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COMMENTS OF TURN ON THE CAPACITY MARKETS WHITE PAPER

In accordance with the August 25, 2005, ruling of Chief Administrative Law Judge (ALJ) Minkin, The Utility Reform Network (TURN) hereby submits its opening comments on the “Capacity Markets White Paper” (WP) that was distributed by the Commission’s Energy Division on the same date, pursuant to the February 28,2005 ruling of Assigned Commissioner Peevey.  While TURN believes that the WP provides a valuable starting point for this important discussion, we caution the Commission not to rush to judgment on a very complex and challenging set of issues.  

TURN is particularly concerned that the WP appears to endorse a capacity market construct that closely resembles the extremely controversial Locational Installed Capacity Market (LICAP) proposal submitted to FERC by ISO New England (ISO-NE).  Every state regulatory commission in the New England region strongly opposes LICAP, and those commissions and other parties have recently submitted several alternative proposals for FERC’s consideration.  This Commission should pay close attention to the concerns of its sister agencies in other states and give full and careful consideration to the issues that those parties have raised.  Appendices A, B and C to these comments include the recent FERC submissions by the various New England state commissions, for ease of reference.  These filings demonstrate the very serious concerns that have been raised regarding the LICAP proposal, and availability of potential alternative approaches to achieve the same goals at much lower cost to end-use consumers.  

//

I.  TURN RECOMMENDS A WORKABLE SHORT-TERM ALTERNATIVE

TURN has strongly supported this Commission’s efforts to develop a workable Resource Adequacy (RA) policy framework for the State of California.  As stated in the WP, the primary purposes of the CPUC’s RA program are as follows:
(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)


TURN endorses these important objectives,
 but is seriously concerned that California, despite heroic efforts, continues to lack an effective mechanism for ensuring new investment in electric infrastructure when and where it is needed.  The current RA program, with its “90% one-year ahead” forward procurement requirement, clearly does not provide a basis for incenting new investment; indeed, that is precisely why the capacity market concept has become such a focus of recent discussion.  But a “well-designed” capacity market
 might or might not, over time, produce such incentives.  Further, the time required to design and implement such a market, and then create a track record of capacity prices sufficient to attract investment, means that any new generation capacity resulting from such a market remains years away.  


TURN believes that California cannot afford to wait to design, implement and “get the kinks out” of a new market design before it secures new investment.  The exact time frame in which new capacity is required, while somewhat uncertain, is clearly not that far away.  Fortunately, there is an available alternative that could be implemented and put in place quickly.  For that reason, TURN urges that this Commission put the development of a formal capacity market on a somewhat slower track, and proceed instead to immediately extend the current RA capacity requirement farther out in time.  

We suggest, for that purpose, that all Load Serving Entities (LSEs) be required to demonstrate that they have obtained 80% of the capacity needed to serve their current load (scaled up for anticipated system load growth) five years in advance, 90% four years in advance, and 100% three years in advance.  Such an approach would stimulate demand in the market for longer-term capacity, and at the same time mitigate the market power of existing generators by allowing new entrants to compete directly to serve future loads.  Probably the major argument in opposition to such a requirement would be that LSEs will find it hard to predict what their individual loads will be three to five years in the future.  But that concern can be mitigated if not eliminated by establishing a simple short-term capacity exchange (which could be nothing more complicated than a bulletin board for posting “bids” and “asks”) for the trading of capacity rights among LSEs who have lost or gained load since their initial forward procurement showing.
  

Most importantly, this type of forward capacity requirement would ensure that sufficient capacity is identified well in advance of when it is needed and, if existing capacity proves insufficient, provide adequate lead time for new construction that could be on line in time to serve future loads.  Current RA policy offers no such assurance, and a new capacity market construct simply cannot be put in place in time to meet demand growth and replace older units that may retire over the next few years.  


TURN strongly urges this Commission to consider such a short-term approach while it embarks on what will surely be a lengthy effort to come up a “well-designed” capacity market construct that provides some assurance of achieving the same end result.  

II.  THE STAFF PROPOSAL HAS SERIOUS FLAWS


The first staff recommendation stated in the WP is that this Commission should:  “Adopt a short-run capacity market approach with a downward sloping capacity-demand curve for the CAISO” (WP, p.40).  TURN strongly disagrees with the “short-run” aspect of this recommendation, and has significant doubts about the efficacy of the “downward sloping capacity-demand curve” approach.  Both of these elements are part of the current ISO-NE LICAP proposal that has attracted substantial criticism.  


TURN would oppose a short-run capacity market approach that looks out only one year or less into the future.  Such a market would do very little in the near term to incent new investment and, most importantly, such an approach would limit competition by precluding new market entrants from competing to meet the capacity requirement, due to the time lag needed to permit and construct new resources.  All of the state commission-sponsored proposals in the LICAP proceeding envision a capacity market that would operate at least three years in advance of the period for which the capacity would be committed (See, Appendix A, pp.5-6, 13; Appendix B, pp.4, 9-11; Appendix C, p.3).  The recent “Reliability Pricing Model” (RPM) proposed by the PJM Interconnection (PJM), an excerpt of which is attached at Appendix D, also incorporates a four-year lead time for its capacity market:

. . . under current rules, PJM administers capacity credit markets only for the succeeding twelve months.  These short-term capacity markets were designed to accommodate short-term competitive load-switching under retail choice, but have not demonstrated the capability to sustain long-term generation investment.  Nor do they provide any opportunity to new planned generation or demand resources to compete with existing resources to meet capacity requirements.  Simply put, the short-term nature of the current PJM capacity adequacy construct is fundamentally inconsistent with the need to preserve system reliability in the longer term.   (Appendix E, pp.8-9) (emphasis added)


Similarly, NERA Economic Consulting, in a report on “Central Resource Adequacy Markets” (CRAM) prepared for the three northeastern ISOs in February 2003 (an excerpt of which is provided in Appendix E), concluded that a longer “planning horizon” for resource adequacy/capacity markets was essential:

The planning horizon must be sufficiently long to enable the CRAM to be a deciding factor in the decision to construct.  Only when the CRAM is characterized by new units competing to win a contract to construct plant, will the CRAM meet the objectives of assuring resource adequacy and revealing the market price for adequacy.  Further, the capacity market is in very much the same supply and demand balance as peak hour energy and distinguishing between prices that reflect economic scarcity and market power is difficult and contentious.  Only when the pool of competitors is expanded to include entrants can market power concerns be adequately addressed.  Practically, this means that a three-year planning horizon is the minimum.  









(Appendix E, p.3) (emphasis added)

Clearly the leading thinking in capacity market design is moving away from the short-term capacity markets that originally prevailed in the eastern ISOs toward a longer-term planning horizon for resource adequacy.  California should strive to be ahead of curve, not behind it, in any effort to develop a capacity market construct.  


The “downward sloping demand curve” approach currently utilized by the New York ISO (NYISO) and proposed by ISO-NE as a key component of LICAP has also been strongly criticized.  The New England state commissions prefer use of the “descending clock auction”
 recommended by NERA in its report on the “CRAM” (Appendix E, p.4).  As the “NERAM” parties, which include the Massachusetts and Connecticut commissions, stated in their recent comments to FERC:

The open auction process also serves multiple purposes.  First, bidders face substantial uncertainty over the cost of providing resource adequacy.  Among other things, bidders and investors are uncertain about potential net revenues from other markets (e.g., energy and ancillary services) and from long-term uncertainty over plant economics and the permanence of the resource adequacy model.  An open auction enables bidders to see how competitors value these uncertainties, thereby helping to obtain the best bids.  An open auction also establishes all the right incentives for the more efficient bidders to win.  Second, the transparency of the open auction process is conducive to attracting new participants because they will believe that incumbents have fewer special advantages. This component is important in a market that relies on new entry to provide competitive discipline.  The open auction format enhances the objective of setting capacity prices by competition in the market because the competitive process is well structured and transparent.









(Appendix A, p.6)

The descending clock auction relies upon competition among suppliers to a much greater degree than the administratively-determined “downward sloping demand curve” and, under a longer planning horizon that allows new entrants to participate, significantly mitigates the potential market power of incumbent generators without the need for complex and controversial administrative mitigation measures.
  


Another rather different framework has been offered by the “Connecticut Parties” in the LICAP proceeding.  This approach, called the “Reliability Options Model,” (RO) is described by its proponents at pages 3-4 of Appendix C.  Briefly, under this model the auction “product” is defined as a call option on a megawatt of capacity-backed energy associated with a specific generating facility for a designated supply period three years hence.  The RO includes a designated energy strike price that is established prior to the auction at a level higher than the competitive range of prices under non-shortage conditions, and the generators (including new entrants) bid a price for supplying the option.  The RO is both a financial call option and a physical call option because, when the RO is called by the ISO, the specified generating plant must be generating power or otherwise available, e.g., supplying reserves.  The RO is a financial option because a generator that sells the RO must pay the option holder (the LSE) the difference between the spot market price (which would presumably be very high under shortage conditions) and the specified strike price.  The RO is called by the ISO when the system is stressed and needs additional resources, as indicated by spot prices exceeding the strike price.  When the unit is called it must be available in order to be paid and, if it is not available it does not receive the strike price and must still pay back to the LSE the spot price for the amount of contracted capacity that it did not supply.  


If forced to choose its preferred structure today, TURN would likely select the “Reliability Options Model” as its first choice.  But California is simply not in a position to make this type of decision at this point.  Much more detailed analysis and discussion is needed first.  But we point out these alternative models in order to demonstrate that there is no clear “state of the art” in capacity market design, despite some of the implications to the contrary in the WP.  The picture is changing rapidly, even in those regions that have previously operated capacity markets in some form.  There is simply not a clear “correct” answer that this Commission could rationally decide to implement on an accelerated basis in the near term.  

III.  RECOMMENDATIONS IF FAST ACTION IS DEEMED NECESSARY


If, contrary to TURN’s strong reservations as expressed above, the Commission decides to move forward quickly to establish a capacity market framework along the lines of the WP recommendations, TURN will offer here a few recommendations.  First, such a market simply must look forward more than one year, in order to allow new entry to exert competitive discipline on the bids of incumbent suppliers.  It must also incorporate strong performance incentives for participating generators, as recommended by the WP.  Peak Energy Rents (PER) should be subtracted from the capacity payments on an actual as-incurred basis, rather than a forecast basis, as recommended in the WP, as an additional market power mitigation measure.  There is simply no reason why generators should be paid a full capacity price based on the cost of new entry PLUS energy market rents in excess of the costs of running that new entry unit.  


TURN also agrees with the WP that a capacity market must be defined locationally, at least for the larger congested areas defined by the CAISO.  Indeed, since inadequate locational capacity appears to be a much more significant problem at this point than systemwide capacity, TURN would endorse the concept of starting out with only locational markets for the congested areas, and leaving the establishment of a systemwide market for another day, after more experience is gained in the initial phase.  And TURN strongly endorses the WP recommendation that further investigation be undertaken of the dependability of import capacity during times of high West-wide demand.  As the WP observes: “There is no point in securing contracts that are 98% effective if they fail during the 20 hours each year when they are needed most” (p.41).  


In terms of implementation, TURN strongly urges this Commission to retain control over the RA process to the greatest extent possible, rather than ceding such control to the CAISO.  While continued close cooperation is necessary and indeed essential, this Commission has plenty of reasons to be wary of allowing very much of the process to fall under FERC jurisdiction.  As the state commissions in New England have discovered to their great dismay, FERC may not necessarily take state concerns into account to the degree that one might hope or expect.  


Finally, from a procedural standpoint, TURN believes that formal “ratesetting” hearings will ultimately be required, at least for some critical aspects of the market design, such as the determination of the “demand curve” if that approach were to be adopted.  Clearly the specification of the curve will determine a portion of the rates that customers actually pay, which means that a rulemaking format will not suffice for that portion of the process.  Further, this Commission should not proceed in the abstract, without at least some rough estimates of the additional costs that the various proposals will impose on consumers.  The parties in the ISO-NE LICAP proceeding clearly have had the benefit of some real numbers to work with in that docket, and without such data the theoretical discussions lack any real world context.  

IV.  CONCLUSION


TURN has significant concerns regarding the issues discussed and some of the recommendations set forth in the staff WP.  Nonetheless, TURN stands ready to participate actively and constructively in whatever future procedures this Commission may establish to further pursue its investigation into the efficacy and design of potential capacity markets in California.  
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(Excerpt, pages 1-14)




�  TURN would recommend, however, modifying the reference (and similar ones which appear throughout the WP, e.g. at pages 5, 17, 20) to “providing a revenue stream that is missing from today’s capped energy markets” in the first objective.  While it is not the primary focus of these comments, TURN would note that the revenue stream to generators under an uncapped energy market structure would be extremely volatile, with prolonged periods of low prices interspersed with occasional periods of very high prices.  It makes little sense in our view to talk about replacing “lost revenues” that are, in reality, almost impossible to quantify or predict.  A more realistic objective might be phrased as “providing generators with a revenue stream over time that is sufficient to compensate them for their fixed and variable costs of producing power.”  





�  A skeptic might well conclude that the prospects for achieving such a “well-designed” market in California are rather slim, given our past experience with similar such efforts.  





�  Such an “exchange” could be managed by the CAISO, or outsourced to another existing entity such as the Automated Power Exchange (APX).  





�  As explained by the NERAM parties: “Under the descending clock auction, the auctioneer (e.g., ISO) will announce a price that is high enough to induce potential new entrants to participate. Potential entrants, existing generators, and load (for demand response mechanisms) would respond by offering to provide capacity at the specified price, assuming that the price is high enough to induce more supply than required. The auction administrator would announce the results of the auction, and, after several hours, announce a lower price and ask for new offers. The price should descend in small decrements so that the bidders would have a chance to react to each others’ bids. The auction rules would require that all bidders submit bids in each round and forbids any bidder from increasing the total number of MWs offered as the auction proceeds. The auction clock would stop when bidders reduced the amount offered to match the amount required. If there is a surplus of existing generation, the clock would continue to wind down until the price induced some plants to stop offering their capacity in the auction.”  (Appendix A, p.7, fn.7)





�  TURN would note that CAISO has used a similar form of “descending clock auction” to sell “Firm Transmission Rights” (FTRs) for a number of years, without any significant problems and with remarkably little complaint.  
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