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New England Forward Capacity Market:
A Strongly Supported Settlement With Long Run Risk
By Chuck Patrizia  and Bill Scharfenberg

On March 6, 2006, a Settlement Agreement was submitted 
to the Federal Energy Regulatory Commission (“FERC” 
or the “Commission”) that, if approved, would establish a 
new Forward Capacity Market (“FCM”), administered by 
ISO New England Inc. (“ISO-NE”). This FCM is the  
proposed vehicle for acquiring sufficient capacity to meet 
New England’s load long term, but will it be able to attract 
and retain needed new capacity while maintaining the  
existing capacity?

FCM is an alternative to locational installed capacity  
(“LICAP”), which had been proposed by ISO-NE under 
Commission pressure, but which had been strongly opposed 
by a variety of load-serving entities (“LSEs”) and regulators 
in New England. Significantly, whereas under the LICAP 
proposal ISO-NE would effectively have determined the 
proper capacity payments to generators, capacity payments 
under the FCM proposal will be established competitively 
through an annual auction. A majority of stakeholders  
support the Settlement Agreement, with the notable exception 
of Massachusetts and Maine, and the Connecticut Attorney 
General. The settling parties have requested FERC to  
approve the Settlement Agreement by June 30, 2006 to provide 
for initial implementation by December 1, 2006. Initial  
comments on the Settlement Agreement are due March 27, 2006.

The goal of the FCM is to create a market structure that will 
support appropriate levels of existing capacity and encourage 
the development of new generation in New England, which 
is currently at an effective standstill. However, the FCM, as 
proposed, is likely to fall well short of its intended goal, 
primarily because of two significant flaws. First, capacity  
delivery commitment periods, which coincide with the ISO-NE 
June-May power year, would be set for one year for all existing 
capacity and up to five years for new capacity. We believe 
a five year period of predictable revenue streams for new  
capacity is well short of that required to encourage investment 
and will not facilitate project financing, as intended. Second, 

when fully implemented, the FCM provides for capacity to 
be purchased at auction three and a half years in advance of 
the commitment period during which it must be delivered. 
This planning horizon is simply not long enough to accom-
modate new coal and nuclear projects. With only gas and 
some intermittent resources able to meet the three and a 
half year planning horizon, the FCM will lead to increased  
dependency on gas and thus increased energy price volatility 
within the region.

In addition to the obvious importance to New England 
that the FCM achieve its intended goal, what is ultimately  
approved by the Commission and implemented in New England 
may impact other regions as well. Regulators and market 
participants outside New England, struggling to encourage 
sufficient investment in new generation within a market 
setting, will undoubtedly be influenced in their decisions by 
the success or failure of New England’s FCM.

Overview

Once the new proposal is implemented (in early 2008 for an 
initial commitment period beginning June 1, 2010), ISO-NE 
would determine the region’s Installed Capacity Requirement 
(“ICR”) three and a half years in advance. Capacity resourc-
es would then compete in a descending clock Forward Capacity 
Auction (“FCA”) to provide capacity during the commitment 
period. Bidding would start at two times the established cost 
of new entry (“CONE”), with an opening bid price of $15 per 
kW-month established for the first FCA. In addition, because 
of the need to develop market rules and related software prior 
to full implementation of the FCM, the Settlement Agreement 
provides for fixed transition payments of $3.05 per kW-month 
rising to $4.10 per kW-month to all existing listed installed 
capacity (“ICAP”) resources based on their seasonal unforced 
capacity (“UCAP”) ratings over the December 1, 2006 to May 
31, 2010 time period.
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Background

The Settlement Agreement is the last installment in a  
proceeding that was initiated in early 2003 with the filing of 
four cost-of-service reliability-must-run (“RMR”) agreements 
covering generation located within Connecticut. In April 
2003, FERC rejected the RMR agreements and directed 
ISO-NE to implement location or deliverability requirements 
in the ICAP or resource adequacy market so that capacity 
within designated congestion areas would be appropriately 
compensated for reliability. ISO-NE responded by filing its 
LICAP proposal in March 2004, which the Commission  
subsequently set for hearing. Commission hearing and  
settlement processes followed, during which parties success-
fully petitioned the Commission for time to propose alternatives 
to LICAP. The Settlement Agreement is the result of that 
settlement process.

Description of Key Components of the Forward 
Capacity Market

The FCM establishes an auction-based market for capacity 
resources in New England. ISO-NE will procure at auction 
100% of the forecast ICR for the appropriate forward 
commitment period. Each LSE is required to pay for a share 
of ICR proportionate to its share of peak load. Commitment 
periods coincide with the ISO-NE June-May power year and 
are one year for all existing capacity; however, new capacity 
may make a one-time election for a commitment period of 
up to five years at the initial bidding, for the stated purpose 
of facilitating project financing by providing investors in new  
capacity with predictable revenue streams during a project’s first 
five years. Before each annual auction, ISO-NE will determine 
whether capacity zones are needed because of transmission 
limits that are expected to constrain the system. If ISO-NE 
designates capacity zones, separate but simultaneous auctions 
will be held for each zone. The first initial auction is expected 
to be held early in 2008 for a commitment period beginning 
June 1, 2010, with an initial auction for the commitment period 
beginning June 1, 2011 to be held shortly thereafter.

Forward Capacity Auction

The product to be offered at auction, by existing and new 
capacity resources, is a megawatt of deliverable capacity with 
a future supply commitment in a power year three and a half 
years in advance, resulting in a planning horizon of three 
and a half years. The capacity resources that may participate 
in the auction include (i) traditional generating plants; (ii) 
intermittent resources (e.g., wind and hydro); (iii) demand 
response resources; and (iv) imports of capacity resources from 
outside the New England region. Existing capacity is a capacity 

resource previously listed as a resource in New England’s 
capacity market. New capacity is a capacity resource that has 
never been listed as a resource with ISO-NE.

Supplementing each annual FCA will be reconfiguration 
auctions held prior to and during the commitment period.  
The reconfiguration auctions provide a mechanism for 
ISO-NE, suppliers, and traders to buy, sell, and exchange 
capacity obligations and will maintain market liquidity. 
There are three types of reconfiguration auctions: (i) three 
annual auctions (for trading year-long commitments) before 
the relevant commitment period; (ii) monthly auctions held 
prior to each commitment month; and (iii) seasonal auctions 
held prior to June and October of each year to sell “seasonal 
strip” products. The reconfiguration auctions preserve any 
locational element of the initial auction.

Qualification of Capacity Resources for Participation in 
the FCA

Both existing capacity and new capacity must submit 
documentation to qualify as such, as required by the ISO-NE 
rules for the administration of the New England markets, filed 
with the Commission. Existing capacity may also qualify as 
new capacity to the extent that it undertakes specified types of 
major investments to upgrade its facilities. New capacity must 
submit documentation demonstrating its control over the 
proposed project site, a critical path schedule with milestones 
supporting the feasibility of the project being built, and an 
interconnection analysis showing the impact of connecting to 
the transmission grid.

Capacity resources are also required to provide financial 
assurances to ISO-NE. For existing capacity, the requirements 
of the existing ISO-NE Financial Assurance Policy apply. As 
for new capacity, in order to submit a bid in an FCA, new 
capacity will be required to provide a deposit equal to $2 
per kW times the amount of kWs to be bid as new capacity 
into the FCA. New capacity that receives an award in an 
FCA will then be required to provide financial assurance, 
increased annually, as follows: (i) within five business days 
following the announcement of winning bidders, financial 
assurance in the amount of the CONE for that FCA multi-
plied by the number of kW of capacity awarded; (ii) at least 
15 days prior to the next annual FCA, the required financial 
assurance will double, for a total of two times the amount 
computed under (i); and (iii) at least 15 days prior to the 
second annual FCA after the FCA in which the award was 
made, the required financial assurance will increase by 50%, 
for a total of three times the amount computed under (i). If 
the new capacity fails to provide the required financial assur-
ance, it will lose its awarded capacity to the extent not pro-
vided and forfeit any financial assurance previously provided 
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by it with respect to that award. Once the new capacity 
resource is declared commercial and tested for its capac-
ity rating, its financial assurance obligation shall be released 
and it shall have the same finance assurance requirements as 
existing capacity.

Descending Clock Auction

The FCA will be a descending clock auction. The starting 
price will be two times CONE. Bidders will then be given 
a specified time period to offer MWs at the current auction 
price. If at the end of the first round of bidding, the number 
of MWs offered is more than the number of MWs required, 
the price will be lowered and new bids taken at the lower 
price. The process continues until the number of MWs bid 
equals the number of MWs demanded. Bidders participating 
in the last round of bidding are the winners. The capacity 
clearing price is established by the last round of bidding and 
all capacity resources participating in the closing round will 
receive that price. The final prices derived from last round 
auctions will be final and may only be changed if contrary 
to the public interest under the Mobile Sierra standard. 
Furthermore, the capacity clearing price is used the following 
year to determine the next auction’s CONE.

Existing Capacity May Seek to Forego Receiving a Capacity 
Payment

Existing resources may seek to forego receiving any capac-
ity revenues for a commitment period by submitting bids 
to de-list from the capacity market (a “De-List Bid”) If the 
capacity clearing price falls below the level of a De-List Bid, 
the existing capacity submitting that bid will be allowed to 
de-list all or the specified portion of a resource, unless the 
absence of that resource would produce reliability problems, 
in which case the resource will be entitled to just and reasonable 
compensation but will not set the capacity clearing price.  
Existing resources will also be able to retire/permanently 
de-list their capacity  through a similar process.

Obligations of Listed Capacity

All Listed Capacity, i.e., any resource participating or listed 
in the capacity market, must offer into both the Day-Ahead 
and Real-time Energy Markets whenever available. Listed 
Capacity may not go on economic outages, except when 
extraordinary fuel prices prevent the resource from recovering 
its full operational cost in its bid. In contrast to Listed Capacity, 
De-listed Capacity has no obligation to bid into the  
Day-Ahead and Real-Time Energy Markets; however they 
may offer into those markets and, if accepted, would have the 
same obligations as other resources in the Day-Ahead Market. 
De-Listed Capacity may export its capacity.

Self Supply

The FCM allows for LSEs to use owned and contracted 
resources to self-supply, in whole or in part, the capacity 
obligations of the loads they serve. Self-supplied resources 
are required to undertake the same obligations with respect 
to qualification and performance as any other capacity  
resources. But if designated as self-supplied, the resource will 
clear the FCA and offset an equal number of MWs of the pro-
jected share of the ICR in the Commitment Period attributed 
to the LSE designating that resource.

Special Provisions for Gas-Fired Resources and Intermittent 
Resources

Because of the expected critical need for gas-fired resources 
during winter shortage hour events, the Settlement Agreement 
provides for future changes to the ISO-NE market rules that 
will accelerate when bids must be received for the Day-Ahead 
Energy Markets and when ISO-NE will issue financially 
binding dispatch schedules for the next day. These changes 
are intended to address the continued mismatch between the 
time when gas can be nominated for delivery day ahead and 
when ISO-NE is certain of the need for particular gas-fired 
generation. The Settlement Agreement provides assurance 
that gas-fired generation procuring transportation and gas 
to meet its binding Day-Ahead schedule will be entitled to 
certain reimbursements for gas purchased in reliance on the 
schedule but not burned as a result of the actual dispatch 
of the unit. Also during certain cold weather periods,  
ISO-NE will procure an additional 1,000 MWs   of     supplemental 
reserves for peak load periods of the day exclusively from  
gas-fired resources.

To accommodate wind and other intermittent resources, the 
FCM provides for reduced capacity ratings for these units 
that will reflect their intermittent nature of performance.  
Comparable market rules are to be developed for demand-side 
capacity resources.

Rules to Prevent Auction Failure

The Settlement Agreement provides for several market rules 
intended to curb incentives to manipulate the market and 
distort capacity prices. First, only certain types of bids can set 
the FCA clearing price, e.g., Permanent De-list bids, import 
bids, export bids, and De-list Bids may only set the capacity 
clearing price in certain limited circumstances. In addition, 
existing capacity resources will effectively be price takers and 
cannot set the auction clearing price to be received by other 
existing capacity resources, except within a specified range, 
i.e., for existing capacity resources, the FCM establishes a 
price collar with a ceiling price of 1.4 times CONE and a 
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floor of 0.6 times CONE until there have been three successful 
annual auctions. In the first year, because the CONE is set 
at $7.50 per kW-month, this means that auction prices for 
existing capacity may only range from $4.50 to $10.50 per 
kW-month.

Capacity Payments Will Be Directly Linked to Availability

The Settlement Agreement adopts a definition of “Shortage 
Event” that is intended to encompass those hours when capacity 
resources are determined to be most needed due to conditions 
on the system. Capacity resources that fail to perform during 
these Shortage Events will loss capacity compensation. On a 
critical day, a resource can have its compensation reduced up 
to 10% of its annual FCA payment if it is not available and, in 
any month, a resource can lose up to two and one-half months 
of its annual FCA payment.

Peak Energy Rents

The FCM includes a reduction in payments for capacity 
(except for self-supplied capacity) equal to the “Peak Energy 
Rents” or “PER” that would be expected to be received from a 
hypothetical proxy unit during the commitment period. The 
PER deduction is intended to be a disincentive for suppliers 
to raise prices in the energy market and to act as a hedge 
for load against energy price spikes. The PER deduction is 
determined by calculating the difference between the real 
time energy price and strike price derived from incremental 
hypothetical cost of a proxy unit. In addition, the PER is 
converted to a 12-month rolling average and is subtracted 
from capacity resources’ monthly capacity payments.

Transition to FCM

The Settlement Agreement provides for an interim compensation 
arrangement to fill the gap between December 2006 and 
purchase of capacity in the commitment period for the first 
FCA -- the 2010/11 power year. The capacity product is UCAP 
on a seasonal basis. Specifically, all listed ICAP Resources 
shall receive fixed payments, based on the resources’ seasonal 
UCAP ratings and the following Settlement Interim Payment 
Rates: December 1, 2006 to May 31, 2007 - $3.05 per kW-
month; June 1, 2007 to May 31, 2008 – $3.05 per kW-month;  
June 1, 2008 to May 31, 2009 – $3.75 per kW-month; and  
June 1, 2009 to May 31, 2010 – $4.10 per kW-month.

Implementation of the Settlement Agreement

To implement the Settlement Agreement, new ISO-NE 
market rules will be developed and filed with FERC in at 
least two packages. First, by October 1, 2006, a package will 

be filed containing rules for implementation of the transition 
provisions on December 1, 2006. Second, by February 15, 2007, 
the rules for the FCM itself will be filed. Parties to the 
Settlement Agreement may only challenge the market rules on 
the grounds that they are inconsistent with, or not necessitated 
by, the Settlement Agreement. Once approved, the settling 
parties have agreed not to seek a change in the Settlement 
Agreement or the market rules for a period of about two and 
one half years.

Implications and Analysis

A short-sighted planning horizon and inadequate commitment 
period for new capacity are likely to result in the FCM, as 
proposed, failing to consistently attract new resources to 
meet the growing electric energy needs of New England.  
Quite simply new baseload capacity, especially coal or similar 
capital intensive capacity, cannot be built within the three 
and a half year planning horizon between the commitment 
to purchase capacity under the FCA and the beginning of the 
commitment period when new capacity must deliver. As a 
result, proposals for new capacity are likely to be dominated 
by gas projects; however, wind and some other intermittent 
resources could also meet the three and a half year planning 
horizon. By effectively limiting potential new entrants in the 
market to gas, the FCM will encourage a growing dependency 
on gas within the New England region just when the economics 
of power production are increasing the attractiveness of coal 
and nuclear. Further dependency on gas-fired generation 
in New England is likely to increase price volatility in both 
electricity and home heating markets throughout the region. 
With other regions of the country turning away from gas and 
toward a more diversified fuel mix for new projects, New 
England energy markets are unlikely to be competitive vis a 
vis energy markets in other regions.

In addition, investors in new capacity are likely to demand 
predictable revenue streams well beyond a one-time five year 
commitment period that the FCM proposes. Potential investors 
in new capacity are unlikely to rush to repeat mistakes of the 
recent past when too great a reliance on merchant arrangements 
led to failed projects. As a result, investors are likely to demand 
greater assurance of a return on their investment. The five 
year commitment period that new capacity may elect under 
the proposed FCM is likely to be viewed as insufficient. As a 
result, there are likely to be fewer proposals for new projects 
at higher prices than there otherwise would be, had the FCM 
provided for a longer commitment period for new capacity, 
e.g., ten years.
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The two key shortcomings identified above with respect to 
new capacity will also discourage investment in existing 
capacity. As noted in the above description of the FCM, 
existing capacity that is significantly upgraded is considered 
new capacity. Owners of existing capacity are not likely to be 
encouraged to make these investments with only a five year 
commitment period.

In summary, although the FCM is a significant step forward 
towards developing a mechanism to ensure New England’s 
long-term energy security, without extending the FCM 
planning horizon and minimum commitment period available 
for new capacity, FCM is likely to fall short in attracting the 
new entrants into the New England power market necessary 
to realize this goal.


