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I.  INTRODUCTION AND SUMMARY
The Opening Comments of parties on the Public Utilities Commission (Commission) staff’s White Paper (WP) underscore the concerns the Office of Ratepayer Advocates (ORA) expressed in its opening comments:

· A centralized LICAP with administratively determined prices
 is proposed (in the WP) as an answer to a capped energy market price, lack of demand response, and the free-rider problem.  It would add a regulatory (non-market) solution on top of the current capped energy non-market solution under the premise that this will lead to new generation capacity at a reasonable price.  This is a heroic assumption that simply has not been fully analyzed, particularly with full participation by all stakeholders and in the light of problems in eastern capacity markets.  Even if California does go the route of some centralized forward capacity obligation, there are numerous alternatives to LICAP that need to be examined.
· The WP’s capacity market proposal and its relation to the ISO’s MRTU and resource adequacy requirements (RAR) are not well understood.  The MRTU seeks to rationalize today’s transmission grid via a market overlay with locational price signals.  This, with an increase in the energy price cap to $500/MWh in 2007 and prospective increases thereafter attempts to move the current price-capped energy market toward a more workable market, one in which ultimately scarcity rents may be earned.  As the state moves in this direction, what capacity construct is needed, if any, particularly with the LSE’s ability to hedge with bilateral contracts.
· The WP’s capacity market proposal is at odds with the state’s commitment to price- and signal-responsive demand response, the effectiveness of which could be negated by the very capacity market the Commission staff proposes.  The WP also ignores the extent to which demand response and other measures (MRTU, higher price cap, LSE procurement to meet RA requirements) interact.
· The consensus among the comments is that alternatives to the LICAP proposal need to be examined; that California is not all that similar to any of the eastern ISOs and that what fits there may have problems here.  Among the alternatives that are quite attractive are an energy-only market, various forms of forward commitment models including call options, descending price auctions, and flexible variable-year forward capacity instruments.
· Regardless of the shape of the final RAR decision and any capacity market construct, it is the demand-side of the market that has the most promise to meet short-term capacity needs.  Moreover, it is the demand-side of the market in the long-run that needs to be given a high priority as the energy price cap is allowed to increase.  The lack of demand response gravely hurt California in 2000 and 2001.  It is often pointed out that to the extent customers actually did reduce usage during the energy crisis, that conservation effort contributed significantly to limiting the damage in 2000-2001.  ORA supports the priority given demand response in Energy Action Plan II (EAP II) and recommends the Commission give serious attention to the potential (and cost) of expanded demand response juxtaposed against a centrally administered capacity market and RA requirements that would mute the price signals coming from the energy market.
II.
THE COMMISSION’S CONSIDERATION OF ANY CAPACITY
MARKET PROPOSAL MUST COMPORT WITH DUE PROCESS
The idea that California needs an administered capacity market has been around for a number of years and has had some limited discussion in the Commission’s RA proceeding.  One year ago, the Commission sponsored a 2-day capacity market conference.  Figuring prominently in that forum were the ICAP and LICAP markets then in existence, or proposed in the east.  Nothing happened for months after until the Assigned Commissioner’s Ruling (ACR) of February, 2005 calling for a staff white paper proposing an eastern-style market.  Then, months after the ACR, the WP was published.  Parties who played no part in the 2-day conference and who had had no other opportunity to respond to the eastern-style market proposal, were given a few weeks to respond to the Commission staff capacity market proposal.  Did the Commission mean to suggest, by allowing so little time to comment, that this capacity market proposal is a fait accompli? One hopes not.
Going forward, ORA calls on the Commission to ensure due process by ensuring through an informal and formal proceeding:

· A complete discussion via workshops on the pros and cons of capacity markets – not a discussion limited to how to implement LICAP.  A key evidentiary issue that must be resolved is whether such a market will stimulate investment in new capacity more efficiently than alternatives.

· A thorough discussion of the interface between capacity markets and the MRTU, the probable end of the must-offer obligation, and implementation of the new RA requirements.
· A thorough discussion of the trade-offs between demand- and supply-side insurance – how much of each do we need, and what is the most cost-effective way to acquire what we need.

· Quantification of the ultimate cost of a capacity market and a comparison of potential costs of other centralized forward obligation mechanisms.

· Understanding of how any multi-year capacity obligation under any construct interacts with California’s import dependence and promised proactive transmission planning.
· A centralized capacity market will have rate impacts – possibly significant ones. Thus, any formal proceeding on the capacity market question must be categorized as ratesetting and requires hearings.

III.
COMMENTS OF PARTIES
Specific opening comments of parties’ to which ORA calls attention include:
A.
California ISO

The ISO is the institution identified by all parties as the one that will run the capacity market, whatever its role in designing it.  Thus it is noteworthy that the ISO calls for a more complete examination of whether perceived or identified problems in energy-only markets can be resolved sufficiently to be a long-term capacity solution.
The ISO also calls for at least equal attention to be paid to correcting the policies that are thought to prevent California from supporting sufficient capacity investments: lack of price-responsive demand and development of retail tariff design that complements wholesale market redesign (i.e., MRTU).
B.
Alliance for Retail Energy Markets

Although ORA does not necessarily endorse other AReM comments, AReM’s assertion that the best resource adequacy policy for California would be one that eliminated regulatory barriers that impede demand-side participation in wholesale and retail markets is in line with the comments of numerous parties including ORA and the ISO.
C.
Morgan Stanley Capital Group

MSCG asserts there is no evidence that capacity markets correct the problems they were supposed to correct, and no evidence that they result in new 
capacity.  The eastern markets have not proven to be “bankable;” what is bankable are sales obligations (e.g., contracts with fixed prices) that ensure a revenue stream necessary to support new generation.  LSE bilateral contracts have shown they are “bankable” in California.  Other forms of forward capacity obligation may be as well.
IV. CONCLUSION
That a capacity market is needed in California is not a foregone conclusion.  Nor is it a foregone conclusion that a capacity market would be better than alternatives.  How much would it cost California ratepayers?  Are there better, less expensive alternatives?  Would a capacity market ensure adequate investment in generation? Would it, in fact, ensure resource adequacy?  Would it, in fact, restrain market power?  These questions need to be answered on a practical level, and not just on a theoretical level.  (A “faith-based” capacity market is unacceptable.)  As TURN says, the Commission should not “rush to judgment.”  Too much is at stake.  The Commission must slow down, consider alternatives, and have the benefit of meaningful public participation before it makes a decision.
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* * * * * * * * * * * * * * * * * * * * * * * * * * 

� The regulator plays a significant role in the setting of the capacity price via its role in constructing the demand curve. 


� Mirant California put this well: “This process should be collaborative and open, to reflect the unique requirements of the California market.”  (Comments of Mirant California, LLC, Mirant Delta, LLC, and Mirant Potrero, LLC, on Capacity Markets White Paper,  September 23, 2005, p. 2).  Southern California Edison (SCE) states that “stakeholders at both the Commission and the CAISO must be given opportunity for input of the specifics of any capacity market that may be developed.”  (Comments of Southern California Edison Company on Capacity Markets White Paper, September 23, 2005, p. 14).  And TURN concurs with ORA that formal ratesetting hearings will ultimately be required.  (Comments of the Utility Reform Network on the Energy Division’s Capacity Markets White Paper, p. 9)





� See Public Utilities Code § 454. 


� Opening Comments of the California Independent System Operator Corporation on the California Public Utilities Commission’s Capacity Markets White Paper, September 23, 2005.


� Comments of the Alliance for Retail Energy Markets on the Capacity Market White Paper, September 23, 2005.


� Comments of Morgan Stanley Capital Group Inc. on Staff Capacity Market White Paper, September 23, 2005.
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