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AND THE NYISO’S REQUEST FOR INTERIM EXTENSION
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INTRODUCTION
On March 20, 2002, the New York | ndependent System
Qperator, Inc. (NYISO proposed in a conpliance filing a
conpr ehensi ve set of Market Mtigation Measures (Conprehensive
Mtigation Filing). Wth several qualifications, the New York
State Public Service Conm ssion (NYPSC) supports the NYISO s
proposal. While maintaining incentives for new generation
investrment in New York, the proposed nmitigation neasures wll
significantly contribute to ensuring that rates are just and
reasonabl e.
NYPSC al so supports the NYI SO s request to extend the
exi sting automated mitigati on procedure (AVMP) beyond its
expiration of April 30, 2002 in the event the Conmission is
unable to conplete its review of the Conprehensive Mtigation

Filing by that date. Pursuant to a Notice of Extension of Tineg,

dated April 2, 2002, and Rule 214(d)(1) of the Commission’s



Rul es of Practice and Procedure (18 C. F. R 8385.214), the NYPSC
hereby submts its coments. Copies of all docunents and

correspondence shoul d be sent to:

Saul A Rigberg Ronal d Li berty
Assi st ant Counsel Director Fed. En. Interv.
Public Service Comm ssion Public Service Comm ssion

of the State of New York of the State of New York
3 Enpire State Plaza 18'" FI. 3 Enpire State Plaza 11'" FI .
Al bany, NY 12223 Al bany, Ny 12223

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

I. OVERVIEW

The NYISO S ability to nmitigate market power throughout New
York State should be continued. It is generally acknow edged
that during the transition froma highly regulated industry to
an industry that has workably conpetitive markets, narket
participants may be able to take advantage of transm ssion
constraints or peak period conditions to drive up prices
substantially higher than would result fromthe nornmal operation
of a conpetitive market. The chall enge has been to create
tightly focused mtigation rules so that admnistrative
intrusion into the narket is precise, accurate and infrequent
and occurs only when necessary to ensure that prices renain just
and reasonabl e.

Apart from New York City, New York's narkets are generally
conpetitive but there are tines when supplies are tight — due to
constraints or high demand — and t he NYI SO adm ni st er ed- mar ket s

becone non-conpetitive. |n those instances, a |large player can



wi t hhol d supply and drive up prices significantly. Accordingly,
the current statew de conduct and inpact methodol ogy shoul d be
continued (Point I).

New York City markets, on the other hand, are not workably
conpetitive a significant anount of tine, and, therefore,
require different, carefully crafted nmitigation neasures. In
such a constrai ned environnent there nay be only one to four
suppliers providing energy within the various |oad pockets.
Therefore, nmarket power protections nust be narrowy tailored to
address this uni que environnent.

The NYPSC supports the NYI SO s structural congestion
approach as well as its proposal to use a two percent annua
price inpact curve for establishing the size of thresholds for
New York City, with two conditions. First, the conduct and
i mpact thresholds applicable in New York City during constrained
hours shoul d be capped at $20 per MM rather than at the
st at ewi de $100 per MM threshold. 1In a constrained area that is
not workably conpetitive due to a paucity of generation, any
cushion greater than $20 i s unreasonabl e.

Wil e the proposed approach, with this change, strikes a
reasonabl e bal ance between protecting consuners agai nst
unreasonably high prices and providing generators with
additional bid flexibility and the financial incentive to

construct new generation, it will raise prices in New York Cty.



Consequently, any argunents to raise the two percent curve
shoul d be rejected.

Second, the procedure used by the NYISO to administratively
set reference levels nust allow for an efficient regul atory
audit process. Valid reference prices are critical to
establishing effective mtigation, and, therefore, the
Commi ssi on nust be able to review the underlying data to ensure
that the reference levels are just and reasonable (Point I1).

Next, the proposal to replace the current 24-hour
mtigation in the In-Cty Day Ahead Market (DAM with a nore
limted proposal to mitigate only select hours could result in a
failure to successfully mtigate econonmic withholding. |If the
NYISOis able to properly mtigate start-up and m ni mum
generation bids, which it has not been able to do thus far, then
t he proposed change coul d be reasonable. However, the parties
shoul d be given an opportunity to explore inpacts of the change.
Until then, the proposal to limt mtigation to only sel ect
hours shoul d not be approved (Point 111).

Finally, continuation of the AMP, which elimnates the one-
day | ag associated with manual inmposition of narket power
mtigation in the DAM is a critical conponent of the mtigation
pl an. The Commi ssion shoul d approve the proposed AMP desi gn
change which would Iinmt mitigation to specific |ocation-based

margi nal price (LBVMP) zones where it is needed. However, just



as it is necessary to study the proposal to elimnate 24-hour
mtigation in the In-CGty DAM market, so too is it necessary to
put on hold the NYISO s AWP proposal to limt mtigation in the
DAM to select hours. Until the NYISOis able to inplenent its
proposal to properly mtigate start-up and m ni nrum generati on
bids, mitigation for only a few hours can fail to reverse narket
power exercised through econom ¢ withhol ding via high bids for
start-up costs and m ni mum generation costs. The NYPSC opposes
expandi ng the 50 MWV exenption fromAMP mitigation to cover all
generation firns unless the NYI SO can denpbnstrate, in a
subsequent filing, that on extrene high | oad days during the
sunmrer, a 50 MV wi thholding raises prices by so little that it
woul d not be profitable for a large firmto engage in such
conduct (Point 1V).
I. THE STATEWIDE MITIGATION PLAN SHOULD BE ADOPTED.

The NYI SO s proposal to continue using relatively high
bi ddi ng threshol ds ($100 per MM) above target |evels (reference
prices) is acceptable for markets that generally are workably
conpetitive. These nmeasures continue to be necessary because at
peak tines when there is a shortage of supply, a large player

can withhold supply and drive the price up significantly.



A. The NYISO’s Proposed Statewide Mitigation Measures
Reasonably Protect Against The Occasional Exercise Of
Market Power In Areas Other Than New York City.

Market mitigation neasures have been part of the NYI SO
adm ni stered markets fromthe NYI SO s inception. The
Comprehensive Mtigation Filing continues the NYI SO s conduct
and i nmpact approach to narket power detection and nitigation by
setting forth specific tests for nmarket partici pant conduct and
resul ting market inpacts that warrant mitigation.! The existing
and proposed statewide mitigation neasures strike the correct

bal ance between narket power protections and the need to

encour age new generation investnment and bidding flexibility.?

! The “conduct” test exanines the bidding behavior of each market
partici pant and assesses whether its bids exceed target |evels
determned by the application of a specified percentage (300%
or dollar ($100 per MW) threshold to a set of reference |evels
specific to each generating unit. The “inpact” test exam nes
whet her bidding at |evels exceeding the conduct threshold has
caused nmarket-clearing prices to increase by nore than a
specified dollar ($100 per MM) or percentage (200% anount. |If
a seller’s submtted bids trigger the applicable conduct and

i mpact tests, then those bids are nmitigated by replacing the
submitted bids with bids at the applicable generator-specific
reference | evel (Conprehensive Mtigation Filing at p. 9).

2 The Conprehensive Mtigation Filing al so proposes new

t hreshol ds for non-price bid paraneters (for exanple, m ninmum
run times and ranp rates) and to exenpt energy and m ni mum
generation bids bel ow $25 and operating reserve bids bel ow $5
frominposition of mitigation neasures. W have no objection to
t hese changes provided the 10 m nute non-synchronous reserve
remai ns capped at $2.52 until the stakehol ders have had the
opportunity to explore the consequences of any changes
(Conprehensive Mtigation Filing at p. 58; NYI SO Mar ket

Admi ni stration and Control Area Services Tariff, Rate Schedule 4
at 5.3.1).



Consequently, for upstate, they provide an insurance plan on
hi gh | oad days when, for exanple, the Central -East interface
becones constrai ned and t he NYI SO nust sel ect generating units
fromthe steep part of the supply curve.® They shoul d be
adopt ed.

II. THE NEW YORK CITY MARKET, WITH ITS NINE LOAD POCKETS,

IS NOT WORKABLY COMPETITIVE DURING TRANSMISSION

CONSTRAINTS AND, THEREFORE, THE STATEWIDE MEASURES

ARE NOT SUFFICIENT.

Upon divestiture of nobst of Con Edison’s New York Gty
generation resources, the New York City nmarket was left with
five maj or whol esal e providers, which is an insufficient nunber
of conpeting sellers to yield a conpetitive market when the New
York City market is separated fromthe rest of the Northeast
mar ket by transmission constraints.* Market power is also a

threat within New York City whenever one of its subpockets is

constrai ned, in which case as few as one generati on owner

3 The NYI SO shoul d be directed to conduct a nore thorough

anal ysis of |owering the $100 per MW threshold and report back
to the Conmission and the parties. The analysis of the effect
of the $100 per MM threshold on an annual basis masks the
behavi or on those days when the market cleared on the steep part
of the supply curve (Conprehensive Mtigation Filing, Patton
Affidavit at |1 25-27).

4 I'n July 2001, the Conmi ssion approved revisions to these
mtigation neasures through Cctober 31, 2001, stating: “[T]he
Commi ssion had al ready agreed that in-City sellers may have
mar ket power when there are transmission and reliability
constraints and supply outside of the constrained area cannot
conpete for the last increnment of demand.” Consolidated Edi son
Conpany of New York, Inc., 96 FERC § 61,095 at 61, 384 (2001).




controls the units that are available within the subpocket to

neet the systenis needs. WMbre specifically:
In the Astoria | oad pocket, there are only three owners,
NRG and NYPA, who own only gas turbines, and Oion. Wen
one of the Astoria sub-pockets binds, there is little
that constrains their bids at the margin. Since energy
wi thin the subpocket is absolutely needed in high-Ioad
conditions, the owners clearly have power over the price.
Simlar conditions exist in Vernon and G eenwood.
There are only three owners of steamelectric units
(Orion, NRG and KeySpan) in the 138-kV pocket.® Two of
those firms (Oion and NRG and NYPA own the peakers in
this pocket. Thus, the pocket is structurally non-
conpetitive whenever it is transm ssion-constrained and
is vul nerable to nmarket power when short-response units
are needed.
When New York City itself is constrained, the |argest
four owners possess narket power and can raise prices
wel | above conpetitive | evels by bidding above the

conpetitive price.

> The 138-kV pocket enconpasses about half of the Gty and
contai ns nost of the small subpockets within it.



Dr. David Patton, the NYI SO s NMarket Advisor, confirns this
assessment.® According to his analysis, New York City’'s seven
subl oad pockets have Herfindahl -H rschnman | ndex Val ues (HH)
that range from 3,700 to 10,000, far higher than the benchnark
for a highly concentrated market, which is 1800. Consequently,
if the NYISOs statewide criteria were to be applied to New York
City, the generators in New York City could raise their bids to
four tinmes the conpetitive level and could be allowed to triple
conpetitive benchmark prices w thout being nitigated.

Accordi ngly, the fundanental prem se of the NYISO s
statewi de market-nonitoring plan - that price levels will be
determ ned by conpetitive forces under normal conditions — does
not apply to In-Gty markets. Not only are they constrained a
great deal of the time but there are an insufficient nunber of
pl ayers within the pockets and subpockets.

In the long run, we expect that this situation will change.
Mtigation nmeasures are necessary to protect custoners in the
short termwhile we pursue long-termpolicies that wll

facilitate new entry of generation and transm ssion to permt

5 patton Affidavit at §Y 41-53.



the relaxation of the mtigation measures.’ However, unti
sufficient new transm ssion and generation are built, the
proposed New York City mitigation regime is needed to protect

consuners fromunjust and unreasonabl e rates.

A. With Modifications, The Two Percent Curve Used To
Establish In-City Conduct And Impact Thresholds Is
Reasonable.

Argunents can be made that mtigation of bids to nmargina
costs (wWith zero thresholds) will yield sufficient revenue
streans to attract new generation to New York City, but the
extra costs to consuners resulting fromthe proposed NYlI SO s
approach represents an investnent to secure the future. It is a
risk reducing strategy; it may turn out to have been
unnecessary, but it is prudent to pay for such protection

Consequently, we generally support the two-percent curve.
This curve, however, mnust serve as an upper bound for
establ i shing threshol ds because prices in New York Gty will

rise as a result of other proposed changes including the

" The NYPSC has worked with the NYI SO and its Market Participants
to establish demand si de bidding and energency | oad curtail nment
progranms. These prograns and ot her denand reduction activities
provi ded over 1,500 MM of |oad relief at peak hours statew de
during the summer of 2001. 1In addition, the New York State
Board on Electric Generation Siting and the Environnent (Siting
Board) has approved three applications to construct electric
generating units in New York City totaling 1,450 MM and has
received applications for three additional New York Gty
projects totaling 1,582 MAMs. Mbreover, three conpani es have
filed requests with the NYPSC to site new transnission |inking
New York City to outside narkets.



nodel i ng of the 138-kV system the use of the NYISO s nethod for
setting reference |levels, and increased thresholds for In-Cty
DAM mitigation. However, two nodifications are necessary.
First, the thresholds nust be capped at $20 per MM; and second,
t he process by which the NYI SO adnmi nistratively sets reference
| evel s, which have a direct effect on narket clearing prices
under certain conditions, nust be amenable to review by the
Commi ssion to ensure that rates are just and reasonabl e.
1. The NYISO Has Justified The Two Percent Curve
Provided The Conduct And Impact Thresholds Are
Capped At $20 Per Mwh.
The NYI SO is proposing to apply conduct and i npact
t hreshol ds | ower than proposed for the statew de plan whenever
there is congestion on the interface into New York Gty (the
“cable interface”) or on the interface to the 138-kV system
within the Gty or on an interface into a subpocket within the
138-kV system The NYISOwill determ ne the existence of
congestion by the presence of a shadow price greater than a
t hreshol d value on the relevant interface.?®
The NYI SO proposes to set the In-City | oad pocket
t hreshol ds for conduct and inpact according to a fornula that is
i nversely proportional to the nunber of congested hours

experi enced over the preceding twelve-nonth period. The |arger

8 The shadow price threshold value would initially be set at zero
so that the | owered conduct and inpact thresholds would activate
whenever an interface becones congested.

- 11 -



t he nunber of hours that an interface into a pocket is

constrai ned, the snaller the conduct and inpact threshol ds that
govern nmitigation within that pocket.® This approach permts the
In-City thresholds to automatically relax as the nunber of
congest ed hours decreases in response to generation or

transmi ssion additions.

The shape of any given curve in Attachnment 1 is designed so
that the annual average price inpact of the thresholds
associated with that curve is the sane for any point on the
curve. For exanple, at any point along the curve | abeled “1%
Annual Curve,” the annual average price inpact of the threshol ds
is one percent.! Each of the other curves contains a set of
t hreshol ds associated with a |arger annual average price inpact.

W support the two percent curve because it appropriately
bal ances the generators’ needs for bidding flexibility with the

need to protect against unreasonable prices. As described

° Attachnment 1, Patton Affidavit, Figure 1 at p. 43.

10 Conprehensive Mtigation Filing at p. 41

1 The percent price inpact value represents the difference, on
an annual average basis, between the price that would result
frommtigation that uses a given set of non-zero conduct and

i mpact thresholds versus the prices that would result froma
nore stringent mitigation that uses zero thresholds. The curve
represents the price inpact associated with the use of non-zero
t hreshol ds, hol ding everything else (fuel prices, denmand, etc.)
equal



bel ow, the proposed changes to the New York City Plan will raise
prices, and, therefore, the curve nust not be higher.

However, the NYI SO s proposal to permt conduct and inmpact
thresholds to rise precipitously (up to $100 per MW) for | oad
pockets in which the nunber of constrained hours per year falls
torelatively lowlevels is too generous. These threshol ds
shoul d not be raised above $20, even if the nunber of

2 Since a

constrai ned hours for a pocket is relatively small.?
constrai ned pocket in New York City is also a pocket where there
are few players, generators can exercise narket power to drive
the price as high as the threshold all ows.

Further, the $100 threshold is far nore generous than the
Commi ssi on approved for PIMand pernmitted in the New York In-
City Mtigation Measures approved in 1998. Under the PJIM
approach, transm ssion-constrai ned market bids cannot be raised
hi gher than the generating unit’s cost plus an additiona

ten percent.!® Using the sane approach for New York, a ten

percent adder would result in about a $3.00 to $10. 00

12 According to the NYISO s proposal, using the two percent
curve, any pocket with fewer than 429 constrained hours in a
year woul d have conduct and inpact thresholds that exceed $20
per MA.

13 Amended and Restated Operating Agreement of PIM
I nterconnection, L.L.C., Schedule 1 at 8§ 6.4.2.

- 13 -



threshol d.'* Thus, the NYISO s $100 threshold is many tines
greater than the PJM approach

On the other hand, a $20 threshold provides a bidding
opportunity well above the costs of fuel and all other non-fue
costs. For exanple, if the reference price of a unit is $50 per
MAh consisting of $30 in fuel and $20 for all other costs, the
$20 threshol d anpbunts to 100 percent over costs not covered by
the reference price.® Cdearly, there is no rational basis to
permt the thresholds to be as high as the NYI SO proposes for
New York Gity.

2. Reference Prices Must Be Audited To Ensure
Rates Are Just And Reasonable.

The NYI SO proposes that the nethodol ogy enpl oyed to
estinmate reference values for use in the In-City DAM nitigation
be changed fromthe existing formula to the NYI SO s reference
val ue determ nati on process when a unit does not have fifteen
accepted bids over a 90-day period. The existing approach is a

formula with defined i nputs while the proposed approach pernits

14 Using the marginal cost of New York’s generating units which
vary from about $30 per MM to about $100 per M.

15 The reference level is adjusted to reflect the changes in the
cost of fuel. Sone generators have argued that the industry is
still exposed to intra-day shifts in fuel prices on certain
occasi ons; however, the |1SO has an appeal process in place to
deal with special circunstances |like these.



the NYISOto use its discretion to adopt a reference val ue that
deviates fromthe fornula for any or all generators.?®

There nay be benefits to the proposed approach such as
addressing legitimate problens with the existing fornula rai sed
by specific generators but discretion also raises the danger of
an overstatenent of reference levels by the NYISO The overal
i mpact of high reference |levels on average prices was not as
significant a concern when the NYI SO s reference |levels were
used to inplenment the statewide nitigation approach for the
real -tine market (RTM in New York Gty since the RTM accounts
for only a small percentage of all New York City energy
purchases. But now, with the NYI SO s reference val ues being
proposed for use by In-Cty DAMnitigation, overstated reference
levels will lead directly to unjust and unreasonabl e rates.

Under the proposal, the NYI SO acts as the factfinder and
deci si on-nmaker, yet it hears argunents fromonly one side, the
generator. Accordingly, such a process has an i nherent bias
toward hi gher reference prices since any contested components
woul d i nvol ve the generator’s allegation that a cost higher than
the NYI SO s estimate should be used. Controverting argunents
for a lower price would not be made. Furthernore, a NYI SO

oversi ght that caused a reference level to be too | ow woul d be

16 gignificantly, the proposal includes higher reference |evels
for new capacity for three years foll ow ng commencenent of
comrerci al operation — which we support.

- 15 -



flagged by the generator and corrected, whereas a Nyl SO
oversight that led to an overstated reference val ue woul d be
| eft unchal | enged.

Consequently, the Commi ssion should require the NYISOto
provide it with sufficient generator-specific infornation so the
Conmi ssion can audit the results of the NYI SO s determnnation.
Most significantly, the audit is the only nmeans the Comm ssion
has for deternmining that reference prices are reasonable in a
non- conpetitive market.?’

3. The Customer Impacts Of Proposed Changes Could
Be Significant.

Three of the NYI SO s proposed changes will put substanti al
upward pressure on prices: (1) |oad pocket nodeling
i mprovenents; (2) the new nethodol ogy for determ ning reference
| evel s; and (3) the use of non-zero thresholds for In-City DAM
mtigation in lieu of the current zero thresholds. Upward
pressure fromthe first two changes, if approved, will be felt
imediately. As we explain in Section IIl, the third change to
In-City DAM mtigation, which cannot be inplenented until the

software is developed, will be felt later.

1716 U.S.C. 88 824d and 824e, and 5 U.S.C. § 51 et seq. See,
M ssouri Public Service Coommin. v. FERC, 234 F.3d 36, 41 (D.C
Cir. 2000).




a. The Proposed Changes To New York City Load Pocket
Modeling May Substantially Raise Competitive
Market Clearing Prices.

At this tine, the NYISO s real tinme software, the Security
Constrai ned D spatch (SCD) nodel, does not fully nodel and
secure the New York City 138-kV | oad pocket or its snaller |oad
pockets. The NYISO indicated that, as of the later of May 1
2002, or upon Conmi ssion approval of the proposed In-Cty
Mtigation Measures, its SCD nodel will be nodified to correctly
nodel these pockets. The inproved nodeling will have a direct
effect on units that were called to operate out-of-nerit (OOM
prior to the nodeling change. The SCD Model will now be able to
recogni ze when a unit is required within the pocket due to
transm ssion constraints and its bids will becone part of the
regul ar dispatch and could set the market clearing price in that
| oad pocket. As a result, all of the generating units in the
constrai ned pocket will now receive the higher price associated
with the unit on the margin in the pocket, whereas the current
OOM appr oach provides the high price only to the unit(s).

Wth nore accurate price signals in the | oad pocket,

devel opers shoul d have a better opportunity to nake economnic

decisions regarding siting. Consequently, the NYPSC supports



t he nodel i ng change, even though it will also have an inpact on
buyers of New York City electricity.?®

b. The Proposed Methodology For Setting Reference
Levels May Lead To Higher Prices.

If a unit does not have 15 accepted bids over a 90-day
period, the NYI SO determ ned reference levels will be used
during hours in which mtigation takes place and these reference
prices can set the narket-clearing price. The current
net hodol ogy for setting reference levels for New York Gty
generators in such a situation is to estimate the generating
unit’s nmarginal running cost, as determned by a formula. The
current fornmula uses each generator’s heat rate conbined with a
fuel price froma published fuel price index to estinmate the
cost of fuel per MM. To this is added $1 per MM for variable
operation and mai ntenance (&) . The $1 per MM val ue is based
on an enbedded cost of service study used by Consoli dated Edi son
when it sold its in-City generation. The formula makes no
provi sion for environnental conpliance costs.

The NYI SO proposes replacing the current fornmula with the
NYI SO s own approach to determ ning default reference val ues,

which, in nbost cases, is a reference val ue negoti ated between

18 Buyers throughout New York Gty face a single zonal price that
equal s a weighted average of all the In-City generator bus
prices. Since the prices at generator busses in constrained

| oad pockets will rise as a result of the nodeling change, there
will be a conconitant rise in the zonal price that consuners
face.



t he NYI SO and the generation owner. The negotiations would be

| oosely based on the NYISO s own formula for determ ning
mar gi nal running costs. This approach will permt O&M val ues
that deviate from $1 per MW, adders for environnmental em ssions
al | onances, and other conponents. |If the allegations that have
been nmade by generators about the inadequacy of the current
formula are enbraced by the NYI SO then reference levels wll
increase significantly as the NYI SO inplenents this new process.
This, in turn, will raise prices.

c. Introducing Non-Zero Thresholds For Day
Ahead Market Mitigation Will Raise Prices.

The NYI SO proposes to rai se the conduct and i npact
t hreshol ds that govern the mtigation of the New York City DAM
market fromtheir current |evel of zero to a set of higher
t hreshol ds. These higher thresholds will cause an increase in
prices. Wile this shift to non-zero thresholds for the DAMis
proposed to take place sonetine after the sumer of 2002, it

will, if approved, add to New York Gty prices.?!®

19 There are several other proposed changes that will partially
of fset the expected price increases, including In-City RTM
threshol ds which will be lower than the generic $100 threshold
currently in effect in New York CGty. Also, under the proposal
the In-City DAMmtigation neasures will apply to all New York
City generators, whereas now they apply to only the generators
that were divested by Con Edi son. These offsets should not

out wei gh the changes which will increase prices, particularly
t he substantial inpact of the change in nodeling of the | oad
pockets within New York City.



4. Generators Will Not Be Harmed By The Two Percent
Curve And The $20 Threshold.

New York City generators have received the highest energy
prices in the Northeast for 2000 and 2001. Capping a
generator’'s bids at a given | evel does not cap the prices
received by the generator. GCenerators receive the narket-
clearing price based on the highest accepted bids. Thus, al
generators, but the one that is on the margin, receive nore than
their bids. Bid caps are based on a generator’s margi na
operating cost which can be well above its average operating
cost due to the increased nargi nal O8%M cost that can occur as
the generator’s output nears or exceeds its rated capacity.
Even the margi nal generator, then, nmay receive revenues greater
than its average operating cost.

Additionally, scarcity pricing can lead to $1, 000 per MM
prices for generators during shortages, which provides far
hi gher prices than generators’ average bids for any given hour
Thi s was evi denced on a statew de basis by the $1, 000 per MM
DAM price that occurred on August 9, 2001. Wen the New York
State market as a whol e experiences scarcity, the current
mtigation measures did not act to undermne the market’s
ability to produce scarcity prices. The sanme principle should
apply to | oad pockets in which the demand within the | oad pocket
exceeds the anobunt that transmi ssion can bring into the pocket

and the anount of generation that is |located inside the pocket.
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Mor eover, despite the use of Day-Ahead mitigation in New

York City with zero thresholds for conduct and inpact, high

energy prices in 2000 and 2001 were driven by a nunber of

factors. Wth the relative paucity of surplus in New York Gty,
the old and inefficient gas/oil-fired generators were often
relied upon to set nmarket clearing prices. |n addition, New

York City generators benefited fromlnstalled Capacity (| CAP)

mar ket prices that, despite mitigation, are also the highest in

the nation. Further, we estimate that new entrants into the New

York City market can expect a 15 percent to 20 percent return on

new generation built in New York Gty.

Consequently, the NYPSC supports the $20 conduct and i npact

t hreshol ds that are derived fromthe two-percent curve to

provide additional bidding flexibility and to provide even nore

assurance that firms will find it economical to build new
capacity in New York City. However, any argunents to nove the
curve higher or to permit the $100 threshold should be rejected

as unreasonabl e.

IIT. THE IN-CITY DAY AHEAD MARKET PROPOSAL TO LIMIT MITIGATION
TO SPECIFIC HOURS SHOULD NOT BE APPROVED UNTIL MARKET
PARTICIPANTS HAVE AN OPPORTUNITY TO EVALUATE THE
CONSEQUENCES.

The market participants nmet with the NYI SO and its Market

Advi sor nunerous tines during the winter to work on New York City

real-time mtigation and the AMP. The NYISO in |leading the

neetings, explicitly noted that detail ed di scussi ons about I|n-
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City Day-Ahead mtigation would not take place, and for the nost
part, they did not. The proposed changes to the DAMthat were
fully di scussed and which the NYPSC does not oppose, are: 1) the
use of NYI SO reference levels in lieu of the default reference
level formula in the current nmitigation nmeasures; 2) changing the
trigger for in-Cty DAMmtigation from 105 percent to 107
percent of the Indian Point bus price; and 3) applying In-City
DAM mitigation to all New York City units rather than just the

di vested units. These were referred to as either “DAM tweaks” or
“interimadjustments” and were contained in the Concept of
Qperations drafts that were circulated to the parti es.

However, the proposal in the Conprehensive Mtigation
Filing tolimt mtigation to only specific hours within a 24-
hour day was not discussed in any detail during the working
group process. The NYI SO suggested that further neetings of the
wor ki ng group would be held after May 1 to work out the
specifics of the conduct and inpact threshold approach to
mtigation for the In-Cty DAM

It appears, however, that the NYISO intends to forego any
such further working group discussions and nove straight to
i mpl ementation of the newin-Cty approach for the In-City DAM
as soon as the software is ready. The Conprehensive Mtigation
Filing states (at page 51):

Accordi ngly, as soon as the necessary
nodi fications to the SCUC can be devel oped,
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tested, and inplenmented, the NYISOw Il operate
the AMP for In-City units in the DAM using the
sanme congestion trigger and reduced conduct and
i mpact thresholds as proposed for use in the
in-City real-tinme market.

The Conmi ssion should reject the NYI SO s approach. The
interaction between the nmitigation of selected hours in the DAM
the i nportance of nininumgeneration and start-up costs to the
DAM and the DAM s need to make unit comm tment deci si ons nakes
DAM mitigation subject to design flaws. Only after the proposal
is examined in the working group should it be subject to
Conmi ssi on revi ew.

A. The Current 24-Hour Approach To In-City Mitigation

Should Be Retained Pending Further Study By The
Working Group.

It appears that the NYI SO will abandon the 24-hour approach
to mtigating the In-City DAM and replace it w th hour-by-hour
mtigation. Such a proposal could be flawed unless the
interactions between the nulti-hour economcs of unit comtnent
and the hourly application of mtigation can be fully eval uated

and di scussed. Until such tine, the Conm ssion should maintain

the existing 24-hour approach to In-City DAM mitigation.?°

20 The actual workings of the in-Cty DAMmitigation have not
reveal ed any problens with the 24-hour approach. Specifically,
the allegations of sonme market parties that a few nighttine
hours were often triggering the full 24-hour DAMnitigation were
researched by the Market Advisor and were found to be incorrect
(January 11, 2002 AWP/ | CM Task Force Meeting).



The factors that need to be considered when nmitigating in
the DAM are different frommtigating the RTM The econom cs of
unit conmitnent takes place in the DAM but does not take pl ace
inthe RTM The unit conmitnment in the DAM considers start-up
costs, minimumrun tines, mninmmgeneration costs, and m ni num
generation quantities of each generator. A unit with a high
cost of mnimum generation will tend to be too costly to comit,
and will, therefore, generally be instructed to stay off-1line
for the foll owi ng day.

One strategy available to a supplier attenpting to exercise
mar ket power via economic withholding is to submit high-priced
bids for m nimumgeneration so that the cost of conmitting the
unit will be so high that the market will reject the unit. Such
a strategy will drive up the price received by the other
generators in the firnis generation fleet. For exanple, if a
generator subnmits $800 per MW bids for the m ni nrum generation
of a unit that has a 12-hour mninumrun tine, the cost to the
systemof committing the unit would nost likely be prohibitive.
Consequently, the econonic withholding of this unit causes a
material price inpact during two or three hours of the
afternoon. Mtigation that applies a bid cap for only those two
or three hours to | ower the $800 m ni num generation bid would be
i neffective in reversing the econom c withhol ding strategy.

Such an attenpt at mtigation would | eave intact the other nine



to ten hours of $800 bids for mninum generation, and woul d
therefore, completely fail. It would have no effect on the
deci sions of the SCUC nodel, and woul d therefore have no effect
on the excessive market-clearing price that this exercise of
mar ket power woul d produce.

Therefore, to properly nmitigate market power that is being
exerci sed through m ni mum generation bids, the NYI SO nust
mtigate the high prices of the bids for mni mum generation for
all the hours of a unit’s mnimumrun tine unless the working
group is able to establish that the nore limted nmitigation wll
not result in market abuse in the other hours.

IV. THE COMMISSION SHOULD ADOPT THE AMP, WITH MODIFICATIONS,

BECAUSE IT ELIMINATES MANUAL MITIGATION’S ONE DAY LAG.

The AMP is an inportant conponent of the NYI SO s neasures
to protect against market power and shoul d be conti nued.
However, the NYISO s proposal to limt its inplenentation to

certai n hours? should be postponed until start-up and m ni num

2l The AMP currently mitigates on days in which a $100 price

i mpact from nmarket power occurs in one or nore hours, and on
those days targets its mtigation to only the subset of the 24
hours of the day in which the market-clearing price exceeds
$150. Under the new proposal, the NYI SO would further narrow
mtigation to only the hours with the $100 i npact.



generation costs are included in the AMP.?2 The proposal to
exenpt 50 MW of bids frommtigation for all generation owners
should be rejected until the NYISO files a nore convincing case
for this change.

A. The Amp Is Necessary.

The main purpose of the AMP is to elimnate the delay of
one DAM cycl e inherent in nmanual application of the nmarket
mtigation thresholds. That delay can result in tens of
mllions of dollars of inproper prices any tinme market
conditions pernit an exercise of nmarket power. Accordingly, the
NYPSC strongly supports continuation of the AMP.

Mor eover, argunents in opposition to AVP should be
rejected. GCenerators have argued that the instantaneous
i mpl enentation of the AMP does not allow themto denpnstrate to
the NYI SO that reference | evels should be adjusted upward to
account for changes in such factors as fuel prices. But that is
not correct. Generators know their reference prices and if
anyt hi ng occurs that night change them they can contact the
NYI SO. I ndeed, actual practice has shown this to be an
unf ounded concern. The NYISO informed us that there were only
two instances in the entire 2001 sumrer period when a generator

requested that the NYI SO adjust its reference price upward. In

22 \W¢ support the proposed geographi c change which directs
mtigation only to specific zones where it is needed.
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both cases, after consultation with the generator, the NYI SO
accepted the request.

Parties may argue the AMP is superfluous if the proposed
In-City Mtigation Measures are approved. This claimis also
incorrect. For exanple, circunstances nmay cause the price at
the Indian Point 2 bus to be as high as prices in New York City
in which case the New York City mitigation neasures will not be
triggered. On August 2, 2001, the AMP was inplenmented in New
York State (including New York City) to prevent market power
while the In-City Mtigation Measures were not inplenented.
Consequently, the two neasures are not duplicative.

Opponents of the AMP nay argue that with the introduction
of other bidding opportunities, such as price-capped | oad-
bi dding or virtual bidding, the AMP is no | onger needed. This
claimis simlarly without merit. Both virtual bidding and
price-capped |l oad bidding can only linmt DAM prices by shifting
purchases to the RTM This may sinply shift the focus of narket
power abuse fromthe DAMto the RTM Mreover, as has been well
established, it is far superior for the vast majority of load to
be purchased day-ahead so that the NYI SO s optimnization software
can conmt units and dispatch the systemin a manner that is
optinmal both for the purpose of reliability and for the purpose
of economics. Accordingly, getting pricing in the DAMright is

paranmount. |f nmarket power exists in the DAMand is not



mtigated appropriately, costly inefficiencies occur and prices
in the RTM coul d be pushed upward.

Finally, despite assertions to the contrary, in both design
and practice the AVMP focuses only on high prices caused by
mar ket power and does not |imt high prices caused by scarcity.
Al t hough prices reached or surpassed the $150 threshold | evel on
twel ve days during the summer of 2001, the AMP intervened only
four tinmes. For exanple, for Hours 14 and 15 on August 9, 2001,
the AMP did not mtigate even though the price actually hit the
$1, 000 per MM bid cap. Thus, high prices by thensel ves did not
cause inposition of the AWP.

B. The Commission Should Reject The Proposal To Further

Limit The Number Of Hours Of AMP Mitigation Until
Start-Up And Minimum Generation Costs Are Subject To
The AMP.

The NYI SO proposal to limt the AMP to those hours in which
there is a $100 per MM price inpact should not be adopted unti
other inportant, and necessary, changes are made. As is
di scussed in Point Ill1, the DAM has the inportant feature of
bei ng the market where unit comitnent is decided. The
econom cs of unit commitnent can depend on the full 24-hour cost
of starting a unit and running it at its mninum generation
levels. In such a situation, mitigating only a few hours can
fail to reverse nmarket power that is exercised through econonmic
wi t hhol di ng via high bids for start-up costs and m ni num

generation costs.



The Conprehensive Mtigation Filing does not propose to
mtigate start-up and mini num generation costs in the AVP until
after May 1 because software is not ready.? Thus, the
appropriate way to proceed is to delay the inplenentation of the
new tenporal focusing feature proposed by the NYI SO until such
time as the AVP is capable of nitigating mni mumgeneration and
start-up cost bids.

C. The Commission Should Reject The Proposed
50 MW Exclusion For Large Firms.

Currently, firns are protected in three ways fromthe
possibility that they will be unfairly nmitigated: 1) their bids
cannot be mitigated unless they are nore than $100 per MW above
the reference level (conduct threshold); 2) if they think their
costs are nore than $100 per MM above their reference | evel
they can call the NYI SO and explain why the bid is legitinate

even though it is above the threshold; and 3) if the bid is nore

2 The mitigation of start-up and m ni num generation costs in the
AMP was di scussed in the NYI SO s working groups nore than a year
ago and was thought by nmany parties to have been inplenented for
Sumrer 2001. Such mitigation was contained in the Concept of
Operations docurment that forned the basis for AMP discussions by
the parties in the spring of 2001 (Autonated Mtigation
Procedures, Concept of Operations (Con Qp), NYISO April 24,
2001, pp. 5-6). Parties were surprised to find out, only after
the sunmer had ended, that the mtigation of start-up and

m ni mum generation costs had not been inplenented. The

devel opnent of such mitigation was once again a prom nent
feature di scussed by the working group this winter. |Its

i mpl enentation is once again contained in the nbst recent
Concept of Operations. Yet, according to the NYISO s filing,
the | ack of appropriate software prevents its tinely

i mpl enentation for the upcomi ng sumer.
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than $100 per Kwh above the conduct threshold and the generator
fails to call the NYISO the bid will not be nmitigated unless
the cunul ative inpact of that bid and other simlar bids on the
market-clearing price is nore than $100 per MM.

The NYI SO has proposed in the Conprehensive Mtigation
Filing yet another protection. The NYISO would exenpt the
generation portfolio of all narket participants and their
affiliates fromAMP nmitigation if the bids that violate the
conduct threshold add up to less than 50 MN?* While such an
exenption may serve a useful purpose in providing a snal
additional anmount of bid flexibility to such large firns, this
smal | benefit is outweighed by the potential consuner harm
caused by wi thhol ding and the price increases that could foll ow

It is not likely that wi thholding 50 MWwoul d, on its own,
cause a $100 per MM increase in the narket clearing price, but
such conduct nmay be able to cause a | arge enough increase in
price to be a profitable action for a |l arge owner of generation
The AMP was designed to target its application only to instances
when the market clears on the steep part of the supply curve
because it is precisely at such tinmes that narket power is nost
likely to be profitable to those attenpting to exercise it. At

such tines, the steepness of the supply curve can cause a fairly

24 Thi s change woul d expand on the existing 50 MN exenption that
applies only to small firns whose total negawatt capacity is
| ess than 50 MWV



smal | anmount of withholding to yield a significant increase in
the market-clearing price. 1In such cases, severa
generators, all acting in their own self-interest (not
col luding) could cause a significant inpact on narket-clearing
prices. For exanple, for a firmthat is selling 1000 M\ into
the NYI SO s spot market at $150 per MM, withholding 50 MVis
profitable if it causes the market price to rise by $8 per MM
or nore.

On the record before it, the Conmi ssion cannot adopt the
50 MW exenption. The NYI SO has not justified that this
exenption will not affect the potential of large generators to
engage in market abuse. Until such tine as we have nore
experience with virtual bidding and price-capped | oad biddi ng,
t he Commi ssion should not provide a 50 MV exenption for the
large firns since they are the nost likely to find the exercise
of market power at such tinmes profitable. However, if the NYI SO
performs simulations of the DAM during the upcomi ng summer to
test the extent to which a 50 MWV wi t hhol di ng of power woul d
increase prices and finds that a 50 MV wi t hhol di ng does not
raise prices enough to be profitable for a large firm then the

50 MW exenption shoul d be reconsidered.



CONCLUSION
For the reasons di scussed above, the NYI SO s nar ket
mtigation plan with the NYPSC- proposed nodifications should be

adopt ed.
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Figure 1
In-City Conduct and Impact Thresholds
Alternative Scenarios
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60. As the figure shows, when the number of hours in which a constraint is binding rises
(raising the total exposure of the market to locational market power), the conduct
and impact thresholds would be reduced to limit the overall exposure of the market
to locational market power (e.g., the figure shows that the thresholds would be less
than $10 if congestion occurs in 2000 hours per year). Altematively, when the
number of hours in which a constraint is binding becomes relatively small, the
thresholds would re-join thresholds for the rest of the market at $100 per MWh. In

addition, the higher state-wide thresholds would also apply in hours when

constraints are not binding.

61. 1recommend a 2 percent annual threshold as an appropriate balance between
allowing justifiable fluctuations in bids versus protecting the market from

unjustifiable exercises of market power. As described above, this 2 percent annual

level represents the maximum possible price increase that could be sustained on an




