Executive Summary:

Quick-Start Capacity Market Proposal

Rationale:

NEPOOL’s experience with reserves and reserve markets has shown that 

1) Real-time markets for reserve tend to clear at very low prices that are inadequate to incent the most cost effective investments in reserve capacity.

2) At the same time that there are low reserve prices, large uplift costs are incurred due to the lack of cost effective types reserve capacity, typically off-line quick-start capacity.

Any real-time reserve market in an efficient, central dispatch system will continue to generate low prices that are insufficient to incent the construction of the most cost effective investments in reserve capacity.  Reserves are mostly a long-term capacity product whose costs are sunk in the short-term spot market.   As NEPOOL experience has shown, sunk costs are not, and cannot be, included in reserve bids in a competitive market.

Without a forward reserve/quick-start capacity market, investment decisions will not provide the lowest cost reserve capacity.  Improved investment decisions are a primary benefit of the restructured electric industry that should be maintained and reinforced. 

Multi-settlement with day-ahead and real-time reserve markets will not change this outcome.  First, low real-time reserve prices due to low real-time costs, will drive the day-ahead reserve market low.    Second, the extent that start-up and no-load costs are incurred to provide reserves cannot be measured (they are a joint and common cost with energy) and will not fully appear in reserve clearing prices.  Thus the day-ahead reserve clearing price will tend to understate the true cost of providing reserve.

Summary of Proposal

1) Product:  10- and 30- minute reserve.

2) Relation to ICAP:  The MW sold in the forward reserve market could also be sold as ICAP. (Quick-Start payments are supplemental payments to resources which exhibit quick-start characteristics)

3) Auction: 

a) Auction occurs significantly in advance of delivery time to permit entry by new resources.

b) Offers are not resource specific so that suppliers may provide most economic resources at delivery time.

c) Clearing Price in $/kW-month determined in advance of delivery.

d) Self-Supply would be allowed.

4) Service Period: 2 to 5 years.

5) Delivery time or “planning horizon”:  Delivery would be 6 months to 3 years from auction time.

6) Bilateral Trades:  The auction winner would receive a certificate entitling him to payment at fixed price for delivery during specified dates.   This certificate could be transferred for a price to any other NEPOOL Participant.   The new holder would inherit all the rights and obligations of the first holder.

7) Delivery:
a) Either economic or physical reservation method allowed (see further discussion below).

b) Spin may substitute for non-spin.

c) Provider may designate different resources on day-to-day basis to fulfill delivery requirement.

d) Provision made for forced outages, e.g., de-rating until new audits prove  capability as claimed and prorating of payments accordingly.

8) Audits: Supplying resources would be subject to a limited number of unannounced audits.  The supplier would finance the audits.  Failure to start or perform would result in de-rating and/or reduction in payment.

9) Location: Location specific reserve needs would be considered and separate prices for different locations could occur.

10) Reservation method: Both economic and physical reservation methods could be used.

a) Economic: Minimum, and perhaps, maximum “strike” prices predetermined at time of auction.  Linked to a fuel price index.  Energy dispatch would occur in merit order according to energy offer defined by “strike” price.  Near real-time unit commitment software could release resources from obligation if not needed.

b) Physical: Software would withhold designated resources until dispatched in event of “reserve event”, similar to PJM spinning market design.  Dispatch would be at predetermined price linked to fuel price index.  Near real-time unit commitment software could release resources from obligation if not needed.

11) Payment:  Payment would be monthly during delivery period.

12) Cost Allocation:  Cost would be allocated on the basis of real-time load, not forecasted load.  Could be hourly load ratio share or monthly coincident peak share.

13) Performance Risk:  The performance of sellers would have to be assured, especially for longer periods of time.  The same issue arises in the joint proposed Resource Adequacy Market design (RAM, formerly JCAG).  Resolution would be same as that adopted by RAM.

14) Credit Risk:  Buyer would be future NEPOOL area load.  Payment would be guaranteed by tariff.

