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NOTE:  Market Participant and ISO Comments are in BOLD.  Redlines of the Strawdog are underlined, but not BOLD.

QSE Financial Security Strawdog

Background

Under the proposed ERCOT ISO Market structure, Qualified Scheduling Entities (QSEs) are financially responsible for various capacity and energy purchases made on their behalf by the ISO, including any operating and administrative costs associated with ERCOT’s system reliability and administrative functions.  According to the settlement timeline estblished by the Settlement Working Group and described in the Andersen Consulting Statement of Work, the credit exposure in the ERCOT ISO market design is 40 days.  During this time frame, market transactions are completed, but not settled financially.   According to the timeline, an Initial Settlement Statement is prepared three days after the market trade date.  ERCOT issues weekly invoices 10 days after the first trade day in the invoice cycle.  Invoices are due in 30 days.

The ISO is a revenue neutral entity.  It collects payments from the net payers in the market, and disburses payments to the net receivers.  Currently, there is an assumption in the design of the system that the ISO manages a clearing account and disburses funds if and when the ISO is paid. 
Given the credit exposure and associated risk, the ERCOT ISO should ensure that QSEs are able to meet their financial obligations.  In addition to the ISO’s responsibility to the market, this risk will impact the ability of the ISO itself to obtain low cost financing.  Credit agencies will set debt ratings for the ISO based on its ability to collect the $.15 administrative fee from QSEs.  Due to this, ERCOT should establish reasonable credit review procedures.  

The following pages describe the alternatives available, the industry standards, and a recommendation point of discussion.  This paper assumes that the ERCOT ISO will not take title to the energy or ancillary services provided under the retail market.  If the ISO took title, the industry comparisons and recommendations would not be appropriate because the ISOs surveyed have similar “clearinghouse” type structures.

Alternatives

Assumed alternatives are the following:


Alternative:
Pro’s
Con’s

1
No QSE Security Requirement
· Ease of implementation.

· Allows greater participation without cost of security to QSE
· Cost and risk of default are high.

2
Minimum Short Term or Long Term Entity Debt Rating
· Easy to implement.

· Mitigates risk of default.
· May exclude parties from participation.

3
Provide a form of security:

Letter of Credit, Bond, or cash deposit.
· Mitigates risk of default.

· Allows participation for lower rated entities.
· Complex to implement.

· Costly to everyone.

4
ST or LT Entity Debt Rating or security if QSE does not meet minimum rating.  (Note: There are a number of types of security that would be acceptable.)  
· Mitigates risk of default.

· Allows participation for lower rated entities.


· Complex to implement.

· Concerning to those with lower credit rating (or no rating).

A resource paper on short-term and long-term credit ratings is included in Appendix 1.  

While Alternative 1 would be the easiest protocol to implement, the cost and risk of default are very high.  The ERCOT ISO could acquire insurance to protect participants from such risk, but the cost of insurance would be high and the premiums would increase administrative fees to all load serving entities.  

The protocol could require a minimum Short Term or Long Term Entity (Stand Alone) Debt Rating requirement under Alternative 2.  The rating would be company specific without the benefit of credit enhancement.  This alternative would be easy to administer, but could exclude certain participants that do not have a ST or LT Entity Debt Rating, but could provide alternative financial security.  

Under Alternative 3, QSEs would be required to post sufficient financial security to cover their Total Estimated Liability (TEL).  The TEL is based on the aggregate estimate of transactions completed, but not settled.  The security requirement could be in the form of a letter of credit, bond or cash deposit.  This alternative becomes more complex to administer and could also prevent participation if the TEL is large or improperly calculated.  

Under Alternative 4, if a QSE had a Short Term or Long Term Entity Debt Rating that was equal to or better than the minimum rating required, the QSE would not be required to post security.  If a QSE did not have a Short Term or Long Term Debt Rating, or their rating was below the minimum, they would have the following options:

A)  Another entity that had a sufficient debt rating could guarantee the QSEs liability to the ISO.  For example, a Parent/Sibling Company or a REP could sign a guarantee on behalf of the QSE.

B)  The QSE could post a Letter of Credit or a Bond with the ISO based on their TEL.

C)  The QSE could deposit cash in an interest-bearing account that allowed the ISO access to the funds in case of nonpayment on the due date.  The deposit amount would be based on their TEL.

Comment from American National Power (Robert Helton):

I agree, however, there should still be a limit put on the QSEs that have a ST/LT.  This would be appropriate due to the ratings having nothing to do with the overall size of the rated company.
Industry Comparison

Below is a summary comparison of ISO/RTO credit rating requirements (Refer to Appendix 1). Other ISO/RTO entities require such ratings, or require other forms of security of participants that do not meet the ratings.  None of the ISOs polled take title to the energy or Ancillary Services.

Company
Minimum Long-Term Rating
Minimum Short-Term Rating

California ISO
A-/A3
A2/P2


Midwest ISO
BBB/Baa3
A3/P3

New England ISO
BBB/Baa3
A3/P3

New York ISO
BBB/Baa2
A2/P2

PJM
Based on PJM internal scoring system (currently S&P and Moody ratings are not scored)

IMO- Ontario
BBB2
A2/P2

Drivers of Large Security Requirements

The primary drivers of large security requirements include the following:

· Payment Timeline
· Balancing Energy Obligations
· Market Clearing Prices
Reducing the timeline reduces the TEL, and therefore, the security requirement.  However, this could result in cash flow problems for the net buyers that have not collected from the end-users by the ISO payment deadline.  QSE’s managing balancing energy obligations on their own through their scheduling practices minimizes their imbalances and reduces their TEL.  The ERCOT market is not requiring QSE’s to minimize their balancing obligations.  Finally, Market Clearing Prices are seasonal and unpredictable, which makes it difficult to forecast QSE liability.  The ERCOT ISO does not recommend any changes to the payment timeline nor imposing any balancing energy requirements.

If ERCOT market participants agree to any form of security requirements, the ISO recommends a simple formula to be applied for purposes of establishing the initial TEL as follows:

Initial TEL =  DES x BEF x AEP x 40

where:


TEL = Total Estimated Liability


DES = Estimated Daily Actual Load Schedule (average MWh) provided by the QSE upon registration and monitored by the ISO plus Estimated Daily Actual Generation Schedule (average MWh) provided by the QSE upon registration and monitored by the ISO; this would not include QSE to QSE trades


BEF = Balancing Energy Factor – assumed to be 10% for QSEs that only schedule Load or Generation; 5% for QSEs that schedule both Load and Generation.  This would account for the QSEs potential imbalance energy and ancillary service obligations.


AEP = Average Energy Price
in the ERCOT region – to be based on historic average price for load following energy under the wholesale ISO.

For QSEs that are required to post security or a cash deposit, the Initial TEL formula would be used to determine the QSEs estimated TEL prior to startup of the market.

Once the market starts, the ISO will issue initial statements 3 days after the trade day and invoices every 7 days.  The invoice will be due in 30 days.  After the market starts, the ISO would calculate each QSEs Estimated Aggregate Liability (EAL).

EAL = (ADT x 40 x SAF) + Outstanding Unpaid Transactions

where:

ADT = Average daily transaction – calculated from most recent settlement data consisting of 7 initial, 7 final, and 7 trueup settlement statements.

SAF = Seasonal Adjustment Factor – Compares size of overall market settlement from statement to statement; used to more precisely forecast the liability in the period for which settlements data is not yet available.  This factor would be initially set to 1.
The initial TEL and security would remain in effect for a period of 90 days.  Then the EAL would be the greater of the result of using the formula based on current activity or the highest EAL in effect during the previous 90-day period (adjusted for the SAF).  This would effectively stabilize the EAL for QSE’s whose liability fluctuates frequently.  It would also increase the EAL for a QSE whose liability is increasing.
The ISO would notify the QSE when they have reached 50% of their EAL limit, issue an initial warning when they reach 75% of their limit, and a second warning when they reach 90%.  A QSE’s ability to schedule would be suspended when they reach 100% of their EAL.  A QSE would be responsible for posting additional security or managing its EAL in order to avoid reaching its limit.
The action taken against a QSE as a result of the first, second, and repeated late payments, or non-payment to the ISO should be included in the protocols.  The ISO recommends that the ability to schedule should be suspended for any QSE whose account is in past due status.

Comment from American National Power (Robert Helton):

There is no mention here of notifying the QSE’s that are approaching their limit.  I suggest a notification at 75% and cut-off of scheduling at 100%.

ISO COMMENT:  The ISO would notify the QSE when they have reached 50% of their EAL limit, issue an initial warning when they reach 75% of their limit, and a second warning when they reach 90%.  A QSE’s ability to schedule would be suspended when they reach 100% of their EAL.  A QSE would be responsible for posting additional security or managing its EAL in order to avoid reaching its limit.
One of the components of the EAL is Outstanding Unpaid Transactions.  Invoices will be due 30 days after the date issued.  Therefore, each QSE will have more than one open invoice at any point in time.  Any QSE would always have the opportunity to pay all or a portion of an invoice prior to the due date in order to avoid reaching their credit limit, if they believed that was the best option.  Depending on their internal rate of return and the cost of temporarily increasing their security, paying an invoice prior to the due date may be the most cost effective way of managing the risk of reaching their credit limit.
Recommendation

The ERCOT ISO recommends option 4, which calls for a minimum requirement of Short-Term or Long-Term Entity Debt Rating, a guarantee from another entity with an approved credit rating, or posted security or cash deposit for entities not meeting the minimum debt rating requirement.  The ERCOT Chief Financial Officer, upon an appointment to that position, will make a recommendation to the ERCOT Board of Directors regarding the minimum Short-Term and Long-Term Entity Debt Rating.



The Initial Total Estimated Liability formula above will be used to determine the amount of security required prior to market open of those not meeting the minimum ST or LT debt ratings.  The Estimated Aggregate Liability formula above will be used to determine the amount of security required after market open of those not meeting the minimum ST or LT debt ratings.

 
The initial EAL and security would remain in effect for a period of 90 days.  Then the EAL would be the greater of the result of using the formula based on current activity or the highest EAL calculated during the previous 90-day period (adjusted for the SAF).  This would effectively stabilize the EAL for QSE’s whose liability fluctuates frequently.  It would also increase the EAL for a QSE whose liability is increasing. The EAL will be evaluated every 7-days (issuing of invoices).
The ISO would notify the QSE when they have reached 50% of their EAL limit, issue an initial warning when they reach 75% of their limit, and a second warning when they reach 90%.  A QSE’s ability to schedule would be suspended when they reach 100% of their EAL.  A QSE would be responsible for posting additional security or managing its EAL in order to avoid reaching its limit.

The ISO will calculate and monitor the EAL for all QSEs. The ISO will recommend procedures to the ERCOT Board for their approval to protect the ISO from credit risk associated with EALs of a magnitude inconsistent with the size of the entity using a bond rating in place of a security requirement.

The ISO in conjunction with TAC will develop procedures to provide a back-up QSE to customers when their QSE defaults or is ineligible to schedule due to credit or other limitations.
The ERCOT ISO will not take title to market services.  


The action taken against a QSE as a result of the first, second, and repeated late payments, or non-payment to the ISO should be included in the protocols.  The ISO recommends that the ability to schedule should be suspended for any QSE whose account is in past due status.

COMMENTS from Tenaska Power Services Company (Marianne Carroll)

The following are Tenaska Power Services comments on the QSE Financial Security Strawdog:

1)  Relying on a short term or long term credit rating as the only evidence of creditworthiness is discriminatory against companies that do not have any debt and therefore have no other need for a credit rating.  The ISO should allow for companies without credit ratings to submit confidential audited financial statements to the ISO for their independent review.  The ISO could then, through negotiation with the company, establish a credit limit based on its own assessment of the company’s audited financial statements.  The absence of a credit rating does not automatically mean that a company is not creditworthy.  Requiring a letter of credit or cash deposit forces the company to absorb an added cost that a company with a credit rating would not have to absorb.  This would put the company without a credit rating at a competitive disadvantage and may harm or eliminate its ability to compete in the marketplace.

We are not suggesting that non-creditworthy companies be allowed to reach QSE status.  However we are suggesting that the ISO have an alternative process in place to evaluate the creditworthiness of non-rated companies.

2)  The Strawdog describes how short payments and/or defaults will be pro-rated to the net selling QSE’s.  It does not address the penalties (if any), other than interest charges that will be applied to the short paying or defaulting QSE’s.  What if a QSE continually short pays the ISO?  How will billing disputes be handled?
3)  The Strawdog is not clear on how the initial security is reduced for companies that establish a history of being balanced or net sellers.  The Strawdog defines the EAL; however it does not address what the timing is for reducing or eliminating the security needed to cover the TEL when and if the EAL goes to zero.  Also, what is the timing or procedure for a company whose EAL continually bounces around?  How often will it be able to reduce its security?  How much time will it have to post security if its EAL increases from zero to $200,000 over the course of just a few days?
ISO Comment:

Regarding 1)  Implementing a review process such as suggested would put an additional administrative burden on the ISO financial and legal staff that the ISO is not currently staffing to perform.
Regarding 2)  Billing disputes will be handled through the dispute process outlined in Section 9 of the protocols.
There currently aren’t any penalties proposed for QSE’s that short pay the ISO other than the late fee.  In addition, the specific action that the ISO is allowed to take against a QSE that short pays the ISO has not been finalized in the protocols.  However, the action taken against a QSE as a result of the first, second, and repeated late payments, or non-payment to the ISO should be included in the protocols.  The ISO recommends that the ability to schedule should be suspended for any QSE whose account is in past due status.
Regarding 3)  The ISO recommends that the initial security remain in effect for a period of 90 days.  Then the EAL could be the greater of the result of using the formula based on current activity or the highest EAL in effect during the previous 90-day period (adjusted for the SAF).  This would effectively stabilize the EAL for QSE’s whose liability fluctuates frequently.  It would also increase the EAL for a QSE whose liability is increasing.
There could also be a procedure for QSE’s to request a special review of their EAL in the case that there was a significant decrease or change in the REPs and PGCs that they represent, which could result in a significant decrease in their activity and future EAL.  The special review would be an automated system process that would be a minimal administrative burden on ISO staff.
See the ISO comments on pages 4 & 5 regarding notifying QSEs concerning the status of reaching their credit limit.             









� For California ISO’s Administrative Fee, a rating of A1/P1 is required or security needs to be posted. 


2 The IMO has a sliding scale concept that increases the credit limit for ratings above BBB.
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