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

KEYSPAN- RAVENSWOOD, | NC

V. Docket No. ELO2-59-000

NEW YORK | NDEPENDENT SYSTEM
CPERATOR, | NC

N— N N N

NOTICE OF INTERVENTION AND PROTEST OF
THE PUBLIC SERVICE COMMISSION OF THE STATE OF NEW YORK

Pursuant to Rules 211 and 214 of the Conmission's Rules of
Practice and Procedure! and a Notice of Conplaint dated February
20, 2002, the Public Service Conm ssion of the State of New York
(NYPSC) subnmits this notice of intervention and protest objecting
to the proposed nodifications contained in the Complaint of
KeySpan-Ravenswood, Inc. Requesting Limited Changes t0 In-City
Installed Capacity Mitigation Measures and Request for
Fast-Track Processing (Conpl aint).

The NYPSC opposes any weakeni ng of the current protections
agai nst the exercise of market power because the Unforced Capacity
(UCAP) Market? in New York City is not workably conpetitive. Three

generation firns together control about 62 percent of the supply

118 C.F. R §8385.211 and 385.214.

2Wth the Conmission’s approval, the NYI SO has recently begun
operating an Unforced Capacity (UCAP) Market as a repl acenent for
the traditional Installed Capacity (| CAP) Market. For the purpose
of conmparing prices, the distinction has little bearing.



inthat market.® Wth this degree of concentration, prices would
not be “just and reasonable” w thout the existing price cap
applied to those generators. The proposed nodifications,
nor eover, woul d exacerbate market power concerns in New York City
by providing a perverse incentive to those three conpanies to
reduce availability of essential in-City generation in order to
realize higher UCAP prices.

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

addr essed t o:

Saul A Rigberg Ronal d Li berty

Assi st ant Counsel Director Fed. En. Interv.
Publ i c Service Conmm ssion Public Service Comm ssion
of the State of New York of the State of New York
3 Enpire State Pl aza 3 Enmpire State Pl aza

Al bany, NY 12223 Al bany, NY 12223

saul _rigberg@Ips.state.ny.us ronald |iberty@lps.state.ny. us

KEYSPAN'S COMPLAINT

KeySpan- Ravenswood ( KeySpan) requests the Conmi ssion to nake
two significant changes to the Qpen Access Transmi ssion Tariff
(CATT) adm nistered by the New York | ndependent System Qperator,
Inc. (NYISO in regards to the UCAP Market in New York City (in-
City). First, KeySpan would have the Commi ssion elimnate the
price cap conponent on in-Gty UCAP sales that applies to the
di vested generation assets of Consolidated Edi son (Con Edison),

| eaving only the bid cap conponent so that the three purchasers of

362% based on | CAP data; use of UCAP data would lead to a sinilar
resul t.



t hese assets (KeySpan, Orion, and NRG collectively, D vested
Ceneration Omers) would be paid the market clearing price even if
that price exceeds their bid cap.*

Second, KeySpan is seeking the elimnation of the existing
ban on bilateral sales of in-City UCAP by D vested Generation
Owers to in-City load serving entities (LSEs). KeySpan asserts
that these two nodifications would reduce volatility, inprove the
efficiency of the in-City UCAP narket, and ensure that “the

appropri ate resources" are constructed and naint ai ned.

BACKGROUND

Buyi ng and selling of a product in a narket that is not
wor kably conpetitive can result in unjust and unreasonabl e narket
power prices. Knowi ng that the conpanies that purchased the three
bundl es of Con Edi son's generating assets would control about
5,700 MV of the approxinately 8,500 MV New York City Locationa
| CAP requirenent and that | CAP supplies are often tight,
especially in the sumer nonths, the NYPSC included nitigation

measures in its order authorizing the sale of Con Edison's assets.®

“*The bid cap conmponent sets the ceiling for all bids by owners of
di vested generation, whereas the price cap |limts prices paid to
t hose owners.

5> In the Matter of Consolidated Edison Co. of New York, Inc.’s
Plans for (1) Electric Rate/Restructuring Pursuant to Opinion No.
96-12; and (2) the Formation of a Holding Company Pursuant to PSL
§70, $§108 and $110, Certain Related Transactions, Case 96-E-0897
(July 21, 1998).



The Commission |ater approved these nmeasures® to address concerns
that the purchasers of the assets "m ght be able to exercise

| ocal i zed mar ket power due to the current configuration of |oads,
generation, and transmission facilities in New York City and
related in-City local reliability rules and transm ssion
constraints.”’

To ensure reliability, each LSE in the NYI SO Control Area is
required to procure UCAP in advance of each nonthly Cbligation
Procurenent Period in anmobunts equal to its UCAP requirenment set by
the NYISO An LSE that does not satisfy this requirenent is
assessed a Capacity Deficiency Charge, which is currently
$164. 12/ KWyear for UCAP.®

Because of this purchase requirenent to ensure reliability,
and in light of the dom nant market position of the D vested
Ceneration Omers as pivotal market players, carefully crafted
mtigation neasures are required to prevent the exercise of narket

power. First, KeySpan, Oion, and NRG nust bid all of the UCAP

resources they purchased from Con Edison into the NYI SO

8 consolidated Edison Co. of New York, Inc., 84 FERC Y 61, 287
(1998).

"Con Edi son FERC Electric Schedule No. 199 at 1.

8 The Capacity Deficiency Charge, which in ICAP terns is

$150/ KWyear, effectively serves as an upper linmt on auction
nmar ket prices in that no reasonabl e LSE would bid above the
deficiency charge.



adm ni stered auctions. The purpose of this requirenent is to
formally prohibit physical wthholding.

Second, the Divested Generation Owmers are also subject to
both a bid and price cap on UCAP sales. The price they receive is
capped at the bid cap level, currently $112. 95/ KWyear, regardl ess
whet her the market-clearing price paid to non-nmitigated generators
is above the bid cap. The ICAP bid cap was initially based on a
Capacity Reference Price of $105/KWyear, a figure derived from
the average enbedded cost of the four Con Edison bundles.® Since
t he nost expensive bundle, conprising the Watersi de Generation
Station and the East River CGenerating Station assets were not
sold, the $105 figure was about 15% above the enbedded cost of the
t hree bundl es Con Edi son did sell.

Whereas the bid cap is designed to prevent economc
wi t hhol di ng, the price cap renobves any incentive to seek | oophol es
inthe bid requirement or bid cap. This is the case because the
price cap renoves the financial incentive from physica
wi t hhol ding on the part of the Divested CGenerati on Omers that
m ght have the effect of raising the market-clearing price above
the bid cap. The Divested Generation Oamers can receive no nore

than the capped price and thus may actually | ose revenues if they

°This amount was subsequently translated to $112. 95/ KWyear to
acconmpdat e the NYI SO s conversion to a UCAP narket design

- 5 -



physically withhold by, for instance, not maintaining units
according to good utility practi ce.

Third, all LSEs pay to the NYI SO the narket-clearing price,
whi ch non-di vested owners receive fromthe NYI SO The noney above
the cap that is not distributed to the Divested Generati on Omers
is rebated to all New York City LSEs in proportion to their UCAP
requirenent. Fourth, the Divested Generation Oamers nay not enter
into bilateral contracts so as to avoid circunvention of the cap
t hrough ancillary arrangenents.

In practice, because of the tightness of the market and the
concentration of resources, the $112.95 annual price cap ($9.41 on
a nonthly basis) is not only a ceiling on the price the D vested
Cenerati on Omers can receive, but generally serves as a floor
Regardl ess of the tine of year and the amount of UCAP
needed, market clearing prices in the six-nmonth strip auctions
(whi ch account for nore than 80 percent of the auction sales) are

at or very close to the $9.41 figure.

DISCUSSION

I. KEYSPAN'S PROPOSAL SHOULD BE REJECTED BECAUSE THE IN-CITY
ICAP MARKET IS NOT WORKABLY COMPETITIVE.

KeySpan clains that the in-City | CAP narket is workably
conpetitive. Conplaint at 5, 11. New entry has occurred, as
KeySpan poi nts out, and the NYI SO does expect sufficient capacity

for Summer 2002. However, such capacity is not a certainty and,



in any event, the New York City Market continues to display non-
conpetitive attributes.

According to a recent NYI SO publication, the current tota
in-City |CAP supply is 8,944 MNWand the total in-City |locationa
requirenent is 8,532 MV leaving a supply margin of only 412 MN
Suppliers include KeySpan with 2,149 MN accounting for a 24
percent market share, Oion with 2001 MV and a 22 percent narket
share, and NRG holding a 16 percent market share with 1,457 MN
Thus, sone of each of KeySpan's, Oion's, and NRG s capacity nust
be used to neet demand and each of the Divested Generation Omers
is a pivotal market player as defined by the Comrission in a
recent order.?!! Absent mtigation nmeasures, therefore, each of
t hese owners would have the unlimted ability to set the nmarket-
clearing price.

Moreover, an analysis of the prices resulting fromthe
NYI SO s 2001 in-Cty | CAP auctions establishes that the UCAP
mar ket is not conpetitive even with new generation. The weighted
average of six-nmonth strip and nonthly prices (using | CAP nunbers)

for the summer auctions was $8.81/ MW nonth. This average market -

10«) ocational Installed Capacity Requirenent Study,
28, 2002.

dat ed February

Y order on Triennial Market Power Updates and Announcing New,
Interim, Generation Market Power Screen And Mitigation Policy,
97 FERC f 61, 219 (Novenber 20, 2001). Again, each of these
owner's capacity anount exceeds the supply nargin.

-7 -



clearing price was six cents above the $8. 75/ MV nonth price cap of
the Di vested Generation Omers. For the w nter 2001-2002
auctions, when cool tenperatures create an increased supply, the
wei ght ed average of the six-nmonth strip and nonthly prices (using
UCAP nunbers) was $9.01/ KWnonth, just $.40 below the cap. Until
there is a significant excess of UCAP greater than the anount of
mtigated | CAP controlled by KeySpan, Orion, or NRG so that the
cap does not function as a price floor, each one of these pivota
pl ayers, absent appropriate mitigation, is in a position to

exerci se nmarket power.

II. KEYSPAN'S MODIFICATIONS WOULD HARM THE UCAP MARKET,
INCREASE PRICES, AND JEOPARDIZE RELIABILITY.

A. Eliminating The Price Cap Could Encourage Physical
Withholding And Discourage New Capacity Investment
By KeySpan, NRG, and Orion.

KeySpan is incorrect for several reasons in claimng that a
bid cap coupled with a requirenment to bid, but without a price
cap, would provide conplete protection against the exercise of
mar ket power. First, the proposal would allow the pivotal players
to receive up to $164. 12/ KWyear, the level of the Capacity
Defici ency Charge, as conpared to $112. 95/ KWyear, as that higher

nunber becomes attainable by the divested generators. '?

2This woul d occur because, as expl ai ned above, there is a cap on
the Capacity Deficiency Charge, assessed on LSEs that do not
satisfy their | CAP requirenents set by the NYI SO, above which no
LSE woul d pay.

- 8 -



Second, elimnating the price cap and relying on only a bid
cap does not preserve protection agai nst the exercise of narket
power. Wiile the bid cap prevents economc wthholding, it does
not prevent physical withholding, which can be just as effective
inraising prices. Merely requiring the units to bid does not
ensure agai nst physical withholding in the new UCAP narket.
Because the ampunt of UCAP each generator can sell depends on that
generator’'s availability, UCAP quantity is subject to nmanipulation
by suppliers. Suppliers with market power have a perverse
incentive to reduce availability (for exanple, by nore forced
out ages and sl ower repairs, situations al nbst inpossible for the
NYI SO or the Commission to nobnitor, as was learned in California);
the lower availability will translate into | ess UCAP supplied,
thus driving up the market price.

Simlarly, at the current, very high UCAP prices in both
sunmer and winter, which are the highest prices for | CAP/UCAP in
the country, there is a strong incentive for KeySpan, Oion, and
NRG to add capacity. However, if the price cap were elim nated,
this incentive would be severely restricted or even reversed for
i ncunbents with generation already taking advantage of these
prices. Indeed, if the rules permtted the market-clearing price
to be obtained for all of their UCAP, the D vested CGeneration
Owners woul d have an incentive not to add new capacity in order to

keep supplies tight and preserve high UCAP prices.



B. Allowing Bilaterals Under Current Market Conditions May
Lead To Negative Unintentional Consequences.

The NYPSC restricted | CAP bilateral contracts at the tinme of
the sal e of the Con Edi son assets because of the concern that the
price cap feature of bilateral could be circunvented. Because
LSEs were required to purchase a set anount of | CAP supply that
was constrained and likely to clear at prices well above the price
cap, we were concerned that if LSEs entered into private
negotiations with one of the Divested Generation Oamers for | CAP
both parties would have incentive to circunmvent that cap. For
instance, in a tight or deficient narket, in which | CAP obtai ned
via the auction process woul d be expected to cost an LSE $164. 12
(the deficiency charge under UCAP), rational LSEs would be willing
to enter a bilateral with a UCAP provider at any price |ower than
$164.12.*® Therefore, both the divested owners and the LSEs
realize the divested owners have the upper hand in the $112.95 to
$164. 12 range because the UCAP is worth about $164 to the LSEs.

The result nmay be that ancillary transacti ons woul d be
entered into that may provide for, as an exanple, the purchase of
energy at an inflated price as part of an inplicit arrangenent by

whi ch the LSE woul d purchase UCAP from KeySpan, Orion, or NRGin a

BThis is the case because the LSEs’ alternative to a bilateral is
to buy UCAP in the in-City UCAP auction, which would likely clear
at $164.12 in a deficient narket.

- 10 -



bilateral for $112.95, so as not to appear to exceed the cap.
This is an unstable environnent that invites inproper behavior on
the part of both buyers and sellers as a way of sidestepping the
$112.95 cap on bilateral sales.?®®

IIT. KEYSPAN PROVIDES NO SUPPORT FOR ITS CLAIM THAT UCAP REVENUES

ARE INADEQUATE.

Inmplicit in KeySpan's observation that by lifting the price
cap "Divested Generation Omers will be better able to recover
fixed costs fromI|CAP revenues" (Conplaint at 12) is the
suggestion that | CAP revenues have been inadequate. KeySpan
provi des no factual support for its claimthat it cannot recover
its fixed costs under the current rules. Wth regard to this
claim the NYPSC urges Commission staff to anal yze both sal es and
revenue data for KeySpan, Orion, and NRG in the possession of the
NYI SO and cost data in our possession

Moreover, the Divested Generation Omers factored these very
rul es, which were known to all at the tine, into their calcul ation
of the value of the Con Edison assets at auction. The rules

served to limt the forecast of potential net revenues that could

YWt hout the price cap, of course, under tight narket, conditions
the bilateral price would rise towards $164. 12 defici ency charge.

%1n a workably conpetitive market, KeySpan is correct that
permtting bilateral transactions would provide greater price
certainty and reduce the volatility of UCAP auctions. Conplaint
at 13. The NYPSC agrees that nodifications nmay be appropriate
regardi ng the prohibition against bilaterals once narket-clearing
prices are observed to occur at prices that consistently are bel ow
the bid cap.

- 11 -



be received by the purchaser of the assets, and because a
purchaser would factor that limtation in its purchase offer, Con
Edi son’ s sharehol ders and ratepayers received | ess for the assets
than they woul d have without that limtation. Renobving the price
cap at this tine, would, therefore, provide a windfall to the

Di vested Generation Owmers while reducing their incentive to

bui | di ng new generation, as noted above.

CONCLUSION
For all of the reasons expressed above, the NYPSC objects to
t he proposals of KeySpan to nodify the Mtigation Measures while
the in-Cty UCAP Market renmi ns non-conpetitive.

Respectful |y submtted,

Law ence G Mal one
Ceneral Counsel
By: Saul A Rigberg
Assi st ant Counsel
Public Service Comm ssion
of the State of New York
3 Enpire State Pl aza
Al bany, NY 12223-1305
(518) 486-2652
saul _rigberg@ips. state. ny. us

Dated: WNarch 7, 2002
Al bany, New York



CERTI FI CATE OF SERVI CE

I, Karen Houle, do hereby certify that | will serve on
March 7, 2002, the foregoing Notice of Intervention and Protest of
the 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: March 7, 2002
Al bany, New York

Kar en Houl e






