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Introduction

In this reply brief, Davis Hydro will address the question of electric capacity market structure in California and its application to concerns of stranded costs, as these are the issues most directly related to Commission questions and submitted briefs.

Capacity Market Structure:

In the post-workshop briefs, most if not all participants are interested and concerned about both interim and long term electricity capacity market structure meaning the size distribution and affiliations of its members
.  Market performance cannot flourish without the proper structure.  Almost all briefs expressed the demand for the creation of a capacity market, and at least one calls for it to be formed quickly
.  Not having a capacity market with visible transactions and pricing leads to the lack of a forward market, and thus to under-investment and high costs to compensate for the associated risk.

Implicit in the creation of the market, but not clearly expressed by many parties is the market’s structure and composition.  An economic market is defined not by its value, but by the number and characteristics of the market players.  For a market to be competitive there are a small number of important elements.  These include having a large number of small independent participants.  Without mechanisms for addressing market structure Davis Hydro and perhaps other parties are uneasy or unwilling to endorse the Joint Party Proposal, or an alternative “Genco” proposal.

To have a capacity “market” that is not competitive will engender the same exercising of market power that occurred when California created an electricity generation “market” with many of the same players.  DH strongly supports the immediate creation of a capacity market, but it must be one that is open
, and has transaction costs and barriers that are low enough to be competitive.  There is no point in creating a capacity “market” that is not open to all at low transaction costs.  

A good predictor of the success of the capacity market is the standard market test:

If small buyers can deal with small sellers at a low transaction cost and risk, we have all the makings of an efficient market.

If they cannot, a competitive market is very unlikely to exist.  Rather; various combinations of market powers exercises are conducted behind the gauze of “protected transactions” under the sham of a “market” label.  To “deal” effectively the small buyers and sellers need market access, good price information, and communication.  Also, in this case, requisite market access needs regulatory assistance so as not to be influenced by other market actors.  Today in California we observe a close partial market proxy: the competitive solicitations by various utilities for power.  These are a harbinger of a future capacity “market”.  These competitive solicitations are highly extolled by their creators and thus are exemplars of a capacity market they might help create.  These auctions are presented in the briefs as successes but are actually examples of the market creation problems rather than the solution.  Specifically: 

· Numbers of winning bidders are small.  Four or five “winners” do not signal a successful market, rather they signal a failure to allow and engage the large number of suppliers necessary for a diverse and robust supply.  Having few suppliers produces poor market structure and inevitable market manipulation.

· Apparent lack of independence of some suppliers and buyers.  This leads to profits being made and shifted out of the regulated environment
.

· There are no small winners; no one under 1 MW was even allowed to enter.  This is the first structural sign of guarding market power and incipient market failure.

· Only certain types of capacity were allowed, a clear indication of exclusionary practices.

Finally, it appears this proto-market is going to be open when utility-associated projects are ready to be marketed
.  Actually, the market is never open because prices are not disclosed
, making entry and investments difficult.  While the reasons for each of these actions are supportable under some thesis, the totality of action does not produce a competitive plethora of generation.  Thus the actions carrying out the current competitive solicitations provide a foreboding message of future market capacity manipulation that is difficult to ignore.

Davis Hydro principal has over 30 years of experience in developing small hydro projects, and only in rare cases – such as on small Pacific Islands - has the resident utility ever admitted that a small project has any capacity value, even when they have high reliabilities and known predictable availabilities such as small hydro
.  This is a clear barrier to an efficient capacity market that will be exacerbated without capacity market access facilitation by the Commission.  Having small independent generators bring capacity to market is not possible if the generator has to go through a utility that has a desire to supply its own capacity.

The Commission might ask, with the vesting of generation capacity in a few entities (whether Gencos and/or utilities), if we are not recreating the same structure in the power (capacity) that just collapsed with manipulation in the energy market a few years ago, only soon with nodal pricing they will have more places to monopolize.  If the Commission is serious about stability of supply, and moderation of prices, while being open to solutions that embrace DM and DG
, it must first and foremost facilitate the creation of the desired market structure.  If the structure is right, regulation will not be necessary and investment will be made.

An economic market is defined not by the market core, but by the transactions on the margins.  DG, DM, small traders, small sites, small generators, will make the market competitive.  Currently, California’s implicit capacity markets are plagued by market barriers, almost all of which are under the administration or control of this Commission.  Having the utilities, or creating a new centralized Genco, will not promote, or foster a long term, stable, competitive market.

With these comments in mind from the post-workshop briefs, Davis Hydro would like to have the Commission facilitate the entry and existence of small capacity suppliers at all power levels and all geographic points in a clearing market on an open electrical system.  

Capacity Market and Stranded Costs

An honest concern, expressed publicly and privately by utilities, is that they do not want to be carrying capacity that they do not need.  This concern is reasonable in an environment of probable load flight.  The concern is made real due to the nature of long term capacity commitments when concrete goes into the ground.  It is made very real when we have before this docket the question of the utilities building long tern capacity that will be around for the life of the commitment.
  If the utility has too few customers in the future for its capacity, and there is no capacity market to sell excess capacity, then it is an unstable and unworkable investment which will not be made.  The capacity market, as discussed by almost every participant, is a place where capacity can be acquired.  If robust and diverse, it is also a place where capacity can be sold.  At any point in time in a private market there will be capacity that can be built, reactivated, reworked, or retired depending on respective time horizons.  The solution to the stranded capacity is to avoid it, by using the capacity market and its associated future market to balance capacity with expected load.

Summary

Based on comments by others in this docket, almost all are concerned about market structure, due to the effect of market structure on performance in supplying reliable capacity at low cost into the future.  In the post-workshop comments DH outlined in some detail a conceptual framework for a modern probabilistic approach to capacity markets that addresses the structural issue.  We encourage the Commission to proceed with setting up a capacity market in cooperation with other states with open access for all, carefully considering barriers to making the market competitive.
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� For example  CLECA p4, or Mirant et al P.10


� SDG&E p.7


� See AES p. 6 & 7  for an extended discussion of this problem.  IEP also addresses these problems with an interesting idea of an independent procurement entity like Vermont on Page 6. 


� It also led 30 years ago in New England to the capacity market being another battleground of the IOU/MUNI wars.


� AES  p. 6. These  remarks are intended to be general across several Auction/RFO/Open Solicitations and not intended to be exact on any one.


� See Mirant et al p.12 , or Western trading Forum at 10. 


� See also for example Western Power trading Forum  p. 12 for similar concerns. 


� EPUC & CAC p. 4


� In the case of renewables, a hundred year life is discussable: dams, windmills, geothermal, and solar cells.
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