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Agenda 

• Review stakeholder feedback 

• Financing considerations 

• Term alternatives 

• Considerations relative to design criteria 

• Proposed term 
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Stakeholder comments 

largely split 50/50 

• AESO’s proposed obligation term in SAM3 and CMD1 was one year 

flagged as not finalized 

• At the end of SAM 3.0 the work group members were largely split 50/50 

for a one year obligation period vs. a longer obligation period 

• The length of the obligation period is an aspect of market design the 

AESO has received comments on from nearly all members of industry – 

both work group members and industry stakeholders with nearly an equal 

split between a one year obligation period and something longer 

 

• Given this feedback, the AESO undertook additional analysis on the 

length of the obligation period 
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Key objective of the capacity market obligation period is 

to establish a period length that attracts capacity when 

required at a competitive price 



Financing considerations 

• The AESO hired a Canadian investment baking firm to 

undertake a review of financing of projects completed in 

ISONE, PJM, IESO and the UK with the intent of examining 

the consequences on financing costs and financing 

arrangements of shorter and longer term capacity contracts 

 

• The firm used public information as well as non-public 

information available to the firm through past activities and 

through non-attributable conversations initiated with financial 

participants party to transactions in these jurisdictions 
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Financing considerations 

Project financing findings 

• Project financing – but with a cost 

– The longer obligation period in ISONE provided for project 

financing for three facilities 

– The financing involved multiple layers of debt with varying terms 

and conditions 

• The debt quality rating of these projects were assessed to be less 

than investment grade 

– lending rates were lower for longer term projects in the IESO  

• Two to three layers of debt are common in PJM and ISONE projects 

• Cash sweeps are common for at least one of the layers of debt – 

deferring returns to equity holders and increasing equity costs 

4 



Financing considerations 

Project investors 

 

• In ISONE: eight contracts for projects greater than 90MWs 

with a seven year term 

 

• “Strategics” still dominate 

– Five non-project financing projects have been awarded to large, 

strategic participants that generally use balancing sheet financing 

• Dynegy, Exelon, NRG, PSEG 

5 



Financing considerations 

PJM experience 

• Over the past five years more than 25 capacity contracts 

awarded for new generation facilities between 100MWs – 

300MWs 

– 20 reported to be project financed 

– Only a small number of these awarded to “strategic” investors 

• Equity investors are often North American and International equity 

and pension funds and equipment suppliers and often invest in a 

portion of, rather than the entire project 

– Very few awarded a capacity contract under the three year option 

• Energy market hedging reliance 

– Cash flow certainty for investors is provided by energy price 

hedges rather than capacity contracts 
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Financing considerations 

Key takeaways 

 

• Project financing – available but at higher costs 

– Longer term capacity obligation terms may provide some project 

financing but costs for both debt and equity investors are high 

 

• Investors – balance sheet financing still important 

– Investors in projects with 7 year capacity market commitments in 

ISONE continue to largely rely on balance sheet financing rather 

than project financing 

– Investors in PJM have largely relied on energy market hedges to 

provide cash flow certainty 
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Brattle  

Obligation term alternatives – short list 

• One year obligation term, if required supply is not obtained 

supplier can compete for longer obligation periods  

– Prices for these longer term contracts are set at the price cap 

– All suppliers can complete for an obligation period up to 7 years 

– Suppliers rationed based on length of obligation period requested 

with shorter duration offers selected prior to longer offers 

 

• One year obligation term, if required supply is not obtained 

suppliers can compete for a longer obligation period based 

on price  

– Longer term contracts are set to a 7 year obligation period 

– Suppliers rationed based on price with lower cost suppliers 

selected prior to higher cost suppliers 
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Brattle 

Obligation term alternatives – findings 

• Both longer term options had similar results  

– Longer term capacity market prices are similar to one year 

periods with the following additional observations 

• Out of market payments to longer term committed 

resources results in higher overall capacity market costs 

• Capacity auction prices exhibit more variability with prices 

settling at the cap more frequently than the one year term 

• New units tend to displace existing units (such as demand 

response) even if less cost effective over the longer term.  
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Testing Approaches against the design 

criteria 

• This assessment tests longer term obligation period being available to only new 

resources - the rationale for this approach being that existing resources are 

already sited and the longer term is not needed to attract them to the market 

• Design criteria not shown have been equally ranked between both approaches 
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Design criteria One year for all Up to 7 for new 

Capacity market should 

be fair, efficient, and 

openly competitive 

5 

All resources receive the same 

term.  

3 

New resources have the option to obtain a 

longer term than existing resources but this 

may be justified based on differing cost and 

risk structures 

There should be a well-

defined product and an 

effective and efficient 

price signal 

5 3 

The price signal is affected by the resources 

waiting for longer term option. Prices reach 

the cap more frequently than the one year 

option and price volatility is higher. Uplift 

payments reduce price fidelity and market 

transparency. 



Testing Approaches against the design 

criteria, cont. 
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Design criteria One year for all Up to 7 for new 

Investment risks should 

continue to be largely borne 

by investors rather than 

consumers 

5 3 

Investment risk shifts to consumers with 

the longer term for new. Consumers take 

on forecast risk and are locked into the 

selected technology with longer term 

contracts. Risk is mitigated to some 

extent by competition on term. 

The market structure, which 

includes the capacity 

market, energy market and 

ancillary services market, 

should create conditions 

such that private investment 

can be reasonably expected 

3 

This score is rated lower than the 

longer term alternative to reflect 

more investment uncertainty 

given Alberta’s changing 

electricity market. 

5 

There should be an effective 

balance between capacity 

cost and supply adequacy 

5 

  

3 

Analysis indicates  there is an 

expectation of higher consumer costs 

given the price cap paid to new resources 

  



Testing Approaches against the design 

criteria, cont. 
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Design criteria One year for all Up to 7 for new 

The term of the capacity 

obligation should be as short 

as possible, while ensuring 

supply adequacy objectives 

are achieved through 

sufficient investment in new 

capacity supply 

5 3 

Up to seven years is shorter than the 

terms of the UK and Ireland.  Competition 

between suppliers on duration is 

expected to shorten term 

The capacity market should 

contribute to the reliable 

operation of the electricity 

grid, and implementation 

should be consistent with, 

and complimentary to, 

existing measures aimed at 

reliability 

3 

This score is rated lower than the 

longer term alternative to reflect 

more investment uncertainty 

given Alberta’s changing 

electricity market. 

5 

Total Assessment 31 25 



Proposed approach 

• The capacity market obligation period should be one year 

– This approach has all resources competing on the same term for 

the same duration 

– Project financing may be available for a longer obligation period 

but financing costs aren’t necessarily lower 

– The multiyear options tend to have higher overall costs and with 

higher overall auction clearing price volatility  

– Multiyear options do result in early retirement of existing 

resources, the societal costs associated with these retirements 

has not been estimated 
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Appendix 
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Brattle  

Obligation term alternatives not considered 

• Laddered procurements: purchase capacity through a variety 

of obligation periods 

– 20% for a 1 year period, 20% for a 2 year period, 20% for a 3 

year period, 20% for a 5 year period, 20% for a 7 year period 

• Three year term for all, auction runs every three years 

– All suppliers obtain a three year term 

– Run a capacity auction every three years for all capacity needs  
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