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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

)
STANDARDI ZI NG GENERATOR | NTERCONNECTI ON )

AGREEMENTS AND PROCEDURES ) Docket No. RMD2- 1- 000
)

MOTION FOR LATE INTERVENTION AND COMMENTS OF THE
PUBLIC SERVICE COMMISSION OF THE STATE OF NEW YORK

Pursuant to an Advanced Notice of Proposed Rul ermaki ng
(ANOPR), dated Cctober 25, 2001, ' a Notice of Extension of Tine,
dated January 16, 2002, and Rule 214(d)(1) of the Comm ssion’s
Rul es of Practice and Procedure (18 C. F. R 8385.214), the Public
Service Conmm ssion of the State of New York (NYPSC) hereby
submits its Mdtion For Late Intervention and Conments. The
i ssuance of the ANOPR is an inportant first step in realizing
t he Comm ssion’s goal, which the NYPSC supports, of encouraging
the siting and construction of efficient transm ssion
facilities.

The NYPSC regul ates the provision of retail electric
service in New York State and to a limted extent nost of the
entities participating in the markets adm ni stered by the New
Yor k | ndependent System Operator, Inc. (NYISO. The NYPSC s
interest in this proceedi ng cannot be represented adequately by

any ot her party.

' 97 FERC { 61, 069.



Because we were unable to conplete our review, NYPSC did
not tinely file comments. The NYPSC s intervention, three
busi ness days late, will advance the public interest and wl|
not prejudice any party or disrupt the proceedi ng because the
date passed only a short tinme ago and the Comm ssion has not
acted. Thus, this notion should be granted.

Copi es of all correspondence and pl eadi ngs shoul d be

addr essed to:

Lawrence G Ml one, Esq. Ronal d Li berty

Saul A. Rigberg, Esq. Director Fed. En. Interv.

Publ i c Service Conm ssion Publ i c Service Conm ssion
of the State of New York of the State of New York

3 Enpire State Pl aza 3 Enpire State Pl aza

Al bany, Ny 12223 Al bany, NY 12223

saul _rigberg@ips. state. ny. us ronal d | iberty@lps. state. ny. us

SUMMARY

Al t hough the ANOPR expl ains that cost responsibility issues
will be addressed in a subsequent rul emaking, the Conm ssion
shoul d establish at the outset that one standard pricing regine
may not be equally appropriate for all market designs. For
exanpl e, the cost recovery approach for network upgrades
enbodi ed in the ANOPR may not provi de adequate narket-driven
price signals in an i ndependent system operator (ISO/regional
transm ssi on organi zation (RTO environnment with LBMP pri cing,
particularly when transm ssion owners do not own generation.

Further, the ANOPR s proposed queuing regine may result in

inefficient consideration of generation projects and gam ng of



the process to the benefit of market participants wth market
power. Finally, the NYPSC seeks two clarifications: (1) that
t he proposed 20 MW exenption applies only to transm ssion
systens but does not apply to local distribution systens and
(2) that transm ssion providers would be required to identify
mar ket areas as optimal generator sites rather than specific

subst ati ons.

BACKGROUND

The Commi ssion stated that its goal is to create a
national ly consistent nethod for interconnecting conpetitive
whol esal e generation resources to electric transm ssion service
providers’ facilities that would: 1) encourage needed
investnment in infrastructure; 2) renove incentives for
transm ssion providers to favor their own generation; 3) ease
entry for conpetitors; and 4) encourage efficient siting
deci sions. The Comm ssion explained in the ANOPR that it is
considering nodeling its approach on the “Standard CGeneration
| nt erconnecti on Agreenment” and “Generation |Interconnection
Procedures” of the Electric Reliability Counsel of Texas
(ERCOT), as suppl enented and nodi fied by “best practices”
distilled from generator interconnection agreenents and
procedures that have been approved by the Conm ssion in past

cases.



The Comm ssion further explained that for the purposes of
comenting in this proceeding, one should assune that its
“current pricing policy” (Attachnent B to the ANOPR) is in
effect.? This pricing policy has two nmain conponents:

1) The generator developer is obligated to pay for 100
percent of the cost of all facilities needed to
establish the direct electric interconnection between
its facility and the transm ssion provider’s networKk.

2) Wi |l e the generator developer is required to pay up
front for upgrades of all network facilities that
woul d not be needed “but for” the new generator from
the point where it connects to the grid, it is
entitled to a credit, to be applied through future
transmi ssion rates as it takes transm ssion service,

for any such costs it is required to bear.?3

2 The Conmission noted that it may alter this approach in the
future, stating that cost responsibility and pricing wll be
addressed in a subsequent rul emaki ng. As expl ai ned bel ow, the
Comm ssi on has approved a different pricing policy for the |SGCs.

3Attachment B further explains that the transm ssion rates

t hrough which this credit would be applied wll include rates
for all transm ssion service utilized by the generator after the
date of the interconnection. Such service would include not
only new point to point service taken by the generator fromthe
| ocation of its new facility, but also any other transm ssion
service taken by that generator fromthe transm ssion provider.
In addition, the credit would be applied to the rates for any
transm ssion service, including both point to point and network
service, used by loads to deliver the output of the new facility
to their |ocation.



The second conponent does not correspond to the “but for”
cost responsibility reginme approved by the Comm ssion and in
effect at the NYI SO and its neighboring 1SO* Generators
constructing plants in the NYI SO Control Area have equal and
conpetitive access to the transm ssion system Therefore, they
pay for, without reinbursenment, the full cost of all facilities,
i ncl udi ng network upgrade costs, that would not have been
required “but for” the interconnection.

In addition to seeking comments on the ANOPR, the
Commi ssion initiated a coll aborative stakehol der process for
review of the issues presented. The stakehol der process evol ved
into two drafting groups, one of which produced a Standard
Cenerator Interconnection Procedures (Interconnection
Procedures) docunment and the other of which produced a Standard
CGenerator Interconnection and Operating Agreenent
(I'nterconnection Agreenent). These works in progress, which
total nore than 200 pages and denonstrate a w de divergence of
opi ni on anong generators and transm ssion owners, were filed

with the Comm ssion on January 11, 2002.

*New York | ndependent System Qperator, Inc., Docket No. ERO1-
2967- 000, Order Accepting Tariff Revisions Subject to

Modi fications, 97 FERC T 61, 118 (2001); Consuners Energy Co.,
Docket No. ER01-1587-001, Order On Rehearing, 96 FERC Y 61, 132
(2001); PIJMInterconnection, L.L.C , Docket No. ER99-2340-000,
Order Accepting For Filing Arendnents to Open Access Tariff and
Operating Agreenent, As Modified, 87 FERC f 61,299 (1999).




I. THE COMMISSION SHOULD CLARIFY THAT ITS COST RESPONSIBILITY
“BEST PRACTICES” APPROACH MAY NOT WORK WELL IN A MARKET-
DRIVEN ISO/RTO ENVIRONMENT.

The pricing policy described in Attachnment B is one of two
pricing reginmes that have been approved by the Conm ssion. The
Attachnent B approach is in effect for individual transm ssion
owners (TGs) in situations where vertically integrated
generation and transm ssion are bundl ed under utility-specific
Open Access Transmission Tariffs. This approach hel ps ensure
that vertically integrated TGs do not give preferenti al
treatnment to their own generation to the di sadvantage of non-
affiliated generation.

Vertically integrated TOs possess powerful incentives to
use their transm ssion and distribution (T&) nonopoly to favor
their own generation by making transm ssi on expensive, thereby
di sadvantagi ng rival generators or potential rival generators.
In parts of the country with vertically integrated TGCs, a
critical requirenment of any interconnection policy is the need
to counteract the incentives that the TO has to di sadvant age
rival generators. Acconplishing this goal may require denying
TOs control over decisions regarding transm ssion reinforcenents

and cost allocation.?®

*See, for exanple, the NYPSC s “Statenent of Policy Regarding
Vertical Market Power,” issued in Case 96-E-0900 on July 17
1998. It is appended as Attachnent 1.



In control areas with little vertical integration and with
| SO-adm ni stered markets, however, the Comm ssion has authorized
a different approach that relies on market-driven price signals
in regional bid-based markets with LBMP in place. A cost
responsi bility regime that encourages generator siting in
optimal locations nore closely sinulates a conpetitive narket.
As the Comm ssion staff stated in a recent concept paper, dated
Decenber 17, 2001 (at page 2), as a conponent of its vision of
future whol esal e electric nmarkets: “Good market-driven price
signals will exist to support well-planned investnent in new
generation and new transm ssion when and where they are needed,
and in a tinely manner (before shortages occur).” W support
t he concept of constructing well-planned transm ssion and those
who benefit from new transm ssion should pay an appropriate
share.

Li sted bel ow are several suggested principles and
conclusions relevant to pricing policies in a market environnent
(I.A). For the reasons discussed, these principles are served
by a policy requiring generators to fund transm ssi on upgrades
they require except in unique circunstances (I1.B.). Finally, we
recomrend that the final rule in this docket maintain the |ISO

protocol s pending resolution of the cost allocation NOPR (I.C.).



A. A Regional Tariff Administered By An ISO or RTO Should
Be Market-Oriented.

The goal of assigning cost responsibility for transm ssion
upgrades should reflect the principle that conpetition and
mar ket - based sol utions generally result in nore efficient
al l ocation of societal resources. Consistent with this

fundanmental prem se are the foll ow ng

Reliability and reasonable prices are primary goals.

New generation and transm ssion expansion will be
required, and in sone cases, may be substitutes for
t he ot her.

These guiding principles Iead the NYPSC to several
observati ons and concl usi ons:

Efficient system planning requires a bal ance between
transm ssi on and generation devel opnment, with a
focus on market signals and reliability.

Cenerators’ choice of sites should be guided by
LBMPs (higher prices should attract new generation).

In some extrene cases, nmarket signals may be

i nadequate. Desirable generation may be di ssuaded
fromsiting where LBMPs are hi gh because of high

i nterconnection or deliverability costs or
environnmental factors. It nmay then be necessary for
state regulators to order a transm ssion owner to
construct new transm ssion facilities, with the
costs spread anong the appropriate body of

rat epayers.

While the Commi ssion is properly striving for
sinplicity, it is not likely that a single cost
responsibility approach would work equally well wth
every reqgqulatory regine and every narket design.



Perhaps two or three approaches, or general guidelines
rather than a narrowly focussed prescriptive rule,
woul d better acconplish the Comm ssion’ s goal.
The NYPSC recommends that these guiding principles and
observations serve as a foundation of the subsequent pricing

r ul emaki ng.

B. The NYISO OATT Contains Elements Of An Optimal Cost
Responsibility Model.

Under the NYI SO nodel, TGOs are responsible for the cost of
“System Upgrade Facilities” that are needed to naintain system
reliability “anyway” (that is, w thout considering the inpact of
devel opers’ projects). GCeneration devel opers are responsible
for the cost of System Upgrade Facilities that would not be
needed to maintain systemreliability “but for” the inpact of
their projects on the system These “anyway” and “but for”
costs are determ ned by the Annual Transm ssion Baseline

Assessment (ATBA)®

®The specific purpose of the ATBAis to identify the System
Upgrade Facilities that TOs are expected to need to reliably
nmeet the | oad projected for the New York Control Area, with cost
estimates for those System Upgrade Facilities. NYISO staff,
with initial input fromeach TO builds an integrated NYl SO w de
ATBA that identifies each anticipated System Upgrade Facility
project and its estimted costs, and includes other rel ated

i nformati on.



and the Annual Transnmission Reliability Assessment (ATRA).’ The
results of the two assessnents are netted, and each devel oper is
assigned responsibility for the cost of the net inpact of its
project on the reliability of the transm ssion system

Thi s approach encourages the devel oper to site the project
in a cost-effective manner, maxim zing anticipated profits by
selecting potential sites that consider reliability inpact costs
as well as market prices that reflect existing transm ssion
constraints. This paradi gm provides a market-based incentive
for the devel oper to determ ne what |evel of upgrades it is
willing to support. G ven that the upgrade costs nust be
recovered in the market price for the generation output, the
mar ket ensures that retail consuners pay for only those upgrades
for which they receive a direct benefit. It also would
di scourage, for instance, a devel oper from proposing to site new

generation in western New York with intentions of delivering

"The specific purpose of the ATRAis to identify the System
Upgrade Facilities required for the projects in the O ass Year
group of projects, with cost estimates for those System Upgrade
Facilities. NYISO staff, with input from Market Participants,

i ncluding the O ass Year Devel opers, updates the System
Reliability Inpact Studies that were previously performed for
each project, to determne the pro rata contribution of each
project in the Cass Year to each of the System Upgrade
Facilities in the updates, and to determ ne each devel oper’s
cost responsibility. NYISO staff then provides each C ass Year
Devel oper with a dollar figure for its cost responsibility, with
speci fied supporting information.

10



energy to New York City, unless devel opnent costs and nmarket
LBWP differentials supported such a decision.?

An additional attribute of the NYI SO nodel that is mssing
fromthe best practices approach is that new generation,
exi sting generation, and nerchant transm ssion devel opers are
all on an even standing, facing the sane financing and econom c
viability challenges. 1In contrast, under the best practices
nmodel , new generation would receive this favorabl e treatnment
(i.e., reinbursenment) while | eaving pre-existing generation with
no easy opportunity (i.e., no reinbursenent) to inprove its
deliverability situation (even a situation exacerbated by new
generation) and nerchant transm ssion devel opers are di scouraged
from stepping forward.®

The NYI SO s LBMP nodel, however, provides for a variety of
sol utions to congestion problens while ensuring that the system
w Il not be overbuilt. The |I1SO nodel in New York has encouraged
efficient siting of generation near | oads where congestion
exi sts. Four devel opers have already filed siting applications
for merchant transm ssion that would be built into the

constrai ned New York City/Long |Island market.

!|We offer in Attachnment 2 two scenarios as exanples of the
attributes of LBMP pricing in this context.

Under the existing NYI SO nmarket design, both new generation and
exi sting generation facilities have equal access to the
transm ssion system due to the LBMP pricing system

11



W note, however, that there may be sone circunstances that
do not provide adequate market signals for the construction of
new transmi ssion lines. In those cases, the NYPSC nay have to
direct transm ssion owners to file for construction of those
facilities. For exanple, a local |oad pocket may experience
LBWMPs that are significantly above those that occur outside the
pocket. A new transmission line may relieve congestion to such
an extent that the LBMPs inside the pocket would fall to the
| evel of those outside the pocket. Further, the aggregate
benefit of these |lower prices may greatly outwei gh the cost of
the newline. 1In such a situation, the proper decision, from
society’'s perspective, is to build the Iine. However, because
there would be no LBMWP differential to conpensate any new owner
of congestion rights, an entrepreneur nmay be disinclined to
invest in such a line. Under such circunstances, the regul ated
TO may be required to invest in such a beneficial project.

C. Interconnection Procedures and Agreement Provisions
Should be Flexible

Several of the provisions contained in the proposed
| nt erconnecti on Procedures and | nterconnection Agreenent
submtted on January 11, 2002 appear to be founded on the cost
all ocation assunptions provided in Attachnment B. G ven that the

Comm ssion will be addressing cost allocation issues in an

12



upconi ng NOPR, ! the provisions should either be revised not to
be dependent on any particul ar cost allocation nethodol ogy or
identified for revision after resolution of the cost allocation
NOPR.

| nsof ar as the ANOPR has focused on products to be used by
fully integrated utilities with the assunption that transm ssion
owners bear the cost for interconnection-rel ated upgrades, its
orientation is counter to what is in practice within the | SGCs.
To avoid planning uncertainty, the Comm ssion should include
provi sion 31.15 of the draft Interconnection Agreenent inits
final rule, which would maintain the | SO protocols unti

resol uti on of the cost allocation NOPR. !

II. A QUEUING REGIME SHOULD ALLOW PROJECTS TO ADVANCE WITHOUT
UNREASONABLE TIMING IMPEDIMENTS.

The ERCOT i nterconnection nodel and the proposed
| nt erconnecti on Procedures submtted January 11, 2002 provide
for a queue position for study and resource priority based on

when a transm ssion provider receives an interconnection

10 Section 11.4 of the Interconnection Agreenent explicitly
acknow edges a difference of opinion on this subject between
generators and transm ssi on owners.

“Section 31.15 states: “Many provisions of the Agreenent
reflect terns and conditions applicable where | SO RTGs are not
currently in place. To the extent that any provision of this
Agreenent is inconsistent wwth any tariff or agreenent approved
by the FERC for an I SO RTO, the ISORTO tariff or agreenent
shall control unless and until nodified by the Comm ssion.”

13



request. While the NYPSC agrees that it is desirable to have a
process to orderly nove projects through the study process and
to determ ne assunptions as to which proposed generation
projects are nodeled in the studies, there are two ngjor
drawbacks to the proposed approach if it is rigidly applied.

The first is that projects that are likely to inprove
systemreliability or to decrease pressure on energy prices nay
be trapped in a |low position in the queue that woul d prevent
their tinely consideration in favor of nore specul ative projects
that submitted their paperwork ahead of the other projects.? |f
a project developer in the latter part of the gueue wants to
buil d generation sooner than parties that are earlier in the
gueue, they should be allowed to have studies expeditiously
performed, possibly by qualified consultants and submtted to
the 1 SO and state regulators for the necessary approvals, so
t hat needed generation would not be held back from
consi der ati on.

The second drawback is that the queue proposal contained in
the draft Interconnection Procedures docunent allows a devel oper

to potentially tie up scarce transm ssion resources for up to

2Whi l e the NYSPSC agrees that determ ning which projects may be
nost beneficial to a particular control area is arguably

subj ective, we urge the Commission to allow for carefu
consideration of input fromthose closest to the situation,
nanmely, the 1SCs and state regul ators.

14



ten years (section 3.3.1). This provision could allow gam ng of
t he pl anning process. For exanple, generation owners could
exerci se market power where the transm ssion system was
constrained. Especially in New York City and urban areas of the
Nort heast, those sanme areas of the transm ssion system are
likely to have scarce interconnection facilities. Consequently,
for the relatively mninmal cost of having studies perforned and
exercising site control, an existing generator could prevent the
all ocation of interconnection resources (e.g., a breaker
position) to a conpetitor. At a mnimum if the proposed queue
process is adopted, firmmlestones should be in place that
ensure that projects either nove forward or the resources are
real | ocat ed.

Shoul d the Commi ssion decide to retain the draft queue
provi sions, section 4.3 is key to preventing the creation of a
“market” for queue position.'® Wthout this provision, the queue
coul d becone jamed with “paper” projects whose sponsors have no
intention of devel opnent and are betting that a | ower-ranked
project would be willing to purchase their queue position. This
practice slows the process, encourages unearned profits, and

drives costs up to developers and, ultimtely, to retai

BSection 4.3 states: “A generator may transfer its queue
position to another entity only if such entity acquires the
specific facility identified in the Interconnection Request and
t he Point of Interconnection does not change.

15



consuners. Preferably, the process should have gui delines that
pronote the devel opnent of the nost efficient projects, not just
the projects that “hurried in the door” with mnimally efficient
desi gns.

The probl em of determ ning which proposed generation
projects should be included in study assunptions is |ikew se
resol ved by the inclusion of section 4.2, which provides the
option of “clustering” projects for study. This provision would
allow the determ nation of system upgrade requirenents
communal ly, and therefore, should be retained. There is a
simlar process currently in place at the PJM and New York | SCs.
III. CLARIFICATION IS REQUIRED ON THE TREATMENT OF PROJECTS

THAT ARE 20 MW AND BELOW

One of the Commission’s proposed “best practices” is that
speci al treatnment should be afforded projects with ratings of 20
MN and bel ow. These projects are to be exenpt from paying for
i nt erconnection studies or network upgrades. W request
clarification that these exenptions would apply only to the

i npacts on transm ssion systens caused by the generator’s

i nterconnection and not to projects affecting distribution
systens. Smaller projects are nore likely to be |ocated on

| oner | evel systens and may have significant inpacts on | ocal
distribution facilities that would require a nore extensive

study as well as local distribution system upgrades.

16



IV. NYPSC REQUESTS THAT TRANSMISSION OWNERS NOT BE REQUIRED TO
IDENTIFY SPECIFIC SUBSTATIONS

The Conmmi ssion has identified as a “best practice” the
requi renent that transm ssion owners post optimal and non-
optimal sites for the interconnection of generation to the
transm ssion system W request clarification that the
transm ssion owners would be required to identify market areas
only and not specific substations. |Identification of specific
substations could pinpoint vulnerabilities in the system and

t hereby conpronise security of the nation’s electric system

“The NYPSC is al so concerned that the draft Interconnection
Agreenent | acks the requirenent that the devel opers’

i nt erconnection equi pment nmust be in conpliance with existing
standards such as United Laboratories and ot her national

el ectric codes. Developers of both transm ssion and generation
must abi de by good utility practice and be held to accepted

st andar ds.

17



CONCLUSION
For all of the reasons expressed above, the NYPSC
respectfully urges the Comm ssion to recognize that one standard
cost responsibility paradigmmay not work well with every narket
design. W also request the Comm ssion to consider a queuing
nodel that allows projects to advance w t hout unreasonabl e
timng inpedinents.

Respectful ly submtted,

Lawrence G Mal one

CGeneral Counse

By: Saul A. Rigberg

Assi st ant Counsel

Publ i c Service Comm ssion
of the State of New York

3 Enpire State Pl aza

Al bany, NY 12223-1305

(518) 473-8178

Dat ed: February 6, 2002
Al bany, New Yor k
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ATTACHMENT 1
Page 1 of 2

STATEMENT OF POLI CY REGARDI NG VERTI CAL MARKET POVER
In creating a conpetitive electric market, the

Comm ssion has viewed divestiture as a key nmeans of achi eving an
envi ronment where the incentives to abuse market power are

m nim zed. Recognizing that vigilant regul atory oversi ght
cannot tinmely identify and remedy all abuses, it is preferable
to properly align incentives in the first instance.

Vertical market power occurs when an entity that has
mar ket power in one stage of the production process |everages
that power to gain advantage in a different stage of the
production process. A transm ssion and distribution conpany
(T&D conpany) with an affiliate owning generation may, in
certain circunstances, be able to adversely influence prices in
that generator’s nmarket to the advantage of the conbi ned
operation. Two exanples are given bel ow

- The affiliate’s generator is located in the same
mar ket as the T&D conpany. The T&D conpany has an
incentive to make entry by generators into its own
territory difficult, and therefore, expensive for a
new entrant by either delaying or inposing unrealistic
i nterconnection requirenents, and thereby raising
prices in the region. A T&D conpany affiliate that
owns generation in an energy market in which it has
only a snmall T&D service territory in that market (in
terns of the market’s square miles) could overcone the
presunpti on, described bel ow, by showi ng that the
percentage of the overall market that the T&D conpany
controls via its service territory is insubstanti al
provi ded, however, that if the energy narket is a high
cost market the T&D conpany nust al so have no ability
to influence transm ssion constraints into the high
cost market.

- The affiliate’ s generator is on the high cost
side of a transm ssion constraint and the T&D
conpany has the ability to influence the



ATTACHMENT 1
Page 2 of 2

transm ssion constraint. The T&D conpany has the
incentive to retain the constraint to keep the
mar ket price high on the high cost side of the
constraint.

To guard agai nst undesirable incentives, a rebuttal
presunption will exist for purposes of the Comm ssion’s Section
70 review of the transfer of generation assets, that ownership
of generation by a T& conpany affiliate woul d unacceptably
exacerbate the potential for vertical market power. To overcone
the presunption the T& conpany affiliate would have to
denonstrate that vertical market power could not be exercised
because the circunstances do not give the T&D conpany an
opportunity to exercise market power, or because reasonable
means exist to mtigate market power. Alternatively, the T&D
conpany woul d need to denonstrate that substantial ratepayer
benefits, together with mtigation nmeasures, warrant overcom ng
the presunption. Possible nmeans of mtigating market power
i ncl ude:

- Limtation on the degree of control over the
constraining transm ssion interface held by
the T&D utility.

- A pledge by the T& utility to pursue
transm ssi on projects recomended by the
Comm ssion or by the 1SO together with a
proposal that would neutralize profit
maxi m zi ng incentives on generation that is
wi thin the market power control area pending
the conpletion of all reasonable efforts by
the T&D conpany to conpl ete reconmended
transm ssi on projects.

- An agreenent by the T&D conpany to
participate in a binding arbitration in the
event of a dispute over a new generator’s
i nterconnection requirenents in the T&D
utility’ s territory.



ATTACHMENT 2
Page 1 of 2

Example 1

The first exanple assunes a broad definition of “upgrades”
and conpares the ANOPR s Attachment B pricing approach to the
NYI SO s current policy. Consider two LBMP regions, A and B with
LBMPA = $30/ MW and LBWMPg = $55/ M.

Power tries to flow fromlow cost Ato high cost B, but is
constrai ned. Suppose new transm ssion would cost the equival ent
of $37 per MM. Suppose also that it would cost $31 to build
and operate a new plant in Zone A and $45 to build and operate a
new plant in Zone B. The |east-cost solution fromsociety’s
point of viewis for the $45 plant to build in Zone B. Building
a plant in Zone A plus a line to connect it to Zone B woul d cost
$68/ MW ($31+$37). If the policy were to nake the Generator
Devel oper pay for the cost of transm ssion reinforcenment (or
sinply accept its zone’s LBMP wi thout the upgrade), the correct
societal result will occur. However, if the policy were to
force the TOs to pay the $37, then the generator will build in
Zone A since the developer’s costs will be $31, not $45.
Unfortunately, with this policy, total costs to society wll be

$68/ MMh rat her than $45/ M.
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Example 2

The second exanpl e assunes a nore narrow definition of
“upgrade” costs and conpares the two approaches to assigning
cost responsibility.

A Generator Devel oper is considering building a plant in a
zone that generally provides an LBWP at $40/ MM. It woul d cost
$34/ MM to build and operate at Site 1 and $35/ MM at Site 2.
The upgrade costs that woul d not have been required “but for”
the interconnection will be $10/MM at Site 1 and $2/ MM at Site
2. Total costs will be lower at Site 2 ($37) than at Site 1
($44). In fact, building no plant is nore efficient than
building at Site 1 (value of the extra power is the LBMP at $40
while the extra cost is $44). |f the Generator nust pay the
upgrade costs caused by its interconnection, then it has the
incentive to correctly choose Site 2. However, if TOs pay for
t he upgrade costs, then the Generator will only | ook at the
costs to build and operate and, thus, has the incentive to
choose Site 1 ($34) over Site 2 ($35). Not only did the
devel oper not receive the incentive to site the plant
efficiently, society would be better off if this plant

(i ncluding the required upgrade) were not built at all.
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