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LINTRODUCTION

Ontario is projected to face a capacity shortfall in the coming years driven in large part by
nuclear retirements and nuclear refurbishments. Expiring contracts and rising demand, albeit at
modest rates, add to Ontario’s future capacity needs. The Ontario Power Authority’s (OPA)
projections illustrate the magnitude of the capacity shortfall that Ontario will be facing by the
end of this decade and provide the starting point for recent IESO analysis. Beginning in 2019 a

capacity shortfall appears and persists throughout the remainder of the planning period.

The rationale for introducing a capacity auction mechanism to Ontario has been provided in
detail elsewhere.' To recap, Ontario currently benefits from a reliable, well-functioning
electricity system that strives to ensure the efficient dispatch of resources to maintain a reliable
supply of electricity to consumers. However, like many other electricity markets around the
world, Ontario’s wholesale energy market did not prove sufficient by itself to attract and support
new entry and ensure a sufficient level of capacity to meet demand over the longer term.

Instead, Ontario has relied on a combination of centralized procurement and contracting for
resources through OPA and the Ontario Energy Board’s regulation of Ontario Power

Generation’s assets to ensure long-term capacity needs are met.

In anticipation of the future capacity shortfall, the IESO’s attention has turned to exploring what
flexible, responsive mechanisms could be introduced to complement the existing market
structure. A capacity auction is one approach that has been used in a number of North American
markets and markets globally to meet the capacity needs of modern electricity systems cost

effectively.

A capacity auction addresses many of the practical issues apparent in alternative mechanisms
such as energy only markets and centralized long term contracting. In addition to moderating

price volatility, providing an acceptable degree of revenue certainty and the flexibility to reflect

See IESO Backgrounder ”Capacrcy Market for Ontarlo (March 27. 2014) available at:
¢ lasae TR o i srounder udf, See also presentation from [ESO
Informatlon Sessron held on August 13 2014, tltled ”Value ofa Capauty Market in Ontario” at:
; v Analy

k\u,
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changing market conditions, capacity markets have a proven track record delivering cost

effective reliability in a transparent, technology neutral way.

The remainder of this report provides a detailed description of the IESO analysis of potential

benefits of introducing a made-in-Ontario capacity auction.

Also included is a third party review by NERA Economic Consultants that assessed the validity

of key assumptions and the methodology used in the analysis.
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HOIESO QUANTITATIVE ANALYSIS

The IESO undertook a quantitative exercise to provide perspective on the magnitude of potential
cost savings that a capacity auction could offer Ontario. This analysis was intended to be
illustrative of what benefits could realistically be experienced in Ontario, acknowledging that by
their very nature, market outcomes are not entirely predictable or guaranteed. There are many
important factors that are subject to a great deal of uncertainty — in fact, the flexibility to adjust
to uncertainty is one of the expected benefits of a market based solution when compared to a

fully committed, planned approach based on long term contracts.

As with any forward looking analysis, a series of input assumptions are needed. Again, these
assumptions are not supposed to be predictions of the future, but necessary to understand the
mechanism. Therefore, the results of the analysis should be interpreted as the opportunity that a
capacity auction could bring. As with any analysis based on future prices, the results presented

could be higher or lower depending on prevailing market conditions.

While the exact quantity of future capacity need cannot be predicted with certainty, the best
information about the future capacity needs resides in the outlook for supply and demand that

was developed in Ontario’s 2013 Long-Term Energy Plan.’

There are different ways that a capacity gap can be filled at potentially different costs. The LTEP
uses a set of cost assumptions based on reference prices and recontracting costs. An alternative
scenario using a capacity auction has been developed. The methodology and rationale for these

assumptions are described next.

2 Achieving Balance - Ontario’s Long-Term Energy Plan (2013), pg. 18 available at:
‘ ithority.on cafsites/d pianning/LTER 2043 Engiish )
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A. Ontario’s Future Copocity Needs

The LTEP estimates Ontario’s Net Resource Requirement annually out to 2032. The Net
Resource Requirement is the amount of capacity required to meet peak demand less the impact
from conservation plus the reliability reserve margin. In the LTEP the OPA forecasts annual

peak electricity demand under a medium growth scenario.

A4 Gross Hesource Reguirement

Figure 1 presents Ontario’s Gross Resource Requirement represented by Gross Peak Demand
plus the Planning Reserve Margin up to 2032. Gross Peak Demand is projected to increase from
approximately 24,000 MW to 30,000 MW by the end of the planning period, with the Gross
Resource Requirement expected to exceed 35,000 MW. To meet future reliability requirements

the OPA assumes a reliability reserve margin of 20 percent for planning purposes between 2018

and 2032.

Figure 1 - LTEP Gross Peak Demand and Reserve Margin*
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Al

Impact of Conservation on Hesource Beguiremenis

The Gross Resource Requirement does not consider the anticipated impact of conservation

initiatives. The LTEP notes that the long-term conservation target of 30 TWh in 2032 represents

a 16 percent reduction in forecast Gross Resource Requirement. Figure 2 below shows the

impact of conservation on the Gross Resource Requirement resulting in the Net Resource

Requirement. The Net Resource Requirement is anticipated to remain relatively flat over the

next 20 years peaking at 30,633 MW by 2032, an increase of only 2,100 MW from 2013.°
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4.2  Commiltiesd Besource Commitment to Meet Peak

The OPA estimates the amount of effective capacity that will be available to meet each annual
peak demand in Figure 3. This effective capacity is based on the resources that currently exist,
are committed to come on-line, or are directed to be developed during the planning period
(referred to as the Total Resource Commitment). An increase in new installed generating
capacity from non-hydro renewables by 2020 offsets the initial decline in existing capability. The

decline is due to coal shut down and nuclear units retiring or undergoing refurbishment.

Figure 3 -Contribution of Resources at Time of Peak Demand 7
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A4 Ountario Besource Reguirement and Commitied Besources

The OPA’s projection of the Total Resource Commitment is compared to the resource
requirements less conservation in Figure 4 below. In comparing the total reserve commitment to
the projected resource requirements, the OPA identifies some quantity of “Planned Flexibility”

capacity will be needed. Planned flexibility includes a suite of potential options including new

AR

(Slide 11)
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generation, repowering, clean imports, renegotiating expiring NUG contracts, additional demand

response or additional conservation.
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In its LTEP presentation materials, the OPA acknowledge the Total Resource Commitment will

be higher or lower under different scenarios.

A5 Directed Demand Response

The LTEP included directed dispatchable Demand Response as part of the portfolio Total

Resource Commitment. This directed Demand Response was projected to be procured starting in

2020 and quickly growing to contributing as much as 1,000 MW to the Total Resource

Commitment by the end of the planning period.’

ot (Slide 21)
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The LTEP also noted that responsibility for administering new and existing Demand Response
initiatives will be transferred from the OPA to the IESO.'® The IESO is in the process of
transitioning existing Demand Response programs and introducing new Demand Response
initiatives with the aim of expanding the use of Demand Response to meet 10 percent of peak

demand by 2025, or approximately 2,400 MW.

In the context of a capacity auction, the IESO believes that Demand Response is one resource
that could compete to meet resource adequacy needs. The amount of new Demand Response that
clears a capacity auction is not limited to the amount of directed Demand Response assumed in
the LTEP, but is determined based on the cleared quantity that is cost effective relative to other
capacity resources. To reflect this approach, the 1,000 MW of directed dispatchable Demand

Response is included as part of the capacity shortfall secured through a capacity auction.

Figure 5 - Ontario Planned Supply Mix11

2013 Engiig
¢t (Figure 18)
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A6 Calenlating the Capacity Shortfall

Figure 6 plots annual Committed Resources compared to the Forecast Resource Requirement

after adjusting for the directed Demand Response.

Beginning in 2019 a capacity shortfall appears and persists throughout the remainder of the
planning period and reaches a maximum of 4,042 MW in 2022. The shortfall increases quickly
early next decade as a result of scheduled refurbishment to nuclear units at the Bruce and

Darlington facilities.

Figure 6 - Ontario Resource Requirement and Committed Resources

35,000
Total Forecast Resource Requirement
{Peak Demand plus Reserve Margin)
30,000
¢
25000 - g?ianningke&emi\ﬁargin .
’ e <o o oo S R
FDorecas; Net Peak Committed Resources
eman
20,000
15,000
10,000
5,000
ww | TEP Net Peak = | TEP Resource Requirement
=memo | TEP Resource Commitment
oo 1 1 1 N NN NN NN MM M
o O O O O O O O O O O O O O o O O o O O
NN N N N N N N & & N & & N N & & N &

12

IESO-N-0007187



A7 Bxpiring Conbracts

In addition to the capacity shortfall, current OPA contracts with existing natural gas facilities
will begin to expire in 2023 with a significant amount of expiring contracts beginning in 2029.

These are shown in Figure 7.

Figure 7 - OPA Natural Gas and Biomass Contracts as of March 31, 201412
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With the introduction of a capacity auction and after contract expiry these facilities could
compete with other resources to satisfy Ontario’s resource adequacy needs. In addition, OPA
Demand Response 3 contracts will gradually expire over the next couple years adding to the

potential pool of resources that could participate.

A8 Total Capacity Shorifall and Expiving Contracts

Figure 8 shows the magnitude of the total MW that could be targeted to be procured through the
annual capacity auctions, including both the anticipated capacity shortfall and expiring contracts.

Figure 8 - Capacity Shortfall and Expiring Contracts
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In the near term the bulk of the MW total is comprised of resources required to maintain an

adequate capacity for reliability purposes during the nuclear refurbishment process. By the end

14
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of the planning period, in excess of 10,000 MW could be cleared through the capacity auction

with a greater share being comprised of resources whose current contracts will have expired.

A% Fubure Uncertainty

Changes that impact the magnitude of the Resource Requirement and the Committed Resources
could impact the amount of capacity that is procured in future auctions. Although there is
certainty around the timing of expiring contracts, the magnitude of the capacity shortfall could be
higher or lower than projected depending on future demand. There is more uncertainty
associated with the later years of the planning period. For example, the forecast of Net Peak
Demand will differ from actual Net Peak Demand due to changes in the underlying economic
conditions in Ontario. Secondly, there may be differences in the deliverability of resource

targets.

There could also be uncertainty around the effective capacity that will be available to meet peak
demand such as potential unexpected delays in the refurbishment of ten nuclear units at Bruce
and Darlington scheduled to occur between 2016 and 2031. The capacity shortfall is calculated
based on this refurbishment schedule presented in the LTEP as shown in Figure 9 below.
Changes to the schedule could increase the size of the capacity shortfall, which would increase

the potential cost savings from implementing a flexible capacity auction mechanism.

15
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Figure 9 - Nuclear Refurbishment Sequence (LTEP 2013)"

Darlington 1

Darlington &
Darlingon &
Suce &

Broew 8

B LTEP 2013, pg 30: hitay/

WWW SNETEY. 80V, 0F

16

IESO-N-0007187



B Costof Copacity Under LTEP

B.1 Costof Planned Flexibility In the LTEP

In the LTEP, the OPA identifies the Capacity Shortfall would be met by “Planned Flexibility”
resources. Planned Flexibility is identified in the LTEP to include a mix of potential resources
that could meet Ontario’s peaking capacity needs, which could include a combination of
hypothetical Single-Cycle Gas Turbine (SCGT) units, re-contracted Non-Utility Generators
(NUGs), imports and demand response.'* For LTEP modelling purposes the OPA assumes the

cost of Planned Flexibility to be equivalent to the cost of a new SCGT at approximately
$130,000/MW-year.'>1¢

The projected costs associated with the “Planned Flexibility” are noted in the Detailed LTEP
Information Breakdown provided by the OPA.

Figure 10 - LTEP Assumed Generation Cost by Resource
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B2 Costof Demand Besponse in LTEP

In the LTEP, existing demand response resource costs are based on current program experience.
As mentioned in Section A.5, the OPA assumed that new directed Demand Response resources

will be developed as the capacity shortfall arises at the end of the decade at a cost similar to a

hypothetical SCGT ($130,000 MW/year)."”

These demand response resources would be anticipated to competitively participate in a capacity
auction. Therefore, costs associated with demand response (Figure 11) are included in addition to
the planned flexibility costs when determining the cost of meeting the capacity shortfall under

LTEP.

Figure 11 - LTEP Assumed Cost of Demand Response and Energy Efficiency’
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B2 Costof Expiving Contracts In the LTEP

The OPA provided the IESO assumed costs built into the LTEP for re-contracting the facilities
with expiring contracts over the planning period. These modelled costs are a function of the

current contractual terms paid to individual facilities adjusted for depreciation and capital

1aniy (Slide 20)
st (Slide 14)
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requirements. Due to the confidential nature of the contract terms, the modelled costs for

expiring capacity are not published.
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£, Capacity Costs in jurisdictions with Centralized Caopacity Markets

The projected cost of satisfying Ontario’s resource needs to 2032 is identified in the LTEP. To
determine the potential savings that may be achieved under a capacity auction requires an
estimate of a reference price based on what other jurisdictions with centralized capacity markets
pay for capacity. Capacity clearing prices in U.S. jurisdictions are factual records of what was
paid to providers of capacity by the system operators. This information was reviewed to
determine what capacity auction prices could be if similar capacity prices observed in US were
realized in Ontario. The reference price was determined based on auction price outcomes in NY

and PJM over last five years (2009-2013 auctions) for reasons outlined in Section C.1. below.

.0 Capaclly Aonction Clearing Prices In Other Jurisdictions

In the U.S. there are three jurisdictions that currently operate centralized capacity markets; PJM,
New York ISO, and ISO New England. These markets have been established for a number of
years subsequently reaching a state of maturity. Early results led to the development of market
design best practices such as a downward sloping demand curve, leading to much improved price
stability. Given the degree of change in U.S. capacity market designs experienced in the early

years of implementation, auction clearing prices for the last five years were reviewed.

Auction price outcomes in New England were not included in the analysis. New England’s
Forward Capacity Auction (FCA) was implemented in 2008 and, since that date, it has operated
with a vertical demand curve. This resulted in the auction clearing at administratively set floor
prices for the first seven auctions,'” until the eighth auction (February 2014) concluded with a
slight shortfall in capacity and administratively set scarcity prices. In April 2014, ISO-NE
submitted to FERC a proposal to implement a sloped demand curve with the rationale to “reduce
price volatility over time, yielding smaller swings in capacity prices when the market moves from

conditions of excess supply to periods when new capacity resources are needed”™ . In June 2014,

 With the exception of one zone in FCA#7
20 "
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FERC accepted the proposal ! and the sloped demand curve will be utilized in the next FCA to
be held in February 2015.

If these results had been included they would have reduced the reference price for capacity
auctions. However, because of the skewed auction results and the recent change to the market

design, the ISO-NE capacity prices have not been included in the analysis.

MISO also runs a voluntary annual capacity auction that allows its Market Participants to meet
resource adequacy objectives through a market-based design. Recent changes to its market
design have created an enhanced resource adequacy construct. Two auctions have been held
under this new design, the first in April 2013 and the second in 2014. The first auction cleared at
a very low system wide clearing price of 1.05 per megawatt day**. The most recent auction

cleared at prices ranging from $3.29 to $16.75 depending on the zone®.

Again, if these prices had been included they would have reduced the reference price for capacity
auctions. However, because of the unique, voluntary nature of the auction (integrated with
utilities planning reserve margin requirements) and the nascent state of its development, the

results from these auctions have not been included in the analysis.

To determine a single reference price to be used in the analysis, for both New York and PIM
over the last five years, an average price was calculated weighted by the relative size of each of

the capacity markets.

This information is taken from auction results by zone that are published by the ISOs following
each auction. Using the cleared prices and quantities for each zone in each auction an average

annual weighted average capacity cost can be calculated.

21
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It is important to note that ISOs publish capacity auction prices in slightly different units. PJM
and MISO publish prices in $/MW day, while ISO-NE and NYISO publish prices in $/ kw

month.

Figure 12 - PJM Auction Results (Example 2016/17 Base Residual Auction) **
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To enable useful comparison, PJM and NYISO prices have been converted from $/MW-day and

$/kw-month respectively to $/ MW-year in Figure 14, which plots the annual weighted average

prices for each jurisdiction over the last five years. These weighted average prices are then

converted to Canadian dollars using the average annual Bank of Canada exchange rate. Capacity

prices have cleared higher and lower than the average reflecting changing supply and demand

conditions from year to year. Capacity clearing prices over the auctions held between 2009 and

2013 have cleared, on average, at a price of $42,900/MW -year.
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Figure 14 - Capacity Clearing Prices in U.S. Jurisdictions
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.2  Additionsl Net Revenues Avallable to Capacity Providers in the U5,
Markels

Capacity payments represent one source of revenue that resources can earn in the wholesale
market. Other sources of market payments include energy and ancillary services (E&AS)
revenues. To the extent that net revenues (revenues less variable costs) are earned from each of
these sources, they will help contribute to a resource’s fixed capital costs. In turn this will reduce
the amount of revenue that resources need to recover from the capacity auction (affecting their

offers into the auction).

The PJM Market Monitor estimates historical net E&AS revenues for different types of
resources in the PJM market.”® This information was used to calculate what the equivalent types

of resources considered in the LTEP to meet the capacity shortfall (ie: planned flexibility and

ncillary Services Revenues available in the Monitoring Analytics SOM Report 2013:

~y ~

% Annual PIM Net Energy and A
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e
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directed demand response) would have earned over the last five years in the U.S. markets. That
1s, what were the net E&AS revenues earned by a combination of imports, demand response,
uprates to existing units, and new simple-cycle gas turbines over the last five years. When
dispatched to produce energy or supply ancillary services these resource types are often infra-
marginal in the PJM market. This is because many older, less efficient gas, coal or oil-fired

facilities can be displaced in the PJM offer stack.

The relative proportion of cleared capacity by resource type information is taken from the annual
RPM Base Residual Auction Results reports.”’ Figure 15 below presents the proportion of MW

that cleared in PJM by resource type and the associated net E&AS revenues.

Figure 15 - Net E&AS Revenues and Percent of New Entry by
Peak Resource Type in PJM (2009-2013)

CT - Gas 27,000 10%
Imports 0 22%
DR 0 55%
Uprates 41,000 13%
Weighted Avg. $8,000

Net E&AS revenues for uprates were determined by taking a weighted average of the Net E&AS
revenues found in the PIM Market Monitoring report weighted by the resource type of the

uprated unit.*®

Overall, Net E&AS revenues were calculated to be $8,000/MW-year based on PJM’s historical
mix of equivalent resources identified in the LTEP to meet planned flexibility. The equivalent
information is not calculated by NYISO’s market monitor. For the purpose of the analysis, these

revenues are assumed to be similar to those earned in PJM.

? The 2016/2017 results available at:

R T L O e
SO PGy

*% Uprates by fuel type available in PJIM’s 2016/2017 BRA Results Report (Table 8):
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Therefore, the cost for capacity in the U.S for equivalent capacity is $42,900/MW-year (capacity
price) plus $8,000/MW-year (Net E&AS revenues) totalling $50,900/MW -year.

.3 Adciiional Hevenues

In the LTEP it was assumed that the planned flexibility resources would require $130,000/MW-
year. Annual energy output for the planned flexibility resources is forecast to be very low over
the planning period.”” 1In the infrequent instances where they have been forecast to run, these
resources are anticipated to be the marginal price setting resource. As a result they are expected
to make little to no net revenues above what is required to cover variable costs — they would
break even when producing. Comparatively speaking, Ontario’s current natural gas fleet is
relatively new and efficient, meaning new peaking resources are unlikely to displace older
resources in the stack. Thus, no adjustment for net E&AS revenues was required. In
comparison, similar units in capacity auctions were paid $42,900/MW-year plus $8,000/MW-
year earned in the E&AS markets.

29 ..

(Slide 39)

P-2013-Mo
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I Potenticl for Cost Savings in meeting Ontario’s Capacity Shortfall

By combining the analysis performed under Parts A, B and C a comparison can be made of
between the cost of meeting the projected capacity shortfall under LTEP and what the cost could
be if capacity market prices observed in U.S. markets were attained through a capacity auction in

Ontario.

This is not a projection of what Ontario capacity auction prices will be. This should not suggest
that prices in Ontario over the next two decades will be exactly the same as those seen elsewhere
over the past five years. Auction prices will depend on many factors including future peak
demand growth, success of conservation initiatives, nuclear refurbishment, development of the
demand response sector, technological innovation, capacity situations in other jurisdictions,
energy market prices, cost of financing, etc. Instead, this comparison allows for an illustration of
what the cost for meeting the capacity shortfall could realistically be in Ontario with a capacity

auction mechanism.

Other jurisdictions have been able to secure resource adequacy at prices well below the cost of
new entry by incentivizing the development of alternative sources of capacity. These alternative
sources of capacity have historically included demand-side resources, imports, and uprates to
existing facilities. The Net Cost of New Entry (Net CONE) is an important input into the
positioning of the demand curve in a capacity auction. Net CONE represents an estimate of the
revenues a new generator will need to earn to enter the market and recover capital investment
and annual fixed costs after considering net revenues earned in the energy and ancillary services

markets.

Over the last five years, Net CONE in both PJM and New York has, on average, exceeded
$100,000/MW-year (in Canadian dollars) although it can be as much as 30 percent higher than
the average in specific zones within these jurisdictions. The estimates do not appear out of line
from Net CONE estimates in Ontario as LTEP implicitly assumes a cost of $130,000/MW -year

for the planned flexibility resources representing the net cost of new entry.
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Figure 16 - Cost of New Entry and Average Capacity Clearing Price

i

vg Net Cost of New En $100,1
Avg Capacity Clearing Price 42 900 42,700
% of Net CONE 17-50% ,29»54:1‘?»‘*&

Note: U 8 costs based on average since 2008

Average capacity prices in PJM and New York have cleared at substantially less than Net
CONE. These types of outcomes may be achieved if Ontario were to experience penetration
rates from low-cost non-traditional resources similar to what has cleared in other jurisdictions
such as demand response, imports, or uprates on existing gas and hydroelectric assets. Markets
have proven to be effective in eliciting responses from new resources not necessarily predictable

ahead of time through a planning process.

.1 Comparing the Per MW Year Cost
Figure 17 presents the average cost of capacity relative to the estimated cost of peaking capacity
in Ontario. The vertical lines in the figure represent the range of capacity auction prices in each

of the jurisdictions. Capacity prices have shown some volatility as conditions have changed,

prices have typically cleared well below the cost of new entry.
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Figure 17 - Capacity Costs Comparison

140,000

# LTEP Cost of Planned Flexibility

120,000
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3.2 Applving the per MW vear costs o the Projected Shortfall

The potential benefits over the planning period are determined by comparing the all-in cost of
capacity in the U.S. jurisdictions (351,900 MW-year) with the LTEP’s assumed costs of meeting
both the capacity shortfall (cost of $130,000/MW-year) and the assumed cost of re-contracting
resources. Figure 18 presents the cost savings from solving the projected capacity shortfall and

expiring contracts through a capacity auction relative to the costs assumed in the LTEP.
In the early part of the 2020 decade, meeting the capacity shortfall through a capacity auction
mechanism could provide an annual savings in the $250 to $350 million range. Annual savings

are larger towards the end of the planning period, between $450 and $500 million, as contracts

begin to expire.
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Figure 18 - Potential Cost Savings from a Capacity Auction
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3.3 Unceriainiy

The later years of the planning period are subject to greater uncertainty. Along with uncertainty
associated with peak demand projections and the amount of resources available to meet peak
demand, there 1s also uncertainty around the types of resources that will most likely come online.
The types of resources that enter the market are in part determined by the needs of the province
reflected through energy, ancillary services, and capacity clearing prices. For example, high
energy market prices would be indicative of a need for resources that provide energy such as new
combined-cycle units. Low to moderate energy market clearing prices may reflect a need for
peaking resources to meet capacity needs (peaking generation or demand-side resources). The
amount of additional revenue required to meet a resource’s fixed capital costs differ significantly
across different resource types, therefore capacity clearing prices can be influenced by the types

of resources that offer in and clear the capacity auction.
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The potential benefits from a capacity auction could be higher under a scenario where there are
unexpected delays in the return to service for refurbished Bruce or Darlington nuclear units.
Delays could change both the timing and magnitude of future capacity shortfalls increasing the
potential benefits from implementing a capacity auction. The LTEP cost assumptions are based
on a resource requirement using a projection of peak demand under a “medium growth”
scenario. The potential benefits will be higher if the actual resource requirements are higher,
than the LTEP. This could occur as a result of higher than expected economic growth in the

province or less than expected penetration from conservation resources.

In order to understand the range of prices that might be realised and understand the potential risk
from price volatility in the marketplace the analysis reviewed the highest priced clearing prices
in PJM and New York. In the unlikely scenario that little penetration was experienced from non-
traditional resources, auction clearing prices could be higher than the average. However, even in
the highest priced regions within the jurisdictions with centralized capacity markets, clearing
prices have cleared below Net CONE and significantly below the OPA estimated cost of planned
flexibility. Over the last five years, the highest price capacity zones have been the PSEG-North
zone in PJM and the New York City Zone in New York. On average, these two zones have
cleared at $88,100/MW-year”” and including the energy and ancillary services adder results in an
all-in cost of $96,200/MW-year. Even under a higher priced scenario reflecting the all-in costs
associated with very import constrained zones, there remains a significant potential benefit
relative to the status quo. Overall, the risk of costs resulting from a capacity auction exceeding

those assumed in the LTEP over the full period can be considered extremely small.

Due to system needs capacity auction prices will exhibit variation year-to-year, sometimes
exceeding the average and sometimes clearing lower than the average. Over time, it can be
expected that prices would clear at sufficient levels to maintain a reliable resource mix that

reflects incremental system needs. Based on the experience of New York and PJM, that price is

* NYC Zone capacity clearing prices available at
and PJM zonal prices available at: : I

T ashix
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substantially lower than the cost of new entry represented by Net CONE, or the LTEP cost

assumptions.

D4 Additionsl Benefits of 2 Capacity Auction

The above analysis demonstrates the potential cost savings that a capacity auction could offer in
Ontario. There are additional benefits that a capacity auction can provide that have not been
quantified that would increase the benefits of implementing a capacity auction. These benefits

include:

e Flexibility — Capacity auctions provide a mechanism to reduce the risk of overbuilding if
supply and demand conditions do not transpire as forecast while maintaining reliability.
A combination of a forward base auction and supplemental rebalancing auctions better

ensures that the appropriate amount of capacity is procured for a delivery year.

e Resource Diversity through Innovation — A capacity market promotes participation from
all resource types and allows non-traditional resources an opportunity to compete against
traditional resources. These resources will clear the capacity auction when cost effective
relative to building a new peaking resource. U.S. jurisdictions with centralized capacity
markets have seen an increase in non-traditional low cost resources clearing the capacity
auctions. For example, in PJM, over 10 percent of the capacity that has cleared recent
base auctions have come from uprates to existing units, imports, Demand Response and

Energy Efficiency resources.”’

e Improved Risk Sharing — Long-term contracts place a significant amount of investment
risk on consumers. A capacity auction will shift some of this risk to participants that are

in the best position to manage it.

e Transparency — Capacity auction prices provide a clear signal for capacity for all
resources to help in planning purposes. For example, in the U.S. markets analyzed,

auction clearing prices are published by zone shortly after each base and rebalancing

e —

ERETAE

1 5ee PIM's 2017/2018 RPM Base Residual Auction Results at: |

S0
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auction and are important to both consumers that pay for the capacity and existing and

potentially new capacity resources to help make efficient investment decisions.

e Efficient Entry and Exit — Capacity auctions provide clear price signals that allow new
resources to determine whether they are competitive relative to other types of capacity.
For example, capacity auctions in PJM have proven effective in ensuring reliability even
as environmental regulations affecting significant coal fired generation capacity have
come into force. Capacity auctions also provide a mechanism for existing resources to

make efficient retirement decisions.

.5 Conclusion

The quantification of potential benefits illustrates the significant potential for cost savings to
Ontario consumers from introducing a competitive capacity auction to address future capacity
shortfall requirements. Even if only a portion of the total benefits can be realised, Ontario
electricity consumers can expect to significantly benefit from the introduction of a capacity
auction. Suppliers can also expect to benefit as well; a regular auction provides an enduring
mechanism for existing providers as well as an opportunity for new players and new

technologies to compete.

By focusing on incremental capacity needs, a capacity auction can be considered a low risk
option on a number of levels. First, the auction would focus on a specific reliability need not
served by existing contracted or committed resources. Second, there is time to get the design
right. Third, an auction would operate alongside existing market structures. Fourth, even under
high priced scenarios (high clearing prices persisting for extended periods) costs can be expected
to be lower than those currently projected in the LTEP. Fifth, Ontario has the opportunity to
learn from other markets. Finally, implementation costs are expected to be small in relation to

the expected benefits.
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HEL THIRD PARTY REVIEW

The IESO engaged NERA Economic Consulting to provide a third party validation of key

assumptions and the methodology taken. NERA’s assessment 1s provided in the following

pages.
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L Benefits of Capacity Markets

The ESQ analys does not praport to all potental social benefits of capaotty markets. Instead 8
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