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UNI TED STATES OF AVERI CA
BEFORE THE
FEDERAL ENERGY REGULATORY COWM SSI ON

New Yor k | ndependent System ) Docket No. ER03-647-000
Qperator, Inc. )

MOTI ON TO FI LE ANSWER AND ANSVER OF THE
NEW YORK STATE PUBLI C SERVI CE COW SSI ON

Pursuant to Rules 212 and 213 of the Federal Energy
Regul at ory Commi ssion’s (FERC or Conmm ssion) Rules of Practice
and Procedure, the New York State Public Service Conm ssion
(NYPSC) hereby submits its Mdtion to File Answer and Answer in
t he above-capti oned proceeding. Although Rule 213 does not
permt answers to protests unless otherw se ordered by the
Comm ssi on, the Conm ssion has accepted pl eadi ngs for good
cause, such as when the responsive pleading would assist in the
Comm ssion's anal ysis, provide useful and relevant information,
or would otherwise facilitate a conplete and accurate record
upon whi ch the Commission can base its decision.! Good cause
exists to allow the NYPSC s Answer because it will contribute to

t he devel opnment of a conplete and accurate record, provide

! See, e.g., East Tennessee Natural Gas Co., 81 FERC T 61,219 at
n.4 (1997); National Gas Pipeline Co. of Anmerica, 81 FERC 61, 216
at n.3 (1997); Pacific Interstate Transm ssion Co., 81 FERC
161,369 at n.2 (1997); Florida Gas Transm ssion Co., 79 FERC
161, 147 at n.7 (1997).




useful information, and assist the Comm ssion's understandi ng
and del i berations on this matter.

| NTRODUCTI ON

On March 21, 2003, the New York |Independent System
OQperator, Inc. (NYISO submtted a filing with FERC requesting
approval of a gradually sloped denand curve as a repl acenent for
the existing vertical demand curve in the NYISO s capacity
market. On March 25, 2003, the Comm ssion issued a Notice of
Filing (Notice) soliciting comments by April 11, 2003.

In response to the Conm ssion’s Notice, various parties
submtted comments, including the NYPSC. In our conments, we
supported inplenentation of the installed capacity demand curve
(I CAP demand curve), which we indicated woul d noderate the “boom
or bust” feature of the current market design, enhance
reliability over the long termby providing a nore effective
econom ¢ signal for new investnent, and noderate energy prices
by providing nore stable and predictable capacity prices.

Several parties submtted protests to the | CAP demand curve
asking the Commi ssion to reject the NYISO s March 21, 2003
filing. These protests raise various policy argunents, nanely

that the demand curve is inconsistent with conpetition, will not



yi el d new i nvestment, and the cost inpacts are unjustified.? The
record in this proceedi ng adequately addresses these mmjor

policy argunments agai nst the | CAP demand curve. Consequently,
there is no reason to repeat the responses to those argunents.
However, to ensure a nore conplete record, we respond to the
argunents that the Comm ssion cannot |egally support approval of
the 1 CAP dermand curve and that it is inconsistent with the on-
going efforts to revise the ICAP markets in the Northeast. As

di scussed bel ow, the | CAP demand curve is consistent with case
law and with efforts to revise the | CAP market in the Northeast.

DI SCUSSI ON

There is general consensus that the current | CAP nmarket is
dysfunctional at tinmes and yields results that run counter to
the goal of providing reliable service at reasonable prices. As
such, the NYPSC supports the NYISO s filing to inplenent an | CAP
demand curve, which will inprove the way the market operates.
Despite a consensus that the | CAP nmarket needs to be inproved,
several parties oppose the NYISO s efforts to inplenent changes.

The Conm ssion should reject those argunents.

2 See Multi-Sector Comments (April 11, 2003).



The | CAP Denmand Curve |s Consistent Wth Case Law

Several parties take the position that the NYI SO s denmand
curve proposal is inconsistent with case law.® These parties
argue that the I CAP demand curve does not satisfy the Federal
Power Act’s just and reasonabl e standard, and that it
constitutes inpermssible incentive ratenmaking. Contrary to
t hese argunments made by ELCON, Energy East, and RSA, the | CAP
demand curve is consistent with case | aw

Energy East cites Central Mai ne Power Conpany v. FERC, 252

F.3d 34 (1%" Gir. 2001) (Central Maine) and Sithe New Engl and

Hol di ngs, LLC v. FERC 308 F.3d 71 (1% Gir. 2002) (Sithe), for

the proposition that “generators are not entitled to receive
sone hypothetical rates based on soneone el se’s cost of entry
while continuing to receive narket-based energy rates, which

t oget her provide nore than either the market or cost of service

regul ati on woul d al | ow. "*

Simlarly, ELCON points to these cases
as being inconsistent with the | CAP demand curve. However,

t hese argunents msread the holdings in Central Miine and Sithe.

3 Electric Consuners Resource Council (ELCON) Comments (Apri
11, 2003) at pp. 4-6; Retail Suppliers Aliance Comments
(April 11, 2003) at pp. 14-16; New York State Electric & Gas
Cor poration and Rochester Gas and El ectric Corporation (Energy
East) .

* Energy East Comments at 20.



Central Mine nerely held that FERC nust provide a reasoned

expl anation for its decision to inpose an | CAP charge.
Specifically, the Conm ssion was required to explain “why,
despite petitioner’s various clains to the contrary, a
substantial | CAP charge is still required to enforce reserve
obligations; why, in light of petitioner’s clains of a | ower
present cost of peaking capacity, $8.75 is the proper interim
figure; and why any alternatives already proffered by opponents
are inadequate or are otherw se not properly considered at this

time."”®

The record in this proceeding provides a sufficient
basis for the Conm ssion to nmake the determ nations required by

Central Mine. For exanple, the NYI SO and ot her proponents of

the 1 CAP denand curve have presented evi dence why a substantia
| CAP charge is needed, why the price levels of the bids for
different zones throughout New York are appropriate, as
reflected in the | CAP demand curve, and why the alternatives
that were presented are inadequate and/or should not be
considered at this tinme.®

As far as the court in Sithe was concerned, the issue was

statutory entitlement to | CAP charges and whet her FERC was

> Central Mine at 48.

® See NYISOfiling (March 21, 2003), NYPSC Conmments
(April 11, 2003), Independent Power Producers of New York, Inc.
Comments (April 10, 2003).



required to nake an increased | CAP charge effective
retroactively. Here, the parties have not even suggested that
they are statutorily entitled to receive | CAP denand curve
paynents or that the paynents should be nade retroactively.

ELCON reads Central ©Miine and Sithe even further for the

proposition that I CAP “is appropriately treated as an incentive
rate” and as such “is subject to special case law limting the

| evel of incentives to that necessary to achieve policy

n’

obj ecti ves. Simlarly, RSA points to incentive ratenmaking

requirements. Central Mine and Sithe do not stand for the

proposition that |1 CAP falls under incentive ratenaking.

Al 't hough the court in Sithe observed that the purposes of |CAP
were “to give providers an extra incentive to construct new

pl ants and.to inpose a hefty penalty on those buyers who fail to
acquire the reserve capacity that FERC has decreed they shal
have, ”® the court indicated that “FERC uses the ‘just and

reasonabl e’ rubric in regulating them”®

As a legal matter, the
Denmand Curve is not an incentive ratemaking tool but rather an

approach to ensure resource availability. As such, the

’ ELCON Comments at 5-6.
8 Sithe at 77.

° 1d.



Commission is justified in approving the filing under its powers
to ensure that rates are just and reasonabl e.

Assunmi ng arguendo that the | CAP denmand curve is considered
i ncentive ratemaking, the argunents raised by ELCON and RSA al so
lack nerit. ELCON and RSA rely on the general principle that
t here nust be substantial evidence showi ng a connecti on between
i ncentives and the desired purpose of the incentives.!® The D.C
Circuit in NYPSC outlined a specific three-part test for
uphol di ng incentives. Nanely,

[t] here nust be substantial evidence showi ng a
denonst rabl e connecti on between the funding in

t he program under scrutiny and the increased gas
supply which it wll allegedly produce. There
nmust be some m ninmum |l evel of the coordination of
t he program under scrutiny with national

rat emaki ng and ot her prograns so that they create
no conflicting or unnecessarily duplicating
incentives. Lastly, there nust be evidence of
producers’ actual costs so that it can be

determ ned whether the additional funding results
in profits too huge to be reconcilable with

| egi sl ati ve command. *

10 RSA Comments at 15 (citing NYPSC v. FERC, 589 F.2d 542 (D.C.
Cr. 1978) (NYPSC); ELCON Comments at 7-11 (citing Gty of
Charlottesville v. FERC, 661 F.2d 945 (D.C. Cr. 1981), Farners
Uni on Central Exchange Inc. v. FERC, 734 F.2d 1486 (D.C. Cir.
1984), NYPSC, and Mobil G 1 Corp. v. FPC, 417 U.S. 283, 318
(1974).

1 NYPSC at 550 (citations onitted).



Applying the facts in this proceeding to the test in NYPSC
denonstrates that the | CAP demand curve is a permssible
exercise of FERC s discretion. First, there is a denonstrable
connection between paynents under the demand curve and its
stated goal of procuring sufficient capacity to neet the
capacity needs of the state.'® In other words, generators will
likely bring nore new capacity to the state if the prices they
receive are less volatile. Second, the | CAP demand curve w ||
not create any conflicting or unnecessarily duplicative
incentives. The |ICAP dermand curve woul d repl ace the existing

| CAP program and woul d be the only paynent generators receive
for meeting installed reserve requirenments. Third, the | CAP
demand curve utilizes cost data for constructing a new gas
turbine, offset by energy and ancillary services revenues, to
yield a schedul e of buy bids that are consistent with nandates
of the Federal Power Act (FPA). It is unnecessary to |ook at
the specific costs of each generator to neet the court’s
standard because to do so would nake it inpossible to inplenent
any industry-w de program including the existing FERC approved
| CAP program  Thus, the | CAP denand curve satisfies the

standards for appropriate incentive ratenmaking.

12 Underlying the approach is the recognition that capacity in

excess of the mninmmreserve required has value to the system
as a whol e because it is nore reliable and the potential for
mar ket abuse is | essened.



Finally, Energy East’s claimthat the | CAP dermand curve
violates the FPA's just and reasonable standard is incorrect.
Energy East clainms that the | CAP denand curve cannot be
supported under cost-of-service or market-based rates.'® As the
court in Al abama noted, while the Conmi ssion is not required to
utilize a particular fornula to determ ne whether rates are just
and reasonable, it is “well established that electrical rates
shoul d be based on the costs of providing service to the
utility's customers, plus a just and fair return on equity.”*
Al ternatively, the Comm ssion has all owed sal es at narket - based
rates “if the seller and its affiliates do not have, or have
adequately mtigated, nmarket power in generation and
transm ssion and cannot erect other barriers to entry.”

Al t hough the | CAP denmand curve could be viewed as a cost -
of -servi ce or narket-based approach, given that it contains

aspects of both, the demand curve satisfies both standards. On

one hand, the | CAP demand curve is based upon the cost of new

13 Energy East Comments at 16 (citing Al abama El ec. Cooperative

v. FERC, 684 F.2d 20 (D.C. GCir. 1982) (A abanma), Anahei m
Riverside v. FERC, 669 F.2d 799 (9" Gir. 1981), Public Serv. Co.
of New Mexi co, 25 FERC {61, 469 (1983), Allegheny Energy Supply
Co., LLC, 101 FERC Y61, 278 (2002), Central and Sout hwest
Services, Inc., 82 FERC 61,001 (1998), CSW Power Marketing,
Inc., 79 FERC Y61, 308 (1997), Progress Power Mrketing, Inc., 76
FERC 61, 155 (1996), Heartland Energy Services, Inc., 68 FERC
161, 223 (1994).

14 Al abama at 27.



entry and sets the prices that buyers will pay for varying
anounts of capacity. On the other hand, the demand curve all ows
the market to determ ne the anobunt of capacity that is avail able
at these prices. Furthernore, market power is less likely to
occur under this approach, and in any event, market power w ||
be mtigated under the NYI SO s Open Access Transmi ssion Tariff
mar ket nonitoring plan

Energy East further argues that the | CAP demand curve
vi ol at es Conm ssi on precedent requiring that demand and energy
charges be calculated in a consistent manner and that precedent
precl udes a whol esal e power seller fromselling capacity at

cost-based rates and energy at narket-based rates.'®

However ,
none of these cases involve valuing capacity through an | SO but
were limted to off-system and coordi nati on sales. Second, the
cost of a conbustion turbine is solely an input to the demand
curve. However, the demand curve al one does not set the
capacity price. Rather, the actual price of capacity is set by
the market. Specifically, it is the voluntary bids of suppliers

that formthe supply curve for the market. This supply curve,

interacting with the demand curve, sets the market price.

15 Energy East Comments at 17 (citing Detroit Edison Co., 78
FERC 161, 149 (1997), Florida Power & Light Co., 66 FERC {61, 227
(1994), reversed by Florida Power & Light Co. v. FERC, 85 F. 3d
684 (D.C. Cr. 1996, Southern Co. Serv., Inc., 62 FERC {61,072
(1993), Indiana & Mchigan Elec. Co., 10 FERC 161, 295 (1980).

10



The record here denpnstrates that the demand curve

satisfies the just and reasonable standard.® As Central Mine

and Sithe clearly denonstrate, | CAP charges are perm ssible, so
| ong as the Conm ssion provides a sufficient explanation. The
record here provides such expl anati on.

1. The Demand Curve Is Consistent Wth On-Going Efforts To
Revi se The | CAP Markets I n Nei ghboring Regi ons

Several parties suggest that the demand curve shoul d await
the findings of the Resource Adequacy Mdel (RAM G oup, which
was established by NYI SO PJMand | SO NE to harnoni ze the
resource adequacy narket rules in the Northeast.!” Wile we
support regional efforts, it is unclear howlong it wll take
before the RAM Group presents a proposal to the Comm ssion. The
RAM Group’ s recent Request for Proposals contenplates the use of
a demand curve as one approach to its centralized resource
adequacy market nodel. While a proposal is tentatively
schedul ed to be presented to the Conmm ssion by 2004, such a
filing is uncertain. Indeed, it may take several years before
the RAM Goup is able to reach consensus on a preferred
approach, if at all. The three regions would then need to

approve that approach through their stakehol der process and

1 NYPSC Conments (April 11, 2003) at 17-21.

7 Multi-Sector Protest (April 11, 2003) at 14-16.

11



present the proposal for FERC approval. The Conmm ssion shoul d
not delay renedying the | CAP market in New York pending the

out cone of such a potentially | engthy process. Moreover,
assum ng an approach different than the | CAP demand curve is
ultimately selected by the RAM Group and adopted by the three
Nort heast 1SQs, there will be an opportunity for the NYI SO to
transition to that mechani smshoul d the Conmi ssion approve it.?*®

CONCLUSI ON

The Comm ssion should grant the Mdtion and consider this
Answer in its decision-making process. Furthernore, the
Comm ssi on shoul d approve the NYISO s March 21, 2003 filing.

Respectfully subm tted,

Dawn K. Jabl onsk
General Counsel

By: David G Drexler
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
Dated: May 1, 2003
Al bany, New York

8 NYISO filing (March 21, 2003) at 7.
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CERTI FI CATE OF SERVI CE

|, Jacquel ynn Nash, do hereby certify that I wll serve on
May 1, 2003 the foregoing Mdtion to File Answer and Answer of
t he Public Service Conm ssion of the State of New York by
depositing a copy thereof, first class postage prepaid, in the
United States mail, properly addressed to each of the parties of
record, indicated on the official service list conpiled by the

Secretary in this proceeding.

Date: May 1, 2003
Al bany, New Yor k

Jacquel ynn Nash



