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1. Objective

The primary objective of the design is a mechanism by which suppliers with long-term load serving obligations can acquire long-term financial transmission rights that hedge some or all of the congestion cost exposure associated with their long-term supply arrangements.  

A major challenge is the design of a LTTR allocation mechanism that fairly awards the rights to those who value them most while respecting the requirements of the rule that give LSEs preference and limits the use of auctions.  

This design attempts to balance the need to provide preference to LSEs without requiring participation in an auction and the efficiency benefits of using a market-based system to allocate rights to those parties who value them most.  

2. Definitions

Load Serving Entity –  An entity that has real time load obligation.
Long-Term Load Serving Obligation – A contractual, regulatory or statutory obligation to serve end-use customers for a term exceeding one year
Long-Term Generator Contract – A contract with a generator to purchase a percentage of its total energy production for a term that exceeds one year.
3. Overview

The design contemplates the allocation of two classes of LTTRs:  Class A and Class B.  Class A rights would be non-marketable LTTRs allocated to LSEs that meet specific eligibility criteria.  Class B rights would be marketable instruments sold through an auction to any interested participant.
The Final Rule requires that LTTRs be fully funded.  To ensure full fungibility of marketable transmission rights, the proposal is that all transmission rights, Class A and B, both long and short term, become fully funded.  

The design anticipates no material changes to the ARR allocation methodology currently in place.
3.1. Class A Rights
The Class A right is a long-term claim on the congestion revenue on the allocated path – source, sink, and MW.  An LSE pays for the Class A right by surrendering a portion of its ARR revenue.  A Class A LTTR has a fixed term.  Our initial proposal is ten years.  It may be desirable to offer Class A rights with shorter terms such as three or five years as well.  Class A rights cannot be bought or sold.  The prohibition on commercial transfer means that the rights cannot be transferred in the ISO-NE settlement system; ISO-NE does not propose (nor could it, realistically) to try to restrict secondary transactions that might transfer the payments.  To be eligible for a Class A allocation, an LSE would have a ten year or greater load- serving obligation and have a power supply arrangement (ownership or contractual) with a generator with a term of at least ten years.

All Class A rights would expire if and when either of the above conditions were no longer met.  The ten year load serving obligation is evaluated prospectively to establish initial eligibility.  An LSE requesting a Class A right for the first time must demonstrate that it has a long-term load serving obligation.  As long as the contract and load share that established initial eligibility is in effect, the LSE may retain the entitlement to be be allocated and hold class rights less than or equal to that entitlement.  
An LSE may lose a share of its Class A entitlement upon the event of a loss of load due to load shifting under retail access.  An LSE would surrender a share of its nominated Class A rights upon the event of loss of load due to load shifting under a retail access program that reduced the LSE’s entitlement below its nominated Class A amount.  For example, consider the case of a default service provider serving load under a ten year contract.  Per the Final Rule, this entity is an LSE and minimally meets the eligibility criterion.  If no competitive supplier enters the market to serve load in the area, the Default Service Provider’ maximum Class A allocation is fixed for the period.  If a competitive supplier enters, however, it becomes responsible for real-time-load-obligation, reducing the LSE’s Class A entitlement below the amount of Class A rights it nominated.  In this case, the Default Service Provider surrenders a share of its Class A rights.  If an LSE nominates less Class A rights than its entitlement, then it Class A rights would not be reduce by load shifting until such time that the LSE’s entitlement was reduced below its nominated Class A rights.
The eligibility was linked to ownership or contractual rights to the output of a generator as a means of limiting access to those LSEs with physical positions and of imposing a reasonable limit on the maximum MW an LSE may nominate on any single path.  Moreover, this rule would prevent multiple LSEs from nominating the same MW from a single generator source.  In this context, a contract would be for a slice of a unit (presumably a base load unit).  The ISO has not yet proposed a mechanism for contract tracking and verification.  If the final proposal includes a generator-contract-linked eligibility criterion, it will likely be necessary to develop a standard contract that can be entered into the ISO’s market system for this purpose.

3.2. Class B Rights

A Class B rights would be auctioned off in strips of ten (perhaps 3-5 years initially) one year rights.  Such rights would be fully marketable and could be traded in a secondary market.  Further, one year rights could be offered for resale into short-term FTR auctions.  All market participants would be eligible to participant in a LTTR auction.  Participants would pay the market clearing price for any Class B rights it is awarded through the auction.
4. Common Characteristics
The following characteristics apply to both Class A and Class B rights.
4.1. An LTTR is defined by a source, a sink and a MW amount.
4.2. LTTRs settle as FTR obligations.  
4.3. At this time ISO anticipates charging Class B LTTR holders annually, as is done for annual FTRs today.
4.4. LTTRs are 24 hour instruments. 
4.5. All Transmission Rights (long and short term) are fully funded.
5. Class A LTTR Summary
Class A LTTRs would be directly allocated to LSEs with long-term power arrangements.  There would also be limitations on trading and transfer.
5.1.1. Class A LTTRs are non-marketable long term firm transmission rights.  This class of rights is allocated only.
5.1.2. Class A rights have a fixed term of 10 years.  Three or five year terms are also being considered.

5.1.3. Class A rights cannot be purchased or sold; an LSE would surrender a pro-rata share of Class A LTTRs upon the event of loss of load due to load shifting under a retail access program to the LSE that has gained the load serving obligation

5.1.4. Class A rights automatically expire if and when the LSE no longer meets the eligibility criteria.  
For example, if an LSE with a franchise-based obligation to serve and matching long-term generator contracts loses that load serving obligation due to the introduction of a retail choice regime, some or all of the previously allocated Class A rights would expire.  The point here is that the path – source, sink, mw – may not make sense for the new LSE.  The MW would be “reassigned” and the new LSE, subject to eligibility, would select the desired source (presumably the sink is the same).  
5.1.5. For a Class A right, the source must be a generator with which the LSE has an ownership share or a power purchase contract.  Consider as a model the asset entitlement contract for energy or capacity that existed under the interim market. 
5.1.6. For a Class A right, the sink must be the set of load node (alternatively the load zone) at which the LSE withdraws power from the grid.

5.1.7. The sum total MW of all Class A rights that a given LSE may nominate cannot exceed a value equaling the zonal load factor times the LSE’s previous year’s peak load.  The goal is a value that is fairly representative of an LSE’s base-load obligation.   
5.1.8. The MW nomination on any individual Class A right path cannot exceed the contract MW amount or the ownership share of the resource.  This means that the MW of Class A rights sourced from any generation location cannot exceed the contract MW amount from this generation resource or the MW of capacity owned at the source.  In addition, the sum of all Class A nominations from all eligible LSEs using that source cannot exceed the total capacity of the generator.  The cap on the available generator MW value would be the claimed capability rating of the resource used in the capacity market.
5.2. Eligibility Requirements

Only LSEs that meet specific criteria are eligible to receive an allocation of Class A LTTRs.  The goal is a direct allocation mechanism by which suppliers with long-term load serving obligations can acquire long-term financial transmission rights that hedge some or all of the congestion cost exposure associated with their long-term supply arrangements.  An LSE must meet the following qualifications to be eligible to receive an allocation of Class A LTTRs.

5.2.1. The LSE must have a load serving obligation of at least ten years duration.  This obligation can be established by statutory requirement, franchise right, or contract (other?).  The exact means by which the ISO will verify that the LSE meets this criterion needs to be developed.  Possible approaches might include, for example, submission of a duly executed contract or an affidavit from a company officer.  The terms and conditions of a qualifying contract will likely have to be standardized.  An eligible LSE would then enter its information into the market system, which would link the contract to the load asset and track changes to eligibility through time.
5.2.2. The LSE must have a contractual claim to or ownership share in a generating unit with at least ten years duration.  As with the load serving obligation, the exact means by which the ISO will verify that the LSE meets this criterion needs to be developed.  Possible approaches might include, for example, submission of a duly executed contract or an affidavit from a company officer.  The terms and conditions of a qualifying contract will likely have to be standardized.  An eligible LSE would then enter its information into the market system, which would link the contract to the generator asset and track changes to eligibility through time.

5.2.3. Eligibility would be established and/or (re)confirmed annually.

5.2.4. A Class A right would automatically expire if either of the eligibility criteria were no long met.

5.3. Allocation Process

Allocation of Class A LTTRs would be done annually prior to the Class B LTTR and annual FTR auctions.  Eligibility would be established annually.  An eligible LSE would nominate one or more specific source-sink pairs and MW quantities, obeying restrictions on source, sink and available quantities described in section 5.

The ISO would allocate the nominated set of Class A rights subject to simultaneous feasibility with all previously allocated or cleared Class A or B rights.  The feasibility test would ensure that new requests for Class A rights did not impair the value of any existing long term rights.  These rights are then pre-loaded into all subsequent transmission rights allocations processes and auctions. 

The sequence is (1) nominate and allocate Class A rights; (2) hold auction for and award Class B rights.  Class A rights would be pre-loaded into the auction software and recognized as unavailable paths in the clearing of Class B rights.  
5.3.1. Reassignment

An LSE would surrender a pro-rata share of Class A LTTRs upon the event of loss of load due to load shifting under a retail access program.
Consider the following example.  Assume the following: LSE A has a long term obligation and a total load of 1000 MW; this load is served by a long term contract for 500 MW and other short term arrangements.  By virtue of the long-term contract (and assuming a long-term generator contract or ownership), LSE A is eligible for Class A rights.  If LSE A’s historical load factor is 60%, then it may nominate up to 600 MW (500 x 0.60) of Class A entitlement.  The LSE nominates 300 MW of Class A rights equaling its long-term supply arrangements (it may not nominate more than its long-term contract amount).  If a competitor, LSE B, enters and takes 300 MW of LSE A’s load, leaving it with 700 MW of load to serve, the LSE’s Class A entitlement is reduced to 420 MW.  As the LSE’s entitlement is still more than the 300 MW nominated the LSE retains all 300 of its Class A rights.  However, if the LSE nominated the full 600 MW of Class A rights, and lost 300 MW of load, t hen it would lose 180 MW of Class A rights.    The ISO is not proposing to try to figure out what portion of LSE’s 1000 MW load was served with long-term versus short term contracts.  For the purpose of reassignment, the ISO would assume a slice of load is lost.  In this case LSE A would surrender 90 MW of Class A rights.  Assuming that LSE B met the long-term load-serving obligation criterion, it would be able to nominate up to 90 MW of Class A rights during the annual nomination period.  If the load moved prior to this, LSE B could choose to retain the same source-sink pair as was allocated to LSE A, but would not be required to do so.  This source-sink pair would expire at the time of the annual nomination period.  At that time, the LSE B would have to nominate a source-sink pairs and MW amounts consistent with its contracts.
Note: the option to keep the surrendered right until the nomination period means that the new LSE might not have a matching contract with the source.  This means that there would be a slightly different eligibility screen applied to LSE’s that gain long-term load obligation during the year.  This may prove cumbersome.  
5.3.2. Early Termination

Class A rights cannot be terminated early.  If Class A rights can be terminated early, they become more like Class B rights sold at a discount.  This could create an undesirable cost-free arbitrage opportunity.

5.4. Payment

LSEs would surrender a portion of their ARR revenue in exchange for receiving an allocation of Class A rights.  This would be done by reweighting the ARRs to reflect relative value of the MW nominated on that path.  This process is most easily explained with an example.

Assume that there are three zones.  The LSE is assumed to be located in Zone A.  The ARR allocation process effectively maps all of the generation in the system to the load nodes.  This is summarized in the Table 1 below.

1. Colum A shows the share of generation MW in each zone A through C that map to zone A.

Column C summarizes the FTR auction dollars associated with each ARR path.
  The total path ARR value is ARR price * path ARR quantity.  Also, since the rights for the current year are sold in various auctions over time, the ARR value is the sum of the path revenues over a variety of auctions.  So if 10% of the capacity was sold in a 10 year auction, some portion of the path revenue from that auction will be included; similarly for all the other auctions in which part of the capacity for the current year was auctioned.
This calculation is done each year over the term of the Class A right as the ARR revenues for that year are allocated.  This is not a one time calculation in year 1 when a Class A right is allocated, but rather is done each year as the total ARR revenues for that year become known.  As a consequence, the percentage calculated per this methodology would change with each FTR auction, and reflects the dollars in each ARR settlement.
2. Column E dollar weights the ARR MW on each path, recognizing the relative contribution of each path to the total auction revenues collected and distributed.
3. In column F, the initial ARR MW allocation on patch “C to A” of 20 MW is replaced with the MW amount of the Class A LTTR nominated on that path -- in this case, 30 MW.

4. The ARR MW allocations in on the other paths are reduced proportionately to ensure that the total ARR MW allocation does not exceed the original total of 40 MW.  Recall that the LSE is eligible to receive only so many ARRs.  In the end, the LSE cannot end with more ARRs than its monthly peak load.

5. In column G, the dollar weights from column E are applied to the adjusted ARR allocation from column F.  This step ensures that the adjusted allocation respects the relative value of the paths.    
6. In column H, the MW values from column G are translated into percentages.  This step calculates the percentage of ARR revenues that must be surrendered to compensate for the allocated Class A right.
In the example provided, the LSE would surrender approximately 82% of its ARR revenues as compensation for the allocation of a 30 MW Class A right on path “C to A”. This approach ensures that the charge for the Class A right does not exceed the available ARR revenues.  
Table 1: ARRs Lost Due to a 30 MW LTTR For LSE in Zone A

	
	
	MW Weight
	
	Revenue Weight
	% Rev / % MW
	
	
	

	
	A
	B
	C
	D
	E
	F
	G
	H

	Zone
	ARR MW
	ai/sum(ai)
	ARR $
	ci/sum(ci)
	D/B
	Adj ARR MW
	E x F
	gi/sum(gi)

	A to A
	10
	25%
	 $1.00 
	20%
	       0.80 
	5.0
	       4.00 
	9.09%

	B to A
	10
	25%
	 $1.00 
	20%
	       0.80 
	5.0
	       4.00 
	9.09%

	C to A
	20
	50%
	 $3.00 
	60%
	       1.20 
	30.0
	     36.00 
	81.82%

	
	
	
	
	
	
	
	
	

	TOTAL
	40
	
	 $5.00 
	
	
	40
	44
	1


While this approach recognizes the relative value of the various paths, this approach is not necessarily equivalent to valuing the Class A right on the implicit price of the path.  In the example, the implicit price is 0.15$/MW ($3.00/20MW).  Assuming this price, the value of the selected Class A right would equal 30 x 0.15 = $4.50.  Under the methodology described above, the LSE surrenders $4.09 ($5.00 x 81.82%).  Given this example, is the amount of ARRs surrendered under the approach described above compensatory?  

The recipient of the Class A right does not necessarily forgo the ARR revenue associated with the source-sink pair that defines the LTTR.  Rather the Class A right holder may receive it at a discount.  In fact, given the distribution of outcomes, on an expected value basis, the Class A right holder will pay less than the market value of the path selected.  This means that there may not be enough ARR revenues to pay other LSEs their share.  This means that if the above approach is adopted, there may need to be a rule for scaling down ARR payments to other LSEs.  In the above example, the LSE took a Class A right that reduced auction revenues by $4.50, but gave up only $4.09 in auction revenues.  The other ARR holders provide an implicit subsidy to the Class A right holder of $0.41.    
Consider the following.  Given the characteristics of the Class A rights – eligibility criteria, 10 year minimum term, automatic expiration, non-marketability, etc. – the fair value of a Class A right is less that (perhaps, strictly less than) that of a Class B right.  Thus the market value of a class B right is an upper bound on the value of a Class A right on the same path.  The recommended approach provides, if not the best proxy, a reasonable starting point for additional discussion and development. 

6. Class B LTTRs

The auction of Class B rights follows the nomination and allocation of Class A rights.  Class B rights acquired by auction are fully tradable and are treated the same as today’s FTRs.  The basic principles of the Class B LTTR auction are outlined below.

6.1. Characteristics of a Class B LTTR

Class B rights are marketable instruments sold through an auction to any interested participant.  Class B rights settle in the same fashion as current FTRs.  Class B rights would be sold in multi-year strips of 1 year instruments.  Effectively a series of annual instruments, Class B rights can be resold into shorter term auctions or traded on the secondary market.

6.2. Class B LTTR Auction Summary

6.2.1. Any Participant may enter the LTTR auction

6.2.2. An LTTR auction would be held prior to the annual FTR auction (or may replace the annual auction), perhaps annually or with lesser periodicity as deemed appropriate to reasonably account for load growth or network changes. 

6.2.3. The LTTR auction would 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… 2017.  

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

6.2.5. The results of the LTTR auction would yield MW amounts that would be pre-loaded into subsequent annual and monthly auctions, essentially reducing the capacity available in those auctions.

6.3. Amounts Released For Each Auction

Only a portion of the transmission capability would be auctioned via the LTTR auction. The ISO has floated 25% as a reasonable starting place for discussion.  If the entire 25% were allocated for 10 years in the first auction, in the next year little, if any, transmission capability would be available for the long term auction, having already been sold.  An alternative approach is to make available up to say 50% of the system for long term rights, with no more that 5% available in any given year. 
If Class A LTTRs are allocated before enforcing the proportional limit, some constraints might be fully allocated prior to the auction but auction prices could still be determined, based on counterflow offers, recognizing that counterflow bids might increase the amount available.  
Additional discussion and study will need to be conducted to determine the optimal amount of the system to make available to the Class B rights auction.  

7. Full Funding of FTRs

All transmission rights (long and short-term) will be fully funded.  Transmission rights will be funded with surpluses in the congestion revenue fund and/or supplemental payments into a special full funding “insurance” pot.  The details of the full funding mechanism are still under discussion.  A reasonable construct is as follows.

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

7.2. 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.  

7.3. If the minimum level is not met, the fund will be supplemented with payments into the full funding insurance pot.   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.  The parties required to pay into the pot might include, all ARR holder, all LTTR/FTR holders, transmission owners, other?

7.4. If the maximum level is exceeded all funding parties would be credited a monthly credit in a fashion symmetrical to the surcharge method.

7.5. The monthly surcharge or credit mechanism would only be triggered if the monthly billing amount exceeded a threshold level (tbd).

8. Open Issues

8.1. Amount of ARRs to surrender in exchange for Class A rights

8.2. Limits on total allocation of Class A Rights

8.3. Limits on amount of system available for LTTRs

8.4. Allocation of LTTRs to those who fund transmission expansion

8.5. Full funding mechanism

8.6. Integration of LTTR construct with Regional System Planning process
Integration with the Regional System Planning process will assume that all pool-funded transmission upgrades will only be undertaken if they are either needed for reliability or are justified under the economic upgrade rules. Participant initiated transmission upgrades will be treated separately.
Only existing Class A awards will be assured on-going feasibility (except under force majeur).  When an existing Class A award is determined to be infeasible prior to direct allocation of new Class A requests, the ISO will follow a process to assure that no operational actions can be taken to make it feasible, and  no counter-flow is available.  If the infeasibility remains, then it will be studied as part of the Regional System Planning process.  If this study determines that there is a reliability or economic upgrade need, then it will be incorporated in the RSP. If the study determines that there is no reliability or economic upgrade need, then the Class A award will continue to be honored but the ISO will begin an investigation into whether the model used for allocation or the Class A design is flawed. 
8.7. Financial Assurance

The level of risk of these instruments will not be known until the design is complete.  Although the term of the instruments may be 10 years, the design may mean that financial exposure to the pool may be much shorter-term.  Thus financial assurance can only be addressed when the design is close to complete.
� Should the design include Class A rights with three or five year terms, the eligibility requirements imposed on LSEs would be modified to match.  Thus, for example, to be eligible for a three year right, the LSE would have to have a load-serving obligation and matching supply arrangement of at least three years. 


� The contract would likely look like entitlement contracts that existed under the interim market.


� The process of establishing and confirming eligibility is still under development.  Should the LSE submit the contracts and affidavits that the ISO will keep on file as confirmation of eligibility?  If the ISO is not tracking contracts, how will changes in eligibility be verified?  


� Recall that the ARRs settle on the FTR auction price results.
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