From:
Wholesale Market Subcommittee [WMS@LISTS.ERCOT.COM] on behalf of Greer, Clayton [Clayton.Greer@MORGANSTANLEY.COM]

Sent:
Saturday, April 16, 2011 4:15 PM

To:
WMS and Others

Subject:
What is the problem here? Vol. 5 Recap

Bet you were thinking I was saving the best for last, as in PJM?  Well I was, but I couldn't figure out their rules, so here we are.
 

Anyway, I thought it would be good to recap some of the things we learned in the meeting yesterday as it was a rigorous (rigorous/rigamortis?, I'll let you decide) discussion.  
 

First, we learned that the great terror that is the Power Edge Default in PJM resulted in about $51mm in default losses for the PJM market.  While this is a large number, we also learned that had PJM margined Power Edges's FTR portfolio at a level of 60 cents/FTR, the default would have been fully collateralized and there would have been no loss to the market at all.  When you compare that with our $1/CRR Obligation adder, it looks like we are not only covered but cushioned (like a couch even).
 

Second, we learned that the monster under the bed actually came out on February 2nd and 3rd.  The prices seen in the Valley during the winter storm gave us a worst ("wurst" for our hungry friends at Deutsche Bank) case view of what could happen in our market in an extreme event.  So we don't need to study what could happen.  It already did happen.  Fortunately there were no defaults on the CRR Account Holder side of the spectrum (Last Rights were given to only one retailer).  While this is not a seal of approval of our credit terms, it should give a great deal of comfort that we are in an adequately collateralized, if not over-collateralized (and collateral damaged), place.
 

Third, we learned that the vast majority of parties that will take the credit risk should a default occur are fine with the credit terms that exist in the current protocols.  Default risk is allocated in our market on a market activity basis.  The calculation applies the default costs to load consumed, generation provided and CRRs held.  So pretty much a whole lot of everybody.  You'd think that those parties who will be paying this cost would be a good judge of the appropriate level of risk (I would).  And they say, "Yes ERCOT we are fine with this risk".
 

Fourth, we learned that without CRR Obligations from Resource nodes, the only entities that will be able to fully hedge their portfolios from the resource side would be the Cooperatives and Municipals that are granted Preassigned Congestion Revenue Rights.  With the available capacity in the balance of year auction being reduced to 55% of the lines, it is highly likely that many of the paths the market needs to hedge their generation basis risk will already be fully prescribed and unavailable to the rest of the market ("NO SOUP FOR YOU!").  I don't believe it was the intent of the market designers that the only entities in the market allowed to hedge long term be the coops and munis (did I miss a memo?).  Not surprisingly, these entities represented the bulk of the opposition to moving forward with CRR Obligations in the BOY auction.  I guess it's easy to deny dinner to others when you have a reserved seat at the table.  (Don't make me break out my D words again).
 

Fifth, we learned that ERCOT performed a study and that they are seeing undercollateralization levels of only 2% on the CRR Obligation paths.  This means that in a worst (wurst) case scenario ERCOT would be collateralized 98% of the time.  With the diversity of a CRR holder's portfolio, it's more likely that ERCOT is collateralized 99% of the time.  I would note that the goal of the other markets is to be collateralized 95% of the time for annual products.  So it appears we are not just over-collateralized, we are over-over-collateralized.  My apologies for not being too hip on the "compromise" offered yesterday, but when I already have to pay $20 for a Big Mac I somehow don't feel obligated to "compromise" and agree to pay $25.
 

Finally, we learned that a silly hat will make Cheryl smile, but it won't make her happy.  Audible sigh.
 

THAT'S a lot of learning.  My head hurts.
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