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In the initial meetings of the first NEPOOL Operating Reserves Working Group, there were several discussions relating to the possible implementation of a forward contract for operating reserves. Very little of these discussions was documented, but I have attempted to reconstruct the relevant points from memory and my own meeting notes.  Although much has transpired since these early discussions, many of the questions and issues are still critical to the design and implementation of such a product or market. 

The Forward Reserve Product – An Option Analogy

In discussing the concept of a forward market product for operating reserve, the Working Group first attempted to define the product.  In doing so, the majority of the group found it useful to consider the product as analogous to an option for energy.  Under this analogy, the buyer pays the seller of the product a fixed reserve service payment, similar to an option premium.  In exchange for this payment, the seller agrees to provide energy to the buyer at some future time, at a defined price and within the parameters defined by the agreement (e.g. within ten minutes for TMNSR.)  

After considering this analogy, the Working Group developed a list of questions that needed to be addressed to further define the forward reserve product.

1. For what specific reserve products (TMSR, TMNSR, TMOR) should we establish forward contracts?

2. What is the appropriate term of the forward contract?

3. What other standard parameters should be defined for the product (minimum size, deliverability standards, etc.)?

4. Should the seller be required to provide the product from a specific resource, or can offers be provided on a portfolio basis?

5. Should the seller of the forward contract be required to provide the energy at a fixed price, or would an indexed price be acceptable?

6. Should there be performance incentives or penalties for non-performance?

7. Is the obligation to cure at the spot market reserve clearing price sufficient for this purpose?

Although most of the Working Group’s discussions of forward contracts for operating reserves were based on this option analogy, the concept was not universally accepted.  Several generators expressed the opinion that the reserve product should not be considered an “energy hedge,” but rather a “reliability service”.  This distinction was not fully developed, but the essential difference appeared to be whether or not the seller commits to a firm energy price in its forward contract.

ISO as the Operating Reserve Buyer

The first Working Group sought to implement reserve market reforms within a short period of time.  Due to this limitation, the universe of options considered was correspondingly limited.  One such limitation, at least as perceived by the Working Group, was that if NEPOOL were to adopt an interim (pre-MSS) forward market for operating reserve, the construct would be similar to the current operating reserve spot market in one key aspect.  The ISO, on behalf of the NEPOOL Participants, would act as a common buyer for the forward reserve product.  The forward reserve product would be procured by the ISO through some form of competitive RFP or auction process.  The ISO would procure only a portion of the regional operating reserve requirements through forward contracts.  The balance of the requirements would be met through the existing spot market mechanisms.

This paradigm raises a number of questions that must be addressed:

1. How frequently should the ISO procure this product?

2. What guidance, if any, should the NEPOOL Participants provide the ISO as it shops in the forward market?

3. Should the ISO be limited, either by price or by specific quantity, in the amount of forward operating reserves that it buys?

4. Absent such guidance or limits, how should the ISO determine the “right” amount of operating reserve to purchase on a forward basis?

5. What evaluation criteria should be employed in this determination?

6. Should the ISO make use of some form the option evaluation model?

Obviously many of these questions become less relevant if the forward market for operating reserves is strictly a bilateral market between sellers (generators) and the ultimate buyers (load servers), without the ISO acting as the buyers’ agent.  Decisions regarding timing, volume and price valuation of forward reserve contracts would then become the concern of individual market participants, and not the collective concerns of NEPOOL and the ISO.  The Working Group did not develop this model, but it may become more appropriate as the self-supply provisions of the Third Effective Date are implemented.

Interaction of Forward Contracts for Operating Reserve and the Energy Market

Some of the most difficult issues raised in the Working Group’s forward market discussions related to how the forward contracts interact with the energy market.  Again, many of the questions arise from the underlying paradigm in which the ISO is procuring options for the physical delivery of energy in response to system contingencies.  The concerns relating to this interaction between operating reserves and energy are compounded when a physical forward reserve market is layered on a single settlement energy market.

The following questions were raised in the discussion of these issues:

1. If specific generators have committed to a forward contract for off-line reserves, should they be removed from normal economic dispatch for energy?

2. Would this removal constitute a form of “withholding”?

3. If we allow a generator with a committed forward contract to be dispatched normally in the energy market, should the ISO recognize the incremental reserve costs of designating additional reserves in the spot market?

4. If the generator committed to a firm energy price in its forward contract, should it be allowed to alter its energy market bid?

5. If the generator’s committed reserves are activated in response to a system contingency, should their energy bid be allowed to set the energy clearing price?

Summary

The first Operating Reserves Working Group concluded that, despite the many unanswered questions, there might be benefits to establishing a forward contract product for operating reserves.  This was not fully developed as a component of the Working Group’s recommendations due to the overriding concern that the current spot market be reformed quickly. Several Working Group members believed that grafting a forward contract for reserves onto the NEPOOL market would be easier and more appropriate after the recommended spot market reforms were implemented.  Additionally, many of the questions raised would be addressed more easily after NEPOOL adopts a complete multi-settlement system for energy and operating reserves.

