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UNITED STATES OF AMERICA
BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

)

NEW YORK | NDEPENDENT SYSTEM ) Docket No. ERO1-2489-000
OPERATOR, | NC. )
)

NOTICE OF INTERVENTION AND COMMENTS OF THE
PUBLIC SERVICE COMMISSION OF THE
STATE OF NEW YORK
Pursuant to a Notice of Filing, dated July 6, 2001, and

Rul e 214 of the Comm ssion’s Rules of Practice and Procedure (18
C.F. R 8385.214), the Public Service Conm ssion of the State of
New York (NYPSC) hereby submits its Notice of Intervention and
Comments in the above-capti oned proceedi ng.

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

addr essed to:

Lawrence G Ml one, Esq. Ronal d Li berty

David G Drexler, Esqg. Director Fed. En. Interv.

Publ i c Service Conm ssion Publ i c Service Conm ssion
of the State of New York of the State of New York

3 Enpire State Pl aza 3 Enpire State Pl aza

Al bany, Ny 12223 Al bany, Ny 12223

On July 2, 2001, the New York |Independent System QOperator,
Inc. (NYISO filed with the Conm ssion, pursuant to its Section
205 exigent circunstances authority, a proposal to inpose
financial penalties on market participants that repeatedly
engage in conduct that triggers inposition of the NYI SO s non-
automated market mtigati on neasures (NYl SO Exi gent

G rcunstances Proposal). Inits filing, the NYI SO explained



that “exigent circunstances exist in this instance because there
is a mterial risk that prices in the NYI SO adm ni stered markets
could be tainted by abuses of market power during at |east sone

intervals in the high | oad periods of this sumrer.” Under this

plan, first time offenses for econom ¢ w thhol ding by generators
woul d not be penalized, the penalties would not contain a

mul tiplier of two until the third offense, and the nanes of bad

actors would not be publicly disclosed.

VWhile we agree with NYISO s intentions to penalize repeat
of fenders, the Conmm ssion should adopt a nore rigorous sanctions
program To be effective, a sanctions plan nmust reflect the
realities of the market. The New York market is in a transition
period: suppliers can exerci se market power when supplies are
tight and demand is great, particularly in New York City.

Mar ket power can only be mtigated on a goi ng-forward basis and
retroactive pricing is not permtted, except inlimted

i nstances. Consequently, a supplier who is found to have
engaged in market abuse is free to keep its ill-gotten gains for
past behavior, except in very limted instances. Under these

ci rcunst ances, suppliers have little incentive to refrain from
such behavior, unless there are effective sanctions which w |
make it unprofitable for themto engage in such behavior.

Mor eover, absent a strong program market partici pants and

consuners will be unfairly harnmed. Market participants will be



unabl e to count on rational market rules to plan their
strategies and | ack of confidence could seriously underm ne the
effectiveness of the whol esale market. Consuners, too, wll
bear the brunt of these behaviors by being forced to pay higher
t han reasonabl e prices.

The NYPSC respectfully submts that the exigent
ci rcunst ances proposal is too weak to effectively deter inproper
behavior. On the other hand, the April 18, 2001 NYI SO
Managenent Comm ttee Approved Plan captures the necessary
ingredients for effective deterance and should be adopted by the
Comm ssi on.

Background

A proposal to inpose sanctions on suppliers was first
introduced by the NYPSC in its Pricing Report issued in
Decenber, 2000, as part of a set of conprehensive plans to
protect consuners agai nst market abuse. After several nonths of
wor ki ng group and conmm ttee di scussions, the Managenent
Comm ttee of the NYI SO approved the April 18, 2001, notion of
the New York State Consuner Protection Board to establish a
penal ty and public disclosure sanctions program (MC Proposal).
This plan woul d have authorized the NYISOto financially

penal i ze suppliers and disclose their nanes publicly if they



repeatedly engaged in conduct that requires nmitigation.! The MC
Proposal woul d have al so given the NYI SO di scretion to waive
financial penalties or public disclosure if the NYI SO determ ned
that the sanctions were “onerous or provide no deterrent value.”
Mor eover, the MC Proposal was targeted to behavior in the energy
mar ket, which was not subject to the NYI SO s FERC- approved
automatic mtigation process (AMP) in the day-ahead nmarket and
to the New York City - Gty mtigation requirenents.

Under the MC Proposal, the financial penalties would begin
i mredi ately upon a violation. The first tinme a supplier was
mtigated a penalty equal to two tinmes the anount of the
| ocati on-based marginal price at the mtigated generator’s bus
mul tiplied by the nunber of nmegawatts mtigated woul d be | evied.
For the second and third mtigation actions within 24 nonths of
a prior action, the penalty would use nultipliers of 3 tinmes and
4 tinmes, respectively. After the third offense, the bids of al
of the generation firms units would be constrained to its
reference bid curve for a six-nonth period.

The Managenent Conm ttee al so approved a public disclosure

requirenent. The first tinme entities were mtigated, they would

! The sanctions regine, approved by the Management Conmittee, is
attached as an Appendix. |In addition to the proposal contained
in the Appendi x, the Managenent Comm ttee adopted an anmendnent
gi ving the NYI SO di scretion to waive the penalties and to
provide for public disclosure.



not be named publicly. However, any entity that was mtigated
twice by the NYISOwi thin a 24 nonth period would be publicly
named, and thereafter whenever mtigation occurs within 24
mont hs of the previous action. Neither financial penalties nor
public disclosure woul d be i nposed whil e appeals of the NYISO s
deci si on were pendi ng.

After the MC Proposal was approved, with 60.66% of the
vote, it was appealed to the NYI SO Board. Subsequently, on My
15, 2001, the NYI SO Board rejected the MC Proposal and renmanded
t he sanctions issues back to the Managenent Commttee with
instructions to nodify the Proposal.? The Board’ s concerns |ed
to a conpronm se proposal which was rejected by the Managenent
Committee. The conprom se proposal received only 55.6% of the

necessary 58%required for approval.® The exigent circunstances

2 The NYI SO Board indicated that the Managenent Conmittee’s
Proposal shoul d: cover abuses in the ancillary services markets;
apply smaller financial penalties; elimnate the requirenent
that bids be constrained to their reference bid curve for six
months after a third offense; Iimt repeat offenses to the sane
or the preceding capability period; further study the

ram fications of public disclosure; require paynent of penalties
upon bei ng assessed subject to refund in an alternate dispute
resol ution process; and apply the sanctions to the | oad.

®The conproni se proposal incorporated the foll owi ng changes: (1)
the nultiplier on the financial penalties was | owered so that
the first penalty had a multiplier of 1, rather than 2; the
second penalty had a nultiplier of 2, rather than 3; (2) the
conponent that lowered all of a generating firms bids to its
reference curve for a third offense was deleted; (3) penalty
provisions that applied to | oads were added; (4) disclosure was
retai ned and was specified to occur upon a third offense; and
(5) dispute resolution procedures were further devel oped and
speci fi ed.



filing was defeated again by the Managenent Commttee with
support fromonly 10% of the stakeholders on July 12, 2001.
The Management Committee’s Sanction

Proposal Will More Effectively Deter
Market Abuses

a. First Tinme Ofenders Must Be Penalized

The plan filed by the NYI SO absol ves an entity from
penalties for the first offense of economc withholding. As a
consequence, a party that has market power can, if it so
chooses, engage in econom c w thhol ding once every 12-18 nont hs
and keep its gains.* On the other hand, the MC Proposal woul d
i npose a penalty for first time offenses and provi des the NYI SO
the discretion not to penalize the offending party. This
approach puts parties on notice that they will be held
accountabl e, but also recognizes that specific facts may warrant
di fferent outcones.

According to the NYISO inposing a first time penalty is
unnecessary because “default bids are the primary neans of

5 However, the default bid

mtigation for this type of conduct.”
approach, since it is inposed only on a going-forward basis,
fails to effectively deter the exercise of market power because

it allows firms to keep their market power derived revenues from

* The NYI SO proposal treats the bal ance of the capability period
pl us two succeedi ng capability periods (12-18 nonths) as the
applicable tinme frane to neasure a subsequent offense.

> A default bid is the price at which a generator is permtted to
bid when it is mtigated.



the tinme they began exercising that power until the tinme their
behavior is mtigated.

Furthernore, the Comm ssion should reject any argunents
that penalties are unwarranted for a first offense in order to
put parties on notice. First, in order to be mtigated, a bid
must vi ol ate the conduct threshold which is known by generators
in advance.® Second, the NYI SO and the party will consult about
a problematic bid in advance of the mtigation. Wth these
advance warnings, there is no basis for the claimthat offending
parti es need advance notice through elimnation of the first
of fense penalty.’

b. Penalties Must Be Large Enough To Deter | nproper
Behavi or

The exi gent circunstances proposal ignores the first
of fense for economc wthholding, nultiplies the penalty by one
after the second offense, by two after the third of fense and by
three after the fourth of fense.

VWiile it is difficult to determne the exact |evel of

penalties which will deter bad behavior, we know that a penalty

®  The conduct threshold is the | evel above which mtigation nay
occur, as defined in the NYISO s Market Monitoring Plan Addendum
A § 3.1.

" Moreover, the exigent circunstances proposal would sunset
Cctober 1, 2001 while the MC proposal provides no such end date.
G ven the relatively tight market we expect for the next few
years, a sunset in two years is nore realistic.
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t hat does not begin imediately and ranps up slowy will not be
very effective in these circunstances. Sonme generating firns
will find it is profitable to exert market power a second or
third tinme, even after accounting for the financial penalties.
In contrast, the need for nultipliers of 2 and greater
reflects how generating firns profit fromeconom c or physical
wi t hhol di ng. For exanple, a firmthat owns 2000 MW of
generation, which it sells into the spot market, nay be able to
sell all 2000 MWat a price of $500/ MW, or it may decide to
exerci se market power by w thholding 300 MNto drive the price
up to $800/ MM at peak tines when supply is scarce. Exerting
mar ket power is profitable because the $300 increase in price
yi el ds hi gher revenues for the 1700 MNsold into the market than
t he anobunt of revenues | ost by w thhol ding 300 MWfromthe
mar ket . Sevent een hundred MM sold at $800 results in
$1, 360, 000 but 2,000 MM sold at $500 would only result in
$1, 000, 000.% In the absence of effective deterrence, consumers
will pay mllions unnecessarily.
To accommbdat e several objections regarding the penalties,

the MC Proposal called for penalties to be applied to the MV

8 This reflects that the entire market would pay the $800 per
MM rather than the $500 per MMh.



wi thheld fromthe market (300 MNVin the above exanple).® Under

t his approach, the penalty nust be strong enough to elimnate
excess revenues resulting froman exercise of market power. In
t he above exanple, the penalty without a nultiplier would be
$800 per MM tines 300 MW of withheld capacity. This $240, 000
penalty would still permit the offending party to net a $120, 000
gain fromits exercise of market power. On the other hand, a
penalty of two tinmes that anount woul d be | arge enough to
reverse the profitable outcone of that behavior. Thus, in this
exanple, a penalty that contains a nultiplier of 2, at |east for
the initial offense, is needed to be a sufficient deterrent to

t he exercise of market power. Escalation of the multiplier to 3
and 4 for repeat offenders, as the MC proposes, better ensures
that the penalty woul d be | arge enough to represent an effective
deterrent for large firns.

C. Public Disclosure Is An Effective Deterrent

The exigent circunstances proposal does not call for public
di scl osure, while the MC Proposal provides for it. Public

di scl osure should be part of the sanctions package. If a firm

°An alternative approach to deter the type of market abuse in the
above exanmple is to establish penalties that would apply to the
1700 MW which remain in the market, and receive the benefits of
a $300 price increase. So long as the penalty is $300 or nore
and is applied to all of the firmis MNthat renmain in the

market, it elimnates the excess revenues derived from

exerci sing market power.



knows that its name will be publicly aired and |inked by the
medi a and the public with i nproper behavior, it is |likely that
it will change its behavior. Firnms do not want to see or hear
their nanes cited in negative ways by the nmedia. Conpani es work
hard to foster their inmage as good corporate citizens and w |
bal ance a short-termattenpt at extra revenues against the
desire to preserve that image, but only if they know they wl|
be publicly exposed for their inproper behavior. Furthernore,
conpani es do not want their behavior to have a negative effect
on their relationship with governnment. For exanple, a firmthat
has filed to build one or nore major new generating stations
woul d be loath to provide its opponents with public information
that it has been found by the authorities to have repeatedly

vi ol ated market power rules. Simlarly, since firnms nust return
to FERC periodically to reaffirmtheir market pricing authority,
they would prefer to avoid a publicly known track record of

mar ket power viol ations.

The NYI SO shoul d share its know edge of who the bad actors
are with the public. Keeping this information secret,
especially at this tinme of public debate regarding electric
conpetition policies, does not serve the public interest and can
only breed distrust of the institutions that serve as narket
power watchdogs. FERC can renedy this situation by requiring

public disclosure.
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Finally, nunerous protections have been built into the
process to guard against the inproper disclosure of a conpany’s
name. The mtigation never occurs in the first place wthout
the conpany being fully aware that it is about to happen.
Second, the NYI SO s dispute resol utions procedures can be used,
with the disclosure held in abeyance during that process.
Finally, an appeal to the FERC is available. It is only after
t he NYI SO and the FERC concur that the actual disclosure takes
pl ace. Consequently, a proper bal ance has been struck between
the need to allow for disclosure as a deterrent and the need to

protect against the potential harm of inproper disclosure.

Conclusion
For all of these reasons, the NYPSC urges the Conm ssion to
approve the MC Proposal in lieu of the NYISO s sanctions filing.

Respectful ly Subm tted,

Penny Rubin for

Lawrence G Mal one

CGeneral Counse

By: David G Drexler

Assi st ant Counsel

Publ i c Service Comm ssion
of the State of New York

3 Enpire State Pl aza

Al bany, NY 12223-1305

(518) 473-8178

Dated: July 16, 2001
Al bany, New York
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APPENDI X
Penal ti es and Public Disclosure
For Conduct That Results In
The Application of Market Mtigation

Materials for the April 18, 2001
Managenment Conmittee Meeting

The Consuner Protection Board proposes the follow ng
proposals for Penalties and Public D sclosure be adopted.
The Busi ness |ssues Commttee approved these proposals on Apri

16, 2001.



APPENDI X
PENALTI ES FOR CONDUCT THAT RESULTS I N
THE APPLI CATI ON OF MARKET M TI GATI ON
Proposal of NYS Consuner Protection Board
April 18, 2001 Managenment Conmittee
Backgr ound
The market mtigation authority held by the New York
| ndependent System Operator (NYISO is applicable on a
prospective basis only. If the NYI SO determ nes that a narket
partici pant has engaged in conduct that warrants market
mtigation, it can take actions to prevent only the future
reoccurrence of that conduct. *°
Because of this gap in the NYISOs mtigating authority, a
mar ket participant knows that it can engage in conduct that
warrants mtigation and receive the full financial benefit of
doing so until its behavior is detected and mtigated. There
appears to be no deterrent to engaging in such conduct. The
goal of the penalty provisions described herein is to provide
such a deterrent. Please note, however, that the goal of these
measures is not to provide conpensation to the buying side of

the market for the inflated prices that were paid as a result of

YWth regard to physical w thholding or overproduction, the

NYI SO does have a mtigation neasure that enables it to inpose a
financial obligation on the offending narket party (Section 4.3
of the April 18, 2000 | SO Conpliance Filing, Docket Nos. ER97-
1523-020. . . et al.).



APPENDI X

the conduct resulting in market mtigation. Revenues from
penalties will go to offset NYI SO Schedul e 1 charges.
Furt hernore, these neasures do not involve any correction or

changes to prices.

Applicability

Initially, these penalty provisions are designed to apply
only to the NYI SO energy nmarkets and woul d not cover the
ancillary services nmarkets. They cover both the day-ahead
market and the real-tine market. |If experience denonstrates
that it is necessary to design public disclosure and penalty
provisions for ancillary services markets, then the market
partici pants can consider themat a |later time. Physical
wi t hhol ding (other than for reliability or safety requirenents)
or overproduction is currently mtigated through the inposition
of a financial obligation (Section 4.3 of the NYISOs April 18,
2000 compliance filing on market mtigation neasures). The
portion of Section 4.3 related to the fornmula for calculating
the financial obligation for physical w thholding of generation
woul d be elimnated and be replaced by the provisions described
her e.

Penalties

Penalties wll gradually increase in severity, with a



APPENDI X

| esser penalty for the first tinme a market participant is
mtigated by the NYI SO, and |arger penalties for the second
time, third tinme, and so on

The penalty for the first mtigation action during
mtigated hours is as foll ows:

lst Penalty = (# of MW mitigated during mitigated

hours) x (LBMP at the mitigated
generator’s bus) x 2

MV mtigated by the NYISO is based on the MNanount of the
firm s generation capacity that exhibited the behavior that
was found by the NYISOto warrant mtigation. The MWval ue
is converted into a MW value by applying it to the nunber
of hours in which the conduct occurred, subject to the
[imtations described in the section bel ow on the duration
of market activities enconpassed by the penalty.

LBMP is the hourly NYI SO | ocati onal -based narginal price at
each generating unit’s bus for each mtigated hour.

The NYI SO woul d have the discretion to reduce or waive the
penalty for the first mtigation action if it determ nes that
the inmposition of the penalty would be either onerous or
unnecessary to deter such conduct.

The penalty for a second mtigation action within 24 nonths
of the first mtigation action by the sanme generation owner is
as follows:

2nd Penalty = (# of MW mitigated during mitigated
hours) x (LBMP at the mitigated
generator’s bus) x 3
The second penalty is larger than the first penalty in that
the multiplier is 3 rather than 2. For purposes of these penalty

4



APPENDI X

provi sions, a second (or third or fourth, etc) mtigation action
means a second tinme in which the NYI SO inplemented mtigation
that was applied to the sane entity as the initial mtigation,

or to an affiliate, parent, etc. It does not matter if the
second mtigation is in a different market. Public disclosure
woul d al so apply for the second mtigation action. At the

di scretion of the NYI SO public disclosure could be deferred to
the third mtigation action.

The penalty for a third mtigation action within 24 nonths
of the second mitigation action by the sanme generation owner is
as foll ows:

3rd Penalty = (# of MW mitigated during mitigated

hours) x (LBMP at the mitigated
generator’s bus) x 4

The third time a generation firmis mtigated by the NYI SO
the bids of all of its generators would be constrained to its
reference bid curve for a six- nonth period. It will also be
|l evied a penalty equal to the 2nd penalty anount except that a
mul tiplier of 4 rather than 3 would be used. Public disclosure
occurs without the discretion of the NYISO Additional
mtigation actions beyond the third mtigation action that occur
within 24 nonths of the previous mtigation action will be
treated in the sane way as the third mtigation action for the

pur poses of the cal culation of penalties.
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Trigger for Penalties

The inposition of a penalty will be triggered by an action
by the NYISOto mtigate the behavior of a market participant.
The market participant will have the right to appeal the NYI SO
action and take it to the NYI SO Alternative D spute Resol ution
(ADR) process for arbitration. The ADR process wi || decide
whet her the NYI SO properly applied mtigation under its market
nmonitoring authority. The penalty will not be inplenented until
the ADR process is conplete. |If the market participant is not
satisfied with the outcone of the ADR process it can take the
matter to FERC for resolution. If the market participant does
not appeal the NYI SO action to mtigate, the penalty will be
automatical ly i nposed.

These penalties shall not apply for mtigation that occurs
t hrough the use of the NYISO s Automatic Mtigation Process
(AMP) and the localized market power mtigation measures
applicable to sales of capacity, energy, and certain ancillary
services fromspecified generating units in New York City
approved by FERC.

Duration of Market Activities Enconpassed by the Penalty

Once a penalty is triggered, it is applicable to al
previ ous market activities by the offending market party that:
(1) are deened to be of the sanme type as the activity that was
mtigated; and (2) occurred prior to the inplenentation of

6
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mtigation by the NYI SO but not nore than 14 days prior to the
i npl enmentation of mtigation by the NYISO for physica

wi t hhol di ng and not nore than 5 days prior to the

i npl enmentation of mtigation by the NYI SO for all other

mtigation actions.
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DI SCLOSURE COF ENTI TI ES THAT
ENGAGE | N CONDUCT THAT RESULTS
| N THE APPLI CATI ON OF MARKET M Tl GATI ON
Proposal of NYS Consuner Protection Board

April 18, 2001

Backgr ound

To protect consunmers fromconduct that results in nmarket
mtigation, it is inportant to provide a deterrent to entities
that may be considering the exercise of such conduct. . One
conponent of a deterrent is created by publicly disclosing the
identity of any entity that engages in conduct that results in
mar ket mtigation, and is found by the NYI SO to have done so.
Procedure

1. The first tine that an entity is mtigated by the NYI SO
the entity will not be naned.

2. If an entity is mtigated by the NYI SO within 24 nonths
of the first mtigation action, then it will be naned. This
second mtigation action applies to the sane entity as the
initial mtigation, or to an affiliate, parent, etc. It does not
matter if the second mtigation is in a different market. For
exanple, if entity A engages in conduct that results in market
mtigation and is mtigated in the day-ahead ten-m nute non-spin

reserve market, then later entity Ais mtigated in the real-
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time energy market, this constitutes a second mtigation action
for entity A Entity Ais nanmed and is revealed to be the party
involved in both the first and the second mtigation action. If
the entity mtigated in the second mtigation action is entity
B, and entity Bis an affiliate of entity A then both entity A
and entity B are naned, as well as the hol di ng conpany t hat
governs entity A and entity B. At the discretion of the NYI SO
public disclosure could be deferred to the third mtigation
action.

3. The entity will be named after all subsequent mtigation
actions, whenever those actions occur within 24 nonths of the
previ ous action.

4. No confidential information, such as bid prices,
quantities, etc., will be revealed as part of the process by
which the entity is naned.

5. The NYISOw Il maintain a list of all mtigation actions
on its website show ng the dates and, where applicable, the
nanmes of the entities involved.

6. Mtigation that occurs through the use of the NYI SO s
Automatic Mtigation Process (AMP) and the | ocalized Market
Power Mtigation Measures applicable to sales of capacity,
energy and certain ancillary services fromspecified
generating units in NYC approved by FERC woul d not be subject to
this public disclosure nmechani sm

9
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7. Public disclosure will be delayed until an appealing
party’ s appeal has conpleted the NYI SO s dispute resolution

process and any subsequent appeal to the FERC.

10



CERTI FI CATE OF SERVI CE

|, Naom Tague, do hereby certify that | will serve on
July 16, 2001, the foregoing Notice of Intervention and Comments
of the Public Service Comm 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: July 16, 2001
Al bany, New York

Naom Tague



