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Before commencing the complex and time consuming task of re-designing the NEPOOL reserve market it may be useful to agree on some design principles. This will assist in uncovering the views and interests of committee members so that:

1. where consistent with each other, will be incorporated into a consolidated committee objective; and

2. where inconsistent, allow discussion and either resolution or acknowledgment as legitimate difference of viewpoint associated with fair, effective market design.

From the initial teleconference it was apparent that the scope of the group included a spot market design. Establishing an hourly spot price signal which is credible and forecastable goes a long way to encouraging a forward market by providing something to hedge on a forward basis. The extent that forward reserve market transactions provide some form of substitute for a capacity market is still to be resolved.

As a starting point, the following principles and criteria are offered as a “strawman” proposal for a reserve market:

Reserve market design principles:

1. Ensure reliability of supply thorough market mechanisms 

· The reserve market must facilitate delivery to the ISO-NE reserves required to operate at an appropriate level of reliability consistent with best practice industry standards. Product design should match ISO/Industry requirements as closely as possible.

· The reserve requirements of ISO must be capable of being obtained, in total, through market mechanisms in a transparent and consistent fashion, minimizing the requirement for exercising individual or arbitrary judgement.

2. Compensation for opportunity costs

· Market rules should support clearing prices that make capacity resources economically indifferent to being selected to provide either reserves or energy, particularly during times of scarcity ie. OP4 situations. 

· In addition to opportunity costs, the market design will recognize that the physical characteristics to enable the provision of useful reserves have both fixed (capital) costs and variable costs (O&M), largely associated with ramping ability.

3. Co-optimization

· The market design will recognize the interplay between the reserve market(s) and the energy market, including opportunity costs. Efficiency of the market should be considered above implementation complexity, where practical (from a cost, time and implementation risk perspective).

4. Avoid artificial price caps and price revisions

· The reserve market design will, as far as possible, use competitive market mechanisms and avoid the use of administrative methods to determine pricing. Initially, recognition of a relatively inelastic demand-side may be required, in which case a “Value of Lost Load” which encourages future demand-side participation should be used.

5. Minimize Uplifts 

· Reserve markets should be designed to provide transparent spot prices representing the cost of procuring services at the margin.  Market should strive to minimize uplift payments as such payments tend to mask a portion of the full cost of obtaining services. To the greatest extent possible, reserve markets should be the primary mechanism by which resources committed or dispatched to ensure sufficient reserve services are compensated.  Market rules should discourage the production of energy from resources that are uneconomic in the energy market and encourage resources to maximize their ramping capability when committed to provide reserve services.

6. MSS/CMS

· The reserve market design will be consistent with the future MSS/CMS market design. Implementation will occur in conjunction with MSS/CMS but, if practical, will be implemented sooner.

7. Role of spot market 

· Recognizing a credible spot market is an essential pre-requisite to a workable forward market and may be all that is required to facilitate its creation, the market design may include a voluntary, centrally administered forward market. The provider of this service is not necessarily the ISO-NE.

