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COMMENTS OF williams power company, inc. ON CAPACITY MARKETS WHITE PAPER

I. Introduction

Williams Power Company, Inc (“Williams”) is pleased to submit these comments on the August 25, 2005 Capacity Markets White Paper (“Paper”) prepared by the California Public Utilities Commission (“CPUC”) Energy Division Staff (“Staff”).   

Williams appreciates Staff’s thoughtful discussion of capacity market issues in the Paper, and commends the Staff for their advocacy of important design elements recognizing the locational value of capacity and the demand curve approach.  Williams urges the CPUC to continue to evaluate the importance of a longer forward commitment component of the capacity market design, as well.

Williams’ support for consideration of the administratively determined sloping curve approach does not come easily or quickly.  Williams firmly believes that fully competitive markets ultimately provide the greatest benefits to consumers, and would prefer free markets to administrative  substitutes for free markets.  Williams nevertheless agrees with Staff’s conclusion that regulatory intervention has resulted in current energy markets that are imperfect and that capacity markets are necessary to address the effects of mitigated energy markets.  Further, the steps needed to remedy the mitigated energy markets, such as relaxing price caps and energy bid mitigation and improving the mechanisms for facilitating demand response, are either unlikely, given the general public distaste for volatile prices, or too far in the future, given the current tools available to consumers to adjust their consumption in response to real-time prices.   As a result, Williams believes the demand curve approach recommended by Staff must be given serious attention and appears to be the best near-term alternative to create the structures that are necessary to support the bilateral market to sustain existing generation and to create a stable platform that will inform and support new investment until a competitive market solution is developed.  

II. Comments

A. General Comments

As the Paper acknowledges, the imperfect, mitigated energy markets make capacity markets necessary.   Once necessary, however, capacity markets can provide significant benefits.  Capacity markets provide:

· revenue not provided by the capped, mitigated energy markets needed to sustain existing generation and encourage new entry;


· a way to trade capacity to address load migration;

· a way to encourage and backstop LSE bilateral procurement; and

· price signals indicating the value and price of capacity in different areas.   

Those benefits considered, bilateral contracts should remain the primary means by which LSEs meet their Resource Adequacy Requirements.   That is, capacity markets should serve as a complementary backstop role to bilateral procurement.   If not, as California’s experience with the FERC- imposed must-offer obligation teaches, LSEs have an incentive to default to centralized procurement, to the detriment of existing supply and new investment.

Other organized markets - PJM, the New York ISO and ISO-New England – have considered how to address capacity compensation issues, and have all adopted some form of the same concept – a demand curve approach.  Staff’s recommendation to adopt the demand curve as the best alternative given the current state of the electricity market recognizes the real experience in existing markets and wisely avoids re-inventing this wheel for California.  

Short-term capacity markets – a month or a year in advance of the need – contribute the revenue needed to sustain existing generation that is not provided by the heavily mitigated and capped energy market.  Yet such short-term markets are not sufficiently forward to allow new investment to compete to meet a need.   The solution ultimately adopted for California must integrate both of these realities.  

B. Comments on Lessons Learned from Section VI.E of the Paper
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.

Williams agrees that the sloped demand curve reduces unwanted volatility, an effect that cuts both ways.  It benefits suppliers by preventing prices from collapsing when there is even a slight excess in supply, and it benefits buyers by tempering the price when there is a deficiency in supply.   However, high prices do not necessarily indicate that market power is being exercised.  As FERC and other experts have observed, a perfectly healthy market should produce high prices during times of scarcity in order to signal the need for new investment. 

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

Williams agrees.   Transmission constraints define local areas which may require their own unique levels of capacity, independent of overall system requirements, to maintain acceptable levels of reliability.  Moreover, these separate areas may have different capacity costs due to local variations in the price of land, the cost of construction, access to fuel and water, air quality requirements, etc.  It is reasonable that different demand curves be developed for these separate areas.  

3. Bilateral 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.

Williams agrees that bilateral contracting should remain the primary means by which RA requirements are met.   A capacity market must not interfere with the bilateral market.  Regulators must differentiate between scarcity pricing and the exercise of market power and must consider the effectiveness of the state’s competitive procurement policies in establishing efficient prices.

4. The ICAP demand curve should account for peak energy-market revenue.

Williams agrees that adjusting the demand curve to account for energy revenues may present an acceptable balance of providing compensation for suppliers and lower prices for consumers if energy price mitigation is relaxed.  Williams supports the NYISO’s use of ex ante adjustments, which provides forward certainty, to the supply curve instead of ex post adjustments, which does not.

5. Capacity should be adjusted for performance.

Williams agrees that capacity should be adjusted for forced outage performance, supports the NYISO EFORd adjustment, and opposes the ISONE “peak hour” adjustment. 
6. The demand curve should be designed so the fixed cost recovery is somewhat above normal when installed capacity is short of the target and below normal when installed capacity is above this level.

The demand curve is an imperfect adjustment to markets that are artificially constrained by regulatory intervention.   The design of this imperfect solution should not be confused with endorsement of this structure outside that context. That said, in this lesson learned, the word “normal” is erroneously used relative to fixed cost recovery, not to the payment made for capacity.  The normal price/value of capacity in an area that has just what it needs is the price of new entry capacity.  When an area is in surplus, it is appropriate to expect markets to produce lower payments, and when the area is deficient, it is appropriate to expect higher prices to serve as a disincentive to be short.   The surrogate for market response – the administratively set demand curve – should simulate this behavior.  This concept holds true independent of what any unit in that area may require to recover its fixed costs.  

Williams’ responses to the policy questions posed are as follows:

1. Would a downward-sloping demand curve capacity market construct, similar to the NY approach, be an appropriate mechanism to support California’s RA program?

Yes, given the current state of the market. 

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. 

3. Would this mechanism assist California in meeting its goals to be resource adequate and reach a minimum of 15-17% reserve margin?

Yes, and not just assist, but likely be necessary.  Otherwise, as experience with other capacity markets has shown, the price of capacity will skyrocket when the planning reserve margin is 14% and plummet when the planning reserve margin is 18%.

4. To address deliverability concerns and meet the ISO’s requirements, is it appropriate to address solutions for local areas as a first step?

Yes.  The failure to address capacity requirements in local areas will undermine LSE procurement, as the LSEs will be uncertain which generation unit capacity to procure, leaving the CAISO with the task of attempting to secure locally-required resources by other means.  Because the CAISO’s RMR compensation does not send transparent or appropriate price signals to the market, this outcome fails to achieve the goal of encouraging investment in needed locations.  Further, RMR contracts are not a suitable RA mechanism.   The RMR contract limits the CAISO to dispatching the subject unit for local area requirements and, subject to certain restrictions, providing ancillary services.  RMR units may not generally be used for system energy requirements. Moreover, the recent flight to Condition 2 from Condition 1 indicates Condition 1 pricing is not sufficient to sustain existing generation.

5. Do capacity markets in local areas that are designated with downward sloping demand curves significantly mitigate market power concerns?  What are other appropriate steps (i.e., subtraction of peak energy rents?)  

Local capacity markets should work to ensure that 1) critically needed resources in local areas receive at least a level of revenues sufficient to stay in operation, and 2) the market sees local prices that encourage needed investment.   A downward sloping demand curve derived net of energy rents seems to have the potential to maintain a reasonable range of capacity compensation to achieve these desired outcomes. 
C. Comments on Staff Recommendations 

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

Williams strongly prefers competitive markets to administrative mechanisms, but experience with competitive capacity markets in other markets with even less energy price mitigation than California’s markets is telling.  Without a demand curve, capacity prices in those markets have proven to be inadequate to sustain existing generation or promote new investment.   The industry should be open to fashioning competitive mechanisms that may one day eliminate the need for the administrative demand curve, but, given the current state of the markets, the demand curve is the best approach to capacity compensation issues so far.
Recommendation 2:  Further investigate alternative metrics (e.g. UCAP v ISO-NE’s proposed metric based on performance during shortage conditions) and ensure development of an availability metric that is applicable to hydro, wind, thermal and other generation technologies, and to appropriate demand response products.

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

As described above, Williams agrees that it is reasonable to subtract energy rents based on the technology used to create the demand curve to provide for reasonable compensation for suppliers.  Again, Williams supports the certainty provided by the ex ante approach.
Recommendation 4:  Adopt reasonable locational installed capacity requirements with locally varying demand curves.

Williams agrees.

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

While the concept of seasonal capacity prices might seem appealing to retain supply for the peak summer months, the reality is that generating units have annual revenue requirements.  Suggesting that prices should vary seasonally might also suggest that capacity should be procured seasonally, which contradicts the reality of annual revenue requirements.  Williams therefore urges caution in considering seasonal pricing.

Recommendation 6:  Investigate the dependability of capacity import contracts during times of high West-wide load.
Given that California is a net importer, imports are important in meeting California’s capacity needs.  However, imports must be treated comparably to in-state resources.  Import deliverability must be established, just as deliverability must be established for in-state units.  The offering obligations imposed on imports should, to the greatest extent possible, be the same as those imposed on in-state resources.  Finally, given the regional nature of the Western Interconnection, in which California is a big part but still just a part, California always needs to consider that it is competing for the power it needs with the rest of the West.  Curtailing exports in emergencies may be necessary, but California must recognize the states exporting power to California will almost certainly do the same.   To count as meeting California’s RA requirements, imports committed to California must be irrevocably committed to California under all conditions, including simultaneous west-wide peak conditions.
Recommendation 7:  Make the fixed cost-recovery explicit.
Williams agrees.  The capacity market must provide a transparent valuation of capacity in each applicable area.
Recommendation 8:  Strive for Regulatory Credibility

Investment is all about the stability of future revenue streams.   Given that “Regulatory Credibility” in this case means long-term regulatory stability and certainty, nothing could be more important to fostering investment.  As the Paper contemplates at Page 25, stable short-term (or long-forward) capacity markets could provide a foundation for merchant generation.  The key is stability.  

D. Comments on interagency coordination

Williams applauds the CPUC’s willingness to take the lead to address Resource Adequacy requirements and develop the policy to support those requirements.  The collaboration between the NYPSC and the NYISO that created the demand curve is a worthy model.   As matters move from policy to practice, it is inevitable and necessary that the CAISO take a greater role in implementing the mechanisms that enact the policy.   Given the footprint of the CAISO, which includes some municipal utilities, and given the need to translate the forward requirements of the demand curve to day-to-day operations, it seems reasonable that the CAISO should develop the details of the demand curve, implement it through its Tariff, and enforce it on a day-to-day basis.

III. Conclusion


Williams again commends the CPUC for its leadership in advocating locational capacity market demand curves as the best approach, given current market conditions, to backstop and encourage bilateral procurement to maintain existing generation and encourage new investment until a competitive market approach is developed and implemented.  Williams urges that the CPUC and CAISO quickly move forward to implement this approach.  Williams also encourages the CPUC to continue to explore more competitive capacity compensation mechanisms that will also provide a stable platform to sustain existing generation and encourage new investment.
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