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FOUR STATE COMMISSIONS’ PROPOSED

ALTERNATIVE TO LICAP

Pursuant to the Commission’s Order of August 10, 2005, Devon Power LLC, 112 FERC ¶ 61,179 (2005) (“August 10 Order”), and Notice in this proceeding of August 25, 2005, the Rhode Island Public Utilities Commission, New Hampshire Public Utilities Commission, Vermont Public Service Board, Vermont Department of Public Service and Maine Public Utilities Commission (“Four State Commissions”) submit an alternative to ISO New England’s (“ISO-NE” or “the ISO”) locational installed capacity (“LICAP”) proposal.

I.
INTRODUCTION

The alternative we present is based on the Central Resource Adequacy Markets (“CRAM”) model developed by National Economic Research Associates (“NERA”) in 2003 for ISO-NE, PJM Interconnection, LLC (“PJM”), and the New York Independent System Operator.
  However, it also draws from ISO-NE’s LICAP proposal as developed in this proceeding, as well as PJM’s Reliability Pricing Model  (‘RPM”) filed with the Commission on August 31, 2005 in Docket No. ER05-1410-000.  The approach we outline draws the best elements from these competing models to create an efficient and workable market-based capacity market for New England which will accomplish the following: 

1. Provide opportunities for existing generators to receive market-based compensation for a defined capacity product;

2. Generate market-based price signals to stimulate new generation development where it is needed; 

3. Provide a more resource neutral mechanism for choosing the proper generation, transmission or demand response alternative to meeting load demands; 

4. Create a centrally procured capacity purchasing mechanism to ensure that required capacity is developed on the terms, and within the timeframe, that consumers demand; and

5. Ensure that the price of capacity in sub-regions reflects the need for investment and demand response in those areas.

II.
BACKGROUND

Mechanisms for ensuring generation resource adequacy have been the subject of concern and major litigation since the beginning of the New England restructured wholesale electric markets in 1999.  In 2003, the Commission determined that the regional ICAP mechanism had failed to provide the necessary signals for the construction of new generation in load pockets and directed the ISO to develop a locational capacity or deliverability requirement.
 


Prior to ISO-NE’s filing of its LICAP plan in March 2004 in response to the Commission directive, the three Northeast ISOs commissioned NERA to study the feasibility of a centralized resource adequacy market model.  The resulting CRAM proposal was intended to ensure resource adequacy, that is, to ensure having in place a sufficient amount of resources such that the expected loss of load probability is one day in ten years, the North American Electric Reliability Council (“NERC”) long-standing regional reliability standard.  CRAM relies on 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 ISO elected not to submit the CRAM proposal in response to the FERC’s directive.  Instead, ISO-NE filed a demand curve proposal.  The two models differ in their basic structure:  CRAM is an auction-based model in which capacity prices are competitively set in return for a commitment for delivery of generation capacity (both existing and generation which the bidder commits to develop prior to the commitment period), while LICAP is characterized by an administratively-determined demand curve applied to existing generation, the monthly nature of which inhibits competition from new entrants.  Maine and Vermont sought to introduce CRAM as an alternative to LICAP in the FERC proceeding, but this proposal as well as other alternatives were struck from the record by the Presiding Administrative Law Judge.
  However, in its August 10th Order, the Commission deferred implementation of LICAP until no earlier than October 2006 and granted NECPUC’s request for oral argument. Devon Power LLC, 112 FERC ¶ 61,179. Alternatives to LICAP are to be a major focus of that argument. 

III.
DESCRIPTION OF NEW ENGLAND LOCATIONAL RESOURCE ADEQUACY MARKETS (NELRAM) 


The proposal of the Four State Commissions is a locational version of the CRAM mechanism.   Since our proposal is designed to allow, but not require, locational price separation and since others may be offering a similar, non-locational approach, we are calling our version the New England Locational Resource Adequacy Market (NELRAM). 


NELRAM incorporates the key recommendations from the CRAM analysis.  It would have a three-year, lead-time planning horizon and a commitment period no shorter than one year.  Although the CRAM report recommends a commitment period of three years, we believe a final decision on the length of that period would benefit from further discussion to ensure that business models and time frames can be properly matched.


The amount of capacity purchased would equal the amount needed to satisfy the objective capability requirement, known as Installed Capacity (“IC”) Requirements.  The purchase would be carried out through a bid-based auction and all capacity and load resources that clear the auction would receive the clearing price.  The first auction would take place no later than January 2007 and would be for a commitment period beginning in 2010.
A.
Locational Capacity Pricing

The locational component of NELRAM is consistent with the prior orders in this docket in which the Commission found locational capacity pricing just and reasonable and desirable in assigning costs to those who cause them. See, Devon Power LLC, 107 FERC ¶ 61,240 (2004) at P.37 (locational capacity markets would better reflect the value of capacity in transmission-constrained regions such as Southwestern Connecticut):  on rehe’g, 109 FERC ¶ 61,154 (2004) at P. 67 (locational capacity markets are needed to appropriately value capacity resources based on their locations).
Notably, the locational component also is consistent with PJM’s recent RPM locational capacity proposal and with New York’s locational capacity market.  In the recent RPM filing, PJM states: “RPM values capacity based on its location and will provide incentive for both the retention and construction of capacity where it is most needed.”  Transmittal Letter of PJM dated August 31, 2005 in Docket No.ER05-1410, at 55.  PJM also noted that within PJM, “[t]here is general agreement that the capacity market should have a locational aspect, recognizing that even when the overall region has sufficient reserves, reliability issues still may arise in sub regions, because capacity was not installed in the locations where it is needed.” Id. at 23.  PJM further found that if the auction did not recognize transmission constraints, price signals to build generation in the import constrained areas would be absent and thus a transmission solution to the local reliability problem would still be needed.  Id. at 24.  PJM concluded that “this locational aspect [of the RPM] is crucial, providing pricing signals and incentives for generators, transmission owners, or demand resource suppliers to apply their solutions to areas that are trending toward deliverability problems.” Id. at 24.

Similarly, in the LICAP hearing, Dr. Reed pointed out in his testimony on behalf of ISO-NE that the costs of new generation vary throughout New England, primarily because of differences in siting and construction expenses.  For that reason, there is an economic incentive to build new generation in the distant lower-cost regions, as long as the transmission system is capable of accommodating that strategy.  The problem is that, like generation, transmission is not free, which suggests that we must find a mechanism that balances savings associated with remote generation against the additional transmission costs that would be needed.  Ideally, we should have a mechanism under which generation and transmission compete against one another and the lowest cost combination of transmission and generation projects emerges.  In fact, as discussed above, this is what PJM is proposing in its RPM and also is the correct choice for New England.


We have some specific concerns for New England if a non-locational approach is adopted.  First, the genesis of this case was the request for an RMR contract for the Devon units in Connecticut, and the goal was to develop an alternative approach, which eliminated, or at least reduced, the reliance on RMR contracts to address reliability problems in transmission-constrained sub-regions. Devon I, 107 FERC ¶ 61,240 at PP 5-8 (2004).
Second, under the current regional capacity system, most new generation has been built in lower-cost areas rather than in the load pockets where it is needed most.  See, Devon Power, LLC 110 FERC 61,313 at P.13 (2005) (affirming the need for a separate SWCT ICAP region and finding that under the current regional system “virtually no generation additions [are] currently planned for installation between 2005 and 2008 [in SWCT]”) 

Third, in New England most of the costs of new transmission are socialized across the entire region.  Thus, constrained areas will have a strong tendency to favor transmission solutions over generation solutions, since the costs of the former are artificially suppressed from the perspective of those who cause them.  This can lead to an excess reliance on, and a misallocation of resources toward, higher-cost transmission solutions.  Moreover, the NELRAM approach provides a structure in which generation, transmission, and demand reduction can be considered on an equal footing and the lowest-cost solution can be chosen.  Additionally, as discussed above, this locational approach is very similar to the one embodied in PJM’s recently filed RPM. In fact, the PJM proposal envisions 23 separate capacity zones. PJM RPM Transmittal Letter at 58.

Finally, the CRAM report makes clear that the central resource auction model can accommodate a locational component.
  As is also the case with PJM’s RPM, market power mitigation rules will be needed to address possible exercises of market power in constrained regions.

B.
The Auction Mechanism 

The CRAM Report outlines the details of a CRAM-type mechanism.  What follows here are the main steps and components of the NELRAM auction process in broad outline: 

· There will be an annual resource adequacy process to determine IC, the level of capacity needed to maintain reliable service, for the next several years.  The period for which IC is set will be long enough to include all years for which capacity will be sought in the upcoming auction.

· Once the level of IC is established, an auction will be held to acquire capacity during a period beginning in three years (the Planning Period) and extending for a period of time (the Commitment Period).  The length of the contract period will be determined as the details of NELRAM are developed. At this time, it appears that a Descending Clock Auction mechanism, as proposed in the CRAM report, is the best auction design, but this can be revisited as the NELRAM details are developed.

· The capacity product and the obligation of successful bidders will be defined in advance of the auction.  

· Penalties for the non-performance of a successful bidder will be defined in advance of the auction.

· There will be qualification criteria and a qualification procedure for prospective bidders. 

· Milestones for performance of planned new generation, prior to the commitment period, will be established.

· A single auction will recognize transmission constraints that are expected to be in place during the commitment period, and where these constraints exist, price separation would be expected to occur.

C.
Other Design Features of NELRAM

While NELRAM remains a conceptual proposal, it can, and in some instances clearly should, include some other key features.  One important feature is the ability to self supply.  Like LICAP, NELRAM retains the ability for self supply through unit ownership and/or bilateral contracting.  An LSE can contract in the bilateral market to satisfy its capacity needs, and capacity, demand response, or energy efficiency contracted in the bilateral markets will be netted against an LSE’s obligations.  Any capacity requirement that is not self supplied would be charged to an LSE at the auction clearing price.

Like the RPM proposal, NELRAM could also be designed to accommodate a seasonal component, PJM RPM Transmittal Letter at 16, and a flexible self-scheduling option.  Id. at 19.

Given the superior technical resources that ISO has to devote to regional market issues, we would ask the Commission to direct ISO to provide assistance on several other design issues that must be addressed prior to implementation.
  These include: the term of the performance period; the type of mitigation measures (including offer caps) that may be necessary to address market power; whether there is a need for a price floor; whether there is a need for revenue offsets; the appropriate mechanisms to enforce performance obligations; the definition of the performance obligation; the appropriate locational zones, and the coordination of the Locational Forward Reserves (LFRM) market with NELRAM. 

There are two other areas in which ISO assistance is required.  First, the Four State Commissions recognize that NELRAM must have a mechanism to ensure that the capacity is actually there when needed and that one such device could be the shortage hour mechanism developed by ISO-NE in this docket.  We would look to the ISO to provide guidance on whether this is the most effective mechanism and whether other mechanisms are necessary to ensure performance by capacity resources.   

Second, we consider it essential that demand response units and energy efficiency load servers receive capacity credits toward meeting capacity and locational forward reserve market requirements.  How best to achieve this is another feature of NELRAM on which we would benefit from ISO’s technical resources.   

IV.
COMPARISON BETWEEN NELRAM AND LICAP


NELRAM is superior to LICAP because it: (1) assures that capacity is available in the long term (2) allows more direct competition from new entry and (3) uses market mechanisms rather than costly regulatory constructs (such as Ctarget) to meet NERC reliability standards.  Moreover, it is expected to accomplish these resource adequacy objectives at lower costs than the ISO’s LICAP proposal.  

A.
NELRAM’s Longer Time Horizon and Long-Term Commitment Period Provide a Greater Assurance of Resource Adequacy than LICAP

One important difference between LICAP and NELRAM is the time horizon of the market.  LICAP is a monthly market while NELRAM is a longer-term market with a planning period extending three years out and a commitment period that we expect will be in the range of one to five years.  The longer time horizon and commitment period provide a greater assurance of resource adequacy than LICAP because, as discussed below, NELRAM allows new resources to compete directly with existing resources. 

B.
NELRAM, Unlike LICAP, Provides Assurance that Adequate Resources Will Be Available In The Future When They Are Needed.  

Once a NELRAM auction is held, successful bidders are financially bound to provide capacity during the period that begins in three years.  As long as they fulfill their commitment, they are assured of payments during that future commitment period.  On the other hand, if they do not fulfill their obligations, they will not be paid.
  

LICAP, on the other hand, does not ensure that capacity will be there in the long-term.  Under LICAP, generators are paid to perform only on a month-to-month basis but have no further obligation to provide capacity.  Because of the short-term obligation created by LICAP, new investment cannot directly compete with existing generation.  Instead, LICAP relies on new investment based on expectations of a future revenue stream that will be available when the new generation goes into service.  Since investment is based on what investors forecast as the future payment stream, the willingness to invest will depend on investors’ perception of how risky, or variable, those future payments might be.  Maine/Vermont provided expert testimony in the LICAP hearing that investors will perceive LICAP revenue streams as too uncertain.  First, the level of future payments will be heavily dependent on whether others also decide to build capacity. Second, LICAP payments will decrease when the new generation goes into service (because the demand curve pays less when capacity is added to the system).  MV-6 at 13. Third, investment will depend on the perceived level of regulatory risk.  Maine/Vermont’s expert witness testified that the high degree of regulatory risk is one of LICAP’s fatal flaws.  Id. Similarly, ISO’s expert testified that regulatory risk is the “Achilles heel” of LICAP.  ISO-17 at 29.  Because NELRAM actually ensures that generation is there in the long term, and LICAP provides no such assurance, NELRAM is far more likely than LICAP to result in long-term resources being there when needed. 

C.
NELRAM Will Produce a More Competitive Market Because New Entry Can Compete With Existing Resources  

Under LICAP’s monthly procurement, only existing resources can compete against one another.  Without the participation of potential new entrants, the likelihood of serious market power problems is high, since the owners of existing resources know that most if not all of their capacity is required.  In fact, this problem led ISO-NE to propose the step of clearing the LICAP market based on the assumption that all generators except those with capacity contracts in other control areas bid into the market.  While this requirement is, in fact, necessary under a LICAP approach, it is the antithesis of a competitive market. 

NELRAM, on the other hand, is structured so that new entry can compete directly.  As long as new entrants into the market do not face unreasonable barriers to entry,
 NELRAM requires less regulatory intervention than LICAP, and, more important, the increased level of competitiveness under NELRAM should result in cost savings to consumers. 

D.
NELRAM Eliminates the Requirement To Purchase An Amount Of Capacity In Excess Of The Projected IC Requirement, And Thus Provides Savings To Consumers Without Sacrificing Reliability. 

One of the costliest burdens of LICAP is its requirement to pay for more capacity than is likely to be required.  In its LICAP proposal, ISO-NE asserted that the target level of capacity (Ctarget) should be 5.4% more than the amount necessary to provide reliable service (IC requirements) because of ISO’s uncertainty about what capacity would actually be available.  Whether Ctarget is set at 105.4% of the desired capacity level or at some other level, the LICAP proposal requires consumers to pay for more capacity than they actually need because of the lack of assurance of long-term investment.  In contrast, NELRAM requires the purchase of capacity at levels equal to the IC Requirements and can do so because there is certainty about the level of capacity that will be available in the long term, resulting in overall lower costs.  

E.
Both LICAP and NELRAM Have a Locational Design

NELRAM and LICAP both envision locational capacity markets. The Four State Commissions believe this is important.  Other than some details reflecting the fact that they use different time horizons, both approaches treat locational issues similarly.  The Four State Commissions also considered a non-locational alternative but concluded, for reasons stated earlier, that a locational alternative is preferred because it: (1) sends appropriate price signals; (2) is consistent with cost causation principles; (3) recognizes physical constraints; (4) encourages generation and demand response alternatives to transmission if these are the more economically efficient responses; and 5) does not promote uneconomic transmission alternatives. 

V.
KEY RELATED MATTERS


A.
Locational Forward Reserves Market


The Four State Commissions agree that a locational forward reserve market is a necessary partner to NELRAM.  The purpose of the Locational Forward Reserves market is to ensure that sufficient peaking capacity is available on a long-term basis when and where needed.  Because NELRAM and LFRM both address long-term capacity needs, it is crucial that these markets be consistent and complementary.  The Commission should direct that ISO-NE coordinate the development of NELRAM and LFRM to achieve this goal. 

While we consider the implementation of LFRM to be a necessary adjunct to NELRAM, we do not believe that the former is a sufficient substitute for a locational capacity market.  LFRM is designed to focus on bringing new quick-start units (spinning reserve) on line.  While the addition of this type of unit would undoubtedly add to capacity in the constrained region, it is by itself insufficient to send the proper signal to the market to build sufficient generation where it is needed.


B.
Transition Period


Because the performance and payment under NELRAM will not occur until 2010, the Four State Commissions agree that some payments to existing generation resources are appropriate between the first auction and the initial performance period in 2010.  Since the NELRAM proposal envisions localized capacity prices, we would also expect such transition payments to reflect this locational component.  The Commission should direct that the issue of transition payments be resolved through a stakeholder settlement process that results in a filing ultimately reviewed and approved by FERC.  Bilateral contracts would not be affected by these transition payments.

C.
Energy Bid Cap

It may be appropriate to consider increases in the energy bid cap as a component of an overall design package for the capacity market.  The Four State Commissions note that ISO’s main rationale for needing a capacity market is the existence of the energy bid cap.   While we do not suggest elimination of the cap as a substitute for NELRAM, we believe that raising the cap at levels to be determined as part of the NELRAM development should be considered.


D.
IC Requirements


The determination of the amount of capacity that is needed, or the Installed Capacity (IC) requirements, will affect the amount and price of capacity purchased through NELRAM.   Since capacity costs are ultimately borne by retail consumers, states have a strong interest in ensuring that an appropriate balance is struck between reliability and cost.  For that reason, states must have a significant role in determining IC.    The exact nature of that role is currently being litigated in a number of FERC dockets, which should ultimately resolve the issue.

IV.
CONCLUSION

The Four State Commissions are committed to working with FERC, ISO-NE and stakeholders in developing the NELRAM proposal.  We respectfully request that the Commission provide an opportunity for the full development of this less costly and more effective alternative to LICAP.
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� See � HYPERLINK "http://www.pjm.org/committees/working-groups/ramwg/downloads/20040226-cram-report-final.pdf" \o "http://www.pjm.org/committees/working-groups/ramwg/downloads/20040226-cram-report-final.pdf" �http://www.pjm.org/committees/working-groups/ramwg/downloads/20040226-cram-report-final.pdf�.


� The Commission will recognize immediately that our proposal is, in nearly all respects, similar to the alternative presented by Connecticut and Massachusetts today in this proceeding (the “Connecticut proposal”).  The key distinction between our proposal and Connecticut’s is our reliance on a locational capacity market.  As discussed below, we believe that the signal for generation investment will be grossly understated unless a locational capacity market is implemented. 


�  In Devon Power, LLC 103 FERC ¶ 61,082 at P 51 (2003), the Commission stated that “a location-specific capacity requirement or a deliverability requirement is needed so that energy markets alone are not the only way for suppliers in DCAs to recover costs.”  In its November 8, 2004 Order on Rehearing in this docket, the Commission clarified that a deliverability requirement might have been one of the options chosen by ISO to address reliability compensation issues in New England but noted that the ISO elected not to pursue a deliverability requirement.  Devon Power LLC, 109 FERC ¶ 61,154 at P 51 (2004).  It concluded that a deliverability requirement “may not be considered as an alternative to the LICAP mechanism.” for the purpose of the LICAP hearing.  Id.


� See Devon Power LLC, et al., “Order Confirming Rulings” (December 3, 2004)


� CRAM Report at page 60.


� Id. at 102..


� There is currently an ISO sponsored process to review how IC should be set.  Jurisdictional issues related to IC determinations are discussed in the “Key Related Matters” section below. 


� See letter of July 25, 2005 form  Gordon Van Wiele, President and CEO of ISO New England to the New England Governors. attached hereto as Attachment A, offering ISO-NE's technical assistance to the New England Conference of Public Utility Commissioners (NECPUC) to assist it in developing an alternative to LICAP.


� The mechanism may require additional penalties for non-performance.  As noted earlier, this is one of the areas that will require further development.


� This is, of course, an empirical question.  The Four State Commissions believe, but cannot be certain, that new entry does not face unreasonable barriers in most or all of New England.





