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Honorabl e Richard J. G ossi

Chai rman, New York | ndependent System
Qperator Board of Directors

c/o WIlliamJ. Museler

Chi ef Executive Oficer

New Yor k | ndependent System Operat or
3890 Carman Road

Schenect ady, New York 12303

Re: New York State Public Service Conm ssion’s Mtion
in Opposition to Appeal s of Managenent
Commttee’s June 5, 2000 Decision to Establish
Bid Caps in Energy and Ancillary Services
Mar ket s.

Dear Chai rman G ossSi :

Pursuant to the “Procedural Rules for Appeals to the
| SO Board” and the notice issued June 21, 2000, the Public
Servi ce Conmi ssion of the State of New York respectfully submts
the attached Mdtion in Qpposition to the appeals of the
Managenent Conmmittee’s decision to establish bid caps of $1000
per megawatt hour for the energy and ancillary services narkets.

Due to the inportance of addressing all aspects of
this issue, this response exceeds the page limtation set forth
in the Rules. W therefore seek a waiver of that requirenent.

Si ncerely,

Saul A. Rigberg
Assi st ant Counsel



MOTI ON OF THE PUBLI C SERVI CE COW SSI ON | N
OPPCSI TI ON TO APPEALS OF THE MANAGEMENT COWM TTEE' S
DECI SI ON TO ESTABLI SH Bl D CAPS
Pursuant to the 1SO s Procedural Rules for Appeal
and a notice issued June 21, 2000, the New York Public
Service Conm ssion (PSC) respectfully submts this response
in opposition to the appeals of the Managenent Conmittee’s
(MC) June 5 vote to establish a tenporary $1000 per
nmegawatt hour (MM) bid cap for this sumer through Cctober
31, 2000. The PSC s response addresses appeals filed by
Coastal Power Sales, et al. (Coastal), Orion Power of New
York (Orion), and Hydro Quebec Energy Services (U S.), Inc.
(HQ (collectively, Appellants).
Upon consi deration of the appeals, the PSC
continues to strongly support a bid cap for the July to
Cct ober period as a necessary protection agai nst non-
conpetitive market prices. Wth the exception of an issue
rai sed by Orion, which we address bel ow, Appell ants have
offered flawed argunents that were di scussed -— and
di sm ssed -— by the Market Participants in extensive
di scussions at the May 24 and June 5 MC neetings, at open
foruns and sector caucuses and in other conversations as
well as in tel ephone conferences in the days between those

two MC neetings. The $1000 MM cap is an appropriate
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conprom se between i nposing cost-based bids and no new
pr ot ecti ons.

We make this recommendati on despite our
phi | osophi cal reluctance to enbrace bid caps. W would
much prefer that such a step were not needed. However, it
is reasonable to expect that this sumrer, w thout a cap
added to the 1SO s shield to protect consuners agai nst
i nperfect market conditions, suppliers would be able to
exert market power and profit unreasonably at the expense

of consuners.

PRELI M NARY STATEMENT

G ven the expected difficult situation facing New
York this summer -- a nunber of significant start-up
probl enms, the resolutions to which have not yet been fully
tested and i nplenmented, and a tight energy market --— the
PSC has reluctantly concluded that inposition of a
tenmporary bid cap of $1000/ MM for energy (some 30-40 tines
normal of f-peak prices)! and ancillary services (nore than
100 tinmes nornmal off-peak prices) is necessary for the

sunmer .

! W note that the cap in the California Control Area is
$750/ MAh.



Motion of Public Service Commission June 26, 2000

The bid cap is one part of the three-pronged approach
conpri sed also of vigilant and thorough nonitoring of
prices and bid behavior on the one hand and expeditious use
of Tenporary Energency Procedures ( TEPs) and mar ket power
mtigation neasures on the other.

A bid cap is sinple conpared to other nmitigation
measures. It does not involve after-the-fact adjustnent
of prices and billing and is relatively easy to interpret.
It is also less intrusive, not comng into play except in
extreme situations when consumers are nost vul nerable to
abuse of market power.

This bid cap should not be necessary when the New
York markets can effectively incorporate and utilize such
nmechani sms as interruptible | oad, price capped | oad bids,
and other price sensitive responses by which custoners can
protect thensel ves agai nst high prices. 1In a properly
functioning market, buyers have accurate, visible prices
and can choose to buy | ess when prices go up. Many experts
have cited the near total |ack of demand responsiveness,
that is, the alnost total inelasticity of demand, as a key
weakness that | eaves peak markets vul nerable to nmarket

power and necessitates the use of a bid cap as a needed
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mtigation nmeasure until an adequate anount of demand can
respond to real -tinme prices.

This tenporary neasure provides a critica
"safety net" while only mnimally intrudi ng upon the
market. It allows the NYI SO staff and the Market
Participants to concentrate on fixing the currently known
probl enms and ensuring systemreliability w thout the
di versions and controversy that would result from very high
price spikes.

It also offers sone partial protection to retai
mar keters that may be severely prejudiced by a tine-
consunm ng refund process. However, the tenporary bid cap
woul d not in any way dimnish the NYISOs obligation to

noni tor bids and prices and take appropriate actions.

ESTABLI SHVENT OF A BID CAP | S JUSTI FI ED
AND NECESSARY UNDER THE ClI RCUMSTANCES

Appel l ants argue that no facts were presented to
justify a bid cap |ower than the $10,000 anmount that is the
current limt of the “bid box.” This is incorrect. During
di scussions at the MC neetings on May 24 and June 5 as wel |l
as at the special working group neeting convened by parties
specifically to address the design of the bid cap, nunerous

reasons were offered and explained to justify the
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i nposition of a bid cap. Notable anbong the reasons
provided are the foll ow ng:

a. There have been nunmerous events since the
start-up of the 1SO that indicate that problens
exi st with market design and inplenentation.
The run-up of reserve prices in February drew
sharp attention to sone of these probl ens.
Wi |l e many of the problens have been or will be
fixed, not all will be adequately resolved for
this sumer.

b. This is the first sunmer during which the
whol esal e el ectric generation market and the
bul k power transm ssion systemw || be operated
by the 1SO  Sumrer conditions can be expected
to stress the systemsignificantly, certainly
nore than it has been stressed to date. Under
such circunstances, it is reasonable to assune
t hat the whol esale electric systemduring the
sumer may experience additional market design
or inplenentation problens. This is notinme to
subj ect the market to additional risks that
coul d jeopardize the | ong-term devel opnent of
conpetitive markets by thwarting retai
conpetition and inviting re-regul ation.

c. Sumrer conditions will be the nbst susceptible
to abusive or anti-conpetitive behavior by
suppliers. During discussions of the need for
a bid cap, many parties repeatedly noted that
one of the major problens with the current
mar ket is the lack of any structures or
mechani sns that allow significant price-
sensitive | oad response. No neaningful way
exi sts for consuners to participate in the
whol esal e el ectric market in a fashion that
could effectively curtail market power abuses.
There are also major barriers to entry into the
mar ket so that no additional significant
supplies can be expected to naterialize for the
summer period. It is also well understood that
the 1SO has very limted flexibility in
operating the systemw th respect to neeting
reliability constraints at all tinmes. G ven
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t hese constraints that nust be closely adhered
to in order to assure reliability, the lack of

new supplies, and the absence of neani ngf ul
demand- si de i nvol venent, suppliers, on the
summer’s hottest days, may well be able to
virtually nane their price. This is not what

one woul d expect to occur in a well-
functioni ng, conpetitive market.

1. THE BI D CAP ESTABLI SHED BY THE MANAGEMENT

COW TTEE | S FAIR AND REASONABLE

Appel l ants claimthat the bid cap adopted by the
MC is exceptionally intrusive and denies themthe
opportunity to receive narket-based rates. This is a
m sunder st andi ng of the actual bid cap proposal adopted by
the MC. First, the proposed cap, at $1, 000/ MM\, is very
hi gh, far above any generator’s actual running cost. No
evi dence has been offered by any supplier that its costs
even approach the nei ghborhood of $1, 000/ MM. Second, the
cap is limted in duration, expiring on Cctober 31, 2000.
Third, the cap suppl enents existing controls by renoving
fromcontroversy the nost non-conpetitive behavior of
suppliers in a tight market. Fourth, it does not attenpt
to set cost-based caps on each supplier or type of
generator, although such an intrusive approach m ght be
justified under the circunstances present in New York

As a consequence, the Market Participants that

voted in favor of the bid cap proposal are relying very
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heavily on the 1SO s TEP authority and narket power
nmonitoring effort and mtigation authority to ensure that
the market functions properly during the vast majority of
the hours in which prices will be bel ow $1, 000/ M\h. The

i ssue, then, is not whether suppliers will receive narket-
based rates, for they will at all times when bids do not
exceed $1, 000/ MMW. The issue is whether $1,000/ MM is too
high a cap to prevent abuse of narket power.

In this regard, it is inportant to note that no
supplier has a grandfathered right to nmarket power and the
abuse of that power. No supplier should be meking
i nvest ment decisions or entering into contracts on the
assunption that it will be able to exercise such
unwarranted power. Cainms by sonme suppliers that
restraints on such behavior injure themand harmthe market
are without nerit. As one party noted at the MC neeting on
May 24, if the suppliers are arguing that they would charge
well in excess of $1,000/ MW for a significant anount of
time this sumrer, then they are offering conpelling
evidence that the market is not workably conpetitive.

The fact that sonme suppliers apparently
expect to be able to force the New York Control Area and
nei ghboring control areas to enter into a bidding war,

which wll not bring forth any nore supply but would only
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drive up prices, is not an expectation that the | SO Board

should fulfill by failing to support the bid cap notion.

I'11. LOAD CANNOT ADEQUATELY HEDGE | TSELF AGAI NST
MARKET POWNER ABUSES

Appel l ants assert that sone |load is already
heavily hedged and that the bid cap will result in a
subsidy fromthis group to those that have failed to hedge
t hensel ves adequately for the upcom ng sumrer. M. Roy
Shanker, in his statenent supporting HQs filing,
constructs an extrene exanple in which 90% of the load is
fully hedged and 10%is not hedged at all.

It i1s unreasonable to expect all load to be fully
hedged at a reasonable cost since Load Serving Entities
(LSEs) and their custoners cannot perfectly forecast their
| oad. A nore reasonable assunption is that |ess than 90%
of all load is significantly hedged. |If all |oads were
hedged for 80% of their consunption, then they wuld face
addi tional costs of over $400 mllion due to a single price

spi ke of $10, 000/ MM for 8 hours.?!

! This cal cul ati on assumes an average statew de consunption
of 28,000 MNfor these 8 hours, with only 20% of
consunption directly affected (i.e., the other 80%is
assunmed to be hedged). (28,000 MWx 20% x 8 hours X
$9000/ MM = $403 million.)
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Appel l ants also claimthat the MC s proposa
woul d i ncrease Schedule 1 uplifts for which |oad is not
hedged. This is incorrect; the MC s proposal will actually
significantly decrease Schedule 1 uplifts.

First, in the day-ahead market, very high bids by
externals lend to high paynents to the externals in the
formof a Bid Production Cost CGuarantee (BPCG. These
paynents are collected fromLSEs through the Schedule 1
uplift. Capping the bids at $1000/ MMh woul d reduce these
paynents and, hence, the uplift substantially.

Second and nore striking, however, is the effect
on uplift due to narket power abuse that would occur when
suppliers are able to specify long mninumrun tines,
thereby forcing the 1SOto take supply at a very high price
for an extended period of tinme even though it is only
needed for a few mnutes. For all but the few m nutes for
whi ch the high cost supply is actually needed, the |ISO
woul d recover the excess costs associated with having
agreed to purchase supply at those high prices by charging
| oad an increased uplift.

| ndeed, a noderate-sized generator, in one day
al one, would add as much to uplift as was added by the
overcharges the 1SO paid to generators for reserves in the

entire nonth of February. For exanple, suppose that due to
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a sumrer heat wave, suppliers are confident that al

avail abl e generation will be needed to neet forecast
demand. Under those circunstances, a supplier could place
an “all or nothing” bid into the day-ahead market,
requiring the NYISOto take its entire capacity for all 24
hours at $10, 000/ MM even if the potential shortage exists
only for a few MM for one hour. Not only would the
supplier receive an energy paynent of $10, 000/ MW for the
peak hour, but it would also receive a BPCG guaranteeing it
$10, 000/ MM for its entire output for all 24 hours. During
t he remai ning 23 hours, Locational Based Marginal Prices
(LBWMPs) could be much | ower, perhaps only $200/ MW
(reflecting the highest running costs of gas turbines).

In this case, the | SO would pay the supplier the
entire difference between the bid cost and actual LBMP over
the 23 hours that the bid cost exceeded LBMP. The | SO
woul d recover these costs through a Schedule 1 uplift. The
resulting uplift could be enornmous: A 300-MNunit (just 1%
of the supply) could receive over $67 million in uplift, in
addition to $4.38 mllion in energy paynents in one day
alone. This is as nuch as the entire uplift for reserves

during this past February and March. The MC proposal

10
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constrains the Schedule 1 exposure by limting conbi ned
paynents to a generous $24, 000/ MN per day ($7.2 mllion per
day for a 300-MNunit) and suspendi ng the BPCG when energy
prices average above $200- MM for the day (as in the above
exanpl e) .

It is telling that if the cross-subsidy problem
were as severe as Appellants allege, LSEs that are heavily
hedged for the sumrer period woul d have opposed the bid cap
proposal. They did not. They understood that the bid cap
proposal offered them sone protections from abuse of market
power on the part of suppliers, against which they could

not hedge thensel ves.

V. A BID CAP WOULD NOT' HARM RELI ABI LI TY I N THE
SHORT- OR LONG TERM

Reliability of New York’s Bul k Power Systemis of
t he highest inportance to the PSC and is not sonething that
this Agency is willing to conpromse. Reliability in the
short-termw ||l not be adversely affected by inposition of
a $1000/ MW bid cap. The bid cap may result in sone
non-lnstalled Capacity (I CAP) generators seeking out higher
prices in adjacent control areas on very high | oad days.
However, the New York Control Area has sufficient |CAP

supplies to neet projected peak demand with adequate

11
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reserves. To address extenuating circunstances, the | SO
retains full authority to institute enmergency procedures
i ncl udi ng maki ng uncapped energency purchases from adj acent
| SCs.
| ndeed, the absence of a bid cap may result in
|l ess supply than had a bid cap been in place. Wthout a
bid cap, the tenptation to restrict output to drive prices
to $10, 000/ MW (the current cap as per the bid box) is
huge. A $1, 000/ MM bid cap substantially reduces the
tenptation to withhold supplies, yet is high enough to
ensure that all available generation will offer to run
Regardi ng the |l ong-termoutl ook, there is a
l engthy list of conpanies that desire perm ssion to build
new generation in New England, New York, and PJIM This
attests to the fact that it is exceedingly profitable to
buil d and operate power plants in the Northeast. It is an
observabl e fact that the PIJM cap of $1,000 has not driven
devel opers fromthat area. It would be inprudent for
investors to make multi-mllion dollar investnents prem sed
on the belief that they would be able to exploit narket
i nperfections during start-up of |SO operations and extract

paynents in excess of $1, 000/ M.

12
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V. SOLE RELI ANCE ON THE | SO MARKET MONI TORI NG
AND MARKET M Tl GATI ON PONERS | S NOT ADEQUATE
FOR THI S MARKET AT PEAK TI MES

Appel I ants argue that instead of inposing a bid
cap, we should be content to rely upon the 1SO s ability to
moni tor and mtigate market power abuse. As Appellants
recogni ze, the ability of the 1SOto correct market power
abuses is limted to after the abuse has occurred, been
docunent ed, and acted upon by the 1SO. FERC, noreover, has
so far refused to allow inposition of retroactive
adj ustnents foll owi ng an abuse of narket power.

As explained earlier, the ISOw Il be quite busy
moni toring the market and being vigilant to prevent narket
power abuses over the wi de range of bids up to $1, 000/ M.
The bid cap is desirable in that it prevents behavior that
is nost inconsistent with what woul d be expected in a
conpetitive market fromoccurring in the first place. It
is also worth noting that suppliers including sonme of the
Appel | ants have cl ai ned that there are nunmerous probl ens
with the market as it is currently structured and
i npl enented. Yet, the Appellants now argue that we shoul d

have full confidence in the ISOs ability to ensure that

the markets operate as originally intended this sumer.?

! Coastal states that the bid cap proposal contradicts the

13
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It is widely agreed by experts that the electric
systemis nost vul nerable to market power at peak tines.
This is when the elasticity of supply becones negligible
(because there is no nore supply), naking the exercise of
mar ket power easier than at any other tine, and extrenely
profitable to owners of generation. For exanple, consider
the followi ng statenents froma recent paper by two
economi sts, Severin Borenstein and Janmes Bushnel | %;

The conbination of very inelastic short-run
demand and supply (at peak tine) with the

real -time nature of the market (costly storage
and grid reliability requirenents) nake
electricity markets especially vulnerable to the
exerci se of market power.

Wiile it is easy to argue that volatile prices
woul d be seen in even a perfectly conpetitive
mar ket with these attributes, it is equally easy
to denonstrate that if firnms of noticeable size
are not exercising market power, they are doing
so out of the goodness of their heart, and

agai nst the interest of their sharehol ders.

In inplicit or explicit recognition of the
vul nerability of electricity markets to market
power, al nost every organi zed electricity market

| SO s statenents in its FERC response to the conplaints

of NYSEG and Strategi c Power Managenent that bid caps are
premature. The 1SO s statenents were made in a different
context and for a different purpose and without the benefit
of the subsequent thorough di scussion of the argunents for
and agai nst bid caps.

! Severin Borenstein and James Bushnell, Electricity
Restructuring: Deregulation or Reregul ation, February
2000, University of California Energy Institute, Berkel ey,
California, ww.ucei.berkeley.edu/ucei at pages 8, 9, and
11.

14
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currently operating around the world has in place
sone formof price or revenue cap. In sone
markets this is described as a “software” limt;

t he bi ddi ng software cannot accept too many

digits in the bid. 1In others, such as Australi a,
prices are capped at a “value of lost-load,” a
proxy for consunption value. |In nany regions,

price caps have been considered a necessary

expedient to bridge the gap between current

conditions and a world in which electricity

mar kets feature price-responsive denand.

As noted in the exanple given above, it is precisely at
peak tines that the dollar value of the harmto consuners
from mar ket power could exceed $400 million in one day.

We stated earlier that the PSC concurs with the
views of many commenters in that we prefer not to use a bid
cap. Cenerally, the PSC prefers to let prices be set by a
properly functioning market and to mnim ze intervention
into the market. But, it is the severity of the economc
i mpact of market power during peak tinmes in particular that
makes it inperative to put in place a neasure that is

effective at limting abuse when the market is tight and

| eaves the market uni npeded at other tines.

VI. ORI ON S CONCERN ABOUT RECOVERI NG LEG Tl MATE
COSTS CAN BE RESCOLVED

For the bid cap to be effective, suppliers nust
not be able to circunvent its intent. This required

including in the Motion adopted by the MC certain

15
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conditions including provision IV.D. This provision
specifies that BPCGs woul d be suspended for a supplier that
bid m ni num generation levels, start-up costs, or m ninmm
run tinmes when the LBWMP at the supplier’s bus averaged
$200/ M\ (an extrenely high average daily price) or nore
per day. Thus, under these conditions, the supplier would
recei ve no paynents beyond those provided by the LBMP. The
provi sion woul d prevent a supplier frombeing able to bid a
long mnimumrun tinme, thereby forcing the SO to take the
supply at $1000/ MM for up to 24 hours when it is needed
for just a few m nutes.

Orion has expressed a concern about this
provision. It argues that its gas turbines often do not
set the clearing price even when they are the nost
expensi ve generation operating. As a result, Oion argues,
LBVP paynments m ght not cover their bid cost. Thus, Oion
is concerned that the suspension of BPCGs will reduce its
ability to recover legitimte costs. |t suggests the |ISO
shoul d instead all ow a maxi rum hourly price of $1, 000/ MM
for gas turbine operators. This price would include
m ni mum generation and energy bids and start-up costs.

Oion’s solution is unworkabl e because it does
not adequately protect against the ability of gas turbine

owners to tie acceptance of a $1000/ MW bid at a critica

16
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period with a long minimumrun tine at that price. Oion's
concern, however, can be addressed under the bid cap
proposal which has been approved by the MC. Under that
proposal, Orion’s BPCG woul d not be suspended, and it woul d
be ensured recovery of its energy bids, as long as it did
not submt bids for its mninmmgeneration |evel, start-up
cost or mininumrun time.* The PSC believes it would be
reasonable for the 1SO to assure owners of gas turbines
that it would honor a m nimum one-hour run tinme for their
units, thus obviating the need for the owners of such units

to bid minimumrun tine.?

! Qur understanding is that Orion does not need to
explicitly bid start-up costs and m ni mum generation | evels
for its gas turbines.

2 W encourage the | SO and Market Participants to consider a
| onger term sol uti on under which generators’ start-up

costs, mnimumrun tinmes, and m ni num generation |evels
woul d be fixed once at the begi nning of each capability

peri od.

17
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CONCLUSI ON

For the reasons expressed above the PSC urges the
Board to reject the appeals, and file wth FERC as soon as
possible, the bid cap proposal approved by the Managenent

Conm tt ee.

Respectfully subm tted,

Saul A Rigberg
Assi stant Counsel
Dat ed: June 26, 2000
Al bany, New York

cc: Market Participants
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