Credit Impact: ERCOT Credit Staff and the Credit Work Group (Credit WG) have reviewed NPRR206 and do not believe the credit impact can be fully assessed until such time the process for determining “e” variables and percentile for Settlement Point Prices (over last thirty days) has been established.
Executive Summary:  The intent of NPRR 206 is to recognize that bids and offers when likely to clear will result in offsetting exposure, to enable market participants with offsetting bid and offer exposure to participate in the Day Ahead Market without collateralizing exposure in excess of probable default risk.  The "e" variables should be set such that the reductions in collateralization do not apply to all market participants and the process of determining which Counter-Parties are eligible for a reduction in exposure will be administered by ERCOT staff based on procedures to be determined jointly by ERCOT staff and market participants. 
Changes in Default Risk from current Nodal Protocols due to NPRR 206:

1) Decrease in Default Risk (due to Increase in Collateral Requirements): Exposure related to the coincidental event of an entity offering a negative price and the DAM clearing price being greater then the entity’s offer price but less then zero will be recognized as exposure.  With NPRR 206, Counter-Parties may likely have to collateralize the full offer exposure if it has been demonstrated that the likelihood of a negative clearing price is probable based on the “ath” percentile.

2) Increase in Default Risk (due to Decrease in Collateral Requirements):
a. Regardless of “e” variable settings, NPRR 206 will not require counterparties submitting DAM Energy Only Offers or Three Part Supply Offers to post for exposure related to the 95th percentile of the difference between real time and day ahead prices when the offer is not likely to clear.  DAM Energy Only Offers are considered not likely to clear when the offer price is greater than the “ath” percentile of observed Settlement Point Prices within the previous 30 days.  Three Part Supply Offers are considered not likely to clear when the offer price is greater than the “yth” percentile of observed Settlement Point Prices within the previous 30 days.  This may result in an increase in default risk if the offer price is less then the DAM clearing price, the transaction was a virtual trade or the generation unit does not perform, related collateralization demands in Section 16 of the Protocols were insufficient, and the Counter-Party defaults on a real time obligation that resulted from the outcome of real time price being greater then the DAM clearing price.
b. NPRR 206 will not require counterparties submitting DAM Three Part Supply Offers (TPOs) to post for exposure related to the 95th percentile of the difference between real time and day ahead prices.  Furthermore, NPRR 206 will instead provide credit in DAM validation exposure calculations by the “zth” percentile when the TPO Energy Offer Curve price is less then the “yth” percentile. This may result in an increase in default risk if the offer price is less then the DAM clearing price, the Counter-Party’s generation unit does not or is unable to perform in the Real Time market, related collateralization demands in Section 16 of the Protocols were insufficient, and the real time replacement cost for the energy sold in DAM was in excess of the DAM clearing price.  Since a credit is provided to TPOs as described above, this also reduces the collateral requirements for DAM Energy Bids and potentially DAM Energy Only Offers and thus further increases default risk.
c. If the “e” variables are inappropriately set, NPRR 206 will likely increase default exposure. The "e" variables should be set based on procedures and controls that recognize the extent to which a Counter-Party's submitted DAM Bids and DAM Energy Offers are likely to clear and thus net against each other.
i. DAM Energy Bid Risk: An “e1” setting equal to a value less then one will not require an entity to potentially post for the full exposure related to the bid price.  If the determination of the “e1” factor is flawed or inaccurately determined, then default exposure is increased for any of the following: (1) "e1" was set less than one even in the absence of DAM Energy Offers that net against the DAM Energy Bid; (2)   if the difference between both the “dth” and “ath” percentiles and the “dth” and “yth” percentile do not provide for collateral in excess of the default exposure.
ii. DAM Energy Only Offer Risk:  
1. An “e2” setting equal to a value greater than zero and an “e3” setting equal to zero, will reduce DAM validation exposure calculations by the “bth” percentile of observed Settlement Point Prices when the offer price is less then the “ath” percentile of observed historical Settlement Point Prices.  Reductions in the DAM validation exposure calculations due to inappropriate setting of the “e2” and"e3" variables may increase default risk if the Real Time market clears in excess of the Day Ahead Market and related collateralization demands in Section 16 of the Protocols are insufficient. Since a credit is provided to DAM Energy Only Offers as described above, this also reduces the collateral requirements for DAM Energy Bids and thus further increases default risk.
2. An “e2” setting equal to zero and an “e3” setting greater than zero but less than one, will reduce DAM validation exposure calculations from the 95th percentile of the difference between real time and day ahead prices by a factor of (1-e3).  Reductions in the DAM validation exposure calculations due to inappropriate setting of the “e2” and"e3" variables may increase default risk if the Real Time market clears in excess of the Day Ahead Market and related collateralization demands in Section 16 of the Protocols are insufficient.

3) Uncertain impact on Default Risk: Exposure for DAM Energy Bids and DAM Energy Offers at the same settlement point will no longer equal the maximum of bid exposure or offer exposure.  Rather the exposure will equal the total of exposure as determined by the bid exposure calculation and the offer exposure calculation. Depending on the "e" variable and Settlement Point Price percentile settings, this change in NPRR 206 may increase or decrease default exposure. 
4) No change to Default Risk: NPRR 206 clarifies current implementation where negative DAM Energy Bids do not decrease DAM validation exposure and reduce collateral requirements.

