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The Texas Energy Association for Marketers (TEAM)' files its Initial Comments to the
Proposal for Publication of Amendments to P.U.C. SUBST. R. 25.505 as Approved at the April
12, 2012 Open Meeting. The proposed rule would increase the high system-wide offer cap
(HCAP) by $6,000 in $2,000 increments beginning June 1, 2013, making the cap $9,000 per
megawatt per hour on June 1, 2015.
I.

Introduction

TEAM recognizes that the Commission is committed to an energy-only market in
ERCOT and that in such a market pricing signals need to appropriately reflect scarcity conditions
in order to incent new generation. TEAM appreciates and supports the Commission's efforts to
look to competitive market-based mechanisms wherever possible.
Although the Brattle Group Study2 identifies a number of challenges with maintaining
resource adequacy in an energy-only market, many of these challenges have been addressed in
recent Commission projects and others can be resolved with market adjustments that do not
require fundamental redesign. Where it is probative to the instant rulemaking, TEAM references
portions of the Brattle Group Study in these comments.

However, these comments should not

be considered a comprehensive response to the Brattle Group Study. In particular, given that the
' The members of TEAM participating in this proceeding are: Accent Energy; Amigo Energy; Bounce Energy; Cirro
Energy; DPI Energy (d/b/a Truesmart); Hudson Energy Services; Just Energy; Stream Energy; Tara Energy Inc.;
and TriEagle Energy.
2 ERCOT Investment Incentives and Resource Adequacy, the Brattle Group (June 1, 2012) (Brattle Group Study).
^(`^

Texas retail market differs and is more robust that many other retail markets, some of the
observations in the Brattle Group Study specific to REPs and their market behavior are
incongruent the Texas market specifics.
As recognized by the Brattle Group, some demonstrable progress towards the deployment
of effective technologies for electricity storage3and distributed natural gas and renewable
generation4 has been achieved. Most significantly, the deployment of advanced meter systems
(AMS) in the competitive retail areas of ERCOT will establish the necessary infrastructure for
greatly improving demand response, which the Brattle group identifies as critical to the viability
of a true energy-only market.5

The development of the physical and administrative systems

needed to utilize AMS for demand response is ongoing, however, and effective implementation
on the scale needed to affect resource adequacy is years away.6 Therefore, the Commission must
address resource adequacy concerns for the near future years of 2013-2015 with more limited
policy options than it is likely to have in future years.
The Brattle Group Study presents five policy options including a pure energy-only
market (Option 1), an energy-only market with administrative adders to support a targeted
reserve margin (Option 2), an energy-only market with backstop procurement (Option 3),
mandatory reserve capacity payments by REPs and other LSEs (Option 4), and a true capacity
market such as that utilized by PJM (Option 5). Each option has attendant advantages and
drawbacks, though the Brattle Group Study concludes that Options I and 2 will not be able to
achieve a particular reserve margin. TEAM supports maintaining ERCOT's current reliability
target of 1-in-10 Loss of Load Expectation (LOLE) which requires an administratively set
reserve margin. As presented, Option 4 places impractical burdens of risk on LSEs and Option
5, while possibly viable in the long term, would require fundamental market system changes by
the PUC and ERCOT such that it would likely not be implementable in time to address the
forecasted resource shortfalls in 2014. TEAM supports implementation of a policy similar to
Option 3 as an intermediate-term solution with a move towards Option 1 as demand response
penetration in the market allows or further study of the costs, benefits and viability of other

'See Issues Relating to Energy Storage and Emerging Technologies, Project No. 39764 and PUC Rulemaking
Proceeding Concerning an ERCOT Pilot Project, Project No. 40150.
° See Rulemaking to Implement SB 365 & SB 981 Relating to Distributed Generation, Project No. 39797, Revised
Proposal for Adoption, (May 11, 2012).
5 Brattle Group Study at 104-105.
b Id.
2

possible alternative such as the market design described by Option 5. It is important to note that
any market design model would need to be modified to the unique aspects of the competitive
retail market in ERCOT which are not addressed in the Brattle Group Study.

II.

Background

Resource adequacy concerns are not new to the ERCOT market. As noted in Project
37897,7 ERCOT's annual Capacity, Demand, and Reserves (CDR) reports have consistently
shown dramatic reductions in the ERCOT reserve margin in the later years of the study periods,
yet without exception the reserve margin has never fallen to the levels predicted for those years.
ERCOT's most recent resource adequacy status report states that its reserves for the summer of
2012 will be tight, but not likely to result in the need for rotating outages.'

The fact that

historical projections of generation shortfall have not come to fruition does not mean that
resource adequacy is not an imperative concern that should be addressed, but it does suggest that
the full impact of potential market adjustments to address projected shortfalls be carefully
measured and considered before being implemented.
ERCOT transitioned from a zonal to a nodal market design at the end of 2010 and 2011
provides the only year of data for the nodal market as it affects electricity prices and generator
revenues.

The weather in Texas during 2011 was an outlier for both extraordinarily high

temperatures over a sustained period of time and a historic state-wide drought.9 ERCOT projects
that the summer of 2012 will have normal temperatures and more variable rainfall throughout
spring and summer, with substantial portions of the state no longer experiencing drought
conditions or experiencing less severe conditions.10

Projections for resource adequacy needs

based on 2011 must be considered in the context that it was an outlier year for weather and
electricity demand.
The nodal market was implemented at significant cost to ERCOT ratepayers on the
premise that it would justify that cost by providing consumers savings over the first ten years of

7 PUC Proceeding Relating to Resource and Reserve Adequacy and Shortage Pricing, Project No. 37897, Initial
Comments of the Steering Committee of Cities Served by Oncor (Jun 20, 2011).
8 Project No. 37897, ERCOT's Resource Adequacy Status Report (May 11, 2012).
9 Id.
10 Id
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the market's operation of approximately $5.6 billion." t Moreover, this savings was determined
to "reflect a transfer in wealth from generators to consumers and not simply a system-wide
benefit derived from more efficient electricity production and delivery."tZ Generators were well
aware of this impact of the nodal transition and yet many still strongly advocated for
implementation of the nodal market.13 When the Commission considered the costs and benefits
of continuing the transition to a nodal market in 2009, TEAM commented that the promised
"wealth transfer" to consumers should be considered with caution as it counted congestion rights
revenues (CRR) directly as consumer benefits and did not simulate zonal prices or account for
the dramatic fall in natural gas prices since the 2004 and 2008 cost-benefit analyses. 14
The cost-benefit analysis (CBA) of the nodal project conducted in December 2008 noted
that the estimated benefits of the nodal market had diminished because gas prices had risen
between 2004 and 2008.l5 This analysis suggests that the benefit of the nodal market should
have increased as gas prices have fallen by lowering production costs, providing a benefit to both
generators and consumers. Another "substantial" benefit of the nodal market cited by the CBA,
improved generation siting,16 has not been realized due to the disincentive to build new
generation in Texas created by low electricity prices driven largely by low gas prices. While the
benefit of improved siting was always arguable,17 it is a central issue of the resource adequacy
conundrum that new generation sited in load pockets where prices are high will drive down
prices. Entities contemplating investment in new generation facilities will model these depressed
prices accordingly and the result of this analysis will often demonstrate insufficient pricing
signals sufficient to justify investment in the new generation. To the extent that the nodal market
improves the efficiency of generation siting, it exacerbates this problem by driving prices even
lower.

"Transition to an ERCOT Nodal Market Design, Project No. 31600, Update on the ERCOT Nodal Market CostBenefit Analysis at 7 (Dec. 18, 2008).
12 id.
" Comments of Texas Competitive Power Advocates on the Update on the ERCOT Nodal Market Cost-Benefit
Analysis at 2, Project No. 31600 (Jan 7, 2009).
14 Project No. 31600, Update on the ERCOT Nodal Market Cost-Benefit Analysis at 32-34.
lsidat32.
16 Id. at 33.
17
TEAM pointed out in its comments in Project No. 31600 that though nodal might demonstrate that downtown
Dallas is an ideal site for a new generator, this information is not useful as a generation plant cannot be feasibly
constructed there.
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The actual savings realized by consumers in ERCOT attributable to the nodal market is
not yet determinable as the market has only operated for one full year in 2011. Average realtime spot market energy prices in ERCOT throughout the year were $53.23 per MWh,
considerably higher than average prices of $34.03 and $39.40 in 2009 and 2010 respectively.18
When February and August of 2011 are excluded to account for the abnormal temperature
extremes experienced in those months, the average price per MWh for 2011 is under $40,
comparable with 2009 and 2010.19 The average price of natural gas in 2011 was $3.94/btu,
similar to 2009 ($3.74) and 2010 ($4.34), but significantly less than in 2008 ($8.50) when
average energy prices were $77.19 per MWh.20 Thus it is difficult to discern whether the nodal
market provided any benefits to consumers in terms of lower costs in 2011 that were not directly
attributable to low natural gas prices.
Dramatic modifications to the nodal market should be undertaken with caution given the
limited data available regarding its function, particularly when such modifications are intended
to raise costs to consumers, thus eroding the benefits promised by the costly market redesign in
the first place.

The full impact of the measures already implemented by ERCOT at the

Commission's direction will not be known until after the summer of 2012, though "back casting"
calculations by ERCOT indicates that had these measures been in place for 2011 the weighted
price per MWh of electricity would have increased from $53.26 to $57.24 and increased the
peaker net margin (PNM) roughly 20% whether the extreme weather of 2011 is normalized or
not. Z i
Market adjustments to raise price signals for new generation have the certain effect of
increasing prices for consumers and, consequently the risk prices paid by REPs, generators, and
large industrial consumers to hedge against increased market volatility.

Whether these

adjustments actually will incent new generation is not certain, and indeed the Brattle Group
Study concludes that they will not incent new generation sufficient to achieve ERCOT's reserve
target.22 Adjustments to the HCAP as proposed in this rulemaking, while certain to continue
increasing market volatility and costs, does not seem to sufficiently incentivize new generation.

18 Presentation by John Dumas, Director Wholesale Market Operations, "The ERCOT Nodal Market" at 11 (Mar 13,
2012).
19 Id
zo Id
21 Resource Adequacy Status Report Back Casting Scenarios, Revised Version May 11, 2012.
22 Brattle Group Study at 51.
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Accordingly, TEAM encourages the Commission to address the resource adequacy concerns for
2014-2015 by procuring "back stop" generation as described in the Brattle Group Study's Option
3 with a strict limitation on how that generation may be deployed and for a limited duration of
capacity payments so that the back stop will not be overly disruptive to the ERCOT energy-only
market.

III.

Commission Questions

1. Should the sequence of changing the high system-wide offer cap (HCAP) increase at
a different rate and over a different period? For example, are any of the following
cases preferable to that proposed in the rule? Whatever is ultimately determined to
be the appropriate HCAP, should the increase be in one or two steps, rather than
three or four? Should the specific year for each increase or the specific date of June
1 for the increase each year be changed? If so, what should be the effective date of
each change?

Proposed Rule

Case 1

Case 2

Raise the HCAP to:
$5,000
$7,000
$9,000
$4,000
$5,000
$6,000
$4,500
$6,000
$7,500

Effective before the summer of:
2013
2014
2015
2013
2014
2015
2013
2014
2015

Raising the HCAP by itself will not likely serve as an incentive for new generation as the
issue is not the price received during intervals of scarcity but the sustainability of price signals
sent by the market which depend on the frequency of scarcity intervals as much as the prices
during them.23 The HCAP doubled between 2007 and 2011 from $1,500 to $3,000 and yet price
signals have not responded sufficiently to incent new generation. Consequently, the ERCOT
Independent Market Monitor (IMM) concluded in its 2010 State of the Market Report for the
ERCOT Wholesale Electricity Markets that reliance on market participants to submit offers at or

23 ERCOT 2010 State of the Market Report at 48. Brattle Group Study at 65.
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near the HCAP is not a reliable means of producing scarcity pricing in the zonal market 24 The
Brattle Group Study reached the same conclusion.25 The IMM also noted that in the only year to
reach the PNM, 2008, a significant portion of that increase was associated with extremely
inefficient transmission congestion management and inefficient pricing mechanisms associated
with the deployment of non-spinning reserves. 26

These issues were addressed in the zonal

market design and further improved with the implementation of the nodal market in late 201 0.21
Consequently, the PNM was not reached in 2011 although demand and prices were frequently
high due to abnormal weather extremes, with 145 SCED intervals reaching the offer cap within
the first week of August alone.28
Comments filed in this project and Project 37897 seem to concur with this assessment.
Topaz Power Group commented that the lack of scarcity pricing in ERCOT has been a frequency
issue, not a magnitude issue, and that scarcity prices have not been driven by offers, but by
mechanisms such as the Power Balance Penalty Curve (PBPC).29 If scarcity price intervals
remain few, it is unlikely that an increase in the peak price will encourage generators to build
new units. If a generator will not build or be able to obtain financing to benefit from a $3,000
HCAP for 40 intervals each year, there is no reason to believe that pricing at $4,500 for those 40
intervals will provide sufficiently greater incentive. Both amounts are far above the short-run
marginal costs (SRMC) of any generator and are much higher than any bids actually submitted
by generators in scarcity intervals. In 2010, when the HCAP was $2,250, only one interval had
prices set by an offer more than $1,000 per MWh, offers above $1,000 per MWh were only
submitted in 451 hours (5.6%) and the average of the highest offers submitted by any market
participant in 2010 was $520 per MW.30
The 2010 IMM report concluded that establishing pricing rules that automatically
produce scarcity pricing levels when operating reserve shortages exist is a more reliable and
efficient means of addressing resource adequacy.31 Such a mechanism was part of the nodal
market design, and protocols revisions undertaken by ERCOT recently at the Commission's
24 ERCOT 2010 State of the Market Report at 49.
25 Brattle Group Study at 77-78.
26 Id
27 Id.
28 Electric Reliability Council of Texas, Inc.'s Response to Commission Staff s Questions, Attachment A, Slide 5,
Project No. 37897 (Oct 14, 2011).
29 Topaz Comments at 3.
30 ERCOT 2010 State of the Market Report at 55.
31 Id at 55-56.
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direction to set floor prices for online and offline non-spin reserves, moving 500 MW of nonspin to RRS, and moving regulation up, RRUS, and RUC price floors to the offer cap have made
significant additional corrections consistent with this approach. The market should have time to
adapt to these changes and review the actual pricing data that results from them before instituting
significant increases to the HCAP that will create market volatility but not necessarily change
bidding behavior.

The Brattle Group Study is incorrect in indicating that a higher offer cap

would incent REPs to offer more demand response products.32 The development of demand
response is not in direct relationship to the cap.
today.

Hedging activities minimize exposure to the cap

Demand response is not able to reach its potential until the market has ubiquitous

deployment of advanced meters and delivery of data from those meters is of sufficient quality
and reliability to support widespread demand response programs.

ERCOT and the Commission

are working on these aspects, but raising the HCAP will not be beneficial to these demand
response efforts.
Though the Brattle Group Study generally concludes that increasing the HCAP will not
achieve specific resource adequacy targets, it does

make suggestions regarding the

implementation of an HCAP increase, noting that achieving efficient prices is as important as
achieving high prices.

Specifically, the Brattle Group Study recommends that administrative

pricing mechanism increase prices gradually in shortage situations with the HCAP being based
on the Value of Lost Load (VOLL) and only being reached when load shedding is imminent.33
Importantly, the Brattle Group Study notes that the VOLL is an uncertain number that varies by
customer class and has been estimated at widely divergent amounts in different energy-only
markets. Even more critically, though the Brattle Group Study seems to assume that the VOLL
for ERCOT is at least $9,000, it notes that neither this proposed cap or any other proposed in this
rulemaking is based on analysis of customers' VOLL or an analysis of the price cap needed to
sustain investments.34 If the HCAP is to be raised, it should only be to a price that has been
analyzed to be the VOLL for ERCOT customers, and then only if VOLL prices are analyzed to
be sufficient to draw generation investment commitments.
The proposed cases in this project all raise the HCAP in significant increments each year.
If the HCAP is increased, a more measured progression is preferable so that the results of each
32 Brattle Group Study at 94.
33 Brattle Group Study at 80.
3a/d. at77.
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increase can be observed and the market can better prevent over-corrections to generator price
signals that could create a barrier to entry into the ERCOT market. Between March 2007 and
early 2011, the HCAP was increased by $1,500, or an average of $375 per year. Case 1, which
proposes the least severe amount of increase would increase the HCAP by $1,000 per year
between 2012 and 2015. The published rule would increase it at twice that amount. Such a
significant market change over a relatively short period of time will primarily send the signal that
the market is extremely volatile and thus risky for investors and potential entrants.

2. Is the use of the peaker net margin (PNM) method described in the rule the
appropriate mechanism to measure resource adequacy in an energy-only market? If
not, what should replace it? Should the PNM trigger amount be the cost of new
entry (CONE) or a multiple of the CONE as determined by ERCOT? Should the
trigger causing the system-wide offer cap to be reset to the low system offer cap be
based on a calendar year or a rolling 12-month period, or should the use of the
mechanism be based on hitting the trigger for a single year, or for multiple years?
Should variability in the weather be taken into consideration in determining
whether the PNM trigger is met?
The peaker net margin (PNM) is not intended to be a measure of resource adequacy,
rather it is designed as a protective measure for consumers from sustained high prices by
providing a "circuit breaker" effect and resetting the HCAP to a lower price cap (LCAP) if the
market "overheats." The PNM is and should continue to be set at a high enough level such that it
is not likely to be reached when the market is properly functioning.
The PNM must remain at a meaningful level in order to provide a safety valve for
escalating prices.

The 2011 ERCOT State of the Market Report stated that the net revenue

required to satisfy the annual fixed costs (including capital carrying costs) of a new gas turbine
peaker unit is between $80,000 and $105,000 per MW-year. The current PNM that must be
achieved to trigger the LCAP is $175,000, significantly above the high-range of this estimate.
Raising the PNM further could not alone further incent future generation investment as the
current PNM would already provide sufficient incentive, were that the purpose of the PNM which it is not. In fact, given that the PNM can only be reached in an "overheated" market
where there have been significant period of sustained high prices, it would be appropriate to
establish in the rule that in years following a year in which the PNM is met, no increase to the

9

HCAP is implemented, as was the case for the prior increase of the HCAP from $1,500 to $3,000
per MVVh.3s
The Brattle Group Study recommends raising the PNM to $300,000 or a similar multiple
of the cost of new entry(CONE) and increasing the LCAP to a level greater than the price of
price-responsive demand.36 It is not clear what the effect of this recommendation would be,
however, for the study also concludes that raising the HCAP is not likely to be sufficient to
incent new generation sufficient to reach ERCOT's specified reserve margin. Specifically, even
with a HCAP of $9,000 and a PNM of $300,000, the Brattle Group Study estimates that
ERCOT's reserve margin will be 5% short of achieving its 1-in-10 LOLE target.37 Raising the
PNM along with the HCAP to ensure that the LCAP will not be triggered as generator's revenue
increases with ever-higher prices to consumers defeats the purpose of the PNM altogether.
If the annual PNM is increased to reflect a greater earning potential for new peaking
generation units, a short-term mechanism should be put into place to limit windfall profits by
generators during periods of high demand due to extreme weather events or similar conditions.
This is similar to what is employed in the Australian NEM, where the price cap is dramatically
lowered from A$12,500 to a cap of around $300 when the cumulative prices for every interval
over seven days exceeds a specified sum.38 Only by adding a similar short-term safety valve can
consumers be protected from sustained high prices due to weather or other extraordinary
circumstances where generators can make windfall profits due to limited supplies and the
absence of effective demand response. As the current PNM that triggers the LCAP was not
triggered with the current HCAP of $3,000 in 2011, despite the extreme weather in that year, it is
not apparent how a PNM raised proportionately with a raised HCAP will ever be triggered to
provide consumers relief from sustained high prices.
It is important to note that because 95% of the electricity consumed in ERCOT is through
bilateral contracts and not the spot market, the actual amount of revenue that generators can
receive during scarcity intervals is limited to spot market transactions.

The potential for

extraordinary price spikes in these intervals will cause forward energy prices to rise and this will
gradually increase prices for bilaterally contracting consumers as the cost of hedging products

35 P U.C. SUBST. R. 25.505(g)(6)(E).
36 Brattle Group Study at 7.
" Id. at 65
38 National Electricity Rules, Version 49, Market Rules, Chapter 3.14.1..
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and other risk management strategies rise accordingly.

The causal relationship between an

increased HCAP and the price of electricity available through bilateral contracts will be
imprecise, however, and adjustments to higher or lower prices will be staggered.

The

uncertainty involved in increasing generator revenues through adjustments to administrative
market controls such as the HCAP and PNM is reflected in the Brattle Group Study's conclusion
that these adjustments alone will not allow ERCOT to achieve its targeted resource adequacy
targets.

3. How long would it take market participants to adjust their financial exposure to the
proposed amendments? Will these changes affect liquidity in the ERCOT market?
If so, how? Will financial counterparties in hedging arrangements continue to be
willing to participate, and if so, at what cost, if the HCAP is increased significantly?
Would there be any difference if changes were made over a shorter or longer period
of time?

The proposed changes will affect liquidity by increasing volatility in the market which
must be accounted for. Hedging arrangements will become more costly as the risk that is being
mitigated is greater and thus will demand a higher avoidance premium. Capital costs for REPs
will be higher with an increased HCAP and retail prices will have to be synchronized with
wholesale costs. Increasing the HCAP has other implications within ERCOT's discretion such
as raising the costs of RUC, RMR, and EELS.
The best result for the retail market would be to set the market rules and then allow
sufficient time for the REPs to incorporate those new rules into customer contracts.

This would

require sufficient time for the existing term contracts to expire during the interval of time
between when the rules are set and when they are implemented.
contracts are not unusual in the market, 2 years would be preferable.

Because 2 year fixed term
The Brattle Group Study

incorrectly indicates that REPs do not hedge on a forward basis to match these portfolios.39
Notably, other market design changes are administratively designed to give market
participants sufficient time to adapt; for example, changes in Load Zones implemented by

39 Brattle Group Study at 53.
11

ERCOT do not go into effect for 36 months.40 Equal or greater lead time should be provided for
dramatic changes to the HCAP or other administrative market measures that will cause
significant escalation of electricity prices.
Nevertheless, increased market volatility at the wholesale level will increase costs on
REPs and other LSEs whether they ever purchase in the day-ahead or real time markets or hedge
for all intervals where there is any likelihood of scarcity as the risk premiums associated with
such hedges will increase along with the magnitude of shortage pricing. Generators will also be
exposed to significant risk in a volatile market, with the costs of being unable to provide power
as scheduled will escalate. All these increased costs will necessitate an increase in retail prices.
It may be prudent, therefore, to delay increases to the HCAP before AMS are deployed with
functions adequate to allow REPs and other LSEs to offer their customers effective demand-side
management. Because this effective demand-side management may not be available for several
years, TEAM recommends an interim approach similar to Option 3 of the Brattle Group Study as
described below.
The Brattle Group Study did not analyze the credit requirements or qualifications that
market participants have to meet to participate in the ERCOT market.41

These requirements,

particularly ERCOT's credit requirements, will have to be analyzed and likely modified if the
HCAP is increased. Because these credit requirements will increase with the proposed increase
for the HCAP in this project, then this will effectively keep some participants out of the ERCOT
market in which they would otherwise invest.
In discussing the effect of increasing the HCAP on REPs, the Brattle Study made
reference to potential irrational market behavior by "unscrupulous" REPs. This Study did not
accurately assess the regulatory and market forces on REPs.

The Commission significantly

revised and increased the financial requirements upon REPs to be certified to offer service in
ERCOT in 2010 42 The Brattle Group Study was apparently unaware of this when it expressed
concern that "an unscrupulous REP with little to lose might find ways to exploit asymmetric risk
exposures."43 While the failure of REPs from time to time does not represent the failure of a
market, rather its competitive function, it is highly unlikely that a REP - unscrupulous or not 40 ERCOT Nodal Protocols 3.4.2 (1).
'1 Id. at78.
42 Rulemaking to Amend SUBST. R. 25.107 Regarding Certification of Retail Electric Providers (REPs), Project No.
37685, Order Adopting Amendment to §25.107 as Approved at the October 22, 2010 Open Meeting (Nov 3, 2010).
a' Brattle Group Study at 78.
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will consider an investment-grade credit rating,44 a tangible net worth of $100 million,45 or
shareholder equity of $1 million along with an irrevocable letter of credit of $500 thousand46 to
be "nothing to lose."

In addition, the Commission's customer protection rules have other

measures in place to ensure that individuals may not re-enter the market in a material way if they
have had a role in an REP that has defaulted in the market.

4. Should the HCAP ultimately go to $12,000 or $15,000, and if so over what time
period? If the HCAP is raised to these levels, should the energy from the various
ancillary services deployed by ERCOT be priced at the same amount, should there
be a slope for the prices for these services, or should ERCOT procure different
amounts of these services?

The Commission should not consider additional increases in the HCAP unless and until
the market achieves more price sensitive demand response. Because the market impacts that will
result from an increase of the HCAP from any of the cases in the proposed rule are as yet
unknown, discussion of raising the HCAP further must be purely speculative. The energy-only
market most frequently cited for comparison in support of a high HCAP is the Australian
National Energy Market (NEM) which has a price cap set at its estimation of VOLL of
$12,500/MWh ($12,200 USD). The Australian NEM is extraordinarily transparent in order to
deter non-competitive bidding strategies and a much lower price cap is implemented
immediately when energy prices exceed an administered level over a period of 7 days.47
Furthermore, the Australian NEM is distinct from ERCOT in that all electricity is sold in the spot
market, without any bilateral contracts.48

The Australian Energy Market Operator (AEMO)

determines the generation offers needed to meet demand in the most cost-efficient way from bids
submitted every 5 minutes and allows prices to reach the price cap only when load shedding is
necessary.49 Notably, outside the Australian NEM the Western Australian Electricity Market
aa p U.C. SUBST. R.. 25.107(f)(1)(A)(i).
45 P.U.C. SUBST. R.. 25.107(f)(1)(A)(ii).
46 P.U.C. SUBST. R.. 25.107(f)(1)(B)(i-ii).
4'7See NEMSettlements Process, Australian Energy Market Operator Ltd. at www.aemo.com.au.
48 Hedging is accomplished through financial instruments and retail electric providers are able to sell fixed-rate
products on this basis.
49 An Introduction to Australia's National Electricity Market, www.aemo.com.au/corporate/0000-0262.pdf (July
2010) at 6-7.
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(WAEM) utilizes bilateral contracts as well as a spot market but also runs a capacity market.5o
Alberta, which employs an energy-only market with a bidding pool similar to Australia NEM,
imposes a C$1,000 per MWh price cap5t and concluded in 2009 that this cap was not creating a
disincentive to new generation investments.52 In fact, that study noted that high prices were
much less frequent in Australia NEM than Alberta and that, consequently, Australia was having
difficulty maintaining its reserve margins despite its high price cap whereas Alberta was not. 53
The HCAP should not be raised to any price that does not match the VOLL as analyzed
specifically for ERCOT. Raising the HCAP to $12 or $15 thousand would require significant
market adjustments similar to the Australian NEM and extensive modification of ERCOT's
credit requirements or else few REPs or other LSEs would be able to participate in the market.
The Brattle Group Study recommends allowing price offers to reach the HCAP only when load
shedding is imminent.54 If ancillary services are deployed at any time other than when load is
being shed, they should not be priced at or near the HCAP, rather they should be implemented on
a gradual basis as recommended by the Brattle Group Study.55

IV.

Policy Option Recommendation

The Brattle Group Study offers five policy options to address resource adequacy
challenges in ERCOT.

TEAM supports adoption of a policy similar to Option 3, with the

procurement of "backstop" generation with safeguards to ensure that this capacity has minimal
impact on the competitive market. This backstop option should be used only to obtain adequate
generation resources in the intermediate term for 2013-2015.

For the longer term, TEAM

supports an energy-only market with an administratively determined reserve margin provided
that demand response penetration becomes sufficient for this type of market to meet that margin.
If it is uncertain that such demand response will not be obtainable for the foreseeable future, then
more study might be given to a capacity market such as that described by the Brattle Group
Study in Option 5, though TEAM observes that the Study only analyzes such a market from a
50 Australian Electricity Market Overview, Wessex Consult (April 2010) at 11-12.
s1 Alberta Electric System Operator ISO Rule 3.9(a).
12
Alberta Wholesale Market Price Cap Discussion Paper, Alberta Electric System Operator (AESO) (June 23,
2009).
s31d. at 25-26.
54 Brattle Group Study at 80.
5s
Id. at 79-80.
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generator perspective and does not describe a number of negative impacts to LSEs and
consumers.

Option 1
The energy-only market described in this option differs from that implemented by
ERCOT significantly as it does not have an administratively set reserve margin and allows
generation and load to be priced freely so that in scarcity intervals load effectively chooses what
price it is willing to pay for firm supply. Because this type of market depends so greatly on
demand response, it is not feasible as a solution for resource adequacy concerns in the
intermediate term of 2013-2015.

This option should be analyzed on an ongoing basis as AMS

continues to advance the potential for residential and small commercial demand response. It is
unlikely, however, that it would ever be appropriate to abandon an administratively-set reserve
margin entirely as this would introduce a significant amount of uncertainty into the market that
would be born disproportionately by LSEs and their customers from capacity markets that have
been put in place to date.

Option 2
This option is effectively a continuation of the current ERCOT market with additional
administrative adjustments as have been proposed by the Commission. The Brattle Group Study
is unequivocal that this option - including increasing the HCAP to $9,000 as proposed in this
project - will not reliably achieve the reserve margin deemed acceptable by ERCOT and the
Commission.56 Given this conclusion, there does not seem to be sufficient basis to recommend
continuing to pursue this policy option, though TEAM could reconsider its viability if a different
analysis concluded that it could achieve the target reserve margin.

Option 3
This option involves the procurement of backstop capacity to ensure that a minimum
acceptable reserve margin is achieved. ERCOT currently implements a version of this option
through RMR agreements and ERS, where the contracted capacity (generation or demand) is

"6 Id. at 106.
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dispatched out-of-market at the price cap as a last resort so that prices are not suppressed.57 As
described by the Brattle Group Study, backstop procurement has significant advantages in that it
does not require major market redesign and significant capacity can likely be obtained on a
short-term basis. 58 Though the Study emphasizes the advantage of procuring demand resources
and the problems of procuring generation, it is TEAM's position that the procurement of
generation is more likely to address the shortages projected for 2014-2015 and that the obstacles
identified by the Brattle Group Study can be avoided.
Procurement of generation resources can obtain an amount of capacity that is known with
certainty.

By contrast, the Brattle Group Study acknowledges that the amount of demand

response capacity that could be obtained as a backstop is unknown.59 By procuring only new
generation capacity the incentives to intentionally mothball capacity in hopes of obtaining a
capacity payment can be eliminated. By conducting a price-competitive bidding process for new
capacity, the most efficient generation units would be the most likely to be selected. It is not
clear how the competitive selection of generation in a capacity procurement process would
obtain a less cost-effective resource than one drawn by the market as the Brattle Group Study
states.60 The danger of backstop generation forcing high value loads to be reduced before its
deployment also seems remote, given that the absence of effective demand response is one of the
driving reasons for the current resource adequacy problems. Further, the danger that backstop
generation procurement could effectively re-regulate the market by incenting all generation to
hold out for a capacity payment before committing to build could be avoided by limiting the
duration of the capacity payments to a set number of years during which other market
adjustments can be studied to address long-term resource adequacy solutions.

The "market

failure" drawback of backstop generation procurement identified by the Brattle Group Study is
overstated in that the ERCOT market has been constantly adjusted since the transition to
competition and these adjustments - including forms of backstop procurement - have not thus far
signaled market failure. Additionally, to the extent there is any truth to this concern, it would
apply to Options 4 and 5 as well, which the Brattle Group Study evaluates more favorably.

57 Id.
58 Id.
s91d
6o Id

at 108-109.
at 109.
at 110.
at 109.
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The backstop generation procurement favored by TEAM would proceed as follows,
noting that many specific terms of implementing the proposal can only be determined through
the ERCOT process once specific policy determinations are made by the Commission:
•

ERCOT would conduct a request for proposal (RFP) for new generation of a
determined capacity need that could be in service by the summer of 2014.

•

Responses to the RFP would identify the amount of new generation capacity that
could be built in that timeframe and at what cost.

•

Proposals would be selected based on cost with the capacity payment made
determined on a cost-plus or cost plus price-per-MW generated for a limited number
of years.

•

Capacity payments would be made periodically over the term of the RFP and charged
as a nonbypassable fee by ERCOT that would be passed through to all ERCOT
customers.

•

At the conclusion of the RFP term the generation resource would be able to sell in the
competitive market.

•

ERCOT would deploy the resource in true scarcity intervals as needed to maintain its
target reserve margin.

•

Electricity supplied by the resource would be "out of market" as its payments on the
RFP agreement would not change.

Option 4
The fourth option proposed by the Brattle Group Study would require LSEs to make
resource adequacy payments to ensure that extra capacity is kept in the market beyond that
needed to serve load in most intervals. This option would require a major market redesign and is
not feasibly implementable in the timeframe needed to address resource adequacy issues in
2014-2015. This option seems to place all of the risk for resource adequacy on LSEs and their
customers as well as increasing costs in all intervals for reserve capacity that will only be needed
infrequently. To the extent that demand response could be used to off-set those costs, this option
is problematic for the same reason as Option 1 - poor demand response penetration in the
ERCOT market.
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Option 5
A full capacity market as proposed by the Brattle Group Study's Option 5 would require
a market redesign. The market changes needed to implement such a system would likely be
comparable to the transition from a zonal to a nodal market, with similar costs and unforeseen
issues to be resolved in the process. The Brattle Group Study makes a thorough and compelling
argument in favor of adopting a capacity market, though its analysis of the PJM market where it
(and some ERCOT generators, REPs, and other market participants) has experience is conducted
solely from a generator's point of view. The analysis does not consider the costs and obligations
incurred on LSEs and their customers. Though transition to a capacity market should remain "on
the table" as resource adequacy solutions are considered, it should be considered only if no more
measured adjustments to the energy-only market can be feasibly implemented.

A capacity

market certainly could not be implemented in the intermediate term needed to address forecasted
generation shortfalls by attracting new generation capacity by 2014-2015.

For this reason,

TEAM recommends implementation of a backstop generation procurement while long-term
options are analyzed more thoroughly, and continues to support an energy-only market as a longterm solution for resource adequacy challenges in ERCOT.

V.

Conclusion

TEAM appreciates the opportunity to offer these comments and the comprehensive
dedication to this issue demonstrated by the Commission, Commission Staff, and ERCOT
market participants.
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