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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

)
NEW YORK | NDEPENDENT SYSTEM ) Docket No. ERO1-3155-000
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MOTION TO FILE ANSWER AND ANSWER OF THE NEW YORK
STATE PUBLIC SERVICE COMMISSION TO PROTESTS

Pursuant to Rules 212 and 213 of the Conmission's Rules of
Practice and Procedure, the Public Service Conmm ssion of the
State of New York (“NYPSC’') hereby submits its notion to file an
answer and its answer to the Protests subnmitted by various
parties® on April 23, 2002, in response to the Mtigation
Measures Conpliance Filing of the New York |ndependent System
Qperator (“NYISO). Although Rule 213(a)(2) does not pernit
answers to protests unless otherw se ordered by the Conmi ssion,
t he Conmi ssion has accepted pl eadi ngs for good cause, such as

when the information would ensure a conpl ete and accurate

! I ndependent Power Producers of New York, Inc. (“IPPNY’); Dynegy
Power Marketing, Inc. (“Dynegy”); NRG Power Marketing, Inc.,
Arthur Kill Power LLC, and Astoria Gas Turbi ne Power LLC
[collectively, “NRG']; KeySpan-Ravenswood, Inc.’s
(“Ravenswood”); Reliant Energy Power Ceneration, I|nc.
(“Reliant”); Electric Power Supply Association (“ESPA");
Constel |l ati on Power Source, Inc. (“Constellation"); Mrgan
Stanley Capital Goup, Inc. (“Mrgan Stanley”); AES Eastern
Energy, L.P. (“AES"); Mrant Conmpanies (“Mrant”); PPL
EnergyPl us, LLC (“PPL"); and, Aquila Merchant Services, Inc.,
Edi son M ssion Energy, Inc., and Edi son M ssion Marketing and
Trading [collectively, “Aquila”].



record, clarify issues and factual evidence, and aid the
Conmi ssion in its understanding and resol ution of the issues.?

Good cause exists to allow the NYPSC s answer because it
will contribute to the devel opnent of a conplete and accurate
record and assi st the Conmi ssion's understandi ng and
deli berations on this matter. The Generators’ clains of flaws
inthe NYISOs Mtigation Measures Conpliance Filing are based
on factual errors, erroneous or unproven assunptions, skewed
| ogic, and argunents previously rejected by the Conmi ssion.
Their Protests should be rejected.

Qur answer is linmted to the major problens contained in
the Protests of the Generators. First, we explain why there is
no nmerit to the assertion that New York Gty generators cannot
exerci se nmarket power. Second, we show why the allegation that
their revenues are i nadequate not only continues to be
unsupportabl e by the Generators, but also is wong. Next, we
denonstrate that the five-percent annual price inpact curve,
preferred by the Generators, would |l ead to unjust and

unreasonabl e prices in New York Cty. Fourth, we discuss why

2 The Conmi ssion has accepted answers when the responsive

pl eadi ng woul d assist in the Conm ssion’s anal ysis, provide
useful and relevant information, or would otherwise facilitate a
full and conpl ete record upon which the Conmi ssion can base its
decision. See, e.g., East Tennessee Natural Gas Co., 81 FERC

1 61,219 at n.4 (1997); National Gas Pipeline Co. of America, 81
FERC ¢ 61,216 at n.3 (1997); Pacific Interstate Transmission
Co., 81 FERC { 61,369 at n.2 (1997); Florida Gas Transmission
Co., 79 FERC Y 61, 147 at n.7 (1997).
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the Generators’ clains of alleged “flaws” in the setting of
Ref erence Levels are baseless. Finally, we explain that the
Generators’ criticisns of the AVMP are ill founded.

I. THE GENERATORS’ CLAIM THAT THE NEW YORK CITY MARKET IS

WORKABLY COMPETITIVE IS NOT CREDIBILE.

Several generators suggest that the New York City narket is
wor kably conpetitive and that their ability to exercise narket
power has been overblown.® Accordingly, they assert, special In-
City mtigation neasures are not needed. The facts, presented
by the NYISOin its Mtigation Measures Conpliance Filing (at
38-39), in the affidavit of Dr. David Patton, the NYI SO s Market
Advi sor (at Y 42-55), and by the NYPSC in its Protest (at 7-9),
paint a different picture.

A. With Only One To Five Generation Owners In Its Nine

Load Pockets, The New York City Market Frequently Is
Not Workably Competitive.
New York City has a total of nine |oad pockets. They are:

1) 345kV In-City; 2) 138kV In-City, which enconpasses al nost

half of the City and contains nost of the small subpockets

3 For instance, NRG (at 15-17) states that “the NYI SO has
exaggerated an In-City generator’s ability to exercise nmarket
power and fails to provide any neani ngful evidence that the

bi dding thresholds in the statewi de nitigation nmeasures nust be
drastically reduced to address supposed concerns about the
exerci se of market power by In-City generators.” Ravenswood (at
14-19) asserts that “In-City generators cannot exercise
significant nmarket power” in the 345kV | oad pocket or in the
Real - Ti mre Market (RTM.



withinit; 3)Astoria East/Corona/ Janmica; 4) Astoria
West / Queensbridge; 5) Astoria West/ Queens-Bridge/ Vernon; 6)

Ver non/ Greenwood; 7) Greenwood/ Staten |Island; 8) Staten Island;
and 9) East River. |In several of those |oad pockets only three
generati on owners provide energy, allowing themto have power
over the price in high-load conditions.*

Dr. Patton al so anal yzed the market shares of the In-Cty
generators agai nst the Conmm ssion’s new Supply Margin Anal ysis
Screen to assess whether a market participant has generation
mar ket power.® Under this new analysis, a market participant is
considered pivotal if its generation portfolio exceeds the
mar ket’ s surplus of capacity above the peak denand. A narket
participant is pivotal when it is in a position to demand a high
price above conpetitive levels and be assured of selling at
| east sone of its capacity.

Dr. Patton concludes that a single supplier would be

pivotal in the entire New York City area two to six percent of

4 See NYPSC Protest at 8.

> Order on Triennial Market Power Updates and Announci ng New,
Interim GCeneration Market Power Screen and Mtigation Policy,
97 FERC T 61,219 (Novenber 20, 2001).



the hours.® He illustrates the significance of this finding by
showi ng that a supplier that is pivotal in four percent of the
hours that uses this capability to raise prices in the
constrained area to $1,000 woul d rai se the average annual spot
price for energy in that area by 70 percent.’ Dr. Patton al so
i ndi cates that although this pivotal supplier analysis could not
be done for the sub-1oad pockets, because |oad data for these
narrower areas was not available, suppliers in these areas are
likely to be pivotal nore frequently than they are in New York
City as a whol e because the constraints bind nuch nore
frequently and the concentration of supply is much higher.?8
Thus, sone of each of KeySpan's, Oion's, and NRG s
capacity nust be used to neet demand and each of these
generation owners is a pivotal nmarket player as defined by the
Commi ssion. Absent mitigation neasures, therefore, each of
t hese owners would have the unlimted ability (up to the $1, 000

bid cap) to set the market-clearing price in some hours because

6 Six percent equates to 526 hours on an annual basis. The
proposed In-City Mtigation Measures enploys a focussed
structural trigger that activates only for hours in which New
York City transm ssion constraints are present. The overall New
York City pocket was constrained for 572 hours in 2001, or 6.5%
of the tine. Patton Affidavit at § 70.

" Patton Affidavit at T 48-50.

8 See Patton Affidavit at T 51



each of these owner’s anobunt of capacity exceeds the supply
nmar gi n.

B. The Generators’ Claim That Market Power Does Not Exist
In New York City Is Based On Flawed Analyses.’

Rel yi ng upon the analysis of its consultant, Ravenswood (at
15-16) asserts that no generator has market power in the 345kV
| oad pocket when the New York Interface is constrained. The
consultant used a sinmulation technique that led himto concl ude
that the price inpacts are all below five percent.® Hs
anal ysis is incorrect, because it significantly overstates a
crucial input, the price elasticity of denand.

Ravenswood’ s consul tant bases his conclusion on conputer
simul ati ons of the New York Gty market, which purport to
denonstrate that unmtigated profit-nmaximzing strategies by the

di vested suppliers (Ravenswood, NRG and Oion), acting

® Assertions that market power cannot be exercised in New York
City are an inappropriate response to the NYI SO s Conpliance
Filing because the Comm ssion has already determ ned that the
potential for the exercise of market power exists in New York
City markets. See, e.g., Consol. Edison Co. of N.Y., Inc., 96
FERC § 61,095 at 61,384 (2001). As directed by the Comm ssion
inits Novenmber 27 Order, the NYI SO has filed revised tariff
sheets conbining the In-City Mtigation Measures in Con Edison's
rate schedule with the NYISO s statewide nitigation nmeasures.
The proper vehicle for attacking the need for In-City mtigation
neasures is not a protest regarding the NYI SO conpliance filing,
but, rather, a new Section 206 conplaint, in which the party
woul d be required to prove that the mitigation neasures are

unj ust and unreasonabl e.

10 Ravenswood inplies that price increases due to narket power
bel ow five percent are acceptable.



collusively would only increase annual average prices in New
York City by 2.23% (on-peak prices increase by 2.79%.
Therefore, any mtigation, he argues, should be limted to only
t he subpockets, which he has not nodel ed. !

These sinmul ati ons, however, contain a crucial flaw. The
consul tant assumed a New York Gty price elasticity of denand,
which reflects how | oad responds to higher prices, of -0.26,

based on data presented in the NYI SO Pri ce Responsive Load

Program Eval uati on Final Report, dated January 8, 2002. This

-0.26 assunption is about 100 tinmes too |arge because the
consul tant confused price elasticity of supply in the Report
with price elasticity of denand. Since peak |oads in New York
City are over 10,000 MV and prices in high-load periods

i ncrease well over 100% the analysis effectively yields |oad
reductions of well over 2600 MWin New York City in response to
price spikes.'? The actual load reduction in New York Gty |ast

sumrer was 37 MW |f demand el asticity were as large as the

I Affidavit of Al eksandr Rudkevich, at 6-8.

12 Estimated as 100% price change times —0.26 (% change i n denmand
/[ %price change) tinmes 10, 000 MV

13 NYI SO Price Responsive Load Program Eval uati on Fi nal Report,
at E-5.




consul tant assumed, there night indeed be no need to nmitigate
the New York market. That, however, is not the case.
Ravenswood (at 17) further asserts that “[a]s with the

345kV market, the NYI SO of fers no anal ysis of market power in
the RTM The NYI SO asserts that the frequency of congestion
into and within New York City creates opportunities for a
persi stent exercise of market power, but this claimis
conmpl etely unsupported.” According to Ravenswood (at 18-19),
the RTMis a distinct product nmarket, wth uni que supply and
demand characteristics; it is too small and either too
unpredictable or too easily hedged for generators to exercise
mar ket power in it, because the RTM accounts for only about
ei ght percent of the energy sold in New York State. Ravenswood
continues (id.):

For exanple, a hypothetical exanple suggested

by Dr. Patton, states that, if suppliers are

pivotal in 4% of the hours of the year and are

able to drive real-tine prices to the

$1, 000/ MM bid cap, the average real -tine

price for the year woul d increase by

approxi mately 70%*® However, because the 70%

figure is for the small RTMonly (i.e.,
approxi mately 8% of purchases), this real tine

% This crucial error severely overstates the market’s ability to
fend off the exercise of market power. The NYPSC readily
accepts that, if real-tine pricing and ot her denmand-si de
initiatives were yielding a demand response of 2,600 MNfor New
York City, a reasonable argunent could be nmade for a |ack of
supplier nmarket power.

5 patton Affidavit at  50.



price increase would rai se custoners’ annual
energy costs by only 5.6% i.e., 70%x .08.

The anal ysis of Ravenswood' s consultant, on which its assertion
is based, is flawed.

The consultant states that the RTMis a separate narket
fromthe DAM and shoul d be anal yzed separately. However,
arbitrage, for exanple, through Virtual Bidding between the DAM
and RTM ensures that any price increases in the RTMwi | |
eventually show up in the DAM (and in other forward narkets as
well). Therefore, the argunent that a 70%increase in RTM
prices would only lead to a 5.6%increase in overall prices is
wr ong. *®

Ravenswood (at 19) incorrectly contends that if suppliers
exerci sed market power in the RTM others could counter this
mar ket power through Virtual Bidding, by purchasing energy in
the DAM and selling in the RTM However, Virtual Bidding, which
is solely a part of the DAM does not supply any physical energy

inthe RTM Thus, it cannot directly affect the RTMprice

1 Generator parties cannot have it both ways. Regarding some
topi cs, such as Day-Ahead AMP nitigation, argunents are nade
that protection of the DAM from nmarket power is not needed since
buyers can sinply shift their purchases to the RTM Conversely,
Ravenswood argues that a 70% i ncrease in the RTMis

i nconsequenti al because buyers can al ways buy in the DAM



(which is determ ned by the intersection of physical supply bids
and actual load). Virtual Bidding sinply adjusts the DAM price
to better equate it to the expected RTMprice. |t can only
mtigate narket power in the DAM not in the RTM
II. THE GENERATORS HAVE NOT PROVIDED RELIABLE EVIDENCE TO
SUPPORT THEIR CLAIMS THAT THEIR REVENUES ARE INADEQUATE.
Several generator parties (for exanple, NRG at 18-22) argue
that the NYI SO s proposed mitigation neasures would result in
generators not recovering all their fixed costs and woul d
di scourage the siting of new generation.!” They fail, however,
to offer any viable factual support for these allegations.® W
urge the Commi ssion to review generator costs, sales and
revenues before accepting such clains.
As support for the assertion that its revenues from current
generation are inadequate to support new generation, NRG

provided an affidavit based upon a flawed analysis. NRG s

YSimilarly, Aquila (at 33-35) asserts that the AMP is a barrier
to entry. But, the AMP inposes no new thresholds; all the AWP
does is prevent one day’'s worth of market power prices by sinply
automating the existing and | ong-standi ng market mtigation
neasures. It is not acceptable to all ow unjust and unreasonabl e
prices, even for one day.

8 The Generators al so ignore other sources of revenue. For
exanpl e, generator costs are expected to be recovered from both
t he energy and capacity markets, as well as fromthe ancillary
services nmarket and bid production cost guarantee paynents.



consul tant assumed a peaking unit built in New York City at the
cost of $981/kW This assunption was based on the construction
cost for NYPA' s new plants.!® NYPA however, paid a preniumfor
| abor, equi pnent and other project conponents in order to build
these plants in an extrenely short anmount of tinme. Costs for a
proj ect constructed under nornmal time constraints would likely
be on the order of 25 percent |ess.?

The consul tant al so nade two fundanental m stakes. First,
in assuning that the new peaker’s energy price would equal its
bid price, he ignored the fact that the market-clearing price
for energy would govern the energy revenue stream Second, he
failed to acknow edge the significant revenue streamthat the
peakers derive from | CAP paynents. %

Thi s new peaki ng unit would have a heat rate (around 10, 000
BTU kWh) that is much | ess than older In-Cty peakers (16,000
BTU kWH). As we pointed out in our Protest (at 20), during nmany
hours, therefore, it would receive paynents based on an LBMP

that was set by a less efficient unit, or set at an even higher

19 Fel der Affidavit at 17 44-45.
20 gee, e.g., Market-Based Coal Power Systems, Final Report-My
1999, at Section 9, U S. Departnent of Energy; ww.fe.doe.gov/
coal _power/speci al _rpts/ market_systens/ market _sys.shtnm . The

costs contained in this study were increased significantly to

account for the higher cost of operation in New York City.

2l New York City generation owners receive the highest |CAP
paynments in the country.



| evel by true scarcity. Paynents, therefore, would on average
be higher than the generator’s bid price.

Finally, based on the operation of peakers in New York City
in recent years, the consultant assuned that the new peaking
unit woul d operate 400 hours per year in the 138kWI| oad pocket.
This approach is flawed as well. Wth the | ow heat rates of new
efficient units, the new peaking unit nay actually run
substantially nore than the assunmed 400 hours since it would be
nore efficient than many of the In-CGity peaking and basel oad
plants. Mre realistic estimtes of costs and revenues woul d
have produced favorabl e returns.

Al together, these flaws constitute significant
shortcomngs in the study. Wthout actual financial data
provided to the Comni ssion by the generators unsubstanti ated
clai ns of inadequate revenues nust be dism ssed.

Simlarly, Reliant’s consultant errs in stating “[t]he
t hreshol ds are | owest in the subl oad pockets and therefore
provi de the strongest disincentive for siting new capacity
exactly where we should be giving the greatest incentive to

bui | d new capacity.”?

This statenment ignores the fact that a
| oad pocket receives mitigation when its price exceeds the price

out si de the pocket.

22 Affidavit of Mark Younger at 6.



As such, by definition, the prices inside a | oad pocket
wi th nmarket power exceed the prices outside the pocket, even in
the presence of mtigation. For exanple, New York Gty, during
2001, was both the npbst heavily mitigated narket in New York
State and the highest-priced market in New York State. The true
facts, therefore, are that the highest prices are, and wll
continue to be, signaled for new generation, inside the |oad
pockets, even in the presence of mtigation. Al the mtigation
neasures do is |lower the prices froman unreasonable high | eve
to a reasonabl e high |evel.

IIT. A FIVE-PERCENT ANNUAL PRICE IMPACT CURVE WOULD LEAD TO

UNJUST AND UNREASONABLE PRICES IN NEW YORK CITY.

The Generators claimthat a five-percent curve is necessary
to accomopdat e sudden increases in operating costs. However,
they fail to provide any support for this claim |In contrast,
as we stated in our Protest (at 10-14), a two-percent curve is
nore reasonabl e because it bal ances the generators’ need for
bidding flexibility and for adequate revenues to encourage the
siting of new generation with the Commission's responsibility to
protect agai nst non-conpetitive and unreasonabl e prices.

Reliant (at 7-9), for exanple, supported by the affidavit
of its consultant, asserts that there are several inperfections

(fuel price lags, operational risks, etc.) in estimating a



generating unit’s Reference Levels.?® |t is argued that these

i mperfections, coupled with the use of $3/ MM thresholds in sub-
| oad pockets, would lead to over-nmitigation. Reliant proposes
that its concern be addressed by raising the threshol ds through
the use of a five-percent price inpact curve rather than the

NYl SO s proposed two-percent price inpact curve.

| nperfections are part of any mitigation neasure.

Reliant’s coments focus only on the fornmer. The inability to
obtain a perfect Reference Level in each and every hour of the
year does not nean that the nmechanism on bal ance, over the
course of the year will over-mtigate. Hours in which actua
mar gi nal costs are bel ow the Reference Levels will yield

al | onabl e bids by generators that are higher than the | eve
intended by the mtigation neasures. The presence of such hours
wi Il harm consuners, by raising prices relative to conpetitive
| evels, but will be offset by the effects of the other hours on
which Reliant and its consultant focus so heavily. On bal ance,
bot h generators and consumers receive fair treatnent.

Further, there are two | evels of cushion that are built
into the proposed mitigation neasures to protect generators from
over-mtigation. First, the forrmula for setting Reference
Level s includes various adders, and, second, mitigation is not

i mposed until the large conduct and inpact thresholds over the

2 Younger Affidavit at 3-5.



Ref erence Level s are exceeded. In a transm ssion-constrained
mar ket beset with market power, as is the case during certain
hours in New York City, the Generators’ approach would fail to
adequately protect consuners fromthe exercise of market power.
The Conmi ssi on should recogni ze the need to nmaintain a careful
bal ance regarding mtigation and resist the urge to raise

t hreshol ds above the NYI SO s proposed |evel .?*

Moreover, as noted in our Protest (at 16-19), even without
further nodification generator revenues will increase if the
compliance filing is adopted. For instance, prices would
i ncrease due to new Day- Ahead Market Reference Levels that would
reflect variable O8&M costs greater than $1 per MAH, em ssions
cost, and other new factors not included in the current New York
City formula for Reference Levels. Conputer progranm ng changes
that minimze out-of-nerit dispatch and pernit separate pocket
mar ket clearing prices will increase |ocational-based margina
prices (LBMPs). The eventual use of a non-zero threshold above
Ref erence Levels in the DAM shoul d al so i ncrease narket prices,
as wWill an increase in the congestion trigger from105%to 107%

of the LBMP' s at | ndian Point 2 bus.

24 The NYI SO has proposed changi ng the Reference Levels (raising
them) fromthe current strict formulaic ones (originally adopted
by the Conmi ssion in 1998) and raising the thresholds fromtheir
current level of zero in the New York City DAM narket. Both of
t hese proposal s address the concern about over-nitigating and,
in so doing, raise prices to New York City consuners.



The exact magnitude of the price increases will depend on a
nunber of factors but the increases will be substantially
greater than two percent. Consequently, these increases not
only provide bidding flexibility for generators, they al so
further encourage the siting of new generation. Approval of the
five-percent curve threshold, as the Generators propose, is
unr easonabl e given the record in this proceeding.

Furthernmore, if the generators are concerned about sudden
changes in operating costs, they can easily avail thensel ves of
the wel |l -established process by which they can contact the NYI SO
ei ther through tel ephone communication or electronic nai
communi cation as late as 1:00 a.m on the day of the DAMrun
(bids close at 5:00 a.m?° to advise the NYI SO of changes in the
cost of inputs and ask that the Reference Levels be adjusted

accordingly. The NYI SO has been anenabl e to such changes in the

25 Technical Bulletin No. 68.



past (responding quickly and affirmatively to the two requests
recei ved | ast year).?

Finally, the Generators conplain (for exanple, Ravenswood
at 20) that Dr. Patton “concedes” that with the two-percent
curve the overall prices will not rise by two-percent. The key
is not to provide revenues to generators at prices in excess of
conpetitive levels, but to provide adequate revenue, to induce
new generation. Prices reflecting market power should not be

t.27

t he expectation of any market participan Such pricing woul d

be economically inefficient.

26 Simlarly, generators maintain control over many other areas
of their operation. For instance, |PPNY, AES, and NRG oppose

t he NYI SO proposal that all units in constrained areas be pl aced
“on dispatch” if they are physically capable of doing so. These
parties argue that placing sone units on dispatch can cause
excessive costs related to turning units on and off frequently
or to steep ranping of the unit’s output. These operations are
really under the control of the owner, which can specify the
mnimmrun tine of its units or the ranp rate that units can
tolerate without incurring extra costs. Accordingly, there is
no nerit to this argument.

2T Aquila (at 32-33) conplains that In-City mitigation measures
will reduce volatility. The Comnission’s goal should be a
normal, conpetitive |level of volatility, not excessive
volatility that flows fromthe exercise of market power. Aquila
incorrectly argues that forward contracting and other forns of
hedgi ng can protect against market power. Al of the NYISO s
markets are inter-related; the existence of market power in any
one narket will skew upward prices in the other narkets.



IV. THE GENERATORS’ CLAIMS OF ALLEGED “FLAWS” IN THE SETTING OF
REFERENCE LEVELS ARE WITHOUT MERIT.

Dynegy asserts that the process by which Reference Levels
are set is flawed because nmarket prices in adjacent narkets are
not considered and the use of accepted bids should be nodified
to include year-old bids. Both of these proposals woul d cause
an unreasonabl e and non-conpetitive increase in LBWPs.

A. Including Geographic Opportunity Costs Would Encourage
The Exercise Of Market Power.

Dynegy (at 8) argues that the Conm ssion should direct the
NYI SO to devel op an adninistrative process that would all ow
Ref erence Levels to be adjusted quickly to account for short-
termopportunity costs. It asserts: “If Reference Levels
cannot be adjusted nore tinely or flexibly when price spreads
bet ween regi ons are observed, seans between regions will not
cl osed because the AMP will prevent the efficient allocation of
resources on a inter-regional basis.”?®

Dynegy woul d apparently replace a narket solution with a
cunbersone adm nistrative process. Currently the trading of
power anong and between narkets generally yields prices that
reflect the marginal costs in adjacent nmarkets. Wile seans
i ssues presently render inperfect the transfer of market inpacts

fromone market to another, there is, nonetheless, a strong

i nt erdependence that works well much of the tine, causing the
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LBMP in a generator’s hone narket to rise and fall as a function
of factors at play in nearby markets. Relying on the market in
this manner is nore efficient than attenpting to nanage an
entirely new system for estinmating geographic opportunity costs.

In contrast, Dynegy's proposal would require the generation
owner and the NYI SO each day to nmake their own predictions of
mar ket prices in nearby markets for each hour of the next day.
The generator would then request to bid at prices that reflect
its forecast and the NYI SO woul d thereafter establish Reference
Levels that reflect the NYISO s own forecast of market prices in
ot her geographic areas. The NYI SO woul d then conpare its
estimate to the generator’s bid to determ ne which bids are non-
conpetitive and require mtigation

Even if the market price in a neighboring market could be
predi cted, and agreed to both by the NYI SO and the generation
bi dder, setting Reference Levels equal to geographic opportunity
cost allows bids to be $99 above the opportunity cost and stil
be immune frommitigation (given the $100 conduct threshol d).
This would all ow every generator, in every hour, to econonically
wi t hhol d generation (up to $99), and exercise narket power,

while being free frommtigation



B. Dynegy’s Proposal To Use Year-0ld Bids In Setting
Reference Levels Will Result In Unjust And
Unreasonable Prices.

Currently, in setting Reference Levels, the NYI SO uses a
bi ddi ng hi story based on the previous 90 days of accepted bids
for simlar hours and |load | evels, adjusted for fuel prices.
Dynegy (at 12-13) asserts that in order for the AMP to
di stingui sh between market power and scarcity, the bidding
hi story shoul d be based on bids accepted during conparable tines
of the year, when supply and demand conditions are simlar.

The proposal does have sone attractive features for
basel oad units, which al nbst al ways have their bids accepted and
have a strong bidding history, but the approach woul d be
di sastrous for peaking units. Peakers by their very nature do
not have their bids accepted frequently. Wen their bids are
accepted it is because the market is on the steep part of the
supply curve and nmarket prices are quite high. It is precisely
when this narket condition occurs that generators can npst
easily exercise narket power. The season of the year is not
particularly rel evant because tight conditions can occur, under
certain circunstances, any tinme of the year.

For instance, Dynegy's proposal coul d encourage a
generation conpany that owned a fleet of units including
basel oad and peakers to bid its peakers at, for exanple $500 at

all tinmes and find itself only occasionally being chosen. Over



time, under Dynegy's proposal, this conduct would establish
unr easonabl e Reference Levels,? which in turn, would result in

unj ust and non-conpetitive prices on high | oad days.

IV. THE GENERATORS’ CRITICISMS OF THE AMP ARE ILL-FOUNDED.
Aqui l a, |1 PPNY, AES, and Dynegy, anong others, oppose

continuation of the AMP for the same reasons the Conmi ssion has
repeatedly rejected.® |In particular, the claimthat mitigation
neasures |i ke the AVP woul d di scourage new generation nust be
eval uated in context. First, generator owners possessi ng narket
power have little incentive to add capacity since new capacity
may have the effect of diluting their market power. Second, the
claimcan becone a self-fulfilling prophecy in that generation
owners can del ay new projects for whatever reason and attribute

blanme for the delay to the mtigation neasures.

29 W urge, noreover, as we stated in our Protest (at 14-16),
that the Conmi ssion evaluate the NYI SO s current Reference Leve
adm ni strative (non-market) deterninations on a case-by-case
basis to ensure that each unit’s Reference Levels are
appropriate and that non-conpetitive conditions did not

i mproperly result in unreasonabl e Reference Levels.

30 Aquila (at 25-36), |PPNY (at 22-25), AES (at 16-18), Dynegy
(at 2-5).



A. Practice, The AMP Focuses Only On High Prices Caused

By Market Power And Does Not Limit High Prices Caused

By Scarcity.

Aquila (at 30) clainms that “the record of narket prices
does not validate Dr. Patton’s conjectures regarding the ability
of the conduct inpact franmework to discrimnate between market
power and scarcity rents.” Aquila supports its conclusion with
t he observation that when the New York Control Area was in a
period of true scarcity during the week of August 6, 2001, only
in a few hours on those days did spot prices ever approach the
$1, 000 per megawatt hour bid cap.3' This observation is not
rel evant because what is inportant is whether the AVP was
triggered during this period of scarcity. |In fact, according to
the NYISOin its Septenber 28" 2001 filing to extend the AMP,
al t hough prices reached or surpassed the $150 threshold |eve
twel ve tinmes 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 kil owatt-hour bid cap. Thus, high prices by
t hensel ves do not cause inposition of the AMP.

B. Mitigating When Bids Collectively Exceed The Impact
Threshold Ensures That Prices Are Just And Reasonable.

| PPNY (at 24-25) and AES (at 16) assert, as a significant

flaw, the process by which the AMP would mitigate bids that
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exceed the conduct threshold, but that individually do not
exceed the market inpact threshold. As the AMP is applied today
and as the NYISOis proposing to continue, if the conbined
result of the bids that exceed conduct thresholds yield a price
i ncrease that exceeds the narket inpact threshold (that is,
drive prices up by nore than $100 per MA), then the NYI SO woul d
mtigate all of those bids regardl ess of whether any of the
i ndi vi dual bids would have, on its own, caused a price increase
t hat exceeded the narket inpact threshold. The Generators claim
that this is conpletely unfair in that the NYI SO they suggest,
is prejudging that collusion wuld have taken place anbng the
generators. This analysis is flawed.

At tines when the market is tight and is clearing on the
steep part of the supply curve, any one generator’s econonic
wi t hhol di ng may cause a significant increase in price, albeit
one that is below the inpact threshold, but several generators
each acting i ndependently at the sane tine (wthout any
collusion) could raise prices dramatically above conpetitive
| evel s. For instance, four pivotal players independently
bi ddi ng may each cause an $80 inpact on prices paid by
consuners. Together, they may raise a conpetitive price of $100
to an unconpetitive price of $420 [$100 + ($80 x 4)]. Al though
no col l usion has taken place, it cannot be concluded that a

price of $420 that consuners nust pay under these circunstances



is just and reasonable. The existing AMP and its |arge inpact
t hreshol d properly address this circunstance by mitigating only
when the inpact on buyers of electricity is significant.

C. The AMP Process Allows Generators To Demonstrate That
Reference Levels Should Be Adjusted Upwards.

| PPNY (at 22-23) and Dynegy (at 14) argue the AVP process
is flawed because there is not adequate opportunity for
generator consultation with the NYISO The facts belie this
cl ai m because actual practice has shown this to be unfounded.
The NYI SO stated that there were only two instances in the
entire 2001 sunmer period when a generator requested that the
NYlI SO adjust its Reference Levels upwards. In both cases, after
consultation with the generator, the NYI SO granted the request.

D. The AMP Must Apply To All Megawatts Not Just UCAP
Megawatts.

Dynegy (at 14-15) asserts that the AMP should not apply to
negawatt | evel s above a unit’s UCAP anount and that non- UCAP
generators should not be subject to the AMP. |Its position
confuses installed capacity “nust-bid” rules with prohibitions
agai nst market power. The purpose of neasures |like the AWVP is
to prevent the exercise of market power. |Installed capacity
rules are designed to ensure reliability.

Cenerators determ ne how much, if any, of each of their
units’ capacity would be subject to UCAP requirenents, for which

t hey recei ve generous UCAP paynents. Under Dynegy's proposal, a



generator could analyze its ability to obtain market power
prices as a pivotal player and bal ance that potential wi th UCAP
paynents to determ ne whether to becone a UCAP provider and, if
so, how much capacity to subject to UCAP. The AWVP, therefore,
nmust apply to all situations, regardl ess of the UCAP

applicability.

CONCLUSION
For the reasons expressed above, the Protests of the
Cenerators should be rejected.
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