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This memorandum contains the Cost Allocation Working Group’s report and recommendation to the Transmission Committee regarding the allocation of costs associated with the out of merit commitment and dispatch of resources to provide VAR support to the New England Transmission System under Schedule 2 of the ISO New England Inc. (“ISO-NE”) Open Access Transmission Tariff (“ISO-NE OATT”) (“Schedule 2 Variable Costs”).1  Representatives of the Cost Allocation Working Group (the “Working Group”) will be meeting with the Transmission Committee on [     ,September 25, 2007] to discuss this report and recommendations and to seek further guidance regarding the next steps described hereinin this memo.  

Questions about this memo should be directed to NEPOOL Counsel (Eric Runge, 617-345-4735, ekrunge@daypitney.com; Michelle Gardner, 617-345-4697, mcgardner@daypitney.com), ISO-NE Counsel (Jim Douglass, 413-540-4559, jdouglass@iso-ne.com) and/or the Chairs of the Working Group (Charles Ide, 413-535-4065, cide@iso-ne.com; Sandi Hennequin, 603-436-3037, sandi.hennequin@constellation.com; Robert Keating, robert.keating@state.ma.us).

 ***************************************************************************

I.
Introduction
The Working Group has been tasked with trying to reach a consensus on the most efficient and fair method of allocating Schedule 2 Variable Costs and providing a report and recommendation on such cost allocation to NEPOOL and ISO-NE.  Starting in May 2007, the Working Group, which is co-chaired by representatives from ISO-NE, NEPOOL, and NECPUC, respectively, has held monthly meetings that have been well-attended by a cross-section of transmission owners, generators, representatives of ISO-NE, state regulatory staff and other interested persons.  The Working Group has conducted a review of reactive power costs and the allocation of such costs, and has reviewed proposals regarding future allocation of such costs.  

[The Working Group has not achieved a consensus recommendation for how to allocate Schedule 2 Variable Costs but has identified the two proposals that appear to have the most support.  Those proposals are the “Maintain the Existing Cost Allocation Treatment Proposal”2 and the “Reliability Region Cost Allocation Proposal”, as isare further described below.] [Alternate sentence if consensus is achieved on compromise: The Working Group has achieved a consensus recommendation for how to allocate 3   Additionally, ISO-NE has indicated that it might have a cost allocation proposal Schedule 2 Variable Costs but has not made that decision yet. That consensus recommendation is ______________________, as is further described below.] 

This memo briefly summarizes the status of the group’s efforts and its preliminary recommendationsthe two proposals for cost allocation of Schedule 2 Variable Costs.  Section II provides relevant history and background information regarding the existing allocation of reactive power costs, Section III provides a summary of the Working Group’s efforts and recommendationsthe proposals, and Section IV discusses the proposed next steps.

II.
Relevant History and Background

A.
Commission Approval of Current Cost Allocation Method for New England
At present, the currently approved method of cost allocation for reactive power under the New England regional tariff for Schedule 2 Qualified Generators and for static devices that are paid for through the PTF rate is pro-rata to all PTF transmission customers on the basis of Regional Network Load and Through and Out Reservations (i.e. socialized on a New England region-wide basis).24  That method has been in effect since 1999.  

By way of background, on December 31, 1996, NEPOOL filed a comprehensive restructuring proposal, which included the Restated NEPOOL Agreement, the NEPOOL Open Access Transmission Tariff, and the foundational documents for the creation of ISO New England Inc.  The NEPOOL Tariff included a Schedule 2 that set forth provisions for reactive power payments and allocating Schedule 2 costs.  The justness and reasonableness of Schedule 2 was set for hearing, among other issues, pursuant to Commission order on April 20, 1998.35  All issues relating to Schedule 2, other than the calculation of a non-$0 capacity cost component of the formula for compensation defined in Schedule 2, were addressed in a settlement agreement reached by the parties on April 5, 1999.  These issues included the appropriate allocation of Schedule 2 related costs.  The settlement agreement, including Schedule 2, was approved by the Commission on July 30, 1999.46  The settlement agreement stated that the costs for providing reactive power from generators in the NEPOOL Control Area would be recovered exclusively through Schedule 2 of the NEPOOL Tariff and shared by all regional transmission customers on a pro rata basis according to their shares of load and reserved transmission capacity.   

During the standard market design proceeding (Docket Nos. ER02-2330-000 and EL02-62-039) in 2002, Central Maine Power challenged the New England region-wide cost support of reactive power costs.  In an order issued September 20, 2002, the Commission affirmed the current method of reactive power cost allocation in New England and stated as follows:

With regard to the issues raised by Central Maine, VAR support is required for any transmission of power. Requirements can vary by events on the system that are normal and local, such as the import of significant amounts of lower-priced power from a neighboring system, or outages of major generators in other localities resulting in the loss of reactive sources and increase in transfer of large amounts of replacement power. Additionally, insufficient reactive support in one area may make demands on another. Finally, during low load periods, line and cable charging may produce high voltages such that shunt reactors are connected to provide VAR support. NEPOOL procedures establish acceptable ranges for load power factors to maintain reliable system VAR. Transmission providers are expected to monitor and manage power factor, adding or removing reactive resources to achieve acceptable tolerances. Thus, VAR support is an essential element in maintaining efficient transmission of power over the grid. We find Central Maine's request to require local allocation of VAR support costs to lack specific support and to be without merit. We find that VAR support is required to maintain the stability and efficient operation of the grid and allocation of costs as outlined in Schedule 2 of the NEPOOL OATT is appropriate.57
B.
Commission 2005 Staff Report on Reactive Power Supply
On February 4, 2005, Commission staff issued a report on reactive power entitled “Principles for Efficient and Reliable Reactive Power Supply and Consumption” (the “Staff Report”).   The Staff Report made four broad recommendations:
1.
Reactive power reliability needs should be assessed locally, based on clear 
national standards.
2.
These needs should be procured in an efficient and reliable manner.
3.
Those who benefit from the reactive power should be charged for it.
4.
All providers of reactive power should be paid, and on a nondiscriminatory basis.8  
The Commission staff further observed that reactive power does not travel over long distances at high line loadings due to significant losses on the wires.  Thus, reactive power usually must be procured from suppliers near where it is needed.9
Among its conclusions and recommendations, the Staff Report stated as follows: 

The market design should align financial compensation and incentives with desired outcomes to ensure that adequate reactive power is available and produced in the right locations in order to maintain reliability and meet load at the lowest reasonable cost….. Further, we recommend considering a policy of charging consumers for consuming reactive power from the transmission system. Such payments and charges would encourage market participants to produce or consume reactive power where it is needed.610  

The Staff Report also made the following more general observation:

All transmission customers benefit from reliable operation of the system. System reliability– and thus a significant portion of the system’s reactive power needs – is a public good. The pricing of a public good to its market participants is a difficult problem. Efficient pricing requires that market participants reveal their valuation of the public good, which in this case is system reliability. One simple rule is that those who do not benefit from a public good should not need to pay for it. This is true when the good is local in nature and only benefits a subgroup of market participants. Pricing should strive to charge those who benefit in rough proportion to the amount they benefit.

A difficult challenge is to determine which market participants increase the need for reactive power and which proportionally benefit. These market participants should be targeted to pay for the system-wide reactive power needs. Further, a significant portion of theses costs are associated with reactive power consumption within the system. One possible approach would be to identify the transmission customers responsible for the reactive power consumption that occur over transmission elements to maintain system reliability. When real power is supplied closer to load, less reactive power will be needed by the system. Distant power sources may require greater supplies of reactive power. Thus, under certain system conditions it may be appropriate that long distance transmission customers should be responsible for the costs of providing the additional reactive power needs of the system. Also, the real power load may be distant from the real power needs, so simply targeting load in the areas requiring reactive power may not be appropriate.711
C.
Independent Market Advisor Recommendations 2004-2006
The Independent Market Advisor (“IMA”) issues a yearly report on the state of the market and has addressed Schedule 2 Variable Costs.  In the 2004 report the IMA recommended that ISO-NE:
Allocate uplift for voltage support commitments in the same manner as local reliability uplift is allocated. Currently, uplift for voltage support commitments is assessed to all New England load, although voltage support primarily benefits load in the local area. Assessing this uplift to the local area will provide appropriate incentives to upgrade the transmission system. This change is currently being considered by the NEPOOL Tariff Committee.12
In 2005, the IMA again recommended that
the ISO reconsider how NCPC costs associated with supplemental commitments for local 1st contingencies and voltage support commitments are allocated. In particular, we recommend that the ISO consider allocating the costs of voltage support commitments to the network load in the affected areas, and allocating the costs of 1st contingency transmission constraint commitments (if they can be distinguished from market-wide capacity commitments) to the real-time load in the constrained area. These changes would improve incentives for virtual trading and price responsive load scheduling in the day-ahead market.13
In the most recent report (2006), the IMA recommended that ISO-NE:
Re-evaluate the allocation of uplift costs associated with supplemental commitments for voltage support, local 1st contingencies and market-wide capacity needs. We recommend that these costs be allocated in a manner that reflects the causes of the costs to the maximum extent possible. In the case of local 1st contingencies and voltage support commitments, for example, this may result in a more targeted allocation to the areas affected by the commitments. Such a change should improve participant’s incentives and the efficiency of market outcomes.14
D.
Recent NEPOOL Consideration of the Cost Allocation Issue
In December 2004, the Transmission Committee established a VAR Working Group to review the rules in New England governing the provision of reactive power and voltage support, including the use and compensation of reactive power and the allocation of reactive power costs.  The VAR Working Group held monthly meetings from January 2005 to April 2006, which culminated in a report and recommendations to the Transmission Committee at is April 25, 2006 meeting.  The VAR Working Group was unable to reach a recommendation on how to allocate the costs of reactive power, having explored proposals to either retain the existing allocation method for all reactive power costs, or to allocate all or some of these costs to each Reliability Region where voltage support is required.  Given this lack of consensus, no revisions to the existing allocation methodology were proposed by the VAR Working Group at the April 25, 2006 meeting or in its subsequent drafting of comprehensive Schedule 2 amendments.

At its October 13, 2006 meeting, the Participants Committee voted 87.77 percent in favor to support the filing of proposed Schedule 2 amendments as recommended by the Transmission Committee and drafted by the VAR Working Group, subject to certain further recommendations regarding implementation.  During deliberations of these proposed changes, an amendment was made to revise the existing cost allocation methodology for reactive power to allocate certain out of merit commitment costs (i.e., the lost opportunity cost, cost of energy produced and cost of energy consumed) on a local basis to Reliability Regions (titled the “Reliability Region Cost Allocation Proposal”).  That amendment failed with a 57.59 percent vote in favor.  In their filing to the Commission regarding the proposed Schedule 2 amendments (Docket No. ER07-397-000), ISO-NE and NEPOOL committed to discussing this issue through the Cost Allocation Working Group once its work on Local Second Contingency Protection Resources was complete (which occurred in April of 2007).

E.
The ME-PUC Complaint in Docket No. EL07-38-000
As additional procedural background, on February 26, 2007, the Maine Public Utilities Commission (“MPUCME-PUC”) filed a Complaint against ISO-NE claiming that the existing cost allocation methodology was unjust and unreasonable and requesting the implementation of the Reliability Region Cost Allocation Proposal, among other issues (Docket No. EL07-38-000).  Following such filing, on March 15, 2006, ISO-NE and MPUCME-PUC filed a Joint Motion to Hold Complaint in Abeyance in order to allow rehearing requests to be filed in Docket No. ER07-397-000 and to facilitate settlement discussions.  The Commission granted such request.  On March 19, 2007, prior to the Commission’s granting of the request, NEPOOL filed comments on the ME-PUC Complaint.  Further status reports filed by ISO-NE and MPUCME-PUC in this proceeding have continued to request that the Commission hold the Complaint proceeding in abeyance, not only for the reasons initially articulated by ISO-NE and MPUCME-PUC but also to allow discussions between the MPUCME-PUC, ISO-NE and NEPOOL to continue regarding the cost allocation issues raised in the Complaint.  On August 16, 2007, the Commission extended the time for filing answers to the MPUCME-PUC Complaint until October 16, 2007.

III.
Voltage Control Cost Allocation Working Group Efforts and Recommendations
A. General Principles of Working Group Proposals 
The Working Group met [sixseven] times between April 2007 and August 2007 in order to review the relevant history ofissues and background related to Schedule 2 Variable Costs, develop a set of general principles for cost allocation proposals, identify and evaluate such proposals, determine the degree of support for any proposal, and ultimately provide a recommendation regarding the allocation of Schedule 2 Variable Costs.  At its June 14, 2007 meeting, the Working Group drafted and agreed upon a list of six principles on which any proposal for the allocation of Schedule 2 Variable Costs should be based.  Those general principles are:

(1)
The proposal should recognize both the physical characteristics and physical operation of the New England bulk power system.

(2)
Those customers that cause the cost or receive the benefits of voltage support should pay those costs.

(3)
The proposal should recognize other cost allocation methods approved under the ISO New England Transmission, Market and Services Tariff.

(4)
The proposal should provide for ease of implementation.

(5)
The proposal should be fair and equitable.

(6)
The proposal should encourage proper economic decisions.

Following the drafting of general principles, working group members were invited to submit cost allocation proposals for consideration by the Working Group.  All proponents of proposals were required to include with the proposals a discussion on how the proposals comport with the principles.  Proponents were also asked to address the implementation of their proposals and any related issues. 

B. Description of Proposals Considered by the Working Group.  

In general, the Working Group considered two cost allocation proposals, similar to the proposals evaluated by the VAR Working Group.  Each proposal is summarily described as follows.


i.1.
Reliability Region Cost Allocation Proposal

The MPUCME-PUC and Central Maine Power submitted the Reliability Region Cost Allocation Proposal to the Working Group, which was the same proposal voted upon by the Participants Committee in October of 2006.  In general, this proposal would allocate the LOC (Lost Opportunity Cost), CEP (Cost of Energy Produced), and CEC (Cost of Energy Consumed) costs to the Regional Network Load and Reserved Capacity of Transmission Customers within the Reliability Region in which a resource was flagged by ISO as needed for voltage support.  Under this proposal, capacity costs related to the CC portion of the rate would continue to be allocated to all PTF transmission customers on a New England-wide basis.  This proposal is consistent with how costs for Reliability Agreement fixed costs, Local Second Contingency Protection Resource commitments, and Special Constraint Resources (“SCR”) are allocated.815   
The proponents stated that such proposal is consistent with the general principles of the Working Group and has been recommended for two years by the Independent Market Monitoring Unit for New England (“IMMU”).  Some of the reasons given by the Proponents for adopting this proposal is that the proposal:

a.
recognizes the physical limitations of reactive power (i.e., that it does not travel over long distances);

b.
provides that those who are responsible for the need for reactive power and benefit from increased reactive power will be the ones who pay for such power;

c.
allocates non-CC components (i.e., SCL, PC and LOC) in the same manner as other out-of-merit market charges under the ISO-NE Tariff;

d.
does not currently raise any implementation issues (the proponents note that ISO has not raised any implementation issues about localizing the LOC, CEP, and CEC costs related to voltage support, although the issue has been on the table since ISO raised it at the beginning of the working group process in 2005);

e.
removes millions in subsidies that ratepayers in certain parts of New England pay for costs incurred to meet local reliability needs in congested regions of Connecticut and Massachusetts; and

f.
provides an incentive for cost mitigation and system improvements in local areas benefiting/causing the uneconomic out-of-merit payments.


Further information relating to this proposal can be found with the meeting materials for the July 12, 2007 Working Group meeting at:  http://www.iso-ne.com/committees/comm_wkgrps/othr/scccawg/mtrls/2007/jul122007/index.html 


ii.2.
Maintain Existing Cost Allocation Treatment 

Northeast Utilities, NGRID, NSTAR, UI and MMWEC jointly submitted the Proposal to Maintain the Existing Cost Allocation Treatment for the LOC, CEP, and CEC components of the Schedule 2 rate.  This proposal would maintain the current treatment of all Schedule 2 costs, including the Schedule 2 Variable Costs, which are allocated on an hourly pro rata basis to all Regional Network Service and Through or Out Service customers.  Under this proposal, the hourly value for all Regional Network Service customers is based on their highest hour of use for the month (Regional Network Service) and the hourly value for Through or Out Service customers is based on their respective hourly Reserved Capacity.  
The proponents stated that such proposal is consistent with the general principles of the Working Group and recognizes the criticality of the bulk system voltage control to the reliability of the entire transmissions system, particularly the unique qualities of dynamic control available from rotating machines and electronic sources.  Some of the reasons given by the Proponent for adopting this proposal is that the proposal:

a.
recognizes regional needs to maintain system transmission voltage with the designed range;

b.
recognizes the region-wide reliability benefit of dynamic and synchronous voltage control to all customers and that the requirements of voltage support are often transitory;

c.
allocates cost for generation in a manner consistent with the current allocation of costs for certain non-generator circuit elements that support voltage and the free flow of energy on the bulk power system;

d.
provides for ease of implementation since maintaining the existing allocation would not require any software or operational changes;

e.
allocates costs to all customers on a regional basis in a fair and equitable manner regardless of whether the voltage support is coming from a generator or a non-generator circuit element; and 

f.
encourages proper economic decisions.

Further information relating to this proposal can be found with the meeting materials for the July 12, 2007 Working Group meeting at:  http://www.iso-ne.com/committees/comm_wkgrps/othr/scccawg/mtrls/2007/jul122007/index.html.



iii.
MDPU Staff Compromise Offer

3. 
Attempts at Compromise Proposals

The Massachusetts DPU staff offered a compromise proposal to the Working Group.  This proposal provides for certain voltage costs to be incurred by a reliability region based on Load Power Factor (“LPF”) standards.  Presently ISO New England’s Operating Procedure No. 17, LPF Correction, establishes ranges of acceptable load power factors for various areas within the New England Control Area to provide for reliable system reactive performance from light load levels (in Spring and Fall) to heavy load levels (in Summer and Winter).  On an annual basis an actual Load Power Factor survey is performed, for each season, to determine if Market Participants are in compliance within the ranges of acceptable load power factors.  The Massachusetts DPU staff proposal does not modify the establishment of ranges or the annual survey process.  However, the proposal has 2 additional actions (potentially within OP17).  The first action would be in the event that the LPF Standard for the relevant year identifies an affected Reliability Region is not in compliance with the approved ranges then a senior executive of the relevant TO will have an opportunity to provide a written description to ISO-NE detailing why the area was not in compliance and what steps have been taken to address this issue.  The second would be a review by ISO-NE of the TO’s written description and a determination of whether the TOs have utilized best utility practices in addressing this issue.  All reliability regions be given a grace period to take appropriate corrective actions, if appropriate.  During this grace period the current treatment of dynamic Reactive Supply and Voltage Control costs is maintained.  

Following the release of the LPF Standards for 2009 and with ISO-NE determination of whether TOs have utilized best utility practices, and for each subsequent year, then either (1) or (2) occurs.  (1) In the event that ISO-NE finds that the TOs have not met the best utility practices then that reliability region will be assessed a flat monthly fee, of $X.  This monthly fee will then be reflected as a credit to the total monthly voltage control service costs.  The remaining monthly net voltage control service costs will then be recovered consistent with the current allocation of costs.  (2) In the alternate event that ISO-NE finds that the TOs have met the best utility practices then that reliability region is not assessed a flat monthly fee.  The monthly net voltage control service costs will then be recovered consistent with the current allocation of costs.Further information relating to this proposalStaff for the Massachusetts Department of Public Utilities and the ME-PUC each put forward a compromise proposal, but no significant support developed among the members of the Working Group for either proposal.  Because it appears that neither of these proposals would be the basis for substantial consensus, they have not been forwarded to the Transmission Committee.  The proposals, however, can be found with the meeting materials for the July 26, 2007 Working Group meeting at:  http://www.iso-ne.com/committees/comm_wkgrps/othr/scccawg/mtrls/2007/jul262007/index.html. 


iv.
MPUC Staff Compromise Offer

The Maine PUC staff offered a compromise proposal to the Working Group.  This proposal increases the allocation to the reliability region on an incremental basis.  As of December 1, 2007, 60% of the non-CC component costs under Schedule 2 would be allocated to the Reliability Region needing the voltage support and 40% of these costs would be allocated regionally.  The percentage allocated to the local reliability region will increase to 70% on December 1, 2008 and the regional portion will be 30%.  On December 1, 2009 the allocation will be 80% to the local reliability region and 20% regionalized.  Under this proposal, the 80/20 split would remain in effect for a set number of years.
Further information relating to this proposal can be found with the meeting materials for the July 26, 2007 Working Group meeting at:  http://www.iso-ne.com/committees/comm_wkgrps/othr/scccawg/mtrls/2007/jul262007/index.html. 
C.
Recommendations of Working Group
[This section deliberately left blank]
VIIIV.
Next Steps
The Working Group recognizes that once the draft proposal has been developed, and supported in concept by the Transmission Committee, the drafting of Tariff amendments will need to begin and the ISO will need to determine the impact to its business processes and associated software, which will then allow it to develop an expected implementation schedule for the proposed revisions to Schedule 2 and any other related amendments to the Tariff or Market Rule 1.  This assessment will need to be completed prior to any filing with the Commission.   
The Representatives of the Working Group recommends a work plan to draft Tariff language embodying the concepts supported bywill meet with the Transmission Committee at its [     ,July 25, 2007] meeting for review and discussion withto discuss this report and obtain guidance from the Transmission Committee and, as appropriate, the Markets and Reliability Committees, in [     , 2007] with an expectation of a formal Transmission Committee vote on Tariff amendments in [     , 2007].regarding any future work of the Working Group, such as the drafting of alternative Tariff language for review. 16
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1 The variable cost elements of the Schedule 2 rate design are defined in Section V of Schedule 2 and are Lost Opportunity Cost; Cost of Energy Produced; and Cost of Energy Consumed.   The  majority of variable costs during the past five years [ISO to verify] are those in the category of  Cost of Energy Produced (the “CEP”).  Under Schedule 2, the CEP Component is the portion of the total uplift to be paid to a resource that is brought on line by the ISO for the hour(s) during which the resource is run to provide VAR Service in accordance with Market Rule 1 and the ISO New England Operating Documents. 


2 The Cost Allocation Working Group agreed to treat the cost allocation method for Schedule 2 Variable Costs that is Commission approved and currently in effect under the ISO-NE OATT as a “proposal” for purposes of assessing it in light of cost allocation principles and stakeholder support. 


3 An informal straw poll was taken of those present at the August 23, 2007 meeting of the Cost Allocation Working Group on the questions of whether one could or could not accept either of these two proposals.  The results showed that a substantial majority of those polled could accept the Maintain the Existing Cost Allocation Treatment Proposal, and only a few could not.  Conversely, only a few of those present could accept the Reliability Region Cost Allocation Proposal.  


24 Static devices placed in service prior to January 1, 1997 are subject to the transition arrangements described in Schedule 9 of the OATT.  The costs associated with Pre-97 investments are being transitioned to a region-wide postage stamp rate by March 1, 2008.  Until this time, the Local Network RNS rates are charged to the load served within a given PTO’s Local Network.     


35  New England Power Pool, 83 FERC ¶ 61,045 (1998).  


46  New England Power Pool, 88 FERC ¶ 61,140 (1999).


57  New England Power Pool et al., 100 FERC ¶ 61,287 at P 136 (2002).  


8 Id. at p. 6.


9 Id.


610  Staff Report at p. 108.


711  Staff Report at p. 74.  FERC has not yet acted upon the Staff Report (Docket No. AD05-1-000); however, in certain proceedings, FERC has noted that it has the matter of reactive power compensation (and related matters) under consideration and that it is likely to address such matters in a general proceeding.


12 2004 Assessment of the Electricity Markets in New England, at p. xiv.


13 2005 Assessment of the Electricity Markets in New England, at p. 54. 


14 2006 Assessment of the Electricity Markets in New England, at p. 72.


815 Payments for SCR are allocated to an individual Transmission Owner or distribution company, the load of which may be a subset of a given reliability region or may span more than a single reliability region.


16 The Working Group has asked ISO-NE to report on the status of Schedule 2 Variable Costs to date for 2007 and any studies being done by the ISO regarding such costs. 
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