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Reply Comments of the California Manufacturers &

Technology Association and California Large Energy

Consumers Association on the Energy Division

Capacity Markets White PapeR

In accordance with the schedule established in the “Chief Administrative Law Judge’s Ruling Providing Notice of Availability of Staff Capacity Markets White Paper and Providing for Comments,” issued August 25, the California Manufacturers & Technology Association (CMTA) and California Large Energy Consumers Association (CLECA) submit these reply comments. Industrial customers understand that both existing and new entrants in the generation field must have a reasonable opportunity to recover all their costs plus earn a return in order to finance or operate a plant.  We also recognize that the current set of regulatory rules and market structure are not sufficiently evolved to ensure that all suppliers have the necessary incentives to maintain or expand production.  It could well be that some form of capacity market may encourage new investment in generation at the lowest possible cost to ratepayers.  However, in reviewing the opening comments of the various parties, we are struck by how extreme the pendulum shift has been in just a few short years, from a market structure with no resource adequacy requirements to what appears to us to be “reliability at any cost.”

Manufacturers in California already pay among the highest electric rates in the nation.  After reviewing the comments submitted on the Energy Division’s Capacity Markets White Paper, CMTA and CLECA find themselves in agreement with the other customer representatives such as the Office of Ratepayer Advocates (ORA) and The Utility Reform Network (TURN) who argue that the benefits of capacity markets are at this stage primarily theoretical in nature, and that no specific capacity market design has yet been demonstrated to provide the necessary incentives for future capacity additions at the least cost to ratepayers.

More Time Is Needed To Get It Right

We endorse the “Don’t Rush to Judgment” exhortation made by TURN in its opening comments.
  While we remain open to further consideration of the recommendations contained in the White Paper (WP), at this point in time we are convinced that a more complete examination of the various alternatives is warranted.  As described more fully in the appendices to the ISO’s comments, these alternatives include monthly, annual, or longer-term capacity markets as well as an “energy-only” structure.

The ISO is not the only other stakeholder to urge a more thoughtful examination of the alternatives. Morgan Stanley Capital Group (MSCG), based upon its experience in Eastern markets, also urges the Commission to consider alternatives before moving forward with the WP’s recommendations.  MSCG points out that that there is still little evidence that that capacity markets will fix problems caused by capped energy market prices, and urges caution lest the proposed cure exacerbate the problems.



ORA points out that the WP “recognizes that the New York, PJM and New England market designs are in various stages of development and describes each of their designs, but does not recognize or reflect upon the contentious issues that are currently under consideration by the FERC for the New England market.”
  CMTA and CLECA are in agreement with this observation, having witnessed second-hand some of the battles that industrial organizations in the East have waged concerning the introduction of the LICAP market.  We also understand that there has been considerable controversy regarding changes to  the PJM capacity market as well.

While we agree with TURN’s recommendation that the Commission put the development of a formal capacity market on a slower track, we are mystified by, and not at all in agreement with, its principal recommendation that the Commission “immediately extend the current RA capacity requirement out to five years in advance.”
  We note that New England specifically decided against requiring multi-year capacity commitments and, in PJM, the commitments are being made by the ISO, not the LSEs.  We acknowledge that there are benefits for both suppliers and customers associated with forward contracting.  To that end, we supported the provisions of AB 57, which explicitly provided guaranteed cost recovery to the utilities for implementing long-term procurement plans.  However, before layering another level of costs onto customers by implementing a multi-year RAR requirement, or by replacing RAR entirely with capacity markets, as suggested by Southern California Edison, there should be some opportunity to determine how existing procurement and resource adequacy initiatives will work in tandem.

ORA lists a number of specific measures that could influence whether a capacity market is really needed including, but not limited to, the Commission’s long-term procurement process, finalizing resource adequacy requirements, implementation of MRTU, prospective increases in energy price caps and implementation of demand-side programs.
  CMTA and CLECA generally agree with this observation and encourage the Commission to take the time necessary to better understand these potential interactions.  If, after all these changes are made, it is determined that additional measures are needed to spur new development, there are several alternatives that have been put forward by parties in their opening comments that should be evaluated to determine which may best fill the gap.  These alternatives include both short-term and long-term capacity markets, longer term resource adequacy requirements and an energy-only market.  By taking such a measured approach to evaluate the various alternatives, there will be greater confidence that the approach ultimately adopted is the most cost-effective.

Do Capacity Markets Work?

There’s a famous quote attributed to Jan L.A. van de Snepscheut (among others), “in theory, theory and practice are the same, in practice, they are different.” The range of opinions expressed in the opening round of comments leaves us with the impression that while centralized capacity markets may be good in theory, there is still a lot of disagreement about how good they are in practice.  At one end of the spectrum, Constellation supports the WP, arguing that “Staff’s conclusions that implementation of well-structured capacity markets are the right administrative response to address the blunting of price signals caused by mitigation measures are fundamentally sound and accurate.”
  Williams expresses more qualified support, suggesting that “the demand curve approach recommended by Staff must be given serious attention and appears to be the best near-term alternative to create the structures that are necessary to support the bilateral market to sustain existing generation and to create a stable platform that will inform and support new investment until a competitive market solution is developed.”
  But ORA gets to the heart of the matter when it points out that in “jurisdictions with central capacity markets there is no empirical evidence that they result in new capacity.”
 

Before we can even have the debate over whether capacity markets offer the most economically efficient way to stimulate investment in new generation, greater attention needs to be paid to the fact that capacity markets have not produced new generation elsewhere.  In fact, the papers by Scott M. Harvey and John D. Chandley offered as Attachments 1 and 2 to the ISO’s comments detail a rather instructive litany of problems that have surfaced in ICAP markets.  These papers describe the history of how eastern ISOs have been forced to continue to tinker with the market design in order to resolve those problems, ultimately leading to proposals to substantially change the ICAP systems in PJM and New England, which we note have not yet been approved by FERC.  CMTA and CLECA suggest that California will be better off if we leave the theoretical vs. practical debates to be played out in the East, while we continue to work out the details of Resource Adequacy Requirements (RAR) imposed on LSEs. 

Near-Term Grid Reliability

Although we are not convinced that either short-term or long-term capacity markets provide the desired benefits of stimulating new generation, CMTA and CLECA want to emphasize that “do nothing” is not an acceptable alternative.  We agree with the ISO’s assertion that “until the State has fully evaluated the various mechanism and reforms to achieve resource adequacy, it will be necessary and appropriate to establish a transitional program, which includes locational requirements.”
  Indeed, a critical feature of any desirable new resource additions, as well as any demonstration of effective resource adequacy, is the need to address capacity requirements in particular local areas where, because of a combination of transmission constraints and market power concerns, new capacity is essential.  CMTA and CLECA are concerned about customers being required to pay for more resources than are actually needed if resources that are procured do not meet locational requirements. 

During the RAR workshop process, there was a rare consensus among all participants regarding the need to demonstrate Resource Adequacy in load pockets.  There is already an identified path for development of local area reliability (LAR) rules for LSEs.  The Proposed Decision on Phase II, issued September 27, directs the utilities to file a proposal for implementation of local RAR that can be implemented for 2007.  While this is an ambitious undertaking, we believe that it is an essential element to guarantee reliability.  If LAR rules lead to locational procurement with an appropriate allocation of resources and costs to the affected loads, the need for a LICAP capacity market structure maybe minimal.

The other aspect of resource adequacy that has been largely overlooked in this process is how transmission planning fits into reliability. In the ISO’s comments, they explain how transmission planning, procurement and resource adequacy work hand in hand. The ISO indicates that it is:

“advocating– and implementing – a proactive transmission planning process one purpose of which is to aggressively mitigate congestion hot spots on the grid.  Such a process will clearly impact the suggested developments of local capacity requirements – defined by transmission constraints into and out of certain areas – and how such requirements change over time.  Will and can load-serving entities enter into long-term commitments with existing or new resources to satisfy local capacity requirements, the need for which may be mitigated through proactive transmission planning?  Alternatively, as is proposed by PJM in its RPM proposal, should identification of transmission alternatives be actively sought and considered (integrated) as part of a long-term (four years in this case) resource adequacy program? Are these two approaches mutually exclusive?”

While the emphasis in R.04-04-003 has been on generation resources as part of the grid, we are very interested in the answers to these questions relating to transmission posed by the ISO.

Transmission constraints must be considered as part of the equation when designing local area requirements. Cost-effective transmission may also carry benefits beyond solving local deliverability problems.  As we consider methods to address load pockets, both in the long-term and during the transition, CMTA and CLECA urge that market rules explicitly allow consideration of cost-effective transmission, not just generation.

Energy-Only Markets

Attachment 3 to the ISO comments is a paper entitled, “On an ‘Energy-Only’ Electricity Market Design for Resource Adequacy,” prepared by William H. Hogan.  Although presented at a highly conceptual level, this proposal deserves further review, as do the other proposals included in the WP and opening comments.  One immediate reaction is that the concept of an energy-only market is more consistent with the bilateral contracting approach that exists in California and the rest of the WECC.  Although we recognize that there are political and policy questions that will arise during any consideration of an energy-only market, the issue of price volatility is more of a concern with a short-term or spot energy market than with a forward contracting model.  Moreover, the capacity market models under various stages of development in New England, New York and PJM also raise concerns about the potential for exercise of market power.  Just as policymakers in the East are being forced to consider additional mitigations to correct structural defects, implementation of an energy- only market may require additional mitigations, such as a demonstration that load-serving entities are sufficiently forward-hedged.
Conclusion

We believe that the debate over the appropriate long term structure, whether a variation of capacity market, energy-only market or long-term RAR, is just beginning. The most pressing need facing California over the next two years will be to stabilize the regulatory regime. Regulatory risk has also been cited as one of the greatest impediments to new investment.

To that end, the Commission should be casting a critical eye over the utilities’ long-term procurement plans to ensure that the utilities are in fact adequately planning for the next 10-20 years.  The Commission should also hold the utilities and market participants’ feet to the fire to develop a plan to address local area capacity requirements and act quickly to implement those requirements.  Cost-effective transmission should be integrated into the planning process to assure that reliability is guaranteed at the least cost to ratepayers. 

Implementation of the ISO’s Market Redesign and Technology Update, expected in February 2007, will also contribute further stability to the market in California. While not directly contributing “missing dollars” to suppliers via capacity contracts, the effects of these changes taken together will go a long way to smooth the way for new infrastructure investment.

In light of the significant steps currently being undertaken, we believe that there is no need to rush into implementation of capacity markets in California.  As we consider the next generation of market reforms in the form of an energy-only or capacity market, the Commission should be prepared to explicitly respond to the critical question posed by the ISO “what level of reliability are consumers willing to pay for”?
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