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Forward:  Tone

In dipping my pen to respond to close on this Docket, this economist searches the opening briefs for the correct tone.  PG&E perhaps, best captures the atmosphere:

	Page / para.
	                                Quotation 

                                                                     (Edited for brevity) 

	5 /1
	Cogens rely on 1980’s technology  

	5/1
	Savings are illusionary

	5/2 
	Proposal would eviscerate

	5/2
	Proposal would undo all the Commission RPS efforts.  

	24/1
	No justification for relying on a hypothetical scenario – an administrative determined relic of a vastly different market structure

	25/4
	Failure of C/R to attempt to quantify the difference between avoided costs and Day ahead renders C/R testimony valueless.

	25/4
	C/R are telling the Commission “Trust Us” 

	25/4
	unfounded allegations in the C/R testimony 

	26/1
	Admitted failure of proof

	29/4
	Clearly a red herring

	34/2
	More herring  &  IEP’s penchant for error

	35/2
	An assumption has no basis either in PURPA or in reality {mutually exclusive!}

	36/1
	Fairly straightforward once you get past all the smoke and mirrors

	38 /6
	Consonant with the complaints of “secret data”, IEPs jeremiad  {ouch!}

	40/3
	Ironic, the tireless exponents of transparency find it necessary 


{enough }
And someone said that economics was a dull dismal science.  Nothing like attorneys to spruce things up.  Actually our small hydro turbines are about 1939 technology.

On to substance. 

Response to PG&E’s Brief

PG&E ignores the core point of the Lexecon testimony

The main point of the Lexecon, and Cavicchi /Reishus, C/R testimony is their lead section A on pages  7 through 15.  It is very clear and shows 

“the energy supplied through the out-of-market mechanism, in fact, represents the necessary marginal high-cost source of energy that would be avoided through incremental energy supply, rather than the observed lower price which may appear to clear the market.
PG&E has no response to this section and its core explanation why the ISO market does not, and cannot, represent avoided cost.  The point stands, undisputed, and eliminates the ISO market as a price indicator.

PG&E’s does respond (in Section A Page 25), by calling the C/R testimony “completely valueless unfounded allegations” because C/R did not quantify the difference in prices.  PG&E then switches the subject quickly to under-scheduling, RMR, and other ancillary issues.  The huge difference between the out-of-market DWR contracts and the day-ahead market is indeed the issue.  C/R makes it picture clear in Figure 3.  C/R points out on page 14 the effect of this market segmentation price depressing activity is lack of investment in generation, higher long run costs and ever larger quantities of older, high cost supply.  These are exactly the market distortions we have in California.

The low “bilateral contract” prices this is why Davis Hydro is here before it makes further investments, and more generally, the resulting lack of generation statewide is exactly why the Commission is holding hearings on R06.02.013.  With incorrect low price signals, new independent generation investment is strangled, and we lapse into the current and expected future crises. 

Competitive Procurement

PG&E accurately points out on page 60 that all parties (FERC, CPUC, 30 states and all small and large QFs agree that an open market clearing prices are appropriate.  This has two serious problems and several smaller ones:

· First, all generation has to be included, including the expensive DWR contracts.

Second it conflicts with the “must take” provision of PURPA; if the auction clears at a revealed avoided cost then all QFs must receive that avoided cost, not something else. 

Systemic Problems

Problem 1 High bidding:  Without collusion of any kind, assume an auction were held and all QFs bid  $500/MWH or more.  Assume that the demand was sufficient such that that the auction clearing price was $500.  What happens?  As a QF, is there any reason not to bid very high?

Problem 2: More generally, assume an auction were held and a QF bid a little high say $60 or a little low say $40.  The avoided cost revealed by the auction is $50.  No flags are raised.  Does the QF get the avoided cost or something else in defiance of Federal law?

Problem 3: Most small QFs cannot not get into any competitive solicitation due to bidding restrictions, and they have no reasonable alternative but to sell to the host utility
.  Since there are no alternative buyers, they cannot afford to alienate and “take on” the IOU, new small generation is effectively blocked.

Problem 4: Prices and terms are not transparent.  Not having visible prices means that investment is inadequate and inefficient in type, location, and fuel.  Not having open auctions with all bids revealed, leaves everyone questioning the integrity of the auction; few become willing to invest up-front time, money, and effort into generation projects that will market into a questionable market in the future.

Problem 5: Activity.  When a normal auction is won, the sale is expected to be consummated immediately.  Normally, a delay triggers liquidated damages against the delaying party.  IOU auctions seems to have indefinite delays associated with them, driving off investment, thereby forcing a capacity crisis that only they can fill.  There is no misunderstanding why there is no investment in small distributed generation in California since 1990, it as been, and continues to be effectively blocked by the IOUs.

Aside

All parties want to have market indicated pricing.  The ISO market is appealing because it is our only “electric market.”  The title sounds right.  It’s ours.  It’s independent.  We want an electricity market and here is one that gives prices every 10 minutes.  It looks and acts like the independent functioning electricity market that we all want.  It is deceptive; regrettably, while it looks and smells right, it grossly deficient because of out of market transactions that are expensive and would be marginal most of the time.  Unfortunately, while an electric market is desired by all parties to these proceedings, we here have only the trappings of one.

Davis Hydro Response to San Diego Brief

San Diego has a very clear portrayal and analysis of PURPA on their section II on pages 5 and 6.  They make only one error, and that is concerning D.96-10-036.  “No preference for QF power justifies payments arrived at by all source bidding, as such above-market prices would violate PURPA’s standard of ratepayer indifference.”  Under the all-in auction model, a QF might bid above or below the market clearing (avoided) cost and there is no mechanical mechanism to incorporate them into an auction paradigm and create a market clearing price using an auction.  This was not a problem when they QF were very small and the market elastic.  Neither condition is true today.  As with PG&E’s solution, the auction model generates several legitimate economic questions.

· Is a lower QF bid raised to avoided cost? 

· If a QF was too high a bidder, is a contract to be offered at the avoided cost?  

While the auction (competitive solicitation) is appealing at revealing marginal or avoided cost, it does not show how to adjust high and low bids can be resolved with the PURPA must-take provision that requires the exchange at avoided cost prices.  In the California market the cost avoided by the presence of a QFs is distorted by the “out-of-market” expensive contracted power – notably the DWR power.  You cannot take all the expensive transactions out of a market, then hold an auction for the economical residual and suggest it is a meaningful market-clearing price.  If a 1 MW QF were not present, the utility would have to have contracted for 1 MW more of DWR power.  If there were one MW more of QF power on-line the utility would have had to buy one MW less of DWR contract power
.

The QF power has lowered SDG&E’s need for DWR contract power.  That reduction in demand is what they avoid by the QF presence.  The day-ahead market represents a post-contract residual after de facto market segmentation and cloaking of high price contracts.  Using the phrase “ratepayer indifference,” if the QF’s did not exist, ratepayers would face larger - perhaps much larger (due to lack of supply elasticity) DWR contract costs.  The IOU’s might argue generically they would have built alternative generation to the QFs.  Logical, but in this case inaccurate, in that they would have done so to avoid their punitive DWR contracts, which they did not.  The observed reality in this case is that other generation was not there during the energy crisis, and is not now being built as is being shown under current R06.02.013 presentations.

Exchange with other customers

“QFs should be allowed to negotiate sale of their energy and capacity with third parties such as Energy Service Providers or Community Choice Aggregators, or to sell directly into wholesale market through exchanges.”

SDG&E here opens a constructive avenue for solving the marketing problem of sub-10 MW renewable QF sales on Page 20 using IOU/Muni exchanges rather than wheeling.  Generally, when generating on a distribution radial, power is used locally and wheeling is not a physical reality as the power will be used in the immediate vicinity of the generator
.  This saves the host utility bringing in power via transmission, saving some transmission and distribution losses.  Typically within many IOUs’ territory there are neighboring or embedded LSEs who are interested in buying the power and are engaged in daily power exchanges with the IOU.  If the IOU could simply credit the embedded non-IOU LSE buyer by exchange, there would be created an alternative to quasi-impenetrable competitive solicitations and take-it-or-leave-it “bilateral” contracts between the host utility and the small QF.  This would be helpful.

This construct is a win for the IOU in that it reduces their losses, need to take unwanted generation, and reserve requirements
 as their net load drops.  The Commission could facilitate these exchanges, i.e. make them mandatory without expensive studies, delays, and wheeling charges for power that is not “wheeled” anywhere except down the street.

Section IV B.  SDG&E and market access

“had any QF felt unfairly disadvantaged by solicitation process, it would have informed its representatives in this litigated proceeding.”

You are so notified
.  It is why we are here.  SDG&E has been active in seeking power, especially renewable power in Nevada and California.  However, for the under 10 MW, (even sub megawatt) generator buried on a PG&E distribution line, the complexities of getting to power to a SDG&E bidding forum are impossible to breach
.  Small projects, with somewhat uncertain completion date simply do not fit into a competitive solicitation framework with attendant wheeling/ISO/size/type complexities.  Finally, small projects such as hydro projects have to start years before they start looking for a PPA.  Developers simply will not do this work if there is not a solid clear path to an attractive contract.

Other Issues

Distribution level interconnection loss correction:

Transmission losses are discussed by various parties in these proceedings, however, less contentious, and apparently unaddressed is distribution level interconnection.  Davis Hydro would appreciate an inclusion of an appropriate level of correction
 for distribution level interconnection to compensate for losses below transmission level.  Since most small renewable and all distributed generation is at the distribution level where the power can be used, a simple but aggressive distribution adder would address these objectives.

The PURPA Avoided Cost Market
The Economic Case for Gas

The case against the ISO day-ahead market is clearly defined in C/R testimony and above.  What is less clear is whether the §390 method of tying the QF price to the gas market is the best alternative.  The following argues that the gas market is the best index for the avoided cost tracking QF, irrespective of the law.

In an industry based on one input, one output, and fixed capital, the marginal price of the output is directly related to the price of the input through the industry’s production function.  Over the narrow actual range of operation of most generation, this is a linear function.  Increase the price of the input by a percent; there is a corresponding increase in the price of the output by the same percentage.  This describes electric generation of the marginal gas fired QFs.  They have no choice of operating points, that is determined by their most efficient operating point, so their choice is to operate or not.  If they do, the marginal cost relates directly to the price of their fuel.  Their output price varies directly with the price of their fuel.  Thus tracking a marginal QF’s fuel cost is a very good index for their output price or a utility’s avoided cost.  Any other arrangement has large problems.  Paying gas generators fixed prices leads to overpayments if gas prices were to fall, and leads to Calpine bankruptcies and non-performance should gas prices unexpectedly rise.  In summary, fixed price QF contracts with suppliers subject to a variable gas price creates market instability, not unlike the conditions before utilities could pass on their changing fuel costs.

A gas index works like a flow through fuel clauses used now by most utilities and provides sanity and stability in the QF gas generation business
.  The natural gas market also provides a futures market with which a utility can use when extending a long term QF contract to remove any risk relative to the price of gas.  This futures market removes any impediment to long term power contracts for small QFs.

The Economic Evidence

In economics, we judge marginal markets by where people trade.  SDG&E agrees in their opening brief:

“Finally, recent experience confirms that market prices are SDG&E’s avoided costs; when a significant volume of QF power stopped producing at the end of 2005, SDG&E replaced that power with market purchases
.

One would like to think this “market-purchase” was in the ISO day-ahead market to support the IOU’s thesis that this is the marginal market.  Not so stated.  But more to the point, this is the clear statement that it is where the needed market purchases were made that define the utility’s avoided costs.  They went into the power market and contracted for what they needed – at some undisclosed price, thus defining their marginal or “avoided cost” on an undisclosed contract market.  PG&E has recently had the same dilemma: Calpine declared insolvency and PG&E immediately sought CPUC approval (in this docket in December 2005) to go into the natural gas market to secure gas.  There is no clearer indication on what is avoided – which market is marginal (gas or ISO day ahead) – other than the action of PG&E and it’s race to secure a secured position in the gas market for Calpine’s supply.

Small QF Wish List
Small QFs do not have the resources, nor the ability, to pay for, or fight the barriers placed in their way by the IOUs
.  That is why they are not represented well here, or in similar venues.  

We therefore request that some provisions be considered for small distributed QFs.

· A guideline would be to have it quicker and less costly to interconnect a generator than a similar load
.

· Have a standard menu of payment tariffs and modest term contracts as are done in other states and jurisdictions
.

· Eliminate discussion of “competitive solicitation” for small QFs as a solution; due to the must-take provision and the myriad of conditions these are (to use PG&E’s invective,) a red herring.

· Require anyone buying or selling electricity in the state to disclose all pricing.

· Another would be to realize that distribution level generation should not be revealed to the ISO and should be shielded from ISO interference regulations.

· Have the CEC post forecasted and real time nodal prices for all nodes in the state in real time on pagers and the Internet and require the utilities to make available real time pricing, starting say, June 30, 2006 at the latest.  One can do secure transactions all over the world on the Internet in real time for almost any product from Thai stock market transactions to genetic sequenced proteins.  In California, with a regulated electric industry, we ought to be able at least buy and sell electricity publicly in real time
.  Our suggested action: don’t study it; just do it, refine it later – just as this Commission did with Energy Efficiency Programs:

· post all prices, use the energy efficiency funds and the CEC
 

· get the real time buy/sell tariffs out, and

· remove market barriers for small producers – all by say,  30 June.

Let the markets flourish, starting again safely with small producers.  Certainly, allowing a large numbers of small producers into the market will be opposed by all entities that want to control markets for their own benefit
.

Our last direct access market fiasco was caused entirely by the lack of competition which would be generated with a large number of independent small generators.  Today in this state, we still need more generation for competition, diversity, reliability, and security reasons.  This Commission has a choice: 

· put new generation again in the hands of a few, which will lead to high prices, a lack of competition, and no diversity of fuel type, or 

· incentivize the development of many small generators which will lead to competitive markets and a distributed stable robust supply without regulation.  This is the underlying policy choice in this docket.

During the last electric market failure the power was in the hands of a few at different times: Enron and friends, the IOUs, the Governor, and the large IPPs.  Each rightly and diligently fought for their constituents, and the resulting market distortions are well known.  This time, the Commission has the opportunity to encourage small generators through aggressive rates, tariffs, and connection policies.  This will change the long term market structure and performance for the better, and hopefully eventually help the CPUC out of a job.
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� See Footnote � NOTEREF _Ref130290367 \h ��6�


� Trapping is indeed the word.  It traps us in a risky world of under investment in small generation.  





� Clearly this will vary from generator to generator, but any study to quantify the effect would entail convolving the projected future hourly generation and projected future substation load based only on historical substation data to the extent they exist.  Any study would be excessive.  A simple ruling on exchanges with other adjoining LSEs would be most useful.


� Especially if the utilities are directed to start changing their relaying practices to encourage islanding and local black-start capabilities.


� Given that most small IPPs have been driven out of the state, asking this question is like asking a bunch of dead men to complain about their shooting.


� Depending on conditions, they would include, a hostile interconnection process with the host IOU a meter reading agent, a metering validation process, an exchange agreement with said host IOU and the buyer and, a wheeling tariff agreement.  All these have to be organized in concert with discussions with the ISO on whether they have to know about the generator, and then the discussion on who is supplying the ancillary services, schedule coordination, load studies in the host utility and transmission access and congestion fees burden.  This is over and above the engineering oriented interconnection studies which we have now benchmarked at $20,000.00 a 0.5  MW.


� Drawn from any appropriate docket.


� While the natural gas market is far from perfect, and has not been isolated from its customers, it is a visible elastic market with good data available, unlike the California power market which clearly prides itself on price obscurity (killing demand response and investment), difficult entry (inhibiting small distributed generation), leading to underinvestment (R0602013), poor market structure, lack of competition, and poor performance.  


�. See paragraph 2 on page 25 at the very end of Section 1.


� The previous Davis Hydro brief cited $20,000 for reviewing three drawings of a 600 Hp small hydro is typical of the obstacles, others that require years to overcome, are outside the purview of this proceeding.


� It is the load that makes the lights go out and rates up – not generators.


� Any risk against gas prices in these contracts can be mostly mitigated in the gas futures market thereby eliminating any utility or ratepayer risk vs. gas.


� Make it happen.  The Rule 21 study process is a good example of IUOs torpedoing efficient markets of small producers through studies.   Rule 21 type proceedings have been going on in different forms for over 30 years.  It is the classic killer of small producer markets: nearly 100 % effective in tying up electricity market creation by endlessly studying it.  The first of these was in NU in Connecticut in 1978 or so, (I went for a while).  They may still be meeting – all working together, forever.


� This would be possible and useful because having prices available instantly empowers active and passive demand response programs.


� These beneficiaries vary, private stockholders, ratepayers, or voters depending on who is exercising power.
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