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New York Independent System Operator, Inc.’s
Combined Compliance Filing and Report

The New Y ork Independent System Operator, Inc. (“NY1S0”), hereby respectfully submits
this combined compliance filing and report (“ Report”) pursuant to: (i) Ordering paragraph “C” of the
Commission’s May 31, 2000 order in Docket Nos. ER00-1969-000, EL 00-57-000, EL 00-60-000,
EL 00-63-000 and EL 00-64-000, directing the NY1SO to revise anumber of features of its 10-minute
operating reserves markets (“ Reserves Order”);* (ii) Ordering paragraph “B” of the Commission’s June
30, 2000 order in Docket No. EL00-67-000, rejecting dlegations made by Strategic Power
Management, Inc., but directing the NY SO to enhance its presentation of cost information to market
participants (“SPM Order”);? (jii) Ordering paragraph “B” of the Commission’s July 25, 2000 order in
Docket No. ER0O-2624-000, ingtructing the NY SO to report on its use of its Temporary
Extraordinary Procedure (“TEP”) authority (“ TEP Order”):® (iv) Ordering paragraph “D” of the

! New York Independent System Operator, Inc., 91 FERC 161,218 (2000); reh’g pending.

2 Strategic Power Management, Inc. v. New York Independent System Operator, Inc.,

91 FERC 161,338 (2000).
3 New York Independent System Operator, Inc., 92 FERC 161,051 (2000).
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Commission’s July 26, 2000 order in Docket Nos. ERO0-3038-000, EL 00- 70-000 and EL0O-70-001
imposing bid caps on severd of the NY1SO-administered markets and directing the NY 1SO to report
on its efforts to correct certain market flaws (“Bid Cap Order”);* and (v) Ordering paragraph “B” of
the Commission’s July 26, 2000 Order in Docket No. EL00-82-000, rejecting a complaint by Niagara
Mohawk Energy Marketing, Inc. (“NMEM”) and ordering the NY ISO to report on its progress
addressing a software flaw affecting export transactions (“NMEM Order”).

The NY1SO has made considerable progress towards eliminating the market design and
software flaws that led to a number of problemsin itsfirst months of operations. Corrective actions
undertaken by the NY1SO have generdly worked well and, in most cases, have not had unexpected
adverse consequences. The NY1SO has aso successfully passed through most of the peak demand
summer months without encountering mgor market or reliability problems, dthough the NY SO
recognizes that it has benefited greatly from unusualy temperate summer westher.® In addition, as
NY SO gaff has gained experience, and grown in Sze, its ability to address known problems effectively
and to anticipate new ones has increased greatly. On the whole, the performance of the NY1SO-
administered markets has improved substantidly in recent months. For example, the frequency of price
corrections continues to drop, the NY SO’ s software has been modified to rationdize its trestment of
export transactions, and the number and size of multi-unit bidding blocks has been grestly reduced.

However, the NY1SO dso understands that its efforts to improve its markets are by no means

complete, and that participantsin the NY SO-administered markets are il adversdly affected by

4 New York Independent System Operator, Inc., 92 FERC 61,073 (2000).

° Niagara Mohawk Energy Marketing, Inc. v. New York Independent System Operator,

Inc., 92 FERC 1 61,060 (2000).

° On the other hand, the NY | SO-administered markets were also under unusual pressure on

account of the unavailability of amgor nuclear generating unit.
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market flaws. The NY1SO isworking hard to correct dl remaining market flaws as quickly as possible.
For example, it is aggressively pursuing the development of robust demand- side response mechanisms
which it has committed to implement prior to next summer. In conjunction with this effort, the NY SO
has crested atask force comprised of NY1SO staff and market participants to address this issue on an
expedited basis. The NY IS0 is addressing the problems that have caused the hour-ahead price
forecasts developed by its Balancing Marketing Evauation (“BME”) software to deviate from red-time
prices, and is consdering short-term proposas that would mitigate the economic problems BME's
inaccurate price predictions have been causing in theinterim.” Moreover, the NY1SO staff has
identified certain, previoudy undetected market flaws that it believes have resulted in substantial
increases in Bid Production Cogt Guarantee (“BPCG”) charges over the past few months, and isin the
process of determining the best means of diminating them. At the sametime, the NY1SO is pursuing
additiond improvements, e.g., encouraging the development of trading hubs and multi- settlement
reserves markets, that will enhance the efficiency of the markets it administers beyond what was
contemplated by its origina market design.®

In short, the NY1SO remains confident that its market design is fundamentaly sound and will be
the foundation for afully successful competitive marketplace. More remains to be done, but substantia
progress has aready been made, and more can be expected in the near future. The NY1SO looks
forward to continuing to work with its market participants, the Commission and the New Y ork State

! See infra Part VI.B.11(a).

8 The relative priority of developing market improvements vis-a-vis correcting market flawsis

determined by the NY SO gtaff and the committees. The priority that has been assigned to al current
NY1SO projectsisindicated on the “NY1SO Issues/Concept Management List” gppended to this
Report as Attachment X.
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Public Service Commission to find ways to ensure that al stakeholders enjoy the benefits of wholesale
electric competition.

I. Documents Submitted

1. Thisfiling letter, describing the NY1SO’s compliance efforts and setting forth its
compliance report;

2 A letter from the Northeast Power Coordinating Council (“NPCC”) to the North American
Electric Rdiability Council regarding the acceptability of counting cagpacity which can be made available
by curtailing pumped hydro units as spinning reserves (“ Attachment 1”);

3. Clean Faritt-Shedts taiff sheats setting forth the NY1SO's proposed tariff modifications
pertaining to the salf-supply of operating reserves, the implementation of locationa reserve clearing
prices, lost opportunity cost payments and proposed trangtiona mitigation measures gpplicable to
suppliers of 10-Minute NonSynchronized Reserves located east of the Central-East interface
(“Attachment 117);°

4. Revised tariff sheets setting forth the NY1SO's proposed tariff modifications pertaining to the
sf-supply of operating reserves, the implementation of locationa reserve clearing prices, lost
opportunity cost payments and proposed trandtiona mitigation measures gpplicable to suppliers of 10-
Minute Non-Synchronized Reserves located east of the Central-East interface (“ Attachment 1117);

5. Technica paper describing the calculation of locationa reserve clearing prices (“ Attachment

6. Affidavit of JamesH. Savitt (“ Attachment V”);

o To gain additiona time to resolve certain tariff issues with affected market participants the

NY SO opted to omit these tariff sheets from the September 1 filing and to include them ingteed in the
September 8, 2000 corrected version of the Report. The NY1SO bdieves that this delay was
beneficia inasmuch as it was able to build support for its proposed tariff changes. The NY1SO has
separately sought leave to submit these tariff sheets out of time.

10 See supra n. 9.
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7. Affidavit of Ricardo T, Gonzales (* Attachment VI17);

8. The NY1SO's proposed enhanced Information Presentation (“ Attachment VI17);
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9A. TheNYISO'sreport on June 2000 price corrections. (* Attachment VIII-A”);
9B. TheNYISO'sreport on July 2000 price corrections (“ Attachment VI11-B”);
9C. TheNYISO'sreport on August 2000 price corrections (“ Attachment VIII-C”);

9D.  Graph depicting red-time market LBMP price reservations and corrections (“ Attachment V111-
D");

9E.  Graph depicting percentage of the NY 1SO-administered markets conducted in red-timefrom
November 23, 1999 to August 26, 2000 (“Attachment VIII-E);

10.  TheNYISO'sInterim Report on Hydro Quebec Import Evaluation (* Attachment 1X”);
11.  The August 30 verson of the NY1SO Issues/Concepts Management List (“Attachment X”);.

12. NY S0 Press Release announcing the correction of software problem responsible for
erroneous export curtailments (“ Attachment X17); and.

13. Form of Federal Register Notice
(“ Attachment X117).

11. Copies of Correspondence

Communications regarding this proceeding should be addressed to:

Robert E. Fernandez Axneld-H-Quirt, General Counsdl Arnold H. Quint

Genera-CoeunsaTed—J-Murphy John P. Buechler, Director of Regulatory Affairs Ted. J. Murphy

Johr-P-Buechler-Hunton- & Whhams New Y ork Independent System Operator, Inc.  Hunton &
Williams

Birector-of-Regulatony-Affairs 3890 Carman Road 1900 K Street, N.W.
New-Y-ork-tndependent-System Schenectady, NY 12303 Washington, D.C. 20006
Operatortae: Td: (518) 356-6153 Td: (202) 955-1500
3890-Carman-Road Fax: (518) 356-4702 Fax: (202) 778-2201

Sehenestagly; NY-12303-AQuint@hunton-com rfernandez@nyiso.com aguint@hunton.com



explaning thet it

interpreted the Reserves Order to require areview of existing cost recovery arrangements for date-

1 Reserves Order, slip op. a 32.
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wide rdiability rules with locationa effects. The Reserves Order dso directed the NY1SO to address
allegation dlegations that certain generating units on Long Idand were essentialy operating as must-run
units, unchecked by mitigation, and were alowed to set state-wide clearing prices. In addition, the
Reserves Order invited the NY SO to address other issues.

Since the issuance of the Reserves Order, the NY 1SO has worked closaly with a volunteer
working group of market participants to develop a compliance plan, determine which solutions would
be feasible and to develop the market improvements described in this repert Report. Although various
market participants disagree with particular aspects of the NY SO’ s gpproach, the NY SO’ s proposed
soldtten-has solutions have received the requisite committee gpprovals.

B. Compliance Report

The NY1SO will implement a number of market improvements by November 1 which it
believes will permit the remova of the interim bid cap on eastern suppliers of 10-Minute NSR.
However, because ownership of 10-Minute NSR will remain substantidly concentrated even after the
NY SO’ simprovements are in place, the NY1SO has not been able to conclusvey determine that its
reserves markets will be workably competitive under dl of the conditions they will encounter. The
NY SO therefore recommends that the removal of the interim cap on 10-Minute NSR bids be made
expressy contingent upon: (i) the successful implementation of al of the NY SO’ s proposed short-term
market improvements; (ii) the retention of the existing mandatory bidding requirement for eastern 10-
Minute NSR suppliers during atrangitiona market evauation period; (iii) the Commission permitting the
NY1S0 to gradualy remove the existing $2.52/MWh (plus lost opportunity costs) interim bid cap, by
increasing it to $15/MWh (plus lost opportunity costs) effective November 1, 2000, to $30/MWh (plus
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lost opportunity costs) on Apri+-30 January 1, 2001, and to diminate it completely on May 1, 2001; *2
and (iv) the NY1S0O's ahility to make vigorous use of its market monitoring authority to mitigate the
exercise of resdual market power in the NSR portion of its reserves markets, even at price levelsbeow
the maximums thet will be dlowed asthe interim bid cap is gradudly lifted.

1. Procuring Reserves Located West of Central-East When the New York State
Transmission System Is Not Constrained

The Reserves Order directed the NY1SO to “ devel op procedures to maximize accessto
western suppliers of 10 minute reserves”** More specifically, the NY1SO was ingtructed to address
“procuring reserves located west of the eentral-east Central-Eagt constraint when the tranamisson
system is not congrained.” **

In compliance with the Commission’s directive, the NY SO has reviewed the frequency and
extent of constraints at Central-East that it has observed in redl-time operations during June, 2000."
Thisreview indicates that Centrd- East was congtrained approximately 80% of the time and established
that the need to procure additional 10-Minute Reserves for the Central- East transmission condraint
could not be predicted in the day-ahead or hour-ahead market in advance of red-time. It istherefore
impracticd, in the short-term, to devel op automated or manua procedures that would permit the

12 The request that the interim bid cap be lifted gradually originated with the Management
Committee and was not part of NY1SO staff’s origind proposa. Neverthdess, NY SO saff willingly
defers to the wishes of the participants in the NY 1SO-administered markets and supports the request.

13 May 31 Order, slip op. @ 14.
14 May 31 Order, slip op. at 31.

1 June was chosen because it is atransitional month, with highly varied weether in which the New
York Control Area experiences avariety of transmisson system conditions. NY1SO daff therefore
believes that June is reasonably representative of conditions during the rest of the year. This approach
was accepted by the NY1SO’ s volunteer reserves working group.
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NY IS0 to rely on western supplies when there is no anticipated congestion at Central-East, because
congestion is S0 frequent and intervals without congestion are difficult to anticipate. NY1S0 deff is,
however, separately studying the possibility of developing transmission optimization proceduresin
conjunction with its effort to find away to set-aside transmission capacity for use by reserves suppliers.
These studies may make it possble to overcome the difficulty of anticipating when transmission capacity
will be available for reserves suppliersin red-time, in which case the NY1SO gaff will attempt to
introduce a mechanism that would alow it to make use of western suppliers during intervals that
Central-East is uncongested.

Moreover, the NY1SO is actively considering relaxing its locational operating reserve criteria '
A study of the NY1SO’s current locationa operating reserve requirement criteriais nearing completion,
and the NY1SO daff expectsit will be possible to reduce the eastern New Y ork and Long Idand
locational reserve requirements. No tariff changes will be necessary to implement these reductions, but
they must be reviewed by the System Operations Advisory Subcommittee (“SOAS’) and Operating
Committee (“OC”). The NY1SO gaff will work with these committees to ensure that uniform criteria
are gpplied in establishing locationd requirements and that loca rdigbility rules are not being alowed to
define stlandards for the reliable operation of New Y ork’s bulk transmission sysem. As soon asthis
review process is complete, and prior to November 1, 2000, the NY1SO will file a status report
informing the Commission of the find reductions. Lowering the requirements will reduce barriersto
participation by western suppliersin the NY1SO reserves markets, and will help to make the 10-Minute
NSR portion of the market less concentrated.

1o NERC rules preclude the NY SO from altering the total 1200 MW New Y ork Control Area
reserves requirement.
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Findly, as was discussed in the Preliminary Compliance Report, the NY 1SO has evauated the
use of a“latent reserve’” mechanism intended to ensure that reliability east of Central- East was not
threatened during times that Central- East is congtrained. “Latent reserve’ represents the unpaid
operating reserve available on New York Control Area generating units at any given time.
Unfortunately, because the NY SO has no tariff rights or expectation with respect to “latent reserves,”
it concluded that it would be ingppropriate to count on them for rdiability purposes.
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2. Setting Aside Transmission Capacity for Reserves Located West of Central-East
When It Leads to Lower Overall Costs

The Reserves Order directed the NY SO to address “ setting aside transmission capacity for
reserves located west of the eentral-east Central-East constraint when it leads to lower overal costs.”*’
The NY1SO has sudied thisissue and determined that it is possible, in principle, to design a system that
would substitute transmisson capacity for locationa operating reserves. It is aso possble that there will
be circumstances where setting aside transmission capacity for reserves would minimize overdl bid
production cost. Implementing scheduling systems that would enable the NY 1SO to successfully
optimize the use of transmission capacity for energy and reserves would, however, require substantia
software modifications that cannot be implemented in the near term.*®

The NY1SO saff and a number of market participants believe that the benefits of adopting a
transmission optimization sysem may, as apractica metter, be relatively modest, especidly in
comparison to the benefits of restoring the bidding flexibility of the Blenheim-Gilboa Pumped Storage
Facility and implementing locationa reserve clearing prices (see below.)*® On the other hand, a number
of market participants believe that optimizing the use of the NY SO’ s transmission system for both
energy and reserves would bring important benefits. Such an optimization procedure could help to

o Reserves Order, slip op. a 28.

18 The NYISO has considered a number of shorter-term options for instituting a

transmission capacity optimization system but has concluded that they would result in
additional transmission congestion which would adversely affect the energy market.

19 Assuming that the reserve markets are workably competitive in the future, reserve clearing

prices should generdly be lower than energy clearing prices and it would thus often be economically
irrational to set asde scarce transmission capacity for reserves when it could be used to support energy
transfers. However, it could be econmicdly rationd to use transmission capacity for reserves when the
difference between reserves prices on both sides of Central-East was gregter than the difference
between eastern and western energy prices.
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dampen price spikesin the event that the reserves markets were to cease temporarily to be workably
competitive. More generdly, the NY SO daff agrees that market participants should have the flexibility
to set agde transmission capacity rights for reserves if they seefit to do so, and are willing to pay the
associated cogts. Findly, the NY SO will need to have some sort of transmission optimization
cagpability in order to implement the more advanced self-supply options described infra in Section 4.
Accordingly, the NY1SO daff has committed to study three different proposas that would
permit market participants to obtain transmission capacity at the Central-East interface for reserves.
They are: (i) dlowing amarket participant to reserve transmission capacity a Centra-East for the
delivery of reserves, which would reduce the total available capacity at the interface, provided thet it
pays the applicable transmission usage charge (“TUC”); (ii) providing for the smultaneous optimization
of transmisson for energy and reserves (in which case TUC charges for the use of the capacity would
become part of the cost of reserves paid by al Load-Serving Entities); and (iii) Smultaneoudy
contracting for redundant reserves on both sdes of Centra-Eagt, paying the western supplier when the
interface is not congested and paying the eastern supplier wheniit is congested. The NY SO g&ff has
pledged to complete scoping studies of these three proposals by December 1. It will work with the
market participant committees to determine which of the three should be pursued, determine the relative
priority of the effort vis-a-vis other projects, create an implementation timetable, and develop software
and procedures, as gppropriate. The NY1SO Staff has not yet determined whether tariff changes
would be required to ingtitute any of these transmission optimization procedures,” athough extensive
software modifications will clearly be required. The NY1SO proposesto file areport informing the
Commission of its progressin this area no later than May 1, 2001.
3. Modifying the NYISO’s Software to Add the Blenheim-Gilboa Pumped Storage
Facility as a Supplier of Spinning and Non-Synchronized Reserves

The Blenham-Gilboa Pumped Storage Project (“ Blenhem-Gilbod’), which is located east of
the Central- East condtraint, consists of four 250 MW units that can be used either to operate Blenheim-
Gilboa s pumps (“pumping mode’), or to generate energy for externd saes (“generating mode.”).
Each unit can gart-up from standtill mode in gpproximately 90 seconds and can switch between
pumping and generating mode in 30 minutes. However, a pump can be tripped and an idle unit can be

20 However, certain market participants believe that tariff changes would be necessary. The

NY SO daff has not completed its review of this question.
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dtarted as a generator in 90 seconds. Blenheim-Gilboa cannot pump and generate at the same time, but
the New Y ork Power Authority (“NYPA”) has dways tripped pumps and run Blenheim- Gilboa units
as generators to assist the NY1SO with system control.

Prior to NY SO start-up, the New Y ork Power Pool (“NY PP’) treated the Blenheim-Gilboa
units as a source of reserves and cdled upon each of them independently. However, as was discussed
in detail in Docket Nos. EL00-63-000 and EL00-64-000, the NY SO’ s origind software modeled the
entire Blenheim-Gilboa complex as asngle unit and scheduled it either for generation or pumping, but
not both. The NY1SO was thus prevented from taking full advantage of Blenheim-Gilboa s capabilities
as areserves supplier.

The Reserves Order directed the NY1SO to modify its software as quickly as possible to
permit Blenham-Gilboa to submit 10-Minute Spinning and 10-Minute NSR bids in accordance with its
actual operating parameters®® In its Preliminary Compliance Report the NY 1SO indicated that it had
aready completed the software changes required for Blenheim-Gilboato be modded asfour individua
units and to alow the units to bid separatdly submit both 10-Minute Spinning and NSR bids when they
arein generating or standstill mode. The NY1SO is pleased to report that it recently finished the
programming work on software modifications that will enable the Blenheim-Gilboa unitsto bid into dl
three reserves markets when in pumping mode. Tegting and fina implementation will be completed no
later than November 1. When thisfind change isimplemented, each of the four Blenhem-Gilboa units
will be able bid to supply 10-Minute Spinning Reserves, 10-Minute NSR and 30-Minute Reserves
regardless of whether they arein standdtill, pumping or generating mode. However, asapractica
operationa matter, the NY 1SO expects that Blenheim-Gilboawill bid approximately 250 MW of 10-
Minute reserves at al times and may supply as much as 500 MW.

2 Reserves Order, slip op. at 14, 31.
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At the August 9th meeting of the Reserve Working Group, one market participant suggested
that counting pumped storage units in pumping mode as Spinning reserves might be inconsstent with
NERC' s definition of “synchronized reserves’ and thus might contravene NERC policy. The NYISO
understands this concern but does not believe that NERC policy will impede itsimplementation of
necessary software modifications. The Northeast Power Coordinating Council considers * capacity
which can be made available by curtailing pumping hydro units’ to be “synchronized reserve’ and is
currently working with NERC to resolve their differences on thisissue® The NYISO is participating in
these discussons and is confident that they will be resolved in amanner that will dlow it to take full
advantage of Blenhem-Gilboa s capabilities.

The NY SO expects that the restoration of Blenheim-Gilboa as a potentia supplier of 10-
Minute NSR will subgtantialy reduce concentration levels among NSR suppliers. Expressed in
Herfindahl- Hirshman Index terms the reintroduction of Blenheim-Gilboa s scheduling flexibility effect
will reduce the concentration of ownership of units capable of providing 10-Minute NSR, which is
currently 4,031, by more than 1,000 HHI points. Thus, dthough Blenheim-Gilboa s presence doneis
likely insufficient to ensure that the 10-Minute NSR suppliers cannot exercise market power, its
participation will increase competition among 10-Minute NSR suppliers.®

4. Providing for Self-Supply Outside of the NYISO Market Structure

The Reserves Order directed the NY 1SO to work with the market participants to devise a plan
that will “permit its customers to salf-supply outside of the NY ISO market.”?* In the short term, the

22 See Attachment I.

23 The NY SO staff understands that some market participants object to the use of HHIsas a
market power standard in this context. However, NY1SO saff believes that HHIs are a helpful
indicator of the level of concentration of ownership of resources capable of supplying 10-Minute NSR.

24 Reserves Order, slip op. at 26, 31.
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NY SO proposes to begin to comply with this requirement by clarifying its tariff to affirm that
transmission customers may enter into day-ahead financid transactions, e.g., contracts for differences,
to hedge againgt wholesde price voldility. In addition, the NY1SO daff isworking with market
participants to investigate the feasibility and benefit of retaining athird-party to create a forward market
that would expand market participants hedging options.

As part of its obligation to devise a self-supply plan, the NY1SO is dso examining the feasibility
of developing more advanced sdlf-supply mechanisms that could be available after November 1. Both
options would permit a Load-Serving Entity (“LSE") located east of Central-East to procure reserves
from awestern supplier. Thefirgt option involves many of the same elements as, and could be
implemented in conjunction with, transmission optimization proposd “(i).” Under this proposd, LSES
would arrange day-ahead bilatera transactions for reserve energy with reserved transmission capecity
from a“remote” supplier, located on the other side of Central-Eas, delivered at a virtud load busin the
required reserve location. Transmission limits would ordinarily be reduced in red-time to reserve
capacity for ddivery of the reserve energy. During reserve pickups the trangmission limit would be
increased back to its original value, and the remote supplier providing the reserve energy would be
ramped up. The second option closaly corresponds to transmission optimization proposd “ (iii).”
Under this proposd, L SEs would arrange bilaterd transactions from both aremote supplier and a
"locd” supplier, i.e., asupplier located on the same-side of Centra-East asthe LSE, for Day-Ahead
"reserve energy.” LSEswould be require to pay TUCsin connection with both transactions. Each
reserve supplier would ddliver at a“virtual load” busin the required reserve location. The NY1SO's

% goftware would then, with the help of a number of as-yet

% SCD is a compuiterized agorithm that performsthe NY SO’ sred time digpatch by evauating
the New Y ork Control Area contingency set againgt the system conditions expected for the next 5
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undeveloped upgrades, dynamicaly reduce the red-time operating limit on either the remote or locdl
supplier to ensure that reserves can be delivered, and to alow the use of western reserves when
auffident transmission capacity existsto makesit possible to do so.

Implementing ether of these proposal's would necessitate substantia software modifications and
will consequently take time to implement. The NY SO gaff will work closdly with the Business Issues
Committee (“BIC") to determine which of the two proposals should be adopted, to determine the
relative priority of the salf-supply mechanisms, and to develop an implementation timetable. The
NY SO proposes to submit areport to the Commission describing its progressin this area no later than
May 1, 2001. In addition, implementing elther of the self-supply proposas would require tariff changes
which would have to be approved by the committees.

The NY1SO bdieves that these efforts, taken together, satisfy its obligation to “devise a plan”
to facilitate sAf-supply. The NY SO would prefer to be in a position to implement the more advanced
sdif-supply mechanismsimmediately.”® However, as atechnical matter, it must develop virtual load
bidding and trangmisson optimization mechaniams, in & least some rudimentary form, before it will be
able to introduce one of the advanced sdlf-supply options.

Ultimately, the NY1SO gaff believes that the introduction of advanced sdif-supply mechanisms
will bring benefits, but that these benefits will be less Sgnificant than those associated with the restoration
of Blenheim-Gilboa and the implementation of locational reserve prices. The NY1SO staff believes that

minutes, or a shorter period under certain circumstances. SCD’sresults are akey input in the
caculation of rea-time market-clearing prices.

2 The NY IS0 is aware that the Commission has also directed 1SO New England to develop
reserve sdf-supply mechanismsin amarket context that will eventudly indude a multi- settlement
sysem. See ISO New England, Inc., et. al., 91 FERC 61,311 (2000). The NY1SO will be
watching developments in New England closdly to see if other gpproaches to introducing salf-supply
mechanisms are possible.
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anumber of market participants share thisview. Fhat-sad Nevertheess, the NY1SO gaff will fully
comply with the Commission’s sdf-supply directive and will work diligently to redize the grestest
possible benefits from salf-supply.

5. Reviewing Existing Cost Recovery Arrangements for State-Wide Reliability
Rules with Locational Effects

The Reserves Order instructed the NY 1SO to review whether the cost-recovery arrangements
for state-wide reliability rules that have locationa effects should be revised” The NY SO has
examined thisissue and concluded that it is gppropriate to revise its tariff to provide for the payment of
“locationd reserve prices’ to suppliers when the Centra- East or Long Idand interfaces are constrained.
This system will prevent eastern and Long Idand suppliers from setting the state-wide market-clearing
price for operating reserves during periods when congraints effectively divide the state into separate
markets. However, when these condtraints are not “binding” al suppliers will be paid the same date-
wide market-clearing price. Attachment 1V isatechnica paper, prepared by the NY1SO’s economic
consultants, which describes how locational reserve payments will be calculated in more detail.

Ingtituting alocationd reserve pricing system will avoid artificid increasesin the total cost of
reserves and will limit the impact of any gaming or exercise of loca market power that may occur.
Locationd reserve pricing will dso send the proper economic signalsto potentia reserve suppliers,
indicating where reserves are most valued, and will incresse the competitiveness of the NY 1SO-
administered reserves market. In addition, the establishment of locationa reserves pricing proceduresis
anecessary pre-requisite to the creation of systemsthat will optimize the use of Central- East
transmission capacity for energy and reserves. The NY SO will complete and test al necessary

21 Reserves Order, slip op. at 31.
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software changes in the next few months and, assuming Commission gpprova, will implement locationd
reserves pricing on November 1.

For the time being, the NY1SO does not propose to modify the way in which the total cost of
reservesis alocated among transmission cusomers, i.e., it does not intend to implement alocationa
system of payments by reserves cusomers. Such a change would require extensive negotiations among
market participants before any software changes could be undertaken. However, the NY SO staff and
the committees will sudy the feasibility and desirability of developing such a system and may make a
future filing on this subject.

At its August 25, 2000 meeting, the Management Committee approved the NY1SO's proposd
to indtitute the use of locationd reserves clearing prices by a 94% affirmative vote.

6. Ensuring that Reserve Shortages On Long Island Do Not Set Prices State-
Wide

The Reserves Order directed the NY SO to address concerns that its current rules
ingppropriately permitted certain Long Idand generating units that were essentidly “mugt-run” units, but
were not subject to any form of mitigation, to establish state-wide market-clearing prices® Analysis of
the supply Stuation on Long Idand indicates that there is potentid for local market power to set the
price of reserves. The NYI1SO hasincluded a specia mitigation measurein its proposed locationd
reserves pricing system to ensure that whenever aLLong Idand reserve requirement is binding, the
market-clearing price paid to Long Idand suppliers will be no higher than the market- clearing price paid
to non-Long Idand supplierslocated east of Centra-East. NY1SO daff believes that redtricting Long
Idand reserves prices in thisway will help to dampen any incentive that Long Idand reserve suppliers
may have to pursue gaming strategies or to exercise loca market power. As part of this proposd,

28 Reserves Order, slip op. a 27.
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BPCG payments resulting from the commitment of Long Idand resources to meet Long Idand-specific
problems would be borne by Long Idand consumers. The NY SO views the Long Idand specific
mitigation measures as atrangtiona device which will ultimately be removed when the Long Idand
portion of the market ceases to be subject to loca market power.

At its August 25, 2000 mesting, the Management Committee gpproved this aspect of the
NYISO's locationa reserves pricing proposal by a 94% affirmative vote.

7. Additional Short-Term Measures
In the Reserves Order, the Commission encouraged the NY SO to “consider any other measures that
would help aleviate the market problems discussed in thisorder . . . ,” in addition to those that NY1SO
was explicitly required to address. Accordingly, in this Section 7, the NY 1 SO describes two additional
short-term market improvements that it will implement in the near future. The NY1SO discusses three
longer-term improvements infra in Section 9.

A. Recognizing Additional 10-Minute Spinning Reserves Resources

There are a number of non-synchronized generating resources located east of Central-East that
are cgpable of providing a subgtantia portion, but not dl, of their total capability on ten minutes notice.
Currently, software limitations require such resources to choose between supplying a smdl amount of
potentialy very vauable 10-Minute Reserves or alarger amount of potentialy less vauable 30-Minute
Reserves. The NY1SO bdievesthat thislimitation artificialy depresses the amount of available 10-
Minute NSR and exacerbates the concentration problems that exist east of Centra-East inthe NSR
portion of the NY 1SO-administered reserves markets. Accordingly, the NY1SO intendsto develop a
methodology to permit resources to supply that portion of their total capability which is capable of
loading on ten minutes notice as 10-Minute NSR. For example, a40 MW combustion turbine that can
produce 25 MW within 10 minutes and the full 40 MW within 30 minutes would be alowed to provide
25 MW of 10-Minute NSR and 15 MW of 30-Minute Reserves. The NY SO expectsthat the
software change will make at least an additional 200 MW of 10-Minute NSR available east of Centrd-
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Eadt. To the extent that this new change attracts new suppliersit will reduce concentration levelsin the
10-Minute NSR portion of the reserves market. Moreover, to the extent that incumbent suppliers are
able to provide more reserves the addition of new supply east of Central-East will be beneficid, a least
for so long as amandatory bidding requirement remainsin effect.

The NYISO gaff will work with the committees to flesh out the details of the software changes.
No tariff revisons will be required to implement this modification. The NY SO hopes to complete its
review of the necessary changes by November 1, 2000 and anticipates that they will be implemented
before the start of the 2001 Summer Capability Period (i.e., May 1, 2001).

In addition, the NY 1SO staff expects that certain suppliers will soon refit existing generating
units, that are not currently providing reserves, to enable them to supply 10-Minute NSR. These
changes could introduce severa hundred additiond MWs of 10-Minute NSR, regardless of whether the
NY SO implements the software changes described above. The NY 1SO suspectsthat at least some of
these new resources may be available before the beginning of the 2001 Summer Capability Period, and
that at least some of these resources may be owned by entities that have not previoudy provided 10-
Minute NSR in the NY | SO-administered markets*

B. Paying Lost Opportunity Costs to Suppliers of 10-Minute Non-
Synchronized Reserves

The current version of the NY1SO's Services Tariff does not provide for lost opportunity cost
payments to 10-Minute NSR suppliers on a permanent bas's, i.e., itslost opportunity cost provison

was adopted as atemporary measure in response to the requirements of the Reserves Order pursuant

to the NYISO's June 15 compliance filing in Docket No. ER0O0-1969-001. Given that 10-Minute

29 The NY SO gaff does not beieve that either the gradua removal of the interim bid cap, or the
possihbility that it will use market mitigation measures againg 10-Minute NSR suppliers will deter entry
by non-incumbent suppliers.
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Spinning Reserves suppliers receive such payments the NY 1SO believesthat it isunfair not to pay lost
opportunity costs to 10-Minute NSR suppliersinsofar as doing o atificialy pendizes entities that
choose to provide 10-Minute NSR.

Accordingly, Attachment 11 to thisfiling includes proposed tariff changes that would add a lost-
opportunity cost component to the compensation paid to 10-Minute NSR suppliers. The new lost
opportunity cost formulaisidentica to the NY1SO’ s revised lost opportunity cost formulafor 10-
Minute Spinning reserves suppliers® Attachment || proposes that this formula be made retroactive to

June-1-2000-+n-additton May 31, 2000, in order to conform to the effective date that the NY1SO
proposed in its June 15 filing.

The NYISO believes thet the changesiit has made to the June 15 version of itslost opportunity
cost formula address the concerns raised by the Long Idand Power Authority and its subsidiary, LIPA,

in their prior “limited protes” of the June 15 filing. ** Similary, the revised formula darifies that lost
opportunity cost payments for unscheduled gas turbine capacity will be tied to the tota capacity of each

unit, once the NY SO implements a software change that will permit it to choose between 10-Minute
NSR suppliersthat submit equa bids on anon pro rata bass. Until this changeisin place, lost
opportunity costs payments will betied to the sze of the NYISO'’s 10-Minute NSR largest gas

%0 The NY1SO has dso proposed atariff change to correct an error in the lost-opportunity cost

formulafor 10-Minute Spinning reserves suppliers.

3 See Limited Protest of the Long Island Power Authority and LIPA To Compliance Filing

(“Limited Protest”), Docket No. ER00-1969-001 (July 6, 2000).
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turbine® The NYISO believes that this change will address the concerns raised by K eyspan

Ravenswood, Inc. in its July 6th protest of the June 15th filing. >
At its August 25th Mesting, the NY1SO’s Management Committee approved this proposa with

a 100% affirmative vote.
8. Proposal for Lifting the Inteim Cap on 10-Minute NSR Bids

The NY1SO believes that the short-term market improvements to be implemented by
November 1 will enhance the competitiveness of its reserves markets. The NY1SO aso expects that
the longer-term measures it expects to implement after November 1, 2000 will further strengthen those
markets. Nevertheless, the NY SO respectfully submits that prudence dictates a cautious approach to
lifting the interim cap on 10-Minute NSR bids. Although the NY SO dtaff beieves that the NSR
portion of the reserves market should be workably competitive under many different conditions, it
cannot be certain that the 10-Minute NSR portion of the market will be workably competitive under all
conditions. Even when the NY SO’ s short-term improvements are in effect, ownership of 10-Minute
NSR will remain substantially concentrated.® Recent experience, from New Y ork and elsewhere,
demonstrates that market design flaws in dready concentrated markets can lead to severe economic
disruptions. Such market design flaws can be difficult or impossible to detect until a market has actualy
been up and running for sometime. Thereis even greater cause for concern with respect to the 10-

Minute NSR portion of the market, where high ownership concentration levels have led to problemsin
the past.

2 The largest gas turbinesin the New Y ork Control Areaare located at the Wading River facility.
Each of these turbines has a maximum generating capecity of approximately 76 MW.

33 See Protest of KeySpan-Ravenswood, Inc., Docket No. ER00-1969-001 (July 6, 2000).

3 The NY1SO staff’s assessment of the competitiveness 10-Minute NSR, 10-Minute Spinning
and 30-Minute reserves markets, is set forth in the Affidavit of James H. Savitt. See Attachment V.
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Neverthdess, the NY1SO beieves that it would be acceptable to diminate the interim
$2.52/MWh (plus lost opportunity costs) bid cap on November 1, provided that: (i) the various short-
term market improvements described above are successfully implemented; (i) the Commission adlows
the mandatory bidding requirement for eastern suppliers to remain in place during a transition period; (iii)
the Commission permits the interim bid cap to be lifted gradudly, in order to guard againg the possibility
of sudden price spikes, and (iv) the Commission permitsthe NY SO to use its market power
monitoring and mitigation authority even when prices are below the maximum levels dlowed under the
gradudly incressing bid cap.

The NY1SO has carefully evauated the competing cons derations associated with the re-
opening of the 10-Minute NSR portion of it reserves markets and concluded that it is gppropriate to
ask the Commission to alow the gradua removal of the interim bid cap, provided that the safeguards
listed above, and described in gregater detail below, arein place. Until recently, the NY SO Staff
believed that it might be necessary to petition the Commission to retain the interim bid cgps and a
mandatory bidding requirement for a least Sx more months. Indeed, NY1SO staff took that position as
recently as the August 9th meeting of the Reserve Working Group. Three factors have subsequently led
the NY1SO to move away from thisview. Firgt, the NY SO staff recognized that it would be
impossible to know whether its market improvements are succeeding until the interim cap is lifted and its
improvements are put to the test. The request for agradud lifting of the interim bid cap adopted by
Management Committee should not conflict with this objective because it would rely on much higher
trangtional caps. Second, the NY 1SO staff was concerned about the potentialy adverse long-term
effects of bid caps and was concerned that Smply leaving the interim bid capsin place might call its
ultimate willingness to diminate them into question. By contrast, the NY 1SO does not believe that
removing the interim bid cap in stages, as recommended by the Management Committee, or the
possibility that targeted mitigation measures may be impaosed by the NY1SO’s market monitoring unit,
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will create the same kind of uncertainty. Third, the NYI1SO's market monitoring unit, which has grown
subgtantialy and gained valuable experience since March, is prepared to vigilantly monitor the 10-
Minute NSR market, like any other NY ISO-administered market, for evidence of market power
abuses. ®  The market monitoring unit has much dearer market power mitigation authority today than it
did last winter, when it was awaiting Commisson gpprova of its market power mitigation plan.
Moreover, the market-monitoring unit now has alarger staff, and much more experience a using its
mitigation tools to prevent market power abuses.

However, because ownership of the 10-Minute NSR remains concentrated, the NY1SO
believes that it would be ingppropriate to lift the interim bid cap if an unexpected problem arises that
would prevent the short-term improvements described above from going into effect as scheduled. An
example of such aproblem would be an unforeseen last- minute complication interfering with Blenhem-
Gilboa s timely restoration as a 10-Minute reserves supplier in the pumping mode. In the unlikely event
that such a problem were to occur the NY SO would make an immediate filing with the Commission to
reviseits proposa to reflect the changed facts.

Similarly, continuing the mandatory bidding requirement will ensure that 10-Minute NSR
suppliers cannot engage in physical withholding. Thiswill be especialy important during the “shoulder”
months of late winter and early spring when many generating units will be out on maintenance, railsing
market concentration levels. The NY SO proposes that this requirement be retained at least until April
30, 2001. The NY SO will review the market’s post-November 1, 2000 performance and will report
back to the Commission as to whether it believes the requirement should be continued beyond that date.

% The market monitoring unit will dso carefully monitor the BPCG component of supplier

payments to ensure that BPCGs do not provide a vehicle to circumvent the trangtiona bid caps on
eastern 10-Minute NSR suppliers for so long as the caps remain in effect.
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The NYI1SO proposes to submit this report no later than March 1, 2000 in order to alow the
Commission’s usud sixty day notice period to run its course.

In addition, the NY ISO supports the gradud lifting of the interim cap on 10-Minute NSR bids,
as gpproved by the Management Committee.® Pursuant to this proposal, the 10-Minute NSR bid cap
would be increased six-fold to $15/MWh on November 1, 2000 and doubled again to $30/MWh on
January 1, 2001. The cap would be diminated completely after April 30, 2001. Reserves prices
would most likely only reach these levelsif the NY1SO's reserves markets were not functioning in a
workably competitive manner. Thus, provided that they were not determined to be |legitimate products
of the interplay of market forces, such prices would be subject to mitigation by the NY1SO’'s market-
monitoring unit. The NY1SO aso anticipates that having the caps in place for afew months after
November 1 will guard againgt the possihility that a heretofore unknown market flaw will cause a
sudden, unexpected reserves price spike before the NY1SO’s market monitoring unit can react.

Finally, with respect to market power monitoring and mitigation, the NY1SO intends to closely
monitor the reserves market and 10-Minute NSR prices. Unlike last winter, the NY1SO now has
unilatera authority, pursuant to Section 3.2(c) of its Market Mitigation Measures, to make a Section
205 filing seeking authorization to apply an “gppropriate mitigation measure” for conduct that causes
prices to increase 100% or more.>” The NY SO thus can make afiling requesting authority to
immediately mitigate 10-Minute NSR bids that have caused the price of 10-Minute NSR to increase by
100% or more over the October 31, 2000 level, i.e., to $5.04/MWh or higher, if the increaseis not

% This aspect of the NY1SO’s proposal was endorsed by a 62.58% vote of the Management
Committee. A 58% voteis required for approva.

3 The NY SO’ s revised market mitigation measures were gpproved by the Commission on

March 29, 2000 in New York Independent System Operator, Inc., et. al., 90 FERC {61,317
(2000).
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atributable to legitimate market forces. In any such filing, the NY1SO would be likely to request
permission to mitigate bids to areference level equa to the average price of its bids between June 1 and
Augugt 31, when bids were capped at $2.52/MWh (plus lost opportunity costs)) Idedlly, the authority
to impose such amitigation measure would dissuade 10-Minute NSR suppliers from gradudly bidding
prices up to atificidly high levelsin the hope of avoiding detection by the market monitoring unit for as
long as possible, and in the hope of establishing a higher mitigation price if mitigation were imposed.

9. Additional Long-Term Measures

A. Permitting Dispatchable Loads to Provide Reserves

The NY SO hopes eventudly to indtitute software changes and develop market rules that will
enable dispatchable loads with red-time metering and time of use pricing to bid into the day-ahead
market and supply 10-Minute or 30-Minute Reserves, depending on how quickly they can be
dispatched. Thisimprovement would increase the number of reserves suppliers, strengthening
comptition and heping to avoid price spikes. Itsimplementation will be coordinated with the
NY1SO's broader effort to introduce dispatchable load and other demand-responsve mechanismsinto
the N 1 SO-administered markets *

B. Establishing Multi-Settlement Reserves Markets

Because the NY SO does not currently administer an imbaance market for reserves it sugpects
that load serving entities may sometimes be required essentialy to pay twice for reserves. The NYISO
daff has not completed areview of the magnitude of this potentia double- payment problem, which may
prove to be relatively limited.

In principle, the double payment problem could arisein two ways. Firg, it could happen
because the sdlection of reserves suppliersis currently determined on the basis of the sum of suppliers

i See infra Section V1.B.1.
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availability bids and opportunity costs. Reserves are scheduled day-ahead in order to minimize these
cods. At the sametime, reserves suppliers are currently paid both the market clearing availability bid
and their individud red-time opportunity costs. In the event that two margina reserves suppliers have a
zero availability bid and a $5 opportunity cost, and a zero opportunity cost and a $5 availability bid
respectively in the day-ahead market, each of the margina providers of the reserves would receive the
market clearing availability bid of $5. One of the two margind supplierswould aso receive a$b
opportunity cost payment in the rea-time market, in effect being paid twice for the true day-ahead
market-clearing price of the reserves.

Second, double payments can occur due to the re-selection of reserves suppliersin the “Hour-
Ahead Market.” To the extent that areserves supplier is selected in the Day- Ahead market, and then,
for whatever reason, is not selected in the Heur* Hour-Ahead Market,” a day-ahead and-a-real-time
rarket clearing avallability bid will be paid to that supplier, and areal-time market dearing avalability

bid will be paid to a replacement reserve supplier, without the day-ahead supplier being required to buy
back its forward obligation.

The NYISO g&ff believes that the implementation of a multi- settlement system for reserves will
effectively address the potentid double payment problem and will eventudly yield substantid savings for
market participants. The NY SO staff will work with the NY SO committees to develop aplan for
moving ahead in thisarea

C. Creation of a Larger Northeastern Reserves Market

In addition to its efforts to enhance its own reserves markets, the NY 1SO has been working
with neighboring control areas, primarily under the auspices of the |SO-Memorandum of Understanding
(“MOU”) process, to find ways to enhance inter-market coordination and ultimately, facilitate
participation in the New Y ork market by out- of-state reserves suppliers. Separately, |SO-New
England, acting on behdf of itsdf, the NY SO the Ontario Independent Market Operator (“ Ontario
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IMO”) and the Pennsylvania-New Jersey-Maryland Interconnection, L.L.C. (*PIM”) is conducting a
preliminary anaysis of the possibility of cresting a combined Northeastern reserves market. This
project isill in the earliest stages of development but could lead to the creation of alarger northeastern
reserves market, which ideally would benefit the NY 1SO-administered markets by, among other things,
increasing supply options east of Centrd-East. 1n the nearer term, the NY 1SO anticipates thet this
effort would likely lead to the establishment of abroader regiona reserves sharing arrangement than is
currently in place, which would itsdlf bring substantial benefits® The NY1SO is committed to exploring
this posshility with ISO-New England and the Ontario IMO, and will work closaly with market
participants to find ways to better integrate the northeastern markets.**

IV. The NYISO’s Compliance with the SPM Order

A. Background:
In the SPM Order, the Commission regjected a number of dlegationsrelating to the NYI1SO's

adminigtration of its reserves markets and itsrates. However, the Commisson aso sated that:

[T]he amount of information which the New Y ork 1SO provides to market participants
regarding Schedule 1 and the other ancillary service charges are limited at this point. We find it
reasonable that [market participants] should be able to verify their costs and explain how such
cogts will trandate to their monthly bills. We note that the New Y ork SO has committed to

% This effort is digtinct from the oneinitiated by a request-for-proposal concerning a preliminary

assessment of the feasibility of creating a combined Northeastern day-ahead energy market which was
recently jointly issued by the NY1SO, 1SO New England and the Ontario IMO.

40 For example, the NY SO understands that ECAR has a reserve sharing arrangement which

permits it to carry only 3500 MW of reserves. By contrast, the four Northeastern 1SOs, which have a
combined load comparable to ECAR but which lack areserve sharing arrangement, currently carry
approximately 7500 MW of reserves.

4 The NY1SO has aso made substantial progress towards increasing the amount of 30-Minute

Reserves that can be supplied to the New Y ork Control Areafrom Hydro Quebec.
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creste a suitable presentation of this information for market participants and we will require the

New York 1SO to submit this presentation in afiling with the Commission. We expect that the

New York 1SO’s presentation will include a method or procedure through which market

participants may accurately project their future charges, based on their current consumption of

ancillary services.

In compliance with the Commission’ s directive, the NY1SO has worked with market
participants active in its Billing and Accounting Working Group (“BAWG”) to develop arevised
information presentation that satisfies the Commisson’s criteria. Attachment —V11 setsforth the
NYISO's proposed information specifications and format for the NY1SO’ s daily and month to date
cash and MWh reconciliations and its hourly ancillary services charges postings. Although the fina
format must be approved by the BAWG and BIC, and it is therefore possible that some minor changes
will be made to the attached documents, the NY 1SO does not expect mgjor changes and will use the
attached documents to begin its coding of necessary software modifications. The NY SO expectsto
complete the software changes, and begin posting daily cash flow and MWh reconciliations, on October
1. Month-to-date and hourly ancillary services charges will be posted starting on November 1.

The NY IS0 darifiesthat its revised information presentations will not include predictions of bid
production guarantee costs, resdua adjustment costs and certain other charges that are impossible for it
to forecast. Neverthdess, the NY1SO believesthat its revised information presentations represent a
subgtantia improvement over prior models and will enable market participants to project their end-of-
the-month bills from daily information provided by the NY1S0.

V. The NYISQO’s Compliance with the TEP Order

A. Background:

The TEP Order extended the NY ISO’ s Fermperary-Extraordinany-Procedure TEP (“TEP’)
authority and right to undertake “Extraordinary Corrective Actions’ (*ECAS’) from May 26 until
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October 31, 2000.#* However, the TEP Order aso required the NY1SO to “file a detailed report
concerning each price correction it makes under the TEP,”*® for the period from June 1 to September
1, 2000. In addition, the Commission specified that this report must “provide details regarding the
corrective measuresit has taken or is taking, and the status of those corrections, to resolve the specific
Stuationsin which it has been exercising its TEP authority.”*

B. Compliance Report:

The NY1SO has attached reports describing dl of its price corrections in June, July and August
as Attachments VIII-A, VIII-B and VIII-C. These reports describe the problems that have
necessitated price corrections this summer, explain some of the corrective actions undertaken by the
NY S0 to address underlying problems and describe every price correction executed by the NY 1SO.
All three monthly reports are posted on the “ market monitoring” section of the NY 1SO’sweb site.
Explanations of price corrections from November, 1999 through May, 2000 are aso posted on the
web-site but have not been included in this filing because they are outsde the scope of the TEP Order.

The NY1SO has made substantia progress in addressing the underlying problems that have
necessitated price corrections. Indeed, comparing the NY SO’ s earlier price correction reports with
those for June through August, demondirates that the number of problems that have caused pricing

errors and thus required correction has falen off consderably. One such problem, which had caused

42 The Commission first granted the NY 1SO's request for TEP authority for a90 day period
garting with the commencement of NY 1SO operations, i.e., from November 18, 1999 to February 16,
2000. New York Independent System Operator, Inc., 88 FERC {61,228 (1999). Subsequently,
the Commission extended the NY 1SO’s TEP authority for an additiona 90 days, expiring on May 16,
2000. New York Independent System Operator, Inc., 90 FERC 9 61,320 (2000).

3 TEP Order, slip op. at 10.
“ Id.
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SCD to assgn incorrect upper operating limits to steam units, was diminated by software changes
introduced on July 25th. The NY SO has aso implemented measures,* to prevent pricing errors from
arisng as aresult of bids submitted by large multi-unit bidding blocks, and the running of large amounts
of uneconomic energy associated with “block loading.” These were previoudy the most frequent cause
of price miscaculations. Looking ahead, the NY1SO anticipates that measures it has taken to reduce
the discrepancy between prices predicted by BME, and actua real-time prices will help to further
reduce the number of price miscaculations, and thus the number of price corrections.

The Commission should bear in mind that price corrections have affected ardatively smdl
portion of the NY1SO-administered markets. Approximately 95% of NY1SO-administered
transactions take place in the day-ahead market.*” The NY1SO has had to correct day-ahead prices
only once since it commenced operations.

Moreover, the frequency of redl-time price corrections steadily decreased this summer asthe
NY SO staff esntirues continued to address software problems and other preblems market flaws. In
June, the NY SO corrected pricesin 3.92% of dl (five minute) red-timeintervas. In July, the NYI1SO
had to correct pricesin only 1.87% of red-time intervals and in August price corrections were only
required in 0.53% of rea-timeintervals. The NY1SO expects these numbers to decrease further in

coming months as its markets mature and as additional improvements take effect.*®

45

See [http:/mww.nyiso.com/markets/mktmon.html].

4 These include software enhancements and other measures, notably negotiating with generation

owners to reduce the number and size of multi-block bidding units.
¥ See Attachment VI1I-E.

8 The NY SO does not review the advisory hour-ahead prices ca culated by BME because they
are not used in settlements.
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At the sametime, the NY1S0O dtaff believes that software and operator errors are unlikely to
ever be diminated completely. Occasiona computational errors, and subsequent price corrections, are
inevitable. Nevertheless, consstent with the Commission’s guidance applicable to price corrections by
Regiond Transmisson Organizations, the NY SO recognizes that reducing the frequency of errorsto
the lowest possible leve, and minimizing price uncertainty, is acritica objective®

Some market participants have expressed concern that the NY 1 SO has reserved too many
potentially suspect prices for review and possible correction. NY1SO gaff gppreciates this concern and
understands that price reservations, like price corrections, create uncertainty for market participants.
The NY1SO is pleased to note that the frequency with whichit has reserved prices has declined in
recent months as the number of corrections has falen, athough for some periods the number of
reservations has not fallen quite as much as the number of corrections®  The NY1SO expects that the
frequency of reservations will continue to decline aong with the frequency of corrections, athough they
will likely never quite disgppear completely.

VI. The NYISO’s Compliance with the Bid Cap Order

A. Background

9 See Order No. 2000 a 31,218 (“While an RTO must ensure that the final market-cearing
prices are correct, market clearing procedures should minimize price recaculations. Also, any price
recd culation should be done quickly. Otherwise, market participants could incur large transaction costs
in atempts to hedge againgt such risk.”)

%0 The relaionship between the frequency of red-time reservations and redl-time correctionsis

depicted in Attachment VIII-D.
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The Bid Cap Order was issued in response to (i) a complaint aleging thet avariety of flawsin
the N'Y | SO-administered markets necessitated remedia action by the Commission;™ (ji) the NY1SO's
answer to that complaint (“ Answer”);;> and (jii) a unilateral request by the NY1SO's independent
Board of Directors for permission to impose temporary $1,000/MWh energy bid caps this summer.>
The Bid Cap Order directed the NY SO to file a comprehensive “ statement of the status of its effortsto
increase the ability of its customers to respond to price and of the changes the NY 1SO has made to
correct the identified market flaws, and areport on the effects of the changesto NY1SO’s markets.”
The NY1SO was aso ingtructed to explain whether it believed that any other changesto its markets

were necessary.
B. Compliance Report:

1. The NYISO’s Efforts to Promote Demand-Side Responsiveness

In response to directives from the Commission, the NY SO’ sindependent Board of Directors
and the Management Committee, the NY 1SO daff hasinitiated awork plan that will leed to the

o Complaint of New York State Electric & Gas Corp. to Suspend Market-Based Rates for
Energy Markets and Request for Emergency Technical Conference, Docket No. EL00-70-000
(April 24, 2000), as amended, May 10, 2000.

52 New York Independent System Operator Inc.’s Answer to Complaint of New York State

Electric & Gas Corporation to Suspend Market-Based Rates for Energy Markets and Request for
Emergency Technical Conference, As Amended, and Answer to Strategic Power Management’s
Supplement to Complaint Requesting Fast-Track Processing and Motion to Consolidate, Docket
Nos. EL00-70-000, EL00-67-000 (not consolidated) (May 25, 2000, as corrected May 31, 2000).

%3 Exigent Circumstances Filing of the New York Independent System Operator, Inc., at the

Direction of its Board of Directors Requesting Permission to Unilaterally Implement Temporary
Bid Caps, Docket No. ER0O0-3038-000 (June 30, 2000).



The Honorable David B. Boergers
September 8, 2000

Page 35

implementation of effective demand response mechanisms no later than June 1, 2001.> Because of the
key role that demand-responsiveness will play in preventing artificid price spikes, the NY SO has made
the implementation of demand response mechanisms atop priority.

In the short-term the NY1SO concluded that it would be impracticd to indtitute alast-minute
pilot load response program for this summer. Insteed, it will monitor the pilot programs launched by
| SO-New England, PIM and the Cdifornial SO and draw what lessonsit can from them. However,
the NY1SO is currently participating in a nationwide Edison Electric Indtitute (“EEI”) study of the price
eladticity of demand in dectricity markets and the development of effective demand-response
mechanisms. The NY1SO anticipates that this study will inform the design of its own demand-
respons veness systems.

In addition, the NY SO has retained a consulting firm, Neenan Associates, to assessthe
feaghility of various demand-response mechanisms and to advise the NY1SO as it builds towards the
implementation of such mechanisms. The NY SO expectsthat it will conduct |oad response pilot
programsin the near future. in order to help it determine which of severd possible approachesislikdy
to work best. All of these initiatives will be discussed with the newly formed dispatchable load task
force, comprised of NY1SO saff and interested market participants, which will assist the NYISO's
efforts. The NY1SO has dso met with individual market participants that are interested in launching
demand response initiatives of their own and will support their effortsto do so. Discussons are dso

under way with the New Y ork State Public Service Commission concerning its role in the process,
particularly regarding participation by retail loads.

54

Egtablishing demand response mechanisms will require tariff changes. Accordingly, the NY1SO
intends to submit proposed tariff revisons by April 1, 2001.



The Honorable David B. Boergers
September 8, 2000

Page 36

Findly, the NY1SO isworking to correct the software problems that have previoudy prevented
most market participants from using price-sengtive load bidsto signd their willingness to pay for energy
inthe NY SO’ s day-ahead market.”> The NY | SO-administered markets were designed to
accommodate participation by load resources using such bids. When these changes are implemented,
the NY SO expects that they will complement the redl-time measures described above to create
aufficient demand responsiveness to substantialy improve the markets, and help diminate the need for
future price cgps. The NY1SO will work with its committees to develop atimetable for the
implementation of enhanced price sengtive load bidding in the near future.

2. Energy Imports

The interim corrective actions implemented by the NY1SO this Spring have, on the whole,
worked well and imports into the NY CA have been curtailed much less often than they were previoudly.
Neighboring control areas have not discontinued transactions with the NY IS0, rdiability in the NY CA
has not been threstened, and, in the NY1SO staff’ s view, market concentration concerns have not been
exacerbated on account of import-related problems. Indeed, from January 1 through July 31, the
NY CA has imported energy much more frequently, and in much grester quantities than it did in 1998
and 1999. % That said, transaction curtailments for reasons other than reliability continue to occur with

some frequency in the NY1SO-administered markets. The NY SO’ s efforts to reduce curtailments,

% These software limitations do not prevent entities from submitting virtua price sensitive load bids
to purchase |oad to be exported from the New Y ork Control Area. However, they do restrict the
ability of market participants to utilize price sendtive load bids for transactions within the New Y ork
Control Area.

% See Attachment VI (Affidavit of Ricardo T. Gonzales)
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that are not related specificdly to energy imports, most of which have to do with fixing BME-related
problems, are described in various other portions of this Report.>’

The NY1SO’'s most significant import-related interim corrective action was its successful
implementation in May of software changes giving externd transactions, i.e., imports, exports and
whed-throughs, that are scheduled in the day-ahead market priority over other transactions reviewed
by BME. Thiswas accomplished by automaticaly adding or subtracting $20,000 from the decremental
bids or sink price cap bids™® of such transactions, thereby affording them automatic priority over other
transactions, which can bid no lower-thanregative higher/lower than positive/negative $9,999.99.%
Affording externd transactions de facto “mugt-run” tatusin thisway has functioned as intended and
has substantialy decreased the frequency of import curtailments. However, the “mudt-run” system has
had a negative Sde effect insofar asit contributes to the divergence of hour-ahead prices forecast by
BME from actua red-time prices. In this context, by tending to drive BME' s hour-ahead price
forecasts lower the “must-run” fix has probably caused BME to reglect some economic transactions,

which in turn causes SCD to cdl on more expensive units, putting upward pressure on red-time energy

> See, e.g., Part VI.B.6. See also Part VI (re-emphasizing the NY SO’ s successful correction
of an SCUC software problems that had been causing erroneous export curtallments.)

% Market participants scheduling imports submit decremental bids to Signal their willingnessto
have an import transaction curtailed. Lower decrementd bids indicate that a market participant does
not want an import transaction to be curtalled. By contrast, higher sink price cap bids indicate that a
market participant does not want an export transaction to be curtailed.

% Until the NY SO’ stemporary bid caps expire on October 28th market participants will not be
allowed to submit decrementa bids below negative $1,000 or sink price cap bids higher than $1,000.
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prices®® The NYISO gtaff believes that the solution to this problem lies not in prematurely abandoning
the “must run” system but in its efforts to improve BME' s performance, which are described infi-a.
The NYI1SO's other mgjor import-related interim corrective action was its payment of BPCGs
to external suppliers. The NY1SO gaff believes that these payments have worked as intended by
eliminaing a potentid disncentive to externa suppliers participation in the NY |SO-administered
markets and thereby increased supply and enhanced rdiability. The NYISO staff bdieves that these
payments have not had unanticipated adverse effects. In particular, though BPCG payments have
increased substantialy in recent months, BPCG payments to externd suppliers are respongible for only

avery smdl portion of the increase.

Looking ahead, the NY1SO is working through the ISO-MOU process to resolve differences
between the northeastern ISOs externd transaction and curtailment “ checkout” procedures. These
differences Hill cause problems from time-to-timein New York. The NY1SO is hopeful that the MOU
process will harmonize these practices among the four system operators and provide the basisfor a
permanent solution to problems that are being addressed in the interim by the must-run scheduling
system.

3. Dispatch of Fixed Block Generation

Asthe NYISO explained in its Answer, the existence of large multi-unit bidding blocksisa
carry-over from the NY PP that was inherited by the NY1SO. Because these blocks pose avariety of

%0 The NY1SO staff believes that the price effects of the “must-run” fix have not been large, and
that the system’ s positive effect, (i.e., substantidly reducing the frequency with which day-ahead
externd transactions are curtailed, outweighs its negative effect on price.
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scheduling and digpatching problems the NY 1SO has worked diligently to reach agreement with block
generation owners to permit the NY1SO to model each block-loaded GT as an individua unit. At the
time that the NY 1SO submitted its answer in May, it had eiminated dl but three 160 MW blocks, each
of which was comprised of four 40 MW quick start (i.e., 10 minute start time) units. Asof early
August, two of these blocks were remodeled and are being bid and operated as four individua 40 MW
units. The owner of the remaining block hasindicated that it will permit its block to be re-modeled as
soon as it completes certain control hardware enhancements necessary to alow each unit to respond to
agart command within 10 minutes. Thus, the NY SO has al but completed its efforts to diminate the
artificia redtrictions associated with the fixed block generation rules. The changes have grestly
enhanced its scheduling flexibility and will more closdly dign the NY SO digpatching decisons with
€Cconomics.

In addition, as was noted above in Part V, the NY 1SO has successfully modified its SCD
software to prevent the miscaculation of red-time prices under circumstances where large amounts of
uneconomic block energy is running, which has sometimes occurred due to minimum run time
requirements. This change has resulted in a subgtantia reduction in red-time price errors and has not
had unanticipated adverse effects.

The NYISO reiterates that its market-monitoring unit monitors fixed-block bidding in the area
east of Centrd-Eadt just asit monitors dl sectors of dl the markets that it administers. The NY1SO
does not believe that its fixed block generation pricing rules, asthey existed prior to the Bid Cap Order,
encouraged gaming.
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With respect to fixed block generation pricing, the NY1SO recently sought rehearing™ of the
Bid Cap Order’ s holding that the NY SO must “revise how it is setting the price of energy with respect
[to] the dispatch of fixed block resources. .. .”%? Asthe NYISO explained in great detail in that
proceeding, it has asked the Commission to permit it to implement a hybrid pricing rule that will
diminate the inefficencies associated with its current pricing rule, while minimizing adverse effects that
the Bid Cap Order’ s revised pricing rule would inadvertently creete.

4. Recognition of Market Resources

In Docket No. EL00-70-000, it was dleged that the NY SO had failed to implement a market
improvement that permitted suppliersto bid up to the leve of their “maximum production cagpabilities’
and was atificidly restricting them to bidding up to the leve of ther “ Dependable Maximum Net

O explained inits Answer, however, it has dready modified its rules and
eliminated al of the aleged resource recognition problems. Suppliersin the NY 1SO-administered
markets have been free for months to submit bids up to their proven maximum production capability for
the current capability period or either of the prior two capability periods. The rule has worked well and
has not had unanticipated adverse effects.

5. Timely Communication of Information

Inits Answer, the NY 1SO recounted numerous improvements it had made to remedy problems

adversdly affecting NY 1SO staff communications with market participants and market participants

o1 See New York Independent System Operator, Inc.’s Request for Partial Rehearing,

Docket No. ER00-3038-002, EL00-70-003 (August 25, 2000).
62 July 26 Order, slip op. at 20.
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receipt of market information.®> Since May, the NY SO has taken anumber of other steps to enhance
its performance in thisarea. These include:
Providing for autometic e-mail natification of curtallments to cusomers and developing more
advanced natification procedures;
Hiring two additional NY SO customer account representatives,

Reassigning customers among NY 1SO customer account representatives to equalize the
account representatives workloads and ensure more timely responses to market

participants questions;

Redesigning its presentation of ancillary services and Schedule | cost information, as
required by the SPM Order (see supra Part 1V);

Focusing resources on diminating the backlog of unanswered questions from market
participants. This backlog was attributable to the NY1SO' s inadequate initid staffing levels.
The NY IS0 is meeting directly with affected Market Participants to expedite the resolution
of any remaining backlog issues.

In addition, the NY1SO has acted expeditioudy to ensure that important market information is
promptly conveyed to market participants. For example, when the NY 1SO firgt implemented its
temporary bid caps, NY SO staff contacted al sdlers to ensure that they understood the new bidding
rules. Smilarly, the NY SO immediatdy notified market participants, viaits TIE-list server and through
postings on its web gte, when voltage problems forced it to reduce the Hydro- Quebec import limitation,

and implemented software modifications that eiminated certain problems faced by exporters.

63 Certain other communications related issues are addressed in other parts of this report. For
example, price reservations and corrections are discussed supra in Part V, billing issues are described
infra in Section 8, and OASIS issues are noted in Section 11(g).
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Finally, on numerous occasions the NY SO has made senior staff resources available for private
meetings with market participants that have raised technica and/or legd questionsthat the NY1SO's
account representatives have not been able to handle on their own. The NY1SO bdieves that these
mestings have often helped to reduce confusion and satisfied market participants concerns.

Nevertheless, the NY 1 SO recognizes that communications problems have been aparticularly
sore point for many market participants and that some are continuing to experience frudtration in this
area. The NYISO believes, however, that it has dready successfully made a number of
communications improvements. The NY SO believes that the effects of its improvements should
dready be gpparent and will become even clearer in coming months. The burdensimposed on NY1SO
communications staff should aso be dleviated as the NY |SO-administered markets mature and other
improvements teke effect.

6. Energy Price Fluctuations/Volatility

The NY IS0 reiterates that allegations concerning the volatility of NY1SO energy prices must be
conddered in context. Approximatey 95% of transactionsin the NY 1SO-administered markets occur
in the day-ahead market, where volatility has not been a.concern.®* Although energy prices have
fluctuated to a much greater extent in the RFM- real-time market, the NY 1SO has previoudy explained
that the volatility has often not been unreasonable given the economic characterigtics of the red-time
market. Asthe NYISO explained inits Answer, it isto be expected that red-time prices, which are
normally caculated every five minutes, but which can vary even more frequently, will be voletile when

market conditions change abruptly.

o4 Moreover, dightly lessthan hdf of dl transactions involving New Y ork market participants teke

place in the NY I SO-administered markets (day-ahead market and real-time market), the remainder are
bilateral transactions.
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At the same time, the hour-ahead advisory prices cdculated by BME have been highly volatile
and BME often has not been ardiable predictor of rea-time prices. This has been amagor concern
because BME establishes of f- digpatch generation, imports and export schedules that directly affect
SCD’sdecisons. Thus, BME volatility has the potential to exacerbate redl-time volatility and inaccurate
BME price forecasts can reduce the accuracy of real-time prices. BME' sinaccuracy can aso result in
increases to real-time prices, or increased uplift payments.

In May, the NY1SO published an Initial Report On Price Differentials Between Balance
Market Evaluation And Real-Time (“Initid Report™), which discussed the extent and causes of BME
and R real-time market price voldility as well as the relationship between them. The Initid Report
noted that there are inherent differences between the BME and SCD agorithms which make some
divergence between them inevitable, but identified four factors that make the largest contribution to their
divergence. They are:

Changes in the amount and mix of generation assumed during the execution of BME versus
the amount actudly avalable in red-time;

Changes in the amount of load assumed by BME versus the amount that must actudly be
met in red-time;

Differences in the security model used in the two programs which results in different sets of

condraints being consdered in the two environments; and

Changes in transmission topology that occur unexpectedly inred time.

Thenitid Report dso indicated that “[s|ome of the reasons for differences are within the ability

of the ISO and the Market Participantsto contral . . . [and] . . . can largely be remediated.” The
NY SO has aready made a number of remedia changes, and will work with its committees to develop
an action plan for implementing software changes that will more dlosdy adign BME' s predictions with the
RTM real-time market. The god will be to do as much as possble to diminate artificia, BME-driven
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voldility from the NY SO’ s redl-time prices and thus minimize the impact of nor-market forces on real-
time voldility.

With respect to “ changes in the amount and mix of generation assumed during the execution of
BME versus the amount actualy available in red-time’ the NY1SO has identified three aress of
concern. First, import transactions that BME expects to flow in red-time are often not properly
scheduled in the supplying control area and are thus eiminated in the “ checkout process’ with
neighboring control areas 30 minutes before each hour. Thisisarecurring problem for dl of the
Northeastern 1ISOs. The NY SO hopesto reduce the frequency of checkout failures by developing
rule and software changes that will give market participants stronger incentives to submit proper
schedulesto al control areas associated with their transactions. The NY1SO isaso developing a
display function that will mitigate the problem by enabling dispaichersto diminate afailed transaction
from consderation by BME in future hours or until the market participant properly re-schedulesit with
al control aress.

In addition, al of the Northeastern | SOs are discussing the development of procedures that will help
reduce checkout problems.

Second, BME currently lacks the ability to determine whether generators are running “out- of-
merit” order. Unitsare put on "out-of-merit" by loca distribution companiesin order to preserve loca
reliability or manage contingencies or overloads of transmisson facilities not under the NY1SO's contral.
These unit commitments are not made by the NY1SO’s scheduling software. There is currently no
mechanism to pass the out-of-merit generator schedulesinto BME. Thus, when BME eval uates these
"out-of-merit" generators, it schedules them asif they turn off at the economicaly appropriate time.
However, the duration of the out- of-merit commitments made by the loca distribution companiesto
these units may last for severa hours or the remainder of the day, creating a conflict between BME
schedules and the actua dispatch of the system. This can lead to subgtantial errors. The NYISO is
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working to address this problem by developing adisplay and logging function through which schedules
for dl out-of-merit units will be maintained and made an input to BME, thereby ensuring that they are
scheduled appropriately.

Third, BME has encountered a number of problems tracking the performance of intermittent
generation, combined cycle turbines and certain PURPA units. The NY SO has engaged in extensve
discussions with the owners of these units to find ways to improve the qudity of the hourly schedules
that they submit to the NY1SO through their bids. Because these units tend to be off-schedule for
extended periods of time, the NY SO is conducting negotiations that will permit BME to use their actud
output, rather than prior schedules to predict and schedule them for the coming hour.

The NY1S0 is dso working to reduce the diverging effect of “changes in the amount of load
assumed by BME versus the amount that must actudly be met in red-time” This problemislargdy
attributable to export transactions that are not properly scheduled by the exporter in the receiving
control area. When this happens export |oad that BME expected to serve in red-timeisdiminated in
the checkout process between the NY 1SO and the receiving control area 30 minutes before the hour.
Like failed import transactions, thisis aregular problem for the Nertheast Northeastern 1SOs. The
NY SO has been trying to address it using the same methods described above in connection with
import transactions.

With respect to “[d]ifferencesin the security mode used in the two programs which resultsin
different sets of congraints being considered in the two environments’ the NY 1SO has focused on two
aress. Firg, the Consolidated Edison Company of New York, Inc.’s (* ConEd”) bulk power
transmission system is secured by the NY1SO’ s Security Congtrained Unit Commitment (“SCUC”)
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software®™ and BME against pre and post contingency violations. However, some portions of ConEd's
bulk power network were historically not secured by SCD in red-time, but were instead managed by
ConEd' s operations staff. By pre start-up agreement this operating arrangement has continued to the
present as the most prudent process to follow from ardiability standpoint during initid NY1SO
operation. It has become apparent, however, that this scheduling and operating methodology causes
divergences between BME' s price forecasts and redl-time prices which contribute to red-time price
volatility. TheNYISO iscurrently engaged in discussons with ConEd thet are intended to result in dl of
the bulk power e ements of ConEd' s transmission system being secured in red-time by the NY 1SO.
The NY1SO expects to assume this respongibility as soon as dl remaining operating issues are resolved.
Second, the NY SO has determined that BME-SCD divergence is exacerbated by SCD’s
inability to recognize the congraint costs associated with the hourly interchange schedules established by
BME. SCD adjugs schedulesto internd NY CA energy every five minutes to hold these interchange
schedules constant with each of the neighboring control areas as system load conditions change during
an hour. BME seesthe NY CA, the proxy busses of its neighbors and the transactions requesting
service at each of them and solves scheduling problems for the hour. In so doing, BME resolves dll
transaction scheduling issues, including those resulting in congestion at proxy buses. When SCD
executes, dl congestion has been resolved, feasible schedules exist with each control area, and therefore
the proxy bus prices computed by SCD do not reflect congestion problems, and respective congestion
cogts, that were present in the BME execution. The problem arises only when more service is
requested across control area boundaries (interfaces) than can be accommodated within the flow limits

on those interfaces or by the limit to the total hourly change in control areaiinterchange, i.e., when BME

6 SCUC is acomputerized agorithm that calculates pricesin the NY I SO-administered day-
ahead markets.
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detects congestion between the proxy busses and the NY CA caused by flow and schedule change
limits. When this occurs, SCD computed proxy bus prices do not correctly reflect the congestion costs
inherent in the BME scheduling of those transactions.

The NYISO is pursuing short-term changes that will incorporate congestion informetion into the
SCD prices used for the subsequent settlement process. On alonger-term basisthe NY 1SO will
develop a means to incorporate the gppropriate congestion costs into the origina SCD computed proxy
bus prices.

Finally, with respect to “changes in transmission topology that occur unexpectedly
the NY1SO gaff believes that thisis an inherent problem and that cannot be diminated. Therefore, the
NY IS0 expects that it will, inevitably, continue to be the cause of differences between the prices
estimated by BME and those that occur in redl-time. The NY1SO aso expects, however, that the
divergence between BME and red-time prices will be greatly reduced by the improvements discussed
above.

7. Price Convergence

The NY1SO saff sands by the position it took in the Answer, and in Docket No. EL 00-90-
000, that &llegations concerning the adverse consequences of the divergence between pricesin its
day-ahead and redl-time markets are exaggerated. The NY1SO staff does not believe that perfect
convergence of day-ahead and real-time prices was one of the gods of the NY1S0O’s market design.

Resdl-time prices are, and, for avariety of reasons, will likely continue to be more volatile than day-

o See New York Independent System Operator, Inc.’s Answer to Morgan Stanley Capital

Group, Inc.’s Complaint and Request for Fast-Track Processing, Docket No. EL00-90-000 (July
17, 2000) (addressing day-ahead, real-time convergence issues in the body of text and its attached
affidavits)
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ahead prices. It istherefore to be expected that LSEs will be willing to pay a premium to avoid
exposure to the more risky red-time market.

The NYI1SO daff has determined that on average, day-ahead prices have been approximately
$6.17 higher than redl-time prices from January 1 through August 16, 2000, and that this differenceis
congstent with the specified difference between day-ahead and red-time prices® The NY1SO gtaff
does not believe that day-ahead and real-time prices will have reached an efficient equilibrium only
when there is perfect convergence between them. Similarly, it does not believe that the average
divergence experienced thus far is necessarily inefficient, athough it acknowledges that day-ahead and
real-time prices may converge to a somewhat greater extent as the NY I SO-administered markets
mature. In addition, the NY1SO has previoudy explained that the day-ahead-+eal ahead/redl-time
price divergence does not send incorrect price signals, exacerbate market flaws that-are--theprocess
of-being-corrected, dow the correction of market flaws or otherwise harm market participants.

The NYI1SO has dready addressed the reasons for the lack of convergence between BME

price forecasts and real-time prices® Unlike the divergence between day-ahead and real-time prices,
the NY 1SO agrees that the difference between BME and real-time pricesis problematic and, dthough
some divergence isinevitable, istaking steps to reduce it.

8. Revision of Advisory Bills and Settlement Information

The NY1SO's hilling and settlement procedures have continued to experience software and
technica problems that have prevented the issuance of fina billsto market participants. The NYISO is
aware of the difficulties that this has posed for market participants and does not take them lightly.
Indeed, in early Augugt, the NY1SO believed that it had resolved dl billing problems and effectively

o7 See Attachment V.

%8 See supra Section 6.
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completed itswork inthisarea. By late August, however, the NY1SO redlized that a combination of
factors, e.g., unforeseen metering anomalies, incorrect beginning and end-date data for certain
Trangmission Congestion Contracts (“TCCs’) in the TCC database, and a handful of other previoudy
undetected hilling code problems would create ancther delay in the findization of its bills.

Its recent setback notwithstanding, the NY1SO has successfully addressed a number of
software and technical problemsthat led to billing and settlement problemsin the past. The NYISO's
corrections include:

Accurady reflecting BPCG payments to externd suppliers;

Preventing BPCG cogts from being ingppropriately assgned to LSEsin locd reliability
Cases,

Eliminating a software flaw that incorrectly calculated bills asif L SES were purchasing
energy a their load busses to replace curtailed imports;

Correcting for excess load curtailmentsin certain PURPA curtailment cases,

Ensuring that day-ahead regulation payments were accurately accounted for in cases where
units were dispatched to provide energy in red-time;

Using correct MW/mile co-efficients when alocating congestion balancing charges,

Fixing an adminidirative error that caused the NY SO to confuse TCCs and grandfathered
transmisson rights;

Making reserve payments to grouped units; and

Allocating TSCsusing a correct DFAX table.
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In addition, the NY SO has worked with New Y ork’ s transmission owners to improve the flow
of timely and accurate load and metering information. Asthe NY1SO explained in its Answer, both the
NY1SO and the transmission ownersiinitialy underestimated the technica chalenges presented by billing
but both have gained a better understanding of the process over time. The NYISO has also
successfully sped up the billing process. Whereas in the early months of NY SO operationsiit
sometimes took as much as two weeks from the end of the month to issueinitid bills, May, June and
July hills were dl issued within five days. The NY1SO expects to continue to issue bills within this
timeframe in the future. In addition, the NY SO now performs intra-monthly billing re-runs as soon as
information concerning price corrections is received, rather than waiting until the end of the month asiit
had in the past.

With these improvementsin place, the NY1SO bdievesthat it is nearing the end of its effort to
fix its billing sysem. Nevertheless, due to its recent difficulties the NY1SO now expects that rebilling for
November, 1999 will not be complete until mid- September. Rebills for December, 1999 will be
complete by the third week of September. January, February and March rebills will be complete by the
beginning of October and April, May and June rebills will be complete by the middie of October.
Similarly, the NY1SO aso expectsthat it will complete the true-up processfor: (i) November and
December, 1999 bills by the third week of September; (ii) January hills by the end of the first week of
Octaober; (iii) February and March bills by the end of October; (iv) April and May bills by the end of the
third week of November; and (v) June bills by the end of the first week of December. July and August
rebills and true-ups should follow in December. The NY SO saff is not satisfied with this schedule but
it isthe best that can be done under the circumstances. Future bills will be rebilled and trued-up ina
much more expeditious manner and, in light of the NY ISO’'smany fixesinthisarea, itisvery unlikdy
that amgor billing backlog will develop again.
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Looking ahead, and in recognition of the importance of providing market participants timely,
accurate billing and settlement information, the NY 1SO has participated in the formation of a specid
BAWG sub-group which will make recommendations to the full BAWG on additions or revisonsto the
NYISO's billing and settlement procedures. The NY SO will work diligently to implement any
enhancements that are adopted by this group.

In short, the NY 1SO believesthat it has greatly improved its billing and settlement procedures.
However, as of thiswriting, it has not yet been able to overcome al of the effects of its past problems.

9, Ancillary Services Prices:

Inits Answer the NY 1SO explained that, with the obvious exception of its 10-minute reserves
markets, its ancillary services markets had performed in aworkably competitive manner and should not
be subjected to cost-based bidding rules, price caps or “price screens.”  For the same reason, the
NY SO opposed the impaosition of temporary bid caps on its ancillary service marketsin late June.
Nothing has changed since May to cause the NY1SO to dter its position. To the contrary, al of the
NY1SO'sancillary services markets, excluding the still restricted 10-Minute NSR portion of the reserve
market, have been workably competitive. Regulation, 10-Minute Spinning Reserves and 30-Minute
Reserves prices have dl moved within arelatively narrow range. There have been afew price spikes,
but all were short-lived and were étributable to identifiable and legitimate market circumgtances. Indl
three markets, adequate quantities of supply were generdly available to meet demand. Prices have
therefore not risen to levels or evinced the kind of volatility that has caused the Commission concerniin
other proceedings.®

TheNYISO is confident that these results are not accidental. Reather, it believesthat a

combination of software corrections, market improvements and more robust market monitoring have

& See Attachment V for additiond discussion.
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mitigated the conditions that caused regulation and 10-Minute Spinning reserves Reserves prices to
ecaate dramaticdly from December, 1999 through February 2000. The NYISO's efforts to rectify
problemsin is the 10-Minute NSR portion of its reserves market, which have more to do with high
market concentration levels than design flaws, are discussed above in Part V.

10. Hydro-Quebec Import Limitations :

The NY SO resolved the reservesissue that required it to limit HQ importsto 1200 MW in late
May. Thus, on June 1, 2000 the NY SO increased the HQ import limit to an 1800 MW leve for the
NY1SO BAM-ard-RFM day-ahead market and real-time market.

Unfortunately, the increase in imports dmost immediately crested severe, recurring red-time
low voltage problems at critica buses on the New Y ork State transmission system. In order to restore
voltage levels to normd, and to preserve reliability, the NY SO was frequently forced to cut HQ import
and whed-through transactions in redl-time even though they had been scheduled day-ahead. Studies
conducted by the NY ISO prior to increasing the HQ import limit did not predict the resulting voltage
problems because they did not consider the relationship between variations of HQ imports above 1200
MW and voltage and reactive limitationsin New York. Indeed it took weeks for the NYISO to
ascertain the cause of the problems. In any event, after reviewing the problem, the NY 1SO temporarily
limited HQ imports to 1500 MW and launched a more in-depth investigation intended to establish the
true amount of HQ imports its system can accept without experiencing serious voltage problems.

The NY1SO announced the change on August 8. A copy of its Interim Evaluation of Hydro
Quebec Import Capability, which explains the reasons for the reduction and includes a graph clearly
demondtrating the downward pressure HQ imports greater than 1500 MW have on voltage levelsin
New York. A copy of the Interim Evaluation is gopended to thisfiling as Attachment 1X, and isdso
posted on the NY SO’ s web-Ste,
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11. Additional Issues:
In addition to the dleged and actud market flaws identified in the Bid Cap Order the

Commission directed the NY SO to address “whether additiona changes are necessary” in its
markets.” The Bid Cap Order aso indicated that this combined-complance filing-and-report Report
should provide the Commission with a* comprehensive picture concerning al the sgnificant changes
NY SO has implemented and those that are till under review in dl of the NY1SO’'s markets.” ™

Consgtent with these ingtructions, the following sections address a number of projects that the
NY SO has undertaken to eliminate software problems and/or otherwise improve its markets. Three
amilar effortsinvolving the NY1SO’ s reserves markets are discussed abovein Part 111.C.9. In generd,
the projects described herein are aimed at correcting market flaws that have madethe NYISO's
Commissiongpproved market design function less efficiently than origindly anticipated. They are thus
distinct from a substantially larger group of market improvements that the NY1SO is pursuing in order to
enhance its markets and make them function better than originaly contemplated, e.g., cregting trading
hubs. Because this latter category of improvements are not being indtituted in response to “ market
flaws’ the NY1SO has not described them in detail in thisfiling.

For informationa purposes, the NY SO has appended a copy of the most recent “NY1SO
| ssues/Concepts Management List” (“Project Ligt”) to thisfiling as Attachment X. The Project List
describes dl of the NY1SO'’s current projects, with the exception of those that have been launched very
recently, including: (i) both those that will, and those that will not, ultimately require FERC filings, and (ii)
those that have, and those that have not, been undertaken to correct market flaws.

0 Bid Cap Order, slip op, at 23.
L}
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The NY SO continuoudy andlyzes the performance of its markets and is currently investigating
certain other possible market flaws. The NY SO has concluded that it would be ingppropriate to
identify these flawsin thisfiling sSince doing so could compromise ongoing investigations and provide a
road-map for possible gaming by market participants.

a. BME Improvements

The NY IS0 has joined with market participantsinvolved in the Scheduling and Pricing Working
Group (“S&PWG”) to find a permanent solution to the BME' s forecasting problems. Because
reliability consderations make it absolutely essentid that the BME' s operations not cease while
permanent solutions are implemented, the NY 1SO isworking with the S& PWG to identify suiteble
short-term measures that will protect market participants from financia harm.”? Specificaly, certain
S&PWG participants have recommended either that: (i) BME no longer make decisions about imports,
exports and off-digpatch generation based upon its estimate of forecast prices; or (ii) that a guarantee
mechanism be established to prevent market participants from being harmed by inaccurate BME
decisons. The NY1SO recently agreed to report back to the S& PWG on the technica feasibility and
economic effects of both short-term proposals at the S& PWG' s September 12th meeting. The
NY SO will dso work with market participants to explore longer term BME improvements.”

b. Virtual Bidding

Asthe NY1SO explained in arecent pleading in Docket No. EL00-90-000, it does not

believe that the existing limitations on “virtud bidding,” i.e., direct bidding by “non-physica” or

2 These efforts are in addition to those described supra in Part V1.B.6.

3 This project is not listed on the NY1SO's Project List.

“ See New York Independent System Operator, Inc.’s Answer to Morgan Stanley Capital

Group Inc.’s Complaint and Request for Fast-Track Processing, Docket No. EL 00-90-000 (July
17, 2000).
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“financid” market participants, such as marketers and brokers, in its markets congtitutes a design flaw.
Neverthdess, the NY1SO recognizes that the introduction of “virtua bidding” may enhance the

NY | SO-administered markets and has worked out a phased virtuad bidding implementation plan with its
gtakeholder committees. Under the current plan, the NY1SO will work to implement virtua load
bidding, on astaged basis. The NY1SO has agreed to examine feasble methods of implementing virtud
supply bidding, which poses more difficult technica challenges, somewhat later.

The NY1SO's efforts to implement interna” virtual load bidding are underway and it is aready
grappling with a number of demanding technica problems. Asthiswork proceeds, it is becoming
increasingly clear that establishing virtud bidding will be chdlenging, and that the process must be
managed very carefully, since there could be severe financia and reliability consequencesif the linkages
between the exiting “totally physica” and the to-be created financial markets are not constructed
properly. The NY1SO has aso come to recognize that it may be necessary to closely coordinate the
expanson of virtud bidding with the correction of software problems that currently restrict the use of
price sengtive load bids by participants in the NY 1SO-administered markets.” It is therefore possible
that the NY1SO will propose that the start of the implementation of virtua bidding be deferred, or that
the time between implementation stages be lengthened. However, the NY1SO has not yet reached this
conclusion and will not do so until it has: (i) completed discussons with its software vendor; and (ii)
thoroughly discussed the implementation question, and any potentia impediments to implementation,
with the committees.

c. Additional Modifications to the NYISO’s Security Constrained Unit
Commitment Software

75 Currently, only LSEs may submit internal demand bids in the NY 1SO-administered markets.
Non-physica market participants, may, however, submit virtua bids at externa proxy buses.

e See supra Part V1.B.1.
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The NYI1SO isds0 in the process of implementing avariety of improvementsto its SCUC
Software

Firgt, SCUC currently does not calculate margina losses based on expected loads and
generation but uses margina |osses averaged over aprior day. SCUC aso failsto properly account for
margind losses at externd proxy busesin certain of itsrdiability Seps. Thisisinefficient because a
certain pointsin the SCUC process, commitment decisions that choose between importing energy and
incurring the startup and minimum load codts of interna capacity are being biased by thisomission,
leading to potentidly inefficient commitment decisons. The NY SO has pledged to solve this problem
in a Commission approved settlement agreement.””  The NY SO is currently testing software changes
that would correct this problem and expects that they will bein place by the end of October.

Second, externa |oad must be dropped from SCUC' sforecast |oad step. Presently, externa
loads are being included in the forecast load and local reliability passes of the SCUC. Cepacity is
committed in these passes to include the level of externd load cleared in the bid-load commitment. The
dispatch of the units in these passes may result in externa loads being backed down to the extent that
they are not willing to pay the LBMP prices determined as aresult of the SCUC preiminary unit
commitments. This can lead to Stuations, particularly on high load days with alarge difference between
bid load and forecast |oad, where SCUC will commit very expensive interna generators in the forecast
load passes to serve externd loads that would most likely not be served in red time if the expected
forecast |load were realized.

7 The NY SO made this commitment in a settlement agreement submitted to the Commission on

May 16, 2000 in Docket Nos. ER97-1523-000, ER97-1523-044, OA97-470-000, OA97-470-042,
ER97-4234-000 and ER97-4234-040. The settlement was gpproved by the Commission on July 26,
2000.
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Third, the NY1SO is consdering SCUC changes that would make its Phase Angle Regulator
(“PAR") scheduling methodology more closaly match operationd redlity, which may result in lower
commitment and dispatch costs than its current approach. Hourly schedules for PARs, both internd to
the NY CA and located at interfaces, are arequired SCUC datainput. Currently, al PAR controlled
fecilities are desgnated to maintain the hourly schedules as constant power flows. The NY1SO intends
to implement software changes that would dlow PAR contral to action to mitigete or minimize
congestion associated with red power trandfer limitations.

d. Additional Modifications to the NYISO’s Security Constrained Dispatch
Software

In addition to the changes described in other parts of this compliance filing, the NYISO is
implementing a number of additiond improvements to fix problemsin SCD.

Fird, the NYISO is atempting to add new economic parametersinto SCD’slogic. Currently,
SCD atempts to find a digpatch solution to every set of congraint conditions within a five-minute
interval, no matter how high the cost of doing so. However, the NY1SO has determined that SCD
could sometimes solve congraints much less expengvely, without sacrificing rdiability, if it had the
cgpability of consdering adightly longer time period. For example, new logic could be incorporated
into SCD that would permit it to consder whether it would be more economic to solve for congtraints
over afive-minute period if the cost of solving for them over afive minute period would exceed a certain
threshold. The NY1SO has made developing such logic a high priority.

Second, the NY SO hopes to ingtitute a more gradud phase-in of transmisson limit changesin
SCD. This correction would dampen the effects of thunderstorm derts and scheduled maintenance,
which are presently accounted for in asingle SCD interva. For example, when thunderstorm aerts
occur, ate reliability rules require the NY SO to cal on enough eastern suppliers to make the area
located east of Central-East more dectricaly sdf-sufficient in order to reduce the system’ s vulnerability
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to lightning induced blackouts. SCD currently implements this change in asngle intervd, ingtantly
causing amagjor spike in eastern prices and a mgjor downswing in western prices. The NY1SO intends
to introduce SCD modifications in the near future that will alow the software to account for the effects
of events over severd intervals and thereby diminish their impact. More broadly, with respect to
thunderstorm derts, the NY1SO hopes to work with its committees and the New Y ork State Public
Service Commission to review the economic effects of thunderstorm dert-related reiability rulesand to
determine whether they should be modified to reflect New Y ork’ s move from traditiond regulation to
competition in the dectricity indudtry.

Third, the NY1SO isworking on a number of SCD modifications in support of its effortsto
reduce the divergence between BME and SCD prices.”

Finaly, as was noted supra in Section 6, there is a subgtantia flaw in the way in which SCD
caculates prices a externad proxy buses under certain conditions. The flaw may cause aszable
discrepancy between the external proxy bus price caculated in the BME and the redl-time price
cdculated in SCD, which can create uplift when in fact there should belittle or no uplift. The problem
arises because SCD is unable to recogni ze the congtraint costs associated with the hour’ s interchange
schedules. The NY1SO isreviewing avariety of possible solutions to these problems. Itisdsointhe
process of determining whether additiona steps are warranted in this area.

e. Making Qualifying Facilities and Independent Power Producers Directly
Dispatchable by the NYISO

The NY SO has been working with New Y ork’ s transmisson owners to find ways to facilitate
the NY1SO digpatching of Qudifying Facilities (“QFs’) and Independent Power Producers (“IPPS’).
Increasing the digpatchability of these units would increase the NY1SO’s scheduling flexibility in red-

8 See supra Section 6.
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time, which would help to mitigate price spikes and bring other market benefits. Previoudy, the NY1SO
has had little authority in this area and QF/IPP scheduling has been handled by each transmission owner
pursuant to its own rules and procedures. The NY1SO has made substantia progress working with
transmisson owners to gain direct control over the dispatching of these units. Additiona work needsto
be done with the QF and IPP owners. Nevertheless, the NY1SO will have the ability to dispatch some
QFsand IPPs directly by the end of the year.

f. Load Forecasting

The NYISO considers market participants bids and load forecasts in developing its estimate of
forecasted load. In some casesthe NY 1SO has observed very high market participant |oad forecasts
and bids. The NY1S0O recently addressed this problem by adopting a new policy pursuant to which it
regjects any market participant’s load forecast, and usesits own forecad, if the participant’s forecast is
more than 5% greater than the NY1SO'sfor the areaand time. This solution eiminated potential
inefficiencies and gaming incentives. The NY ISO has not had enough time to determine whether it will
bring tangible benefits, or have unexpected incidenta effects.

g. Open-Access Same-Time Information System (“OASIS”’) Matters

The NY1SO is currently undertaking a comprehensive review of its OASIS posting procedures
to ensure their compliance with the applicable provisions™ of Order No. 889 and its progeny.® In

particular, the NY IS0 is taking steps to ensure that it promptly posts. (i) transmission owners requests

7 The Commission has granted the NY1SO alimited waiver of certain of its OASIS requirements
to reflect the differences between its LBMP-based transmisson system and physically-based
transmisson sysems. See Central Hudson Gas & Electric Corp., 88 FERC 61,253 (1999).

80 See Open Access Same-Time Information System and Standards of Conduct, Order

No. 889, FERC Stats. & Regs. 31,035 at 31,586 (April 24, 1996), order on reh'g, Order No. 889-
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to commit generators that were not committed in the day-ahead market for locd reliability purposes,
and (ii) information on available transmisson capacity and tota transmisson capacity for dl pathsinto,
through and out of the NY1SO.

h. Automatic Generation Control (“AGC”)

In the next few months, the NY1S0 will findize itsimplementation of anew AGC system,
replacing the outdated system it inherited from the NYPP. Thisimprovement will send generators which
provide regulation much smoother sgnas and reduce the variability of system conditions between SCD
intervals.

i Improper Curtailments of Export Transactions

Although the NY1SO has successfully corrected a SCUC scheduling problem that was leading

to erroneous export curtallments, see infra Part V11, amuch less serious problem persists that could
occasiondly cause export transactions to be improperly curtailed. Export transactions are currently
scheduled on the basis of their Snk price cap bids but are curtailed on the basis of the incrementd bid of
the generator that actudly suppliesthe energy. Asis noted below, the NY ISO has fixed a software
problem on the scheduling side that previoudy caused improper curtailments. However, the NY SO
aso intends to change its procedures so that exports are curtailed on the basis of the exporter’s sink
price cap bid, not the generator’ sincrementd bid, in order to avoid the occasiond curtaillment errors
that would otherwise result.

Je Ramping Issues

The NY1SO daff and the committees are considering severa ramping issues that have arisen
between the NY1SO and PIM, and which have led to curtallments. NY1SO gaff is currently working

to determine which of these ramping problems are “ seams’ issues that can be addressed by discussons

A, FERC Stats. & Regs. 131,049 (March 4, 1997), order on reh'g, Order No. 889-B, 81 FERC
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between the NY SO and PIM, and which, if any, are market flaws that the NY1SO can address alone.
NY SO gaff will work with the committees to identify the most effective ways to address any ramping
problems that are attributable to NY SO market flaws.

k. Additional Market Flaws

On September 6, 2000, William J. Musdler, the NYISO's President and Chief Executive
Officer, announced that the NY1SO had identified two additiond market flaws®® after extensive

consultations with its market monitoring unit and independent Market Advisor. Thefirst market flaw
has to do with hour-ahead bidding strategies involving externd transactions (i.e.. imports and exports
that are cut in the inter-Control Area transaction check-out process during the time between the
completion of the NYI1SO's BME andysis and the SCD operating hour. The second invalvesthe
caculation of red-time energy prices at externa proxy buses during transmisson limitetion periods. The
NY1SO daff has concluded that both flaws have recently had substantial effects on prices and must be
corrected on an interim basis to give the NY1SO gaff and the committees more time to craft a
permanent solution. The NYISO therefore anticipates that it will soon announce new ECAsto address

the newly identified market flans®
VII. The NYISO’s Compliance with the NMEM Order

A. Background:

161,253 (1997), order on reh'g, Order No. 889-C, 82 FERC 1 61,046 (1998).

8l The announcement concerning the identification of these market flaws is posted on the
NY1SO's OASIS and on the “What's New” portion of itsweb Site at
<http://mww.nyiso.com/topicswhats_new/whatsnew.html>.

82 The ECAswill be available via OASIS, from the “What's New” portion of the NY1SO’s web-
gte and the market monitoring section of the webgite. See
[http:/Aww.nyiso.com/markets/mktmon.html].
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NMEM'’s complaint criticized the NY1SO for failing to fix a software flaw that was leading to
the erroneous export curtailment. The NMEM Order, rejected most aspects of NMEM’ s complaint
and directed the NY1SO to submit a* comprehensive filed statement of the status of changesthe
NY SO has made to correct the market flaws identified by [NMEM] in this proceeding, and a report
on the effects of the changes on the NY1SO’ s markets” The Commission added that it would use this
information to determine the need for further action, including the possibility of establishing
compensation mechanisms for the benefit of exporters whose transactions are curtailed.

B. Compliance Report

Inits August 10th Notice Concerning Docket Nos. EL00-82-000, EL00-70-001 and ER00-
3038-002, the NY1SO explained that a permanent fix to the software problem that was causing
erroneous export curtailments was successfully implemented on August 4. To the best of the NYISO's
knowledge, this correction has worked as intended and there have been no erroneous curtallments since
it wasingdtituted. It appearsthat snce August 4, export transactions are being scheduled in an
economicaly rationd manner and that the NY ISO’ s software modifications have not had unintended
adverse effects®® The NY SO will continue to dosely monitor the scheduling of export transactions
and will take whatever action is necessary to avoid future problemsin this area.

In an earlier pleading in Docket No. EL00-82-000,%* the NY1SO opposed NMEM’s claim
that the N'Y 1SO should be required to pay lost opportunity costs to exporters whose transactions were

curtailed prior to the completion of its software corrections. NMEM’ s claim is now moot, since the

8 On August 22, 2000, the NY1SO issued a press release declaring its software fix a success and

noting that no market participants had complained of export problems since the fix was implemented.
See Attachment XI.

8 Request of the New York Independent System Operator, Inc., for Leave to Submit

Supplemental Answer and Supplemental Answer, Docket No. EL 00-82-000 (July 24, 2000).
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NY1SO's software corrections are now in place. Moreover, the NY SO does not believe that it would
be appropriate for the Commission to require the NY1SO to pay lost opportunity costs to exporters
whose transactions are curtailed in the future. Asthe NY SO explained in Docket No. EL00-82-000,
export transactions are curtailed or adjusted only when necessary to maintain system reliability, or when
requested by the exporter for economic reasons pursuant to its Sink price cap bid. Such curtailments
and adjustments are an inherent part of an exporter’ srisk of doing businessin atransmisson system that
does not have infinite capacity. The NY1SO does not believe that it should be expected to insure such
risks, especidly snceit does not monitor bilateral transactions and has very little information about
them.
VIII. Conclusion

WHEREFORE, for the foregoing reasons the New Y ork Independent System Operator, Inc.,

respectfully asks that the Commission accept this combined compliance filing and report.
Respectfully submitted,

NEW YORK INDEPENDENT
SYSTEM OPERATOR, INC.

By

Counsd

Arnold H. Quint

William F. Young

Ted J. Murphy

Edwin G. Kichline

Hunton & Williams

1900 K Street, N.W., Suite 1200
Washington, DC 20006-1109
Of Counsdl
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September 1, 2000 (as corrected on September 8, 2000).

CC: Mr. Danid L. Larcamp, Director Office of Markets, Tariffs and Rates, Room 8A-01,
_________ Te.(202) 208-2088

Ms. Alice M. Fernandez, Director Office of Markets, Tariffs and Rates — East
Divison, Room 82-15, Td. (202) 208-0089
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Ms. Andrea Wolfman, Office of the Generd Counsdl , Room 101-29,
Tel. (202) 208-2097
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-FOOTNOTE 1-
New Y ork Independent System Operator, Inc., 91 FERC 61,218 (2000); reh’ g pending.

-FOOTNOTE 2-
Strategic Power Management, Inc. v. New Y ork Independent System Operator, Inc., 91 FERC
161,338 (2000).

-FOOTNOTE 3-
New Y ork Independent System Operator, Inc., 92 FERC 161,051 (2000).

-FOOTNOTE 4-
New Y ork Independent System Operator, Inc., 92 FERC 61,073 (2000).

-FOOTNOTE 5-
NiagaraMohawk Energy Marketing, Inc. v. New Y ork Independent System Operator, Inc., 92 FERC
11 61,060 (2000).

-FOOTNOTE 6-
On the other hand, the NY I SO-administered markets were aso under unusual pressure on account of
the unavallability of amgor nuclear generating unit.

-FOOTNOTE 7-
SeeinfraPart V1.B.11(a) -

-FOOTNOTE 8-

The reative priority of developing market improvements vis-a-vis correcting market flawsis determined
by the NY1SO saff and the committees. The priority that has been assigned to al current NY SO
projectsisindicated on the “NY 1SO Issues/Concept Management List” appended to this Report as
Attachment X.

-FOOTNOTE 9-
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Buetothereed To gain additiond time to resolve certain tariff issues with affected market participants
the NY 1 SO was-unableto-irehude-opted to omit these tariff sheets from the September 1 filing and to

include them instead in the September 8, 2000 corrected version of the Report. The NYISO believes
that thls delg was beneflud masmuch a5 it was ableto bund suggrt for its proposed tanff

ﬂ&dg sought Ieave to submlt the& tarlff sheets out -of -1i
wedk-of September-4.-2000.

-FOOTNOTE 10-
See supran. 9.

-FOOTNOTE 11-
Reserves Order, dip op. at 32.

-FOOTNOTE 12-

The request that the interim bid cap be lifted gradudly originated with the Management Committee and
was not part of NY SO gtaff’ s origind proposal. Neverthdess, NY SO gaff willingly defersto the
wishes of the participants in the NY 1SO-administered markets and supports the request.

-FOOTNOTE 13-
May 31 Order, dip op. a 14.

-FOOTNOTE 14-
May 31 Order, dip op. at 31.

-FOOTNOTE 15-

June was chosen because it isa trangtiona month, with highly varied weether in which the NY~GA New
York Control Area experiences avariety of transmisson system conditions. NY 1SO staff therefore
believestha Juneis reasonably representative of conditions during the rest of the year. This gpproach
was accepted by the NY1SO’s volunteer reserves working group.

-FOOTNOTE 16-
NERC rules preclude the NY1SO from dtering the total 1200 MW NY-GA New Y ork Control Area
reserves requirement.
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-FOOTNOTE 17-
Reserves Order, dip op. a 28.

-FOOTNOTE 18-

The NYISO has considered a number of shorter-term options for indituting a transmission capecity
optimization system mere-guiekly but has concluded that they would result in additiona transmission
congestion which would adversely affect the energy market.

-FOOTNOTE 19-

Assuming that the reserve markets are workably competitive in the future, reserve clearing prices should
generdly be lower than energy clearing prices and it would thus often be economically irrationd to set
asde scarce transmission capacity for reserves when it could be used to support energy transfers.
However, it could be econmicaly rationd to use transmission capacity for reserves when the differentiad
difference between reserves prices on both sides of Centra-East was greater than the differentid-in
difference between eastern and western energy prices.

-FOOTNOTE 20-
However, certain market participants believe that tariff changes would be necessary. The NY SO staff
has not completed its review of this question.

-FOOTNOTE 21-
Reserves Order, dip op. at 14, 31.

-FOOTNQOTE 22-
See Attachment |.

-FOOTNOTE 23-

The NY1SO gaff understands that some market participants object to the use of HHIs as a market
power standard in this context. However, NY1SO daff believesthat HHIs are a helpful indicator of the
level of concentration of ownership of resources capable of supplying 10-Minute NSR.

-FOOTNOTE 24-
Reserves Order, dip op. at 26, 31.



-1969-001 (July 6, 2000).

-FOOTNOTE 3% 32-
The largest gasturbinesin the NY-GA New Y ork Control Area are located at the Wading River facility.
Each of these turbines has a maximum generating capacity of gpproximately 76 MW.
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-FOOTNOTE 33-

See Protest of KeySpanRavenswood, Inc., Docket No. ER00-1969-001 (July 6, 2000).
-FOOTNOTE 32 34-

The NY1SO gaff’ s assessment of the competitiveness 10-Minute NSR, 10-Minute Spinning and 30-
Minute reserves markets, is set forth in the Affidavit of James H. Savitt. See Attachment V.

-FOOTNOTE 33 35-
The market monitoring unit will aso carefully monitor the BPCG component of bids supplier payments
to ensure that BPCGs do not besere provide a vehicle to circumvent the trangtiona bid caps on

eastern 10-Minute NSR suppliers for so long as they the caps remain in effect.

-FOOTNOTE 34 36-
This aspect of the NY1SO’s proposa was endorsed by a 62.58% vote of the Management Committee.
A 58% vote isrequired for gpproval.

-FOOTNOTE 35 37-
The NY1SO's revised market mitigation measures were approved by the Commission on March 29,
2000 in New Y ork Independent System Operator, Inc., €. a., 90 FERC 1 61,317 (2000).

-FOOTNOTE 36 38-
SeeinfraSection V1.B.1. -

-FOOTNOTE 37 39-

This effort is digtinct from the one initiated by a request-for-proposal concerning apreiminary
assessment of the feasibility of creating a combined Northeastern day-ahead energy market which was
recently jointly issued by the NY1SO, 1SO New England and the Ontario IMO.

- FOOTNOTE 38 40-

EGA-R—has&eempaFd@Lee’l)-Lead-bem For examgl e the NYI SO understends that ECAR has aresgrve
sharing arrangement which permits it to carry only 3500 MW of reserves thankste-sharing)-. By
contrast, the four Northeastern 1 SOs, which have a combined |oad comparable to ECAR but which
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lack a reserve sharing arrangement, currently carry approximately 7500 MW of reserves.

-FOOTNOTE 39 41-
The NY1SO has dso made substantial progress towards increasing the amount of 30-Minute Reserves
that can be supplied to the NY~CA New Y ork Control Area from Hydro Quebec.

-FOOTNOTE 40 42-

The Commission firg granted the NY1SO’ s request for TEP authority for a 90 day period starting with
the commencement of NY1SO operations, i.e., from November 18, 1999 to February 16, 2000. New
Y ork Independent System Operator, Inc., 88 FERC 1 61,228 (1999). Subsequently, the Commission
extended the NY SO’ s TEP authority for an additional 90 days, expiring on May 16, 2000. New Y ork
Independent System Operator, Inc., 90 FERC 161,320 (2000).

-FOOTNOTE 4% 43-
TEP Order, dip op. at 10.

-FOOTNOTE 42 44-
Id.

-FOOTNOTE 43 45-
See [ http:/AMww.nyiso.com/marketsmktmon.html].

-FOOTNOTE 44 46-
These include software enhancements and other measures, notably negotiating with generation owners
to reduce the number and sze of multi-block bidding units.

-FOOTNOTE 45 47-
See Attachment VIII-E.

-FOOTNOTE 46 48-
The NY1SO does not review the advisory hour-ahead prices cdculated by BME because they are not
used in settlements.

-FOOTNOTE 4% 49-
See Order No. 2000 at 31,218 (“While an RTO must ensure that the final market-clearing prices are
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correct, market clearing procedures should minimize price recaculations. Also, any price recaculation
should be done quickly. Otherwise, market participants could incur large transaction costs in attempts to
hedge againgt such risk.”)

-FOOTNOTE 48 50-
The relaionship between the frequency of red-time reservations and real-time correctionsis depicted in
Attachment VI1II-D.

-FOOTNOTE 49 51-

Complaint of New York State Electric & Gas Corp. to Suspend Market-Based Rates for Energy
Markets and Request for Emergency Technical Conference, Docket No. EL0O-70-000 (April 24,
2000), as amended, May 10, 2000.

-FOOTNOTE 50 52-

New Y ork Independent System Operator Inc.’s Answer to Complaint of New Y ork State Electric &
Gas Corporation to Suspend Market-Based Rates for Energy Markets and Request for Emergency
Technical Conference, As Amended, and Answer to Strategic Power Management’s Supplement to
Complaint Requesting Fast- Track Processing and Motion to Consolidate, Docket Nos. EL 00-70-000,
EL00-67-000 (not consolidated) (May 25, 2000, as corrected May 31, 2000).

-FOOTNOTE 51 53

Exigent Circumstances Filing of the New Y ork Independent System Operator, Inc., at the Direction of
its Board of Directors Requesting Permission to Unilateraly Implement Temporary Bid Caps, Docket
No. ER00-3038-000 (June 30, 2000).

-FOOTNOTE 52 54-
Egtablishing demand response mechanisms will require tariff changes. Accordingly, the NY1SO intends
to submit proposed tariff revisons by April 1, 2001.

-FOOTNOTE 53 55-

These oftware limitations do not prevent entities from submitting virtud price sendtive load biddingto
aAyone-purehasing bids to purchase load to be exported from the NY-CA New York Control Area
However, they do redtrict the ability of market participants to utilize price senstive load bids for
transactions within the NY-GA New Y ork Control Area.
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-FOOTNOTE 54 56-
See Attachment V1 (Affidavit of Ricardo T. Gonzales))

-FOOTNOTE 55 57-
See, e.0., (add-examples) Part VI.B.6. See dso Part VIl (re-emphasizing the NY SO’ s successful
correction of an SCUC software problems that had been causing erroneous export curtailments.)

-FOOTNOTE 56 58-

Market participants scheduling imports submit decrementa bids to Sgna their willingnessto have an
import transaction curtailed. Lower decrementd bids indicate that a market participant does not want a
an import transaction to be curtailed. By contradt, higher Sink price cap bids indicate that a market
participant does not want an export transaction to be curtailed.

-FOOTNOTE 57 59-
Until the NYISO's temporary bid caps expire on October 28th market participants will not be alowed

to submit decrementa bids below negative $1,000 or sink price cap bids higher than $1,000.

-FOOTNOTE 58 60-

The NY1SO saff believes that the price effects of the “must-run” fix have not been large, and that the
system’ s positive effect, (i.e., substantidly reducing the frequency with which day-ahead externa
transactions are curtailed, outweighs its negative effect on price.

-FOOTNOTE 59 61-
See New Y ork Independent System Operator, Inc.’s Request for Partial Rehearing, Docket No.
EROO-3038-002, EL00-70-003 (August 25, 2000).

-FOOTNOTE 60 62-
July 26 Order, dip op. at 20.

-FOOTNOTE 6% 63-

Certain other communications related issues are addressed in other parts of this report. For example,
price reservations and corrections are discussed suprain Sestior—Part V, hilling issues are described
infrain Section —8, and OASIS issues are noted in Section —11(q).

-FOOTNOTE 62 64-
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Moreover, dightly lessthan hdf of dl transactionsinvolving New Y ork market participants take placein
the NY1SO-administered markets {BAM-and-RTFM)(day- ahead market and red-time market), the

remainder are bilaterd transactions.

-FOOTNOTE 63 65-
SCUC is a computerized agorithm that calculates prices in the NY |SO-administered day-ahead
markets.

-FOOTNOTE 64 66-

Cite NSO See New Y ork Independent System Operator, Inc.’s Answer to Morgan Stanley—(ane-its

Patton-Affidavit)- Capital Group, Inc.’s Complaint and Request for Fast-Track Processing, Docket No.
EL 00-90-000 (July 17, 2000) (addressing day-ahead, real-time convergence issues in the of text

and its attached affidavits.)

-FOOTNOTE 85 67-
See Attachment —(Savitt Affidavit) V.

-FOOTNOTE 66 68-
See supra Section 6.

-FOOTNOTE &4 69-

Ht See Attachment V for
additiona discusson

-FOOTNOTE 68 70-
Bid Cap Order, dip op, at 23.

-FOOTNOTE 69 71-
Id.

-FOOTNOTE #0 72-
These efforts are in addition to those described suprain Part —V1.B.6.

-FOOTNOTE 7 73-
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Thisproject isnot listed on the NY SO’ s Project List.

-FOOTNOTE 72 74-
See New York Independent System Operator, Inc.’s Answer to Morgan Stanley Capital Group Inc.’s
Complaint and Request for Fast-Track Processing, Docket No. EL0O-90-000 (July 17, 2000).

-FOOTNOTE 73 75-
Currently, only LSESs may submit internal demand bids in the NY ISO-administered markets. Non
physica market participants, may, however, submit virtual bids at externd proxy buses.

-FOOTNOTE 74 76-
See supra Part VI.B.1.

-FOOTNOTE ¥5 77-

The NY1SO made this commitment in a settlement agreement submitted to the Commisson on May 16,
2000 in Docket Nos. ER97-1523-000, ER97-1523-044, OA97-470-000, OA97-470-042, ER97-
4234-000 and ER97-4234-040. The settlement was approved by the Commission on July 26, 2000.

-FOOTNOTE #6 /8-

See supra Section —6.

-FOOTNOTE # 79-

The Commission has granted the NY ISO alimited waiver of certain of its OASIS requirements to
reflect the differences between its LBM P-based transmisson system and physicaly-based transmission
systems. See Centra Hudson Gas & Electric Corp., 88 FERC /61,253 (1999).

-FOOTNOTE #8 80-

See Open Access Same- Time Information System and Standards of Conduct, Order No. 889, FERC
Stats. & Regs. 131,035 at 31,586 (April 24, 1996), order on reh'g, Order No. 889-A, FERC Stats.
& Regs. 131,049 (March 4, 1997), order on reh'g, Order No. 889-B, 81 FERC P61;2531 61,253
(1997), order on reh'g, Order No. 889-C, 82 FERC 61,046 (1998).

-FOOTNOTE 81-
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The announcement concerning the identification of these market flaws is posted on the NYISO's
OASIS and on the “What's New” portion of its web Site at

<http://mww.nyiso.com/topicswhats_new/whatsnew.html>.

-FOOTNOTE 82-
The ECAs will be available via OASIS, from the “What's New” portion of the NYI1SO's web-site and

the market monitoring section of the website. See [http://mww.nyiso.com/marketsmktmon.html].

-FOOTNOTE #9 83-

On August 22, 2000, the NY 1SO issued a press release declaring its software fix a success and noting
that no market participants had complained of export problems since the fix was implemented._See
Attachment XI.

-FOOTNOTE 80 84-
Request of the New Y ork Independent System Operator, Inc., for Leave to Submit Supplemental
Answer and Supplemental Answer, Docket No. EL.00-82-000 (July 24, 2000).
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UNITED STATES OF AMERICA

BEFORE THE

FEDERAL ENERGY REGULATORY COMMISSION

New York Independent System Operator, Inc. )
)
Niagara Mohawk Power Corp. )
V. )
New York Independent System Operator, Inc. )
)
Orion Power New York GP, Inc. )
V. )

New York Independent System Operator, Inc. )
)
New York State Electric & Gas Corporation )
V. )

New York Independent System Operator, Inc. )
)
Rochester Gas and Electric Corporation )
V. )

New York Independent System Operator, Inc. )
)
Strategic Power Management, Inc. )
V. )
New York Independent System Operator, Inc. )
)

New York Independent System Operator, Inc. )
)
New York Independent System Operator, Inc. )
)
New York State Electric & Gas Corporation )
V. )

New York Independent System Operator, Inc. )
)
Niagara Mohawk Energy Marketing, Inc. )
V. )

New York Indepe ndent System Operator, Inc. )

NOTICE OF FILING

Docket No. ER00-1969-000

Docket No. EL00-57-000

Docket No. EL00-60-000

Docket No. EL00-63-000

Docket No. EL00-64-000

Docket No. EL00-67-000

Docket No. ER00-2624-000

Docket No. ER00-3038-000

Docket Nos. EL00-70-000
and EL00-71-001

Docket No. EL00-82-000
(not consolidated)

Take notice that on September 1, 2000, the New Y ork Independent System Operator, Inc.,
filed a combined compliance filing and report in the above- captioned proceedings. The filing fineludes:



[proposes that the requested tariff
changes] become effectlve on {—SqatembeH.—}[November 1, 2000, with the single exception of a
provision governing the payment of lost opportunity costs to suppliers of 10-Minute reserves,
which the filing proposes be made retroactively effective on May 31,] 2000. A copy of thisfiling
was served upon all partiesin the above captioned proceedings.

Any person desiring to be heard or to protest this filing should file a motion to intervene or

protest with the Federd Energy Regulatory Commission, 888 First Street, NE, Washington, DC
20426, in accordance with Rules 211 and 214 of the Commission’s Rules of Practice and Procedure

385.211 and 385.214). All such motions or protests should be filed on or before
. Protests will be considered by the Commission in determining the appropriate
action to be taken, but will not serve to make protestants parties to the proceeding. Any person wishing
to become a party must file amotion to intervene. Copies of this gpplication are on file with the
Commission and are available for public ingpection.

David P. Boergers
Secretary



The bracketed numbers refer to the Page and Paragraph for the start of the paragraph in both the old
and the new documents.

[1:38 1.38] Changed "includescertain ... requests” to "proposesthat ... tariff changes™
[1:38 1:38] Changed "on September 1, 2000." to "on November ... 31, 2000."



