
Long Term Transmission Rights (LTTR)—Order No. 681 Compliance

Design Basis Document [Draft 2 -- 8/31/06]

I. 
Purpose and Scope:


The purpose of this LTTR Design Basis Document (“LTTR-DBD”) is to document the recommendations and alternatives of the LTTR Working Group to the Markets Committee for compliance with FERC Order No. 681, the LTTR Final Rule.  The LTTR-DBD is intended to be used as the basis for the drafting of specific changes to the ISO New England Inc. (the “ISO”) Transmission Markets and Services Tariff (the “ISO Tariff”), primarily in Market Rule 1, that will be presented to the Commission in compliance with Order No. 681.

The primary scope of this document is to provide a design for an LTTR system for New England that meets the criteria of Order No. 681 and takes into account the system of short-term Financial Transmission Rights (“FTRs”) and Auction Revenue Rights (“ARRs”) currently provided for under the ISO Tariff and market systems. 

The recommendations in this document reflect substantial consensus among the members of the LTTR Working Group though not necessarily unanimity.  Where there are specific alternative proposals for features of the LTTR system, those alternatives have been listed as options. It is understood that the ISO has an obligation to file an LTTR design proposal in compliance with Order No. 681, and that it will need to make the final decisions about what is filed.   

II.
Requirements of Order No. 681:

On or by January 29, 2007 each transmission organization with an organized electricity market (including the ISO for New England) must make a compliance filing with the Commission that includes either: (1) tariff sheets and rate schedules that make available LTTRs that satisfy each of the seven guidelines (the “LTTR Guidelines”) set forth in the final regulations that are part of Order No. 681, or (2) an explanation of how the transmission organization’s current tariff and rate schedules already provide for long-term firm transmission rights that satisfy each of the guidelines.

The LTTR Guidelines that a LTTR design must satisfy to be compliant are set forth verbatim below:

(
Guideline 1:  “The long-term firm transmission right should specify a source (injection node or nodes) and sink (withdrawal node or nodes), and a quantity (MW).”
(
Guideline 2:  “The long-term firm transmission right must provide a hedge against day-ahead locational marginal pricing congestion charges or other direct assignment of congestion costs for the period covered and quantity specified. Once allocated, the financial coverage provided by a financial long-term right should not be modified during its term (the “full funding” requirement) except in the case of extraordinary circumstances or through voluntary agreement of both the holder of the right and the transmission organization.”
(
Guideline 3:  “Long-term firm transmission rights made feasible by transmission upgrades or expansions must be available upon request to any party that pays for such upgrades or expansions in accordance with the transmission organization’s prevailing cost allocation methods for upgrades or expansions.”
(
Guideline 4:  “Long-term firm transmission rights must be made available with term lengths (and/or rights to renewal) that are sufficient to meet the needs of load serving entities to hedge long-term power supply arrangements made or planned to satisfy a service obligation. The length of term of renewals may be different from the original term. Transmission organizations may propose rules specifying the length of terms and use of renewal rights to provide long-term coverage, but must be able to offer firm coverage for at least a 10 year period.”
(
Guideline 5:  “Load serving entities must have priority over non-load serving entities in the allocation of long-term firm transmission rights that are supported by existing capacity. The transmission organization may propose reasonable limits on the amount of existing capacity used to support long-term firm transmission rights.”
(
Guideline 6:  “A long-term transmission right held by a load serving entity to support a service obligation should be re-assignable to another entity that acquires that service obligation.”
(
Guideline 7:  “The initial allocation of the long-term firm transmission rights shall not require recipients to participate in an auction.”
III.
LTTR System Design

A.
Relationship of LTTR System to Existing FTR/ARR System:
Options: 

1.
Keep existing FTR/ARR system as is and create separate LTTR system with no direct linkage between the two systems. 
2.
Modify existing FTR system to include LTTRs in the FTR auctions, but either (a) directly assign some LTTRs to those LSEs that request them, or 
[ISO Straw]  (b) allow LSEs to receive LTTRs through auction without submitting winning bid as price-takers.  Keep ARR system as is.  LTTRs will have all the same properties as the shorter term FTRs.  They will be obligations, have the same network topology, allow the same source-sink combinations, and be available to all Participants.  In addition, the ISO Straw proposal allows full funding for all FTRs as well as LTTRs. 
3.
[DCE/PJM Straw] Supplement current ARRs with point-to-point long-term ARRs (LT-ARRs) that are convertible to annual FTRs at the option of those LSEs that hold the LT-ARRs via self-scheduling into the annual auction.  LT-ARRs would be requested in lieu of portion of traditional ARR allocation (See D.4 Payment for LTTRs)    


B.
Allocation of LTTRs:



Options:

1.
Directly assigned to those LSEs that want them with the others made available through an auction.

2.
[ISO Straw] All LTTRs would be available through auction but LSEs will be able to obtain them with a self-schedule into the auction (as price-takers).  LSEs will also have the option of rejecting their award if the price is higher than the LSE is willing to spend.  
3.
[DCE/PJM Straw] Obtained by LSEs by converting point-to-point LT-ARRs in annual auction; otherwise obtained through an auction.  

4.
Directly assigned or converted from ARRs but no auction. 

C.
Amount of New England Transmission System Transfer Capability Set Aside 

for LTTRs:


At a minimum, the amount necessary to meet the reasonable needs of LSEs.   This need will be balanced against the capability of the transmission system to support requests and the need to maintain enough volume for healthy annual and monthly FTR auctions.  Currently up to 50% of the transmission capability is sold in the annual auction and up to 95% of the capability in the monthly auctions.  Some fraction less than 50%.

Options:

1.
[ISO Straw] 25-50% of the transmission capability would be sold through the LTTR auction. 
2. 
[DCE/PJM Straw] LSEs would be eligible to request a volume of LT-ARRs up to their minimum hourly load (or use proxy ratio of minimum hourly system load to peak system load over past year). 


D.
LTTRs Source/Sink Attributes:

1. 
Node to Node, Zone or Hub; or (2) Node, Zone or Hub to Node, Zone or Hub.
2.
[ISO Straw] The ISO proposal allows any combination that exists in the current FTR auction to also exist in the LTTR auction.  LSEs wishing to exercise priority status may have limits placed on the selection of sink and source. 
3.
[DCE/PJM Straw] LT-ARRs are limited to a subset of sources and sinks:
a. Sources are limited to Generator Nodes.  Generator node limited to historic suppliers to the Load Zone served by LSE; or   
b. Load Zone must match Load Zone being served by LSE requesting LT-ARR and is limited in volume per Section C. above

E.
LTTRs Term Lengths (Initial Terms/Renewal Rights)

Options:

1.
 [NEPS Straw] Multi-year initial term with renewal rights each year for a maximum term of 10 years.  Advance notice requirement for exercise of renewal right.  
2.
[ISO Straw] Annual auctions would auction a strip of ten separate year LTTRs.  Call options for future years would serve as renewal rights, liquidity, and lower financing costs.  
3.
LT-ARR would have 10-year term.  LT-ARR could be self-scheduled into annual FTR auction each year of the LT-ARR term. [DCE/PJM Straw]

F.
Payment for LTTRs


Assumption is that LTTRs will be paid for by those who want them.

Options:

1.
Payment based on auction price; LSE do not have to submit winning bid but would be price-takers.
  
2.
Payment will be an administratively set price.

3.
 Payment based on the amount that would otherwise be received through ARRs for same time period.   

4.
Payment made by relinquishing traditional ARRs.  Proportion of ARRs to be relinquished based on the value of the LT-ARR as determined in the first annual auction relative to the ARR value.  For example, an LSE is granted a 100MW LT-ARR that has an annual FTR auction clearing price of $1,000/MW-year, a $100,000 value.  Absent any LT-ARRs, the LSE would have received 500MW of traditional ARRs that would have had a value of $500/MW-year, a $250,000 value.  With the LT-ARR, the LSE trades in the $100,000 and receives only $150,000 of value in the annual auction, which is equivalent to 300MW (note this is a 2:1 trade-in based on volume).  For the life of the LT-ARR, the LSE would forfeit 200MW of traditional ARRs.   [DCE/PJM Straw]

G.
LTTR Auction [ISO Straw]
LTTR Auction Principles
· An LTTR auction would be held prior to the annual FTR auction, perhaps annually or with lesser periodicity as deemed appropriate to reasonably account for load growth or other commercial needs. 

· The annual auction would also auction off future years, up to 10 years out.  Each year would be auctioned off as a separate year.  Thus in 2007 there would also be auctions for years 2008, 2009, …, 2016.  

· Auction clearing is subject to a simultaneous feasibility test (similar to the annual FTR process used today). 

· The annual LTTR clearing prices would be used as strike prices for associated call options (roll-over rights) priced on the basis of an assumed volatility and risk free rate (appropriate option pricing method to be determined). 

· The winner of an LTTR for any year would buy either the call option (roll-over right), or the underlying LTTR.

· LTTRs or the associated call options can be resold in the secondary market.
· The LTTR auction would have two rounds.   Both rounds are subject to simultaneous feasibility and the percentage of network capability limit placed on the LTTR auction (e.g., “25-50% of the transmission capability” on page 3 above).

· Round 1 is similar to normal practice of today with the exception that LSEs may be pre-scheduled, with the submission of self-schedules, into the auction.  The first round produces cleared paths, prices and quantities.  LSEs that self-scheduled into the first stage (and whose LTTRs meet certain limitations described below) may reject their award for a source-sink pair in the first stage if the price is deemed too high.  If rejected the path is released into the second stage.  There is no priority treatment in the second round.  [Consider:  There may be an exit fee associated with this rejection to avoid frivolous self-scheduling.]

· Round 1 results are binding.  Only those participating in Round 1 can enter Round 2.  Round 2 allows all winners from Round 1 to resell the paths gained in round one or submit bids for additional paths.  After the completion of Round 2, LSEs may request (without submitting a price) additional MWs on LTTR paths gained in Round 1 up to the capability of the available network (subject to SFT).  These MW s will be priced at the Round 1 clearing price.  For example, to the extend the network can support it, a 50MW LTTR from A to B that is awarded in Round 1 may be increased to 55 MW from A to B.  No new source-sink pairs would accepted.  No partial reductions would be accepted, such as from 50 MW to 48 MW.  The prices for any incremental MW would be the prices determined in Round 1.  

Auction Result Example

The result of the auction would be prices for each year’s LTTR and associated call option.  For example, a Participant could purchase 6 years of LTTRs (years 2008-2013) and 4 years of call options (years 2014-2017).  Any mix of LTTRs and call options could be purchased.

The winner in an auction must choose to buy either the underlying LTTR or the associated call option.

The following table provides an example of all the items known at the end of an auction. 

Table 1: Sample Values of Items Known After Auction
	Year
	+1 

(e.g.,2008)
	+2
	+3
	+4
	+5
	+6
	+7
	+8
	+9
	+10

	LTTR Price
	$200
	$206 
	$212.2 
	$218.6 
	$225.2 
	$232 
	$239.0 
	$246.2 
	$253.6 
	$261.2 

	Strike
	NA 
	$206 
	$212.2 
	$218.6 
	$225.2 
	$232 
	$239.0 
	$246.2 
	$253.6 
	$261.2 

	Call Prem.
	NA
	$21.78
	$31.68
	$39.52
	$46.24
	$52.23
	$57.69
	$62.72
	$67.41
	$71.81




This example prices the options using the B-S model and assumes a risk free rate of 5.0% and a volatility of 25%.  Note the B-S model is used for the purpose of illustration.  It is not the correct model for pricing LTTR options.

Any combination of transmission rights and call options (roll-over rights) could be acquired by a Participant.  For example, the Participant may choose to purchase the first four years as straight transmission rights at a cost of $929.78 and the remaining five years as rollover rights at total a cost of $358.10 for the roll-over rights. 


H.
Full Funding of LTTRs
 

LTTRs will be fully funded through: (1) surpluses obtained in LTTR and short-term FTR auctions; (2) premiums charged to LTTR recipients; or (3) a combination of (1) and (2).  

[ISO Straw] Both LTTRs and regular FTRs would be fully funded.  

1. The congestion revenue fund would not be set to zero at the end of the year.  Instead, it would be carried forward.

2. Minimum and maximum levels would be set for the congestion revenue fund.  The minimum level would be set such that there is a high (say estimated 95%) certainty that the congestion revenue fund will not fall to zero within the next 12 months.  The maximum level would be set to be 1.5 times the 95% certainty level.  

3. If the minimum level is not met, all FTR and LTTR holders would be charged a monthly surcharge based on the total value of their FTRs and LTTRs until the minimum level is reached again. The monthly surcharge would be calculated to achieve the minimum level within 12 months.  The 12 month process would assure that the burden would be widely spread among users of monthly as well as annual and LTTR instruments.  
4. If the maximum level is exceeded all FTR and LTTR holders would be credited a monthly credit in a fashion symmetrical to the surcharge method.
5. The monthly surcharge or credit mechanism would only be triggered if the monthly billing amount exceeded a threshold level.

I.
LSE Priority


LSEs would have priority but the exercise of priority would be limited by percentage of transfer capability allocated to support LTTRs.


Options:


1.
Directly assign LTTRs to those LSEs that request them.


2.
LSEs wanting a particular LTTR would receive it based on auction price without having to submit winning bid in auction.

3.
[DCE/PJM Straw] Only LSEs would be eligible to receive LT-ARRs; the right to self-schedule in the annual FTR auction would equate to priority awarding to LSEs 

4.
[ISO Straw] LSEs would be given priority in two ways:  (1) Only LSEs would be allowed to self-schedule into the LTTR auction and to reject an award that results from the first clearing round of the LTTR auction; and (2) LSEs would be given priority in any auction tie-breaking situation. If one LSE and multiple non-LSEs bid the same amount, then the non-LSEs will be pro-rated after the LSE has received priority allocation.  For example, suppose the limit is 200 MW, and an LSE bid for 80, and 2 non-LSEs bid 100 and 160 MW each at the same price.  Then the LSE would receive the 80 MW.  The first non-LSEs would receive 100/260x(200-80).  The second non-LSE would receive 160/260x(200-80).   If multiple LSEs tie at the same price and the combined amount exceeds the limit, then they will be pro-rated between themselves and non-LSEs with the same bid will not receive an allocation.


J.
LSE and Self-Scheduled LTTR Qualifications

[ISO Straw] The MW of LTTRs that any entity may claim as qualifying for LSE status and self-schedule into the LTTR auction with rejection rights shall be limited to those MW satisfying a set of criteria.  

1. LSE Zonal Load Limit

The first limit would be on all sources to a Load Zone.  The sum of all LTTR MW self-scheduled into the auction to a load zone from all sources by an LSE would not exceed the LSE’s zonal peak ratio times it’s test year peak.  This is illustrated below for a single Participant A with load in Load Zone 2:
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2. LSE Source Sink Transmission Limit

The second limit would be on the amount of transmission resources used by the self-scheduled LTTR.  Each source-sink pair self-scheduled LTTR could not exceed the network limit established on page 3 on any single network element: “25-50% of the transmission capability.”  

3. LSE Source Limit

The source of a self-scheduled LTTR would correspond to a physical source, not a zone or the hub.  The sum of all LSE self-scheduled LTTRs from a source would not exceed the winter SCC of the source.

The full set of criteria is to be determined.  Other limits may be added after discussion.  

K.
Transferability of LTTRs

[LTTRs or the convertible ARRs (assuming this design choice) will automatically transfer with load serving obligation, unless ISO receives bilateral contract specifying otherwise.]  

Options:

1.
[ISO Straw] If LTTRs available through auction process, LTTRs can be resold in secondary market.

2.
[DCE/PJM Straw] If LSE eligibility drops below its LT-ARR allocation, the excess LT-ARR volume is forfeited pro-rata across the portfolio of point-to-zone paths.  The new LSE can elect to take on the forfeited portfolio to the extent they are eligible (e.g., do not already have full LT-ARR allocation, sources/sinks eligible, etc.).  Any FTRs self-scheduled in the prior annual FTR auction would not transfer automatically and could not be canceled. 

L.
Reconfiguration of LTTRs


[Allow for reconfiguration of LTTRs in short term auctions?]
[DCE/PJM Straw] LT-ARRs have a term of 10 years unless forfeited through lost load obligation.  They cannot be reconfigured (i.e., directly traded, modified in source/sink identity or volume, etc.), however, they can be used to back a bilateral deal of a similar instrument subject to recall in the event of lost load obligation. 


M.
LTTRs that Cross Boundaries with Neighboring Control Areas

N.
LTTRs and Regional Seams Issues


O.
LTTRs for Transmission Upgrades


[Review QUA system to determine what needs to change.]


P.
LTTRs and Regional System Planning


[Modify Section 48 of the ISO OATT and any related provisions of the ISO Tariff and planning procedures/RSP process to ensure that LTTRs remain feasible over their entire term.  Order No. 681 (P 454) states, in part: “To implement this requirement, we will require each transmission organization to include in its compliance filing an explicit statement of how its planning and expansion practices will take into account the need to accommodate allocated or awarded long-term firm transmission rights for their full terms, including the construction of transmission facilities (as well as a basis for allocating cost responsibility) that may be needed to support them. We will also require that each transmission organization make its planning and expansion practices and procedures publicly available, including both the actual plans and any underlying information used to develop the plans.” ]

IV.
LTTR System Implementation 


A.
Schedule

1.
Submit compliance filing on or by January 29, 2007.
2.
[Implement by 1/1/08?  Commit to provide status reports on April 1, August 1, and December 1, 2007?] 


B. 
Implementation Issues

1.
 Software


2.
Other market initiatives


3.
Other?
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