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Power Deregulation:
Blessing or Curse

Gary Tayior
Assistant Professor
of Enonomics

The plight of Califormia has been 3 topic of
much discussion in the last few weeks, The
probiems there have become almost synonymous
with the evils of market deregulation, g this
comparisoan justifisd? Was the California power
marked fruly deregulated or is the current situation a
result of excessive govemment intervention? A
clear undersianding of the situstion thal sxists in
Califormnia is necessary o make an informed
decision regarding the fulure of powsr deregulation
in other parts of the U.S.

The California Situsgtion

The problem iy Californis was bom in 1888
whar the state legislature enacled a reguiatory plan
that partally deregulated the price of eleciricty.
This process aliowed consumers acoess 1 power
from ot of grea, and out of stale, suppliers. This
policy change was forced by s demand increase of
30% over the last ten years while supply only
ncreased 6%. During this sams time penod
consumerd snvirenmantalist activism prevented the
building of any new powsr generating facilities,
These groups of activists were dubbed BANANAS ~
- Build Absolutely Nothing Anywhere Near Anyone -
- by former Delaware Governor Pete du Pont

This ncrease in competition should, in
theory, drive prices down. The problem is that
whide wholesaie electnialy prices were gliowed v
fuctuate, consumer prices were frozen. This
megrnt that while the producers of electricity were
shiowed to pass along the increases in thelr costs of
production, the prices that utilities wers allowed {0
(Continued an p.2)

South Dakota's
Hog Market

Baithew A. Disrsen
Assistant Professor
& Extension Specialist

Producers, lenders, and others have
expressed interest in the future profitability of hogs
and in markeling Bsues such as basis and hedging
effectiveness. I this Commnenialor, a couple of
issues related o South Dakota’s hog market are
examined. Raizing hogs and pigs is generally
South Dakota's second largest Hvesiock enterprise
based on sales revenue, fagging behind raising
besf cattle. The number of fanms producing hogs
has deciined i recent years, but South Dakota
ranked 117 among U.S. states in hog inventory and
ranked 12 in pig crop size in 2000

Deapite g decling in the number of sows in
South Dakota, the number of hogs marketed has
increased. The pig crop declined, but inshipments,
presumably of feedsr pigs, have made up the
difference as shown in Figure 1. The ability to use
evisting facilities and relatively inexpensive feed are
potential causes. An industry-wide trend foward
specialization B perhaps ancther factor explaining
the rend. Is there room for growth in South
Dakota’s hog markets? Recent growth from
inghiprnents of feeder pigs implies that South
Dakota may have s comparative advantage where
finishing hogs is concemed. Feed gost should be
redatively low, as the price of com is typically the
fowest iy the UE. along the 128 corridor in South
Dakots,

Anpther issue s hasis, the difference
betwesn cash and futunes prices. Basis iz
important because it determines how the fulures
prices should be adjusted for planning purposss
and for comparing futures and options with any
{Continued o 1.3}
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charge consumers were frozen for sik years, This
faw was wiilten &t a tims when generation costs for
slectriclty ware decreasing. The unforseen
mereases in the costs of producing elstirioily could
nat be recouped by the utliity companies, forcing
them to the verge of bankruptoy. State rules forced
companies © buy power at $.15 0 51.00 per
kitowatt hour it retall prices were capped gt 3.087
per kilowalt hour, {Taylor

The Theory of Dereguiation

In most cases the local power company
gperates in 3 monopoly sifustion. 8ince they are
the only supplier of slectricity, the ususl market
rRSpONSE 1% 10 produce less than the optimal
amount of eleciricky and charge a price higher than
the fres marke! equilibrium. This misgliocation of
resources and transter of consumer surplus o
producers arg the usual reasons for reguiation,
The job of the regulatory body is o iry fo balance
the interssis of the consumer {low prices, product
vanety, and quality of service), while still
maintaining the sconamic viability of the producer,
{Fisher and Dombusch} in order 1o satisfy these
inferests some guidelines should be followed. First,
marginal oost pricing should be followed as closely
a% possible. Second, the pricing and service
requirements should allow the uliity to oblain s
normal”’ rate of retum on the capiial € has
invested, Finally, power should be produced in an
gfficient manner. This rate of rstum should be
approximately what could be eamead by investing
the capital in the next most alfractive altermnative. A
competitive rate of retum is necessary {o sllow
producers fo update generating faciliies and lines
and mantain a reasonable retum o thelr investons.

History shows that deregulation of a market
attows the influx of new competitors who see an
opportunity {0 reap profits and introduce 3 sondition
where the forces of supply and demand determing
prices. As supplies increase, wices wre driven
down and as consumer demand Increases, prices
inoreass. Such an increase in compstifion wil
force utdities (o become more efficlent producers
and reducs the prices customers pay. Fresing the
market in Califorma would have inftially resulted in
increased consumst prices hut i would have also
trought congumesr demand closer o actual
supples, encouraging conservation measures amd
new sonstruction of powsr plants. As new
padicipants enter the market, prices would have
gone down snd consumers would have gained new
choices for their powsr supply. The partisl

deregulation plan that was pursued in California
rasulied in detedorating service and rofing
blackouts, and has caused severe economic
hardship o both businessss and privale individuals.

Lessons for the Fulure

As we inok at the problem of deregulation
and its effect on markets, there are some lessons
to be lsamed. The resulls of the partial
dereguiation in California should be no surprise.
We have seen the sams resulls in the formsr
Sovist Union. Maintaining price confrals in the
domestic market while paying fres marked prices for
goods and resources needed for production and
consumption drove the USSR into bankrupicy. Wa
are seaing the same situation being replayed in
Califormia. Paying high prices for inpuis and having
outirst prices capped I8 a recips for fallure. The
second thing 1o be leamed here is that giving
consumers what they want may be politically
gxpadient in the shor run, but may be very costly in
the long run. Consumers in Californda have
demandad cheap slactriclty. However, af some
point the bills for providing cheap power will come
dus. The laws of sconomios cannot be suspsnded,
Ws are sesing the resulls now. Consumers are
facing disruptions in power suppiies as well as a
future of higher power prices as the siale bails out
the floundering utility companies. The final lesson
from this procsss is 10 take the ime 10 thoroughly
examine a problem before proposing a solution and
sxaming both the intended and unintended resulls
of the policy. The sxiemablies created must also
be accourted for. The intendsd result of the law,
ow power prces for consumers, was achisved,
However, the unintended results, Wiliies on the
verge of bankruptey and lack of generation
faciities, were not anticipated. This dossn’t mean
that dereguiation will not work; # just needs 1o be
carsfully svaluated on 3 0ase by case basis.

Dueg to different resourss allocations,
managerial abiliies, and consumer needs, what
fails in ane stuation may be a great success
somewhere aise. Adequate study and analysis
grior o implementation i3 much easier than ving
1o sodve a praventable problem iater. The problems
facing California should not deter other siates,
including South Dakola, from pursuing
deregulation. There are aizn examples of
successful wiility deregulation. Pennsylvanis s &
good sxample. By buly dereguisting the slecticity
market i that siate, consumers have been the
reciptents of lower prices and bedter sevice,
Marksts that ars allowsd o work freely do a belter






job of glincating resources and discovering prices
than regulated ones. The key is to allow them
sufficient freedom and time 1o achieve a stable
gouifibrium and 1o alfow consumers o make
informed decigions regarding their purchases.

Sources
Fischer, Stantey and Dombusch, Rudiger. Economics,
oGrawHit, 1883 0 272

Taylor, Jarry. "California’s Burn-out”. National Review
Cnline, February 7, 2001,
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{S¥s Hog Market | continued fram p. 1}

forward prices. The difference between cash prices
can alse be compared, giving a location basis. The
waekly average price for market hogs in Sioux
Falls, reported by UBDA-AMS, was compared o
the CME Lean Hog index on expiration dates from
1887 to 2000, For months without & contract, the
index value was from the 10" business day of the
month, the day fulures confracts typically sxpire.
As shown in Table 1, the basis in Sioux Falls was
usually negative, but ranged from -87.27 1o §4.22.
A basis fevel of -§2.00 implies that for any obesived
futures price, the implied Sioux Falls’ cash price s
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obtained by sublracting $2.00, then converting (o a
cash price by multiplying the resulf by 0.74. [The
ndex is on a dressed basis gnd the dressing
parceniags for dcher hogs is about 74 pereent of
fts Bve weaight).

Sales revenus from hogs in South Dskota
chimbed back o around 3280 million in 2000, What
Hat means in terms of fulure profitability is difficult
o assess, given the equity-draining prices of late
1998, The prospects seem 1o raise as many
questions as anewers”  However, given the move
toward year-round, continucus operations, there is
possibly g niche 10 explioit given the continued
seasonal demand fluctuation {and higher prices) for
pork.

T USDA-NASS armuslly repurts numibers such a3 inghipments,
farm siaughter, and deaths in the Meaf dnimals Production,
Disposition, and incoms repost,

“For 2 rocre didatled discussion see Disrsen, MA. Soufh
Dakosta’s Hog Markst: Developmsnts and Prospscis.
Economics Staff Paper 2001-2, Eoonomics Department South
Dahola Siate University, Brookings, South Dakota, March
2001,

1995 199¢ 1997

Source: USDA-MNASS

Figure 1. South Dalksia marketable bogs by vesr
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Table 1. Basis at Expiration for Sioux Fall' Cash sad CME LH lodex

Year Jan  Feb Mar Apr May Jun  Jul  Aug Sep  Cet  Nov  Dec
($/owt, lean)

1997 211 <581 168 031 <192 727 317 422 230 540 421 374

1998 083 -2.87 420 423 -389 462 363 -342 009 252 034 721

1999 -3.73 -371 -1.95 237 -328 420 383 513 312 083 157 188

2000 -243 340 060 043 236 312 446 -38% -1.01 -1.55 082 126

Note: Cash is lean equivalent of UK. 1-2, 230-250# slaughter barrows and gilts price.
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