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          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2                 CHAIRPERSON GENNARO: Welcome. Good

          3  afternoon. Thank you very much for coming to our

          4  little hearing here. Complicated subject matter

          5  today, so. I'm a College Professor at Queens

          6  College. Maybe I'll give myself a couple of credits

          7  or something after like sitting through and after

          8  learning so much about this complicated subject.

          9                 Good afternoon. I'm Council Member

         10  Jim Gennaro, the Chair of this Committee, and I

         11  would like to welcome you to this hearing.

         12                 Today we'll hear testimony regarding

         13  Independent System Operators' proposed plan to adopt

         14  a market demand curve for its wholesale markets for

         15  capacity. Although this issue is a complicated one,

         16  it is nonetheless one that certainly deserves our

         17  attention due to the potential fiscal,

         18  environmental, and electric supply reliability

         19  issues surrounding it.

         20                 I'm doing this opening statement

         21  without the benefit of my reading glasses, so this

         22  is another adventure that we have here.

         23                 The ISO Board adopted the proposal on

         24  March 18th, which is currently being reviewed by

         25  FERC. ISO's proposal would alter the current design
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          2  capacity, will alter the current design of the

          3  capacity market. The New York Reliability Council,

          4  which is a not-for-profit entity, whose mission is

          5  to promote and preserve the reliability of electric

          6  service in the New York State Power System, requires

          7  that electric generators in the state maintain

          8  capacity in excess of demand.

          9                 Currently, this requirement is 118%

         10  of the State's peak load. To further ensure

         11  reliability in our area, New York City is required

         12  to produce 80% of its peak electric load level

         13  within the city limits.

         14                 Basically, the proposed Market Demand

         15  Curve would assign a value to capacity above the

         16  reliability requirement. The ISO and others

         17  supported the Market Demand Curve Proposal, believed

         18  that the implementation of this Curve will result in

         19  decreased volatility in the capacity market and

         20  increase the electric generation.

         21                 Opponents of the ISO's Proposal,

         22  however, contend, among other things, that the

         23  implementation of this Proposal will not necessarily

         24  result in increased capacity but that it will result

         25  in increased cost to consumers and potentially
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          2  negative environmental consequences, since less

          3  efficient, more polluting power plants would be more

          4  likely to remain on line.

          5                 Today we'll hear from witnesses who

          6  represent both sides of this issue.

          7                 The issue of energy supply is a

          8  critical one for the residents of New York City. We

          9  rely on energy in countless ways throughout our day,

         10  from transporting us to work on the subways to

         11  keeping us cool in hot weather.

         12                 It is widely held that New York City

         13  will hit increased capacity to keep up with the

         14  projected demand over the next several years.

         15  However, in this time of economic instability,

         16  rising costs are also a concern for all New Yorkers.

         17  In addition, the pollution that is emitted by older

         18  power plants is a very significant problem in our

         19  city. We suffer through the highest asthma rates in

         20  the country.

         21                 As you can see, the ISO's Proposal

         22  and it's potential impacts in these and other areas

         23  are important issues for this Committee to address.

         24  I'll now call our first witness, the Public Service

         25  Commission of the State of New York, Mr. Mark
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          2  Reeder. Reeder? Am I saying that right? Okay, and

          3  Mr. Raj Adipali (phonetic). Am I saying that right?

          4  Okay, terrific. And I thank you very much for

          5  joining us today and look forward to hear your

          6  views.

          7                 We're also joined by Councilman

          8  Oliver Koppell of the Bronx. We have in this

          9  Committee, we ordinarily swear in our witnesses, so

         10  I'll ask Counsel to the Committee to give the oath

         11  to each witness, after which you could state your

         12  name for the record and proceed with your good

         13  testimony.

         14                 Thank you very much for coming once

         15  again.

         16                 Donna.

         17                 COUNSEL DECOSTANZO: Please raise your

         18  right hand.

         19                 In the testimony you are about to

         20  give, do you swear or affirm to tell the truth, the

         21  whole truth, and nothing but the truth?

         22                 COMMISSIONER REEDER: Yes.

         23                 MR. ADIPALI: Yes.

         24                 COUNSEL DECOSTANZO: Thank you.

         25                 CHAIRPERSON GENNARO: Thank you very
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          2  much.

          3                 Please state your name for the

          4  record, and proceed with your testimony.

          5                 Is there anything in my opening

          6  statement that you or anyone else in the audience

          7  wishes to challenge, then please feel free to do so.

          8  We want an open exchange here, so thank you very

          9  much.

         10                 MR. REEDER: My name is Mark Reeder.

         11  I'm Chief of Regulatory Economics at the New York

         12  State Department of Public Service.

         13                 The Department of Public Service acts

         14  as the Staff for the New York Public Service

         15  Commission.

         16                 Good afternoon, Chairman Gennaro and

         17  members of the Committee. Thank you for inviting the

         18  Staff of the New York Public Service Commission to

         19  offer it's views on the proposed changes to the

         20  Installed Capacity Market administered by the New

         21  York Independent System Operator.

         22                 I will limit my comments to a

         23  discussion of one, the reasons why improved rules

         24  for the capacity market are needed. And two, the

         25  beneficial characteristics of the Demand Curve

                                                            8

          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2  approach.

          3                 At the outset of the move to

          4  competitive wholesale electric markets, policy

          5  makers decided to retain the administrative rules

          6  governing generation capacity that ensured that the

          7  existing level of reliability would be maintained.

          8  An alternative choice could have been to end such

          9  rules and allow the market to seek its own natural

         10  reliability level. This option was rejected largely

         11  because of determination that we require a highly

         12  reliable electric system, and that it was too great

         13  a risk at that embryonic stage of the transition

         14  toward competition to turn such an important feature

         15  of the electric industry over to the marketplace.

         16                 The existing capacity market rules

         17  represent the way in which it was decided that the

         18  reliability standards be accomplished as part of a

         19  market-based system.

         20                 Let me just mention if you're looking

         21  at my written comments here. I brought copies of

         22  written comments, but they're significantly longer

         23  than the time allotted, so I'm just doing a piece of

         24  that.

         25                 CHAIRPERSON GENNARO: Thank you.
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          2                 COUNCIL MEMBER KOPPELL: Let me say,

          3  Mr. Chairman, I wish others had the same foresight.

          4                 MR. REEDER: Okay, let's see. As part

          5  of these rules, each load- serving entity is

          6  required to acquire the rights to an amount of

          7  installed generation capacity that equals the load

          8  serving entity's load at the time of the electric

          9  system's peak plus an 18% reserve. Load- serving

         10  entities that fail to do so are subject to a large

         11  financial penalty.

         12                 In theory, this type of rule will

         13  produce extremely high capacity prices during a year

         14  when generating capacity levels are short of 18%

         15  reserve margin. Conversely, it will produce

         16  extremely low prices in a year in which the system

         17  has excess generating capacity.

         18                 That's the theory. In practice, this

         19  pattern has emerged. Prices were very high Upstate

         20  for the only month in which a capacity shortage

         21  occurred, and had been very low for most of the

         22  months in which an excess has existed.

         23                 While it is normal for prices to move

         24  up and down with changes in supply and demand, an

         25  existing capacity market, even changes as small as
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          2  5% of available capacity can produce dramatic

          3  swings, a price spike or a price that crashes to

          4  near zero levels.

          5                 This boom or bust feature harms

          6  consumers both directly and indirectly. The direct

          7  harm happens via the price spikes that occur during

          8  a deficiency.

          9                 Furthermore, the high degree of

         10  sensitivity of the market's price to supply changes,

         11  makes the market vulnerable to price spikes that are

         12  caused by supplier market power.

         13                 Whenever the electric system has

         14  enough capacity, but only barely enough, a large

         15  supplier can withhold some of it's supply from the

         16  market and induce an artificial capacity shortage,

         17  and it's concomitant price spike. The exposure of

         18  consumers to such price spikes is a continuing

         19  concern about the existing market design.

         20                 The indirect harm that can befall

         21  consumers from an existing capacity market design is

         22  a long- run concern that the monies that flow from

         23  the capacity market to generators over time will be

         24  characterized by such a large degree of volatility

         25  that they will count for little in the financial
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          2  calculus of potential new developers.

          3                 If suppliers of investment capital

          4  heavily discount these volatile capacity payments,

          5  consumers will end up paying a lot of money over

          6  time, but getting little benefit from their payments

          7  in terms of new, needed supply.

          8                 And now I'm going to describe how the

          9  proposed Demand Curve approach fixes these problems

         10  that I just discussed. The proposal to replace the

         11  current rules with a Demand Curve approach-

         12                 CHAIRPERSON GENNARO: Tell me what

         13  section in your statement.

         14                 MR. REEDER: Oh, it's on page five.

         15                 CHAIRPERSON GENNARO: I'm on page

         16  five, yeah.

         17                 MR. REEDER: The proposal to replace

         18  the current rules with a Demand Curve approach was

         19  motivated primarily by two goals:

         20                 1) to provide protection to consumers

         21  from market power and the capacity price spikes that

         22  market power creates; and

         23                 2) to provide a stream of capacity

         24  payments to potential new generation entrants that

         25  is more stable over time and therefore, more
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          2  bankable than the current approach.

          3                 According to the Demand Curve

          4  proposal, the capacity payments made to generators

          5  are at a given price when capacity reserves equal

          6  the required 18 percent, at a moderately lower price

          7  when reserves are somewhat above 18 percent, and at

          8  a moderately higher price when reserves are somewhat

          9  below 18%. I might have said below instead of above

         10  for the first part.

         11                 In New York City, the equivalent

         12  number is the 80 percent rule, the amount of

         13  capacity that an LSC (phonetic) must procure from

         14  the City.

         15                 The key word in the sentence I had

         16  said earlier is "moderately" because, unlike the

         17  tendency of the existing approach to produce prices

         18  that either crash or skyrocket in response to

         19  changes in the demand/supply balance, the Demand

         20  Curve approach produces prices that respond much

         21  more moderately to such changes.

         22                 Under the Demand Curve approach,

         23  prices rise and fall with changes in supply and

         24  demand, as all prices should. They just do so in a

         25  relatively gradual way. If enoug excess supply is
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          2  prevalent, the Demand Curve approach yields capacity

          3  market prices that fall all the way to zero.

          4                 The Demand Curve approach

          5  accomplishes the two goals that it was designed to

          6  achieve:

          7                 First, it will significantly reduce

          8  the ability of generators to exercise market power

          9  to drive up capacity prices.

         10                 Second, the Demand Curve will yield

         11  capacity prices over time that avoid the extreme

         12  highs and lows that characterize the current rules;

         13  rather, capacity prices will likely be much more

         14  stable.

         15                 This makes the expected multi- year

         16  stream of capacity revenues more valuable to

         17  suppliers of capital for new generation. As such,

         18  the amount of capacity that is needed to assure

         19  reliability can be obtained at a lower total cost to

         20  consumers.

         21                 Once again, I want to thank you for

         22  the opportunity to testify before the Committee

         23  today. I would be happy to answer questions relating

         24  to this issue.

         25                 CHAIRPERSON GENNARO: Thank you, Mr.
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          2  Reeder. I would also like to point out that we were

          3  joined briefly by Council Member Serrano, who is a

          4  member of the Committee, who is chairing a hearing

          5  next door, I believe, and Council Member Vallone

          6  from Queens, a well- known Council Member to the New

          7  York State ISO.

          8                 And let me just ask you a question on

          9  a couple of things. On your statement, you made

         10  reference to suppliers holding back capacity and

         11  artificially raising; can you just go with that, or

         12  can you just describe that phenomenon for me?

         13                 MR. REEDER: Yes, a supplier can make

         14  an attempt to drive the price to a higher level by

         15  withholding some supply to make the market tighter.

         16  This is the general phenomenon. This could happen in

         17  steel or any other product.

         18                 CHAIRPERSON GENNARO: Withholding

         19  supply meaning actual electricity or --

         20                 MR. REEDER: Well, in the context of

         21  supply I'm talking about capacity.

         22                 CHAIRPERSON GENNARO: I noticed a

         23  difference and I'm trying to figure out like what

         24  the behavior is here?

         25                 What are you actually holding back?
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          2  Are you holding back electricity?

          3                 Are you holding back electrons?

          4                 Are you indicating that they have

          5  like less reserve capacity than they actually do

          6  have?

          7                 MR. REEDER: They would be either

          8  indicating, or one way of doing it is to indicate

          9  they have less capacity than they really have.

         10  Another way --

         11                 CHAIRPERSON GENNARO: Would that be to

         12  say that they have 118 and they're not saying they

         13  have any more than that?

         14                 MR. REEDER: That's right. I'll give

         15  an example of that. Let's say you were a 200

         16  megawatt generator. You could claim that the

         17  generator was partially broken and was only good for

         18  150 megawatts for the next two years, for example,

         19  while you were fixing a part or something. And so in

         20  doing that, so I'll use this example. If you go from

         21  200 megawats to 150, it tightens the market a little

         22  bit and drives the price up.

         23                 Now, for this kind of strategy to

         24  work, the amount the price goes up has to have a

         25  more important positive impact on your profits than
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          2  the loss of the 50 megawatts that you withheld

          3  reduces your profits. So when you withhold

          4  something, the back withholding, you lose profits

          5  for the stuff that you're not now selling. So this

          6  kind of strategy is profitable only to the extent.

          7                 Withholding can drive the price up

          8  significantly because you've got to make enough

          9  money on the product that remains on the market to

         10  offset it.

         11                 So they key to this working is if

         12  your act of withholding does in fact drive the price

         13  up significantly.

         14                 CHAIRPERSON GENNARO: It doesn't

         15  likely though. It seems like kind of a contrived

         16  thing to do.

         17                 And I know that because I'm looking

         18  for reasons as to why this whole market Demand Curve

         19  is a good idea. And that's one of the things that it

         20  would be good for. It would help to sort of squelch

         21  this practice, so to speak.

         22                 MR. REEDER: Yes, it would reduce the

         23  motivation for a supplier to do that because it

         24  would reduce the profitability of an attempt to do

         25  that.
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          2                 CHAIRPERSON GENNARO: Right. Is this

          3  the kind of thing that happens a lot, that suppliers

          4  behave in this way?

          5                 And aren't they kind of like

          6  miscreants for doing so, or am I not, wouldn't that

          7  be fair to say?

          8                 MR. REEDER: Well, it's quite

          9  contraversial in terms of whether generators do that

         10  and what kind of bad behavior it is. Generally, it

         11  can be thought of as bad behavior that's

         12  anticompetitive behavior. And, but there's ways that

         13  one might do that or, let me just put it this way.

         14  The Federal Energy Regulatory Commission and

         15  certainly the New York Public Service Commission

         16  believe it's real important to have protections and

         17  try to design rules that minimize the potential for

         18  that kind of thing.

         19                 CHAIRPERSON GENNARO: Right, but at

         20  the expense of homeowners, and so to saddle

         21  consumers with higher electric costs in order to

         22  devise a system that's going to keep certain

         23  entities in line when they shouldn't be out of line

         24  in the first place. I just want to explore that area

         25  a little bit, but I don't want to belabor it.
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          2                 Also, it's my understanding that the

          3  whole market Demand Curve is something which is, you

          4  know, getting a lot of attention. In many quarters

          5  there's sort of like a regional group of ISOs which

          6  are taking a look at this, and FERC in general is

          7  taking a look at this. And it's my understanding

          8  that no entity today, neither FERC or the group of

          9  ISOs that are looking at this market Demand Curve

         10  have sort of jumped in that they haven't made the

         11  determination that what we're attempting to do here.

         12                 In other words, we're all confronting

         13  the same issue, and there's a group of ISOs which

         14  are collective, as I understand it, looking at this.

         15                 And FERC in general is looking at it,

         16  so we would be sort of like the first to move on

         17  this. And if FERC is sort of unsure that this is

         18  really such a good idea and the group of ISOs, I

         19  guess in this part of the country who also feel that

         20  it's perhaps premature or whatever. And what gives

         21  New York State the confidence that this is the

         22  solution and now is the time to do it.

         23                 MR. REEDER: We see potential capacity

         24  shortages on the horizon. We've had some close calls

         25  up to now, and we've analyzed this market and seen
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          2  the problems that it has produced. And we think it's

          3  important to try to fix that market before some real

          4  problem emerge. And so we think coming in with this

          5  new design is the best way that we know to prepare

          6  us for the future and to be ready to have the market

          7  to work as good as it can.

          8                 CHAIRPERSON GENNARO: Do you have any

          9  sense of what the Public Service Commission believes

         10  are going to be the rate impacts in terms of what

         11  the retail consumers would pay in higher rates for

         12  their power. I heard two percent or two and a half

         13  percent. I don't know, what's your sense of that?

         14                 MR. REEDER: The rate impacts we've

         15  estimated. We've done it a couple of different ways.

         16  Let me just explain. One way of doing it is you look

         17  at what you think the rate will be compared to say

         18  last year, and if our best prediction is that in the

         19  near term and one year, maybe two years, that the

         20  impact will be on average about one and a half

         21  percent. But the impact on the consumers, the bottom

         22  line depends on what kind of rate plan they have

         23  from their local utility.

         24                 So some consumers are protected by

         25  rate freezes and won't see any impact. Others could
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          2  see-, who have no protection could see as high as a

          3  three percent rate impact, and on average about one

          4  and a half percent. Now, that's in comparing to last

          5  year.

          6                 Perhaps a better or more valid way to

          7  look at it is to ask the question, what will the

          8  rate be under a Demand Curve approach, compared to

          9  what it would be if we retained the status quo. And

         10  that's a very difficult comparison because of the

         11  status quo and how it works. I mentioned in my

         12  prepared remarks that when there is a shortage,

         13  under the status quo, the price goes very, very

         14  high. And so one of the Demand Curve's real

         15  advantage is that if there's a shortage, the Demand

         16  Curve produces higher prices, but it's moderated.

         17  The status quo, if there's a shortage would produce

         18  a very high number.

         19                 And so under the scenario where we

         20  end up with a shortage, either New York City, Long

         21  Island or in the state as a whole, the Demand Curve

         22  would produce lower numbers.

         23                 So I like to think of the zero to

         24  three percent range for short term impacts as you

         25  think of it as an insurance payment against this
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          2  other scenario where you have a shortage, where you

          3  have much higher impacts under the existing system.

          4                 I only mentioned that's the short-

          5  term impacts. In terms of the longer term impacts,

          6  this is one of the real drivers of why we are

          7  proposing the Demand Curve, because in the long run,

          8  we believe the feature of the Demand Curve that

          9  produces less volatile prices will make it less

         10  costly for new entrants, new developers of

         11  generation, to finance their projects and to build

         12  them. And so that could produce cost savings and

         13  consumer benefits in the longer run.

         14                 CHAIRPERSON GENNARO: That's your

         15  hunch. That's your hunch. You hope that it's going

         16  to do that. Are there any kind of empirical analyses

         17  which sort of show that. And if I could just sort of

         18  add onto that also another -- hold that question for

         19  a second.

         20                 And also this Demand Curve, this was

         21  proposed by the Public Service Commission, right?

         22                 Or who was the driver behind this?

         23  Was it Public Service Commission or the ISO that

         24  kind of conceived of this. I know the ISO had a vote

         25  on it.
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          2                 MR. REEDER: We were the first ones to

          3  propose it.

          4                 CHAIRPERSON GENNARO: Okay, so it was

          5  the Public Service Commission's proposal and it had

          6  to go through the ISO, course for a vote and all

          7  that.

          8                 MR. REEDER: That's correct. And the

          9  way the ISO process works, someone starts off a

         10  process then others can --

         11                 CHAIRPERSON GENNARO: Sure, but you

         12  know, but the genesis of it was what the PSC, right.

         13  And to go back to my other question of you had

         14  expressed the hope that once implemented, this would

         15  lead to more favorable economics for the financing

         16  of power plants.

         17                 Being that this hasn't been done

         18  elsewhere, is there anything other than the PSC's

         19  own assessment that -- is there anything other than

         20  that assessment that leads you to believe that it's

         21  going to have that effect and make plants more

         22  economic and more financable and all that?

         23                 MR. REEDER: Well, I don't think

         24  anyone can predict the future and know for certain

         25  what's going to happen. It just follows standard
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          2  financing logic that a less uncertain revenue stream

          3  would receive a lower discount rate, and therefore,

          4  be less costly to finance.

          5                 CHAIRPERSON GENNARO: That also kind

          6  of begs the question of why other places haven't

          7  jumped to do this if it was so compelling, that this

          8  really was going to produce that result, we'd see

          9  new market Demand Curves, I guess be implemented,

         10  and other ISOs in other areas, and FERC wouldn't be

         11  scratching its head right now and the other ISOs

         12  wouldn't be scratching their head. They'd be

         13  thinking like we're going to walk down this road.

         14  But we're walking down this and no one is really

         15  holding our hand here.

         16                 I mean, at least in this area of the

         17  country, is my understanding, unless I'm wrong on

         18  that.

         19                 I mean, we're going forward where

         20  other ISOs in the area and FERC itself hasn't

         21  determined that this -- they're looking at it but

         22  they haven't done it. Unless am I misstating that?

         23                 MR. REEDER: You're correct. We're the

         24  first ones to move forward with this. I guess in my

         25  view it's probably because this whole industry is
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          2  very new with the deregulation, and so there hasn't

          3  been a lot of opportunities for others perhaps to be

          4  ahead of us on this. As you mentioned, we have

          5  shared this with other ISOs -- Right -- and other

          6  entities, and they're pretty interested in it.

          7                 CHAIRPERSON GENNARO: They're pretty

          8  interested, but it certainly would give more

          9  comfort, perhaps, to people on this side of the

         10  table to know that this was a little more tried and

         11  true solution, and that we weren't blazing the path

         12  first, so to speak.

         13                 And because rate increases of two or

         14  three percent on consumers certainly is not an

         15  inconsequential amount with everything else that's

         16  been going on economically here in New York City.

         17                 So certainly, we're concerned that

         18  any kind of jump we take that's going to result in

         19  higher electric rates for our consumer, be they

         20  residential or industrial, have pretty close to a

         21  guaranteed result of a very, very good outcome. And

         22  one other concern that I get would be -- I would

         23  like to point out that we're joined by Councilman

         24  Lopez as well.

         25                 The prospect of the Demand Curve,
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          2  creating perhaps more favorable economics for the

          3  continued existence of the older Preclean Air Act

          4  Power Plants and what kind of an impact it may have

          5  on these plants' continued viability at a time when

          6  we're looking to see at the earliest possible time

          7  the economics for those plants give way to the

          8  economics of newer plants being brought on line.

          9                 Just displace the older power with

         10  cleaner, newer, more efficient power.

         11                 MR. REEDER: One thing I think is very

         12  good in that regard about the Demand Curve is that-

         13  (phone ringing) Should I keep going?

         14                 CHAIRPERSON GENNARO: Yes, I just had

         15  to answer. We talk all the time.

         16                 MR. REEDER: It was the phone ringing,

         17  I wasn't sure maybe it was a conference call or

         18  something.

         19                 CHAIRPERSON GENNARO: No, no, I'm all

         20  yours.

         21                 MR. REEDER: To the extent this works,

         22  as we look forward to it to work, as I said, it

         23  makes it easier for new plants to finance and to get

         24  built, and the process of new, clean plants coming

         25  in and old plants going out is the dominant process
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          2  that would probably lead to the dirty plants'

          3  closing. And so by facilitating the rules to make

          4  them work better with regard to new plants coming

          5  in, that should help.

          6                 CHAIRPERSON GENNARO: Okay. Go ahead.

          7                 COUNCIL MEMBER LOPEZ: Here's some

          8  questions about consolidation or history and the

          9  increase of need and at the same time this new

         10  situation that is developing. And the Commission

         11  authorized that consolidation of power in my

         12  community of two plants were there. And I'm trying

         13  to comprehend, and the reason I wanted to come to

         14  this hearing is precisely the issue that you brought

         15  to the attention of the Council is critically and

         16  connected to this question of consolidation.

         17                 So power plants, and not have

         18  sufficient power plants to produce electricity that

         19  we need. That is something that I want to give you

         20  mindful of and to be aware as the Chair of the

         21  Committee, that in my District, two plants had

         22  consolidated. One used to be on 38th Street. It was

         23  transferred to 14th Street. The Commission approved

         24  that transfer.

         25                 We had to go to court in my community
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          2  to win and also to force Con Edison to operate that

          3  plant in a different fashion because it was too

          4  pollute in an area more than any other one. And at

          5  the end of the day, one of the things that we argue

          6  was that this permit should not have been given

          7  because the city did not have enough suppliers of

          8  electricty for our city. And here we are in a

          9  hearing talking about this again.

         10                 CHAIRPERSON GENNARO: I guess it's

         11  somewhat related in that the topic here is power, of

         12  course. But in speaking to specifically here is to

         13  take a step with the implementation of this concept

         14  called the Market Demand Curve, which is going to

         15  have an impact on rate payers, but it also

         16  purportedly is going to create more, although I'm

         17  not speaking as an advocate of it. It purportedly

         18  would create more favorable economics for the

         19  building of additional power plants.

         20                 And some of the power plants that we

         21  see and that are trying to come on and are having

         22  difficulty getting financing, you know, and being

         23  able to be built because of the unfavorable

         24  economics, and this would purportedly help in this

         25  process, although people like myself and others have
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          2  yet to be convinced of that.

          3            We're going to be hearing from people

          4  today, including the representative of the Mayor and

          5  other entities that think this proposal is a bad

          6  idea. So I am in favor of strategies that would lead

          7  to plants being able to get financing and to bring

          8  more capacity on line and be able to shut down some

          9  of the older dirtier capacity, because nobody wants

         10  the old capacity.

         11                 We want the new capacity and not the

         12  old capacity. And so this is a kind of a proposal to

         13  move some pieces around the economic chessboard to

         14  see if we can create more favorable conditions. I'm

         15  not convinced that this move would do that, and this

         16  is sort of the purpose for this hearing today

         17  because there's some very compelling witnesses on

         18  the other side who are going to speak to how this is

         19  not going to create more favorable economics for

         20  power plants to be financed, may create more

         21  powerful, better profits for people in the power

         22  industry and higher rates for people who purchase

         23  electricity, that wouldn't be a good outcome, and so

         24  as always, if any kind of whatever you want to bring

         25  to the table here today to ask of witnesses, to the
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          2  extent that it relates to the Market Demand Curve.

          3                 COUNCIL MEMBER LOPEZ: I don't want to

          4  be confused in any way in the way that I'm speaking

          5  about this or to confuse you. I understand what the

          6  subject. I only gave you the history.

          7                 CHAIRPERSON GENNARO:  Yes.

          8                 COUNCIL MEMBER LOPEZ: In order for

          9  you to understand from where I'm coming, because I

         10  continue to be puzzled by the Commission in the

         11  approval of closing some plants, then coming back to

         12  also tell us that we need more plants.

         13                 CHAIRPERSON GENNARO: Right.

         14  Consolidations of plants, but we need more plants.

         15  The high increases on the prices, that happened

         16  before the plants were consolidated in my District.

         17  And that's the reason this is in point. I understand

         18  what the subject is.

         19                 CHAIRPERSON GENNARO: Okay, are you

         20  asking permission to ask him a question on this

         21  issue?

         22                 COUNCIL MEMBER LOPEZ: Yes.  I just

         23  want, because I am not personally as educated as you

         24  are of this issue of the Curve Demand. That part I

         25  am very ignorant about it. But it's connected to the
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          2  question of how the Commission proceeds --

          3                 CHAIRPERSON GENNARO: I'd be happy --

          4                 COUNCIL MEMBER LOPEZ: -- To close,

          5  open, allow increase, don't allow increases. I mean,

          6  this is like a ping pong board game.

          7                 CHAIRPERSON GENNARO: Let me say this,

          8  we have a lot of people who have yet to testify on

          9  this issue. I don't want to take up too much of

         10  their time, but I'd happy to give you a little bit

         11  of latitude to ask the witness a question that's not

         12  necessarily completely on point on the Demand Curve.

         13  But he's sitting right here, and take your best

         14  shot. We just can't go on for a long time.

         15                 COUNCIL MEMBER LOPEZ: I am not

         16  interested in knowing about the rationale, the

         17  conditions, or the manner in which the Commission

         18  gets to the point in which they agree to allow a

         19  consolidation of the plant in the order. That's not

         20  my question.

         21                 But, my concern is how I see the

         22  Commission authorizing consolidations of plants,

         23  closing some plants. But in the same breath we hear

         24  that new plants have to be built. We hear that new

         25  communities have to swallow these new plants that

                                                            31

          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2  are coming.

          3                 But meanwhile in my District, I give

          4  that as an example. We have two plants. The

          5  community was not asking to close either one of

          6  them. The communit was asking to clean them. The

          7  community would like to see them function better.

          8  But then at the end of the day, through the process

          9  that went to the Commission hearings, one is

         10  authorized to close, to transfer the power of that

         11  one to the one on 14th Street.

         12                 And since these authorizations has

         13  gone down, we continue to see the demand increase,

         14  the increase on the price. And we continue to see no

         15  announcement that we need to open new plants, build

         16  new plants, in order to fulfill and be able to

         17  comply with the demand that is happening. And I'm

         18  not talking even about what happened last summer.

         19  With the explosions that happened in my District on

         20  14th Street three times.

         21                 One of those explosions I'm still

         22  asking for explanations of what it was about. And

         23  still today we are going through the headaches and

         24  the inconvenience. And the environmental effect that

         25  he have this plant on 14th Street but we don't have
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          2  enough plants to provide the electricity we need.

          3                 Then my concern about this question

          4  of the Demand Curve is how that is going to affect

          5  the production of more plants to be built?

          6                 Are we having more or are we having

          7  less?

          8                 The Commission is going to continue

          9  closing plants?

         10                 Are you going to take a look at not

         11  doing that until you come to a conclusion of what we

         12  really need?

         13                 MR. REEDER: I think we do envision

         14  that there is a process like in many other

         15  industries of new technologies, new state- of- the-

         16  art plants coming in and being added. And also

         17  having old, aging, perhaps dirty plants close. And

         18  that's a natural process of virtually all markets.

         19  And so we're relying on that process to take place,

         20  and if some of that happens, it's something that

         21  naturally occurs in most markets and probably makes

         22  sense for electric generators as well.

         23                 I'm not well- versed in the

         24  particulars of the two plants you're talking about.

         25  I'm familiar a little bit with it, but I didn't work
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          2  on that case and I didn't know the details of that.

          3                 COUNCIL MEMBER LOPEZ: Just so you do

          4  know, I don't want comments on those two plants, in

          5  all honesty. It's that I am confused about the

          6  policies of the Commission. I'm really, truly very

          7  confused. When you authorized closing and then you

          8  authorized consolidation. When I hear that you need

          9  expansion of new plants, when I hear that we don't

         10  have enough supply, when I hear that the prices

         11  continue to go up because we don't have enough.

         12  These things are so confusing and so contradictory

         13  of each other that I cannot make sense of it.

         14                 CHAIRPERSON GENNARO: Margarita, if I

         15  could, this gentleman is from the Office of

         16  Regulatory Economics and I guess they take a very

         17  global view in trying to create more favorable

         18  economic conditions that will lead to the kinds of

         19  benefits and the kind of clarity that you seek. But

         20  I guess in any kind of individual decision or ruling

         21  or rendering that's made in this plant or that plant

         22  or that plant, that's kind of like at the micro

         23  level.

         24                 And I think that this gentleman's

         25  role is more sort of global, economic, strategic.

                                                            34

          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2  And I think the purpose of the hearing today is

          3  they're trying to put forward this. They're going to

          4  try to explain, and other people will have something

          5  to say on this, where they could explain this whole

          6  Market Demand Curve, then we can determine for

          7  ourselves whether this proposal or this plan is

          8  going to lead to the benefits that you and I both

          9  seek. So I'm not quite sure that he's the right guy

         10  for getting to the micro issues of Plant A, Plant B.

         11  This is more so like a global.

         12                 COUNCIL MEMBER LOPEZ: I understand

         13  that, and that's the reason I said. I don't want to

         14  talk about a particular plant here and there. Even

         15  if it's 20 plants, even if it's 50 plants that we're

         16  talking about closing. That's not what I want to

         17  understand.

         18                 What I want to understand is that

         19  policy that gets set in place in connection to this

         20  global economy, where decisions are made of closing

         21  plants, while at the same time we need more plants.

         22  Then somebody needs to explain this to me because

         23  the locations of some of the plants, and this is

         24  where I have the problem.

         25                 CHAIRPERSON GENNARO: Our next witness
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          2  is from the Administration, has all of I think a

          3  very good grasp of all of the details of specific

          4  energy decisions that have gone on in New York City.

          5  He might be a better candidate for you getting

          6  there.

          7                 COUNCIL MEMBER LOPEZ: I'll follow

          8  your lead on that.

          9                 CHAIRPERSON GENNARO: Okay, thank you.

         10                 We're joined by Councilman Jennings

         11  from Queens, and I recognize Councilman Vallone has

         12  questions, to be followed by Councilman Koppell who

         13  has questions.

         14                 COUNCIL MEMBER JENNINGS:

         15  Unfortunately, I'm not able to participate in this

         16  hearing in as meaningful way as I had hoped when you

         17  told me about it because of some concerns in my

         18  District, which I have to head back to, but I

         19  commend you for having this very important topic.

         20  But while Mr. Reeder is here, I just wanted to say

         21  one thing. Obviously, your mission, ISO's mission is

         22  to ensure a safe distribution of power.

         23                 I'm going to read very quickly from a

         24  report prepared, I guess, by Donna DeCostanza, in

         25  which she did an excellent job on as always. And
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          2  also Richard Col¢n had a great hand in preparing

          3  that report as well. He actually prepared most of

          4  the report, and I thank both the staff for their

          5  diligent efforts. Thank you, Councilman.

          6                 COUNCIL MEMBER VALLONE: I'll have to

          7  second you on that. A total of nine plants have been

          8  approved pursuant to Article 10. Four of the nine

          9  are located in New York City. The four are Astoria

         10  Energy in Astoria, East River Powering Project,

         11  Palletti Expansion in Astoria, and Ravenswood in

         12  Astoria. Three of those four are blocks from my

         13  office, while the fourth is directly across the East

         14  River.

         15                 There is no definition of safe. Off

         16  there, that wouldn't count as putting the entire

         17  burden of the City on my neighborhood. And I've

         18  asked this before and I'm going to bring it up every

         19  time I see somebody from the state that this needs

         20  to be rectified immediately.

         21                 It's hard for any of us here to

         22  envision that anyone and all is acting in the best

         23  interests of New York City when this type of

         24  egregious disparity exists.

         25                 And again I commend you, Mr. Chair,
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          2  for bringing as much attention to this as possible.

          3  I do need to leave, but I'm sure Allan Jennings is

          4  here from Queens to follow up on our concerns about

          5  being the administrator of the entire state. But

          6  thank you.

          7                 CHAIRPERSON GENNARO: Thank you,

          8  Peter.

          9                 Councilman Koppell.

         10                 COUNCIL MEMBER KOPPELL: Thank you,

         11  Mr. Chairman. Maybe you want to answer this

         12  question.

         13                 CHAIRPERSON GENNARO: Go ahead.

         14                 COUNCIL MEMBER KOPPELL: Maybe you

         15  want to answer this question rather than the

         16  witness. I'm not clear.

         17                 I understand in general terms what

         18  the witness is saying about a new pricing formula.

         19  But I'm not clear exactly where this proposal is. In

         20  other words, what stage are we?

         21                 I note from the summary that was

         22  prepared by Committee staff that -- and I anticipate

         23  hearing from people or reading their statements that

         24  many are opposed to it. And I suppose it might be

         25  worthwhile for us to speak on it, or against. So I'm
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          2  curious as to where the proposal lies at this point.

          3                 CHAIRPERSON GENNARO: As I understand

          4  that this was a proposal that was given both by the

          5  PSC and the regulatory process calls for it to move

          6  through the New York State Independent System

          7  Operator, through like their sort of business

          8  manager committee or some other committee, and then

          9  it gets voted on by the entire ISO board.

         10                 I hope I am being somewhat faithful

         11  to what the process actually is. It was kind of an

         12  interesting question. In that vote at the ISO I

         13  think we'll hear from other witnesses that are less

         14  than happy with the members of the ISO who had

         15  recently joined, who are essentially members in good

         16  standing that didn't get an opportunity to vote on

         17  this, so there is the additional question if the ISO

         18  had let everyone to vote who is eligible to vote,

         19  then arguably this proposal wouldn't have been

         20  advanced. It is my understanding now that having

         21  been voted on by the New York ISO, the Independent

         22  System Operator, it now has to be approved by the

         23  Federal Energy Regulatory Commission, that is FERC.

         24  And so our opportunity to sort of weigh in on this

         25  would be in the form of some kind of comment to FERC
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          2  or resolution that we could direct at FERC.

          3                 Okay, I've been informed that the

          4  last date for comments to be submitted to FERC would

          5  be three days from now. I wasn't aware of that, and

          6  so this is kind of like our last attempt to let FERC

          7  know what it is we think about this proposal.

          8                 That would not provide an opportunity

          9  for the Council as a whole to sort of weigh in on

         10  it, but this Committee or individual members could

         11  sort of let their views be known to FERC.

         12                 So FERC has to rule on it, and once

         13  FERC rules on it, I guess it's done, unless there

         14  some appeal process or I don't know. Other people

         15  who are more knowledgeable can kind of speak to

         16  that.

         17                 COUNCIL MEMBER KOPPELL: Maybe Mr.

         18  Reeder -- Mr. Reeder?

         19                 MR. REEDER: Yes.

         20                 COUNCIL MEMBER KOPPELL: Maybe Mr.

         21  Reeder could comment on that, whether the FERC is

         22  the end of the line.

         23                 I also understand, Mr. Chairman, from

         24  Mr. Reeder's statement that this really came from

         25  the ISO, not from the PSC, but that they commented
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          2  on it and indeed put some changes in it. Maybe you

          3  want to comment on that.

          4                 CHAIRPERSON GENNARO: His testimony

          5  was my understanding that it came from the PSC and

          6  Mr. Reeder kind of reinforced that, unless there was

          7  a misunderstanding on my part.

          8                 COUNCIL MEMBER KOPPELL: It's not what

          9  he says in his written statement, but why don't we

         10  let him say it.

         11                 CHAIRPERSON GENNARO: Sure.

         12                 MR. REEDER: Yes, I can clarify. We

         13  put forward the concept without any numbers

         14  attached. And this Demand Curve relates the price

         15  that the ISO would be willing to pay for capacity.

         16  That's the vertical axis to the amount that's

         17  available at that price. The horizontal axis, so

         18  it's a slanted line. It's the Demand Curve, but you

         19  can draw it or you can define it at various heights.

         20                 And so we proposed a curve. We had

         21  some numbers we had some numbers we thought were

         22  appropriate. The ISO put forward a proposal with

         23  some number that we thought were too high. That's

         24  what we opposed, so that did not pass through the

         25  ISO's Committee processes. So we went to the -- the
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          2  parties went back and discussed it and came back

          3  with a Demand Curve that was lowered down closer to

          4  where we thought it was acceptable, and in addition,

          5  a phase- in that's had even lower numbers was agreed

          6  to. And so, once the numbers were lowered to the

          7  range that we found acceptable, then we supported

          8  it. It then passed through the Committees. The ISO

          9  found this lower curve acceptable, and so the ISO

         10  has now taken this curve that the Committees have

         11  blessed and has put it forward as a proposal to the

         12  FERC.

         13                 COUNCIL MEMBER KOPPELL: And if the

         14  FERC approves it, is there any appeal, or is that

         15  the end of the line?

         16                 MR. REEDER: Well, I'm not a lawyer,

         17  but I know there's one appeal process at FERC. The

         18  first one, I think, is called Petition for

         19  Rehearing, where parties that don't like it, they

         20  say, "Dear FERC, we read your decision. We think you

         21  made a mistake. We think you should reverse it." And

         22  so then FERC -- the parties will get a chance, if

         23  that happens, if someone appeals it. And that way

         24  the parties will get a chance to comment at FERC as

         25  to whether FERC should affirm or reverse its
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          2  decision.

          3                 Although, again, I say I'm not a

          4  lawyer, so one more comment. The parties can comment

          5  to FERC, but FERC, I'm not sure whether FERC's

          6  process requires FERC to receive those comments.

          7                 COUNCIL MEMBER KOPPELL: So, your

          8  understanding is that FERC would still receive

          9  comments for the next few days?

         10                 MR. REEDER: Yes, this Friday is the

         11  deadline as it's going to FERC.

         12                 COUNCIL MEMBER KOPPELL: Right.

         13                 MR. REEDER: And then FERC may rule on

         14  it a month or two down the road. And then after FERC

         15  rules on it, the parties -- and it can get

         16  implemented. But then parties can ask FERC to

         17  reverse its own ruling.

         18                 COUNCIL MEMBER KOPPELL: And did FERC

         19  have a hearing on it? Or there's no hearing.

         20                 MR. REEDER: There's been no hearing

         21  on it at FERC.

         22                 COUNCIL MEMBER KOPPELL: So if the

         23  Committee, if it was decided that the Committee

         24  wanted to send a letter one way or the other, we

         25  could still do that until Friday.

                                                            43

          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2                 MR. REEDER: That's correct.

          3                 ACTING CHAIRPERSON KOPPELL: Okay,

          4  thank you.

          5                 I know the Chairman asked me to be

          6  the Chair-in for a few minutes while he takes a

          7  phone call.

          8                 We've been joined by Councilman

          9  DeBlasio from Brooklyn, and Mr. Jennings, I think

         10  you were introduced.

         11                 Does anybody have any other questions

         12  for this witness? No?

         13                 Well, then thank you very much for

         14  coming.

         15                 MR. REEDER: Thank you.

         16                 ACTING CHAIRPERSON KOPPELL: Richard

         17  Miller is next to testify.

         18                 Mr. Miller is Senior Vice President,

         19  New York Economic Development Corporation. Good

         20  afternoon. Oh, yes, the Committee Counsel will swear

         21  you in. It's a custom of this Committee to have

         22  witnesses sworn. So if you pay attention to her,

         23  she'll ask you to raise your hand.

         24                 COUNSEL DECOSTANZO: In the testimony

         25  that you're about to give, do you swear or affirm to
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          2  tell the truth, the whole truth, and nothing but the

          3  truth?

          4                 MR. MILLER: Yeah, I do.

          5                 COUNSEL DECOSTANZO: Thank you.

          6                 ACTING CHAIRPERSON KOPPELL: Thank

          7  you. Please proceed.

          8                 MR. MILLER: Sure.

          9                 Good afternoon.  Good afternoon,

         10  Members of the Committee. For the record, I am

         11  Richard B. Miller, Senior Vice President for Energy

         12  at the New York City Economic Development

         13  Corporation.

         14                 Thank you for the opportunity to

         15  testify on the Demand Curve Pricing Mechanism that

         16  the New York Independent System Operator has filed

         17  with the Federal Energy Regulatory Commission for

         18  approval to replace the current market-based method

         19  for determining the price of capacity in New York

         20  State's electricity markets.

         21                 In the Administration's view, this

         22  proposal should be rejected because it will raise

         23  electricity prices for New York City consumers while

         24  failing to ensure that needed energy infrastructure

         25  will be built.
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          2            My testimony today has three sections:

          3                 First, a brief explanation of the

          4  Demand Curve pricing mechanism proposed by the New

          5  York ISO.

          6                 Second, the rationale behind the

          7  Administration's opposition to the Curve.

          8                 And third, a quick explanation of the

          9  procedure for consideration of the ISO proposal by

         10  the FERC. There's already been some brief discussion

         11  here. I don't think it's too late to send a letter

         12  from appropriate members of the Council by Friday.

         13  I'm not going to discuss that for too long.

         14            In the Demand Curve, the Demand Curve

         15  pricing mechanism would change how the New York

         16  State ISO calculates the price of capacity in the

         17  electric generation market that it administers.

         18                 The capacity market determines the

         19  price to be paid to generators to provide

         20  electricity when needed. It has been compared to "a

         21  reservation fee" that is paid to ensure that

         22  generators will be there when needed to preserve

         23  reliability.

         24                 For example, the KeySpan Ravenswood

         25  facility in Long Island City, which is an extremely
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          2  large facility, currently receives a payment of

          3  approximately $190 million annually before it

          4  delivers a single kilowatt- hour of electricity to

          5  the grid.

          6                 In exchange for this payment, KeySpan

          7  must be prepared to deliver electricity whenever

          8  called upon to do so by the New York ISO.

          9                 Capacity markets exist on a regional

         10  basis in New York State. Thus, the City, Long

         11  Island, Westchester and different regions of upstate

         12  all have separate capacity markets.

         13                 According to its advocates, the

         14  Demand Curve would cure a "flaw" by substituting an

         15  administratively determined price for a market

         16  price.

         17                 Currently, the price for capacity is

         18  determined by bargaining between suppliers and

         19  buyers.

         20                 This proposal, if adopted, will

         21  result in the New York ISO setting the price and the

         22  amount of capacity that must be bought by consumers.

         23                 The advocates claim that the market

         24  is too volatile. Prices are too high when there's a

         25  generation deficit and too low when there is a
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          2  surplus.

          3                 The advocates, which have principally

          4  been generators, "discovered this flaw" when a large

          5  surplus in the upstate capacity market resulted in

          6  the capacity price being close to zero.

          7                 In fact, one thing very important to

          8  know about this was when this was first raised,

          9  raised for the first time by the generator

         10  community, they all said that the New York City

         11  capacity price was adequate and sufficient to

         12  support the development of new generation, and that

         13  they were initially proposing this for upstate only

         14  and not the New York City region.

         15                 Indeed, while these advocates claim

         16  that the Demand Curve will protect consumers, it is

         17  clear that the primary goal is to provide a price

         18  floor to generators so that they will continue to

         19  earn significant revenues even if there is a surplus

         20  of capacity. New York City consumers will pay more

         21  for this floor.

         22                 These generators are also facing

         23  significant financial problems. This financial

         24  crisis, however, primarily arises not from any

         25  reduction in the New York capacity market price but
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          2  from the lack of confidence across the country in

          3  the unregulated companies following the Enron

          4  debacle.

          5                 Indeed, it is worth noting that while

          6  the Demand Curve will increase payments to the

          7  companies that own New York State generators,

          8  there's no guarantee that those payments will be

          9  used to maintain or develop generation capacity in

         10  the State. These payments could just as easily be

         11  used to shore up the struggling finances of what are

         12  essentially national energy companies.

         13                 The Administration's opposition to

         14  the Demand Curve. The Administration believes that

         15  maintaining the reliability of the New York City

         16  electric system must be the highest priority. Even

         17  if electricity may cost more here, that cost is

         18  justified when it works to preserve reliability in

         19  the place that is more dependent on electricity than

         20  any place in the United States and probably the

         21  world. Nevertheless, the Administration cannot

         22  support a measure that will increase prices where it

         23  has not been demonstrated that the measure will

         24  materially increase reliability.

         25                 Before explaining why the
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          2  Administration believes that the Demand Curve will

          3  not help the City, it must be noted the projected

          4  cost of the Demand Curve to City consumers is high.

          5  It has been estimated that the Demand Curve costs

          6  City consumers as much as $400 million annually for

          7  electricity when fully phased in.

          8                 There is a phase- in going on right

          9  now, just note going off testimony for a moment, and

         10  that's why you're seeing lower price estimates

         11  initially. And one of the things the ISO did back

         12  off on was instead of just doing it immediately,

         13  they're phasing it in gradually. What would in

         14  effect be, if you looked at that $400 million

         15  annually, that would be an eight percent increase in

         16  the total price of electricity, which includes

         17  generation, delivery, all the components.

         18                 According to standard economic

         19  models, this electricity price increase would cause

         20  the City to lose thosands of jobs. At the same time,

         21  it has not been demonstrated that the Demand Curve

         22  would materially improve the ability of generation

         23  developers to obtain financing to construct new,

         24  efficient generating facilities in New York City.

         25  The investment bank Morgan Stanley, in fact, has
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          2  said that the Demand Curve would be extremely

          3  imprecise and thus, an inefficient and costly method

          4  of encouraging additional generation to increase

          5  reliability. As just one example of this

          6  inefficiency, the ISO, becasue they are going to set

          7  the price, they're going to try and make

          8  calculations instead of allowing bargaining between

          9  suppliers and buyers. And experience has repeatedly

         10  demonstrated. We've seen this in the past in New

         11  York State that this kind of administrative price

         12  setting results in higher prices.

         13                 There is a well-recognized solution

         14  to the financial problems facing generation

         15  projects. Both the Federal Energy Regulatory

         16  Commission and the New York State Public Service

         17  Commission agree that a contract between a local

         18  utility and a generator will enable the power plant

         19  to be built or keep an existing plant open if it is

         20  necessary to do so.

         21                 The Administration supported the

         22  recent decision of Con Edison to issue a request for

         23  proposals for a 10- year 500 megawatt contract with

         24  a developer of a new generation project. Notice the

         25  difference. Instead of indiscriminantly raising the
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          2  price for all generators regardless of need, Con

          3  Edison can direct a long- term contract to a

          4  particular generation project that can benefit the

          5  City.

          6                 So, there is a solution. I mean, one

          7  of the things that Mr. Reeder raised from the PSE is

          8  the issue of looming capacity shortages. There are

          9  other solutions to the potential for capacity

         10  shortage, which we think is not actually not as dire

         11  as some have portrayed. There is a solution. It's

         12  long- term contract.

         13                 And I would just like to add that in

         14  my own conversations with investment bankers

         15  regarding the issue of financing energy

         16  infrastructure projects, I have heard the same thing

         17  over and over again, which is that, yeah, the Demand

         18  Curve, it's nice. It will raise prices a little bit

         19  for generators, but without long- term contracts,

         20  we're not going to finance projects.

         21                 The Administration agrees that the

         22  current capacity market is not perfect and does not

         23  necessarily properly balance the interests of

         24  generators and consumers.

         25                 We have proposed modest incremental
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          2  changes to the New York ISO that we would be happy

          3  to discuss with the Council. And I'll just add

          4  quickly here, since you already had a dialog on this

          5  with Mr. Reeder, that there were other solutions to

          6  the withholding issue, and the City also has a lot

          7  of concern about the withholding issue. And I will

          8  note that there was a significant amount of

          9  withholding of capacity in our neighboring ISO, PJM,

         10  about two years ago, and they implemented a

         11  different measure. And most of these measures are

         12  extremely complex, I won't go into the detail now,

         13  that has worked to prevent withholding in that

         14  market, and they are not even considering the Demand

         15  Curve at this time.

         16                 We've already discussed the FERC

         17  process, so I'll skip that part of the testimony.

         18  Thank you very much.

         19                 CHAIRPERSON GENNARO: Thank you, Mr.

         20  Miller. I appreciate your comprehensive testimony.

         21                 So just to recap, with regard to the

         22  so-called issues that the Demand Curve was supposed

         23  to solve, one being the withholding issue, and I

         24  think I was accurate to characterize a generator who

         25  would do that as like a miscreant. Right? You're not
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          2  supposed to do that?

          3                 MR. MILLER: Yes, it is our view, and

          4  we would agree with your view, Mr. Chairman, that

          5  withholding is a clear, illegal abuse of market

          6  power. And that we shouldn't be implementing a

          7  mechanism to raise prices for generators in exchange

          8  for getting agreement from them that they will not

          9  engage in illegal activity.

         10                 CHAIRPERSON GENNARO: I knew by

         11  putting that the way you would craft like a response

         12  in such a way to say what I wanted to say. It's on

         13  the record now. It doesn't matter who said it. A job

         14  well done.

         15                 With regard to the financing of

         16  projects, the Wall Street people that you speak to

         17  indicate that this is not a good roadmap to easier

         18  financing of the plans that we all want to see. So

         19  that's clear from your discussions.

         20                 How about the prospect, or what kind

         21  of impact would this have, or what role would it

         22  play in sort of prolonging the continued viability

         23  of the old, dirty pre Clean Air Act plants that we

         24  all would like to see in a perfect world ultimately

         25  retired and replaced by newer capacities. To what

                                                            54

          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2  extent would the implementation be?

          3                 I was looking at all aspects of this,

          4  because I know it's going to mean higher prices, but

          5  to what extent could it lead or would it lead to the

          6  continued viability of plants that we'd much rather

          7  see retired in a perfect world, if you could speak

          8  to that.

          9                 MR. MILLER: The Administration also

         10  agrees with your assessment of that, that we see the

         11  Demand Curve as undermining one of the promises of

         12  deregulation, that it would work to encourage the

         13  retirement of older, more polluting plants to

         14  replace them with more modern, efficient plants.

         15                 CHAIRPERSON GENNARO: Okay, so no real

         16  benefit there. And with regard to this, ultimately,

         17  will this originally be an upstate issue?

         18                 You indicated that this earlier in

         19  your statement, you said that this happened upstate,

         20  and then there was like phenomenon that took place

         21  here and then people sort of caught on and felt like

         22  we should it in New York. Would you run that by me

         23  one more time? What happened there again?

         24                 MR. MILLER: What happened is that

         25  there is a large surplus of capacity currently
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          2  upstate, not downstate. And the result of that large

          3  surplus capacity, as naturally occurs in competitive

          4  markets, is that the capacity price went close to

          5  zero. And then some of those older --

          6                 CHAIRPERSON GENNARO: If the capacity

          7  was not needed, it has no value.

          8                 MR. MILLER: Right, it has no value,

          9  and the price became virtually zero. And as a result

         10  of the price becoming virtually zero, some of those

         11  older, more polluting plants that are upstate

         12  threatened to close.

         13                 And I think one of the things that

         14  makes this a difficult technical debate, and why you

         15  can see both sides, is there were concerns on the

         16  part of some regulators that this would mean that

         17  maybe New York State might be deficient.

         18                 We, the Administration, and this

         19  would be deficient upstate only. It wouldn't be any

         20  deficiency in the City. In terms of how we look at

         21  the market as a whole, we viewed that as a very,

         22  very low risk, given the possibility of imports

         23  coming into New York State and the idea that we

         24  wanted to see these older plants closed down, that

         25  was the point.
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          2                 CHAIRPERSON GENNARO: I'm just going

          3  to ask one more question that's directly related to

          4  this, and then I'm going to give myself a little

          5  latitude to ask you just a quick question on

          6  something that may be related.

          7                 So you've already submitted comments

          8  to FERC on this?

          9                 MR. MILLER: We're working on our

         10  comments now, Mr. Chairman. We'll have them filed by

         11  the 11th.

         12                 CHAIRPERSON GENNARO: Okay.

         13                 I'm going to direct staff of the

         14  Committee to sort of work with your staff a little

         15  bit. I suspect I'm going to have something to say on

         16  this, and would very much like them to bounce a few

         17  things off your staff, as well as some of the other

         18  good people who are here today on both sides. And

         19  so, thank you for that.

         20                 I know that the Administration is

         21  contemplating the release of a comprehensive energy

         22  plan; is that so?

         23                 MR. MILLER: That has been announced

         24  and it has been contemplated. I don't have a precise

         25  date for you at this time.
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          2                 CHAIRPERSON GENNARO: I mean, any kind

          3  of sense of what the timetable might be? Six months,

          4  a year?

          5                 MR. MILLER: I would hope that it

          6  would be within a reasonable timeframe, but I'm not

          7  going to give a number.

          8                 CHAIRPERSON GENNARO: Okay, got it.

          9                 And the Mayor has a plan to finance

         10  new power plants with the issuance of Liberty Bonds;

         11  and how is the plan developed? And why will Liberty

         12  Bonds be used to finance new plants?

         13                 MR. MILLER: On Liberty Bonds, the

         14  most important thing to emphasize up front is we

         15  have announced that energy infrastructure projects,

         16  which includes both power plants and transmission

         17  lines, are eligible for Liberty Bonds.

         18                 CHAIRPERSON GENNARO: I see.

         19                 MR. MILLER: This is not an as of

         20  right program, it's a discretionary program.

         21                 CHAIRPERSON GENNARO: Right.

         22                 MR. MILLER: I won't say it's certain

         23  to us at this point in time that the low-cost

         24  financing advantage that is provided by Liberty

         25  Bonds will make the difference in terms of making a
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          2  project go forward that the City would like to see

          3  go forward.

          4                 But we have announced that we're

          5  willing to meet, see what kinds of financial

          6  information developers can present to us, and make a

          7  determination as to whether this would be helpful or

          8  not.

          9                 CHAIRPERSON GENNARO: So these kinds

         10  of projects are eligible for Liberty Bonds?

         11                 MR. MILLER: That is correct.

         12                 CHAIRPERSON GENNARO: Or is it like a

         13  case by case thing, depending?

         14                 MR. MILLER: Yeah, I mean, the Liberty

         15  Bond program is, I think, it's $8 billion and then

         16  $2 billion of low- cost financing. This is not

         17  grants. It's eligible outside of the Liberty zone.

         18                 CHAIRPERSON GENNARO: Right.

         19                 MR. MILLER: And so what we've

         20  announced is that there's no specific set- aside for

         21  energy infrastructure projects, that energy

         22  infrastructure projects will be competing for that

         23  $2 million allocation not only among themselves, but

         24  also with commercial office building projects and

         25  other projects that fall within the criteria for
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          2  Liberty Bonds.

          3                 So that's why what I'm emphasizing

          4  here is that we've declared, we've researched the

          5  statute, we've determined that it is possible to

          6  finance such projects, and that we're now willing to

          7  look at them and make a determination. There's

          8  probably, there's not a very small universe of

          9  projects. We could be financing five, we could be

         10  financing zero.

         11                 CHAIRPERSON GENNARO: Right, and who

         12  makes the ultimate call as to what projects are

         13  awarded? I guess that would be the EDC, or how does

         14  that go?

         15                 MR. MILLER: Yeah, the EDC and Empire

         16  State Development both play a role in administering

         17  the Liberty Bond program.

         18                 CHAIRPERSON GENNARO: Thank you.

         19  Councilman Koppell.

         20                 COUNCIL MEMBER KOPPELL: I just would

         21  like to say, Mr. Chairman, I appreciate your calling

         22  this matter to our attention, and I totally haven't

         23  made up my mind yet, but I certainly would follow

         24  your lead. But it would strike me that we shouldn't

         25  embark on this venture, especially where the good
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          2  testimony by the City that this could raise

          3  electricity rates substantially.

          4                 I might just share with you just

          5  briefly my own experience of some years ago. And I

          6  think it's analogous, although I'm sure there are

          7  people in your audience who won't agree. I, in

          8  another life, in an earlier lifetime, I was one of

          9  the counsels for the Columbia Gas System, through

         10  the firm that I worked for. And Columbia got

         11  involved in lengthy what were called and what still

         12  are called take or pay contracts, which I think has

         13  some analogous reference to this when you pay

         14  whether you take or you don't. And they did that

         15  because they were very concerned about supply in the

         16  gas industry. And ultimately what happened is it

         17  drove them into bankruptcy because they were overly

         18  concerned about supply, and they then therefore, put

         19  themselves in a position to have to pay much more

         20  than ultimately was the price, because the price of

         21  gas went down.

         22            So you have to enter into these agreements

         23  to pay a large amount for capacity, in my opinion,

         24  very cautiously, or you can get into great

         25  difficulty. And I wouldn't embark upon it unless
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          2  there was shown to be some tremendous necessity. And

          3  based on the testimony I've just heard, there isn't

          4  any tremendous necessity in New York City to try and

          5  stimulate more capacity. There's enough stimulus

          6  there now to provide for whatever supply we

          7  anticipate. So I think it's a dangerous thing to do,

          8  and at the very least may harm the consumer.

          9                 CHAIRPERSON GENNARO: Thank you,

         10  Councilman.

         11                 Did you have have a question for Mr.

         12  Koppell?

         13                 MR. MILLER: Just a follow-up to the

         14  Councilman.

         15                 CHAIRPERSON GENNARO: Sure, please.

         16                 MR. MILLER: I'll just point out that

         17  because the capacity, the spector of capacity

         18  shortage as has been raised is, not only have

         19  projects been approved under the process, but there

         20  are 900 megawatts already in construction in New

         21  York City. And with the Con Edison RFP for an

         22  additional 500 megawatts.

         23                 I mean, we're fairly certain that the

         24  Administration that we're going to see 1,400

         25  megawatts of additional capacity in New York City by
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          2  2005, and this is all happening without the Demand

          3  Curve.

          4                 CHAIRPERSON GENNARO: Thank you.

          5  Thank you. And just also, my observations about

          6  other area ISOs looking into this matter, and FERC

          7  itself, who I understand has this on their plate as

          8  well, none of those other ISO entities nor FERC has

          9  made a movement in the direction for this Demand

         10  Curve. And I take from that they are as yet

         11  unconvinced that this is the way to go. Is that a

         12  fair assessment?

         13                 MR. MILLER: Yes, it is a fair

         14  assessment.

         15                 In fact, the Demand Curve was

         16  specifically brought up at the PJN, Pennsylvania -

         17  New Jersey - Maryland ISO, and I wouldn't say

         18  finally rejected, but they said we're not going to

         19  try this. Let's see what happens in New York.

         20                 CHAIRPERSON GENNARO: Mr. Miller, as

         21  always, thank you for your good testimony and your

         22  views. We appreciate very much having you here

         23  today.

         24                 MR. MILLER: Thank you. You know,

         25  there's just one little point of clarification I'd
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          2  like to add finally for the Council, because it's

          3  something that's always burning in the minds of New

          4  Yorkers.

          5                 CHAIRPERSON GENNARO: Bring it.

          6                 MR. MILLER: And that is that they've

          7  tended to talk about capacity payments as something

          8  for generators only. And I just want the Council to

          9  know the transmission lines are also eligible for

         10  these capacity payments. And it is an issue that

         11  we're always concerned about maintaining the proper

         12  balance between generation and building new

         13  transmission to the City. And I just want to make

         14  sure that the Council is aware of that, that it's

         15  not something that's being totally neglected or

         16  looked over by the people who are involved with this

         17  issue.

         18                 CHAIRPERSON GENNARO: I see, I see.

         19  Thank you for that clarification. I appreciate it.

         20                 MR. MILLER: Sure.

         21                 CHAIRPERSON GENNARO: The next witness

         22  from the New York State Consumer Protection Board,

         23  Tariq Niazi.

         24                 Okay, to be followed by Catherine

         25  Luthin. Is that right, Catherine? Okay, I didn't
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          2  think I said it right. To be followed after that by

          3  KeySpan.

          4                 Okay, thank you very much for coming.

          5  I'll ask Counsel to administer the oath and then you

          6  can say your name for the record and proceed with

          7  your testimony.

          8                 COUNSEL DECOSTANZO: Please raise your

          9  right hand. In the testimony you are about to give,

         10  do you swear or affirm to tell the truth, the whole

         11  truth and nothing but the truth?

         12                 MR. NIAZI: Yes, I do.

         13                 COUNSEL DECOSTANZO: Thank you.

         14                 MR. NIAZI: Good afternoon, Chairman

         15  Gennaro and members of the Committee on

         16  Environmental Protection.

         17                 I am Tariq Niazi, the Chief Economist

         18  at the New York State Consumer Protection Board.

         19  Thank you for the opportunity to speak to you

         20  regarding the New York Independent System Operators'

         21  proposed plan to adopt a market Demand Curve for its

         22  wholesale electricity capacity markets.

         23                 The CPB, as the designated statewide

         24  consumer advocate at the New York ISO, has been

         25  instrumental in the development of many important
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          2  measures to protect consumers from unjust and

          3  unreasonable wholesale prices. Those safeguard

          4  include market monitoring and mitigation measures

          5  which are generally regarded as the most

          6  comprehensive in the country. The $1,000 bid cap

          7  that protects consumers from extreme price spikes

          8  and many other measures that have prevented

          9  unnecessary price increases.

         10            The CPB, the Consumer Protection Board,

         11  has consistently advocated policies which are in the

         12  long- term interest of New York consumers. As you

         13  are aware, the market for electricity is different

         14  from other markets. When the generation and

         15  acquisition of electric power was deregulated, the

         16  market could have been left to operate completely on

         17  its own without any installed capacity or generation

         18  adequacy requirements.

         19                 In that case, the market would have

         20  determined not only the price for capacity but also

         21  the amount of capacity and the level of reliability.

         22  However, such an approach was deemed too risky for

         23  consumers and the State's economy. Hence, to

         24  maintain the level of liability to which consumers

         25  were accustomed, the 18% reserve margin that was
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          2  required under regulation, was maintained.

          3                 Under regulation, utilities complied

          4  with 18% reserve requirement and would often exceed

          5  it. When additional capacity was needed due to load

          6  growth or retirements, utilities would build

          7  additional units. If reserve margins were above

          8  minimum requirements, utilities would still be

          9  compensated for that excess capacity.

         10                 Under the current deregulated market

         11  structure, the situation is quite different. Load

         12  serving entities are required to purchase their

         13  forecasted peak load plus 18% to meet their reserve

         14  requirements. To ensure that load-serving entities

         15  meet the reserve requirements, the New York ISO

         16  imposes a very severe penalty on violators.

         17  Conversely, there is no obligation for LSEs to

         18  purchase beyond the 18% reserve requirement.

         19                 This leads to a situation where

         20  capacity is highly valued when the system is short

         21  of the 118% requirement. However, capacity beyond

         22  the 118% level is currently not compensated.

         23                 The NYISO's market design for

         24  capacity has led to prices that may not be adequate

         25  to either retain existing capacity or attract new
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          2  generation. The average market clearing price for

          3  capacity in the upstate region for the most recent

          4  twelve months was approximately $1.00 per kilowatt

          5  month. This winter, capacity prices have been even

          6  lower.

          7                 In contrast, the carrying cost for a

          8  new gas turbine is approximately $7.00 per kilowatt

          9  month. In other words, a new plant entering the

         10  market, even though it may derive some revenues from

         11  the sale of energy, may not be able to recover its

         12  costs.

         13                 These prices make it difficult to

         14  justify new generation and make it very challenging

         15  for some existing plants to stay in business.

         16  Similarly, capacity prices for the downstate region,

         17  where the need for new regulation is more critical,

         18  have been dropping and may not be enough to induce

         19  new entry.

         20                 The New York ISO's current market

         21  design does not represent a true value of capacity

         22  to the system. The Demand Curve has smoothed out

         23  this abrupt change in the value of capacity at the

         24  118 percent level. Capacity prices will gradually

         25  decline for capacity beyond the 118 percent level,
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          2  and will eventually fall to zero at the specified

          3  level.

          4                 The Consumer Protection Board has

          5  carefully evaluated the impact of the existing

          6  market design for the capacity market and compared

          7  it with the proposed Demand Curve. We actually

          8  participated in the installed capacity working

          9  group, attending all meetings addressing the Demand

         10  Curve proposal. We believe that overall, consumers

         11  will be better off under the Demand Curve than

         12  without it.

         13                 We recognize that capacity prices may

         14  increase in the short run, as a result of the Demand

         15  Curve. For example, Dr. Patton, the New York ISO's

         16  independent market advisor, has estimated that

         17  prices in the first year under the Demand Curve will

         18  be approximately $70 million higher in New York City

         19  and approximately $84 million higher in the rest of

         20  the state. However, without the Demand Curve, a

         21  capacity shortfall, which the New York ISO's

         22  forecast demonstrate is possible, would result in a

         23  deficiency penalty.

         24                 Under existing New York ISO rules, a

         25  deficiency penalty is required whenever the system

                                                            69

          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2  is short of the 118% target. Dr. Patton has

          3  estimated that this may result in additional charges

          4  of $335 million for New York City and $840 million

          5  for the rest of the state. These deficiency payments

          6  total more than six times the estimated additional

          7  charges that would be applicable under the Demand

          8  Curve. For your convenience, I have attached a copy

          9  of Dr. Patton's analysis to my testimony.

         10                 The benefits of the Demand Curve are

         11  even more compelling in the long run. The resulting

         12  stability in revenues for generators is expected to

         13  lead to incremental generation. That generation

         14  would help obviate price spikes in peak periods. In

         15  addition, it would place downward pressure on energy

         16  prices throughout the year to the benefit of all New

         17  York consumers. As estimated by the New York ISO,

         18  each one percent increase in capacity beyond 18

         19  percent reserve requirement would reduce energy

         20  prices by approximately $100 million.

         21                 Thank you again for the opportunity

         22  to present the Consumer Protection Board's position

         23  on the issue, and I am available to answer your

         24  questions.

         25                 CHAIRPERSON GENNARO: Thank you.
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          2  Thank you very much for coming and presenting the

          3  views of the Consumer Protection Board.

          4                 We had the previous witness, Mr.

          5  Miller, make some arguments against your need to

          6  implement the Demand Curve in that the fact that new

          7  capacity, although that there will be new capacity

          8  on line. In the near term there are some projects

          9  that are able to be financed that this could

         10  undermine one of the sort of promises of

         11  deregulation, and that it could extend the life of

         12  some pre Clean Air Act plants, and it never became

         13  an issue until the situation happened upstate. And

         14  that no other entity has sort of jumped forward and

         15  has embraced this as a way to solve some of the

         16  issues that you speak to us.

         17                 I guess my general question is, how

         18  do you respond to some of the points he makes in his

         19  testimony?

         20                 MR. NIAZI: Well, the situation is a

         21  little different in PJM. They don't have the tight

         22  market which New York has. And in New England, as

         23  you know, in certain cases, they have entered into

         24  power purchase agreements, so there are certain

         25  things that are quite different in those two other
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          2  ISOs.

          3                 And in terms of the three regions,

          4  they are considering different solutions. And even

          5  in the New York ISO's Board decision, there is a

          6  reference to the joint comments that the three ISOs

          7  find with FERC.

          8                 It does mention, among other

          9  possibilities, also looking at the Demand Curve as

         10  one possibility. So it's still very much something

         11  that is under consideration there.

         12                 CHAIRPERSON GENNARO: I see. And so

         13  let's talk about the state players that are

         14  involved.

         15                 You're with the New York State

         16  Consumer Protection Board, and we have the ISO and

         17  the Public Service Commission; are there any other

         18  New York State entities that are sort of weighing in

         19  on this, whatever, or would it just be those that I

         20  mentioned? You know, Consumer Protection, Public

         21  Service Commission, the ISO; is there anyone else

         22  within the realm of state government that's involved

         23  in this issue?

         24                 MR. NIAZI: It's also the New York

         25  State Energy Research arm.
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          2                 CHAIRPERSON GENNARO: Oh, NYSERTA.

          3  Are they anywhere in this? What's their deal?

          4                 MR. NIAZI: They were supportive. They

          5  supported it.

          6                 CHAIRPERSON GENNARO: They supported

          7  it.

          8                 One of the, I guess, more compelling

          9  reasons for doing this is it could lead to more

         10  favorable economics or somewhat arguably, it could

         11  lead to more favorable economics for the financing

         12  of plants here in New York City.

         13                 I'd like to give you a whack at that

         14  as to why you think the Consumer Protection Board

         15  believes that's going to be the case.

         16                 MR. NIAZI: Actually, as I said in my

         17  testimony, the market design that we have now, it's

         18  flawed. And Mr. Reeder also referred to that. And

         19  that is also the testimony of Dr. Patton from the

         20  New York ISO. Essentially, what we have is a

         21  vertical demand curve where capacity is very highly

         22  valued up to the 118%.

         23                 However, after 118%, essentially

         24  there is no value to the capacity under the present

         25  construct that we have, the market design that we
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          2  have. And essentially, it's a very water- tight

          3  market so that you can have a very high value before

          4  you reach the 118% if you are short. But if you are

          5  above that, even with a slight, a very small

          6  surplus, essentially, there is no value to that

          7  capacity.

          8                 What the Demand Curve does is

          9  replaces that with a more conventional downward

         10  sloping Demand Curve, where slowly as the amount, as

         11  the load grows, you are paying less as there is more

         12  and more supply. You are paying less for that

         13  capacity. And at a certain point, there is no value

         14  to it. What that does is it gives a more stable

         15  source of revenues and more stable prices. So it

         16  gives more stable prices for the consumers. It

         17  provides a more stable, a more predictable source of

         18  revenues for generators. And that, we hope, will

         19  help generators finance their projects.

         20                 CHAIRPERSON GENNARO: Thank you.

         21  Thank you. Hang on a second.

         22                 MR. NIAZI: Sure.

         23                 CHAIRPERSON GENNARO: Thank you.

         24  Thanks very much. We appreciate your testimony.

         25  Okay, thanks for coming.
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          2                 Catherine.  Catherine Luthin, right?

          3                 MS. LUTHIN: Luthin.

          4                 CHAIRPERSON GENNARO: Luthin.  I just

          5  have to take a 60 second break, and I'll be no more

          6  than that. I'm just recovering from sinus surgery. I

          7  have to do a little procedure. Hang on one second.

          8  I'll be right back. (pause)

          9            I'm back from the break. I'm good as new,

         10  I'm good as new. Sorry. Did you already do it? Okay.

         11            COUNSEL DECOSTANZO: Please raise your

         12  right hand.

         13                 In the testimony that you're about to

         14  give, do you swear or affirm to tell the truth, the

         15  whole truth, and nothing but the truth.

         16                 MS. LUTHIN: Yes, I do.

         17                 COUNSEL DECOSTANZO: Thank you.

         18                 CHAIRPERSON GENNARO: Thank you.

         19  Thank you very much, Ms. Luthin.

         20                 MS. LUTHIN: My name is Catherine

         21  Luthin. I'm the owner and founder of Luthin

         22  Associates. It's an energy management consulting

         23  firm. I'm here today in my capacity as Executive

         24  Director of Consumer Power Advocates, otherwise

         25  known as CPA.

                                                            75

          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2                 CHAIRPERSON GENNARO: I just want to

          3  make sure that I have your testimony.

          4                 Okay, I have it. Thank you.

          5                 MS. LUTHIN: CPA is an association of

          6  large, non-profit institutions, most of the large

          7  universities and hospitals located here in New York

          8  City. And the primary goal is to decrease the cost

          9  of energy by focusing on regulatory decisions and

         10  programs that impact energy consumers in New York

         11  City.

         12                 The rising cost of energy has had

         13  dramatic and serious implications for these

         14  institutions and threatens the viability of their

         15  operations of these members, but energy consumers

         16  statewide.

         17                 Over the past several months, there

         18  has been quite a serious debate at the New York

         19  Independent System Operator over various aspects of

         20  market design. One of the key issues at hand has

         21  been the potential need for an Installed Capacity

         22  pricing structure that would establish support

         23  levels at various points among the capacity Demand

         24  Curve, allegedly ensuring a predictable revenue

         25  stream for generation owners, and presumably their
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          2  economic viability.

          3                 While there is no doubt that the

          4  viability of these generators is key to maintaining

          5  system reliability, there is doubt as to whether the

          6  Demand Curve proposal would result in anything other

          7  than a massive windfall for existing generators.

          8                 Proponents of the Demand Curve

          9  believe that this proposal is a credible solution to

         10  the lack of new generation entering construction in

         11  New York. CPA believes that there is no assurance

         12  that the Demand Curve will, in fact, attract new

         13  market entry and that is quite a price to pay for

         14  the new entry into the system.

         15                 And actually I'm missing a page.

         16  Okay, that's right.

         17                 And it's not possible, if not

         18  probable, that any additional dollars spent will

         19  flow to existing generators and will not materially

         20  advance the stated goal of attracting new

         21  generation.

         22                 What you heard from Mr. Miller is

         23  that, the previous guy, is that when Morgan Stanley

         24  provided a brief in opposition to the Demand Curve,

         25  that they believed that that financing stream is
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          2  what an investment bank is really going to look at

          3  in order to assure that new construction will be

          4  built. You need more than just supplemental

          5  revenues.

          6                 So we're saying the capacity revenue

          7  alone could hardly be viewed as a dominant factor in

          8  the generation decision concerning the New York

          9  control area. I'm saying it's just an incremental

         10  factor that prospective investors consider, and it's

         11  secondary to energy prices and ancillary services

         12  revenue, and that all other revenue that it

         13  generated or earns in this market should be

         14  considered.

         15                 I don't accept the proposition that

         16  implentation of the Demand Curve is going to give

         17  rise to new entry, and that I should believe in the

         18  imposition of Demand Curve and overpay for it, Okay,

         19  to assure that new entrants will be built.

         20                 Contrary to the position of some

         21  Demand Curve proponents, significant generation

         22  projects totalling 1,475 megawatts are under

         23  construction in New York City and on track to come

         24  on- line in the next few years.

         25                 In addition, Con Edison has recently
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          2  issued an RFP for 500 megawatts of new, in- city

          3  generation construction to be completed by 2006.

          4  Therefore, there is a prospect of over 2,000

          5  megawatts of new generation in the next few years.

          6  And this is without the Demand Curve being put in

          7  place.

          8                 So I'm not really worried about

          9  whether or not generation is going to be built in

         10  New York City. It looks like it's happening. They

         11  are very viable projects. Okay, however, it's also a

         12  far cry from saying that there's no concerns about

         13  the City energy situation.

         14                 Clearly, the capacity requirements

         15  for New York City have been projected by the New

         16  York ISO to be tight next summer. And this is why

         17  we're here where we are.

         18                 You know, people are worried about

         19  reliability. They want assure that the lights aren't

         20  going to go out and that we're actually going to

         21  have electricity we need to continue to run New York

         22  City and to have our businesses in operation.

         23                 So, the forecast that came out they

         24  said within the forecast there is a projection that

         25  capacity requirements should be adequate during the
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          2  2003 peak demand system. But, they also said that we

          3  have to use Special Case Resources. That's a fancy

          4  word that the New York ISO came up with that says

          5  that says that you need resources such as the use of

          6  emergency generators or load shedding to meet the

          7  projected demand this summer. So, and it will be

          8  essential this summer that these resources be used,

          9  Okay.

         10                 The notion that the New York City

         11  power market is on the verge of collapse and can

         12  only be saved by the imposition of Demand Curve is

         13  simply put, overstated, Okay. I've been involved in

         14  this debate for over eight months. I've looked at it

         15  every which way that you can think of. I really

         16  believe strongly it's going to dramatically impact

         17  the cost of electric capacity, undermine the

         18  economic viability of the people who are currently

         19  in this deregulated market, the ESCOs out there, and

         20  it could translate to a three-year cost of up to $1

         21  billion to New York State consumers.

         22                 I believe that there's not been

         23  sufficient emphasis on the expiration of viable

         24  alternatives for the Demand Curve, nor has adequate

         25  focus been placed on the need for additional more
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          2  comprehensive costs impact analysis.

          3                 Alternatives such as long- term

          4  contracts, increased reliance on demand response

          5  programs, lengthening the auction period of time

          6  that you could actually sell capacity in the market

          7  for, and maybe decreasing deficiency charges are all

          8  viable alternatives to, and more costly and

          9  effective ways of dealing with this problem.

         10                 And I really don't thing that there's

         11  one solution that's going to solve this entire mess.

         12  I think that actually taking advantage of several

         13  potential solutions may be the best way of dealing

         14  with this problem.

         15                 So what I want to say to you is,

         16  given the economic challenges we face, ensuring a

         17  well-conceived market design could not be more

         18  important than it is right now.

         19                 Several market participants have

         20  highlighted the potential for market manipulation

         21  resulting from the Demand Curve proposal.

         22                 One of the major concerns of CPA is

         23  that under the Demand Curve, suppliers will have an

         24  incentive to withhold capacity.

         25                 To date, no adequate market
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          2  mitigation proposals have been included for

          3  addressing that potentially costly situation.

          4                 I'm not hearing anything in what Wat

          5  (phonetic) deferred that is addressing the

          6  withholding aspect of it. And with that, I feel that

          7  any ill- conceived deregulation schemes caused

          8  California an estimated $45 billion and prompted

          9  California Public Utilities Carl Wood to call

         10  deregulation the most expensive public policy

         11  mistake in the history of California.

         12                 We must proceed with both prudence

         13  and caution when contemplating the implementation of

         14  a new market measure. The potential for unseen

         15  circumstances is enormous.

         16                 CHAIRPERSON GENNARO: Thank you very

         17  much, Ms. Luthin, for your remarks.

         18                 Now, let's get to this withholding

         19  thing, and you think that the Demand Curve could

         20  create a situation where people would withhold?

         21                 Why would they do that if they go

         22  beyond 118 and they're still getting paid for their

         23  capacity?

         24                 I mean, I'm trying to figure out how

         25  the imposition of the Demand Curve could lead to
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          2  suppliers withholding.

          3                 MS. LUTHIN: What I see is any new

          4  market mechanism that should be put in place in the

          5  New York ISO should have that mechanism looked at

          6  very carefully to see if there is potential for

          7  market manipulation. I've seen market manipulation

          8  take place at the New York ISO when the system firt

          9  started, and what you want to be assured of is that

         10  there is, that it's looked at carefully that

         11  potential for abuse is ruled out.

         12                 And honestly, this has been proposed,

         13  but I've not seen anyone vouch to me that the

         14  potential has been eliminated. So there should be

         15  that market design as part of this, and that's not

         16  gone to FERC.

         17                 CHAIRPERSON GENNARO: Have you been

         18  working with Mr. Miller and the EDC a little?  I

         19  know that you were--

         20                 MS. LUTHIN: I filed comments with Mr.

         21  Miller.

         22                 CHAIRPERSON GENNARO: Right, filed

         23  comments.

         24                 Now, those comments were like before

         25  the vote or after the vote or what was it?
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          2                 MS. LUTHIN: Well, basically, once the

          3  Management Committee voted on the Demand Curve, it

          4  goes to the New York ISO Board for approval.

          5                 CHAIRPERSON GENNARO: I see.  So, it

          6  was like after the Committee vote but before the

          7  full Board vote.

          8                 MS. LUTHIN: Right, so we were

          9  appealing the vote to the Board.

         10                 CHAIRPERSON GENNARO: Right.

         11                 How many other entities wrote to the

         12  ISO Board to ask them not to do this? That was the

         13  financial folks --

         14                 MS. LUTHIN: I'm not sure, it might

         15  have been close to 11. Another witness might give a

         16  better answer. Stuart?

         17                 CHAIRPERSON GENNARO: Okay.

         18                 MS. LUTHIN: Stuart is nodding yes.

         19                 CHAIRPERSON GENNARO: Okay. Thank

         20  you.  Thank you. I think your testimony is very

         21  comprehensive. You've covered all the areas I wanted

         22  to ask.

         23                 Go ahead.

         24                 MS. LUTHIN: This is not simple. It's

         25  really easy to see both sides of the story here. And
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          2  because people are really trying to do the right

          3  thing, I think the most important thing that I would

          4  advise the Council to do is to actually look at this

          5  very carefully, Okay, and to get some good analysis

          6  and see if there can be more than one solution to

          7  this. In the end, we're trying to solve quite a bit

          8  here.

          9                 CHAIRPERSON GENNARO: Right. Thank

         10  you, thank you very much.

         11                 Robert Teetz and James D'Andrea from

         12  KeySpan.

         13                 And the next one after this will be

         14  Con Edison.

         15                 Okay, they're standing.  Donna, I

         16  think they're waiting for you.

         17                 COUNSEL DECOSTANZO: In the testimony

         18  that you're about to give, do you swear or affirm to

         19  tell the truth, the whole truth, and nothing but the

         20  truth?

         21                 MR. TEETZ: I do.

         22                 MR. D'ANDREA: I do.

         23                 COUNSEL DECOSTANZO: Thank you.

         24                 CHAIRPERSON GENNARO: Thank you, and

         25  thank you both very much for coming and being part
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          2  of our little hearing and presenting your views on

          3  this complicated issue. I may give myself four

          4  credits or whatever after this. Usually a college

          5  course is three credits, I want to give myself four

          6  after this. I'm learning a lot, but you're going to

          7  hear from KeySpan's perspective, so please state

          8  your names for the record and proceed with your

          9  testimony.

         10                 MR. TEETZ: We appreciate the

         11  opportunity. Good afternoon, Mr. Chairman and

         12  members of the Committee.

         13                 My name is Robert Teetz. I am

         14  Director of Environmental Engineering and Compliance

         15  at KeySpan.

         16                 With me today is James D'Andrea, who

         17  is an attorney for KeySpan and he represents the

         18  company on various wholesale market issues.

         19                 We appreciate this opportunity to

         20  present constructive input into the process of

         21  addressing the use of Demand Curves in the New York

         22  wholesale installed electric capacity market.

         23                 I am not an economist, but I am

         24  familiar with the Demand Curve based on papers

         25  drafted by the New York Public Service Commission
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          2  and the New York Independent System Operator as well

          3  as discussions within the company itself.

          4                 I am an environmental engineer, and I

          5  can attest that the implementation of a Demand Curve

          6  in New York will benefit the environment. KeySpan is

          7  the largest natural gas distribution company in the

          8  Northeast, serving some two and a half million

          9  customers in New York City, Long Island, and New

         10  England. KeySpan has owned and operated electric

         11  generating facilities in New York State for over 75

         12  years, and presently owns more than 6,200 megawatts

         13  of electric power on Long Island and in New York

         14  City. We have the largest investor- owned electric

         15  generating company in New York State.

         16                 In New York City, we operate the

         17  Ravenswood and Far Rockaway power stations. In

         18  addition, KeySpan is in the process of developing

         19  250 megawatts of new, clean and efficient, gas-

         20  fired combined cycle generation at its Ravenswood

         21  site in Long Island City. This facility will cost in

         22  excess of $300 million, and is scheduled to be

         23  completed by the end of 2003.

         24                 I would add that this is the only

         25  merchant, strictly merchant-generating facility
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          2  being built today in New York.

          3                 CHAIRPERSON GENNARO: What was that?

          4  What kind of?

          5                 MR. TEETZ: The only merchant

          6  facility. In other words, it doesn't have a power

          7  supply agreement, long-term contract with anyone.

          8                 CHAIRPERSON GENNARO: Oh, I see.

          9                 MR. TEETZ: And it is not government

         10  sponsored, in terms of low interest rates.

         11                 KeySpan recognizes the need to

         12  operate, maintain and develop clean, efficient and

         13  cost- effective energy supplies for New York State

         14  and the City.

         15                 As KeySpan has noted to the Committee

         16  in the past, we have made great strides in reducing

         17  emissions from all of our facilities. For example,

         18  KeySpan's present CO2 emissions are 15 percent below

         19  what they were in 1990.

         20                 In contrast, the electric industry as

         21  a whole has increased its CO2 emissions by 26

         22  percent over the same period. KeySpan's plants

         23  already emit CO2 at levels 30% below the national

         24  average.

         25                 In addition, KeySpan has recently
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          2  completed between $9- and $10 million of

          3  improvements on existing facilities at its

          4  Ravenswood site in Long Island City that reduced NOx

          5  emissions the equivalent of shutting down a 350

          6  megawatt generating facility.

          7                 The new 250 megawatt facility and the

          8  environmental improvements to the existing

          9  facilities notes are extremely capital intensive

         10  investments. However, the price signals from the New

         11  York wholesale energy markets, which initially

         12  spurred these investments no longer exist due to the

         13  various market rule changes such as the

         14  implementation of price caps to limit market

         15  volatility.

         16                 These changes to rules in the energy

         17  market without corresponding changes to the rules in

         18  the capacity market, have muted price signals and

         19  increased significantly the risk of recovering an

         20  investment. Consequently, the investment in and the

         21  development of additional electric capacity has

         22  stalled, most notably in New York City where it is

         23  needed most. The only large merchant project in the

         24  City that is expected to be completed any time soon,

         25  in fact, December of 2003- this year, is KeySpan's
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          2  new 250 megawatt facility, which was well along in

          3  development prior to market changes.

          4                 Even elsewhere, some facilities well

          5  along in development still face financial challenges

          6  ahead of start- up, such as the Athens facility in

          7  upstate New York. Many other projects were either

          8  put on hold, delayed, or cancelled outright. These

          9  changes are not only faced by traditional generation

         10  development projects, but are also faced by other

         11  electric capacity supply options, such as demand

         12  response and distributed generation. This is all

         13  during a time when supplies are tight and the New

         14  York ISO is calling for additional supply in all of

         15  its Power Alert reports.

         16                 Currently, the New York State

         17  Reliability Council establishes an administratively-

         18  determined level of electric capacity that must be

         19  purchased to meet the needs of customers in a

         20  reliable manner. Presently, 80 percent of the City's

         21  peak electric forecast must be purchased from

         22  resources in the City. Capacity from any resource

         23  beyond this level is not purchased. This results in

         24  extremely high prices for installed capacity when

         25  supplies are short and very low prices for capacity
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          2  when supplies are sufficient. This is often referred

          3  to as a vertical supply curve because the supply

          4  offers move up and down on almost a vertical line.

          5  As noted, capcity in excess of the administratively-

          6  determined level receives no payment at all. Such a

          7  volatile and unpredictable market essentially

          8  paralyzes market participants from making decisions

          9  and investments.

         10                 New York State and the City need

         11  creative, clean and efficient solutions to their

         12  energy needs. Demand response, distributed

         13  generation, repowering and improving existing

         14  generation, development of new generation, and even

         15  transmission all need to be part of the solution.

         16  However, if the market price signals continue to be

         17  incorrect or inefficient, investments in clean,

         18  efficient generation and supply options will not be

         19  made, and the City may be faced with having to

         20  accept the solutions and associated costs chosen by

         21  regulators.

         22                 If the market is not revised, the

         23  City could also face recurring supply emergencies,

         24  such as the one that led to the undesirable

         25  installation of numerous fast- track peaking
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          2  facilities in the City by the New York Power

          3  Authority. This is because the current market design

          4  favors the addition of small, simple cycle peaking

          5  facilities that can be developed quickly and

          6  purportedly just in time for need, instead of more

          7  efficient, lower emitting, but longer lead time base

          8  load facilities.

          9                 Rather than scrambling at the last

         10  minute for supply resources that have to be rushed

         11  to completion, the better solution is to have a

         12  stable, efficient and more predictable wholesale

         13  capacity market where all suppliers would compete to

         14  provide the City with its needs.

         15                 In addition, the market would provide

         16  a leading indicator, so supply options could be

         17  planned and developed in advance of the needs rather

         18  than just in time or possibly too late.

         19                 The supplies that are most efficient

         20  and lower emitting would be developed and operate.

         21  Less efficient and higher emitting supplies would

         22  run less frequently and possibly retire. This would

         23  provide both environmental and economic benefits. As

         24  noted earlier, the volatility of the energy market

         25  was deemed to be too significant a risk for
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          2  consumers, and accordingly the NYISO implemented

          3  various price caps for energy.

          4                 However, the downside risk in the

          5  energy market remains as well as the extreme

          6  volatility of the electric capacity market. This

          7  overall market design has inappropriately signaled

          8  suppliers to stop making investments. The Demand

          9  Curve is intended to address the electric capacity

         10  market volatility and provide the leading market

         11  signal suppliers require in order to invest in the

         12  needed resources.

         13                 The Demand Curve concept replaces the

         14  vertical supply curve noted earlier with a more

         15  gently sloping Demand Curve. The Demand Curve

         16  establishes a price point at which load serving

         17  entities are willing to pay for the electric

         18  capacity when minimum reliability requirements are

         19  met. In addition, the Demand Curve establishes a

         20  point in excess of the minimum reliability

         21  requirements at which load serving entities are no

         22  longer willing to pay for electric capacity.

         23                 These two points are joined with a

         24  diagonally sloping line to establish the Demand

         25  Curve. Accordingly, supply resources are paid one
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          2  price when minimum reliability requirements are met

          3  and a gradually declining price as additional

          4  resources are developed and reliability increases

          5  above the minimum requirements. This signals supply

          6  to develop ahead of demand, but limits any

          7  overbuilding by gradually reducing prices as more

          8  resources are developed. Only the more efficient and

          9  lower emitting resourcs will be able to compete as

         10  prices decline.

         11                 This type of market for electric

         12  capacity will provide efficient, stable and more

         13  predicatable price discovery for both buyers and

         14  sellers. As the New York ISO Independent Market

         15  Monitor, Dr. David Patton has stated, the Demand

         16  Curve will result in more visibility and encourage

         17  market- based transactions for electric capacity

         18  supply. Moreover, in the long term, Dr. Patton

         19  expects the Demand Curve will produce an equilibrium

         20  price below the current market design.

         21                 Demand response is an important

         22  component of reliable and competitive energy

         23  markets. A January 2003 study of New York ISO and

         24  NYSERDA Price Responsive Load Programs prepared by

         25  Neenan Associates, Lawrence Berkley National
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          2  Laboratory and Pacific Northwest National

          3  Laboratory, concluded the existing Price Response

          4  Load programs provided a price and reliability

          5  benefit to New York.

          6                 However, the study also conclude that

          7  there were problems with the lack of information

          8  related to how the market works and how prices are

          9  tied to observable and predictable market

         10  situations.

         11                 Specifically, low electric capacity

         12  values contributed to actual revenues in 2002 being

         13  demand response providers' expectations. Going

         14  forward, the current market provides expected

         15  returns for demand response that are negative,

         16  notwithstanding its value and meeting reliability

         17  and system emergencies, preventing price spikes and

         18  avoiding emissions.

         19                 The Demand Curve with its visible and

         20  more stable market prices will provide some of the

         21  support required to encourage investment in demand

         22  response.

         23                 Distributed generation is another

         24  important component to reliable and competitive

         25  energy markets. However, similar to demand response
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          2  solutions, visible and stable markets are required

          3  to encourage investments in these options. KeySpan

          4  has long recognized the benefits of distributed

          5  generation, but has seen the high capital investment

          6  and the high risk capacity markets as a barrier to

          7  entry. The Demand Curve would at least reduce

          8  electic capacity market risks, allowing investors to

          9  make more rational risk based return decisions.

         10                 Investing in and improving or

         11  empowering generating facilities is also important

         12  because it will reduce pollution and emissions, as

         13  KeySpan has demonstrated. Investing in and improving

         14  existing facilities also reduces the need to develop

         15  alternative sites that can instead remain

         16  undeveloped or be put to other uses. The Demand

         17  Curve would encourage investment in repowering

         18  projects.

         19                 Notwithstanding the contributions of

         20  demand response, distributed generation, and

         21  repowering and improving existing facilities, new

         22  base load units and new transmission facilities will

         23  also be required to meet the growing needs of the

         24  City. Neither will be able to be developed as part

         25  of the competitive wholesale energy market if the
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          2  market remains unchanged and the price signals

          3  remain inefficient. Even if price signals are

          4  efficient from time to time, base load supply

          5  resources require long lead times to develop and

          6  require a reliable leading indicator that they

          7  should be invested in. The Demand Curve will provide

          8  that signal.

          9                 By enabling the development of demand

         10  response, distributed generation, repowering or

         11  improving existing facilities, as well as the

         12  development of new base load generation and new

         13  transmission, older and less efficent will run less

         14  frequently, improving overall emissions. These

         15  facilities will either have to improve efficiences

         16  to remain competitive, which in turn lowers

         17  emissions or retire, making way for other efficient

         18  lower emitting supply resources. In the end,

         19  emissions as well as environmental impacts will be

         20  reduced.

         21                 Lastly, KeySpan strongly encourages

         22  this Committee to support the Demand Curve concept

         23  based on the environment benefits it can encourage.

         24  One hundred percent of the New York ISO's

         25  environmental sector voted in support of the
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          2  concept.

          3                 I would add that those participants

          4  are NRDC, Environmental Advocates, Pace University,

          5  Scenic Hudson, and the American Wind Association. If

          6  the Council members believe further dialog is

          7  required or if you have any questions, KeySpan will

          8  be pleased to speak to them now or work with the

          9  Council members as well as Council staff in the

         10  future.

         11                 In conclusion, KeySpan looks forward

         12  to continuing constructive dialog with the Council,

         13  as this important issue receives further

         14  consideration.

         15                 CHAIRPERSON GENNARO: Thank you.

         16  Thank you, Mr. Teetz. It's always a pleasure to see

         17  you and the good folks from KeySpan. I just want to

         18  make some notes in your testimony here.

         19                 In your discussion of market issues,

         20  you talked about that to the extent that we have

         21  development thus taking place now in New York City,

         22  because we've heard from previous witnesses that

         23  there's something like, you know, 1,400 megawatts or

         24  whatever that's like going to come on board; it

         25  would be your contention, I guess, or your belief
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          2  that those projects were put in motion, and to use

          3  your terminology, from like price signals that don't

          4  exist any longer, right? And so we've changed the

          5  price signals in the energy markets and we have to

          6  make a corresponding change in the capacity market.

          7                 I just want to have as good a grasp

          8  of the price signals that sort of pre-existed the

          9  ones that we have now in the wholesale energy market

         10  and we have now, and I just want to get that a

         11  little better than I obviously have it.

         12                 MR. TEETZ: Okay.

         13                 CHAIRPERSON GENNARO: Like I said, I'm

         14  giving myself four credits for this, so I've got to

         15  learn something here.

         16                 MR. TEETZ: I'll try to address your

         17  question and then I'll ask Mr. D'Andrea to

         18  elaborate.

         19                 When the regulation first occurred

         20  and power plants were sold off by Con Edison and

         21  private developers picked those up, the market was a

         22  much more free market, if you will. There were no

         23  ceiling price caps on either energy or capacity at

         24  the time.

         25                 CHAIRPERSON GENNARO: You mean when it
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          2  was first deregulated?

          3                 MR. TEETZ: That's correct.

          4                 CHAIRPERSON GENNARO: It was a

          5  free-for-all. It was a food fight.

          6                 MR. TEETZ: Essentially. We did see

          7  market prices spike during times when there were

          8  deficiencies.

          9                 Well, those signals enabled companies

         10  such as ours to embark on new projects, like the

         11  Ravenswood project that we're building right now.

         12                 CHAIRPERSON GENNARO: And so at the

         13  time we said when it was unregulated, like what

         14  didn't we have that we have now?

         15                 MR. TEETZ: We have now what's been

         16  imposed somewhat subsequent to deregulation, was a

         17  ceiling price cap on both energy and capacity.

         18                 CHAIRPERSON GENNARO: Ceiling price

         19  cap, Okay.

         20                 MR. TEETZ: Okay, so basically, what

         21  we believe that did was it discouraged other

         22  merchant developers from doing projects that they

         23  hadn't previously indicated they were going to

         24  embark on.

         25                 For example, the Astoria Repowering
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          2  Project.

          3                 CHAIRPERSON GENNARO: Yes, but in

          4  terms of, we didn't have a price ceiling cap for

          5  energy and we have that now; any other thing in the

          6  regulatory landscape that changed?

          7                 MR. TEETZ: Well, yeah, I think the

          8  fact that the New York Power Authority came in and

          9  increased capacity in New York City by building up

         10  to 400 megawatts of simple cycle units that

         11  basically resulted in a supply excess, which

         12  certainly discouraged additional long-term baseload,

         13  more efficient and lower-emitting units from being

         14  proposed.

         15                 It was also mentioned that 1,400

         16  megawatts is on the table. Again, our 250 megawatts

         17  is purely market-based generation. New York Power

         18  Authority's Poletti plant obviously has the benefit

         19  of low-cost financing from the government through

         20  the State. And Con Ed's East River facility is

         21  really a steam plant that produces electricity as a

         22  by-product, and that's incorporated into their

         23  rates, and they will be fully guaranteed a rate of

         24  return on that.

         25                 So again, it's not truly a market
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          2  participant.

          3                 CHAIRPERSON GENNARO: Right. And these

          4  other plants, SCS, this, that and the other thing --

          5                 MR. TEETZ: They're either delayed or

          6  abandoned.

          7                 CHAIRPERSON GENNARO: Right, they're

          8  just not getting there.

          9                 MR. TEETZ: Correct.

         10                 CHAIRPERSON GENNARO: And if you had

         11  to, just sort of like the top three environmental

         12  reasons why the implementation of the Demand Curve

         13  would be a good thing?  If I was going to do a crib

         14  sheet, I want to find out, okay, I know that the

         15  environmental sector of the ISO voted for it, I

         16  guess the main thing would be more favorable

         17  economics for the building of more efficient plants;

         18  Would that be environmental benefit?

         19                 MR. TEETZ: Absolutely.

         20                 For example, we recently invested

         21  eight to nine million dollars at Ravenswood to

         22  reduce emissions from the existing facility. And

         23  that was a commitment we made with the community as

         24  part of an agreement to build a new plant. In other

         25  words, to get them to support our new plant. It's
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          2  going to be very difficult for us to recover that

          3  investment under the existing market conditions. No

          4  one else is spending that money in terms of our

          5  competitors. This is something that we've done

          6  voluntarily, but it's going to be difficult to

          7  recover that investment unless we have a more

          8  favorable market mechanism.

          9                 CHAIRPERSON GENNARO: Right. Are there

         10  other environmental benefits that would come with

         11  the position?

         12                 MR. TEETZ: (To Mr. D'Andrea.) Do you

         13  want to add to that?

         14                 I would also suggest, as I mentioned

         15  in my testimony, that distributed generation, fuel

         16  cells, wind power, photovoltaics, other renewables,

         17  because of their costs, their capital costs are much

         18  higher on a dollar per kilowatt basis compared to

         19  conventional generation, they need some sort of

         20  incentive to get into the market, and I think

         21  certainly the Demand Curve approach would facilitate

         22  that.

         23                 It may not be the end-all to get

         24  those introduced into the marketplace, but it would

         25  certainly help.
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          2                 CHAIRPERSON GENNARO: Okay.

          3                 Is there a third environmental

          4  benefit?

          5                 MR. TEETZ: Well, clearly, the

          6  building of --

          7                 CHAIRPERSON GENNARO: I asked for

          8  three, remember?

          9                 MR. TEETZ: Okay, the third one would

         10  be repowering.

         11                 CHAIRPERSON GENNARO: There you go.

         12                 MR. TEETZ: I think at this Committee

         13  before, we've all talked about repowering as being

         14  extremely beneficial to reducing emissions and

         15  increasing capacity.

         16                 But why would I take my existing

         17  Ravenswood facility, which is not as low-emitting as

         18  we would like, why would I invest hundreds of

         19  millions of dollars into that just to increase it by

         20  maybe 100 or 200 or 300 megawatts while

         21  significantly reducing emissions, if I didn't feel

         22  like I could get a return on my investment?

         23                 There's really very little incentive

         24  at this time under these current mechanisms to make

         25  those kinds of decisions.
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          2                 CHAIRPERSON GENNARO: I see.

          3                 I think there are some, last year,

          4  like weren't there some new applications from some

          5  major generators who are putting forward

          6  applications?

          7                 Again, I don't want to speak for your

          8  competitors, whatever, but aren't there other

          9  applications that have sort of been put in the

         10  hopper by entities who I guess believe that they can

         11  make a go of it?

         12                 MR. TEETZ: I believe there were some

         13  others, perhaps in Brooklyn.

         14                 There are many projects that have

         15  already gone through the Article 10 process, and

         16  already have their certificates or are very near to

         17  getting them.

         18                 CHAIRPERSON GENNARO: Right, and

         19  they're all jammed up.

         20                 MR. TEETZ: Which have decided not to

         21  build because the returns on investment don't seem

         22  to be there.

         23                 CHAIRPERSON GENNARO: Right.

         24                 MR. TEETZ: While there may be some

         25  that are at the beginning of looking into filing
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          2  applications.

          3                 CHAIRPERSON GENNARO: Yes.

          4                 MR. TEETZ: That's a long way from

          5  actually putting money in the ground.

          6                 CHAIRPERSON GENNARO: Right.

          7                 Do you know what kind of megawatts

          8  you're talking about in some of these plants? Again,

          9  this is not really a question for you, but.

         10                 MR. TEETZ: I'm not really sure.

         11                 CHAIRPERSON GENNARO: Thank you.

         12  Thank you very much.

         13                 MR. TEETZ: Can I make one other

         14  point?

         15                 CHAIRPERSON GENNARO: Oh, sure, Mr.

         16  D'Andrea. When the light is off means the microphone

         17  is on. I think this is on now.

         18                 MR. TEETZ: One other point we'd like

         19  to address, you had asked some others to speak to

         20  what prior people who had testified had said.

         21                 CHAIRPERSON GENNARO: Oh sure.

         22                 MR. TEETZ: And one of the items that

         23  is the biggest dilemma for us is that if the market

         24  signal that exists in this current design is, and

         25  I'll just pick a number, six dollars for capacity in
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          2  the New York City market, it makes it very difficult

          3  for Con Edison or any market participant to go out

          4  and buy new capacity for twelve, if that's what it

          5  costs to build. And that's the dilemma we're faced

          6  with.

          7                 Moreover, the price for capacity in

          8  the City could actually go much lower, and then

          9  anybody on the wrong side of a transaction would

         10  look like they got a bad deal.

         11                 So, the reason we support the Demand

         12  Curve, and we agree with Catherine Luthin that there

         13  are other things that probably have to get fixed in

         14  this market, but the reason we support the Demand

         15  Curve, is it allows people a narrow bandwidth under

         16  which to transact under. And then they can come to

         17  meetings of the mind, and parties will get a sense

         18  that they negotiated a good deal, and not be faced

         19  with worrying whether they'd have to go back and

         20  explain why they overpaid for what they purchased or

         21  possibly sold for less than what they could have

         22  gotten. And that is the dilemma in the current

         23  boom/bust spot markets that exist today.

         24                 CHAIRPERSON GENNARO: And this narrow

         25  bandwidth would be preferable to -- We don't have a
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          2  narrow bandwidth; we have like a point on the graph,

          3  right? It's like we have like 118. Is that what

          4  you're saying? We don't have any latitude there.

          5                 MR. TEETZ: In theory it's zero to

          6  maximum. But it falls out somewhere on an almost

          7  vertical line. In theory it would be pure vertical

          8  line, but in reality it's slighly sloped. The Demand

          9  Curve has a much more gradual slope, and therefore,

         10  prices move, as Mark Reeder pointed out, gradually

         11  up or gradually down as new supply enters the

         12  market. And the Demand Curve prevents oversupply

         13  because eventually, prices go down low enough for

         14  some people it won't be efficient enough to operate.

         15  And it actually even goes to zero if too much is

         16  built.

         17                 So some participants here earlier

         18  were concerned that too much was going to be built,

         19  or we're going to build an shut down and move in all

         20  the wrong directions. This kind of gives you a

         21  better market to achieve an equilibrium on.

         22                 CHAIRPERSON GENNARO: I see. Thank

         23  you. Thank you or that clarification and thank you

         24  both.

         25                 Give my best regards to the folks at
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          2  KeySpan.

          3                 MR. TEETZ: We appreciate the

          4  opportunity to testify.

          5                 CHAIRPERSON GENNARO: Terry Agriss

          6  from Con Edison. Am I saying that right?

          7                 MS. AGRISS: Agriss.

          8                 CHAIRPERSON GENNARO: Agriss, okay.

          9                 We're looking ahead down the list.

         10  You know the drill. So John, I didn't even see you,

         11  so welcome, John. And welcome Terry. We're pleased

         12  to have Con Edison with us today. That doesn't mean

         13  we're not going to swear you in, you know, but we'll

         14  do that.

         15                 MR. BANKS: Many changes have taken

         16  place since my departure.

         17                 CHAIRPERSON GENNARO: We look forward

         18  to your good testimony. We thank you for being here,

         19  and without further ado, I'll ask Counsel to give

         20  the oath and we'll proceed.

         21                 COUNSEL DECOSTANZO: Please raise your

         22  right hand.

         23                 In the testimony that you're about to

         24  give, do you swear or affirm to tell the truth, the

         25  whole truth, and nothing but the truth.
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          2                 MR. BANKS: I do.

          3                 MS. AGRISS: I do.

          4                 COUNSEL DECOSTANZO: Thank you.

          5                 CHAIRPERSON GENNARO: Thank you very

          6  much.

          7                 Please state your names for the

          8  record and proceed with your good testimony.

          9                 MR. BANKS: John Banks, Vice President

         10  of Government Relations, Con Ed..

         11                 MS. AGRISS: Thank you very much. I'm

         12  Terry Agriss. I've Vice President for Energy

         13  Management for Con Edison. I am very pleased to be

         14  here this afternoon.

         15                 CHAIRPERSON GENNARO: Do you have a

         16  written statement?

         17                 MS. AGRISS: No, I'll just read from

         18  some notes, if that will be okay with you?

         19                 CHAIRPERSON GENNARO: Absolutely.

         20                 MS. AGRISS: But I am pleased,

         21  Chairman Gennaro, to have the opportunity to speak

         22  to you this afternoon about the New York Independent

         23  System Operators capacity markets.

         24                 There is an awful lot of uncertainty

         25  in our world these days, as you know. And obviously,
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          2  it's not just in the energy industry but with all

          3  the uncertainty that is surrounding us, we think

          4  that it really doesn't make a lot of sense to

          5  increase uncertainty in the energy markets and in

          6  people's lives at this point.

          7                 Con Edison believes that the Demand

          8  Curve will likely increase costs to consumers but

          9  won't encourage the investments that we all want to

         10  see in new generation when it's needed. On the other

         11  hand, Con Edison believes that the reliability of

         12  our electric system can be preserved with much more

         13  modest incremental changes in the capacity markets.

         14                 What really needs to be done, we

         15  think, is a thoughtful, comprehensive analysis that

         16  will clearly evaluate a variety of alternatives and

         17  not just look at the Demand Curve. Let me explain

         18  that in a little bit more detail.

         19                 Con Edison's primary concern

         20  regarding the Demand Curve is it's unlikely to

         21  accomplish the goal of attracting new investment.

         22  The structure of the Demand Curve introduces

         23  uncertainty to investors and is unlikely to be

         24  responsive to changing market conditions in a timely

         25  manner.
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          2                 There are a few key issues here. The

          3  first is that the Demand Curve is initially being

          4  set through negotiation and then it's going to be

          5  revised every three years, the first revision to

          6  take place in 2005. What that really means is that

          7  investors in new generation who are financing

          8  projects over a long- term period really aren't

          9  going to be able to rely on a Demand Curve that only

         10  has a three year life at any one time.

         11                 The second issue that we're concerned

         12  about in particular is that even if the Demand Curve

         13  were to be able to provide some incentive for new

         14  generation, the only plants that would be built

         15  would be small scale, and that would generally mean

         16  gas turbines. But the gas turbines really don't

         17  provide the stability or lower energy prices that

         18  we're really looking for in our markets. We would

         19  not get the baseload generating plants that we need

         20  built under the Demand Curve.

         21                 We also need to understand how the

         22  Demand Curve could affect trading with markets

         23  across our borders, especially New England and PJM.

         24  Neither of these markets is moving toward adopting a

         25  Demand Curve at this time. There are, however,
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          2  alternatives to the Demand Curve. During the debate

          3  on this issue, Con Edison and a number of other

          4  market participants proposed an alternative to the

          5  Demand Curve that was designed to enhance the

          6  capacity markets in a more incremental fashion. Our

          7  proposal focused first on lengthening the option

          8  procurement period from one month to six months and

          9  then to one year.

         10                 Secondly, we believe that we need to

         11  adjust the supply pool in which the capacity option

         12  is based to what is available during the summer peak

         13  periods. Third, the deficiency or penalty price

         14  should be lowered to a price that better reflects

         15  the cost of entry for new generation. And fourth, we

         16  should ensure appropriate market monitoring for the

         17  capacity market.

         18                 We believe that these modest

         19  incremental changes would lead to more rational

         20  capacity market without overcorrecting it. And our

         21  proposal would not introduce the uncertainty into

         22  the market that would otherwise accompany the Demand

         23  Curve.

         24                 Con Edison believes that rather than

         25  rushing into the wholesale redesign of New York's
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          2  capacity market that the Demand Curve would bring,

          3  the Federal Energy Regulatory Commission at this

          4  point should direct the New York ISO to revisit this

          5  issue and conduct a much more thorough and

          6  comprehensive quantitative analysis of the Demand

          7  Curve and other policy alternatives.

          8                 No other competitive market has a

          9  structure similar to the Demand Curve, and we do not

         10  believe that sufficient detailed analysis of this

         11  proposal has yet been undertaken. New York must be

         12  very careful about experimenting, especially when

         13  the stakes for New York City are high for consumers.

         14  So thank you very much for the opportunity to

         15  express our views, and we'll be happy to answer any

         16  questions you may have.

         17                 CHAIRPERSON GENNARO: Thank you, thank

         18  you. I'm happy to hear from you. Happy to hear your

         19  views.

         20                 I just made some notes during your

         21  statement where you talked about there were the

         22  possibility of having alternatives to the Demand

         23  Curve paradigm, or whatever. Are these proposals

         24  something that exists in some kind of proposal

         25  format that you're putting forward to the ISO or to
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          2  FERC, or are these just your own beliefs on what

          3  could or should happen?

          4                 MS. AGRISS: Con Edison, in

          5  conjunction with a number of other market

          6  participants, in fact, did raise these issues during

          7  the process at which the Demand Curve was

          8  considered.

          9                 It is our sense that they never

         10  received a similar level of attention in that the

         11  Demand Curve really was the only alternative that

         12  many of the market participants were interested in

         13  reviewing and working on.

         14                 CHAIRPERSON GENNARO: It seems like

         15  this thing, as we saw earlier, it got its start in

         16  the Public Service Commission. They're the ones that

         17  kind of, I guess, made the decision to really

         18  embrace this and moved it forward through the ISO

         19  process. Was there any outreach to the industry

         20  before the PSC sort of had its mind sort of set on

         21  this? Because it seems like that's where it came

         22  from. The PSC embraced this, moved it through the

         23  various levels within the ISO to where we are today.

         24                 Did people in the industry know that

         25  the PSC was kind of contemplating something or the
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          2  PSC had it in their mind that they were going to do

          3  something about the capacity market? Or was it just

          4  the PSC said, look, we've got something here. We're

          5  going to try to move this downfield? How did that

          6  play out?

          7                 MS. AGRISS: Well, the Demand Curve or

          8  really making changes in the capacity markets is a

          9  very complex issue, as I'm sure you understand after

         10  today's hearing. And the New York ISO process is a

         11  fairly complex process, and there are multiple

         12  market participants in that process, and there were

         13  multiple levels of discussion and reviews and task

         14  forces and working committees. So the Demand Curve

         15  did go through all of that process, so we were very

         16  much involved in it, and I would say a number of

         17  market participants were involved all the way

         18  through. But our sense has been quite consistently

         19  that the Demand Curve proposal really never did get

         20  the level of detailed quantitative analysis that is

         21  required for something that's going to change the

         22  market substantially.

         23                 CHAIRPERSON GENNARO: Well, Let me ask

         24  you this:  When the PSC kind of put this forward to

         25  various levels of review within the ISO was what
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          2  came out of the process at the end of the day

          3  somewhat similar to what had been handed off to

          4  them? It went through this whole process, so the PSC

          5  sort of hatched it, gave it to the ISO and it like

          6  sort of climbed the ladder, and a lot of people

          7  talked about it and maybe there was some yelling and

          8  screaming or whatever, but at the end of the day

          9  something went into the ISO process and something

         10  came out of the ISO process. Was the thing that came

         11  out of the ISO process looking very similar to what

         12  was introduced to it?

         13                 MS. AGRISS: I would say it's similar

         14  but there were a variety of changes along the way

         15  that happened, notwithstanding that again we would

         16  have liked to have seen a much more quantitative

         17  analysis on the proposal rather than a lot of the

         18  more policy level discussion that was going on.

         19                 CHAIRPERSON GENNARO: Sure, but

         20  ultimately, you probably don't believe that the

         21  answer is in this Demand Curve concept, or certainly

         22  not without further study.

         23                 MS. AGRISS: We do believe very

         24  strongly that the Demand Curve, as it is being

         25  proposed and is now at the Federal Energy Regulatory
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          2  Commission, really won't achieve the primary goal

          3  that is stated for it, which is to attract new

          4  generation. And we think that that's really a

          5  critical issue here in the City, and that we need to

          6  look at alternatives that are more likely to, in

          7  fact, be successful at getting that new generation

          8  as we need it.

          9                 CHAIRPERSON GENNARO: Will you be

         10  weighing in with FERC, and that will be your

         11  position with FERC?  You're formally going to make

         12  comments or whatever it calls for during this period

         13  with FERC; have you done that already?

         14                 MS. AGRISS: The comments are due on

         15  Friday, I believe, this week. And yes, we will be

         16  making those comments.

         17                 CHAIRPERSON GENNARO: Okay. If the

         18  imposition of the Demand Curve were to be

         19  successful, would have some impact on all of the

         20  players in the energy field; what particular impact

         21  would it have on Con Ed, were this to be advanced?

         22                 MS. AGRISS: Well, the biggest concern

         23  that we have is that we need new generation here in

         24  the City and that the Demand Curve would not achieve

         25  it. And so we would need to continue to find other
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          2  ways to try and make sure that that generation is

          3  available when it's necessary. So to that extent, we

          4  would really like to see some of the alternatives

          5  that we believe would be more successful, be both

          6  reviewed and then implemented.

          7                 CHAIRPERSON GENNARO: Okay, thank you

          8  very much for your views and your testimony.

          9                 I'll just take this opportunity to

         10  thank the folks at Con Edison. My area of Queens was

         11  in need of a couple of tweaking here and there, so

         12  parts of my community is almost like Camp Con Ed at

         13  this point. And so a lot of good work going on out

         14  there, and we're very appreciative of it. And so

         15  thank you.

         16                 MR. BANKS: Thank you, Mr. Chairman.

         17                 MS. AGRISS: Thank you.

         18                 CHAIRPERSON GENNARO: Okay, looks like

         19  Mr. Montblanc for HDFC.

         20                 UNIDENTIFIED SPEAKER FROM AUDIENCE:

         21  Mr. Montblanc isn't here today. He will be sending

         22  you his comments.

         23                 CHAIRPERSON GENNARO: Okay, we look

         24  forward to receiving those comments.

         25                 Mr. Stuart Caplan of Huber Lawrence
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          2  and Abell.

          3                 Also, is there a David Hepinstall?

          4  Is David Hepinstall still in the house? I was just

          5  curious if he was still here.

          6                 MR. CAPLAN: He had to leave.

          7                 CHAIRPERSON GENNARO: He had to leave,

          8  Okay.

          9                 MR. CAPLAN: Am I the last one?

         10                 CHAIRPERSON GENNARO: I don't know if

         11  you're the last, but you're on right now.

         12                 And before we begin, Francis Pullaro?

         13  Okay, so we do have more.

         14                 Okay, so it will be Mr. Caplan and

         15  Mr. Pullaro, and anyone else after that who wishes

         16  to be heard.

         17                 Thank you very much for being with us

         18  today. We appreciate the opportunity to hear from

         19  you. Thank you very much for your patience. We've

         20  reached the stage of our hearing where we're giving

         21  our patience awards, and so you can collect your

         22  patience award after we hear from you and being such

         23  a good sport in waiting so long. We appreciate your

         24  indulgence. Thank you for being here.

         25                 Donna will put you through the little
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          2  ritual and then we'll begin.

          3                 COUNSEL DECOSTANZO: Please raise your

          4  right hand.

          5                 In the testimony that you're about to

          6  give, do you swear or affirm to tell the truth, the

          7  whole truth and nothing but the truth?

          8                 MR. CAPLAN: I do.

          9                 COUNSEL DECOSTANZO: Thank you.

         10                 CHAIRPERSON GENNARO: Thank you and

         11  please state your name for the record and proceed

         12  with your testimony.

         13                 MR. CAPLAN: My name is Stuart Caplan.

         14  I am the Chair of the Energy Regulatory Department

         15  at the Manhattan law firm of Huber, Lawrence &

         16  Abell.

         17                 I've been practicing law in the

         18  energy industry for over 18 years, and in that time

         19  I've had the opportunity to represent every sector

         20  in the industry, including lenders and project

         21  investors that definitely weigh heavy in the Demand

         22  Curve debate, as well as consumer groups, utilities,

         23  and energy service companies that are competing with

         24  incumbent utilities.

         25                 First I thought it might be useful if
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          2  I clarified some of the FERC process for you, and

          3  let you know that FERC will routinely accept late

          4  motions to intervene as long as it's in an early

          5  enough stage that you can accept the record as it

          6  exists. So while Friday is the deadline, if the

          7  Council needed more time to consider this issue,

          8  then it does not mean that you cannot file a late

          9  motion to intervene.

         10                 Second, it's not a foregone

         11  conclusion that FERC will accept the Demand Curve

         12  and it will not become effective by its terms, by

         13  the terms of the FERC filing, until after FERC

         14  approves it. What that means is that FERC could

         15  reject the filing outright summarily. It could

         16  convene hearings before it approves it, or it could

         17  approve the filing. At that point someone mentioned

         18  parties could seek rehearing. There's a 30- day time

         19  limit for that.

         20                 CHAIRPERSON GENNARO: What was that

         21  again?

         22                 MR. CAPLAN: From the time that FERC

         23  issues an order on this, there will be a 30-day

         24  period in which parties may seek rehearing. There

         25  are no extensions there. That's a statutory
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          2  requirement.

          3                 CHAIRPERSON GENNARO: I see.

          4                 MR. CAPLAN: That's the right of

          5  passage in order to preserve one's rights to appeal

          6  to the U.S. Court of Appeals, either in the Second

          7  Circuit or the D.C. Circuit.

          8                 In any event, enough of that for now,

          9  and I don't think we need to talk about the U.S.

         10  Supreme Court's potential involvement in this, but

         11  it could take years before we know the ultimate

         12  outcome of the Demand Curve.

         13                 Based on my representation of parties

         14  from all of these different sectors and these

         15  different interests in the market, I will provide my

         16  personal views about the Demand Curve to you. I'm

         17  not going to use my prepared remarks. I'm going to

         18  respond to the comments that I've heard and the

         19  questions that I've heard here today. I hope that

         20  your questions of me are not as insightful as they

         21  were of the other parties providing testimony.

         22                 The Demand Curve is nothing short of

         23  a gamble. On the one hand it's a guess that it will

         24  bring on new generation. It's a guess that it will

         25  bring on new generation weighed against the
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          2  certainty that it will substantially increase costs

          3  to the citizens of New York State.

          4                 The estimates of the amount that it

          5  will cost range quite dramatically, but one former

          6  head of Regulatory Economics at the PSC has provided

          7  an estimate of $700 million over three years. Now

          8  will a Demand Curve bring --

          9                 CHAIRPERSON GENNARO: Who was that?

         10                 MR. CAPLAN: Carl Peckman.  Dr. Carl

         11  Peckman submitted an analysis that is available on

         12  the ISO website. He submitted the analysis,

         13  representing multiple interveners, a group of

         14  industrial customers in New York State. That was

         15  part of the ISO appeals process.

         16                 In any event, I do not believe that

         17  the Demand Curve will bring on any new generation.

         18  Lenders are not looking for a two-year window of

         19  potential certainty. Lenders today don't know where

         20  you'll cross the Demand Curve, because you don't

         21  know how much supply will bid in under it. And even

         22  at that, the Demand Curve could be eliminated once

         23  it's known that it's currently set or at any point

         24  in time is set too high. So it's subject to

         25  political risk and regulatory risk.
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          2                 In contrast to that, lenders are

          3  looking for long- term bilateral contracts with

          4  solid creditworthy counterparties. This addresses

          5  their concerns. And based on my discussions with the

          6  lender community, I do not believe the Demand Curve

          7  will have any beneficial impact on new investment.

          8                 One could ask, well, do we need the

          9  Demand Curve to keep existing generation running?

         10  Some persons have intimated that existing generation

         11  will have to shut down if you don't have a Demand

         12  Curve. To them I say, we don't need a Demand Curve

         13  to keep existing needed generation. There is

         14  generation that is not needed. Currently, upstate

         15  New York has a large surplus of capacity. Generators

         16  that are not economically viable in the current

         17  market could be retired. That is possible.

         18                 But you say, well gee, what about

         19  some of the generators we need? Might they not

         20  recover all of the costs that they need to, or the

         21  revenues they need to cover their going forward

         22  costs. And the answer to that is, inevitably they

         23  may. All they need to do is bid their going forward

         24  costs. Once they become the marginal capacity unit,

         25  that is, the last most expensive bid unit that is
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          2  needed to satisfy the 18% reserve requirement,

          3  there's no restriction on the upstate bidding. They

          4  can cover their going forward costs.

          5                 It amazes me that so many generators

          6  have put in uneconomic bids that may render them

          7  incapable of covering their going forward costs to

          8  the extent that they have. But if they choose to

          9  continue to bid in this irrational fashion and

         10  suffer operating losses, then the consumers will

         11  benefit from that irrational behavior for a while

         12  longer. But as soon as they decide to bid

         13  rationally, they can cover their going forward

         14  costs.

         15                 You heard some mention of concerns

         16  about withholding. In fact, you asked a question

         17  about why is it that the Demand Curve as filed at

         18  FERC might actually incent withholding strategies?

         19  To that I would answer that if there's a deficiency

         20  where the State does not satisfy the 118% installed

         21  reserve requirement, the Demand Curve becomes

         22  vertical because loads would be required to pay

         23  150%, the estimated cost of new entry. The ISO would

         24  use this revenue to try and contract with additional

         25  capacity suppliers. Well, this gives capacity
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          2  suppliers the incentive to try to get a piece of

          3  that higher cost or higher priced capacity. So there

          4  is an incentive, and David Patton, the independent

          5  market advisor who is supporting the Demand Curve,

          6  has criticized the Demand Curve in this regard. So

          7  there is currently an admitted, admitted in the

          8  ISO's own filing, incentive to create withholding

          9  with the current Demand Curve as proposed.

         10                 The next point I'll address is one

         11  the Council Member Koppell raised. He spoke of the

         12  take or pay contracts. I heard Catherine speak of

         13  the California experience, which was very recent.

         14  There's also this state's experience with the Public

         15  Utility Regulatory Policies Act of 1978. Under

         16  PURPA, utilities were required to enter into

         17  government structured or guided contracts to

         18  purchase from qualified facilities, generators at

         19  their estimated avoided cost. Well, when the PSC was

         20  using 115 per barrel oil prices as the basis for

         21  those forecasts, utilities entered into, at the

         22  PSC's direction. It was a different administration

         23  then, let me state. But utilities entered into some

         24  contracts that cleared the equivalent of $110 a

         25  megawatt hour for 20 years at a time when the
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          2  wholesale price might have been trading at $25 a

          3  megawatt hour.

          4                 We've seen enough attempts. These

          5  three examples are good examples of why

          6  administrative price determination can be a very

          7  dangerous thing. I think those that advocate the

          8  Demand Curve either are looking to increase

          9  generator revenues or have much greater faith in an

         10  administrative price determining process than I do,

         11  having witnessed those three different phenomena,

         12  including some very recent ones.

         13                 What's involved in setting the Demand

         14  Curve? You need to know two things. You need to know

         15  what the levelized cost of new entry is, and I've

         16  seen the estimates that the generators wanted to use

         17  in this Demand Curve at $85 per kilowatt year

         18  upstate. It's wildly overstated. So right now,

         19  something that should be fairly objective is still

         20  subject to contention and perhaps a FERC hearing if

         21  FERC does not reject the Demand Curve outright. We

         22  shall see, but if you overstate the cost of new

         23  entry, you set the Demand Curve too high and you

         24  increase the wealth transfers from customers to

         25  generators. And I say wealth transfers because, as I
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          2  said, you don't necessarily induce any new

          3  generation investment as a result of the Demand

          4  Curve. So if you don't attract new generation, then

          5  what do you do? All you're doing is lining the

          6  pocket of existing generation or generation that

          7  would have existed anyway at the expense of

          8  consumers.

          9                 You also need to know the second

         10  item, and that is, what are the energy and ancillary

         11  service market revenues that the generators would

         12  receive. If you guarantee generators so they could

         13  recover all of their costs, all of their return on

         14  equity, all of their debt service from the Demand

         15  Curve, from the capacity price, you're not looking

         16  at any of the energy market margins that they could

         17  earn: Potentially large profits for selling energy,

         18  not just capacity. So the Demand Curve should be

         19  adjusted downward to reflect the energy and

         20  ancillary service market revenues that you expect

         21  the generators to receive.

         22                 This is a fundamental point, at which

         23  there has been no meeting of the minds of the two

         24  primary advocates of the Demand Curve, the Public

         25  Service Commission on the one hand and the
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          2  generators on the other. The generators think that

          3  you should set the Curve in year three to be equal

          4  to the cost of new entry, including all that return

          5  on debt service.

          6                 The Public Service Commission states

          7  that you should decrease the Demand Curve by the

          8  energy and ancillary service market revenues. The

          9  filing to FERC is very vague on this point, and you

         10  cannot discern from it what is intended. This makes

         11  for a big battle in year three when this phased- in

         12  approach would be terminated. So it's a proposal

         13  with a fundamental term that has not been filled in,

         14  which has a potentially great impact on consumers

         15  throughout the State.

         16                 Well, I mentioned two general items

         17  as to what you need to determine how to set the

         18  Demand Curve, how difficult it is to set

         19  administrative prices in a competitive market. But

         20  in order to do that, you need to know what resource

         21  type is the most efficient unit that should be

         22  coming on- line next.

         23                 There are many different technologies

         24  and possibilities there. What will fuel prices be

         25  over the life of that generator?
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          2                 What will the market clearing prices

          3  be?

          4                 What is the cost of the turbine?

          5                 Will they be discounted as they are

          6  in today's market, lowering the Demand Curve and

          7  it's costs?

          8                 What capital structure and return

          9  requirements will investors require?

         10                 What is the useful life for

         11  investment purposes?

         12                 Then that covers what the cost of

         13  entry is in part, but you also need to know what the

         14  energy market revenues will be so that you can

         15  subtract those from the Curve, if you follow the

         16  PSC's approach. That's also very complicated.

         17                 For example, let me backtrack a

         18  moment. We asked the ISO to perform an analysis of

         19  what the total market revenues were to determine if

         20  they were sufficient to cover the cost of new entry.

         21  At the Management Committee meeting to discuss this

         22  issue, David Patton indicated, "Oh well, by summer

         23  of 2002, assessment of the market covered that,"

         24  which was issued in October. We looked at that and

         25  that assessment did not reflect five significant
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          2  market rule changes that have occurred that will

          3  increase energy prices.

          4                 So in other words, his assessment at

          5  best is partial, incomplete and does not look at

          6  known existing improvements or modifications to the

          7  market that increase energy and now ancillary

          8  service market revenues. They are fairly technical

          9  and I'll be happy to describe those to you if you

         10  want during the question and answer phase.

         11                 So overall, I would say that the

         12  Demand Curve is subject to enormous debate, and that

         13  one thing stands certain. When you attempt to use

         14  this administrative form of price setting, you know

         15  you will get it wrong. We've seen examples of that.

         16  We haven't seen too many examples of getting it

         17  right in contrast to the weak possibility that it

         18  will truly incent new investment or bring in the

         19  financial community, it's just not worth the risk.

         20                 Now, you've asked about what PJM in

         21  New England, our neighboring ISOs have done in this

         22  regard. And some persons who have described that

         23  they are not actively considering the Demand Curve

         24  now as correct, but also New York ISO staff and New

         25  York market participants participated with New
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          2  England's staff, PJM's staff and their market

          3  participants in this joint capacity working group.

          4  And they came up with a proposal that needs a little

          5  bit more work. But if we go to a Demand Curve now,

          6  we'll have one fundamental jolt to the capacity

          7  market, only to be followed by what we hope will be

          8  a common market that will increase capacity market

          9  liquidity across all three regions. And bear in

         10  mind, New York is about a 31-, 32,000 megawatt

         11  market. We have New England to our north at about

         12  25,000 megawatts and PJM to our south and expanding

         13  to the west, which may represent somewhere between

         14  60- and 100,000 megawatts, depending on how its

         15  expansion goes, and potentially much more than that.

         16  Getting a common set of market rules across the

         17  three regions makes a lot of sense. They're

         18  definitely not anxious to run into the Demand Curve

         19  right now.

         20                 Now, in response to a couple of

         21  points that you asked of KeySpan. This note that the

         22  Demand Curve does not provide a long- term stable

         23  market, as suggested. Right now it proposes two

         24  years of known prices subject to the variability of

         25  generation that bids in.
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          2                 David Patton, the market advisor, has

          3  also admitted that under the current market, he

          4  would expect the same long- term equilibrium point

          5  of 118% reserve margin with our without the Demand

          6  Curve. The Demand Curve will prop up existing

          7  resources that are not clean and will, in my view

          8  delay the entry of new resources that are more

          9  efficient and cleaner.

         10                 When KeySpan was talking about the

         11  price signals, it did not mention these five

         12  initiatives that will tend to increase real time and

         13  day ahead energy market price signals and ancillary

         14  service market revenues that will factor into

         15  decisions about whether to invest prospectively.

         16                 Finally, no one has observed that 80%

         17  of the capacity market clears in the bilateral

         18  market, not as a result of the ISO's auctions. The

         19  capacity market prices are appreciably higher than

         20  the current auction prices but still arguably

         21  reasonable, the result of competition. The Demand

         22  Curve I expect to have. Just the proposal of the

         23  Demand Curve I expect to have anti- competitive

         24  impacts that will start very soon if they haven't

         25  already. And that will be because generators will be
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          2  holding out for the point on the Demand Curve where

          3  they expect to hit the price so that the bilateral

          4  market, which was competitive, and which was

          5  adequately compensatory, will effectively dry up.

          6                 Thank you. I'll be happy to answer

          7  any questions that you have.

          8                 CHAIRPERSON GENNARO: Thank you.

          9  Thank you very much, Mr. Caplan.

         10                 In just making reference to some of

         11  like the price signals or market signals or

         12  regarding the one, I was looking at the financial

         13  landscape and how things had changed with the

         14  imposition of like cap and all that or whatever. So

         15  you've got some additional parameters that exist now

         16  that in your view would lead to or create right now

         17  an acceptable landscape for getting projects

         18  financed if you know what you're doing?

         19                 MR. CAPLAN: There are five market

         20  modifications which tend to increase energy and

         21  ancillary service market revenues for suppliers.

         22  Those increased revenues will factor into their

         23  expectations of future revenue and will factor into

         24  their investment decisions. Just in brief, the five

         25  factors are listed in the written testimony that
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          2  I've submitted. They are --

          3                 CHAIRPERSON GENNARO: Do we have that

          4  testimony? Oh, we have it here.

          5                 MR. CAPLAN: Yes, they allow, those

          6  five factors include allowing economic curtailment

          7  bids to set prices. Previously economic curtailments

          8  bids saying, well, if the price goes above this

          9  level, you can cut my load. It's like capacity in a

         10  way, that previously those bids did not set energy

         11  clearing prices, now they will, so it will offer

         12  more upside potential for existing generators.

         13                 The second is that last summer the

         14  ISO implemented improvements in the way it modeled

         15  the Con Edison 138 kilovolt system, which will

         16  decrease certain emergency calls on units. That

         17  phenomenon, which has been removed, tended to

         18  depress energy market prices, so prices will be

         19  higher as a result of that modification.

         20                 A third, there is an increased

         21  convergence between the hour ahead and real time

         22  market, which will also tend to increase the binding

         23  real time energy market price signals through

         24  reduced out-of-merit calls.

         25                 A fourth, now if there's a time where
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          2  the ISO is deficient in its 10-minute reserves, 10-

          3  minute operating reserves, the energy price will go

          4  to $1,000, which will increase revenue potential for

          5  suppliers.

          6                 And fifth, recently in January, the

          7  Management Committee voted to approve to lift the

          8  cap that was applicable to certain 10- minute

          9  reserves, so that now there will be more 10- minute

         10  reserve revenue potential for suppliers. And these

         11  five market changes will tend to increase potential.

         12  But I don't want you to believe that this in itself

         13  is going to be sufficient to induce new investments,

         14  the overall package of energy ancillary service and

         15  capacity market revenues that will induce

         16  investment. But also in the current environment, to

         17  obtain financing, the lender community is most

         18  interested in seeing long- term bilateral contracts

         19  with creditworty counterparties. The Demand Curve

         20  does not provide that. It does not address what Wall

         21  Street really needs on this at all.

         22                 CHAIRPERSON GENNARO: Did you submit

         23  comments to the ISO and to FERC regarding your

         24  views, and I guess if you did them, it would be on

         25  behalf of the people that you represent, right?
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          2                 MR. CAPLAN: I submitted an appeal to

          3  the New York ISO Board on behalf of clients that are

          4  utilities in New York State. And additionally, I am

          5  working on protests to FERC on behalf of clients and

          6  also a coalition of parties.

          7                 CHAIRPERSON GENNARO: And these

          8  clients are generators in New York State?

          9                 MR. CAPLAN: No, the clients --

         10                 CHAIRPERSON GENNARO: The generators

         11  would be for the Demand Curve presumably.

         12                 MR. CAPLAN: Yes, that's right. Well,

         13  there may be an exception or two that abstained

         14  because they don't like adminstrative price setting,

         15  I suppose, but for the most part, the generator

         16  sector stood behind the Demand Curve, because it

         17  will increase their revenues. It will immediately,

         18  without inducing any new investment.

         19                 One thing is certain. That even if

         20  you are in favor of the Demand Curve, you have to

         21  admit that the Demand Curve that is implemented, if

         22  it is at all after FERC approves it, will not result

         23  in any new investment for two to three years.

         24  Because by the time you know you've got the Demand

         25  Curve to the time you have a generator coming on-
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          2  line, you would have to wait two to three years, at

          3  best. So you know that you're not going to get any

          4  new investment benefit in that pendency period

          5  anyway.

          6                 CHAIRPERSON GENNARO: So your clients

          7  wouldn't be, or they are utilities but not

          8  suppliers.

          9                 MR. CAPLAN: That's correct. They're

         10  not generators. They're not generation companies.

         11                 CHAIRPERSON GENNARO: They're not

         12  generators, so what do they do?

         13                 MR. CAPLAN: I'm not here on behalf of

         14  the client.

         15                 CHAIRPERSON GENNARO: Oh, I see.

         16                 MR. CAPLAN: I am here on my own time,

         17  as a party that has been playing this game for

         18  nearly 20 years and it was responsible for preparing

         19  the ISO tariffs in 1997 when we were creating this

         20  structure before the ISO was created.

         21                 CHAIRPERSON GENNARO: Just as an

         22  observer of the process, and I'm sure you follow

         23  this closely, I haven't asked this of anyone else

         24  yet but I understand that there was some discussion

         25  or some difference of opinion as to what would
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          2  constitute an ISO member who would be able to vote

          3  on this. And there was an issue of, well, we have

          4  new members and they paid their money, and they're

          5  members in good standing, but they joined after this

          6  thing was already on the docket, or whatever, and

          7  presumably they joined because they wanted to weigh

          8  in on this. And there are other people who were also

          9  new members who I guess became members before this

         10  thing was on the docket or whatever, so it was like,

         11  whom do we let vote and whom do we not? And I think

         12  some people came away from that process with a

         13  little bit of a bad taste in their mouth. And just

         14  for the record, to the extent that you know and can

         15  speak to it, what happened there? What was up?

         16                 MR. CAPLAN: I'll be happy to share

         17  what I know.

         18                 There were a couple of parties, as

         19  you've said had joined and were in good standing.

         20  The ISO had accepted their payment for membership,

         21  they had been allowed to, already allowed to vote in

         22  a Business Issues Committee meeting preceding the

         23  Management Committee meeting.

         24                 They went into the Management

         25  Committee meeting expecting to have their votes
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          2  count. Someone had raised a challege because there

          3  is another Management Committee bylaw rule, which

          4  said that if you wanted to change your representive

          5  or designated representative, you needed to provide

          6  advanced notice. That bylaw did not explicitly apply

          7  to new entrants, and the ISO had routinely allowed

          8  parties to designate proxies, even an hour or

          9  moments before a vote. So the Chair of the Committee

         10  and the Council took the vote both ways, counting

         11  these members and then with the ability to exclude

         12  them. And then the Chair decided that he would

         13  exclude their votes on the basis that they had not

         14  satisfied this advanced notice requirement to change

         15  a designated member, even though it did not on its

         16  face apply to new members. So you have a situation

         17  where some parties --

         18                 CHAIRPERSON GENNARO: But did that

         19  only apply to people who were new?

         20                 MR. CAPLAN: Well, arguably, it would

         21  only apply to someone who would have joined the

         22  Management Committee or the ISO within the last

         23  seven days, okay?

         24                 So, yes, it would only apply to

         25  parties, this ruling would only affect or prejudice
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          2  parties that were new. But as I said, they had

          3  previously voted in the BIC (phonetic) meeting

          4  without challenge and expected to have their votes

          5  counted here.

          6                 The parties that support what the ISO

          7  did, mostly the generators, would argue well, "we

          8  don't want people out shopping for new members to

          9  stack a vote." But in actuality, these members made

         10  the pitch to the ISO Board, that "wait a minute.

         11  We're small, new entrants, trying to compete to

         12  supply load. We don't have the resources to cover

         13  this heavy duty ISO meeting calendar. But when you

         14  get to an issue that may put us out of business,

         15  that may prevent us from competing as new entrants,

         16  competing with the incumbent utilities for load,

         17  then we have to represent our interests. So don't

         18  blame us for sitting back. We don't have the

         19  resources and then coming forward when you do

         20  something that may cut to the ability of our

         21  continued business interests."

         22                 CHAIRPERSON GENNARO: Was this in a

         23  ruling that happened on the inability of people who

         24  were members in good standing to cast a vote; is

         25  this of any consequence now?  Is there any appeal or
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          2  any hub-bub, or is there anything going on with

          3  regard to those people saying, if not for the fact

          4  that we weren't able to vote, we wouldn't even be in

          5  the situation now? Is there anything to that?

          6                 MR. CAPLAN: The Board, the ISO Board

          7  voted in favor of sending the Demand Curve to FERC.

          8  Also, not surprisingly, voted against these

          9  disenfranchised parties. I would not be surprised if

         10  these parties file a protest at FERC. They've

         11  already filed a protest with the ISO Board, so why

         12  not?

         13                 They would argue to FERC that the

         14  Management Committee vote actually did not pass by

         15  the requisite 58%, and that, therefore, the ISO did

         16  not have the authority under its enabling agreements

         17  to make a filing under Section 205 of the Federal

         18  Power Act, which is a filing to implement the rate

         19  change.

         20                 CHAIRPERSON GENNARO: So this gives

         21  FERC the opportunity to duck this thing if they want

         22  to duck it on that procedural round, right? I mean,

         23  I'm speculating here.

         24                 MR. CAPLAN: It would, although that

         25  is not going to stop many parties, including my
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          2  clients, from addressing the merits of the issues.

          3                 CHAIRPERSON GENNARO: Right.

          4                 MR. CAPLAN: It certainly could.

          5                 CHAIRPERSON GENNARO: Right.

          6                 How does FERC's consideration of a

          7  standard market design for capacity markets affect,

          8  if at all, the ISO's proposal to implement a Demand

          9  Curve. Did you get that?

         10                 MR. CAPLAN: Yes.  Yes.

         11                 CHAIRPERSON GENNARO: Okay.  I'm a

         12  little iffy on it. Let me just read it again for

         13  myself.

         14                 MR. CAPLAN: The standard market

         15  design is FERC's vision of sort of a national

         16  template that is largely based on the model that

         17  existed in New York without the Demand Curve and

         18  similar to the markets that are currently operating

         19  in New England and PJM. And in that process, FERC is

         20  expected to issue a paper the end of this month or

         21  perhaps early next month with its latest

         22  pronouncement and vision of what the market should

         23  look like. And FERC was looking for a longer term

         24  capacity product or longer term resource adequacy

         25  product that would provide more stability.
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          2                 I think FERC will be very interested

          3  to see what the joint ISO, PJM, New England and New

          4  York ISOs come up with as part of what is now known

          5  as the Resource Adequacy Market Working Group. What

          6  that working group comes up, because it will have

          7  been heavily vetted in three markets and will

          8  probably provide a good basis for considering SMD.

          9                 CHAIRPERSON GENNARO: Okay, yeah, I

         10  think that was about all I had. I just thank you

         11  very much for your patience, for the benefit of your

         12  views.  We have your information, do we?

         13                 MR. CAPLAN: Yes, you do. Thank you

         14  very much. I appreciate it.

         15                 CHAIRPERSON GENNARO: Thank you. Thank

         16  you for your patience.  Thank you for your

         17  willingness to sit here all day and give us the

         18  benefit of your views. We greatly appreciate that.

         19                 Mr. Pullaro of Strategic Energy LLC.

         20  And at this time I was wondering if there is anyone

         21  else in the room who wishes to be heard? Okay.

         22                 Mr. Pullaro gets our gold medal for

         23  patience here, and so Mr. Caplan just gets a silver

         24  medal only for patience. So, Mr. Pullaro, thank

         25  you.  Thank you for being here with us today, for
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          2  your patience in waiting to give us your views.

          3                 And Counsel to Committee will

          4  administer the oath, ask you to state your name for

          5  the record and proceed with your testimony.

          6                 COUNSEL DECONSTANZO: Please raise

          7  your right hand.

          8                 In the testimony that you are about

          9  to give, do you swear or affirm to tell the truth,

         10  the whole truth, and nothing but the truth?

         11                 MR. PULLARO: I do.

         12                 COUNSEL DECOSTANZO: Thank you.

         13                 MR. PULLARO: Good afternoon, Mr.

         14  Chairman.  Thank you for the opportunity to submit

         15  written testimony to you on the issue of ensuring a

         16  reliable and cleaner supply of electricity to the

         17  people of New York.

         18                 My name is Francis Pullaro. I'm the

         19  Regulatory Affairs Manager for Strategic Energy.

         20  Among the population of Competitive Retail

         21  Suppliers, Strategic Energy is perhaps the largest

         22  in the country that did not inherit an incumbent

         23  utility's load. We serve over 42,000 commercial and

         24  industrial customers across the United States whose

         25  electricity demands total over 3,000 megawatts. We
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          2  are a market participant in the New York ISO, and we

          3  serve several hundred megawatt's here in New York

          4  State.

          5                 We vehemently oppose the current

          6  system in New York for adequate installed generating

          7  capacity or ICAP, whereby electricity consumers

          8  provide direct payments to electricity generators as

          9  a so- called incentive for them to build generation

         10  in the State sufficient to meet their electricity

         11  needs. The result of this payment system has been

         12  the transfer of billions of dollars over the past

         13  several years from our customers and other consumers

         14  to generators without the construction of any new

         15  generation. And you've heard much about that this

         16  afternoon.

         17                 New York consumes over $3 billion

         18  worth of electricity. And in New York State,

         19  electricity users pay an additional $1 billion a

         20  year to the owners of generators as an incentive

         21  payment for nothing. The idea is that paying

         22  generators this additional incentive will entice

         23  developers to build new generation in New York.

         24                 Why don't New Yorkers get anything

         25  for their $1 billion per year? Well, most of the
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          2  incentive payment goes to existing generators, not

          3  new generators. The incentive payment left over for

          4  developers is simply not enough to get them to build

          5  new generation. What should $1 billion per year get

          6  us in New York? Well, it could get 1,000 megawatts

          7  of new, cleaner, traditional generation, completely

          8  paid for in that first year. Or 800 megawatts of

          9  new, cleaner, distributed generation with perhaps

         10  smaller generators located at the customer's site.

         11                 We asked several of the individuals

         12  who have given testimony today about their role in

         13  SMD. And what I'm going to finish up with today is

         14  what strategic energy has been advocating at FERC in

         15  the standard market design process. Something that

         16  we call our new Resource Assurance Plan. And what

         17  we've proposed is that in a state like New York,

         18  we'd hold an auction every year to determine how

         19  much incentive is necessary to encourage new

         20  resources to be developed for availability in the

         21  next year, for three to five years out because

         22  that's what it takes to build a unit. Whoever

         23  received the funds from this auction, we would pay

         24  this new resource its incentive over five years,

         25  beginning with the first year, their new resources
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          2  available, but starting no earlier than the planning

          3  year.

          4                 To pay for this new resource, we

          5  would spread the cost of the new resource initiative

          6  payments over all customers in the region because

          7  it's a public good, this assuring adequate supply.

          8                 The key benefits are that resource

          9  adequacy is guaranteed, and you're doing it at a

         10  much lower cost. The key advantages over capacity

         11  credit markets are that resource adequacy is

         12  guaranteed again where ICAP has been ineffective.

         13  The cost is minimal and much lower than ICAP because

         14  you are not spreading it around. You are directing

         15  the funds. There's no market problems, as you've

         16  heard all afternoon with ICAP. There's no policemen

         17  that are needed to keep an eye over wholesalers or

         18  retailers in this artificially constructed market.

         19  And there's no double selling of capacity, charging

         20  customers twice for capacity, once in the forward

         21  energy market, as Attorney Caplan has gone to great

         22  lengths to explain to you, and once again in the

         23  capacity price, so you would eliminate this double

         24  payment.

         25                 Ultimately, though, long- term energy
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          2  contracts, as you've heard earlier, not artificial

          3  capacity markets, should become the bedrock of

          4  resource adequacy in New York. Energy prices should

          5  be high when reserves are in short supply, simple

          6  supply and demand, as we've all learned. Faced with

          7  potential high prices, load- serving entities like

          8  our company or Con Ed will purchase firm energy in

          9  advance through the forward markets to mitigate the

         10  risk of price volatility to their customers. So

         11  while the price may spike in the marketplace,

         12  consumers aren't going to pay these prices when we

         13  see that electricity goes $1,000 a megawatt.

         14  Consumers won't pay this because their suppliers

         15  will have bought long into the future, like our

         16  company does, and insulate them from these price

         17  spikes.

         18                 End users will see the benefits

         19  available through price signals and reduce their

         20  demand during high price periods. As Chairman of the

         21  Environmental Committee, I'm sure you're

         22  appreciative of not having to construct new

         23  resources and the great benefits that brings to our

         24  environment.

         25                 Demand response programs will be
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          2  effective only if the energy markets can work

          3  naturally and undistorted by generator caps and

          4  subsidies, and we are in fact sympathetic to the

          5  problems that generators face trying to get enough

          6  revenue because prices are mitigated.

          7                 Private, unmitigated businesses will

          8  be the demand response participants that make

          9  decisions about plant operations in real time and

         10  make demand response work. Only a well- functioning

         11  market will provide the signals that businesses need

         12  to determine when to reduce load. And that's all I

         13  have for you today.

         14                 CHAIRPERSON GENNARO: Thank you.

         15  Thank you. Your firm, I guess, will be weighing in

         16  with FERC, and has weighed in with the ISO on this?

         17                 MR. PULLARO: Yes, Mr. Chairman. We

         18  appealed the decision of the Management Committee to

         19  the Board, and we will be filing a protest and

         20  moving to intervene in the FERC, in the tariff (sic)

         21  of FERC.

         22                 CHAIRPERSON GENNARO: And you spoke

         23  earlier about your company being one that came on

         24  and didn't inherit whatever that was. Will you just

         25  go over that? I missed that part.

                                                            151

          1  COMMITTEE ON ENVIRONMENTAL PROTECTION

          2                 MR. PULLARO: We didn't inherit any

          3  customers. We had to go out and recruit them

          4  ourselves.

          5                 CHAIRPERSON GENNARO: Oh, I see.

          6                 MR. PULLARO: And recruit them

          7  ourselves.

          8                 CHAIRPERSON GENNARO: The old

          9  fashioned way.

         10                 MR. PULLARO: They weren't given to us

         11  by any sort of regulatory benevolence.

         12                 CHAIRPERSON GENNARO: Right.

         13                 MR. PULLARO: And I've given you, with

         14  your testimony, Mr. Chairman.

         15                 CHAIRPERSON GENNARO: Sure.

         16                 MR. PULLARO: I've given you some

         17  information about our company.

         18                 CHAIRPERSON GENNARO: I see that.  I

         19  see that, thank you. We appreciate that.

         20                 Before the ISO did what it did, you

         21  have some concepts here. New resource assurance

         22  plan. I'm trying to read that without my glasses.

         23  Was this something that you put forward during the

         24  process? Did the ISO people have the benefit of

         25  knowing your views as they were doing what they were
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          2  doing?

          3                 MR. PULLARO: Our views of long-term

          4  firm energy contracts have been aired at the ISO.

          5                 CHAIRPERSON GENNARO: And seem to be

          6  consistent with what others have sort of put on the

          7  table as Demand Curve alternatives, right?

          8                 MR. PULLARO: I would say that we are

          9  probably a little more towards, while some market

         10  participants are probably willing to stick it out

         11  with the current ICAP system and make some changes

         12  with it, we would like to move beyond it, I guess, I

         13  would say.

         14                 CHAIRPERSON GENNARO: Oh, I see.

         15                 MR. PULLARO: In fact, our company, we

         16  were not members of the ISO when it first kicked off

         17  five or so years ago.

         18                 In fact, we've only really been

         19  involved the last couple of years.

         20                 CHAIRPERSON GENNARO: Oh, I see, but

         21  you weren't one of the ones that got thrown out of

         22  the vote, right?

         23                 MR. PULLARO: No, we were't.  So we're

         24  just sort of really getting a good deal of customers

         25  here in New York and really starting to get involved
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          2  with this market. We're optimistic that this issue

          3  will work out and we have a lot of hope for it, so.

          4                 CHAIRPERSON GENNARO: I applaud your

          5  optimism and your participation in our complicated

          6  energy market here, and you know, we urge all who

          7  are here to continue to sort of ply their views with

          8  FERC.  Unlike those who didn't get a chance to vote

          9  at the ISO hearing, we think everybody should

         10  participate.

         11                 So we're grateful to have you come

         12  down here today. This actually serves as an

         13  introduction from myself and this Committee to your

         14  company. So I'm glad to have your information on

         15  your company, and we appreciate your being here and

         16  sharing your views. And Donna will give you your

         17  gold medal for patience, you know.

         18                 MR. PULLARO: It was my pleasure.

         19                 CHAIRPERSON GENNARO: We'll have a

         20  little ceremony.

         21                 MR. PULLARO: I live right around the

         22  corner, so.

         23                 CHAIRPERSON GENNARO: We're going to

         24  put the platform out here, and we'll play the

         25  National Anthem and all that, and you'll get that,
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          2  so.

          3                 MR. PULLARO: I appreciate the

          4  opportunity. Thank you very much.

          5                 CHAIRPERSON GENNARO: Anyone else here

          6  who wishes to be heard?

          7                 Oh, I just want to read into the

          8  record here that written testimony has been received

          9  by the Honorable Paul Tonko, who is Chair of the New

         10  York State Assembly Standing Committee on Energy,

         11  and we have the March 6th testimony of Dr. David

         12  Patton for the New York State Assembly Committee on

         13  Energy. He's an independent market advisor for the

         14  ISO. And Jay Raphaelson, Chairman of the New York

         15  Energy Buyers Forum. So we have written testimony

         16  from those individuals. We thank you all very much.

         17                 (Hearing concluded at 4:39 p.m.)
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