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Response from Jonathan Falk
and Michael Rosenzweig:
Critique Betrays Misperception
of Purpose of Demand Response

W e believe Jonathan’s
previous article fully and

fairly summarizes our views, and
we do not believe Mr. Borlick’s

response does anything to upset
our viewpoint on these matters.
But lest there be any
misunderstanding, let us try and
succinctly point out where we
think Mr. Borlick has gone awry.
If a load reduces consumption
they save G, the retail cost of
power. If a wind generator does
not generate, they lose PTC, the
production tax credit. PTC has no
place in the formula we use to
compensate wind generators, nor
should it. By Mr. Borlick’s logic,
we should reduce the
compensation to all wind
generators by PTC, since the
production tax credit might lead
to inefficiency as wind generation
is built which fails to earn profits
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but-for the PTC. Some generators
in New York pay a fuel tax, which
increases their gas expenses by 7
percent. Others are exempt from
this tax. Obviously, by Mr.
Borlick’s logic, we should reduce
the payments to those generators
exempt from the tax by 7 percent
of the cost of their gas purchases.
Otherwise, the gas tax puts an
efficiency wedge between those
who must pay the tax and those
who are exempt.

These are but two examples of
actual operating cost
inefficiencies in the wholesale
market, which we do nothing
about for two reasons: first,
because to do so would thwart
important public purposes which
we have decided for one reason or
another are more important than
economic efficiency; and second,
because we take the LMP
calculation process as given and
then pay everyone the same thing.

The same should be true for G
for demand responders. The ISO
has a wholesale problem:
balancing supply and demand.
If they are willing to pay LMP to
bring the supply and demand
balance closer to together by
1 MW, then they should pay it to
anybody who takes action to
make that happen. They don’t
have to ask whether it is being
done efficiently or inefficiently.
The efficiency or inefficiency of
their decision of how much to
pay is embedded in the
procedure that generates LMP.

Sometimes, of course, a load
brings supply and demand closer
into balance without reducing
their own consumption through

behind-the-meter generation. In
this case, they incur their own fuel
charges, F. F must be higher than
G; otherwise they would use their
own generation all the time. The
only possible solution to the efficiency
problem Mr. Borlick discusses is to
pay such loads LMP. He recognizes
that this is a problem for his
position, so he assumes in
endnote 10 that whether or not
Order 745 applies to behind-the-
meter generation is ambiguous. It

He wants to classify
the Theory of the
Second Best as the last
refuge of scoundrels.

should not be. To separate these
two cases of demand response is
the same blind alley that led
people to consider giving
different prices to generation with
different cost structures.
Moreover, with this argument,
Mr. Borlick continues to
misperceive the purpose of
demand response. As is clear
from the discussion above, DR is
a resource that the independent
system operator (not the LSE)
purchases to match supply and
demand. A customer who
substitutes his own generation for
system supply is indeed providing
the resource that the ISO values
and values at the market price for

resources — LMP. This same
mistake also causes Mr. Borlick to
erroneously characterize the
option represented by DR as
having a strike price of G when in
fact the strike price is different for
each customer depending upon
the value of consuming the
electricity or the cost of backup
generation, or their ability to shift
consumption, or any number of
other considerations which are
none of the ISO’s business. In fact,
his characterizing the strike price
as G is a sly way to restate one of
his early positions that had fallen
by the wayside, which is shared by
Prof. Hogan and others, that the
DR provider cannot sell something
it hasn’t purchased. Clearly this is
wrong since he agrees that the
customer has a saleable option.

Mr. Borlick goes through my
laundry list of inefficiencies we
blithely tolerate in electric markets
and points out, quite rightly, that
neither we nor anyone else knows
what the “just price” is for
demand response, or electricity.
And of course by “just price” we
have to include not only economic
efficiency principles but all sorts of
other policy considerations that
put the “just price”” concept more
in line with its original creator,
Thomas Aquinas, than to Adam
Smith.

ut after criticizing us for
failure to quantify any of this,

neither he nor any other advocate
of his position has presented the
least shred of evidence to quantify
why this potential efficiency loss is
worth anyone’s effort to quantify.
We are only pointing out that
should intrepid advocates of his
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