
UNITED STATES OF AMERICA
BEFORE THE

FEDERAL ENERGY REGULATORY COMMISSION

Demand Response Compensation in ) Docket No. RM10-17-___
Organized Wholesale Energy Markets )

MOTION TO LODGE OF THE CALIFORNIA INDEPENDENT
SYSTEM OPERATOR CORPORATION

Pursuant to Rule 212 of the Rules of Practice and Procedure of the

Federal Energy Regulatory Commission (“Commission”), 18 C.F.R. § 385.212

(2010), the California Independent System Operator Corporation (“ISO”) hereby

moves to lodge in this proceeding an opinion of the ISO’s Market Surveillance

Committee issued on June 6, 2011,1 attached hereto as Exhibit A, as well as a

concurring opinion by Steven Stoft of the Market Surveillance Committee issued

on June 6, 2011,2 attached hereto as Exhibit B.

I. BACKGROUND

In response to Demand Response Compensation in Organized Wholesale

Energy Markets, Order No. 745, FERC Stats. & Regs. ¶ 31,322, 76 Fed. Reg.

16658 (2011) (“March 15 Rule”), the ISO filed a motion for clarification and

request for rehearing on April 14, 2011. In support of that motion, the ISO

provided a draft opinion of the Market Surveillance Committee which discussed

1
Market Surveillance Committee of the California ISO, Opinion on Economic Issues

Raised by FERC Order 745, “Demand Response Compensation in Organized Wholesale Energy
Markets,” June 6, 2011.
2 Steven Stoft, Member, Market Surveillance Committee of the California ISO, Concurring
Opinion on Economic Issues Raised by FERC Order 745, “Demand Response Compensation in
Organized Wholesale Energy Markets,” June 6, 2011.



- 2 -

several aspects of the March 15 Rule that it found potentially very detrimental to

the efficiency and competitiveness of wholesale electricity markets.

The procedures followed by the Market Surveillance Committee require

that a draft opinion be posted before it can be finalized. In its April 14 motion for

clarification, the ISO stated that it would supplement that filing with the final

opinion of the Market Surveillance Committee.3 The Market Surveillance

Committee determined that it was appropriate to issue a more comprehensive

opinion addressing issues related to the March 15 Rule. On June 6, 2011, the

attached opinion was adopted at a Market Surveillance Committee

teleconference. Additionally, during the same teleconference, the Market

Surveillance Committee officially noted the concurring opinion of Dr. Stoft.

Consistent with the commitment made in the April 14 motion, the ISO moves that

the Commission include the attached documents in the record in this proceeding.

II. MOTION TO LODGE

The Commission may grant a motion to lodge where “the material

presented may be helpful to [its] consideration of the matters raised in [a]

proceeding.”4 The ISO’s April 14 motion for clarification discussed a number of

significant economic issues with elements of the March 15 Rule. The Market

Surveillance Committee opinion and Dr. Stoft’s concurring opinion provide a

fuller, more detailed analysis of these economic issues, as well as provide further

information on the likely results of the rule’s implementation. This more thorough

3
See April 14, 2011, motion of the ISO at p. 7 n.8.

4
Louisiana Energy & Power Auth. v. Cent. Louisiana Elec. Co., 54 FERC ¶ 61,236, 61,697

(1991); see also The Salt River Project Agric. Improvement Power Dist. v. Tucson Elec. Power
Co., 79 FERC ¶ 61,336, 62,452 (1997) (granting motion to lodge where “information . . . is
relevant to our consideration”).
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analysis will aid the Commission in considering the matters raised in this

proceeding, as well as in developing and implementing successful demand

reduction measures.

III. CONCLUSION

For the reasons set forth above, the ISO respectfully requests that the

Commission grant its motion to lodge the attached Market Surveillance

Committee opinion and the concurring opinion and fully consider this additional

information in its decision-making in this proceeding and in ruling on the ISO’s

April 14 motion.

Respectfully submitted,

_/s/ Sean A. Atkins_
Nancy Saracino Sean A. Atkins

General Counsel Cullen Newton
Sidney M. Davies Alston & Bird LLP

Assistant General Counsel The Atlantic Building
John C. Anders 950 F Street, NW

Senior Counsel Washington, DC 20004
California Independent System Tel: (202) 239-3300

Operator Corporation Fax: (202) 654-4875
250 Outcropping Way E-mail: sean.atkins@alston.com
Folsom, CA 95630 cullen.newton@alston.com
Tel: (916) 351-4400
Fax: (916) 608-7246
E-mail: sdavies@caiso.com

janders@caiso.com
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FINAL

Opinion on Economic Issues Raised by FERC Order 745,

by

James Bushnell, Member

Scott M. Harvey, Member

Benjamin F. Hobbs, Member

Steven Stoft, Member

Market Surveillance Committee of the California ISO

June 6, 2011

1. Introduction

On March 15, 2011, the Federal Energy Regulatory Commission released Order 745. The pur-
pose of the Order was to require that demand response (DR) resources participating in RTO or
ISO markets are paid at the locational marginal price when such resources contribute to the
supply-demand balance as a substitute for generation and when the demand response resources
pass a net benefits test defined in the order.

The Market Surveillance Committee, having registered its support for the California Independent
1 now wishes to provide a fuller

analysis of the core economic problems with the design of that order and with the likely results
of its implementation. This analysis grows out of our continuing concern for the successful im-
plementation of demand reduction measures, which we feel will be negatively affected by public
reaction to the outcome of Order 745 if it is implemented in its present form. We also believe
that this outcome will be entirely unintended, and that the Federal Energy Regulatory Commis-
sion (the Commission) would fully share our views concerning such an outcome, were it to oc-
cur.

Our first conclusion is that Order 745 assures that demand-response and supply-response will be
treated differently by the power markets. Since this difference is significant and is based on no
economically relevant factor, but only on the locati
meter, the effect of Order 745 will be arbitrary and capricious. This is demonstrated in Section 2
with an example that assumes that an ideal DR technology that perfectly fulfills the Commis-

the equivalence of the two approaches to balancing the market. Since the
intention of Order 745 is the equitable treatment of supply and demand, unless modified, the Or-
der will fail to achieve its objective under even the most ideal circumstances.

1
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We then highlight several additional economic problems with the rule and the benefit-cost test
used to implement it. We point out that the Order 745 will pay for inefficient demand response,
consumption whose economic value exceeds its cost but would be curtailed under the payment
mechanism imposed by Order 745 (Section 3). In Section 4, we argue that Order 745 creates a
danger that that ISOs will have to pay for potentially large amounts of phantom demand response
that provide no production cost savings and have no impact on the actual market price (Section

demand response that fails to decrease consumer prices. One is that this test does not concern
market efficiency, as measured by total surplus, but only the surplus for one set of market parties
(load) (Section 5.1). We observe that a market objective of reducing consumer payments rather
than maximizing net market surplus is a fundamental change in market philosophy that is incon-
sistent with open access. Our second criticism is that we find that the benefits test ordered by
FERC does not correctly calculate the pecuniary benefits from using high cost demand response
to depress the spot price of power (Section 5.2). Our third criticism of the net benefits test is
that the rate-reduction benefits supposedly measured by this test will prove almost entirely illu-

from actual cost savings, but by shifting the capacity revenues of inframarginal generators (in-
cluding wind and solar) from suppliers to consumers. While this transfer may be possible in the
short run, these capacity revenues are not economic profits, but return of and on investment.
Hence, market forces will soon correct this imbalance as prices would rise to the level needed to
attract investment. However, the correction will never show up in the (short run) net benefits test.
The eventual market correction wil
actually flowing to non-DR load.

2. Order 745 Treats Identical Demand- and Supply-Responses Differently and Inefficiently

In this section of the Opinion, for the sake of clarity we will analyze a simple situation consider-
ing a type of demand response that is most obviously equivalent to a supply response. For the
moment, we assume away issues of measurement and verification, although we return to them
later in the opinion. The analysis demonstrates that even under these conditions, the LMP pay-
ment system established by the Order treats DR and supply on a fundamentally different basis,
and will result in increased market inefficiencies and higher costs for consumers.

2.1 A Simple Comparison

In order to avoid ambiguities that at times creep into theoretical discussions, we examine a con-
crete example of demand response. In particular, we consider dispatchable behind-the-meter
generation, such as the widely publicized fuel cell-based Bloom Box.2 In Order 745 the Com-

load to switch to off-grid power (or behind-the-
The Commission makes no objection to this example of DR, apparently accepting such behind-
the-meter generation as a legitimate form of DR. Indeed it is commonplace, and preventing it

2 Bloom Boxes have been installed as a form of demand reduction by entities such as Google. These box-
es are built from an array of four inch cubes, which might soon be usable in residential settings. So for
instance, instead of turning off an air conditioner when the LMP is high, a DR provider might install a
small fuel cell in a residence and turn that on while leaving the air conditioner running.
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would require on-site inspections, so we believe that counting behind the meter generation as DR
in this example is consistent with Order 475.

What is telling about this example is that DR is fully equivalent to supply because it actually is
generation. It becomes DR only by virtue of being situated behind the meter. Moreover, because
this form of DR is generation, measurement and verification can, in principle, be done perfectly,
just as we have assumed, simply by metering the generators.

n-
t:

-noted conditions of capability and of cost-effectiveness are met,
it follows that demand response resources that clear in the day-ahead and real-
time energy markets should receive the LMP for services provided, as do genera-
tion resources [emphasis added].

As will be seen shortly, this conclusion, that demand response resources should receive the LMP,
though it agrees with several other Commission formulations of this principle, contradicts the
regulatory text itself (new paragraph (g)(1)(v)). That text states that the ISOs and RTOs shall pay
DR providers the LMP. This can be well beyond the value of that power to load, however, which
also benefits from avoiding the purchase cost of energy.

Returning to our example of DR provided through distributed generation, one can see that load
will be willing to pay up to the avoided cost of retail power for the distributed generation. When
combined with the LMP payment from an ISO/RTO, DR providers will therefore receive more
than LMP. The total payment could amount to twice as much or more of the LMP at times when
the LMP is well below the retail price.

For example,
CAISO market). For a typical residential consumer, the marginal price of energy, G, was
$139.07/MWh last month, and the first unit of energy was billed at $122.33/MWh. From this we
can reasonably conclude that a DR provider who installed a small dispatchable distributed gene-
rator could charge the consumer $120/MWh for the electricity it provided. We will assume here
that the DR provider retains ownership of the equipment, as is becoming more common.

states wi
based on specific prices, and the order does not contain an exemption for markets with prices at
one level or another.

The average price of wholesale power in the CAISO was roughly $40/MWh in 2010. Suppose
that the benefit-cost test required by Order 745 would be passed by DR when LMPs are above
about $45/MWh (the particular value is not important for the purposes of this example).3 This

3 -
paid the LMP would pass that test when the LMP is higher than the level at which the supply elasticity
falls below unity (assuming that the elasticity decreases for greater amounts of supply. For actual supply
curves, this can occur at much lower levels. Of course, this price threshold will depend on system condi-
tions; furthermore, actual supply curves do not show a smooth increase in slope and elasticity over output,
further complicating the calculation of such a threshold price. As a final complication, as we explain later
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means that under Order 745, the DR provider would receive $(120 + 45)/MWh, or $165/MWh

This is almost four times the LMP, that is, four times the amount that FERC states that the DR
uld receive

should receive the LMP, or $45/MWh, but not the LMP plus the avoided cost of purchasing
power, which means that we consider Order 745 to be over-paying by a factor of nearly four in
this case. This failure to adjust payments for DR services for avoided energy costs is one of the
root problems with the Order. Indeed, as the example illustrates, there is an important difference
between what the DR provid
payments from an ISO.

But getting the price wrong may not be the most telling point. Consider what happens if the DR
provider moves the Bloom Box cubes across the street to its own establishment and generates the

stop paying the DR provider $120/MWh since the provider is no longer saving the customer any
money. Consequently, the DR provider will now receive only the LMP, which is just $45/MWh
in the above example. Of course, since the fuel cell is physically so close, some or most of its
power will still go to the same houses it went to before.

So nothing that matters physically has changed. As shown in Figure 1, the same physical genera-
tors are generating the same power at the same time and supplying the same houses that use it for

s meter, the supply-side generators will treated very differently by the market than de-
mand-side generators. Table 1 shows various possibilities as the LMP varies.

in this opinion, however, consideration of forward contracts and vertical integration change this test, gen-
erally pushing the threshold elasticity downwards.
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Table 1. Payments Received by DR for Services Provided*

Payments Received by DR Payments
Received
by Supply

LMP
Payment from
the ISO

Payments from
Load (G)

Total DR
Payment

$30 $0 $120 $120 $30

$60 $60 $120 $180 $60

$120 $120 $120 $240 $120

$240 $240 $120 $360 $240

territory within the
CAISO.

e-
cause it is located in front of the c
and capricious. And, this is the outcome for the most easily verified and controllable DR,4 which
is fully equivalent to supply response. The DR payments for demand reductions provided by the

4 This verifiability is possible only if output of the generator was separately metered; if defined using
baseline net demand, then it would be imperfect.
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behind the meter generation in the example would be required under Order 745 for any ISO or
RTO that administers an economic demand response program.5

2.2 Discussion of Reasons Offered for Paying LMP

There can be no question that Order 745 fails to yield equal treatment by the market of supply
response and demand response even when they differ in name only. In fact, the outcome of the
LMP requirement is unduly discriminatory. The Commission has offered various explanations
for requiring that the ISOs pay LMP to demand response on top of payment it receives from load.
Let us review the most important of these reasons in the light of the above examples.

potential demand respons

will compensate those resources in a manner that reflects the marginal value of the re-
remove barriers to demand re-

consonant if the barriers being removed are those due to underpayment of DR services. If
the compensation to demand response resources is limited to the avoided retail rate, then
when the retail rate is less than the LMP, (as would be the case in times of scarcity condi-
tions such as reserve shortages), underpayment would be a significant barrier.

However, that barrier occurs only when the retail rate is less than the wholesale cost of
power, and correction of that barrier requires only an additional payment equal to the dif-
ference between the wholesale cost of power and the retail rate. The existence of a costly
barrier provides no reason to pay more than the value of the resource to the market. No
one would suggest paying more for bread because it was inconveniently packaged or its
freshness was difficult to determine.

So the conclusion must be that intentionally designing the market so that DR providers
receive as much as two or three times the value of DR (as in the above example) or
even 10 percent more is not justified. In fact the Commission seems to agree with our

mand re-
sponse participation is not the same as giving preferential treatment to demand response

r-
re that demand re-

more and no less.

In Order No. 719, the Commission found that allowing demand response to bid into
of resources available to

the market, increases competition, helps reduce prices to consumers and enhances

5 The only possibility of avoiding this would be (if the Commission were to allow this) for the ISO to
prohibit DR providers from providing demand reduction through such behind the meter supply technolo-
gy. To be effective, such a prohibition would require on-site inspections because the source of the demand
reductions cannot be detected at the meter.
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While we agree that cost effective demand response can have these effects, the demand-
response technology that moves across the street in our example and is re-labeled supply
response would have the same effect as the demand response. Hence, in the present ex-
ample, this consideration does not justify any difference in treatment between demand re-
sponse and supply response;

wholesale payments to wholesale demand response providers would, even though
perhaps feasible, create practical diffic
63).

We agree that it could be appropriate for the Commission to allow ISO or RTO to set
prices that are approximately correct when more exact pricing would be too costly rela-
tive to the benefits. However we cannot understand why the Commission would prohibit
an RTO from using more accurate pricing if it and its market participants so desired.

markets can be cost-effective, as determined
61).

As the context indicates, the Commission is saying that having the ISO pay the $60 LMP
on top of the avoided $120 payment to purchase the power at retail (in these examples) is
justified because it will be cost-effective when the net-benefit test so indicates. This will
be our next topic of discussion, but in brief, the net-benefits test is a short-run test that, by
definition, does not measure social benefit (increase in the sum of economic surplus
gained by all market parties). Rather, it is intended to measure benefit to just one of the
market parties (load), and in fact does not even correctly measure that benefit.6. So to the
extent the justification of the LMP payment depends on the results of the net benefit test,
the justification must be disregarded.

3. Paying Too Much Leads to Inefficient Demand Response

The above examples illustrate the inefficiencies that result from discriminating between re-
sources based on which side of the meter they are on. We considered the location of distributed

resource, in the sense of representing decreased use of energy rather than distributed generation.

In particular, Order 745 requires that ISOs pay the LMP for reduced consumption by demand
response resources under conditions when reducing consumption is inefficient. The economical-
ly efficient goal should be for resources to reduce their consumption whenever the value of their
consumption is lower than the cost of supplying it.

However, the incentives created by Order 745 will likely cause some demand response resources
to bid their load at prices well below those prevailing during shortage conditions, even if those
prices fall well short of the true value of the power to the resource. (An example is provided lat-

6 See discussion in Section 5.1, infra.
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ordered by the Commission will at times make demand response resources submitting bids at
low price levels ineligible to be dispatched off and paid the LMP for reduced consumption rela-
tive to their baseline consumption, there is no guarantee that this will always be the case.

Hence, demand response resources could submit offers to curtail load at prices just slightly
above the normal level of LMPs (perhaps still below the retail rate they pay) and at times be paid
the LMP for not consuming their baseline power. As was pointed out by many commenters in
the proceeding,7 this is inefficient. The net benefit to the consumer of consuming power at the
retail rate equals the gross value minus the retail cost of the power. The social net benefit is the
gross value minus the marginal cost of power. However, the net benefit to a load that provides

l-
net benefit of consumption (the gross value of power consumption less the

avoided retail cost of the power) minus the LMP (which it would be paid as a DR response).
Consequently, there is an over-incentive to reduce power consumption.

Consider a factory whose value of power is 20¢/kwh and pays a retail rate of 11¢/kwh. The con-
net benefit of consumption after paying the retail price is 9¢/kwh. Efficient use of power

would trigger reductions when prices rose above 20 ¢/kwh, but encourage consumption when
prices were below this. By paying this facility the LMP without any adjustment for the retail
price, this factory would find it profitable to provide demand response whenever the LMP rising
above its net benefit of 9¢/kwh. Yet curtailing demand when LMPs are, say 12¢/kwh, would
actually destroy 8¢/kwh of economic value to the market (the difference between gross value of
consumption and marginal cost).

While the Commission alluded to various potential barriers to providing the efficient level of

of dynamic retail prices (retail prices that vary with changes in marginal wholesale costs), the
lack of real-time information sharing, and the lack of market incentives to invest in enabling
technologies that would allow electric consumers and aggregators of retail customers to see and

8 none of
these conditions are relevant when the LMP is below or modestly above the normal range of

would require that ISOs pay demand re-
sponse resources the LMP for reducing their consumption in these circumstances, unless the DR

7See, for example, Comment of the Federal Trade Commission, May 13, 2010 pp. 6-10, Comment of the
Federal Trade Commission October 13, 2010 pp. 3-5; Comments of the ISO New England Inc Internal
Market Monitor, May 13, 2010, pp. 7-9; Comments of the Independent Market Monitor for PJM, May 13,
2010 p. 7; and Comments of Potomac Economics Ltd, May 13, 2010 pp.6-7.
8Paragraph 57
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4. Phantom Demand Response

In the example in Section 2 in which we discussed the impact of where a resource resides rela-
tive to the meter, we assumed that the DR was provided by distributed generation whose output
could be readily and accurately verified. For DR in the form of demand reductions rather than
distributed generation, the overpayment can result in additional and very substantial market dis-

baselines. In this section, we describe why we believe that the FERC order creates the potential
payments for fictitious reductions in

demand that did not exist in the first place. Such phantom DR would impose costs on consumers
without providing any offsetting benefits.

DR is to be paid LMP if it passes the separate benefit-cost test and complies with ISO metering
and verification requirements. The key difficulty with this requirement that leads to a danger of a
substantial increase in phantom DR is that it is inherently impossible to measure power that
would have been consumed but was not with the same accuracy as actual generation or con-
sumption. Payments for power that was not consumed must in practice be measured by compar-
ing actual consumption to some baseline measurement of expected consumption. Participants in
price responsive load programs have the ability to submit bids that cause their demand to be

aseline for
any reason, including holidays, reduced demand for their product, changes in the production
cycle, etc. There are substantial real-world difficulties associated with defining baselines, ensur-
ing that they are not inflated, and verifying the performance of demand resource. The CAISO
Market Surveillance Committee has previously adopted Opinions that documented these prob-
lems, including evidence of inflated baselines resulting from overly large payments to DR.9

ISOs have until now limited the costs imposed on consumers by such phantom demand response
through minimum bid price rules, LMP-G payment rules,10 or limiting DR payments to emer-
gency conditions only.11 However, we are concerned that the first two protections against phan-

9 F.A. Wolak, J o-

May 1, 2009a, www.caiso.com/239f/239fc54917610.pdf; F.A. Wolak, J. Bushnell, and B.F. Hobbs,
e-

June 30, 2009b, http://www.caiso.com/23e7/23e793a012800.pdf .
10Rules that pay the demand response resource the difference between the locational marginal price at its
node or zone and some measure of the retail rate or base line cost of power.
11These rules have been imposed precisely because of past problems with phantom demand response,.
For example, the New York ISO established a $50 minimum bid level for its price responsive load pro-
gram (Day-Ahead Demand Response Program) in 2003 and raised it to $75 in 2004 for precisely this rea-
son, see the C -303-000, 102 FERC para 61,313, March 21, 2003, and
its letter order in Docket ER04-1188-000 October 29, 2004. Neenan Associates, NYISO Price-
Responsive Load Program Evaluation Report, January 8, 2002, noted with respect to the price responsive

-49, see also Table 1.2D
pp. 1-122-1-127; New Y i-
ness Issues Committee, May 19, 2004; PJM uses a demand response payment mechanism that adjusts



10

tom DR will be eli
by the Commission allows minimum bid prices to be set at a sufficiently high level or allows
other rules such as LMP-G pricing to be applied.12 mum
bid prices set at a level higher than that defined by the FERC benefit-cost test (in effect, where
supply elasticity exceeds 1), as well as precluding LMP-G pricing for demand response. The
only limitation under Order 745 on the obligation to pay the LMP to demand response resources
for demand reductions, even those with bids below the normal range of LMPs and the retail rate,

13

bid requirements in excess of the net-benefits
threshold price (or worse precludes them entirely), this would allow demand response resources
to bid as to require that ISOs pay the LMP for every reduction in consumption below the base-
line, even when this reduction is coincidental and stems from the normal variations in consump-
tion that cannot be accounted for in the baseline. This kind of phantom demand response may
not lead to huge payments to individual resources, but can in aggregate entail large payments by
consumers without any offsetting benefit.

p-
erate to relieve the California ISO of the obligation to make payments to providers of phantom
demand response in some hours, this would not be because the demand reductions are phantom,
but only if it were found that the real-demand response would not satisfy the benefits test.
Hence, it appears that there would still be many hours in which California ISO and its consumers

a substantial and unwarranted burden on California power consumers. While it may be case that

below the retail rate will never qualify for payments under the Order, this is not assured by the
order but depends on the result of the elasticity calculation embodied in the net benefits test.

The elimination of any threshold price except that implied by the net benefits test has the poten-
tial to undermine the validity of the baselines used to measure demand response. This is because

- e Monitoring
Analytics, 2010 State of the Market Report for PJM, pp. 139-145.
12There are several statements in the order that we interpret as providing that the ability of a resource to
provide demand response and the benefits test are the only explicit limitations on the requirement that
ISOs pay the LMP for baseline power that is not consumed. For instance, in Paragraph 48 it is stated:

supply and demand as an alternative to a generation resource, and when dispatching and paying LMP to
that demand response resource is shown to be cost-effective as determined by the net benefits test de-
scribed herein, payment by an RTO or ISO of compensation other than the LMP is unjust and unreasona-
ble. When these conditions are met, we find that payment of LMP to these resources will result in just

13Paragraphs 48 and 54, cited infra., appear to us to call for paying the LMP to demand response re-

our understanding is mistaken, and the Commission intends to restrict the application of the payments to
demand response resources under Order 745 to shortage conditions, i.e., hours of reserve shortage, then it
is critical that the Commission clarify in a rehearing order that this is the intent of the Order.
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could come to be based disproportionately or perhaps largely on the days with the highest level

demand reduction.14

For example, suppose that the baseline were based on the average load during the same hour of
the last ten non-event days, and a demand response provider had an initial baseline of 5 MW.
Then suppose it had ten days with loads absent any curtailment of 2, 3, 4, 4, 5, 5, 6, 6, 7 and 8
MW, respectively, an average of 5 MW. Absent minimum bid prices, the demand response re-
source would offer 3 MW of price responsive load at a low price on the day on which it had 2
megawatts of load, offer 2 MW of price responsive load on the day on which it had 3 MW of
load, and offer 1 MW of demand response on the days on which it had 4 MW of load. Over these
days the provider would be paid for 7 MW of phantom demand response arising from the normal
variations of its power consumption relative to the baseline. Moreover, the low load days would
now be event days and excluded from the baseline, so the average load in the non-event days
would rise to 6.16 MW, making it possible for the demand response provider to in the future of-
fer 1 megawatt of demand response on the days on which it only had load of 5 MW. In addition,
it would be paid for an extra MW of phantom demand response on the days on which its actual
load was 2, 3 or 4 megawatts. This erosion of the baseline would continue, as the market partic-
ipant would be able to offer 1.16 megawatts of price responsive load on days on which it had on-
ly 5 MW of load, and these days would be treated as event days in subsequent baseline calcula-
tions; as a result, the average non-event load would then be pulled up to 6.75 MW.15

It is possible that ISOs might be able to craft baseline rules that limit the payments to phantom
demand response or that the net benefits test will often operate to avoid the need for such pay-
ments, but this will not necessarily be the case. This ambiguity means that the Order opens the
door to requiring consumers to pay for phantom demand response, so ISOs should be allowed to

14 In the extreme case, if the FERC order were applied in a manner that prohibited all minimum bid re-
quirements, even minimum bids set at a level lower than the floor price for payment defined by the net
benefits test, this would allow demand response providers to submit bids so low that there would be no
non-event days and would create the potential for enterprising demand response providers to identify in-
dustrial facilities capable of consuming large amounts of power, but which are uneconomic to operate at
real-world power prices. These resources could be bid in to ISO markets as demand response resources at
bid prices so low they are always, or nearly always, dispatched off by the ISO during the day, so that they
could maintain an inflated baseline based on operations scheduled specifically to establish the baseline.

- e-
source, of the type -manipulation rules if the
resource could demonstrate its ability to consume the power in the event the price of power were lower
than its bid.
15The higher the minimum bid price threshold allowed by the net benefits test, the less the attenuation of
the baseline. For example if price on the 2 megawatt day were below the price threshold established by
the net benefits test and a minimum bid requirement set at that level prevented the market participant
from offering price responsive load in that hour, that hour would not be excluded as an event hour, so the
baseline would initially raise only to 5.57 megawatts rather than 6.16 megawatts.
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5. Net Benefits Test

In emphasizing the ability of demand- and supply-side resources to substitute for each other, and

goal is improvement of market efficiency by ensuring that consumer demand is met at least so-
cial cost.16 We agree that market efficiency should be the guiding principle of market design (al-
though we argue in the previous section that in fact, paying LMP to DR will frustrate that goal
and discriminate in favor of resources on the demand-side of the meter).

However, the Order contradicts itself when it mandates a separate test for one class of resources
-effectiveness that the

Order imposes is not concerned with market efficiency as it does not attempt to consider the so-
cietal cost of meeting demand (equivalent to considering benefits to all market parties), but in-

proposed by the Commission is deeply flawed both theoretically, because it singles out short-
term pecuniary benefits to one market party or set of market parties, and practically because it
does not ensure even its stated goal.

The stated objective of the benefits test of reducing payments by consumers17 is inappropriate,
and this test does not even correctly measure net consumer payments. Such a test is required of

beyond the market test of bidding and being accepted in an auction indicates that the Commis-
sion is aware that paying LMP to DR is not necessarily efficient, and does discriminate ineffi-
ciently, at least at some times, in favor of demand response.

No such test would be necessary if instead a payment of LMP-G was made to fully verified DR.
Genuine DR that can be profitable under this payment is efficient (increases market surplus)
while any DR that cannot make money under that price reduces market surplus. With the correct
payment, no separate screen, such as -cost test, is needed.

Below, we first explain why we believe that the implied objective of the benefits test is inappro-
priate and inconsistent with market efficiency. Then we discuss reasons why the test, as pro-
posed, incorrectly calculates the short-term pecuniary benefits to ratepayers. Finally, we explain
why in the long run the expenditure of resources on inefficiently expensive DR will not be suc-
cessful in lowering prices.

16 t that can substitute for each other the
same price.
17Footnote 162, Paragraph 80.
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5.1 Inappropriateness of Consideration of Pecuniary Benefits

18

which measures the pecuniary impact of demand reductions in reducing total payments by con-
sumers for power by depressing the spot price of power.19 As just pointed out, this judges cost-
effectiveness from the point of view of pecuniary benefits to one group of market parties, not the
total cost of meeting consumer demand. This test is related to the criterion for the profitable ex-
ercise of monopsony power, rather than measuring reductions in the resource cost of meeting
consumer load. This is a large and important departure from the FERC market design principle,
which is nondiscriminatory market access to promote maximum market efficiency, as measured
by the usual market efficiency metric of producer plus consumer surplus (plus any transmission

need receive the same revenue or
benefit; this law is enforced by market rules that maximize net market surplus, not the benefits to
one particular set of market parties.

As we pointed out above, the Order recognizes that market efficiency is the primary objective of
market design. However, the benefits test is inconsistent with that objective. We question
whether it is good public policy to incur costs that will be recovered from consumers in order to
discriminate against resources in the manner we have documented in Section 2 and depress spot
energy market prices. We think this policy is unlikely to benefit consumers, for reasons we ex-
plain in the next two subsections.

This last point is the one we think is particularly important to keep in mind. In the end the costs
of all the market inefficiencies incurred in order to implement elaborate schemes to depress spot

not the result of production costs savings are likely to be brief or completely illusory. Hence, we
think that the policy that benefits consumers is to make the market as efficient as possible, and
Order 745 as it appears to be structured is a major step in the wrong direction.

5.2 Incorrect Characterization of Short-Run Pecuniary Effects

However even if one thought the criterion of reducing payments by load, rather than minimizing
the social cost of reliably meeting load,20 was desirable, and even if the demand reduction were
real, the benefit-cost test appears likely to grossly overstate the actual pecuniary benefits to con-
sumers from demand response.

From the standpoint of measuring the pecuniary benefits to consumers, the FERC benefits test is
accurate only for a power buyer with no forward hedges (i.e., a buyer that is not hedged either
through generation ownership, contracts or financial rights ownership). In particular, we note

18See, for example, paragraphs 78, 79, and 80
19Total payments calculated based on the spot price of power which as noted above does not measure the
actual cost of purchased power in the case of load serving entities that own generation, have purchased or
been allocated congestion hedges, or have contracted forward for power.
20 With social cost defined using the usual metric of market efficiency (the change in the sum of market
participant surpluses, including consumer surplus, transmission congestion rent, and producer surplus).
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that a reduction in the spot price of power does not, even in the short run, benefit the following
customers:

customers of investor owned utilities meeting customer load with their own generation;21

customers of municipal utilities or cooperatives meeting customer load with their own
generation;

customers served under multi-year power contracts, including Provider Of Last Resort
contracts, qualifying facility contracts and renewable generation contracts;

customers for purchases hedged through ownership of congestion rights, CRRs in Cali-
fornia, FTRs or TCCs in other ISO markets, when prices are reduced only in constrained
areas.

consumers from depressing the spot price of power by replacing low cost generation with higher
cost demand response which the order apparently seeks. One reason that this is the case is that
the test described in the Order does not take account the extent to which consumers have con-
tracted forward for power supply through either ownership of generation or financial or physical
contracts for power.22 It does not benefit a consumer of a municipal utility that uses its genera-
tion to meet its customers load to incur additional costs to suppress the spot energy price; that is
just a dead weight loss to the consumers of such a utility.23

21 The incremental cost to consumers of this power is the cost of the generation fuel, variable operations
and maintenance costs, and any emission allowance or tax costs that vary with output. Reductions in the
the spot price of power do not reduce this cost of the power generated by such utilities to meet customer
load.
22 If forward contracts are correctly accounted for, the benefit- criterion of less than unit
elasticity for the supply curve actually becomes a much lower value of elasticity. This would significantly
raise the implicit price threshold at which DR would pass the test, and would make it significantly more
difficult for -Cost Test: Two Simple Ana-

www.caiso.com/2b6f/2b6f81672f7c0.pdf . For instance, if the forward price is 20% higher than
the LMP, and forward contracts amount to 70% of the load, then the threshold elasticity is 0.26, not 1.0.
At higher elasticities, paying LMP to DR would increase prices to consumers. Unfortunately, careful ap-
plication of this test would require estimates of both the amount of forward contracts and their prices, in-
formation which is not readily available.
23

)hus the test is to determine where: (Delta LMP x

footprint as a whole but the price impact is more local. The test is not correct even if the Delta LMP is
calculated for the same region as the MWh consumed, because this would fail to account for congestion
rents. If the Commission wished to measure the pecuniary benefits to consumers of reducing the spot
market price, the correct measure would be the Delta LMP x the MWH of generation within the con-
strained region. Since the load would exceed the generation within a transmission constrained load pock-

e-
fits to consumers of paying less for energy.
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Finally, the way Order 745 discusses short run supply curves and pecuniary benefits grossly un-
derstates the complexity of implementing such a principle in LMP-based electricity markets. It
also appears to order an approach to calculating the elasticity of supply that would likely mate-
rially understate it. Understating the elasticity of supply would further overstate the pecuniary

-tim
i.e., the real-time bid stack for the five minute dispatch, depends on the unit commitment deci-
sions in the day-ahead market, and then in an intra-day evaluation process (HASP/RTPD in Cali-
fornia) in which additional unit commitment and import/export scheduling decisions are made.
Any benefit analysis that takes the unit commitment/import scheduling decisions as fixed will
likely calculate a "supply curve" that is much less elastic than the true supply curve.24 Moreover,
in California, the real-time dispatch minimizes the production cost of meeting load not only in
the current dispatch interval, but optimizes over time, adding further complexity to any effort to
implement the benefit calculations ordered by the Commission. Indeed, depending on exactly
how the Commission intends the benefit calculation to impact the real-time dispatch,25 the effort
to implement the benefit calculation would be so complex that it would require delaying imple-
mentation of other software changes needed to accommodate higher levels of intermittent gener-
ation on the California ISO grid.26

5.3 Long Run Ineffectiveness of Inefficient Expenditures to Depress Prices

24 It should also be kept in mind that for consumers to reap the pecuniary benefits from real-time spot
price suppression, that suppression needs to be reflected in day-ahead market prices. If the load serving
entity that serves those customers is not aware of, and cannot predict, the trigger price or amount of real-
time demand response and buys power in the day-ahead market, it will not be purchasing power at artifi-
cially low real-time prices. Instead, it will be selling back power at artificially low real-time prices, bene-
fiting generators, not consumers. If the real-time demand reductions are predictable day-ahead, load serv-
ing entities would reflect the expected reductions in the amount of power they buy day-ahead, leading to
lower real-time prices. If load serving entities are sometimes right in expecting and getting demand re-
sponse but sometimes wrong in expecting but not getting demand response or not expecting but getting
demand response, it becomes difficult to assess what portion of the potential pecuniary benefits from spot
price suppression would actually flow to load serving entities and their customers. Our reading of the
order does not suggest to us that the Commission has imposed any requirements that demand response
resources provide any such advance information in order to qualify for such payments.
25 If it is intended that the benefit calculation would only affect whether demand response resources were
paid the full LMP when dispatched, but they would be dispatched based on their bid without regard to the
benefit calculation, this could be implemented with an after the fact benefit calculation to determine com-
pensation and would not unduly complicate the real-time dispatch (although it could lead to reliability
impacts if uncertain payment impacted the response of demand response resources to dispatch instruc-
tions. If it is intended that demand response resources would only be dispatched based on their bid if the
dispatch satisfied the benefits test, this would be so complex to even to attempt to implement with the cur-
rent dispatch software that it would certainly greatly complicate and perhaps even preclude prospective
improvements in real-time dispatch software intended to reduce the production cost of meeting load and
improve reliability.
26 e-

-
2011 pp.17-
5, 2011 pp. 12-15.
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In the long run, the impact of demand response on spot prices will be reflected in the forward
price of power and capacity. However, because the long-run supply curve is much more elastic
at the margin than the short-run dispatch curve, the impact of demand response on forward prices

n, the sum of contract
payments and energy payments must cover the cost of new generation and going-forward costs
of old generation. As a result, the effect of paying more than LMP to behind-the-meter-
resources (as demonstrated in Section 2) is to inflate costs in a vain attempt to suppress spot
energy prices, because this will just raise the contract and capacity market payments consumers
must make to keep existing and needed generation available.27

The Commission gave short shrift to capacity markets in t

cases, the capacity markets already reflect energy and ancillary service revenue in determining

from the even more complex and equally contentious issues of capacity markets. And on this

capacity markets or capacity payments.

already comes from the energy market, and not just in some cases but in every case. That capaci-

a-
tion for paying LMP28 is unsupported, and as it turns out, unsupportable.

5.3.1 Where the Benefits Come From. Figure 2 shows short-run supply and demand curves for a
particular hour in a RTO market. As Figure 2 shows, variable costs, which are mainly fuel costs,
are given by the yellow area below the short-run supply curve, which is also known as the short-
run marginal-cost curve. All of the area below the LMP and to the left of the market-clearing
quantity (yellow and green combined) is revenue that flows to generators. (We disregard the ex-
istence of forward contracts and other complications for purposes of this discussion.) As can be
seen, much of this revenue the green area is not needed to cover variable costs. The green
area, rather is the revenue above operating costs, sometimes called the ``capacity rent'' earned by
generators. If the supply curve represents the true incremental costs of production (e.g. there is

27 ases, the capacity markets already reflect

to be mindful of the fact that that a reduction in energy market margins will necessarily raise the capacity
payment in the long run if adequate generation investment is to be maintained. Hence if Order 745 had
the intended effect of reducing energy spot prices, it would, other things equal, result in an increase in the
capacity prices paid by unhedged consumers. Thus the order would boil down to consumers paying less
out of one pocket to generators, and more out the other pocket to generators, while also having to pay for
the inefficient demand response.
28 ed wholesale energy markets can be cost-

Order for paying LMP to demand response.
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no market power) these revenues are largely, and in many cases entirely, needed to cover capaci-
ty costs, i.e., the return of and on the investment in generating capacity.

Now assume that the LMP shown in Figures 2 and 3 is somewhat above the threshold implied by
the net-benefit test of Order 745 (i.e., where supply elasticity falls below 1). Also assume that a
DR program takes place that passes the net-benefits test and shifts the demand curve to the left as
shown in Figure 3.
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Figure 3 shows the pecuniary benefit that load will derive from the reduction in the LMP caused
by the demand response. As can be seen it is greater than the cost to load of the DR program
(which is the new LMP times the amount of load reduction), so the net-benefits test would be
passed. This is true for any region of the supply curve that is inelastic.

But this benefit to load is entirely derived from by reducing generator gross margin that the
Commission has repeatedly agreed is needed and indeed insufficient to cover capacity costs.
Moreover, the DR response shown, which causes this transfer, has no effect on the costs of these
generators. The completely standard DR program shown in Figure 3 takes revenues from suppli-
ers, revenues which the Commission has frequently agreed the generators need to cover their ca-
pacity costs, and has given these revenues to non-DR load. This is the benefit to load measured
by the net benefits test.

Technically, a market design that has all load pay a price greater than the market price29 to sub-
sidize demand response in order to depress market prices has an effect analogous to the exercise
of monopsony power market power exercised by customers but it is clear from the Order that

fit to load resulted
from a genuine cost savings. In fact, the point of economic efficiency is to reduce costs and the-
reby lower the cost
statement frequently cause confusion. The costs that are reduced by efficiency gains are capital
and short run production costs. Under competition, these will generally lead to reduced purchas-
ing costs for load. However, reductions in the cost of purchasing power can arise from sources
other than a reduction in the cost of production for example a large buyer could pay an expen-

29 I.e., pay LMP+G which is greater than LMP; as Section 2 shows, this is what non-DR load would be
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sive generator to produce power out of merit in order to depress the energy price the buyer would
pay to other generators. The latter would be a classic case of monopsony power.

There may be efficiency gains (that reduce the cost of production) if DR programs reduce peak
load, and there could be other efficiency gains if DR programs are sufficiently inexpensive. In-
deed, we believe that the potential benefits of efficient DR are likely to be large, and the MSC
has said so in several previous Opinions.30 However, efficiency gains in the form of reduced
costs of meeting load are not the only reason that DR can reduce prices; inefficiently expensive
DR can also reduce consumer expenditures by transferring income from producers to consumers,
in a manner similar to the exercise of monopsony power. By not checking any other possibility,
the Commission has implicitly assumed that the price reduction measured by the net benefits test
is entirely the result of efficiency gains. This assumption is not only unwarranted, but as Figure
3 shows, at times clearly mistaken. In that wholly typical case, the price reduction does not result
from a reduction in the cost of meeting load that enables lower value power demand to be met,

only a wealth transfer.

The net-benefits test is not based on reducing the social cost of meeting load resulting from effi-
cient DR programs. This conclusion in no way negates the view that DR programs can increase
efficiency, as well they can. But that benefit cannot be seen in the short-run impact on prices,
especially when DR programs are receiving more than LMP in return for their services.

5.3.2 Why the Benefits Will Not Last. Furthermore, although Figure 3 shows a transfer from
suppliers to load, this transfer is likely unsustainable. Such transfers will leave incremental gen-
eration with a sub-normal return on equity, which means either that (1) supply will exit or new
supply will fail to enter, leading to a leftward shift in the supply curve compared to where it
would have been otherwise or (2) the market will correct the problem by raising prices to a level
sufficient to incent investment, putting an end to the transfers. There is no other outcome. In-
vestment in new supply will cease until the market returns to generation again to cover capacity
costs. We now consider each of these two scenarios.

First, DR programs could be so strong that they permanently prevent the need for new capacity,
while the old capacity slowly retires, with the end result that all generation takes place behind the
meter under the guise of demand response. In this case DR programs could siphon off the capaci-
ty revenues of existing generation. This would speed the rate of retirement somewhat, and result
in loss of value for all existing generators. If this were to occur simply because the Commission
has allowed a more-efficient type of competitor into the market, then this outcome would be effi-
cient and could not be criticized. But if this outcome occurs because DR providers are receiving
LMP+G, while old-fashion supply is receiving only LMP, the loss of value would be a regulato-
ry taking.31

30Wolak et al., 2009a,b, op. cit.
31 In that case, the costs of DR are likely to increase over time in order to permanently avoid the need for
new generation. For instance, say in period 1 we pay $100,000 for DR that reduces the price from $50 to
$48, and reduces payments to generators by $150,000. Then in period 2, unless that payment to DR is
made again, price would not only rise back to $50 without DR, it would rise above $50 because there is
less generation. Now the market needs to buy even more DR to keep the price at $48, and might have to
spend $100,000 for DR just to keep the price at $50.
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However, the second possible scenario is more likely. In this scenario, DR programs will not be
strong enough to keep ahead of both load growth and generation retirement. As a consequence,
some (though less) new investment will remain necessary. But the market will refuse to invest at
all until normal capacity revenues are restored. But to restore normal capacity revenues from the
energy market, it will be necessary to put an end to the flow of capacity revenues into the pock-
ets of load.32 And investors must be convinced that this has been stopped permanently. Most
likely, the market will handle all this in its normal way. There will be a slight shortage of capaci-
ty, and spot prices will, on average, go back up by the amount they were reduced by the DR pro-
grams.

So the likely outcome is that the benefit transfer to load will end sooner or later by raising prices
and without any disruption. Fortunately, markets are quite robust. The result will be that the
short-run net-benefits test of Order 745 will continue to assure load that it is successfully picking
the pockets of generators, but this will be an illusion. In reality non-DR load will be paying for
the subsidized costs of DR programs. Because of the inefficiencies in this arrangement, rates will
rise, and eventually non-DR load will discover that it is their pockets that are being picked and
not those of the generators.

6. Conclusion

We have demonstrated that the effect of FERC Order 745 will be to discriminate in favor of de-
mand response by instituting a market design that will pay it well in excess of LMP, especially
during periods of moderate and low prices. This discrimination is arbitrary, based on the loca-

f-
ficient deployment of DR, including distributed generation, and the risk of increased phantom
DR. The net benefits test is not a test of market benefits, but of pecuniary benefits to one set of
market parties, which we believe is an inappropriate philosophy for a market test. The net bene-
fits test also fails to correctly represent short run pecuniary benefits, and in the long run, most of
those benefits will be illusory because capacity or energy prices would need to in compensation
rise to ensure sufficient return to generation investment. Consequently, paying more than LMP
to inefficient DR resources will ultimately result in increased costs to consumers, not decreased
costs.

The implicit subsidization of wholesale DR through the LMP payment mandate will also in-
crease obstacles to retail demand response, especially real-time pricing. This is because such
retail programs will be at a financial disadvantage, as participants would only have an demand
reduction incentive equal to the real-time price, as opposed to the LMP+G incentive implicit in
Order 745. As a result, Order 745 will have the effect of encouraging DR in the bulk power
market at the expense of retail programs; in the long-run, this may mean less involvement of de-
mand in the market, not more, and certainly will result in more problems with verification and
monitoring.

Because of these fundamental economic issues with Order 745, we urge FERC to revisit several
aspects of its DR policies. Most importantly, FERC needs to allow ISOs that are implementing

32 Alternatively, and equivalently, a new capacity charge could be levied on load.
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DR programs to set payments such that DR providers and consumers together receive total bene-
fits that approximate LMP, rather than receiving a payment equal to LMP from an ISO in addi-
tion to avoiding payments for the energy that is not consumed. Many of the other incentive prob-
lems we highlight in this opinion stem from these excess revenues that could flow to DR provid-
ers when a full LMP payment from ISOs is required for demand reductions. A past MSC opinion
has argued for a mechanism such as 33 but certainly set-
ting payments according to LMP-G principles is a step in the right direction. If the LMP-G pay-
ment approach is adopted, then as a second step we would advise eliminating the net benefits
test. If the excess payments are minimized, then there is little need for an additional net benefits
test. Finally, we believe that ISOs must be allowed reasonable discretion to develop rules and
protocols to help minimize the potential economic harm to the market from phantom demand
response.

33 Wolak et al., 2009a, op. cit.
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Concurring opinion on Economic Issues Raised by FERC Order 745,

by

Steven Stoft, Member
Market Surveillance Committee of the California ISO

June 6, 2011

For reasons explained in
, I agree that Order 7451 will result in treatment

of supply and demand resources that is arbitrary and capricious as well as unduly discriminatory. I
further agree that the Order will not provide the benefits supposedly measured by its net benefits test 
ĂŶĚ�ǁ ŝůů�ŝŶƐƚĞĂĚ�ůŝŬĞůǇ�ĚĞĐƌĞĂƐĞ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚŽ�ĐŽŶƐƵŵ ĞƌƐ͕ �ƌĞƐƵůƟŶŐ�ŝŶ�ƌĂƚĞƐ�ƚŚĂƚ�ĂƌĞ�ŶĞŝƚŚĞƌ�ũƵƐƚ�ŶŽƌ�
reasonable.

WĞƌŚĂƉƐ�ŵ ŽƐƚ�ŝŵ ƉŽƌƚĂŶƚůǇ �͕/�ĂŐƌĞĞ�ƚŚĂƚ�KƌĚĞƌ�ϳϰϱ�ǁ ŝůů�ƵůƟŵ ĂƚĞůǇ�ƉƌŽǀĞ�Ă�ƐĞƚďĂĐŬ�ĨŽƌ�ƚŚĞ�ĚĞŵ ĂŶĚ�
response programs that the Federal Regulatory Energy Commission (the Commission) and the Market
^ƵƌǀĞŝůůĂŶĐĞ��Žŵ ŵ ŝƩĞĞ�ƐĞĞŬ�ƚŽ�ĞŶŚĂŶĐĞ �͘/�ǁ ƌŝƚĞ�ƐĞƉĂƌĂƚĞůǇ�ƚŽ�ƉƌŽǀŝĚĞ�ĂŶ�ĂŶĂůǇƐŝƐ�ƚŚĂƚ�ŵ ĂŬĞƐ�
transparent the fundamental flaw on which Order 745 is premised and the consequences of that flaw. It 
ŝƐ�ŵ Ǉ�ŚŽƉĞ�ƚŚĂƚ�ƚŚŝƐ�ǁ ŝůů�ůĞĂĚ�ƚŽ�Ă�ƐŽƵŶĚĞƌ�ďĂƐŝƐ�ĨŽƌ�ĐŽŵ ƉĞŶƐĂƟŶŐ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ�ĂŶĚ�ĐŽŶƐĞƋƵĞŶƚůǇ�
to more successful and durable demand-response programs.

1. The Double-Payment Conundrum of Order 745

Order 745 argues forcefully that the wholesale price (LMP)
ƌĞĚƵĐƟŽŶ�ŝŶ�ĐŽŶƐƵŵ ƉƟŽŶ͘ 2 The Commission then concludes that demand response (DR) should
receive the LMP for services provided. 3�, Žǁ ĞǀĞƌ͕�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ƌĞũĞĐƚĞĚ�ƚŚĞ�ŽƉƟŽŶ�ŽĨ�ŝŵ ƉůĞŵ ĞŶƚŝŶŐ�
ƚŚŝƐ�ƉƌĞƐĐƌŝƉƟŽŶ �͘/Ŷ�ŝƚƐ�ƉůĂĐĞ�ŝƚ�ĐŚŽƐĞ�Ă�ƉŽůŝĐǇ�ŽĨ�ƉĂǇŝŶŐ�>D W�in addition�ƚŽ�ƚŚĞ�ĐŽŵ ƉĞŶƐĂƟŽŶ�ƌĞĐĞŝǀĞĚ�ďǇ�
�Z�ƉƌŽǀŝĚĞƌƐ�ŝŶ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĂƌŬĞƚ͘�ZĞƚĂŝů�ĐŽŵ ƉĞŶƐĂƟŽŶ�ƚĂŬĞƐ�ƉůĂĐĞ�Ăƚ�ƚŚĞ�ƌĞƚĂŝůͲƚĂƌŝī�ĞŶĞƌŐǇ�ƌĂƚĞ �͕' �͕ƐŽ�
ƚŚĞ�ƚŽƚĂů�ĐŽŵ ƉĞŶƐĂƟŽŶ�ƌĞĐĞŝǀĞĚ�ďǇ�ƐĞůĞĐƚ��Z�ƵŶĚĞƌ�KƌĚĞƌ�ϳϰϱ�ŝƐ�>D W�н�' �͘/Ŷ�ĞƐƐĞŶĐĞ�ƐƵĐŚ��Z�ŝƐ�ƉĂŝĚ�ƚŚĞ�
wholesale price plus the retail price.

dŚŝƐ�ŽƉŝŶŝŽŶ�ǁ ŝůů�ŝŶǀĞƐƟŐĂƚĞ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ Ɛ�ũƵƐƟĮĐĂƟŽŶ�ĨŽƌ�ĐŚŽŽƐŝŶŐ�ĚŽƵďůĞ�ƉĂǇŵ ĞŶƚ�ĂŶĚ�ƚŚĞ�
consequences of that choice. It is commonly believed s on the

ƚŚĞ�ǀŝĞǁ �ƚŚĂƚ�ƐŝŶĐĞ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŚĂƐ�ŶŽ�ũƵƌŝƐĚŝĐƟŽŶ�ŽǀĞƌ�ƌĞƚĂŝů�ƌĂƚĞƐ͕ �ŝƚ�ĐĂŶŶŽƚ�
ƚĂŬĞ�ƚŚĞŵ �ŝŶƚŽ�ĂĐĐŽƵŶƚ�ĂŶĚ�ƐŽ�ŵ ƵƐƚ�ƉƌĞƚĞŶĚ�ƚŚĂƚ�'�ĚŽĞƐ�ŶŽƚ�ĞǆŝƐƚ͘�KĨ�ĐŽƵƌƐĞ �͕ŝƚ�ŵ ĂŬĞƐ�ůŝƩůĞ�ƐĞŶƐĞ�ƚŽ�
ĂƌŐƵĞ�ƚŚĂƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŵ ƵƐƚ�ďĂƐĞ�ŝƚƐ�ƉŽůŝĐŝĞƐ�ŽŶ�ĂŶ�ĂƐƐƵŵ ƉƟŽŶ�ƚŚĂƚ�ƚŚŝŶŐƐ�ŝƚ�ĚŽĞƐ�ŶŽƚ�ŚĂǀĞ�

1��Ğŵ ĂŶĚ�ZĞƐƉŽŶƐĞ��Žŵ ƉĞŶƐĂƟŽŶ�ŝŶ�KƌŐĂŶŝǌĞĚ�t ŚŽůĞƐĂůĞ��ŶĞƌŐǇ�D ĂƌŬĞƚƐ͕ �KƌĚĞƌ�E Ž �͘ϳϰϱ �͕ϭϯϰ�&�Z��Β�ϲϭ ϭ͕ϴϳ �͕ϳϲ�&ĞĚ �͘

2 Order 745 at P 53.
3 Id.
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ũƵƌŝƐĚŝĐƟŽŶ�ŽǀĞƌ�ĚŽ�ŶŽƚ�ĞǆŝƐƚ͘�/Ŷ�ĨĂĐƚ�Ă�ĐĂƌĞĨƵů�ƌĞĂĚŝŶŐ�ŽĨ�ƚŚĞ�
:ƵƌŝƐĚŝĐƟŽŶ �;̂ ĞĐƟŽŶ�� Ϯ͘ Ϳ͘�ƐŚŽǁ Ɛ�ƚŚĂƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŵ ĂŬĞƐ�ŶŽ�ƐƵĐŚ�ĂƌŐƵŵ ĞŶƚ͘�

KƚŚĞƌ�ƌĞĂƐŽŶƐ�ĨŽƌ�ďĞůŝĞǀŝŶŐ�ƚŚĂƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ƉƵƚƐ�ůŝƩůĞ�ǁ ĞŝŐŚƚ�ŽŶ�ƚŚĞ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �ǁ ŝůů�ďĞ�
ĚŝƐĐƵƐƐĞĚ�ůĂƚĞƌ͕�ĂŶĚ�Ă�ĐŽŵ ƉĞƟŶŐ�ǀŝĞǁ �ŵ ĂǇ�ƉƌŽǀŝĚĞ�ƚŚĞ�ŬĞǇ�ƚŽ�ƚŚŝƐ�ĐŽŶƵŶĚƌƵŵ �͘��ĚŝīĞƌĞŶƚ�ũƵƐƟĮĐĂƟŽŶ�
ĨŽƌ�ĚŽƵďůĞ�ƉĂǇŵ ĞŶƚ�ƌƵŶƐ�ƚŚƌŽƵŐŚŽƵƚ�ƚŚĞ�KƌĚĞƌ͕�ĨƌŽŵ �ƚŚĞ�ŝŶŝƟĂů�ƐƵŵ ŵ ĂƌǇ�ƚŽ�ƚŚĞ�ĮŶĂů�ƌĞŐƵůĂƚŽƌǇ�ƚĞǆƚ͘�
This is the Balancing View. 4 and is
codified in the regulatory text itself as the first requirement for payment of LMP. 

Although a major theme within the Order, the Balancing View has apparently gone largely
ƵŶƌĞĐŽŐŶŝǌĞĚ �͕ďĞĐĂƵƐĞ�ŝƚ�ŝƐ�ŚŝŐŚůǇ�ƵŶŽƌƚŚŽĚŽǆ�ǇĞƚ�ŽŌĞŶ�ƉƌĞƐĞŶƚĞĚ�ŝŶ�Ă�ǁ ĂǇ�ƚŚĂƚ�ŵ ĂŬĞƐ�ŝƚ�ƐĞĞŵ �ƚŽ�ďĞ�
equivalent to the standard Energy View. Both views concern the value of DR. The Energy View holds that
Ă�ŵ ĞŐĂǁ ĂƩ ͲŚŽƵƌ�;D t ŚͿ�ŽĨ�ƌĞĚƵĐĞĚ�ĐŽŶƐƵŵ ƉƟŽŶ�;Ă�ŶĞŐĂǁ ĂƩ �͕ŝŶ�ƉŽƉƵůĂƌ�ƉĂƌůĂŶĐĞͿ�ŝƐ�ǁ ŽƌƚŚ�ƚŚĞ�>D W�
ďĞĐĂƵƐĞ�ŝƚ�ƐĂǀĞƐ�ĞŶĞƌŐǇ �͘dŚĞ��ĂůĂŶĐŝŶŐ�s ŝĞǁ �͕ŚŽǁ ĞǀĞƌ͕�ŚŽůĚƐ�ƚŚĂƚ�ŝƚ�ŝƐ�ǁ ŽƌƚŚ�ƚŚĞ�>D W�ďĞĐĂƵƐĞ�ŝƚ�ĂĐƟǀĞůǇ�
helps to balance supply and demand in the wholesale market.

KďǀŝŽƵƐůǇ�ďĂůĂŶĐŝŶŐ�Ă�D t Ś�ŽĨ�ĚĞŵ ĂŶĚ�ǁ ŝƚŚ��Z�ƌĞƋƵŝƌĞƐ�Ă�ŶĞŐĂǁ ĂƩ ͲŚŽƵƌ�ŽĨ��Z �͕ƐŽ�ŝƚ�ŵ ŝŐŚƚ�ƐĞĞŵ �
ƚŚĞ�ƚǁ Ž�ǀŝĞǁ Ɛ�;�ĂůĂŶĐŝŶŐ�ĂŶĚ��ŶĞƌŐǇͿ�ĂƌĞ�ŝŶĚŝƐƟŶŐƵŝƐŚĂďůĞ �͘�Ƶƚ�ŝŶ�ƉĂƌĂŐƌĂƉŚ�ϵ�ŽĨ�KƌĚĞƌ�ϳϰϱ �͕ǁ ŚĞƌĞ�ƚŚĞ�
�ĂůĂŶĐŝŶŐ�s ŝĞǁ �ŝƐ�ĚĞĮŶŝƟǀĞůǇ�ŝŶƚƌŽĚƵĐĞĚ �͕ƚŚĞ�KƌĚĞƌ�ĚĞĮŶĞƐ��Z�ĂƐ�ďĞŝŶŐ�ƉƌŽǀŝĚĞĚ�ŝŶ�ƚǁ Ž�ǁ ĂǇƐ͘ �&ŝƌƐƚ͕�
ƐŽŵ Ğ�;EŽŶͲ�ŝĚͿ��Z�ƉƌŽǀŝĚĞƐ�ŶĞŐĂǁ ĂƩƐ�ƚŚĂƚ�ĂƌĞ�not bid into the wholesale market, and second, other
;�ŝĚͲ/ŶͿ��Z�ƉƌŽǀŝĚĞƐ�ŶĞŐĂǁ ĂƩƐ�ƚŚĂƚ�are bid into the wholesale market. Even though they provide the
ƐĂŵ Ğ�ŶĞŐĂǁ ĂƩƐ�ƚŽ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ�ĂŶĚ�ƌĞĚƵĐĞ�ŶĞĞĚĞĚ�ƐƵƉƉůǇ�ďǇ�ƚŚĞ�ƐĂŵ Ğ�Ăŵ ŽƵŶƚ͕�E ŽŶͲ�ŝĚ��Z�
need be paid nothing by the ISO or RTO, while Bid-In DR must be paid the LMP. Clearly, the Commission
is associating the LMP payment with balancing and not�ĂƐƐŽĐŝĂƟŶŐ�ŝƚ�ǁ ŝƚŚ�ĞŶĞƌŐǇ�Žƌ�ŶĞŐĂǁ ĂƩƐ �͘:ƵƐƚ�ĂƐ�
clearly, this is not the standard Energy View.

But what does this unorthodox Balancing View gain the Commission? First, it protects the
�Žŵ ŵ ŝƐƐŝŽŶ�ĨƌŽŵ �ĂŶǇ�ũƵƌŝƐĚŝĐƟŽŶĂů�ƉƌŽďůĞŵ Ɛ�ŝƚ�ŵ ĂǇ�ĞŶĐŽƵŶƚĞƌ�ƌĞŐĂƌĚŝŶŐ� on the retail
ŵ ĂƌŬĞƚ͘�dŚŝƐ�ǁ ŝůů�ďĞ�ĚŝƐĐƵƐƐĞĚ�ƐƚĂƌƟŶŐ�ŝŶ�̂ ĞĐƟŽŶ�ϳ �̂͘ ĞĐŽŶĚ �͕ŝƚ�ƉƌŽƚĞĐƚƐ�ĂŐĂŝŶƐƚ�ƚŚĞ�ĐŚĂƌŐĞ�ŽĨ�ĚŽƵďůĞ�

, the wholesale market pays for wholesale balancing, and the retail
ŵ ĂƌŬĞƚ�ƉĂǇƐ�ĨŽƌ�ŶĞŐĂǁ ĂƩƐ two different payments for two completely different services. 

2. The Consequences of Double Payment

Double payment implies paying more to save energy than it costs to generate the energy saved.
KďǀŝŽƵƐůǇ �͕ƚŚŝƐ�ŝƐ�ŶŽƚ�ĐŽƐƚ�ĞīĞĐƟǀĞ �͘, Žǁ ĞǀĞƌ͕�ĐƵƌƌĞŶƚ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞƐ�ĂƌĞ�ĂůƐŽ�ŶŽƚ�ĐŽƐƚ�ĞīĞĐƟǀĞ �̂͘ Ž�
the complaint against double payment is not that it is inefficient, but that it is likely to be more 
inefficient than the present arrangement and that it could be improved by simply not paying double. 
This would eliminate the need for the mandated, but inaccurate and burdensome, net benefits test. 

�ĞƐŝĚĞƐ�ǁ ĂƐƟŶŐ�ŵ ŽŶĞǇ �͕ĚŽƵďůĞ�ƉĂǇŵ ĞŶƚ�ĂůƐŽ�ĐĂƵƐĞƐ�ĂƌďŝƚƌĂƌǇ�ůŝŶĞƐ�ƚŽ�ďĞ�ĚƌĂǁ Ŷ�ďĞƚǁ ĞĞŶ�ƚŚŽƐĞ�
who benefit from double payments and those who do not. This results in discriminatory and capricious 
ƚƌĞĂƚŵ ĞŶƚ͘�dŚĞ�ĮƌƐƚ�ĐĂƐĞ�ŽĨ�ĚŝƐĐƌŝŵ ŝŶĂƚŽƌǇ�ƚƌĞĂƚŵ ĞŶƚ͕�ĚĞƐĐƌŝďĞĚ�ŝŶ�ƚŚĞ�ŶĞǆƚ�ƐĞĐƟŽŶ �͕ŽĐĐƵƌƐ�ďĞƚǁ ĞĞŶ�
ŐĞŶĞƌĂƟŽŶ�ůŽĐĂƚĞĚ�ďĞŚŝŶĚ�Ă�ƌĞƚĂŝů�ŵ ĞƚĞƌ͕�ǁ ŚŝĐŚ�ĐĂŶ�ƉĂƐƐ�ĨŽƌ��Z �͕ĂŶĚ�ŐĞŶĞƌĂƟŽŶ�ůŽĐĂƚĞĚ�ŝŶ�ĨƌŽŶƚ�ŽĨ�ƚŚĞ�
meter, which cannot. The second case occurs between DR that is bid into the wholesale market -In

- A third case,
which is not discussed, occurs between Bid-In DR when the LMP is below the net-benefits test Price 
Threshold and Bid-In demand when LMP is above the price threshold.

4 Order 745 at Summary, PP 2, 47, and page 97.
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dŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ͕�ǁ ŚŝĐŚ�ĨŽƌďŝĚƐ��Z�ƚŚĂƚ�ŝƚ�ĮŶĚƐ�ŶŽƚ�ƚŽ�ďĞ�ĐŽƐƚ�ĞīĞĐƟǀĞ �͕ŝƐ�ŶĞĞĚĞĚ�ŽŶůǇ�ďĞĐĂƵƐĞ�
of double payment. If the wholesale market paid LMP G to demand response
the LMP, ƚŚĂƚ�ǁ ŽƵůĚ�ĂƵƚŽŵ ĂƟĐĂůůǇ�ďĞ�ĐŽƐƚ�ĞīĞĐƟǀĞ �͘

The fundamental flaw with the net benefits test, as Dr. Alfred E. Kahn made clear (and as described 
later), is that it should be a long-run test. It needs to measure net benefits over, perhaps, a ten-year 
horizon instead of a one month horizon, or as the Commission has planned, over a one hour horizon.
dŚŝƐ�ŵ ĂŬĞƐ�ƚŚĞ�ƚĞƐƚ�ĐŽŵ ƉůĞƚĞůǇ�ŝŶǀĂůŝĚ �͘�Ƶƚ͕�ŽŶ�ƚŽƉ�ŽĨ�ƚŚĂƚ�ĚĞĞƉ�ŇĂǁ �͕ƚŚĞƌĞ�ŝƐ�Ă�ƚƌŝǀŝĂů�ĂĐĐŽƵŶƟŶŐ�ĞƌƌŽƌ�ŝŶ�
ƚŚĞ�ĐŽƐƚ�ĨŽƌŵ ƵůĂ�ƉƌŽƉŽƵŶĚĞĚ�ďǇ�ƚŚĞ�KƌĚĞƌ͘�t ŚŝůĞ�ƚŚĞ�KƌĚĞƌ�ƐĂǇƐ�ƚŚĂƚ�ĐŽƐƚ�ŝƐ�ƉƌŽƉŽƌƟŽŶĂů�ƚŽ�ƚŚĞ�>D W͕�ŝƚ�
ŝƐ�ĂĐƚƵĂůůǇ�ƉƌŽƉŽƌƟŽŶĂů�ƚŽ�ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ�;' Ϳ͘�

dŚĞ�ŶĞǆƚ�ƚŚƌĞĞ�ƐĞĐƟŽŶƐ�ĂĚĚƌĞƐƐ�ƚŚĞ�ŝŶĞĸ ĐŝĞŶĐŝĞƐ�ĂŶĚ�ƚŚĞ�ĚŝƐĐƌŝŵ ŝŶĂƚŽƌǇ�ŶĂƚƵƌĞ�ŽĨ�ĚŽƵďůĞ�ƉĂǇŵ ĞŶƚ͘�
dŚĂƚ�ĨŽůůŽǁ ŝŶŐ�ƐĞĐƟŽŶ�ĚŝƐĐƵƐƐĞƐ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ͕�ĂŶĚ�ƚŚĞ�ĮŶĂů�ƐĞĐƟŽŶƐ�ƌĞƚƵƌŶƐ�ƚŽ�ƐŽůǀĞ�ƚŚĞ�ĚŽƵďůĞͲ
payment conundrum.

3. Preferential Treatment Resulting from Double Payment

�Ğŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ�ĐŽŵ ƉĞƚĞƐ�ǁ ŝƚŚ�ƐƵƉƉůǇ �͕ĂŶĚ�ŝĨ�ƚŚŝƐ�ĐŽŵ ƉĞƟƟŽŶ�ƚĂŬĞƐ�ƉůĂĐĞ�ǁ ŝƚŚŽƵƚ�ƉƌĞĨĞƌĞŶƟĂů�
treatment it will reduce the average MWh cost of electricity to consumers. However, double payment is
ŝŶĞǀŝƚĂďůǇ�ƉƌĞĨĞƌĞŶƟĂů�ĂŶĚ�ƚŚĞ�ŝŶĞĸ ĐŝĞŶĐŝĞƐ�ĂŶĚ�ĂƌďŝƚƌĂƌŝŶĞƐƐ�ŽĨ�ƚŚŝƐ�ƚƌĞĂƚŵ ĞŶƚ�ĂƌĞ�ŵ ŽƐƚ�ĞĂƐŝůǇ�ƐĞĞŶ�ďǇ�
ĐŽŶƐŝĚĞƌŝŶŐ�ĂŶ�ĞǆĂŵ ƉůĞ�ŽĨ�ĚŝƐƚƌŝďƵƚĞĚ�ŐĞŶĞƌĂƟŽŶ �͘dŚĂƚ�ŝƐ�ŐĞŶĞƌĂƟŽŶ�ƚŚĂƚ�ŝƐ�ĂƐƐŽĐŝĂƚĞĚ�ǁ ŝƚŚ�ůŽĂĚ�ĂŶĚ�
placed behind the retail meter. Such an arrangement, if bid into the wholesale market is covered by the
Order 745 mandate to pay the LMP.

Consider a real-world example. Bloom Energy offers to sell its customers energy (as Bloom 
Electrons) from an on- retail energy rate.5 A retail
ĞŶĞƌŐǇ�ƌĂƚĞ�ŽĨ�ΨϭϬϬ Dͬ t Ś�ŝƐ�ƌĞůĂƟǀĞůǇ�ůŽǁ �ŝŶ��ĂůŝĨŽƌŶŝĂ �͕ďƵƚ�ĂƐƐƵŵ ĞƐ�ƚŚĂƚ�ΨϭϬϬ�ŝƐ�ƚŚĞ�ƌĂƚĞ �͘dŽ�Ɛŝŵ ƉůŝĨǇ�
ĐĂůĐƵůĂƟŽŶƐ͕�ĂƐƐƵŵ Ğ��ůŽŽŵ ��ŶĞƌŐǇ�ŝŶƐƚĂůůƐ��ůŽŽŵ ��ŽǆĞƐ�
'ŽŽŐůĞ�ĨŽƌ�ΨϭϬϬ Dͬ t Ś�ĂŶĚ�ďŝĚƐ�ƚŚĞ�ƌĞƐƵůƟŶŐ��Z�ŝŶƚŽ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ͘ 6

E Žǁ �ƐƵƉƉŽƐĞ�ƚŚĞ�ŐĞŶĞƌĂƚŽƌ�ŚĂƐ�Ă�ŵ ĂƌŐŝŶĂů�ĐŽƐƚ�ŽĨ�ΨϭϮϬ Dͬ t Ś �̂͘ ŝŶĐĞ�ĐƵƌƌĞŶƚ�ĞƐƟŵ ĂƚĞƐ�ŽĨ�ƚŚĞ�ŶĞƚͲ
ďĞŶĞĮƚƐ�WƌŝĐĞ�dŚƌĞƐŚŽůĚ�ƉƵƚ�ŝƚ�ŝŶ�ƚŚĞ�ΨϯϬ�ƚŽ�ΨϱϬ Dͬ t Ś�ƌĂŶŐĞ �͕ǁ Ğ�ĐĂŶ�ĐŽŶƐĞƌǀĂƟǀĞůǇ�ĂƐƐƵŵ Ğ�ŝƚ�ŝƐ�
$60/MWh. This means the DR generator can bid that low if it chooses, and it will so choose if it can earn
a profit. Table 1, below, shows the results. 

5See ŚƩƉ͗ͬ ǁͬ ǁ ǁ Ğ͘ŶŐĂĚŐĞƚ͘ĐŽŵ ϮͬϬϭϭ Ϭͬϭ Ϯͬϰ ďͬůŽŽŵ ͲĞůĞĐƚƌŽŶƐͲƉĂǇͲǁ ŚĂƚͲǇŽƵͲĐŽŶƐƵŵ ĞͲƐĞƌǀŝĐĞͲƚŚŝŶŬƐͲŽƵƚƐŝĚĞͲƚŚĞͬ and
ŚƩƉ͗ͬ ǁͬ ǁ ǁ �͘ůŽŽŵ � �ŶĞƌŐǇ Đ͘Žŵ ŶͬĞǁ ƐƌŽŽŵ ͬ or ŚƩƉ͗ͬ ĐͬϬϲϴϴϲϲϮ Đ͘ĚŶ Đ͘ůŽƵĚĮůĞƐ͘ƌĂĐŬƐƉĂĐĞĐůŽƵĚ Đ͘Žŵ ĚͬŽǁ ŶůŽĂĚƐͲƉĚĨͲ
release-bloom-electrons-1-20-2011.pdf
6��dŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŶŽƚĞƐ�ǁ ŝƚŚŽƵƚ�ŽďũĞĐƟŽŶ�ƚŚĂƚ�
ĞŶĐŽƵƌĂŐĞ�ůŽĂĚ�ƚŽ�Ɛǁ ŝƚĐŚ�ƚŽ�ŽīͲŐƌŝĚ�ƉŽǁ Ğƌ�;Žƌ�ďĞŚŝŶĚͲƚŚĞͲŵ ĞƚĞƌ�ŐĞŶĞƌĂƟŽŶͿ͕�
Ăƚ�W�ϯϰ �͘/ŶĚĞĞĚ �͕ďĞŚŝŶĚͲƚŚĞͲŵ ĞƚĞƌ�ŐĞŶĞƌĂƟŽŶ�ŝƐ�Ă�ĐŽŵ ŵ ŽŶ�ĨŽƌŵ �ŽĨ��ŝĚͲ/Ŷ��Z �͘�
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Table 1. The Same Generator on Two Sides of the Retail Meter

MC= $120. Retail Energy Rate = G= $100

Behind the Meter (DR) In Front of the Meter (Supply)

LMP

Paid Profit Paid Profit

LMP + G LMP

$60 $60 + $100 $40 Generator would not bid

$120 $120 + $100 $100 $120 $0

$420 $420 + $100 $400 $420 $300

MC = Marginal cost.  All $ units are $/MWh.  Profits are short run. 

�ƚ�ĂŶ�>D W�ŽĨ�ΨϲϬ Dͬ t Ś�ŝƚ�ŵ ĂŬĞƐ�ŶŽ�ƐĞŶƐĞ�ĨŽƌ�Ă�ŐĞŶĞƌĂƚŽƌ�ǁ ŝƚŚ�ĂŶ�ŽƉĞƌĂƟŶŐ�ĐŽƐƚ�ŽĨ�ΨϭϮϬ Dͬ t Ś�ƚŽ�
sell power unless it can be paid twice. So, as Table 1 shows, the supplier does not bid in or sell power
at $60/MWh, but the Bid-In DR provider bids in at $60/MWh and turns a handsome profit of $40/MWh. 
Here we can also see what economists mean by the double payment being inefficient. Providing DR 
costs $120/MWh, but the same power could be purchased for, say, $61/MWh from a supplier in the ISO,
and yet Order 745 assures that the $120 power will be bid in at $60 and will be purchased instead of the
$61/MWh power.

In this example, the only difference between Bid-In DR (behind the meter) and normal supply (in 
ĨƌŽŶƚ�ŽĨ�ƚŚĞ�ŵ ĞƚĞƌͿ�ŝƐ�ƚŚĞ�ůŽĐĂƟŽŶ�ŽĨ�ƚŚĞ�ŐĞŶĞƌĂƚŽƌ�ƌĞůĂƟǀĞ�ƚŽ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĞƚĞƌ͘�/Ĩ�ƚŚĞ�ŐĞŶĞƌĂƚŽƌ�ŝƐ�ůŽĐĂƚĞĚ�
across the street from the consumer and sells power to the ISO, it receives less for its services by
$100/MWh (the retail energy rate) than if it is located on the same side of the street and behind the

quite likely, the
generator Ɛ�ƉŽǁ Ğƌ�ǁ ŝůů�ŵ ŽƐƚůǇ�ŇŽǁ �ƚŽ�ƚŚĞ�ƐĂŵ Ğ�ĐŽŶƐƵŵ ĞƌƐ�ĂŶĚ�ďĞ�ƵƐĞĚ�Ăƚ�ƚŚĞ�ƐĂŵ Ğ�Ɵŵ Ğ�ĨŽƌ�ƚŚĞ�ƐĂŵ Ğ�
purpose. That a generator should suffer such a loss for simply being classified as a supplier would seem 
ƚŽ�ďĞ�ƚŚĞ�ǀĞƌǇ�ĚĞĮŶŝƟŽŶ�ŽĨ�ĂƌďŝƚƌĂƌǇ�ĂŶĚ�ĐĂƉƌŝĐŝŽƵƐ͘ �

4. Picturing the Price Distortions

Present payments to DR providers are not ideal,
ĂŶĚ�ŝƚ�ŝƐ�ƵŶƌĞĂůŝƐƟĐ�ƚŽ�ĞǆƉĞĐƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ƚŽ�
provide a complete remedy for problems
ŽƌŝŐŝŶĂƟŶŐ�ŝŶ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĂƌŬĞƚ͘�&Žƌ�ƚŚŝƐ�ƌĞĂƐŽŶ�ŝƚ�ŝƐ�
desirable to gain at least a rough understanding of
the magnitudes of the retail and wholesale
payments.

As the diagonal line in Figure 1 shows, the
ideal reward for DR is the same as for supply, and it
is the LMP. Retail energy rates, as shown in Figure
1, usually do not increase with the LMP, but remain
constant. As can be seen, the retail energy rate,
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ǁ ŚŝĐŚ�ŝƐ�ƚŚĞ�ƌĞǁ ĂƌĚ�ĨŽƌ�ƌĞĚƵĐĞĚ�ĐŽŶƐƵŵ ƉƟŽŶ�ŝƐ�ŐƌĞĂƚĞƌ�ƚŚĂŶ�ƚŚĞ�ŝĚĞĂů�ǀĂůƵĞ �͕ƚŚĞ�>D W͕�ǁ ŚĞŶĞǀĞƌ�ƚŚĞ�
LMP is less than $100/MWh, the retail energy rate in the present example. Because the average value of
LMP in the California ISO is $40/MWh, such high wholesale prices occur infrequently. In fact, the retail
energy rate, which is the retail- reward for DR, is greater than the ideal price 98 percent of the
Ɵŵ Ğ͘7

KƌĚĞƌ�ϳϰϱ�ŝŶĐƌĞĂƐĞƐ�ƚŚĞ�ĐŽŵ ƉĞŶƐĂƟŽŶ�ƚŽ��Z�ďǇ�ƉĂǇŝŶŐ�ƚŚĞ�>D W�ŽŶ�ƚŽƉ�ŽĨ�ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͕ĂƐ�
shown in Figure 2. However it does this only when the LMP exceeds the Price Threshold 8 determined
ďǇ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚƐ͘��ĂƌůǇ�ŝŶĚŝĐĂƟŽŶƐ�ĂƌĞ�ƚŚĂƚ�ƚŚŝƐ�ƚŚƌĞƐŚŽůĚ�ǁ ŝůů�ďĞ�ĂďŽƵƚ�ΨϱϬ Dͬ t Ś�ŝŶ�ƚŚĞ�
�ĂůŝĨŽƌŶŝĂ�/̂ K �͕ƐŽ�&ŝŐƵƌĞ�Ϯ�ƐŚŽǁ Ɛ�>D W�ƉĂǇŵ ĞŶƚƐ�ďĞŝŶŐ�ĂĚĚĞĚ�ŽŶ �͕ƐƚĂƌƟŶŐ�ǁ ŝƚŚ�ĂŶ�>D W�ŽĨ�ΨϱϬ Dͬ t Ś �͘dŚĞ�
result is, of course, total payments to DR that are too high by the retail energy rate G whenever LMP
payments are allowed.

�ůƚŚŽƵŐŚ�KƌĚĞƌ�ϳϰϱ�ŶĞǀĞƌ�ŐĞƚƐ�ƚŚĞ�ƉƌŝĐĞ�ƌŝŐŚƚ͕�ŶŽƟĐĞ�ƚŚĂƚ�ŝƚ�ĚŽĞƐ�ĐŽŵ Ğ�ĐůŽƐĞƌ�ƚŽ�ƚŚĞ�ŝĚĞĂů�ƚŚĂŶ�ƚŚĞ�
retail energy rate for high values of LMP. For example when the LMP is $300/MWh (Figure 2), total
payments under Order 745 are only $100/MWh too high, while without Order 745 they are only the
retail energy rate, which is $200/MWh too low. Consequently during the roughly 1 percent of the hours
ŝŶ�ǁ ŚŝĐŚ�ƚŚĞ�>D W�ŝƐ�ǀĞƌǇ�ŚŝŐŚ �͕K ƌĚĞƌ�ϳϰϱ�ƐŚŽƵůĚ�ƌĞĚƵĐĞ�ƚŚĞ�ƉƌŝĐĞ�ĚŝƐƚŽƌƟŽŶ �͕ĂŶĚ�ŚĞŶĐĞ�ŵ ĂǇ�ŝŵ ƉƌŽǀĞ�ƚŚĞ�
efficiency of the market. 

&ŝŐƵƌĞ�ϯ�ƐŚŽǁ Ɛ�ƚŚĞ�ŵ ŽƐƚ�ŽŌĞŶ�ƌĞĐŽŵ ŵ ĞŶĚĞĚ�ĂůƚĞƌŶĂƟǀĞ�ƚŽ�ϳϰϱ �͕ĂŶĚ�ƚŚĞ�ŽŶĞ�ĨĂǀŽƌĞĚ�ďǇ�ƚŚĞ�
California ISO. It is designed to add just enough to the retail energy rate to bring it up to the ideal level,
whenever the retail energy rate is too low. Since this only improves the market, there is no need for the
complex and erroneous net benefits test. As can be seen, the net benefits test makes only a very small 
dent in the problems created by Order 745, because it grossly miscalculates the proper Price Threshold.
We will return to this later.

7 CAISO, Market Issues and Performance: Annual Report 2010, Department of Market Monitoring, Figure 3-10.
8 Order 745 at P 119.
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5. Distorted Prices Lead the Market to Wasteful Outcomes

dŚĞ�ŚŝŐŚ�ƉƌŽĮƚƐ�ŇŽǁ ŝŶŐ�ƚŽ�ƚŚĞ��Z�ƉƌŽǀŝĚĞƌ�ŝŶ�dĂďůĞ�ϭ�ǁ ŝůů�ĂƩƌĂĐƚ�ĐŽŵ ƉĞƟƚŽƌƐ͕ �ĂŶĚ�ŝĨ�ƚŚĞ��Z�ŵ ĂƌŬĞƚ�
ďĞĐŽŵ ĞƐ�ĨƵůůǇ�ĐŽŵ ƉĞƟƟǀĞ �͕�Z�ƉƌŽǀŝĚĞƌ�ƉƌŽĮƚƐ�ǁ ŝůů�ďĞ�ĚƌŝǀĞŶ�ĚŽǁ Ŷ�ƚŽ�Ă�ŶŽƌŵ Ăů�ůĞǀĞů͘�dŚŝƐ�ŵ ŝŐŚƚ�ƐĞĞŵ �ƚŽ�
Ğůŝŵ ŝŶĂƚĞ�ƚŚĞ�ƉƌŽďůĞŵ �ŽĨ�ĚŽƵďůĞ�ƉĂǇŵ ĞŶƚ͕�ďƵƚ�ŝƚ�ĚŽĞƐ�ŶŽƚ͘�dŚĞ�ĞƐƐĞŶƟĂů�ƉƌŽďůĞŵ �ŝƐ�ŶŽƚ�ƚŚĂƚ��Z�
providers will earn excess profits, although for a while they will. Instead, the problem is that double 
payments will misdirect the market and cause it to perform inefficiently. This is frequently the case with 
ƐƵďƐŝĚŝĞƐ�ƚŚĂƚ�ĐĂƵƐĞ�Ă�ƉƌŝĐĞ�ĚŝƐƚŽƌƟŽŶ �͕ĂŶĚ�ŝƚƐ�ŝŵ ƉĂĐƚ�ĐĂŶ�ďĞ�ƵŶĚĞƌƐƚŽŽĚ�ǁ ŝƚŚ�Ă�Ɛŝŵ ƉůĞ�ĂŶĂůŽŐǇ �͘

^ƵƉƉŽƐĞ�ŚĂŶĚͲďůŽǁ Ŷ�ďŽƩůĞƐ�;Ɛŝŵ ŝůĂƌ�ƚŽ�ďĞŚŝŶĚͲƚŚĞͲŵ ĞƚĞƌ��ZͿ�ĐŽƐƚ�Ψϭ Ϭ͘Ϭ�ƚŽ�ŵ ĂŶƵĨĂĐƚƵƌĞ�ŝŶĐůƵĚŝŶŐ�
Ă�ŶŽƌŵ Ăů�ƌĂƚĞ�ŽĨ�ƌĞƚƵƌŶ �͘E Ğǆƚ͕�ƐƵƉƉŽƐĞ�Ă�ŶĞǁ �ŵ ĂĐŚŝŶĞ�ƉƌŽĐĞƐƐ�ĨŽƌ�ŵ ĂŬŝŶŐ�ďŽƩůĞƐ�;Ɛŝŵ ŝůĂƌ�ƚŽ�ŶŽƌŵ Ăů͕�ŝŶͲ
ĨƌŽŶƚͲŽĨͲƚŚĞͲŵ ĞƚĞƌ�ƐƵƉƉůǇͿ�ŚĂƐ�ĞŶƚĞƌĞĚ�ƚŚĞ�ŵ ĂƌŬĞƚ�ĂŶĚ�ŝƐ�ƉƌŽĚƵĐŝŶŐ�ďŽƩůĞƐ�ĨŽƌ�ΨϬ ϴ͘Ϭ �͘dŚĞ�ŐůĂƐƐ�ďůŽǁ ĞƌƐ�
ƉĞƟƟŽŶ�ƚŚĞ�ŐŽǀĞƌŶŵ ĞŶƚ�ĂŶĚ�ǁ ŝŶ�Ă�ƐƵďƐŝĚǇ�ŽĨ�ΨϬ ϰ͘Ϭ�ƉĞƌ�ďŽƩ ůĞ�ĨŽƌ�ŚĂŶĚͲďůŽǁ Ŷ�ďŽƩůĞƐ͘ �t ŚĂƚ�ŝƐ�ƚŚĞ�
ƌĞƐƵůƚ͍ �/Ŷ�ĞīĞĐƚ͕�ŚĂŶĚͲďůŽǁ Ŷ�ďŽƩůĞƐ�ĐĂŶ�ŶŽǁ �ďĞ�ƉƌŽĚƵĐĞĚ�Ăƚ�Ă�ĐŽƐƚ�ŽĨ�ΨϬ ϲ͘Ϭ�;Ψϭ Ϭ͘Ϭ�ŵ ŝŶƵƐ�ƚŚĞ�ƐƵďƐŝĚǇͿ͕�
ƐŽ�ƚŚĞǇ�ǁ ŝůů�ĚƌŝǀĞ�ŵ ĂĐŚŝŶĞͲďůŽǁ Ŷ�ďŽƩůĞƐ�ŽƵƚ�ŽĨ�ƚŚĞ�ŵ ĂƌŬĞƚ͘��Ƶƚ�ƚŚĞŶ �͕ƐŝŶĐĞ�ŚĂŶĚͲďůŽǁ Ŷ�ďŽƩůĞƐ�ĂƌĞ�ŶŽǁ �
ĂƌƟĮĐŝĂůůǇ�ĐŚĞĂƉ�ƚŽ�ƉƌŽĚƵĐĞ �͕ĐŽŵ ƉĞƟƟŽŶ�ǁ ŝůů�ĐŽŶƟŶƵĞ�ƚŽ�ĚƌŝǀĞ�ƚŚĞ�ƉƌŝĐĞ�ĚŽǁ Ŷ�ƵŶƟů�ƚŚĞǇ�ĂƌĞ�ƐĞůůŝŶŐ�ĨŽƌ�
ΨϬ ϲ͘Ϭ�Ă�ƉŝĞĐĞ �̂͘ Ž�ŐůĂƐƐ�ďůŽǁ ĞƌƐ�ĂƌĞ�ďĂĐŬ�ƚŽ�ǁ ŚĞƌĞ�ƚŚĞǇ�ǁ ĞƌĞ �͕ŐĞƫ ŶŐ�ƉĂŝĚ�Ψϭ Ϭ͘Ϭ�ƉĞƌ�ďŽƩůĞ �͕ŽĨ�ǁ ŚŝĐŚ�
ΨϬ ϰ͘Ϭ�ŝƐ�ƐƵďƐŝĚǇ�ĂŶĚ�ΨϬ ϲ͘Ϭ�ŝƐ�ƚŚĞ�ŶĞǁ �ůŽǁ �ƉƌŝĐĞ�ĨŽƌ�ďŽƩůĞƐ͘ ��Ƶƚ�ŝŶ�ƌĞĂůŝƚǇ�ƚŚĞ�ďŽƩůĞƐ�ĂƌĞ�ĐŽƐƟŶŐ�
consumers, considered as a group, just as much because the subsidy will be collected through a charge
ŽĨ�ƐŽŵ Ğ�ŬŝŶĚ�Ɛŝŵ ŝůĂƌ�ƚŽ�ƚŚĞ�ŐĞŶĞƌĂů�ƵƉůŝŌ�ŽĨ�>D W�ƉƌŽƉŽƐĞĚ�ďǇ�KƌĚĞƌ�ϳϰϱ �͘�

�ůƐŽ�ŶŽƚĞ�ƚŚĂƚ�ĂŶǇ�ĐŽŶƐƵŵ ĞƌƐ�ǁ ŚŽ�ǀĂůƵĞ�ďŽƩůĞƐ�Ăƚ�ΨϬ ϳ͘Ϭ�ǁ ŝůů�ďƵǇ�ďŽƩůĞƐ�ĐŽƐƟŶŐ�ŽŶůǇ�ΨϬ ϲ͘Ϭ �͘dŚŝƐ�ŝƐ�
ǁ ĂƐƚĞĨƵů͕�ďĞĐĂƵƐĞ�ƚŚĞ�ďŽƩůĞ�ĂĐƚƵĂůůǇ�ĐŽƐƚƐ�Ψϭ Ϭ͘Ϭ�ƚŽ�ƉƌŽĚƵĐĞ�ĂŶĚ�ƉƌŽǀŝĚĞƐ�ŽŶůǇ�ΨϬ ϳ͘Ϭ�ŽĨ�ǀĂůƵĞ �̂͘ Ž�ƚŚĞ�
ůŽǁ �͕ƐƵďƐŝĚŝǌĞĚ�ƉƌŝĐĞ�ĞǆƉĂŶĚƐ�ĐŽŶƐƵŵ ƉƟŽŶ�ƚŽ�ŝŶĐůƵĚĞ�ďŽƩůĞƐ�ǁ ŝƚŚ�Ă�ƵƐĞ�ǀĂůƵĞ�ŽĨ�ůĞƐƐ�ƚŚĂŶ�Ψϭ Ϭ͘Ϭ �͘�ŶĚ �͕
Ăůů�ŽĨ�ƚŚŝƐ�ŶĞǁ �ĐŽŶƐƵŵ ƉƟŽŶ�ŝƐ�ǁ ĂƐƚĞĨƵů͘�, ĞŶĐĞ�ƚŚĞƌĞ�ĂƌĞ�ƚǁ Ž�ƐŽƵƌĐĞƐ�ŽĨ�ǁ ĂƐƚĞ�ĨƌŽŵ �ƚŚŝƐ�ƐƵďƐŝĚǇ �͘&ŝƌƐƚ�ŝƚ�
causes the efficient technology to be forced out of business and replaced with the inefficient 
technology. Second, it causes inefficient consumer behavior. 

The same two inefficiencies will occur under Order 745. First, it is technically inefficient to 
ĚŝƐƚƌŝďƵƚĞ�ŐĞŶĞƌĂƟŽŶ�ďĞŚŝŶĚ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĞƚĞƌƐ�ŽĨ�Ă�ŵ ǇƌŝĂĚ�ŽĨ�ŝŶĚƵƐƚƌŝĂů͕�ĐŽŵ ŵ ĞƌĐŝĂů�ĂŶĚ�ƌĞƚĂŝů�
customers. But, that is what double payments will induce, as demonstrated in Table 1.

Second, consumers will choose to avoid the use of high-value energy. For example, a consumer may
ŝŶŝƟĂůůǇ�ďĞ�ƵƐŝŶŐ�ĞŶĞƌŐǇ�ǁ ŝƚŚ�Ă�ǀĂůƵĞ�ŽĨ�ΨϭϮϬ Dͬ t Ś�ǁ ŚĞŶ�ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ�ŝƐ�ΨϴϬ�ĂŶĚ�ƚŚĞ�>D W�ŝƐ�

Order 745, a Bid-In DR program could
induce that customer to give up that surplus value, because the customer would be rewarded with $80 +
$80 (LMP+G) for giving up a $120 value. The result is that $120 of value is given up to save the $80 cost
ŽĨ�ŐĞŶĞƌĂƟŽŶ �͕ƚŚĞ�>D W͘�

Note that once the Commission puts the LMP subsidy in place, the market will determine the mix of
�Z�ĂŶĚ�ŶŽƌŵ Ăů�ƐƵƉƉůǇ �͕ĂŶĚ�ĂůƐŽ�ƚŚĞ�ƉĂƩĞƌŶ�ŽĨ�ĐŽŶƐƵŵ ƉƟŽŶ �͘�Ɛ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĞǆƉůĂŝŶƐ͗ �

In other words, while the level of compensation provided to each resource [double
payment] affects its willingness and ability to participate in the energy market,
ultimately the markets themselves will determine the level of generation and demand
response resources needed for purposes of balancing the electricity grid.9

But what the Commission fails to explain, and may not understand, is that when the regulator distorts
the price signal for example with double payment s themselves will

a distorted and inefficient ůĞǀĞů�ŽĨ�ŐĞŶĞƌĂƟŽŶ�ĂŶĚ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ�ƌĞƐŽƵƌĐĞƐ͘

9 Id. at P 59.
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5.1. ��������������� �����������ϐ���������������� ������������

dŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĐůĂŝŵ Ɛ�ƚŚĂƚ�ĂƌŐƵŵ ĞŶƚƐ�ƐƚĂƟŶŐ�ƚŚĞ�KƌĚĞƌ�ŝƐ�ŝŶĞĸ ĐŝĞŶƚ�ĨĂŝů�ƚŽ�ĂĐŬŶŽǁ ůĞĚŐĞ�ƚŚĞ�ŵ ĂƌŬĞƚ�
ŝŵ ƉĞƌĨĞĐƟŽŶƐ�ĐĂƵƐĞĚ�ďǇ�ƚŚĞ�ĞǆŝƐƟŶŐ�ďĂƌƌŝĞƌƐ�ƚŽ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ͘ 10 There are indeed significant 
ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ�ĐĂƵƐĞĚ�ďǇ�ĞǆŝƐƟŶŐ�ďĂƌƌŝĞƌƐ�ƚŽ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ �͘�Ƶƚ�ĚŽĞƐ�ƚŚĂƚ�ũƵƐƟĨǇ�Ă�ƵŶŝĨŽƌŵ �
subsidy to all forms of DR, even behind-the-meter diesel generators?

dŚŝƐ�ƋƵĞƐƟŽŶ�ŝƐ�ŽĨ�ĐƌƵĐŝĂů�ŝŵ ƉŽƌƚĂŶĐĞ �͕ďĞĐĂƵƐĞ�ƚŚĞ�ĐĞŶƚƌĂů�ũƵƐƟĮĐĂƟŽŶ�ŽĨ��Z�ĂŶĚ�KƌĚĞƌ�ϳϰϱ�ŝƐ�ƚŽ�
ŽǀĞƌĐŽŵ Ğ�ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ�ƚŚĂƚ�ĐƌĞĂƚĞ�ďĂƌƌŝĞƌƐ�ƚŽ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ͘11 Although such barriers are
ŵ ĞŶƟŽŶĞĚ�ŶƵŵ ĞƌŽƵƐ�Ɵŵ ĞƐ͕ �ƚŚĞ�KƌĚĞƌ�ĨĂŝůƐ�ƚŽ�ĚĞƐĐƌŝďĞ�ĂŶǇ�ĂŶĚ�ĨĂŝůƐ�ƚŽ�ĞǆƉůĂŝŶ�ŚŽǁ �ŝƚ�ǁ ŽƵůĚ�ƌĞŵ ĞĚǇ�ĂŶǇ�
ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶ�ĞǆĐĞƉƚ�ǁ ŚĂƚ�ŝƚ�ƐĞĞƐ�ĂƐ�ƚŚĞ�ŝŵ ƉĞƌĨĞĐƟŽŶ�ŽĨ�ǁ ŚŽůĞƐĂůĞ�ĞůĞĐƚƌŝĐŝƚǇ�ƉƌŝĐĞƐ͘ �dŚŝƐ�ŵ ĂǇ�ďĞ�
ďĞĐĂƵƐĞ�Ăůů�ŽƚŚĞƌ�ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ�ĂƌĞ�ŝŶ�ŵ ĂƌŬĞƚƐ�ŽƵƚƐŝĚĞ�ŽĨ�ŝƚƐ�ũƵƌŝƐĚŝĐƟŽŶ �͘E ŽŶĞƚŚĞůĞƐƐ�ŝƚ�ƐĞĞŵ Ɛ�
Ěŝĸ ĐƵůƚ�ƚŽ�ƌĞŵ ĞĚǇ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ�ŝŶ�ŵ ĂƌŬĞƚƐ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĨĞĞůƐ�ŝƚ�ĐĂŶŶŽƚ�ĐŽŶƐŝĚĞƌ͘��

Market imperfections vary from minimal, in cases where DR is already working well, to nearly
ŝŶƐƵƌŵ ŽƵŶƚĂďůĞ�ĨŽƌ�ďĂƌƌŝĞƌƐ�ƉƌĞǀĞŶƟŶŐ�ƌĞĂůͲƟŵ Ğ�ƌĞƐŝĚĞŶƟĂů�ƉƌŝĐŝŶŐ �͘^Ž�Ă�ƵŶŝĨŽƌŵ �ƉĂǇŵ ĞŶƚ�ŽĨ�>D W�
ĐĂŶŶŽƚ�ďĞ�ĂƉƉƌŽƉƌŝĂƚĞ �͘�Ƶƚ�ƚŚĞ�ĞƐƐĞŶƟĂů�ƋƵĞƐƟŽŶƐ�ĂƌĞ�ǁ ŚĞƚŚĞƌ�ƚŚĞ�KƌĚĞƌ�ǁ ŝůů�ĐƵƌĞ�ŵ ŽƌĞ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ�
ƚŚĂŶ�ŝƚ�ĐĂƵƐĞƐ͕ �ĂŶĚ�ǁ ŚĞƚŚĞƌ�ŝƚ�ĐŽƵůĚ�ŶŽƚ�ĚŽ�ŵ ƵĐŚ�ďĞƩĞƌ͘�

dŚĞ�ďĂƐŝĐ�ĂŶƐǁ Ğƌ�ŝƐ�ƚŚĂƚ�ǁ ŚĞŶ�ŽǀĞƌͲĐŽŵ ƉĞŶƐĂƟŽŶ�ŝƐ�ĂƉƉůŝĞĚ�ƚŽ�ĐŽŶƐƵŵ Ğƌ�ĚĞĐŝƐŝŽŶƐ�ƚŚĂƚ�ĂƌĞ�ďĞŝŶŐ�
ŵ ĂĚĞ�ƌĂƟŽŶĂůůǇ �͕ƚŚŝƐ�ǁ ŝůů�ĐĂƵƐĞ�Ă�ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶ �͘�Ƶƚ�ǁ ŚĞŶ�ŽǀĞƌͲĐŽŵ ƉĞŶƐĂƟŽŶ�ŝƐ�ĂƉƉůŝĞĚ�ŝŶ�ƚŚĞ�
right amount to certain types of barriers the overpayment can increase efficiency. However, when 
applied to other types of market barriers, efficiency is decreased. The two types of barriers are (1) 
ĐƵƐƚŽŵ Ğƌ�ŵ ŝƐƉĞƌĐĞƉƟŽŶ�ŽĨ�ƐĂǀŝŶŐƐ͕ �ĂŶĚ�;ϮͿ�ƵŶŶĞĐĞƐƐĂƌǇ�ĐŽƐƚƐ͘ �

A classic case involving misperceived savings is a 1975 model refrigerator. Consumers had no idea
how much they would save in reduced electricity costs with different models, so they grossly 
undervalued the savings that was available with some models. If consumers believe a $100 savings is
ǁ ŽƌƚŚ�ŽŶůǇ�ΨϮϱ �͕ƚŚĞŶ�ƉĂǇŝŶŐ�ƚŚĞŵ �ĞǀĞŶ�ΨϯϬϬ�ƚŽ�ĐŚŽŽƐĞ�ƚŚĞ�Ğĸ ĐŝĞŶƚ�ŵ ŽĚĞů�ŵ ĂǇ�ďĞ�ĐŽƐƚ�ĞīĞĐƟǀĞ�ƚŽ�
society. This is because the payment is not a social cost but only a transfer of funds between consumers
ǁ ŚŽ�ĚŽ�ŶŽƚ�ƉĂƌƟĐŝƉĂƚĞ�;ƐŽŵ ĞŽŶĞ�ŵ ƵƐƚ�ĨƵŶĚ�ƚŚĞ�ΨϯϬϬ�ƐƵďƐŝĚŝĞƐͿ�ĂŶĚ�ƚŚŽƐĞ�ǁ ŚŽ�ĚŽ �̂͘ Ž�ƚŚĞ�ŶĞƚ�ĞīĞĐƚ�ŽŶ�
Ğĸ ĐŝĞŶĐǇ�ŝƐ�Ɛŝŵ ƉůǇ�ƚŚĂƚ�ƚŚĞ�ĐŽŶƐƵŵ Ğƌ�ŵ ĂŬĞƐ�Ă�ŵ ŽƌĞ�ĐŽƐƚͲĞīĞĐƟǀĞ�ĐŚŽŝĐĞ �͘dŚŝƐ�ŝƐ�ŶŽƚ�ƚŽ�ƐƵŐŐĞƐƚ�ƚŚĂƚ�
such a payment is the best policy. The policies actually pursued were to put efficiency labels on 
refrigerators and require manufactures to increase refrigerator efficiencies. These policies did, in fact, 
ƌĞĚƵĐĞ�ƚŚĞ�ĐŽƐƚ�ŽĨ�Žǁ ŶŝŶŐ�ĂŶĚ�ŽƉĞƌĂƟŶŐ�ƌĞĨƌŝŐĞƌĂƚŽƌƐ͘ �

Since such policies have been applied to a wide range of home appliances, this may well have
ƌĞŵ ŽǀĞĚ�ŵ ĂŶǇ�ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ͕ �ĂŶĚ�ĐŽŶƐĞƋƵĞŶƚůǇ�Ă�ƉŽůŝĐǇ�ŽĨ�ŽǀĞƌƉĂǇŵ ĞŶƚ�ŵ ĂǇ�ŶŽǁ �ƌĞƐƵůƚ�ŝŶ�
ĐĂƵƐŝŶŐ�Ă�ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶ�ŝŶƐƚĞĂĚ�ŽĨ�ƌĞŵ ŽǀŝŶŐ�ŽŶĞ �͘

An example of an unnecessary cost is a home that is not adequately insulated when built and for
which
ďĞ�ŽǀĞƌĐŽŵ Ğ�ǁ ŝƚŚ�ŚŝŐŚĞƌ��Z�ƉĂǇŵ ĞŶƚƐ͕ �ƚŚĂƚ�ĚŽĞƐ�ŶŽƚ�ĐŚĂŶŐĞ�ƚŚĞ�ĨĂĐƚ�ƚŚĂƚ�ƚŚĞ�ƌĞƚƌŽĮƩĞĚ�ŝŶƐƵůĂƟŽŶ�ŝƐ�
ƵŶĞĐŽŶŽŵ ŝĐĂů͘�/Ŷ�ƚŚŝƐ�ĐĂƐĞ �͕ƚŚĞ�ĐŽƐƚ�ĞīĞĐƟǀĞ�ĚĞĐŝƐŝŽŶ�ŝƐ�ŶŽƚ�ƚŽ�ŝŶƐƵůĂƚĞ �͕ĂŶĚ�ƚŚĞ�ŚŝŐŚĞƌ��Z�ƉĂǇŵ ĞŶƚƐ�
cause inefficiency. 

5.2. ������������������������ϐ�����������������

One barrier, although outside the Commission �ũƵƌŝƐĚŝĐƟŽŶ �͕ŝƐ�ĚŝƌĞĐƚůǇ�ĂĚĚƌĞƐƐĂďůĞ�ďǇ�ƚŚĞ�KƌĚĞƌ͘�dŚĂƚ�ŝƐ�
the problem that retail energy rates, which do not reflect the true cost of power the LMP. Of course, it

10 Id. at P 61.
11�dŚŝƐ�&ŝŶĂů�ZƵůĞ�ŝƐ�ĚĞƐŝŐŶĞĚ�ƚŽ�ƌĞŵ ŽǀĞ�ďĂƌƌŝĞƌƐ�ƚŽ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ�ƉĂƌƟĐŝƉĂƟŽŶ�ŝŶ�ƚŚĞ�ŽƌŐĂŶŝǌĞĚ�ǁ ŚŽůĞƐĂůĞ�ĞŶĞƌŐǇ�
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would be best to fix this in the retail market because fixing it in the wholesale market requires paying for 
ĞŶĞƌŐǇ�ŶŽƚ�ĐŽŶƐƵŵ ĞĚ�;Ă�ǀĞǆŝŶŐ�ƉƌŽďůĞŵ Ϳ͕�ǁ ŚŝůĞ�ĮǆŝŶŐ�ƚŚĞ�ƌĞƚĂŝů�ƌĂƚĞ�ŝŶǀŽůǀĞƐ�ŶŽ�ƐƵĐŚ�ŚǇƉŽƚŚĞƟĐĂů�
ĂĐĐŽƵŶƟŶŐ �͘hŶĚĞƌ�Ă�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ�ĞƋƵĂů�ƚŽ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ƉƌŝĐĞ�;>D WͿ�ƚŚĞ�ƌĞǁ ĂƌĚ�ĨŽƌ�ŶŽƚ�ĐŽŶƐƵŵ ŝŶŐ�
ŝƐ�ŶŽƚ�ŚĂǀŝŶŐ�ƚŽ�ƉĂǇ�ƚŚĞ�ƚƌƵĞ�;ƐŽŵ ĞƟŵ ĞƐ�ŚŝŐŚͿ�ƉƌŝĐĞ�ŽĨ�ƉŽǁ Ğƌ͘�

But what if a retail market did offer a retail rate of LMP, which would provide the correct reward 
ĨŽƌ��Z �͕ŝŶĐůƵĚŝŶŐ�ĂƉƉƌŽƉƌŝĂƚĞůǇ�ƐƚƌŽŶŐ�ŝŶĐĞŶƟǀĞƐ�ǁ ŚĞŶ�ƚŚĞ�ƐǇƐƚĞŵ �ŵ ŽƐƚ�ŶĞĞĚƐ��Z�ĂŶĚ�ƚŚĞ�>D W�ŝƐ�
extremely high? Under Order 745, the wholesale market would also pay the LMP to Bid-In DR so the
total reward for Bid-In DR would be LMP + LMP. This precise form of double payment is so obviously
ŝŶĐŽƌƌĞĐƚ�ƚŚĂƚ�ŝƚ�ŝƐ�ƵŶůŝŬĞůǇ�ƚŽ�ďĞ�ƐƵƉƉŽƌƚĞĚ�ďǇ�ĂŶǇ�ƉƵďůŝĐ�ƵƟůŝƚǇ�ĐŽŵ ŵ ŝƐƐŝŽŶ �̂͘ Ž�ĐƵƐƚŽŵ ĞƌƐ�ĂƌĞ�ƵŶůŝŬĞůǇ�ƚŽ�
ďĞ�ĂůůŽǁ �ƚŚĞ�ŽƉƟŽŶ�ŽĨ�Ă�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ�ĂƉƉƌŽǆŝŵ ĂƟŶŐ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�>D W͕�ǁ ŚŝĐŚ�ŝƐ�ƉĞƌŚĂƉƐ�ƚŚĞ�ďĞƐƚ�
�Z�ƉŽůŝĐǇ �͘, ĞŶĐĞ�KƌĚĞƌ�ϳϰϱ�ŝŶƚĞƌĨĞƌĞƐ�ĚĞĐŝƐŝǀĞůǇ�ǁ ŝƚŚ�ƌĞƚĂŝů�ƌĂƚĞ�ƐĞƫ ŶŐ �͕ĂŶĚ�ŝƚ�ǁ ŽƌŬƐ�ĂŐĂŝŶƐƚ�ƚŚĞ�
ŝŵ ƉůĞŵ ĞŶƚĂƟŽŶ�ŽĨ�ŵ ŽƌĞ�ĂĐĐƵƌĂƚĞ�ĂŶĚ�ĞīĞĐƟǀĞ�ƌĞƚĂŝů�ƉƌŝĐĞƐ͘ ��

However, if the Order 745 had instead required paying all demand response LMP G in the
wholesale market on top of G in the retail market, the Order would not interfere at all with retail rate
ƐĞƫ ŶŐ �͘/Ŷ�ĨĂĐƚ�ŝƚ�ǁ ŽƵůĚ�ĞŶĐŽƵƌĂŐĞ�ďĞƩĞƌ�ƌĂƚĞ�ƐĞƫ ŶŐ �͘dŚĞ�ƌĞƐƵůƚ�ŽĨ�ƚŚŝƐ�ƉŽůŝĐǇ�ǁ ŽƵůĚ�ďĞ�ƚŚĂƚ�ƚŚĞ�ƚŽƚĂů�
payment for DR would be LMP G + G, or simply LMP, for any choice of G, and even for G equal to the
>D W͘��Ɛ�Ă�ƌĞƐƵůƚ͕�ƉƵďůŝĐ�ƵƟůŝƚǇ�ĐŽŵ ŵ ŝƐƐŝŽŶƐ�ǁ ŽƵůĚ�ƐĞĞ�ƚŚĂƚ�ďǇ�ƌĞƋƵŝƌŝŶŐ��Z�ĐƵƐƚŽŵ ĞƌƐ�ƚŽ�ĂĐĐĞƉƚ�ĂŶ�
accurate retail energy rate equal to the LMP they can eliminate the vexing inaccuracies and gaming
ŽƉƉŽƌƚƵŶŝƟĞƐ�ĂƐƐŽĐŝĂƚĞ�ǁ ŝƚŚ�ǁ ŚŽůĞƐĂůĞ�ƉĂǇŵ ĞŶƚƐ�ĨŽƌ�ĞŶĞƌŐǇ�ŶŽƚ�ĐŽŶƐƵŵ ĞĚ �͘�

To summarize the Order Ɛ�ŝŵ ƉĂĐƚ�ŽŶ�ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ͕ �ĚŽƵďůĞͲƉĂǇŵ ĞŶƚ�ǁ ŝůů�ŝŶƚƌŽĚƵĐĞ�ƐŽŵ Ğ�
ŶĞǁ �ŵ ĂƌŬĞƚ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ�ĂŶĚ�ǁ ŝůů�ŶŽƚ�ĂĚĚƌĞƐƐ�ŵ ĂŶǇ�ŽƚŚĞƌ�ŝŵ ƉĞƌĨĞĐƟŽŶƐ�ŝŶ�Ă�ƐĞŶƐŝďůĞ�ŵ ĂŶŶĞƌ͘�D ŽƐƚ�
ŝŵ ƉĞƌĨĞĐƟŽŶƐ͕ �ƐŝŶĐĞ�ƚŚĞǇ�ůŝĞ�ĨĂƌ�ŽƵƚƐŝĚĞ�ŽĨ� , are
ŶŽƚ�ǁ Ğůů�ĂĚĚƌĞƐƐĞĚ�ďǇ�ƚŚĞ�ďƌŽĂĚ�ďƌƵƐŚ�ŽĨ�ǁ ŚŽůĞƐĂůĞ�ƉĂǇŵ ĞŶƚƐ͘ �D ŽƌĞŽǀĞƌ͕�ƚŚĞ�ŽŶĞ�ŝŵ ƉĞƌĨĞĐƟŽŶ
inefficient retail pricing that could be addressed in the wholesale market has been addressed
ŝŶĐŽƌƌĞĐƚůǇ �͘�ŶĚ �͕ƚŚŝƐ�ǁ ŝůů�ĐƌĞĂƚĞ�ĂŶ�ĂĚĚŝƟŽŶĂů�ďĂƌƌŝĞƌ�ƚŽ�ŝŵ ƉůĞŵ ĞŶƟŶŐ�ĂĐĐƵƌĂƚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞƐ͕ �ǁ ŚĞŶ�
ƚŚĞ�KƌĚĞƌ�ĐŽƵůĚ �͕ŝŶƐƚĞĂĚ �͕ĞĂƐŝůǇ�ŚĂǀĞ�ďĞĞŶ�ǁ ƌŝƩĞŶ�ƚŽ�ĞŶĐŽƵƌĂŐĞ�ďĞƩĞƌ�ƌĞƚĂŝů�ƉƌŝĐŝŶŐ �͘

5.3. Preferential Treatment of Bid-In DR is General

dŚĞ�ĞǆĂŵ ƉůĞ�ŝŶ�dĂďůĞ�ϭ�ĐŽŶĐĞƌŶƐ�ďĞŚŝŶĚͲƚŚĞͲŵ ĞƚĞƌ�ŐĞŶĞƌĂƟŽŶ �͕Ă�ĐŽŵ ŵ ŽŶ�ŬŝŶĚ�ŽĨ��ŝĚͲ/Ŷ��Z �͘, Žǁ ĞǀĞƌ͕�
ŽƚŚĞƌ�ŬŝŶĚƐ�ĐĂŶŶŽƚ�ďĞ�ŽƉĞƌĂƚĞĚ�ŝŶ�ĨƌŽŶƚ�ŽĨ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĞƚĞƌ͕�ďĞĐĂƵƐĞ�ƚŚĞǇ�ĂƌĞ�ŵ ŽƌĞ�ĐůŽƐĞůǇ�ƟĞĚ�ƚŽ�ĂĐƚƵĂů�
ĚĞŵ ĂŶĚ �͘&Žƌ�ĞǆĂŵ ƉůĞ �͕Ăŝƌ�ĐŽŶĚŝƟŽŶĞƌƐ�ŵ ŝŐŚƚ�ďĞ�ĐǇĐůĞĚ�Žī �͕Žƌ�ůŝŐŚƚƐ�ƚƵƌŶĞĚ�Žī �͘dŚŝƐ�ƌĂŝƐĞƐ�ƚŚĞ�ƋƵĞƐƟŽŶ�
of whether the above analysis applies more generally.

Dr. Alfred E. Kahn is the first commenter quoted by the Commission with regard to the 
comparability of supply and demand. The �Ğŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ�ŝƐ�ŝŶ�Ăůů�ĞƐƐĞŶƟĂů�
respects economically equivalent to supply response Because of equivalence to supply, various
ƚǇƉĞƐ�ŽĨ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ�ŵ ƵƐƚ�ĂůƐŽ�ďĞ �͕ŝŶ�Ăůů�ĞƐƐĞŶƟĂů�ƌĞƐƉĞĐƚƐ͕ �ĞĐŽŶŽŵ ŝĐĂůůǇ�ĞƋƵŝǀĂůĞŶƚ�ƚŽ�ĞĂĐŚ�ŽƚŚĞƌ͘�
And, for this reason, the above example, shown in Table 1, applies to all forms of Bid-In DR.

The problem illustrated in Table 1 is that the DR has the same value to the system (in saved
ŐĞŶĞƌĂƟŶŐ�ĐŽƐƚƐͿ�ĂƐ�ĚŽĞƐ�ŶŽƌŵ Ăů�ƐƵƉƉůǇ �͕ďƵƚ�ŝƚ�ŝƐ�ƉĂŝĚ�ŵ ŽƌĞ �͘E Žǁ �ĐŽŶƐŝĚĞƌ��Z�ƐƵƉƉůŝĞĚ�ďǇ�ƚƵƌŶŝŶŐ�Žī�Ă�
ŵ ĞŐĂǁ ĂƩ�ŽĨ�ůŝŐŚƟŶŐ�;ĂĐƌŽƐƐ�ŵ ĂŶǇ�ĞƐƚĂďůŝƐŚŵ ĞŶƚƐͿ͘�/ƚ�ĂůƐŽ�ŚĂƐ�ƚŚĞ�ƐĂŵ Ğ�ǀĂůƵĞ�ƚŽ�ƚŚĞ�ƐǇƐƚĞŵ �;ŝŶ�ƐĂǀĞĚ�
ŐĞŶĞƌĂƟŶŐ�ĐŽƐƚƐͿ�ĂƐ�ĚŽĞƐ�ŶŽƌŵ Ăů�ƐƵƉƉůǇ �͕ďƵƚ�ŝƚ�ŝƐ�ƉĂŝĚ�ŵ ŽƌĞ �͘dŚĞ�ĐŽŶĐůƵƐŝŽŶ�ŵ ƵƐƚ�ďĞ �͕ƚŚĂƚ�Ăůů�ƚǇƉĞƐ�ŽĨ�
Bid-In DR suffer from the same arbitrary and capricious advantage as does behind-the-meter 
ŐĞŶĞƌĂƟŽŶ �͘

dŚĞ�ĂĚǀĂŶƚĂŐĞ�ŽĨ��ŝĚͲ/Ŷ��Z�ŝƐ�ŶŽƚ�ũƵƐƚ�ĂŶ�ĂĚǀĂŶƚĂŐĞ�ƌĞůĂƟǀĞ�ƚŽ�ƐƵƉƉůǇ �͕ŝƚ�ŝƐ�ĂůƐŽ�ĂŶ�ĂĚǀĂŶƚĂŐĞ�
ƌĞůĂƟǀĞ�ƚŽ�E ŽŶͲ�ŝĚ��Z �͘/Ĩ�Ă�ƌĞƚĂŝů�ĐƵƐƚŽŵ Ğƌ�ŝŵ ƉůĞŵ ĞŶƚƐ�ŝƚƐ�Žǁ Ŷ��Z�ƉƌŽŐƌĂŵ �͕ďƵƚ�ĚŽĞƐ�ŶŽƚ�ƐƉĞŶĚ�ƚŚĞ�
Ɵŵ Ğ�ĂŶĚ�ŵ ŽŶĞǇ�ƚŽ�ƋƵĂůŝĨǇ�ƚŽ�ďŝĚ�ŝŶ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ͕�ŝƚ�ǁ ŝůů�ŶŽƚ�ƌĞĐĞŝǀĞ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�>D W�
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payment. However if it contracts with a DR aggregator, which then bids the customers DR into the
wholesale market, the aggregator will receive payments at the LMP. This is true even if the retail
customer does not respond (just as wind, solar and nuclear do not respond) any differently to 
ĚŝƐƉĂƚĐŚ�ďĞĐĂƵƐĞ�ŽĨ�ďŝĚĚŝŶŐ�ŝŶƚŽ�ƚŚĞ�ŵ ĂƌŬĞƚ͘�dŚŝƐ�ĂƌƌĂŶŐĞŵ ĞŶƚ�ŝƐ�ĂůƐŽ�ƵŶĚƵůǇ�ƉƌĞĨĞƌĞŶƟĂů�ƚŽǁ ĂƌĚ��ŝĚͲ/Ŷ�
DR and hence toward DR aggregators.

6. ������������Ǧ����ϐ��������������������������� ���ǫ�

trated by
the net benefits test. However, the supposed benefit that the test measures is not the value of 
Ğůŝŵ ŝŶĂƟŶŐ�ƐŽŵ Ğ�ďĂƌƌŝĞƌ�ƚŽ��Z �͕ďƵƚ�ƌĂƚŚĞƌ�ƚŚĞ�ĚĞƉƌĞƐƐŝŽŶ�ŽĨ�ƚŚĞ�ŵ ĂƌŬĞƚ�ƉƌŝĐĞ �͘�Ƶƚ�ĚĞƉƌĞƐƐŝŶŐ�ƚŚĞ�
ŵ ĂƌŬĞƚ�ƉƌŝĐĞ �͕ŵ ĂǇ�ďĞ�ĚƵĞ�ĞŝƚŚĞƌ�ƚŽ�Ă�ŐĂŝŶ�ŝŶ�Ğĸ ĐŝĞŶĐǇ�Žƌ�ƚŽ�ŵ ĂƌŬĞƚ�ŵ ĂŶŝƉƵůĂƟŽŶ the exercise of
market power. Just as supply-side market power is exercised by withhold supply, so demand-side
ŵ ĂƌŬĞƚ�ƉŽǁ Ğƌ�ŝƐ�ĞǆĞƌĐŝƐĞ�ďǇ�ǁ ŝƚŚŚŽůĚŝŶŐ�ĚĞŵ ĂŶĚ �͘dŚĞ�ůĂƩĞƌ�ĐŽƵůĚ�ǁ Ğůů�ďĞ�ĂĐĐŽŵ ƉůŝƐŚĞĚ�ďǇ�ƉĂǇŝŶŐ�ƐŽŵ Ğ�
consumers to reduce their demand. In other words the Order has a prima facie appearance of exercising
ŵ ĂƌŬĞƚ�ƉŽǁ Ğƌ͘��ŽŶƐĞƋƵĞŶƚůǇ�ƚŚĞ�ƋƵĞƐƟŽŶ�ŽĨ�ǁ ŚĂƚ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ�ƌĞĂůůǇ�ŵ ĞĂƐƵƌĞƐ�ŝƐ�ĐƌƵĐŝĂů�ƚŽ�ĂŶ�
understanding of the Order.

6.1. Overview

WĂǇŝŶŐ�>D W�ŐŝǀĞƐ��Z�ƉƌŽǀŝĚĞƌƐ�ĞǆƚƌĂ�ƌĞǀĞŶƵĞ �͕ĂŶĚ�ƚŚĞ�ĐŽƐƚ�ŽĨ�ƚŚĞƐĞ�ƉĂǇŵ ĞŶƚƐ�ǁ ŝůů�ďĞ�ƐŚŝŌĞĚ�ŽŶƚŽ�Ăůů�
ƌĞŵ ĂŝŶŝŶŐ�ƉŽǁ Ğƌ�ĐŽŶƐƵŵ ƉƟŽŶ �͘dŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ǁ ŝƐŚĞƐ�ƚŽ�ŵ ĂŬĞ�ǁ ŚŽůĞ�ƚŚĞ�ĐƵƐƚŽŵ ĞƌƐ�ŶŽƚ�ƉĂƌƟĐŝƉĂƟŶŐ�
ŝŶ��Z�ƉƌŽŐƌĂŵ Ɛ͘ �/ƚ�ŚŽƉĞƐ�ƚŽ�ĂĐĐŽŵ ƉůŝƐŚ�ƚŚŝƐ�ďǇ�ůŝŵ ŝƟŶŐ��Z�ƉĂǇŵ ĞŶƚ�ƚŽ�Ɵŵ ĞƐ�ǁ ŚĞŶ��Z�ǁ ŝůů�ĐĂƵƐĞ�Ă�
ƌĞĚƵĐƟŽŶ�ŝŶ�ƚŚĞ�>D W�ƚŚĂƚ�ŝƐ�Ăƚ�ůĞĂƐƚ�ƐƵĸ ĐŝĞŶƚ�ƚŽ�ŽīƐĞƚ�ƚŚĞ��Z�hƉůŝŌ�ƉĂǇŵ ĞŶƚƐ�ƚŚĂƚ�ƚŚĞ�/̂ K �ǁ ŝůů�ĂĚĚ�ƚŽ�
the LMP.

dŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ�ŝƐ�ďĂƐĞĚ�ĞŶƟƌĞůǇ�ŽŶ�ƚŚĞ�ƐƵƉƉůǇ�ĐƵƌǀĞ �͘dŚĞƌĞ�ŝƐ�Ă�ƉŽŝŶƚ�ŽŶ�ĂŶǇ�ŶŽƌŵ ĂůůǇͲƐŚĂƉĞĚ �͕
ĞůĞĐƚƌŝĐͲƉŽǁ ĞƌͲŝŶĚƵƐƚƌǇ�ƐƵƉƉůǇ�ĐƵƌǀĞ�ƐƵĐŚ�ƚŚĂƚ�Ă�ϭй �ƌĞĚƵĐƟŽŶ�ŝŶ�ƚŚĞ�Ăŵ ŽƵŶƚ�ŽĨ�ĞŶĞƌŐǇ�ƐƵƉƉůŝĞĚ�;ĚƵĞ�ƚŽ�
ƌĞĚƵĐĞĚ�ĚĞŵ ĂŶĚͿ�ĐĂƵƐĞƐ�Ă�ϭй �ƉƌŝĐĞ�ƌĞĚƵĐƟŽŶ �͘dŚĞ�ƉƌŝĐĞ�Ăƚ�ƚŚĂƚ�ƉŽŝŶƚ�ŝƐ�ƚŚĞ�ŶĞƚͲďĞŶĞĮƚƐͲƚĞƐƚ� Price
Threshold .12��ďŽǀĞ�ƚŚĂƚ�ƉƌŝĐĞ �͕ĂŶĚ�ŽŶůǇ�ĂďŽǀĞ�ƚŚĂƚ�ƉƌŝĐĞ �͕Ă�D t Ś�ŽĨ�ĚĞŵ ĂŶĚ�ƌĞĚƵĐƟŽŶ�ƉĂŝĚ�ƚŚĞ�>D W�
ǁ ŝůů�ĐŽƐƚ�ůĞƐƐ�ƚŚĂŶ�ƚŚĞ�ƐĂǀŝŶŐƐ�ƚŽ�ĐŽŶƐƵŵ ĞƌƐ�ĨƌŽŵ �ƚŚĞ�ƌĞĚƵĐƟŽŶ�ŝŶ�ƚŚĞ�>D W Žƌ͕�ƐŽ�ŝƚ�ĂƉƉĞĂƌƐ�ŝŶ�Ă�ƐƚĂƟĐ�
analysis.

-run test and not a long-
run test. Second, the test uses the cost to the ISO, when it is supposed to measure the cost to
ĐƵƐƚŽŵ ĞƌƐ͘ �/Ŷ�ŵ ŽƐƚ�ĐĂƐĞƐ�ƚŚŝƐ�ǁ ŝůů�ƵŶĚĞƌĞƐƟŵ ĂƚĞ�ĐŽƐƚƐ͘ �dŚĞ�ƉƌŽďůĞŵ �ǁ ŝƚŚ�Ă�ƐŚŽƌƚͲƌƵŶ�ƚĞƐƚ�ŝƐ�ďĂƐŝĐĂůůǇ�ƚŚĞ�
same as with any short-sighted financial analysis. Saving money today may or may not indicate genuine, 
long-term savings or benefits. A household can by skipping the car payment,
but before long, the car will be repossessed. The net benefits test counts as benefits revenues that are 
ƚĂŬĞŶ�ĨƌŽŵ �ĞƐƐĞŶƟĂů�ůŽǁ ͲĐŽƐƚ�ŐĞŶĞƌĂƚŽƌƐ͘ �dŚĞ�ŐĞŶĞƌĂƟŽŶ�Žǁ ŶĞƌƐ�ǁ ŝůů�ďĞ�ƐƚƵĐŬ�ǁ ŝƚŚ�ƚŚŝƐ�ůŽƐƐ�ĨŽƌ�Ă�ǁ ŚŝůĞ �͘
But, as will be seen, this trick may not last much longer than the trick of skipping car payments.

There is also the problem of whether the net-benefits test is simply measuring market power rather 
ƚŚĂŶ�ƌĞĂů�ďĞŶĞĮƚƐ͘�D ĂƌŬĞƚ�ƉŽǁ Ğƌ�ĞǆĞƌĐŝƐĞĚ�ďǇ�ĂĐƟŽŶƐ�ƚŚĂƚ�ĂƌĞ�ŶŽƚ�ĐŽƐƚ�ĞīĞĐƟǀĞ�ĞǆĐĞƉƚ�ĨŽƌ�ƚŚĞ�ĨĂĐƚ�ƚŚĂƚ�
it changes the market price. Market power that depresses the price is called monopsony power. The net
ďĞŶĞĮƚƐ�ƚĞƐƚ�ĐůĂŝŵ Ɛ�ƚŽ�ůŽŽŬ�Ăƚ�ĂĐƟŽŶƐ�;�Z�ƉĂǇŵ ĞŶƚƐͿ�ƚŚĂƚ�ĂƌĞ�ŶŽƚ�ĐŽƐƚ�ĞīĞĐƟǀĞ �͕ƚŚĞŶ�ůĂďĞůƐ�ƚŚĞŵ �ĂƐ�

�ĮŶĚƐ�ƚŚŽƐĞ�ĚĞŵ ĂŶĚ�ƌĞĚƵĐƟŽŶƐ�ƚŚĂƚ�ƌĞĚƵĐĞ�ƚŚĞ�ŵ ĂƌŬĞƚ�ƉƌŝĐĞ�ĞŶŽƵŐŚ�ƚŽ�ƐĂǀĞ�ĐƵƐƚŽŵ ĞƌƐ�
ŵ ŽƌĞ�ƚŚĂŶ�ƚŚĞ�ĐŽƐƚ�ŽĨ�ƚŚŽƐĞ�ĂĐƟŽŶƐ͘�

12 Order 745 at P 119.
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dŚĞƐĞ�ĮŶĚŝŶŐƐ�Įƚ�ƚŚĞ�ĚĞĮŶŝƟŽŶ�ŽĨ�ŵ ĂƌŬĞƚ�ƉŽǁ Ğƌ�ƉĞƌĨĞĐƚůǇ �͘�ŽƐƚƐ�ĂƌĞ�ŝŶĐƵƌƌĞĚ�ƚŚĂƚ�ǁ ŽƵůĚ�ŶŽƚ�ďĞ�
worth incurring except for the fact they manipulate the market price. In other words,
ĚĞƐĐƌŝƉƟŽŶ�ŽĨ�ƚŚĞ�ƚĞƐƚ�ŝŶĚŝĐĂƚĞƐ�ƚŚĂƚ�ƚŚĞ�ƚĞƐƚ�ŝƐ�ŵ ĞĂƐƵƌŝŶŐ�ƚŚĞ�ďĞŶĞĮƚƐ�ŽĨ�ŵ ŽŶŽƉƐŽŶǇ�ƉŽǁ Ğƌ͘�KĨ�ĐŽƵƌƐĞ�
this was not the Commission Ɛ�ŝŶƚĞŶƟŽŶ�Žƌ�ƵŶĚĞƌƐƚĂŶĚŝŶŐ �͘�ŶĚ �͕ŝŶ�ĨĂĐƚ͕�ƚŚĞ�ƚĞƐƚ�ĚŽĞƐ�ŶŽƚ�ǁ ŽƌŬ�ĂƐ�
intended. However, at the crucial Price Threshold, the test is, in fact, measuring short-run monopsony
power.

dŚĞ�ƐŚŽƌƚͲƌƵŶ�ŶĂƚƵƌĞ�ŽĨ�ƚŚĞ�ƚĞƐƚ�ƉƌĞǀĞŶƚƐ�ŝƚ�ĨƌŽŵ �ĐĂƉƚƵƌŝŶŐ�ƚŚĞ�ůĂƐƟŶŐ�ĞĨĨĞĐƚƐ�ŽĨ�ƐŚŽƌƚͲƌƵŶ�ƉƌŝĐĞ�
ƌĞĚƵĐƟŽŶƐ͘ �>Žǁ Ğƌ�ƉƌŝĐĞƐ�ǁ ŝůů�ĐƵƌƚĂŝů�ŝŶǀĞƐƚŵ ĞŶƚ�ŝŶ�ŶĞǁ �ĐĂƉĂĐŝƚǇ�ĂŶĚ�ƚŚĞ�ƌĞƐƵůƟŶŐ�ĐĂƉĂĐŝƚǇ�ƐŚŽƌƚĂŐĞ�ǁ ŝůů�
ƉƵƐŚ�ƚŚĞ�ŵ ĂƌŬĞƚ�ƉƌŝĐĞ�ďĂĐŬ�ƵƉ �͘dŚĞ�ŶĞƚͲďĞŶĞĮƚƐ�ƚĞƐƚ�ǁ ŝůů�ĐŽŶƟŶƵĞ�ƚŽ�ĨĂůƐĞůǇ�ƌĞƉŽƌƚ�ƚŚĂƚ�ƉƌŝĐĞƐ�ĂƌĞ�
depressed, even though prices are higher and only appear depressed
price. The new higher prices will cover necessary capacity costs plus
for DR. At this point the car has been repossessed.

6.2. �����������������������������������������ϐ���������

Surprisingly, the easy part of the net benefits test ĂĐĐŽƵŶƟŶŐ�ĨŽƌ�ĐŽƐƚƐ is specified incorrectly. In 
paragraph 50 and footnote 119 of the Order, the Commission makes clear that the cost component of
the net benefits test is to be calculated as LMP × D, where �ŝƐ�ƚŚĞ�Ăŵ ŽƵŶƚ�ŽĨ�ĚĞŵ ĂŶĚ�ƌĞĚƵĐƟŽŶ �͘
, Žǁ ĞǀĞƌ͕�ĂƐ�/�ǁ ŝůů�ŶŽǁ �ƐŚŽǁ �͕ĨŽƌ�ƵƟůŝƟĞƐ͕ �ƚŚĞ�ĐŽƌƌĞĐƚ�ĨŽƌŵ ƵůĂ�ŝƐ�'�п� , where G is the retail tariff 
energy rate.

dŚĞ�ĨŽůůŽǁ ŝŶŐ�ĂŶĂůǇƐŝƐ�ĂƉƉůŝĞƐ�ƚŽ�ƵƟůŝƟĞƐ�;Ă�ůŽĂĚͲƐĞƌǀŝŶŐ�ĞŶƟƚǇ�ǁ ŝƚŚ�ƌĞƚĂŝů�ĐƵƐƚŽŵ ĞƌƐͿ͕�ďĞĐĂƵƐĞ�ƚŚĞǇ�
ƐĞƚ�Ă�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ�ĚŝīĞƌĞŶƚ�ĨƌŽŵ �ƚŚĞ�>D W͘�/Ĩ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ��Z�ĐŽƐƚƐ�ŽƌŝŐŝŶĂƟŶŐ�ŝŶ�ĞĂĐŚ�ƵƟůŝƚǇ�ǁ ĞƌĞ�
allocated ďǇ�ƚŚĞ�/̂ K �ƚŽ�ƚŚĞ�ŽƌŝŐŝŶĂƟŶŐ�ƵƟůŝƚǇ �͕ƚŚĞ�ĐĂůĐƵůĂƟŽŶ�ǁ ŽƵůĚ�ďĞ�ĞǆĂĐƚ͘��Ƶƚ�
ďĞĐĂƵƐĞ�ƚŚĞƌĞ�ǁ ŝůů�ďĞ�ƐŽŵ Ğ�ĐŽƐƚ�ƐŚŝŌŝŶŐ͕13 some consumers will experience a cost burden greater than
G × �^Ž�ĐŽƐƚ�ƐŚŝŌŝŶŐ�ĐĂŶ�ƌĞĚƵĐĞ�Žƌ�ŝŶĐƌĞĂƐĞ�ƚŚĞ�
discrepancy described here, but it will not tend to reduce it on average. For simplicity I will examine a
ƐŝŶŐůĞ�ƵƟůŝƚǇ�ǁ ŝƚŚŽƵƚ�ĂŶǇ�ƐƵĐŚ�ĐŽƐƚ�ƐŚŝŌŝŶŐ �͘

hŶĚĞƌ�KƌĚĞƌ�ϳϰϱ �͕ƚŚĞ�/̂ K�ŵ ƵƐƚ�ƉĂǇ�>D W�ĨŽƌ��ŝĚͲ/Ŷ��Z �͘dŚŝƐ�ŝƐ�ƐŚŽǁ Ŷ�ŝŶ�&ŝŐƵƌĞ�ϰ�ďǇ�ƚŚĞ�ǀĞƌƟĐĂů�
ĂƌƌŽǁ �ƉŽŝŶƟŶŐ�ƚŽ��Z �͘�Ƶƚ�ƚŚĞ�ĞīĞĐƚ�ŽĨ��Z�ŝƐ�ƚŽ�ƌĞůŝĞǀĞ�ƚŚĞ�ŶĞĞĚ�ĨŽƌ�ĂŶ�ĞƋƵĂů�Ăŵ ŽƵŶƚ�ŽĨ�ƐƵƉƉůǇ �͕ǁ ŚŝĐŚ�
reduces the payment the ISO makes to generators. This is shown by the hatch-marked
ĂƌƌŽǁ Ɛ�ďĞƚǁ ĞĞŶ�ƚŚĞ�/̂ K �ĂŶĚ�ƚŚĞ�ŐĞŶĞƌĂƚŽƌƐ͘ �&ŝŶĂůůǇ �͕ƚŚĞ�ůŽĂĚ�ƌĞĚƵĐƟŽŶ�ĨƌŽŵ ��Z�ĐĂƵƐĞƐ�ƚŚĞ�>̂ �Ɛ�ƚŽ�ďƵǇ�
less power from the ISO at the LMP and this is shown by the arrows between those two market
segments.

13 The Order states that the upli
response resource redu

Utility ISO Generators

DR

MWh

$ LMP

MWh

$ LMP

DR Uplift = LMP × D

$ LMP

Figure 4. Does
Cost = LMP × DR,
or Zero ?
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dŚĞ�ŶĞƚ�ĞīĞĐƚ�ŽŶ�ƚŚĞ�/̂ K �ŝƐ�ƚŚĂƚ�ƚŚĞ�ƌĞĚƵĐĞĚ�ƉĂǇŵ ĞŶƚ�ĨƌŽŵ �ƚŚĞ�ƵƟůŝƚǇ�ŝƐ�ĐĂŶĐĞůĞĚ�ďǇ�ƚŚĞ�ƌĞĚƵĐĞĚ�
payment to the generators, and all that remains is the payment of LMP × to the DR provider. But the
/̂ K �ǁ ŝůů�Ɛŝŵ ƉůǇ�ƉĂƐƐ�ƚŚĂƚ�ĐŽƐƚ�ŽŶ�ŝŶ�ƚŚĞ�ĨŽƌŵ �ŽĨ�ĂŶ�ƵƉůŝŌ�ƚŽ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ƉƌŝĐĞ�ƚŽ�ďĞ�ƉĂŝĚ�ďǇ�ƚŚĞ�ƵƟůŝƚǇ �͘
This is shown by the curved arrow �Z�hƉůŝŌ͘ But the commission

14 and so far, there are no load customers in the picture.

dŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĂƐƐƵŵ ĞƐ�ƚŚĂƚ�ƚŚĞ�ƵƟůŝƚǇ�ǁ ŝůů�ƉĂƐƐ�ƚŚƌŽƵŐŚ�ƚŚĞ� ��Z�hƉůŝŌ�ƚŽ�ĐŽŶƐƵŵ ĞƌƐ͘ 15 But
ĚŽĞƐ�ƚŚŝƐ�ŵ ĂŬĞ�ƐĞŶƐĞ͍�&ŝŐƵƌĞ�ϰ�ƐŚŽǁ Ɛ�ƚŚĂƚ�ƚŚĞ�ƵƟůŝƚǇ�ŝƐ�ƉĂǇŝŶŐ�>D W�п� less for power and LMP ×
ŵ ŽƌĞ�ĨŽƌ�ƵƉůŝŌ �͘dŚĞƐĞ�ƚǁ Ž�ƚƌĂŶƐĂĐƟŽŶƐ�ĐĂŶĐĞů͕�ůĞĂǀŝŶŐ�ƚŚĞ�ƵƟůŝƚǇ�ǁ ŝƚŚ�ŶŽ�ĂĚĚŝƟŽŶĂů�ĐŽƐƚ�ƚŽ�ƉĂƐƐ�ƚŚƌŽƵŐŚ�
ƚŽ�ůŽĂĚ �͘dŚĞƌĞ�ĐĂŶ�ďĞ�ŶŽ�ƌĂƟŽŶĂůĞ�ĨŽƌ�ŝŐŶŽƌŝŶŐ�ƚŚĞ�ƵƟůŝƚǇ s reduced payments for power, since those
ƉĂǇŵ ĞŶƚƐ�ŵ ƵƐƚ�ďĞ�ƵƐĞĚ�ƚŽ�ĮŶĚ�ƚŚĞ��Z�hƉůŝŌ the Commission s proposed cost. So, within the
Commission �ĐĂůĐƵůĂƟŽŶ�ĨƌĂŵ Ğǁ ŽƌŬ �͕ƚŚĞƌĞ�ǁ ŝůů�ďĞ�ŶŽ�ĐŽƐƚ�ƉĂƐƐĞĚ�ƚŚƌŽƵŐŚ�ƚŽ�ůŽĂĚ�ĐƵƐƚŽŵ ĞƌƐ͘ �

Here, the Commission can draw the line and stop the analysis, as it seems wont to do, because it
ƉƌĞĨĞƌƐ�ŶŽƚ�ƚŽ�ƚĂŬĞ�ŶŽƟĐĞ�ŽĨ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĂƌŬĞƚ͘��Ƶƚ�ƚŚŝƐ�ůĞĂǀĞƐ�ŝƚ�ŝŶ�ƚŚĞ�Ăǁ Ŭǁ ĂƌĚ�ƉŽƐŝƟŽŶ�ŽĨ�ƉĞƌĨŽƌŵ ŝŶŐ�
its net benefits test when there is no cost for consumers to absorb. Moreover the result appears 
implausible. The only way to make sense of the costs imposed on consumers, at least within the
ĂĐĐŽƵŶƟŶŐ�ƉĂƌĂĚŝŐŵ �ƵƐĞĚ�ďǇ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ͕�ŝƐ�ƚŽ�ĮŶŝƐŚ�ƚŚĞ�ĂĐĐŽƵŶƟŶŐ �͘dŚŝƐ�ŝƐ�ƐŚŽǁ Ŷ�ŝŶ�&ŝŐƵƌĞ�ϱ �͘

�ĞƐŝĚĞƐ�ŶŽƟĐŝŶŐ�ƚŚĞ�ƌĞĚƵĐĞĚ�ŶĞĞĚ�ƚŽ�ƉƵƌĐŚĂƐĞ�ŝŶ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ͕�ƚŚĞ�ƵƟůŝƚǇ�ǁ ŝůů�ĂůƐŽ�ŶŽƟĐĞ�
that they are selling less power in the retail market and that their income is therefore reduced by the
ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͕' �͕Ɵŵ ĞƐ�ƚŚĞ�Ăŵ ŽƵŶƚ�ŽĨ��Z�ůŽĂĚ�ƌĞĚƵĐƟŽŶ �͘�ŽŶƐĞƋƵĞŶƚůǇ �͕ƚŚĞ�hƟůŝƚǇ�ĐŽƐƚ�ŝƐ�ŶŽƚ�ǌĞƌŽ �͕
as it seemed to be in Figure 4, but instead, it is G × . Hence, this is the cost that will be passed on to
consumers, and this is the cost the Commission should be using in its net benefits test, and not 
LMP × .

6.3. Why Short-Run Analysis Is Deceptive

Dr. Kahn as much as told the Commission that the net benefits test should be based on long-run 
ĐĂůĐƵůĂƟŽŶƐ͘�, Ğ�ĚĞĮŶĞĚ�ĂŶ� by
with its costs, both in present value terms [emphasis added].16 This should be the Comm
ĚĞĮŶŝƟŽŶ�ĂƐ�ǁ Ğůů͘�E ŽƚĞ�ƚŚĞ�ƵƐĞ�ŽĨ� present value. �dŚŝƐ�ŝƐ�ƚŚĞ�ŽŶůǇ�ŝŶƐƚƌƵĐƟŽŶ�ŐŝǀĞŶ�ďǇ��ƌ͘�<ĂŚŶ�ĨŽƌ�
ĐŽŵ ƉƵƟŶŐ�ŶĞƚ�ďĞŶĞĮƚ͕�ĂŶĚ�ǁ ŝƚŚŽƵƚ�ƋƵĞƐƟŽŶ �͕ŝƚ�ŝŵ ƉůŝĞƐ�ƚŚĂƚ�Ă�ůŽŶŐͲƌƵŶ�ĐĂůĐƵůĂƟŽŶ�ŝƐ�ŶĞĞĚĞĚ �͘dŚĞƌĞ�ŝƐ�ŶŽ�
ƌŽŽŵ �ĨŽƌ�ƚĂŬŝŶŐ�ƉƌĞƐĞŶƚ�ǀĂůƵĞƐ�ŝŶ�ƚŚĞ�ŚŽƵƌůǇ�ĐĂůĐƵůĂƟŽŶƐ�ƚŚĂƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŝƐ�ƉƌŽƉŽƐŝŶŐ�ĨŽƌ�ŶĞƚ�
ďĞŶĞĮƚƐ͕ �ŶŽƌ�ǁ ŽƵůĚ�ŝƚ�ŵ ĂŬĞ�ƐĞŶƐĞ�ƚŽ�ĚŽ�ƐŽ�ǁ ŝƚŚ�ƚŚĞ�ƚĞŵ ƉŽƌĂƌŝůǇͲƉĞƌŵ ŝƩĞĚ�ŵ ŽŶƚŚůǇ�ĐĂůĐƵůĂƟŽŶƐ͘�

14 Order 745 at P 50.
15 Id.
16 DR Supporters Sept. 16, 2009 Comments filed in Docket No. EL-09-68-000 (Kahn Affidavit at 9). 
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/Ŷ�ŽƚŚĞƌ�ǁ ŽƌĚƐ͕�ǁ ĞƌĞ��ƌ͘�<ĂŚŶ�ƐƟůů�ĂůŝǀĞ �͕ŚĞ�ǁ ŽƵůĚ�ƚĞůů�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ƚŚĂƚ�ŝƚ�ŝƐ�ŚĞĂĚĞĚ�ŝŶ�ĞǆĂĐƚůǇ�
ƚŚĞ�ǁ ƌŽŶŐ�ĚŝƌĞĐƟŽŶ�ǁ ŝƚŚ�ƌĞŐĂƌĚ�ƚŽ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ͘��ǀĞŶ�ƐŽŵ Ğ�ŽĨ�ƚŚĞ�ŵ ŽƐƚ�ĞŐƌĞŐŝŽƵƐ�ĐŽŶĐĞŝǀĂďůĞ�
policies could pass a short-run net benefits test. For example, a policy to pay all suppliers their variable 
costs plus $2
ĐŽŶƐƵŵ ĞƌƐ͕ �Ăƚ�ůĞĂƐƚ�ĨŽƌ�Ă�ǁ ŚŝůĞ �͘�Ƶƚ�ŝŶ�ƚŚĞ�ůŽŶŐͲƌƵŶ �͕ŽůĚ�ŐĞŶĞƌĂƚŽƌƐ�ǁ ŽƵůĚ�ƌĞƟƌĞ�ĂŶĚ�ŶŽ�ŶĞǁ �ŽŶĞƐ�ǁ ŽƵůĚ�
be built. Consumers would be forced to self supply or do without power, imposing costs far greater than
ƚŚĞ�ŝŶŝƟĂů�ƉƵƚĂƟǀĞ�ƐĂǀŝŶŐ �͘

The same example that shows the failure of a short-run test, shows the success of a long-run test.
Although the horrible policy just described passed the short-run test, it failed just as it should have
the long run net benefits test. In the long run, the extra future costs of the policy would more than 
cancel the immediate cost savings. So a long-run test avoids the error of borrowing from the future and
ĐŽƵŶƟŶŐ�ƚŚĂƚ�ĂƐ�Ă�ƉƌĞƐĞŶƚ�ďĞŶĞĮƚ�ƚŚĂƚ�ǀĂůŝĚĂƚĞƐ�Ă�ƐŚŽƌƚͲƐŝŐŚƚĞĚ�ƉŽůŝĐǇ �͘

��ƉĞƌĨĞĐƚůǇ�ĐŽŵ ƉĞƟƟǀĞ �͕Ğĸ ĐŝĞŶƚ�ŵ ĂƌŬĞƚ�ǁ ŝůů͕�ŝŶ�ƚŚĞ�ůŽŶŐ�ƌƵŶ �͕ŵ ŝŶŝŵ ŝǌĞ�ƚŚĞ�ĐŽƐƚ�ƉĞƌ�D t Ś�ŽĨ�
electricity and this will maximize the net 119 on
the net benefits test, which checks the price of electricity, is in fact, a sensible approach except for the
fact that it checks only the short-run price effects.17�, Žǁ ĞǀĞƌ͕�ĐŽŶǀĞƌƟŶŐ�ƚŽ�Ă�ůŽŶŐͲƌƵŶ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ�
ŝƐ�ŶŽ�Ɛŝŵ ƉůĞ�ŵ ĂƩĞƌ͘�

6.4. Capturing Rents from Generators

�ƚ�ŚĞĂƌƚ͕�ƚŚĞ�ŶĞƚͲďĞŶĞĮƚƐ�ĐĂůĐƵůĂƟŽŶ�ŵ ĞĂƐƵƌĞƐ�ƚŚĞ�ƚƌĂŶƐĨĞƌ͕�ĨƌŽŵ �ŐĞŶĞƌĂƚŽƌƐ�ƚŽ�ĐŽŶƐƵŵ ĞƌƐ͕ �ŽĨ�ƌĞǀĞŶƵĞƐ�
ŶĞĞĚĞĚ�ƚŽ�ĐŽǀĞƌ�ƚŚĞ�ĮǆĞĚ�ĐŽƐƚƐ�ŽĨ�ŐĞŶĞƌĂƟŶŐ�ĐĂƉĂĐŝƚǇ �͘dŚŝƐ�ŝƐ�ƌĞǀĞŶƵĞ�ĞĂƌŶĞĚ�ŝŶ�ƚŚĞ�ĞŶĞƌŐǇ�ŵ ĂƌŬĞƚ͕�ŶŽƚ�
ŝŶ�Ă�ĐĂƉĂĐŝƚǇ�ŵ ĂƌŬĞƚ�Žƌ�ĂƐ�ĐĂƉĂĐŝƚǇ�ƉĂǇŵ ĞŶƚƐ͘ �dŚĞƌĞ�ĐĂŶ�ďĞ�ŶŽ�ƋƵĞƐƟŽŶ�ƚŚĂƚ�ƚŚŝƐ�ƌĞǀĞŶƵĞ �͕ƚƌĂŶƐĨĞƌƌĞĚ�ƚŽ�
consumers, is needed by generators. On numerous occasions, the Commission has approved capacity
payments and capacity markets designed to supplement this revenue because the Commission
considers the revenue from the energy market to be inadequate. Hence the revenues must be needed.

dŚĞ�ŽŶůǇ�ƉŽƐƐŝďůĞ�ũƵƐƟĮĐĂƟŽŶ�ĨŽƌ�ƚĂŬŝŶŐ�ŐĞŶĞƌĂƚŽƌƐ�ƌĞǀĞŶƵĞƐ�ǁ ŽƵůĚ�ďĞ�ƚŚĂƚ��Z�ǁ ŝůů�ŵ ĂŬĞ�ƚŚŽƐĞ�
generators redundant. But the net-benefits test itself demonstrates that this is not the case. Much, and 
likely most, of the rent transferred to consumers will come from generators with a marginal cost less
than the net-benefits Price Threshold, while DR is only paid when the LMP is above this threshold. 
Hence these generators will never be displaced by Bid-In DR that passes the net benefits test.  

&Žƌ�ĞǆĂŵ ƉůĞ �͕ĐŽŶƐŝĚĞƌ�ǁ ŝŶĚ�Žƌ�ƐŽůĂƌ�ŐĞŶĞƌĂƟŽŶ �͘dŚĞǇ�ŚĂǀĞ�Ă�ŵ ĂƌŐŝŶĂů�ĐŽƐƚ�ŽĨ�ǌĞƌŽ �͕ĂŶĚ�
consequently they will never be displaced by Bid-In DR, which operates only when the LMP is above, say,
$50/MWh. However, the LMP will frequently be reduced by DR when these generators are producing
power, and the revenue lost, which would have covered the capital costs of gen
recovered from consumers. This is not a savings to the market as a whole, and it is unsustainable in the
long run.

The Commission may have missed this point because it avoided looking at capacity markets and, in
doing so, seems to have avoided any analysis of the capacity revenues that are at the heart of the net
ďĞŶĞĮƚƐ�ƚĞƐƚ͘�dŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĞǆƉůĂŝŶƐ�ƚŚŝƐ�ůĂĐŬ�ŽĨ�ĂƩĞŶƟŽŶ�ĂƐ�ĨŽůůŽǁ Ɛ͘ � his Final Rule is focused only
on organized wholesale energy markets, not capacity markets Indeed, in some cases, the capacity
markets already reflect energy and ancillary service revenue in determining capacity prices [emphasis
added]. 18 , generators receive revenues

17�/ƚ�ŵ ĂǇ�ƐĞĞŵ �ƐƵƌƉƌŝƐŝŶŐ�ƚŚĂƚ�ƚŚĞƌĞ�ŝƐ�ŶŽ�ŶĞĞĚ�ƚŽ�ĐŚĞĐŬ�ŽŶ�ďĞŶĞĮƚƐ�ƚŽ�ƐƵƉƉůŝĞƌƐ͘ ��Ƶƚ͕�ƵŶĚĞƌ�ƉĞƌĨĞĐƚ�ĐŽŵ ƉĞƟƟŽŶ �͕ŝŶ�ƚŚĞ�
long run, they all earn normal profits (plus or minus some random errors). This is true whether a DR policy is efficient or 
inefficient, So to find the most efficient policy it is only necessary to look at benefits to consumers in the long run. 
18 Order 745 at P 85.
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from the energy market to cover their fixed costs, but these revenues are inadequate. Capacity markets 
reflect �ƚŚŝƐ�ŝŶĂĚĞƋƵĂĐǇ�ďǇ�ƉƌŽǀŝĚŝŶŐ�ƚŚĞ�ŶĞĞĚĞĚ�ĂĚĚŝƟŽŶĂů�ƌĞǀĞŶƵĞ �͘/ŵ ƉůŝĐŝƚůǇ �͕ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŝƐ�

acknowledging that the generators do need the revenues that Order 745 transfers to consumers.

This discussion is best understood with the help of Figures 6 and 7, which show the source of the

As shown in Figure 6, energy market revenues cover variable costs because suppliers generally offer 
prices close to their variable costs. But, because all suppliers are paid the variable cost of the most
expensive generator dispatched the marginal generator they earn infra-marginal rents. These are the
Fixed-Cost Revenues, �ŵ ĂŝŶůǇ�ƵƐĞĚ�ƚŽ�ƉĂǇ�ƚŚĞ�ĐŽƐƚ�ŽĨ�ŐĞŶĞƌĂƟŶŐ�ĐĂƉĂĐŝƚǇ �͘�Ɛ�ĚŝƐĐƵƐƐĞĚ�ĂďŽǀĞ �͕ƚŚĞƐĞ�
ĂƌĞ�ŶĞĐĞƐƐĂƌǇ�ƉĂǇŵ ĞŶƚƐ͕ �ĂŶĚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŚĂƐ�ŽŌĞŶ�ĂƉƉƌŽǀĞĚ�ĂĚĚŝƟŽŶĂů�ĐĂƉĂĐŝƚǇ�ƉĂǇŵ ĞŶƚƐ�ďĞĐĂƵƐĞ�
these energy market payments alone have been inadequate.

&ŝŐƵƌĞ�ϳ�ƐŚŽǁ Ɛ�Ă��ŝĚͲ/Ŷ��Z�ƉƌŽŐƌĂŵ �ŝŶ�ŽƉĞƌĂƟŽ ,
ĂŶĚ�ƚŚĂƚ�ĐĂƵƐĞƐ�Ă�ƌĞĚƵĐƟŽŶ�ŝŶ�ƚŚĞ�>D W�ĂƐ�ƐŚŽǁ Ŷ �͘ZĞĚƵĐŝŶŐ�ƚŚĞ�>D W�ƚƌĂŶƐĨĞƌƐ�ƌĞǀĞŶƵĞƐ�ĨƌŽŵ �ƐƵƉƉůŝĞƌƐ�
to consumers in the amount shown by the dark gray rectangle labeled: Benefits to Non-DR Load.
E ŽƟĐĞ�ƚŚĂƚ�ƚŚĞ�ƌĞǀĞŶƵĞ�ĐŽŵ ĞƐ�ĨƌŽŵ �ƚŚĞ�ŐĞŶĞƌĂƚŽƌƐ�ƚŚĂƚ�ĂƌĞ�ƐƟůů�ƐƵƉƉůǇŝŶŐ�ƉŽǁ Ğƌ�ĞǀĞŶ�ǁ ŝƚŚ�ƚŚĞ��Z�
program in effect. These are the generators with the lowest marginal cost. If the lower LMP shown is the 
Price Threshold, then all of the
replaced by Bid-In DR because the net benefits test does not allow it. 

Note that there is another benefit that is, at least in part, a real cost savings and not simply a 
transfer of funds. This is the cost savings that can be seen under the supply curve and directly above the
�Z�ĂƌƌŽǁ �ŝŶ�&ŝŐƵƌĞ�ϳ �͘�ƉƉĂƌĞŶƚůǇ��Z�ŝƐ�ƉƌŽǀŝĚŝŶŐ�ŶĞŐĂǁ ĂƩƐ�ŵ ŽƌĞ�ĐŚĞĂƉůǇ�;Ăƚ�ƚŚĞ�ůŽǁ Ğƌ�>D WͿ�ƚŚĂŶ�ƚŚĞƐĞ�
ŐĞŶĞƌĂƚŽƌƐ�ŚĂĚ�ƉƌĞǀŝŽƵƐůǇ�ďĞĞŶ�ƐƵƉƉůǇŝŶŐ�ŵ ĞŐĂǁ ĂƩƐ�;Ăƚ�ƚŚĞ�ŚŝŐŚĞƌ�>D WͿ͘�t ĞƌĞ�ŝƚ�ŶŽƚ�ĨŽƌ�ƚŚĞ�ĨĂĐƚ�ƚŚĂƚ�
�ŝĚͲ/Ŷ��Z�ŝƐ�ŽǀĞƌƉĂŝĚ�ďǇ�ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͕ƚŚŝƐ�ǁ ŽƵůĚ�ďĞ�Ă�ŐŽŽĚ�ŝŶĚŝĐĂƟŽŶ�ŽĨ�ƚŚĞ�ƐĂǀŝŶŐƐ�ƚŚĂƚ��Z�ĐĂŶ�
provide.

6.5. Why the ����ϐ��� Will Not Last

Although Figure 7 shows a transfer from suppliers to load, this is unsustainable. Such transfers will leave
most generators with a sub-normal return on equity, which means the supply side will either (1) slowly
ĐŽůůĂƉƐĞ�Žƌ�;ϮͿ�ƚŚĞ�ŵ ĂƌŬĞƚ�ǁ ŝůů�ĐŽƌƌĞĐƚ�ƚŚĞ�ƉƌŽďůĞŵ �ďǇ�ƌĂŝƐŝŶŐ�ƉƌŝĐĞƐ�ĂŶĚ�ƉƵƫ ŶŐ�ĂŶ�ĞŶĚ�ƚŽ�ƚŚĞ�
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transfers ƉƵƫ ŶŐ�Ă . There is no other way. All
ŝŶǀĞƐƚŵ ĞŶƚ�ŝŶ�ŶĞǁ �ŐĞŶĞƌĂƟŽŶ�ǁ ŝůů�ĐĞĂƐĞ�ƵŶƟů�ƚŚĞ�ŵ ĂƌŬĞƚ�ĂŐĂŝŶ�ďĞŐŝŶƐ�ƚŽ�ĐŽǀĞƌ�ĐĂƉĂĐŝƚǇ�ĐŽƐƚƐ͘ �

First, consider DR programs that are so strong that they permanently prevent the need for new
ĐĂƉĂĐŝƚǇ�ǁ ŚŝůĞ�ƚŚĞ�ŽůĚ�ĐĂƉĂĐŝƚǇ�ƐůŽǁ ůǇ�ƌĞƟƌĞƐ͘ �/Ŷ�ƚŚĞ�ĞŶĚ �͕Ăůů�ŐĞŶĞƌĂƟŽŶ�ǁ ŝůů�ƚĂŬĞ�ƉůĂĐĞ�ďĞŚŝŶĚ�ƚŚĞ�ƌĞƚĂŝů�
ŵ ĞƚĞƌƐ�ƵŶĚĞƌ�ƚŚĞ�ŐƵŝƐĞ�ŽĨ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ �͘/Ŷ�ƚŚŝƐ�ĐĂƐĞ �͕�Z�ƉƌŽŐƌĂŵ Ɛ�ĐŽƵůĚ�ĐŽŶƟŶƵŽƵƐůǇ�ƐŝƉŚŽŶ�Žī�ƚŚĞ�
ĐĂƉĂĐŝƚǇ�ƌĞǀĞŶƵĞƐ�ŽĨ�ĞǆŝƐƟŶŐ�ŐĞŶĞƌĂƟŽŶ �͘dŚŝƐ�ǁ ŽƵůĚ�ƐƉĞĞĚ�ƚŚĞ�ƌĂƚĞ�ŽĨ�ƌĞƟƌĞŵ ĞŶƚ�ĂŶĚ�ƌĞƐƵůƚ�ŝŶ�Ă�ůŽƐƐ�ŽĨ�
ǀĂůƵĞ�ĨŽƌ�Ăůů�ĞǆŝƐƟŶŐ�ŐĞŶĞƌĂƚŽƌƐ͘ �/Ĩ�ƚŚŝƐ�ǁ ĞƌĞ�ƚŽ�ŽĐĐƵƌ�Ɛŝŵ ƉůǇ�ďĞĐĂƵƐĞ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŚĂƐ�ĂůůŽǁ ĞĚ�Ă�
ŵ ŽƌĞͲĞĸ ĐŝĞŶƚ�ƚǇƉĞ�ŽĨ�ĐŽŵ ƉĞƚŝƚŽƌ�ŝŶƚŽ�ƚŚĞ�ŵ ĂƌŬĞƚ͕�ƚŚĞŶ�ƚŚĞ�ůŽƐƐ�ŽĨ�ǀĂůƵĞ�ĐŽƵůĚ�ŶŽƚ�ďĞ�ĐƌŝƟĐŝǌĞĚ �͘�Ƶƚ͕�
instead, under Order 745, this outcome would occur, because DR providers are receiving LMP+G, while
normal supply is receiving only LMP. Since this is a discriminatory pricing policy, the loss of value it
ĐĂƵƐĞƐ�ǁ ŝůů�ĐŽŶƐƟƚƵƚĞ�Ă�ƌ

However, the second possibility seems far more likely. In this scenario DR programs will not be
ƐƚƌŽŶŐ�ĞŶŽƵŐŚ�ƚŽ�ŬĞĞƉ�ĂŚĞĂĚ�ŽĨ�ďŽƚŚ�ůŽĂĚ�ŐƌŽǁ ƚŚ�ĂŶĚ�ŐĞŶĞƌĂƟŽŶ�ƌĞƟƌĞŵ ĞŶƚ͘��Ɛ�Ă�ĐŽŶƐĞƋƵĞŶĐĞ �͕ƐŽŵ Ğ�
(though less) new investment will remain necessary. But, as always, the market will refuse to invest at all
ƵŶƟů�ŝƚ�ĂŶƟĐŝƉĂƚĞƐ�ŶŽƌŵ Ăů�ĐĂƉĂĐŝƚǇ�ƌĞǀĞŶƵĞƐ͘ �dŚŝƐ�ǁ ŝůů�ŚĂƉƉĞŶ�ŽŶůǇ�ǁ ŚĞŶ�ƚŚĞ�ĂǀĞƌĂŐĞ�>D W�;ŶŽƚ�ŝŶĐůƵĚŝŶŐ�
ƚŚĞ�ƵƉůŝŌ�ƐŚŽǁ Ŷ�ŝŶ�&ŝŐƵƌĞƐ�ϰ�ĂŶĚ�ϱͿ�ŚĂƐ�ƌĞƚƵƌŶĞĚ�ƚŽ�ƚŚĞ�ŽƌŝŐŝŶĂů�ůĞǀĞů͘�D ŽƐƚ�ůŝŬĞůǇ �͕ƚŚĞ�ŵ ĂƌŬĞƚ�ǁ ŝůů�ŚĂŶĚůĞ�
all this in its normal fashion. There will be a slight shortage of capacity, and that will drive up spot prices
(the LMP), just as it has before.

^Ž�ƚŚĞ�ůŝŬĞůǇ�ŽƵƚĐŽŵ Ğ�ŝƐ�ƚŚĂƚ�ƚŚĞ�ƚƌĂŶƐĨĞƌ�ŽĨ�ďĞŶĞĮƚƐ�ƚŽ�ůŽĂĚ�ǁ ŝůů�ĞŶĚ�ǁ ŝƚŚŽƵƚ�ĂŶǇ�ĚŝƐƌƵƉƟŽŶ �͘
Fortunately, markets are quite robust. However, the result will be that the short-run net-benefits test of 
KƌĚĞƌ�ϳϰϱ�ǁ ŝůů�ĐŽŶƟŶƵĞ�ƚŽ�ĂƐƐƵƌĞ�ůŽĂĚ�ƚŚĂƚ�ŝƚ�ŝƐ�ƐƵĐĐĞƐƐĨƵůůǇ�ƉŝĐŬŝŶŐ�ƚŚĞ�ƉŽĐŬĞƚƐ�ŽĨ�ŐĞŶĞƌĂƚŽƌƐ͕�ďƵƚ�ƚŚŝƐ�
will be an illusion. In reality non-DR load will be paying for the subsidized costs of DR programs. Because
of the inefficiencies in this arrangement, rates will rise, and eventually non-DR load will discover that it is 
their pockets that are being picked and not those of the generators.

6.6. �����������������������������ϐ���������

In the short run and as the net benefits test suggests, Order 745 will transfer revenues from generators 
ƚŽ�ĐŽŶƐƵŵ ĞƌƐ͘ �dŚŝƐ�ƌĂŝƐĞƐ�ƚŚĞ�ƋƵĞƐƟŽŶ�ŽĨ�ǁ ŚĞƚŚĞƌ�Žƌ�ŶŽƚ�ƚŚŝƐ�ƐŚŽƌƚͲƌƵŶ�ƚƌĂŶƐĨĞƌ�ŝƐ�Ɛŝŵ ƉůǇ�ƚŚĞ�ƌĞƐƵůƚ�ŽĨ�
market power as the net benefits test implies. 

To understand that this transfer is not necessarily due to market power, consider what would
happen if Order 745 required a payment to Bid-In DR of LMP G instead of LMP. Paying LMP G would
ŵ ĞĂŶ��Z�ƉƌŽǀŝĚĞƌƐ�ǁ ĞƌĞ�ŶŽƚ�ƉĂŝĚ�ŵ ŽƌĞ�ŝŶ�ƚŽƚĂů�ƚŚĂŶ�ƐƵƉƉůŝĞƌƐ͘ �dŚŝƐ�ƉŽůŝĐǇ�ƉƌŽĚƵĐĞƐ�ŝŶĐĞŶƟǀĞƐ�ƚŚĂƚ�ĂƌĞ�
ŝĚĞŶƟĐĂů�ƚŽ�Ă�ŵ ĂƌŬĞƚ�ŝŶ�ǁ ŚŝĐŚ�ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ�ŝƐ�ƐĞƚ�ƚŽ�ƚŚĞ�>D W͕�ĂŶĚ�ƚŚĂƚ�ŝƐ�ĂŐƌĞĞĚ�ďǇ�Ăůů�ƚŽ�ďĞ�
efficient.19 In other words, having the ISO paying LMP G would eliminate the exercise of market power.

�Ƶƚ�ĞǀĞŶ�ǁ ŝƚŚŽƵƚ�ŵ ĂƌŬĞƚ�ƉŽǁ Ğƌ͕�ƚŚĞƌĞ�ĐŽƵůĚ�ƐƟůů�ďĞ�Ă�ůĂƌŐĞ��Z�ƌĞƐƉŽŶƐĞ�ǁ ŚĞŶĞǀĞƌ�ƚŚĞ�>D W�ŝƐ�
significantly above the retail energy rate. This would reduce the LMP in these hours and transfer 
revenues from generators to load exactly as the net benefits test assumes. Hence the mere transfer of 
these revenues is not evidence of market power.

�Ƶƚ�ǁ ŝƚŚ�ŶŽ�ŵ ĂƌŬĞƚ�ƉŽǁ Ğƌ�ĂŶĚ�ĂŶ�Ğĸ ĐŝĞŶƚ�ƉƌŝĐĞ �͕ǁ ŚǇ�ǁ ŽƵůĚ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ�ƐƟůů�ƐŚŽǁ �Ă�ĐŽƐƚ͍ �
According to the Commission that cost would be ( Ϳ�п��Z �͘/Ŷ�ĨĂĐƚ͕�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ�ǁ ŽƵůĚ�ƐƟůů�
ƐŚŽǁ �ĐŽƐƚůǇ�ƉƌŽŐƌĂŵ Ɛ�ůĞĂĚŝŶŐ�ƚŽ�ŶĞƚ�ďĞŶĞĮƚƐ�ďǇ�ŵ ĂŶŝƉƵůĂƟŶŐ�ƚŚĞ�ŵ ĂƌŬĞƚ�ƉƌŝĐĞ Ă�ĐůĞĂƌ�ŝŶĚŝĐĂƟŽŶ�ŽĨ�
market power. But, as before, the net benefits test is simply wrong. 

�Ɛ�ƐŚŽǁ Ŷ�ŝŶ�̂ ĞĐƟŽŶ�ϲ Ϯ͘ �͕ƚŚĞ�ĂĐƚƵĂů�ĐŽƐƚ�ƚŽ�ĐŽŶƐƵŵ ĞƌƐ�ŝƐ�ŶŽƚ�>D W͕�ďƵƚ�ŝŶƐƚĞĂĚ�ŝƚ�ŝƐ�' �̂͘ Ž�ǁ ŚĞŶ�ƚŚĞ�
payment is reduced from LMP to , the cost is also reduced by G, so it drops from G to zero. In

19��/ĚĞŶƟĐĂů�ĞǆĐĞƉƚ�ĨŽƌ�ƚŚĞ�ŝŶĐĞŶƟǀĞ�ƚŽ�ĐŚĞĂƚ͘�
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other words, the corrected test shows that no money is wasted in order to depress the LMP. So when
 is paid for Bid-In DR, market power is not exercised and the cost-corrected net benefits test 

agrees.

I now turn to the case in which the net benefits test surely does indicate an exercise of monopsony 
ƉŽǁ Ğƌ͘�hŶĚĞƌ�KƌĚĞƌ�ϳϰϱ �͕�ŝĚͲ/Ŷ��Z�ƌĞĐĞŝǀĞƐ�Ă�ĚŽƵďůĞ�ƉĂǇŵ ĞŶƚ͕�ǁ ŚŝĐŚ�ĐĂƵƐĞƐ�ƐŽŵ Ğ�ĚĞŵ ĂŶĚ�ƌĞĚƵĐƟŽŶƐ�
to be costly these would make no sense unless they were able to reduce the market price. These
ĚĞŵ ĂŶĚ�ƌĞĚƵĐƟŽŶƐ�ĂƌĞ�ĂŶ�ĞǆĞƌĐŝƐĞ�ŽĨ�ŵ ŽŶŽƉƐŽŶǇ�ƉŽǁ Ğƌ͘�dŚĞ�ĐĂƐĞ�ŝŶ�ǁ ŚŝĐŚ�ƚŚŝƐ�ŝƐ�ĂďƐŽůƵƚĞůǇ�ĐůĞĂƌ�ŝƐ�ƚŚĞ�
case in which the LMP is less than the retail energy rate. In that case, the reward for DR is too great even
ďĞĨŽƌĞ�ƚŚĞ�ƉĂǇŵ ĞŶƚ�ŽĨ�ƚŚĞ�>D W͕�ĂŶĚ�ƐŽ�ƚŚĂƚ�ƉĂǇŵ ĞŶƚ�ĐĂŶ�ŽŶůǇ�ŵ ĂŬĞ�ŵ ĂƩĞƌƐ�ǁ ŽƌƐĞ �͘, ĞŶĐĞ �͕ǁ ŚĞŶ�ƚŚĞ�
ŶĞƚ�ďĞŶĞĮƚ�ƚĞƐƚ�ŝƐ�ƵƐĞĚ�ĨŽƌ�>D W�ǀĂůƵĞƐ�ďĞůŽǁ �ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͕' �͕ŝƚ�ŝƐ�Ɛŝŵ ƉůǇ�ƌĞƉŽƌƟŶŐ�ƐŚŽƌƚͲƌƵŶ�
monopsony power and is not measuring any real benefit. 

7. The Double-Payment Conundrum: Alternative Views

�Ɛ�ĞǆƉůĂŝŶĞĚ�ŝŶ�̂ ĞĐƟŽŶ�ϭ �͕K ƌĚĞƌ�ϳϰϱ�ĂƌŐƵĞƐ�ƚŚĂƚ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ƉƌŝĐĞ�;>D WͿ�
value 20 The Commission then concludes that demand response

21 However, under Order 745 qualifying DR will receive
ŝŶƐƚĞĂĚ �͕>D W�н�' �͕ǁ ŚĞƌĞ�'�ŝƐ�ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͘, Žǁ �ĚŽĞƐ�ƚŚĞ�KƌĚĞƌ��ũƵƐƟĨǇ�ƚŚŝƐ�ĚŝƐĐƌĞƉĂŶĐǇ͍�dŚĂƚ�ŝƐ�

more detail.

dŚĞ�ŵ ŽƐƚ�ƉƌĞǀĂůĞŶƚ�ĞǆƉůĂŶĂƟŽŶ�ŽĨ�ƚŚŝƐ�ƉƵǌǌůĞ�ĂƐƐƵŵ ĞƐ�ƚŚĂƚ�ƚŚĞ�KƌĚĞƌ�ŝƐ�ďĂƐĞĚ�ŝŶ�ƉĂƌƚ�ŽŶ�ƚŚĞ�

Energy View: dŚĞ�ƐĞƌǀŝĐĞ�ĨŽƌ�ǁ ŚŝĐŚ��Z�ŝƐ�ƉĂŝĚ�ŝƐ�ŝƚƐ�ƌĞĚƵĐƟŽŶ�ŝŶ�ƚŚĞ�ĚĞŵ ĂŶĚ�ĨŽƌ�ĞŶĞƌŐǇ �͕ĂŶĚ�ƚŚĞ�ǀĂůƵĞ�ŽĨ�
this service is the value of the energy saved, which is LMP. Hence DR should receive for its
ƐĞƌǀŝĐĞ �͕ŝŶ�ƚŽƚĂů͕�ƚŚĞ�>D W�Ɵŵ ĞƐ�ƚŚĞ�ƐĂǀĞĚ�ĞŶĞƌŐǇ �͘

^ƚĂƚĞĚ�ŵ ŽƌĞ�ƐƵĐĐŝŶĐƚůǇ �͕�Z�ƉƌŽǀŝĚĞƐ�ŶĞŐĂǁ ĂƩƐ�;ŵ ĞŐĂǁ ĂƩƐ�ŽĨ�ĞŶĞƌŐǇ�ƐĂǀŝŶŐƐͿ�ƚŚĂƚ�ƐŚŽƵůĚ�ƌĞĐĞŝǀĞ�ƚŚĞ�
ƐĂŵ Ğ�>D W�ƌĞǁ ĂƌĚ�ĂƐ�ŵ ĞŐĂǁ ĂƩƐ �͘dŚŝƐ�ŝƐ�Ă�ǁ ĞůůͲĞƐƚĂďůŝƐŚĞĚ�ǀŝĞǁ �͕ĂŶĚ�ŝƚ�ŝƐ�ĞǆĂĐƚůǇ�ǁ ŚĂƚ�ŚĂƉƉĞŶƐ�ŝĨ�
consumers are charged the wholesale price of energy as the energy part of their retail bills.

Since DR is already rewarded by avoiding the retail energy rate, G, the Energy View clearly implies
ƚŚĂƚ�ĂŶ�ĂĚĚŝƟŽŶĂů�ƌĞǁ ĂƌĚ�ŽĨ�>D W� G is required, no more and no less, whenever G is less than the LMP.
Hence, on its own, the Energy View does not explain ence on paying DR the LMP in the
ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ͘�̂ Ž�ƚŚĞ�ƐƚĂŶĚĂƌĚ�ĞǆƉůĂŶĂƟŽŶ�ŽĨ�KƌĚĞƌ�ϳϰϱ�ŚŽůĚƐ�ƚŚĂƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶƐ�ĂůƐŽ�ƐƵďƐĐƌŝďĞƐ�
ƚŽ�ƚŚĞ�ĨŽůůŽǁ ŝŶŐ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �͘

Jurisdictional View: The Commission cannot take into account the retail energy rate, G, because the
ƌĞƚĂŝů�ŵ ĂƌŬĞƚ�ŝƐ�ŶŽƚ�ǁ ŝƚŚŝŶ�ŝƚƐ�ũƵƌŝƐĚŝĐƟŽŶ �͕ĂŶĚ�ƚŚĞƌĞĨŽƌĞ�ŵ ƵƐƚ�ĂƐƐƵŵ Ğ�'�ĚŽĞƐ�ŶŽƚ�ĞǆŝƐƚ͘�

Obviously, the Commission does hold this view in part ŝƚ�ĚŽĞƐ�ŶŽƚ�ĐůĂŝŵ �ƌĞƚĂŝů�ũƵƌŝƐĚŝĐƟŽŶ �͕ĂŶĚ�Ăƚ�Ɵŵ ĞƐ�
ŝƚ�ƐĞĞŵ Ɛ�ƚŽ�ŶŽĚ�ŝŶ�ƚŚĞ�ĚŝƌĞĐƟŽŶ�ŽĨ�ƵƐŝŶŐ�ŝƚ�ƚŽ�ĞǆƉůĂŝŶ�ǁ ŚǇ�ŝƚ�ŝŐŶŽƌĞƐ�' �̂͘ Ž�ƚŚĞƌĞ�ŝƐ�ƐŽŵ Ğ�ƚƌƵƚŚ�ƚŽ�ƚŚĞ�
ƐƚĂŶĚĂƌĚ�ĞǆƉůĂŶĂƟŽŶ �͘�Ƶƚ�ƚŚĞ�ŶĞǆƚ�ƐĞĐƟŽŶ�ĂƌŐƵĞƐ�ƚŚĂƚ�ƌĞůǇŝŶŐ�ŽŶ�ƚŚĞ��ŶĞƌŐǇ�s ŝĞǁ �ĂŶĚ�ƚŚĞ�:ƵƌŝƐĚŝĐƟŽŶĂů�
View together makes an extraordinarily weak case for ignoring G. Moreover, the Commission avoids
making this reliance explicit, quite possibly because the case is so weak.

Instead of relying on these two views, the Commission appears to build a case for, and rely on, a
third view, the Balancing View, which is defined as follows: 

20 Order 745 at P 53.
21 Id. at P 53.
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Balancing View: If DR bids into the wholesale market, it provides the same balancing services as does
supply and hence it should be paid the same the LMP. But if it does not bid in (or self
schedule), it need not be paid anything by the wholesale market.

/ŵ ƉůŝĐŝƚ�ŝŶ�ƚŚĞ��ĂůĂŶĐŝŶŐ�s ŝĞǁ �ŝƐ�ƚŚĞ�ŝĚĞĂ�ƚŚĂƚ�ŶĞŐĂǁ ĂƩƐ�ĂƌĞ �͕ĂŶĚ�ƐŚŽƵůĚ�ďĞ �͕ƉĂŝĚ�ĨŽƌ�ŝŶ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĂƌŬĞƚ�
and the Commission should not try to correct retail energy rates. The Balancing View can replace both
ƚŚĞ��ŶĞƌŐǇ�s ŝĞǁ �ĂŶĚ�ƚŚĞ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �͕ďĞĐĂƵƐĞ�ŝƚ�ĞǆƉůĂŝŶƐ�ďŽƚŚ�ǁ ŚǇ�>D W�ŝƐ�ƚŚĞ�ĐŽƌƌĞĐƚ�ƚŽƚĂů�
payment and why G should not be taken into account. In the Balancing View, G is the reward for retail
ŶĞŐĂǁ ĂƩ Ɛ͕ �ĂŶĚ�>D W�ŝƐ�ƚŚĞ�ƌĞǁ ĂƌĚ�ĨŽƌ�ďĂůĂŶĐŝŶŐ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ͘�, ĞŶĐĞ �͕ƚŚĞƌĞ�ŝƐ�ŶŽ�ĚŽƵďůĞ�
payment, because the two payments are for different services. 

8. Does the Order Rely on the Energy and Jurisdictional Views?

dŚĞ��ŶĞƌŐǇ�s ŝĞǁ �ŚŽůĚƐ�ƚŚĂƚ�ƚŚĞ��Z�ƐŚŽƵůĚ�ƌĞĐĞŝǀĞ�Ă�ƚŽƚĂů�ƌĞǁ ĂƌĚ�ŽĨ�>D W�ĨŽƌ�ƉƌŽǀŝĚŝŶŐ�ŶĞŐĂǁ ĂƩ Ɛ͕ �ĂŶĚ�
ƚŚĂƚ�'�ŝƐ͕ �ĨŽƌ�ƚŚŝƐ�ƌĞĂƐŽŶ �͕ƐŽŵ ĞƟŵ ĞƐ�ŝŶƐƵĸ ĐŝĞŶƚ͘�/Ĩ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĂĐĐĞƉƚƐ�ƚŚŝƐ�ǀŝĞǁ �͕ŝƚ�ŚĂƐ�ĂĐĐĞƉƚĞĚ�ƚŚĞ�
fact that the problem being solved is a distorted retail energy rate. But if this is the case, the
�Žŵ ŵ ŝƐƐŝŽŶ�ŚĂƐ�ĂůƌĞĂĚǇ�ĂĚŵ ŝƩĞĚ�ƚŚĂƚ�ŝƐ�ƐŚŽƵůĚ�ƚĂŬĞ�ĂĐĐŽƵŶƚ�ŽĨ�' �͕ďĞĐĂƵƐĞ�ƚŚĞ�ĞŶƟƌĞ�ƉƵƌƉŽƐĞ�ŽĨ�ƚŚĞ�
Order is to correct the problems caused by an inappropriate G. Hence it could not rely on the
:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �͕ǁ ŚŝĐŚ�ŚŽůĚƐ�ƚŚĂƚ�ŝƚ�ŵ ƵƐƚ�ŝŐŶŽƌĞ�'�ĞŶƟƌĞůǇ �͘

dŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ƐĞĞŵ Ɛ�ǁ Ğůů�Ăǁ ĂƌĞ�ŽĨ�ƚŚŝƐ�ĐŽŶƚƌĂĚŝĐƟŽŶ�ĂŶĚ�ĂƉƉĂƌĞŶƚůǇ�ƌĞũĞĐƚƐ�ƚŚĞ��ŶĞƌŐǇ�s ŝĞǁ �
ǁ ŚŝĐŚ�ŝĚĞŶƟĮĞƐ�ƚŚĞ�ƉƌŽďůĞŵ �ĂƐ�ĐŽƌƌĞĐƟŶŐ�ƚŚĞ�ĚŝƐƚŽƌƚĞĚ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͘dŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ƐƵŵ ŵ ĂƌŝǌĞƐ�
commenter ŝƚ�ŝƐ�ďĞƩĞƌ�ƚŽ�ŐĞƚ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ƌĂƚĞ�ƌŝŐŚƚ�ŝŶ�ƚŚĞ�ĮƌƐƚ�ŝŶƐƚĂŶĐĞ�ĂŶĚ�ƚŚĞŶ�ĂůůŽǁ �
retail energy rate structures to adjust as needed to who 22 It then quotes Dr.
<ĂŚŶ�ƚŽ�ďĂĐŬ�ƚŚŝƐ�ƵƉ �͘/Ŷ�ŝƚƐ�ƐƵďƐĞƋƵĞŶƚ��ĞƚĞƌŵ ŝŶĂƟŽŶ �͕ŝƚ�ĚŽĞƐ�ŶŽƚ�ĐŽŶƚƌĂĚŝĐƚ�ƚŚĞƐĞ�ǀŝĞǁ Ɛ�ĂŶĚ�ĂƉƉĞĂƌƐ�ƚŽ�
agree with them.

�ůƐŽ �͕ĂĚŽƉƟŶŐ�ƚŚĞ�ĐŽŵ ďŝŶĞĚ��ŶĞƌŐǇ�ĂŶĚ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ Ɛ�ŝŵ ƉůŝĞƐ�ƚŚĂƚ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ƌĂƚĞ�
specified by the Order is actually incorrect, and that it has been adopted only because the Commission 
ŚĂƐ�ďĞĞŶ�ƉƌŽŚŝďŝƚĞĚ�ĨƌŽŵ �ƚĂŬŝŶŐ�ĂĐĐŽƵŶƚ�ŽĨ�ƚŚĞ�ŝŶĨŽƌŵ ĂƟŽŶ�;'Ϳ�ƌĞƋƵŝƌĞĚ�ƚŽ�ƐĞƚ�ƚŚĞ�ƌĂƚĞ�ĐŽƌƌĞĐƚůǇ �͘�Ƶƚ�
ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŐŝǀĞƐ�ŵ ĂŶǇ�ŝŶĚŝĐĂƟŽŶƐ�ƚŚĂƚ�ŝƚ�ĚŽĞƐ�ŶŽƚ�ǀŝĞǁ �ƉĂǇŝŶŐ�ƚŚĞ�>D W�ĂƐ�ĂŶ�ĂƉƉƌŽǆŝŵ ĂƟŽŶ �͘
Nowhere does it make anything like the statement that would be expected if it held the Energy and
:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ Ɛ͗ �ƚŚĂƚ�ŝƚ�ŬŶŽǁ Ɛ�>D W� �'�ŝƐ�ƚŚĞ�ĐŽƌƌĞĐƚ�ƉŽůŝĐǇ�ďƵƚ�ŝƚƐ�ŚĂŶĚƐ�ĂƌĞ�ƟĞĚ �͘/ŶƐƚĞĂĚ�ŝƚ�ĂƌŐƵĞƐ�
vigorously that LMP is the correct policy and LMP G is incorrect in principle.

dŚĞ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �ĂůƐŽ�ĂƉƉĞĂƌƐ�ŇĂǁ ĞĚ �͘/ƚ�ĂƉƉĞĂƌƐ�ƚŽ�ďĞ�ďĂƐĞĚ�ŽŶ�Ă�ŐĞŶĞƌĂů�ƉƌŝŶĐŝƉůĞ�ƚŚĂƚ�ƚŚĞ�
�Žŵ ŵ ŝƐƐŝŽŶ�ĐĂŶŶŽƚ�ƚĂŬĞ�ŝŶƚŽ�ĂĐĐŽƵŶƚ�ĂŶǇ�ĨĂĐƚŽƌ�ƚŚĂƚ�ŝƚ�ĚŽĞƐ�ŶŽƚ�ŚĂǀĞ�:ƵƌŝƐĚŝĐƟŽŶ�ŽǀĞƌ͘�dŚĞƌĞ�ĂƉƉĞĂƌƐ�
ƚŽ�ďĞ�ŶŽ�ŶĞĐĞƐƐĂƌǇ�ĐŽŶŶĞĐƟŽŶ�ďĞƚǁ ĞĞŶ�ƚŚĞƐĞ�ƚǁ Ž�ĐŽŶĐĞƉƚƐ͘ �

dŚĞƐĞ�ĐŽŶƐŝĚĞƌĂƟŽŶƐ�ůĞĂĚ�ƚŽ�ƚŚĞ�ƋƵĞƐƟŽŶ�ŽĨ�ǁ ŚĞƚŚĞƌ�ƚŚĞ�KƌĚĞƌ�ŚĂƐ͕ �ŝŶ�ĨĂĐƚ�ƌĞůŝĞĚ�ŽŶ�ƚŚĞƐĞ�ƚǁ Ž�
ǀŝĞǁ Ɛ�ƚŽ�ũƵƐƟĨǇ�ŶŽƚ�ƚĂŬŝŶŐ�ĂĐĐŽƵŶƚ�ŽĨ�' �͘/Ĩ�ŝƚ�ĚŝĚ�ƐŽ�ƌĞůǇ �͕ŽŶĞ�ǁ ŽƵůĚ�ĞǆƉĞĐƚ�ƚŽ�ĮŶĚ�ƚŚŝƐ�ƵŶĚĞƌ�ƚŚĞ�

�ĞƚĞƌŵ ŝŶĂƟŽŶ�ŽŶ�:ƵƌŝƐĚŝĐƟŽŶ͕ �ŝŶ�̂ ĞĐƟŽŶ�� Ϯ͘ �͘dŚĂƚ�̂ ĞĐƟŽŶ�ĐŽŶƐŝƐƚƐ�ŽĨ�ĨŽƵƌ�ƉĂƌĂŐƌĂƉŚƐ͘�
Paragraph 112 claims authority to set wholesale rates for DR. Paragraph 113 furthers that claim.
Paragraph 114 ŝƐ�ŶŽƚ�ƌĞŐƵůĂƟŶŐ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞƐ�Žƌ�ƵƐƵƌƉŝŶŐ�Žƌ�ŝŵ ƉĞĚŝŶŐ�ƐƚĂƚĞ�
regulatory efforts concerning demand response
taking account of, G, would impede but this claim is not made. Indeed it
ǁ ŽƵůĚ�ƐĞĞŵ �ƚŽ�ďĞ�ŝŵ ƉŽƐƐŝďůĞ�ƚŽ�ŵ ĂŬĞ �͕ŐŝǀĞŶ�ƚŚĂƚ͕�ĂƐ�ǁ ƌŝƩĞŶ �͕ƚŚĞ�KƌĚĞƌ�ŝƐ͕�ŝŶ�ĨĂĐƚ͕�ŝŵ ƉĞĚŝŶŐ�ƐƚĂƚĞ�
regulatory efforts in California, and that had the Order taken account of G, this would not have been the 

22 Id. at P 111.
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case. The final paragraph simply adds that the Commission is obliged to set just and reasonable rates 
ĂŶĚ�ƚŚĂƚ�ƚŚĂƚ�ŝƐ�ŝƚƐ�ŽŶůǇ�ŝŶƚĞŶƟŽŶ �͘

^ŝŶĐĞ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĚŝĚ�ŶŽƚ�ďŽƚŚĞƌ�ƚŽ�ũƵƐƟĨǇ�ƚŚĞ�ŵ ŽƐƚ�ĐŽŶƚĞŶƟŽƵƐ�ƉŽŝŶƚ�ŝŶ�ƚŚĞ�KƌĚĞƌ ignoring
the retail energy rate ŝŶ�ŝƚƐ�ĚĞƚĞƌŵ ŝŶĂƟŽŶ�ŽŶ��Žŵ ŵ ŝƐƐŝŽŶ�:ƵƌŝƐĚŝĐƟŽŶ �͕ŝƚ�ƐĞĞŵ Ɛ�ƵŶůŝŬĞůǇ�ƚŚĂƚ�ƚŚĞ�
�Žŵ ŵ ŝƐƐŝŽŶ�ŝƐ�ƌĞůǇŝŶŐ�ŽŶ�ƚŚĞ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �ĨŽƌ�ƚŚĂƚ�ƉƵƌƉŽƐĞ �͘/Ŷ�ƚŚĞ�ƌĞƐƚ�ŽĨ�ƚŚĞ�KƌĚĞƌ�ƚŚĞ�ŵ ŽƐƚ�
relevant remark seems to be the following:

While a number of states and utilities are pursuing retail-level price-responsive
demand initiatives , these are state efforts, and, thus, are not the subject of this
proceeding. 23

dŚŝƐ�ĐůĂŝŵ �ŝƐ�ŽŶůǇ�ĂďŽƵƚ��Z�ŝŶŝƟĂƟǀĞƐ�ĂŶĚ�ŶŽƚ�ĂďŽƵƚ�ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͕ĂŶĚ�ŝƚ�ŽŶůǇ�ĂƉƉĞĂƌƐ�ƚŽ�
ŝŶĚŝĐĂƚĞ�ƚŚĂƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŝƐ�ŶŽƚ�ŝŶƚĞƌĨĞƌŝŶŐ�ǁ ŝƚŚ�ƌĞƚĂŝů�ŵ ĂƩĞƌƐ͕ �ǁ ŚŝĐŚ�ĚŽĞƐ�ŶŽƚ�ŝŵ ƉůǇ�ŝƚ�ĐĂŶŶŽƚ�ƚĂŬĞ�
them into account.

/Ŷ�ƐƵŵ ŵ ĂƌǇ �͕ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĚŽĞƐ�ŶŽƚ�ĂƉƉĞĂƌ�ƚŽ�ƌĞůǇ�ƐƵďƐƚĂŶƟĂůůǇ�ŽŶ�ĞŝƚŚĞƌ�ƚŚĞ��ŶĞƌŐǇ�s ŝĞǁ �Žƌ�ƚŚĞ�
:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �͘�ŶĚ�ƚŽ�ƚŚĞ�ĞǆƚĞŶƚ�ŝƚ�ĚŽĞƐ�ƌĞůǇ�ŽŶ�ƚŚŝƐ�ƉĂŝƌ�ŽĨ�ǀŝĞǁ Ɛ�ƚŽ�ũƵƐƟĨǇ�ŝŐŶŽƌŝŶŐ�ƚŚĞ�ƌĞƚĂŝů�
ĞŶĞƌŐǇ�ƌĂƚĞ �͕ŝƚƐ�ƌĞůŝĂŶĐĞ�ŝƐ�ĐŽŶƚƌĂĚŝĐƚŽƌǇ�ĂŶĚ�ŝŶĞīĞĐƟǀĞ �͘

9. Is It Possible that the Commission Relies on the Balancing View?

dŚĞ��ĂůĂŶĐŝŶŐ�s ŝĞǁ �ŝƐ�ĂŶ�ĂůƚĞƌŶĂƟǀĞ�ƚŽ�ƚŚĞ�ĐŽŵ ďŝŶĞĚ��ŶĞƌŐǇ�ĂŶĚ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ Ɛ͘ �dŚŝƐ�ǀŝĞǁ �ĞǆƉůĂŝŶƐ�
both why the wholesale market should pay the LMP to some DR (Bid-In DR) and why it should ignore the
retail energy rate.

In a peculiar way, this view may not contradict the Energy View. The Commission may believe that
Ăůů�ŶĞŐĂǁ ĂƩƐ�ƐŚŽƵůĚ�ďĞ�ƉĂŝĚ�ƚŚĞ�>D W�ďǇ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĂƌŬĞƚ͕�ďƵƚ�ǁ ŝƚŚ�ĂŶ�ƵŶƵƐƵĂů�ĂĚĚĞŶĚƵŵ �͘dŚĞ�
ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ�ƐŚŽƵůĚ�ĂůƐŽ�ƉĂǇ��Z�ƚŚĞ�>D W͕�ďƵƚ�ĨŽƌ�ǁ ŚŽůĞƐĂůĞ�ƐĞƌǀŝĐĞƐ�ŽƚŚĞƌ�ƚŚĂŶ�ŶĞŐĂǁ ĂƩƐ �͘t ŚĞŶ�
ĂƩĞŵ ƉƟŶŐ�ƚŽ�ƵŶĚĞƌƐƚĂŶĚ�ƚŚĞ��ĂůĂŶĐŝŶŐ�s ŝĞǁ �͕ŽŶĞ�ƐŚŽƵůĚ�ŶŽƚ�ĂƐƐƵŵ Ğ�ƚŚĂƚ�ŝƚ�ŝƐ�ŝŶƚĞƌŶĂůůǇ�ĐŽŶƐŝƐƚĞŶƚ�Žƌ�
ƐĞŶƐŝďůĞ �͘/ƚ�ŝƐ�Ɛŝŵ ƉůǇ�Ă�ƐŽŵ Ğǁ ŚĂƚͲĐŽŚĞƌĞŶƚ�ĐŽůůĞĐƟŽŶ�ŽĨ�ďĞůŝĞĨƐ�ƚŚĂƚ�ĂƉƉĂƌĞŶƚůǇ�ƵŶĚĞƌƉŝŶƐ�K ƌĚĞƌ�ϳϰϱ �͘

Obviously DR does help balance supply and demand just as does supply, and obviously when it does
ƐŽ �͕ŝƚ�ƉƌŽǀŝĚĞƐ�ŶĞŐĂǁ ĂƩƐ�;ůŽĂĚ�ƌĞĚƵĐƟŽŶƐͿ͘�̂ Ž�ƚŽ�ƐŽŵ ĞŽŶĞ�ǁ ŚŽ�ƵŶĚĞƌƐƚĂŶĚƐ�ĞŶĞƌŐǇ�ŵ ĂƌŬĞƚƐ͕ �ŝƚ�ŵ ĂǇ�
appear that the Commission is just expressing itself oddly when it keeps referring to balancing
service 24

to the �ŶĞŐĂǁ ĂƩƐ�;ƌĞĚƵĐƟŽŶ�ŝŶ�ůŽĂĚͿ͕�Ă�ƐĞƌǀŝĐĞ�ƚŚĂƚ�ŽĐĐƵƌƐ�ǁ ŚĞƚŚĞƌ�Žƌ�ŶŽƚ�ƚŚĞ�
ŶĞŐĂǁ ĂƩƐ�
ĚĞƐĐƌŝƉƟŽŶ�ŽĨ�ƚŚĞ��ŶĞƌŐǇ�s ŝĞǁ ŶĞŐĂǁ ĂƩƐ�ĚĞƐĞƌǀĞ�ƚŽ�ďĞ�ƌĞǁ ĂƌĚĞĚ�Ăƚ�ƚŚĞ�>D W͘�, Žǁ ĞǀĞƌ͕�ĂƐ�ŝƐ�
demonstrated below, the difference between the two views Energy and Balancing encompass
ƉŚǇƐŝĐĂů�ĂŶĚ�ĮŶĂŶĐŝĂů�ĚŝƐƟŶĐƟŽŶƐ͕ �ĂŶĚ� Energy
View. W Ɛ�Ɖƌŝŵ ĂƌŝůǇ�ƚŽ�ŵ ĞĂŶ�ĂĐƟŽŶƐ�ƐƵĐŚ�ĂƐ�ďŝĚĚŝŶŐ�

ĂĐĐŽŵ ƉĂŶǇ�ƚŚŝƐ�ĂĐƟǀŝƚǇ �͘dŚĞ�ƐƚƌŽŶŐĞƐƚ�ĞǀŝĚĞŶĐĞ�ĨŽƌ�ƚŚŝƐ�ŝŶƚĞƌƉƌĞƚĂƟŽŶ�ŝƐ�ƚŚĂƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŵ ĂŶĚĂƚĞƐ�
ƉĂǇŵ ĞŶƚ�ĨŽƌ�ŶĞŐĂǁ ĂƩƐ�ŝĨ�ĂŶĚ�ŽŶůǇ�ŝĨ�ƚŚĞǇ�ĂƌĞ�ĂĐĐŽŵ ƉĂŶŝĞĚ�ďǇ�ďŝĚĚŝŶŐ�Žƌ�ƐŽŵ Ğ�Ɛŝŵ ŝůĂƌ�ĂĐƟǀŝƚǇ�ŝŶ�ƚŚĞ�
ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ͘��Ɛ�ĞǆƉůĂŝŶĞĚ�ďĞůŽǁ �͕ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĐůĞĂƌůǇ�ƐƚĂƚĞƐ�ƚŚĂƚ�ŶĞŐĂǁ ĂƩƐ�ĂůŽŶĞ�ĚŽ�ŶŽƚ�ŶĞĞĚ�
to be rewarded.

23 Id. at P 9.
24 Id. at Summary.
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9.1.

Demand response, whereby customers reduce electricity consumption from normal
usage levels in response to price signals, can generally occur in two ways:

(1) customers reduce demand by responding to retail rates that are based on
-

(2) customers provide demand response that acts as a resource in organized
wholesale energy markets to balance supply and demand. [emphasis added.]

demand response that acts
as a resource in organized wholesale energy markets. , the requirement to pay demand

- - These terms are

,

Our focus here is on customers or aggregators of retail customers providing, through
bids or self-schedules, demand response that acts as a resource in organized
wholesale energy markets [emphasis added].25

E ŽƟĐĞ�ƚŚĂƚ�ƚǇƉĞ�;ϭͿ��Z�;E ŽŶͲ�ŝĚ��ZͿ�ŚĂƐ�ŶŽ�ƌŝŐŚƚ�ƵŶĚĞƌ�KƌĚĞƌ�ϳϰϱ�ƚŽ�ďĞ�ƉĂŝĚ�ƚŚĞ�>D W͘��ŶĚ�ƚŚŝƐ�ŝƐ�
true in spite of the fact that customers reduce demand by responding to retail rates If customers have
ƌĞĚƵĐĞĚ�ƚŚĞŝƌ�ĚĞŵ ĂŶĚ �͕ƚŚĞŶ�ƚŚĞ��Z�ƉƌŽǀŝĚĞƌ�ŚĂƐ�ƉƌŽǀŝĚĞĚ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ�ǁ ŝƚŚ�ŶĞŐĂǁ ĂƩ Ɛ͘ �dŚŝƐ�
ƐĞĞŵ Ɛ�ƚŽ�ĐŽŶƚƌĂĚŝĐƚ�ƚŚĞ��ŶĞƌŐǇ�s ŝĞǁ �ƵŶĚĞƌ�ǁ ŚŝĐŚ�Ăůů�ŶĞŐĂǁ ĂƩƐ�ĚĞƐĞƌǀĞ�ƚŽ�ďĞ�ƌĞǁ ĂƌĚĞĚ�ĞƋƵĂůůǇ �͘
, Žǁ ĞǀĞƌ͕�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŵ ĂǇ�ĨĞĞů�ƚŚĂƚ�ƚŚĞƐĞ�ŶĞŐĂǁ ĂƩƐ�ƐŚŽƵůĚ�ďĞ�ƉĂŝĚ�ƚŚĞ�>D W�ŝŶ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĂƌŬĞƚ͘�
This possibility is explored below.

E ŽƟĐĞ�ƚŚĂƚ�ƚǇƉĞ�;ϮͿ��Z�;�ŝĚͲ/Ŷ��ZͿ�ŝƐ�ĚŝƐƟŶŐƵŝƐŚĞĚ�ĨŽƌŵ �E ŽŶͲ as
a resource , it is being rewarded, not because of the
ŶĞŐĂǁ ĂƩƐ�ŝƚ�ĚĞůŝǀĞƌƐ͕�
the Commission has strayed very far from the standard Energy View, since that view holds that DR is
ƉĂŝĚ�ƚŚĞ�>D W�ĨŽƌ͕�ĂŶĚ�ŽŶůǇ�ĨŽƌ͕�Ă�ƌĞĚƵĐƟŽŶ�ŝŶ�ĞŶĞƌŐǇ�ĐŽŶƐƵŵ ƉƟŽŶ �͘

WĂƌĂŐƌĂƉŚ�ϭϬ�ŐŝǀĞƐ�ĨƵƌƚŚĞƌ�ĞǆƉůĂŶĂƟŽŶ�ŽĨ�ƚŚĞ�ǀĂůƵĞ�ŽĨ��ŝĚͲ/Ŷ��Z �͕ďǇ�ĞůĂďŽƌĂƟŶŐ�
ways in which demand response in organized wholesale energy markets can help improve the

ĨƵŶĐƟŽŶŝŶŐ�ĂŶĚ�ĐŽŵ ƉĞƟƟǀĞŶĞƐƐ�ŽĨ�ƚŚŽƐĞ�ŵ ĂƌŬĞƚƐ

First, when bid directly into the wholesale market, demand response can facilitate
RTOs and ISOs in balancing supply and demand, and thereby, help produce just and
reasonable energy prices [emphasis added].26

So the first wholesale benefit of Bid-In DR, according to the Commission, is the result of its bidding, 
ǁ ŚŝĐŚ�ĨĂĐŝůŝƚĂƚĞƐ�ďĂůĂŶĐŝŶŐ �͘dŚĞ�ĐŽŵ ŵ ŝƐƐŝŽŶ�ŐŽĞƐ�ŽŶ�ƚŽ�ĞǆƉůĂŝŶ�ǁ ŚǇ�ƚŚŝƐ�ĂĐƟǀŝƚǇ�ŝƐ�ǀĂůƵĂďůĞ �͗

This is because customers who choose to respond will signal to the RTO or ISO and
energy market their willingness to reduce demand on the grid which may result in
reduced dispatch of higher-priced resources to satisfy load. 27

25 Id. at P 9.
26 Id. at P 10.
27 Id. at P 10.
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rs who choose

ĂƐ�Ă�ǁ ŚŽůĞ�ŝƐ�Ă�ũƵƐƟĮĐĂƟŽŶ�ĨŽƌ�ƉĂǇŝŶŐ��ŝĚͲ/Ŷ��Z�ǁ ŚŝůĞ�ŶŽƚ�ƉĂǇŝŶŐ�EŽŶͲ�ŝĚ��Z �̂͘ Ž�ƚŚĞ�ŵ ĞĂŶŝŶŐ�ŽĨ�ƚŚŝƐ�
sentence can be summed up in one statement that summarizes the quote above and one that
summarizes the implicit companion statement concerning Non-Bid DR.

1. patch of higher-priced
resources.

2. Non-Bid DR will not result in reduced dispatch of higher-priced resources.

dŚĞ�ƐĞĐŽŶĚ�ƐƚĂƚĞŵ ĞŶƚ�ŝƐ�ǁ ƌŽŶŐ �͘/Ĩ�ƚŚĞ�ĚĞŵ ĂŶĚ�ƌĞƐƉŽŶƐĞ�ŚĂƉƉĞŶƐ�ǁ ŝƚŚŽƵƚ�Ă�ďŝĚ �͕ŝƚ�ǁ ŝůů�ƐƟůů�ƌĞĚƵĐĞ�ůŽĂĚ �͕
ĂŶĚ�ƚŚĞ�ƐǇƐƚĞŵ �ŽƉĞƌĂƚŽƌƐ�ǁ ŝůů�ŶŽƚ�ĚŝƐƉĂƚĐŚ�ŚŝŐŚĞƌͲƉƌŝĐĞĚ�ƌĞƐŽƵƌĐĞƐ�ƚŽ�ƐĂƟƐĨǇ�ůŽĂĚ�ƚŚĂƚ�ĚŽĞƐ�ŶŽƚ�ĞǆŝƐƚ͘�
Bidding is a help to dispatchers, but the act of bidding by DR, rather than just autonomously reducing
ůŽĂĚ�;ƉƌŽǀŝĚŝŶŐ�ƚŚĞ�ŶĞŐĂǁ ĂƩƐͿ͕�ǁ ŝůů�ĂīĞĐƚ�ƚŚĞ�ĚŝƐƉĂƚĐŚ�ǀĞƌǇ�ůŝƩůĞ �͘dŚŝƐ�ŝƐ�ĚŝƐĐƵƐƐĞĚ�ĨƵƌƚŚĞƌ�ŝŶ�̂ ĞĐƟŽŶ�ϭϬ �͘

There are two ways to interpret the Commission views expressed in paragraph 10. Which
ŝŶƚĞƌƉƌĞƚĂƟŽŶ�ŝƐ�ĐŽƌƌĞĐƚ�ĚĞƉĞŶĚƐ� ch of higher-

The no-price-effect interpretation: This may be intended to refer to simply replacing energy that
would other of paying the LMP suggests
ƚŚĂƚ�ďŝĚĚŝŶŐ�ĂůůŽǁ Ɛ�ŶĞŐĂǁ ĂƩƐ�ŽĨ��Z�ƚŽ�ƌĞƉůĂĐĞ�ŵ ĞŐĂǁ ĂƩƐ�ŽĨ�ƐƵƉƉůǇ �͕ǁ ŚŝůĞ�E ŽŶͲ�ŝĚ��Z�ǁ ŝůů�ĨĂŝů�ƚŽ�
replace supply and hence need not be paid the LMP.

The reduce-the-LMP interpretation: -
that the benefit of Bid-In DR is to reduce the market price the LMP, and that Non-Bid DR will replace
supply but it will fail to bring down the LMP. The next point in paragraph 10, that Bid-In DR can reduce
market power, also seems to imply that Bid-In DR can reduce the LMP, but Non-Bid DR cannot. This
ŝŶƚĞƌƉƌĞƚĂƟŽŶ that Bid-In DR should be paid for reducing the LMP also explains the mistaken idea
ƚŚĂƚ�ƐŚŽƌƚͲƌƵŶ�ƌĞĚƵĐƟŽŶƐ�ŝŶ�ƚŚĞ�>D W�ĐŽŶƐƟƚƵƚĞ�ďĞŶĞĮƚƐ�ŝŶ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ͘�

dŚĞ�ĮƌƐƚ�ŝŶƚĞƌƉƌĞƚĂƟŽŶ�;ŶŽ�ƉƌŝĐĞ�ĞīĞĐƚͿ�ůĞĂĚƐ�ƚŽ�ĂŶ�ĞǆƚƌĞŵ Ğ��ĂůĂŶĐŝŶŐ�s ŝĞǁ �͗E ŽŶͲ�ŝĚ��Z�ŶĞŐĂǁ ĂƩƐ�
fail to replace supply and so need not be paid the LMP, but Bid-In DR works according to the standard
�ŶĞƌŐǇ�s ŝĞǁ �͘dŚĞ�ǀŝĞǁ �ƚŚĂƚ�ƐŽŵ Ğ��Z�ŶĞŐĂǁ ĂƩ�ĂƌĞ�ǁ ŽƌƚŚůĞƐƐ�ƐĞĞŵ Ɛ�ŚŝŐŚůǇ�ŝŵ ƉƌŽďĂďůĞ �͕ŐŝǀĞŶ�ƚŚĞ�
Commission �ƐƵƉƉŽƌƚ�ĨŽƌ��Z �͘�ŽŶƐĞƋƵĞŶƚůǇ �͕ŝƚ�ǁ ŝůů�ďĞ�ĚŝƐŵ ŝƐƐĞĚ�ŝŶ�ĨĂǀŽƌ�ŽĨ�ƚŚĞ�ƐĞĐŽŶĚ�ŝŶƚĞƌƉƌĞƚĂƟŽŶ �͘

The reduce-the-LMP interpretaion leads to a slightly more plausible Balancing View, and this one
ǁ ŝůů�ďĞ�ƐŚŽǁ Ŷ�ƚŽ�ĂůŝŐŶ�ǁ ŝƚŚ�ŬĞǇ�ĂƐƉĞĐƚƐ�ŽĨ�ƚŚĞ�KƌĚĞƌ͘�dŚĞ�ƐĞĐŽŶĚ�ŝŶƚĞƌƉƌĞƚĂƟŽŶ�ŚŽůĚƐ�ƚŚĂƚ�Ăůů��Z�
ŶĞŐĂǁ ĂƩƐ�ĂƌĞ�ĞƋƵĂůůǇ�ĞīĞĐƟǀĞ�ĂƐ�ĚĞƐĐƌŝďĞĚ�ďǇ�ƚŚĞ��ŶĞƌŐǇ�s ŝĞǁ �͕ďƵƚ�ŶĞŐĂǁ ĂƩƐ�ĂƌĞ�ƌĞǁ ĂƌĚĞĚ�ŝŶ�ƚŚĞ�
retail market, and the Commission has no authority there, so it will not try to correct any problem with
ƚŚĞ�ƌĞǁ ĂƌĚ�ĨŽƌ�ŶĞŐĂǁ ĂƩƐ �͘, Žǁ ĞǀĞƌ͕��ŝĚͲ/Ŷ��Z�ŚĂƐ�ƚŚĞ�ĂďŝůŝƚǇ�ƚŽ�ƌĞĚƵĐĞ�ƚŚĞ�ƵƐĞ�ŽĨ�ŚŝŐŚͲƉƌŝĐĞĚ�ĚŝƐƉĂƚĐŚ�
and thereby lower the LMP, and this is a benefit that occurs in, and must be rewarded in, the wholesale 
market.

This view is extended and corroborated by the next two points in paragraph 10. First, that Bid-In DR
ĐĂŶ�ŵ ŝƟŐĂƚĞ�ŐĞŶĞƌĂƚŽƌ�ŵ ĂƌŬĞƚ�ƉŽǁ Ğƌ�ŝŶ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ͘28 The final point is that Bid-In DR can 
support reliability and system adequacy, again in the wholesale market.29

28��ŐĂŝŶ �͕ŝƚ�ŝƐ�ŝŶĐŽƌƌĞĐƚ�ƚŚĂƚ�E ŽŶͲ�ŝĚ��Z�ŝƐ�ĂŶǇ�ůĞƐƐ�ĞīĞĐƟǀĞ �͘�ůů��Z�ĂĚĚƐ�ƚŽ�ĚĞŵ ĂŶĚ�ĞůĂƐƟĐŝƚǇ�ĂŶĚ�ƚŚĂƚ�ŝƐ�ŬŶŽǁ Ŷ�ƚŽ�ďĞ�Ă�
Ɖƌŝŵ ĂƌǇ�ĨĂĐƚŽƌ�ŵ ŝƟŐĂƟŶŐ�ŵ ĂƌŬĞƚ�ƉŽǁ Ğƌ�ŝŶ�Ăůů�ŵ ĂƌŬĞƚƐ͕ �ŵ ŽƐƚ�ŽĨ�ǁ ŚŝĐŚ�ŚĂǀĞ�ŶŽ�ďŝĚĚŝŶŐ�ŽŶ�ĞŝƚŚĞƌ�ƐŝĚĞ�ŽĨ�ƚŚĞ�ŵ ĂƌŬĞƚ͘�
29 Both Bid-In DR and Non-Bid DR can increase reliability, and both can fail to. But the point I am making is that the
�Žŵ ŵ ŝƐƐŝŽŶ�ŝƐ�ĨŽĐƵƐŝŶŐ�ŽŶ�Ă�ƉƵƌĞůǇ�ǁ ŚŽůĞƐĂůĞ�ƐĞƌǀŝĐĞ�ƚŚĂƚ�ŝƚ�ďĞůŝĞǀĞƐ�ĐĂŶ�ũƵƐƟĨǇ�ŝƚƐ�ƉĂǇŵ ĞŶƚ�ŽĨ�>D W͘�, Žǁ ĞǀĞƌ�ƉĂǇŵ ĞŶƚƐ�
for reliability and adequacy are capacity payments and not energy payments, so they are not paid LMP, and they apply to
capacity DR, which this Order does not cover.
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Of the demand response in organized wholesale energy markets is
ĚĞƐĞƌǀŝŶŐ�ŽĨ�Ă�ƐƉĞĐŝĂů�ƌĞǁ ĂƌĚ �͕ŶŽŶĞ�ĐŽŶĐĞƌŶƐ�ŶĞŐĂǁ ĂƩƐ �͘/ŶƐƚĞĂĚ�ƚŚĞǇ�Ăůů�ĨŽĐƵƐ�ŽŶ�ƐĞƌǀŝĐĞƐ�ƚŚĂƚ�ĂƉƉĞĂƌ�
to be linked to bidding and to the wholesale market. It appears that the Commission incorrectly believes
that bidding gives the ISO control over the resource and that this is the source of value. However, as
ǁ ŝŶĚ �͕ƐŽůĂƌ�ĂŶĚ�ŶƵĐůĞĂƌ�ŐĞŶĞƌĂƟŽŶ�ƉƌŽǀĞ �͕ďŝĚĚŝŶŐ�ĚŽĞƐ�ŶŽƚ�ŐŝǀĞ�ĐŽŶƚƌŽů͕�ĂŶĚ�ƐƵĐŚ�ĐŽŶƚƌŽů�ŝƐ�ŶŽƚ�ƚŚĞ�
reason that supply is paid the LMP.

/Ŷ�ƐƵŵ ŵ ĂƌǇ �͕ƚŚĞ��ĂůĂŶĐŝŶŐ�s ŝĞǁ �ŚŽůĚƐ�ƚŚĂƚ�Ăůů��Z�ĚĞƐĞƌǀĞƐ�Ă�ƌĞǁ ĂƌĚ�ĨŽƌ�ŶĞŐĂǁ ĂƩƐ�ƚŚĂƚ�ǁ ŝůů�ďĞ�ƉĂŝĚ�
in the retail market, but that Bid-In DR provides several important services to the wholesale market that
together should be paid the LMP. First among these services is balancing. The LMP is the correct
ƉĂǇŵ ĞŶƚ�ďĞĐĂƵƐĞ�ƚŚĞ�ƐĞƌǀŝĐĞƐ�ƉƌŽǀŝĚĞĚ�ĂƌĞ�ŝĚĞŶƟĐĂů�ƚŽ�ƚŚŽƐĞ�ƉƌŽǀŝĚĞĚ�ďǇ�ƐƵƉƉůǇ�ǁ ŚŝĐŚ�ŝƐ�ƉĂŝĚ�ƚŚĞ�>D W͘�

9.2. Other Evidence for the Balancing View

In other markets, there is no ISO to make payments for balancing, so it seems odd to think that in
ĞůĞĐƚƌŝĐŝƚǇ�ŵ ĂƌŬĞƚƐ��Z�ƐŚŽƵůĚ�ďĞ�ƉĂŝĚ�ƚŚĞ�ĞŶƟƌĞ�ǁ ŚŽůĞƐĂůĞ�ƉƌŝĐĞ�ĨŽƌ�ďĂůĂŶĐŝŶŐ �͘dŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ĂƉƉĞĂƌƐ�
to address this concern rather obliquely when it warns that:

Commenters that oppose this finding [that DR can balance supply and demand] do not
adequately recognize a distinctive and perhaps unique characteristic of the electric
industry. The electric industry requires instantaneous balancing of supply and
demand at all times to maintain reliability. It is in this context that the Commission
finds that demand response can balance supply and demand as can generation when
dispatched, in the organized wholesale energy markets [emphasis added].30

The Commission also quotes Dr. Kahn approving when he says,

These circumstances [the inability to charge the retail customers the LMP] can
justify direct payment at full LMP to distributors and ultimate customers who
promise to guarantee their immediate response to such increases in true marginal
costs of supplying them [emphasis added].31

There is simply no reason to put this much emphasis on balancing, especially on instantaneous
ďĂůĂŶĐŝŶŐ �͕ŝĨ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ǁ ĞƌĞ�ŝŶƚĞƌĞƐƚĞĚ�ŝŶ�Ɛŝŵ ƉůǇ�ƉĂǇŝŶŐ�ĨŽƌ�ŶĞŐĂǁ ĂƩ Ɛ͘ �/Ŷ�ĨĂĐƚ�Ăůů�ŽĨ�ƚŚĞ�ĚŽǌĞŶƐ�ŽĨ�
references to balancing would simply be irrelevant.

Finally it should be noted that there are only two tests required for DR to be eligible for being paid the
LMP, and the first 

32 What is telling about this requirement is that some DR resources must fail to
ƐĂƟƐĨǇ�ƚŚŝƐ�ƌĞƋƵŝƌĞŵ ĞŶƚ͘�, Žǁ �ĐĂŶ�ƚŚĂƚ�ďĞ͍��ůů�ŶĞŐĂǁ ĂƩƐ�ŚĞůƉ�ďĂůĂŶĐĞ�ĚĞŵ ĂŶĚ�ũƵƐƚ�ĂƐ�Ăůů�ŵ ĞŐĂǁ ĂƩƐ�ĚŽ �͘
�Ƶƚ�ƚŚĞƌĞ�ǁ ŽƵůĚ�ďĞ�ŶŽ�ƌĞĂƐŽŶ�ĨŽƌ�ƐƵĐŚ�Ă�ƌĞƋƵŝƌĞŵ ĞŶƚ�ŝĨ�ŝƚ�ǁ ĞƌĞ�ĂƵƚŽŵ ĂƟĐĂůůǇ�ŵ Ğƚ͘�, ĞŶĐĞ�ƚŚĞ�ĨĂĐƚ�ƚŚĂƚ�
ƐŽŵ Ğ�ĨĂŝů͕�ŵ ĞĂŶƐ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŝƐ�ŶŽƚ�ďĂƐŝŶŐ�ƉĂǇŵ ĞŶƚ�ŽŶ�ŵ ĞŐĂǁ ĂƩ Ɛ͕ �ďƵƚ�ŽŶ�ŽƚŚĞƌ�;ďĂůĂŶĐŝŶŐͿ�ƐĞƌǀŝĐĞƐ�
provided to the wholesale market.

only when two conditions are met: The first condition is that the demand
that serves the RTO or

ISO in balancing supply and demand [emphasis added].33

30 Order 745 at P 56.
31 Id. at P 57.
32 Id. at page 97.
33 Id. at P 48.
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Again, the Commission is making the

heart of the Balancing View.

9.3. The Role of the Balancing View in the Order

The final reason to believe that the Commission relies on the Balancing View is that this is the only view 
in play that can central problem: Why pay DR the full LMP when it already
receives the retail energy rate, G? The Balancing View implies that common benefits of DR, apparently 
ƚŚĞ�ďĞŶĞĮƚƐ�ŽĨ�ŶĞŐĂǁ ĂƩƐ �͕ĂƌĞ�ƌĞǁ ĂƌĚĞĚ�ŝŶ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĂƌŬĞƚ͕�ĂŶĚ�ƚŚĂƚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ƐŚŽƵůĚ�ŶŽƚ�ƚƌǇ�ƚŽ�
correct the retail energy rates with wholesale policies even if they are flawed. This argument will not be 
ĂƐ�ĞĂƐŝůǇ�ĐŚĂůůĞŶŐĞĚ�ŝŶ�ĐŽƵƌƚ�ďĞĐĂƵƐĞ�ŽĨ�ŝƚƐ�ƚĞĐŚŶŝĐĂů�ŶĂƚƵƌĞ�ĂƐ�ƚŚĞ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �ǁ ŽƵůĚ�ďĞ �͘

Having dispensed with G, the Balancing View solves the other half of the central problem by
arguing correctly that DR that is bid into the wholesale market can provide the same services as can
supply. This implies the FERC is only addressing wholesale market problems over which it has clear
authority.  The next step will also be difficult to challenge ƐŝŶĐĞ��Z�ƉƌŽǀŝĚĞƐ�ŝĚĞŶƟĐĂů�ďĂůĂŶĐŝŶŐ�
services, it should be paid the same as supply for those services. The final step is that it should be paid 
the LMP by the wholesale market because supply is paid LMP for its balancing services.

10. Why the Balancing View Is Incorrect

presented. Supply is not paid LMP for
ŝƚƐ�ďĂůĂŶĐŝŶŐ�ƐĞƌǀŝĐĞƐ͘ �̂ ƵƉƉůǇ�ĚŽĞƐ�ƉƌŽǀŝĚĞ�ďĂůĂŶĐŝŶŐ�ƐĞƌǀŝĐĞƐ͕ �ďƵƚ�ŝƚ�ĂůƐŽ�ƉƌŽǀŝĚĞƐ�ŵ ĞŐĂǁ ĂƩ Ɛ͘ ��ŶĚ�ŝƚ�ŝƐ�
ƉĂŝĚ�ƚŚĞ�>D W�ĨŽƌ�ŝƚƐ�ŵ ĞŐĂǁ ĂƩƐ�ĂŶĚ�ŶŽƚ�ĨŽƌ�ďĂůĂŶĐŝŶŐ �͘dŚĞƌĞ�ŝƐ�ŽŶůǇ�ŽŶĞ�ƐƵƉƉůǇ�ƐĞƌǀŝĐĞ�ǁ ŽƌƚŚ�ƉĂǇŝŶŐ�ĨŽƌ͕�
not two. And the same holds for DR. So whether DR is paid in the retail or the wholesale market, it is
ĞŝƚŚĞƌ�ďĞŝŶŐ�ƉĂŝĚ�ĨŽƌ�ƚŚĂƚ�ƐĞƌǀŝĐĞ�;ŶĞŐĂǁ ĂƩƐͿ�Žƌ�ŝƚ�ŝƐ�ďĞŝŶŐ�ƉĂŝĚ�ĨŽƌ�ƐŽŵ ĞƚŚŝŶŐ�ƚŚĂƚ�ƐƵƉƉůǇ�ŝƐ�ŶŽƚ�ƉĂŝĚ�ĨŽƌ�
and that DR should not be paid for.

The linchpin of the error is the fact that supply is paid only for energy and not at all for balancing.
But, before delving into details of electricity markets, it is worth reviewing why there is generally no

10.1. Why Balancing Is Normally Free

/Ŷ�Ăůů�ŶŽƌŵ Ăů�ŵ ĂƌŬĞƚƐ͕�ƐƵƉƉůǇ�ĂŶĚ�ĚĞŵ ĂŶĚ�ŚĂǀĞ�ĂŶ�ŝŶĐĞŶƟǀĞ�ƚŽ�ƉĞƌĨŽƌŵ �ƚŚĞ�ďĂůĂŶĐŝŶŐ�ƐĞƌǀŝĐĞ�ĨŽƌ�ĨƌĞĞ �͘
Supply wants to sell its product at a profit. To do that, it must sell when the price is higher than its 
marginal cost, but not when the price is lower. While maximizing profit, suppliers inadvertently balance 
the market. Consumers act in a reciprocal way. When the price is high they choose to buy less, not in
ŽƌĚĞƌ�ƚŽ�ďĂůĂŶĐĞ�ƚŚĞ�ŵ ĂƌŬĞƚ͕�ďƵƚ�ďĞĐĂƵƐĞ�ƚŚĞǇ�ǁ ĂŶƚ�ůĞƐƐ�ǁ ŚĞŶ�ƚŚĞ�ƉƌŝĐĞ�ŝƐ�ŚŝŐŚ �͘dŚŝƐ�ŝƐ�ƚŚĞ�ĞƐƐĞŶƟĂů�
ďĞĂƵƚǇ�ŽĨ�ŵ ĂƌŬĞƚƐ͘ �dŚĞ�ŵ ĂƌŬĞƚ�ƉƌŝĐĞ�ĂĐƚƐ�ĂƐ�Ă�ĐŽŽƌĚŝŶĂƟŶŐ�ŵ ĞĐŚĂŶŝƐŵ �ƚŚĂƚ�ĐĂƵƐĞƐ�ƐƵƉƉůŝĞƌƐ�ĂŶĚ�
demanders to balance the market inadvertently just because suppliers seek to profit and consumers 
seek to buy only when they the price is low enough.

10.2. Normal Balancing Services in Electricity Markets

Most natural demand response in electricity markets is exceedingly slow, but balancing happens on all
Ɵŵ Ğ�ƐĐĂůĞƐ͘ �&Žƌ�ĞǆĂŵ ƉůĞ �͕ŽŶ�ƚŚĞ�ƐƵƉƉůǇ�ƐŝĚĞ �͕ĂƐ�ĚĞŵ ĂŶĚ�ŐƌŽǁ Ɛ͕ �ŵ ŽƌĞ�ŐĞŶĞƌĂƚŽƌƐ�ĂƌĞ�ďƵŝůƚ�ĂƐ�ŝŶǀĞƐƚŽƌƐ�
ƌĞƐƉŽŶĚ�ƚŽ�ŚŝŐŚ�ŵ ĂƌŬĞƚ�ƉƌŝĐĞƐ͘ �dŚŝƐ�ŝƐ�ĂůƐŽ�ĞǆĐĞĞĚŝŶŐůǇ�ƐůŽǁ �ďƵƚ�ŝƚ�ŝƐ�ĂŶ�ĂďƐŽůƵƚĞůǇ�ĞƐƐĞŶƟĂů�ƉĂƌƚ�ŽĨ�
ďĂůĂŶĐŝŶŐ�ƚŚĞ�ŵ ĂƌŬĞƚ͕�ĂŶĚ�ŝƚ�ƐƟůů�ĨŽůůŽǁ Ɛ�ƚŚĞ�ƐƚĂŶĚĂƌĚ�ďĂůĂŶĐŝŶŐ�ƉƌŝŶĐŝƉůĞƐ�ŽĨ�ƉƌŝĐĞ�ƌĞƐƉŽŶƐĞ �̂͘ Žŵ Ğ�
plants, such as nuclear, solar and wind generators help balance the market only in this slow fashion.
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When six nuclear plants are hit by a tsunami it becomes clear just how important they have been to
balancing the market. Demand also responds to prices in this same long-run fashion.

But short-run balancing in an electricity market is done by plants that are price responsive in real
Ɵŵ Ğ �͕ĂůƚŚŽƵŐŚ�ƚŚĞǇ�ƌĞƐƉŽŶĚ�Ăƚ�ǀĞƌǇ�ĚŝīĞƌĞŶƚ�ƐƉĞĞĚƐ͘ ��ŽĂů�ƉůĂŶƚƐ�ĂƌĞ�Ăŵ ŽŶŐ�ƚŚĞ�ƐůŽǁ ĞƐƚ͕�ĂŶĚ�ƐƚŽƌĂŐĞͲ
based hydro generators are perhaps the quickest. But all of these respond because they are chasing
prices to make a profit
ŝƌƌĞůĞǀĂŶƚ�ƉƌŝĐĞ �͕ĂŶĚ�ƉƌŽĚƵĐŝŶŐ�ůŝƩůĞ�Žƌ�ŶŽ�ƉŽǁ Ğƌ͘�dŚĞŶ�ǁ ŚĞŶ�ƚŚĞ�ŵ ĂƌŬĞƚ�ŐĞƚƐ�ƟŐŚƚ�;ǁ ŝƚŚŽƵƚ�ƚŚĞŵ Ϳ�ƚŚĞǇ�
jump in and catch a few minutes of extremely high prices. Electricity suppliers are quite capable of
responding to prices without bidding, just like suppliers in all other markets. Bidding can help them
ŵ Ăǆŝŵ ŝǌĞ�ƚŚĞŝƌ�ƉƌŽĮƚƐ�Ă�ďŝƚ�ŵ ŽƌĞ�ƉƌĞĐŝƐĞůǇ�ĂŶĚ�ďŝĚĚŝŶŐ�ŚĞůƉƐ�ƚŚĞ�ƐǇƐƚĞŵ �ŽƉĞƌĂƚŽƌ�ƉůĂŶ�ďĞƩĞƌ�ĂŶĚ�ďƵǇ�
ĨĞǁ Ğƌ�ƌĞƐĞƌǀĞƐ͘ ��ĞĐĂƵƐĞ�ŽĨ�ƚŚĞ�ƉƌŽĮƚ�ŵ ŽƟǀĞ�ĂŶĚ�ƚŚĞ�ĞǆƚƌĞŵ ĞůǇ�ůŽǁ �ĐŽƐƚ�ŽĨ�ďŝĚĚŝŶŐ �͕ďĂůĂŶĐŝŶŐ�ƐĞƌǀŝĐĞƐ�
from normal generator are not paid for.

10.3. The Exception that Proves the Rule

The instantaneous
provided by generators that adjust their output up and down quite frequently in order to keep the area
ĐŽŶƚƌŽů�ĞƌƌŽƌ�;���Ϳ�ǁ ŝƚŚŝŶ�ƉƌĞƐĐƌŝďĞĚ�ůŝŵ ŝƚƐ͘ �dŚĞƌĞ�ĂƌĞ�ƌĞůĂƟǀĞůǇ�ĨĞǁ �ŽĨ�ƚŚĞƐĞ�ŐĞŶĞƌĂƚŽƌƐ�ĂŶĚ�ƚŚĞǇ�ĂƌĞ�
not paid the LMP for this service. Instead, they are paid a small amount for wear and tear and they are
ƉĂŝĚ�ƚŚĞ�>D W�ŵ ŝŶƵƐ�ƚŚĞŝƌ�ĐŽƐƚ�ŽĨ�ŐĞŶĞƌĂƟŽŶ�ĨŽƌ�ƚŚĞ�ůŽƐƚ�ŽƉƉŽƌƚƵŶŝƚǇ�ĂƐƐŽĐŝĂƚĞĚ�ǁ ŝƚŚ�ƉƌŽǀŝĚŝŶŐ�
ŚĞĂĚƌŽŽŵ �ĨŽƌ�ƌĞŐƵůĂƟŽŶ �͘

^Ž �͕ǁ ŚŝůĞ�Ă�ĨĞǁ �ƐƵƉƉůŝĞƌƐ�ĂƌĞ�ƉĂŝĚ�ĨŽƌ�ďĂůĂŶĐŝŶŐ�ƐƵƉƉůǇ�ĂŶĚ�ĚĞŵ ĂŶĚ �͕ƚŚŝƐ�ŝƐ�ƚŚĞ�ĞǆĐĞƉƟŽŶ�ƚŚĂƚ�
proves the rule. Almost no suppliers are paid for balancing, and those that are paid for instantaneous
balancing, are not paid LMP. Moreover, Order 745 does not appear to address the use of DR as a
ƌĞƉůĂĐĞŵ ĞŶƚ�ĨŽƌ�ƌĞŐƵůĂƟŽŶ �͘

10.4. When Do other Markets Pay for Balancing?

Besides the need for instantaneous balancing, which imposes a small cost on the market, the electricity
ŵ ĂƌŬĞƚ�ĂůƐŽ�ŚĂƐ�Ă�ŶĞĞĚ�ĨŽƌ�ƐĐŚĞĚƵůŝŶŐ�ĂŶĚ�ĨŽƌ�ŵ ĞĂƐƵƌŝŶŐ�ǁ ŚŽ�ŝƐ�ƚĂŬŝŶŐ�ƉŽǁ Ğƌ�ŽƵƚ�ĂŶĚ�ǁ ŚŽ�ŝƐ�ƉƵƫ ŶŐ�ŝƚ�
in. Consequently, electricity markets need something like the New York Stock Exchange. The NYSE
ĂĐĐĞƉƚƐ�ďŝĚƐ͕ �ĐůĞĂƌƐ�ƚŚĞ�ŵ ĂƌŬĞƚ͕�ĂŶĚ�ǀĂůŝĚĂƚĞƐ�ƚŚĞ�ƚƌĂŶƐĂĐƟŽŶƐ͘ �dŚĞ�ĐŽƐƚ�ŝƐ�ƉĂŝĚ�ƚŽ�ƚŚĞ�E z^��ĂƐ�Ă�
consequence of the buy-sell spread and comes to about 0.1% . The
cost of running an electricity exchange (an ISO or RTO) is similarly low, and the payment again goes to
the exchange, and not to either suppliers or demanders.

^Ž�ǇĞƐ͕ �ĞůĞĐƚƌŝĐŝƚǇ�ŵ ĂƌŬĞƚƐ�ĂƌĞ�ĚŝīĞƌĞŶƚ͘��ĂůĂŶĐŝŶŐ�ƐƵƉƉůǇ�ĂŶĚ�ĚĞŵ ĂŶĚ�ŝƐ�ŶŽƚ�ƋƵŝƚĞ�ĂƵƚŽŵ ĂƟĐ�ĂŶĚ�
ĨƌĞĞ �͕ĂƐ�ŝƚ�ŝƐ�ŝŶ�ŵ ŽƐƚ�ŵ ĂƌŬĞƚƐ͕ �ďƵƚ�ƚŚĞ�ƟŶǇ�ďĂůĂŶĐŝŶŐ�ĐŽƐƚƐ�ĂƌĞ�ƉĂŝĚ�ƚŽ�ƐƉĞĐŝĂůŝƐƚƐ ƌĞŐƵůĂƟŶŐ�ŐĞŶĞƌĂƚŽƌƐ�
and the ISOs and RTOs and not paid to supply or demand.

10.5. Should Helpful Suppliers Be Paid Something for their Balancing Service?

The Commission has approved rates for every ISO and RTO that not only fail to pay any extra for
ďĂůĂŶĐŝŶŐ�;ŽƚŚĞƌ�ƚŚĂŶ�ĨŽƌ�ƌĞŐƵůĂƟŽŶͿ͕�ďƵƚ�ĂůƐŽ�ƉĂǇ�ƚŚĞ�>D W�ƚŽ�ǁ ŝŶĚ�ƌĞƐŽƵƌĐĞƐ�ƚŚĂƚ�ƚĞŶĚ�ƚŽ�ƵŶďĂůĂŶĐĞ�ƚŚĞ�
system. Of course many other resources, nuclear power plants, solar power, and run-of-river hydro, to
name the most obvious, also provide no balancing service at all. They completely ignore the market
price and simply generate what they can. In spite of this, they are all paid LMP.

�Ƶƚ�ǁ ŝŶĚ�ƉŽǁ Ğƌ�ƉƌŽǀŝĚĞƐ�ƚŚĞ�ŵ ŽƐƚ�ƌĞǀĞĂůŝŶŐ�ĞǆĂŵ ƉůĞ �͘dŚĞ�ǁ ŝŶĚ�ƉĂǇƐ�ŶŽ�ĂƩĞŶƟŽŶ�ƚŽ�ƚŚĞ�ŶĞĞĚ�ĨŽƌ�
balancing and so, as likely as not, the wind will be increasing when less power is needed and decreasing
ǁ ŚĞŶ�ŵ ŽƌĞ�ƉŽǁ Ğƌ�ŝƐ�ŶĞĞĚĞĚ �͘/Ŷ�ĨĂĐƚ͕�ƐƵĐŚ�ŇƵĐƚƵĂƟŽŶƐ�ŚĂǀĞ�ďĞĞŶ�ŬŶŽǁ Ŷ�ƚŽ�ĐĂƵƐĞ�ƋƵŝƚĞ�ĞǆƚƌĞŵ Ğ�
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problems with balancing. In spite of this, wind energy is paid the LMP, just the same as generators that
bid in and respond to the market price.

/Ĩ�ďĂůĂŶĐŝŶŐ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ŵ ĂƌŬĞƚ�ďǇ�ĂĐƟǀĞůǇ�ƌĞƐƉŽŶĚŝŶŐ�ƚŽ�ƉƌŝĐĞ�ĚĞƐĞƌǀĞƐ�ƚŽ�ďĞ�ƌĞǁ ĂƌĚĞĚ�ǁ ŝƚŚ�ƚŚĞ�
>D W�ƚŚĞŶ�ƋƵŝĐŬͲƌĂŵ ƉŝŶŐ�ŐĂƐ�ĂŶĚ�ƐƚŽƌĂŐĞͲďĂƐĞĚ�ŚǇĚƌŽ�ĨĂĐŝůŝƟĞƐ�ƐŚŽƵůĚ�ďĞ�ƉĂŝĚ�ŵ ŽƌĞ�ƚŚĂŶ�ǁ ŝŶĚ�ƚƵƌďŝŶĞƐ�
by the amount of the LMP. In this case, all current wholesale tariffs are unduly discriminatory. 

10.6. Why There Is No Basis for Order 745

The retail market rewards DR with the retail energy rate, which, in the CAISO, is greater than the
ǁ ŚŽůĞƐĂůĞ�ƉƌŝĐĞ�ϵϴ�ƉĞƌĐĞŶƚ�ŽĨ�ƚŚĞ�Ɵŵ Ğ�ĂŶĚ�ǁ ŚŝĐŚ�ŝƐ�ŵ ŽƌĞ�ƚŚĂŶ�ĚŽƵďůĞ�ƚŚĞ�ĂǀĞƌĂŐĞ�ǁ ŚŽůĞƐĂůĞ�ƉƌŝĐĞ �͘dŚŝƐ�
retail payment is much too significant to ignore when considering whether DR has been properly 
ƌĞǁ ĂƌĚĞĚ �͘/Ŷ�ƐƉŝƚĞ�ŽĨ�ƚŚŝƐ͕ �ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŚĂƐ�ŝŶƐŝƐƚĞĚ�ŽŶ�ŝŐŶŽƌŝŶŐ�ƚŚŝƐ�ƌĞƚĂŝů�ĐŽŵ ƉĞŶƐĂƟŽŶ�ĂŶĚ�ŝŶƐŝƐƚĞĚ�
on paying DR the full wholesale price on top of the retail energy rate, G. The prima facie conclusion must
be that this is double payment, and that the Order grossly discriminates in favor of DR and against
normal suppliers of all types as well as against Non-Bid DR.

dǁ Ž�ƉŽƐƐŝďůĞ�ĂƌŐƵŵ ĞŶƚƐ�ĂƌĞ�ƉƌŽƉŽƐĞĚ�ĂƐ�ũƵƐƟĮĐĂƟŽŶƐ�ĨŽƌ�ƐƵĐŚ�ĚŽƵďůĞ�ƉĂǇŵ ĞŶƚ͘�dŚĞ�ŵ ŽƐƚ�
ƉƌĞǀĂůĞŶƚ�ĂƌŐƵŵ ĞŶƚ�ĂƉƉĞĂƌƐ�ƚŽ�ďĞ�Ă�ĐŽŵ ďŝŶĂƟŽŶ�ŽĨ�ƚŚĞ��ŶĞƌŐǇ�s ŝĞǁ �ĂŶĚ�ƚŚĞ�:ƵƌŝƐĚŝĐƟŽŶĂů�s ŝĞǁ �͘dŚĞ�
combined view holds that the Commission should not pay double, but that it is legally constrained from
acknowledging the retail energy rate. Given that constraint, the best it can do is pay LMP on top of the
retail energy rate. This view is self contradictory the problem it addresses is a low retail energy rate,
ǇĞƚ�ŝƚ�ŝƐ�ďĂƌƌĞĚ�ĨƌŽŵ �ƚĂŬŝŶŐ�ŶŽƟĐĞ�ŽĨ�ƚŚĂƚ�ƉƌŝĐĞ�ǁ ŚĞŶ�ŝƚ�ƉƌŽƉŽƐĞƐ�Ă�ƐŽůƵƟŽŶ �͘�ůƐŽ�ƚŚĞƌĞ�ŝƐ�ŶŽ�ůŽŐŝĐĂů�
ĐŽŶŶĞĐƟŽŶ�ďĞƚǁ ĞĞŶ�ůĂĐŬ�ŽĨ�ũƵƌŝƐĚŝĐƟŽŶ�ŽǀĞƌ�ƐŽŵ ĞƚŚŝŶŐ�ĂŶĚ�Ă�ŶĞĞĚ�ƚŽ�ĂƐƐƵŵ Ğ�ŝƚ�ĚŽĞƐ�ŶŽƚ�ĞǆŝƐƚ͘�/Ŷ�ĂŶǇ�
case the Commission has wisely chosen not to explicitly express reliance on any such theory and
explicitly rejects the idea that paying LMP �'�ŝƐ�ŽƉƟŵ Ăů�ĂŶĚ�ƉĂǇŝŶŐ�>D W�ŝƐ�ƐĞĐŽŶĚ�ďĞƐƚ͘�, ĞŶĐĞ�ƚŚŝƐ�ƉĂŝƌ�
of views cannot form a basis for double payment.

The Balancing View, which the Commission explains and repeatedly advocates, would if correct
ĨŽƌŵ �Ă�ƐŽƵŶĚ�ďĂƐŝƐ�ĨŽƌ�ŝŐŶŽƌŝŶŐ�'�ĂŶĚ�ƉĂǇŝŶŐ�>D W͘�dŚĞ�ƚǁ Ž�ĂƌĞ�ĚĞĮŶĞĚ�ƚŽ�ďĞ�ƉĂǇŵ ĞŶƚƐ�ĨŽƌ�ĞŶƟƌĞůǇ�
ƵŶƌĞůĂƚĞĚ�ƐĞƌǀŝĐĞƐ�ĂŶĚ�ďŽƚŚ�ĂƌĞ�ĨƵůůǇ�ũƵƐƟĮĞĚ�ŝŶ�ƚŚĞŝƌ�Žǁ Ŷ�ƌŝŐŚƚ͘�dŚĞ�ƉƌŽďůĞŵ �ŝƐ�ƚŚĂƚ�ƚŚĞ��ĂůĂŶĐŝŶŐ�s ŝĞǁ �
ƌĞƐƚƐ�ŽŶ�ĂŶ�ĞŐƌĞŐŝŽƵƐ�ŵ ŝƐƵŶĚĞƌƐƚĂŶĚŝŶŐ�ŽĨ�ŵ ĂƌŬĞƚƐ�ŝŶ�ŐĞŶĞƌĂů�ĂŶĚ�ƉŽǁ Ğƌ�ŵ ĂƌŬĞƚƐ�ŝŶ�ƉĂƌƟĐƵůĂƌ͘�/ƚ�
declares that some DR can perform the wholesale service of balancing as well as can supply so it should
be paid the same for providing that service. This much is correct.

It further claims that supply is paid the LMP for its balancing services. This is incorrect. Supply is
paid nothing for these services, and instead is paid LMP for the energy it supplies regardless of whether
ŝƚ�ŝƐ�ƐƵƉƉůŝĞĚ�ďǇ�ŶƵĐůĞĂƌ�ƉůĂŶƚƐ�ǁ ŚŝĐŚ�ƉůĂǇ�ŶŽ�ĂĐƟǀĞ�ďĂůĂŶĐŝŶŐ�ƌŽůĞ �͕Žƌ�ďǇ�ŐĂƐ�ƚƵƌďŝŶĞƐ�ǁ ŚŝĐŚ�ĚŽ�ƉůĂǇ�ĂŶ�
ĂĐƟǀĞ�ƌŽůĞ�ŝŶ�ďĂůĂŶĐŝŶŐ �͘, ĞŶĐĞ �͕ďĞĐĂƵƐĞ�ƚŚĞ�ŵ ĂŶĚĂƚĞĚ�ƉĂǇŵ ĞŶƚ�ŽĨ�>D W�ŝƐ�ďĂƐĞĚ�ŽŶ�ƚŚĞ�ŝŶĐŽƌƌĞĐƚ�ǀŝĞǁ �
that supply is paid for balancing and not for energy, there is no bas
payment of LMP. If instead, the payment of supply is acknowledged to be for energy, then the
Commission could properly find that that the total reward for DR should be the same as the total reward 
for supply. But this would require taking into account that DR is already rewarded in the retail market,
and that in the California ISO that reward already exceeds the LMP in almost all hours.

11. Summary and Conclusion

Order 745 works hard to ignore the retail market in which demand response is provided. The result is an
Order which pays DR providers the wholesale price, LMP, while they also collect approximately the retail
energy rate, G. The result is a double payment of LMP+G. This will lead to inefficient DR programs and 
increased costs for consumers.
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�ůƚŚŽƵŐŚ�ƚŚĞ��Žŵ ŵ ŝƐƐŝŽŶ�ŵ ĂǇ�ƌĞůǇ�ŝŶ�ƉĂƌƚ�ŽŶ�ũƵƌŝƐĚŝĐƟŽŶĂů�ŝƐƐƵĞƐ�ƚŽ�ĂǀŽŝĚ�ƚĂŬŝŶŐ�ĂĐĐŽƵŶƚ�ŽĨ�' �͕ƚŚŝƐ�
ǀŝĞǁ �ĂĚŵ ŝƚƐ�ƚŚĂƚ�ƚŚĞ�ƉƌŽďůĞŵ �ďĞŝŶŐ�ĮǆĞĚ�ŝƐ�ŝŶĞĸ ĐŝĞŶƚ�ƉƌŝĐŝŶŐ�ŝŶ�ƚŚĞ�ƌĞƚĂŝů�ŵ ĂƌŬĞƚ͘��Ƶƚ�ŝĨ�ĐŽŵ ƉĞŶƐĂƟŶŐ�
for retail pricing failures is the purpose of the Order it makes no sense to argue that the Commission
ĐĂŶŶŽƚ�ƚĂŬĞ�ĂĐĐŽƵŶƚ�ŽĨ�ƌĞƚĂŝů�ƉƌŝĐŝŶŐ �͘�ƉƉĂƌĞŶƚůǇ�ďĞĐĂƵƐĞ�ũƵƌŝƐĚŝĐƟŽŶĂů�ůŝŵ ŝƚĂƟŽŶƐ�ǁ ŽƵůĚ�ŶŽƚ�ƉƌŽǀŝĚĞ�Ă�
sound basis for the Order, the Commission has invented the Balancing View. The Balancing View holds
that ISOs and RTOs should pay DR providers for balancing services they provide to the wholesale market
since these do not overlap the services for which DR is being paid in the retail market. Hence, under the
Balancing View, there is no double payment, and the Commission need not concern itself with payments
made in the retail market.

balancing service. Since this can be as
well provided by DR as by supply, the Commission concludes that DR should be paid the same for this
service as supply is paid. The Commission then claims that supply is paid LMP for its balancing services.
In fact supply is paid nothing for these services and instead is paid the LMP for the energy it supplies.
This error invalidates the basis of the Order.

As noted, the favored Bid-In DR providers receive LMP+G. In the case of behind-the-meter
ŐĞŶĞƌĂƟŽŶ �͕ǁ ŚŝĐŚ�ĐĂŶ�ĞĂƐŝůǇ�ƋƵĂůŝĨǇ�ĂƐ��ŝĚͲ/Ŷ��Z �͕ƚŚŝƐ�ƉĂǇŵ ĞŶƚ�ŝƐ�ĐůĞĂƌůǇ�ƉƌĞĨĞƌĞŶƟĂů�ĂŶĚ�ĚŝƐĐƌŝŵ ŝŶĂƚŽƌǇ �͕
ďĞĐĂƵƐĞ�ƚŚĞ�ŝĚĞŶƟĐĂů�ŐĞŶĞƌĂƟŽŶ �͕ƉĞƌĨŽƌŵ ŝŶŐ�Ăůů�ŽĨ�ƚŚĞ�ƐĂŵ Ğ�ƐĞƌǀŝĐĞƐ͕ �ǁ ŝůů�ďĞ�ƉĂŝĚ�ŽŶůǇ�>D W�ŝĨ�ŝƚ�ŝƐ�
classified as supply. It is also discriminatory because a consumer with the same behind-the-meter 
ŐĞŶĞƌĂƟŽŶ�ƚŚĂƚ�ƌĞƐƉŽŶĚĞĚ�ŝĚĞŶƟĐĂůůǇ�ƚŽ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ƉƌŝĐĞ�ǁ ŽƵůĚ�ďĞ�ƉĂŝĚ�ŽŶůǇ�'�ŝĨ�ŝƚ�ĚŽĞƐ�ŶŽƚ�ĐŽŶƚƌĂĐƚ�
with a DR provider to bid into the wholesale market.

Because of the excess cost of paying LMP+G instead of LMP, ISOs and RTOs will need to charge
ĐŽŶƐƵŵ ĞƌƐ�ŵ ŽƌĞ�ƚŚƌŽƵŐŚ�ĂŶ�ƵƉůŝŌ�ƚŽ�ƚŚĞ�ǁ ŚŽůĞƐĂůĞ�ƉƌŝĐĞ �͘dŽ�ĂǀŽŝĚ�ƚŚŝƐ�ƉƌŽďůĞŵ �͕ƚŚĞ�KƌĚĞƌ�ŶŽƚĞƐ�ƚŚĂƚ�
the LMP will be depressed by DR and will therefore save all consumers enough to cover the cost of
ĚŽƵďůĞ�ƉĂǇŵ ĞŶƚƐ͘ ��Ƶƚ�ƚŚŝƐ�ǁ ŝůů�ŽŶůǇ�ǁ ŽƌŬ�ǁ ŚĞŶ�ƚŚĞ�>D W�ŝƐ�ƐĞŶƐŝƟǀĞ�ĞŶŽƵŐŚ�ƚŽ��Z �̂͘ Ž�Ă�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ�
ŝƐ�ƌĞƋƵŝƌĞĚ�ƚŽ�ĚĞƚĞƌŵ ŝŶĞ�ƚŚĞ�WƌŝĐĞ�dŚƌĞƐŚŽůĚ�ďĞůŽǁ �ǁ ŚŝĐŚ�>D W�ŝƐ�ƚŽŽ�ŝŶƐĞŶƐŝƟǀĞ �͘�ŽƵďůĞ�ƉĂǇŵ ĞŶƚ�ŝƐ�ŶŽƚ�
ĂůůŽǁ ĞĚ�Ăƚ�ƚŚĞƐĞ�ůŽǁ �ƉƌŝĐĞƐ͕�ďƵƚ�ŽŶůǇ�ǁ ŚĞŶ�ƌĞĚƵĐƟŽŶ�ŽĨ�ƚŚĞ�>D W�ǁ ŝůů�ĐŽǀĞƌ�ŝƚƐ�ĐŽƐƚ͘�

The net benefits test first measures (incorrectly) the cost of overpayment, which would not be cost 
ĞīĞĐƟǀĞ�ǁ ĞƌĞ�ŝƚ�ŶŽƚ�ĨŽƌ�ƚŚĞ�ĚĞƉƌĞƐƐŝŶŐ�ĞīĞĐƚ�ŝƚ�ŚĂƐ�ŽŶ�ƚŚĞ�ŵ ĂƌŬĞƚ�ƉƌŝĐĞ �͘dŚŝƐ�ŝƐ�ĂŶ�ĂĚŵ ŝƐƐŝŽŶ�ƚŚĂƚ��Z�
payments are expected to exercise market power. But, because of errors in the test, this admission will
Ăƚ�Ɵŵ ĞƐ�ďĞ�ĞƌƌŽŶĞŽƵƐ͘ �, Žǁ ĞǀĞƌ͕�ǁ ŚĞŶ�ƚŚĞ�>D W�ŝƐ�ďĞůŽǁ �ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͕K ƌĚĞƌ�ϳϰϱ�ĚŽĞƐ�ƌĞƋƵŝƌĞ�
the exercise of monopsony power incurring a cost that only becomes a net benefit by suppressing the 
market price. This is not the intent of Order 745 but it is the inevitable outcome of double payment,
when the retail energy rate is already higher than the LMP (and also for somewhat higher values of
LMP).

dŚĞ�ŵ ŝƐĐĂůĐƵůĂƟŽŶ�ŽĨ�ƚŚĞ�ĐŽƐƚ�ŽĨ�ŽǀĞƌƉĂǇŵ ĞŶƚ͕�ƵƉŽŶ�ǁ ŚŝĐŚ�ƚŚĞ�ŶĞƚ�ďĞŶĞĮƚƐ�ƚĞƐƚ�ŝƐ�ďĂƐĞĚ �͕ƐŚŽƵůĚ�ďĞ�
ƌĞŵ ĞĚŝĞĚ�ŝŵ ŵ ĞĚŝĂƚĞůǇ �͕ĨŽƌ�ŝƚ�ŝƐ�Ă�Ɛŝŵ ƉůĞ�ĂĐĐŽƵŶƟŶŐ�ĞƌƌŽƌ͘�dŚĞ�ĐŽƐƚ�ƚŽ�ƵƟůŝƚǇ�ĐƵƐƚŽŵ ĞƌƐ�ŝƐ�ŶŽƚ�ƚŚĞ�>D W�
Ɵŵ ĞƐ�ƚŚĞ�ĚĞŵ ĂŶĚ�ƌĞĚƵĐƟŽŶ�ĂƐ�ĐůĂŝŵ ĞĚ�ŝŶ�ƚŚĞ�KƌĚĞƌ͘�/ŶƐƚĞĂĚ �͕ŝƚ�ŝƐ�ƚŚĞ�ƌĞƚĂŝů�ĞŶĞƌŐǇ�ƌĂƚĞ �͕' �͕Ɵŵ ĞƐ�ƚŚĞ�
ĚĞŵ ĂŶĚ�ƌĞĚƵĐƟŽŶ �͘

The Commission should abandon its Balancing View of the LMP and, with it, abandon its aversion to
ƚĂŬŝŶŐ�ŝŶƚŽ�ĂĐĐŽƵŶƚ�ƚŚĞ�ƌĞƚĂŝů�ƉĂǇŵ ĞŶƚƐ�ĨŽƌ�ĞŶĞƌŐǇ�ƐĂǀĞĚ �͘�ŌĞƌ�Ăůů͕�ƐĂǀŝŶŐ�ĞŶĞƌŐǇ�ĐŽƐƚƐ�ŝƐ�ƚŚĞ�ĞŶƟƌĞ�ƉŽŝŶƚ�
of the DR product considered by Order 745. The idea that demand response should be paid for bidding
ŝŶƐƚĞĂĚ�ŽĨ�ĨŽƌ�ƐĂǀŝŶŐ�ĞŶĞƌŐǇ�ŝƐ�Ă�ĮĐƟŽŶ�ƚŚĂƚ�ǁ ŝůů�ĐĂƵƐĞ�ĞŶĚůĞƐƐ�ƌĞŐƵůĂƚŽƌǇ�ĞƌƌŽƌƐ�ĂŶĚ�ĐŽŵ ƉůŝĐĂƟŽŶƐ�ŽŶĐĞ�
accepted.
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