Working Outline of Potential Recommendations for Forward Spinning Reserve Working Group
Draft # 1 – July 17, 2006


The Forward Ten Minute Spinning Reserve Working Group (“FSR”) has been tasked with identifying the problems concerning resources that provide spinning reserves (the “Issue Identification Statement”), and following such identification, to develop recommendations for the Markets Committee (“MC”) as to whether the MC should support the implementation of wholesale market design changes to address the Issue Identification Statement and, if such support is given, to submit a final recommendation as to a detailed design concept and schedule for a FSR Market.  


The following is a proposed timeline and structure that the FSR can use to develop its recommendations:


(1)
Issue Identification Statement.  Draft to be sent to the FSR for consideration at the July 17th meeting.  Chair to report to MC at August meeting on progress. 

(2)
Recommendation to MC on conceptual support for wholesale market design changes (“Initial Recommendation”).  FSR to submit to MC for review and vote at a meeting to be determined by the FSR at the July 17th meeting.

(3)
Recommendation to MC on detailed conceptual design and schedule (“Final Recommendation”).  FSR to submit to MC for review and vote, if applicable, at a meeting to be determined by the FSR at the July 17th meeting (as a target date).

The following Table 1 may be considered by the FSR as the Issue Identification Statement.  Tables 2 and 3 have been drafted in an attempt to capture the discussions of the FSR thus far and may serve as a basis for the development of either or both of the Initial or Final Recommendations.  

Table 1:


Issue Identification Statement 

The following has been proposed by NEPGA and may be used by the FSR in its consideration.

	
	Market Objective
	Why It Matters



	1.
	To provide efficient incentives for owners of spinning reserve resources to provide services that meet operating reserve requirements of ISO-NE
	Current markets provide few incentives for resource owners to offer their resources in a flexible manner.  As a result, the most viable strategy for a generation resource owner may be to provide as many low margin megawatts as possible in order to earn compensation through energy NCPC.  The ISO commits such resources to ensure adequate reserves, yet it pays for them through energy-only NCPC payments.  The clear mismatch leads to market inefficiencies including increased use of out-of-merit energy and high NCPC payments.

	2.  
	To provide efficient incentives to developers of generating resources to provide an appropriate mix of resources that meet all operating reserve requirements of ISO-NE.
	Developers of generation resources will develop resources when they see a market opportunity.  Markets that fail to recognize the value of the operational flexibility brought by spinning reserve resources will attract a less flexible resource base, result in higher final costs, and may even jeopardize the ability to obtain needed services.  (Examples of highly flexible capacity less likely to be developed include:  expansion of pumped storage and the addition of duct firing on combined-cycle capacity).

	3.
	To improve the efficiency of energy pricing through decreased use of out-of-merit energy.
	Changes in the bidding incentives and resource mix discussed in items #1 and #2 will enable the ISO to meet its operational requirements while decreasing the amount of out-of-merit energy scheduled and dispatched by ISO operations.  Decreased use of out-of-merit energy will improve energy pricing by allowing prices to more clearly reflect the marginal cost of accepted offers.

	4.  
	To significantly reduce Net Commitment Period (NCPC or “uplift”) payments
	NCPC payments are used as a means to ensure that out-of-merit resources often committed to ensure adequate levels of reserves receive total energy market compensation at least equal total energy bid over a given commitment period.  NCPC payments are unpopular because they represent a significant expense to NEPOOL participants, can not be traded (“hedged”) in the marketplace, and distort market outcomes.  Where practicable, reserve markets will reduce NCPC by providing a transparent, market-based means of covering out-of-merit costs in the energy market.

	5.
	To provide a forward market mechanism for procuring and compensating spinning reserve resources comparable to the forward mechanisms included in ASM Phase II for other reserve resources
	By definition (OP-8), spinning resources provide service at least as valuable as other reserves, yet the forward ASM Phase II markets fail to recognize the spinning reserve requirement and will result in lower payments for superior services (See 4/3 NEPGA presentation to FSRWG, p. 3).

	6.
	To correct the mismatch between supply and demand inherent in current (ASM Phase II) forward reserve market design
	The current Phase II design allows spinning resources to offer into the forward reserve market, but doesn’t account for the spinning requirement.  This fundamental mismatch appears likely to distort resulting prices (See 4/3 NEPGA presentation to FSRWG, pp. 4-5). 


Table 2:


Options Considered

The following outline of proposals has been prepared by NEPGA and may be used by the FSR as part of its Initial and/or Final Recommendations.

	
	Proposal
	Brief Description
	History of Proposal



	1.
	Forward Spinning Reserve Market
	Proposal would implement a forward spinning reserve market for system spinning reserves strictly parallel to the forward system TMNSR and system TMOR markets included in ASM Phase II.  Prices in forward markets would be determined through simultaneous clearing and would cascade according to the quality of the reserve product (TMSR≥TMNSR≥TMOR).
	Developed in ASM Phase II discussions.  Voted down by NEPOOL in 2005.  Appealed to NEPOOL Review Board resulting in decision that FSR “should be included in ISO-NE’s ASM market (11/28/05).”  Presented to FSRWG at 4/3 meeting.

	2.
	Day-Ahead Spinning Reserve Market
	Similar to Proposal 1, a day-ahead market would move the clearing of the forward spin market to a day-ahead timeframe (either before or after the day-ahead energy market).  This approach would allow suppliers to better align their physical and financial obligations while minimizing potential for interference in the energy market.  For example, suppliers could auction hourly blocks of spinning reserve capacity based on their day-ahead schedules.
	Presented by NRG at 6/22 FSR meeting.

	3.  
	Out-of-Merit (“OOM”) Pricing
	While not a forward market, OOM pricing could be used to develop more complete real-time pricing of spinning and other reserve services, thus lessening the need for an ISO-organized forward market.  Under OOM pricing, out-of merit costs of resources needed to meet reserve requirements would be used as a basis for establishing real-time reserve prices.
	Under development at ISO since early 2005.  Discussed at 4/3 and 6/22 FSR meetings.

	4.
	Day-Ahead OOM Pricing
	Similar to Proposal 3, OOM prices calculated based on day-ahead and/or RAA schedules could be used to establish day-ahead reserve prices.
	Developed briefly at 06/22 FSR meeting as hybrid between Proposals #2 and #3.


Table 3:


Potential Outstanding Issues and Questions to be used for Initial and/or Final Recommendations 

The following table has been prepared by NEPOOL Counsel based on the Charter and may be used by the FSR as part of its Initial and/or Final Recommendations

	Issue
	Outstanding Questions


	Current Market Rule 1 Treatment
	Potential Recommendations

	
	
	TMSR in Real-Time Reserve Market
	TMNSR and TMOR in Forward Reserve Market (as of 10/1/06)
	

	Designation of FTMSR 
	How should FTMSR be designated?  


	Only to Market Participant Resources that comply with ISO manuals and admin. procedures [III.1.7.19A]
	Resources must meet FR eligibility requirements. [III.9.5] Procurement Period is 8 month Winter period (Oct- May) and 4 month Summer period (June -Sep) with delivery period being 0800 through 2300 on all normal business days except NERC Holidays [III.9.1]  
	Reserve obligations procured in day-ahead auction.  All resources can offer to provide service (NRG)



	
	What quantities of FTMSR should be designated?


	N/A 
	As part of the Forward Reserve Auction, minimum requirements are forecasted for areas with a locational Reserve requirement based on forecast of the first and second contingency supply losses.  [III.9.2.1]  For “Rest of System” the minimum is 600 MW. [III.9.2.2]
	Market quantity should be based on expected OP-9 requirement (NEPGA)

TMSR purchased system-wide, including on-line resources providing second contingency reserves (NRG)

	
	When should FTMSR be designed?  


	N/A
	N/A 
	Capacity to meet forward reserve obligations designated after close of day ahead energy market (NEPGA)

Reserve obligations procured in day-ahead auction, to be held either before or after day ahead energy market closes (NRG)



	Compensation
	How should FTMSR be compensated?


	Market Participant’s Resource specific Real-Time Reserve Designation for TMSR multiplied by the Real-Time Reserve Clearing Price for TMSR in a particular Load Zone  [III.10.2.(a)]
	The Forward Reserve Auction clears offers for the system and each Reserve Zone with a mathematical programming algorithm with the objective to minimize the total cost of Forward Reserve procured.  [III.9.4]  Credits are based upon the Market Participant’s Final Forward Reserve Obligation and the applicable Forward Reserve Clearing Prices [III.9.8]
	FTMSR should have the same compensation as other ASM resources (NEPGA)

Offers stacked as in LFRM, lowest cost providers based upon a $/MWH (NRG)

Auction winners must offer into the real time energy market at a pre-determined strike price based upon fuel and heat rate index designed to significantly limit energy dispatch to reserve needs only – may be higher price than the LFRM market strike price; or must offer into day ahead energy market consistent with strike prices in LFRM (NRG)



	
	Should FTMSR Resources have the ability to trade obligations?


	N/A
	Participants may buy and sell obligations through bilateral arrangements [DBD 3.7.3]
	Capacity obligations may be traded between participants (NEPGA)

	Performance  Penalties  
	Should performance penalties apply to FTMSR? 
	N/A
	Failure to Reserve penalty based upon the Forward Reserve Failure-to-Reserve Penalty Rate and a Market Participants Forward Reserve Failure-to-Reserve Megawatts [III.9.7.1]  Failure to Activate penalty based upon Failure-to-Activate Penalty Rate and formula [III.9.7.2] 
	FTMSR should have the same performance penalties as other ASM resources (NEPGA)

Penalty for failure to activate and failure to reserve consistent with LFRM (NRG)

	Impacts on real-time economic dispatch
	If a FSR Market is implemented, would there be any impacts on real-time economic dispatch?
	N/A
	N/A 
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