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

Renmedyi ng Undue Di scrim nation Through )
Open Access Transm ssion Service and ) Docket No. RMD1-12-000
Standard El ectric Market Design )

COWMMENTS OF THE NEW YORK STATE
PUBLI C SERVI CE COWM SSI ON ON
THE STANDARD MARKET DESI GN
PROPOSED RULEMAKI NG

On July 31, 2002, the Federal Energy Regul atory Conm ssion
(FERC or Commi ssion) issued a Notice of Proposed Rul enaking
(NOPR) that would establish a national Standard Market Design
(SMD). The SMD NOPR seeks to “remedy renmining undue
di scrim nation and establish a standardi zed transm ssion service
and whol esal e el ectric market design.”! Pursuant to the SMD NOPR
and the Cctober 2, 2002 “Notice of Conferences and Revisions to
Publ i c Comrent Schedul e” (Notice), the New York State Public
Service Conm ssion (NYPSC) submits these Comments. In
accordance with the Notice, we will file our comrents in January
on those sections of the NOPR regardi ng Long- Term Resource

Adequacy, State Participation in Regional State Advisory

Conmi ttees, and Transm ssion Pl anni ng.

1 NOPR at 3.



OVERVI EW AND EXECUTI VE SUMVARY

The NYPSC supports FERC s objective to “create ‘seanl ess
whol esal e power markets that allow sellers to transact easily
across transm ssion grid boundaries and that allow custoners to
receive the benefits of |ower-cost and nore reliable electric

"2 Wth a standard transmission service and a single

suppl y.
mar ket design, sonme of the “seans issues” that have hanpered
trade in the Northeast should be elimnated. Wile we
anticipate that inplenentation of SMD will elimnate several of
t he existing seans probl ens, the Conm ssion shoul d acconmodat e
regi onal variations, provided those variations do not
significantly inpede the efficiency and reliability of
i nterregional trade.

The SMD, as proposed, is a major step toward establishing
| arger markets, particularly since a Regional Transm ssion
Organi zation (RTO of sufficient size and scope is not noving
forward in the Northeast. As we stated in our comments on the
Nort heast RTO (NERTO), “nost of the benefits that the Comm ssion

hopes to realize through RTGs can be achi eved through the

provi sions of the SMD,” yet “with far |ess cost.”?®

2 NOPR at 99.

3 NYPSC Notice of Intervention and Comments in Docket No. RT02-3-
000 (dated Novenber 8, 2002).



Most inportant in the SMD is the proposal to elimnate
export and wheel -through fees. Elimnating these charges on
i ndi vi dual transactions (known as “pancaking”) will renove
di sincentives to trading and allow for nore econom c
transactions. W anticipate that this will translate into
significant savings for consuners. Therefore, we urge the
Commi ssion to elimnate these charges imediately for the
Northeast (i.e., ISO-NE, NylSO and PIM. 1In the event the
Commi ssion is unable to rule imediately on the SMD, the
Comm ssi on shoul d convene a separate proceeding to address the
rate design associated with the elimnation of pancaked rates
for the Northeast (i.e., 1SO-NE, NYISO and PIM.

The NYPSC concurs with nost of the proposed nmarket rules.
These rul es have proven to be effective in New York. 1In
particul ar, we support the SMD s use of |ocational-based
mar gi nal pricing as the nechani smfor managi ng congesti on, and
agree that price signals should support efficient decisions
about consunption and new i nvestnent. The day-ahead, real -tine,
and ancillary services markets ensure efficient conmtnent and
di spatch at | east cost, while ensuring price transparency.

Ef fective market nonitoring and mtigation are essential to
prevent the exercise of market power and inspire confidence in
the markets during the transition to conpetitive whol esal e

mar kets. The NOPR recogni zes that safety-net bid caps and



automated mtigation procedures, such as those approved for the
NYI SO, provide an effective way to mtigate market power during
the transition, while allowing for scarcity pricing during
periods of true scarcity.

Mor eover, the NYPSC generally endorses the SMD s approach
to governance. The proposed stakehol der conm ttee structure
will reflect all industry segnents and ensure bal anced
representati on anong suppliers and | oads. The proposed
governance sel ection process wll ensure that the board is
i ndependent and that its interests are aligned with the
interests of the market as a whole, rather than particul ar
cl asses of market participants.

Al t hough we concur with the vast majority of the SMD s
proposals, a limted nunber could be inproved. In particular,
whil e we agree that Congestion Revenue Rights (CRRs) are
i nportant as a hedgi ng nechanism tying CRRs with physica
rights and then using physical rights as the basis for |oad
sheddi ng (curtail nent) mght jeopardize public health and
safety. W woul d suggest the Comm ssion instead allow the I TP
to consider the effects upon public health and safety when
curtailing | oad.

W al so recommend that “license plate” rates be maintained
so that those who receive the benefits of the transm ssion

system al so pay their fair share of the costs. In addition,



transm ssion | osses should be recovered on the basis of the
mar gi nal cost of |osses to ensure proper price signals necessary
for the efficient operation of the system Moreover, allow ng
fixed bl ock generators to set prices in the day-ahead market
should mnimze price distortions and cost-shifting.

Lastly, market mitigation will only be effective if the
Commi ssion establishes a fornula and process for setting cost-
based reference levels in those instances where a generator does
not have a sufficient history of bidding and the | ndependent
Transm ssion Provider (I1TP) nust estimate whether a bid is
reasonabl e.

DI SCUSSI ON

The New Transm ssion Service (SMD § I V.C.)

We support the New Transmi ssion Service's reliance on
day- ahead and real -tine spot markets for energy and ancillary
services, including operating reserves, regulation, frequency
response, and energy inbal ance. These services can be provided
efficiently and reliably by using a bid-based, security-
constrai ned di spatch that determ nes the |ocational - margi nal
price, while managi ng congestion and neeting consunmers’ needs in

real tine.



The | TP Shoul d Consi der The Effects On Public Health
And Safety Wien Load Shedding |Is Required (SVMD 8§ I1V.C. 9.)

The SMD NOPR proposes that “when system conditions require
curtailment (in real tinme) that cannot be resolved through the
congesti on managenent system the |Independent Transm ssion
Provi der should curtail the custoners whose transactions
contribute to the constraint on a pro rata basis... [T]o the
extent the [ITP] is unable to schedule all requests for service
made t hrough the day-ahead schedul i ng process, those custoners
with [CRRs] for their requested receipt point-delivery point
conbi nati ons shoul d be scheduled first.”*

The proposed system for shedding | oad coul d underm ne
public health and safety by resolving constraints wthout
consideration of the public inpacts. The system would al so be
adm ni stratively cunbersonme because the | TP would be required to
track all CRR holders. Further, such curtailnments would be
i npractical because a program based on physical rights woul d
require a load-serving entity to curtail service to specific
custoners in large nmulti-unit buildings, such as apartnent and
of fice conplexes, if they |acked physical rights. This approach
woul d not work in states that have adopted retail access, since

energy services conpany (ESCO custoners are scattered

4 SVD NOPR at 1159.



t hroughout the system making ESCO specific curtail ments
i mpractical .

Currently, the NYI SO uses CRRs (referred to as Transmn ssion
Congestion Charges (TCCs)) as a financial instrunment to collect
congestion rents, rather than to create physical rights. 1In the
event the NYI SO needs to physically curtail [oad, the NYI SO
sel ects those areas that best resolve the constraint with the
| east harmto the public, and directs the appropriate
transm ssion owners to inplenent physical curtail nent.
Facilities dependent on energy services for health and safety,
such as hospitals and police, are curtailed only as a | ast
resort. Consequently, the inpracticality of the physical rights
approach to curtailnment, coupled with the advantages of a
financial rights systemfor congestion, strongly argues agai nst
the Comm ssion adopting a “one size fits all” requirenent for
curtail ment.

1. Transnission Pricing (SVD § 1V.D.)

The SMD seeks to resolve a significant barrier to

interregional transfers of energy by elimnating the paynent of

mul ti pl e access charges. This step will allow for nore
efficient use of the transm ssion systemwhile still allow ng
for the recovery of the systenis enbedded costs. In addition,

we support a regional approach to transm ssion expansion that

i ncludes our participation as part of a regional group.



A. Pancaked Rates Should Be Elimnated | nmedi ately
(SMD § IV.D. 1.)

The SMD proposes to “elimnate rate pancaking both within
an [I TP’ s] service area and between service areas.”® As
described in the SMD, TGs will “recover enbedded costs through
an access charge assessed nainly to | oad-serving entities
[ (LSES)], based on their respective shares of the systenis peak
load, i.e., their load ratio shares.”®

The elim nation of rate pancaking is the nost inportant
regul atory change the Comm ssion can nmake to facilitate
efficient energy markets. These rates (i.e., “through-and-out

charges,” “export charges” or “wheel -through charges”) are anobng
the nost significant barriers to interregional transactions.’
More efficient trading, commtnent, and dispatch will foll ow
fromtheir elimnation

We support the SMD s nechani smfor recovering the enbedded
costs of the transm ssion system under which “the interregional

transfers will be netted across RTGs and the | oad-serving

entities on the net inporting RTOw Il pay a load ratio share of

5> SMD NOPR at §170.
6 SMD NOPR at 1169.
" See, DouaLAs A. | RWN, FREE TRADE UNDER FIRE, 58-62 (2002) (wherein

t he aut hor denonstrates the significant societal costs of
tariffs and other trade barriers).



t he enbedded costs of the exporting RTO "® The proposed
met hodol ogy provides for a partial paynent of enbedded costs by
t hose regions that receive the greatest benefits of the
transm ssion system (i.e., net inporters) based on their
proportion of energy consunption conpared to the total
consunption in the exporting region. However, the SMD shoul d
provi de that all exporting RTGs, including those that are only
passed-t hrough, should be allowed to recover their enbedded
costs. Moreover, clarification is needed to explain how the
| oad ratio share woul d be cal cul at ed. °

In the event the Commi ssion is unable to rule immedi ately
on the SMD , the Comm ssion should bifurcate the elimnation of
pancaked rates for the Northeast (i.e., SO NE, NYISO and PIM,
fromthe SMD rul emaking. Bifurcation nay be acconplished in a
manner simlar to that followed by the Conmm ssion when it
initiated a Federal Power Act 8206 investigation with regard to
the rates for through-and-out service under the M dwest | SO and
PIMtariffs, and with respect to the protocols relating to the

di stribution of revenues associated with through-and-out service

8 SVMD at Appendix F, p. 11.

® W suggest that the load ratio share may be based on the
proportion of the inporting region’s energy receipts conpared to
the total load in the exporting region. W also propose that an
| TP s load ratio share be calculated individually with respect
to each ITP that it borders.



in the PIM PIM West, and M dwest | SO Transni ssi on Owers
Agreenents. *°

B. “License Plate” Rates Should Not Be Elim nated
(SMD § I1V.D. 1.)

The Commi ssion solicits comrent on “whether [it] should
retain license plate ratemaking only for a transitional period
and at sonme |later date, require that all regions have postage

stanp rates.”!?

According to the SMD, a postage stanp rate neans
that all custonmers would pay the same for use of the utility’'s
grid. A license plate schenme, in contrast, neans that custoners
woul d pay different charges, based on the revenue requirenent
for the zone where the transaction term nates.?*?

New York’s current systemof |icense plate rates all ocates
the costs of facilities to those that receive the benefits of
the system Myving to postage stanp rates m ght cause taxes and
ot her carrying charges of conpanies in sone regions to be
subsi di zed by custoners from other regions, and require sone
custonmers to pay for upgrades and associ ated benefits that they

do not receive. License plate rates are nore efficient because

they accurately reflect delivery costs and properly place such

0 Al'liance Conpanies, et al., 100 FERC 161, 137 at Y50 (2002).
11 SVD NOPR at §174.

12 1d. at 168.

10



costs on those that receive the benefits. W see no econonm c or
reliability reasons to require a different approach.

I11. Day-Ahead And Real - Ti nre Market Services (SMD 8 IV.F.)

The Conmi ssion’s approach to the day-ahead and real -tine
mar kets for energy, ancillary services, and transm ssion
services reflects, for the nost part, the market design in New
York. This approach works well and continues to be redesigned
to pronote efficient commtnent and di spatch at the | east cost,
whil e al so ensuring price transparency. W urge the Conm ssion
to approve the proposal in the SWD.

A. Transm ssi on Losses Should Be Recovered On The Basis O
The Marginal Cost OF Losses (SMD § IV.F.1.b.)

The Conmi ssi on seeks comment on “whether transm ssion
| osses should be recovered on the basis of the marginal cost of
| osses or if they should be recovered on the average cost of
| osses. 13

The NYI SO s cal cul ation of marginal line |osses'* equal s
the additional costs associated with transmtting an additional

MM and therefore sends a nore efficient price signal than using

average cost of |osses. Surplus revenues, if any, are not a

13 SVMD NOPR at 267.

14 The NYI SO s Market Adnministration and Control Area Services
Tariff defines marginal |osses as “[t]he NYS Transm ssion System
Real Power Losses associated with each additional MM of
consunption by Load, or each additional MM transmtted under a
Bil ateral Transaction as neasured at the Points of Wthdrawal.”

11



concern because they are refunded to load via an offset to
uplift paynents. |If average |osses are used, market
participants woul d receive price signals that do not reflect the
addi tional costs inposed on the systemby their actions.

Because the use of average | osses would reduce efficiency and

i ncrease costs, the use of marginal |osses is preferable.

B. “Lunpy” CGenerators Should Be Al lowed To Set Prices In
The Day- Ahead Market> (SMD § IV.F.3.a.)

The SMD proposes to “all ow generators whose output is
adjustable in increnents greater than 1 MV to be eligible to
set the energy price in the Real -Tinme Market if.the generator’s
output [is] needed to neet load in the hour.[and, the generator
is not operating because of] a minimumrun tinme constraint.”?®
However, the Conm ssion seeks comment “on whether such | unpy
generators should [also] be eligible to set the energy price in
t he day-ahead market.”?'’

“Lunpy” generators should be allowed to set prices in the
day- ahead nmarket, especially in constrained markets such as New
York City. These generators nmay be needed to neet | oad and

unl ess they are permtted to set energy prices, the costs

associ ated with these units will be collected in state-w de

15 “Lunpy” generators are also referred to as fixed bl ock
generators in New York (e.g., gas turbines).

16 SVD NOPR at 318.

17 SMD NOPR at §3109.

12



uplift paynments, severely distorting the pricing signals in the
energy market. The Conmm ssion has al ready determ ned that
“precluding fixed block generation from setting day-ahead prices

wi || have adverse effects on [the NYI SO s] nmarkets at this

"18 As the Conmission found,

juncture.
[ such a preclusion]wuld distort price signals
because day-ahead prices would be artificially
lowif fixed block generators are needed to neet
| oad, but their bids cannot set the price.. There
woul d be significant cost-shifting anong New YorKk
consuners as the higher bid prices of fixed block
generators woul d be recovered state-w de as uplift
costs rather than through [l ocational -based margi na
pricing (LBMP)]... [Market participants’ bidding
i ncentives woul d be inpacted because, if the market-
clearing price is below that used for settlenents
(where a fixed block unit is paid a price higher than
the market-clearing price through uplift paynents),
then sonme participants may bid at the expected
clearing price rather than at their marginal costs.®

'8 100 FERC 161, 182, Docket Nos. ER00-3591-011, et seq.,
(August 9, 2002), at fT8.

9 1d. at 5. We agree with the ISOs argunents that the rule
woul d distort price signals because day-ahead prices would be
artificially lowif fixed block generators were needed to neet

| oad, but their bids could not set the price; that market
participants’ bidding incentives would be inpacted because, if
the market-clearing price were below that used for settlenents
(where a fixed block unit was paid a price higher than the

mar ket-clearing price through uplift paynents), then sone
participants m ght bid at the expected clearing price rather
than at their marginal costs; that the rule would require
substantial alterations to its mtigation neasures because of

t he changed bi dding incentives and because fixed bl ock
generation would be effectively exenpted fromthemif their bids
did not trigger the inpact test of the Automated Mtigation
Measures; and that there would be significant cost-shifting
anong New York consuners as the higher bid prices of fixed bl ock
generators woul d be recovered state-wide as uplift costs rather
t han t hrough LBMP.

13



The Commi ssion rightly decided the matter for the NYI SO
and shoul d adopt that sanme policy in the SMD rul e.

V. Oher Changes To | nprove The Efficiency O The Markets
Under Standard Market Design (SMD 8 IV.G)

W support the Conmi ssion’s proposal to conduct
transm ssi on pl anni ng and expansi on on a regional basis. A
regi onal approach is best suited to finding the nost efficient
and optimal solution at the |east cost. W |ook forward to
comenting in January on the broader planning issues facing the
Comm ssion and state regul ators.

The Commi ssi on Shoul d Not Adopt A Bright-Line Voltage
Test For Determ ning What Transmi ssion Facilities Mist

Be Under The Control of an |Independent Transm ssion
Provider (SMD 8 V.G 5.c.)

The SMD asks “whether, either in addition to or in lieu of
the seven factor test,?® the Commi ssion should use a bright |ine
vol tage test (e.g., 69 kV) to determ ne which facilities are
pl aced under the control of the [ITP].”?' This test would be
used to determ ne which facilities fall under the operational
control of an ITP, and which facilities remain the
responsibility of the utility/line owner.

A bright-line voltage test is too sinplistic, failing to

di stingui sh between Iines that may be serving different

20 This test is used to deternmine what facilities are
transm ssion and which are | ocal distribution.

2l SMD NOPR at 1369 (footnote added).

14



functions. For exanple, several 138 kV Iines in New York City
are used solely to distribute power in a | oad pocket, and never
reverse flow or nove power between narkets. At the sane tine,
there are 115 kV lines that serve as the backbone of the bulk
power systemin upstate New York. The latter |ines, though
| ower in voltage, serve a transm ssion function. Thus, a
bright-line test, while easy to adnminister, will fail to
accurately assign responsibility for a line.

| nst ead, the Conm ssion should adopt a standard that | ooks
to the function of the line, simlar to the seven factor test in
Order 888. In general, a line which normally noves power
bet ween markets, is capable of reverse flows under nornal
conditions, and is used in a manner having regi onal inpacts,
shoul d be subject to the operational control of the ITP. If,
however, the line flows toward load wthin the same market, it
shoul d be considered a distribution line and treated
accordingly.

V. Mar ket Power Mtigation And Monitoring In Markets Operated
by The | ndependent Transm ssion Provider (SMD 8§ IV.I.)

We applaud the Comm ssion’s initiative to establish
effective market nonitoring and mtigation neasures through the
SMD. As the Conmi ssion properly noted, “[e]ffective market

nmoni toring and market power mitigation are critical .to create

15



and sustain conpetitive regional bul k power markets.”??

Currently, New York’'s markets suffer from various structural
flaws, including a | ack of sufficient price-responsive |oad and
t he presence of transm ssion-constrained | oad pockets which
prevent effective conpetition under certain conditions. The
Conmi ssion’ s approach under SMD recogni zes these flaws and
should facilitate the transition to conpetitive markets.

Mor eover, we | ook forward to working with FERC to establish
protocols for the sharing of confidential market data.

A. A $1000 Per MM Safety-Net Bid Cap |s Appropriate
(SMD § IV.1.4.)

The Conmi ssion proposes that | TPs have safety-net bid caps
as part of their market power mtigation plan and seeks conment
on “how to determine an appropriate value for such a cap.”??

Safety-net bid caps are currently in place, and we
recommend that the $1,000 per Mt bid cap be maintained.?® The
$1, 000 val ue has worked well to provide protection against the
potentially-extrene inpact of market power, while allow ng for

scarcity price signals. At this juncture, there is an

insufficient anount of real-tinme demand response available to

22 SMD NOPR at 392.
23 SVD NOPR at Y 414

24 See, New York | ndependent System Operator, Inc., 97 FERC
7161, 095 (2001)

16



restrain price spikes and market power during extrene peak
hours. To the extent that the bid cap may contribute to a
shortfall in necessary revenues for generators, including
peakers, there are other sufficient sources of revenue including
revenues fromthe capacity and ancillary services markets.

B. The Conm ssion Should Establish A Fornula And Process
For Setting Bid Caps/Reference Levels (SVMD 8§ IV.1.6.)

The Conmmi ssion seeks coment on what process should be used
for determining the bid caps for individual units.?® It is
critical that FERC establish an effective process for estimating
and review ng generator-specific bid caps (“reference levels” in
New York).2?® Under non-conpetitive conditions, bid caps
(reference levels) act as a surrogate for conpetitive bids, and
must yield “just and reasonable” prices. Valid and up-to-date
reference |l evels are thus necessary to ensure effective
detection and mtigation of market power if recently accepted
bi ds do not exist.

Qur experience has shown that estimates of reference |evels

may vary significantly, depending on the nethods and data used

25 SVMD NOPR at 427.

26 Reference levels are used to represent the narginal costs of
specific generating units. Ildeally, the NYISO uses a
generator’s accepted bids over the previous 90 days and adj usts
for changes in fuel prices to determ ne an appropriate reference
|l evel. However, if data on the unit’s bidding and di spatch
cannot be used, an appropriate level is determ ned by the NYSIO
in consultation with the affected generator

17



to estimate generator-specific marginal costs. Specifically,
any nmethod needs to consider: the historical data that should
be used (one year, ten years, or sone other duration); whether
repl acement costs associated with catastrophic failure should be
i ncl uded and, if so, how, how to neasure fuel prices; and
whet her there should be additional conpensation for the high-end
operation of a unit to reflect the extreme stress when operated
in that range and, if so, how nmuch. To ensure that reference
| evel s are consistently applied to individual conpanies and
across regions, the Comm ssion should establish the specific
conponents and the data to be used. Mbreover, since the
| SO RTO s expertise is in running markets, rather than
review ng costs, the Conmssion’s direction is necessary to
ensure that rates are “just and reasonable” in those instances
where sufficient conpetition does not exist, such as in |oad
pocket s.

Further, the Comm ssion should take an active role in
revi ewi ng generator-specific bid caps (reference levels). The
| SO RTGs review generator-specific information in secrecy
because of confidentiality constraints. Consequently, the
| SO RTGs hear generators’ argunents for setting a higher
reference level, but do not hear the counter-argunents for a
| ower level. As a result, the Comm ssion nust play a central

role in ensuring that the results are reasonable. To do that,

18



t he Conm ssion should review the reference prices of those
plants that are in the best position to exert market power.
Consi deri ng the workl oad required, the Comm ssion could ask the
Qut si de Market Monitor, as discussed below, to reviewthe
reasonabl eness of reference |evels on behalf of the Comm ssion.

C. Reference Levels Should Not |nclude An Adjustnment For
Qoportunity Costs (SMD 8 IV.1.6.)

The current trading of power between markets generally
yields prices that reflect the marginal costs in adjacent
mar kets. \Wile seans issues now render inperfect the transfer
of market inpacts between narkets, there is, nonetheless, a
strong i nterdependence that works well much of the tine and
causes the market price in a generator’s home nmarket to rise and
fall as a function of factors at play in nearby markets.
Mor eover, once seans issues are resolved, so that they no |onger
hanmper the free transfer of power across geographic regions, the
mar ket price in a region wll reflect prices in adjacent
mar ket s, nmaki ng the geographi c opportunity cost adjustnent
redundant . 2’

Furthernore, relying on markets to reflect opportunity

costs is a nore accurate and efficient solution than any

2 In contrast, permtting the use of a tenporal opportunity

cost conponent, which for the nost part applies only to hydro
facilities, is appropriate because it enabl es generators to
submt off-peak bids that are relatively high to reflect the
opportunity of saving the water for use during peak peri ods.

19



adm ni strative process could hope to bring. Wiile we agree with
the theory that generators should be permtted to bid up to the
mar gi nal cost of a unit, including opportunity costs, there are
practical reasons why attenpts to incorporate opportunities in
di fferent geographic markets nmake the process of doing so a very
difficult one to inplenent. Every day, the generation owner and
the | TP woul d be required to predict market prices in nearby

mar kets for each hour of the next day. The generator would then
bid to sell within its hone RTO at prices that reflect these
forecasts, while the RTO woul d establish reference val ues for
each generator that reflect the RTOs own forecast of market
prices in other geographic areas. The RTO would then have to
conpare its estimate to the generator’s bid to determ ne which
bi ds are non-conpetitive and require mtigation. To acconplish
this, the RTOs Market Monitoring Unit (MW) would need to be
expert in forecasting the market prices of all nearby geographic
mar kets and woul d have to be prepared to rapidly resolve

di sputes with generation owners that believe their own forecasts
of nearby market prices are nore accurate than the RTOs. Mre
importantly, the days for which it is nost difficult to nake

mar ket price forecasts (i.e., peak or near-peak days), are the
ones where proper mtigation, or a decision not to mtigate, is
nmost inportant. It is on those days that the disputes wll

likely take place. Thus, the market itself should be relied

20



upon to reflect opportunity costs, rather than relying on an
adm ni strative process that is inpractical

D. Under Most Circunstances, Scarcity Prem uns For Peaking
Units Woul d Not Be “Just and Reasonable” (SVD 8 IV.1.6.)

The SMD suggests that it may be appropriate to allow a
scarcity prem um above the margi nal cost-based bid caps of
peaking units “that fail to recover fixed costs” in order to
“conpensate for the lack of price-responsive demand that woul d
ot herwi se set the price when these units were di spatched.”?®

A scarcity premiumfor peaking units is unnecessary in New
York because the current capacity market is specifically
designed to allow such units to recover their fixed costs. 1In
addition, efforts to create a nore stable capacity paynment in
the Northeast to replace the current capacity market should
provi de anpl e opportunity for recovery of fixed costs. Further,
peaki ng units can recover a portion of their fixed costs in the

energy market, which occasionally clears at |evels well above

the marginal costs of such units. Moreover, the NYI SO has

28 VD NOPR at 9421.
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established a price-responsive | oad programthat woul d set the
mar ket -cl earing price during hours in which scarcity exits.?°

Over time, as denand response matures, the resource m x
that is available to the systemto neet peak demand wi || adj ust
accordingly. 1In other words, a significant nunber of peaking
generating facilities will be replaced by demand response
capability. Under those circunstances, denmand response wll set
the clearing price at a very high |evel during the highest |oad
hours of the year (e.g. $200, $400, $600 per MM). Today, such
hours typically clear at the |ower prices associated with the
energy bids of peaking units (e.g.,$100/ MM\h) except for a very
few hours per year.®® Thus, inits mature state, there will be a
much | arger nunber of hours in which peaking units will run and
get paid an energy market price that is well above their bids,
even if their bids equal marginal costs without a scarcity

adder. The energy market will then provide a substantially

2% The NYI SO s Managenent Conmittee has approved a tariff filing,
subject to | SO Board and Commi ssi on approval, whereby the

Emer gency Demand Response Program and the Special Case Resources
in the ICAP market will reflect scarcity pricing. It may be
necessary where demand response prograns do not exist to permt
prices to rise to $1,000 during true scarcity conditions in a
region or | oad pocket. This can be acconplished by allow ng a
few $1, 000 reference levels (i.e., bid caps) in each geographic
mar ket .

30 \While demand response will tend to enpl oy higher energy

mar ket bids than peaking facilities, the total annual cost of
the demand response alternative is | ess expensive than peakers,
gi ven the higher annual fixed cost of the latter.
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| arger revenue stream for generators that may well obviate the
need for either a scarcity adder to bids or a capacity market.
However, until adequate demand response exists, the capacity
mar ket shoul d be relied upon for reinbursing peaking units for
their fixed costs.

In the event that the SMD results in the elimnation of
capacity market revenues, it may be necessary to include
scarcity premuns in reference levels. In that event, the
Comm ssi on should establish a nechanismto ensure that the
additional premumreflects only the unrecovered costs and is
not used to unfairly inflate earnings.

E. Market Monitoring Functions Should Be Di vi ded Between
Separate Entities (SMD § 1V.1.8.)

As the NOPR indicates, the market nmonitoring unit woul d be
“aut ononous of the [I TP s] managenent and market participants,”
and “may be |located within the offices of the [ITP], to permt
easy access to the market data and operations personnel, or it
may be physically located el sewhere.”3!

Because there are distinct and separate market nonitoring
functions, the Conm ssion should consider requiring two separate
mar ket nonitoring units. For exanple, the market nonitoring

function includes daily nonitoring of nmarket power and

i npl enmentation of mtigation rules in real-tinme; providing

31 SVMD NOPR at 9429.
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reports and anal yses on the functioning of the markets; and
proposing rul e changes and new mtigation neasures to address
per cei ved probl ens.

Day-to-day nonitoring and mtigation should be done from
within the I TP, which should have real-tinme access to data and
operations personnel. The market nonitoring unit should report
to the | TP Board of Directors. This unit’s function would be to
i npl enent the policies and rul es proposed by the Qutside Market
Moni tor and the Conm ssion.

However, anal yses of the functioning of the market, the
conduct of individual market participants, and market mtigation
recomendati ons, including, but not limted to, review ng
reference prices and proposing renedi es for econom c and
physi cal w thhol ding, should be conducted by an CQutside Market
Moni tor (OW) .3 To ensure conpl ete i ndependence, the OW shoul d
report directly to the Conm ssion (and nake all information
available to the I'TP and the state(s)). The OW should be hired
by the Conm ssion and al though its scope of work shoul d be
determned in consultation with the TP and the state(s), it

shoul d be accountable only to the Comm ssion. The Conm ssion

32 |n addition, we agree that the final rules should include the

list of responsibilities contained in the SMD NOPR at 1433.
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woul d need to nmake absolutely clear that the ITP is entitled to
real -tinme access to all I TP data and personnel.

Under this approach, the nonitor would be truly independent
and the market participants would be confident that its findings
and recomendati ons were not subject to undue influence and were
fair. The Comm ssion would therefore be assured that rates were
“just and reasonabl e” under the Federal Power Act.

In contrast, an OW hired by the I TP Board or the Chief
Executive Oficer (CEO would suffer fromthe infirmty that it
woul d be charged to oversee those who have the power to hire and
fire and control its budget. This obvious conflict of interest
woul d not inspire the same | evel of confidence as would a fully-
i ndependent OwWM

Recogni zi ng that the Conm ssion may be unable to take on
these responsibilities in the first instance, we recomend that
if the nodel suggested in the SMD is adopted, any hiring or
firing decisions of the ITP be made in consultation with the
Commi ssion and the state(s) and that the OVM budget be subject
to Comm ssion and state approval to ensure that the OW has the
tools necessary to nonitor the market and make recomendati ons.
Thi s second- best approach woul d provi de protection agai nst

conprom sing the OW s i ndependence.
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VI. Governance for | ndependent Transm ssion Providers
(SMD § 1V. L)

The NYPSC agrees with the NOPR that the nmethod and criteria
for selection of the nenbers of the board of directors (board)
is critical to ensuring that the I TP/ RTO is i ndependent and that
its interests are aligned with the interests of the market as a
whol e, rather than with particul ar narket participants or
cl asses of market participants.®® W also agree that the board
must be fully independent of market participants so that it can
satisfy its responsibilities and that applying a code of conduct
for board menbers woul d be consistent with the objective of
creating an independent board that focuses broadly on the health

of the entire market.?3%*

Accordi ngly, we support the proposal
that the stakeholder committees provide advice to the board, but
that the board would have full independent authority to nmake FPA
Section 205 filings.?3®

A. The Proposed Stakehol der Committee Structure

Reasonably Reflects Al |ndustry Segnents
(SVMD §8 IV.L.2.)

For the markets to evol ve and i nprove consumer confidence,

it is critical that the conposition of the market partici pant

33 SMD NOPR at 11 556-574.

34 See, SMD NOPR at  564.

% See, SMD NOPR at  560.
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committees represents all segnments of the industry. The SVD
correctly recognizes that the current conposition of the sectors
in New York and other 1SOs may not acconplish that objective.

We agree with the NOPR, therefore, that each | TP/ RTO nust
reflect the interests of: (1) generators, (2) marketers; (3)
transm ssion owners; (4) transm ssion-dependent utilities such
as nunicipalities or other LSEs that do not own or control
transm ssion facilities; (5) public interest organi zations such
as consuner advocates (both governnental and non-governnental),
environnmental groups, and citizens; (6) alternative energy
provi ders, such as distributed generation, demand response
t echnol ogi es, and renewabl e energy; and (7) end-users and retail
energy providers.

Al t hough we recommend that the particular configuration of
the sectors be left up to each ITP/RTO this general approach
woul d al l ow for a neaningful voice at the table for a w der
spectrum of stakeholders than is currently the case in the NYI SO
(e.g., alternative energy) and may reset sectors in a way that
better aligns interests.?3®

The NOPR seeks comment on whether or under what

ci rcunst ances stakehol der cl asses should be able to directly

3¢ Whi |l e the NOPR does not address the issue, we assume that the
Commi ssi on i ntends that each sector will have equal voting
rights. It is extrenely inportant that there is bal anced
representati on anong suppliers and | oads.
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take an issue to the board. |In the NYISO, any individual or
group of market participants may appeal a decision of a market
participant conmttee either to a higher coomittee, or through a
formal process, to the board. This approach has worked
efficiently so far and should be continued to ensure that the
board hears all opinions. It is particularly inportant that
non-voti ng stakehol ders have access to the board to ensure that
t he board s deci sion-nmaki ng takes into account the views of
i nterested stakehol ders.

B. Boards Shoul d Be Designed To Ensure Stability Wil e

Encour agi ng Conti nuous |Infusion O New | deas
(SVMD §8 IV. L.3.)

The SMD addresses the process by which: (1) initial board
menbers woul d be selected, (2) vacancies would be filled, and
(3) the conposition of a nmerged board woul d be determ ned
fol l owing merger of two | TP/ RTCs.®” Regarding initial selection
of the board, we generally agree that a nom nating commttee
conposed of two nmenbers from each of the six sectors would
review a list of candi dates presented by a nationally-recognized
search firm3 W suggest that the nonminating conmittee
recommend a sl ate of candidates, rather than individuals, that
mar ket participants would consider. W recomend the slate

approach because it was the experience of the search firmthat

37 SVD NOPR at 1Y 562-574.

38 See SMD NOPR at 1 566, 567.
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was used to interview and recomend board nenbers for the NYI SO
that qualified professionals would be |leery of engaging in a
conpetitive individual election process.

The NOPR proposes that board nenbers have staggered terns
“to maintain a degree of continuity of board nenbership to
ensure stability and consistency in decision-making, while at
the sane tinme ensuring that the board does change nenbership
over time to allow the introduction of new vi ewpoi nts and

encour age i nnovation.”3°

We support the concept, but suggest
that the SMD s proposal that half of the board nenbers’ terns
expire at the sane tine (every third and fourth years after
i nception) would be too disruptive given the conplicated nature
of the industry, and woul d underm ne the goals of consistency
and stability. A one-third turnover woul d acconplish the goal
of encouraging i nnovation wi thout sacrificing nuch-needed
stability.

The NYPSC agrees with the SMD that boards shoul d not be
sel f - perpetuating.*® Vacancies, both nmid-termand at the end of

a term should be filled in the manner the NOPR generally

suggests, nanely, identification of candidates that satisfy the

39 SVD NOPR at Y 569.

40 1f the Conmission deens the NYISO to be a single state RTO or
| TP, we woul d expect the existing board to continue in the new
organi zation for no nore than one additional term SMD NOPR at
19 571, 572
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relevant criteria, by a nationally recognized search firm wth
a recomendation by a nominating conmttee conposed of market
partici pants.

Regardi ng nergers, the Conmm ssion’s proposal that board
menbers serve two ternms should be clarified. Board nenbers from
the existing 1S0Cs who are chosen to serve on a nerged board
shoul d only be permitted to serve no nore than one term or four
years, on that nmerged board to ensure that new i deas are brought
to the board and to prevent parochialism?

We disagree with the SMD s proposal that the nom nating
commttee for a nmerged board should include two board nenbers
fromeach of the respective nerging organi zati ons and “the
Chairs of two commttees representing market operations,

reliability and/or managenent.”*?

Exi sting board nmenbers shoul d
not serve on the nom nating commttee because of their inherent
interest in self-perpetuation. 1In contrast, we recomrend t hat

the nom nating conmttee consist of only market participants,

and that market participants then vote on a recommended sl ate,

“! Furthernore, the board nust, at all tines, be viewed as an

i ndependent entity. Consequently, the Comm ssion shoul d
seriously consider prohibiting the chief executive office from
bei ng a non-voting nmenber of the board. See, SMD NOPR at { 567.

42 W request clarification as to what groups this description

refers and whether it suggests two conmittees fromeach of the
mer ged organi zati ons.
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but only with a nomnating conmttee that represents all the
sectors as descri bed above.

CONCLUSI ON

The Comm ssion’s SMD, if adopted, will further conpetitive
mar ket s wi t hi n and anong nei ghboring regions. Although the
NYI SO and mar ket participants have inpl enented many of the
principles identified in the SVD, greater efficiencies can be
achi eved within an SMD franewor k.
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