UNI TED STATES OF AMERI CA 86 ferc f 61, 062
FEDERAL ENERGY REGULATORY COWMM SSI ON

Bef ore Comm ssioners: Janes J. Hoecker, Chairnan;
Vicky A. Bailey, WIlliamL. Mssey,
Li nda Breathitt, and Curt Hébert, Jr.

Central Hudson Gas & Electric
Cor poration
Consol i dat ed Edi son Conpany of
New York, Inc.
Long I sl and Lighting Conpany
New York State Electric & Gas
Cor poration
Ni agara Mohawk Power Cor poration
Orange and Rockland Utilities, Inc.
Rochester Gas and Electric
Cor poration
and
New Yor k Power Pool

Docket Nos. ER97-1523-000,
OA97-470-000 and
ERO7-4234- 000

N N N N N N N N N N N N N

ORDER CONDI TI ONALLY ACCEPTI NG TARI FF AND
MARKET RULES, APPROVI NG MARKET- BASED RATES
AND ESTABLI SHI NG HEARI NG AND SETTLEMENT JUDGE PROCEDURES

(I ssued January 27, 1999)

In this order, the Comm ssion addresses certain aspects of
t he I ndependent System Qperator (1SO proposal submtted by the
Menber Systens 1/ of the New York Power Pool (NYPP)(collectively,
Menber Systenms or Transm ssion Providers) to conprehensively
restructure the wholesale electric market in New York. This
order conditionally accepts, with nodifications, the proposed New
York 1SO Tariff (1SO Tariff) and the proposed market rules of the

1/ The seven public utility Menber Systens are Central Hudson
Gas & Electric Corporation (Central Hudson), Consolidated
Edi son Conpany of New York, Inc. (ConEd), Long Island
Li ghting Conpany (LILCO, New York State Electric & Gas
Cor poration (NYSEG, N agara Mohawk Power Corporation
(N agara Mohawk), Orange and Rockland Utilities, Inc. (Q&R),
and Rochester Gas and El ectric Corporation (Rochester G&E)
The ei ghth Menber System the New York Power Authority, is
not a public utility. For the ease of reading, rather than
di stingui shing repeatedly between the two, we shall refer to
all eight together as Menber Systens or Transm ssion
Provi ders.
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| SO The order also grants the Menber Systens' request for

mar ket - based rates. In addition, we will set for hearing certain
aspects of the proposed rates and provide for settlenent judge
proceedi ngs, as discussed further, bel ow

| . Backgr ound

On January 31, 1997, the Menber Systens filed with the
Commi ssion a conditional proposal to establish an |1 SO and rel ated
entities in order to forma fully conpetitive whol esal e
electricity market in New York. The filing included the
foll ow ng docunents: (1) |SO Agreenent; (2) New York Power
Exchange (NYPE) Agreenent; (3) NYPE Tariff; 2/ (4) New York State
Reliability Council (NYSRC) Agreenent; (5) |SO NYSRC Agreenent;
(6) 1SO Transm ssion Provider Agreenment; and (7) SO Tariff. 3/
The Menber Systens submitted a filing on May 2, 1997, to
suppl enment information concerning the NYSRC included in its
January 31 Filing.

On Decenber 19, 1997, the Menber Systens submitted an
addi tional supplenental filing (Decenber 19 Filing). The Menber
Systens explain that the changes included in this suppl enental
filing were notivated by extensive discussions with the New York
Publ ic Service Comm ssion (New York Comm ssion) and vari ous
mar ket participants, as well as recent Comm ssion gui dance
regardi ng i nplenmentation of 1SO principles and transm ssion
pricing policies.

2/ The Menber Systens have not requested acceptance of the NYPE
Tariff or the NYPE-I1SO Agreenent at this tine. According to
t he Menber Systems, they are contenplating alternative
approaches for the establishnment and operation of the NYPE
In addition, they state that the NYPE need not be in place
since (1) market participants need not go through a power
exchange to access the I SO for market transactions, and (2)
the New York |1SO already has the responsibility for
conducting security constrained unit comm tnent and di spatch
functions. Therefore, this order does not address the NYPE
further.

3/ This order requires certain nodifications to the proposed
| SO Tariff, which nust be filed within 90 days of the date
of this order. To the extent these tariff nodifications
necessitate correspondi ng changes to any of the agreenents
noted in the text above, they should also be filed in the
conpliance filing.
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The Menber Systens' proposal includes several key
operational features, which will be addressed in greater detai
bel ow, including: (1) the establishnent of an hourly spot energy
mar ket under a two-settlenent system (2) the inplenentation of
congestion pricing for transm ssion services, both of which are
centered around the concept of |ocational based marginal pricing
(LBMP); (3) the creation of a new financial instrunment --
transm ssi on congestion contracts (TCCs); and (4) markets for
certain ancillary services. Upon Conm ssion approval, the New
York 1SOw Il facilitate the inplenentation of these operationa
features. 4/

On June 30, 1998, the Conm ssion issued an order
conditionally authorizing the establishnment of the New York | SO
Central Hudson Gas & Electric Co. et al., 83 FERC 61, 352 (1998),
reh'q pending (June 30 order). The order made an interimfinding
that the proposal, with certain nodifications, satisfied the
Comm ssion's 11 SO Principles as outlined in Order No. 888. 5/
However, the order deferred consideration of the tariff issues,

4/ The Menber Systens have not yet submtted a section 203
filing requesting a transfer of control of all necessary
facilities to the New York 1SO 16 U S.C. 8§ 824b (1994).
We note that the New York | SO may not begin operations unti
such a filing is submtted and approved by the Conm ssion.

5/ See Pronoting Whol esal e Conpetition Through Open Access Non-
Di scrimnatory Transm ssion Services by Public Uilities;
Recovery of Stranded Costs by Public Uilities and
Transmtting Utilities, Order No. 888, 61 Fed. Reg. 21, 540,
FERC Stats. & Regs. { 31,036 (1996), order on reh'g, Order
No. 888-A, 62 Fed. Reg. 12,274 (1997), FERC Stats. & Regs.

1 31,048 (1997), order on reh'qg, Order No. 888-B, 81 FERC
1 61,248 (1997), order on reh'qg, Order No. 888-C, 82 FERC
1 61,046 (1998).

The June 30 order also conditionally approved certain
proposed | SO procedures, such as the | SO Board and commttee
governance structure. However, the order directed the
parties to negotiate and propose a revised commttee voting
structure. In addition, the order deferred acceptance of
the agreenents filed by the Menber Systenms. Rehearing of
the June 30 order is pending and will be addressed in a
future order.
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mar ket rul es and request for market-based rates. 6/ These
matters are the subject of this order

1. Notice of Filings and | nterventions

Docket Nos. ER97-1523-000 and QA97-470

In the June 30 order, we described the Menber Systens'
filings in Docket Nos. ER97-1523-000 and OA97-470-000. W
permtted various parties to intervene and accepted answers to
requires for relief and protests. |In addition, we deferred
various requests for hearing and technical conferences that
concerned pricing and rate issues. Here, we consider the
argunents raised by intervenors in these dockets insofar as they
relate to the Menber Systens' tariff and market rules.

In addition, since we issued the June 30 order, AES NY,
L.L.C (AES NY) filed a notion to intervene out-of-tine in Docket
No. QA97-470-000 and Sout hern Energy Bow ine, et al. (Bowine)
and Energy Marketers Coalition filed a notion for |eave to
intervene out-of-tinme in both dockets.

Docket No. ER97-4234-000

Notice of the Menber Systens' filing in Docket No.
ERO7-4234-000 was published in the Federal Register, 62 Fed.
Reg. 48,080 (1997), and 63 Fed. Reg. 69 (1998), wth
protests and notions to intervene due on or before January
23, 1998. Mdtions to intervene and protests, and notices of
intervention were filed by the parties listed in Appendi x A
The Menber Systens filed an answer to various intervenor
pr ot ests.

[, Di scussi on

A. Procedural WMatters

Pursuant to Rule 214 of the Comm ssion's Rules of Practice
and Procedure, 18 C.F.R § 385.214 (1998), the notices of
intervention and the tinely, unopposed notions to intervene serve
to make the intervenors listed in Appendix A parties to this
proceeding. 1In addition, given the stage of this proceeding, and
t he absence of undue delay or prejudice, we find good cause to
grant the untinely, unopposed notions to intervene of AES NY,
Bow i ne and Energy Marketers Coalition in Docket Nos. ER97-1523-

6/ The request for market-based rate authorization was
separately docketed as ER97-4234-000.
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000 and QA97-470-000. In addition, given the stage of this
proceedi ng, and the absence of undue delay or prejudice, we find
good cause to grant the untinely, unopposed notions to intervene
of the parties listed in Appendix A in Docket No. ER97-4234-000.

Al t hough the Conmi ssion's Rules of Practice and Procedure do
not permt answers to protests, 7/ given the conplex nature of
this proceeding, and given that the answer helps in clarifying
certain issues, we will accept the answer filed by the Menber
Syst ens.

B. New York | SO Tari ff

1. Proposed Transm ssion Service
Description

Menber Systens have not adopted the Commission's pro forma
tariff and, in fact, have not proposed to offer transm ssion
service under a separate tariff. Instead, the New York | SO
Tariff conbi nes transm ssion service under non-pro form terns
and conditions, the operation of an hourly spot market, and the
adm ni stration of certain aspects of the NYRSC that deal with
generation reliability. 8/

The proposed I1SO tariff does not define transm ssion service
in ternms of point-to-point or network services, as does the pro
forma tariff. The tariff covers transm ssion service to entities
purchasing fromthe hourly spot market or requesting stand al one
transm ssion service for bilateral transactions. The tariff
accomodat es transm ssion services to neet |oads within the New
York Control Area (NYCA) as well as exports and through
t ransacti ons.

There is no notion of firmservice at a fixed price under
the tariff and the Menber Systens contend that firm service can
be approxi mated through the acquisition of Transm ssion
Congestion Contracts (TCC), financial instrunents that protect

7/ See 18 C.F.R § 385.213(a)(2) (1997).

8/ As initially proposed, the NYPE was to be a separate entity.
The Menber Systens now propose that the |1 SO perform power
exchange operati ons.



Docket No. ER97-1523-000, et al. - 6 -

t he hol der from congestion costs when the systemis constrained.
However, as discussed later in this order, TCCs are renewed every
six months. Accordingly, to the extent acquisition of a TCCis
an adequate proxy for firmtransm ssion service, custoners
conpete for firmservice anew every six nonths. 9/

Custoners purchasi ng through the spot market will have no
transm ssion service scheduling requirenents; they wll sinply
direct the 1SOto deliver energy fromthe spot market. Custoners
that want to engage in bilateral power sales, including custoners
t hat are grandfathered under existing contracts, must schedul e
their transactions a day ahead. Qher than grandfathered firm
comm tnents (discussed nore extensively later in this order),
bilateral transactions will be designated as firmonly if the
custoner is wlling to pay congestion charges. 10/ Oherw se,
they will be designated as nonfirm The SO w | schedul e
nonfirmtransaction requests only if its day ahead projections
indicate that there are no constraints. Schedules nmay be changed
up to 90 m nutes before the hour.

The proposed SO tariff adopts the pro forma tariff
definition of eligible custonmer in all but one respect. The
di fference involves access for retail transm ssion services under
a state retail access program The pro forma tariff provides for
retail transm ssion service provided pursuant to a state
requi renent that the transm ssion provider offer unbundled retai
transm ssion service, while the proposed tariff provides for
retail transm ssion service to any entity taking unbundl ed
transm ssion service pursuant to a "voluntary" state retai
access program

The New York |SO Tariff provides that only direct custoners
may interact directly with the 1SO Direct custoners are defined
as entities that are qualified to submt schedules to the I SO and

9/ Menber Systens hold out the possibility that TCCs may be
offered for longer terns at sone point in the future, but
t hey make clear that under no circunstances may the term
extend beyond the end of a transition period when ful
retail access occurs, i.e., the point at which Menber
Systens will be placing thenselves fully under the tariff.

10/ Congestion charges are discussed later in this order.
Menmber Systens' congestion proposal is nodeled in |arge part
on the locational marginal pricing (LMP) nethod that the
Comm ssion approved in PIM  See Pennsyl vani a- New Jer sey-
Maryl and I nterconnection, et al., 81 FERC § 61, 257 at
62, 253-54 (1997), reh'qg pending (PJM.
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to participate in the 1SO settlenent process on their own behal f
or on behalf of others. To qualify as a direct custoner, the
entity nmust satisfy certain criteria, including creditworthiness
st andards and specifications for conmmrunication.

The proposed New York 1SO tariff includes a reciprocity
provi si on which does not reflect the pro forma tariff |anguage.
Wil e nost of the deviations fromthe pro forma tariff |anguage
appear to be editorial rather than substantive, one sentence
appears to expand the reciprocity requirenment. 11/

The New York I1SO tariff also includes liability and
i ndemmi fi cation provisions which, as discussed |later, differ from
the pro forma tariff.

Wil e the proposed tariff addresses transm ssion expansi on
at several points, the procedures for expansion are confusing.
The tariff provides that the New York SO w ||l performa system
study if it receives a request froma party proposing a new
generator or interconnection with the New York transm ssion
system study. The tariff also states that a direct custoner may
request a facilities study which the I SO shall pass on to the
affected Transmi ssion Provider. Wile the ISOw Il reviewthe
results of any facilities study perforned by a Transm ssion
Provider to consider inpacts on reliability, the 1SO shall have
no authority to require a Transm ssion Provider to construct a
net wor k upgrade. 12/

11/ It states:

A Direct Custonmer that is a nenber of a power poo
or regional transmssion group ("RTG') or 1SO al so
agrees to provide service conparable to the
transm ssion service provided under the power pool
or RTGI1SO [sic] agreenent or tariff over the
systens of the nenbers of such power pool or RTG
or 1SOon simlar terns and conditions over
facilities: (i) used for the transm ssion of
Energy in interstate commerce owned, controlled or
operated by the Direct Custoner or its corporate
affiliate; and (ii) used for the transm ssion of
el ectric Energy in interstate conmmrerce owned,
controlled or operated by the Direct Custoner's
corporate affiliates. |1SO Tariff, Sheet Nos. 45-
46, Part 7.1.B.

12/ Currently, the only Transm ssion Providers are the Menber
(continued. . .)
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Prot ests and Conm ssi on Response
Absence of point-to-point and network services

Muni ci pal Electric Uility Association of New York (MEUA)
conplains that the proposed tariff is unacceptabl e because it
fails to offer network and long-termfirm point-to-point services
as required under Order No. 888. MEUA conplains that the only
services offered under the New York SO tariff are non-firm
bundl ed energy/transm ssion arrangenents. MEUA states that,
while these tariff terns may serve the interests of the Menber
Systens whose resources are |ocated within their own service
areas, transm ssion dependent utilities such as MEUA require
long-termfirmtransm ssion service if they are to reach off-
systemresources as a conpetitive alternative to the Menber
Systens. MEUA contends that effective conpetition wll be
inpeded if entities do not have the ability to enter into power
supply contracts and obtain long-termfirmtransm ssion service
commtnents. | ndependent Power Producers of New York (1 PPNY)
al so expresses concern about obtaining |long-termconmmtnents.

Menber Systens respond that their proposal is "functionally
equi val ent or superior to" the transm ssion services required

under the pro forma tariff. In support, they explain that al
requestors are assured transm ssion service in the absence of
congestion while, in the presence of congestion, TCCs, like firm

transm ssion rights under the pro forma tariff, may be purchased
ahead of the day of dispatch

Menmber Systens have not denonstrated that their proposed
tariff is in all respects consistent wwth or superior to the pro
forma tariff ternms and conditions. Most significantly, it fails
to offer the long-termfirmtransm ssion services that are
requi red under the pro forma tariff. W disagree that the
avai lability of TCCs will approximate the long-termfirm
transm ssion services that are offered under the pro forma tariff
to allow transm ssion custonmers to nake power supply arrangenents
that rely upon long-termfirmtransm ssion conm tnments because

12/ (...continued)
Systens, i.e., the investor-owned utilities and New York
Power Authority that conprised the New York Power Pool
Under the proposed restructuring, other entities may seek
designation as a Transm ssion Provider if they own at | east
100 circuit mles of transmssion wwth a voltage of 115 kV
or higher.
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TCCs woul d have a termof only six nonths. 13/ Wile we have
approved a simlar proposal for the California SO we did so in
conjunction with a state-wide retail access program which
required all public utility transm ssion providers to place

t hensel ves under the sanme terns and conditions. |In addition,
whil e we approved that aspect of the California ISO tariff that
fails to offer a nechanismto obtain long-termfirmtransm ssion
commtnents, we did so only on a tenporary basis.

Unlike California, there is no state-wide retail access
program and Menber Systenms will not be placing their bundled
retail power sales under the tariff's terms. Wth respect to
absence of long-termfirmtransm ssion service at a fixed price
under the New York ISO tariff, for exanple, this proposal allows
Menber Systens to retain their long-termfirmrights, while
provi di ng no avenue for custoners under the proposed New York | SO
tariff to obtain long-termfirmrights. Accordingly, we direct
the Menber Systens to reinstate the pro forma long-termfirm
tariff services and to extend to all users enough six-nmonth TCCs
to cover the length of their transm ssion service. 14/ This
requirenent will not be inconpatible with other aspects of the
proposed restructuring, as evidenced by the ability of two
nei ghboring regions -- PIMand NEPOOL -- to acconplish simlar
pool restructurings (e.g., containing LBVP congestion managenent,
Fi xed Transm ssion Rights, and | SO operated spot markets) w thout
elimnating the pro forma tariff services. 15/

We shall also direct Menber Systens to file a transm ssion
tariff that is separate fromthe rate schedul es that govern non-
transm ssion functions, e.qg., its operation of a spot market and
adm ni stration of the NYRSC Agreenment. W recognize that there

13/ W discuss TCCs conprehensively later in this order and
conclude that TCCs significantly enhance the open access
requi renents of the pro forma tariff as an efficient
substitute for the reassignnent of physical transm ssion
rights that entities obtain under the pro forma tariff.
However, given the facts of this case, we cannot concl ude
that TCCs, as proposed by the Menber Systens, will serve as
a proxy for conparable access to tariff custoners.

14/ Menber Systens have accommobdated their own |ong term uses by
all ocating to those uses enough six-nonth TCCs to cover the
| ength of those uses.

15/ See PJM 81 FERC at 62, 267; New Engl and Power Pool, 83 FERC
1 61,045 (1998) (NEPOOL 1); New Engl and Power Pool, 85 FERC
1 61,379 (NEPOOL 11).
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may be sone duplication of common features, e.qg., LBMP pricing is
based upon the prices determned in the energy market. However,
it 1s necessary that transm ssion and ancillary services be
offered as a separate product that is available on a stand-al one
basis. Again, Menber Systens can | ook to neighboring systens to
observe feasible nmethods to acconplish this separation

Eligibility Provisions

As not ed above, the proposed tariff includes a definition
for eligible custonmer that deviates fromthe requirenents of the
pro forma tariff in that it offers unbundled retail service only
on a voluntary basis, and does not offer such service if it is
pursuant to a state requirenent that the Menber Systens offer the
service. The New York Conm ssion objects to this change.

Mul tiple Intervenors (M) conplain that the tariff does not
enconpass unbundled retail transm ssion service. Finally, MEUA
and M conplain that only direct custoners, which MEUA
characterizes as a euphem sm for Transm ssion Providers, may
interact directly with the New York |1SO, thereby rel egating other
transm ssion users to deal through the Transm ssion Providers.

Menmber Systens respond that their revision to the pro forma
tariff definition of eligible custoner is necessary because the
"FERC does not have |l egislative authority to conpel retai
wheeling." 16/ They contend that the proposed | anguage is
consistent wth the "Conm ssion's pronouncenents of its
jurisdictional Iimtations in Order Nos. 888, 888-A and 888-B."
17/ Menber Systens assert that their proposal does not currently
extend to unbundled retail transm ssion service and they w ||
deci de | ater what changes to the tariff are needed to acconmodate
any retail access they agree to provide. Finally, Menber Systens
assert, w thout explanation, that MEUA will qualify as a direct
cust omer.

Wil e we have al ready directed Menber Systens to reinstate
the pro fornma tariff ternms and conditions generally, we enphasize
t hat Menber Systens nust reinstate the pro forma tariff
definition for eligible custonmer in particular. As we have held
repeatedly in prior cases, this aspect of the pro forma tariff is
a fundanental term and condition which cannot be revised in a

16/ Menber Systens Answer at 117 (Filed March 2, 1998).
17/ 1d.
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superseding tariff filing. 18/ W reject Menber Systens'
argunents that their revision is necessary because the Conm ssion
does not have authority to conpel retail wheeling and that their
| anguage is consistent with our jurisdictional pronouncenents in
Order Nos. 888, 888-A and 888-B. The Comm ssion in the 888
series of orders clearly recognized that it cannot order direct
retail transm ssion but al so nade a specific determ nation that

i f unbundled retail transm ssion is provided voluntarily or

provi ded pursuant to a state requirenents, the rates, terns and
conditions of the transm ssion are within the Comm ssion's
exclusive jurisdiction and nust, absent Conmm ssion authorization,
be provided under the pro forma tariff. The eligibility
provision was very carefully witten with these jurisdictional
determ nations in mnd, and Menber Systens provide no basis to
rai se argunents seeking to re-wite what was decided in the Oder
No. 888 series of orders.

We shall also direct Menber Systens to elimnate the
[imtation that only direct custoners may interact with the New
York SO as it relates to transm ssion service. Wile it nmay be
acceptable to establish nondiscrimnatory eligibility
requi renents beyond those set forth in the pro forma tariff for
participation in |ISO activities other than transm ssion service
(i.e., the reserve sharing arrangenents of a power pool or
participation in a spot market), Menber Systens have proffered no
basis to inpose additional requirenents on whol esal e transm ssion
custoners. 19/

Reci procity

We shall direct Menber Systens to reinstate the pro form
tariff reciprocity provision, nodified only to provide that both
the Transm ssion Providers and the |1 SO are the beneficiaries of
this requirement. To the extent that the other proposed changes
are intended to be editorial rather than substantive, these

18/ See, e.q., New York State Electric & Gas Corp., 78 FERC
1 61,114 (1997), reh'qg denied, 82 FERC f 61, 209 (1998).

|H
-

We recognize that, in many retail access prograns, retai
custoners use internediaries to obtain transm ssion service.
For exanple, PJM uses agency agreenments. Menber Systens
note that further nodifications to the tariff wll be
required to accommodate retail access. The Conm ssion w |
consider, on a case-by-case basis, proposed revisions to the
pro forma tariff that are intended to inplenment retai

access, but which do not affect access by whol esal e

cust oners.
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revisions introduce unnecessary confusion. For exanple, read
literally, the earlier quoted sentence (see supra, n. 10) would
appear to require an entity like Portland General Electric
Conpany to offer PIMtype transm ssion services over its
facilities because its affiliate, Enron, is a nenber of the PIM
pool. To the extent the proposed changes were not intended to be
editorial in nature and were, instead, intended to substantively
change the reciprocity requirenent, Menber Systens have provided
no explanation or justification of the purpose of these
revisions.

Expansi on

A nunber of intervenors express concerns about how
transm ssi on expansion w ||l be addressed. MEUA expresses concern
about who will be eval uati ng expansi on deci sions and states that
such deci si ons shoul d be placed under the responsibility of a
regi onal transm ssion group that woul d coordinate planning to
relieve persistent or significant constraints in an econom cal
manner .

Si t he/ I ndependence Power Partners, L.P. (Sithe) conpl ains
that, since each Transm ssion Provider will be conpeting agai nst
other transm ssion users for generation sales, it is
i nappropriate to give themthe exclusive authority to determ ne
whet her and how to relieve systemconstraints (as appears to be
t he case under Menber Systens' proposal.) 20/

| PPNY conpl ai ns about the |ack of specificity regarding the
manner in which the 1SO would ultimately judge whether a proposed
project neets reliability standards, whether those standards
woul d be eval uated on a systemw de or |ocal basis, and whether a
governing body or commttee would be required to approve a
transm ssi on system expansi on.

Long I sland Power Authority (LIPA) expresses concern that
the ISOw ||l not have adequate authority to expand the existing
transm ssion systemfor reliability and econom c purposes. LIPA
contends that the proposal |eaves expansion and the devel opnent
of new transm ssion solely to market forces, and questions
whet her proper econom c incentives are in place for market forces
to respond. LIPA also conplains that, even if market forces do
respond, the Transm ssion Providers will have final authority to
determ ne which transm ssion projects should go forward, noting

20/ Sithe Protest at 42 (Filed March 26, 1997).
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that the interests of Transm ssion Providers are not always
aligned with other market participants. 21/

At hens Cenerating Conpany (Athens) conplains that the
proposed tariff fails to explain how expansion is handled with
respect to interconnections wth new generators. Likew se,

At hens argues that the tariff fails to clarify the New York |1SO s
operational control over facilities constructed for a specific
custonmer or how interconnection requests are prioritized for

pur poses of expansion responsibility.

The New Yor k Comm ssi on expresses concerns about expansion
pl anni ng as wel | .

Menmber Systens argue that their proposal is adequate given
t he novenent towards a nore market oriented electricity industry.
They contend that market participants, based on their eval uation
of congestion costs, will judge what are appropriate and
effective reinforcenent options and the New York Conmm ssion w ||
have the ability to ask for illustrative reinforcenment options to
"hel p guide market participants in devel oping or selecting ways
to reduce costs."” 22/ Menber Systens state that Transm ssion
Providers will still address reliability needs wthin their own
system Menber Systens conclude that the "command and control”
and "centralized planni ng" approaches preferred by intervenors
are inconsistent with the market-based expansi on process
contenpl ated by this proposal.

We do not disagree with the conclusion that expansion should
be effected only when needed to maintain reliability or based on
evidence that the market is willing to pay for expansion.

However, we do not agree that this dictates the fragnmented
proposal put forth by Menber Systens which di sburses
responsibilities anong different parties and establishes no
structured framework wi thin which every user may pursue expansion
concer ns.

We also find that the expansion provisions are unclear and
appear inconsistent wwth Order No. 888, which requires the
Transm ssion Provider to expand the systemin response to a valid
request for transm ssion service. |ndeed, Menber Systens
conclude that, if their custonmers do not benefit from an
expansi on, they should not be required to build it. This concept
is antithetical to Order No. 888, which requires conparable

21/ LIPA Motion to Intervene at 12 (Filed February 27, 1998).

22/ Menber Systens Answer at 99 (Filed March 2, 1998).
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access for all transm ssion users, not just the Transm ssion
Providers. W expect that, by reinstating the pro forma tariff
terms, these defects will be renedi ed because the pro form
tariff clearly requires the transm ssion provider (here, the New
York | SO and the Transm ssion Providers) to expand the systemto
meet new requests for service. 23/ W recognize that the pro
forma tariff filed in response to this order nmay be revised to
delineate the division of responsibility for expansion matters or
to address pricing matters related to expansion or related TCCs,
but we will not entertain changes that eviscerate the pro forma
tariff requirement that the system be expanded by Transm ssion
Provi ders when necessary to neet requests for service and to
ensure reliability. Mreover, we shall not entertain changes
that fail to give the 1SO the authority and ability to acconplish
this planning for transm ssion expansion.

Liability and I ndemification

El ectric C earinghouse (C earinghouse) objects that the
indemification and liability provisions of the 1SO Tariff are
contrary to the Conmssion's pro forma tariff. |In addition,

Cl eari nghouse argues that the provisions are contrary to the
Comm ssion's recent pronouncenents on SO liability and
indemmification in the California restructuring proceedi ng. 24/

The proposed tariff provides that the ISOs liability to
mar ket participants under the Tariff is |imted to instances
where the 1SO s actions constitute gross negligence or
i ntentional m sconduct. The proposed tariff al so provides that
mar ket participants are required to indemify the |SQ
Transm ssion Providers and NYSRC from clainms arising under the
Tariff, except to the extent that the actions of the indemitees
constitute gross negligence or intentional m sconduct.

Consi stent with our approach in WEPEX, 25/ we will require
that the New York ISOtariff be nodified to adopt the
i ndemmi fication provisions in the pro forma tariff, wthout
nmodi fication. 1In addition, we direct that the Menber Systens

23/ This expansion requirenent is of course subject to state and
| ocal transm ssion siting requirenents.

24/ Electric Cearinghouse Protest at 16 (Filed February 6,
1998) .

25/ Pacific Gas & Electric Co., et al., 81 FERC Y 61,122 at
51,519-20 (1997), order on reh'g, 82 FERC { 61, 223 (1998).
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remove the provision limting the liability of the SO in order
to conformthe ISOtariff with the pro forma tariff.

Definition of Native Load

The New Yor k Comm ssion conplains that Native Load is
defined in terns of the transm ssion provider's own retai
custoners, rather than all custoners |located in the transm ssion
provider's control area. W conclude that the SO tariff
i nappropriately departs fromthe pro forma tariff definition 26/
and shall direct Menber Systenms to reinstate the pro forma tariff
definition.

Noti ces Concerning the Disclosure of Information

The New York Comm ssion states that the tariff provides that
the SO may disclose certain transm ssion information in the case
of an emergency, but if it does it wll notify only the
Comm ssion. The New York Conm ssion asks that the | anguage be
nodi fied to provide for it to be notified as well. This is a
reasonabl e request. W shall direct that the | SO serve the New
York Comm ssion with a copy of any notice submtted to the
Comm ssi on.

| nt erconnecti on Requests Not Associated with Transm ssion
Servi ce Requests

At hens seeks assurance that new merchant generators may seek
i nterconnection to the grid w thout taking and paying for
transm ssion service. Menber Systens respond that, while not
addressed in the proposed tariff, generators may interconnect
with the grid w thout obtaining transm ssion service, if output
woul d be delivered through transm ssion services arranged by the
purchaser or through power exchange sales. 27/

26/ Pro forma tariff section 1.19 defines Native Load customers
as, "The whol esale and retail power custoners of the
Transm ssion Provider on whose behal f the Transm ssion
Provi der, by statute, franchise, regulatory requirenent, or
contract, has undertaken an obligation to construct and
operate the Transm ssion Provider's systemto neet the
reliable electric needs of such custoners.”™ O-der No. 888-
A, FERC Stats. & Regs. at 30, 508.

27/ Menber Systens Response at 5-6 (Filed April 14, 1998).
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Wil e Menber Systens' response is reasonable, it is not
codified in the 1SO Tariff. W shall require that the revised
tariff filed in response to this order include procedures for
mer chant generators to arrange an interconnection in
ci rcunst ances where they will not be separately obtaining
transm ssi on service.

2. Proposed Transni ssion Rates

Description

There are three conponents to the transm ssion charge
included in the New York SO Tariff. They are as follows: (1)
the Transm ssion Service Charge; (2) the Transm ssion Use Charge;
and (3) the NYPA Transm ssi on Adjustnent Charge.

Transm ssion Servi ce Charge

The Transm ssion Service Charge is an hourly rate that
recovers the enbedded fixed costs of the transm ssion system It
is assessed on the basis of hourly netered | oads for deliveries
within the 1SO s control area (including purchases fromthe power
exchange, bilateral transactions and inports) and on the basis of
schedul ed deliveries for exports and through transactions.
Transactions that are not subject to this charge are the
Transm ssion Provider's use of its own systemto provide bundl ed
retail service to its native |oad custoners, retail transm ssion
service pursuant to another tariff or rate schedul e that
explicitly provides for other transm ssion charges "subject to
any applicable provision of the FPA " and whol esal e transm ssi on
service pursuant to existing bilateral agreenents (these
gr andf at hered agreenents are di scussed separately later in this
order).

As is the case in PJMand NEPOOL, |oads within the New York
| SO control area will pay a single systemrate based on the costs
of the transm ssion provider where the points of delivery are
| ocated. Export transactions and through transactions wll pay a
charge based on the costs of the transm ssion provider that owns
the intertie which serves as the point of delivery to an adj acent
control area. 28/ Any whol esal e distribution charges associ at ed
with any of these services will be the subject of a separate
charge to be filed with the Comm ssion. Finally, Transm ssion
Providers are authorized to offer or grant requests for discounts

28/ This differs from PJM and NEPOOL whi ch both use a wei ghted
average charge of all transm ssion providers for these types
of transactions.
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Wi th respect to Transm ssion Service Charges involving exports or
t hrough transactions, but all conmunications nust be through New
York's Qpen Access Sane Tine Information System (New York QOASIS)
and all discounts nust be offered to all custonmers for the sane
period for all deliveries to the same interconnection.

The hourly rate for each transm ssion provider will reflect:
(1) its individual transm ssion revenue requirenment; (2) its
i ndi vi dual scheduling, systemcontrol and di spatch costs; and (3)
a transition period paynent (discussed later in this order),
credits reflecting revenues it receives fromthe sale of TCCs or
rel ated congestion revenues, revenues related to grandfathered
Agreenments, congestion paynents received from grandfathered TCCS
and revenues related to off-systemtransactions. Data provided
in the application indicate that the transm ssion revenue
requi renent and scheduling cost conponents of the fornula yield
charges ranging froma low of 4 mlls/kWh (for Rochester G&E) to
a high of 9 mlls/kwW (for Con Ed). Each Transm ssion Provider
must file its revenue requirenent and scheduling charges with the
Comm ssi on.

VWhile NYPA will also be entitled to assess a Transm ssion
Service Charge, it applies only for service to a few of NYPA's
custoners that are directly connected to NYPA facilities (e.q.,
Reynol ds Metal s, GwW Massena, Town of Massena and the Gty of
Pl att sburgh). NYPA's Transm ssion Service Charge will be, at the
customer's option, either a nmonthly charge of $1.30/kWor an
hourly charge of 3.75 mills (not to exceed $.06/ kW day or
$. 30/ kWweek). For export transactions involving NYPA's intertie
facilities, NYPA' s Transm ssion Service Charge for transactions
involving the Vernont or Ontario Hydro intertie are the hourly
charges |isted above. NYPA' s Transm ssion Service Charge for
transactions over the Hydro Quebec intertie are hourly charges
that are about 23% hi gher than those quoted above. The tariff
provides that NYPA will file the rates which the SO Tariff wll
recover for use of NYPA's systemw th the Comm ssion. The tariff
al so provides that NYPA s upgrades will be reflected inits
Transmi ssion Service Charge only if they do not exceed $5 million
on an annual basis or they have been unani nously approved by the
Transm ssi on Providers.

Transm ssi on Use Charge

The second rate conponent is the Transm ssion Use Charge
whi ch recovers any congestion costs associated with the
transaction and margi nal | osses. It applies as a separate
conponent only to bilateral transactions because the congestion
cost and margi nal | oss conponent of transm ssion service rel ated
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to the hourly spot market is recovered through the LBMP pricing
used to price those transactions. 29/

NYPA Transm ssi on Adj ust nent Charge

The third rate conponent is a NYPA Transm ssi on Adj ust nent
Charge which is assessed on all transactions. It is intended to
recover any shortfall in NYPA s revenue requirenent that is not
recovered under NYPA' s Transm ssion Service Charge. Unlike other
Transm ssion Providers, NYPA does not operate a separate service
area. Most of NYPA s custoners are located in the service area
of other Transm ssion Providers and, under the New York | SO
Tariff, will pay a Transm ssion Service Charge based on the costs
of the transm ssion provider where the |oads are | ocated. NYPA's
transm ssion facilities are, nonetheless, critical elenments of
the New York 1SO grid and a nechanismis needed to provide for
NYPA to recover its costs. This surcharge spreads those costs
anong all custoners.

Prot ests and Conm ssi on Response
Hearing to Consider Rate Matters

We shall establish a hearing to consider a nunber of rate
matters. Below, we sunmmarily rule on sone issues and identify
other matters reserved for hearing.

Transm ssion Servi ce Charge

MEUA argues that the New York |1SO should reflect a single
systemw de rate based on the average costs of all Transm ssion
Providers, rather than a single systemrate based on the costs of
the service area where the |loads are | ocated. W note, however
that the proposed pricing approach is one we have approved for
other 1SCs and we see no reason to reach a different result here.
30/

Sithe argues that the Comm ssion should not allow the
Transm ssion Providers to adopt the revenue requirenment from
their individual open access tariffs as the revenue requirenent
used in the rate fornulas for the New York 1SO Tariff. Sithe

29/ Except for the use of marginal |osses, this approach is the
sane approach that the Conm ssion has approved in PJM See
81 FERC at 62, 258.

30/ See, e.qg., our discussion of this pricing approach in NEPOOL
I, 83 FERC at 61, 233.
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contends that interested parties should be allowed to pursue at
hearing all cost of service issues, including the use of

| evel i zed costing nmethods, the inclusion of generator step-ups in
the transm ssion revenue requirenent, return on equity and the

di visor used to develop the hourly charge for the New York | SO
Tariff. 31/ As we did in approving simlar |ISO Tariffs proposed
by PJM and NEPOOL, we shall accept Menber Systens' proposal to
adopt the present revenue requirenent fromtheir individual
tariffs for purposes of designing the rates for service under the
SO tariff and shall not set these revenue requirenents for
hearing. However, an issue introduced for the first tine in this
filing is the appropriate divisor to be used to develop the
hourly rate. Sithe may pursue issues concerning the appropriate
divisor at the hearing ordered in this proceedi ng.

The New York Comm ssion states that the fornulas used
(Attachnment B) to conpute the Transm ssion Service Charge are
conplex and therefore, a review should be conducted after 18
nmont hs' experience to consider their inpact and fairness. Except
for the use of Menber Systens' individual tariff revenue
requi renent, we shall allow intervenors to pursue at hearing
concerns about these formulas, including any adjustnents to the
individual tariff rates that have been effected in transferring
those rates to the New York ISO Tariff. The New York Conm ssion
may pursue at hearing whether and to what extent the formnul a
met hodol ogi es should be revisited in the future.

NYPA' s Transm ssion Service Charge

Hydro Quebec (HQ conpl ains that NYPA proposes separate
Transm ssion Service Charges (TSC) for each intertie, conpared to
the Transm ssion Providers who have proposed a single system
rate. HQ conplains that this approach is inconsistent with
Comm ssion policy and, while the Comm ssion found that this
pricing approach was satisfactory for NYPA's reciprocity tariff,
the Comm ssion should revisit this issue in the context of a pool
restructuring where 35% of the transm ssion |ines are owned by
NYPA. HQ argues that this pricing nethod puts it at a commerci al
di sadvantage in its commercial relations with New York utilities.
HQ adds that the New York SO tariff makes clear that the
Comm ssion w Il have the opportunity to review NYPA's rates for
recovery under the SO tariff. 32/

31/ Sithe Protest at 25-26 (Filed March 26, 1997).
32/ HQ Protest at 2-3 (Filed March 19, 1998).
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Menber Systens respond that it is not possible for NYPA to
conpute a TSC using the sane nethods as ot her Transm ssion
Providers. Menber Systens note that other Transm ssion Providers
operate an integrated service area and design their TSC by
dividing their revenue requirenent anong the total system| oad,
but NYPA does not operate an integrated service area and has no
equi val ent of total systemload to which it can allocate a pro
rata share of its revenue requirenent. 33/ Menber Systens al so
guestion HQ s alleged concerns over the disparity of the rates in
the two delivery points since this reflects the status quo and HQ
has never before conplained about the disparity in treatnent.
Menber Systens al so state that HQ ignores the fact that, under
the New York I1SO Tariff, rate pancaking is elimnated and
transm ssion costs reduced accordingly.

W find that the Menber Systens' proposal reasonably
accommodat es the uni que role played by NYPA in contributing to
the New York transm ssion grid. This proposal fosters NYPA' s
participation in the New York |1SO by ensuring that it wll
recover its costs, while also allowng its custoners, nost of
whom wi | | be paying the Transm ssion Service Charge of another
Transm ssion Provider under the New York |SO Tariff, to benefit
fromregi onal access under a single systemrate. The fact that
NYPA happens to control two different interties with outside
control areas and will charge rates that differ by about 20% for
one or the other does not |lead to an unreasonable result.

Q her Transm ssion Service Charge |ssues

LI PA seeks assurance that, should it join the New York | SO
it is not relinquishing its authority to set its ow rates. LIPA
notes that, in approving reciprocity tariffs, the Conm ssion has
not required such relinquishnent. 34/

The transm ssion services provided by the New York |1 SO are
jurisdictional, notw thstanding the fact that some non-public
utility entities such as LIPA may elect to join the I SO
Accordingly, even though the New York |1SO transm ssion rates
woul d include recovery of LIPA's costs if LIPA were to join the
| SO the New York | SO rate neverthel ess woul d be subject to our

33/ Menber Systens explain that, if NYPA' s revenue requirenent
were spread over its directly interconnected |oads as is
done by the other Transm ssion Providers, NYPA' s TSC woul d
be about 75 m |l s/ kW and woul d be recovered solely fromthe
four custonmers with whomit is interconnected.

34/ LIPA Motion to Intervene at 11-12 (Filed February 27, 1998).
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revi ew under Sections 205 and 206. At the sane tinme, LIPA can be
assured that we are commtted to fostering regional transm ssion
arrangenents that will enbrace public utility and non-public
utility entities alike and would not |ightly take actions that

m ght deter entities like LIPA from participating.

Transm ssi on Use Charge

The Transm ssion Use Charge recovers congestion costs and
mar gi nal | osses. We will discuss this issue in greater detail,
bel ow.

Congesti on Charge

The congestion charge conponent reflects LBWMP pricing
nodel ed in large part on that we previously approved in PJM 35/
We address the LBWMP pricing fully later in this order and approve
it as a general matter.

Mar gi nal Losses

Sone protestors argue that the use of marginal |osses in
conjunction with average cost pricing violates a | ong-standi ng
Commi ssion requirenent that these charges be designed
consistently. 36/ Menber Systens argue that these precedents are
not on point because, in prior cases, the transm ssion provider
did not intend to apply the sane rate treatnent to its own native
| oad uses as is the case here.

We disagree that this proposal violates the cited
precedents, none of which involved regional transm ssion service
under single systemrates, regional treatnent of |osses, or
regi onal congestion pricing under a | ocational -based pricing
met hod. Under the New York | SO proposal, the variable costs of
transm ssion (congestion and | osses) will be treated consistently

35/ 81 FERC at 62, 253-54.

36/ See, e.qg., Northern States Power Conpany, 59 FERC { 61, 100,
reh'q denied, 60 FERC § 61,076 (1992), clarification denied,
64 FERC f 61, 111 (1993), petition for review denied,
Nort hern States Power Conpany v. FERC, 30 F.3d 177 (D.C.
Cr. 1994).
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under a marginal rate cost design and all fixed costs wll be
recovered through an access fee that elimnates rate pancaking
for the use of nultiple systens.

A nunber of parties oppose the hourly marginal |oss charge
because the revenues associated with hourly margi nal | oss charges
W Il exceed the total hourly system|oss cost. This occurs
because margi nal | osses are conputed as if every transaction were
the last increnent added to a fully | oaded transm ssion system
and | osses nost often are higher for the last increnent of |oad.
Menber Systens recognize this fact and propose to credit the
overrecovery in margi nal |oss charges in conputing the scheduling
Charge. Because the scheduling Charge (discussed fully below) is
designed to recover the 1SO s operating costs, this proposal has
the effect of reducing the 1SO costs before they are all ocated
anong transm ssion users on a load ratio basis. Menber Systens
argue that marginal |osses are a critical elenent of their LBM
pricing because, |like congestion costs, |osses vary on the basis
of the |ocation of the generator and | oad. Menber Systens
contend that LBMP pricing would not provide appropriate price
signals if pricing were based on average system | osses.

Menmber Systens' express concern that the use of average
costs would not accurately reflect the actual cost of |osses
associated wth each transaction. Simlarly, the fact that the
total revenues frommarginal |osses are likely to exceed the
total system |l oss cost indicates that Menber Systens' proposal
al so does not accurately reflect the actual cost of |osses
associated with each transaction. One way to address this issue
woul d be to queue every transaction in order to overlay them on
each prior transaction request to conpute the actual margi nal
| oss associated with each. This would be infeasible given the
dynam cs of the integrated transm ssion systemand certainly a
matter of unendi ng controversy. Menber Systens avoid this by
treating all transactions as the last increnent of |oad, a
sinplifying assunption that has sone nerit in neeting the
obj ective of providing price signals to nmarket participants and
pronoting efficient resource use. For exanple, when choosing
bet ween two purchase options that have the sane input cost except
for | osses, the buyer will select the one with the | owest
mar gi nal | osses. Wen a purchaser makes this choice, the cost of
systemlosses is, in fact, reduced by the margi nal | osses as
conput ed by Menber Systens.

The use of marginal |osses is a significant conponent of the
LBWMP pricing nethod that we approve later in this order.
Mor eover, the method used to conpute the margi nal | osses is the
sane nethod that individual utilities typically use to decide how
to dispatch their resources in a manner that mnimzes variabl e
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costs. Menber Systens' proposal to use excess revenues to defray
their operating costs, which benefits all transm ssion users

equi tably, also supports the proposed use of margi nal |osses;
there will not be unjust enrichnment as the revenues wll defray
costs rather than contribute to a higher return. W shal

t herefore accept Menber Systens' marginal |oss proposal with
respect to tariff transm ssion services. Because this is an

unt ested pricing approach, we shall require the 1SO to eval uate
how it works in practice and to consider, in consultation with

st akehol ders, whether this approach for conputing margi nal | osses
can be inproved upon.

Sonme intervenors argue that, even if marginal |osses are
used to conpute LBMWP prices for spot market transactions, they
shoul d not be assessed for bilateral transm ssion services.

Menber Systens point out that, if a different | oss schene is used
for spot market and bilateral transactions, it will create a bias
between them i.e., self-scheduled transactions will be preferred
when average | osses are | ower than margi nal | osses and spot

mar ket transactions will be preferred when marginal |osses are

| ower than average | osses. W agree that | osses for al

transm ssion services, whether acconplished through a spot narket
transaction or a self-scheduled bilateral transaction, nust be
consi stent.

Sithe conpl ains that the nethod used to conpute marginal
| osses is not clear and it will be unable to evaluate the
mar gi nal | osses in advance. Menber Systens respond that they
will work with Sithe and other transm ssion custonmers to provide
the information that they need. W shall allow Sithe to pursue
at hearing issues concerning clarity as to the nethodol ogy used
to conpute nmarginal |osses and the informati on nade avail able to
custoners to allow infornmed decision maki ng. However, as noted
above, we shall accept Menber Systens's proposal to adopt
mar gi nal | osses for the New York |1SO Tariff.

Stranded Cost Charge

The tariff includes a Stranded | nvestnent Recovery Charge
whi ch passes through any whol esal e stranded costs that the
Comm ssi on has approved for recovery through the transm ssion
rates of any transm ssion provider.

LI PA seeks assurance that the provisions related to stranded
costs do not |imt its ability to recover retail stranded costs.
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37/ Sithe seeks assurance that transm ssion custoners that are
not former whol esal e custoners or retail-turned-whol esal e
custoners will not be charged for stranded costs. The New York
Comm ssion objects to any treatnent of retail stranded costs that
circunvents its authority and argues that the tariff |anguage be
limted to whol esal e stranded costs. Menber Systens note that
the 1SOw Il recover stranded costs only pursuant to a Comm ssion
order and, therefore, there can be no concern that stranded cost
recovery will be inconsistent wwth the Comm ssion's requirenents.
G ven that the Menber Systens are required under the 1SO tariff
to seek Comm ssion approval of any proposed stranded costs,

i ntervenors' concerns can be addressed at that tine.

Ancil lary Services and O her Charges

The New York 1SO Tariff also includes six charges that are
described as Ancillary Services Charges.

The scheduling, system control and dispatch service charge
recovers not just those costs related to scheduling, system
control and dispatch, but all operational costs, e.qg., those
associated wth operating the hourly spot market, market power
nmoni toring, dispute resolution, and adm ni stering the generation
reliability requirenments of the NYRSC. 38/ In addition, this
charge recovers any costs the New York 1SO incurs as a result of
i nadvertent interchange or energency transactions wth other
control areas, start up and m ninmumrun charges paid to
generators, the difference between the revenues associated with
mar gi nal | oss charges and actual system|osses, as well as the
| ack of precision in sone of the billing paraneters. 39/ Al so,
all of the New York SO s start up costs will be recovered
through this charge, anortized over a ten year period. The
charge is assessed for all transactions, including exports and
t hrough transacti ons.

37/ LIPA Motion to Intervene at 9-10 (Filed February 27, 1998).

38/ As noted above, scheduling, systemcontrol and dispatch
costs incurred by the Transm ssion Providers are recovered
t hrough their transm ssion service charge.

39/ For exanple, load serving entities will be billed based on

estimated distribution of |oads anong buses in each | ocal
service area. |If the actual distribution of |oad differs
fromthis assunmed distribution, the total anount collected
fromload serving entities could be higher or |lower than the
anount that should have been coll ected.
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The vol tage support (reactive supply) charge is assessed for
all transactions, including exports and through transactions.
The charge is based on the 1SO s projected annual costs to obtain
t hese services fromsuppliers of reactive power. 40/ The
regul ation charge is assessed for all transactions involving
| oads within the New York |1 SO control area which are served from
generators also located wthin the control area. The operating
reserve charges apply to all transactions except through
transactions (i.e., including exports). These services are
obt ai ned through the I SG however, custonmers may self-supply
regul ati on service and operating reserve services. Energy
i nbal ances are treated as a purchase fromor sale to the hourly
spot market.

There is also a charge for black start capability which wll
recover the costs the New York I SO incurs under separate
contracts with Black Start providers. Al |loads within the New
York 1SOw Il share in these costs on the basis of a load ratio
share.

Schedul i ng Char ges

Sonme of the protests concerning scheduling charges relate to
the recovery of mninmumbid and start up costs that are not
recovered through the spot market energy prices. These
conpl ai nants argue that a different market nechani sm shoul d be
used to deal with these costs so that there would be no
unrecovered costs to pass through the scheduling charge. These
concerns are addressed later in the order in the discussion of
mar ket design

Sonme intervenors conplain that the scheduling charge w il
recover out of merit generation costs incurred when storm watch
conditions require that certain transm ssion facilities be
unl oaded as a precaution agai nst unexpected outages during
storms. They argue that these costs should be assessed agai nst
the beneficiaries of the stormwatch procedures (primarily New
York City and its environs). These conplainants argue that a
different allocation nethod should be used so that there would be
no unrecovered costs to pass through the scheduling charge.

These concerns are addressed later in the order in the discussion
of mar ket design.

40/ Paynments nmade to ancillary service providers, which conprise
the costs recovered through these charges, are discussed
later in this order.



Docket No. ER97-1523-000, et al. - 26 -

We note that, as has been the case in other proceedings, the
ISOw Il recover its costs through the scheduling charge which is
assessed to transm ssion custoners, although sone of the 1SO s
activities do not involve transm ssion service, e.g., sone are
associated wth the spot market and others with generation
reliability matters. W shall accept this aspect of the proposal
at this tinme, but shall direct the 1SOto revise its funding
mechanismto all ocate costs for non-transm ssion services to the
parties that benefit fromthose other services.

Vol t age Support Charges

Sithe conplains that the Menber Systens have proposed a
different pricing approach for reactive supply based on whet her
the transaction involves deliveries to a |oad-serving entity
(LSE) wwthin the control area or not, i.e., pricing of reactive
power associated with inports and intra-control area transactions
is based on netered | oads, while pricing of reactive power
associated with exports is based on schedul ed deliveries. 41/

We shall accept this aspect of the proposal. It is
consistent wwth the billing determ nants used for transm ssion
service and reflects the fact that, for exports, the |ISO nust be
prepared to provide voltage support for the entire schedul ed
anmount .

Bl ack Start Service

Cting Anerican Electric Power Service Corp, 78 FERC
1 61,070 (1997), Sithe argues that black start costs are a
generation service that not all transm ssion custoners require.
Sithe asks that the proposed tariff be revised to either
elimnate this charge or nake it optional. 42/

We shall accept this aspect of the proposal. As we noted in
Order No. 888, where we discussed this issue as Restoration
Service, there are two considerations with respect to bl ackstart
capability. 43/ One involves the ability to restart a generator,
whil e the other involves the transm ssion provider's ability to
restart the systemitself. Unlike the situation we addressed in
Order No. 888, here, the ISOw Il not control generating
resources itself. Therefore, it must contract for blackstart

41/ Sithe Protest at 45-46 (Filed March 27, 1997).

SN

2/ 1d. at 50.

SN
w
-

Order No. 888, FERC Stats. & Regs. at 31,711
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capability in order to ensure reliable operation of the

transm ssion system Also, in Order No. 888 we were concerned
that the custoner be allowed to access generators besi des those
owned by the transm ssion provider that could provide this
service. Here, the ISOwIIl be choosing anong all possible
generators on the systemto provide this service and will not be
required to obtain this service fromthe transm ssi on owners.

3. Gandfathered Agreenents and Transition Plan
Description

Under the Proposed tariff, existing transm ssion agreenents
w Il be grandfathered in sone respects and nodified in other
respects. Wth respect to existing transm ssion agreenents that
are associated wth a specific generator or power supply
contract, and transm ssion facilities agreenents that contain
provi sions for transm ssion service, the existing customer wl|
retain the right to transmt power according to the terns of its
exi sting agreenent, as long as scheduled in the day ahead market.
In addition, the existing custonmer will continue to pay the
transm ssion charges in that agreenent directly to the
Transm ssi on Provider.

In some circunstances, these rates are frozen at present
| evel s through a transition period and not subject to revision by
either party until the transition period expires. Thereafter,
rate changes are limted to enbedded costs and may be changed
only as permtted by the contract terns). 44/ Al so, the existing
transm ssion custonmer is not prevented fromassigning its
exi sting transm ssion agreenent to support the transfer of a
generator or rights under a power supply contract to an assignee.
Finally, if an associated generator is retired or has its power
supply term nated, the existing transm ssion arrangenent wll be
termnated on the earlier of that date or the end of the
Transition Period. However, if the transm ssion arrangenent
conti nues beyond the generator retirenent or purchase
termnation, the existing custonmer will becone liable for: (1)
mar gi nal | osses under the 1SO Tariff in lieu of any |oss
provision in the existing agreenent; (2) ancillary service
charges under the New York 1SO tariff; and (3) congestion charges
should its real tine uses differ fromthe day ahead schedul e.

Exi sting transm ssion custoners al so have the right to
convert to tariff service. Wth respect to existing agreenents

44/ The transm ssion provider will credit these revenues to the
revenue requirenment used to establish its tariff charges.
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bet ween NYPA and its municipal and cooperative custoners, the
custoners are entitled to choose whether or not to exercise this
right of conversion. The consequences of this election are
threefold: the custoner becones able to use the transm ssion
systemas flexibly as all other tariff custoners (i.e., it is no
| onger tied to the points of receipt and delivery inits
agreenent; it pays the tariff Transm ssion Service Charge instead
of its existing contract rate; and it is awarded TCCs based on
the existing contract specifications. 45/ Elections to convert
must be made 30 days before the inplenentation of LBMP pricing.
46/

Wth respect to existing transm ssion agreenments between and
anong the Transm ssion Providers that do not fall into the
categories discussed above, each of these will be term nated.

The Transm ssion Providers' use of the systemto serve
bundl ed retail load is also considered an existing transm ssion
use. The New York |1SO Tariff provides that these transactions

45/ For exanple, if the existing contract is a five-year point-
to-point service fromPoint Ato Point B, the customer woul d
be awarded TCCs for those points that cover the five-year
period. The custoner would be free to schedul e energy
anywhere on the New York | SO system but the TCCs woul d
protect it fromcongestion costs only with respect to
schedul es that involve Point Ato Point B. Finally, the
custonmer woul d be subject to the Transm ssion Service Charge
i nstead of the existing contract rate.

46/ Attachnment Hto the New York 1SO Tariff details the parties
that are custoners under existing grandfathered agreenents:

Central Hudson 535 MW (providers are N agara Mhawk,
NYPA and NYSEG

ConEd 1240 MW (providers are N agara Mhawk, NYPA,
NYSEG & LI LCO)

LI LCO 1020 MW (providers are N agara Mhawk, NYPA,
and ConEd)

NYSEG 2100 MW (providers are Ni agara Mhawk, NYPA,

ConEd & Central Hudson)

Ni agara Mohawk 300 MW (provider is NYPA)

O&R 270 MW (providers are NYPA and Central
Hudson)

Rochester G&E 375 MW (providers are N agara Mhawk, NYPA,
NYSEG & Central Hudson)

3rd party 10000 MW (providers include nost NYPP
menber s)
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will be converted to point-to-point native |oad TCCs. The terns
of these awards are unclear, but they seemto be tied to
resources | ocated outside of the transm ssion provider's service
area. The Transm ssion Providers "may rel ease these TCCs to
native | oad custoners that convert to retail access or nmay

rel ease themfor sale on the open nmarket." 47/

During a five-year transition period, Transm ssion Providers
are subject to a schedule of fixed nonthly transm ssion paynents
or receipts that are intended to neutralize certain inpacts of
the effect of the restructuring. For exanple, under the prior
NYPP Agreenent, three Transm ssion Providers received an
addi tional portion of the econom c dispatch savings, purportedly
to recogni ze that they provided the bulk of the transm ssion
systemthat supported the central dispatch. Under the new
arrangenent, they will |ose these special paynents, but the
transition payments wll account for that loss. 48/ Al of these
paynents are based on estimates of the changes effected by the
restructuring and are subject to unani nous agreenent by the
Transm ssion Providers. Absent unani nous agreenent, they may
unani nously agree to submt to nediation or arbitration.

O herwi se they may seek relief wwth the Comm ssion, but are tied
to the principles of the transition paynent formula and may only
chal I enge the input estinmates.

Prot ests and Conm ssi on Response
Modi fications to Existing Agreenents

A nunber of intervenors (e.q., Electric Power Supply
Associ ation (EPSA), Sithe) oppose the proposal to increase the

47/ Attachment Hto the New York | SO Tariff details the Native
Load TCCs, as foll ows:

ConEd 11000 MW
NYSEG 2160 MW
Ni agara Mohawk 2150 MW
NYPA 4700 MW

48/ The transition paynent is intended to reflect the sumof the
net reduction in revenue resulting fromthe term nation of
exi sting wheeling agreenents and congestion paynents to be
made under LBMP | ess the sumof (1) revenues from sal e of
TCCs, (2) value of TCCs that are not sold based, in part, on
t he val ue of maintaining existing contracts in |lieu of
converting to TCCs, and (3) transm ssion revenues from of f-
system sal es.
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charges under grandfathered contracts to include ancillary
servi ce charges and margi nal |osses. HQ adds that the

Transm ssion Providers should not be permtted to interfere with
exi sting contracts negotiated in good faith, that contain
specific |l osses provisions. HQ contends that the problemis nore
acute with respect to contracts subject to the | aws of Quebec

whi ch do not permt contracts to be reopened w thout the consent
of all parties. 49/ Sithe argues that the Conm ssion has already
rejected margi nal | osses for these types of agreenents. 50/

Sithe al so conplains that the Menber Systens' proposal to
credit the overrecovery in marginal |osses to the scheduling
Charge provides no relief to custoners served under existing
contracts because they do not pay the scheduling charge.

Menmber Systens contend that it is an open question as to
whet her or to what extent existing contracts include | osses and
ancillary services because there has been no Conm ssion
determ nation that they are included. Menber Systens state that,
to the extent a filing is required to change these contracts, its
proposal in this docket constitutes such a request. Finally,
Menber Systens state that, to the extent the existing contracts
prohi bit unilateral changes, the Comm ssion may all ow such
changes in the pubic interest as it did when it made its findings
in Oder No. 888 to allow contracts to be nodified to include
stranded cost recovery.

Not wi t hst andi ng Menber Systenms' claimthat their existing
agreenents may permt changes with respect to marginal | osses,
51/ we agree that it is inappropriate to increase the rates under
existing bilateral agreenments with respect to | osses or any ot her
rate conponent generically. To the extent that the existing
agreenents permt unilateral rate increases, Mnber Systens are
free to propose anendnents changing the rates in existing
agreenents. Any concerns that a custoner has with respect to
such a rate change can be addressed in the separate proceedi ng
under Section 205 or 206.

W note that a nunmber of the existing contracts at issue
here are between and anong Menber Systens thensel ves and,
therefore, these parties have already nutually agreed to change

49/ HQ Protest at 9 (Filed March 19, 1998).

ul
o
~

Sithe Protest at 7 (Filed February 6, 1998); Sithe Limted
Response at 6-7 (Filed March 17, 1998).

51/ Menber Systens Answer at 11 (Filed March 27, 1998).
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those agreenents. To sinplify the amendnent process with respect
to these intra-Menber Systens' contracts, we clarify that, while
a filing under Section 205 or 206 is required, the filing wll
serve the purpose of formally anending those contracts to refl ect
Menber Systens' express agreenent in this regard. To further
sinplify the anmendnment process, we shall direct Menber Systens to
make a single filing to anend each of these intra-Menber Systens'
agreenents and to adopt a sinplified and uniform amendnent form
which sinply codifies the proposed treatnent of marginal | osses
and ancillary services.

Sithe al so conplains that custonmers served under existing
contracts nust schedul e energy the day before and settle any
real -time deviations through the spot market. Sithe conpl ains
that this is an inproper penalty.

As wth other aspects of grandfathered contracts, Menber
Systens nust adhere to the existing terns of those contracts. |If
t hose contracts have different scheduling terns or deviation
settlenments, the | SO nust honor themuntil such tinme as the
agreenents are nodified pursuant to Section 205 or 206.

| PPNY contends that the grandfathering proposal is unclear
as to whether other aspects of existing contracts will be
affected by the restructuring, e.qg., whether a generator that
sell s power under an existing contract which does not require the
generator to obtain replacenent power during an outage wll now
be responsible for doing so.

Menber Systens clarify that their intent was that all
aspects of the existing agreenents other than those identified in
this filing were to be unchanged.

Option to Convert to Tariff Service

EPSA al so argues that grandfathered custonmers should have
nmore tinme to consider whether to convert to tariff service.
Sithe shares these concerns. W believe that there wll be
sufficient tinme between the date this order is issued and the
date that the | SO comences operation to permt custoners under
exi sting contracts to consider their options and nake an
el ection.

G andf at heri ng of Bundl ed Retail Loads
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MEUA contends that the Transm ssion Providers should be pl aced
under the New York ISO Tariff and pay the sanme rate as other
users. As we noted in PJM 52/ it is appropriate for Menber
Systens to file a formof service agreenent that does not require
the Menber Systens to effectively pay itself for transm ssion
service over its own transm ssion system However, we find that
the service agreenent that will apply to the Menber Systens’
transm ssion service nmust clearly express that, as a custoner
under the New York |1SO Tariff, each Menber Systemw || be

obtai ning transm ssion services fromthe other Menber Systens and
fromits own transm ssion systemin accordance with the rates,
terms and conditions of the New York 1SO Tariff. In addition, we
direct the New York | SO to adopt billing procedures for Menber
Systens that show the devel opnent of the charges under the New
York 1SO Tariff, even though the Menber Systens will not be
formal |y paying for such transm ssion service, in order to
clearly identify each Menber Systenis cost responsibility.

G andf at heri ng of Service Agreenments under | ndividual
Tariffs of the Transm ssion Providers

MEUA al so seeks clarification that service agreenents under
an individual transm ssion provider's open access tariff are
grandf at hered transactions. MEUA conpl ains that sone
Transm ssion Providers have indicated that all service agreenents
under their individual tariffs will be transferred to the | SO
Tariff wthout grandfathered rights, e.qg., wthout being awarded
TCCs for the termof their existing firmservice agreenent. MEUA
notes that this proposal is in direct contrast to the
Transm ssion Providers' failure to place thensel ves under the
revised tariff. 53/

Menmber Systens initially stated that service agreenents
under their individual open access tariffs would be incorporated
into the terns of a grandfathered transm ssion agreenent, even
t hough the individual tariffs would be superseded. 54/ More
recently, Menber Systens contend that service agreenents under
their individual open access tariffs will not be grandfathered to
the extent they were executed after this filing was tendered. 55/
It appears that this dispute involves services that woul d have

52/ 81 FERC at 62, 250.

53/ MEUA Protest at 7 (Filed June 19, 1998).

54/ 1SO Tariff, Volume I, note 16 at 15.

55/ Menber Systens Answer at 5-6 (Filed July 7, 1998).
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qualified for grandfathering had MEUA not, in the interim placed
itself under the tariff. Another aspect of this dispute is

whet her and to what extent this issue is resolved under the terns
of settlements between MEUA and the two of the Transm ssion

Provi ders.

We shall place the dispute concerning MEUA s services under
t he Menber Systens' individual open access tariffs before a
settlenment judge and, in this order, wll nmake only a single
clarification that may assist in the settlenent of this dispute.
We view the grandfathering provisions of the Menber Systens'
proposal as an acceptable nmethod to recognize long-termfirm
commtnments in existence on the date the | SO commences
operations. Between the date that the Menber Systens made this
proposal and the date it becones effective, their obligation to
grant requests for service under their individual tariffs was
undi sturbed and, therefore, we would expect that any service
agreenents under those tariffs would be existing commtnents.

Transition | ssues

We shall neither accept nor reject Menber Systens' proposal
for Transition Paynents anong them W note that this is a
different result than we reached with respect to an el enent of
the NEPOOL restructuring that was also | abeled a transition plan
and which we summarily rejected. However, there appear to be
sone differences between this proposal and the one we rejected in
NEPOOL. For exanple, this proposal involves paynents anong
Menber Systens only, in contrast to NEPOOL's proposal which
i npacted ot her transm ssion users. Also, this proposal accounts
for the Menber Systens' agreenent to term nate existing
transm ssion agreenments, not to reprice transm Ssion services
that woul d continued to be provided under existing contracts.

VWiile we believe that it nmay be reasonable for the Menber
Systens to agree anong thenselves to nake transition paynents to
reflect the term nation of otherw se enforceabl e agreenents, we
have insufficient information to approve the proposal at this
time. Most inportantly, Menber Systens have provi ded no
information as to the anmount of these paynents and their i npact
on the revenue requirenent that transm ssion custoners wll pay.
We shall therefore defer action on this aspect of the proposal
and wi Il direct Menber Systens to provide additional data show ng
t he amount of the transition paynents, the derivation of the
paynents according to the proposed forrmul a and the inpact on
transm ssion rates that will be paid by other custoners of the
New York | SO
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4. Ceneration Reliability Issues
Description

As currently proposed, the NYRSC will specify reliability
rules that the 1ISOwIIl followin operating the transm ssion
system As presently planned, the NYRSC will al so establish a
state-wide installed capacity (i.e., generation capacity)
requirenent. The proposed SO Tariff places responsibility on
the 1SO to apportion that requirenent anong all LSEs in a manner
that takes into account the location of Installed Capacity 56/
and to nonitor conpliance with these requirenents. These
requi renents are to be inposed on an annual basis, i.e., each LSE
W ill be required to maintain during the applicable year installed
generation capacity equal to its peak |load plus a reserve nmargin
(currently around 18%.

The New York 1SO Tariff states that LSEs nay choose to have
the 1SO facilitate a market for obtaining installed capacity
using bids fromgenerators or interruptible loads. The tariff
al so provides that generators outside the NYCA can be used to
meet the installed capacity requirenments, but only up to "the
| evel that the |1SO determ nes these resources can reliably supply
to the NYCA at the required location.”™ 57/ If an LSE is capacity
deficient (i.e., fails to neet its obligations during the annual
period), it is subject to a deficiency paynent which is three
times the 1SO s |levelized enbedded cost of a new conbustion
turbine. 58/ Menber Systens state that 18% installed reserve
margin is currently in place under the New York Power Pool
Agreenent and the ISO Tariff extends this requirenent to every
LSE in order "to ensure the continuation of the current |evel of
reliability under a retail access environnment." 59/

Prot ests and Conm ssi on Response

56/ 1SO Tariff, Volunme | at 31

57/ 1SO Tariff, Volume 111, Sheet No. 37

58/ 1SO Tariff, Volune | at 32.

59/ Menber Systens Answer at 103 (Filed March 2, 1998).
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| mposition of Installed Capacity Requirenment Through
Transm ssion Tariff

MEUA opposes the inposition on installed reserve
requi renents through the New York ISO Tariff. W agree that
install ed generation reserve requirenents, as opposed to
operating reserve requirenents, involve generation reliability
matters, and such a requirenment cannot be inposed as a condition
of obtaining transm ssion service. However, we have al ready
directed Menber Systens to sever the transmission tariff and
other 1SO functions into two separate rate schedules. This
addresses the procedural aspect of MEUA' s concerns.

| mposition of Installed Capacity Requirenent to Al Load-
Serving Entities

A nunber of intervenors (e.g., MEUA) also object to a
requirenment that all LSEs maintain specific installed capacity
requirenents. HQ conpl ains that the installed capacity
requi renents and other critical elements of the future operations
in New York are deferred to the NYRSC, which is dom nated by the
Menber Systens. HQ states that the Comm ssion shoul d exercise
its vigilance to avoid m suse of power and discrimnation. 60/
Menber Systens respond that this requirenent is sinply an
extension of the current requirenent that each Menber System
adhere to as part of the generation reserve sharing agreenents.

We addressed a simlar matter in PJM where intervenors had
conplained that a requirenent that all LSEsS join in reserve
sharing arrangenents was inconpatible with the energing
conpetitive marketplace. In PJM we determned that it was
reasonable to inpose this requirenent on LSEs only to the extent
that they woul d be maki ng purchases through the pool's spot
mar ket (PJM PX). W reasoned that the PJM Transm ssion Providers
had coonmitted to make all of their resources, to the extent not
commtted to serve native load or to nake bil ateral power sales,
available to the PIMPX. W noted that, absent a contractua
obligation for all LSEs to contribute installed capacity to the
pool, the conpetitors of the PJM Transm ssion Providers, to the
extent they participated in the PIM PX spot market, could rely
unduly on the PIJM Transm ssi on Providers' generation resources.

We accepted PIJIM s proposal based on the specific facts
presented there, "particularly the fact that this requirenent
applies only to [load]serving entities] that choose to purchase

60/ HQ Protest at 10 (Filed March 19, 1998).
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fromthe PX and that will be effectively back-stopped by the [PIM
Transm ssion Providers'] avail abl e generation capacity" 61/ as
well as the preference of the state comm ssions within the PIM
region that the traditional reliability aspects of the pool
continue, at least during the transition to retail access "when
suppliers unpracticed in the area of reliability planing wll be
testing the waters of as many as five different retai

conpetition progranms."” 62/

We note that there are sone factual simlarities and
di fferences between this proposal and PIM Like PIJM the
requi renent for LSEs to neet an installed capacity requirenent
has the support of the state conm ssion and will be adm nistered
by the SO However, unlike PIM it is not being inposed through
a power pooling agreenent (which was called the Reliability
Assurance Agreenent in PJM. |Indeed, Menber Systens have not
proposed to continue a power pooling arrangenent which woul d,
anong ot her things, provide all pool nenbers with a voice in
pooling matters through voting rules that do not permt any pool
menber to exercise undue influence. 63/ Instead, the inposition
of an installed capacity requirenent would arise in the context
of a universal reliability rule, rather than a reserve sharing
agreenent. Also, the requirement is not limted to those LSEs
that el ect to purchase power through the spot market, nor does it
appear that there is a requirenent for the Menber Systens to nake
their generating capacity available to the spot market when not
bei ng self-scheduled to | oad or used to support bilateral sales.

We shall reserve judgenment on whether and to what extent it
IS appropriate to inpose an installed capacity revenue
requi renment on LSEs outside the context of a power pool
arrangenment until Menber Systens tender their revised filings in
response to this order. W shall direct Menber Systens to
provide further justification for their proposal given our
findings in PIMas to the criteria under which an installed
capacity requirenent mght be extended to LSEs. Alternatively,
Menber Systens nay revise their proposal to address these
concer ns.

61/ 81 FERC at 62, 277.

(o))

2/ 1d. at 62, 278.

3

(o}
~

In PJM there were two voting bl ocks and action required 2/3
approval in each block. The voting rules in the first bl ock
wer e one nenber, one vote. The voting rules in the second
bl ock were based on relative |load, with voting shares capped
at 25% 1d. at 62,277-8.
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Requi rement that Installed Capacity Requirenment be Assigned
on a Locational Basis

HQ opposes the locational Iimtations on resources which can
satisfy the installed capacity requirenment. 64/ HQ characterizes
these as inport quotas which serve only to insulate interna
generators fromoutside conpetition, relegating outside
generators as sellers of econony energy only. HQ argues that the
only reasonable Iimtation is that resources be supported by
transm ssi on reservations. 65/

Menmber Systens state that HQ s proposal cannot be
accommodat ed under the New York |SO Tariff because it elimnates
t he concept of physical transm ssion rights and relies solely on
financial rights. Menber Systens state that, for this reason, no
mar ket participant can ensure that a particular generator's
capacity is deliverable to a particular |ocation by reserving
transm ssion. Menber Systens also state that no deci sions have
yet been nade as to the |ocational requirenents for installed
capacity and they will be nade by the SO to neet the reliability
criteria established by the NYSRC

Because the extent to which installed capacity requirenents
w Il be established on a |ocational basis has not yet been
determ ned, this issue is not ripe for resolution. However, it
is our understanding that the installed capacity requirenent
included in the present NYPP pooling agreenent is not determ ned
on a locational basis and, in fact, we are unaware of any pooling
agreenent that incorporates such an approach. W clarify that,
to the extent that the | SO exercises its authority to establish
| ocational requirenents for those entities that are subject to an
installed capacity requirenment, it nmust nake a filing detailing
those requirenents and providing justification for its proposal.
Affected parties will have an opportunity to raise their concerns
at that tine.

64/ HQcites to the Menber Systens' WMarket-Based Rate
Application, Volunme |, at 11 (Filed August 15, 1997), as
i nposi ng | ocational requirenents of 90%instate, 68%rel ated
to NYC | oad | ocated in NYC, and 89% related to Long Island
| oad | ocated on Long I sl and.

65/ HQ Protest at 7 (Filed March 19, 1998).
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| mposition of Installed Capacity Requirenment on an Annual
Basi s

Coalition for a Conpetitive Electric Market (CCEM argues
that the installed capacity requirenments should be a nonthly
obligation, not an annual obligation. CCEM argues that, with the
advent of retail access, |loads wll change nore frequently and
dramatically, and an annual requirenment is inconsistent with this
mar ket. | PPNY conpl ains that an annual installed capacity
requi renent is inconsistent with a conpetitive market and i npedes
retail access because entities will have to nmake conm tnents that
may not materialize. |PPNY also conplains that an annual
requi renent inposes poor price signals because it spreads the
cost of capacity over the entire season. |PPNY argues that a
system whi ch permts value to change in on-peak and off-peak
peri ods, and which assigns different penalties on these bases,
woul d be preferable. Menber Systens respond that a nonthly
comm tnment would provide the ISOwth insufficient lead tine to
verify whether LSEs have adequate installed reserves and to
address any shortfalls. They also contend that, if the installed
capacity requirenent were to vary each nonth on the basis of
nmont hly | oads, higher reserves would likely be required and
generation mai ntenance flexibility would be reduced.

We share the intervenors' concerns that an annual assessnent
of installed capacity requirenments may no | onger be reasonabl e,
particularly once retail access is introduced. W agree that the
system's installed capacity needs are appropriately assessed on
an annual basis because the annual peak | oads are the driving
factor in determ ning those needs. However, in a circunstance
where | oads can shift suppliers on a nonthly basis, a requirenent
that each affected supplier provide capacity based on its
i ndi vi dual annual peak fails to take into account that nore than
one supplier may be serving the sane | oad during the year. Take,
for exanple, a situation where total systemload is 100 MWV and
the installed capacity requirenent for that load 118 MN If
there are two suppliers and each serves that load for half of the
year, each will have an individual annual peak of 100 MW and an
install ed capacity Requirenment of 118 MAN resulting in a total

requi renents of 236 MV tw ce the system needs. VWhile this
exanple is extrene, it illustrates the flaw in Menber Systens'
proposal. W shall require that this requirenent be revised to

ensure that, as a result of changes anong suppliers during the
year, it does not inpose installed capacity requirenent on LSES
as a group that exceeds the system s total needs.

Criteria for Accreditation



Docket No. ER97-1523-000, et al. - 39 -

A nunber of intervenors question the criteria which will be
used to accredit generation as neeting the installed capacity
requi renent. For exanple, |IPPNY conplains that the availability
requi renents of each generator is based on a conparison with
ot her generators of the sanme type rather than all generators
avai lable to the system |PPNY contends that this tends to
overstate the value of units with |ow availability experiences
when conpared to other classes that have better perfornmance.
Menber Systens state that the accreditation procedures are based
on historical practice and changes woul d have to be carefully
reviewed in light of "possible interaction with the reserve
requirenent and its potential effect on diversity of generation
and fuel mx wthin the state.” W cannot conclude on the basis
of the information provided whether the accreditation criteria
are reasonable. W shall allow intervenors to pursue this issue
in the hearing we have ordered.

Capacity Benefit Margin

At hens expresses concern that there is nothing in the tariff
to prevent the transm ssion providers, operating through the
NYSRC, fromrenoving intertie capacity from avail abl e
transm ssion capacity (ATC) under the guise of generation
reliability for a Capacity Benefit Margin. Athens contends that
it would be inappropriate to continue this practice, if it has in
fact been an NYPP practice. Menber Systens respond that, when
considering installed capacity | ocated outside of the control
area, consideration nmust be given to the fact that "power pools
have been able to reduce the anount of installed capacity they
require" by w thhol ding interconnection transm ssion capacity in
reserve for contingencies. 66/

We note that the 1SOw Il be responsible for conmputing ATC
| f and when it nakes a capacity benefit margin adjustnment in
conputing ATC, it will be required to explain and justify its
cal cul ati ons.

C. Mrket Rules

Locational Based Marginal Pricing and Energy Markets

As noted earlier, Menber Systens propose a |ocational -based
mar gi nal pricing (LBWP) system which is simlar in many respects

66/ Menber Systens Answer at 19 (Filed April 4, 1998).
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to the locational marginal pricing systemin PJM 67/ Under the
current proposal, separate energy prices wuld be determ ned
hourly for each node (or bus) in the control area. The price at
each node woul d equal the marginal cost to the | SO of producing
and delivering energy to the node, based on the bids submtted in
an energy auction. |In determ ning marginal cost, the I SO would
consi der the energy bids submtted by generators and the marginal
transm ssion | osses and congestion to nove energy fromsource to
load. As noted earlier, the locational energy prices are used to
determ ne the transm ssion usage charge.

The proposal would create two sets of energy markets: day-
ahead markets and real -tinme markets. The two-market systemis
referred to as a two-settl enent system since there are separate
financial settlenents for each of the two markets.

Day- Ahead Mar ket

The 1SOw || develop a state-w de | oad forecast based upon
its own forecast and forecasts submtted by LSEs. The ISO w ||l
conpute a day-ahead unit comm tnent schedule to acconplish four
goals: (1) supplying energy to satisfy all accepted buyer bids
in the day-ahead market; (2) providing sufficient ancillary
services to support the energy purchased; (3) commtting
sufficient capacity to neet the | oad forecast and provide
ancillary services; and (4) neeting all bilateral schedul es
subm tted day-ahead. The schedule is devel oped with the
objective of mnimzing the total cost of generation, operating
reserves, and regul ation service subject to transm ssion and
ot her constraints. Each individual's generation, transm ssion
and withdrawal will be considered proprietary and not be posted
publicly.

I n devel opi ng weekly plans, the I SO may determne that it
will need long tine start-up generators for reliability. If
those units are commtted, they will accrue start-up revenues
until such time the 1SO determnes that this generator will not
be needed. 1In general, generators with long start-up periods
wi |l be chosen on a | east cost basis.

Generators wll submt three-part energy bids reflecting:
(1) start-up; (2) mninmmload; and (3) energy. Bids to purchase
energy must indicate the hourly quantity in MV by point of
wi t hdrawal and indicate prices at which the transaction wll be
voluntarily curtailed. Bilateral transactions nmust identify the

67/ See PJM 81 FERC at 62, 253.
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hourly quantities in MNand the points of injection and
wi t hdr awal .

In the day-ahead market, the | SO determ nes the anmount of
energy schedul ed to be produced by each generator and the day-
ahead | ocational prices (LBMPs) at each | ocation based on bids
subm tted by generators and | oads. GCenerators are paid the
appl i cabl e day-ahead LBMP for their accepted generation bid
quantities. LSEs pay the applicable day-ahead LBMP for their
accepted load bid quantities. This first financial settlenent is
determ ned a day ahead of the real-tinme operations.

Real -ti ne mar ket

In the real-tinme nmarket, after the close of the day-ahead
mar ket and up to 90 m nutes before the dispatch hour, generators
and LSEs may submt additional bids or revise existing day-ahead
bi ds for the upcom ng dispatch hour. Bilateral transactions
schedul ed day-ahead may be nodified, and/or new bil ateral
transactions can be scheduled. In real-tinme, the SO runs a
di spatch every 5 mnutes to mnimze total increnmental energy
costs of neeting |load subject to reliability constraints and
mai nt ai ni ng schedul ed i nterchanges with other control areas. At
the end of each hour, the ISO also cal cul ates the average of the
5-m nute LBMPs.

The real -tinme settlenent deals only with deviations fromthe
day- ahead schedule and is based on the applicable real-tine
| ocational price. For exanple, buyers that received nore energy
t han they had schedul ed the day before pay for the difference at
the applicable real-tinme prices. The real-tinme paynent nade to
generators is nore conplicated. |If a generator injects energy
| ess than or equal to the anount it had scheduled, it pays the
| SO the real-tinme LBMP for the energy reduction. |If the
generator injects nore energy than it had schedul ed and this
deviation is consistent wth the 1SOs instructions, it is paid
the real-tinme LBMP price. However, if the excess generation is
not in accordance with the SO s instruction, the generator is
paid nothing for the excess energy.

When a di spatched generator incurs start-up and m ni mum
generation costs, it will be entitled to an additional paynent to
the extent its revenues fromenergy sal es and ot her |SO
adm ni stered markets are less than its total start-up, mninmm
| oad, and energy bids. As noted earlier in this order, these
suppl enental paynents are recovered pro rata fromall | oads
t hrough the transm ssion schedul i ng charge.
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Cal cul ation of LBMP and Congesti on Costs

The cal cul ation of LBMPs under the New York ISO Tariff is
simlar to the calculation of |ocational prices as adopted by
PJM although PIMis a single (real-tine) settlenent system 68/

Real -ti me and day-ahead schedul es and LBMPs are determ ned
in much the sane way with only mnor differences. The main
difference is in ternms of generation costs. In developing the
day- ahead schedul e, the |1SO nust consider whether to start up
generators, and thus how to mnim ze energy, start-up, and
m ni mum | oad costs to reliably neet |oad. However, in real-tine,
start-up decisions have al ready been nade. Therefore, start-up
and m nimum | oad costs need not be considered in determning the
real -tinme dispatch. |In real-tinme, the |1SO considers howto
m nimze only energy costs. The LBMP that is derived for any
| ocation in either real-tinme or day-ahead shows the narginal cost
to the systemof delivering one nore MNVof electricity to that
| ocation inclusive of |osses and congesti on.

Menber Systens state that, due to netering problens at
points of withdrawal, LSEs will be charged a "zonal" LBWMP. This
treats a nunber of points in one area as if they were one point.
The zonal LBMP is equal to a weighted average of generator bus
LBMPs within each zone, where the weights are determ ned by the
SO, There will initially be 11 zones and thus 11 LBMP prices
each hour for points of w thdrawal.

Prot ests and Conm ssi on Response
LBMP Pricing

CCEM requests that the Comm ssion deny approval of the LBW
system proposed by the Menber Systens on the grounds that it is a
bl ack box, too conplex, ill conceived, and does not confer
transm ssion price certainty. 69/ M nmake many of the sane
argunents. They say that this approach is untested and that LBMP
hurts end-users in the eastern part of New York state because the
prevailing power flows are west to east. M prefers an average

68/ 1d.

69/ CCEM Protest at 11-18 (Filed February 6, 1998).
Transmi ssion price certainty will be addressed belowin 4.7.
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cost net hod whi ch shares congestion costs anong all users pro
rata. 70/

CCEM and ot hers nade these sanme argunents in PJM and we
shal | deny these requests for rejection on the same grounds here.
71/ Besides reiterating the points we nade in PJM we note that
Menber Systens' proposal includes features that were not included
in PIM i.e., a nulti-settlenent systemand the opportunity for
bilateral custonmers to submt increnental and decrenental energy
bids. These two features provide additional price certainty.

CCEM al so conpl ai ns that transm ssion custoners do not have
the option of specifying the congestion price they are wlling to
pay to avoid curtail nent and requests that custonmers be given
such an option. The Menber Systens respond that software is not
currently available that would permit transm ssion bidding (and
thus, allowthe 1SOto curtail transm ssion service based on
price). However, the Menber Systens state that devel opi ng the
software could be considered if market participants are willing
to bear the devel opnent costs. W will require the Menber
Systens to study the feasibility and cost of transm ssion bidding
in consultation with stakehol ders, and to report back to us
W thin six nonths.

Zonal LBMP Pricing

The New York Comm ssion states that the zones shoul d be
reval uated periodically to ensure that nodal LBMPs w thin each
zone are simlar. 72/ CCEMis also critical of zonal pricing and
argues that, if LBMP is inplenmented, nodal pricing nust be
applied to both buyers and sellers. 73/ Cogen al so believes LSEs
shoul d pay a nodal price, not an averaged zonal price. Cogen
conplains that, if variance in actual nodal prices within the
zone is high, sone are hurt while sone benefit, thereby providing
the wong incentives for |oad reduction. Cogen wants a
commtnent to nove to nodal prices for loads in the future. 74/

70/ M Protest at 24-26 (Filed February 6, 1998).
71/ See PJM 81 FERC at 62, 255-58. .

72/ New York Conmm ssion Comments, Appendix at 3 (Filed February
6, 1998).

73/ CCEM Protest at 17 (Filed February 6, 1998).
74/ Cogen Comments at 4-5 (Filed February 6, 1998).
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We note that the Menmber Systens, in principle, would like to
adopt nodal pricing for |oads, but netering limtations prevent
adopting it at present. However, the Menber Systens do not seem
to have any tinmetable in mnd for installation of netering
equi pnent so that LSEs can be charged nodal LBMPs.

We shall require that the New York | SO submt to the
Comm ssion a plan for the installation of the netering equi pnent
that will inplement the nodal pricing that has been proposed by
Menber Systens. |In developing the plan, the |1 SO shoul d consider
whet her nmeters should be installed for all |oads, or
alternatively, only for loads willing to pay for the nmeters. W
will revisit the New York Conm ssion's concern about the need to
update zones that may be in place for sone tinme after we receive
the installation plan. 75/

LBWMP | nf ormati on

CCEM argues that all market participants shoul d have ful
access to any information used in the market. This includes nodal
price data, nodels, forecasts of |oad and prices, and associ ated
software, etc. CCEM argues that this could be hourly data in
many i nstances and should be kept for at |east three nonths
af t erwar ds.

We agree that the | SO should maintain data on prices and
| oad forecast for at |east three nonths and shoul d nake these
data available to market participants. Markets operate better

under full information, and the availability of this information
woul d hel p the market function nore efficiently. W wll also
require that all information regarding energy bids be kept

confidential for six nonths to help prevent coll usive behavior.
After a six-nonth delay, information on individual bids should be
released to the public to help interested parties nonitor the

mar ket .

Three Part Bids

New Yor k Commi ssi on expresses concerns about the treatnent
of start-up and m nimum | oad costs. New York Comm ssion woul d
prefer a systemthat reflects start-up and mninmum | oad costs in
the LBMP pricing nethodol ogy for recovery through energy charges

75/ W clarify that our approval of Menber Systens' proposal to
adopt nodal pricing does not indicate a belief that other
types of congestion managenent plans are unreasonabl e.
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rather than recovering these costs separately fromall |oads. 76/
New York Commi ssion is concerned that Menber Systens' proposa
could lead to conpetitive advantages for sone generators and may
understate prices for electricity. 77/ |PPNY suggests a bidding
process where suppliers may bid prices in conjunction with bids
for m nimumrun and down tinmes. 78/ | PPNY conpl ains that Menber
Systens' proposal is unreasonabl e because it shifts the
additional costs for start up and minimumrun fromthe generators
to all custoners. Another intervenor critical of nulti-part

bi ddi ng suggests that the bid structure be changed to a one-part
bid with mnimumrun tinme and a m ni nrum down ti ne.

We note that Menber Systens' proposal in this respect is
simlar to the approach used in PUIM Deciding to conmt
generators may involve start-up and m nimum | oad costs. These
costs do not vary with the anmount of energy subsequently produced
above the mninmumload. Milti-part bidding allows generators to
informthe |1 SO of these separate costs. Thus, nmulti-part bidding
allows the 1SO to obtain detailed and conplete information with
whi ch to devel op | east-cost energy schedul es.

W will accept the Menber Systens' proposal to recover these
costs pro rata fromall transm ssion customers regardl ess of the
type of transaction (bilateral or spot market). Intervenors argue
that bilateral |oad should not pay for start-up and m ni nrum | oad
cost of generators selling into the |ISO s energy market, since
these costs are attributable solely to the spot market and not at
all to bilateral transactions. W agree with the Menber System s
contention that start-up and m ninmum | oad costs support both
energy and ancillary services such as regul ati on and operating
reserves, as well as redispatch to alleviate transm ssion
congestion. Ancillary services are necessary for reliability,
and all |oads benefits fromreliable operation of the
transm ssion system

Since all |oads benefit fromthe systenis reliability and
since loads fromboth 1 SO and bil ateral markets may benefit from
congesti on managenent and ancillary services, it is not
unr easonabl e that these costs be recovered through the scheduling
charge fromall | oads.

76/ New York Comm ssion Comments at 13 (Filed February 6, 1998).

\‘
\‘
~~

New Yor k Conm ssion Comments at 14 (Filed February 6, 1998).

\‘
[o0]
~~

| PPNY Protest at 34-35 (Filed February 5, 1998). See al so,
Cogen Comments at 9 (Filed February 6, 1998).
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Storm Wat ch Condi ti ons

New York Conm ssion is also concerned with bidding and
di spatch under stormwatch conditions. 79/ Wen the systemis
operated under stormwatch conditions, the systemis redi spatched
to renove |oad fromtransm ssion lines that are vulnerable to
outage. This redispatch will raise the cost of energy in the
areas that are being protected fromtransm ssion outages. As
proposed, the costs of a stormwatch redi spatch woul d be
recovered fromall transm ssion users through the scheduling
Charge. New York Comm ssion contends that stormwatch conditions
are focussed in certain areas with greater frequency and
predictability (downstate New York), and these areas shoul d bear
the costs associated with such conditions. New York Conm ssion
states that, because day-ahead commtnents are made w t hout
taking into account the possibility that there may be storm watch
conditions the next day, there is an incentive for buyers,
antici pating possible stornms the next day, to |lock in day-ahead
to keep from payi ng these higher prices and burden al
transm ssion custonmers with the cost of the next day's storm
wat ch redi spatch. New York Conm ssion argues that this incentive
woul d be renoved if the SO were to factor potential storm watch
conditions as a part of the day-ahead conm t nent.

Wi | e we understand the New York Conm ssion's concerns, we
believe that the New York Conm ssion's proposed solution is al so
problematic. Wiile it is reasonable to expect the 1SOto reflect
the fact that stormwatch conditions which have been formally
i nvoked in accepting schedules in the day ahead market, we do not
believe it is reasonable to place the burden of predicting the
weat her and the likelihood of stormwatch conditions being
i nvoked the next day on the 1SO If the 1SO s weat her
predictions proved incorrect, there would simlarly be a pricing
i npact that reflects expectations that did not occur.

VWiile we are not prepared to adopt the New York Conmm ssion's
alternative, we shall direct the 1SOto study this issue further
and provide an analysis of the present nethod and possible
options after one year's experience in dealing with storm watch
condi ti ons.

Di sparate Treatnent of External and Internal Cenerators

HQ conpl ains that one of the market rul es distinguishes
bet ween suppliers | ocated inside New York and outsi de New YorKk.

79/  New York Comm ssion Comments, at 15 (Filed February 6,
1998) .
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80/ Suppliers involved in bilateral transactions may provide the
ISOwith a "decrenental bid" which is the price at which the |1SO
wll curtail the delivery fromthe supplier and substitute a
delivery fromthe spot market. Wen the bilateral transaction

i nvol ves a generating resource |located wthin the control area,
this transaction is treated as a purchase of substitute energy by
the supplier. The savings results from purchasing fromthe spot
mar ket instead of generating accrues to the supplier. For
suppliers outside of New York, the decrenental bid price tells
the 1SO at which price the external transaction is curtail ed,
i.e., there is no substitution of energy fromthe real-tine

mar ket .

As a practical matter, the New York | oad would continue to
be served fromthe spot market but this would becone a
transacti on between the purchaser and the spot market. Thus, the
supplier (here, HQ would be out of the picture. CQutside
suppliers can avoid curtailnment in all circunstances by
submtting a very | ow decrenental bid; however, this precludes
them from accessi ng | ower cost energy fromthe spot market when
avai l able. HQ contends that this discrimnates agai nst non- New
York generators by not giving themthe option of cost savings
substitution. Menber Systens respond that their proposal is
reasonabl e because the | SO cannot acconmpdate a substitute
purchase with external generators due to dynam c scheduling
concer ns.

We agree with HQ that Menber Systens have not justified this
aspect of its proposal, which appears discrimnatory. W are not
per suaded by the Menber Systens’ scheduling concerns because,
whet her or not a substitute purchase is obtained, the I SO nust
curtail HQ s generation and the substitute purchase becones an
intra-control area transaction. There is no difference in
schedul i ng between the two control areas under either approach.
We shall direct Menber Systens to revise the proposal to treat
external suppliers the sane as internal suppliers.

Failure to Pay Generators For Excess Ceneration

| PPNY protests Menber Systens' proposal not to pay for power
del i vered above the anount schedul ed or requested by the | SO
| PPNY clains that this is discrimnatory because sone sources do
not have the telenetry or other equi pnent necessary to respond to
the SO s automatic instructions and that generation can vary for
reasons beyond the control of the generator. |PPNY clains that
generators hurt by this are intermttent, small hydro, and sol ar

80/ HQ Protest at 4-6 (Filed March 19, 1998).
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generators. | PPNY concludes that LBWMP pricing will provide an
incentive for generators not to produce excess energy because
when over-generation occurs, prices fall. 81/

Menmber Systens respond that overgeneration can seriously
affect reliability and cause danmage to ot her generation and
transm ssi on equi prent. Menber Systens add that deviations in
| oad are nore easily accommodated than variations in generator
out put .

We disagree wwth the intervenor's assunption that, because
an increase in generation would cause the LBMP at that particul ar
generation bus to decrease, this would take away the incentive to
overproduce. First, a generator overproducing -- particularly
one wi thout the capability to comrunicate through telenetry with
the 1SO -- may not receive a price signal fast enough to avoid a
line | oading problem Moreover, falling prices may not create
any incentive to avoid overgeneration because the revenue i npact
of overgeneration is affected by the volune of the power
delivered, not just the change in unit prices. For exanple, if
t he generator woul d not have been di spatched at all, the revenue
i npact is the amount of excess generation tinmes the entire LBMW
price, not the differential between the prices that occur with
and wi t hout overgeneration. W agree with Menber Systens' that
strong rate disincentives are needed to induce generators to be
vigilant in avoi ding overgeneration and shall accept this
pr oposal .

Anci |l lary Services

A separate market will exist for operating reserves and
regul ati on and frequency response services. 82/ As noted
earlier, voltage support is contracted separately under cost-
based rates. Below, we discuss these three services.

Vol t age Support Service

As noted earlier in this order, each supplier will receive a
cost - based paynent, which includes a capacity charge as well as
conpensation for opportunity costs reflecting the foregone
revenues fromnot participating in the energy market. \Wen a non-
utility generator (NUG provides these services, the |ISO

81/ I PPNY Protest at 36-37 (Filed February 5, 1998).

82/ Under the ISO Tariff, energy inbal ance service is settled
t hrough the spot narket.
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contracts with the entity that is entitled to the output of that
unit, not the owner of the unit. 83/

Sithe conplains that NUGs w il not be conpensated for
vol tage support services even when they supply it. 84/ However,
we do not find the Menber Systens' proposal troubling. As we
understand it, the I1SOw Il pay the party with whomit contracts.
It is reasonably expected that the contracting party is the
entity entitled to the output of the generator. |If a NUG
believes that its contracts wth purchasers permt it to contract
directly with the 1SO to provide voltage support, we expect that
the 1SO would allow the NUGto participate in providing these
servi ces.

HQ clains it has been a supplier of voltage support for New
York up until now, but under the New York |1SO Tariff, out of
state generators would not be permtted to supply it. Voltage
support is typically supplied locally for technical reasons. It
is usually not feasible to inport voltage support froma
significant distance. However, HQs DCintertie may very well
allow it to provide voltage support in the NYCA and, apparently,
it has done so in the past. W shall direct the New York I SO to
exam ne this issue and consult with HQ about the feasibility of
adding HQ as a supplier and report back to the Conmm ssion within
90 days of commencenent of the | SO

Ancil lary Service Mrkets

The markets for regul ati on and frequency response and
operating reserve are conducted in nuch the sane fashion. The
ISOw Il offer to provide these services to transm ssion
custoners, but market participants are not required to purchase
themfromthe | SO and they can be either self-supplied or
purchased froma third party. Any services that the | SO provides
to custoners are procured through a bid-based market. GCenerators
bid into the various ancillary service markets, and the | SO
stacks the bids for a particular service in ascending order. The
clearing price for capacity (availability) for a particul ar
service is equal to the highest accepted bid price for that
service. Unlike the price of energy, there are no | ocational
prices for capacity to supply ancillary services (except for
certain spinning reserves, discussed below). Instead, a single
price is paid to all suppliers of a given ancillary service in an
hour .

83/ See ISO Tariff, Volunme 111, Rate Schedule 2 at 88.
84/ Sithe Protest at 24-25 (Filed February 6, 1998).
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Parties bidding into the ancillary services markets submt
bids for the capacity they wish to make avail able for any
particul ar service sinmultaneously with bids into the energy
mar ket. The bidders cannot submt bids using capacity that has
al ready been bid into other markets. For exanple, if a generating
unit with a capacity of 100 MV bids 80 MNinto the energy market,
it can only bid up to 20 MV of capacity for use in the spinning
reserves market. Simlarly, if the 20 MNis bid into the
spinning reserves market, it may not also be bid into another
ancillary service market.

Regul ati on and Frequency Response (Load Fol | ow ng)

Generators bidding to provide this service nust be | ocated
in the NYCA, neet netering requirenents, and be able to respond
to the 1SO s telenetry signals. Bids nmust specify MNcapability
reserved, response rate (MWnmn), bid price, and |ocation. As
wi th energy, there are day-ahead and real -tinme markets.
Suppliers receive availability paynents plus an energy paynent.
The avail ability paynent equals the product of the market
clearing price for capability and the performance index of the
generator 85/ and the regul ation capability of the generator
offered to the market. The energy paynent is equal to the anount
of energy a unit has been directed to supply tines the real-tine
LBWP for energy. Suppliers of this service who deviate fromthe
| SO s signals pay a charge equal to the deviation in MM tines
the market price for capability.

Operating Reserves

Operating reserves are classified into three categories: (1)
spi nning reserves; (2) 10 m nute non-synchronous reserves; and
(3) 30 mnute reserves. Availability bids 86/ are nmade for each
hour by potential suppliers. Any capacity nade avail able for
reserves nust not be used to supply energy to the energy market
or for regulation service until instructed to do so by the |SO
It is up to the 1SOto make sure that reserves are "properly
| ocated electrically so that transm ssion constraints resulting

85/ The performance index is a forecasted expected val ue of
performance for generators providing regulation and
frequency. This is determ ned by the I SO

86/ Wiile the availability bids thensel ves are not |ocation
specific, the 1SOrequires all generators bidding into any
mar ket to supply it with generator information which
includes location. See |1SO Tariff, Volunme IIl, Attachnent
E, at 168.
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fromeither commtnent or dispatch of units do not Ilimt the
ability to deliver energy to loads in the case of contingency."
87/ The ISOis to mnimze the cost of neeting these reserve
requi renents. At |east 50%of the 10 mi nute reserve requirenent
must be nmet by spinning reserves. 88/ Like the market for

regul ation service, there are day-ahead and real -tinme markets for
each of the three operating reserve types.

Qperationally, in real-tinme, the 1SO may need to reduce the
output on certain units to provide spinning reserve capability.
89/ If so, each such unit wll receive conpensation for the M\
backed down based on marginal |ost opportunity cost. The per MN
opportunity cost of a unit is the difference between the
applicable real-time LBWP and the unit’s real-tinme energy bid.
The margi nal | ost opportunity cost is determned by the unit with
t he hi ghest opportunity cost and may be determ ned | ocationally
if transm ssion constraints exist.

Only New York generators and interruptible | oad may make
availability bids into spinning reserve markets. Units that are
call ed upon to produce energy are al so subject to performnce
penalties if they do not performas obligated, i.e., forfeiture
of part of the availability payment, conpensation for the SO s
repl acenent power costs, and possible penalty charges.

For other reserves, suppliers need not be in the New York
Control Area, but nust hold sufficient transm ssion rights to
deliver the reserves. |If a unit providing these other reserve
costs incurs start-up and m nimum | oad costs which are not fully
recovered through availability and energy paynents, that unit is
paid for unrecovered costs via an uplift paynment nuch |ike the
ener gy narket.

I ntervenors argue that the |1SO should not preclude
generators outside the control area from supplying regul ation and
spi nni ng reserves because such restrictions may tend to reduce
conpetition and rai se the costs of procuring these services by
excluding potentially | ower cost sources fromoutside the control

87/ 1SO Tariff, Volume 111, Rate Schedule 5 at 109.

[oe]
~

8/ 1d. at 112. \While it is possible the I1SO may use 10 m nute
Spi nning reserves as a substitute for 10 m nute non-spinni ng
reserves, the Tariff is silent on whether the |1SO can use 10
m nute spinning reserves as a substitute for 30 m nute non-

Spi nni ng reserves.

(o)
(o)
=

| SO Tariff, Volune Ill, Rate Schedule 5 at 112.
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area. However, there nmay be technical limtations that limt the
reliability value of regulation and spinning reserves supplied
fromresources fromoutside the control area. W shall not
require that the 1SOrely on external supplies at this tinme, but
we direct the 1SOto evaluate this option and include the results
of this evaluation and its recommendations in a report that we
shal | order bel ow.

We shall accept the ancillary services nmarket aspects of
Menmber Systens' proposal in all respects but two. First, the
filing is unclear regarding how the index wll be conputed in
determ ning penalties for suppliers of regulation service that do
not performas instructed. Therefore, we shall direct the 1SOto
define explicitly the performance i ndex associated with
regul ati on service.

Second, in light of the experience in California, we wl|
require that the tariff be nodified to permt the 1SOto procure
nmore of a "higher quality" category of reserves and procure
correspondingly less of a "lower quality" category of reserves
when to do so would lower total cost. This procurenent nethod is
al so known as cascading. For exanple, the | SO could procure nore
10-m nute spinning reserves (a higher quality reserve) and | ess
30-m nute non-spinning reserves (a lower quality reserve) in the
sanme | ocation without reducing reliability and it should be
allowed to do so if this is the cheaper alternative.

We shall also require that all information regarding bids to
be kept confidential for six nonths to help prevent coll usive
behavior in ancillary services markets. After a six-nonth del ay,
i nformati on should be released to the public to help interested
parties nonitor the market.

Lessons from California suggest that ancillary service
mar kets are conplex, 90/ and the indications are that market
designs may contain flaws which will only be discovered once the
mar kets are in operation. Accordingly, we shall direct the ISO
to submt an evaluation of the ancillary service markets after 15
nont hs of operation.

I nstall ed Capacity Market

90/ Prelimnary Report on the Operation of the Ancillary
Services Markets of the California | ndependent System
Qperator (1SO, prepared by the Market Surveill ance
Commttee of the California I SO at 21.
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We have di scussed aspects of the installed capacity
requi renents for custoners earlier in this order. Menber Systens
state that they intend to operate an installed capacity market.
We believe that this is a valuable feature of their proposal
However, Menber Systens have provided no details as to the
operation of the market and we are unable to approve the proposal
inits current form W shall direct the New York 1SOto file a
detai |l ed proposal regarding the inplenentation of an installed
capacity market.

Transm ssi on Congestion Contracts
Description

A TCCis the right to collect congestion rents associ ated
wth a single MW of transm ssion between a specified point of
injection and point of withdrawal. The congestion rents cone
fromthe congestion conponent of the LBMPs. A TCC, as proposed
by the Menber Systens, is defined for a specific point of
injection and point of withdrawal, and the rents may either be
positive or negative. For exanple, consider a TCC for 1 MWV
bet ween point of injection A and point of withdrawal B. If the
energy price at B is $5 higher than the energy price at A (after
adjusting for |osses), the congestion is positive, and the hol der
of the TCC woul d receive $5 in congestion rents. Conversely, if
the energy price at Bis $5 lower than the energy price at A,
then the hol der of the TCC woul d pay $5 in congestion rents. A
TCC gives the holder the ability to hedge agai nst congestion
costs associated with transmtting energy from point of injection
to point of wwthdrawal. Essentially, it gives the holder the
ability to transmt the anmount of power specified in the TCC
between the TCC s point of injection and point of w thdrawal
wi t hout payi ng congesti on costs.

Initially, TCCs wll be allocated to existing uses,
i ncluding existing native |oad uses. 91/ TCCs associated with
ATC remai ning after honoring existing uses of the systemw /|| be
distributed to the Transm ssion Providers based on each
Transm ssion Provider's ownership of transm ssion |ines
connecting to the TCC s defining points of injection and
wi t hdrawal , nmeasured in ternms of M¥mles. The Transm ssion
Providers will be required to sell residual TCCs either by
auction (discussed further below) or through a direct (bilateral)
sal e conducted on the OQASIS. The revenues fromthese sales wll

91/ As noted earlier, custoners under bilateral contracts that
elect to convert to ISO Tariff service will be awarded the
TCCs associated with that contract.
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be used to defray their respective revenue requirenments. TCCs
associated with retail native |load (Native Load TCCs) are to be
"rel eased" as retail access prograns are enacted with New York
Comm ssi on approval ; however, the terns for these rel eases are
left for a later filing. Any TCCs associated with a grid upgrade
are awarded to the parties paying for the cost of the upgrade.

Initially, the lifespan of a TCCis at |east six nonths
whi ch corresponds to either winter or sumer capability periods,
but the 1SOw Il be permtted to extend the TCC |ifespan subject
to the condition that it may not exceed the end of the Transition
Period discussed earlier in this order. TCCs can be bought and
sold like any other financial instrunent or coomodity. They can
be exchanged either bilaterally or through the TCC auction. Any
party that w shes to buy a TCC t hrough the auction nust be able
to meet certain credit requirenents, and a party must show t hat
it has the funds available to pay for TCCs for which it bids.

TCC Auction Structure

An auction will be held for each six-nonth capability
period. Transm ssion Providers nust offer to sell in the auction
all residual TCCs to the extent that they have not sold them
previously through the OASIS. In addition, other holders of TCCs
may offer TCCs for sale in the auction.

Because TCCs are a new financial instrunment, market
partici pants have expressed concern that they are uncertain of
t he econom c value of TCCs. To address this concern and to help
provi de price discovery, the filing proposes that each auction
stage may i nclude several different rounds.

In Stage 1, there wll be a m ninmum of four rounds of
auctions. In each round, only a portion of the avail able TCCs,
as determ ned by the Transm ssion Providers, wll be awarded to
bi dders. The tariff is unclear whether this percentage is
announced in advance. The intention is that by auctioning TCCs
in increments over several different rounds, market participants
wi |l gradually obtain nore accurate assessnents of the economc
value of TCCs. The total quantity of TCCs auctioned off over al
rounds of auctions will be equal to the total nunber avail able.
The fraction of TCCs to be awarded in each round wll be
det erm ned by unani nous vote of the Transm ssion Providers. 92/
In each round, market participants nmay submt bids for all of the
TCCs to be awarded in Stage 1. At the end of the round, the |ISO
will determne the market-clearing prices for TCCs and what the

92/ 1SO Tariff, Volume 111, Attachment M at 238.
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quantity of TCCs that woul d have been awarded to each buyer if
all TCCs offered for auction were awarded. However, the |1SO w ||
actually award a specified percentage of these TCCs to each

W nni ng bidder at the market-clearing prices. |In Stage 2 there
can be a variable nunber of rounds, and there is no requirenent
that any TCCs be put up for sale in this stage.

The 1SOw ||l provide information prior to the auction that
may bear on the value of TCCs. Anmong other information, this
information will include the expected non-sinmultaneous total
transfer capability for each interface, the congestion conponent
of each of the LBMPs over the previous 10 capability periods, and
t he nunber of hours that various transm ssion facilities were
physically constrained. All individual bid information will be
kept confidential.

There is no predeterm ned set of TCCs that will be nade
avai |l abl e ex-ante, and many different conbinations of TCCs anong
points of injections and withdrawal are feasible. The ISO w ||
run a power flow nodel to determine the feasibility of
alternative conbinations of bids for those TCCs offered through
the auction, taking into account the TCCs that are outstanding
Wi th respect to existing commtnents. 93/ The 1SOw Il select
the conbination of TCCs with the highest aggregate bid val ue and
award them accordingly through the auction.

All bidders who are awarded TCCs will pay the market
clearing price which is determ ned by the auction. Because TCCs
involve different points of injection and w thdrawal and
congestion varies locationally, the market clearing prices for
various TCCs will vary.

Secondary Mar ket

Secondary nmarkets are expected to arise after the auction is
conplete. This market could take many forns, e.qg., outright
sales, sales for alimted tinme period, reassignnments, or any
ot her arrangenent. After a direct sale is made, the foll ow ng
nmust be posted on the 1SOs QASIS: 1) anount of TCCs in MN 2)
point of injection and wi thdrawal for each TCC sold; and 3) price
paid for each TCC. No information is given on the identity of
the buyer or the seller unless the transaction involves a
resi dual TCC, when the nane of the buyer is reported.

93/ A set of TCCs is sinultaneously feasible if it would not
cause any thermal, voltage, or stability violations within
the NYCA. 1SO Tariff, Volune Ill, Attachnent M at 244.
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Prot ests and Conm ssi on Response
Al | ocation of TCCs

Various intervenors conplain about several aspects of the
initial TCC allocation. Sone conplain that alnost all TCCs wil|
be associated with existing uses and not available for new
transm ssion uses. Sone argue that no TCCs shoul d be associ at ed
w th existing uses and should, instead, be auctioned. Qhers
conplain that the residual TCCs will be awarded to the
Transm ssion Providers before being sold or auctioned.

Menmber Systens respond that the fact that many TCCS will be
grandf at hered sinply evidences the fact that nost transm ssion
rights have been assigned. Menber Systens point out that the
same would be true if existing physical transm ssion rights were
tallied. Menber Systens conclude that, if these TCCs were not
awarded to existing uses, including native load, it would be
i nconsistent with Order No. 888's conclusion that existing uses
woul d be honored. Menber Systens state that TCC availability
will not be limted to Residual TCCs and that owners of TCCs wil|
pl ace theminto the market if they have a market val ue.

We agree with Menber Systens that there should be no
surprise that nost TCCs are associated with existing uses because
the transm ssion systemwas constructed and operated for the
pur pose of serving existing needs. The initial TCC allocation
sinply reflects the current firmusage and does not create any
new benefit for use of the transm ssion systemthat was not
al ready in place under the Menber Systens' individual open access
tariffs. W also agree with Menber Systens that the benefit of
TCCs is that they facilitate the transfer of existing rights
through a financial instrunent rather than relying on the
reassi gnment of physical transm ssion rights which, under the pro
forma tariff, can be used to reach the sane result.

W also find that the allocation of residual TCCs to the
Menmber Systens before being sold or auctioned is reasonabl e.
Resi dual TCCs are not associated with existing uses and are nore
properly anal ogi zed to ATC. As the owners of this ATC, it is
reasonabl e that, as proposed, the Menber Systens receive the
proceeds of these TCC sal es and use those revenues to reduce
their transm ssion rates.

Potential for Oversubscription

New York Conm ssion is concerned that TCCS awarded to
exi sting commtnments could oversubscribe the transm ssion system
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at certain constrained interfaces. It requests an exam nation
after one year to make sure the transm ssion systemis not
oversubscri bed. New York Comm ssion contends that the plan to
conduct a feasibility test to find the nunber and type of TCCs
that are sinultaneously feasible under "normal"” conditions is too
vague and that the timng and nmethod of conducting this
feasibility test does not appear in the filing. New York

Commi ssion al so questions assunptions about how generation and
transm ssi on mai nt enance schedul es, |oad growth, contingencies,
and unit commtnent fit into the analysis. |PPNY wants to be
assured that TCCs will not be oversubscribed due to changi ng
conditions that mght affect the transm ssion system This
position is al so echoed by Sithe.

In answer to these concerns, Menber Systens offer that, if
the initial allocation is ultimately determ ned to be
oversubscri bed, Native Load TCCS wll be reduced pro-rata to
elimnate the oversubscription, while preserving the TCCs and
grandf athered rights associated with existing bilateral
contracts. 94/

Menber Systens' proposal addresses concerns about
oversubscription. W shall direct that the 1SO Tariff be revised
to reflect this commtnent and to clearly provide for the 1SOto
make the determ nati ons about oversubscription and pro rata
reducti ons.

Rel ease of Native Load TCCs

New Yor k Commi ssion argues that the proposal should include
speci fic | anguage reserving the benefits of Native Load TCCs for
released retail |oads. 95/ CCEM wants the Comm ssion to guide
the Transm ssion Providers in the allocation and sale of TCCs
once retail conpetition cones to New York. 96/ CCEMis concerned
that the transm ssion Providers nay choose to release the |ess
val uabl e TCCs and keep the nost val uable for thensel ves. CCEM
advocates a code of conduct for the transfer of native |oad TCCs
to unregul ated affiliates, and recomrends that the rel ease be
non-di scrimnatory. CCEM recomends that TCCs initially allocated
to generators which are subsequently divested be rel eased at the
time of divestiture, not when retail conpetition is inplenented

94/ Menber Systemis Answer at 81 (Filed March 2, 1998).
95/ New York Comm ssion Comments at 22 (Filed February 6, 1998).

(o]

6/ CCEM Protest at 21-24 (Filed February 6, 1998).
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in New York. Athens argues that rel eased native | oad custoners
shoul d be allowed to keep the value of the associated TCCs. 97/

Menber Systens respond that these concerns are prenmature
because this proposed tariff applies only to whol esal e
transactions. Menber Systens note that they intend to revise the
proposed tariff to accommpdate retail transm ssion at sonme point
in the future.

We agree that Menber Systens' proposal is unclear as it
relates to the "rel ease" of Native Load TCCs, both in the context
of releasing native load and in the context of divesting a
generating unit that is currently used to serve native |load. W
al so agree wwth the intervenors that this issue should be
resol ved sooner rather than later. G ven Menber Systens' plan to
revise the proposed tariff to accommopdate the retail transm ssion
aspects of retail access, we shall direct themto include with
that filing a detailed proposal for the release of Native Load
TCCs.

TCCs for the Hour Ahead Market

HQ conpl ains that TCCs are settled on the basis of the day-
ahead market and there should be a nmechanismthat allows the use
of TCCs in the hourly market. CCEM also conplains that, if a TCC
user does not schedul e energy in the day ahead market for
transactions consistent with its TCC, it is prevented from using
it the next day during the real-tinme dispatch.

Menmber Systens explain that CCEMignores the fact that, when
a TCC owner elects not to schedul e energy consistent with its TCC
in the day-ahead market, another entity's schedule is accepted
and the TCC owner receives the congestion revenues. |n other
words, the TCC is not unused at all. W find that Menber
Systens' expl anation addresses these intervenors' concerns.

Ti mng of Auction

A nunber of intervenors state that, for planning purposes,
the TCC auction should be held several nonths before the date the
respective TCCs becone effective.

We shall not require that the auction be held several nonths
i n advance of the TCC effective date. W note that, in order to
advance the auction, the | SO wul d have to conduct its anal yses
of system capacity earlier as well, making its task nore

97/ Athens Protest at 13-14 (Filed February 6, 1998).
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difficult. Also, the auction is but one nethod for exchangi ng
TCCs and there is no reason that trades in the secondary market
cannot be arranged earlier. Wile we shall not direct a change
at this tinme, we shall direct the ISOto review the issue of
auction timng in consultation with the stakeholders. The |ISO
shoul d report to the Conm ssion within one year on the results of
the review and i ndi cate whet her changes shoul d be nade in auction
timng. Inthis way, the initial TCC auctions will not be

del ayed, while intervenors will have an opportunity for the |ISO
to fully consider their concerns.

| nformati on Di ssem nati on

HQ requests the centralization of information on price,
avai lability, and ownership in the auction, secondary, or
bilateral market for TCCs. HQ states that |ack of information
will create inefficiencies in these markets. CCEM al so advocat es
tracki ng of ownership in the secondary market and posting on
QASI S which, according to CCEM is being done in PIM

Menmber Systens contend that CCEM m sunderstands the PIJM
process where TCC transfers in the secondary market are not
tracked by the 1SO Menber Systens contend that mandating a
reporting requirenment woul d be undesirable because it could
retard the devel opnent of TCC-related financial instrunents as
well as require the disclosure of information that TCC buyers may
view as conpetitively sensitive. Menber Systens contends that
CCEM s request "evidences a | ack of confidence in "market forces”
and concludes that there is no reason that the |1 SO shoul d operate
such a cl eari nghouse.

We agree that information as to who owns TCCs will aid in
t he devel opnent of a secondary market and will allow the New York
| SO and third parties to nonitor the TCC market. W shall direct
the 1SO to establish procedures for the release of this
information. Also, we will require that all information
regardi ng TCC bids be kept confidential for six nonths to help
prevent collusive behavior. After a six-nonth delay, information
on individual bids should be released to the public to help
interested parties nonitor the market.

Hoar di ng of G andfat hered TCCs

HQ wants the Conm ssion to make sure that grandfathered TCCs
are not hoarded by their original holders and that the hol ders of
grandf at hered TCCs are not given preferential treatment. HQ
feels there is no incentive for holders of TCCs to sell themin
secondary nmarkets, and that original holders' ability to choose
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whet her to sell their TCCs either in the secondary narket or at
auction confers preferential treatnent. HQ provides no specific
recommendations to address its hoarding concerns. Electric

Cl eari nghouse conplains that the initial allocation of
grandf at hered TCCs and the |ack of incentive to sell these
instruments will inhibit devel opnment of the market and wl|
create a barrier to new entrants.

The hoarding of TCCs is a variation on argunents we have
addressed before concerning the hoarding of transm ssion
capacity. W expect that TCC owners will respond to the economc
incentives that are created by the TCC market and w || not
wi thhold TCCs when it is profitable to release themto the
market. As noted above, the 1SOw Il post TCC ownership dat a.
This will provide useful information to parties concerned about
hoar di ng.

TCC Reconfiguration

Currently, it appears that TCCs woul d be reconfigured only
at six-nmonth intervals, corresponding with the TCC |ifespan.
CCEM argues that this is inflexible because it ignores the
possibility that uses and potential constraints vary nore often
than every six nonths. CCEM states that if existing TCCs were
turned in and the feasibility tests re-run in the mddle of a
six- nonth life span, then newer, nore val uable TCCs coul d be
i ssued. CCEM argues that there should be a nonthly
reconfiguration auction which would aid in elimnating sone of
the inflexibility of the present proposal. |PPNY al so suggests
mont hly reconfiguration auctions to help pronote secondary
mar kets for TCCs.

Menmber Systens, in principle, agree to such a proposal and
offer to explore the idea further with market participants. W
shall direct the ISOto include its analysis and recomendati ons
for a reconfiguration auction in the report we have ordered it to
make after one year of operation.

Moreover, we agree that the TCC process shoul d be as
fl exi bl e as possible, and we believe that reconfiguration of TCCs
shoul d be an option outside the auction process as well. For
exanple, in order to reconfigure TCCs for a bilateral sale (i.e.,
to change the points of injection and/or withdrawal ), the parties
woul d need the 1SOto check if the reconfigured TCC is feasible
Wi th other existing TCCs. Reconfiguring TCCs could significantly
inprove the vitality and robustness of the secondary market. W
shall direct the 1SOto explore not only a reconfiguration
auction, but also a process where any party could request a
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reconfiguration of its existing TCCs and to include its findings
and recomendations in the report due one year after operations
begi n.

Li fespan of TCCs

A nunber of intervenors advocate allowing TCCs to have a
| onger than six-nonth [ifespan, particularly to the extent that
TCCs are intended to be the proxy for firmservice. 98/ Earlier
inthis order, we have directed Menber Systens to restore the pro
forma terns and conditions which will provide the vehicle for
obtaining firmservices at a fixed price. Custoners obtaining
long-termfirmservice will, as a matter of course, be awarded
TCCs for use during the termof their commtnent. As to residual
TCCs -- TCCs that are not associated with an existing physi cal
transm ssion rights -- we believe that a six-nonth life-span is
r easonabl e.

Aucti on Process

CCEM sponsors the testinmony of Dr. Robert WIson, who
supports the general format of the TCC auction. 99/ WIson
states that while market power is not an issue in the TCC
auction, inperfect information and the |lack of incentives to bid
into any round of a rmulti-round auction could potentially lead to
strategi c behavior and price fluctuations. 100/ WIson concl udes
that, contrary to the clains of the Menber Systens, the proposed
auction structure will not provide adequate price discovery.

Wl son argues that the current design of the TCC auction (four
rounds for each set of TCCs) does not give any incentive to

bi dders to allocate bids "proportionately" across the four
rounds, or bid in any particular way. Hence, situations could
arise in which prices can vary greatly across the rounds due to
fluctuations in the demand round by round. This would prevent
good price signals to those that wish to bid in future rounds.
W | son suggests an auction with several rounds, but where only
the final round's price and transaction are binding. (Thus,
unli ke the current structure, bids submtted in rounds prior to
the final round woul d not be binding.)

98/ CCEM Protest at 26-28 (Filed February 6, 1998).

99/ CCEM Protest, Testinony of Robert WIson, Attachnent C at 2
(Filed February 6, 1998).

100/ 1d. at 6. This claimis nmade w t hout any proof or concrete
exanpl e.
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Wl son al so proposes a sinple activity rule here: 101/ A
bi dder cannot offer a price in a later round that it refused to
meet in an earlier round, i.e., a demand bid that is rejected in
one round nust be increased in the very next round above the
previ ous market price, or else the bid may not be increased above
that price in any subsequent round. Thus, a bidder cannot "hold
back" its bid in early rounds, |let other bidders bid high in the
early rounds, and wait until the last round to offer high bids.
| f the bidder does not neet the market price in one round, it
foregoes all | ater opportunities to neet that price, and thus, to
purchase TCCs at that price. In Wlson's view, the rule ensures
that market participants will obtain steadily inproving
informati on as the auction proceeds about how high they nust bid
at the close of the auction in order to obtain TCCs. The
concl usion reached by Wlson is that this process, over nmany
rounds, will converge to the market clearing price and avoid the
price fluctuations he envisions for the current structure.

Finally, CCEM contends that all TCCs should be sold through
t he auction process rather than as bil ateral sales.

We shall reject CCEMs proposal to require all TCC sales to
be acconplished through the auction. There is no reason to limt
the TCC market to one type of exchange nechanismthat is
avai lable in order to prevent bilateral sales or other exchange
institutions. One of the benefits of TCCs is that they permt
parties to transfer transm ssion rights for short periods and
frequently. A standardized, periodic auction process does not
permt this.

We shal |l accept Menber Systens' proposed multi-round TCC
auction design, with one nodification and one clarification
descri bed below. An issue of particular concern to the parties
has been price discovery, which the multi-round feature of the
auction is intended to provide. WIson's primary concern is that
t he bidding structure may create incentives not to place
properly-valued bids in early rounds. However, the requirenment
that bids in each round be financially binding should provide
incentives for participants to submt bids that reflect their
valuation of TCCs. Wth each progressive round of the auction,
participants will obtain nore price information based on
financially binding bids, which should aid in price discovery.
Wiile CCEM s activity rule mght al so provide such an incentive,
we note that auctions for financial transm ssion rights are
untested and we have no conpelling reason to determ ne whet her
CCEM s proposal woul d be an inprovenent.

101/ 1d. at 10-12.



Docket No. ER97-1523-000, et al. - 63 -

We shall therefore initially adopt Menber Systens' proposal
and direct the 1SOto file with the Conm ssion a report after a
year that evaluates the experience under the Menber Systens'
auction nmechanism |In addition, the report woul d propose any
changes that it deens necessary in |light of experience.

Wil e we general ly approve the Menber Systens' proposal, we
shall require that the SO (rather than the Transm ssion
Provi ders) determ ne the percentage of TCCs to be awarded in each
round. This nodification would ensure that participants have
confidence that the auction is run in a fair and inparti al
manner .

We shall also require that the I SO not announce in advance
of each round what percentage of TCCS will be awarded and what
percentage will be carried forward to the next round. W believe
t hat keeping the percentage confidential will reduce the
incentive for market participants to bid disproportionately in
different rounds. Wthout advance information about the relative
gquantities of TCCs to be awarded in any given round, a market
participant is nore |likely to submt proportional bid quantities
in each round.

D. Market Based-Rates
Overview of the Proposa

Si x Menber Systens request authority to sell energy,
regul ati on service, operating reserves, and installed capacity at
mar ket - based rates through the | SO adm ni stered market. ConEd's
proposal is restricted in that it does not seek authority to sel
ancillary services or installed capacity in New York Cty under
mar ket - based rat es.

Al'l of these utilities own generation and transm ssion
facilities; however, ConEd, NYSEG and O&R have taken steps to
di vest significant amobunts of generation or announced their
intention to do so. For the nost part, the decision to divest
was made after the application for market-based rates was filed
and, therefore, the market anal yses do not reflect these
di vestitures.

The Comm ssion has al ready authorized market-based rates for
bi | ateral whol esal e sal es of energy and capacity for the Menber
Systens. 102/ In sonme cases, the market-based rate authority is

102/ Central Hudson Enterprise Corp., et al., 79 FERC 61, 390
(continued. . .)
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limted to certain regions because the applicant requested
limted authority. These market-based rate approvals applied
only to sales of energy and capacity, i.e., they did not apply to
ancillary services. Also, they did not explicitly authorize

mar ket - based rates for sales of energy through the |ISO

adm ni st ered market.

We shall address the requests for energy, ancillary services
and installed capacity separately bel ow

Ener gy Market
Description

Each of the three largest utilities (N agara Mhawk, NYSEG
and ConEd) has submitted a separate study exam ning nmarket power
in energy markets. Central Hudson, O&R, and Rochester G&E have
sinply relied upon the studies they filed in support of their
exi sting market-based rate authority. None of the three new
studies of the energy nmarket reflects the Comm ssion's
traditional (hub-and-spoke) nethod. Instead, two of the studies
(by N agara Mbhawk and NYSEG) define the geographic market using
production nodels, e.qg., Ni agara Mohawk uses a PROVOD nodel to
define markets based on the general assunption that the market
consists of those entities that can supply energy w thin 5% of
the hourly marginal cost. Inputs to these nodels reflect a
nunber of assunptions concerning the market: demand and energy
forecasts, production costs for each generation plant, estinates
of inmports from Hydro- Quebec and Ontario Hydro, and estimates of
long-termfirmbilateral retail and whol esale sales. The third
study (by ConEd) defines the market as southeastern New York
state, where its generators are | ocated.

102/ (...continued)
(1997); Xenergy, Inc., 79 FERC Y61, 303 (1997); Rochester G&E
and ROXDEL, 80 FERC { 61, 284 (1997); Orange & Rockl and
Uilities, Inc. et al., 75 FERC { 61,088 (1996), order on
reh'q, 78 FERC Y 61, 344 (1997); Plum Street Energy
Mar keting, Inc.,et al., 76 FERC Y 61, 319 (1996); and
Consol i dated Edi son of New York, Inc., et al. Inc., 78 FERC
1 61,298 (1997); 83 FERC Y 61,236 (1998). LILCO has never
applied for market-based rates and has not joined in this
request. LILCO recently sold its transm ssion system and
distribution service area to LIPA. Wile LILCO retained
ownership of sonme generation, however, it also entered into
an agreenent to sell power to LIPA. Long Island Lighting
Co., 82 FERC T 61,214 (1998), reh'g denied, 83 FERC 61, 076
(1998).
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Wiile the three new studi es do not define identical
geographic markets, they reach simlar conclusions, i.e., that
there is a significant west to east constraint that divides New
York into two separate markets, although New York City and Long
| sl and may often constitute separate markets. Also, while the
vari ous nodels do not adopt the sane tine periods, use the sanme
data sources or adopt the sane assunptions about constraints, al
reach simlar conclusions regardi ng market shares and energy
mar ket concentration. Specifically, all three studies conclude
that Central Hudson, Rochester G&E, and O&R have mar ket shares
wel | bel ow the 20 percent figure the Conm ssion uses as an
initial threshold below which it concludes that market power
problens are not likely to arise. Al three studies also
concl ude that NYSEG and ConEd each have energy market shares in
the relevant markets that are near or bel ow the 20 percent
threshold. Finally, all three studies conclude that N agara
Mohawk has energy narket shares above the 20 percent |evel,
ranging from20 to 40 percent in the rel evant markets.

The studies also report statistics on nmarket concentration.
They indicate that traditional HH's (based on avail abl e econom c
capacity) are between 2000 and 2500 in the western part of New
York, while they are between 1300 and 2100 in the eastern region
of the state. 103/ To aneliorate concerns about the high HH
figures, N agara Mhawk anal yzes the profitability of the
uni | ateral exercise of market power. Using its PROMOD nodel,
Ni agara Mohawk simul ates the effect on its net generation
revenues from bidding 10 and 20 percent above vari abl e cost given
its current generation ownership and al so under a scenari o where
it restructured its independent power provider (IPP) purchases
which currently require Ni agara Mohawk to take and pay for power
at very high rates. N agara Mhawk concludes that, w thout |IPP
restructuring, it could profitably increase its bids by 10 and 20
percent, although it still |oses noney. However, once the |PP
contracts are restructured, bidding above variable costs is no
| onger profitable.

The Menber Systens also claimthat various factors wll
mtigate their ability to exercise market power: (1) planned
divestiture of generating units; (2) N agara Mdhawk's plans to
termnate (i.e., divest) a nunber of purchases as part of its |IPP
restructuring; (3) retail rate freezes in conjunction with a
continuing obligation to sell power to retail native |oads; and
(4) commtnents in retail restructuring proceedings to upgrade

103/ In analyzing nergers, the Departnent of Justice and the
Federal Trade Comm ssion have indicated that HH s above 1800
may suggest high levels of concentration.
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transm ssion facilities, operate units at cost when necessary to

satisfy reliability requirenents, and offer power to conpetitors

under standard rates. The Menber Systens al so conclude that the
ISOw Il be nmonitoring the market to identify and mtigate market
power .

Prot ests and Conm ssi on Response
Defining Energy as a Separate Product

Enron argues that defining energy and capacity as separate
products does not permt prices to reflect the true val ue of
reliability. 104/ Enron states that this is because capacity is
purchased annually while the market for energy is hourly. Enron
woul d define the rel evant product as electricity, not energy and
capacity.

We are not troubled by the Menber Systens' proposal to
define energy sales into the spot nmarket and installed capacity
as different products. The Comm ssion has al ready defined energy
and capacity as rel evant products, as a general matter. 105/
Moreover, in the context of a power pool, installed capacity is a
uni que product in that it can be sold wi thout an energy
entitlenment. 106/

Mar ket Power Concl usi ons

Al though all of the intervenors generally agree that there
is a known constraint that often separates New York into an East
and West market, they question various aspects of the study
anal yses. For exanple, MEUA contends that defining the market in
terms of suppliers that can deliver within 5% of the narket
clearing price overstates supply because 5%is too large to

104/ Enron Protest, Testinmony of Mles O Bidwell Jr., Appendix 1
at 37-39 (Filed October 31, 1997).

105/ NEPOCOL 11, 85 FERC at 62, 472-83.

106/ For exanpl e, when NYSEG sold 1424 MW of generation capacity
to AES NY, it entered into an agreenent under which NYSEG
W ll receive credit for 1,424 MNof installed capacity under
pool rules for up to three years. Under the agreenent,
whil e NYSEG rather than AES NY will receive installed
capacity credits in the pool, NYSEG w ||l have no entitl enent
to energy and AES NY will be free to sell the output of the
generating unit on the open market.
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qualify as a small but significant increase in price. 107/ MEUA
al so contends that the introduction of LBMP pricing will have the
effect of creating even nore markets in which the Menber Systens
have mar ket power. 108/ Enron conplains that the studies are
based on data that reflect existing | evels of demand and price
that would not prevail in a conpetitive environnment and cannot
serve as proxy for evaluating the Menber Systens' ability to
exerci se market power in conpetitive nmarkets. Wth respect to
ConEd' s application, Enron submts its own analysis to show that
for "nore than 75 percent of energy supply markets east of Total
East market, there are two or fewer conpetitors who will set the
clearing price with their bids." 109/

The intervenors conclude that Menber Systens' own study
i ndicates that the markets are concentrated and that the Menber
Systens' market shares will permt themto exercise narket power,
t hereby defeating their request for market-based rates. 110/
They add that if Menber Systens' studies were properly devel oped,
anal ysi s woul d show even hi gher market shares.

MEUA contends that there is no need for market-based rates
to achi eve the benefits of a power exchange which permts al
suppliers to receive a market clearing price. MEUA states, for
exanpl e, that the market clearing price could be based on the
mar gi nal cost of the nobst expensive generating unit dispatched in
the hour. 111/ Enron contends that the conbination of HH s and
mar ket shares suggests enhanced opportunities for coordinated

107/ MEUA Protest at 16 (Filed Cctober 31, 1997).
108/ 1d. at 17

109/ Enron Protest, Testinmony of Richard Tabors, Appendix 2 at 13
(Filed Cctober 31, 1997).

110/ MEUA Protest at 14 (Filed Cctober 31, 1997).

111/ 1d. at 18. MEUA contends that, even with cost-based bidding
requi renents, the Menber Systens woul d be able to exercise
mar ket power by strategic bidding and wi t hhol di ng of
capacity. MEUA argues that the Conm ssion should not allow
a supplier to receive the market clearing price if it owns
nore than 10% of the generation capacity in a destination
mar ket or supplies nore than 10% of the fuel for generation
in a destination nmarket as a neans to mnimze the incentive
to exerci se market power under cost-based rates. These
suppliers would be limted to receiving their marginal
costs. Id. at 22
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action by the various suppliers. Sone intervenors contend that
the New York market raises a particular concern because the
transm ssion inport capability is so limted that nore than half
of the | oads nust be net by in-city generation.

Enron al so chal | enges Menber Systens' position that the
ability to exercise market power wll be mtigated by the various
comm tnments nmade by the Menber Systens in retail rate
proceedi ngs. Enron also challenges the results of Niagara
Mohawk's profitability analysis and conplain that the assunptions
reflected in the anal yses are unclear. Enron also conplains that
t hese sinulations assune that the Menber Systens act
i ndependently, not jointly, to raise whol esale prices.

The New Yor k Comm ssion supports market-based rate approval.
The New York Comm ssion places great reliance on the
profitability anal yses and has perfornmed separate anal yses which
it clains are superior to those provided by the Menber Systens.
The New York Comm ssion states that the benefit of profitability
anal yses is that they provide a nechanismto assess the
i kelihood that market power, even where it exists, can be
exercised. The New York Comm ssion’s profitability anal yses show
that the Menber Systens will not be able to profit fromthe
exerci se of market power in the near term prinmarily because they
will be required to serve their franchised retail |oads at fixed
pri ces.

The New York Comm ssion also notes that the anal yses do not
reflect a nunber of events that have occurred since they were
filed or that will occur before narket based rates are charged,
such as the divestiture of substantial amounts of generation
The New York Comm ssion al so explains that, pursuant to a
recently negotiated settlenent, N agara Mohawk will restructure
its IPP contracts and this should have the sane result as
divestiture, i.e., releasing generating capacity from N agara
Mohawk's control to the market. The New York Conm ssion
concl udes that market based rates shoul d be approved, subject to
reevaluation after retail access is under way and subject a
strong | SO mar ket power nonitoring program

We shal | approve market-based rates for energy sales into
the spot market. Consistent wth our findings in earlier orders
approvi ng nmarket-based rate for bilateral transactions, we
concl ude that each of the six Menber Systens | acks market power
or will have its market power sufficiently mtigated. Wile the
parties' non-hub-and-spoke anal yses, which are intended to
eval uate the inpact of transm ssion constraints on market power,
indicate that one supplier -- N agara Mohawk -- nmay have market
shares in the range of 20%to 40% these anal yses do not reflect
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the significant divestiture of generating assets that is underway
in New York, nor the term nation of N agara Mdhawk’ s purchases
fromIPPs. 112/

Some Menber Systens have market shares over 20 percent in
many tinme periods for many products. However, the Conm ssion has
not established a 20 percent market share as an absol ute, bright-
line test. 113/ In fact, since the Commission's traditiona
anal ysis of generation dom nance considers only market shares
based on the seller's annual system peak, our traditional
anal ysis focuses on the single hour of the year when the seller
has the | east surplus capacity. Inplicit in this traditiona
analysis is the likelihood that, in other hours, market shares
are higher than 20 percent as the tine-differentiated study
submtted by the applicants shows here. Thus, market shares in
excess of 20 percent for hours other than the peak hour in the
year are not at all unexpected and are not inconsistent with a
mar ket share of 20 percent in the peak hour. Qur traditional
anal ysi s reasonably focuses on such peak periods because it
denonstrates the ability of a seller to sustain the exercise of
mar ket power. Other factors al so suggest that Menber Systens are
not likely to be able to exercise significant market power and
that the I1SOw Il be able to mtigate any market problens that
devel op. 114/

Al so, as noted by the New York Conm ssion, the Menber
Systens will continue to be required to serve their native | oad
custoners at fixed prices during the transition period as a

112/ NYSEG has entered into contracts to sell over 3,000 MW of
coal -fired generating units. ConEd is divesting 5500 MW of
capacity. N agara Mohawk has entered into agreenents to
sell over 3,500 MWof fossil and hydro capacity, and has
negoti ated agreenents to ternminate or restructure as nmany as
25 of its uneconom c purchase contracts. Central Hudson has
agreed to structural separation or divestiture of generation
on or before June 30, 2001. &R recently announced its
plans to divest all generation as a condition of its
proposed nerger with ConEd. Rochester G&E plans to create a
separate generating subsidiary that will be regul ated by the
New Yor k Conmm ssi on.

113/ See, e.q., USGen Power Services, L.P., 73 FERC f 61, 302 at
61, 844-45 (1995); Sout hern Conpany Services, Inc., 72 FERC
1 61,324 at 62,406 (1995), order on reh'qg, 74 FERC Y 61, 141
(1996).

114/ See NEPOOL |1, 85 FERC at 62, 477.
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result of retail rate settlenents. Thus, retail custoners would
be conpletely insulated fromany price increases in the | SO

adm ni stered energy market, thereby substantially reducing the

i ncentives of the Menber Systens to artificially raise energy
prices.

In addition, the existence of suppliers with margi nal costs
somewhat hi gher than the market-clearing price will help to
di scipline the market price. Menber Systens' studies did not
consider these supplies in its market share anal ysis because they
were assuned not to be in the dispatch. However, the supplies
woul d be available in the event that prices begin to rise above
the levels in the conputer-sinulated dispatch

Finally, the spot market will be adm nistered by the I SO and
supported by a regional transmssion tariff. The Menber Systens
have proposed a plan to nonitor the markets for market power and
possi bl e market design flaws. W conclude that the nonitoring
plan, with the nodifications that we suggest below, should be
adequate to detect market power in the future. To the extent
that the 1SO s nonitoring observes significant exercise of market
power, it will be able to take additional steps to mtigate the
mar ket power. Together, these factors support our approval of
mar ket - based rates for sales into the hourly spot market.

Anci |l lary Services
Description

Menmber Systens define regulation service as |oad follow ng
service provided by generation units equipped with automatic
generation control (AGC). These are called Cass A units.

Spi nning reserves are operating reserves that can be provided
within 10 mnutes. Al Cass Aunits are required to provide
spinning reserves at the SO s request. Cenerators not
controlled by the 1SO through the dispatch (Class B units) may
al so of fer spinning reserves. Non-spinning reserves are
classified as 10-m nute non-synchronous and 30-m nute reserves.
The Menber Systens provide a single analysis of the generation-
based reserves markets in New York.

The anal ysis nmethodology is simlar to that used for energy.
However, it assunmes that only New York generators wll supply
regul ati on service and spinning reserves and that transm ssion
constraints may affect supply options only with respect to the
regul ati on service market. The Menber Systens' anal ysis shows
that, of the utilities seeking market-based rates for ancillary
servi ces, four have market shares bel ow 20 percent and two have



Docket No. ER97-1523-000, et al. - 71 -

mar ket shares above 20 percent in at |east sone narkets.
Specifically, ConEd has market shares as high as 51 percent, and
Ni agara Mohawk has market shares as high as 41 percent.
Traditional HHI's |ie between 2068 and 3520.

Prot ests and Conm ssi on Response

The Menber Systens argue that the high market shares
indicated in this analysis for sonme periods and sonme products are
mtigated by the fact that the amount of capacity that is
avai lable to provide ancillary services significantly exceeds the
demands. In other words, the fact that one supplier other than
Con Ed can satisfy the full ancillary reserve requirenents
i ndependently (and another five suppliers together can fully
sati sfy demand) prevents ConEd from exercising market power in
these markets. Wth respect to Niagara Mhawk, there are three
ot her suppliers that can independently supply the ancillary
services in the west. Menber Systens add that the only service
where these results do not hold are regulation capacity in the
West where four suppliers that can offer 77 M\s; 35 MM are the
estimated requirenment. The Menber Systens al so argue that entry
is easy and suggest that Hydro Quebec and many of N agara
Mohawk' s soon-to-be restructured I PPs could conpete to provide
regul ation service in the Wst. The Menber Systens al so claim
that the 1SO nonitor can easily detect attenpts to exercise
mar ket power for regulation service by conparing regul ation
service prices between markets. For all these reasons, the New
York utilities argue that market-based rates for regul ation
service and operating reserve service is justified.

Intervenors state that, while excess capacity may be an
inportant mtigating factor in a market power analysis, it is
essentially the whole story for the various categories of
ancillary services in New York. The intervenors stress that
excess capacity, by itself, is not sufficient to allay narket
power concerns for several reasons: (1) there may be unexpected
extended forced outages; (2) total demand will grow over tine
reduci ng any excess capacity; (3) excess capacity can actually
intimdate conpetitive entry; and (4) the largest utilities may
have excess capacity in multiple constrained areas and this may
affect their market power. Intervenors conclude that the results
of the Menber Systens' own analysis clearly show that markets are
hi ghly concentrated and does not support their request for
mar ket - based rat es.

We shal |l approve the Menber Systens’ proposal to sel
ancillary services under narket-based rates. Wile the market
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shares for sone services are significant, these anal yses al so do
not reflect the divestiture of generating units. Also, the fact
that a nunber of different suppliers are capable of fully
satisfying the 1SOs needs is an inportant factor. 1In all cases,
the total potential supply of a particular type of reserve is at
| east twice the estimted requirenent, and sonetines nuch
greater. Di fferences between supply and denmand of this

magni tude are likely to deter the exercise of market power,
because no individual supplier is irreplaceable. Each supplier -
- even one with a 51 percent share of the supply -- can be

conpl etely displaced with capacity fromother suppliers in |ight
of the substantial differences between total supply and total
demand. Al so, as we have seen in California, approval of market
based rates for energy but not ancillary services can severely
distort the markets and affect supply, to the detrinent of
reliability. 115/ Finally the 1SOw Il be nonitoring the markets
for market power. |In the event that the | SO detects the exercise
of market power in these markets, it will have the obligation to
report this to the Comm ssion and recomrend appropriate steps to
mtigate the exercise of market power. This includes taking

addi tional steps that we recommend adding to the proposed
monitoring and mtigation plan. Together, these factors support
our approval of nmarket-based rates for regulation service and
operating reserves.

Install ed Capacity
Descri ption

The Menber Systens' non-hub-and-spoke anal yses for installed
capacity yield results that are in line with the results of the
hub- and- spoke anal yses we have revi ewed before. The Menber
Systens’ analysis of installed capacity indicates market shares
that are around the 20%threshold that we use as a screen. HH's
are between 1402 and 2093. The Menber Systens concl ude, based on
t hese findings, that market power is not a concern in the
install ed capacity market.

Prot ests and Conm ssi on Response

I ntervenors focus on the possibility that the 1SO nay I npose
| ocational requirenents on installed capacity requirenents that
woul d i npact the market power of |ocal generation in the sane way
t hat physical transm ssion constraints do.

115/ See AES Redondo Beach, L.L.C. et al., 83 FERC Y 61, 358,

order on reh'g, 85 FERC f 61, 123 (1998).
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We note that installed capacity is not a new product, i.e.,
it is the same product for which we have al ready approved narket
based rates for each of these Menber Systens. Wile the parties
contenplate that a market wll be designed to facilitate trading
of installed capacity, that would not appear to add narket power
concerns beyond those that have been satisfied when authority for
mar ket - based rates for bilateral trades was granted. However, we
shal | renew our market-based rate approval for this product in
this order. Because the |ISO has not yet determ ned whet her and
to what extent to inpose |ocational requirenents on installed
capacity, we are unable to draw concl usi ons about the inpact of
such requirenents on any suppliers' market power. W note,
however, that with respect to the in-city New York market, we
have al ready approved specific market mtigation neasures that
address this very concern. W shall direct that, in any filing
in which the |1 SO proposes to inpose |ocational requirenents on
installed capacity, it also address the inpacts of that
requi renent on the markets and propose mtigation nmeasures to the
ext ent necessary.

Moni t oring Proposal
Descri ption

No specific nonitoring proposal has been tendered. The
Menber Systens state that, with the support of internal staff and
an i ndependent outsider advisor, the 1SOw Il nonitor trends and
anomal ous behavi or to determ ne whet her market power is being
exercised in any of the markets. They explain that the nonitor
will also be responsible for identifying and correcting design
flaws in market rules and protocols.

They propose that the 1 SO Board of Directors will oversee
the nonitoring program and receive and di ssem nate the advisor's
reports to appropriate regulatory authorities. Reports nust be
made at |east annually and the first report is due no later than
15 nmonths fromthe start of trading. However, the Board may
i ssue additional reports if it judges that conditions warrant it.
The 1 SO and the advisor may suggest changes to market rules and
protocols and will establish sanctions that they deem appropriate
for violations. However, any changes to the market structure,
such as appropriate mtigation nmeasures, nust be nade by the
appropriate regulatory authority, not the nonitor.

VWil e no specific nonitoring proposal has been tendered for
our approval, we have identified sone areas that nust be
addressed when the nonitoring programis designed. W note that,
with respect to one of the nonitor's key functions -- data
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collection -- the proposal sets limts on what infornation the
monitor can collect and fromwhom For exanple, the Menber
Systens state that the 1SOis prohibited fromrequiring
generators to report specific cost information since it could be
commercially sensitive.

Prot ests and Conm ssi on Response

The interventions do not focus on the nonitoring proposal,
al t hough Enron states that the Menber Systens should not be able
to suggest how their own potential to exercise market power
shoul d be nonitored.

We agree that there should be an | SO nonitoring programthat
should identify both market power and market design flaws. As we
have noted in previous |1SO orders, 116/ both market power and
mar ket design flaws have the potential to interfere with the ful
benefits of a newy-fornmed SO By nonitoring for both, the New
York 1SO can quickly identify potential inpedinents to an
efficient market and take steps approved by the Comm ssion to
remedy probl ens.

The nonitoring proposal is presented as a general plan and,
therefore, our comments will be general pending the filing of and

our approval of the 1SO s specific nmonitoring plan. 1In this
regard, we find it reasonable to rely on an outside i ndependent
advisor to flesh out the details. We believe that relying on

both internal staff and an outside expert will help to provide
the expertise and the i ndependence necessary for a successful
nmonitoring program However, it is inportant to develop a
detailed plan pronptly, since our approval of market-based
pricing authority depends, in part, on adequate nonitoring. It
is also inportant that the internal staff and outside expert have
adequate resources. Therefore, we direct the 1SOto file a
detailed nmonitoring plan (including the staffing and ot her
resources devoted to nonitoring) within six nonths of this order
or the date the | SO commences operations, whichever is sooner

We also direct the 1SOto consider whether it is sufficient to
rely on a single outside advisor rather than a commttee of

i ndependent advi sors.

I n devel oping the detailed plan, we offer two observations.
First, the proposal submtted here indicates that the | SO woul d
| ook for market anonalies as part of the process of nonitoring

116/ See Pacific Gas & Electric Co., et _al., 77 FERC § 61, 265
(1996): PJM 81 FERC T 61,257 (1997): NEPOOL II, 85 FERC at
62, 479.
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for market power. W agree that market anomalies can provide an
i nportant indication of market problens, but they may not tell
the whole story. For exanple, the Menber Systens suggest that
the nonitor mght easily detect the exercise of market power for
regul ation service in the West by conparing prices in the Wst
with prices in the East (where they expect greater conpetition).
The East is the market with nost of the | oad and the constraints,
so one m ght expect conpetitive prices in the East to exceed
prices in the West virtually at all tines. This would be true
even if market power is being exercised in the West. Thus,
sinply observing that prices in the Wst are |less than those in
t he East does not necessarily indicate a | ack of market power.

Second, the nonitoring program should | ook not only for
traditional ways of exercising market power, such as w thhol di ng
capacity, but also other ways that may be unique to the
transm ssion network. For exanple, because of the conplexities
of the grid and the relationship between the generation-based
services, utilities mght find it profitable to underbid high
cost generation in sone areas of the grid in order to create
transm ssion constraints that would confer or enhance market
power of other generators in other areas.

Al so, the Comm ssion will have to balance the need for the
| SO to collect market data with concerns regardi ng commerci a
sensitivity of such data, and we wll do so at the tinme we act on
the 1SO s detail ed proposed plan. The current proposal limts
the 1SO s ability to collect coomercially sensitive data (such as
cost data fromgenerators), but it is precisely such data that
m ght indicate whether a unit wth market power woul d have the
incentive to use it. Wen the ISOfiles its proposed plan, it
shoul d address these issues. It is possible that comrercially
sensitive information could remain confidential for sonme period
of time to resolve other market participants' concerns.

Finally, the nonitor should be allowed to target its
monitoring efforts, thereby nore intensively nonitor generators
wWith certain characteristics that are nore likely to be
associated wth the exercise of market power (such as high market
shares). There is no reason why nonitoring should be uniformy
applied to all generators, as opportunities to exercise market
power are not uniformy distributed throughout the nmarket.

Mtigation Measures

Description



Docket No. ER97-1523-000, et al. - 76 -

The Menber Systens' proposal contains no details regarding
mtigation remedies that the 1SO could inplement in the event
that market power is detected through its nonitoring. It
proposes to devel op those details after it selects an outside
advi sor.

Prot ests and Conm ssi on Response

MEUA reconmends two mtigation renedies for sellers detected
wi th market power. The first is to allowthe ISOto cap the bids
of the seller at its applicable marginal cost. MEUA argues that
this cap nerely forces the seller to bid in the sane way as a
conpetitive firm (Since the cap would apply to the seller’s bid
but not its price, the seller could receive the applicable
mar ket -clearing price, even if the price exceeds the seller’s
bid.) The second renedy is to allowthe 1SOto require such a
seller to bid all generation capacity not conmmtted to produce
energy in other transactions into the | SO adm ni stered markets.
MEUA argues that these two requirenents would assure that the
sell er does not withhold capacity in order to exercise market
power .

Agai n our comments are necessarily general because, other
than the localized market mtigati on neasures al ready approved
for New York City, we have not been presented with a specific
proposal to mtigate any market power that the | SO may detect
once operations begin. MEUA has proposed two market mtigation
measures: (1) a marginal cost bidding cap that would cap a
seller’s bid at the I evel that woul d be expected froma seller
behavi ng conpetitively; and (2) the obligation to bid all spare
capacity into the 1SO adm ni stered markets. W note that the
Comm ssi on has adopted sim |l ar provisions for the New Engl and
| SO Therefore, we shall direct the SO to address MEUA' s
proposal in formulating the market nonitoring and mtigation plan
that it will file.

O her Mar ket Power |ssues

MEUA contends that the Comm ssion should not approve narket -
based rates because the Menber Systens' proposed |SO Tariff does
not satisfy the requirenents of Order No. 888 and, therefore,
will not mtigate their market power. C earinghouse expresses
simlar concerns. Qur directions in this order for changes to
the New York 1SO Tariff that will ensure conparabl e, open access
to all transm ssion users noots the intervenors' concerns in this
regard.
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Sithe contends that, to the extent that the Menber Systens
recover stranded costs fromretail |oads, they will have a
subsidy that will allow themto bid bel ow cost w thout harm
thereby creating a barrier to entry. Sithe contends that the
Commi ssi on expressed a concern in our California | SO orders that,
in such circunstances, suppliers could engage in predatory
pricing. Sithe's concerns, while valid, are premature. Menber
Systens intend to revise the |1SO proposal to inplenent retai
access. As we did with respect to the California proposal, we
shall require a clarification that the retail access program
approved by the New York Comm ssion "would not conpensate for
financial |osses resulting fromoperating generators at energy
prices below increnental costs." 117/

The Comm ssion Orders:

(A) The notions to intervene out-of-tinme in this proceeding
are hereby granted, as discussed in the body of this order.

(B) The answers in this proceeding are hereby accepted for
filing, as discussed in the body of this order.

(© The New York I ndependent System Operator Tariff is
hereby conditionally accepted for filing, to becone effective the
date the 1 SO commences operation, subject to the revisions
di scussed in the body of this order.

(D) The requests of the applicants for market-based rates
for energy, ancillary services and installed capacity sold
t hrough the markets adm ni stered by the New York | SO are hereby
accepted, subject to the conditions discussed in the body of this
order.

(E) Menber Systens are hereby directed to file revised
tariff sheets that reflect the requirenments of this order within
90 days of the date of this order

(F) Menber Systens are hereby directed to file a
transm ssion tariff that is separate fromthe rate schedul es that
govern non-transm ssion functions, wthin 90 days of the date of
this order.

(G Menber Systens are hereby directed to make a single
filing to anend the intra-Menber Systens' agreenents, as

117/ Pacific Gas & Electric Co., et al., 77 FERC § 61, 265 at
62, 093 (1996).
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di scussed in the body of this order, wthin 90 days of the date
of this order.

(H The New York SO is hereby directed to file service
agreenents for the Menber Systens,, as discussed in the body of
this order, within 30 days fromthe date the | SO comences
oper ati on.

(I') The Menmber Systens are hereby directed to provide
further justification, or revise their proposal regarding the
criteria under which an installed capacity requirenent m ght
apply to LSEs, within 90 days of the date of this order, as
di scussed in the body of this order.

(J) The New York 1SOis hereby directed to file a plan for
the installation of nmetering equi pnent, as discussed in the body
of this order, within one year fromthe date of this order.

(K) The New York 1SOis hereby directed to submt, within
15 nmonths of operation, a report on the first twelve nonths of
operation, to include: (1) an evaluation of the ancillary service
mar kets; (2) an analysis of the nmethod and possible options in
dealing with stormwatch conditions; (3) an evaluation of the use
of external suppliers of ancillary services; (4) its analysis and
recomendations for both a reconfiguration auction and a process
where parties could request a reconfiguration of its existing
TCCs; and (5) an evaluation of the auction nmechani smand any
proposed changes thereto, as discussed in the body of this order.

(L) The New York ISO after consultation with the
stakehol ders, is hereby directed to submt a report after six
nmont hs from the comencenent of operations on the feasibility and
cost of transm ssion bidding.

(M The New York 1SO is hereby directed to rel ease
i nformati on regardi ng energy, ancillary services and TCC bids to
the public after a six-nonth delay, as discussed in the body of
this order.

(N) The New York 1SOis hereby directed to file a detailed
monitoring and mtigation plan, as discussed in the body of this
order, within six nmonths of the date of this order or the date
that the |1 SO comrences operations, whichever cones sooner

(O The Menber Systens are hereby directed to submt
specific details regarding the release of TCCs associated with
Native Load at the tinme they file to revise the tariff to
i npl enent retail transm ssion services.
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(P) Pursuant to the authority contained in and subject to
the jurisdiction conferred upon the Federal Energy Regul atory
Comm ssion by section 402(a) of the Departnent of Energy
Organi zation Act and the Federal Power Act, particularly sections
205 and 206 thereof, and pursuant to the Conm ssion's Rul es of
Practice and Procedure and the regul ati ons under the Federal
Power Act (18 C.F.R Chapter |), a public hearing shall be held
concerning the justness and reasonabl eness of: (a) the divisor
used to devel op the hourly charge for the New York |1SO Tariff;
and (b) fornulas used to conpute the Transm ssion Service Charge;
(c) the nethodol ogy used to conmpute margi nal | osses and the
i nformati on made available to custonmers to allow infornmed
deci sion making (d) the criteria used to accredit generation as
meeting the installed capacity requirenent.

(Q A presiding admnistrative |aw judge, to be designated
by the Chief Adm nistrative Law Judge, shall convene a conference
to be held within approximately fifteen (15) days after the
i ssuance of this order, in a hearing roomof the Federal Energy
Regul at ory Conmi ssion, 888 First Street, N E. Washington, DC
20426. Such conference shall be held for the purpose of
establishing a procedural schedule. The presiding judge is
authorized to establish procedural dates, including a date for
t he subm ssi on of Menber Systens' case-in-chief, and to rule on
all notions (except notions to dism ss) as provided for in the
Comm ssion's Rules of Practice and Procedure.

(R} Pursuant to the authority contained in and subject to
the jurisdiction conferred upon the Federal Energy Regul atory
Comm ssion by section 402(a) of the Departnent of Energy
Organi zation Act and by the Federal Power Act, particularly
sections 205 and 206 thereof, and pursuant to the Conm ssion's
Rul es of Practice and Procedure and the regul ati ons under the
Federal Power Act (18 CF. R, Chapter 1), a public hearing shal
be held on the di spute concerning MEUA' s services under the
Menmber Systens' individual open access tariffs, as discussed in
the body of this order.

(S) The hearing ordered in Ordering Paragraph (R) above
shall be held in abeyance pending settl enent discussions between
the parties pursuant to Ordering Paragraph (U) below. The
hearing shall remain in abeyance until the Chief Adm nistrative
Law Judge determ nes that the settlenent judge procedures should
be term nated and the hearing should go forward.

(T) A presiding admnistrative |aw judge, to be designated
by the Chief Adm nistrative Law Judge, shall convene a conference
in this proceeding, to be held within approximately fifteen (15)
days after the Chief Judge determ nes as a consequence of the
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reports of the settlenment judge required under rule 603(g)(2) and
consultation with the settlenent judge under Rule 603(h), 18
CF.R 8 385.603(g)(2), (h) (1998), that the hearing ordered in
Ordering Paragraph (R) above should go forward, in a hearing room
of the Federal Energy Regul atory Conmm ssion, 888 First Street,

N. E., Washington, D.C. 20426. Such conference shall be held for
t he purpose of establishing a procedural schedule. The presiding
judge is authorized to establish procedural dates, and to rule on
all notions (except notions to dism ss) as provided in the

Comm ssion's Rules of Practice and Procedure.

(U) Pursuant to Rule 603 of the Comm ssion's Rul es of
Practice and Procedure, 18 C.F.R 8§ 385.603 (1998), the Chief
Adm ni strative Law Judge is hereby directed to appoint a
settlenment judge in this proceeding within approximtely fifteen
(15) days of the date if the issuance of this order. To the
extent consistent with this order, the designated settl enent
judge shall have all powers and duties enunerated in Rule 603 and
shall convene an initial settlenent conference as soon as
practicabl e.

By the Conmm ssion.

( SEAL)

David P. Boergers,
Secretary.
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Appendi x A

Mbtions To Intervene and Notices of Intervention
in Docket No. ER97-4234-000

Aqui | a Power Corp. *

At hens Cenerati ng Conpany

Cal Energy Conpany, |nc.

City of OGswego, New York

Coalition for a Conpetitive Electric Market
Cogen Technol ogi es Linden Venture, LP
Constel | ati on Power Source

Consuners Ener gy Conpany

Coral Power, LLC *

Edi son Electric Institute

El ectric C earinghouse, Inc.

El ectric Power Supply Associ ation
Energetix, Inc. *

Energy Marketers Coalition *

Engage Energy US, L.P

Hydr o- Québec

| ndeck Energy Services, Inc.

| ndependent Power Producers of New York
L&E Power, Inc.

Long | sl and Power Authority

Mul tiple Intervenors

Muni ci pal Electric Uilities Association of New York State
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New York City Departnent of Law

New Yor k Public Service Conm ssion

New York State Consuner Protection Board
New York State Departnent of Econom c Devel opnent
Northeast Utilities Service Conpany

NYPA | ndustrial Intervenors

Plum Street Energy Marketing, Inc. *

Proj ect for Sustainable FERC Energy Policy
Public Service Electric and Gas Conpany
SEF Power Corp. *

Sel kirk Cogen Partners, L.P. *

Si t he/ I ndependence Power Partners, L.P
Starrett Cty, Inc. *

Suffol k County El ectrical Agency

U. S. CGenerating Conpany

US Gen Power Services, L.P

W lians Energy Services Conpany

* Mbtion to intervene out-of-tine.



