas into a 
single control area operated by an independent organization, 
ERCOT. The new wholesale market design was implemented 
during the summer of 2001, and retail competition began in 
January 2002. 

IV. MARKET MONITORING AND DEVELOPMENT 

After the enactment of the 1999 retail competition 
legislation, it was clear that there was a potential for serious 
problems in the operation of electricity markets. The most 
notorious circumstances were the 2000 and 2001 problems in the 
California electricity and natural gas markets. In anticipation of 
retail competition, stakeholders participating in the development 
of revised wholesale market rules for the ERCOT region 
recognized the need for a market monitor and expressed a 
preference for the ERCOT market monitor to be part of the PUC, 
rather than part of the ERCOT organization. In 2000, the PUC 
created a Market Oversight Division (MOD) which has been 
active in monitoring market activity, reviewing market design, 
and identifying questionable activities on the part of market 
participants. The PUC recently reorganized its electricity 
functions and the MOD is now the Wholesale Market Oversight 
Section of the Electric Industry Oversight Division. In addition to 
the PUC personnel within the market oversight organization, the 
PUC has contracted with Potomac Economics to provide 
expertise in monitoring the market and assessing issues relating 
to market structure, conduct, and design. 

The initial market design did not assign market participants 
direct responsibility for congestion costs. Rather, ERCOT 
deployed balancing energy as needed to resolve congestion, and 
the cost of congestion-related balancing energy was assigned to 

                                                        

 21. Id. § 39.203. 
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all market participants based on their share of the market.22 
Because the PUC was concerned about the fairness and efficiency 
of this design feature, it established a cost threshold for revising 
the market design. The PUC required that if interzonal 
congestion costs of $20 million were recorded, such costs would 
be directly assigned to the market participants that scheduled 
load and generation in a way that resulted in congestion. During 
August 2001, the first month of market operation, interzonal 
congestion charges were $137 million. 

In February 2002, new congestion-management rules were 
implemented to assign interzonal congestion costs directly to 
market participants, and Transmission Congestion Rights were 
introduced to allow market participants to hedge their zonal 
congestion charges. Interzonal congestion charges for the six and 
one half months preceding this rule change were $165 million 
compared to only $22.6 million for the remainder of 2002. 
Initially, there were three congestion zones. In 2002 a fourth 
zone was added, and in 2004 a fifth zone.23 

One of the recent major developments in the ERCOT 
wholesale market has been the adoption of a rule by the Texas 
PUC that may lead to the implementation of nodal pricing24 to 
manage congestion in place of the current zonal market design. 
In a nodal market, power is priced at many points, and, in 
particular, each generating plant is a point at which power is 
priced. When it approved the original wholesale market design, 
the PUC recognized the potential for significant costs in 
managing intrazonal congestion. Just as it did in the case of 
interzonal congestion, the PUC established a threshold for 
intrazonal congestion costs, and it required the implementation 
of measures to directly assign intrazonal congestion costs if they 
exceeded the threshold.25 The threshold was exceeded in 2003, 
but extensive stakeholder discussions to develop a mechanism for 
                                                        

 22. The balancing-energy market is the mechanism by which electricity providers 
secure the extra increments of energy they will need above and beyond the energy they 
already have contracted for from generators under a mix of long-, medium- and short-
term deals to precisely match their customers' total needs. 
 23. PUB. UTIL. COMM’N OF TEX., REPORT TO THE 78TH TEXAS LEGISLATURE: SCOPE OF 

COMPETITION IN ELECTRIC MARKETS IN TEXAS 49 (Jan. 2003), available at 
http://www.puc.state.tx.us/electric/reports/scope/archive.cfm; POTOMAC ECONOMICS, LTD., 
2004 STATE OF THE MARKET REPORT FOR THE ERCOT WHOLESALE ELECTRICITY MARKETS 

123 (Jul. 2005), available at http://www.puc.state.tx.us/wmo/documents/index.cfm. 
 24. “Definition of Zonal and Nodal Prices (1) Nodal: Each point has it’s own energy 
price, Zonal: one energy price across a large area.” PUB. UTIL. COMM’N OF TEX., MARKET 
OVERSIGHT DIVISION, PUCT ERCOT ZONAL MARKET IN THEORY AND PRACTICE (Dec. 10, 
2004), available at http://www.puc.state.tx.us/electric/projects/28500/zonal_t&p.ppt (last 
visited Aug. 20, 2005). 
 25. Id. 
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direct assignment of the intrazonal congestion costs were not 
fruitful. As a result, in 2004, the PUC adopted a rule requiring 
the implementation of nodal pricing for energy resources.26 This 
market change is expected to reduce congestion costs by 
enforcing more disciplined scheduling and a more efficient 
dispatch. Other market design changes are likely to be adopted 
in connection with nodal pricing, such as an integrated day-
ahead energy market which is expected to improve the efficiency 
of unit commitment decisions. 

The rule that the PUC adopted requires ERCOT to 
commission a cost-benefit study of the design changes. While the 
PUC expected that the benefits would exceed the costs, it 
concluded that a rigorous cost-benefit study should be conducted 
before the new market design is implemented. The PUC reviewed 
the results of the cost-benefit study and the details of the design 
change that have been developed in a stakeholder process before 
making a final decision on a new design. Originally, it was 
expected that the new market would be implemented in late 
2006. However, that timeline is no longer realistic, and the PUC 
has adopted a new date, January 2009, for implementing the 
nodal design. 

V. CONDUCT RULES 

In January 2004, the PUC adopted a rule that prescribes 
detailed standards of conduct for participants in the ERCOT 
wholesale market.27 Similar standards have been adopted by 
FERC as a part of the tariffs of companies authorized to sell 
electricity at market-based rates. The PUC rule (1) requires that 
bids for energy and ancillary services be from resources that are 
available and capable of performing within the feasible operating 
limits of the resources, (2) requires that information provided to 
market publications and publishers of market indices for the 
computation of an industry price index be true, accurate, and 
reasonably complete, (3) prohibits providing false or misleading 
information and omitting material information in any 
communication with ERCOT or the PUC, (4) prohibits a market 
participant from scheduling, operating, or dispatching its 
generating units in a way that creates artificial congestion, (5) 
prohibits market participants from executing pre-arranged 
offsetting trades of the same product among the same parties 

                                                        

 26. 16 TEX. ADMIN. CODE § 25.501(f) (2005) (explaining the rules and requirements 
of the Electric Reliability Council of Texas). 
 27. Id. § 25.503. 
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when the trades involve no economic risk, (6) prohibits 
misrepresentation of a market participant’s financial condition, 
(7) prohibits colluding with other market participants to 
manipulate the price or supply of power, allocate territories, 
customers or products, or otherwise unlawfully restrain 
competition, and (8) prohibits both the economic and physical 
withholding of production by a market participant who has 
market power.28 The PUC’s decision to adopt these rules has been 
challenged and a petition for judicial review is pending.29 

The PUC, in a separate proceeding, also adopted price-
mitigation measures for the energy and capacity markets30 
administered by ERCOT.31 These include three measures. First, a 
requirement that the identity of market participants who bid in 
excess of $300 per megawatt-hour (MWh) in an ERCOT market 
be disclosed. Second, a process for considering generating units 
for reliability-must run status if the owner intends to suspend 
operations of the unit, (and continuation of a $1,000 per mwh 
offer cap that was previously included in the ERCOT Protocols 
under a PUC order.)32 Finally, a Modified Competitive Solution 
Method (MCSM) to prevent generators from receiving windfall 
revenues from hockey-stick bids in the balancing-energy 
market.33 The MCSM is implemented when the bid stack is 
entirely exhausted in any interval.34 It precludes a hockey-stick 
bid from setting the market price by establishing a lower market 
price, at the price level at which ninety-five percent of the bid 
stack is exhausted, for market participants who bid below that 
level.35 Market participants bidding above that level are paid as 
bid.36 

In addition, the PUC adopted a rule in July 2003 that 
requires power generators and power marketers to file quarterly 

                                                        

 28. Id. 

 29. TXU Generation Co. v. Pub. Util. Comm’n, 165 S.W.3d 821 (Tex. App.—Austin 
2005, writ granted). 
 30. Many independent system operators or regional transmission operators conduct 
short-term markets for electric energy and capacity to ensure that the electric supply 
matches the demand, which is necessary for reliable service. These markets are bid-based 
markets in which producers of power offer to sell power and consumers of power offer to 
reduce their demand and the system operator buys power to meet aggregate system 
demand. Thus, the prices in these markets are based on supply and demand. 
 31. 16 TEX. ADMIN. CODE § 25.502 (2005) (Substantive Rules Applicable to 
Electrical Service Providers-Pricing Safeguards). 
 32. Id. 

 33. Id. 

 34. Id. 

 35. Id. 

 36. Id. 
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confidential reports of the prices and terms at which they have 
sold power in the wholesale market in Texas. FERC has adopted 
similar reporting requirements. 

VI. MARKET MONITORING 

A market monitoring organization has a number of features 
that distinguish it from a court in redressing anticompetitive 
conduct. In particular, it consists of a technically adept staff 
whose job is detecting and investigating problems in the market. 
Such an organization also typically has a broad scope of 
activities. It is concerned with market structure, market power, 
flaws in market design, and other practices that may produce a 
result different from the results that would be expected in a 
competitive market. Especially in electric markets, reliability is a 
serious concern of the market monitor. The markets that ERCOT 
operates are real-time, reliability-related markets. The balancing 
energy market is an essential element in balancing real-time 
supply and demand, and the regulation and reserve markets37 are 
needed to address the normal variations in production and load 
and the contingencies of operating an electrical system. In 
contrast, courts that are called on to address anticompetitive 
conduct in electric markets are not likely to have the same 
technical expertise at their disposal or a scope that includes 
reliability concerns. One of the other challenges for the courts 
will be to apply established principles of antitrust law to an area 
where there has been little court involvement in the past because 
of such doctrines as State Action and the Filed Tariff. 

At the Texas PUC, the focus of the market oversight function 
has been on market problems and how they can be remedied, not 
on the damages that individual market participants have 
experienced. Historically, the remedy for customers who have 
been injured by the malfeasance of a utility has been to require 
that the utility provide the customer the benefit of the approved 
tariff. This remedy has little application in a competitive realm 
because the terms of sales in the competitive wholesale market 
are established by contract, not by tariffs. Remedies are available 
in the courts for breach of contract and private rights of action 
with adequate remedies are available to individuals injured by 
anticompetitive conduct under the antitrust laws. However, 

                                                        

 37. Regulation is a generation service that provides second-by-second adjustments 
in output to facilitate the matching of supply and demand. Reserves are a service 
provided by either a generator to increase output or an electric consumer to reduce 
demand in order to match supply and demand, usually to deal with unexpected 
production or delivery problems or unexpectedly high demand. 
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concerns about judicial remedies include the ability of the courts 
to understand the technical complexities of electric markets and 
how competition may change the analysis of antitrust issues, and 
the resources required for a private litigant to obtain information 
and prosecute a legal action. 

One area of concern for addressing market power and 
market manipulation in the Texas intrastate market is that the 
available remedies may not be adequate. Until recently the PUC 
could assess administrative penalties of $5,000 per violation per 
day. The PUC issued a report to the Texas Legislature 
recommending that the maximum penalty be raised to $25,000 
and that the PUC be authorized to order refunds for revenues 
that a market participant receives through market power abuse.38 
The PUC’s concern was that the current maximum penalty and 
the lack of explicit authority to order refunds might be 
inadequate to deter abuses. Senate Bill 408 increased the 
maximum penalty amount to $25,000 per day per violation.39 

There appears to be a role in addressing anticompetitive 
practices in wholesale electric markets for both market oversight 
and judicial action. The market oversight activities, whether 
conducted by a regulatory agency or an arm of the market 
operator, bring significant technical capability to the task and 
can focus on market design, structural changes, and conduct 
rules that will enhance the efficiency of the market. On the other 
hand, courts are probably better suited for addressing practices 
that may violate established antitrust rules, and can provide 
relief that will make injured parties whole for losses they have 
incurred. 

                                                        

 38. TEX. PUB. UTIL. COMM’N, supra note 7, at 75 (commenting on the potential abuse 
of the energy market and the penalties that should be instituted by the Legislature). 
 39. Tex. S.B. 408, 79th Leg., R.S. (2005) (codified in TEX. UTIL. CODE. ANN. § 
15.023). 
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