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INTRODUCTION

Ancillary services matter! That's the key lesson to learn from the problems faced by
the Californial ndependent System Operator (1SO) during the summer of 1998. And California
will not be aone. Unless SO New England changesits market rules, it, too, will face serious
problemsin the acquisition, pricing, and costs of ancillary services.

These problems arose (and will continue to occur) because the electricity industry as
a whole does not yet recognize the technical and market importance of ancillary services.
These servicesare, liketransmission, essential for both reliability and commercial functions.
Because most of these servicesareprovided by the same pieces of equipment (generators) that
produceenergy, theenergy and ancillary servicesmarketsaretightly coupled. Problemsinone
market will, unavoidably, cause problemsin other markets. Poorly designed rules can amplify
the problems from one market to the next.

This paper uses operating reserves as an example to illustrate these issues, problems,
and possible solutions. Electricity is the ultimate “real-time” product, with its production,
transportation, and consumption occurring within afraction of asecond. Because el ectricity
moves at nearly the speed of light and cannot be readily stored, bulk-power systems must
maintai n acontinuous and near-instantaneous bal ance between production and consumption.
Operatingreservesaretheancillary servicesthat maintainthisbalancewhenamajor generator
or transmission line unexpectedly fails.

DEFINITION

Theutility industry understandswell thetechnical requirementsfor operating reserves
because the service has been an important part of operating power systemsfor decades (Hirst
and Kirby 1997 and 1998). Nevertheless, FERC and NERC described the service differently.
NERC's (1997) Policy 1 (Generation Control and Performance) specified the criteria that
govern the amount and use of operating reserves:

Each ConTROL AREA shall operate its MW power resources to provide for a
level of OPERATING RESERVE sufficient to account for such factorsaserrorsin



forecasting, generation and transmissi on equi pment unavail ability, number and
Size of generating units, system equipment forced outage rates, maintenance
schedules, regulating requirements, and regional and system load diversity.
Following loss of resources or load, a CONTROL AREA shall take appropriate
steps to reduce its AREA CONTROL ERROR to meet the Disturbance Control
Standard. It shall take prompt steps to protect itself against the next
contingency.

FERC, on the other hand, defined operating reserves in Order No. 888 as “extra
generation available to serve load in case there is an unplanned event such as loss of
generation.” FERC defined spinning reserve asthe service“ provided by generating unitsthat
are on-line and loaded at less than maximum output. They are available to serve load
immediately inan unexpected contingency, such asan unplanned outage of agenerating unit.”
And FERC defined supplemental reserve as “generating capacity that can be used to respond
to contingency situations. Supplemental reserve, however, is not available instantaneously,
but rather within a short period (usually ten minutes). Supplemental operating reserve is
provided by generating unitsthat are on-line but unloaded, by quick-start generation, and by
customer-interrupted load, i.e., curtailing load by negotiated agreement with a customer to
correct an imbal ance between generation and load rather than increasing generation output.”

FERC s definition is narrower than NERC' s, addressing only the unexpected failure
of generation or transmission. NERC allowsthesereservesto be used to cover generation/load
imbal ances caused by such factors as load-forecasting errors, generation and transmission
equi pment mai ntenance schedul es, and load diversity (commercial and forecasting issues) as
well astheimmediate problem caused by ageneration or transmission contingency (reliability
issues). But FERC restricts the service to addressing only the reliability concerns. NERC's
definition pre-dates restructuring efforts to separate commercial and reliability functions. It
is in the process of defining contingency reserves as the reliability subset of operating
reserves. Thus, NERC's definition of contingency reserves may be equivalent to FERC's
definition of operating reserves.

Operating reserves typically include two components, spinning and supplemental
reserves. NERC's official definitions (taken from the NERC Operating Manual) are:
Operating Reserve—That capability above firm system demand required to provide for
regulation, load forecasting error, equipment forced and scheduled outages and local area
protection. It consists of spinning and non-spinning reserve. Spinning Reserve—Unloaded
generation, which is synchronized and ready to serve additional demand. Non-spinning
Reserve—T hat operating reserve not connected to the system but capabl e of serving demand



within a specified time, or interruptible load that can be removed from the system in a
specified time. At least half of the operating reserves must be spinning.”

The functions to be performed by spinning reserve are not clearly articulated.
Requiring reserves to be synchronized, online, and/or to respond immediately says nothing
about why these attributes are required. Neither the requirement that spinning reserve begin
responding immediately nor that it be frequency responsive has been quantified. Thiswasnot
aprobleminthevertically integrated industry becausethe characteristicsof typical generators
were known. Adeguate system performance was obtained by requiring frequency responsive
governorsonthe generators supplying spinning reserves. Because the generatorswereowned
by the same entity responsible for control-area security, the generation portfolio would
respond as desired. That assurance will not exist in the restructured industry.

NERC's Interconnected Operations Services (10S) Implementation Task Force is
grappling with these issues. The Task Force may recognize that contingency reserves have
two characteristics. immediate frequency response (afew seconds through 10 minutes) and
slower sustained response (10 minutes through 30 minutes). Definitions that recognize these
characteristics may help focus the service on system requirements instead of on the physical
characteristics of generators.

Someregions(e.g., New Y ork and New England) require additional reservesthat must
be fully available within 30 minutes. The Californial SO requires replacement reserve to be
fully available within 60 minutes and then be maintained for two hours. These additional
reserves are used to replace the operating reserves to protect against a second contingency.
(The Western Systems Coordinating Council requires that operating reserves be restored
within 60 minutes after the occurrence of a disturbance.) It is not clear why some regions
require replacement reserves and others do not. The NERC requirements deal only with the
10-minuteresponse. However, NERC'’ s(1998) proposed Policy 10 definessecondary reserves
as “capacity (including load interruption) that is capable of replacing a transmission
customer’ s scheduled energy supply in the event that it is completely or partially reduced.”
This secondary reserve serves a purely commercial function.

NERC REQUIREMENTS

Until recently, NERC's standards for “disturbance conditions’ consisted of two
elements. The B1 Standard required that area control error (ACE) return to zero within ten

“In practice, many utilities (e.g., in the Midwest, Florida, and Texas) belong to reserve-sharing
agreements. In most of these arrangements, it can take up to a few minutes to notify and activate reservesin
neighboring control areas, which violates the “immediate” requirement of spinning reserves.
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minutes following the start of the disturbance.” The B2 Standard required that ACE start to
return to zero within one minute following the start of the disturbance. The 10-minute full-
response requirement associated with operating reservesderived from the B1 standard, while
the need for spinning reserve derived from the B2 standard.

As part of its effort to convert from voluntary to mandatory compliance with its
reliability criteria, NERC (1997) created a new Disturbance Control Standard that replaces
the B1 and B2 standards with a single quantitative measure of control-area performance.
Control areasmust calculate arecovery factor (R) for all disturbanceswithintherange of 80%
to 100% of the control area’ s most severe single contingency. Control areas are expected to
meet the new standard 100% of thetimefor thesereportabl e disturbances. Therecovery factor
Is defined as:

where MW, oss Isthe MW size of the disturbance as measured at the beginning
of theloss,

ACE, IS the predisturbance ACE if ACE, <0andOif ACE, > 0, and

ACE, IS the maximum algebraic value of ACE measured within ten

minutes following the disturbance.

To meet the new DCS, the recovery factor must be greater than or equal to 100% for
every outage between 80 and 100% of the singlelargest contingency. Thus, the DCS provides
no provision for some excellent recoveries (i.e., R, > 100%) to offset some poor recoveries
(i.e,, R, <100%). Control areas arerequired to restore their ACE for every outage within the
specified range. On the other hand, outages of lessthan 80% or more than 100% of the largest
expected contingency are not counted at all; control-area operators need not rush to respond
to such outages according to the DCS. The need for immediate response to restore frequency
is no longer captured in NERC requirements because the DCS imposes no recovery
requirement less than 10 minutes, unlike the old B2 standard.

We were unable to locate any data and analysis to support NERC’s new DCS or to
explain the relationship between reliability and the standard. Discussions with NERC staff
identified only one document related to the DCS. NERC (1996) published aset of “frequently
asked questions’ on the new Control Performance Standard (CPS) and DCS. This document
contains only one page on the DCS. More important, the questions and answers provide no
documentation on the technical basisfor this standard. The basisfor the 10-minute recovery

"ACE isthe instantaneous difference between actua and scheduled interchange between the control
area and the rest of the interconnection, adjusted for any difference between actua and scheduled
interconnection frequency (usually 60 Hz).



period (rather than, say, 8 or 12 minutes) isnot explained, nor isthere an explanation for why
100% compliance with DCS is critical; indeed, as discussed below, current control-area
performancefallsshort of thisrequirement. The document providesno explanation for the 80
to 100% range for reportable disturbances; as shown below, recovery times are often longer
than 10 minutes for smaller disturbances. Finally, the DCS lacks support for the requirement
that additional reserves must be provided if acontrol areafailsto achieve 100% compliance.”

"NERC's new CPS1 and 2 provide an interesting counterexample. NERC and EPRI sponsored a
research project that providesasolid basisfor these new standards. Theproject included collectionand analysis
of detailed data on frequency deviationsin all three interconnections and it applied statistical toolsto develop
CPS1 and 2 (Jaledli and VanSlyck 1997).



REGIONAL REQUIREMENTS

The minimum operating-reserve requirements differ from region to region (10S
Working Group 1997)." Inthe East Central AreaReliability Coordination Agreement (ECAR),
the spinning and supplemental reserve requirementsare both 3% of the daily peak load. Inthe
mid-Atlantic region, the spinning reserve must be the greater of 700 MW or the capacity of
the largest unit on line; its supplemental reserve requirement is 1700 MW. In Florida, the
spinning reserve must equal 25% of thelargest unit online, and the supplemental reserve must
equal 75% of the largest unit. In the Electric Reliability Council of Texas, the responsive-
reserve requirement is set at 2300 MW. In the other regions, the requirement is based on
either the largest generating unit online or the single most severe contingency (either alarge
generator or acritical transmission facility).

Only limited technical support for the minimum operating-reserve requirements set by
the various regions is publicly available from the reliability councils, power pools, and
individual utilities (Hirst and Kirby 1997). The lack of data and analysis for the differing
regional requirements parallels the lack of technical support for the DCSitself.

The requirement for minimum levels of operating reserves could be based on either
probabilistic or deterministic calculations. In most regions, the requirement is
deterministically calculated based on the N - 1 criterion. Thus, these requirements are
independent of thereliability performance of the generating unitsin theparticular region. The
Western Systems Coordinating Council (1997) isthe only region with an operating-reserve
requirement that recognizes differences among generator types. It requires reserves equal to
5% of the load supplied by hydroel ectric resources plus 7% of the load supplied by thermal
generation. However, no region incorporates the reliability of individual units in its
determination of the minimum operating-reserve requirement.

METRICS

Metrics are needed to determine how much reserves are required and to measure a
resource’ s performance in supplying those reserves (NERC 1998). The operating-reserves
performance measure is “the extent to which [it] meets the DCS requirement.” The
performance measures for suppliers of operating reservesinclude:

# Certification tests to demonstrate the capability of the resource and establish its
eligibility to participate in the reserve market,

"We are not sure whether reiability requirements determine minimum reserve levels or vice versa. In
practice, regiona reliability councils set minimum reserve requirements, and these reserves and their use
determine reliability levels.



# The extent to which the resource delivers the required capacity within the required
time,

# The extent to which the resource maintains delivery of the required capacity for the
required duration, and

# The extent to which the resource controlsits return to the pre-contingency schedule.

Metrics are needed for the capability, the rate of response, and the degree of control.
Capability refers to the real-power capability (in MW) of the reserves, and responsiveness
meanstherate (in MW/minute) at which the supplier can respond to the request for reserves.
Control refers to the ability to maintain real-power delivery within a specified range of the
requested reserve.

RESERVE FUNCTIONS

Thediscussion of operating reserves so far hasemphasi zed their useto protect against
major generation and transmission outages, a form of insurance intended to help maintain
bulk-power reliability. In practice, utilities have historically used operating reserves for
additional reliability and commercial purposes (Vice 1998).

Onoccasion, generating unitscannot operateat their rated capacity level . Asexamples,
if the coal pileiswet, if the temperature of the inlet cooling water is high, or if some of the
plant’s equipment is not functioning properly, the generator may not achieve full outpuit.
When aunitisreturned to service after an extended outage (e.g., for scheduled maintenance),
it may not come back online as scheduled. In addition, such aunitismorelikely to experience
forced outages during thefirst few days of operation than after it has been operating for some
time. Finaly, a utility may be using economy (nonfirm) purchases to supply energy to its
customers. Because these purchases can be quickly recalled by the seller to meet itsreliability
requirements, the purchasing utility may need to carry extra operating reserves to back up
these nonfirm purchases.” Thus, utilities, from timeto time, may need to carry more operating
reserves than the amount specified by the regional reliability council.

In many cases, the NERC and regional requirements for operating reserves include
services beyond those associated with protecti on agai nst generator and transmi ssion outages.
Specificaly, these reserves are often used to adjust for |oad-forecasting error and sometimes
include the generation assigned to regulation. Thelargest uncertainty about tomorrow’ sload

"Reserves to back up 100% of the economy purchases are generally not needed. Such a conservative
approach is warranted only when it is likely that al these sales will be recalled at the same time.
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IS the weather. If, in the summer, it is hotter than expected, air-conditioning loads will be
higher. (For southern utilities, a one-degree-Fahrenheit difference between actual and
expected summer afternoon temperatures might change the load by 1% or more.) If, in the
winter, clouds suddenly move into the service area, lighting loads will increase.

In addition to the disparate reliability and commercial functions of the use of reserves,
thetiming characteristicsof their usesarecompletely different aswell. Operating reservesthat
cover unit outages must respond within seconds or minutes and without warning. The
resources providing this service will berelieved of thisfunction within 30 to 60 minutes and
returned to their reserve status. Responding to load-forecast errors occurs over hours rather
than minutes, involves advance warning as the error grows from hour to hour, and requires
the use of the resource for several hours at atime.

GENERATOR OUTAGES

We contacted several utilities, power pools, and regional reliability councilsto obtain
data on outages and the time to recover from those outages (Hirst and Kirby 1997).
Specifically, datafor each control area on the following variables at the time of each outage
was requested:

the number of generating units online

the number of units providing spinning and supplemental reserves
the amount of generating capacity committed to operating reserves
the amount of generation lost because of the outage

the amount of operating reserves lost because of the outage

the current hourly and daily peak loads

the current spot price of electricity (or system lambda)

the time to restore ACE and frequency to their predisturbance values

FHHFHRFHHEHR

Ultimately, we obtai ned basi c data on outages and recovery timefor only three control
areas. These data show substantial differencesin the number of, extent of, and recovery from
generator outages (Fig. 1). Relative to the minimum operating-reserve requirement, the
outagesin ERCOT and New Y ork are much smaller than those for American Electric Power
(AEP). AEPnot only had larger outages, it also had much longer recovery times. For example,
ERCOT averaged 8 outages per year for which the recovery time exceeded the 10-minute
standard, New Y ork averaged lessthan 1 such outage, while AEP averaged 32 such outages.
AEP slonger recovery timesmay berelated to thefact that alarge percentage of itsgeneration
comes from big units: 66% of its system capacity isfrom unitswith capacities of 500 MW or
more, compared with 50% for ERCOT and 26% for the New Y ork Power Pool.

Analysis of these data shows that the size of an outage is a statistically significant
determinant of outage-recovery time. These data also show that many factors beyond outage
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Figure 1Timetorecover from a generator outage as a function of the outage magnitude
relative to the minimum reserverequirement for three systems.

sizeaffect recovery times. These other factorslikely relateto the system conditionsat thetime
of the outage, including the factors listed above. Finally, these data show that many outages
exceed the NERC 10-minute requirement and will therefore lead to violations of DCS.

Bilke (1998) analyzed data from 208 outages in the Eastern and ERCOT
interconnections. The average recovery time was about 10 minutes, with almost exactly half
of therecovery timeslessthan 10 minutesand half greater than 10 minutes. Compliance with
the new DCS averaged about 80% in the Eastern Interconnection and about 90% in ERCOT.
Bilke found a statistically significant relationship between outage size and recovery time;
recovery time increases by 0.4 minutes for every 100-MW increase in outage size.

These results imply that the typical control area will have to increase the amount of
reserves it carries by 20%. These required increases will impose financial penalties on
suppliers and customers because generating capacity will be shifted from energy marketsto
operating reserves. Because of these costs, Bilke urgesNERC to consider aDCS-compliance
requirement of less than 100%. He also, suggests additional data collection to provide an
“early warning system” on control-area performance and to better “police the
interconnections.” Alternatively, competitive markets for energy and ancillary services may
motivate the industry to develop innovative and lower-cost waysto meet DCS, for example,
through greater use of interruptible loads.
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REGULATED COSTSAND PRICES

Today, operating reserves are generally sold under FERC-approved prices, which are
based on embedded costs. Theexceptions(discussed bel ow) refer tothe FERC-approved 1 SOs
that plan to buy and sell reserves at market-based prices.

A typical process used to determine the price of operating reservesis as follows:

# Determinehow much of theserviceisrequired. Thisisusually straightforward because
it relies on reliability-council requirements. The minimum is usually based on the
projected daily peak load or on the largest single contingency. Utilities rarely claim
cost recovery for more reserves than the minimum required.” Historically, utilities
usually carried morereservesthan needed (especially during nonpeak hours) because
of unit-commitment constraints.

# |dentify the generating units that provide the services. The simplest approach is to
assign a “dlice-of-the-system” to the reserves, equivalent to assuming that al the
generating resources in a utility’s portfolio contribute proportionately to operating
reserves. This approach ignores the fact that some units (in particular, nuclear units
and low-fuel-cost coal units) almost never providethese servicesbecausethey operate
at maximum output. Thus, utilities may need to provide data showing which units
actually provide each service. Unit ramp rate (MW/minute), the delay in response to
acontrol-center request for achangein output, and other characteristics of generating
units affect which ones are used to provide reserves. We have seen no filings that
explicitly examine these characteristics.

# | dentify the portion of capital costs associated with governors (spinning reserveonly),
boiler controls, and turbine controls. (These incremental costs would be shared
between regulation and operating reserves.) Similarly, identify the capital costs
associated with making a unit fast-start-capable for supplemental reserve.

# |dentify the costs associated with unit commitment (spinning reserve only) and the
incremental fuel plus operations and maintenance costs. Southern includes a unit-
commitment cost of $47/MW-day in its derivation of the spinning-reserve charge.
Encotech (1997) developed a computer model to estimate the heat-rate penalty
associated with suboptimal turbine-valve operation for spinning reserve.

"A FERC (1997) administrative law judge noted that “the ECAR recommendations are ‘ minimums.’
Thus, one cannot determine based solely on areference to ECAR Document No. 2 what the aggregate should
be for al of the three services [regulation, spinning reserve, and supplemental reserve] which Order No. 888
requires ... ."
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# Dividethetotal annual cost by an appropriate divisor (e.g., annual system peak or the
average of the 12 monthly peaks). The result, in $/kW-year, is the annual cost of the
reserve service.

Wisconsin Public Service Corp. (WPSC), initsopen-accesstariff, usesaconceptually
attractive method for determining theannual capital costsof regulation, spinning reserve, and
supplemental reserve. WPSC uses information from its energy-management system to
determine, for each hour of ayear, the status of each generating unit. It assigns units to the
three ancillary services as follows:

# Off and available: for combustion turbines only, assign to supplemental reserve with
the number of MW so assigned based on the maximum output of the unit within 10
minutes. (This assignment could aso apply to fast-start hydro units.)

# On and under automatic control: assign to regulation based on the operating hours
under automatic control. The capacity so assigned should probably be based on the
smaller of (1) the maximum increasein output from the unit within 10 minutes (based
on regulation ramp rate) and (2) the remaining headroom on unit (difference between
maximum and current output levels).

# On and under either manual or automatic control: assign to spinning reserve with the
number of MW so assigned based on the smaller of (1) the maximum increase in
output from the unit within 10 minutes (based on spin ramp rate) and (2) theremaining
headroom on unit.

For spinning reserve, WPSC calculates for each unit the sum over the year of the
number of MW available for spin to develop aMW-hour total for the year. The sum of these
totals over all unitsyields the total MW-hour of spinning reserve for the system as a whole.
Each unit’ s share of thistotal is used to determine the annualized capital cost. This approach
could berefined to adjust the hourly values downward to reflect the total amount of spinning
reserverequired. Thecurrent approach creditseach unit for all the capacity it makesavailable
for spinning reserve regardless of whether or not the system needs that much capacity.

For supplemental reserve, WPSC calculates the MW capacity available from each of
the combustion turbines for each of the hours that the unit was available but not online.
Summing these MW-hour values yields a result analogous to that developed for spinning
reserve. The method then proceeds as it does for spinning reserve. The WPSC approach
ignores the possibility that supplemental reserve will be provided first from the unused
headroom of units online and only later from the offline, fast-start combustion turbines.

Thesedifferencesacrossgenerating unitsin contributiontodifferent ancillary services

isimportant because the embedded cost of each unit isdifferent. For example, the annualized
fixed costsfor the WPSC generating unitsrange from $16/kW-year (for acombustion turbine
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that provides supplemental reserve) up to $216/kW-year (for anuclear unit that provides no
ancillary services).

COMPETITIVE-MARKET PRICING

Ultimately, competitive markets will likely develop for operating reserves. In
competitive markets, historical costsare of littleimportance. Market-based priceswill reflect
the opportunity costsaunitincurswhen it withholds capacity from energy marketsto provide
operating reserves, the heat-rate penalty a unit incurs by standing ready to respond rapidly,
and the costs to redispatch other units to provide enough operating-reserve-capacity
headroom. Additional costs incurred during reserve deployment will have to be covered as
well. These costs include fuel use plus wear and tear caused by the required fast response.
Finally, increased capital costs required to make the units responsive or fast start will be
included in the reserve price. Costs are incurred both when the resource is standing by and
when the serviceisprovided. Prices, whether they explicitly differentiate between these costs
or not, will have to recover both types of costs.

In California, the 1SO conducts a day-ahead auction for several ancillary services,
including spinning reserve, supplemental reserve, and replacement reserve. These auctions
set the pricesfor each servicefor each of the 24 hoursduring the next day. Theseauctionsare
conducted after the California Power Exchange has closed its auction for the day-ahead
energy markets. In addition, the ISO operates a real-time market for these services. The
auctions are conducted sequentially, from regulation to spinning reserve to supplemental
reserve and finally to replacement reserve. Capacity not acquired in one market can berolled
over into the next market.

California experienced several problems with these markets during the summer of
1998, primarily insufficient bidding and very high prices. AsWolak, Nordhaus, and Shapiro
(1998) noted: “... the 1SO’s ancillary services markets do not yet operate in a manner
consistent with workable competition. ... Ancillary service markets have exhibited extreme
price volatility, even during periods when demand was unchanged for long periods of time.
... Pricesfor lower quality services such as replacement reserve routinely exceed the prices
for higher quality services such asregulation. Often ancillary services capacity pricesexceed
both the power exchange and real-time energy price for the same hour.” These problems
occurred because (1) somegenerating firmswere subject to cost-based price capswhileothers
were alowed to earn market-based rates; (2) the amount of each service bought by the 1ISO
was independent of the price; (3) the SO was unable to purchase more of a valuable, but
cheaper serviceand useit to displace some of alessvaluable, but more expensive service; and
(4) the SO dispatch and settlement practices were not clear to many market participants.

Allowing generators to receive market-based rates in the energy markets while
constraining them to cost-based rates in the ancillary-service markets creates perverse
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incentives. Allowing some generators to receive market-based rates in the ancillary service
markets only exacerbates this problem. The cost-based generators will remain in the energy
market if the return there exceeds the cost-based return alowed in the ancillary-service
markets. With the cost-based generators shunning the ancillary-service markets, suppliesare
tight and pricesrise dramatically for the few generators with the authority to charge market-
based prices.

The former tight power pools in the mid-Atlantic states (PIM Interconnection) and
New England (1SO New England) are taking a different approach to acquisition of ancillary
services. Although ISO New England plans to create markets for ancillary services, it also
plans to retain much of its traditional unit-commitment and least-cost dispatch functions,
managed through the 1SO’s computer programs. Thus, the New England plan is quite
centralizedin contrast to California’ sdecentralized decision making and risk taking (inwhich
the owners of generating units do their own unit commitment and dispatch and accept all the
risks associated with those decisions).

TheNew England proposal, asof September 1998, called for the payment for operating
reserves for “bid costs, lost opportunity costs, and production cost changes’ (Cramton and
Wilson 1998). It is not clear whether these “ production cost changes’ refer to the unit that is
supplying the operating-reserve service or to other unitsthat are redispatched to compensate
for changesin output from units providing reserves. It isalso unclear why the bids should be
supplemented by SO determinations of opportunity costs and production cost changes;
perhaps the bidders should accept therisks of internalizing these factorsinto their bid offers.
Also, the ISO New England formula for spinning-reserve payment includes a factor of 2,
which implies that the generator owners are paid twice for the same service.

UNRESOLVED ISSUES
Technical Basis

NERC’ snew DCSisanimportant stepinthedirection of devel oping andimplementing
measurabl e, reliability-rel ated performance standards. Unfortunately, only alimited anal ytical
basis appears to exist for either the 10-minute-recovery-period requirement or for the
minimum-operating-reserve requirements specified by the ten reliability councils. The DCS
does not addresstheinterconnection requirement for immediate responseto arrest frequency
decay. No basis appearsto exist for the requirement that control areas cal culate the DCSfor
only those outages that fall between 80 and 100% of the most severe single contingency.
Limited analysis of datafrom three control areas shows that recovery times depend strongly
on outage size as well as other factors (Fig. 1). Nor does the DCS appear to require the
immediate response of spinning reserve; supplemental reserve may suffice to meet the DCS.
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If the intent of the DCSisto maintain reliability at its current levels, then it may be
appropriateto analyze existing performancein thethreeinterconnections and to specify DCS
requirements accordingly. (We have seen nothing to suggest that current outage-response
performance is unacceptable.)

Such rules of thumb may have been sufficient in the past. In the future, customerswill
be required to pay explicitly for these operating reserves (because their costs will no longer
beburied withinthe bundled el ectric ratethey formerly paid). Customersand power marketers
will want clear evidence that they are getting the service for which they are paying and that
this serviceisrequired to maintain bulk-power reliability. Therefore, they will want asay in
how these standards are set. And generators that impose |ess of an operating-reserve burden
on the system will want to be compensated accordingly; aternatively, these unitswill require
less reserve capacity.

Operating-reserverequirementscoul d be based on either probabilistic or deterministic
calculations. Ideally, thereliability councilswould conduct both types of analyses, testing the
results against different sensitivities related to unit-specific forced-outage rates, capacity
costs, transmission constraints, and other factors. In general, theserequirementsare currently
based primarily on the magnitude of the largest single contingency. The thinking behind this
approach is that the system must be able to withstand such a contingency regardless of the
probability of its occurrence.

An aternative approach, which merits additional consideration, would focus on the
statistics of outages, their severity, and their consequences. In such a probabilistic approach,
the performanceof individual generatorswouldfigure prominently inthe determination of the
minimum amount, type (capital vs operating costs), and location of operating reserves
required.

Historically, it may not have been important to recognize the frequency of forced
outages at individual generators because utilities provided operating reserves from their
portfolio of generating resources and sold this service as part of the bundled electricity
product. In the future, with generation unbundled from transmission and with generation
increasingly competitive, system operators may need to recognize differences in reliability
among generators. These differences could affect the amount of reserves required, how
reserves are deployed, and the allocation of costs among generators. Figure 3 shows the
number of forced outages for coal-fired units between 600 and 800 MW for 1996 (Curley
1997). Although, on average, these 120 units experienced 9 outages a year, two units had 0,
while at the other extreme, five units had 20 or more outages.

The outage frequency affects the cost of providing operating reserves and should
influence the types of generators chosen to provide reserves. For example, a generator that
tripsoften requiresthe operating reservesto deploy frequently. Thisgenerator might be better
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served by reserves with low deployment cost even if they have high standby costs. An
extremely reliable generator that trips only rarely, on the other hand, might be better served
by a resource with low standby costs but high deployment costs, such as automatically
interruptible load or fast-start generation.

Finally, NERC andthereliability councilsshould consider thefeasibility of eliminating
the minimum operating-reserve requirements. Allowing each system operator to determine
how much and what type of reserves to carry—so long as the control area meets its DCS
requirements—might yield lower-cost ways to maintain reliability.

Paying for Reserves

The current systems for assigning operating reserves do not distinguish among the
performance of individual generators. In the future, the system may change in two ways.

# The amount and type of reserves required at any given time should depend on which
generatorsareonline. If that mix of generatorsishighly reliable, the operating-reserve
requirements will be modest. On the other hand, if some of those generators have
frequent forced outages, the overall operating-reserve requirement may be higher and
may consist of adifferent mix of generators (e.g., unitswith high capital costs but low
operating costs).

# Although customers will ultimately pay for operating reserves, in the first instance
suppliers may pay. Specifically, each supplier could be assigned an amount of
operating reservesto provideor obtain asafunction of itsindividual unit performance.
And when a particular unit trips offline, that unit could be responsible for any extra
payments to generators that provided energy during the 30- or 60-minute period that
such reserves operate.

In acompetitive market, generating unitsthat are highly reliable (e.g., those on the | eft
side of Fig. 2) might berequired to provide or pay for different or less operating reservesthan
would the units that experience frequent outages. This economic signal would provide the
appropriate incentive to generation owners, encouraging them to undertake the amount of
mai ntenance that would just balance the higher cost of providing more and more-expensive
operating reserves. |n addition, when an outage occursand operating reservesare called upon,
the generator responsible for the outage would pay the incremental costs of the units that
responded to the outage (i.e., the additional fuel plusoperating costs beyond those associated
with the spot-market price for that hour). This pricing approach would eliminate subsidies
among generators and would provide further incentivesto generator ownersto maintain high
availability levelsat their units. Finally, competitive markets might discipline generatorswith
poor reliability records by requiring themto carry larger amounts of backup supply than those
unitsthat are highly reliable.
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Figure2Number of for ced outagesin 1996 for 120 coal -fir ed gener atingunitsbetween 600
and 800 MW in size.

Future Data Needs

We found it difficult to obtain data on forced outages. Utilities, power pools, and
regional reliability councils are often unableto readily provide information on the frequency
and consequences of outages. Control centers often cannot provide data on the number of
units online at the time of the outage, the amount of operating reserves online, and whether
the unit that tripped offline was aso providing operating reserves. Because a competitive
electricity market will likely insist on technically defensible reserve requirements, NERC
should collect more data from individual utilities and 1SOs along the following lines: unit
output (MW) immediately before the outage, unit capacity (MW), system load at the time of
the outage (MW), system operating reserves at the time of the outage (MW), number of units
online at the time of the outage, and the time to return ACE and frequency to their
precontingency values.

Mixing Functions

Currently, operating reserves are often used to protect against load-forecast errors as
well as supply outages. It is inappropriate to assign operating reserves to two disparate
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functions even when the services are provided by the same generating units.” The load-
forecast errors and generator forced outages represent very different phenomena, with the
former being acommercial function and the latter abulk-power-reliability function. The cost
of maintaining reservesto protect against generator outages should, as discussed above, fall
on those generators responsible for the operating-reserve requirement (e.g., those with
frequent forced outagesor largeunit sizes). The cost of maintaining reservesto protect agai nst
load-forecast errors should be assigned to those customers or scheduling coordinators that
forecast poorly; these costs should appear in theload-following, energy-imbal ance, or backup
supply services, not in operating reserves. Finally, the timesfor deploying reservesfor these
two functionsdiffer substantially. Reliability reserves must respond rapidly and achievetheir
full output within 10 minutes, usually with no advance warning. Responding to load-forecast
errorsis amuch more gradual process that occurs over severa hours.

Mixing the responses to forecast errors and contingencies is troubling for two
additional reasons. First, when operating reserves are deployed to correct for |oad-forecast
errors, the system is exposed to increased risks associated with forced outages. All users of
the bulk-power system share this risk without their approval or knowledge, regardless of
which users were responsible for the load-forecast errors that led to the increased risk.
Second, the mixing of functions within one service invites gaming. Individual market
participants will lean on the system as much as possible, to shift their costs to other
participants.

Although FERC defined separate operating-reserveand regul ation services, NERC and
regional reliability requirementsoftenincluderegulation (the useof generating unitstofollow
minute-to-minute fluctuations in system load). These services should be treated separately.
Generators that provide regulation grant the system operator the right to vary the outputs of
their units up or down, from minute to minute, within a specified range (£xx MW with aramp
rate of y MW/minute). Generators that provide operating reserves grant the system operator
the right to increase (but not decrease) the output from their units when amajor disturbance
occurs, often at a faster ramp rate than that associated with regulation. A unit providing
operating reserves can expect to be called upon to providethosereservesafew timesamonth.
Thus, the operation of generators for regulation differs substantially from the operation of
those unitsfor operating reserves. Combining these two disparate functionsisinappropriate.

CONCLUSIONS

" Although these services (operating reserves, load following, and regulation) may be provided by the
same generating units, their requirements, costs, prices, and billing to customers should be considered
separately. NERC's definition of contingency reserves as the portion of operating reserves assigned to
reliability functionsisastep in this direction.
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Creating competitivemarketsfor ancillary servicesisessential becauseof thecloselink
between these services and the basic energy service. As Bohn, Klevorick, and Stalon (1998)
wrote, “... it is fundamental to recognize that the capacity available for the SO [ancillary
service] markets and for the PX [energy] markets comes from the same generating capacity.
Capacity sold in one market means less capacity that can be sold in other markets, thereby
driving up prices in the latter. Therefore, we would expect a close relationship among the
different markets.”

Although FERC views operating reservesasareliability serviceonly, NERC and most
utilities combine reliability and commercial functionsin the same service. This combination
IS unwise because protection against major generation and transmission outages differs both
in purpose and in operation (speed of response and advance notice) from adjustment of
generation for load-forecast errors.

NERC' s performance requirements to protect the grid from problems associated with
major generator or transmission outages need either to be revised or more fully documented.
In particular, NERC’ s Disturbance Control Standard lacks any published justification and
seemsto bear little relationship to the reserve servicesthat are intended to meet the standard.

Finally, because operating reserves are essential for bulk-power reliability, the
electricity industry must devel op market structures and rulesthat encourage efficient supply,
acquisition, and use of this service.

Table 1 summarizesthese and other unresolved issuesrelated to operating reservesin
increasingly competitive bulk-power markets.
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Table 1. Key unresolved issuesfor operating reserves

What functions should be included in this service? In particular, should the generating
capacity needed to adjust for load-forecast errors be shifted from operating
reserves to the load-following service?

What is the technical basis for NERC' s Disturbance Control Standard?

How does the Disturbance Control Standard support the distinctions between spinning
and supplemental reserve? That is, how does the immediate response of spinning
reserve improve compliance with the Disturbance Control Standard?

What is the technical basis for today’ s minimum-operating-reserve requirements
specified by the regional reliability council? What is the basis for the differences
among regions in these requirements? What data and analysis are needed to
improve the technical justification for these requirements?

What data should NERC and the regional reliability councils collect, and what analyses
should they do to support the requirements for operating reserves?
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