
Before the Public Utilities Commission of the State of California

	Order Instituting Rulemaking to Promote Policy and Program Coordination and Integration in Electric Utility Resource Planning. 


	Rulemaking 04-04-003

(Filed April 1, 2004)

	
	


Comments of the Office of Ratepayer Advocates on the California Public Utilities Commission Energy Division Staff Capacity Markets White PapeR

Karen Paull

Staff Counsel for the Office of Ratepayer Advocates

California Public Utilities Commission

505 Van Ness Ave.

San Francisco, CA  94102

Phone: (415) 703-2630

e-mail: kpp@cpuc.ca.gov

September 23, 2005
Fax: (415) 703-4432

TABLE OF CONTENTS

 Page
1I.  EXECUTIVE SUMMARY

II.OVERVIEW
3
A..  Is a Centralized Capacity Market Needed? Is it the Best Way To Ensure Resource Adequacy?
3
B.
Alternatives to LICAP
7
III.   THE COMMISSION ADMINISTERED QUALIFYING  FACILITY (QF) SHORT-TERM PRICING PROGRAM RESULTED IN EXTENSIVE LITIGATION AND REGULATORY INVOLVEMENT IN PRICE-SETTING, FEW RELIABILITY BENEFITS AND NO NEW CONSTRUCTION.
9
IV.
THE TWO STRUCTURAL FLAWS IDENTIFIED IN THE WHITE PAPER ARE BY NO MEANS PERMANENT
11
A.
Demand Response
12
B.
Capacity Markets Are Not the Only, or Even a Proven Method of Solving the Reliability Problem
14
V.
LESSONS LEARNED FROM EASTERN-STYLE CAPACITY MARKETS AND RELATED POLICY QUESTIONS FOR CALIFORNIA
15
A.
Lessons Learned
15
1.
A vertical demand curve causes unwanted volatility in revenues, and exacerbates market power in the capacity market.  A sloped demand curve mitigates these problems.
15
2.
Capacity markets should use locational resource targets that account for transmission constraints.
15
3.
Bilateral capacity markets should be accompanied by a centralized market that accommodates smaller LSEs.  This does not interfere with bilateral contracting and can increase the efficiency and reduce the market power in bilateral markets.
16
4.
The ICAP demand curve should account for peak energy-market revenue.
17
5.
Capacity should not be defined as name-plate capacity, but should be adjusted for performance.
17
6.
The demand curve should be designed so the fixed-cost recovery is somewhat above normal when installed capacity is short of the target adequacy level and below normal when installed capacity is above this level.
18
B.
Policy Questions for California
18
1.
Would a downward sloping demand curve capacity market construct, similar to the New York approach, be an appropriate mechanism to support California’s resource adequacy program?
18
2.
Would a capacity market, such as in New York, assist LSEs to make adjustments by being able to sell excess capacity or buy it when they are short?
19
3.
Would this mechanism assist California in meeting its goals to be resource adequate and reach a minimum of 15-17% reserve margin?
20
4.
To address deliverability concerns and meet the ISO’s requirements, is it appropriate to investigate solutions for local areas as a first step?
20
5.
Do Capacity markets in local areas that are designed with downward sloping demand curves significantly mitigate market power concerns?  What are other appropriate steps (e.g. subtraction of peak energy rents)?
20
VI.
WHITE PAPER CAPACITY MARKET RECOMMENDATIONS
21


Before the Public Utilities Commission of the State of California

	Order Instituting Rulemaking to Promote Policy and Program Coordination and Integration in Electric Utility Resource Planning. 


	Rulemaking 04-04-003

(Filed April 1, 2004)

	
	


Comments of the Office of Ratepayer Advocates on the California Public Utilities Commission Energy Division Staff Capacity Markets White PapeR

I. EXECUTIVE SUMMARY
· The Office of Ratepayer Advocates (ORA) suggests that the Public Utilities Commission (Commission) step back again and ask whether California needs a central capacity market.  ORA underscores the importance of minimizing total ratepayer cost in the long-run while meeting our reliability goals.  It gives us pause to consider that even while we have among the highest electric rates in the country that we really need to be paying billions of dollars more for capacity.
· The white paper is replete with assertions that we need a centralized capacity market, and focuses primarily on the many complex issues that must resolved to design and implement a capacity market.  It does not adequately acknowledge alternatives, however.  It is not clear that a centralized capacity market is sufficient, the optimal or only way to ensure adequate electricity infrastructure investment.  The white paper fails to consider that there may be better alternatives. 
· There are a number of measures and initiatives, now underway at the Commission, Independent System Operator (ISO), and California Energy Commission (CEC) that will have significant interactions with any capacity market design that need to be better understood, or that may obviate the need for a central capacity market altogether.  These measures include, but are not limited to the Commission’s own renewable and non-renewable procurement programs, vigorous expansion plans for demand response, the coming wholesale market redesign (MRTU), implementation of locational marginal pricing, and the increase in the energy price cap.
· The Commission’s previous experience with administered pricing was deeply flawed:  the administered Qualifying Facility (QF) short-term pricing program (Standard Offer 1) resulted in extensive litigation and regulatory involvement in price-setting, few reliability benefits and no new construction.  
· The white paper identifies two “structural flaws” as preventing a workably competitive market but does not address other possible remedies for these problems, nor recognize the Commission’s own initiatives in accordance with draft EAP II.  The identified flaws are (a) most consumers do not have meaningful tools to engage in demand response; (b) the free rider problem – the system operator cannot selectively interrupt customers during shortage conditions.   The flaws are overstated; the white paper discussion fails to look at alternatives that mitigate or eliminate these flaws. 

· Answers to selected policy questions:
-- A downward sloping demand curve capacity market construct program could work in California but ORA maintains that it is not the only, or even best option to pursue.  If it is used, we have major concerns about the compensation of existing versus new generators. 

-- Local solutions should be examined as a first step. Though more complicated as set forth in the white paper than on a system-wide basis, a logical first step would be to target local areas.  We are not sure if the white paper is contemplating selected local areas, say in SP15, as possible locations for a pilot LICAP or whether the idea is a rollout in all areas identified by the ISO’s LARs studies.
-- Regulatory roles and credibility

If California moves in the direction of a capacity market, the Commission should take the lead in developing the parameters of the market in collaboration with the ISO.  A joint filing at FERC might be appropriate but would probably be no better than an ultimate ISO filing at FERC with support from the Commission and stakeholders. 

The ISO would run the capacity market with input from the Commission.   This will be a wholesale market; it will operate under FERC jurisdiction.   A model in which the Commission sets the parameters of the market, and the ISO administers the market would provide ratepayer protection at the state level while allowing the ISO to do what it has vast experience with, running markets.  But the central question remains:

“There is a serious question about whether a short-term revenue stream that is potentially highly vulnerable to changes in regulatory whims provides the kind of financial commitment necessary to raise capital for investment.”
   
II. OVERVIEW
A. Is a Centralized Capacity Market Needed? Is it the Best Way To Ensure Resource Adequacy?

The Energy Division’s Capacity Markets White Paper (August 25, 2005) continues the long-running dialogue about whether California needs a centralized capacity market.  Starting from the premise articulated in the February, 2005, Assigned Commissioner’s Ruling (ACR) in this proceeding, that California should have an organized capacity market, the white paper (WP) outlines an approach that is an amalgam of eastern U.S.-style capacity markets and suggests aspects of these constructs, e.g., LICAP vs. ICAP, shape of demand curve, that might best fit California.  The Office of Ratepayer Advocates (ORA) suggests that the Public Utilities Commission (Commission) step back again and ask whether California needs a central capacity market.  The WP is replete with assertions that we need one, and focuses primarily on the many complex issues that must resolved to design and implement a capacity market.  It fails to acknowledge alternatives adequately.  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 Federal Energy Regulatory Commission (FERC) for the New England market.
  

The purposes of the Commission’s forthcoming resource adequacy (RA) requirements as articulated in the WP are: 
“(1) to ensure sufficient incentives for new electric infrastructure investment, and maintenance of necessary existing generation, by providing a revenue stream that is missing from today’s capped energy markets to compensate generation owners for their fixed costs; (2) to ensure that this investment is provided in a way that minimizes total consumer cost of delivered power over the long run; and (3) to ensure that the induced investments are available when needed for reliability.”  (WP, p.1)
ORA agrees with the purposes expressed above, but it is not clear that a centralized capacity market is the optimal or only way to achieve them.  The WP does not deal adequately, ORA believes, with a number of measures and initiatives, now underway at the Commission, Independent System Operator (ISO), and California Energy Commission (CEC) that will have significant interactions with any capacity market design that need to be better understood, or may obviate the need for a central capacity market altogether.  These measures and initiatives include the Commission’s procurement process for both non-renewable and renewable resources, finalizing the resource adequacy protocols and requirements, implementation of the MRTU with locational marginal pricing (LMP), presumed or possible alteration or refinement in the must-offer obligation (MOO),
 RUC compensation,
 prospective increase in the energy price cap, ISO consideration of Local Area Reliability Contracts (LARC),
 and not least importantly, aggressive implementation of demand-side reliability programs, and additionally, implementation of dynamic tariffs to shape and shift load.
· Commission administered procurement process for both renewable and non-renewable resources 
These are the processes by which the Commission implements the Renewable Portfolio Standard (RPS) and assesses the utilities’ needs for resources, i.e., generation, energy efficiency, demand response, transmission.  As ORA points out below, RPS solicitations have resulted in over 1,000 MW of new renewable contracts.  The main point, however, is the Commission’s continuing power and discretion, following the findings of the CEC’s Integrated Energy Policy Report (IEPR), to encourage, promulgate, or even order utility Load Serving Entities (LSEs) to solicit new resources.  In oral arguments at the FERC on ISO-New England’s LICAP proposal, FERC commissioners repeatedly brought up the New England states’ authority to facilitate bilateral contracts for resources.

· Resource adequacy (RAR) protocols and requirements

When the Commission adopts the RAR, it will have in place the means to assess LSE resource adequacy on a 1-year and 1-month ahead planning basis.  LSEs not in compliance will have to procure deliverable resources to be in compliance or face stiff penalties as ORA suggests below.   A capacity market can complement RAR; RAR can in part obviate the need for a capacity market when it is considered in conjunction with other measures such as the MRTU
 and increased demand response.

· Implementation of the MRTU with locational marginal pricing (LMP)
The capacity market proposal needs to fit hand in glove with the MRTU.   But, before one thinks about how this will work, much more attention must be paid to what the MRTU will do to encourage resource adequacy, and to mitigate market power. 
LMP will provide (local) price signals to load and resources.  This, along with FERC’s proposal to lift the energy price cap to $500 upon commencement of the MRTU in early 2007, needs to be examined as a market-based solution to the need for capacity.
   

ORA questions whether a capacity market would curb market power effectively. Some economists and policymakers analyzing the California power market seem to share our concerns. We note: “…it is not at all clear that resource adequacy mechanisms are the most cost effective means for dealing with market power or volatility.  In fact, in many cases, the opposite is likely true.  In several cases, rigid regulatory requirements for capacity purchases have created the opportunity for suppliers to exercise market power in the sale of capacity.
 

· Aggressive implementation of demand-side reliability programs and implementation of dynamic tariffs to shape and shift load

B. Alternatives to LICAP

In addition to the above programs and issues that should be accounted for, the ISO-New England docket
 provides information on other alternatives to LICAP being proposed in New England.  These are not exhaustive of the alternatives or variations within alternatives being proposed. 
· Central Resources Adequacy Markets (CRAM) model

The CRAM model calls for “a central buyer holding an auction to procure, prior to a planning period, sufficient levels of capacity for a long-term (three-year) commitment period.”  The key difference between LICAP and CRAM is that CRAM is an auction-based model where suppliers bid for a commitment to delivery of generation capacity.  

· The New England Locational Resource Adequacy Markets (NELRAM)

This is a locational version of CRAM.

· An annual resource adequacy process will determine, for each region, the installed capacity requirement (to meet Loss of Load Expectancy (LOLE)) for all years which capacity will be sought in the coming auction.

· An auction is held for suppliers to bid on their commitment to delivery of generation capacity.

· Suppliers can be existing or proposed

In addition to these examples that several parties in New England are urging the FERC to consider, other alternatives include:

· Long term supply contracts in the form of call options with premiums tied to the contracts’ strike prices.

Above all, ORA underscores the importance of minimizing total ratepayer cost in the long run while meeting our reliability goals.  We have among the highest electric rates in the country.  Do we really need to be paying billions of dollars more for capacity? We urge the Commission to address the myriad of complex issues and alternatives to a central capacity market, and to address seriously the ratepayer consequences involved.  The spokesman for the Massachusetts’ Attorney General in oral arguments before the Federal Energy Regulatory Commission (FERC) on September 20, 2005, in consideration of the New England ISO’s (ISO-NE) LICAP proposal, suggested that the proposed LICAP will produce the highest rate increases, of 21 to 24 percent in their history.
  

At the core of the FERC’s evaluation of LICAP and alternative approaches, is whether they provide for just and reasonable wholesale power prices at levels that encourage needed generation additions; provide adequate generation capacity or reliability; and the costs, benefits and economic impacts compared to continued reliance on the status quo, such as the cost of Reliability-Must-Run agreements.
  These are open questions in California.  Most restructured or deregulated markets in the world are “energy-only.”  They have no central capacity markets.  In jurisdictions with central capacity markets there is no empirical evidence that they result in new capacity.  We urge the Commission (and the ISO) to carefully consider where we are headed and not default, as the WP suggests, to a central LICAP, without full scrutiny of the benefits and costs. 
ORA also notes a contradiction between the capacity market proposal on the one hand, and the direction the Commission and parties are taking in QF policy and pricing on the other.  QF pricing policy is moving towards making the QF program as market-driven as possible, and away from administered pricing.  ORA supports this change in policy. The WP proposes a demand curve approach to an administered price capacity market for existing and new capacity -- the opposite direction from the one we would like to see with regard to QF capacity and energy.    

III. THE COMMISSION ADMINISTERED QUALIFYING FACILITY (QF) SHORT-TERM PRICING PROGRAM RESULTED IN EXTENSIVE LITIGATION AND REGULATORY INVOLVEMENT IN PRICE-SETTING, FEW RELIABILITY BENEFITS AND NO NEW CONSTRUCTION.  

The Commission has significant experience with bureaucratically created, short-term capacity markets.  Those prior markets resulted in tremendous amounts of litigation and regulatory involvement in price-setting, few reliability benefits and no new construction.  

Since the early 1980s the Commission has required utilities to purchase short-term capacity from QFs under Standard Offer #1 (SO1) contracts.
  
The main features of SO1 contracts are very similar to the capacity market outlined in the Commission’s white paper:

· Short-run capacity prices are set by the Commission, fixed for up to 3 years;
· The capacity prices are based on a curve, called the electricity reliability index (ERI), to reflect the value of the capacity to consumers, which is equivalent to the proposed demand curve procedure;
· The utility (and its customers) were required to pay for the capacity, i.e. the utility was required to buy any capacity offered, even if lower cost alternatives existed;
· Other contract provisions were set by the Commission, not by the contracting parties;
· Deliverability, congestion and interconnection costs were not considered when setting the prices.

The results of over 20 years of availability of SO1 contracts is that essentially no projects have made use of it, despite the suspension of all other Standard Offer contracts in the mid-1980’s.  Less than 3% of QF power is provided under SO1 contracts.  And QFs have shown no interest in executing SO1 contracts in the future, given the testimony submitted by QF groups in the Commission’s current proceeding addressing the needs for QFs whose existing Standard Offer 2, Standard Offer 4 or other contracts are expiring.
  In fact, the QFs, utilities and ORA are all in agreement that it is preferable for existing and new QF projects to enter into long term contracts rather than make use of the capacity market-type SO1 contracts.  

Long term contracts and negotiated contracts have been shown to be much better at getting new projects built and keeping existing projects operating. While zero new renewable QF projects have entered into SO1 contracts in the last ten years, utilities have signed well over 1,000 MW of new renewables as a result of the renewable portfolio standard and the availability of long-term contracts.  In addition, SCE has recently renegotiated a number of QF contracts to enable wind developers to upgrade their facilities. 

QF policies have also been moving away from the approach used in the past.  While a federally mandated “must buy” requirement has applied to QF generation for decades, recent Federal legislation allows for States to be exempted from that requirement.
  Federal QF policy is clearly attempting to move away from the “must buy” approach, even though QF resources are considered preferable to traditional fossil fuel-based generation.

Commission proceedings that have attempted to update short run QF prices have featured enormous amounts of litigation, testimony, hearing time and lobbying.  Prices resulting from the Commission processes have been routinely criticized as being inappropriate and unfair, despite the amount of resources devoted to the updates.  It is difficult to argue that the Commission, or any agency, can be expected to get the prices right.  As an example, PG&E’s short run capacity price is currently set at the full value of a combustion turbine (CT), roughly $70/kw, whereas SCE’s short-run capacity price is set at the minimum ERI-adjusted value of $5/kw.  Yet it is SCE which is considered more in need of capacity in the near term.

The Commission’s experience with administratively set prices, and regulator-run markets shows that short-term capacity markets are unlikely to provide ratepayers with significant benefits, are difficult to administer, require significant amounts of regulatory resources and oversight, and are potentially costly.  Federal and State policies have been moving away from this approach as applied to QFs.  It would be unwise for the Commission to resurrect this model for non-QF resources.  

IV. THE TWO STRUCTURAL FLAWS IDENTIFIED IN THE WHITE PAPER ARE BY NO MEANS PERMANENT
The WP identifies two structural flaws as preventing a workably competitive market but does not address other remedies for these flaws nor recognize the Commission’s own initiatives in accordance with draft EAP II.  The identified flaws are (a) most consumers do not have meaningful tools to engage in demand response; (b) the free rider problem – the system operator cannot selectively interrupt customers during shortage conditions.  (WP, pp. 4-5)  

A. Demand Response

Regarding demand response: in EAP I and draft EAP II, in the PUC’s own advanced metering and dynamic pricing rulemaking
 and policy pronouncements, and in the draft IEPR, demand response is right behind EE as a policy goal for the state.  The draft IEPR states: “Demand response programs are the most promising and cost-effective options to reduce the peaking needs of California’s electricity system.”
  The Commission needs to consider the somewhat contradictory polices it has launched – to vigorously expand demand response on the one hand, while starting a capacity market on the other because there is not enough demand response.  The WP asserts that demand is virtually price inelastic, but does not address the implications of the very expensive, but possibly very beneficial rollout of advanced meters and implementation of dynamic tariffs for large and small customers.  In fact, the Commission staff very recently gave a presentation at a FERC Demand Response Technical Conference
 describing the Commission’s success to date and ambitious plans for increased demand response.  Rather than have the left hand go down the road of implementing expensive and vigorous demand response programs while the right hand proceeds with an expensive central capacity market fix, the Commission and ISO need to understand the interactions between these two constructs and whether you really need both.

LMP under the MRTU will be in place in early 2007, and this will facilitate both more demand response and generation in the right place.  The energy price cap will rise to $500, and then increase over time to $1,000 depending on a showing that the market is workably competitive.  A central market can undermine the very price signals that LMP and price-sensitive demand response are intended to provide.  It would not make sense to adopt a construct that works at cross-purposes with LMP. 
The emphasis in the WP on retail demand elasticity as crucial to the California market overlooks price responsiveness at other levels that is important
for workable competition and that is present in California markets.  Bushnell et al.
 found that California has the most elastic import and fringe supply, by a factor of 5, when compared to the New England and PJM markets.  This is important as California relies heavily on imported power.  The WP raises as an issue the interaction between California and the rest of the Western Interconnection (W-I) with respect to a central capacity market construct in California, but not in the remainder of the interconnection.  Analogous issues revolve around LMP in the ISO control area and a “contract path” market outside, including out-of-state.  
The WP acknowledges the importance of issues related to the interdependence of the Western markets:
“The final and most difficult consideration impinging on any capacity market design in the Western Region is the high level of interdependence of western markets, requiring significant imports and exports, coupled with a low level of market design coordination.  This will require both further research and a design that considers the ramifications of high external prices when the West as a whole runs low on capacity.” (WP pp. 27-28.)
ORA fully supports a rigorous look at how these interactions might play out and recommends that the Commission follow through on the research and design issues identified in the WP. 

B. Capacity Markets Are Not the Only, or Even a Proven Method of Solving the Reliability Problem 

The WP boldly asserts that “It is impossible [emphasis added] to sell reliability or to impose the costs of an LSE’s negligence on the LSE’s customers.”  (p. 5)  This is the so-called free-rider problem.  There are several, multi-layered remedies to the free rider problem short of shutting off service to customers.  

· The first level is in the LSE 1-year ahead RA filings that commence in 2006.  The Commission will assess each LSE’s compliance and is contemplating penalties for non-compliance.  
· Next, each LSE will make a 1-month ahead RA filing.  The ISO will assess deliverability.  Again, penalties for non-compliance are being considered and should be stiff.  One would assume that customers of LSEs on whom penalties have been imposed will be wary, if not ready to cancel their contracts. 
· Finally, the ISO is in the best position to verify that resources identified in LSE RA filings actually perform according to their commitments.  This can be done relatively quickly after the day of operation and the information can be referred back to the Commission for action against a noncompliant LSE.  Penalties at this point should be significant so they cannot be passed off as the cost of doing business.  Penalties such as fines plus 4 or 5 times the replacement cost of energy and capacity are not unreasonable if you want to get the attention of the offending LSEs and their customers.  Moreover, the ISO could add to its tariff non-performance penalties.  Financial penalties and other sanctions should be examined as they may be just as effective as shutting down the customers of offending LSEs.  
In addition, the technology needed to shut off customers selectively probably exists.  The possibility of adding shut-off features to advanced meters will be evaluated in upcoming Commission proceedings.  A low cost, real-time means of shutting off selected customers could eliminate free rider issues entirely.
V. LESSONS LEARNED FROM EASTERN-STYLE CAPACITY MARKETS AND RELATED POLICY QUESTIONS FOR CALIFORNIA
The WP asks for comments on “lessons learned” regarding selected features of eastern-style capacity markets and then poses policy questions relevant to California. 
A. Lessons Learned
 

1. A vertical demand curve causes unwanted volatility in revenues, and exacerbates market power in the capacity market.  A sloped demand curve mitigates these problems. 

Confining ORA’s answer just to the construction of a capacity market, it is true that a vertical demand curve can cause unwanted volatility in a capacity market, and a negatively sloped demand curve mitigates this problem.  Thus, if there is to be an administered-price capacity market, ORA agrees that the demand curve should be negatively sloped.

2. Capacity markets should use locational resource targets that account for transmission constraints.

This statement can be rephrased to reflect that locational resource decisions, whether supply-side or demand-side, should take into account transmission constraints, contract rights, and a whole host of other factors, e.g., cost, load, resources,  need for local voltage support, regulation, etc.  Both generators and LSEs take these factors into account today but with admittedly imperfect information.  That lack of information will be considerably alleviated when we move to LMP in early 2007.  Generators will see nodal prices; loads will see these as well, although for purposes of load bidding, cost allocation and settlement, load aggregation points and zones are being proposed.  LMP and several other factors or initiatives that we describe elsewhere in our comments may obviate the need for a centrally controlled capacity market. 

3. Bilateral capacity markets should be accompanied by a centralized market that accommodates smaller LSEs.  This does not interfere with bilateral contracting and can increase the efficiency and reduce the market power in bilateral markets.  

It is true, all other things being equal, that a capacity market, even a centrally-controlled one, may accommodate smaller LSEs.  It is also true that LMP will help smaller LSEs as they, like large LSEs will know the costs in local areas they have to pay or cover.  We are certainly unaware of market power problems in bilateral markets as we have witnessed their development over the last 4 years,
 or before that when ESPs first signed contracts in 1998.  Smaller LSEs may fear such exercise, and have remedies available through and FERC.
  The overall assertion that smaller LSEs need accommodation seems somewhat inconsistent with the fact that direct access is closed for new customers and existing direct access customers are large and served by experienced ESPs.  To define some possible Community Choice Aggregators (CCAs) as “small” LSEs could be factually accurate but such CCAs are supposed to evaluate the risks they take on by becoming CCA-LSEs in terms of what types of energy services they may contract for and what the prices and terms of those contracts may be.  We do not recall that the Commission in implementing its CCA policies envisioned a centrally-controlled capacity market to make it easier.  

ORA also notes that the earliest proposals for capacity markets or capacity products were premised on the assumption that California would move to a core/non-core retail market structure, or that direct access as we know it would somehow be revived.  Neither of these is on the horizon and the need for a capacity market now focuses on reliability and lost revenue.  This evolving rationale is somewhat troubling as it indicates that we sometimes do not know what problem we are trying to solve.  
4. The ICAP demand curve should account for peak energy-market revenue.
ORA’s initial thinking on this is that it would make sense under LICAP more than ICAP.  To the extent it can avoid double-payments in the energy and capacity markets it is worth looking at.  One would think that it is in local areas where you have fewer generators that it would be important to extract potentially excessive rent.  In an entire system where ICAP would apply one would assume you have more competition among sellers, which would limit rents. 
5. Capacity should not be defined as name-plate capacity, but should be adjusted for performance.

ORA supports adjusting for performance but points out that considerable work must be done in this regard.  As the WP notes, UCAP is a start, but other jurisdictions are coming up with more sophisticated mechanisms to focus on performance during peak periods when it counts.  Also, it is no trivial matter in California to come up with performance metrics that work for intermittent and energy-limited resources on the one hand, and for older fossil units compared to CTs and newer fossil units on the other hand.  
6. The demand curve should be designed so the fixed-cost recovery is somewhat above normal when installed capacity is short of the target adequacy level and below normal when installed capacity is above this level. 

This makes logical sense, i.e., to induce entry on the one hand and discourage entry on the other depending on load/resource balances.  However, implicit in this proposal is to  fine-tune the demand curve according to where installed capacity is vis-à-vis the target reserve margin, and that the administratively determined demand curve and resultant fixed cost recovery curve (FCR) approach can approximate a market outcome.  

B. Policy Questions for California

1. Would a downward sloping demand curve capacity market construct, similar to the New York approach, be an appropriate mechanism to support California’s resource adequacy program?

Not necessarily.  First, the proposed capacity market construct is unlikely to be a least cost solution.  Some debate and eventual decisions have to occur regarding existing and new capacity. Certainly, in the New England debate, some of the “loads” (e.g., regulators, consumer advocates, governors) are concerned about excessive payments to existing generation, particularly in the early years of ICAP or LICAP until new entry occurs.  Such payments to existing generators also mean they have an incentive to attempt to foreclose new entry, e.g., by site control, license control, or in California for example, by an existing conventional fossil plant owner deciding not to repower.  The presumption in New England as in California is that existing generators did not invest in either existing plants or build new ones on the assumption that a capacity market would come along to bail them out because energy prices were lower than they expected when they invested.   
The State of Massachusetts has argued this point in testimony submitted to FERC: 

“…by extending LICAP payments to all capacity suppliers the ISO-NE fails to target payments to encourage the specific conduct desired, which is the construction of new capacity, particularly in locations deficient in adequate capacity.  The most reasonable cost basis for providing incentives to new entry is the minimum cost of ensuring that new resources are added to the system when and where they are needed, or reasonable estimate thereof.  Paying all capacity the same dollar amount (keeping in mind that this is an administratively set price, not an actual market price) and maintaining a sufficient level of payments for both new entrants and new units will yield unreasonable expenditures to be footed by consumers.  The reality is that any artificially concocted market that results in compensating all capacity suppliers equally will either result in unreasonable rates or fail to compensate the specific resources that are needed or incented.”

2. Would a capacity market, such as in New York, assist LSEs to make adjustments by being able to sell excess capacity or buy it when they are short?

Yes, but not necessarily more so than they can do today.  Trading among buyers and sellers on a forward basis to adjust short, or long positions, occurs extensively today.  As the system gets closer to real time, traders move to the spot market, or ISO hour-ahead market to make adjustments.  
3. Would this mechanism assist California in meeting its goals to be resource adequate and reach a minimum of 15-17% reserve margin?

Though it provides a mechanism to facilitate the trading of deliverable capacity, it is not a necessary mechanism to achieve the reserve margin.  The Commission can certify that LSEs are meeting their reserve requirements on a planning basis 1-year and 1-month ahead.  As ORA points out above, the ISO can monitor performance in real time on an operating and operating reserve basis. 
4. To address deliverability concerns and meet the ISO’s requirements, is it appropriate to investigate solutions for local areas as a first step?

Though more complicated as set forth in the WP than on a system-wide basis, a logical first step would be to target local areas.  We are not sure if the WP is contemplating selected local areas, for example in SP15, as possible locations for a pilot LICAP or whether the idea is a rollout in all areas identified by the ISO’s LARs studies. 
5. Do Capacity markets in local areas that are designed with downward sloping demand curves significantly mitigate market power concerns?  What are other appropriate steps (e.g. subtraction of peak energy rents)?

Market power is a significant danger in local area markets because there is greater potential for concentrations of market share in smaller regions.  Any local area considered must be examined to determine how competitive the existing market is, based on the number and relative market share of suppliers.  In pockets where two or three suppliers control the large majority of the supply, there will be great incentive to strategically withhold supply to increase capacity market revenues.  

“By creating a small zone, the ISO has created a very sensitive “price” curve.  In a normal market, suppliers are disinclined to withhold capacity since the revenue forgone is generally greater than, or equal to, the higher revenue generated by moving supply toward the left of the price curve.  In addition, even monopolists must generally guess at the elasticity of demand in order to determine how much supply to withhold in order to maximize revenue.  Here, those possessing market power know precisely how much capacity to retire or sell off-system in order to maximize revenue.  When a situation is created in which an 11 percent reduction in supply would result in a 600 plus percent increase in compensation, it is highly likely that the 11 percent reduction in supply would become reality in short order.”

“Given a transparent, inflexible, and inelastic demand curve, suppliers will have an irresistible incentive to manipulate the market through various types of withholding conduct.  As the Capacity Suppliers acknowledge, this incentive will be even stronger in the small locations, such as NEMA/Boston, since slight changes in capacity have very large price impacts.”
 
VI. WHITE PAPER CAPACITY MARKET RECOMMENDATIONS
 

Recommendation 1:  Adopt a short-run capacity market approach with a downward sloping capacity-demand curve for the CAISO.

With the caveat that ORA questions the need for, and timing of a centralized capacity market, if the PUC is going to adopt this sort of administered market, then a downward sloping demand curve is much preferred to a vertical one.  The WP’s reference to short-run approach needs clarification:  since there is yet no empirical evidence that capacity markets induce new entry, different entities are talking about the term of the obligation, e.g., 1 year, multi-year?  The CPUC needs to consider which term of obligation California needs.  

Recommendation 2:  Further investigate alternative availability metrics (e.g. UCAP v. ISO-NE’s proposed metric based on performance during shortage conditions) and ensure development of availability metric that is applicable to hydro, wind, thermal and other generation technologies, and to appropriate demand response products.

Yes, if Commission is going to continue toward a centralized capacity market.  As a general performance principle ORA recommends adding flexibility and fuel diversity as considerations.  Flexibility: to meet LAR without over reliance on one solution, e.g., adding CTs.  Fuel diversity:  we may not want all incremental local resources to be gas-fired.   UCAP is insufficient as jurisdictions are looking for improvements, particularly tailored to shortage hours.

Recommendation 3:  Consider subtraction of peak energy rents from the capacity payment. 

Subtraction of peak energy rent, if it can be done accurately, is a disincentive to exercise market power.  This is also one way to limit potential overpayments to existing generators.  We note that the lifting of the price cap in 2007 will potentially augment their revenues.  

Recommendation 4:  Adopt reasonable locational installed capacity requirements with locally varying demand curves.
The WP rightly points out the difficulties of LICAP, as opposed to ICAP.  The NYISO’s approach is thought to be insufficient with too few zones, and ISO-NE’s LICAP proposal is before FERC.  New England is structurally different than California in the sense that the transmission system is largely radial over the region whereas California’s can be characterized as a highly networked, multi-voltage system.  The WP prefers to start with LICAP because that is where the perceived problems are:  (1) not enough new capacity in the right place, and (2) under-compensated existing local generators. Starting with LICAP in many, or selected local areas does focus in on the perceived problems
 but it is also the most difficult to implement.  

Recommendation 5:  Consider protecting against capacity exports during times of tight supply through the use of capacity prices that fluctuate seasonally.

A seasonally adjusted price is attractive in principle to allow for the value of capacity on hot summer days all over the west, compared to off-peak hours and other non-summer seasons.   We also note the Bushnell et al. finding of California’s relatively high import supply elasticity (see fn. *20).  There are other measures that should be considered simultaneously. One is resource tagging, analogous to what WREGIS
 will do for renewables.  Aside from the price of capacity, tagging will assure LSEs and regulators that capacity is not being double-counted among LSEs or regions.  One also presumes that when LSEs contract for capacity, they will be sufficiently aware of the opportunity costs of sellers (the sellers certainly will be!) such that they execute deals that obligate the sellers to perform in accordance with the RAR in California.  If non-performing sellers face significant non-performing penalties, there will be much less risk that they will sell “out-of market.” 

Recommendation 6:  Investigate the dependability of capacity import contracts during times of high West-wide load.

Some of the comments ORA makes in # 5 above apply to the dependability of imports, e.g., tagging. Performance obligations and penalties for non-performance in contracts, or capacity bought in a “capacity” market are critical.  ORA considers the deliverability of not just “external” power (which seems to be defined in the WP as out-of-state) but “internal” power (we are not sure that power delivered from NP15 to SP15 is all that distinguishable from an import from EOR
) to be critical in RAR.  And certainly, deliverability in extremely tight supply situations, or emergency conditions are important. These are also conditions where LSEs and the ISO should be making the maximum use of load response, so any investigation of the need for special requirements in tight circumstances has to consider the whole panoply of responses including call options on the supply- and demand-side.

Recommendation 7:  Make the fixed-cost recovery curve explicit.

If the Commission adopts the WP proposed approach, the fixed-cost recovery curve should be explicit.  This does not translate into the Commission being able to get it right, however, which means the Commission will be continually challenged to know whether it got the FCR curve right, or wrong.

Recommendation 8:  Strive for regulatory credibility.

The need for regulatory credibility is not as vague as the WP asserts.  But what’s recommended here does not elucidate the need.  ORA would start with regulatory credibility as implied in the next section of the WP: define the roles and responsibilities of the Commission and the ISO, respectively.  It is these roles that have been in flux for 5 years and need to be stabilized, and not just with respect to capacity markets. If the Commission continues to work toward a centralized capacity market, ORA would favor the following: 

· The Commission takes the lead in developing the parameters of the market in collaboration with the ISO.  A joint filing at FERC might be appropriate but would probably be no better than an ultimate ISO filing at FERC with support from the Commission and stakeholders. 
· The ISO runs the capacity market with input from the Commission.  This will be a wholesale market; it will operate under FERC jurisdiction.  A model in which the Commission sets the parameters of the market (see list of design elements below and on p. 45 of the WP), and the ISO administers the market would provide ratepayer protection at the state level while allowing the ISO to do what it has vast experience with, running markets.  But the central question remains:

“There is a serious question about whether a short-term revenue stream that is potentially highly vulnerable to changes in regulatory whims provides the kind of financial commitment necessary to raise capital for investment.”
   

In other words, what model will promote the regulatory certainty necessary to get new capacity on-line in the state? 

· The ISO is moving toward a new Board selection process which will make it somewhat less political.  In conjunction with the stability the ISO can offer administratively, and the ISO’s expertise, it could certainly set the demand curves.  However, the setting of the demand curves has a huge influence on the resultant capacity prices, and that would leave ratepayers dependent on the responsiveness of the FERC to deal with problems, e.g., an overly volatile capacity price, or excessive compensation to generators.  That is why ORA suggests the “partnership” model above. 

On specific design elements and whether the Commission or ISO should take the lead:  
1. Identify a reliability criterion such as a 1-day in 10-years loss of load expectation and translate this to a reserve margin objective; 

This would be an improvement from simply using historically familiar target reserve margins no matter which entity oversees the work.   The draft IEPR points out that a simple 15-17% target may be insufficient in some areas with a 1 in 10 LOLE. The Commission can adopt reserve margins in its procurement proceedings with input from the ISO.     

2.
Choose a maximum capacity for pricing that represents the maximum price one is willing to pay, even when short; 

If the Commission sets the parameters, and this is one of them, then the Commission decides the maximum capacity price – by local area, under LICAP.

One question, however, is with what frequency would the Commission set and re-set the demand curves?  Every two years in it procurement proceeding?  What will work best for this market and what type of regulatory process will the Commission use to feed into the ISO-run market? 

3.  Choose the maximum capacity (i.e., zero crossing point)

If the Commission sets the demand curve, it sets the zero crossing point. The question is whether this means by local area.  If so, the ISO’s LARS studies really provide the data. 

4.  Examine the historic variability (standard deviation) of capacity; 

We are not sure what this means.  Any entity with the right data can do this.

5.  Calculate a Capacity Target for the specific market; 

In part, see answer to #2.  Again, the question is how does this interface with the ISO’s LARS studies? 

6.  Calculate/estimate the cost of capital for the lowest-cost capacity;
The CEC and/or the Commission can do this. 
7. Draw the demand curve based on varying sets of assumptions stated above

The Commission can draw upon the expertise of the CEC and ISO, if not formal findings, and draw the demand curves.  The ISO has the expertise to run the market.  Large questions remain to be debated and resolved on the regulatory interface and process among the Commission, ISO, and CEC.  
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� James Bushnell, “Electricity Resource Adequacy: Matching Policies and Goals,” CSEM WP 146, August, 2005.  


� FERC Docket No. ER03-563-030.  Confronting FERC are the polarized positions of the generation owners and the New England ISO on the one hand, and “load representatives,” on the other hand, loosely defined as the state governments and regulatory commissions, and consumer advocates.


� The Must Offer Obligation (MOO) is a set of rules defining the extent to which RA resources are to be available to be called upon (if needed) by the ISO.  The MOO requirement is that generators offering their units to meet RA: (1) bid or schedule their capacity to the day-ahead and forward markets; (2) be available for commitment by the ISO in the day-ahead and hour-ahead RUC; and (3) be available for real-time dispatch.  FERC has stated its intent to lift the Must Offer Obligation once a viable RA framework is in place.


� See for example, California ISO, FERC Docket No. ER02-1656-029, Order on Rehearing, September 19, 2005.


� Though ORA acknowledges that FERC, in its July Order, stated its belief that it would be more productive for the ISO to focus on market solutions for forward contracting to meet locational procurement, rather than ISO-administered backstop contracts. (Docket No.ER02-1656, et al.)


� FERC Docket No. ER03-563-030.


� For example: the MRTU proposal includes:  a Frequently Mitigated Units Bid Adder will provide additional revenue adequacy for Frequently Mitigated Units (FMU) unable to recover their fixed costs due to frequent mitigation and/or infrequent operation.  The Bid Adder will be used for the few units not contracted for local reliability with an LSE or through a backstop reliability contract.  The evaluation criteria for including Bid Adders as part of Market Power Mitigation (MPM) is premised on market efficiency and policy precedents in other regional markets, such as PJM.  The Bid Adder can reflect current CT costs in California, thereby providing a relevant proxy for avoidable costs in the California market.  


� FERC has directed the ISO to set a hard cap of $500.  See for example, California ISO, Docket No. ER02-1656-029, Order on Rehearing, September 19, 2005. 


� See James Bushnell, “Electric Resource Adequacy: Matching Points and Policies,” CSEM WP 146, August, 2005. 


� FERC Docket No. ER03-563-030


� Shmuel S. Oren, “Ensuring Generation Adequacy in Competitive Electricity Markets,” University of California Energy Institute, Energy Policy and Economics 007, June, 2003. 


� Joseph Rogers, at FERC Oral Argument on LICAP, September 20, 2005.


� FERC Notice of Oral Argument in Docket No. ER03-563-030.


� Most QFs instead chose long-term fixed price capacity contracts, SO2 and SO4.


� R.04-04-030.


� Energy Policy Act of 2005, § 1253.


� R. 02-06-001.


� California Energy Commission, 2005 Integrated Energy Policy Report, Committee Draft Report, September, 2005, p. E-5.  


� FERC technical conference, September 13, 2005 to explore issues related to demand response including special case nodal pricing, establishment of Load Aggregation Point (LAP) zones for wholesale customers, and to hear about the demand response polices and programs of state agencies.  (CAISO, Docket Nos. ER02-1656-000, 03-1656-026. 


� James Bushnell, Erin T. Mansur, and Celeste Saravia, “Vertical Arrangements, Market Structure, and Competition: An Analysis of Restructured U.S. Electricity Markets,” CSEM WP 126, February, 2005. 


� WP pp. 38-39.


� Factors and initiatives such as an increase in the energy price cap upon commencement of the MRTU; enhanced demand response including price responsive tariffs;  understanding the relationship between raising the price cap and demand response – the more of the latter , the higher you can raise the cap; future procurement orders including Commission orders to execute new long-term contracts, and subsequent resource solicitations by IOU LSEs; use of stiff financial penalties on LSEs and /or generators who fail to procure adequate resources , or fail to perform;  use of an ISO “backstop” or stand-by contract for resources not under local area capacity contracts but that may be in the RUC (residual unit commitment).     


� We are referring to post-DWR contracts where the state has long alleged exercise of market power. 


� FERC grants market-based rate authority.  The PUC is just one entity (others are the ISO, the LSE itself) that can seek revocation of that authority at the FERC. 


� WP p. 39.


� Prepared direct testimony of James G. Daly on behalf of the Attorney General of Massachusetts, et al., November 4, 2004 in FERC Docket No. ER03-563-030.


� Ibid.


� Joint initial brief of NSTAR Electric & Gas Corporation, Associated Industries of Massachusetts, The Energy Consortium and Strategic Energy LLC, April 15, 2005, p. 41, in FERC Docket No. ER03-563-030.


�  WP pp. 39-42.


� The WP argues that a well-designed capacity market creates performance incentives, but notes that “unfortunately, this measure [UCAP] does not capture the unit’s performance at peak periods or a unit’s ability to start quickly when needed, or the expense of keeping a unit available on short notice.” (p. 23)  Policy work addressing the economics of unit compensation is underway in MRTU.  Much of this work focuses on cost data relevant to the California power market.  


� In summer of 2005, LSEs in SP15 insisted they were resource adequate while the ISO continually warned of shortages. They may have both been right: resources were adequate on an SP-15 wide basis while vulnerable spots existed locally.  


� Western Renewable Energy Generation Information System.


�  East-of-[Colorado] River.


� James Bushnell, “Electricity Resource Adequacy: Matching Policies and Goals,” CSEM WP 146, August, 2005.  
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