[image: image2.png]KOCH.

AG & ENERGY SOLUTIONS





February 1, 2016
ERCOT Board of Directors,

RE: Memo Regarding Appeal of TAC decision to reject NPRR 649

Introduction
Koch Ag & Energy Solutions, LLC (“Koch”) appreciates the opportunity to come before the ERCOT Board of Directors (“ERCOT Board”) and present the case for why the ERCOT Board should grant Koch’s appeal of the Technical Advisory Committee’s (TAC) decision to reject NPRR 649 and why the ERCOT Board should subsequently approve NPRR 649.  
The limited number of appeals to the ERCOT Board is a testament to the success of the ERCOT Stakeholder process.  However, past appeals show that on occasion the Stakeholder process has failed to achieve the best outcome or market design due to the natural division of stakeholders between those who provide and those who benefit from services.   In these instances, the ERCOT Board must correct these outcomes for the good of the market.  The purposes of this memo are to provide Board members with context regarding NPRR 649, explain how the initiative is consistent with other concepts listed in the Protocols, provide insight on why some opposed this NPRR, and illustrate why this NPRR must be approved.

Specific Events Leading to NPRR 649 and Odessa’s Appeal to the PUCT
Koch owns the Odessa-Ector generating facility (“Odessa”) near Odessa, Texas.  On various days in November 2012, ERCOT Operators issued the Odessa facility High Dispatch Limit (HDL) overrides to preserve grid reliability.  Odessa was online and submitted Energy Offer Curves (EOC) for its output, representing the Resource’s willingness to generate at given price levels.  Based on its operational judgment, ERCOT issued HDL overrides to Odessa that limited the amount of generation produced.  According to its offer curve, Odessa should have been dispatched at higher levels.  However, the plant could not dispatch to the desired output level due to the HDL override.  These HDL overrides caused financial harm to Odessa, for which it did not receive compensation. 

Odessa filed a dispute over the missing compensation, but ERCOT rejected it.  This decision led to Alternative Dispute Resolution, which ERCOT also rejected.  Odessa, along with its QSE at the time, Merrill Lynch Commodities, Inc., filed an appeal of ERCOT’s decision with the Public Utilities Commission of Texas
.  After presenting the case to the PUCT Commissioners, ERCOT and Odessa agreed to settle the appeal, granting a resettlement payment for Odessa’s financial losses due to following ERCOT’s HDL overrides.  In addition, the settlement stipulated that ERCOT would file an NPRR to eliminate any ambiguity in the Protocols regarding compensation for future HDL overrides of any ERCOT generating facility.  

This NPRR is the result of that settlement.  Appealing TAC’s decision to reject is not for the purpose of seeking financial relief, but instead to ensure an efficient free market design that does not penalize or discriminate against any ERCOT stakeholders, especially when following ERCOT operator instructions.
Procedural History Leading to Appeal
Since Mandy Bauld and Chad Seely of ERCOT filed the NPRR on September 12, 2014, Koch, along with numerous Stakeholder subgroups, have worked to reach consensus and minimize cost of implementation.  At its October 7, 2015 meeting, the Wholesale Market Subcommittee (WMS) unanimously voted to endorse NPRR 649 with all segments present.  At its November 12, 2015 meeting, the Protocol Review Subcommittee (PRS) voted to endorse and recommend a 2016 priority for NPRR 649 with only one opposing vote from the Consumer segment and one abstention from the IREP segment.  At the November 19, 2015 TAC meeting, NPRR 649 having received 56% of the votes in favor of the NPRR, failed to achieve the 67% support necessary for approval.  Despite considerable support throughout the process, this NPRR failed at TAC.  
History of HDL Overrides
HDL overrides restrict the amount of energy a generation facility can inject onto the grid by setting lower out-of-merit limits than the plant would normally provide given the price at its location.  Although ERCOT Operators use HDL overrides for a variety of reasons, the main objective of each override is to achieve reliability by manually controlling the amount of generation from a facility.  While rarely used today (see Graph 1 below), they were commonly used in the Zonal Market and were known as the Out of Merit Energy Instructions (OOME).  The Nodal Protocols were drafted under the assumption that there was no need for OOME instructions.  However in practice, the ERCOT operators still need this type of tool to ensure grid reliability, even if used less frequently as the nodal market matures.
Graph 1: HDL Overrides since January 2014
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What does NPRR 649 do?

NPRR 649 ensures Resources that respond to reliability instructions are then compensated for any lost generation that would have been produced had the Resource’s output not been restricted.  To prevent overcompensation, the affected Resource’s EOC is used to determine the output level that the Resource would have produced had it not received the HDL override. The cost to provide the relief would be based on a Load Ratio Share (LRS), which is consistent with similar charges within the Protocols.

Comparison of Make-Whole Provisions in ERCOT Protocols
While those who are opposed have expressed concern about the concept of make-whole, it is entirely consistent with existing Protocols.  Furthermore, NPRR 649 is a mirror of the existing Protocol Section 6.6.9 (4), which pays a Resource when instructed to generate ABOVE its economic level while NPRR 649 pays a Resource when instructed to generate BELOW its economic level.  Listed in Exhibit A are examples within the Protocols where make-whole compensation for Resources is addressed when Resources are instructed to operate at levels other than their economic level.  Each example is consistent with NPRR 649, and all use the same LRS methodology to recoup the costs of the compensation.
Why NPRR 649 Should be Approved
Koch agrees that the most transparent solution is for ERCOT’s automated dispatch to be used at all times.  In doing so, all costs to manage congestion would be transparent and reflected through the LMP.  However, as long as it is necessary to take out-of-merit action for reliability purposes, the changes in NPRR 649 must be included in the Protocols.  Without this NPRR, a resource that responds to ERCOT reliability instructions could face losses upwards of $9,000 for each MWh
 not produced due to the HDL override.  In short, Resources must be protected for following reliability instructions.   

Objections to NPRR649

Argument 1:  A Resource could mitigate or eliminate any exposure if they do not offer into the DAM.  
Rebuttal:  Often times, no advanced warnings are given when an HDL override is issued or when the override will stop.  The argument assumes the only activity that could be impacted is DAM energy awards.  While in the referenced events, Odessa did incur financial harm because it had DAM energy awards, assuming the lack of such awards would have eliminated any financial impact means a Resource is only exposed through DAM Energy Awards. 
Any time a Resource has its output restricted there is a real and actual opportunity cost.  Opportunity costs have significant financial impacts, regardless if they occur for one hour or for one month.  In addition, DAM Energy awards are not the only way a Resource incurs a future obligation.  Bilateral energy trades, in addition to obligations to perform under call options or tolling agreements, create responsibilities for Resources.  Failure to generate at desired output levels expose Resources to economic consequences.  Resources also use the CRR Market as a tool to hedge or mitigate congestion exposure.  Unavoidable financial losses may result because of failure to produce at desired output levels and distorted pricing due to HDL overrides.  The length of the bilateral contracts varies greatly—one day to beyond ten years.  Therefore, the ability to “turn off” this exposure is not as simple as not offering into the DAM. 

Good market design should encourage participation in both centralized markets, such as the DAM and CRR, as well as forward bilateral markets.  Markets provide price transparency and opportunities for both buyers and sellers to hedge.

Argument 2:  A Resource should be paid for the first day of harm, but not subsequent days. I.e. A Resource should mitigate or buy back any obligations for future days after an override.
Rebuttal:  First, this argument assumes that ERCOT’s operational plans are public and that the Resource can determine how long the overrides will continue.  This is not the case.  ERCOT’s operational plans and outage notes are appropriately confidential.  While a sophisticated analyst could make an educated guess, in other situations the base information is only known to ERCOT and possibly the Transmission Operator.  The argument ignores reality and assumes that a Resource can project the future with accuracy.

Second, as in Argument 1, contracts involving CRRs, bilateral trades, call options, and tolling agreements often obligate Resources to perform for days or even years; in many cases these cannot be “bought back”. Failure to generate at desired levels can leave Resources exposed to financial losses.
Argument 3: A Resource should only be paid “actual harm”, not “opportunity cost.”
Rebuttal:  Even if an affected Resource is not hedged, either by selling in advance or buying a CRR, the harm would cause opportunity cost.  For good reasons, opportunity costs have been consistently viewed as actual costs
, even in the ERCOT Protocols
.  Opportunity costs are also known as “resources lost”, and if ignored in a make-whole, the override would merely be a taking.  There is no operational or market reason why a Resource owner should be confined to a particular strategy and forced to sell output in advance.  Instead, the Resource owner should be allowed to participate in any available market to sell their power without fear of any financial loss due to potential HDL overrides. 
Conclusion
As long as ERCOT continues to need out-of-merit reliability tools, NPRR 649 must be implemented to prevent financial losses when complying with ERCOT’s instructions.  If NPRR 649 is not implemented, ERCOT must stop using HDL overrides.  Failure of the ERCOT Board to approve NPRR 649 represents a risk to a single-market segment that cannot be hedged, managed, or mitigated.  This risk has serious and negative consequences for the entire market as resources will shy from forward transactions that drive financing and investment in new resources.  Koch supports ERCOT’s claim that it needs HDL overrides for reliability reasons, and therefore requests the ERCOT Board to approve NPRR 649.
Exhibit A: Make-Whole Provisions listed in the ERCOT Protocols

6.6.3.7
Real-Time Make-Whole Payment for Exceptional Fuel Cost 

· Payment: Resources that have their real-time offer curves mitigated down and are forced to run below their costs can supply their purchased fuel costs and be made whole.  

· Charge: Load Ratio Share

6.6.6
Reliability Must-Run Settlement

· Payment: Resources that want to stop operating but are needed for reliability purposes are compensated for the reliability services.

· Charge: Load Ratio Share

6.6.7
Voltage Support Settlement 

· Payment:  When ERCOT instructs a Resource to provide additional reactive power and the Resource must reduce real power output, the Resource is compensated for lost opportunity cost.

· Charge:  Load Ratio Share

6.6.9 (1)
Emergency Operations Settlement – Emergency Conditions or Watches

· Payment:  In emergency situations, ERCOT may instruct a Resource to generate above its SCED Base Point and above where the Resource would operate had the EOC been used.  The Resource is compensated for the energy above the SCED Base Point.

· Charge:  Load Ratio Share

6.6.9 (2)
Emergency Operations Settlement - Testing

· Payment: In an unannounced test, ERCOT may instruct a Resource to generate above its SCED Base Point and above at which the Resource would operate had the EOC been used.  The Resource is compensated for the energy above the SCED Base Point.

· Charge:  Load Ratio Share

6.6.9 (3)
Emergency Operations Settlement - QSGR

· Payment:  ERCOT may instruct a QSGR to generate below its minimum level and, if the energy price is lower than the Resource’s offer price, the Resource is compensated for the energy from the offline Base Point level up to the current aggregated output level.

· Charge: Load Ratio Share

6.6.9 (4)
Emergency Operations Settlement – Base Points that are inconsistent with Real-Time Settlement Point Prices (RTSPP)

· Payment:  If the RTSPP is lower than the EOC and if the Resource is held at that Base Point, the Resource is compensated for the amount of energy from zero Base Point up to the held Base Point.  

· Charge:  Load Ratio Share

6.6.9 (5)
Emergency Operations Settlement – SCED failure

· Payment: If ERCOT declares a SCED interval failed, Resources are entitled to additional compensation for the amount as defined in 6.6.9.1.  

· Charge: Load Ratio Share

� Docket No. 41790, ODESSA-ECTOR POWER PARTNERS, L.P.'S APPEAL AND COMPLAINT AGAINST ERCOT'S DENIAL OF SETTLEMENT DISPUTES


� In Odessa’s 2014 events described in PUCT Docket No. 41790, Odessa had Day Ahead Market awards. When ERCOT restricted its output, Odessa could not generate enough MWs to satisfy those Day Ahead awards. Consequently, Odessa appeared short and was charged the short position at the difference between the Real Time Market (RTM) price and the Day Ahead Market (DAM) price.  Prices at the Odessa node reached $1500/MWh. 


� While secondary to the validity of opportunity costs, the concept of “actual harm” was explored in the stakeholder process. But, there was not an apparent methodology to determine which transactions could be used to represent actual harm since many participants buy and sell power on a portfolio basis many times over.


� ERCOT Protocols 6.6.7 Voltage Support Settlement 
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