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7KLV� RSLQLRQ� FRPPHQWV� RQ� WKH� &DOLIRUQLD� ,62·V� FRQFHSWXDO� ILOLQJ� WR� WKH� )HGHUDO�
(QHUJ\�5HJXODWRU\�&RPPLVVLRQ��)(5&��RQ�WKH�0DUNHW�5HGHVLJQ�DQG�7HFKQRORJ\�8SJUDGH�
�0578��� �7KHUH� DUH� WKUHH�PDLQ� HOHPHQWV�RI� WKLV� ILOLQJ�� � ���� WKH�PHWKRG�XVHG� WR� WUDQVODWH�
/RDG�$JJUHJDWLRQ�3RLQW��/$3��GHPDQG�ELGV�LQWR�QRGDO�SULFHV�LQ�WKH�GD\�DKHDG�PDUNHW������
WKH� VWUXFWXUH� RI� WKH� +RXU� $KHDG� 6FKHGXOLQJ� 3URFHVV� �+$63��� DQG� ���� WKH� SROLFLHV� DQG�
PHFKDQLVPV� IRU� PDQDJLQJ� V\VWHP�ZLGH� DQG� ORFDO� PDUNHW� SRZHU� LQ� WKH� ,62·V� VKRUW�WHUP�
HQHUJ\��DQFLOODU\�VHUYLFHV��DQG�UHVLGXDO�XQLW�FRPPLWPHQW��58&��PDUNHWV��

0RGLI\LQJ� WKH� PHFKDQLVP� IRU� FOHDULQJ� /$3�OHYHO� GHPDQG� ELGV� LQ� WKH� LQWHJUDWHG�
IRUZDUG� PDUNHW� �,)0�� LV� QHFHVVDU\� WR� HQVXUH� WKH� DFFXUDF\� RI� QRGDO� GD\�DKHDG� HQHUJ\�
VFKHGXOHV�� � $OWKRXJK� ZH� VWURQJO\� SUHIHU� D�PDUNHW� GHVLJQ� WKDW� WUHDWV� ORDG� DQG� JHQHUDWLRQ�
V\PPHWULFDOO\� E\� UHTXLULQJ� QRGDO�ELGGLQJ� DQG� SULFLQJ� IRU� ERWK� ORDGV� DQG� JHQHUDWLRQ� XQLW�
RZQHUV�� ZH� UHFRJQL]H� WKDW� LPSOHPHQWLQJ� WKLV� PDUNHW� UXOH� FDQ� VXEMHFW� VRPH� ORDG�VHUYLQJ�
HQWLWLHV��/6(V��WR�KLJKHU�ZKROHVDOH�SULFHV���&OHDULQJ�DOO� ORDGV�DW�/$3�OHYHO�SULFHV�HOLPLQDWHV�
WKH�ULVN�RI�KLJK�UHODWLYH�SULFHV�IRU�FHUWDLQ�/6(V���+RZHYHU��WKLV�VFKHPH�LPSOLHV�WKDW�ORDGV�LQ�
KLJK�FRVW�DUHDV�ZLOO�UHFHLYH�D�FURVV�VXEVLG\�IURP�ORDGV�LQ�ORZ�FRVW�DUHDV���

7KHVH� VXEVLGLHV� PD\� EH� DSSURSULDWH� IRU� H[LVWLQJ� FRQVXPHUV�� EHFDXVH� WKH� FXUUHQW�
WUDQVPLVVLRQ�QHWZRUN�LQ�&DOLIRUQLD�ZDV�QRW�EXLOG�WR�VHUYH�D�ZKROHVDOH�PDUNHW�ZLWK�ORFDWLRQDO�
PDUJLQDO�SULFLQJ��/03����:H�EHOLHYH�WKDW�D�VXSHULRU�ORQJ�WHUP�VROXWLRQ�WR�WKH�FRVW�LPSDFWV�RI�
/03�IRU�GHPDQG�ZRXOG�EH�WR�DOORFDWH�FRQJHVWLRQ�UHYHQXH�ULJKWV��&55V��WR�ORDGV�LQ�RUGHU�WR�
OLPLW� DYHUDJH� SULFH� GLIIHUHQFHV� DFURVV� ORFDWLRQV� ZLWKLQ� HDFK� /$3� DW� FXUUHQW� FRQVXPSWLRQ�
OHYHOV��:LWK� WKLV� VFKHPH�� FRQVXPHUV�ZRXOG�SD\� WKH�/03� IRU� DGGLWLRQDO� FRQVXPSWLRQ� DQG�
UHFHLYH�WKH�/03�IRU�UHGXFHG�FRQVXPSWLRQ��7KLV� LV�RQH�PHFKDQLVP�WKDW�DFKLHYHV�RXU�ORQJ�
WHUP� WHUP� JRDO� RI� FDXVLQJ� GHPDQG� WR� SD\� RU� UHFHLYH�� RQ� WKH� PDUJLQ�� WKH� WUXH� FRVW� RI�
VXSSO\LQJ�WKHLU�ORFDWLRQ�ZLWK�DGGLWLRQDO�HQHUJ\��

$JJUHJDWLRQ� RI� SULFHV� WR� WKH� /$3� OHYHO� DOVR� UHTXLUHV� WKH� ,62� WR� VSHFLI\� ORDG�
GLVWULEXWLRQ� IDFWRUV� �/')V�� WR� FRPSXWH� WKH� /$3�OHYHO� SULFH� XVHG� WR� FOHDU� WKH� /$3�OHYHO�
GHPDQG�ELGV�LQ�WKH�,)0���,I�WKH�,62�KDV�DFFXUDWH�ORDG�GLVWULEXWLRQ�IDFWRUV�IRU�DOO�SRVVLEOH�
V\VWHP�FRQGLWLRQV��WKH�LQDFFXUDFLHV�LQ�GD\�DKHDG�QRGDO�HQHUJ\�VFKHGXOHV�IURP�FOHDULQJ�/$3�
OHYHO� GHPDQG�ELGV� DW�/$3�SULFHV� DUH� OLNHO\� WR�EH�PDQDJHDEOH�� �+RZHYHU�� DV� ILQDO� GHPDQG�
EHFRPHV�D�PRUH�DFWLYH�SDUWLFLSDQW�LQ�WKH�ZKROHVDOH�PDUNHW��WKH�/')V�IRU�HDFK�/$3�DUH�OLNHO\�
WR�GHSHQG�RQ�WKH�/$3�SULFH��DQG�WKHUHIRUH�WKH�PDUNHW�HIILFLHQF\�FRVW�RI�XVLQJ�IL[HG�/')V�
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IRU�D�JLYHQ�VHW�RI�V\VWHP�FRQGLWLRQV�LV�OLNHO\�WR�LQFUHDVH���,Q�DGGLWLRQ��KLJKHU�ORFDWLRQDO�SULFHV�
WR� VRPH�/6(V� XQGHU�QRGDO� SULFLQJ�RI� ORDG� FDQ� EH� DGGUHVVHG� WKURXJK� WKH�&55� DOORFDWLRQ�
SURFHVV��)RU�WKLV�UHDVRQ��ZH�UHFRPPHQG�WKDW�WKH�,62�H[SORUH�DGGLQJ�PRUH�/$3�DUHDV�DQG�
HYHQWXDOO\� ZRUN� WRZDUG� LPSOHPHQWLQJ� QRGDO�ELGGLQJ� DQG� SULFLQJ� RI� ORDG� DQG� DGGUHVV� WKH�
LVVXH�RI�KLJKHU�ORFDWLRQDO�SULFHV�WR�VRPH�/6(V�WKRXJK�WKH�&55�DOORFDWLRQ�SURFHVV��

7KHUH� DUH� D�QXPEHU�RI�SRWHQWLDO� DGYDQWDJHV�RI� WKH� ,62·V�+RXU�$KHDG�6FKHGXOLQJ�
3URFHVV� �+$63��� � 7KLV� PHFKDQLVP� DOORZV� VFKHGXOLQJ� FRRUGLQDWRUV� �6&V�� WR� SURYLGH�
DGGLWLRQDO� VXSSO\� UHVRXUFHV� DQG� ZKHHOLQJ� WUDQVDFWLRQV� ZLWKRXW� D� IRUPDO� KRXU�DKHDG�
VHWWOHPHQW�SURFHVV����7KH�+$63�XVHV�WKH�,62·V�ORDG�IRUHFDVW�DQG�SUH�GLVSDWFKHV�ERWK�HQHUJ\�
DQG�DQFLOODU\�VHUYLFHV�ELGV�IURP�WKH�LQWHUWLHV���+RZHYHU��ZH�DUH�FRQFHUQHG�WKDW�DGRSWLQJ�WKH�
+$63� PD\� LQFUHDVH� WKH� FRVW� RI� LPSOHPHQWLQJ� D� ORQJ�WHUP� VROXWLRQ� WR� WKH� SUREOHPV�
DVVRFLDWHG�ZLWK�SUH�GLVSDWFKLQJ� LPSRUW�ELGV�DW� WKH�LQWHUWLHV�� �)RU�WKLV� UHDVRQ��ZH�EHOLHYH� LW�
PD\� EH� PRUH� FRVW�HIIHFWLYH� IRU� WKH� ,62� WR� IRUPXODWH� D� ORQJ�WHUP� VROXWLRQ� WR� WKH� SUH�
GLVSDWFK�RI�LQWHUWLH�ELGV�EHIRUH�FRPPLWWLQJ�WR�D�GHVLJQ�IRU�WKH�+$63��

)RU�WKH�UHPDLQGHU�RI�WKLV�RSLQLRQ�ZH�IRFXV�RQ�WKH�PDUNHW�SRZHU�PLWLJDWLRQ�HOHPHQWV�
RI�WKH�0578�FRQFHSWXDO�ILOLQJ���$V�ZH�KDYH�SUHYLRXVO\�QRWHG��WKH�ODFN�RI�D�FRPSUHKHQVLYH�
IUDPHZRUN� IRU� PDQDJLQJ� ORFDO� PDUNHW� SRZHU� LV� D� PDMRU� VKRUWFRPLQJ� RI� WKH� FXUUHQW�
&DOLIRUQLD� ,62�PDUNHW� GHVLJQ��� � ,I� WKH�0578� SURFHVV� LV� WR� EH� VXFFHVVIXO� WKH� ,62�PXVW�
REWDLQ� IURP� )(5&� WKH� DXWKRULW\� WR� LPSRVH� DQ� HIIHFWLYH� ORFDO� PDUNHW� SRZHU� PLWLJDWLRQ�
�/030��PHFKDQLVP�� �$Q�HIIHFWLYH� /030�PHFKDQLVP�� WRJHWKHU�ZLWK� IL[HG�SULFH� IRUZDUG�
FRQWUDFWV�IRU�HQHUJ\�EHWZHHQ�VXSSOLHUV�DQG�&DOLIRUQLD�ORDG�VHUYLQJ�HQWLWLHV��/6(V��DQG�DFWLYH�
SDUWLFLSDWLRQ� LQ�WKH�ZKROHVDOH�PDUNHW�E\�&DOLIRUQLD�FRQVXPHUV��DUH�DOO�QHFHVVDU\�FRQGLWLRQV�
IRU�D�ZRUNDEO\�FRPSHWLWLYH�ZKROHVDOH�PDUNHW��

7KH�&DOLIRUQLD�3XEOLF�8WLOLWLHV�&RPPLVVLRQ��&38&��LV�UHVSRQVLEOH�IRU�HQVXULQJ�WKDW�
&DOLIRUQLD�/6(V�KDYH�DGHTXDWH�IL[HG�SULFH�IRUZDUG�FRQWUDFW�FRYHUDJH��QHJRWLDWHG�IDU�HQRXJK�
LQ� DGYDQFH� RI� GHOLYHU\� WR� REWDLQ� D� UHDVRQDEOH� SULFH�� RI� WKHLU� UHWDLO� HQHUJ\� DQG� DQFLOODU\�
VHUYLFHV� REOLJDWLRQV� DQG� WKDW� ILQDO� GHPDQG� DFWLYHO\� SDUWLFLSDWHV� LQ� WKH� ZKROHVDOH� PDUNHW����
7KHVH�IHDWXUHV�RI�WKH�UHWDLO�PDUNHW�GHVLJQ�SULPDULO\� OLPLW�WKH�DELOLW\�RI�VXSSOLHUV�WR�H[HUFLVH�
V\VWHP�ZLGH�PDUNHW�SRZHU�LQ�WKH�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV��+RZHYHU��
WKH�WHFKQRORJ\�RI�HOHFWULFLW\�SURGXFWLRQ�DQG�GHOLYHU\�FDQ�FUHDWH�FLUFXPVWDQFHV�ZKHQ�RQH�RU�
PRUH�VXSSOLHUV�DUH�HVVHQWLDO�WR�PHHW�D� ORFDO�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�QHHG���8QGHU�WKHVH�
V\VWHP�FRQGLWLRQV��RQH�RU�PRUH� VXSSOLHUV� FDQ�SRVVHVV� VXEVWDQWLDO� ORFDO�PDUNHW�SRZHU� DQG�
ZLWKRXW�DQ�HIIHFWLYH�SURVSHFWLYH�/030�PHFKDQLVP�RQO\� WKH�ELG�FDS� OLPLWV�ZKDW� WKH\�FDQ�
FKDUJH�WR�PHHW�WKLV�ORFDO�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�QHHG���*LYHQ�WKH�XQFHUWDLQWLHV�DVVRFLDWHG�
ZLWK� JHQHUDWLRQ� XQLW� DQG� WUDQVPLVVLRQ� OLQH� DYDLODELOLW\�� WKHVH� V\VWHP� FRQGLWLRQV� DUH� YHU\�
GLIILFXOW�WR�SUHGLFW�DQG�FDQ�RIWHQ�ODVW�IRU�VLJQLILFDQW�SHULRGV�RI�WLPH���)RU�H[DPSOH��D� ODUJH�
QXFOHDU�IDFLOLW\�RU�D�WUDQVPLVVLRQ�OLQH�PD\�EH�XQH[SHFWHGO\�IRUFHG�RXW�IRU�DQ�H[WHQGHG�SHULRG�
RI� WLPH��DQG� WKLV�PD\�PDNH�D�VLQJOH� JHQHUDWLRQ�XQLW�HVVHQWLDO� WR�PHHW�GHPDQG�DW�D�FHUWDLQ�
ORFDWLRQ���%HFDXVH�RI�WKHVH�XQFHUWDLQWLHV�LW�LV�SRVVLEOH�WKDW�YLUWXDOO\�DQ\�JHQHUDWLRQ�XQLW�LQ�WKH�
,62�FRQWURO�DUHD�FDQ�SRVVHVV�VXEVWDQWLDO�ORFDO�PDUNHW�SRZHU�XQGHU�VRPH�V\VWHP�FRQGLWLRQV���
)(5&� PXVW� WKHUHIRUH� JLYH� WKH� ,62� WKH� DXWKRULW\� WR� LPSOHPHQW� D� SURVSHFWLYH� /030�
PHFKDQLVP�WKDW�DSSOLHV�WR�DOO�JHQHUDWLRQ�XQLWV� LQ�WKH�FRQWURO�DUHD��RU�&DOLIRUQLD�FRQVXPHUV�

                                                
1 “Opinion on the Necessity of Effective Local Market Power Mitigation for a Workably Competitive Wholesale Market,” 
May 29, 2003 (available from http://www.caiso.com/docs/2003/05/29/200305291236069966.pdf)  
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ZLOO�EH�VXEMHFW�WR�SHULRGLF�HSLVRGHV�RI�VXEVWDQWLDO�ORFDO�PDUNHW�SRZHU�ZKHQ�WKHVH�XQH[SHFWHG�
V\VWHP�FRQGLWLRQV�DULVH��

7KH� QH[W� VHFWLRQ� GHVFULEHV� WKH� QHFHVVLW\� IRU� D� SURVSHFWLYH� /030�PHFKDQLVP� WR�
SUHYHQW�VLJQLILFDQW�KDUP�WR�FRQVXPHUV�IURP�WKH�H[HUFLVH�RI�XQLODWHUDO�PDUNHW�SRZHU���7KLV�
VHFWLRQ�DOVR�GHVFULEHV�WKH�HVVHQWLDO�UROH�RI�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�IRU�HQHUJ\�YHUVXV�DQ�
LQVWDOOHG�FDSDFLW\�PDUNHW�RU�FDSDFLW\�SD\PHQWV�LQ�OLPLWLQJ�WKH�DELOLW\�RI�VXSSOLHUV�WR�H[HUFLVH�
V\VWHP�ZLGH�XQLODWHUDO�PDUNHW�SRZHU� LQ� WKH� VKRUW�WHUP� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV�PDUNHW���
6HFWLRQ���GLVFXVVHV� LPSRUWDQW�GHWDLOV�RI� WKH�GHVLJQ�RI� D�/030�PHFKDQLVP�� LQFOXGLQJ� WKH�
DSSURSULDWH�ELG� OHYHO� IRU�PLWLJDWHG� JHQHUDWLRQ� XQLWV� UHJDUGOHVV� RI� KRZ� IUHTXHQWO\� WKH\� DUH�
PLWLJDWHG�� �7KLV� VHFWLRQ� DOVR�GLVFXVVHV� WKH�TXHVWLRQ�RI� VFDUFLW\�RI� JHQHUDWLRQ� DQG� UHVHUYHV�
HLWKHU� ORFDOO\� RU� V\VWHP�ZLGH� DQG� WKH� DSSURSULDWH� PDUNHW� SULFHV� ZKHQ� WKHVH� V\VWHP�
FRQGLWLRQV�RFFXU���6HFWLRQ���GLVFXVVHV�WKH�UDWLRQDOH�IRU�FKDQJLQJ�WKH�OHYHO�RI�WKH�ELG�FDS�RQ�
WKH�,62·V�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV��7KLV�VHFWLRQ�KLJKOLJKWV�QHHG�IRU�WKH�&38&�
WR�PDQGDWH�KLJKHU�PLQLPXP� OHYHOV� RI� FRYHUDJH� RI� ILQDO� GHPDQG�ZLWK� IL[HG�SULFH� IRUZDUG�
FRQWUDFWV�IRU�HQHUJ\�LI�LW�ZRXOG�OLNH�WR�PDLQWDLQ�WKH�LQWHJULW\�RI�ORZHU�OHYHOV�RI�WKH�ELG�FDS�RQ�
WKH�,62·V�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV��6HFWLRQ���FRQVLGHUV�WKH�FRVWV�DQG�
EHQHILWV�RI� DQ� DXWRPDWLF�PLWLJDWLRQ� SURFHGXUH� �$03�� DV� D�PHDQV� WR� OLPLW� WKH� H[HUFLVH� RI�
V\VWHP�ZLGH� XQLODWHUDO� PDUNHW� SRZHU�� 2XU� FRQFOXVLRQ� LV� WKDW� WKH� FRVWV� RI� DQ� $03�
PHFKDQLVP�LV�QRW�ZRUWK�DQ\�SRWHQWLDO�EHQHILWV�LW�PLJKW�SURYLGH���

����0DQDJLQJ�0DUNHW�3RZHU�LQ�:KROHVDOH�(OHFWULFLW\�0DUNHWV�

:H�EHOLHYH�WKH�EHVW�DSSURDFK�WR�PDQDJLQJ�PDUNHW�SRZHU�LQ�HOHFWULFLW\�PDUNHWV�LV�WR�
IRFXV� VWURQJ� PLWLJDWLRQ� RQ� WKH� DVSHFWV� RI� WKH� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� SURFXUHPHQW�
SURFHVV� WKDW� DUH� XQOLNHO\� WR�SURGXFH� FRPSHWLWLYH�RXWFRPHV��ZKLOH�PLQLPL]LQJ� LQWHUIHUHQFH�
ZLWK� WKRVH� DVSHFWV�ZLWK� D� VXIILFLHQWO\� FRPSHWLWLYH�PDUNHW� VWUXFWXUH�� � 7KH� ,62·V�SURSRVHG�
PDUNHW� SRZHU�PLWLJDWLRQ� SDFNDJH� UHIOHFWV� WKLV� SKLORVRSK\�� � 7KH� DSSURDFK� LV� WR� OLPLW� WKH�
DPRXQW�RI�V\VWHP�ZLGH�PLWLJDWLRQ�ZKLOH�IRFXVLQJ�VWURQJ�PLWLJDWLRQ�RQ�ORFDO�PDUNHWV�ZKHUH�
WUDQVPLVVLRQ� FRQVWUDLQWV� SUHFOXGH� HIIHFWLYH� FRPSHWLWLRQ� LQ� ERWK� VKRUW� DQG� ORQJHU�WHUP�
PDUNHWV���2XWVLGH�RI�ORFDOO\�FRQVWUDLQHG�UHJLRQV��SRWHQWLDO�DQG�DFWXDO�FRPSHWLWLRQ�IURP�QHZ�
HQWUDQWV�ZLOO�UHVXOW�LQ�DGHTXDWH�FRPSHWLWLRQ�IRU�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�IRU�HQHUJ\�DQG�
DQFLOODU\�VHUYLFHV�ZLWK�GHOLYHU\�KRUL]RQV�RI�DW�OHDVW�WZR�WR�WKUHH�\HDUV�LQWR�WKH�IXWXUH��ZKHUH�
QHZ�HQWUDQWV�FDQ�FUHGLEO\�FRPSHWH��

�7KH�PRVW�HIIHFWLYH�ZD\�WR�OLPLW�WKH�LQFHQWLYH�IRU�VXSSOLHUV�WR�H[HUFLVH�PDUNHW�SRZHU�
LQ� VKRUW�WHUP� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV�PDUNHWV� LV� WR� WDNH� DGYDQWDJH�RI� WKH� IDFW� WKDW� WKH�
IRUZDUG�PDUNHW�IRU�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�LV�VXEVWDQWLDOO\�PRUH�FRPSHWLWLYH�DW�GHOLYHU\�
KRUL]RQV�ORQJHU�WKDQ�LV�QHFHVVDU\�WR�EULQJ�QHZ�JHQHUDWLRQ�FDSDFLW\�RQ�OLQH���)RU�WKLV�UHDVRQ��
/6(V�FDQ�UHO\�RQ�WKH�WKUHDW�RI�QHZ�HQWU\�RI�JHQHUDWLRQ�FDSDFLW\�WR�REWDLQ�D�FRPSHWLWLYH�SULFH�
IRU�D�IL[HG�SULFH�ORQJ�WHUP�FRQWUDFW�IRU�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�GHOLYHUHG�VHYHUDO�\HDUV�LQ�
WKH� IXWXUH�� � +RZHYHU�� DW� VKRUWHU� GHOLYHU\� KRUL]RQV�� IHZHU� VXSSOLHUV� DUH� DEOH� WR� FRPSHWH���
6LJQLILFDQW�UHOLDQFH�RQ�IRUZDUG�PDUNHWV�DW�WKHVH�GHOLYHU\�KRUL]RQV�FDQ�VXEMHFW�FRQVXPHUV�WR�
VXEVWDQWLDO�XQLODWHUDO�PDUNHW�SRZHU�LQ�WKH�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV��
$V�WKH�GHOLYHU\�KRUL]RQ�EHFRPHV�VKRUWHU��WKH�QXPEHU�RI�VXSSOLHUV�FRPSHWLQJ�WR�SURYLGH�WKH�
QHFHVVDU\�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�VKULQNV��XQWLO�WKH�UHDO�WLPH�PDUNHW��ZKHQ�RQO\�VXSSOLHUV�
RSHUDWLQJ�WKHLU�XQLWV�ZLWK�XQORDGHG�FDSDFLW\�FDQ�PHHW�WKH�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�QHHG���
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&RQVHTXHQWO\��WKH�VDPH�OHYHO�RI�H[SRVXUH�WR�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV�DW�VKRUWHU�
GHOLYHU\� KRUL]RQV� LQFUHDVHV� ULVN� WKDW� ILQDO� FRQVXPHUV� ZLOO� EH� VXEMHFW� WR� WKH� H[HUFLVH� RI�
VXEVWDQWLDO�XQLODWHUDO�PDUNHW�SRZHU��

,W� LV� LPSRUWDQW� WR� HPSKDVL]H� WKDW� KDYLQJ� DGHTXDWH� JHQHUDWLRQ� FDSDFLW\� LQVWDOOHG� WR�
VHUYH�GHPDQG�GRHV�YHU\�OLWWOH�E\�LWVHOI�WR�SUHYHQW�WKH�H[HUFLVH�RI�XQLODWHUDO�PDUNHW�SRZHU�LQ�
VKRUW� WHUP� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� PDUNHWV�� 6SHFLILFDOO\�� VXSSRVH� WKHUH� DUH� WZR�
RWKHUZLVH�LGHQWLFDO�PDUNHWV� LQ�WHUPV�RI�PDUNHW�GHPDQG�DQG�WKH�DPRXQW�DQG�RZQHUVKLS�RI�
JHQHUDWLRQ�FDSDFLW\��H[FHSW�WKDW�RQH�KDV�D�FDSDFLW\�PDUNHW�DQG�WKH�RWKHU�GRHV�QRW��7KHVH�WZR�
ZKROHVDOH�HOHFWULFLW\�PDUNHWV�ZLOO�EH�VXEMHFW�WR�WKH�VDPH�DPRXQW�RI�XQLODWHUDO�PDUNHW�SRZHU�
LQ�WKH�VSRW�PDUNHW��EHFDXVH�WKH�FDSDFLW\�SD\PHQW�RQO\�UHTXLUHV�D�VXSSOLHU�WR�ELG�LQWR�WKH�VSRW�
PDUNHW� DW� RU� EHORZ� WKH� ELG� FDS� LI� LWV� XQLWV� DUH� DYDLODEOH� WR� RSHUDWH�� � 7KH� LQFHQWLYHV� IRU�
VXSSOLHUV�WR�ELG�DW�WKH�ELG�FDS�DUH�LGHQWLFDO�XQGHU�HLWKHU�VFHQDULR���,Q�DGGLWLRQ��WKH�VXSSOLHU�
KDV�WKH�RSWLRQ�LQ�HLWKHU�FDVH�WR�GHFODUH�VRPH�RI�LWV�JHQHUDWLRQ�XQLWV�XQDEOH�WR�RSHUDWH�GHVSLWH�
WKH�IDFW�WKDW�WKH\�DUH�DFWXDOO\�DEOH�WR�RSHUDWH��$�PDMRU�OHVVRQ�IURP�WKH�SHULRG�-XQH������WR�
-XQH� ����� LQ� WKH� &DOLIRUQLD� PDUNHW� LV� WKH� YLUWXDO� LPSRVVLELOLW\� RI� GHWHUPLQLQJ� ZKHWKHU� D�
VXSSOLHU�LV�WUXO\�DEOH�WR�VXSSO\�HQHUJ\�IURP�LWV�JHQHUDWLRQ�XQLWV��,Q�FRQWUDVW��DGHTXDWH�OHYHOV�
RI� IL[HG�SULFH� IRUZDUG� FRQWUDFWV� IRU� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� VLJQLILFDQWO\� OLPLW� WKH�
LQFHQWLYHV� RI� VXSSOLHUV� WR� H[HUFLVH� XQLODWHUDO� PDUNHW� SRZHU� LQ� WKH� VKRUW�WHUP� HQHUJ\� DQG�
DQFLOODU\�VHUYLFHV�PDUNHWV���$GHTXDWH�LQVWDOOHG�FDSDFLW\�WR�VHUYH�GHPDQG�DORQH�GRHV�YHU\�OLWWOH�
WR�SUHYHQW�WKH�H[HUFLVH�RI�VXEVWDQWLDO�XQLODWHUDO�PDUNHW�SRZHU�LQ�VKRUW�WHUP�PDUNHWV���7KLV�LV�
WUXH�HYHQ� LI� WKH� LQVWDOOHG�FDSDFLW\�PDUNHW�SHQDOL]HV� WKH�XQLW�RZQHU� IRU�GHFODULQJ� WRR�PDQ\�
IRUFHG�RU�SODQQHG�RXWDJHV�E\�OLPLWLQJ�WKH�DPRXQW�RI�LQVWDOOHG�FDSDFLW\� LW�FDQ�VHOO� IURP�WKH�
JHQHUDWLRQ� XQLW� LQ� IXWXUH� SHULRGV�� � ,Q�PRVW� V\VWHPV�� SHQDOWLHV� IRU� IDLOLQJ� WR� FRPSO\� ZLWK�
PXVW�RIIHU�UHTXLUHPHQWV�DUH� LQDGHTXDWH�DQG�PHDVXUHPHQW�RI�FRPSOLDQFH� LV�GLIILFXOW�� LI�QRW�
LPSRVVLEOH������

:KLOH� UREXVW� IRUZDUG� PDUNHWV� KDYH� SURYHQ� WR� EH� HIIHFWLYH� LQ� PLWLJDWLQJ� PDUNHW�
SRZHU�RYHU�EURDG�UHJLRQV�ZKHUH�HQWU\�LV�UHODWLYHO\�XQFRQVWUDLQHG�DQG�WKHUH�DUH�D�QXPEHU�RI�
SRWHQWLDO�VXSSOLHUV��IRUZDUG�FRQWUDFWV�GR�QRW�SURGXFH�WKH�VDPH�EHQHILWV� LQ�DUHDV�VXEMHFW�WR�
ORFDO�PDUNHW�SRZHU��&HUWDLQ�JHQHUDWLRQ�XQLW�RZQHUV�SRVVHVV�VXEVWDQWLDO� ORFDO�PDUNHW�SRZHU�
EHFDXVH�LW�LV�H[WUHPHO\�FRVWO\�WR�EXLOG�D�QHZ�JHQHUDWLRQ�XQLW�LQ�D�ORFDO�DUHD�DW�DOPRVW�DQ\�WLPH�
KRUL]RQ�WR�GHOLYHU\���&RQVHTXHQWO\��LW�LV�QRW�FUHGLEOH�LQ�VXFK�FLUFXPVWDQFHV�IRU�DQ�/6(�WR�XVH�
WKH� WKUHDW�RI� HQWU\� WR� GLVFLSOLQH� WKH� IRUZDUG� FRQWUDFW� SULFH� WKDW� DQ� H[LVWLQJ� ORFDO� VXSSOLHU�
ZRXOG�RIIHU�WR�SURYLGH�HQHUJ\�RU�DQFLOODU\�VHUYLFHV��

$�VHFRQG�UHDVRQ�WKH�IRUZDUG�FRQWUDFW�VROXWLRQ�PD\�QRW�OLPLW�WKH�ORFDO�PDUNHW�SRZHU�
H[SRVXUH�RI�DQ�/6(�UHVXOWV�IURP�WKH�/6(�QRW�EX\LQJ�VXIILFLHQW�HQHUJ\�IRU�GHOLYHU\�SRLQWV�LQ�
WKH� QHWZRUN� ZKHUH� LW� DFWXDOO\� ZLWKGUDZV� SRZHU�� � 7KLV� SXUFKDVLQJ� VWUDWHJ\� FDQ� FUHDWH�
FLUFXPVWDQFHV� ZKHUH� WKH� /6(� LV� H[SRVHG� WR� VLJQLILFDQW� ORFDWLRQDO� SULFH� ULVN� EHFDXVH� WKH�
QHWZRUN�LV�XQDEOH�WR�GHOLYHU�WKH�ZKROHVDOH�HQHUJ\�IURP�WKH�SRLQWV�LQ�WKH�QHWZRUN�ZKHUH�LW�LV�
LQMHFWHG� WR� WKH� SRLQWV� ZKHUH� WKH� /6(� DFWXDOO\� ZLWKGUDZV� HQHUJ\� IURP� WKH� QHWZRUN�� � %\�
PDNLQJ�LWV�IRUZDUG�PDUNHW�SXUFKDVHV�DW�ORFDWLRQV�LQ�WKH�QHWZRUN�ZKHUH�LW�DFWXDOO\�ZLWKGUDZV�

                                                
2 For example, a common penalty for non-performance is to reduce the amount of installed capacity a unit can sell in 
future periods.  The delay in applying the penalty, combined with the fact that capacity may be worth much less in the 
future, dilutes the effectiveness of this approach. 



 DRAFT April 25, 2005 

Market Surveillance Committee of the CAISO  Page 5 of 14 

HQHUJ\�DW�OHYHOV�OHVV�WKDQ�RU�HTXDO�WR�LWV�DFWXDO�UHWDLO�HQHUJ\�REOLJDWLRQV�DW�WKHVH�ORFDWLRQV��WKLV�
H[SRVXUH�WR�ORFDO�PDUNHW�SRZHU�LQ�WKH�VSRW�PDUNHW�FDQ�EH�DYRLGHG���

7R�WKH�H[WHQW�WKDW�/6(V�GR�QRW�SUHFLVHO\�PDWFK�WKHLU�IRUZDUG�FRQWUDFW�SXUFKDVHV�WR�
WKHLU� DQWLFLSDWHG� ORFDWLRQDO� HQHUJ\� QHHGV� DQG� WR� WKH� H[WHQW� WKDW� FHUWDLQ� ORFDWLRQV� LQ� WKH�
WUDQVPLVVLRQ�QHWZRUN�IDFH�VXEVWDQWLDO�EDUULHUV�WR�HQWU\�E\�QHZ�JHQHUDWLRQ�IDFLOLWLHV��/6(V�ZLOO�
IDFH�VLJQLILFDQW�ORFDO�PDUNHW�SRZHU�LQ�WKH�VSRW�PDUNHW���:KLOH�/6(V�VKRXOG�EH�JLYHQ�VWURQJ�
LQFHQWLYHV� E\� WKH� &38&� WR� SXUFKDVH� WKHLU� IRUZDUG� PDUNHW� HQHUJ\� QHHGV� WR� PDWFK� WKHLU�
H[SHFWHG�ORFDWLRQDO�HQHUJ\�QHHGV��LW�LV�GLIILFXOW�IRU�WKH�/6(�WR�IRUHFDVW�SUHFLVHO\�LWV�GHPDQG�
IRU� HQHUJ\� DW� DOO� ORFDWLRQV� LQ� WKH�QHWZRUN�� ,Q� WKH� LQVWDQFHV�ZKHQ�/6(V�XQH[SHFWHGO\�QHHG�
DGGLWLRQDO� HQHUJ\� IURP� FHUWDLQ� ORFDWLRQV� LQ� WKH� QHWZRUN� LQ� WKH� VKRUW�WHUP� PDUNHW�� WKH\�
VKRXOG�QRW�EH�VXEMHFW�WR�WKH�H[HUFLVH�RI�VXEVWDQWLDO�ORFDO�PDUNHW�SRZHU��

$Q�DGYDQWDJH�RI�D�ORFDWLRQDO�PDUJLQDO�SULFLQJ��/03��PDUNHW�GHVLJQ�LV�WKDW�&38&�FDQ�
VSHFLI\� WKH� H[DFW� GHOLYHU\� ORFDWLRQV� WKDW� VXSSOLHUV� VKRXOG� SXUFKDVH� WKH� QHFHVVDU\� IRUZDUG�
FRQWUDFW�FRYHUDJH�IRU�WKHLU�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�REOLJDWLRQV����5DWKHU�WKDQ�VSHFLI\LQJ�
GHOLYHU\�ZLWKLQ�D�]RQH��WKH�&38&�FDQ�PDQGDWH�IRUZDUG�PDUNHW�SXUFKDVHV�DW�ORFDWLRQV�ZKHUH�
WKH�/6(�DFWXDOO\�ZLWKGUDZV�HQHUJ\�IURP�WKH�QHWZRUN���7KLV�ZLOO�HQVXUH�WKDW�IRUZDUG�HQHUJ\�
DQG�DQFLOODU\�VHUYLFHV�SXUFKDVHV�FDQ�DFWXDOO\�EH�GHOLYHUHG�LQ�UHDO�WLPH���6SHFLILFDOO\��LI�WKH�/6(�
KDV�SXUFKDVHG�HQHUJ\� LQ�DGYDQFH� IRU�GHOLYHU\�DW� ORFDWLRQV�ZKHUH� LW�ZLWKGUDZV�HQHUJ\�RU�DW�
ORFDWLRQV�ZKHUH�LWV�&55V�DUH�VRXUFHG��WKHQ�WKH�ULVN�RI�IDLOLQJ�WR�GHOLYHU�LQ�UHDO�WLPH�QRZ�LV�
WUDQVIHUUHG� WR� JHQHUDWLRQ�XQLW�RZQHUV�� �7KHVH�PDUNHW�SDUWLFLSDQWV�KDYH� WKH� DFWXDO�SK\VLFDO�
UHVRXUFHV�QHFHVVDU\�WR�HQVXUH�WKDW�ORDG�ZLOO�EH�VHUYHG��DQG�IDFH�D�VLJQLILFDQW�ILQDQFLDO�SHQDOW\�
LI�WKH\�DUH�XQDEOH�WR�GR�VR���

����)HDWXUHV�RI�DQ�(IIHFWLYH�/030�0HFKDQLVP�

,Q� RXU� SUHYLRXV� RSLQLRQ� RQ� WKH� QHFHVVLW\� RI� DQ� HIIHFWLYH� ORFDO� PDUNHW� SRZHU�
PLWLJDWLRQ� PHFKDQLVP� ZH� KLJKOLJKWHG� D� QXPEHU� RI� FULWHULD� IRU� GHVLJQLQJ� DQ� /030�
PHFKDQLVP���:H� EHOLHYH� WKDW� WKH� 3-0�VW\OH�PHFKDQLVP� SURSRVHG� E\� WKH� ,62� LV� OLNHO\� WR�
VDWLVI\�WKRVH�FULWHULD�EHWWHU�WKDQ�D�1HZ�<RUN�VW\OH�PHFKDQLVP���7KH�DSSHDO�RI�WKH�3-0�VW\OH�
PHFKDQLVP�LV�WKDW�PLWLJDWLRQ�LV�EDVHG�SULPDULO\�RQ�WKH�VWUXFWXUH�RI�WKH�WUDQVPLVVLRQ�QHWZRUN�
DQG� JHRJUDSKLF� GLVWULEXWLRQ� RI� JHQHUDWLRQ� DVVHWV�� � &HUWDLQ� WUDQVPLVVLRQ� FRQVWUDLQWV� DUH�
GHHPHG� FRPSHWLWLYH� DQG� QR� ELGV� WR� XVH� VXFK� LQWHUIDFHV� ZLOO� EH� PLWLJDWHG�� � $OO� RWKHU�
FRQVWUDLQWV�DUH�QRQ�FRPSHWLWLYH�DQG�WKH�ELGV�RI�JHQHUDWLQJ�XQLWV�WKDW�PRVW�HIIHFWLYHO\�UHOLHYH�
WKRVH� FRQVWUDLQWV� PXVW� EH� PLWLJDWHG�� EHFDXVH� RI� WKH� EHOLHI� WKDW� WKHUH� LV� LQVXIILFLHQW�
FRPSHWLWLRQ�DPRQJ�WKHVH�VXSSOLHUV���,Q�FRQWUDVW��WKH�1HZ�<RUN�VW\OH�RI�PHFKDQLVP�UHOLHV�RQ�
EHKDYLRUDO� FRQGXFW� DQG� LPSDFW� WKUHVKROGV� WR�GHWHUPLQH�ZKLFK� JHQHUDWLRQ�XQLWV� VKRXOG�EH�
PLWLJDWHG���3RWHQWLDOO\��DOO�XQLWV� LQ�D�JHRJUDSKLF�DUHD�FRXOG�EH�PLWLJDWHG��GHSHQGLQJ�RQ�WKHLU�
EHKDYLRU��+RZHYHU��D�ZHDNQHVV�RI�WKH�1HZ�<RUN�DSSURDFK�LV�WKDW�GHSHQGLQJ�RQ�WKH�OHYHOV�RI�
                                                
3 For example, if (1) an LSE has purchased a fixed-price forward contract for energy delivered to a specific location and 
(2) it is unable withdraw this quantity of energy from the network at this location during the settlement hour because of a 
local transmission constraint or inadequate supply of energy, there are a number of ways to penalize the seller of the 
contract.  For example, the supplier could simply be required to pay the LSE the difference between the spot price and the 
forward contract price at that location times the forward contract quantity.  Because some demand by the LSE at that 
location is unmet, the spot price at that location would be at least equal to the market-wide bid cap, which would imply a 
substantial payment to the buyer of the contract.  Therefore, a means of increasing the cost of these energy shortfalls to 
the seller of the contract is to raise the bid cap on the spot market. 
4 “Opinion on the Necessity of Effective Local Market Power Mitigation for a Workably Competitive Wholesale Market,” op. 
cit., Footnote 1. 
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WKH� FRQGXFW� DQG� LPSDFW� WKUHVKROGV� VHW� LQ� WKH� UHJXODWRU\� SURFHVV�� D� VXEVWDQWLDO� DPRXQW� RI�
ORFDO� PDUNHW� SRZHU� FRXOG� JR� XQPLWLJDWHG�� � 6SHFLILFDOO\�� )(5&� VHOHFWLQJ� WKH� OHYHOV� RI� WKH�
FRQGXFW�DQG�LPSDFW�WKUHVKROGV�WKDW�D�JHQHUDWLRQ�XQLW�PXVW�YLRODWH�WR�KDYH�LWV�ELG�PLWLJDWHG�
DPRXQWV�WR�LW�VSHFLI\LQJ�DQ�DFFHSWDEOH�DPRXQW�RI�ORFDO�PDUNHW�SRZHU�WKDW� LV�DOORZHG�WR�JR�
XQPLWLJDWHG���%HFDXVH�WKH�1HZ�<RUN�VW\OH�PHFKDQLVP�VDQFWLRQV�WKH�H[HUFLVH�RI�ORFDO�PDUNHW�
SRZHU� ZLWKLQ� WKH� WROHUDQFHV� RI� WKH� FRQGXFW� DQG� LPSDFW� WKUHVKROGV�� ZH� SUHIHU� WKH� 3-0�
DSSURDFK�ZKLFK�HOLPLQDWHV�WKLV�UHJXODWRU\�GLVFUHWLRQ��

7KH� ,62� LV� ILOLQJ� D�PHFKDQLVP� WKDW� LV� YHU\� VLPLODU� WR� WKH� 3-0� DSSURDFK�� � ,W� DOVR�
VKDUHV� LPSRUWDQW� HOHPHQWV�ZLWK�/030�PHFKDQLVPV� DOUHDG\� DSSURYHG�E\�)(5&� IRU�RWKHU�
,62V��VXFK�DV�WKRVH�LQ�1HZ�(QJODQG�DQG�1HZ�<RUN���:H�XQGHUVWDQG�WKH�GHVLUH�RI�WKH�,62�
WR�ILOH�D�WDULII�WKDW�GRHV�QRW�FRQIOLFW�ZLWK�)(5&�GHFLVLRQV�UHJDUGLQJ�PLWLJDWLRQ�LQ�WKHVH�RWKHU�
PDUNHWV�DQG�ZH�EHOLHYH�WKDW�WKH�SDFNDJH�RI�PLWLJDWLRQ�DQG�RWKHU�0578�HOHPHQWV�DV�D�ZKROH�
FRQVWLWXWHV� DQ� LPSURYHPHQW� RYHU� WKH� FXUUHQW� GHVLJQ�� � +RZHYHU� WKHUH� DUH� DVSHFWV� RI� WKH�
/030� WKDW�ZH�EHOLHYH� VLJQLILFDQWO\�GHWUDFWV� IURP�PDUNHW� HIILFLHQF\�� �:H�GLVFXVV� WKHVH� LQ�
GHWDLO�EHORZ���0RVW�RI�WKHVH�DVSHFWV�DUH�VKDUHG�ZLWK�WKH�PLWLJDWLRQ�PHFKDQLVPV�LQ�RWKHU�86�
PDUNHWV�� �:H�XUJH� WKH�)(5&� WR� UHFRQVLGHU� WKH� LPSDFWV�RI� WKHVH� VKRUWFRPLQJV�RQ�PDUNHW�
HIILFLHQF\�LQ�WKH�FRQWH[W�RI�IRUPXODWLQJ�D�VHW�RI�FRQVLVWHQW�SULQFLSOHV�IRU�ORFDO�PDUNHW�SRZHU�
PLWLJDWLRQ�LQ�DOO�,62V��

%HIRUH�GLVFXVVLQJ� WKH�ZRUNLQJV�RI�/030�PHFKDQLVPV�� LW� LV� XVHIXO� WR�FRQVLGHU� WKH�
JRDO�RI� WKHVH�PHFKDQLVPV��ZKLFK� LV� WR�SURGXFH� ORFDWLRQDO�SULFHV� WKDW�DFFXUDWHO\� UHIOHFW� WKH�
LQFUHPHQWDO� FRVW� RI� ZLWKGUDZLQJ� SRZHU� DW� DOO� ORFDWLRQV� LQ� WKH� QHWZRUN�� � 6XFK� SULFHV� DUH�
SURGXFHG�E\�VXIILFLHQW�FRPSHWLWLRQ�� �$Q�HIILFLHQW�SULFH�VKRXOG�UHIOHFW�WKH� LQFUHPHQWDO�FRVW�
�RU� EHQHILW�� WR� WKH� V\VWHP� RI� DGGLWLRQDO� FRQVXPSWLRQ� �RU� VXSSO\�� DW� WKDW� ORFDWLRQ� LQ� WKH�
WUDQVPLVVLRQ� QHWZRUN�� � 8QOHVV� WKHUH� LV� D� VKRUWDJH�� D� SULFH� WKDW� LV� DERYH� WKH� VKRUW� WHUP�
LQFUHPHQWDO�FRVW�LV�LQHIILFLHQW�EHFDXVH�LW�FDQ�GHWHU�FRQVXPSWLRQ�ZKRVH�YDOXH�LV�JUHDWHU�WKDQ�
WKH�FRVW�RI�SURGXFWLRQ��EXW�EHORZ�WKH�SULFH���)XUWKHU��ZKHQ�DQ�LQGLYLGXDO�JHQHUDWLRQ�XQLW�VHWV�
LWV�SULFH�DERYH�LWV�LQFUHPHQWDO�FRVW��RWKHU�PRUH�H[SHQVLYH�XQLWV�PD\�EH�FKRVHQ�WR�VXSSO\�LQ�
LWV� SODFH�� � ,Q� WKH� DEVHQFH� RI� VKRUWDJHV�� SULFHV� WKDW� GHYLDWH� IURP� LQFUHPHQWDO� FRVWV� FDXVH�
LQHIILFLHQW�FRQVXPSWLRQ�DQG�LQHIILFLHQW�SURGXFWLRQ���,Q�SHUIHFWO\�FRPSHWLWLYH�PDUNHWV��ILUPV�
ZLOO�FKRRVH�WR�SURGXFH�DV�ORQJ�DV�WKH�SULFH�LV�DERYH�WKHLU�LQFUHPHQWDO�FRVWV���7KH�RQO\�WLPH�
WKH�HFRQRPLFDOO\�HIILFLHQW�SULFH�VKRXOG�EH�DERYH�WKH�LQFUHPHQWDO�FRVW�RI�ZLWKGUDZLQJ�HQHUJ\�
DW�WKDW�ORFDWLRQ�LV�ZKHQ�VXSSO\�DW�WKDW�ORFDWLRQ�LV�FDSDFLW\�FRQVWUDLQHG��L�H��WKHUH�LV�D�VFDUFLW\�
RI� VXSSO\��� � ,Q� WKLV� FDVH�� WKH� HIILFLHQW� ORFDWLRQDO� SULFH� LV� DERYH� WKH� YDULDEOH� FRVWV� RI� DOO�
JHQHUDWLRQ�XQLWV���,GHDOO\��LW�LV�VHW�E\�WKH�ZLOOLQJQHVV�RI�GHPDQG�DW�WKDW�ORFDWLRQ�WR�FXUWDLO�LWV�
FRQVXPSWLRQ���,Q�SUDFWLFH��LW�LV�XVXDOO\�VHW�HTXDO�WR�ELG�FDS�RQ�WKH�HQHUJ\�PDUNHW��

7KH�JHQHUDO�LGHD�RI�ORFDO�PDUNHW�SRZHU�PLWLJDWLRQ�LV�WR�LQGXFH�DQ�RIIHU�SULFH�IURP�D�
JHQHUDWLRQ�XQLW�ZLWK�ORFDO�PDUNHW�SRZHU�HTXDO�WR�WKH�RQH�WKDW�ZRXOG�REWDLQ�LI�WKDW�XQLW�IDFHG�
VXIILFLHQW�FRPSHWLWLRQ��$�XQLW�WKDW�IDFHV�VXEVWDQWLDO�FRPSHWLWLRQ�ZRXOG�RIIHU�D�SULFH�HTXDO�WR�
LWV� YDULDEOH� FRVW�RI� VXSSO\LQJ� DGGLWLRQDO� HQHUJ\��:KHQ� WKH�/030�PHFKDQLVP� LV� WULJJHUHG��
WKH�RIIHU�SULFH�RI�VXFK�D�XQLW� LV�VHW�WR�D�UHJXODWHG�OHYHO�� �%\�WKH�DERYH�ORJLF��WKLV�UHJXODWHG�
OHYHO� VKRXOG� EH� HTXDO� WR� WKH� ,62·V� EHVW� HVWLPDWH� RI� WKH� XQLW·V� YDULDEOH� FRVW� RI� VXSSO\LQJ�
HQHUJ\��DVVXPLQJ�WKDW�D�VFDUFLW\�SULFLQJ�PHFKDQLVP�LV�LQ�SODFH�WKDW�ZRXOG�UDLVH�SULFHV�DERYH�
ELG�OHYHOV� LQ�FDVH�RI�D�FDSDFLW\�VKRUWIDOO��$OWKRXJK�WKH�FRQGLWLRQV�XQGHU�ZKLFK�PLWLJDWLRQ�LV�
WULJJHUHG� DUH� WKH�PDLQ� VRXUFH� RI� GLIIHUHQFHV� EHWZHHQ� WKH� 1HZ� <RUN�VW\OH� DQG� 3-0�VW\OH�
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PLWLJDWLRQ�� ZH� ZLOO� IRFXV� RQ� WKH� OHYHO� WKDW� WKH� RIIHU� SULFH� LV� PLWLJDWHG� WR�� � :KLOH� WKH�
PLWLJDWLRQ�FRQWUROV�WKH�H[WHQW�WR�ZKLFK�RIIHU�SULFHV�GHYLDWH�IURP�LQFUHPHQWDO�FRVWV��VHYHUDO�
DVSHFWV�RI�DOO�H[LVWLQJ�/030�PHFKDQLVPV�� LQFOXGLQJ�,62·V�SURSRVHG�PHFKDQLVP��ELDV� WKH�
RIIHU�SULFH�XSZDUGV� WR�JXDUDQWHH� WKDW�PLWLJDWHG�RIIHU�SULFHV�ZLOO�EH�QRWLFHDEO\�KLJKHU�WKDQ�
WKRVH�IURP�XQLWV�IDFLQJ�VXEVWDQWLDO�FRPSHWLWLRQ���

7KH� ,62�SURSRVHV� WR�RIIHU� WKUHH�RSWLRQV� IRU�PLWLJDWHG�ELG�SULFHV�� ���� LQFUHPHQWDO�
FRVWV� SOXV� D� ���� DGGHU�� ���� DQ� DYHUDJH� RI� SUHYLRXV� /03V� DW� WKH� XQLW·V� ORFDWLRQ�� RU� ���� D�
QHJRWLDWHG�SULFH�� � � � )RU� XQLWV� WKDW� DUH� IUHTXHQWO\�PLWLJDWHG³PRUH� WKDQ� ����RI� WKHLU� UXQ�
KRXUV³DQ�HYHQ�ODUJHU�ELG�DGGHU�ZLOO�EH�DGGHG�WR�WKH�,62·V�HVWLPDWH�RI�WKDW�XQLW·V�YDULDEOH�
FRVW��

7KH�WKUHH�PLWLJDWLRQ�RSWLRQV�VKDUH�RQH�LPSRUWDQW�IHDWXUH��HDFK�LV�YLUWXDOO\�JXDUDQWHHG�
WR� EH� VLJQLILFDQWO\� DERYH� WKH� LQFUHPHQWDO� FRVW� RI� WKH� JHQHUDWLRQ� XQLW�� � :H� DUH� YHU\�
V\PSDWKHWLF�WR�FRQFHUQV�DERXW�RYHU�UHJXODWLRQ� LQ�HOHFWULFLW\�PDUNHWV�� �7KHUH�ZLOO� DOZD\V�EH�
VRPH�XQFHUWDLQW\�DERXW�WKH�WUXH�PLQLPXP�FRVW�RI�SURGXFLQJ�HQHUJ\�IURP�D�JHQHUDWLRQ�XQLW���
/LQNLQJ�RIIHU�SULFHV� WR� LQFXUUHG� FRVWV� FRXOG�ZHDNHQ� WKH� LQFHQWLYHV�RI� JHQHUDWRUV� WR� ORZHU�
WKRVH� FRVWV�� � 7KH� FRQFHUQ� ZLWK� DFFXUDWHO\� PHDVXULQJ� LQFUHPHQWDO� FRVWV� VHHPV� WR� KDYH�
UHVXOWHG� LQ� D� GHVLUH� WR�ELDV�PLWLJDWHG� SULFHV� XSZDUGV��+RZHYHU�� WKLV� GRHV�QRW� DGGUHVV� WKH�
IXQGDPHQWDO� SUREOHP� WKDW� SULFH� UHJXODWLRQ� LV� DQ� LPSHUIHFW� EXW� QHFHVVDU\� UHVSRQVH� WR�
VLWXDWLRQV�RI�FKURQLF�PDUNHW�SRZHU�DQG�WKDW�LQFUHPHQWDO�FRVW�HVWLPDWHV�DUH�DV�OLNHO\�WR�EH�WRR�
KLJK�DV�WRR�ORZ���

8VLQJ�D�ELG�DGGHU�WKDW�WKH�,62�NQRZV�LV�ODUJHU�WKDQ�WKH�JHQHUDWLRQ�XQLW·V�PLQLPXP�
YDULDEOH�FRVW�FRQWUDGLFWV�WKH�SULPDU\�JRDO�RI� ORFDWLRQDO�PDUJLQDO�SULFLQJ�WR�REWDLQ�WKH�PRVW�
HIILFLHQW� GLVSDWFK� SRVVLEOH�� � $� VFKHPH� WKDW� V\VWHPDWLFDOO\� ELDVHV� WKH� ELGV� RI� PLWLJDWHG�
JHQHUDWLRQ�XQLWV�XSZDUG�UHODWLYH�WR�WKH�,62·V�EHVW�HVWLPDWH�RI�WKH�XQLW·V�PLQLPXP�YDULDEOH�
FRVW�RI�VXSSO\LQJ�HOHFWULFLW\�GRHV�QRW�DFKLHYH�WKLV�JRDO��*HQHUDWLRQ�XQLWV�WKDW�IDFH�VXIILFLHQW�
FRPSHWLWLRQ� ZLOO� ELG� FORVH� WR� WKHLU� PLQLPXP� YDULDEOH� FRVW�� � &RPELQLQJ� WKHVH� ELGV� ZLWK�
PLWLJDWHG�ELGV�VHW� VLJQLILFDQWO\�DERYH� WKHLU�PLQLPXP�YDULDEOH�FRVW�RI�VXSSO\LQJ�HQHUJ\�ZLOO�
UHVXOW�LQ�XQLWV�IDFLQJ�VLJQLILFDQW�FRPSHWLWLRQ�EHLQJ�RYHUXVHG��

2QH�PLJKW� WKLQN� WKDW� D� ���SHUFHQW� DGGHU� LV� UHODWLYHO\� VPDOO�� EXW� LW� LV� LPSRUWDQW� WR�
HPSKDVL]H�WKDW�LI�����0:�JHQHUDWLRQ�XQLW�LV�RSHUDWLQJ������KRXUV�SHU�\HDU�ZLWK�D����SHUFHQW�
DGGHU�RQ�WRS�RI�D�YDULDEOH�FRVW�HVWLPDWH�RI�����0:K��WKLV�LPSOLHV�DQQXDO�SD\PHQWV�LQ�H[FHVV�
RI� WKHVH� YDULDEOH� FRVWV� RI� ��� PLOOLRQ� WR� WKDW� JHQHUDWLRQ� XQLW� RZQHU�� � ,Q� DGGLWLRQ�� WKLV�
PLWLJDWHG�ELG�OHYHO�ZLOO� VHW�KLJKHU�SULFHV�IRU�XQLWV� ORFDWHG�QHDU�WKLV�JHQHUDWLRQ�XQLW��IXUWKHU�
LQFUHDVLQJ�WKH�FRVWV�WR�FRQVXPHUV��

7KH� XVH� RI� KLVWRULF� QRGDO� SULFHV� DV� D� VXEVWLWXWH� IRU� WKH� LQFUHPHQWDO� FRVW� RI� D�
JHQHUDWLRQ� XQLW� LV� HYHQ� PRUH� WURXEOLQJ�� � +LVWRULF� PDUNHW� SULFHV� ZLOO� W\SLFDOO\� EHDU� OLWWOH�
UHVHPEODQFH� WR� WKH�PLQLPXP� LQFUHPHQWDO� FRVW� RI� D� JHQHUDWLRQ� XQLW�� 7KH� RQO\� FRQGLWLRQV�
XQGHU�ZKLFK�KLVWRULF�SULFHV�DUH�OLNHO\�WR�UHIOHFW�LQFUHPHQWDO�FRVWV�DUH�WKRVH�LQ�ZKLFK�WKH�XQLW�
LV�DOZD\V�PDUJLQDO�DQG�OLNHO\�WR�EH�IUHTXHQWO\�PLWLJDWHG���$W�WKH�YHU\�OHDVW��WKH�,62�VKRXOG�

                                                
5 Elsewhere, we have argued that using standard costs for generators of particular types as reference bids rather than unit 
specific reference bids would provide more appropriate incentives for reducing generating unit operating costs.  See 
“Market Power Mitigation Under Locational Marginal Pricing”, MSC Opinion, Nov. 23, 2004, 
www.caiso.com/docs/2004/11/23/2004112316123829554.pdf.  
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FRQVLGHU�VHJPHQWLQJ�WKH�SULFLQJ�XQGHU�WKLV�RSWLRQ�E\�WLPH�RI�GD\�VR�WKDW�SHDN�SULFHV�GR�QRW�
JHW�UHIOHFWHG�LQ�RII�SHDN�PLWLJDWHG�ELGV���

,QFOXGLQJ�DG�KRF�ELG�DGGHUV�RU�RWKHU�DGMXVWPHQWV�LQ�WKH�FRPSXWDWLRQ�RI�PLWLJDWHG�ELG�
OHYHOV�DOVR�LQFUHDVHV�WKH�LQFHQWLYHV�IRU�XQPLWLJDWHG�VXSSOLHUV�WR�GLVWRUW�WKHLU�ELGV�DERYH�WKHLU�
PLQLPXP�YDULDEOH�FRVW���7KHVH�VXSSOLHUV�UHFRJQL]H�WKDW�WKH�PLWLJDWHG�ELG�PXVW�EH�GLVSDWFKHG�
VR� WKH\� IDFH� OLWWOH� ULVN�RI� D� UHGXFHG� DPRXQW�RI� HQHUJ\� VROG�EXW� D� VXEVWDQWLDO� OLNHOLKRRG�RI�
DFKLHYLQJ�D�KLJKHU�SULFH�IRU�WKHLU�HQHUJ\�E\�ELGGLQJ�KLJKHU�WKDQ�WKHLU�PLQLPXP�YDULDEOH�FRVW�
RI�VXSSO\LQJ�HQHUJ\���7KLV�ELGGLQJ�EHKDYLRU�ULVNV�JUHDWHU�GLVWRUWLRQ�IURP�DQ�HIILFLHQW�GLVSDWFK�
RI�WKH�XQLWV�LQ�WKH�FRQWURO�DUHD��DOO�EHFDXVH�RI�WKH�XVH�RI�WKLV�DG�KRF�ELG�DGGHU��

:H� VWURQJO\� XUJH� WKH� ,62� WR� DYRLG� VHWWLQJ� ORFDWLRQDO� PDUJLQDO� SULFHV� DERYH�
FRPSHWLWLYH� OHYHOV� E\� LQFOXGLQJ� DG� KRF� ELG� DGGHUV� LQ� PLWLJDWHG� ELG� OHYHOV� DV� PHDQV� IRU�
SURYLGLQJ�DGHTXDWH�UHYHQXHV�WR�RZQHUV�RI�PLWLJDWHG�JHQHUDWLRQ�XQLWV�� �$V�GLVFXVVHG�DERYH��
WKLV�VWUDWHJ\�FRXOG�KDYH�VLJQLILFDQW�FRVWV�WR�FRQVXPHUV�LQ�WHUPV�RI�PDUNHW�HIILFLHQF\�DQG�LW�
UHVXOWV�LQ�WKH�RYHUXVH�RI�JHQHUDWLRQ�XQLWV�IDFLQJ�VXEVWDQWLDO�FRPSHWLWLRQ��

7KH�,62�VKRXOG�GHVLJQ�D�PHFKDQLVP�IRU�VHWWLQJ�WKH�PLWLJDWHG�ELG�OHYHO�IRU�D�VXSSOLHU�
WKDW� EDODQFHV� WKH� WZR� FRPSHWLQJ� JRDOV� FRPPRQ� WR� DOO� UHJXODWRU\� SULFH�VHWWLQJ� SURFHVVHV���
)LUVW�WKH�PLWLJDWHG�ELG�VKRXOG�DOORZ�WKH�JHQHUDWLRQ�XQLW�RZQHU�WKH�RSSRUWXQLW\�WR�UHFRYHU�WKH�
PLQLPXP� YDULDEOH� FRVW� RI� VXSSO\LQJ� HQHUJ\�� � 6HFRQG� WKLV�PHFKDQLVP� VKRXOG� SURYLGH� WKH�
VWURQJHVW�SRVVLEOH� LQFHQWLYHV� IRU� WKH�VXSSOLHU� WR�SURYLGH� WKH�QHFHVVDU\�HQHUJ\�DW�PLQLPXP�
FRVW����

�����0LWLJDWLRQ�DQG�)L[HG�&RVW�5HFRYHU\�

$Q� RYHUULGLQJ� FRQFHUQ� GULYLQJ� WKH� GHVLJQ� RI� /030�PHFKDQLVPV� LV� WKH� IHDU� WKDW�
RYHU�PLWLJDWLRQ�ZLOO� DUWLILFLDOO\�GHSUHVV�SULFHV�DQG�UHVXOW� LQ�XQGHU�LQYHVWPHQW� LQ�JHQHUDWLRQ���
7KH�SHUFHSWLRQ�WKDW�XQGHU�LQYHVWPHQW�LV�D�PRUH�VHULRXV�SUREOHP�WKDQ�RYHU�LQYHVWPHQW�KDV�
SURGXFHG�D�SUHIHUHQFH�WR�HUU�RQ�WKH�VLGH�RI�KLJKHU�SULFHV���<HW�GLVWRUWLQJ�ORFDWLRQDO�SULFHV�LV�
XQOLNHO\�WR�VHUYH�WKH�SXUSRVH�RI�LPSURYLQJ�HIILFLHQF\�LI�WKH�KLJKHU�SULFHV�DUH�QRW�IRFXVHG�LQ�
SHULRGV� DQG� DW� ORFDWLRQV�ZLWK�KLJK� FRVWV�RI� VXSSO\LQJ� HQHUJ\�� �8QIRUWXQDWHO\�� SROLFLHV� WKDW�
LQIODWH� RIIHU� SULFHV�ZLWK� DGGHUV�ZLOO� UDLVH� SULFHV� LQ� DOO� KRXUV� DQG� FRXOG�� WKURXJK� WKH� /03�
FDOFXODWLRQV��FDXVH�SULFH�VSLOORYHUV� WR�RWKHU� ORFDWLRQV�QRW�VXEMHFW� WR� ORFDO�PDUNHW�SRZHU�RU�
H[SHULHQFLQJ�VFDUFLW\��

                                                
6 One example of this approach is for ISO to establish a benchmark variable cost estimation procedure based on 
validated heat rates and variable operating and maintenance costs for each gas-fired generation unit in California.  This 
validated heat rate would be multiplied by a benchmark daily price of natural gas delivered to the generation unit. The 
Henry Hub price plus the regulated cost of transporting natural gas from Henry Hub to this generation unit, including the 
relevant intrastate gas transmission and distribution charges, could be used as this benchmark natural gas price.  The 
heat rate times this benchmark delivered price of natural gas plus a benchmark variable operating and maintenance 
charge for generation units of this technology and vintage could be set equal to the mitigated bid level for this generation 
unit.  If the supplier believes that it can produce the necessary energy at a lower variable cost, then it should be able to 
keep the difference between this benchmark variable cost and its actual variable costs.  This scheme for setting mitigated 
bids would provide strong incentives for the least cost procurement of natural gas and operation by mitigated generation 
units. Because it uses the ISO’s best estimate of the minimum variable cost of that generation unit, this mechanism also 
limits the distortions in the dispatch introduced as a result of mitigating generation units because they possess substantial 
local market power. 
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7KH�PRVW�HJUHJLRXV�RI�WKHVH�SUDFWLFHV�LV�WKH�SURSRVDO�WR�DGG�����0:K�WR�WKH�RIIHU�
SULFHV� RI� DOO� IUHTXHQWO\� PLWLJDWHG� XQLWV� WKDW� DUH� QRW� UHFHLYLQJ� IL[HG� FRVW� FRPSHQVDWLRQ�
WKURXJK� 5HOLDELOLW\� 0XVW�5XQ� �505�� FRQWUDFWV� RU� VRPH� RWKHU� FDSDFLW\�PHFKDQLVP�� � 7KH�
PRWLYDWLRQ�IRU�WKH�DGGHU� LV� WR�HQVXUH� WKDW� IUHTXHQWO\�PLWLJDWHG�XQLWV� UHFHLYH�FRPSHQVDWLRQ�
DGHTXDWH� WR� FRYHU� DW� OHDVW� WKHLU� JRLQJ�IRUZDUG� IL[HG� FRVWV��� +RZHYHU�� LW� LV� LPSRUWDQW� WR�
UHPHPEHU�WKDW�DQ\�XQLW��HYHQ�D�IUHTXHQWO\�PLWLJDWHG�XQLW�� LV�VWLOO�HOLJLEOH�WR�HDUQ�SULFHV�ZHOO�
DERYH�LWV�RIIHU�SULFH���)RU�H[DPSOH��WKH�,62�LV�FRQVLGHULQJ�D�VFDUFLW\�SULFLQJ�PHFKDQLVP�WKDW�
ZLOO� VHW� SULFHV� DW� WKH� SULFH�FDS� GXULQJ� DQ\� KRXUV� LQ� ZKLFK� WKHUH� LV� DQ� RSHUDWLQJ� UHVHUYH�
GHILFLHQF\���*LYHQ�D�UHODWLYHO\� ORZ�SULFH�FDS��HYHQ�WKLV�PD\�QRW�SURYLGH�DGHTXDWH�UHYHQXHV�
IRU� D� IUHTXHQWO\�PLWLJDWHG� XQLW� WR� UHFRYHU� IL[HG� FRVWV�� � +RZHYHU�� VLPSO\� UDLVLQJ� SULFHV� LQ�
KRXUV�ZKHUH�WKHUH�LV�QR�VFDUFLW\�LV�HTXLYDOHQW�WR�VWDWLQJ�WKDW�WZR�ZURQJV�PDNH�D�ULJKW����

)UHTXHQWO\� PLWLJDWHG� JHQHUDWLRQ� XQLWV� DUH� SURYLGLQJ� D� UHJXODWHG� VHUYLFH�� DQG� WKH\�
VKRXOG� UHFHLYH� FRVW� UHFRYHU\�� � %XW� FRVW� UHFRYHU\� QHHG� QRW� GLVWRUW� SULFHV� LQ� SHULRGV� RU� DW�
ORFDWLRQV�ZKHUH�WKHUH�LV�QR�MXVWLILFDWLRQ�IRU�SULFHV�WR�ULVH�DERYH�LQFUHPHQWDO�FRVWV���&RQVLGHU�
D�PLWLJDWHG�XQLW�ZLWK�D�����0:K�LQFUHPHQWDO�FRVW�DQG�D�����0:K�DGGHU�WKDW�LV�DSSOLHG�LQ�
DQ� KRXU� RI� DPSOH� VXSSO\�� 7KH� PDUNHW� ZLOO� EH� WHOOLQJ� JHQHUDWLRQ� ZLWK� FRVWV� OHVV� WKDQ�
�����0:K� WKDW� WKH\� DUH� QHHGHG� DQG� WHOOLQJ� GHPDQG� ZLWK� D� YDOXH� RI� HOHFWULFLW\� OHVV� WKDQ�
�����0:K�WR�VKXW�GRZQ��1HLWKHU�RXWFRPH�LV�GHVLUDEOH��

7KH�)(5&�KDV�DUWLFXODWHG�WKH�EHOLHI�WKDW� LW� LV�DSSURSULDWH�WKDW�VRPH�SRUWLRQ�RI�WKH�
IL[HG�FRVWV�RI�PLWLJDWHG�XQLWV�EH�DOORZHG�WR�VHW�PDUNHW�SULFHV�� � ,Q�RWKHU�ZRUGV�� VXFK�XQLWV�
VKRXOG�QRW�MXVW�EH�DOORZHG�WR�UHFRYHU�WKHLU�IL[HG�FRVWV�IRU�WKHPVHOYHV��EXW�WKRVH�FRVWV�VKRXOG�
EH� UHIOHFWHG� LQ� WKH� SULFHV� HDUQHG� E\� RWKHU� QRQ�PLWLJDWHG� XQLWV�� � 7KH� )(5&� LV� HVVHQWLDOO\�
DUJXLQJ�WKDW�SULFHV�VKRXOG�EH�VHW�DW�ORQJ�UXQ�DYHUDJH�FRVW��DV�WKH\�ZRXOG�LQ�WKH�ORQJ�UXQ�LQ�D�
FRPSHWLWLYH�PDUNHW�� � 7KHUH� DUH� WZR�SUREOHPV�ZLWK� WKLV� YLHZ�� 7KH� ILUVW� LV� WKDW� WKH� )(5&�
ZRXOG�VHW�SULFHV�WR�UHFRYHU�DW�OHDVW�WKHVH�DYHUDJH�FRVWV�GXULQJ�DOO�KRXUV�WKH�XQLW�RSHUDWHV���,Q�D�
FRPSHWLWLYH�PDUNHW�WKH�KLJK�SULFHV�GXULQJ�FHUWDLQ�SHULRGV�ZRXOG�RIIVHW�SULFHV�DW�LQFUHPHQWDO�
FRVWV�GXULQJ�WKH�PDMRULW\�RI�KRXUV�ZLWK�DEXQGDQW�VXSSO\���7KH�DYHUDJH�RI�DOO�WKHVH�UHVXOWLQJ�
SULFHV�ZRXOG�WUHQG�WRZDUG�ORQJ�UXQ�DYHUDJH�FRVW���7KH�DGGHU�DSSURDFK�JHWV�SULFHV�ZURQJ�DOO�
WKH�WLPH��SURGXFLQJ�WKH�SUREOHPV�GHVFULEHG�DERYH��

6HFRQG�� WKH� IL[HG� DGGHU� DSSURDFK� LJQRUHV� WKH� SODXVLEOH� SURVSHFW� WKDW� IUHTXHQWO\�
PLWLJDWHG�XQLWV�PD\�RSHUDWH� LQ� D�QDWXUDO�PRQRSRO\� HQYLURQPHQW�� � ,Q�RWKHU�ZRUGV� D� VPDOO�
ORFDO�PDUNHW�LV�PRVW�HIILFLHQWO\�VHUYHG�E\�D�SODQW�RU�SODQWV�RZQHG�E\�RQH�ILUP���,Q�DQ\�QDWXUDO�
PRQRSRO\��LQFUHPHQWDO�FRVWV�DUH�LQVXIILFLHQW�WR�UHFRYHU�IL[HG�FRVWV��%XW�WKLV�LV�QRW�D�VLJQDO�RI�
D�QHHG�IRU�QHZ�JHQHUDWLRQ��RQO\�WKH�ODFN�RI�D�FRPSHWLWLYH�HQYLURQPHQW���,W�LV�ZLGHO\�DFFHSWHG�
WKDW�VHWWLQJ�SULFHV�RI�QDWXUDO�PRQRSRO\�VHUYLFHV�DW�LQFUHPHQWDO�FRVWV�ZRXOG�EH�HIILFLHQW��LI�WKH�
IL[HG�FRVWV�RI�WKH�QDWXUDO�PRQRSRO\�SURYLGHU�FRXOG�EH�UHFRYHUHG�WKURXJK�RWKHU�PHDQV��

&RQVHTXHQWO\�� HYHQ� IRU� D� IUHTXHQWO\�PLWLJDWHG�XQLW�� LWV�PLWLJDWHG�ELG� VKRXOG�EH� VHW�
HTXDO�WR�WKH�,62·V�EHVW�HVWLPDWH�RI�LWV�PLQLPXP�YDULDEOH�FRVW�RI�VXSSO\LQJ�HOHFWULFLW\���7KLV�
PLWLJDWLRQ�PHFKDQLVP�GRHV�QRW�LPSO\�WKDW�WKH�XQLW�RZQHU�FDQQRW�UHFRYHU�VXIILFLHQW�FRVWV�WR�
UHPDLQ�LQ�WKH�PDUNHW���,Q�IDFW��LI�WKLV�VXSSOLHU�LV�UHTXLUHG�WR�PHHW�D�ORFDO�HQHUJ\�QHHG�GXULQJ�D�
QXPEHU�RI�KRXUV�RI�WKH�\HDU��WKHQ�WKH�ORFDO�/6(�ZLOO�KDYH�D�VWURQJ�LQFHQWLYH�WR�HQWHU�LQWR�D�
ORQJ�WHUP�FRQWUDFW�ZLWK�WKLV�ORFDO�VXSSOLHU�WKDW�UHFRYHUV�LWV�JRLQJ�IRUZDUG�IL[HG�FRVWV���7KLV�

                                                
7 Note that fixed costs, by definition do not vary with the output of a plant.  They are therefore not incremental costs. 
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XQLW�RZQHU�DOZD\V�KDV�WKH�RSWLRQ�WR�H[LW�WKH�LQGXVWU\�RU�VLPSO\�PRWKEDOO�LWV�XQLW�LI�LW�GRHV�QRW�
EHOLHYH� LW�FDQ�UHFRYHU�VXIILFLHQW� UHYHQXHV� IURP�VSRW�PDUNHW�HQHUJ\�VDOHV�� �+RZHYHU�� LI� WKH�
XQLW� LV� QHFHVVDU\� WR� PHHW� ORFDO� GHPDQG�� WKHQ� WKLV� /6(� PXVW� ILQG� DQ� DFFHSWDEOH� IRUZDUG�
FRQWUDFW�SD\PHQW�VWUHDP�WKDW�UHFRYHUV�WKH�XQLW·V�DQQXDO�WRWDO�FRVWV���$�����0:K�DGGHU�PD\�
VLJQLILFDQWO\� LQFUHDVH� WKH� IRUZDUG� FRQWUDFW�SD\PHQW� VWUHDP� WKH� ORFDO�/6(�PXVW�SD\� WR� WKH�
VXSSOLHU� WR� SURYLGH� WKHVH� ORFDO� HQHUJ\� QHHGV�� EHFDXVH� WKH� VXSSOLHU� ZLOO� EH� IRUHJRLQJ� WKDW�
SD\PHQW��DV�ZHOO�DV�GLVWRUWLQJ�WKH�VSRW�SULFHV�WKLV�XQLWV�DQG�RWKHU�QHDUE\�XQLWV�UHFHLYH�IRU�WKH�
HQHUJ\�WKH\�VXSSO\�WR�WKH�VSRW�PDUNHW��

�������6FDUFLW\�3ULFLQJ�

7KH� ,62� LV� SURSRVLQJ� WR� H[SORUH� WKH� LPSOHPHQWDWLRQ� RI� ´VFDUFLW\� SULFLQJµ� XQGHU�
VRPH�OHYHO�RI�GHILFLHQFLHV� LQ�RSHUDWLQJ�UHVHUYHV���8QGHU�WKLV�SURSRVDO��SULFHV�ZRXOG�ULVH�WR�
WKH�SULFH�FDS�ZKHQ�RSHUDWLQJ�UHVHUYHV�GLS�EHORZ�VRPH�SUH�GHILQHG�OHYHO���:H�DUH�VXSSRUWLYH�
RI�WKLV�FRQFHSW�RI�VFDUFLW\�SULFLQJ�DV�D�PHDQV�IRU�IL[HG�FRVW�UHFRYHU\�IRU�JHQHUDWLRQ�XQLWV���,Q�
SDUWLFXODU��ZH�EHOLHYH� WKDW� LW� LV�DQ�HVVHQWLDO�HOHPHQW�RI�D�ZHOO�IXQFWLRQLQJ�HOHFWULFLW\�PDUNHW�
WKDW� ZRXOG� DOVR� LQFOXGH� DFWLYH� SDUWLFLSDWLRQ� RI� ILQDO� FRQVXPHUV� LQ� WKH� ZKROHVDOH� PDUNHW��
VXIILFLHQW�IRUZDUG�FRQWUDFWLQJ�E\�/6(V��ORZ�EDUULHUV�WR�QHZ�HQWU\�RI�JHQHUDWLRQ�FDSDFLW\��DQG�
DGHTXDWH�WUDQVPLVVLRQ�FDSDFLW\�WR�VHUYH�WKH�ZKROHVDOH�PDUNHW��

+RZHYHU�� XQWLO� DOO� WKHVH� HOHPHQWV� DUH� LQ� SODFH�� WKLV� NLQG� RI� VFDUFLW\� SULFLQJ� LV� QRW�
QHFHVVDULO\�D�VHFRQG�EHVW�VROXWLRQ���,Q�SDUWLFXODU��ZH�EHOLHYH�WKHUH�DUH�VHYHUDO�DVSHFWV�RI�WKH�
VSHFLILF� SURSRVDO� IRU� VFDUFLW\� SULFLQJ� XQGHU� WKH� 0578� GHVLJQ� WKDW� DUJXH� DJDLQVW�
LPSOHPHQWLQJ�LW�DW�WKLV�WLPH��:H�KDYH�QRWHG�LQ�SUHYLRXV�RSLQLRQV�WKDW�VFDUFLW\�UHQWV�VKRXOG�
EH� SDLG� RQO\� ZKHQ� WKHUH� LV� WUXH� VFDUFLW\�� � � 7KLV� XQGHUVFRUHV� WKH� SRLQW� WKDW� LI� VFDUFLW\�
FRQGLWLRQV� DUH� SDUWLFXODUO\� SURILWDEOH� IRU� VXSSOLHUV� WKH\� ZLOO� WDNH� DFWLRQV� WR� FUHDWH� WKHVH�
FRQGLWLRQV���7R�WKH�H[WHQW�WKDW�/6(V�KDYH�VLJQHG�VXIILFLHQW�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�IRU�
WKHLU� H[SHFWHG� HQHUJ\� QHHGV�� RXU� FRQFHUQ� ZLWK� VXSSOLHUV� WDNLQJ� DFWLRQV� WR� FDXVH� VFDUFLW\�
FRQGLWLRQV� LQ� WKH� HQHUJ\� PDUNHW� FDUULHV� OHVV� ZHLJKW�� DQG� WKH� DUJXPHQW� IRU� LPSOHPHQWLQJ�
VFDUFLW\�SULFLQJ�PHFKDQLVPV�EHFRPHV�VWURQJHU��

8QGHU�WKH�FXUUHQW�0578�GHVLJQ��VXSSOLHUV�SURYLGLQJ�DQFLOODU\�VHUYLFHV�DUH�SHUPLWWHG�
WR�GHVLJQDWH�WKH�HQHUJ\�WKH\�SURSRVH�WR�VXSSO\�IURP�WKHLU�XQLWV�ZLWK�D�´FRQWLQJHQF\µ�IODJ��
PHDQLQJ� WKDW� WKH� HQHUJ\� ZLOO� EH� WDNHQ� IURP� WKHVH� XQLWV� RQO\� LI� WKH� ,62� KDV� D� V\VWHP�
HPHUJHQF\���7KH�,62�LV�SURSRVLQJ�WR�GHILQH�D�VFDUFLW\�FRQGLWLRQ�DV�ZKHQ�WKH�,62�PXVW�FDOO�
XSRQ�WKHVH�FRQWLQJHQF\�UHVHUYHV���%HFDXVH�WKH�FRQWLQJHQF\�VWDWXV�LV�QRZ�YROXQWDU\��ZH�DUH�
FRQFHUQHG�WKDW�WKLV�FUHDWHV�DQ�DGGLWLRQDO�PHFKDQLVP�IRU�VXSSOLHUV�WR�ZLWKKROG�HQHUJ\�IURP�
WKH�UHDO�WLPH�PDUNHW� DQG� WKHUHIRUH� FUHDWHV� DQ� DUWLILFLDO�� UDWKHU� WKDQ� WUXH� VFDUFLW\�RI� HQHUJ\���
:H�IHHO�WKDW�WKH�FRQGLWLRQV�WKDW�FRQVWLWXWH�VFDUFLW\�VKRXOG�EH�EDVHG�XSRQ�DQ�DVVHVVPHQW�RI�
WKH�SK\VLFDO�QHHGV�RI�RSHUDWRUV�IRU�V\VWHP�VWDELOLW\��UDWKHU�WKDQ�WKH�VHOI�HOHFWLRQ�RI�VXSSOLHUV���
:H�DUH�DOVR�FRQFHUQHG�WKDW�WKH�GHILQLWLRQ�RI�VFDUFLW\�ZLOO�EH�GLIIHUHQW�LQ�WKH�UHDO�WLPH�PDUNHW�
WKDQ� LW� LV� LQ� WKH� GD\�DKHDG� PDUNHW�� � :H� WKHUHIRUH� UHFRPPHQG� WKDW� WKH� ,62� GHIHU�
LPSOHPHQWLQJ� VFDUFLW\� SULFLQJ� XQGHU� UHVHUYH� GHILFLHQFLHV� XQWLO� LW� FDQ� FRPSOHWH� D� PRUH�
FRPSUHKHQVLYH�GHILQLWLRQ�RI�VFDUFLW\�WKDW�FDQ�EH�DSSOLHG�FRQVLVWHQWO\�DFURVV�ERWK�PDUNHWV����

:H�DOVR�UHFRPPHQG�WKDW�WKH�,62�H[SORUH�HOLPLQDWLQJ�WKH�FRQWLQJHQF\�IODJ�DQG�DOORZ�
VXSSOLHUV�WR�XVH�WKHLU�HQHUJ\�ELG�WR�PDQDJH�WKHLU�GLVSDWFK�ULVN�LQ�WKH�UHDO�WLPH�PDUNHW���:LWK�
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WKH� HOLPLQDWLRQ� RI� WKH� V\VWHP�ZLGH� DXWRPDWLF� PLWLJDWLRQ� SURFHGXUH� �$03��� WKHUH� LV� OLWWOH�
UHPDLQLQJ�UDWLRQDOH�IRU�WKLV�FRQWLQJHQF\�IODJ�RQ�WKH�HQHUJ\�SRUWLRQ�RI�DQFLOODU\�VHUYLFHV�ELGV���
6XSSOLHUV� WKDW� ZLVK� WR� SURYLGH� UHVHUYHV� DQG� RQO\� VXSSO\� HQHUJ\� XQGHU� H[WUHPH� V\VWHP�
FRQGLWLRQV�FDQ�VXEPLW�DQ�HQHUJ\�ELG�DW�RU�VOLJKWO\�EHORZ�WKH�HQHUJ\�ELG�FDS��

,I� /6(V� KDYH� SURFXUHG� HQRXJK� LQVWDOOHG� JHQHUDWLRQ� FDSDFLW\� WR� PHHW� WKHLU� UHWDLO�
GHPDQG� QHHGV� ZLWKRXW� VXIILFLHQW� OHYHOV� RI� IL[HG�SULFH� IRUZDUG� FRQWUDFWV� IRU� HQHUJ\�� WKH�
OLNHOLKRRG� WKDW� VFDUFLW\� FRQGLWLRQV� PD\� DULVH� LV� VLJQLILFDQWO\� LQFUHDVHG� EHFDXVH�� DV� QRWHG�
HDUOLHU�� KDYLQJ� DGHTXDWH� LQVWDOOHG� JHQHUDWLRQ� FDSDFLW\� GRHV� OLWWOH� WR� OLPLW� WKH� LQFHQWLYH� RI�
VXSSOLHUV� WR� H[HUFLVH�PDUNHW�SRZHU� LQ� WKH� VSRW�PDUNHW��)RU� H[DPSOH��RQH�ZD\� WR� H[HUFLVH�
VXEVWDQWLDO� XQLODWHUDO�PDUNHW� SRZHU� LV� WR� FUHDWH� DUWLILFLDO� VFDUFLW\� FRQGLWLRQV� WR� H[SORLW� WKH�
PDUNHW�UXOHV�WKDW�DOORZ�SULFHV�WR�ULVH�GXULQJ�SHULRGV�RI�DSSDUHQW�VFDUFLW\��

$V� D� JHQHUDO� UXOH�� XQOHVV� WKHUH� LV� DQ� DFWLYH� GHPDQG�VLGH� LQ� WKH� ZKROHVDOH�PDUNHW��
LPSOHPHQWLQJ� D� VFDUFLW\�SULFLQJ� UHJLPH� LV� YHU\� OLNHO\� WR� HQKDQFH� WKH� DELOLW\�RI� VXSSOLHUV� WR�
H[HUFLVH� XQLODWHUDO� PDUNHW� SRZHU� LQ� WKH� VSRW�PDUNHW�� �:LWK� DQ� DFWLYH� GHPDQG�VLGH� LQ� WKH�
ZKROHVDOH�PDUNHW�SULFH�UHVSRQVLYH� FRQVXPHUV�ZLOO� VXEPLW� WKHLU�ZLOOLQJQHVV� WR� UHGXFH� WKHLU�
GHPDQG�LQWR�WKH�VSRW�SULFH��DQG�WKLV�ZLOO�UDWLRQ�WKH�DYDLODEOH�VXSSO\�ZLWKRXW�WKH�QHHG�IRU�DQ�
DGPLQLVWUDWLYHO\�GHWHUPLQHG�SURFHGXUH�IRU�UHGXFLQJ�WKH�GHPDQG�IRU�HOHFWULFLW\���)RU�VFDUFLW\�
SULFLQJ� WR� DFKLHYH� WKH� PD[LPXP� EHQHILWV�� WKH� IROORZLQJ� HVVHQWLDO� HOHPHQWV� RI� D� ZHOO�
IXQFWLRQLQJ�PDUNHW�PXVW�EH�LQ�SODFH������/6(V�KDYH�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�FRYHULQJ�D�
VXEVWDQWLDO�IUDFWLRQ�RI�WKHLU�H[SHFWHG�GHPDQG��DQG�����WKH�PDMRULW\�RI�WKH�UHPDLQLQJ�GHPDQG�
WKDW� LV�QRW�FRYHUHG�E\� WKHVH� IL[HG�SULFH� IRUZDUG�FRQWUDFWV�PXVW�SD\�WKH�UHDO�WLPH�SULFH� IRU�
HOHFWULFLW\� LI� WKH\� FRQVXPH�PRUH� DQG�UHFHLYH� WKH�UHDO�WLPH�SULFH� LI� WKH\� FRQVXPH� OHVV� WKDQ�
WKHLU�IL[HG�SULFH�GHPDQG�OHYHO��

����6HWWLQJ�WKH�/HYHO�RI�WKH�3ULFH�&DS�LQ�WKH�(QHUJ\�DQG�$QFLOODU\�6HUYLFHV�0DUNHWV�

9LUWXDOO\�DOO�VWDNHKROGHUV�DJUHH�ZLWK�WKH�QHHG�IRU�D�GDPDJH�FRQWURO�FDS�RQ�ELGV�LQWR�
ERWK� WKH� VKRUW�WHUP� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� PDUNHWV�� � $Q� LPSRUWDQW� LVVXH� LV� WKH�
DSSURSULDWH�OHYHO�RI�WKDW�FDS���:KLOH�LW�LV�XQFOHDU�ZKDW�WKH�DSSURSULDWH�OHYHOV�RI�WKHVH�ELG�FDSV�
VKRXOG�EH��WKHUH�DUH�D�QXPEHU�RI�IDFWRUV�WKDW�VKRXOG�EH�FRQVLGHUHG�LQ�VHWWLQJ�WKHVH�OHYHOV�WR�
HQVXUH� WKDW� ERWK� WKH� VSRW� PDUNHW� IRU� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� RSHUDWHV� HIILFLHQWO\���
6SHFLILFDOO\�� WKHUH� LV�DQ� LQYHUVH�UHODWLRQVKLS�EHWZHHQ�WKH� OHYHO�RI�WKH�SULFH�FDS�RQ�WKH�VSRW�
PDUNHW�WKDW�FDQ�EH�FUHGLEO\�PDLQWDLQHG�DQG�WKH�QHFHVVDU\�DPRXQW�RI�ILQDO�GHPDQG�WKDW�PXVW�
EH�FRYHUHG�E\�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�IRU�HQHUJ\���$V�ORQJ�DV�WKH�OHYHO�RI�WKH�SULFH�FDS�
LV�VHW�DERYH�WKH�YDULDEOH�FRVW�RI�WKH�KLJKHVW�FRVW�XQLW�QHFHVVDU\�WR�PHHW�GHPDQG��ORZHU�OHYHOV�
RI� WKH� SULFH� FDS�RQ� WKH� VSRW�PDUNHW� IRU� HQHUJ\� UHTXLUH� KLJKHU� OHYHOV� RI� FRYHUDJH� RI� ILQDO�
GHPDQG�ZLWK�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�LQ�RUGHU�WR�PDLQWDLQ�WKH�LQWHJULW\�RI�WKH�ELG�FDS�
RQ�WKH�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�PDUNHW���)RU�H[DPSOH��WKH�H[SHULHQFH�RI�WKH�SDVW�WZR�\HDUV�
LQ�WKH�&DOLIRUQLD�PDUNHW�KDV�VKRZQ�WKDW�D�ELG�FDS�RI������0:K�GRHV�QRW�LPSRVH�VLJQLILFDQW�
UHOLDELOLW\�SUREOHPV�RU�GHJUDGH�WKH�HIILFLHQF\�RI�WKH�VSRW�PDUNHW�LI�YLUWXDOO\�DOO�RI�WKH�GHPDQG�
LQ�WKH�&DOLIRUQLD�,62�FRQWURO�DUHD�LV�FRYHUHG�E\�IRUZDUG�FRQWUDFWV��

,I�WKH�ELG�FDS�LV�VHW�WRR�ORZ�IRU�WKH�OHYHO�RI�IRUZDUG�FRQWUDFWV��WKHQ�LW�LV�SRVVLEOH�IRU�
V\VWHP�FRQGLWLRQV�WR�DULVH�ZKHQ�RQH�RU�PRUH�VXSSOLHUV�KDYH�DQ�LQFHQWLYH�WR�WHVW�WKH�LQWHJULW\�
RI� WKH�ELG� FDS�RQ� WKH� VSRW�PDUNHW�� E\� ELGGLQJ� LQ� H[FHVV� RI� WKH� SULFH� FDS�� � 7KHVH� V\VWHP�
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FRQGLWLRQV�DURVH� IUHTXHQWO\�GXULQJ� WKH�SHULRG�-XQH������ WR�-XQH������EHFDXVH�RQO\�D�YHU\�
VPDOO�IUDFWLRQ�RI�ILQDO�GHPDQG�ZDV�FRYHUHG�LQ�IL[HG�SULFH�IRUZDUG�FRQWUDFWV�RU�E\�JHQHUDWLRQ�
IDFLOLWLHV� RZQHG� E\� WKH�&DOLIRUQLD� XWLOLW\� GLVWULEXWLRQ� FRPSDQLHV� �8'&V��� �0DLQWDLQLQJ� WKH�
FUHGLELOLW\� RI� WKH� FXUUHQW� �����0:K� ELG� FDS� UHTXLUHV� WKDW� WKH� &38&� PDQGDWH� IRUZDUG�
FRQWUDFW� FRYHUDJH� RI� ILQDO� GHPDQG� DW� YHU\� FORVH� WR� WKH� SUHVHQW� OHYHO�� � 7UDQVLWLRQLQJ� WR� D�
ZKROHVDOH� PDUNHW� ZLWK� DQ� LQVWDOOHG� FDSDFLW\� REOLJDWLRQ� RU� PDUNHW� DQG� VXIILFLHQW� LQVWDOOHG�
FDSDFLW\�WR�PHHW�ILQDO�GHPDQG��EXW�ZLWK�D�ORZHU�DPRXQW�RI�ILQDO�GHPDQG�FRYHUHG�E\�IL[HG�
SULFH� IRUZDUG�FRQWUDFWV� IRU�HQHUJ\� LQFUHDVHV� WKH� OLNHOLKRRG�WKDW�RQH�RU�PRUH�VXSSOLHUV�ZLOO�
ILQG�LW�XQLODWHUDOO\�SURILWDEOH�WR�WHVW�WKH�LQWHJULW\�RI�WKH�ELG�FDS�RQ�WKH�VSRW�PDUNHW���/RZ�ELG�
FDSV�PD\�DOVR�PHDQ�WKDW�WKH�IRUZDUG�FRQWUDFW�SULFH�LV�KLJKHU�WKDQ�DYHUDJH�VKRUW�WHUP�HQHUJ\�
SULFHV�RYHU�WKH�WHUP�RI�WKH�FRQWUDFW���7KLV�E\�LWVHOI�LV�QRW�QHFHVVDULO\�LQHIILFLHQW��GHSHQGLQJ�
RQ�WKH�GHVLJQ�RI�D�IRUZDUG�FRQWUDFWLQJ�UHTXLUHPHQW�DQG�WKH�ULVN�SUHIHUHQFHV�RI�/6(V�YHUVXV�
JHQHUDWLRQ�XQLW�RZQHUV��

$�PDMRU�FRVW�DVVRFLDWHG�ZLWK�PDLQWDLQLQJ� WKH�FXUUHQW� OHYHO�RI� WKH�ELG�FDS� LV� WKDW� LW�
YLUWXDOO\� HOLPLQDWHV� DQ\� LQFHQWLYH� IRU� ILQDO� GHPDQG� WR�EHFRPH� DQ� DFWLYH� SDUWLFLSDQW� LQ� WKH�
ZKROHVDOH�PDUNHW���$W�D������0:K�ELG�FDS��ILQDO�FRQVXPHUV�VDYH�RQO\�OLPLWHG�DPRXQWV�RI�
PRQH\� E\� UHGXFLQJ� WKHLU� FRQVXPSWLRQ� GXULQJ� SHULRGV� ZLWK� KLJK� ZKROHVDOH� SULFHV�� � 7KLV�
LPSOLHV� WKDW�YLUWXDOO\� DOO� VROXWLRQV� WR�VXSSO\�DQG�GHPDQG� LPEDODQFHV� LQ� WKH�SUHVHQW�PDUNHW�
GHVLJQ�PXVW� FRPH� IURP� FRQVWUXFWLQJ� DGGLWLRQDO� JHQHUDWLRQ� FDSDFLW\�� UDWKHU� WKDQ� UHGXFLQJ�
ILQDO�GHPDQG�DQG�HOLPLQDWLQJ�WKH�QHHG�WR�FRQVWUXFW�QHZ�JHQHUDWLRQ�IDFLOLWLHV���$QRWKHU�FRVW�
RI�D�ORZ�ELG�FDS�LV�WKH�ZHDNHQLQJ�RI�LQFHQWLYHV�WR�PDLQWDLQ�KLJK�XQLW�DYDLODELOLW\�GXULQJ�SHDN�
ORDG�SHULRGV���+LJKHU�OHYHOV�RI�WKH�ELG�FDS�RQ�WKH�HQHUJ\�PDUNHW�SURYLGH�JUHDWHU�LQFHQWLYHV�
IRU� VXSSOLHUV� WR�PDLQWDLQ� WKHLU� XQLWV�� � 7KH� HQHUJ\� ELG� FDS� LV� WKH� PD[LPXP� VSRW� PDUNHW�
UHSODFHPHQW�FRVW�RI�HQHUJ\�QRW�VXSSOLHG�E\�D�JHQHUDWLRQ�XQLW�RZQHU�WKDW�LV�XQDEOH�WR�PHHW�LWV�
IL[HG�SULFH�IRUZDUG�FRQWUDFW�REOLJDWLRQV���)XUWKHUPRUH��LPSRUWHUV�DUH�DOVR�PXFK�PRUH�OLNHO\�
WR�SURYLGH�HQHUJ\�WR�&DOLIRUQLD�GXULQJ�H[WUHPH�V\VWHP�FRQGLWLRQV�LI�WKH\�FDQ�UHFHLYH�D�SULFH�
WKDW� LV� VLJQLILFDQWO\� KLJKHU� WKDQ� WKH� FXUUHQW� SULFH� FDS� RI� �����0:K�� � +RZHYHU�� WKHVH�
EHQHILWV�RI�UDLVLQJ�WKH�ELG�FDS�PXVW�EH�EDODQFHG�DJDLQVW�WKH�FRVW�RI�JUHDWHU�RSSRUWXQLWLHV�WR�
H[HUFLVH� PDUNHW� SRZHU� LQ� WKH� VSRW� PDUNHW�� LI� WKHUH� LV� LQDGHTXDWH� KHGJLQJ� E\� /6(V� DQG�
LQVXIILFLHQW�VSRW�PDUNHW�SDUWLFLSDWLRQ�E\�ILQDO�GHPDQG��

$� VHFRQG� LVVXH� ZLWK� UHVSHFW� WR� ORZHU� ELG� FDSV� RQ� WKH� ,62·V� HQHUJ\� DQG� DQFLOODU\�
VHUYLFHV�PDUNHWV�LV�WKDW�WKH\�UHGXFH�WKH�XQLODWHUDO�LQFHQWLYH�/6(V�KDYH�WR�HQWHU�LQWR�IRUZDUG�
FRQWUDFWV� IRU� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV� EHFDXVH� WKH� SRWHQWLDO� GRZQVLGH� RI� VXEVWDQWLDO�
SXUFKDVHV� IURP� VKRUW�WHUP�PDUNHWV� LV� UHGXFHG� E\� WKH� OHYHO� RI� WKH� ELG� FDSV�� � � 7KLV� ORJLF�
LPSOLHV�WKDW�DQ\�ILQLWH�ELG�FDS�RQ�VKRUW�WHUP�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV�ZLOO�GXOO�
WKH�LQFHQWLYH�WKDW�/6(V�KDYH�WR�HQJDJH�LQ�IL[HG�SULFH�IRUZDUG�FRQWUDFWV���&RQVHTXHQWO\���WKH�
&38&� PXVW� PDQGDWH� PLQLPXP� OHYHOV� RI� IRUZDUG� FRQWUDFWLQJ� IRU� /6(V� VXEMHFW� WR� WKHLU�
UHJXODWRU\� RYHUVLJKW� WR� HQVXUH� DGHTXDWH� OHYHOV� RI� IRUZDUG� FRQWUDFWLQJ�� � 'LUHFW� DFFHVV�
FXVWRPHUV�DQG�/6(V�QRW�VXEMHFW�WR�&38&�UHJXODWLRQ�PXVW�EHDU�HLWKHU�WKH�LQFUHDVHG�ULVN�RI�
RXWDJHV�RU�KLJKHU�VSRW�SULFHV�GXULQJ�SHULRGV�RI�HQHUJ\�RU�DQFLOODU\�VHUYLFHV�VFDUFLW\��RU�WKH\�
ZLOO�KDYH�DQ�LQFHQWLYH�WR�UHO\�WRR�KHDYLO\�RQ�VSRW�PDUNHW�SXUFKDVHV�EHFDXVH�RI�WKH�OHYHO�RI�
WKH�ELG�FDSV��

$� WKLUG� LPSRUWDQW� LVVXH� FRQFHUQV� WKH� OHYHO� RI� ELG� FDSV� RQ� WKH� DQFLOODU\� VHUYLFHV�
PDUNHW� YHUVXV� WKH� HQHUJ\�PDUNHW�� � 7KH�PDUJLQDO� FRVW� RI� SURYLGLQJ� DQ� DGGLWLRQDO�0:� RI�
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DQFLOODU\� VHUYLFHV� IURP� D� XQLW� ZLWK� XQORDGHG� JHQHUDWLRQ� FDSDFLW\� LV� ]HUR�� ,Q� DGGLWLRQ�� WKH�
RSSRUWXQLW\� FRVW� RI� VHOOLQJ� DQFLOODU\� VHUYLFHV� LV� WKH� IRUHJRQH� YDULDEOH� SURILWV� RI� WKDW�
JHQHUDWLRQ�XQLW�VHOOLQJ�HQHUJ\���&RQVHTXHQWO\��EHVLGHV�WKH�XVXDO�DUJXPHQWV�WKDW�WKH�VORSH�RI�
WKH�UHVLGXDO�GHPDQG�FXUYH�D�VXSSOLHU�IDFHV�GHWHUPLQHV�WKH�H[WHQW�RI�XQLODWHUDO�PDUNHW�SRZHU�
D�VXSSOLHU�LV�DEOH�WR�H[HUFLVH��LQ�WKH�FDVH�RI�DQFLOODU\�VHUYLFHV��WKH�PDUNHW�SRZHU�D�VXSSOLHU�FDQ�
H[HUFLVH�LQ�WKH�HQHUJ\�PDUNHW�FUHDWHV�DQ�DGGLWLRQDO�UHDVRQ�IRU�WKH�SULFH�RI�DQ�DQFLOODU\�VHUYLFH�
WR�EH�JUHDWHU�WKDQ�]HUR���,Q�SDUWLFXODU��WKH�VXSSOLHU�XVHV�WKH�IRUHJRQH�YDULDEOH�SURILWV�IURP�
VHOOLQJ� RQH� 0:K� RI� HQHUJ\� DV� WKH� RSSRUWXQLW\� FRVW� RI� SURYLGLQJ� DQ� DGGLWLRQDO� 0:� RI�
DQFLOODU\�VHUYLFHV���7KH�VXSSOLHU�WKHQ�ELGV�D�PDUNXS�RYHU�WKLV�RSSRUWXQLW\�FRVW�RI�SURYLGLQJ�
DQFLOODU\�VHUYLFHV�EDVHG�RQ�KRZ�FRPSHWLWLYH� LW� WKLQNV� WKH�DQFLOODU\�VHUYLFHV�PDUNHW� LV�� �7KH�
PRUH�VXSSOLHUV�FRPSHWLQJ�WR�SURYLGH�WKLV�DQFLOODU\�VHUYLFH��WKH�ORZHU�LV�WKH�PDUNXS��

7KLV� ORJLF�� WRJHWKHU�ZLWK� WKH� UHODWLYH� WKLQQHVV�RI� DQFLOODU\� VHUYLFH�PDUNHWV� �EHFDXVH�
RQO\�D�VXEVHW�RI� WKH�JHQHUDWLRQ�XQLWV�FDQ�VHOO�HDFK�DQFLOODU\�VHUYLFH��� VXJJHVWV� WKDW�DQFLOODU\�
VHUYLFHV� DUH� IDU� PRUH� VXVFHSWLEOH� WR� WKH� H[HUFLVH� RI� XQLODWHUDO� PDUNHW� SRZHU� WKDQ� HQHUJ\�
PDUNHWV�� &RPELQLQJ� WKLV�ZLWK� WKH� IDFW� WKDW� YDULDEOH� FRVW�RI� SURYLGLQJ� DQFLOODU\� VHUYLFHV� LV�
FORVH� WR� ]HUR� VXJJHVWV� LW� LV� DSSURSULDWH� WR� VHW� D� VLJQLILFDQWO\� ORZHU� ELG� FDS� RQ� DQFLOODU\�
VHUYLFHV�DV�RSSRVHG�WR�HQHUJ\���)RU�WKHVH�UHDVRQV��ZH�VXSSRUW�WKH�,62·V�SODQ�WR�UHGXFH�WKH�
ELG� FDS� RQ� WKH� DQFLOODU\� VHUYLFHV� PDUNHWV�� � :H� DOVR� VXSSRUW� WKH� ,62·V� SURSRVDO� IRU� D�
WUDQVLWLRQ�SODQ� WR�UDLVLQJ� WKH�SULFH�FDS�RQ�WKH�VKRUW�WHUP�PDUNHWV� IRU�HQHUJ\��DOWKRXJK�ZH�
HPSKDVL]H� WKH� QHHG� WR� PDLQWDLQ� VLJQLILFDQW� OHYHOV� RI� IRUZDUG� FRQWUDFWLQJ� IRU� HQHUJ\� DQG�
DQFLOODU\�VHUYLFHV���'HVSLWH�WKDW�IDFW�WKDW�DW�KLJKHU�YDOXHV�RI�WKH�ELG�FDS�VXSSOLHUV�KDYH�OHVV�RI�
DQ�LQFHQWLYH�WR�WHVW�WKH�LQWHJULW\�RI�WKH�ELG�FDS��WKH�SRWHQWLDO�KDUP�WR�FRQVXPHUV�IURP�SULFHV�
QHDU� WKH� FDS� DUH� VLJQLILFDQWO\� KLJKHU�� VR� WKDW� KLJK� OHYHOV� RI� IRUZDUG� FRQWUDFW� FRYHUDJH� DUH�
QHFHVVDU\�WR�SURWHFW�FRQVXPHUV�IURP�WKH�ULVN�RI�KLJK�VSRW�SULFHV��

7R�VXPPDUL]H��ZH�VXSSRUW� WKH�,62·V�SURSRVDO� IRU�D�SKDVHG� LQFUHDVH� LQ� WKH�HQHUJ\�
ELG�FDS��DFFRPSDQLHG�E\�GHFUHDVHV�LQ�WKH�DQFLOODU\�VHUYLFHV�ELG�FDS���+RZHYHU��UDWKHU�WKDQ�
XVH� D� UHWURVSHFWLYH� DVVHVVPHQW�RI� WKH� FRPSHWLWLYHQHVV�RI� WKH� HQHUJ\� DQG� DQFLOODU\� VHUYLFHV�
PDUNHW�WR�GHWHUPLQH�ZKHWKHU�WR�UDLVH�WKH�ELG�FDS�RQ�WKH�HQHUJ\�PDUNHW��ZH�UHFRPPHQG�WKDW�
WKH�,62�IRFXV�RQ�ZKHWKHU�ILQDO�GHPDQG�KDV�DGHTXDWH�SURWHFWLRQ�DJDLQVW�VSRW�SULFH�ULVN�HLWKHU�
WKURXJK� IL[HG�SULFH� IRUZDUG� FRQWUDFWV� RU� DFWLYH� SDUWLFLSDWLRQ� LQ� WKH� UHDO�WLPH� PDUNHW���
%HFDXVH� V\VWHP� FRQGLWLRQV� FDQ� FKDQJH� GUDPDWLFDOO\� DFURVV� \HDUV�� SULPDULO\� EHFDXVH� RI�
K\GURORJ\�DQG�GHPDQG�JURZWK�RXWVLGH�RI�&DOLIRUQLD��LW�LV�H[WUHPHO\�GLIILFXOW�WR�GHWHUPLQH�RQ�
DQ�H[�DQWH�EDVLV�ZKHWKHU�WKHUH�ZLOO�EH�VXEVWDQWLDO�RSSRUWXQLWLHV�LQ�WKH�IXWXUH�IRU�VXSSOLHUV�WR�
H[HUFLVH�PDUNHW�SRZHU�DW�D�KLJKHU�ELG�FDS���&RQVHTXHQWO\��WKH�DVVHVVPHQW�RI�ZKHWKHU�WR�UDLVH�
WKH�ELG�FDS�VKRXOG�IRFXV�RQ�ZKHWKHU�WKH�ILQDO�FRQVXPHUV�KDYH�DGHTXDWH�SURWHFWLRQ�DJDLQVW�
WKH� DFFRPSDQ\LQJ� LQFUHDVHG� ULVN�RI�KLJK� VSRW�SULFHV�� UDWKHU� WKDQ�RQ� DQ� DVVHVVPHQW�RI� WKH�
FRPSHWLWLYHQHVV�RI�WKH�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHWV���%HFDXVH�DQ\�ILQLWH�ELG�FDS�RQ�
WKH�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHW�GXOOV�WKH�LQFHQWLYH�/6(V�KDYH�WR�KHGJH�VKRUW�WHUP�
SULFH� ULVN�� WKH� &38&� PXVW� SOD\� D� PDMRU� UROH� LQ� HQVXULQJ� DGHTXDWH� OHYHOV� RI� IRUZDUG�
FRQWUDFWLQJ� DQG� GHPDQG�VLGH� LQYROYHPHQW� LQ� &DOLIRUQLD·V� VKRUW�WHUP� HQHUJ\� DQG� DQFLOODU\�
VHUYLFHV�PDUNHWV�IRU�WKH�/6(�VXEMHFW�WR�LWV�UHJXODWRU\�RYHUVLJKW�DQG�GLUHFW�DFFHVV�FXVWRPHUV��
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���6XVSHQVLRQ�RI�6\VWHP�ZLGH�$03�

:H� VXSSRUW� WKH� ,62·V� SURSRVDO� WR� VXVSHQG� WKH� XVH� RI� V\VWHP�ZLGH� DXWRPDWLF�
PLWLJDWLRQ� SURFHGXUH� �$03�� XQGHU� 0578�� � 7KLV� PRYH� LV� FRQVLVWHQW� ZLWK� WKH� JHQHUDO�
DSSURDFK�RI�IRFXVLQJ�PLWLJDWLRQ�RQ�WKH�OHDVW�FRPSHWLWLYH�DVSHFWV�RI�WKH�PDUNHWV�DQG�UHGXFHV�
UHOLDQFH�RQ�DQ�LQHIIHFWLYH�DQG�SRWHQWLDOO\�LQWUXVLYH�PLWLJDWLRQ�WRRO���,Q�SDVW�RSLQLRQV�ZH�KDYH�
H[SUHVVHG�RXU�VNHSWLFLVP�DERXW� WKH�EHQHILWV�RI�V\VWHP�ZLGH�$03�DV�ZHOO�DV�RXU�FRQFHUQV�
DERXW�WKH�XQGHVLUDEOH�VLGH�HIIHFWV�WKDW�FDQ�EH�LQGXFHG�E\�SURFHGXUHV�WKDW�XWLOL]H�SUHYLRXVO\�
DFFHSWHG�ELGV� WR�VHW�$03�UHIHUHQFH� OHYHOV��� �7KH�XVH�RI�KLVWRULF�ELGV� LPSRVHV�D�FRVW�RQ�D�
VXSSOLHU�IRU�VXEPLWWLQJ�D�ORZ�ELG��EHFDXVH�WKLV�ELG�LV�OLNHO\�WR�UHGXFH�WKDW�VXSSOLHU·V�UHIHUHQFH�
OHYHO�DQG�WKHUHIRUH�OLPLW�WKH�H[WHQW�WR�ZKLFK�WKH�VXSSOLHU�FDQ�UDLVH�SULFHV�GXULQJ�RWKHU�KRXUV�
RI�WKH�\HDU���

:H� EHOLHYH� WKDW� VHWWLQJ� $03� UHIHUHQFH� OHYHOV� EDVHG� RQ� DFFHSWHG� ELGV� OLPLWV� WKH�
LQFHQWLYHV� IRU� VXSSOLHUV� WR� FRPSHWH� YLJRURXVO\� GXULQJ� FRPSHWLWLYH� SHULRGV�� � � 8VLQJ� WKLV�
PHFKDQLVP�WR�VHW� UHIHUHQFH� OHYHOV� UHVXOWV� LQ�DQ�$03�PHFKDQLVP�WKDW� ULVNV� UDLVLQJ�DYHUDJH�
SULFHV�LQ�WKH�PDMRULW\�RI�SHULRGV�DQG�UHGXFHV�SULFHV�RQO\�GXULQJ�WKRVH�UHODWLYHO\�UDUH�SHULRGV�
ZKHQ�WKH�VXSSOLHU�LV�SLYRWDO���,Q�DGGLWLRQ�WR�RXU�JHQHUDO�FRQFHUQV�DERXW�$03�PHFKDQLVPV��
WKHUH� DUH� VHYHUDO� DVSHFWV� WKDW�PDNH� LW� SDUWLFXODUO\� LQDSSURSULDWH� IRU� WKH�&DOLIRUQLD�PDUNHW���
)RU�H[DPSOH��WKHUH�LV�QR�ORJLFDO�EDVLV�IRU�DSSO\LQJ�$03�PHFKDQLVPV�WR�LPSRUW�SRUWIROLRV�RU�
WR�HQHUJ\�OLPLWHG�UHVRXUFHV��ERWK�RI�ZKLFK�SOD\�DQ�LPSRUWDQW�UROH�LQ�WKH�&DOLIRUQLD�PDUNHW���
)RU� DOO� WKHVH� UHDVRQV� ZH� VWURQJO\� HQGRUVH� WKH� PRYH� WR� UHOHJDWH� V\VWHP�ZLGH� $03� WR� D�
VXVSHQGHG�VWDWXV�GXULQJ�WKH�LQLWLDO�RSHUDWLRQV�RI�WKH�PDUNHW�XQGHU�0578��

���&RQFOXGLQJ�&RPPHQWV�

$V�ZH�KDYH�HPSKDVL]HG�LQ�D�QXPEHU�RI�SUHYLRXV�RSLQLRQV��WR�EH�HIIHFWLYH�DQ�/030�
PHFKDQLVP�PXVW�EH�LQWHJUDWHG�ZLWK�WKH�GHVLJQ�RI�WKH�HQHUJ\�DQG�DQFLOODU\�VHUYLFHV�PDUNHW���
'HVSLWH� RXU� UHVHUYDWLRQV� ZLWK� SDUWV� RI� WKH� SURSRVHG� /030�PHFKDQLVP�� ZH� EHOLHYH� WKDW�
SURSRVHG�PHFKDQLVP��LQWHJUDWHG�ZLWK�WKH�RYHUDOO�HQHUJ\�PDUNHW�GHVLJQ��FRQVWLWXWHV�D�PDMRU�
VWHS�IRUZDUG�IRU� WKH�&DOLIRUQLD�PDUNHW�� �)RU�WKLV� UHDVRQ��ZH�VWURQJO\�DGYRFDWH� WKDW�)(5&�
DGRSW� WKLV� FRPSUHKHQVLYH� SDFNDJH� UDWKHU� WKDQ� SLFN� DQG� FKRRVH� DVSHFWV� RI� WKH� SURSRVHG�
PDUNHW� GHVLJQ� FRPELQHG�ZLWK� IHDWXUHV� IURP�RWKHU�86� ,62V�� � 7KH� H[SHULHQFH�RI� WKH� SDVW�
VHYHQ� \HDUV� LQ� &DOLIRUQLD� GHPRQVWUDWHV� WKDW� WKH� XQLQWHQGHG� FRQVHTXHQFHV� RI� D� SLHFHPHDO�
DSSURDFK�FDQ�EH�H[WUHPHO\�FRVWO\�IRU�&DOLIRUQLD�FRQVXPHUV��

                                                
8 See “Market Power Mitigation Under Locational Marginal Pricing”, MSC Opinion, Nov. 23, 2004, 
www.caiso.com/docs/2004/11/23/2004112316123829554.pdf.  
 


