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New York State Electric & Gas Corporation (“NY SEG”) submits this Second Answer!
pursuant to Rule 213 of the Rules of Practice and Procedure of the Federa Energy Regulatory
Commission (the “Commission”), 18 C.F.R. § 385.213 (1999), to motions of certain partiesto
intervene and/or dismissNY SEG’s April 24 Complaint in this docket.

1 NY SEG filed on May 30, 2000, an answer to specified motions filed in this docket on or
before May 22, 2000. This answer responds to mations filed after May 22" by the
parties listed in Attachment A.



EXECUTIVE SUMMARY

Subsequent to thefiling of NY SEG's April 24 Complaint in this Docket (“Complaint™), the
markets administered by the New Y ork Independent System Operator, Inc. (“NYI1S0O”) have
continued their erratic performance, providing additional objective data which further corroborates the
software and market design flaws and implementation problems (the “Market Haws') that NY SEG
identified in the Complaint. The Market Flaws have not yet been tested by sustained high demand
periods, but, have produced troubling warning signs that the NY 1SO asks this Commission to ignore.
Predictably, some of the generators/marketers (collectively described in this answer as the “ Suppliers’)
take agmilar postion. Asdiscussed below, Commission inaction in the wake of both clear, unrefuted
evidence and disputed issues of fact would be a gamble that could cause subgtantia harm to retail
electricity competition and consumers throughout New Y ork and impede further regiond transmission
organizetion efforts throughout the country. Such inaction would aso fail the Commisson’s Satutory
duties under the Federal Power Act (“FPA”) and deny electricity consumers the protections to which
they are entitled.

NY SEG filed the Complaint only after repested and documented attempts to resolve the
Market Flaws through the NY1SO’s committees, staff, senior management, and Board of Directors.
NY SEG had no choice because the Market Flaws were and remain too severe to go unchecked
through the summer season. Fearing continued irrational market results would be exacerbated under
the strains of peak load, NY SEG asked the Commission to adopt an interim safety net, but only while
the NY1SO went through its trangitiona debugging period. The safety net would help to insure that
rates are just and reasonable while the NY1SO has an opportunity to correct the Market Flaws.

Notwithstanding the NY SO’ s plea to the Commission and to market participants to have
confidence in the NY 1SO' s ahility to correct these flaws before the summer hits, and notwithstanding a
common theme repeated by many Suppliers that there are no problems or that the problems are
indgnificant or will be solved before the summer, the market results snce NY SEG filed the Complaint
only corroborate the need for immediate action. For example, since April 24, the Baancing Market
Evauation software (“BME”) used for the Hour-Ahead Market experienced price swings between



negative $60,000 and positive $60,000 per MWH inside of asingle hour; the NY 1SO experienced
Red-Time Market (“RTM”) prices of gpproximately $3,500 per MWH and corrected them to below
$200; and prices have bounced like a ping pong ball between irrefutably high off-pesk prices and
negative prices. On May 7 and 8, 2000, when a prelude to modest summer wegther hit, the NY1SO
had to reserve prices, which means they are subject to future correction, in the RTM for 26 hours and
in the Day-Ahead Market (“DAM”) for 24 hours. On May 24, 2000, red-time prices in the Capitd
Zone went from negative $1,141.38 to positive $1,229.14 in a span of seven minutes. Thisweek a
new anamoly appeared. On June 5 and 6 NY SEG witnessed a smultaneous reduction in Total
Transfer Capability (“TTC”) for a dl externd interfaces in the western part of the sate?. Despite a
clear arbitrage opportunity, where PIM prices were well below New Y ork Control Area (“NYCA”)
prices, NY SEG was stymied when it tried to import cheaper energy. The NY1SO has not provided a
clear explanation asto why this happened. Even in June, after many changes have been implemented,
unusud things are hgppening for which there is no explandion at thistime.

In contrast to the NY1SO position shared exclusively by some Suppliers, most other parties
taking a postion in this proceeding cite Sgnificant Market FHaws and the need for an interim safety net.
Industria customers, competitive energy services companies (“ESCOS’), consumer advocates,
municipd utilities, transmisson owners, public power supply authorities, cities and counties, and the
New Y ork Public Service Commission al support some form of interim safety net during the NY1SO's
trangtiond period. On June 5, 2000, in avote of no confidence in the market, the NY SO
Management Committee passed by a nearly two-thirds mgority (63%) amotion to introduce interim
bid caps for energy and ancillary services. Rather than showing a baanced recognition of market
problems, the NY1SO has responded in its motion to intervene and dismiss the Complaint that the
problems are not significant, yet has offered scant evidence to support this conclusion. 1SOs are
charged with a public function. They are apreliminary supplement to the regulatory process. The
NY SO’ sfailure to recognize market problems, and the impact they cause, isvery troubling.  Instead,
asif it could admit no wrong, the NY ISO belittles or ignores the problems, yet at the same time states

2 This includes the PIM, Ontario Hydro and Hydro Quebec.
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that it anticipates or expects that corrective action will be implemented before the summer pesk season.

Aswitnessed by many interventions and the June 5 vote of the Management Committee to adopt bid
caps, the NY1SO has not ingtilled confidence in a subgtantia portion of the market. With its plethora of
experts, the NY SO uses a series of averages and generalizations to sweep the Market Flaws under
therug. Asdiscussed below, from the perspective of red traders, load serving entities and dectricity
consumers, thisjargon does not overcome many troubling facts showing amarket in distress.

Not even the Suppliers are united in denying the Market Haws or the need for a safety net. The
Suppliers that intervened in this docket may be divided into three groups. First, some object to any
form of light-handed discipline or safety net while the NY SO gets through its trangtiond period.
Without any factua support whatsoever, they argue that the problems do not exist or are not
subgtantid. They aso argue that any form of safety net would cause the end to generation in
competitive marketsin New Y ork for yearsto come:® Second, other Suppliers concede that there are
many Market Flaws, but object to any interim safety net.* Findly, some Suppliers agree that the
Market Flaws warrant a safety net or some form of mitigation.®

It istruly ironic that some Suppliers argue that NY SEG has blown the NY1SO's sart-up
problems out of proportion while arguing that any interim safety net will end generation development in
New York. Unlike the Suppliers, NY SEG has provided factuad information to substantiate its clams.
NY SEG adso demongtrates below that the Suppliers claim that any interim safety net would be the end
of acompetitive market in New York isridiculous. NY SEG does not seek revocation of market-
based power sdes tariffs of Suppliersfor bilaterd transactions. It isthe NY1SO’'s market-based
charges paid to Suppliers and the market-based charges paid by customers which are producing
erroneous results in the 1SO-administered markets. NY SEG's Complaint seeks a safety net with

3 These Suppliersinclude: Constellation, Indeck, IPPNY, Orioin and NRG. See
Attachment A for complete company names.

4 These Suppliersinclude: Acquila, Dyngergy, EPSA, PG&E, PP& L, PECO, Sithe, and
Williams.

s These Suppliersinclude: NEMA, NIMO and PSE& G.

4



respect to these markets only.

The NY1SO does not deny the existence of many Market Flaws: () wrongly curtailed bilateral
transactions caused by a software evauation phase thet isriddled with flaws; (b) misapplied rulesto
fixed-block generation causing unnecessarily high energy prices, (€) tariff violating supra-competitive
payments to generators through misapplied lost opportunity payments; (d) delayed and inaccurate load
data information which preventsfind billing to load serving entities (LSES’) going on severa months
now; and (e) explicit warnings from neighboring SOs that inter-control area energy transactions may
be out thissummer. A list of other Market Flaws exist, which the NY1SO contests, including: (8) the
Severity and imports of inefficiencies Sgnificantly reducing energy importsinto the NYCA; (b) theright
to extend Bid Production Cost Guarantees (“BPCG”) to externa generators; (C) odd congestion
patterns not seen prior to the NY SO’ s taking control of the NY CA energy markets, and (d) and
absurdly volatile energy prices. As demonsirated below, with respect to this latter category of issues
there remain disputed issues of fact. Either set of issues done would preclude the grant of amotion to
dismiss. Notwithstanding the data it holds, the NY SO has not credibly demonstrated that the market
problems are amdl in nature. After reviewing dl of the arguments contained in the motions to dismiss
the Complaint, NY SEG is confident that the Commission will find that Market Flaws remain, that the
Market Flaws have not been shown to be de minimus, and that the NY ISO has not demonstrated that
it will have dl of the corrective action implemented in time to avoid further exploitation of those flaws
during pesk load conditions. NY SEG has satisfied its burden to demondirate that sgnificant Market
Flaws pers g, that an interim safety net is the only reasonable course of action to guide the NY1SO
through its first summer; and that arefund effective date is legaly required.

The safety net should be designed to carry the NY SO through the summer peak period during
which time the Market Flaws are being corrected. Intervenors make much of the “chill” on future
development that would be created by any market intervention at thistime. But that argument does not
withstand scrutiny. The current Stuation in New Y ork is entirely distinguishable from a Stuation in which
high prices due to scarcity or legitimate competitive forces send appropriate market sgnals for new

investment. High prices due to Market Haws will not send market sgnas to spur new generation.



Market participants will not invest on the basis of pricesthat are the result of Market Flaws that will be
corrected within Sx months. Indeed, the price volatility and price corrections that the market is
currently experiencing due to Market Haws cdll into question whether any economic price sgnds at al
are emanating from the NY 1SO administered markets today. (The bilateral markets are an entirely
different matter.)

Another argument advanced along these linesis that, while intervention to correct obvious flaws
could in theory be judtified in the current circumstances, it is not advisable because of longer term
consequences to the market. In other words, the mere fact that atemporary intervention has taken
place — even atemporary intervention in abrand new market with obvious flaws -- will be enough to
chill future investment, because potentia investors will fear that it will hgppen again under different,
inappropriate circumstances, such as whenever prices rise subgtantially. This position boils down to an
argument that regulators cannot be trusted to discern the difference between high prices caused by the
forces of supply and demand and high (and low) prices caused by new systemsthat are till being
debugged. This argument should be flatly rejected.

Finally, one word about NY SEG’' s motive is gppropriate to differentiate myth from fact. Some
of the Suppliers parrot the following party line—"“NY SEG is unprepared for the summer; it is not
hedged; its shareholders bear market price risk; and NY SEG filed the complaint to manipulate the
bilatera market in which NY SEG had an RFP.” Although dl of these dlams are irrdlevant to this case,
they may be didracting. NY SEG is as prepared for the summer as any utility can be. It isnearly fully
hedged. NY SEG is requesting Commission action because the impact of unreasonably high prices
could have a dehilitating effect on the emerging competitive retail energy market in New Y ork.
Moreover, many retail cusomersin New Y ork will pay market prices for dectricity, including dl of
Con Edison’ s customers who are subject to Con Edison’s fuel adjustment clause. The claims about
manipulating the bilatera market are basdess. The Complaint was developed and filed only when it
became clear that NY SEG' s five-month quest to get the NY 1SO to correct the Market Flaws would
not be achievable before the summer. Rather than attributing impure motivesto NY SEG's Complaint,
al market participants should be asking:



. Are there serious Market Haws?
NY SEG dong with asignificant mgority of the market say yes.

. Arethe Market Flaws likely to create erroneoudy high prices and inefficienciesin the
Market this summer?

NY SEG dong with asgnificant mgority of the market say yes.

. Are an interim safety net and legd remedy needed?

NY SEG dong with a significant mgority of the market say yes.

Motivations asde, if prices are not the result of a properly functioning competitive market and
are not cost-based, they are not just and reasonable. This Commission authorized and modified the
NY SO market structure.® It may not wash its hands clean of the ongoing problems within its
jurisdiction.

AsNY SEG demongrates in its Complaint and in this Answer, Market Haws are resulting in
erroneoudy high prices. The FPA’s “just and reasonable’ standard does not allow the Commission to
acquiesce in the NY1SO'sinaction.

For dl the reasons discussed below, NY SEG urges the Commission to take the following
action: (i) deny the motionsto dismiss the complaint; (ii) order the implementation of an interim safety
net through a combination of gppropriate bid caps and market price screens with the requirement that
the NY SO diligently implement its Temporary Extraordinary Procedures (“ TEP”) to correct
erroneous market prices to the leve that would have been achieved had the Market Flaws not existed;
(iii) establish arefund effective date of June 23, 2000; (iv) order refunds of all over-charges caused by
Market Haws, (v) establish a hearing to the extent that any of the issues established above present

6 See Central Hudson Gas & Electric Corp,, et al., Order Conditionaly Authorizing
Establishment Of Independent System Operator, 83 FERC {61, 352 (June 30, 1998).
See aso Central Hudson Gas & Electric Corp., et al., Order Conditionaly Accepting
Tariff and Market Rules, Approving Market Based Rates, and Establishing Hearing and
Settlement Judge Procedures, 86 FERC 1 61,062 (January 27, 1999).

7



disputed facts which must be resolved in order for the Commission to determine appropriate longer-
term action; (vi) grant any necessary waivers to effect any of the foregoing; and (vii) grant such other

relief asthe Commission deems just and reasonable or in the public interest.

. BACKGROUND

On April 24, 2000, NY SEG commenced this proceeding by filing its Complaint againg the
NYISO. After extensve negotiations with other market participants to reach a more broadly
supported consensus, NY SEG agreed to amend the April 24 filing to withdraw the request that the
Commission suspend market-based bidding and require that cost-based bids set the market clearing
prices for energy in the NY1SO’ s locational-based margina price (“LBMP’) markets. NYSEG's
origina request for cost-based bidding is now moat, asisthe affidavit of Dr. Steve Henderson which
was atached to the origind Complaint and addressed the cost-based bidding proposal’. On May 10,
2000, NY SEG amended the Complaint to request instead that the Commission gpprove
implementation of a price screen mechanism to be developed in the NY 1SO Management Committee.
NY SEG did not withdraw its other requests for reief, including (1) arefund effective date and (2) an
investigation and refund of overcharges resulting from the Market Haws.

On May 15, 2000, NY SEG wrote the Chairperson of the NY1SO Management Committee
requesting an emergency meeting to debate the price screen proposa and vote, if necessary, on aform
of safety net for the summer capability period. A specid meeting was convened May 24, 2000. The
transmission owners presented a proposa on four different price screens and described how the
screens could be implemented.  Representatives of the Generators and Other Suppliers sectors voiced
opposition to the proposed screens and NY 1SO staff raised legitimate issues which needed to be
addressed. In parallel, other representatives discussed dternative safety net mechanisms for the
summer, including bid caps and cost-based bidding. Sensing the urgency and the need for aworkable
safety net, NY SEG supported the bid cap proposa and, in conjunction with the transmission owners

7 If this proceeding is set for hearing, NY SEG will not be relying upon Dr. Henderson
because of a conflict of interest. NY SEG will submit superseding authority for any points
Dr. Henderson covered to the extent they remain relevant.
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and the public power sector, agreed to work on an improved price screen proposal in tandem with the
bid cap proposal.

The Management Committee voted (or so we thought) to adopt a $1,000 per MWH bid cap
(smilar to the cap in PIM) applicable to energy sold in the NY1SO’'s LBMP markets - - the DAM and
the RTM. The meeting ended, and dl participants left secure in their belief that the bid cap proposa
would become effective, pursuant to the Management Committeg’s maotion, on June 5, 2000. Not until
late the next day, did meeting participants learn that the NY 1SO staff had miscounted the vote. Only
56% of the votes favored the bid cap proposd, just short of the 58% vote required to pass the motion.
(It should be recognized that the Generator and Other Supplier sectors control 43% of the vote, and,
when voting together, can veto any motion.) In reliance upon the mistaken vote and believing that a
critical part of the safety net would be in effect in June, the Management Committee ended the mesting
without discussing remaining adternative proposas or further debating the necessity of bid caps and
price screens. The Management Committee subsequently convened another emergency meeting on

June 5, 2000 and voted 63% in favor of adopting a $1,000 per MWH bid cap.

[1. NYSEG ISENTITLED TO ANSWER MOTIONSTO DISMISSITSCOMPLAINT

Partiesfiling interventions and/or protests in this docket (the “Intervenors’) raise a number of
issues and request avariety of forms of relief. Though fashioned as motions to intervene and protests,
some Intervenors pleadings condtitute motions to dismiss NY SEG's complaint. NY SEG is entitled to
answer these motions under Rule 213 of the Commission’s Rules of Practice and Procedures, 18
C.F.R. §385.213 (1999).

Other Intervenors offer conclusions and other information the validity of which NY SEG
disoutes. Theissuesin this proceeding are sufficiently complex and the financia and rdiability risks
aufficiently large that N'Y SEG respectfully requests that the Commission permit NY SEG to answer
Intervenor’s comments so that the Commission will have a complete record upon which to base its
decison. The Commission has alowed answers to responsive pleadings such as protests when such

answers help to darify issues or provide additiona information that will assst the Commissonin



reaching a decision.®

V.

OVERVIEW OF FILINGS
A number of the Suppliers and other intervenors agree with NY SEG that sgnificant Market

Haws exis and support dl or some of the rief requested in the Complaint, including the establishment
of a“safety net” during the Summer 2000 pesk period.

Most of the Suppliers, agree that some or dl of the Market Flaws identified by NY SEG exist.®

Infact, initsintervention, PECO added to the li.

PECO concursthat “NY SEG has correctly identified a number of flaws that are impacting the
efficient administration of the NY1SO markets.....” (PECO a 2.) PECO asksthe Commission
to monitor the NY SO’ s progress and require frequent status reports. (PECO at 3-4.)

PSE& G points out that market participants have concluded that “the current NY 1SO market is
broke” and “the energy market in New Y ork is neither open, robust nor liquid.” (Footnote
omitted, PSE& G at 6.)

IPPNY not only acknowledges that Market FHlaws exig, it states that prior to NY SEG ' sfiling,
IPPNY (among others) “identified sgnificant Market Haws including many of the flavs
identified in NY SEG's Complaint.” (IPPNY at 5.

EPSA acknowledges the existence of Market Flaws and agrees that the Commission should
“direct the NY SO staff to *develop a consensus plan on an expedited basis to resolve the
current problems.”” (EPSA at 7.)

Sithe and AES agree that the NY1SO should take al reasonable steps to correct any and all
Market Haws. (Sithe at 4.) Sithe adds: “No one disputes that possible market flaw issues need
to be addressed expeditioudy.” (Sithe at 9.)

8 PP& L Resources, Inc. et al., 90 FERC 161,203 (2000); Pacific Gas and Electric Co., 90
FERC 161,190 (2000); El Paso Natural Gas Company, 90 FERC 161,126 at n.12 (2000).

° PSE& G, PECO, NEM, Orion, PG&E, SITHE, IPPNY, Enron, EPSA and Aquila
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. Aquila, Orion and PG& E Generating concede that the New Y ork market has flaws. (Aquila at
4; Orion a 3; PG&E Generating at 5.)

. Merrill “recognizes and accepts that problems likely exist within the New Y ork marketplace.”
(Merrill &t 4.)

Severa Suppliers support some type of safety net. Some support an extension of the
NYISO's existing TEP authority, as previoudy granted by the Commission, in order to dlow the
NY SO the time needed to correct existing market and design implementation flaws® PSE& G, in
addition to supporting TEP, dso isin favor of implementation of the $1,000/MWH cap proposed by
the NYPSC in tandem with the NY1SO’s continuing efforts to identify and repair Market Flaws. NEM
has a so recognized the need to mitigate any adverse consequence of the Market Flaws which its own
members have experienced aswell as NY SEG.

In contrast to the Suppliers opposing a safety net, every other segment of the market
(transmission owners, the NYPSC, ESCOs, L SES, consumer groups and associations, and
governmental agencies) support atemporary safety net.!*  In sum, the vast mgjority of the Suppliers
that have intervened, among others, acknowledge the existence of serious flawsin the New Y ork
markets. Many of these Suppliers agree that some type of safety net isrequired. No Supplier that
opposes a safety net has offered any factua support for its postion. The NY SO, the entity with the
information and the obligation to function on behdf of al market participants, has taken a defensive
postioninthiscase. It deniesthe exisience of any significant problems and fails to support its clam
with any corroborating data.

10 These Suppliersinclude: KeySpan, Sithe and AES, Aquila, PSE& G, and IPPNY .

= Those supporting some type of safety net include: MEUA, NMEM, NSI, SPM, NYPSC,
CPB, County of Westchester, and the City of New Y ork.
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V. MARKET FLAWS

The NY1SO would have the Commission bdieve that NY SEG “draméticaly exaggeratesthe

number and severity of the Market Flaws in the NY 1SO-administered markets.”*? The NY1S0 would

a0 have the Commisson believe that “[t|he NY1SO has done a good job dedling with the problemsiit

inherited,*® and will continue to effectively address any problems that emerge in the future,” and

additiondly, that the “Commission should not underestimate the NY 1SO’ s ability to effectively address

12

13

NY1SO Mation, at 26.

On severa occasions, the NY SO has attempted to shift blame for market flaw
implementation problems to NY SEG and other entities, primarily transmission owners, by
stating that the NY1SO inherited the embedded Market Flaws which these entities
created and dumped on the NYSO’s lap on November 18, 1999, the effective date of
NY SO operations. See NY SO Mation to Dismiss Complaint, Maotion to Consolidate,
and Conditional Request for Expedited Complaint Procedure at 2, n.1 (Docket No. EL0O-
63-000) (“Ironicaly, al or substantialy al of the software defects complained of in the
NY SEG Complaint were contained in the system created, and then turned over to the
NYI1SO, by NY SEG and its fellow transmission owners at the time the NY1SO
commenced operations.”) See also, NY1SO Mation, at 26-27, “It must be noted that most
of the alleged Market Flaws were implemented during the period prior to the NYISO's
start-up, when market design and implementation was directed by NY SEG and the other
entities that created the NY SO’ s software and markets, not by the NY1SO.”

For the sake of accuracy, NY SEG is compelled to point out that the NY1SO controlled
much of the nuts and bolts development of the present energy markets prior to start-up.
For instance, it is simply untrue that the transmission owners alone created the NYISO’s
software. NY SEG and others created the tariffs to which the software must conform.
The NYISO, and previously the New Y ork Power Pool (“NYPP") Staff, which
congtitutes much of the NY1SO Staff today, were intimately involved in developing the
current software, and in many cases were primarily responsible for modeling and
software developments. Furthermore, the NY SO Board was constituted in December
1998, and selected the NY SO President and CEO in March 1999. Several software and
consulting firms have worked under the direction of the NYISO in the past years, the

NY SO directed and reviewed several market trias, and the NY1SO was solely
responsible for making the determination of whether to continue operations after two
flaw-plagued weeks of operation or to exercise its Commission-approved Cutover Plan. It
isimproper to suggest that the NY1SO simply “inherited” the many Market Flaws
plaguing the system today. This blame shifting is not only inaccurate, but symbolic of a
troubling institutional response -- defensiveness before recognition of the concerns of
market participants.

12



Market Flaws."** Furthermore, the NY 1SO would have the Commission believe that overal
performance of the NY |SO-administered markets has improved considerably. As demonstrated
below, to this date, the Market Flaws have not been contained sufficiently to avoid the need for both
interim relief and arefund effective dete.

Progress has indeed been made to correct certain Market Flaws, for which NY SEG
commendsthe NY1SO. One exampleisthe NY1SO’s commitment to adjust the Dependable
Maximum Net Capability (“DMNC”) of generation resources, discussed below. The NY1SO hasdso
begun to take far more serioudy market participants  calls for more frequent and more substantive
communications. Additiondly, the NY1SO has shown a greater willingness to recognize, investigate and
report on specific Market Haws. All of thisis awelcome step in the right direction.

To end the discussion there, however, would be wrong. The Commission has a duty to assess
and address the many problems and unaddressed issues swept under the rug by the NY1SO, the very
Market Haws that NY SEG has been pointing out since January.™ Some of these Market Flaws,
including tariff violations, remain undisputed or even unmentioned by the NY ISO. Others have been
contested. The bottom lineis unchanged: serious Market Haws continue to exist which frequently
cregte prices that are not the result of arational market, thusit can not be said that the NY1SO-

managed energy markets prices are just and reasonable.

A. Market Flaws About Which There Are No Disputed | ssues Of Fact

On anumber of issues, the NY SO and other parties do not contest the underlying existence of
aMarket FHlaw or the relevant facts as presented by NY SEG. No party has raised materid issues of
fact associated with the following Market Haws: (1) bilaterd transactions erroneoudy curtailed by
“random sdlection” and not pro rata as required by the NY1SO Open Access Transmission Tariff

14 NY1SO Mation at 27.

15 See the NY SEG letters to the NY1SO pointing out the many areas of Market Flaws
dated January 24 and February 25, attached to NY SEG’s May 30, 2000 Answer to
Motions to Intervene and Dismiss Complaint and Protests in this docket.
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(“OATT"); (2) the numerous problems surrounding the operation of the BME; (3) the treatment of fixed
block generators, (4) Lost Opportunity Payments in violation of the tariffs; (5) untimely and inaccurate
load data; and (6) the concerns over inter-control area energy transactions voiced by neighboring

1SOs. Any number of these issues would be enough to deny motions to dismiss the Complaint. NY SEG
notes that the Operating Reserves market was found by the Commission to be not functiona because of
many Market Flaws.*® We will not repeat the Market Flaws addressed in that docket here.

1. TheNYISO CurtailsBilateral Transactionsin Violation of itsOATT

The Commission went through great pains to make sure that transaction curtailments under the
pro forma tariff of Order No. 888 would be fair and rationa.” Under the New York NY1SO OATT
approved by the Commission, bilatera transactions are supposed to be curtailed in accordance with the
economic preferences of the transacting parties based on the decrementd bids they submit to the
NYSIO. Asdiscussed below, the BME renders this curtailment process akin to the whed of fortune.
Moreover, when the NY SO must curtail transactions with equal decrementd bids, it is supposed to
adminigter the curtallments on apro rata bass. As detailed in the Complaint, the NY1SO hasindtituted
apalicy of arbitrarily and without authorization changing decrementa bids in certain circumstances
because the NY | SO software does not conform to the NY SO OATT requirements.*® According to
Attachment J, Section 5.0, of the NY1SO OATT, if multiple transmission service curtallments are
necessary for security or other reasons, the NY1SO is supposed to implement curtailments based on
decrementa bids. If there are equa decrementd bids, the software is supposed to curtail on apro-rata
basis, so that each market participant with the same decrementd bid absorbs some of the curtailment.

16 Order on Tariff Filing and Complaints, Docket No. ER00-1969-000, May 31, 2000

1 See Central Hudson Gas & Electric Corp., et al., Order Conditiondly Accepting Tariff
and Market Rules, Approving Market Based Rates, and Establishing Hearing and
Settlement Judge Procedures, 86 FERC 1 61,062 (1999).

18 See NYSEG Complaint at 22.
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Instead, the NY 1SO's software is incapable of pro-rata cuts. Rather than modify the software, the

NY SO has indituted a quick fix in clear violaion of the NY1SO OATT. The fix involves randomly
adding afew penniesto one or more of the equa decrementa bids so that the bids are no longer equdl.
In this fashion, the curtailment process continues and by the luck of the draw, one market participant is
lucky while another absorbs the full brunt or a disproportionate share of the curtailment. The NYI1SO
does not address these unrefuted facts and tariff violationsin its Motion.

2. The UNDISPUTED Facts Demonstrate the BM E Continuesto Wreak Havoc
on Bilateral Transactions and Cause | nefficient Outcomesin the RTM

In the Complaint, NY SEG demongtrated that the BME which is used for transactionsin the
Hour-Ahead Market (“HAM”) regularly produced price forecasts that were far different than the prices
inthe RTM. The NY SO concedes this fact.’® When the BME predicts low pricesin the HAM, two
uneconomic consequences result. Firg, the NY1SO relects offers of suppliersin the HAM when their
bids are in excess of the BME forecast price. Second, parties to bilaterd transactions are at high risk of
auffering curtailment of their transactions and becoming subject to the RTM. The NY SO curtals
import bilaterd transactions submitted in the HAM? when the BME forecast priceis below the
decrementd bids associated with the bilatera transactions and replaces the bilatera transactions with
energy from the RTM. Decrementd bids are the curtaillment vehicle of the NYISO OATT. The
Commission would not tolerate a Single system transmission provider administering an OATT by cutting

transmission service whenever the transmission provider thought it could supplant the transacting

19 NYISO Initial Report on Price Differential between Balance Market Evauation and
Red-Time (the “BME/RTM Price Differential Report”), May 23, 2000. See Attachment
B.

20 NY SEG recognizes that the NY1SO hasinstituted a“must run” status for import bilateral
transactions that are accepted in the DAM, and that this process has the potential to
eliminate the ability for BME to curtail day-ahead import bilatera transactions for
economic reasons. This, however, has been arecent fix and sufficient time has not
elapsed to assess the results of thisfix. Moreover, this fix does not address many of the
BME problems discussed below.

15



paties energy with chegper energy, only to bill the customer for much more expendve energy. Y et this
is exactly what is happening under the NY1SO OATT. This curtailment gpproach is not consistent with
the ddliberate, rationa and fair gpproach the Commission ingsted dl transmission providers teke to
transaction curtailments. Whenever BME predicts an erroneoudy low price, a phenomenon which
occurs regularly, the NY1SO rgects bids into the HAM that it should have accepted and curtails import
bilaterd transactions in accordance with decrementa bids, and further, replaces energy from interna
generators not on economic digpatch, only to replace them with RTM transactions at higher market
clearing prices.

These two consequences, in turn, result in grester RTM energy requirements than would have
occurred if the BME had not so erroneoudy forecast prices. These flaws in the BME push the NY SO
up inthe RTM bid stack to levels that would not have been hit had the NY 1SO not rejected economic
offersin the HAM and curtailed economic bilatera transactions. These constantly recurring Market
Faws cause economic harm to market participants and unjustifiably high LBMPsinthe RTM. The
higher prices are not the result of a proper interplay between supply and demand in a compstitive
market. They are the result of software producing erroneous price signals.

While the preceding discussion focuses on Situations where the BME under-forecasts the
locationa price for the upcoming hour, it isjust as likely to over-forecast the price. In such instances
the BME would accept additiond energy offersin the LBMP market. When the red time price ends
up being lower than the BME forecad, units that were committed by BME may be digible for a
supplementa payment under the BPCG. These payments are recovered through uplift charges from all
load. Thus, the load is once again hit with an uplift charge due to forecast errorsinthe BME. The
NY SO filing asserts that defects in the BME have little impact on red time prices, giving the impression
that they have little impact on load. To the contrary, defects in the BME have a profound effect on totdl
chargespaid by load. The BME has real consequences for the total cost of energy for load. 1t accepts
or rgects bidsin the HAM, and it can creste the need for supplementa paymentsto generators. The
NY SO cannot hide from the defects in the BME by asserting that the BME has little impact on prices,
or that itsimpact can be avoided through complex risky bidding strategies.
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After searching the NY1SO’'s Mation, there is absolutely no acknowledgment that thisisa

serious problem and no information whatsoever quantifying the cumulative economic impact of these

shortcomings of the BME. The NY1SO, however, concedes that the BME problems will not be solved

any time soon.?* The NY1SO has an obligation to use the TEP to reca culate market clearing pricesto

the levels they would have been had the BME functioned in an efficient manner and to adjust pricesto

that level. The NY1SO is not making these corrections. To the extent the NY ISO cdlled on generators

with bids exceeding the revised clearing prices, the NY1SO could propose a bid guarantee for those

generators, but at least the LBMPs would not be erroneoudly high with corrected prices. The following

exampleisillugrative of the Market Flaw.

Assume that in a particular hour:

1

2)

3)

4)

250 MW ishid in the HAM on bilateral import transactions with decrementd bids of
$1

NY S0 receives new supply bidsin the HAM for 250 MW at $15

The NY SO has the following dispatchable resourcesin the RTM: 100 MW at $35; 5
bids of 100 MW each at $36; and 3 bids of 200 MW each at $125

Totd load in RTM is 1000 MW

The least cost way to serve load would be to accept the 250 MW of import bilateral schedules

from the HAM, accept the 250 MW of supply bids from the HAM at $15, take 100 MW at $35 and

400 MW at $36 from the dispatchable resources. The clearing price in RTM would be $36, and load

would pay $36 for 750 MW of baancing energy.

Now, however, suppose that in the middle of this process, the BME had erroneoudy forecast

21

See BME/RTM Price Differential Report, at 1, “ Some of the reasons for differences[in
prices between BME and rea-time] are within the ability of the NY1SO and the Market
Participant to control. These can largely be remedied. Others are beyond the NY1SO’s
or the Market Participants' ability to anticipate or control. Thus, there will always be
some differences.”
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aprice of -$10 in the balancing market (not the lease bit far-fetched from a system that forecasts prices
of negative $10,000 to negative $60,000).
In that case, the result would be the following:

1) 250 MW of HAM hilateral schedules would be curtailed based on their decremental
bids of $1

2) 250 MW of HAM supply bids of $15 would not be accepted in real-time, the NY1SO

would have had to accept 400 MW of $125 bids

The clearing price would be $125, and load would end up paying that price for the entire 1000
MW of load. We don’t know what the price was on the 250 MW of bilateras that were cut, but we
do know that for the remaining 750 MW of baancing load, the price was $89/MWH too high because
of BME s error.

Dr. Harvey' s suggested fix for thisisto tell LSEs to bid the import bilaterd transactions with
decrementa bids at a very low price — presumably below -$10 MWH, since that is what BME
sometimes predicts. But obvioudy by doing this they forgo the opportunity to participate efficiently in
the BME, one of the advertised benefits of the decremental bid feature of the New Y ork modd!.
Moreover, as described in NY SEG's pleadings in this docket and in this Answer, the BME may
predict prices of negative $65,000. The decrementd bid process that is the sine qua non of
transmission priority and curtailment of the NYISO OATT is nothing less than wacky. The NYISO's
best advisors suggest that transmission customers should not complain; instead, they should game the
system. The Commission saw first hand the results of amilar advice from the NY1SO in the operating
reserves markets in other NY 1SO dockets.

The BME is broken, and the NY1SO appears to believe it has the luxury of time to correct it.
In the interim, the NY1SO does not attempt to reca culate prices to avoid the erroneous windfall for
suppliers and inefficient economic pendty for cusomers. In light of known flawsin the BME and its
relationship to the RTM, the Commission should not smply turn the other way and alow these market

inefficiencies to accumulate and compound. Prices must be corrected.
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The undisputed facts show that the BME produces erroneous curtallments of import bilatera
transactions and turns down economic resources only to replace them with more expensive resources.
The undisputed facts show that the NY SO will not fix the BME soon. The undisputed facts show that
the NY1SO does not attempt to correct the LBMPs that are an outgrowth of the BME' s short-
comings. Only the NY1SO has the bid data necessary to caculate the cumul ative economic impact of
the associated Market Flaws. The NY1SO'’ s unsupported alegation that the Market Flaws are not
sgnificant iswoefully inadequate and cannot form arationa bass for the Commission to abdicate
corrective action in deference to the NY SO’ s sole discretion. The “just and reasonable” standard

does not alow the Commission to acquiesce in the NY SO’ sinaction.

3. Fixed Block Generation

Inits Complaint, NY SEG raised two flaws regarding the NY1SO' s administration of fixed
block generation. Fixed block resources are bids that must be accepted on an dl or nothing basisin
fixed amounts. Thefirst flaw wasthe NY1SO’s practice of using afixed block generator to set LBMP
in instances where accommodation of the fixed block resource in the digpatch aso required the out-of -
merit reduction of generation from amore economical resource. The basisfor this concern comes from
the fundamental definition of LBMP.

Asdefined in the NY1SO Tariffs, LBMP is “a pricing methodology under which the price of
Energy a each location in the NY S Transmisson System is equivalent to the cost to supply the next
increment of load at the location (i.e., the short-run margind cost).” It isimportant to note that afixed
block resource, i.e., aresource that can only be operated at its maximum output level, cannot serve the
next increment of |oad because it has dready reached its maximum output. Similarly, it is gppropriate
to dlow the unit that has been dispatched down out-of-merit to set the LBMP whenever it is the unit
that will be dispatched up to serve the next increment of load. Thisisnot to say that there are not
instances where a fixed block resource can and should set the LBMP. For example, in the dispatch
interval just preceding the start-up of afixed block resource, the fixed block resource will be the
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resource to supply the next increment of Load and should indeed set the LBMP?. Using fixed block
resources to set LBMP in such instances would send appropriate price signals that expensive resources
are needed to meet the next increment of load. In contrast, the NY1SO is dlowing the fixed block bid
to set LMBP after it is scheduled. 1t should not. Using the resource that was dispatched down out-of-
merit to set the LBMP while paying a bid production cost guarantee to the fixed block resource yields
prices and associated revenue streams that are consistent with the provisions of the NY SO Tariff.
Unfortunately, the NY1SO is not doing this.

The second flaw cited in the Complaint relates to the potentid for the NY1SO's pricing policy
to dlow fixed block resources to smultaneoudy eliminate congestion and set higher statewide clearing
prices. This could occur in situations where the fixed block resource is committed to serve load on the
congested Side of an interface while relieving congestion due to the out-of-merit reduction of a
generating resource on the unconstrained Sde of the interface. In such a stuation the fixed block
resource would set the price on both sdes of the interface. Initid inquiries regarding this issue received
aresponse from the NY SO that such results were smply supply and demand. Latter indications,
however, reveded that the Security Congtrained Dispatch (* SCD”) agorithm improperly calculates
clearing pricesin such instances.

The following example indicates the flaw in the NY1SO's current application of fixed block
generdion rules:

Generator A islocated in West Zone. During hour 1, Generator A isthe margina generator in
the state. No congraints are binding. In hour 2, load risesin East Zone and congtraints bind such that
Generator A cannot serve dl theload in East Zone. Generator B, located in East Zone, is dispatched
at a price higher than Generator A. Generator B can be dispatched flexibly, so thereis no need to
dispatch down Generator A. Under these circumstances, Generator A would continue to be the

22 The resource should not set the LBMP so long asiit is not brought on due to a Local
Reliability Rule.
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margind generator for West Zone and the LBMPs would diverge between the two zones?® Thisis
LBMP pricing and the NY 1SO follows this practice. However, now assume Generator B bids afixed
block and cannot be dispatched flexibly. The size of itsfixed block is larger than the amount of power
that is needed to supply the extraload in East Zone, so that if Generator B’ s bid is accepted, Generator
A must be dispatched down. The NY1SO may determine that accepting Generator B's bid is
nonetheless the least cost way to serve load in the state. NY SEG does not have any objection to that
(unless the Situation arises because generators that are needed for loca reliability in a zone engage in
block bidding strategies to extend their must-run status to larger blocks of capacity.) However, the
NYI1SO's pricing protocol in these circumstances isto alow Generator B’ s bid to set the price in both
East Zone and West Zone, apparently based on the premise that it is the margina supplier in both
zones. Thereault isthat the LBMP a Generator A’sbusis higher than Generator A’s bid price, yet
Generator A has been dispatched down and has excess energy thet it is ready and willing to sell to the
NYISO. Thisisaclear violaion of the tariff and of LBMP pricing. Generator B is not the margina
generator for Zone A. Itsblock isfully dispatched. If load increased in Zone A it would be served
from Generator A, not Generator B.

The result of this pricing practice is that even though Zone A is uncondrained, load in Zone A is
paying for the cost of serving load in acondrained area. Even though the margind cost of serving load
differs between the two locations, the LBMP does not reflect that.

The NYI1SO infersthat its practices regarding fixed block bidding alow for better price sgnasand less
“socidizing [of] what should be locationd costs.” See Footnote 91, in corrected NY 1SO Motion.
However, under the NY ISO gpproach, the price sgnas are clearly erroneous and it is highly
guestionable whether the tariff dlows the application of their rule. The NY SO does not have a
mandate to minimize uplift at the expense of load.

In any event, the NY1SO' s gpproach demondirates a willingness on its part to effect inefficiently

= Technically, it would diverge between the two generator busses. This would then cause
adivergence in the zonal prices, which are an average of generator bus prices. In New
Y ork, generators are paid the nodal price at their bus; load is charged a zona average
price.
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high LBMPs and consequently to have customers transfer supra-competitive payments to generators,
not in the name of efficiency or economic rationdity, but for adminigrative reasons. This avoidance of
responsbility does not cost the NY1SO in dollars — the customers have to absorb that technicality — but
it does cost the NY SO in credibility and weskens the entire energy market structure in New Y ork.

Inits Mation, the NY1SO acknowledges that there have been problems with the market design
relative to fixed block resources, but contends that the NY 1SO has or will fix these problemsin the
near future. The NY1SO points to the modeling of groups of fixed block resources as the source of the
problem, i.e., multiple gas turbine units bid in160 megawatt blocks. The solution to this problem liesin
the NY SO’ s efforts to negotiate with the owners of fixed block resources so that the units can be bid
inindividually as opposed to groups of fixed block units. Further, the NY SO contends that its
trestment of fixed block resources is none the less compliant with the tariff.

NY SEG supportsthe NY1SO’s efforts to negotiate with the owners of fixed block resources
such that the NY1SO is able to commit single fixed block resources as opposed to multiple units. I
successtul, thiswill help reduce, but not eiminate the impacts of the NY SO’ s current pricing
cdculation. However, the NY1SO fails to point to explicit tariff language that supports its contention
that the current pricing methodologies are consstent with the NY1SO tariffs. It Smply Satesthat it is
compliant with the NY1SO Tariffs. We disagree. More importantly, the primary focus should be on
whether the market is working efficiently. Even if the NY SO were in compliance with the tariff,

compliance with an erroneous tariff eement is not

adefense to amarket design flaw. The Commission recognized thiswhen it authorized the NY1SO's
TEP.2

24 New Y ork Independent System Operator, Inc., et al., Order Approving Temporary
Procedures, as Modified, 88 FERC 1 61, 228 (September 15, 1999) and New Y ork
Independent System Operator, Inc., Order Accepting for Filing, 90 FERC 1] 61,320
(March 29, 2000). In addition, the NY1SO filed for a further extension of TEP on May
26, 2000 in Docket No. ER00-2624.
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4, L ost Opportunity Payments

Inits Complaint, NY SEG dated that there are no tariff provisions dlowing for application of
Lost Opportunity Payments (“LOP”) to generators forced to back down to make room for the large
fixed block generators. Arguably, some form of compensation should be made to generators
dispatched down to make room for the fixed block generation, but not without a tariff provision
permitting this outcome?® AsNY SEG pointed out, the LOP applies only in the event that a supplier of
Class A spinning reservesiis dispatched down to allow additiona reserves. The LOP gppliesto the
reserves market only. Application of the LOP to the energy market absent aCommisson filingisa
violation of the existing tariffs. It isnot possible for NY SEG to determine how much this has cost New
York consumers. The NY1SO isthe only one who has the data to quantify this amount.

Inits Moation, the NY1SO concludes that the extension of the LOP to energy marketsis
consstent with the tariff. Whilethe NY1SO saysit did not violate the tariff, the facts are not in dispute.
The NYISO falsto cite atariff provision that supportsits position. NY SEG contends there is no such
provison in the NY SO tariffs. The LOP has been in effect without afiled rate to underpin it, making its
lega status under the FPA highly suspect.

5. L oad Data I nformation

In the Complaint, NY SEG observed that the NY SO has been unable to establish sufficiently
complete and accurate load data such that load serving entities (“LSE”) may assess the business they
have conducted months ago. This makesit difficult for LSES to evauate their financia position,
including ng their exposure to the RTM, the atendant volaility and adjusting hedge Srategies.
Rather than focusing on the disruptive impacts this problem continues to have on L SEs throughout New
Y ork’ s nascent comptitive retaill market, and rather than exercising leadership in solving the problem,
the NY SO firgt focuses on shifting blame to third parties. Inits Motion, the NY1SO dates, “The
NY1S0 is equally surprised that the April 24™ Complaint blames the NY1S0 for hilling problems

2 Asdescribed in Item 3 above, it is not clear that the NYISO is properly calculating
clearing prices in instances when fixed block resources are dispatched and other
resources are dispatched down out-of-merit. As such, the need for alost opportunity
cost payment is unclear.
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associated with meter reads that are the responghility of transmisson owning utilities. For example, the
April 24" Complaint suggests that the NY1SO’ s load data has been inaccurate, despite the fact that the
NYISO's ahility to accurately calculate load is dependent on its receiving accurate data from the
transmission owners. The sometimes poor quaity of such data has undermined the NY SO’ s ahility to
generate accurate load data.”?

The critical question today is not who isto blame?’ but whether on June 9, the problem has
been corrected with any degree of market confidence, or whether an important element of the
NYISO's functions impacting each LSE’ s business planning and market srategy is dill deficient. As
discussed more fully in the NY SEG Complaint,28 the lack of load data severdly hampers price signdls
and makes satifaction of financid and accounting requirements a difficult proposition at best. Despite
NY SEG'sraisng thisissuein the April Complaint, NY SEG ill does not have afind bill for November
1999. The NY1SO’'s Motion provides the less than satisfactory response that “[t]he NY SO has
worked closdly with the transmission owners, and other market participants, to devise solutionsto the
outstanding problems. The NY SO is therefore confident that the billing process will work more
smoothly in the future”?® Emphasis added. The continuing unavailability of fina load data and
Settlement for business concluded six months ago contributes to the ingtability of the market.

Thelack of afind bill even for November 1999 portends other complications as yet unknown.
Until at least one hilling cycleis complete, market participants cannot even begin to determine if the
highly complex billing procedures are (1) correctly designed and (2) correctly implemented. There may
be a hogt of hilling problems that have not yet seen the light of day, but will demand exhaustive study
and sorting out. If such problems come to light during ahighly stressful and potentialy chaotic stretch

% NYISO Motion at 47.

2 NY SEG has complied with all data requestsin atimely and appropriate fashion. NY SEG
has not received any notification from the NY SO that NY SEG’ s information is either
untimely or inadequate.

8 See NY SEG Complaint at 20-21.

2 NYI1SO Mation at 47.
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this summer, the dready serious problems afflicting today’ s energy markets will be compounded by the
necessary redllocation of human resources.

6. Neighboring | SOs

The NY1SO contends that NY SEG “ greetly exaggerated the risk that PIM would stop pre-
scheduling day-ahead transactions with the NY1S0.”° As proof, the NY 1SO points to a PIM letter of
May 22, 2000, which states that PIM is encouraged by aNY SO proposal to allow transactions
scheduled in the day-ahead market of New Y ork to be considered must-run for the BME evauations.

A short review of the correspondence timeline fully judtifies NY SEG' s pointing out the very
large risk that inter-control area energy transactions were in jeopardy. In aMarch 6, 2000 |etter from
PIM’s Vice President of System Operations, Bruce Bamat, the PIM declared:

Over the last few weeks, PIM has noticed a disturbing trend of
prescheduled contracts being routingly, and in many times significantly, curtailed. This
has caused hardships to PIM operations that are unacceptable.

PIM requests that we return to the policy of only prescheduling
contracts that have a high probability of operating as scheduled and that are not subject
to reevauation. PIM understands you may have the ability to change your procedures
to alow day-ahead schedules to be considered “must run” intraday. PIM believes this
change would dlow us to continue prescheduling contracts if they are consdered “ must
run” by both ISO’s. If NY cannot change its policy; PIM will be forced to evauate
how we protect the operations of our system. This may include discontinuing the
practice of prescheduling any transactions with the NY 1SO.

Seven weeks later, there still was no reply from the NY SO to PIM’ s threet to discontinue
prescheduled contracts, nor to PIM’ s helpful guidance as to amethod to aleviate a problem. It was at
the seven-week point that NY SEG brought the PIM Ietter to the attention of the Commission, asa

30 NY1SO Mation at 29.
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symptom and forewarning of the severity of the import problem.®! The NY1SO findly responded in
writing to PIM three days after NY SEG filed its Complaint with the Commission.

Not surprisingly, the NY SO makes no mention of aMay 17, 2000 letter by 1SO New
England President and CEO Philip Pellegrino stating that because of the NY1SO’ s inability to provide
redl-time prices on atimely bas's, he anticipates that inter-control area energy transactions will not
occur during periods of pre-emergency and emergency conditions.®

Despite the PIM’ s optimism that implementation of the de facto “must run” gatus for
prescheduled transactions will “ultimately allow for fewer curtailments between the ISO’'s” the fact
remains that |SOs on each flank of New Y ork have fixed warning shots declaring that inter-control area
transactions are in jeopardy. The NY1SO cannot sweep this fundamentd fact under the rug, nor should
it escape the Commission’s notice.

B. Market Flaws For Which Factual Issues Areln Dispute

The NYI1SO and certain Suppliers point to severd Market Flaws that they contend are not as
troublesome as NY SEG suggests, are consistent with the NY ISO tariffs, or are naturaly occurring
events that do not suggest market inefficiencies. Thislist includes; (1) energy importsinthe NYCA,; (2)
extenson of the Bid Production Cost Guarantee to externa generators; (3) odd transmission congestion
patterns occurring only since the NY SO began managing the energy markets, and (4) extraordinary
voldility in the BME and real-time markets. As demondirated, these Market FHaws remain problematic
and are the result of ether tariff violations or market implementation failures causng impediments to

efficient market operation.

1 See Attachment B of Kinney Affidavit to NY SEG Complaint, filed April 24.

32 A discussion of thisissue and substantial excerpts from Mr. Pellegrino’s letter to ISO
New England market participantsis included in NY SEG’'s May 30, 2000 Answer to
Motions to Intervene and Dismiss Complaint and Protests in this docket.
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1 Energy Importsinto The NYCA

Inits Complaint, NY SEG amply demonstrated through anayses and affidavits that energy
importsinto the NY CA have become unworkable and that this fact could have very serious
repercussions during the summer capability season. The NY1SO Mation contends that it has ingtituted
corrections to many of the import problems, and even in the absence of these corrections, thereisno
need for concern. “ The NY1SO expects that its corrective actions will succeed. Moreover, even if
they wereto fail, the April 24" Complaint fails to demonstrate that each NY 1SO market would not be
workably competitive, especidly given the NY1SO's ability to ingtitute market power mitigation
measures and the availability of other, lessradical, tools to address any Market FHlaws that may affect
the NY I SO-administered markets this summer.”*

It isaplain fact that every market power analysis put forth by internal generators as a part of
their gpplications to use market-based rates included imports of energy from outside the NY CA. For
the NY1S0 to sweep aside thisfact, and the andlyses and affidavits submitted by NY SEG inits
Complaint, is smply reckless. The NY1S0O offers no andysis to back up its position that imports will
not play an essentid role this summer in the New Y ork energy markets. The NY SO’ s out-of-hand
dismissal of this extremely important issue does not bode well for New Y ork this summer.

The NYISO's experts, Dr. Harvey and Mr. Hartshorn, also contend that NY SEG'’ s analysis of
PIM to NY1SO price differentias apparently do not reflect the impact of red time price corrections,
stating that on average New Y ork prices have been less than PIM prices®* Further, they indicate that
NY SEG s andysis of arbitrage opportunities is flawed as market participants do not have the benefit of
NY SEG's 20-20 hindsight.%> While seemingly plausible on the surface, closer andlysis shows that both

of these claims are incorrect.

33 Corrected Version of the NY1SO Motion, dated May 30, 2000, at 36.

34 Id., Attachment 7, Joint Affidavit of Scott M. Harvey and Andrew Hartshorn at 6.

3 Id. At 7. “[Kinney’s] analysis assumes, however, that an importer scheduling
transactions in the Hour Ahead Market would have had access to all of the information
that was available to Mr. Kinney after the fact.”
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Firg, the NY1SO' s “average’ numbers cover dl hours. There are hoursin which pricesin
PIM were higher than New Y ork aswell as hours in which prices were lower in PIM. To smply sate
that the averages are close completely misses the fact that in any given hour economic opportunities
exis in one direction or the other. The NY1SO's analysis would suggest that should one market be
priced at $20 dollars over the course of ten hours and an adjacent be priced at $10 for thefirst five
hours and $30 for the last five hours thet, there would be no opportunity for arbitragersto drive the
prices together since on average the prices are equal®.

NY SEG's andysis covered the hoursin which pricesin PIM were lower, and it was thus
profitable to import from PIM. There were aso hours when it would have been economica to export
from New York into PIM. While NY SEG did not provide thisandysisinits origind filing, such an
andysswould further show the inefficiencies and lack of liquidity between the two markets as
evidenced by the lack of arbitrage.

That brings us to theissue of NY SEG' s twenty-twenty hindsight. NY SEG has reviewed its
previous analyss of those hours when the PIM price was less than the New Y ork price by a sufficient
amount to suggest that arbitrage was possible. To add a sgnificant degree of conservatism to the
andysis, and avoid the “twenty-twenty hindsight” issue, in its more recent anayss NY SEG looked at
only these Stuations in which pricesin PIM were lower than New Y ork for three or more consecutive
hours. Presumably after two hours of differentias, traders would have seen an opportunity to buy in
PIM and sl in New Y ork, were such a strategy feasible in the short term. We calculated the potentia
economic savings associated with starting transactions during the third hour of such occurrences. From
January through May such transactions would have yielded over $15 million dollarsin savings. This
may be viewed as a conservative measure of the foregone import savingsin New Y ork attributable to

Market Flaws that hinder inter-pool transactions.

36 Originally the BME was curtailing day-ahead transactions, aswell. The NYISO has
ingtituted a must bid fix, as noted above. See Footnote 18. NY SEG cannot determine the
effectiveness of thisfix at thistime. Taken of itslogicd extremes, this would suggest
that there should be no purchases of cheap energy from Canada in the summer and no
sales of energy to Canadain the winter.
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NY SEG would dso like to address the NY SO’ s contention that energy traders require a
lengthy period of price discrepancy before they will act on an arbitrage opportunity. Energy traders
become reasonably adept at reading market trends, particularly in markets such as PIM where energy
prices, wegther patterns and load levels tend to correlate well. Given that PIM tends to be a somewhat
warmer climate than New Y ork, energy traders could well be expected to anticipate instances when the
prices diverge with PIM lower, and move to arbitrage the differences rapidly.

Further, while NY SEG' s analysis of arbitrage opportunities could be termed somewhat crude,
it could very well understate the economic impacts of lost opportunities asit does not consder the
movement down the bid stack that would result had BME not incorrectly rejected economic
transactions. As demonstrated by the close andysis of BME flaws®, forgone import transactions can
result in an increase in the dispatch of flexible New Y ork resources, causing a higher overdl LBMPsin
someor dl zones. Had the economic transactions been alowed, the New Y ork centralized market
prices would also be expected to be lower. The converse dso holds true when transactionsin the
opposte direction are foregone. In both instances market efficiencies and liquidity are logt.

In yet ancother example of the inefficient import market, a new anamoly has arisen just this past
week on June 5-6. The circumstances on June 6™ are as follows:

During on peak-hours, the PIM NY PP-West bus red-time LBMP averaged $13.10 while the
NY1SO PIM Proxy busred-time LBMP averaged $31.31. An arbitrage opportunity existed and was
recognized by NY SEG’ s energy traders early in the day. They were not pardyzed by alack of perfect
information as Dr. Harvey speculates. NY SEG atempted to schedule an import from the PIM energy
market to the NY 1S0, but its transaction was rejected by the NYISO. The explanation provided by
the NY 1SO was that no new imports would be allowed because of a congtraint on the Central-East
interface. Examination of the data provided by the NY1SO raised more questions than it answered.

The Totd Transfer Capacity (“TTC”) and Available Transfer Capacity (“ATC”) for the
NYI1SO's externa buses (New England, PIM, Ontario Hydro, and Hydro Quebec) moved sharply

from normal levelsto very low levels, even zero and below zero, at gpproximately Hour Beginning

37 See section VA.2 above.
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1100. Simultaneoudy, the ATC for the Central-East interfaces surged from zero to 707 MW and
continued rising through Hour Beginning 1600, when it reeched 1014 MW. At Hour Beginning 1700,
the ATC for Centra-East returned to zero. Although ATC returned on some externd interfaces during
thistime frame, PIM remained a zero through the end of the day. Thiswasthefirst time NY SEG
noted a smultaneous reduction of TTC and ATC a dl externd interfaces, with the gpparent god of
relieving an internd congraint. An inference that can be drawn from these facts that the NY1SO is
favoring internd transactions and resources over externd transactions and resources, or lacks sufficient
dispatchable resources to solve internd congraints. In either case thisis very troubling.

Ostensibly, the NY1SO poststhis TTC and ATC information to assst market participantsin
understanding system conditions. Likewisg, it posts the Hour-Ahead Market LBMPs, which arein
essence the “next step” After the TTC/ATC determinant. In thisinstance, sincethe NY1SO has
decided to de-rate the externa interfaces, it now must curtail any transactions on those interfaces that
would violate the new, reduced interface limit. The BME software accomplishes this by calculating
very low LBMPs (based on market participants' transaction decrementd bids) and curtailing any
transactions with decremental bids that exceed these low LBMPs. Because the interface de-rating was
S0 severe, the resulting LBMPs reached aslow as-$29,999.00. Asaresult of thisaction, NY SEG
was not alowed to begin any new import transactions from PIM. Further, NY SEG learned & a
meeting of the NY SO Scheduling and Pricing Working Group on June 7, 2000, that some market
participants also had existing Day-Ahead Firm externa transactions curtailed aswell. Discussion of
these events by market participants at the meeting was extensive.

In the aftermath of June 5th and 6th, NY SEG is disgppointed that unexplained market
mani pulations have prevented the marketplace from responding to clear economic indicators. NY SEG
has the knowledge, experience, and motivation to take action where gppropriate to meet its obligations
to the NY SEG load, yet it is prevented from doing so. Despite the NY1SO’sinsstence that the LBMP
market is sound and is working correctly, according to rational economic theory, red-life experience
has demonstrated that significant problems do exist, and even continue to crop up, and that these

problems have not yet been corrected.
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2. The NY1SO’s About-face on the Extension of BPCGsto External Transactions
Violatesthe NY1SO Tariffs

In an effort to dleviate the problem of inadequate energy imports, the NY 1SO extended the
Supplementa Bid Production Cost Guarantee Payment (“BPCG”) to externa suppliers. Many market
participants view extenson of the BPCGs to externds as both afair and rationd act. Unfortunately, the
method by which the NY1SO carried through this extension has gpparently thwarted the objective and
raised another tariff violation issue.

Asdated in NY SEG' s Complaint, the extension of the BPCG should have solved part of the
import problem, but results suggest it has not. One potentid factor in the lack of responseis the fact that
the BPCG isin violation of the tariffs. For this reason, external market participants may not be engaging
in import transactions &t efficient levels because they fear that refunds of the BPCG supplemental
payments will berequired. To the extent the NY1SO made payments and hasincurred costs that are
ultravires of the tariffs, retroactive rebilling is gppropriate.

It doesn't help that the NY ISO unilateraly changed its stance on the gpplicability of the BPCG
to external generators. In the first months of operation, the NY1SO staunchly rejected applying these
BPCGs to externd generators on the basis that the NY 1SO could not “commit™® externa generation
facilities, in part because externa energy cannot be traced to any single generator. The idea of

38 The BPCG was created to compensate generators whose bids are accepted and
committed by the NY SO in the day-ahead market and then, for any of various reasons,
the generator is unable to recover its minimum generation/start-up and energy bid price
through the day-ahead LBMP and ancillary services revenues. See NY1SO Services
Tariff, Section 4.23, First Revised Sheet No. 63: “The NY1SO shal determine, on adaily
basis, if any Generator committed by the NY1SO in the Day-Ahead Market will not
recover its Minimum Generation and Start-Up And Energy Bid Price through Day-Ahead
LBMP and Day-Ahead Ancillary Services revenues. If a Generator’s Minimum
Generation and Start-Up Bid plus its net Energy Bid Price over the twenty-four (24) hour
day exceedsits Day-Ahead LBMP revenue over the twenty-four (24) hour day, its Day-
Ahead LBMP revenue may be augmented by a supplementa payment.” Emphasis
added. In some instances, because of differences in the day-ahead and real-time LBMP,
generators have on occasion faced the troubling circumstance of being committed to run
and still owing the NY SO payments at settlement to cover required repurchase of
energy at alossin therea-time LBMP.
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committing an externa generator’s energy to the NY CA was seen asimpractical, and thus the BPCG
was available to generatorsin the NY CA.*°

However, the NY1SO has unilaterally changed its position on thisissue, and made retroactive
the BPCGs to the external generators going back to the NY SO startup date of November 18, 1999.
The practicd impact of this decison isthat dollars are transferred from internd load serving entities to
externa generators, because funds for BPCGs are recovered through the NY1SO OATT Schedule 1
charges. Thus, dl tranamisson customers and |oad-serving entities serving retail access cusomers face
acontinuing large financid burden.

The NY IS0 tariffs make no dlowance for such an extenson. Absent aprovison in the
relevant tariff, the payments may not be made. While the NY1SO caims that the tariff has not been
violated, the factsare not in dispute. The NY 1SO should have made arequired FERC filing to dlow an
extenson of the BPCGs to externd generators, if indeed that is the chosen path on which to proceed. It
isimportant to note that such afix has not been applied to L SEs, whose bilaterd transactions are cut
only to be replaced by RTM energy at prices above their decrementa bids. Even if it were proposed,
asystem with so many patches, each of which may carry its own form of uplift, may soon produce
inefficient and uneconomic results that customers are asked to bear. Unilatera action by the NY1SO on
this matter is wholly ingppropriate and in violaion of the tariffs.

3. Odd Congestion Patterns
Asrecently as June 1, 2000, the NY1SO has caculated real-time LBMPs that include
congestion components that conflict with other posted data, defy explanation, and send improper price

39 This NY SO position was reiterated on numerous occasions, including responses in email
sent by NY1SO Vice President of Market Services, Charles King. In a December 11,
1999 email to participants on the Technical Information Exchange, Mr. King stated: “At
the present time, there is no bid production cost guarantee of any kind for parties buying
LBMP energy at, or selling energy into a proxy bus. ... The externa supplier has no
additional mechanism to recover costs other than the energy price itself. Therationde, is
that the NY SO redlly has no indication where the energy is actually coming from and
conseguently cannot ‘performance track’ the supplier as can be done with the internal
supplier, hence no bid production cost guarantee is provided (or perceived to be needed).”
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sgnas. Asdiscussed below, NY SEG believes that the market will continue to suffer alack of
confidence and lack of liquidity asaresult of suchillogica and unexplained resuts.

The congestion component of the LBMP is supposed to increase the LBMP in a congested
zone and lower the LBMP in an uncongested zone. When there is no congestion, the congestion
component is zero. Market participants are expected to examine day-ahead, forecasted and red-time
LBMPsto gain insight on system conditions and how they relate to market participants strategies of
maximizing revenues or minimizing expenditures. Thisis an important agpect of a genera concept
usudly referred to as “price Sgnas’ in a competitive market. Because congestion isindicetive of
transmission congtraints and actua energy flows, market participants normally would react to these
price Sgnds by engaging in transactions that are economicaly efficient. The following is a recent
example of the posted data providing an incorrect and virtually meaningless price sgnd to market
participants.

On June 1, 2000, the ATC for the Central-East interface was forecasted to be zero or near
zero for the on-pesk hours. This indicates the presence of a Central-East condtraint, a Situation that
produces higher LBMPsin zones east of the Central-East interface than in zones west of the
Centrd-East interface. However, for many intervas beginning around 10:00 am., the red-time zond
LBMP for the Capital Zone became the lowest of dl the zonesin the state. Since the Capitd Zone
(Albany areq) is east of the Centrd-Eagt interface, this result is fundamentally wrong under LBMP
theory. Further, it sends an inappropriate and erroneous price signd. Specificdly, it incorrectly tells
market participants that there is an excess of generation in the Capital Zone that cannot be utilized in
any other neighboring zone because each and every transmission path -- to New England, the North
Zone, the Mohawk Vdley Zone, and the Hudson Valey Zone — are loaded to capecity. Thisis
virtualy impossible and should have been investigated and corrected by the NY SO, yet the NY1SO
did not reserve this date and hour and did not correct these prices.

The continuing occurrence of indecipherable price sgnaswill not serve this market well.
Market participants expect a certain period of flux in anew market while al participants work to
understand system condiitions, market rules, and price sgnas and adjust their Strategies to best suit their
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needs. At the end of this period, participants expect a degree of consistency in the market, with
reasonable volatility and prices that generdly correspond to load levels. Participants hope to find useful
correlation among the various data provided by the NY1SO that will give insght into subtle market
dynamics. Grosdy irrationd price Sgnals with no explanation forthcoming from the NY1SO, coupled
with the hogt of other implementation problems, undermine and frustrate efforts by participants to
understand the market.

Moreover, in its filing with the Commission to extend its Temporary Extraordinary Procedures,
the NY SO states®:

it must be recognized that corrections to software can be very
time-consuming. Great care must be taken to ensure that one
correction will not create new and different unintended consequences.
Other anomdies are likdly to surface which will require investigation
and potential remediation. Despite the extensve training afforded to
NY SO gaff and the use of highly qudified expert consultants, the
NY SO recognizes that fact patterns will continue to be presented by
the marketplace that the various programs have not been specificaly
designed to address, especially as Market Participants become more
imaginative in adopting their bidding rategiesto the rulesin place.
Severd software changes are currently underway. [Ma]ny other
changes are likely to be necessary as unanticipated scenarios arise.

Market participants can conclude that the state of flux for the NY SO could last well into the summer
load period. The NY1SO has stated thét it isimplementing many changesto its system and is working
on many more. As some problems are solved, it can reasonably be expected that new problems will
arise, and the above anomaous LBMP problem may be one of these new problems. Unfortunately,
new problems are unlikely to be addressed until market participants themselves gather evidence and
takeit beforethe NY1SO. Already, NY SEG has many unanswered questions relating to occurrences
of anomadous LBMPs. During this state of flux and uncertainty, market confidence and liquidity are not
attainable.

40 “Extension or Temporary Extraordinary Procedures of the New Y ork Independent
System Operator, Inc.,” Docket No. ER00-2624-000 3 (Filed May 26, 2000).
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4, Unreasonably High Price Volatility

InitsMation, the NY SO argues that price volatility, particularly how the RTM is susceptible to
greater volatility than the DAM and HAM, is not due to Market Flaws** The NY SO has gone on
record suggesting that the RTM is extremely volatile by design.*? In araionad market, the RTM should
indeed be more volatile than the DAM, because there is no time available to counteract unforeseen
events when dedling in real-time. The question is therefore not which market is more volatile, but what
degree of volatility over aperiod of timeislegitimate in a correctly functioning competitive market, and
what degree of volatility indicates the exisence of inefficiency-producing Market Haws. It remains
largely amystery asto why incidences of extreme volatility are so frequent in the New Y ork markets.
Some market participants have speculated that the NY 1SO’ s suggested work-arounds to known
Market Flaws defegt an dready fragile system. For example, the NY SO has recommended that
market participants enter a negative decrementd bid of the lowest amount possible, whichis-
$9,999.99, if they wish to try to guarantee that a bilateral transaction not be cut in the BME. Soon,
many market participants were employing this work-around procedure, which exacerbated the
occurrence of decrementa bids not being cut in a pro rata fashion, as the tariffs require, explained
above. Another possible consequence of this recommended work-around is that extensive bidding by
many parties at levels of -$9,999.99 is corrupting the integrity of the energy market system, which
gppears in seemingly unexplainable symptoms.

A number of statements were made in the response to NY SEG' s discussion of market volatility
and NY SEG’ s comparisons of NY1SO and PIM prices. The NY1SO response notes “...Real-Time
prices are, legitimately, much more volatile than Day-Ahead prices. It istherefore gppropriate that
Day-Ahead prices be somewhat higher than Real-Time prices, to reflect the lower price risk associated

41 NY SO Corrected Motion at 38.

42 Charles King, Vice President of Market Services for the NYISO, in a December 8, 1999
e-mail posted to the market participants stated: “Keep in mind that the real-time markets
are, by design, wild and dangerous.”
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with aless volatile market.”*® Yet in May, with ahint of warmer westher, the pricein the redl time
market nearly doubled that of the DAM LBMP was more than seventeen timesthat of the of Day-
Ahead LBMP.

The NY SO response further notes that “Because the BME prices are not used for settlements,
the NY1S0O does not expend resources identifying or correcting erroneoudy calculated BME prices.*
It was intended that market participants would use the BME to gauge changes from the DAM prices as
an indication of market conditions and their impact on the red time prices. The BME hasfailed to give
any clue asto what to expect in the RTM, thus limiting the ability of market participants to adjust
positions of price exposurein the RTM. With the erratic behavior of the BME, it is not surprising that
the mgjority of the market istied to bilateral contracts or the DAM. The price sgndsin May tend to
favor the continued approach of relying on bilateral contracts and the DAM.

The BME advisory prices for May were erratic. The average energy price for the month was -
$52.51 with astandard deviatiort® of $2,997.40.% Average Peak and Off Peak advisory prices were
$73.91 and -$353.91 respectively. BME certainly needsto be able to predict prices better if it isto
have any value to the market participants or if it is going to continue to regject bids into the HAM and
curtall bilateral transactions. As the hot temperatures of summer gpproach, pricing and volatility
observed in prior months may become the norm.

43 NY SO corrected motion at 40.
44 Id., a 38.

45 Standard Deviation is a statistical measure of voldtility, risk or more uncertainty of set
numbersin case prices. The greater the standard deviation, the more volétile the series
of prices are around the average. The greater the volatility, the greater the uncertainty
and risk associated with predicting outcome of the value or price.

46 This caculation does not include values for May 8 Hours Beginning 1400 through 2300
and May 9 hours 1400 through 1600. During this period of abnormally hot wegather, PIM
was experiencing emergency conditions, and the NY 1SO was taking actions to assist
PIJM. On May 8, pricesin the HAM went from -$68,307.30 (that is negative
$68,307.30) to positive $58,887.79 in the Capita zone in the span of one hour. That
represents a change of $127,195.09/MWH.  Including these values for these hours
would have increased the volatility above the numbers provided in this example.
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PIM pricesfor May closaly compare to NY1SO DAM energy prices, asthe NY1SO points
out initsMoation. For March and April the original, uncorrected pricing posted by the NY 1SO shows
that the Time Weighted/Integrated Redl-Time LBMPs compare more favorably to the PIM prices than
do the DAM prices. Since the Time Weighted/Integrated Real-Time LBMPs and the PIM prices
represent the real time market conditions, it is reasonable they would be smilar. The difference for
March and April respectively was $1 and $1.01, with the PIM price (PIM price being lower than the
NYI1SO price). For May, the average DAM price closdy compares to the PIM price with the
difference being $0.39/MWH between the two markets. The NY SO Weighted Average Red Time
value (uncorrected) was $48.91/MWH compared to $28.68/MWH for PIM.*" The NY SO prices do
not provide any measure of certainty, thus adding risk beyond what might be expected in even an

immature market.

5. TheNYISO Still Failsto Recognize Available Resources, Though it Has
I mproved

Even where the NY1SO hasindtituted relatively smple changes to known and acknowledged
Market FHaws, the old ways seem to persst. The NY1SO alowed more flexible operating capacity
declarations of generators in recognition of operating factorsthat alow, at certain times, generation
base points in excess of their DMNCs.  The move was widdly applauded, even though it took five
months to accomplish.®® In response, NY SEG requested that the N'Y 1SO change the DMNC of
generating units for which NY SEG isresponsible. Despite gpprova by the NY 1SO, eight of the nine
generating unitsin the NY1SO Market Information System generator database are wrongly represented
for Maximum Summer Operating Limit and/or Summer Ingtaled Capacity Contract values. Ongoing
correspondence between NY SEG and the NY 1SO has failed to rectify the mistakes. These units
remain incorrectly represented a the time of thisfiling.

47 The uncorrected prices were used in the comparison because the market participants
are reecting to this information.

48 See NY SEG Answer of May 30 for an explanation of this corrective process.
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C. The Commission Should Regect the NY1SO’s Claims That the Markets Are
Working Wdll

In sum, the NY 1SO-managed energy markets remain plagued by Market Flaws, many of which
NY SEG has been detailing in correspondence to the NY 1SO since January. Given the detailed
Complaint and Affidavits that NY SEG filed with the Commission on April 24, 2000 and the NY1SO's
conclusory and evasive Answer, it can not be said (1) that NY SEG dramatically exaggerated the
number and severity of Market Flaws, or (2) that the NY1SO has done a good job with the problemsiit
“inherited,” or (3) that the performance of the NY 1SO-administered markets have improved
consderably.

Any of severd Market FHaws identified by NY SEG would be sufficient reason for establishing
some type of safety net for the summer capability period. Taken together, the cumulative impact of the
Market Flaws requires Commission action to compel the NY SO to protect market participants by
way of asafety net.

NY SEG has attempted, where possible, to place adollar figure on theimpact of Market Flaws.
Inits calculation of one aspect of the energy import problem, NY SEG established that in the first three
months of this year, the economic inefficiency of unworkable imports amounted to approximately $29
million. See the Kinney Affidavit to NY SEG Complaint. That figure has grown in the intervening
months. Other economic inefficiencies caused by Market Flaws, however, are not cal culable because
the necessary information isin the hands of the NY1SO solely, and the NY1SO has made no effort to
provide information whatsoever. The NY SO asks the Commission to trugt that it has the market under
control and suggests that the documented problems do not and will not have a Sgnificant impact on the
market. The Commission should be troubled by the lack of information provided by the NY SO and
even more troubled if the analyses to back up its alegations that the markets are in fine shape do not

exig.
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VI. UNSUPPORTED AND UNPERSUASIVE SUPPLIER ARGUMENTS
A. SuppliersFail to Demonstrate that an Interim Safety M easur e and Refund
Effective Date are | nappropriate

Some Suppliers categoricaly oppose any relief whatsoever. These Suppliers, however, have
faled to offer any quantitative or quditative evidence to refute the substantia evidence presented by
NY SEG that the Market Haws exist and are substantid. The Market Flaws have aso been confirmed
by the vast mgority of the market.

Certain Suppliersthat have purchased generation in the recent utility divestiture auctions argue
that any form of safety net will ruin their revenue expectation. Their arguments imply that they believe
they are entitled to rates that guarantee recovery of the premiums they paid for their new generation.
Were thisthe case, no regulators would approve the divestiture transactions because the transactions
would not be in the public interest. Thisis because rates would have to increase to cover the new
higher book costs. Such a policy would be nonsensicd.

For example, Orion argues that the high prices it paid were premised on sdlling energy, capacity
and ancillary services at market-based rates. (Orion at 9.) IPPNY arguesthat NY SEG's proposa will
penalize generators who reasonably expect to benefit from higher prices during summer 2000. (IPPNY
at 17-18.) While these Suppliers complain that any safety net would disgppoint their financia
expectations, they should have expected prices produced by a properly functioning competitive market.

In the LBMP system, suppliers selling energy into the LBMP markets should expect to be paid
apricethat is set by theincrementa cost of the margina unit needed to serve the next MWH of load.
The NY1SO's expert witness and one of the principle architects of the NY1SO LBMP system, Dr.
William Hogan, concluded that “[i]n a competitive market in which generators are paid the market
price, the economicaly efficient bidding strategy would be for generatorsto bid their costs.”  Affidavit
of Dr. Hogan at 47, Comprehensive Proposa To Restructure The New Y ork Wholesale Market,
Volume V., dated January 31, 1997. Dr. Hogan suggests that regulators can use this principle by

comparing agenerator’s bids to a generator’ s costs to determine whether that generator is attempting
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to exercise market power. Id.

Suppliersthat purchased generation in the divedtiture auctions must have expected that the
electricity market was going to be comptitive. In the purchasers' filings submitted to the Department of
Justice (the H-S-R filings), the Federal Energy Regulatory Commission (the request for market based
rate authorization under Section 205 of the FPA) and the New Y ork State Public Service Commission
(the Public Service Law Section 70 filing), Suppliers had to show to the satisfaction of dl three agencies
that the divegtiture was pro-competitive and/or that the market was competitive. Accordingly, the
Suppliers represented that they were functioning in a competitive market and knew that pricesin the
LBMP markets should be set by the margind units.

B. Supplier’s Accusations of NY SEG’s Motivesfor Filing the Complaint are
Irrelevant

At least saven of the Suppliers have focused their arguments not on the existence or absence of
Market Flaws but on NY SEG’s motivation for filing the Complaint, a diversonary tactic. These
Suppliers speculate that NY SEG filed this Complaint because it is inadequately hedged against
fluctuating market pricesthis summer. PG&E, Aquila, KeySpan, Sithe and NRG argue that NY SEG is
using the Complaint as vehicdle to artificidly reduce the price it will pay for energy this summer to serve
itsload. They conclude that NY SEG, by failing to enter long-term agreements with the purchasers of
its recently divested generation to purchase energy, will be short this summer and, therefore, subject to
the risk of market volatility.

Notwithstanding that NY SEG’ s motives are irrelevant with respect to the existence and severity
of Market Flaws and the importance of an interim safety net, these Suppliers are wrong. These
Suppliers conclude that NY SEG will be short smply because NY SEG decided not to enter long-term
buy-back agreements with the purchasers of its generation facilities. Do these Suppliers suppose that a
buy-back agreement (i.e., one type of abilatera agreement) is the only means through which NY SEG
could hedgeitsrisk? Infact, NY SEG is nearly fully hedged this Summer. Although not relevant here,
NY SEG' s decision not to enter buy-back agreements was designed in part to further competition in the
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energy markets.

NY SEG has two motives that prompted filing of the Complaint. First, NY SEG has a vested
interest or seeing retail access take hold and succeed in New York. Retail accessis jeopardized by the
exisence of Market Haws. Second, NY SEG has an interest in the establishment of rationae,

competitive marketsin New York.

C. Bid Caps, Price Screensand Other Short-Term Safety Nets Do Not
Discourage New Generation Development Or Market Participant Financing

Severd Suppliers, like Merrill Lynch, argue that remedies such as caps and price screens will
discourage generator development, impede financing of new market participants, and exacerbate
exiging problems by driving more generators to sl into other control areas. Their position loses
credibility in light of PIM’s $1,000 per MWH price cap, in effect Snceitsinception. PIM has
processed applications for the congtruction of over 3,000 MW of new generation. The pricecapin
PJIM does not appear to be discouraging generation development. Likewise, many developers
requested system impact studies for over 15,000 MW of new generation in New England a atime
when Market Rule 15 was in effect. 1SO New England’ s version of New Y ork’ s temporary
extraordinary procedures do not appear to have discouraged development in New England.

Moreover, if developersinvest based on Market Flaws that will be corrected within six months,
they are not entitled to a vested right in continued Market Flaws. Such an investment approach defies
logic and would be slly.

VII. TheCommission hasthe Authority and the Duty to Grant the Relief Requested by

NYSEG

A. The Commission Should Require an Interim Safety Net

Fashioning aremedy that will restore prices in the NY ISO-administered markets to levels that
are just and reasonable is not an easy task. The chalenge in implementing aremedy is critica for the
Commission to satisfy its statutory duty. For al the reasons discussed above, NY SEG urges the
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Commission to take the following actions:

1.

Order the implementation of an interim safety net through a combination of
appropriate bid caps® and a reguirement that the NY 1SO diligently implement
its Temporary Extraordinary Procedures (“TEP”) to correct erroneous market
pricesin gtuations that the NY1SO now ignores,

Establish arefund effective date of June 23, 2000, 60 days after the date of the
Complaint, in order to make charges subject to refund o that if the NY1SO
failsto correct pricesto the leve that would have been achieved in a properly
functioning competitive market, the Commission’s legd authority to establish
refunds will be clear;

Order refunds of al over-charges caused by Market Flaws; and

Egtablish a hearing to the extent that any of the issues established above present
disputed facts which must be resolved in order for the Commission to

determine appropriate longer-term action.

Firgt, the Commission should order an interim safety net. As proposed in the Complaint,

NY SEG advocated cost-based bidding that would dlow the margina cost of the margind unit to

establish the LBMPs. In the dternative, NY SEG proposed price caps and arefund effective date. In

the amendment, NY SEG withdrew the cost-based bidding proposa and advocated price screens

pursuant to which prices above the screens would not be permitted unless the NY1SO determined that

they were the result of a properly functioning competitive market. Other market participants have

supported cost-based bidding, price caps, price screens, and/or arefund effective date. As part of the

price screen proposal, NY SEG and the other Member Systems agreed to use the Management

Committee process to attempt to develop price screens. In that process, it became apparent that price

49

As noted, the NY SO Management Committee on June 5, 2000 voted by a nearly two-
thirds majority to implement interim bid caps. The NYPSC, Multiple Interventors and

other parties in their motions to intervene in this docket proposed $1,000 per MWH caps
on energy and certain ancillary services. NY SEG supports these interim measures in

tandem with the relief described above.
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screens would be difficult for the NY1SO to implement in time to facilitate rationd pricesin the Summer
2000 peak season, but the Management Committee voted by amost a two-thirds mgority (63%) to
implement smple bid caps as soon as possible so they would go into effect in June 2000. NY SEG
expects that the NY SO will make afiling with the Commisson to implement the price cgps soon. The
NY PSC'sintervention in this docket and severd other Intervenors asked the Commission to adopt
interim bid caps as well.

In pardld, in the NY1SO Management Committee process, the NY1SO indicated it used some
forms of price screens to implement the TEP and iswilling to consider others. The process of
developing appropriate price screens will continue in order to assst the NY 1SO in detecting Market
Flaws and to indtill greater confidence in the market that the NY1SO isimplementing the TEP in an
appropriate manner. Still, however, the manner in which the NY1SO implementsthe TEP islargely a
mystery to the market. The Commission should direct the NY1SO immediatdly to take the following
steps with respect to the TEP:

1 The NY SO should provide information on how it screens both bids and output
prices,

2. The NY1SO should use the TEP or rebilling provisons of the NY SO tariffsto
correct prices any time the NY SO determines that prices are influenced by or
result from one or more of the following:

a Software flaws, including software input or mode flaws;
b. Metering errors,
C. Computationd errors,

d. Deviations between modes or inputs used in security congtrained unit
commitment (*SCUC”), BME and SCD that are known to produce
inefficient results on arecurring basis,

e Deviations from the NY 1SO Tariffs;

f. Market design problems resulting in inefficient commitment,
curtallments, transaction schedules, or dispatch;

o] Operator errors; or
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h. Implementation of aLoca Rdiahility Rule.

In addition to these exercises of authority under the TEP, the NY 1SO should continue to
monitor problemsidentified in the NY SO Temporary Extraordinary Procedures, Emergency
Corrective Actions, or Market Power Monitoring and Mitigation Plans.

3. If the NY1SO determines that prices were the result of or influenced by Market
Faws, then the NY SO shall, wherever reasonably estimated, establish the
prices (“Corrected Prices’) that would have resulted in the absence of the
Market Flaws. If it is not reasonably possible to develop the Corrected Prices
based on particular circumstances, then the NY 1SO shall set the prices based
on prices under Smilar conditions where the prices were vdidated by the
NYI1SO.

4. Each time the NY1SO discovers anew Market Flaw, not previoudy posted on
the NY1SO’' swebsite, it shdl post the Market Flaw, along with an explanation
of the associated impacts on market prices and how and when the NY1SO
shdl correct the flaw.

NY SEG urges the Commission to take these actions associated with the TEP for severa
reasons. Firg, when LBMPs are established a an erroneoudy high level due to Market Flaws,
suppliers receive awindfal that is not the result of a properly functioning market, and customers pay
erroneoudy high prices. Correction of such prices cannot be said to be unfair to suppliers, particularly if
the problem is unrelated to market power or abusive bidding practices and the NY 1SO duly adopts a
bid guarantee. Under these circumstances, no supplier istrested unfairly or incons stent with reasonable
financia expectations and load is not pendized as much as under the current approach. Moreover, the
process of determining what prices would have been in the absence of the market flaw can be
performed. Unless the work associated with accurately performing this task clearly outweighs the
aggregate amount of the overcharges, the fact that work is required should not interfere with getting the
job done. As discussed above, there are avariety of Market Flaws that go unchecked by the TEP. For
example, see the discussion of the BME failures. The Commission should not alow thisinaction to
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Second, the Commission should establish arefund effective date of June 23, 2000, 60 days
after the Complaint wasfiled. In its order on the operating reserves markets, the Commission declined
to adjust for operating reserve prices retroactively when the NY1SO had failed to follow the TEP to
adjust operating reserves prices. While NY SEG bdlieves that retroactive adjustment is gppropriate in
that case, the Commission’s reluctance to order this only reinforces the need to establish arefund
effective date. For the February operating reserves market above, the NY SO’ sfailure to invoke the
TEP resulted in approximately $70 million in over charges that cannot be said to be the result of a
properly functioning competitive market. If the NY SO fallsto invoke the TEP in Stuations this summer
in which energy markets prices are erroneoudy high, the Commisson must not alow the errorsin the
operating reserves market to be exponentialy compounded. The damage to consumers could be
extraordinary. Consequently, the Commission should establish arefund effective date, and if the
NY SO fails to adequately implement the TEP, notwithstanding known or new Market Haws, the
Commission should require refunds of erroneoudy high prices. Placing suppliersin the position they
would have been in had the Market Flaws not existed isjust. Moreover, it sends the right price signa
for gimulating new generation development because new generators will receive market clearing prices
that are closer to the corrected prices than to the uncorrected prices after the flaws are corrected.

Notwithstanding those Suppliers that oppose arefund effective date (e.g., Orion at 13-14),
Section 206 of the FPA providesin relevant part:

Whenever the Commission inditutes a proceeding under this section, the Commission shal

establish arefund effective date. In the case of a proceeding ingtituted on complaint, the refund

effective date shdl not be earlier than 60 days after the filing of such complaint....
16 U.S.C.8 824¢e(b). Faced with significant undisputed and disputed evidence of the Market Flaws,
and without any rationa basis to conclude that the resultant prices are just and reasonable, the
Commission must establish arefund effective date. See, e.g., Central Montana Electric Power Co. v.
Montana Power Co., 87 FERC 61,018 (1999).

The Commission should order the NY SO to use its authority under the TEP and the billing
correction procedures to rebill any erroneous prices. The FPA’s “just and reasonable’ standard does

not alow the Commission to acquiesce in the NY1SO'’ sinaction concerning the correction of erroneous
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prices.
Findly, if the Commission finds that atriable issue of fact exists with respect to how it should
proceed, the Commission should establish a hearing to resolve the issues.

B. The Commission Should Deny the M otions to Dismiss the Complaint

Those parties moving to dismiss the Complaint utterly fal to satisfy their burden. Rule 217 of
the Commission’s Rules of Practice and Procedure addresses the requirements that must be met in
order for the Commission to summaxrily dispose of aproceeding. Rule 217 provides, in pertinent part,

that:
If the decisond authority determines that there is no genuine issue of fact materid to the
decision of aproceeding or part of a proceeding, the decisona authority may summarily
dispose of dl or part of the proceeding.

Stated another way:

Summary dispostion is appropriate if two conditions are met; firdt, the proponent must be
afforded opportunity to present factua support for its arguments (and the evidence must be
viewed of the light most favorable to proponent), and second, there must be no materia fact in
dispute (or facts presented by proponent must be accepted in making a decision) so asto make

a hearing unnecessary.
Coastal States Marketing, Inc. v. Texas-New Mexico Pipeline Co., 25 FERC 161,164 (1983).
The party making amotion for summary disposition has the burden of demongrating thet thereisno
genuineissue of fact. See e.g., Northern Border Pipeline Co., 60 FERC 61,176 (1992). “Because
granting such amotion can terminate a case, the inferences to be drawn from the underlying facts must
be viewed in the light most favorableto . . . the party opposing the motion.” ANR Pipeline Co., 71
FERC /63,004 (1995).

Applying these stlandards to the facts of this case, it is clear that the parties moving to dismiss
the Complaint have not carried their burden. To the contrary, NY SEG has demonstrated that Market
Flaws exig, that they are subgtantia, and that the Commission must act now.
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Wherefore for the foregoing reasons, NY SEG respectfully requests that the Commission:

1.

2.

Deny the motions to dismiss the complaint.

Order the implementation of an interim safety net through a combination of bid cgps and
market price screens with the requirement that the NY1SO diligently implement its
Temporary Extraordinary Procedures to correct erroneous market prices to the level
that would have been achieved had the Market Flaws not existed.

Establish arefund effective date of June 23, 2000.

Order refunds of dl overcharges caused by Market Flaws.

Egtablish a hearing to the extent that any of the issues established above present
disputed facts which must be resolved in order for the Commission to determine
appropriate longer-term action.

Grant any necessary waiversto effect any of the foregoing.

Grant such other relief as the Commission deems just and reasonable or in the public
interest.

Respectfully submitted,

Stuart A. Caplan, Esg.
Robert G. Grass, EXq.
William D. Booth, Esg.
Margaret Mayora, Esq.
Adam H. Bartsch Esg.
Huber Lawrence & Abell
605 Third Avenue, 27" Floor
New York, New York 10158
(212) 682-6200
Attorneys for New Y ork State Electric &
Gas Corporation

Dated: June 9, 2000
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