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Preface

The 9™ Market Surveillance Panel monitoring report covers the period May 1 — October
31,2006. We provide standard data on market operations and performance in Chapter 1
and the Statistical Appendix. Chapter 2 surveys ‘high’ and ‘low’ prices and identifies
other matters worthy of comment. Chapter 3 discusses some of the issues raised in
previous reports and new matters related to interties and the renegotiation of an ancillary
services contract. The chapter also reviews demand response programs. The final
chapter summarizes key market indicators for the period and addresses the role of the

real-time spot market in the ‘new’ hybrid market.

Don McFetridge Tom Rusnov
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Executive Summary

The IESO-administered market, Ontario’s wholesale electricity spot market, once again
performed reasonably well according to its design over the six-month period May—
October 2006. The Market Surveillance Panel (MSP) found no evidence of gaming,
abuse of market power or other inappropriate conduct by market participants or the
market and system operator, the Independent Electricity System Operator (IESO). Spot
market prices generally reflected demand and supply conditions and the discrepancy
between pre-dispatch and spot market prices declined. A variety of actions taken by the

IESO to improve market performance appear to be having a positive impact.

Market Prices and Uplift

The average HOEP, May — October 2006, was about $30/MWh lower than the same
period in 2005 because of increased supply in Ontario and more moderate weather
causing lower demand for electricity. Hourly uplift payments associated with the market
were 60 percent lower than in 2005. These are the Import Offer Guarantee, Congestion
Management Settlement Credit, Operating Reserve and transmission losses payments.
Since market opening in May 2002 the trend in total market-related uplift payments has
been downward and uplift payments per MWh of load have fallen still faster.

For much of the May — October 2006 period, Ontario’s HOEP was, on average, the
lowest price among the neighbouring markets of New York, New England, PJM and the
Midwest Independent System Operator. Calculations of the ‘net revenue’ from the
market that would be required to make investment in new generation in Ontario
economic show that it continues to fall short (this was also true of other markets).
Applying a standardized model developed in the U.S. we found that, on average over the
past three years, a combined cycle generator would have earned net revenue from the

market of $76,750/MW per year, well short of the roughly $100,000/MW required.
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In one off-peak hour, September 3, 2006, the HOEP was actually negative, $-3.10/MWh.
This was the offer price of a baseload nuclear unit selected when demand (exports)
dropped suddenly with the halving of the New York scheduling capacity because of
transmission circuit problems. While consumers on the Regulated Price Plan paid $58-
$66/MWh for electricity consumed in that hour, we calculate that interval-metered loads
paid an effective price of $9.30/MWh, when the Global Adjustment and OPG Rebate are
included. This example illustrates how price regulation and OPA contracts now insulate

consumers from changes in the HOEP.

Demand and Supply Conditions

A principal cause of the lower HOEP was weaker demand in Ontario over the period; it
declined by 2.9 TWh or 3.7 percent compared to the previous year. Despite the lower
average demand, a new summer peak record of 27,005 MW was set during a heat wave
on August 1, 2006. This one event appears to have been induced by air conditioning load.
It underlines the trend of peak load growing more rapidly than average load in recent
years and the resulting challenge to respond to ever higher peak demands that occur in

only a few hours each year.

The lower HOEP experienced in 2006 also reflected the availability of additional nuclear
units and a reduction in outages. Forced outages have declined continuously since May
2003. The combination of this increased supply with lower demand increased the
frequency with which the market cleared on the flatter portion of the supply curve and
this led to a lower and less volatile HOEP. These circumstances resulted in a higher
frequency of the HOEP being set by coal-fired generators. The increase in inframarginal
(nuclear) supply had the effect of pushing gas and peaking hydroelectric generation out

of the money, making coal the marginal supplier.

The increase in the domestic supply cushion also had an effect on Ontario’s energy trade.

While it has been common for Ontario to be a net exporter in off-peak hours and a net
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importer in on-peak hours, depending on the month and the demand/generation pattern,

Ontario was a net exporter both on and off peak during the period May-October 2006.

Pre-dispatch Price Signals

The difference between the one hour pre-dispatch price and the real-time price is an
important market performance indicator; inaccurate or unreliable pre-dispatch prices can
lead to inefficient production and consumption decisions which, in turn, can cause real-
time scheduling inefficiencies. The difference between pre-dispatch and real-time was
lower in four of the six months in 2006 compared to 2005. This appears to reflect
concerted efforts by the IESO to address the causes of the differences — out of market
control actions, demand forecast error, and inter-jurisdictional transaction failures. The
introduction in June 2006 of a settlement charge approach to intertie transaction failures
and the Day Ahead Commitment Process coincided with a drop in export and import
failures and fears that these changes would distort trade flows have not been borne out in
the first months. With the operation of the real-time transaction failure charge, almost $1

million has been returned directly to loads in settlement.

Locational Prices and Transmission Constraints

Zonal prices for the 10 zones within Ontario take into consideration transmission losses
and congestion as distinct from the province-wide HOEP which ignores these costs.
While these ‘shadow’ prices, which are just average nodal prices in the zone, are not used
for settlement they do provide useful indicators of system performance. Over the period
May — October 2006 the large differences between the zonal prices in the Northwest and
Northeast compared to the rest of the province remained but in southern Ontario, zonal
prices were closer to each other than in previous periods indicating less congestion
between these zones. On average zonal prices everywhere are considerably lower than

six months and a year ago as a result of more supply and lower demand.
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Zonal prices in southern Ontario were also closer to the HOEP. A key factor contributing
to this convergence is the increased congestion at or near the New York and Michigan
interties. This increased congestion resulted in a reduction in exports from Ontario to
these jurisdictions (lower demand in the south). The congestion is not captured in the
unconstrained schedule and hence does not have the same price reducing impact on the
HOEP. While the convergence of the HOEP with zonal prices during the period May —
October, 2006 had the effect of reducing the inefficiencies associated with the uniform
price regime, this trend could easily reverse itself. There is nothing in recent events to
change the basic case, made by the Panel in its last report, for replacing the uniform price

regime with some form of locational pricing.

An increase in loop flow in the last year has been identified as the major cause of the
higher level of constrained off exports. Loop flow is a naturally occurring phenomenon
resulting from power flowing on parallel paths. Loop flow appears across the interties as
well as across transmission interfaces within Ontario, reducing the transmission available
for intertie scheduling and efficient dispatching of Ontario generation. For the 12 months
starting in April 2003, loop flow averaged about 200,000 MWh per month. In the 12
months ending September 2006, the monthly values average about twice that amount,

moving as high as 580,000 MWh.

Increased loop flow has several consequences for efficiency and reliability, for example
losing opportunities for efficient trade and potentially reducing import capability during
shortage conditions. One concrete step that could be taken is for Hydro One and the
IESO to finalize an agreement with MISO and the International Transmission Company
for the operation of the Michigan phase shifters. If this were to occur, a large portion of
the observed loop flow could be controlled and total loop flow reduced substantially. In
the interim, the IESO should review its procedures for modifying intertie limits when

there are loop flows.
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Operational Issues

Issues of intertie congestion and coordination between markets have also arisen with
respect to New York. Over the period January to August 2006 the IESO applied a higher
scheduling limit on its interface with New York than was applied by NYISO because it
was unaware that its counterpart had lowered its scheduling limit in January. This caused
export transaction failures and adversely affected market performance The Panel is
encouraged to learn that a joint review by the two system operators is underway and it
recommends that they work together to maximize the scheduling capability of the

intertie.

Another issue that the Panel has suggested for consideration by the IESO is the proper
treatment of shared activation operating reserve and the loss of transmission elements. In
reviewing the events leading to the HOEP of $258.60/MWh on May 30, 2006, we noted
that the addition of emergency supply in the form of activated shared operating reserve
depressed the real-time price. We would prefer that in these circumstances all forms of
incremental supply be treated in a manner that reflects the scarcity conditions in the

market at the time.

Demand Response Programs

We reviewed six demand response programs (four offered by the IESO, one by the OPA
and one by Toronto Hydro) available to Ontario consumers and identified some potential
shortcomings in all but the [ESO 5-Minute Dispatchable Load program. The problem
relates to a lack of recognition that incentive programs that induce customers to curtail
consumption at times when the value they derive from the service is greater than the
incremental cost of providing, do not conserve in the truest sense of the word. In
addition, to avoid the over scheduling of imports and generation, the programs also need

to be integrated into the wholesale market’s dispatch decision process.

PUBLIC X1



Market Surveillance Panel Report
May 2006 — October 2006

Allowing loads to be price-responsive remains of crucial importance in ensuring that both
consumption decisions and capacity investment decisions are efficient. Much can be
achieved by ensuring that interval metered energy users receive accurate and timely
information about prices, before embarking on specific demand response programs. The
events of August 1, 2006 provide a concrete illustration of this point. On this day, four
large metered customers reduced their consumption about 25 MW in each of four hours
in response to an IESO issued Power Warning and projected high hourly prices of more
than $200 per MWh. The response of these consumers aided the IESO in its management
of grid reliability. The reduced consumption also prevented the hourly prices from rising
further; market prices would have been higher than observed prices by as much as $9.
The Panel notes that these participants responded efficiently to market price expectations
without any additional payments from the IESO or the Ontario Power Authority (OPA).
It is precisely these kinds of demand response programs that should be encouraged to

promote demand response in Ontario.

MSP Oversight in the New Hybrid Market

The oversight activities of the Panel focus on the consumption, investment and dispatch
efficiency of IESO-administered markets. In this report, we recognize that the analysis
and commentary in which we have been engaged since market opening must be placed in
the context of Ontario’s new hybrid market in which centralized planning and regulation

have a much more important role.

In the new hybrid market, dispatch decisions continue to be made in the spot market but
decisions affecting consumption efficiency and investment efficiency have been largely
subsumed by the government’s policy initiatives. The Government has set targets for
conservation and demand management and has asked the OPA to achieve these targets
through various incentive programs. The Ontario Energy Board (OEB) also has a role in
the efforts to encourage conservation through its development of time-of-use pricing.

Similarly, the direct contracting for new sources of Ontario-based generation has
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supplanted the market as the vehicle to attract new investment, at least for a transitional

period.

In the Panel’s opinion, the spot market has a central role to play in ensuring that
consumption, investment and dispatch decisions in Ontario’s new hybrid market are
efficient. The Panel believes strongly that both hybrid and spot market design should be
such as to allow spot market prices to provide an accurate reflection of underlying supply
and demand conditions. The Panel further believes that there are changes in the design of
the spot market which would increase the quality of the signals it can provide to planners
and regulators as well as to producers and consumers and that now is a good time to

make these changes. Finally, the Panel believes that to the extent that the cost of OPA
contracts and demand management decisions can be reflected in real-time prices rather
than eventually showing up as a non-market uplift cost to consumers, the efficiency of

the hybrid market would also be served.
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Chapter 1: Market Outcomes: May 2002 — October 2006

1. Introduction

This Chapter provides an overview of the main outcomes of the IESO-administered
markets over the period May 1, 2006 to October 31, 2006. It contains the usual data
analysis and time series presented in past reports with comparisons to the same period a
year earlier. In some cases we have also looked at trends over the four and a half years

since market opening.

As well, we have updated the information on both zonal prices and congestion payments
in the ten zones we identified in our report of June 2006. This section has proved helpful

in discussions about locational pricing.

The period May—October 2006 was characterized by moderate weather and thus
moderate demand. There was also good generator performance. New entry, as well as
improved performance of generation already in the market increased the supply cushion.
As a result of reduced demand combined with increased supply, there was no repetition
of the record high prices experienced during the summer of 2005. Indeed, the average
monthly price over the period May—October 2006 was $45.26/MWh, roughly $30 lower
than it was during the period May—October 2005. Market uplift payments also declined.

In addition to being lower, real-time market prices showed less variation around the pre-
dispatch price, leading to more efficient decision-making by both generators and loads.
Two factors that have contributed to the greater fidelity of market price signals are the
elimination of out of market control actions by the IESO and a reduction in failed import

and export transactions. These developments are discussed later in this chapter.
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2. Ontario Energy Price

Table 1-1 shows that the monthly average HOEP was lower both on-peak and off-peak in
each month of the period May—October 2006 than during the corresponding months a
year ago. The lowest average monthly HOEP during the period was $35.42/MWh in
September. There was also one hour in September when the HOEP was negative. This is

discussed in Chapter 2.

Table 1-1: Average HOEP, On-Peak and Off-Peak
May-October, 2005 and 2006

($/MWh)
Average HOEP Average On-Peak Average Off-Peak
HOEP HOEP

2005 2006 2005 2006 2005 2006

May 53.05 46.32 63.78 59.18 4421 34.77
June 65.99 46.08 83.57 56.04 49.18 37.36
July 76.05 50.52 102.84 63.25 55.84 41.72
August 88.24 52.72 118.49 65.05 61.08 41.64
September 93.70 35.42 123.64 43.85 67.50 28.67
October 75.9