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. The Overall State of the NYI1SO’'s M arkets

As might be expected during the early life of markets as sophisticated as those administered by
the NY1S0O, thefirst year of NY1SO operations has largely involved identifying, addressing and curing

problemsin the initid market desgn. Most New Y ork market participants recognize that these efforts



are achieving success” NY S0 staff, and the NY 1SO’ s independent Market Advisor, believe that the
markets are generdly workably competitive and that they are becoming increasingly more efficient as
initial problems are corrected.

Certain market participants have argued, in this and other proceedings, that the NY SO
markets are not yet workably competitive and that prices too often do not rationdly reflect the interplay
of market forces. Others have complained that the NY 1SO’'s market design is fundamentally flawed.
Although the NY1SO-administered markets have to some extent been adversdy affected by desgn
flaws, dlegations that the markets are dysfunctiond are greetly exaggerated. The truth isthat the
NY I SO-administered markets have been workably competitive under most circumstances and have
generdly produced rationa prices. Ther performance has improved over time as market design flaws
have been diminated and will continue to get better both in the short-term, as additiond software and
rule modifications are implemented, and in the long-term, as generation and transmission infrastructure
deficiencies are addressed.

Asthe NY SO saff emphasized at the technica conference, the NY SO has the most
theoreticdly efficient market desgn in the United States. The market design successfully co-optimizes
energy and ancillary service prices, resulting in rationd relationships between them, while satisfying the
locational reserve requirements needed to maintain reliability in New York. The NYISO dso

administers more markets than any other 1SO. In addition to its day-ahead and red-time energy

! A lig of the market improvements recently implemented by the NY 1SO dtaff is gppended to this
filing as Attachment I.



markets, the NY SO provides five ancillary service products, administers an ingtaled capacity
(“ICAP’) market and auctions transmission congestion contracts.

Approximately 50% of energy transactions are settled through the NY 1 SO-administered energy
markets, with the other 50% settling privately through bilateral contracts. Of the transactions that settle
through the NY I SO-administered markets, more than 90% take place in the day-ahead market. The
tota volume of energy and ancillary services transactions that settle through the NY 1SO-administered
markets, $5.5 billion in 2000, is subgtantialy grester than the transaction volume in the markets
administered by 1SO New England, Inc (“1SO-NE”) or the PIM Interconnection, L.L.C. (“PIM”).2 It
isimportant to note that some of the power traded through the NY1SO energy markets may be hedged
through financid bilateral contracts, such as contracts for differences. The NY SO staff therefore
questions the assartion that the current division between bilatera and centralized market transactionsis
unreasonable or that it suggests that New Y ork market participants are unduly exposed to spot market
volatility.?

Although the NY1SO has experienced a number of brief but severe price spikes attributable to
the tightness of supply, anoma ous bidding behavior, lack of demand-sde response mechanisms, and
certain market design flaws, energy prices have, on the whole, been reasonable. The average statewide

daily locationa based margind price (“LBMP”) in 2000, including energy and ancillary services, was

2 See Attachment I1, which compares the annua volume of transactions in the markets
administered by the three Northeastern | SOs.
3 In particular, the NY 1SO staff respectfully disagrees with the Commission Staff’ s suggestion that

the share of overal energy traded in the NY | SO-administered markets may be too high. See Staff
Report to the Federal Energy Regulatory Commission on the Bulk Power Marketsin the United
(continued . . .)



$58.15/MWh.* The average day-ahead energy market price statewide was $43.99/MWh, the average
day-ahead pricein New Y ork City was $48.80/MWh and the average day-ahead price on Long Idand
was $52.56/MWh. While these prices are generdly higher than 1999 prices, the NYISO's
independent Market Advisor has determined that the increases are, for the most part, the legitimate
result of higher fuel costs and amgor plant outage, not the result of market design flaws or systemic
market power abuse. The Market Advisor found that, with the exception of certain isolated instances,
suppliers have bid in amanner consstent with the existence of workable competition. A preliminary
verson of the Market Advisor's study is appended to these comments as Attachment 1V.>
Furthermore, dthough anoma ous bidding and market structure flaws caused severe price spikesin the
10-Minute Non Synchronized Reserves markets (“NSR”) in early 2000, pricesin dl of the NY1SO-
administered ancillary service markets have behaved rationdly since the NY1SO implemented
emergency corrective measures®

Moreover, the NY SO staff believes that criticism regarding both the frequency of price
correctionsin the NY 1SO-administered markets, and the NY1SO’s market rules and software's
supposed negative effects on inter-regiond transactions, is not well founded. These topics are

discussed in greeter detail below in Section V.

Sates, Part 11 of Saff Report on U.S. Bulk Power Markets, Northeast Region (“Northeast
Report™) at 1-44 (November 1, 2000).

4 See Attachment I11.

° The NY1SO'sindependent Market Advisor will submit afina verson of his market sudy in late
February.

6 See Attachment V.



In short, thereis no crigisin the NY 1SO-administered markets that would necessitate radical
Commission action. The NYISO's market design is fundamentaly sound and provides a solid
foundation for further improvements. Overal market performance has improved consstently with time.
It istrue that higher prices remain a possbility in Summer 2001, chiefly due to the tightness of supply,
particularly in New Y ork City, and the frequency with which the Centra- East transmisson condraint is
binding. But, asis discussed below, the NY1SO saff intends to implement a number of demand-side
response mechanisms, market protection measures and other market rule changes that will help to
prevent spikes that do not reflect the rational interplay of market forces.” In the longer-term, the
NY SO daff is committed to doing everything it can to make the New Y ork markets, and the larger
Northeastern markets, work efficiently. Thisincludes working with ISO-NE and PIM to address inter-
control area”seams’ issues by identifying, and having dl three 1SOs adopt, the best available market
rules and systems currently in use, or under development.

The Commission staff can facilitate these efforts by relying on the NY1SO to implement needed
improvements pursuant to priorities and timetables established by the newly created Project
Prioritization Team (“PPT”). The PPT recaivesinput from al market participant sectors, and the
NY SO daff, and uses it to develop project implementation plans that baance the priorities of various
competing interests. The NY1SO staff respectfully requests that the Commission staff defer to the

PPT’ simplementation decisons, which reflect the desires of amgority of the NYISO's market

! Moreover, the NY SO expects that NY PA’s placement of 440 MW of new gasturbine
capacity in New York City, together with the return of the Consolidated Edison Company’s of New
York, Inc.’s 1,000 MW Indian Point 2 nuclear facility will help to dleviate supply shortages and thus
ensure that the NY I SO-administered markets remain workably competitive.



participants. The Commission staff should aso take a skeptica view of sdlf-interested proposals from
seemingly aggrieved market participants, or sectors, that would overturn PPT plans and impose their

own preferences on the rest of the market.

[1. Response to Questions Posed By Commission Staff at the Technical Conference

A. Status Report on the NYI1SO’s*Hybrid” Fixed Block Generation Pricing Proposal

At the technicd conference, Commission staff asked participants to submit comments on the
“hybrid” fixed block pricing proposal that the NY SO first proposed inits August 25, 2000 request for
partid rehearing® of the Commission’s July 26, 2000 order imposing temporary bid caps on certain
NY I SO-administered markets (“Bid Cap Order”).® The Bid Cap Order directed the NY SO to revise
its fixed block pricing rules, which treated al fixed block units as flexible for price-setting purposes, and
instead treat dl fixed block units as dispatched at their upper operating limits when energy prices were
determined. Under this approach, prices would be set at the final dispatch stage™® where only
dispatchable unitswould be able to set price. The NYISO’s hybrid proposal fell somewhere between

the NY1SO’ s previous pricing rule and the one mandated by the Commission.

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

Docket No. ER00-3038-002, et. al. (August 25, 2000).
° New York Independent System Operator, Inc., et. al., 92 FERC {61,073 (2000).

10 “Fina dispatch” is the second of two NY SO dispatching step where the output of other
dispatchable generators are adjusted according to their schedules to account for block loaded units.



The Commission expressed its interest in the hybrid proposal in the November 8, 2000 order
which established the technical conference (“November 8 Order”).** However, some market
participants have criticized certain aspects of the hybrid proposad, while the Commission staff has
indicated that it requires additionad information about it.

As of thiswriting, the NY1SO saff is ill engaged in discussons with interested parties aimed at
developing consensus support for a hybrid proposa. Two variations on the hybrid proposa are
currently being actively consdered. A common dement of both variaionsisan initid commitment
digpatch that ensures no unnecessary lower cost fixed block units are committed at times when more
expensve fixed block units must continue to operate, even though they are more expensive, in order to
fulfill ther minimum run-time requirements. To achieve this, dl fixed block cgpacity that has not met its
minimum rurktime requirement would be trested like a minimum generation block on a steam unit. In
both variations, these units would be blocked on at their upper operating limits and moved to the bottom
of the supply curve. Additiona fixed block units would only be turned on if they were dispatched in this
initid commitment dispatch. Both variations on the hybrid proposa would result in the same set of units
being committed and the same set of final schedules being communicated to the units. Where the
variations would differ isin how they determine prices.

Under the first variation of the hybrid proposd, the NY1SO's Security Constrained Dispatch

12 \would be run in one of two states based on an operator-defined assessment of

1 New York Independent System Operator, Inc., 93 FERC { 61,142 (2000).

12 SCD is acomputerized agorithm that performsthe NY1SO’s redl time dispatch by evauating
the New Y ork Control Area contingency set againgt the system conditions expected for the next 5
(continued . . .)



whether the system requires more capacity, indicating a need for a higher short-run price sgnd, or does
not need dl the capacity it has, indicating a need for alower short-run price sgnd. If the operator
determines that it needs dl the capacity it has on line, prices will be set consgtent with the NY1SO's
current pricing methodology in the idedl dispatch,™ in which dl fixed block units are considered flexible
regardless of minimum run-time congtraints. I the operator determinesthat it does not need dl the
cagpacity it has online, prices will be st using the initid commitment digpatch, where dl fixed block units
that are minimum run-time congtrained are blocked on at their upper operating limits.

Under the second variation, only fixed block capacity that is uneconomic and on because of
minimum rurktime requirements is blocked on at its upper operating limit. Instead of setting prices either
at the commitment dispatch or the current ideal dispatch price based on an operator defined parameter
asthefirg variation would do, the second variation would require an additiond dispatch after the
exiding ided digpatch. In the additiona digpatch any fixed block units that are uneconomic and
minimum rurtime constrained in the idedl dispatch would be blocked on at their upper operating limits.
This methodology would generate prices faling between the prices determined by the two states of the
firgt variation

In the course of evauating these two variations, the NY 1SO staff and market participants are

focused on a number of technicad questions, including the implications of:

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

13 The “ided dispatch” isthefirgt of two distinct dispatching steps, in which al digpatchable units
are consdered and fixed block units are treated asiif they could bid any level between zero and their
maximum capecity.



How to avoid turning on additiona fixed block units when there are uneconomic units il in their
minimum run times;

Turning off fixed block units when they are no longer needed; and

Not backing down large quantities of steam capacity in the fina digpatch steps.

Other issuesinclude:

Whether SCD will be able to send appropriate short-run price signas so that when the NY SO
needs capacity on or wants more imports, the price will be high, and so that whenthe NY1SO is
past aday’ s peak, and needs less capacity and fewer imports the price will be lower; and

What price signa should be sent when the NY 1SO wants to turn afixed block unit off but cannot
because of reserve redtrictions (idedlly, the price would be at least as high as the bid of the unit that
the NY1SO wants to run.)

The NY1SO daff expects that the debate over these issues will be resolved in the next week or
s0 and that there will then be strong market participant support for one of the two hybrid variations.
The NYISO intendsto file afina hybrid fixed block pricing proposa with the Commission no later than
February 28, 2001.

B. Non-Spinning Reserves

At the technical conference, Commission staff sought comments on the NY SO’ s gpproach to
the sdf-supply of operating reserves, whether this gpproach was consistent with Order No. 888, and
the NY SO’ s locational reserve pricing proposal.

1. Self-Supply

The NY1SO daff believesthat its Opent Access Tranamission Tariff (“OATT”) and Market
Adminigration and Control Area Services Tariff (* Services Tariff”) have self-supply provisonsthat are

consistent with Order No. 888. However, the NY SO staff has not yet been able to implement

physica sdf-supply mechanisms for operating reserves using transmission service across constrained



interfaces. It is consderably more complex for the NY1SO to establish such arrangements than it is for
other 1SOs, which do not administer reserves markets, whose member utilities have not divested their
generdion to the same extent as the New Y ork transmission owners, which do not dlow availability
bids for reserves, and which do not face the binding locationa reserve congtraints that exist in New
York. In particular, the NY1SO's locationd reserve requirements require the NY1SO to obtain
operating reserves predominantly from generation located in the area east of the Central- East constraint.
Thiswill continue to be the case for the foreseegble future given the geographic locations of generation
and load.

Moreover, when the NY1SO’s market participant committees and working groups have
discussed creeting physical self-supply mechanisms based on transmission service across constrained
interfaces they have attached ardatively low priority to them. Thisis because the NY SO g&ff, and a
magority of market participants, believe that operating reserves benefit al New Y ork customers and that
any individudized dlocation of reserve requirements should therefore result in each individud load being
assigned alocational reserve obligation, even in the case of loads located west of Centrd-East. Thus,
the sdlf-supply proposals that have been devel oped to date would assign each load an individua
locationa reserve requirement and require it to pay for transmisson capacity needed to ensure the
ddiverability of sdf-supplied reserves. However, because Centra- East is frequently congested, it is
necessary to reserve tranamission capacity a Centra-East in order to assure the ddliverability of
reserves. This reduces the amount of energy that can be scheduled across Centra-East placing upward
pressure on energy prices east of Centra East. Parties sdlf-supplying reserves across Central- East
would have to pay the congestion charges for reserved transmission capacity, and because the price of

energy should aways exceed the price of reserves (assuming that the energy and reserves markets are
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workably competitive), the NY SO staff, and most market participants, believe that, absent the
existence of market power in reserve markets, it would rarely make economic sense to salf-supply
operating reserves across Central-East. Consequently, it seems unlikely that cresting physica sdif-
supply mechanisms based on transmission service across Centra- East will do much to reduce market
power in the 10-Minute NSR portion of the NY1SO' s reserve markets or bring sgnificant financia
benefits to market participants.

The NYISO staff recognizes that the Commission expects it to comply with Order No. 888's
requirements and to establish physica self-supply mechanisms despite the differences between the
NY1SO's system and the traditiond vertically integrated systems that Order No. 888 contemplated. At
the same time, there is clear reason to believe that the benefits of establishing physica sdf-supply
arrangements based on transmission service across Central- East will be rdatively smdl, especidly in
comparison with various other urgent projects that the NY1SO committees have assgned a higher
priority, e.g., theimplementation of effective demand- side response mechanisms. The NY1SO saff
respectfully suggests that the Commission staff accept the relatively low priority that the NY1SO's
Commissionapproved governance structures, and the PPT, have attached to the establishment of
physica saf-supply mechanisms based on transmission service across Central-East and not compdl the
NY SO to place a super-priority on thistask. The NY SO staff will continue to work with market
participants to find ways to enhance the competitiveness of the 10-Minute NSR portion of the reserves
market, such as developing reserve sharing arrangements with 1SO-NE, and attempting to indtitute a
transmission optimization system that would use capacity at Central- East to deliver additiond western
reserves when that interface is not congested. These measures should lead to greater participation in the

operating reserves markets by western suppliers and create a market that is more competitive overal.
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2. L ocational Reserve Pricing

For dl the reasons expressed inits prior filings, the NY SO gtaff continues to strongly support
its locational reserve pricing proposal, but has no further commentson it at thistime.™* However, the
NY S0 daff reserves the right to address the issue in its reply comments.
C. Upcoming NY1SO Filings and Projects

The Commission Staff requested that the NY 1SO staff provideit with alist of the market
improvement projects that are to bein place for Summer 2001, including estimated completion detes
and whether the projects would require Commisson action to become effective. The NYI1SO saff was
aso asked to provide the Commission with a separate list identifying the filings that the NY 1SO intended
to make in order to implement its Summer 2001 projects and specifying when those filings would be
made. The NYISO gaff has previoudy submitted both of these lists to the Commission and has
appended the current versions to these comments as Attachments VI and V1.
D. Short-Term Market Correctionsand Market Improvements

As asupplement to the lists described above in Section 111.C, short descriptions of the
NY1SO' s mgjor Summer 2001 projects are set forth below.

1 Price Responsive Load Programs

Firg and foremogt, the NY SO is working diligently to implement three demand-side response

mechanisms prior to the summer peak period. Firdt, the NY1SO staff will make the necessary software

14 The NY SO described its locational reserve pricing proposa in detail in its September 1, 2000
(as corrected September 8, 2000) Combined Compliance Filing and Report in Docket No. EROO-
3591-000 (“ September 1 Report™) and its November 3, 2000 Request for Leave to Answer and
Answer to Comments and Protests in that proceeding.
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and market rules modifications to expand New Y ork market participants ability to submit zona price-
capped load bids, i.e., to specify the price above which they would no longer be willing to purchase
day-ahead energy. The NY1SO gaff intends to have thisimprovement in place by May 1, 2001. The
NYISO's outsde counsd is currently reviewing whether it will be necessary to meke atariff filing in
order to implement this change. If atariff amendment is necessary, the NY 1SO will make the requisite
filing by March 1, 2001.

Second, the NY 1SO staff is creating an emergency demand response program that will be open
to interruptible loads, emergency backup generators, Load-Serving Entities (“LSES’), direct NY1SO
customers, aggregators and others during operating reserves deficiency periods. Under the program,
the NY1SO would pay participants the higher of the red-time LBMP or $500/MWh for agreeing to
reduce their consumption or for using their own back-up emergency supplies. Participants would have
to make themsdlves available to perform these load- reducing efforts for aminimum of four hours on any
day during which they wish to participate. The NY SO gaff intends to make the tariff filings necessary
to implement this program by February 28, 2001 o that it can be operational by May 1, 2001. All
necessary software modifications, and testing, should be complete by that time.

Third, the NY1SO s&ff is developing a day-ahead load bidding program, pursuant to which
interruptible loads will be modeed as bus- specific pseudo generators. The interruptible loads will be
permitted to bid into the day-ahead market, a set of prices at which it would agree to reduce its demand
in red-time on the following day in exchange for being paid the day-ahead LBMP for the amount of the
demand reduction. The NY SO staff expects to make the requisite tariff filing by March 2, 2001 so
that the program can be implemented in early May and will complete its work on al necessary software

modifications and testing by that time.
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Taken together, these three initiatives will help enable demand to respond to price Sgnds. If
they are implemented, the NY 1 SO-administered markets will function more efficiently and avoid atificia
price spikes that fail to reflect the interplay of competitive market forces.

2. Permanently Incorporating Major Extraordinary Corrective Actions Into the
NYISO Tariffs

One of the NY1SO staff’s most important recent successes has been its correction, pursuant to
its authority to implement “ Extraordinary Corrective Actions’ (“ECAS’), of two significant problems
that were disrupting the scheduling of externa transactions and causing significant market problems.
Both ECAs were necessary because the NY1SO’s Baancing Market Evduation (“BME”) software
schedules transactions an hour-ahead of the redl-time dispatch based on the prices that it computes
whilethe NY1SO’'s SCD software uses different agorithms to produce the real-time prices that actualy
Settle such transactions.

Thefirg of thetwo ECAs (“ECA A”) diminated market participants incentive to enter into
“sham” externd transactionsin order to game the differences in the results produced by BME and
SCD. ECA A requires amarket participant whose transaction is accepted by BME but which
subsequently fails the inter-1SO transaction “ checkout” review process due to the participant’ s failure to
properly schedule the transaction with one of the two affected 1SOs to pay the NY ISO the difference
between its BME bid/offer and the SCD price. The NY SO gaff’s evauation of bidding practices led it
to conclude that prior to the issuance of ECA A, some market participants were deliberately submitting
sham transactions as a gaming mechanism.

The second ECA (“ECA B”) provides that transactions will be settled at the BME price when

condraints are binding in the BME at externa interfaces. It therefore ensures that congestion costs at
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externd proxy buses will be properly reflected in red-time prices. This has substantialy reduced
market participants risk that accepted day-ahead transactions would be cut by the BME at one price
and that the market participant would then have to settle the transaction a a much different pricein red-
time. Therule has dso facilitated the NY1SO’ s scheduling of counter-flow transactions, which permits
the NY SO to provide firm transmission service for day-ahead schedules even when transfer capability
is reduced in rea-time.™

The NY1SO daff intends to amend the NY1SO tariffs to incorporate both of these ECAs. It
will make the necessary tariff filings by March 30, 2001 and request an effective date no later than May
31, 2001. Induding theserulesin the tariffs will reinforce their postive effects and help to strengthen the
NY 1 SO-administered markets.

3. Out-of-Merit Commitment

Dueto locd rdiahility rules, generating unitslocated in highly constrained areas, most notably
New York City, are sometimes called on to operate out-of-merit. The implementation of New Y ork
City’slocd reidbility rulesis normdly administered in the NY 1SO' s day-ahead market. However, on
occason additiond locd reiability rule commitments may occur & the direction of an individua
transmission owner, rather than the NYI1SO. This may cause incond stencies between the day-ahead
Security Congtrained Unit Commitment (“SCUC”) solution, the hour-ahead BME schedule and the

real-time digpatching operation. Furthermore, some market participants believe that the incidence of

B See Section 1V.B.1 below, and Attachment X1 for additional discussion of counterflow
transactions.
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out-of-merit commitmentsis largely predictable and therefore (dlegedly) enhances generators ability to
exercise market power.

The NY1SO gaff isworking to correct out-of-merit commitment problems. It recently reached
an agreement with the Consolidated Edison Company of New Y ork, Inc. (“ConEd") concerning the
modeling of operating rules and other protocol changesin both the NY1SO and ConEd control centers
that will establish greater consistency between the NY ISO's scheduling software conclusions and
operationd redity. NYISO staff has aso made related changes to its own software to reduce the need
for out-of-merit locd reiability commitments. No tariff changeswill be required in connection with
these modifications.

4, Out-of-Merit Dispatch

Like the out-of-merit commitment issue, out- of-merit digpatch problems generdly arisein the
New York City areaas aresult of the unique operating practices and transmission system capabilities of
locd transmission owners. Problems occur when units are directed to increase their output levels out-
of-merit, in red-time, generdly in order to solve congraintsinvolving either locd rdiability requirements
or the NY SO system. This creates Stuations in which the congtraints modeled in the NY SO’ s day-
ahead unit commitment and scheduling software are inconsstent with the actud red-time management of
certain congtraints by ConEd. As noted above, the NY1SO and ConEd recently concluded an
agreement that will enable the NY SO’ s software to more accurately account for rea-time conditions.
These improvements should diminate out- of-merit dispatch for congraints involving the NY1SO-
secured system.

5. NO, I ssues
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Certain market participants have complained that the NY1SO’s market rules are not properly
attuned to the environmenta regulations (particularly NOx emissions criterid) that affect generators
ability to supply energy. The NO; rules require some suppliers to run steam units when certain
combustion turbines are running in order to meet average NO, emissions sandards. This has reportedly
caused severe scheduling problems for some suppliers.

The NY1SO saff, affected transmission owners and other New Y ork market participants have
been mesting to address these issues and develop a compromise solution. Under the approach
currently being consdered, the NY1S0, transmission owners and suppliers will designate scheduling
periods that are environmentally sengitive. If an affected unit is not committed by the NY1SO’'s SCUC
software during an environmentdly sensitive period it will be committed as a supplementd resource,
after the SCUC software finishes cregting the day-ahead market. Units that are committed during an
environmentaly sengtive period on an essentialy mugt-run basis will be paid a bid production cost
guarantee and may recelve amitigated start-up and minimum generdtion bid. The NY1SO plansto file
any necessary tariff changes by March 30, 2001 and to request aMay 30, 2001 effective date.

6. Other Supply Enhancement Proposals

The NYISO s&ff is pursuing a number of projects in the hope of reinforcing generators
incentives to maximize their output and of diminating artificia disncentives that might otherwise dissuade
them from sdlling in New York. For example, the NY1SO daff plans to submit tariff amendments that
would suspend dl regulation performance pendties and replace them, where needed, with incentives
designed to encourage the provision of regulation and dispatch service and to ensure good control
performance. Thisreform is based on an assessment that the existence of regulation penaties did not

contribute in amgor way to the NY SO gaff’ s success in improving the NY SO’ s control performance
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but that pendties may have given suppliers an incentive to under-generate, or, a the very least, made
them less willing to regulate and go on dispatch.

Similarly, the NY SO gaff intends to change current rules dictating that generators which
inadvertently over-generate and exceed their digpatch ingtructions are not paid for the over-generation,
evenif it were helpful to the NY1SO. Under the NY SO &ff’s proposd, any unit with aBME
schedule would be paid for its actud output, provided that the output was consistent with the prevailing
LBMP, the generator’ s bid curve, the unit’'s ramp constraints and a deadband around the final basepoint
communicated to the unit. Payments to off-digpatch units would be limited to the metered output of the
unit a thetimethat SCD runs. The NYISO gaff isaso congdering the use of incentive paymentsto
encourage units to be on dispatch.

Finaly, the NY1SO daff is conddering changes to the NY1SO' s bidding rules that would make
it unnecessary for ICAP suppliers, who are subject to a mandatory bidding requirement, to bid very
high cogts for the last segment of their bid curves in an atempt to avoid being scheduled in that range.
Under the current bidding rules, if the energy is requested despite a high bid the result may be ared-
time price spike that does not send accurate price signals™® The NY SO gtaff, will therefore propose to
amend the NY SO tariffs so that such suppliers may idertify an upper point on their bid curve that

would indicate the point above which energy would not be scheduled or dispatched under normal

16

This occurred on May 8, 2000 with respect to an energy limited resource owned by the New
York Power Authority. See Answer of New York Independent System Operator, Inc. to
Complaint of H.Q. Energy Services (U.S), Inc., Docket No. EL01-19-000 (January 17, 2001)
(“Answer to HQUS’). The question under consideration by the NY1SO g&ff isthus whether dl units
should have the same bidding flexibility, discussed in the NY1SO’s Answer to HQUS, that has been
given to energy limited resources, i.e. resources that require arecharge period (e.g., hydro) or are
subject to environmenta regtrictions.
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conditions. In shortage or emergency conditions this upper range would be released to the system after
manud operator intervention. This rule should eiminate economic withholding and give the NY1SO
daff amore reditic understanding of the resources available to it.

All of these proposds are still being discussed in the market participant committees and would
require tariff changes. These discussions should conclude shortly and NY 1SO gaff intends to submit the
requisite amendments for the Commission’ s review by March 30, 2001 so that they may become
effective by May 30, 2001 and thus come into play during Summer 2001.

7. Pro Rata Curtailment

In the Bid Cap Order, the Commission found that the NY SO’ s practice of curtalling
transactions with equal decrementd bids using arandom, automated process was incondstent with the
NYISO's OATT and directed the NY1SO to start curtalling such transactionson apro ratabass. In
the November 8 Order, the Commission expressed concern that the NY1SO was “till not curtailing
transactions with equal decrementd bids on apro rata bass as required by the tariff due to software
implementation problems”” “Prorata Curtailments’ was aso listed as a short-term market issue in the
technica conference agenda that the Commission issued on January 11, 2001.

The NYISO gaff repectfully clarifies that it has dready successfully implemented the software
changes required to curtall transactions with equal NERC priority and equal decrementd bidsonapro
ratabags. Thischange was put in place in November, 2000 and has worked correctly since its
implementation.

8. Other Summer 2001 Projects

o November 8 Order, dip op. at 21.
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In addition to the items discussed above, the NY 1SO daff is pursuing a number of other
objectives that it hopes to have ready for the summer. Theseinclude: (i) establishing areserve sharing
group with ISO-NE; (ii) reviang the import/export scheduling rules between the NY 1SO and 1SO-NE;
(iit) implementing certain market protective mechanisms (which are discussed below in Section IV.C);
and (iv) avariety of billing, communications and data posting requirements. Some additiond information
concerning these, and other, Summer 2001 projects are set forth in Attachment VI.

E. Virtual Bidding

The Commission staff requested that the NY ISO provide a detailed update on its
implementation of virtud bidding (i.e., the introduction of procedures that would permit non-LSEs to bid
load and non-generators to bid energy into the day- ahead market) including its progress to date, an
implementation schedule and a judtification for that schedule. Thisisakey project intended to increase
the liquidity of the NY1SO-administered markets. Accordingly, NY SO staff has appended a copy of
its February 2, 2001 filing in Docket No. EL 00-90-000, which includes afull report on the NY1SO
daff’simplementation of virtud bidding, to this filing as Attachment VIII.

The NY1SO gaff notesthat New Y ork market participants dready have the ability to engagein
virtud bidding at the NY 1SO's externd proxy buses by submitting imports or exportsin the day- ahead
market and buying or sdling the scheduled power back in red-time.*®

V. Additional Comments

A. TheNYISO’s Software and M arket Rules

18 See September 1 Report at 53, n. 75.
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Certain market participants, as well as the Commisson’'s Staff, have criticized the NYISO's
software and market rules. There have been complaints that the NY 1SO’ s software
and cannot be modified quickly. Some have therefore suggested that the software and market rules
should be replaced wholesale by PIM’ s software and systems, even if that would requirethe NY SO to
stop administering certain ancillary services markets.™

Notwithstanding these claims, the NY SO’ s software generdly works well and is, on the whole,
no less flexible than PIM’s software. Thisis astrue of the BME software, which is discussed in more
detall in Section 1V.B.2 below, asit is of other NY1SO software. With the exception of billing-related
changes, the NY1SO and its software vendors have usualy been able to complete software changes
quickly. Software modification delays have generaly had more to do with the need to review proposed
changes with relevant market participant committees than with actual programming issues. Indeed,
athough it is undeniable that PIM’ s software works well, and satisfies PIM’ s needs, there are many
waysin which the NY1SO's software is better suited -adminigered
markets', needs. For example, PIM’ s day- ahead reserve scheduling software does not optimize energy
and reserves based on availability bids, is not currently capable of accounting for New Y ork’ s locationa
reserve needs (which are much greater than PIM’s) and cannot easily be modified in away that would
permit it to meet them.

Similarly, dthough PIM’s market rules are well-suited to PIM’s needs and the physicd redlities
of its transmisson system, they do not have dl of the features necessary to successfully operate the

New York State transmission grid or administer workably competitive marketsin New York. For

19 See, e.g., Northeast Report at 1-48, 1-71 and 1-77.

21



example, PIM’s market rules do not price reserves, do not provide for availability bids for reserves and
do not provide for locationd reserve congraints. This gpproach works well for PIM, given its current
reliability congraints and generation mix, but would have serious rdiability effectsif it were relied upon
in New York.

Nevertheless, the NY1SO aff is not asserting that the existing NY 1SO software and market
rules are necessarily superior in dl cases. Indeed, the NY1SO gaff isworking closely with neighboring
ISOs, including PIM, to agree upon a set of “best practices’ that dl of the Northeastern 1SOs could
adopt as expeditioudy as possible. In the gppropriate circumstances, and after obtaining the
concurrence of market participants through the normal NY 1SO governance process, the NY 1SO steff is
fully prepared to replace the NY1SO’ s own software or market rules with another 1ISO’'s. However,
the NY1SO saff opposes proposals that would smply impose one |SO’ s software and market rules on
another without thinking through the market and reliability implications® Such decisions should instead
be made by the Northeastern | SOs themsalves. The assessment of best practicesis aready underway
through the MOU process.

The NY1SO aff aso recognizes that its software was conscioudy developed around a
“legacy” system that had proven capable of adequately maintaining rdiability in the pagt, in order to
meet an ambitious sart-up schedule. However, it was understood from the beginning that it would be

desirable to migrate to a more modern software architecture and a trangition to these systemsis

20 The NY1SO recently took this position in its January 29, 2001 Motion for Leave to File
Comments Out-of-Time and Comments of New York Independent System Operator, Inc. In
Support of 1ISO-New England, in Docket No. EL00-62-014. A copy of these commentsis appended
hereto as Attachment X.

22



expected to begin soon. This migration will bring anumber of important benefits and is discussed in
Attachment IX.

B. Long-Term Energy Market | ssues

1 The Alleged Impact of the NY1SO’s Practices and Procedures on Other
Northeastern Markets

Various commenters have argued that the NY1SO’ s transaction scheduling rules, including its
BME process, have acted as barriers to trade in the Northeast and are responsible for numerous,
unpredictable transaction curtailments® Much criticism has been directed at the NYISO'suse of a
financid scheduling system, pursuant to which al transactions, including bilaterds, are subject to
economic eva uation and possible economic curtallment, as opposed to the physica rights systems
currently used by PIM and New England for inter-regiond transaction scheduling.” The NYISO's
economic evauation rules have been blamed for impeding imports and exports into and out of New
Y ork and for preventing market participants from efficiently arbitraging expected price differences
between New Y ork and neighboring markets.

The redity isthat the NY1SO’ s transaction scheduling rules do not impede interstate commerce
or otherwise interfere with trade in the Northeast. Importsinto New Y ork have not been discouraged,
indeed, as Attachment XI demonstrates, New Y ork imported more energy and exported lessin 2000

than it did it 1998 or 1999. Similarly, BME does not prevent market participants from arbitraging

2 See, e.g., Northeast Report at 1-4 (asserting that the NY SO “has proven to have a market
structure, market rules and software procedures that impede the ability to transfer power throughout the
Northeast. This has implications not only for the broad wholesale market and prices, but aso for
consumers within New York State.”) See also Northeast Report at I-72, 1-87.

2 See, e.g., Northeast Report at |-72.
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expected price differences between | SO-administered markets in the Northeast. Thisis demonstrated,
asisexplained in detall in the white paper appended to these comments as Attachment XIl, by the fact
that between August 1 and December 31, 2000, BME never faled to schedule: (i) an import bid into
the NY1SO market at a price of -$100 or less, except when imports were transmission or ramp rate
congtrained; or (ii) an export bid into the NY 1SO-administered markets at a price greater than $900,
except when exports were transmission or ramp rate constrained.

Nevertheless, it istrue that externd transactions have not fully utilized the interfaces linking New
York with PIM and New England at times when it appears, in retrospect, that transactions would have
been profitable. The Stuation is especidly acute with respect to the New England interface. An
analysis conducted by the NY1SO’ s independent Market Advisor aso suggests that the markets have
not always been efficiently arbitraged.® However, the Market Advisor’ s review suggests that factors
other than the NY SO’ s software and transaction scheduling rules system are the primary cause of the
underutilization of the interfaces, especidly in the months since the NY 1SO implemented ECAs A and
B. This assessment is corroborated by the analysis set forth in Attachment XI11.%* In particular, it
gppears that the underutilization is mainly the result of the bids and offers, or the lack of such bids and
offers, submitted by market participants. Market participants that wanted their transactions to be
scheduled without regard to BME price assessments have consistently been able to do so, and such
transactions, i.e., low priced generation bids and high priced load bids, have been scheduled by BME

up to the limits of the NY1SO’ stransfer capability.

z See Attachment |V at 27-44.
24 See Attachment X at 1-11.
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Other factors contributing to the underutilization include: (i) 1ISO-NE’' s and PIM’ s use of
physicd transmisson rights sysemsfor inter-regiona transaction scheduling, which hinders traders
ability to counter-schedule transfers across interfaces and thus do not permit the interfaces’ full
utilization; (iii) withholding of physcal transmisson rightsin New England; (iv) New England market
rules that hinder hourly importsinto New Y ork; (iv) the fact that the costs and risks associated with
congestion at externa interfaces are higher than those associated with internal congestion due to the
current lack of coordinated SO procedures governing scheduling a the interfaces and transmission
rights that span the externa interfaces;® (v) concurrent scheduling in New Y ork and New England,
which makes arbitrage more difficult; and (vi) unpredictable red-time price differences.

Findly, the NYISO' s use of afinancid reservation system has two important advantages
relative to physicd rights systems, which help to explain why both 1ISO-New England and the Ontario
Independent Electric Market Operator (*IMQO”) intend to follow the NY SO’ s example and adopt
financid reservation systems.

Frg, financid reservation systems do not give market participants an inefficient incentive to
withhold transmission capacity. Under the NY ISO's system, dl transfer capabiility is available for use by
market participants in both the day-ahead and real-time markets. If any participant wishesto use the
capacity it is able to do so, unless there is congestion in which case the use must be dlocated.

Conversdly, under a physica rights system, it is possible and potentidly profitable to withhold capecity.

» NY SO saff isworking through the MOU process, as well as the recently executed Joint
Agreement between the ISO-NE and NY I SO boards, to address these deficiencies.
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Second, a physical rights system would not alow New Y ork market participants to schedule
counterflow transactions that can reduce the need for transaction curtailments. Since the implementation
of ECA B, the NY SO has been able to use counterflows to accommodate day-ahead interchange
schedules even when red-time transfer cgpacity falls below the day-ahead schedules. The NY1SO has
been especidly successful at using counterflow scheduling to avoid reducing transactions a the New
York - PM interface. Additiond information on the counterflow scheduling isincluded in Attachment
X11.%

2. BME Performance and | mprovements

Some have criticized the NY1SO'sBME. In addition to raising questions concerning BME's
supposed effects on externd transaction scheduling, BME' s detractors have argued that the BME
process does not play a useful function and should be iminated. They have dso complained about
BME sdlegedly poor performance as a predictor of real-time prices and asserted that the inaccuracies
could lead to the market inefficiencies. The Commisson itsaf has expressed serious concerns with
BME' s performance and asked participants at the January technica conference to consider whether
BME, aong with other NY1SO software programs, was fixable or should be replaced.?’

A good part of this criticism is based on a misunderstanding of what BME isand does. Stated
amply, every control area has an hour-ahead process for scheduling transactions with adjacent control
aess. Every control area dso has a process for eva uating reserves and taking actions to maintain them

for the next hour. In New Y ork, where these functions are particularly important given the prevaence

% See Attachment XI1 a 12-17.
2 See November 8 Order, dlip op. at 21.
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of transmisson congestion and the existence of subgtantid locationd reserve requirements, they have
been automated, based on objective criteriaand bids, and are conducted through the BME process.
Thus, even if the NY1SO were directed to stop usng BME for these purposes it would be necessary to
implement a subgtitute syslem. The NY1SO staff believes that it should not be compelled to adopt new
scheduling rules at thistime snce BME is performing its functions, and as noted below, the evidence
suggests that its performance isimproving substantidly. At the sametime, the NY1SO daff is open to
the possibility of improving or modifying the BME with scheduling process with amechanism that better
meets New Y ork’ s scheduling and reliability needs, and is working with its neighbors to identify, or if
necessary, develop, common scheduling rules that could be implemented by dl three Northeastern

| SOs.

With respect to BME' s performance, the NY 1SO gtaff has previoudy acknowledged that a
variety of market flaws previoudy led BME to predict prices that at times were markedly different from
those actualy occurring in red-time?® BME's inaccurate forecasts caused problems for some market
participants scheduling externd transactions. However, the NY SO gtaff dso explained that these
problems were largely due to BME' s receiving inaccurate input information on expected generation and
load rather than problems with the BME software itself. Most of these problems have now been
corrected and, asthe NY SO staff anticipated, BME and red-time prices are becoming much more
consstent. BME price volatility decreased sgnificantly in the fourth quarter of 2000. Attachment XIII
depicts The effect of these improvements, which include the implementation of ECAsA and B and

software enhancements that will permit BME to more accurately account for off-digpatch changes by

28 See, e.g., September 1 Report at 3. 31.
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PURPA qudifying facilities and intermittent units. Severd other market design fixes are underway which
should further enhance BME' s performance. These include: (i) the recent addition of software and rule
changes that will dlow SCD to secure ConEd's high voltage transmission system for the first time; and
(i) automated procedures to dlow BME to account for scheduled out- of-merit energy. These two
enhancements should bein place by Summer 2001.

Moreover, it needs to congtantly be kept in mind when evaluating criticism of BME that the
empirica data shows that market participants are confident of their own evauation of market prices
have been able to use the flexibility of the BME mechaniam to bid so that their transactions will be
accepted, while other market participants are able to submit price senstive load and generation offers.

3. Seams | ssues

A number of market participants, aswell as the Commission’s staff, have questioned the
commitment of the NY1S0, and its 1SO neighbors, to diminate seams issues and harmonize their
market rules” There have aso been complaints that the Memorandum of Understanding (“MOU”)
process created by the three Northeastern 1SOs and the Ontario Independent Electric Market
Operator to address these matters has done its work too slowly. *

The NY1SO gaff disagrees with such assertions and respectfully reminds the Commission thet it
has played aleading role in ongoing efforts to promote greater inter-regiona coordination and the
cregtion of avirtud Regiond Transmisson Organization (*RTO”) and seamlesstrading areain the

Northeast. These effortsinclude the NY1SO's: (i) participation in the MOU process, including an

2 See, e.q., Northeast Report at |-4, 1-94 (“ Thus far, the | SOs have made little Significant
progress on inter-1S0 issues, there is really no motivation for the ISOs to do s0.”)
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increeangly active “seamsteam” that has identified eight high priority seamsissues and is working to
determine what are the “best practices’ among the ISOs' on these issues; (ii) execution of ajoint
agreement between the NY1SO and |SO-NE Board' s designed to expedite certain aspects of the
MOU process, (iii) co-sponsorship of afeashbility study concerning the development of a day-ahead
Northeastern energy market; and (iv) effortsto create inter-regiond regulation, reserves sharing and
congestion management mechanisms. The NY1SO daff is aso committed to working with neighboring
|SOs to identify which of their rules and market design features work best, and to ensure thet al of the
Northeastern |SOs implement the “best in class’ procedures to the greatest extent possible.
4, Other Liquidity Enhancing Proposals

In addition to working toward the introduction of virtua bidding, the NY1SO saff has been
pursuing a number of other liquidity enhancing measures, such as creeting trading hubs and introducing a
market participant interface system, such as PIM’ s eSchedules. These projects have generaly not been
assgned the highest priority and will not be implemented until after Summer 2001.3* The NY1SO staff
recognizes that these projects are important but has concluded that other matters, e.g., establishing
demand- response mechanisms, must have a higher priority. The PPT has come to asmilar conclusion
as evidenced by its decison not to put these projects on the “ Group 17 summer implementation list.

5. The Central-East Constraint and Generation Deficiencies

%0 See, e.g., Northeast Report at 1-85.

3 The NYISO gaff actively consdered the posshility of smply adopting PIM’ s existing
eSchedules software. However, it became apparent that PIM’ s eSchedul es system was o inextricably
intertwined with PIM’ s market structure and market rules that it could not be “transplanted” to New
York. Neverthdess, NYISO gaff has plans to develop aNew Y ork version of eSchedules that will
emulate PIM’ s to the greatest extent possible.
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The NY SO wishes to re-emphadgize that the greastest difficulties facing the NY1SO-
administered markets have to do with transmission and generation infrastructure deficiencies that are
beyond the NY1SO’ s ahility to control. Specificdly, the Centra- East transmisson congraint and the
tightness of generating capecity, particularly in New Y ork City.

The Centrd-East congraint limits dl energy transfers from western to eastern New York and
imports from PIM, Ontario and Hydro Quebec and makes the NY 1SO’ s eastern locationd reserve
requirements necessary. The trandfer limit at Central- East averages was binding 70% of the time during
Summer 2000. Although the NY 1SO has sometimes been criticized for failing to “solve’ the Central-
East congtraint,* the fact is that the only red solution is transmission system reinforcement.
Unfortunately, no mgor reinforcement projects are currently planned, dthough the New Y ork Power
Authority is expected to complete a60 MW improvement before summer and other, smaller, projects
will follow. The NYISO itsdf currently has neither the authority nor the resources to undertake
transmisson reinforcements on itsown. In the long-term, the NY 1SO staff hopes that additional
transmission improvements will be constructed, in response to price sgnas sent by the NY1SO's
LBMP pricing system, pursuant to the revised transmission expangon planning process that was
included in the NY1SO'sjoint Order No. 2000 compliancefiling, that will help to resolve the Central-

East congtraint.

2 See, e.g., Northeast Report at 1-73.

3 In addition, the N'Y1SO will attempt, with the help of its market participants, to develop
transmission optimization protocols that would make it possible for market participants to reserve
capacity at Central-East when the interface is not constrained.
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Smilarly, thereislittle that the NY1SO can do directly to accelerate the congtruction of planned
generating facilitiesin New York State. However, aswas explained above in Sections111.D.3, 4 and 6,
NY SO géff is proposing anumber of rule changes designed to encourage suppliers participation in its
markets. In the longer-term, the NY SO staff is optimistic that developers, responding to price sgnas
produced by the NY 1SO-administered markets and aided by state reformsto its generation Siting
procedures, will carry through with their announced plans to congtruct substantid amounts of new
capacity.

C. Price Corrections and M arket Protection M easur es

Although the NY SO gaff has confidence that its markets have been and will continue to be
workably competitive in dmogt al stuations it nevertheless believes that prudence requiresit to retain its
existing market protection measures, such asits ability to correct prices pursuant to its Temporary
Extraordinary Procedures (“TEPS’) and its prospective market power mitigation authority, and to
develop afew new narrowly-tailored mechanisms that would mitigate market power without unduly
chilling market activity. Inthisway, New York cusomerswill be protected from artificia price spikes
that might arise if the markets were to temporarily cease to be workably competitive.

1 TheNYI1SO’'sUseof ItsPrice Correction Authority

A number of market participants, as well asthe Commisson gtaff,>* have criticized the NY1SO

for its perceived overuse of its price correction authority. Some maintain that the allegedly excessve

frequency of correctionsin New Y ork produces substantial market uncertainty and isasign of

34 See, e.g., Northeast Report at |-4.
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fundamenta market design and software flaws. The NY 1SO gtaff respectfully disagrees with these
cdams

Asaninitia matter, the NY1SO has only corrected day-ahead energy prices four timessince it
commenced operationsin late 1999. Red-time price corrections have been more frequent, but the
NY1SO's performance in this area has improved greatly and the NY 1SO only had to correct 2.92% of
five-minute price intervalsin 2000 This number was inflated by early problems that have since been
corrected and islikely to be consderably lower for 2001, athough the NY 1SO does not expect that the
need for corrections will ever be diminated entirdy. Contrary to what some commenters have implied,
other Northeastern 1SOs have had to vaidate and correct red-time settlement prices and it seems
certain that future RTOs that operate redl-time energy markets will need to do the same. Thisis
because any redl-time process will dways be subject to human and computer error and the filed rate
doctrine requires that such errors be corrected.*® The NY SO staff therefore expects that some sort of
price correction authority will need to be a permanent festure of its operations and believes that the
continued need for alow leve of price correctionsis not asign of fundamenta market problems. The
NY SO ga&ff intends to make ataiff filing to extend its price correction authority under the TEPs so that
the extenson can become effective by early May.

The NY1SO'’ s real-time price correction process was developed in consultation with PIM and

modeled after procedures that PIM till uses. PIM currently completes these price correction efforts

s See Attachment XIV.

% See, e.g., NRG Power Marketing, Inc. v. New York Independent System Operator, Inc.,

91 FERC 1 61,346 (2000) (holding that the filed rate doctrine requires that erroneoudy caculated
market-based prices be corrected.)
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more quickly than the NY IS0, i.e., PIM’s process is complete by the next business day, but the

NY SO is moving to expedite its own procedures. Since January 1, 2001 the NY1SO has shortened
its day-ahead price correction process from five to two business days. Once the market design
correction initidly implemented by “ECA B” isfully integrated into the NY1SO's software, the NY SO
will be able to complete its red-time price review processin three business days. Additiona timing
improvements are possible in the future,

Moreover, the NY SO staff does not believe that its price reservation and correction activities
creste as much market uncertainty asitscriticsclam. For severd months, the rate of real-time price
corrections has been lessthan 1%. Therate of price reservations, i.e., announcements that pricesin a
particular hour are under review for possble correction, has been higher, in part because market
participants have asked the NY 1SO to reserve dl prices above acertain leve, even when thereisno
evidence that the prices are attributable to market design flaws. However, the NY 1SO gtaff anticipates
that market participants will gain confidence that the rate of actud correctionswill continue to be
extremely low and that posted prices can therefore be depended on.

Additiond detaled information onthe NY SO’ s price review and correction procedures, and
the kinds of problems that necessitate price corrections isincluded in Attachment X11.37

2. Circuit-Breaker

Electric markets that are generally competitive may not be workably competitive for temporary

periods when one or more participants have the ability to raise prices sgnificantly by withholding

capacity. Thismay occur when supply conditions become extremely tight in the New Y ork Control

37 See Attachment XII at 18-23.
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Areaor when transmisson condraints result in tight conditionsin smdler areas. The current mitigation
measures address these conditions, but the current process for implementing the measuresresultsin a
one day lag for imposing the mitigation in the day-ahead markets. The NY SO saff believesthat it is
ingppropriate to let prices soar to supra-competitive levels during this one day "window of opportunity”,
which can result in hundreds of millionsin cogts for each occurrence.

To ensure that prices remain competitive during the first day under these conditions, the NY1SO
gaff and the NY SO’ s independent Market Advisor have been working with the market participants to
develop arevised implementation process (i.e., a"circuit bresker") that would automaticaly gpply the
default bid mitigation measure consstent with the market mitigation plan. Under the NY1SO daff's
proposd, this automatic process would gpply only to the day ahead market and would exempt
hydroelectric resources, import or export bids, and entities withholding relatively smal amounts of
resources. In addition, a consultation process would dlow any supplier to justify economic withholding
in advance and become exempt from the automatic mitigation process.

The NY1SO daff expects to implement the automatic process this summer and intends to do so

using its exigting authority under the market power mitigation plan. Thus, it will not need to make a

filing,

3. Expanded Price Correction Authority
As acomplement to its planned introduction of a circuit-breaker mechanism, to further protect
customers from market power abuses the NY 1SO staff is considering possible changesto its
Commissionapproved market power mitigation plan. Specificdly, the NY1SO may ask the

Commission to give it expanded price correction authority so that, in the event that the NY 1SO detects
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anti-competitive conduct in a day-ahead market that was not picked up by the circuit bresker, the
NY SO could not only take prospective action to mitigate it, but could also gpply its mitigation
measuresto theinitid day-ahead market, which would otherwise be subject to unmitigated prices. The
NYISO's current mitigation authority is prospective only, which means that there may be a one-day
window to regp supracompetitive profits and redize unjust enrichment during the time it can take
NY SO g&ff to investigate questionable conduct and implement mitigation measures. The NY1SO staff
has observed that anumber of market participants that were eventudly subjected to mitigation measures
have unjudtifiably benefited from the existence of this window, to the detriment of New Y ork
consumers. The NY1SO taff therefore believes that this window of opportunity should be closed.
Under the NY SO staff’ s draft proposd, which is ill being reviewed by the NY1SO's
Business Issues Committee, the need for expanded price correction authority would be re-evauated not
later than December, 2002 to determine if the effectiveness of the NY SO’ s proposed circuit-breaker,
and other market-monitoring improvements, make its continuation unnecessary. To avoid undue market
uncertainty, the NY1S0O gtaff’s use of its expanded authority would adso be gtrictly limited. The NYISO
staff would be required to announce its intention to gpply corrective measures by the close of the
business day on which prices are first subject to prospective mitigation. Final revised prices would have
to be cdculated by the end of the fifth business day after the announcement. By adopting these
restrictions, the NY 1SO staff believesthat it would avoid the concerns that have caused the Commisson

to rglect amilar mitigation proposdsin the past.

D. The Project Prioritization Process
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Finaly, and perhgps most importantly, the NY SO has reformed and significantly improved the
procedures by which it assgns relative priorities to various market improvement projects. Under the
new regime, the PPT, comprised of senior NY1SO gaff and the chairs and co-chairs of dl three mgor
NY SO governance committees, develops an integrated project priority list pursuant to agreed upon
project review and prioritization procedures. The PPT has dready drawn up the first such lists. The
cregtion of the PPT ended the confusion that previoudy characterized the NY1SO’s prioritization
arrangement which divided priority-setting responsibilities among the different market participant
committees and thus often produced inconsstent and illogica priority assgnments. It dso effectively
incorporated the NY1SO’ s budgeting and resource alocation systemsinto the prioritization process for
thefirg time.

The priorities established by the PPT were presented by the NY1SO g&ff at the technical
conference and were accepted by many market participants. It was the PPT process that determined
which projects would be sdlected for implementation by Summer 2001. The Commission should
therefore afford the decisons of the PPT as much deference as it would any other decision made by the

NY SO’ s Commission-approved governance structure.® The Commission should resist the urge to

i See, e.g., New York Independent System Operator, Inc., 90 FERC 161,319 (2000)
(rgecting dternative ICAP recal bid proposa that a single party attempted to propose even though
another system had been endorsed by the NY1SO Committees.) See also USGen New England,
Inc., 90 FERC 1 61,323 (2000) (rejecting unilatera contract for system restoration services); New
England Power Pool, 90 FERC 161,168 (2000) (expressing preference for consensus CMSMSS
proposa in New England); Sthe New England Holdings, LLC and Sthe New Boston, LLC v New
England Power Pool, and 1SO New England, Inc., 86 FERC 161,283 (1999), reh’ g denied, 88
FERC 161,080 (1999) (rgjecting a market participant’ s attempted unilatera revision of acomplex
arrangement developed by an 1SO); PIM Interconnection, L.L.C., 84 FERC 161,212 at 62,035
(1998) (“[W]e emphasize that in accepting PIM’ s proposed revisions . . . we deferred to the judgment
(continued . . .)
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intervene and permit the NY 1SO g&ff, and the NY SO market participants, to make difficult, but
necessary, project development and implementation decisons through the PPT. The Commission
should aso be highly skeptical of complaints brought by individua market participants who are
unhappy with the PPT’ s decisions and wish to impose their own preferences on dl other New Y ork
market participants.
V. Attachments

For the Commission gaff’s convenience, NY 1SO staff has prepared the following list of the
attachments appended to these comments.

Attachment | List of market improvements recently implemented by NY1SO gtaff.*

Attachment I1 Graph comparing the annua energy market transaction volume of 1SO-NE,
PIM and the NY1SO.

Attachment |11 Graph depicting average daily LBMP in 2000.

Attachment IV Preiminary Annual Assessment of the New York Electric Markets prepared
by David B. Patton, Ph.D., New York 1ISO Market Advisor.

Attachment V Graph depicting NY SO monthly average ancillary service pricesin 2000.
Attachment VI Ligt of NYISO projects to be implemented by Summer 2001.

Attachment VII  Ligt of mgor filingsthe NY SO staff expects to make for implementation in
Summer 2001

Attachment VIII  NYI1SO’s February 2, 2001 Report on the Implementation of Virtual
Bidding and Zonal Price-Capped Load Bidding in Docket No. EL 00-90-000.

Attachment I X Description of the NY SO gaff’ s planned information technology migration.

of the PIM 1SO and its Board concerning aregiond solution to an identified regiona problem based on
what we understand is a broad, if not unanimous, consensus.”)

¥ NY SO staff intends to separately file Attachment | on February 9.
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VI.

Attachment X Motion for Leave to File Comments Out of Time and Comments of New
York Independent System Operator, Inc. In Support of 1SO New England, Inc. in Docket No.
EL00-62-014. (January 29, 2001).

Attachment XI Table comparing New Y ork’ s energy imports and exports in 2000 with those in
1998/1999.

Attachment X1l ~ White paper on the NY SO’ s inter-regiona transaction scheduling and price
correction procedures

Attachment X1l Graph depicting improvements over time in the accuracy of BME' s forecasts.

Attachment X1V Graph depicting the percentage of redl-time price intervals requiring correction
in 2000.

Conclusion

WHEREFORE, the New Y ork Independent System Operator, Inc. respectfully requests that

the Commission congder itsinitid comments in this proceeding.

Respectfully submitted,

NEW YORK INDEPENDENT
SYSTEM OPERATOR, INC.

By

Counsd

William F. Young

Ted J. Murphy

Hunton & Williams

1900 K Street, N.W.
Washington, DC 20006-1109
Of Counsdl
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February 8, 2001

CC: Mr. Danid L. Larcamp, Director Office of Markets, Tariffs and Rates, Room 8A-01,
Tel. (202) 208-2088
Ms. Alice M. Fernandez, Director Office of Markets, Tariffs and Rates — East
Divison, Room 82-15, Td. (202) 208-0089
Ms. Andrea Wolfman, Office of the Generd Counsd , Room 101-29,
Tel. (202) 208-2097
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CERTIFICATE OF SERVICE

| hereby certify that | have this day served the foregoing document upon each person designated
on the officid service list compiled by the Secretary in this proceeding in accordance with the
requirements of Rule 2010 of the Commission’s Rules of Practice and Procedure 18 C.F.R. § 2010
(1999).

Dated at Washington, D.C. this 8th day of February, 2001.

Ted J. Murphy

Hunton & Williams

1900 K Street, N.W.
Washington, D.C. 20006-1109
(202) 955-1595
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