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I.  INTRODUCTION
In accordance with the August 25, 2005, ruling of Chief Administrative Law Judge (ALJ) Minkin, The Utility Reform Network (TURN) hereby submits its reply comments with respect to 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 (ACR) of Assigned Commissioner Peevey.  TURN has carefully reviewed the 22 sets of comments submitted by other parties to this proceeding (and some non-parties), and found many of them to be highly instructive.  TURN has also continued to discuss the efficacy and potential design of a capacity market with numerous parties since the opening round of comments was submitted.  

Based on what we have learned to date, TURN submits that there is a serious question whether the design of a capacity market structure truly merits becoming the highest priority for this Commission’s attention with respect to resource adequacy in California.  While a number of parties believe that the development of a capacity market would be useful (though some strongly believe that it would not be), very few if any of the commenters seriously contend that the adoption of a capacity market will directly lead to the construction of new generation in this state any time soon.  Given the state’s increasingly precarious supply-demand balance, particularly in southern California, TURN must ask whether the Commission’s attention might better be focused on measures that would stimulate new construction in the near term.  Spending the precious time of decisionmakers and the parties on what may prove to be a lengthy and highly contentious market design process could easily amount to “fiddling while Rome burns” in terms of the capacity situation in California today.  

Excerpts from the comments of a number of key parties confirm this concern.  For example, the CAISO states that:

Nevertheless, the CAISO cautions that it is premature to conclude that any short-term, demand-curve based, capacity market is the best means to ensure that California is resource adequate. Given the current level of regulatory uncertainty, multi-year commitments may be necessary to support needed infrastructure development in California. While a short-term capacity market may assist in that endeavor by providing a transparent short-term (spot market) price for capacity, it may not be sufficient in and by itself in supporting long-term investment in the absence of strong regulatory assurances that the mechanism will be allowed to work and left in place over several years.  







(CAISO, p.11) (emphasis added)
Similarly, PG&E’s comments observe that:

While PG&E believes that a capacity market would assist California in maintaining existing resources in the near term, PG&E and the Coalition for California Energy Policy Reform believe that a capacity market alone cannot, for the foreseeable future, provide sufficient incentive for financing new resources. In theory, with a long enough track record, a capacity market would provide sufficient comfort to financial interests to make investments in new resources, in reliance on the capacity market’s continued existence and stability of terms. In the interim, long-term bilateral contracts with credit-worthy entities, such as the IOUs, and utility-owned generation will be required to provide the new resources needed to attain the Commission’s resource adequacy objectives. In the long term, PG&E hopes that proposed new resources can attract sufficient financing on their own, based on the strength of a wholesale market that includes a capacity market.  (PG&E, p.3) (emphasis added)
Calpine also voices strong concern about a near-term focus on designing a capacity market:

Calpine agrees that the development of a centralized capacity market along the lines outlined in the White Paper should be pursued. The development of such a capacity market, however, should be a lower priority as compared to other more pressing needs – specifically, the urgent need for new capacity. The development, approval and implementation of a centralized capacity market will take significant effort and time. In the interim, Calpine is concerned that such a process may distract stakeholders and policy makers from the most important and immediate tasks of the time: assuring that the new capacity needed by California is being built and that existing capacity remains in operation over the near term to avoid the risk of another energy crisis. The capacity markets contemplated in the White Paper simply cannot be developed, approved and implemented on a timeframe that will stimulate the investment needed in new generation in time to meet expected demand or to ensure that existing plants are provided the proper price signals.



(Calpine, pp.1-2) (italics in original) (bolding added)

Likewise, Morgan Stanley Capital Group (MSCG), which opposes the whole concept of a capacity market, points out that:

Administratively imposed capacity payments, by contrast, are inflexible and subject to significant regulatory risk.  In short, in the Eastern markets, they have proven to not be bankable, as little, if any, investment has been made in generation in reliance upon installed capacity market payments.







(MSCG, p.2)


Collectively, these types of comments from parties across the entire spectrum of interests represented in this proceeding should give this Commission serious pause.  There is perhaps a natural tendency, to which Energy Division staff may have fallen prey,
 to deal with a challenging subject by diving into the details and focusing attention on the design of the “perfect mousetrap,” without first carefully consider whether or not a mouse trap is what is really needed.  TURN submits that a fair reading of the entire stack of opening comments leads inevitably to the conclusion that something else must be done—and done soon—to stimulate the development of new generation in California before (and perhaps instead of) focusing on the details of capacity market design and implementation.  

II.  POTENTIAL NEAR-TERM SOLUTIONS


If the development and implementation of a capacity market is not the near-term answer to California’s resource adequacy problems, then what is?   In our opening comments (pp.2-4), TURN provided the outline of one potential approach to assuring adequate capacity in the near-term – a multi-year resource adequacy requirement that would impose bilateral forward procurement obligations on all Load Serving Entities (LSEs) three to five years in advance of the delivery date.  Such an approach would likely require some means for LSEs to trade capacity at a point near in time to the delivery date (perhaps a month ahead), to reflect load migration among LSEs during the period since the forward procurement took place.  TURN proposed a capacity “bulletin board” on which LSEs could post “bids and asks” for capacity trades, but that is not the only possible approach.  This Commission could, for example, establish in advance an administrative price for such exchanges, based on the cost of new capacity in a few major zones, a broad assessment of capacity adequacy in each of those zones, and an estimate of recent peak energy rents.  This same exercise would be part, but only part, of the work that would be required to create a formal capacity market with a downward sloping demand curve.  The latter approach, while clearly imperfect, would provide an important element of “stranded cost” protection for LSEs that had lost load and needed to dispose of the resulting capacity surplus by transfering it to those LSEs who were “short” capacity.  


Another potential near-term solution has been identified by the Coalition for California Energy Policy Reform (Coalition), whose collaborative work was cited by PG&E and West Coast Power, among others.  That coalition, which generally supports the adoption of a capacity market at a later date, has nonetheless endorsed a transitional “first phase” proposal similar to the recently withdrawn Southern California Edison application (A.05-06-003), under which the investor-owned utility would contract for new capacity on behalf of all loads in its service area and recover the associated net costs through a wires charge assessed to all customers who benefit from the increased reliability.
  TURN also sees merit in that approach, although the Commission’s tepid response to the Edison application may indicate a desire to avoid the difficult cost allocation questions that would arise under such a framework.  

Either of the above approaches could work to stimulate investment in new generating capacity in the near term, well before a new capacity market could be up and running.  There may be other potential approaches as well, but TURN is not aware of any, except for the possibility of central procurement by the CAISO, an option which seems to lack appeal pretty much across the board.  


Regardless of the specific path that the Commission chooses, TURN submits that there is broad recognition of both the need for investment in new generating capacity in California and the inability of a new capacity market construct to satisfy that need in the near term, if at all.  Given these circumstances, TURN urges this Commission to shift its attention to selecting a workable near-term approach to assuring new generation development, before it is too late.  

//

III.  THERE IS NO CONSENSUS ON IF OR HOW

A CAPACITY MARKET COULD WORK


While a number of parties endorse the general concept of a capacity market—particularly the generator parties who would gain increased revenues from such a market—there is much disagreement about exactly how such a market should be structured.  In particular, most of the commenting parties appear skeptical of the type of short-term capacity market employed in New York and under consideration in New England, preferring instead a longer time horizon between the date of the auction and the time of delivery, such as that recently proposed by PJM.  (See, for example, Sempra Global, pp.2, 3-4; West Coast Power, pp.3-4; Edison, pp.6-7; Williams, p.4; Mirant, pp.9-10; Duke, p.3; SDG&E, p.15.)  The parties state different views on whether the capacity market should be residual, meeting only LSEs’ needs that have not been contracted for bilaterally
, or whether all capacity should be cleared through such a market.  Likewise, the parties disagree on the relative roles of the CPUC and CAISO in designing and establishing such a market.  There is also considerable dispute among the parties over whether and how “Peak Energy Rents” (PER) should be taken into account in developing a demand curve approach.


These are all difficult questions, at least some of which would likely require evidentiary hearings in order to be fully analyzed, argued, understood and resolved.  Clearly that cannot happen quickly, and at the end of the day there is no assurance whatsoever that the end product would be sufficient to support new investment.  


Perhaps more fundamentally, several parties question whether a capacity market is even a good idea.  Morgan Stanley Capital Group, in a very interesting set of comments, argues that a capacity market should be rejected in favor of an uncapped energy market with mandatory forward contracting by LSEs to protect consumers against spot price volatility.  AReM makes a similar argument, while the CAISO pointedly declines to express a view as to whether capacity markets or energy-only markets should be pursued.  


Another very intriguing proposal offered by Professor DeVries of Delft University of Technology (The Netherlands) calls for a system of reliability call option contracts, an approach that is also noted by AReM’s consultant (Kiesling, pp.18-19).  This concept, which has been championed by Professor Shmuel Oren of U.C.Berkeley, was cited by TURN in our opening comment in connection with the proposal of the Connecticut Parties.  As Professor DeVries points out (pp.3-6), the reliability call option concept is adaptable to either a centrally-administered or a bilateral contracting framework.  TURN sees considerable promise in the bilateral version of this proposal, particularly if the required forward time horizon for securing such agreements is of sufficient length that new capacity can compete with existing units (thereby substantially mitigating supplier market power).  This approach could readily be incorporated into the Commission’s existing resource adequacy framework simply by requiring that the “standard capacity product” include a maximum energy strike price.  If LSEs were required to forward contract under this framework, the spot market price would be of minimal concern to end-use consumers and the need for low price caps and other forms of spot market mitigation would be lessened.  


All of these ideas merit more in-depth consideration as this Commission considers resource adequacy in a longer-term context, but only after the immediate problem of potential capacity shortfalls is dealt with via a workable near-term solution.  

IV.  THE DEMAND CURVE APPROACH OVER-COMPENSATES 

LOW HEAT RATE BASELOAD GENERATION


One of the major arguments put forward by the state commissions and other parties in the ISO-New England LICAP proceeding was that the downward-sloping demand curve approach systematically over-compensates low heat rate baseload generation, even if Peak Energy Rents (PER) are somehow taken into account.  TURN has conducted a preliminary investigation into this issue, and has concluded that such overpayments are very likely to occur if a demand-curve approach is adopted in California.  


As TURN understands the Energy Division’s recommendations, the equilibrium capacity payment would be established based on the fixed costs of a new combustion turbine generator.  Recent estimates of such costs in California have ranged from $60 to $96 per kilowatt of capacity per year (kw-yr), so TURN employed the midpoint of the range, or $78 per kw-yr, for its preliminary analysis.  A peaking unit would be paid this capacity price, less the (forecasted or recorded) peak energy rents (PER) that such a new unit would earn in the energy market
.  Assuming for purposes of simplicity a 10,000 Btu per kilowatt-hour (kwh) heat rate for such a new unit, the capacity price would be reduced by the difference between the market heat rate and a 10,000 heat rate, multiplied by the gas price and aggregated over all hours of the year in which the market heat rate exceeded 10,000.  


Based on an analysis of implied market heat rates for a recent annual period (August 2004 through July 2005) derived from published ICE data (see Appendix A), TURN determined that there were 91 days during the year in which the peak period implied market heat rate exceeded 10,000 Btu/kwh, and that on those days the average system heat rate was 10,766 Btu/kwh (see Appendix B).  Therefore, the PER for that year would be 766 Btu per kwh times 91 days times 16 hours per day on-peak (=1.115 MMBtu) times the price of gas.  Over a range of potential gas prices, the PER of a new combustion turbine would be as follows:



Gas Price ($/MMBtu)

PER ($/kW-yr)



$4



      $4.46




$6



      $6.69




$8



      $8.92




$10



     $11.15

The appropriate value would be subtracted from the $78 per kw-year fixed cost of the designated unit to obtain the equilibrium capacity payment for the year.  


But now consider the case of a combined cycle unit with an assumed heat rate of 7000 Btu/kwh.  Such a unit would earn much greater energy rents because of its lower heat rate.  According to Appendix B, in the exemplary year there were, again, 91 days in which the peak period market heat rate averaged 10,766, plus 211 days in which the peak period heat rate averaged 8,779, plus 162 days when the off-peak market heat rate averaged 7,793.  Hence, the total energy rents for the combined cycle plant would be 3766 Btu per kwh times 91 days times 16 hours per day on-peak (=5.483 MMBtu), plus 1779 Btu per kwh times 211 days times 16 hours per day on-peak (=6.006 MMBtu), plus 793 Btu per kwh times 162 days times 8 hours per day
 off-peak (=1.028 MMBtu), for a total of 12.517 MMBtu times the gas price.  Over the same range of potential gas prices, the energy rents for the combined cycle would be as follows:



Gas Price ($/MMBtu)

PER ($/kW-yr)



$4



      $50.07




$6



      $75.10




$8



     $100.14




$10



     $125.17

Clearly, as gas prices increase, the heat rate advantage of the combined cycle plant provides greater and greater energy rents to cover the fixed costs of the unit.  Recent estimates of such costs in California have ranged from $96 to $144 per kw-yr, with a midpoint of $120 per kw-yr.   


Combining the equilibrium capacity payment (based on peaker economics) with the energy rents actually earned by the combined cycle plant produces the following:

Gas Price 

Energy Rents

Capacity Payment

Total
     $4


      $50.07          +
          $73.54

         $123.61

     $6


      $75.10          +
          $71.31

         $146.41

     $8


     $100.14         +
          $69.08

         $169.22

    $10


     $125.17        +
          $66.85

         $192.02


Thus, at a gas price of $4 per MMBtu or greater, a combined cycle with costs in the mid-range would more than cover its fixed costs, and at a gas price of $6 or higher even a relatively expensive plant would more than cover its costs.  At gas prices in the $8 to $10 range, the owner of a combined cycle would be substantially over-compensated by a CT-based capacity payment, at enormous cost to the ratepayers of California.  For example, with $10 gas, the owner of a 1000 MW plant with a high fixed cost of $144 per kw-yr would receive $48 million per year over its costs, which already include a return on and of its investment in the facility  [($192 - $144) x 1 million kw].  If there were 20 such plants in the state, the overpayment by consumers would approach $1 billion per year, at a time when the market was supposedly in equilibrium!!  And the over-compensation for the owner of a coal or nuclear facility would be even greater (this was the particular focus of the complaints against LICAP in New England).  


These data, while admittedly rough and illustrative, should give this Commission serious pause regarding the efficacy and reasonableness of a demand curve-based capacity market construct.  With electric rates in California already at record levels, this state simply cannot afford another “mistake” of the magnitude of those that have been committed in the past (pick your favorite).   

//

V.  CONCLUSION


TURN strongly urges this Commission to put aside the issue of capacity markets for the time being, and focus its attention on workable near-term solutions to assure the development of necessary new generation in California







Respectfully submitted,

THE UTILITY REFORM NETWORK

October 11, 2005



By:  _______________________________

Michel Peter Florio

Senior Attorney



�  This is not intended as a criticism of the White Paper and its authors, as TURN would admit to sometimes succumbing to the same temptation.  Nonetheless, this Commission must insist on properly sizing up the forest before beginning to analyze the trees.  





�  Assembly Bill 380 (Nunez), which was recently signed into law by Governor Schwarzenegger, appears to authorize such an approach in Section 380(g).  





�  TURN observes that President Peevey’s February 28 ACR discussed the possibility of a “residual” capacity market (p.3), but the White Paper devotes little or no attention to such a structure.  





�  Potential ancillary services revenues are ignored in this analysis for simplicity’s sake.  





�  This calculation is slightly conservative since on Sundays and holidays the off-peak period comprises all 24 hours of the day, not just 8 hours.  We have ignored that factor for simplicity purposes in this example.  
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