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Job Market Paper

“Auctions for Transmission Congestion Contracts - a Market or a Money Machine?”

Abstract:

The purpose of this paper is to model the stochastic behavior of zonal electricity price differences and
measure the magnitude and riskiness of congestion costs using the New York State electricity market as an
example. The analysis focuses on the Hudson Valley and New York City because these two zones are
linked by one of the most congested transmission corridors in the State. A multivariate time series model
for daily temperature in different zones is estimated using data from January 1st, 2002 to December 31st,
2005 to represent the primary source of variability due to the weather. Multivariate models for the average
hourly electricity load in different zones conditional on the temperature, and the average hourly spot price
of electricity in different zones conditional on temperature, the load and a weighted average of past prices
of natural gas are estimated. By focusing on the zonal prices in the Hudson Valley and New York City,
different realizations of temperature and natural gas prices were simulated to determine the financial
riskiness of holding a six-month Transmission Congestion Contract (TCC) in the summer of 2006. Actual
prices for this TCC show that it would be a sound purchase by speculators and even more beneficial for
firms trying to hedge real power transfers.



